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1. The international banking and financial markets in the 1980s

1.1 Rapid growth of the international banking and financial
markets in the 1980s

According to the statistics of the Bank for International Settlements, international
banking and financial transactions are defined as both cross-border and local foreign
currency ones.

In the 1980s the international banking and financial markets grew much more rap-
idly than the GNP of any country in the world. The total assets in these markets ex-
panded from $2,900 billion in 1983 to $8,800 billion in 1990 (Table 1). This increase is
equivalent to an annual growth rate of 17.3%, which exceeded that of the GNP of any
country in the world.

On a net basis, total amount of net assets in these markets expanded from $1,500

Table 1. Componets of international financing (Stocks at end of the year)
(billion dollars, %)

1983 1985 1987 1990
Total claims in international markets () 2878 3726 6243 8,800
@/ O (% 88.9 842 83l 82.0
Total claims of reporting banks @ 2.558 3,137 5.187 7.217
@/ @ %) 515 527 956 536
Double counting due to redepositing
among the reporting banks(®) 1,318 1,652 4,960 3,867
@D/ D (%) 48.5 473 43.8 46.4
Net international bank lending @ 1,240 1,485 2270 3350
@D/ ® % 827 765 688 766
Doubie-counting & 60 134 284 559
Net international sccurityu finacing (& 320 589 1,056 1.584
® /@ %) 21.3 30.3 320 362
Net new Euro-note placement () 16 53 11
Net international bond financing 320 573 1.003 1,473
Total net international financing ) @) 1,500 1.940 3,297 4,375

Sources: BIS, Annual Report, 1989, 1991, L.B.F.M.D., May 1991.
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billion to $4,400 billion at 16.5% annually over the same period. Within this overall
development, there was difference in the pace of growth between the activity of the
international banking market and that of international securities market. The annual
growth rate of the latter (25.7%) far exceeded that of the former (15.3%) over the 1983-
1990. As a result, between these years, the latter’s share of international banking and
financial activity rose sharply from 21.3% to 36.2%, though the international banking
sector continued to account for a large proportion of financing flows through the inter-
national banking and financial markets. The more rapid expansion in international
securities market reflected a marked tendency towards “securitization” in the interna-
tional markets.

1.2 Main features of international banking activity

1.2.1 Declining flows to developing countries and increasing flows to
developed countries

The most significant feature in the development of International banking and finan-
cial markets during the 1980s was the contrast between the sharp expansion in bank
lending to the developed countries and the stagnation in bank lending to the developing
countries. The BIS reporting banks’ share of claims on non-OPEC LDCs dropped
sharply to 10.7% at the end of 1990, as against 23.6% at the end of 1983. The main
reason for this decline was that BIS reporting banks were reluctant to lend to highly
indebted developing countries after the onset of the debt crisis of 1982.

In contrast to the steep reduction in bank lending to the capital importing develop-
ing countries, international bank lending to the developed countries showed a sharp

Table 2. BIS reporting banks’ claims on non-bank entities in the reporting area
(Stocks at end of year, billion dollars)

1983 1985 1986 1987 1988 19890 1990 1991

Local foreign currency claims
on ono-bank entities in:

Japan 459  61.0 1130 1783 2041 2143 2268 206.1
Canada 219 236 228 214 216 233 277 257
United Kingdom 304 452 587 782 88.0 117.6 1317 1487
Italy 13.2 140 194 290 334 413 518 60.6
France 104 1.1 g 210 185 189  21.3 210
Germany 1.9 1.7 1.8 23 3.0 28 4.5 6.2
Sweden 8.0 12.0 13.5 199 266 433 653 650
Total reporting countrics 1649 2122 2987 4276 4776 5626 654.0 668.6

Cross-border claims
on non-bank entities in:

Japan 9.7 9.0 180 602 838 1264 2008 2504
Canada 511 933 1148 1456 1815 2175 271.7 2782
United Kingdom 10.3 13.5 166 215 196 242 346 383
ltaly 15.0 15.6 237 274 31.8 39.4 54.7 60.3
France 226 226 24.5 290 323 44.1 73.8 81.9
Germany 15.9 19.6 19.5 209 19.0 20.9 294 13.7
Sweden 395 425 490 658 0643 688 831 924

Total reporting countrics 289.2 3356 4112 5420 611.2 7543 1,037.1 1,132.8

Sources: BIS, 1.B.F.M.D., 1986. 1991, 1992.
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increase in the 1980s: the share of claims on the reporting area — including a group of
major developed countries — rose remarkably from 47.6% to 73.7% between year-end
1983 and year-end 1990 ".

In particular, the claims of BIS reporting banks on non-bank entities in Japan in-
creased so substantially that their share of the total claims on non-bank entities within
the reporting area grew from 12.2% to 25.3% for the same period. Concerning claims on
non-bank entities in Japan, however, local claims in foreign currencies exceeded cross-
border claims on them. In the area of cross-border claims, the share of claims on non-
bank entities in the U.S. was the largest and that on non-bank entities in Japan was
the second highest at the end of 1980s (Table 2).

1.2.2 Changing share of individual market centers and growing share of
Japanese banks

The second notable feature of the development during the 1980s was decline in the
UK’s share of outstanding international banking business. The United Kingdom main-
tained its position as the world’s largest international banking center during the 1970s,
accounting for about 27% of total international banking business (Table 3). In the
1980s, however, as its position was challenged by the Tokyo money market and other
off-shore markets, the UK’s share of outstanding international banking assets dropped
to around 18.% toward the end of 1980s. Similarly, the position of the U.S., which fol-
lowed that of the U.K,, tended to decline after the mid-1980s. In contrast, as the
international bank assets in Japan increased rapidly in the 1980s, the share of Japan
rose to 21.0% at the end of 1988, compared with only 5.0% at the end of 1980. However,
the proportion of local foreign currency assets of banks in Japan was relatively high
(34.4%) compared with those of banks in other major countries (U.K. 22.7%, U.S. 0%,
year-end 1990). As a result, the United Kingdom still ranked first in the cross-border
assets, followed by Japan and the United States?.

Table 3. Shares of individual reporting market centres in international bank assets
(End of year, %)

1975 1980 1985 1987 1988 1989 1990 199]

Belgium 88 42 38 338 34 32 34 34
Luxembourg 6.7 44 42 4.1 4.1 4.6 4.8
France 9.1 108 7.1 6.7 6.3 6.3 6.6 6.4
Germany 7.1 55 32 4.0 3.8 4.2 5.1 5.2
[taly 34 23 2.2 1.9 1.9 2.1 2.1 23
Netherlands 39 4.7 2.6 2.5 2.5 24 2.6 29
Switzerland 5.7 4.5 2.6 2.8 24 53 5.6 5.5
Swiss trust account 3.8 3.4 32
United Kingdom 27.1 270 254 221 209 184 183 180
Canada 31 2.7 2.3 1.5 1.3 1.2 1.1 1.0
Japan 4.6 50 108 187 210 203 187 182
JOM 4.0 6.8 7.6 7.4 7.5
Other 147 142 126 114 106
United States 135 134 133 9.9 10.1 9.2 7.6 7.8
IBF 6.5 54 5.6 5.3 4.0 39
Other 6.8 4.5 4.5 4.0 3.6 4.0

Sources: BIS. 1.B.F.M.D.. May 1991, 1992, BOE [ 1989].
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The third feature was the dramatic change in the nationality structure of interna-
tional banking activity. The U.S. banks reduced their share of international bank as-
sets from 27.2% to 11.4% between 1983 and 1990. In contrast, Japanese banks gained
the first rank in international banking activity in 1986; its share rose from 20.5% in
1983 to 32.4% in 1986 and further to 38.3% in 1988. The other important changes were
the decline of U.K. banks’ share and the increase of German banks’ share (Table 4).

Table 4. Shares of international bank assets, by nationality of banks
(End of year, %)

1983 1985 1986 1987 1988 1989 1990 1991

Japanese banks 205 260 234 355 383 365 339 314
US banks 272 217 173 148 145 135 114 116
French banks 8.6 9.0 84 8.6 8.3 8.0 8.8 8.8
German banks 6.5 7.0 7.8 7.9 7.7 8.1 9.7 104
UK banks 8.1 7.1 6.1 5.8 5.2 4.6 44 42
Italian banks 3.6 4.2 4.2 4.2 44 4,7 5.2 5.7
Swiss banks 3.6 4.0 4.4 4.3 18 34 3.7 4.0
Other 219 209 194 190 (8.0 21.2 229 239

Sources: BIS, L.B.F.M.D., July 1986, May 1991, 1992,

1.2.3 Gradual decline of the dollar’s role as an international currency
Lastly, diversification of international currencies developed as the dollar’s role de-
creased moderately in the 1980s. In particular, the dollar’s share of external claims in
domestic currency fell to 33.0% in 1990, down from 68.4% in 1984. Such decline led to
narrowing the difference of the share between the dollar and the yen (Table 5). In
Euro-currency market, the dollar still maintained its shares of over 50% in external

Table 5. Currency breakdown of BIS reporting banks’ international assts
(End of year, billion dollars, %)

1985 1986 1987 1988 1989 1990 1991

External claims in domestic currency " 688.8 8984 1.1634 1.227.6 13965 15526 1,587.3

US dollar (%) 58.3 49.5 39.5 40.0 38.4 33.0 324
Deutsche Mark (%) 10.1 13.0 12.7 11.8 13.5 16.0 14.8
Japanese yen (%) 10.7 15.3 24.8 28.1 26.7 26.9 295
External claims in foreign currencies " 1.305.6  1.668.9 21147 2247.1 27203 32740 3,196.7
US dollar (%) 66.0 63.0 58.4 59.0 57.5 52.8 51.6
Deutsche Mark (%) 12.7 12.7 13.9 13.0 13.5 14.1 138
Japanese yen (%) 39 5.1 7.0 7.1 6.7 6.7 59
ECU (%) 3.1 33 37 3.8 43 4.7 5.4
Local foreign currency claims 562.8 753.7 9795 10198 11,1426 1,305.8 1,257.3
US dollar (%) 69.2 67.4 64.2 66.2 65.8 62.1 58.9
Deutsche Mark (%) 9.3 9.5 11.2 10.5 11.3 13.6 13.8
Swiss franc (%) 8.4 9.3 9.5 7.0 52 5.5 5.3
Japanese yen (%) 3.8 4.0 4.2 39 3.8 3.8 4.2
ECU (%) 2.9 27 29 32 33 3.6 54

Note: 1) External claims contained only assets of banks in developed countries.
Sources: BIS, L.B.F.M.D., May 1991,1992.
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claims and over 60% in local claims at the end of 1990, despite the slow declining trend
of the dollar’s role.

On the other hand, the yen’s share in the external domestic currency claims rose
remarkably throughout the 1980s, reflecting the growth of the Tokyo money market
and growing current account surplus as well. In the Euro-currency market, however,
the difference between the Deutsche Mark’s share and the yen’s share was still large
even at the end of 1990. Each share of the Deutsche Mark and the ECU has increased
gradually with the EC market integration near at hand.

1.3 Main features of international securities market

Turning to the international securities market, there were three salient features in
the development of this market in the 1980s. The first feature was rapid increase of
international securities financing, reflecting the progress of “securitization”. Interna-
tional securities outstanding that were $320 billion at the end of 1983 grew by nearly
five times to $1,580 billion at the end of 1990. The issue of Euro-notes that represents
“securitization” of short-term bank loans expanded remarkably. Only $5 billion of
Euro-notes outstanding in 1984 increased to $111 billion by the end of 1990 (Table 1).
In the international bond market, after floating rate note issues expanded in the
middle of the 1980s, equity related bond issues increased rapidly in late 1980s when
stock prices soared in Japan (Table 6).

Secondly, trends in international bond issue in the 1980s were similar to the first
feature of the international banking activities; the share of developing countries
dropped, while that of developed countries rose (Table 7). In particular, issues by J apa-
nese entities grew remarkably. As a result, Japan’s share of total outstanding interna-
tional bond issues overtook the US’s and gained the first rank. On a net basis, nearly a
half of new international bonds were issued by Japanese entities in 1989. This contrib-
uted to the rapid growth of total bond issues, particularly equity- related bond issues®.

The third feature was the development in diversification of international currencies.
The share of US dollar-denominated Euro-bond issues in Euro-bond issues declined.
On the other hand, Euro-bond issues denominated in other major currencies such as
the UK pound, Japanese yen, DM and ECU increased (Table 8).

Table 6. International bond issues
(billion dollars, %)

Amounts outstanding net new issues Amounts outstanding

end of 1985 1986 1987 1988 1989 1990 | end of 1990

Straght fixed rate 498.1 108.6 689 990 89.0 80.7 1,008.1
(%) 73.7 68.0 639 71.7 511 61.6 68.5
Floating rate notes 123.9 28.7 0.5 5.1 105 27.1 205.7
(%) 18.3 18.0 0.5 37 6.0 21 14.0
Equity related 54.3 224 383 341 748 232 258.7
(%) 8.0 140 355 247 429 177 17.6

Total issues 676.1 1599 107.8 138.1 1743 131.0 1,472.5
(%) 100.0 160.0 100.0 100.0 100.0 100.0 100.0

Sources: BIS, Annual Report, 1989, 1991, 1.B.F.M.D., May 1991,
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Table 7. Announced international bond issues, by country
(billion of dollars, %)

Amounts outstanding net new issues Amounts outstanding
end of 1982 end of 1985 1986 1987 1988 1989 1990 | end of 1990
Japan 17.7 64.1 270 365 403 838 385 317.7
(%) 6.8 1.2 169 34.1 292 481 294 21,6
United States 36.0 102.7 326 114 61 -03 15 170.3
(%) 139 17.9 204 107 44 -02 1.1 11.6
Canada 41.4 68.6 136 21 58 41 42 107.9
(%) 16.0 120 85 20 42 24 32 13
United Kingdom 11.0 20.8 175 94 201 216 168 1278
(%) 4.3 5.2 11.0 88 146 124 128 8.7
France 18.4 3.0 57 32 100 92 108 90.8
(%) 7.1 6.8 36 30 72 53 82 6.2
Other developed countries ~ 67.3 149.9 535 366 48.1 420 344 4297
(%) 260 262 335 342 348 241 263 292
Total developed countries  191.9 454.1 149.9 992 1304 160.4 106.2 1,224.2
(%) 74.1 79.3 939 927 944 920 81. 84.5
Developing countries 18.0 219 04 -1.1 -L1 -09 27 333
(%) 6.9 49 03 -10 -07 -05 21 23
Eastern Europe 0.6 0.7 06 05 12 I8 16 73
(%) 0.2 0.1 04 05 09 1.0 12 0.5
International institutions 48.8 89.9 87 84 76 129 205 187.7
(%) 18.8 15.7 54 79 55 74 156 12.7
Total 259.1 5725 159.7 107.0 138.1 174.3 131.0 1.472.5
(%) 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Sources: BIS, Anaual Repors, 1989,1991, L.B.F.M.D., May 1991.

Table 8. Currency breakdown of international bond issues (gross, flow base)
(1985-91, billion dollars, %)

1985 1986 1987 1988 1989 1990 1991

Euro-bond issues 1399 187.7 1405 178.8 212.8 180.1 248.5

Curency breaksown (%)
US dollar 709 629 414 417 552 389 309
Deutsche Mark 7.0 9.1 107 133 7.7 102 8.0
UK pound 4.5 56 107 132 87 116 103
Japanese yen 4.8 99 16.1 89 73 127 144
Canadian dollar 2.1 2.7 4.3 7.3 5.9 36 9.1
ECU 5.1 38 5.3 6.3 5.9 99 (2.7
Australian dollar 2.3 1.8 6.3 4.7 3.1 29 1.8
Other 3.4 4.2 5.4 4.7 6.1 103 1238

Sources: OECD, Financial Market Treads, May 1988, 1989, 1990, 1991, 1992.

2. Three major centers in the international banking andfinan-
cial markets

2.1 Rapid growth of the Tokyo international banking market

2.1.1 Background of rapid growth—deregulation—

The most remarkable feature in the international banking market was rapid
growth of the Tokyo money market, which was strongly influenced by deregulation in
Japan. First, the Foreign Exchange Control Act was revised at the end of 1980. Since
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then Impact Loans and deposit in foreign currency have been unrestricted. At the same
time, Japanese banks’ loans to nonresidents and Japanese financial institutions’ in-
vestment in foreign securities were also deregulated *.

Second, the Japan-US Committee on the Yen and the Dollar was established under
the pressure from the United States at the end of 1983. This Committee recommended
deregulation in Japan and internationalization of the yen. As a result, the real demand
doctrine of forward foreign exchange transactions was abolished and the restrictions on
the issue of Euro-yen bonds by residents in Japan were repealed in April 1984. The
restrictions on the spot foreign currency position of foreign exchange banks were re-
moved in June 1984. Since then the residents in Japan have been able to borrow the
Euro-yen from abroad (Euro-yen Impact Loan). Lastly, the Japan Offshore Market
(JOM) was established at the end of 1986%.

2.1.2 Rapid expansion in external foreign currency positions of
banks in Japan

The external foreign currency assets of banks in Japan showed a 84% increase from
1982 to 1985 (the average annual growth rate was 22.6%). The pace of their expansion
accelerated in the second half of the 1980s. These assets showed a 288% increase be-
tween 1985 and 1989 (the average annual growth rate was 40.4%). On the other hand,
the external foreign currency liabilities of banks in Japan expanded more rapidly than
their assets. These liabilities increased by 353% between 1985 and 1989 (the average
annual growth rate was 45.9%). Consequently, net external foreign currency liabilities
of banks in Japan exceeded $100 billion late 1980s (Table 9).

The establishment of the JOM served as the first factor of steep expansion in the
external foreign currency positions of banks in Japan. The external accounts for the
JOM increased after 1986, accounting for 52.4% of assets and 43.2% of liabilities in
total international accounts of banks in Japan at the end of 1989. The second factor was

Table 9. International position of banks in Japan
(end of year, billion dollars)

1982 1985 1986 1987 1988 1989 1990 1991

External assets in foreign currency 65.6 1209 2074 2883 3893 469.3 5328 4739
(JOM) 69.5 1229 200.0 246.0 280.0 230.0
External liabilities in foreign currency 859 129.8 2545 368.2 503.7 588.3 6453 5752
(JOM) 69.7 133.1 216.0 254.0 282.0 248.0
External assets in domestic currency 25.6 73.8 137.0 288.5 3444 3727 4178 468.5
(JOM) 192  69.0 131.0 183.0 2150 263.0
External liabilities in domestic currency 143 495 915 2238 268.8 2914 3132 2705
(JOM) 183 58.1 1120 117.0 136.0 118.0
Net external assets in domestic currency 11.3 243 464 647 756 813 1046 198.0
Net external assets 90 154 -0.7 -152 -388 -377 -19 967
Local foreign curency assets 69.5 1439 2684 389.8 421.0 475.1 4983 418.6
(JOM) 50 156 410 670 920 710
Local foreign currency liabilities 65.6 1429 2293 3198 332.1 381.0 4156 3736
JOM) 48 161 250 600 9S00 520
Net local foreign currency assets 39 1.0 39.1 700 889 941 827 450

Sources: BIS, /.B.F.M.D., July 1985, May 1991, 1992.
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expansion of Japanese bank investment in foreign securities. Because of the restric-
tions on foreign currency position, bank investment in foreign currencies was “foreign-
foreign” investment (mostly “dollar-dollar” investment) which means short-term bor-
rowing in foreign currencies and buying securities in foreign currencies. “Dollar-dollar”
investment increased strikingly from 1985 to 1986, when the dollar exchange rate
against the yen dropped quickly ®. In consequence, both sides of the external foreign
currency accounts (assets and liabilities) of banks in Japan expanded remarkably.

The third factor was an increase of Impact Loans in foreign currencies. Banks in
Japan borrowed foreign funds from abroad and lent them to non-bank entities in Ja-
pan. Impact Loans augmented rapidly from $52.7 billion at the end of 1985 to $203.8
billion at the end of 1988. This expansion contributed strongly to the rapid growth of
banks’ local foreign currency assets”. Foreign exchange banks in Japan borrowed Im-
pact Loans from their branches abroad to lend it to non-bank entities in Japan. Japa-
nese exporting companies wanted to borrow foreign funds to hedge the risk of foreign
exchange fluctuations. Securities companies also borrowed foreign funds that they in-
vested in foreign securities. In consequence, net external foreign currency liabilities of
banks in Japan reached over $110 billion at the end of 1988 (Table 9).

2.1.3 Short-term borrowing and long-term capital outflow

In the second half of the 1980s banks in Japan increased the external foreign cur-
rency accounts, in which they increased short-term borrowing and long-term lending.
Most of liabilities in foreign currencies were short-term. On the other hand, 38.5% of
assets in foreign currencies were long-term claims on foreign non-bank entities, which
took the form of medium and long-term lending and investment in foreign securities (at
the end of 1988)#®. Thus, on its net external foreign currency position, banks in Japan
had short-term liabilities and medium and long-term claims. As the former exceeded
the latter, they had a large amount of net liabilities in their total accounts.

The major parts of these net external liabilities in foreign currency corresponded to
net local foreign currency assets. As banks in Japan increased local foreign currency
assets in the second half of the 1980s, their net assets reached $94 billion at the end of

Table 10. Japan’s international balance of payments (1983-1991)
(billion dollars)

1983 1984 1985 1986 1987 1988 1989 1990 1991

Current balance 208 350 492 858 870 796 572 358 1729
Long-term capital -17.7 -49.7 -64.5 -131.5 -136.5 -130.9 -89.2 -436 37.1
Direct investment -32 -60 -58 -143 -184 -347 -452 -463 -294
Security investment -1.9 -23.6 -43.0-101.4 -63.5 -66.7 -280 5.0 41.0
US investment abroad -16.1 -30.8 -59.8 -102.0 -87.8 -86.9 -113.2 -39.7 -743
Foreign investment in the US 14.2 72 167 05 -6.1 203 851 347 1153
Basic balance 3.1 -146 -154 -456 -495 -51.3 -32.1 -7.8 110.0
Short-term capital 00 -43 -09 -16 239 195 208 215 -258
Balance of monetary movements =52 152 123 448 295 290 333 72 -764
Gold & foreign exchange reserves"” -1.2  -1.8 -0.2 -157 -392 -16.2 128 7.8 8.1
Foreign exchange banks =36 176 108 585 718 445 8.6 —13.6 -93.5
Errors & omissions 2.1 3.7 4.0 25 39 28 -220 -209 -78

1) minus means increase of reserves.
Source: BOJ, Balance of payments monthly, April 1992.
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1989 (Table 9). The main reason for the increase in local foreign currency assets was
expansion of Impact Loans from abroad. Non-bank entities in Japan invested in foreign
securities with short-term funds that they borrowed abroad. Therefore, banks in Japan
were not only borrowing short and lending long on their own foreign currency accounts,
but also facilitating non-bank entity short-term borrowing and long-term investment
in foreign currency.

This pattern of capital flows is reflected in payment balance of Japan (Table 10).
Deficit in long-term capital account more than offset surplus in current account after
1984, and deficit in basic account was financed by surplus in short-term capital ac-
count. In particular, net capital imports in foreign exchange banks’ accounts amounted
to $175 billion dollars within the three years from 1986 to 1988. In short, banks in
Japan facilitated and supported the “short-term borrowing and long-term capital out-
flow” in the capital account of Japan.

2.1.4 Remarkable expansion of external position in domestic currency

Banks in Japan increased external accounts not only in foreign currency but also in
domestic currency in the second half of the 1980s. External assets and liabilities in
domestic currency expanded by 5.1 times and 5.9 times respectively in terms of the
dollar from 1985 to 1989. Even in terms of the yen, these assets and liabilities expanded
by 3.6 times and 4.2 times respectively. These growth rates exceeded those of external
assets and liabilities in foreign currency (Table 9). The major reason why the external
accounts in domestic currency expanded rapidly was that the banks in Japan increased
borrowing and lending in the Euro-yen through the inter-office account. Assets in this
account had a share of over 50% in total external domestic currency assets, and liabili-
ties accounted for nearly three fourths of total external domestic currency liabilities at
the end of 1988.

This pattern of external position in domestic currency was the same as that of the
external position in foreign currencies, which was characterized as “borrowing short
and lending long”. In contrast to the external position in foreign currency, however, net
long term external assets much more than offset net short term liabilities because the
banks in Japan can raise the yen funds easily in the domestic money market. Net exter-
nal assets in domestic currency increased remarkably in the second half of the 1980s
and reached over $100 billion in 1990 (Table 9). In short, the banks in Japan borrowed
the short-term yen funds both in Japan and abroad, and on the other hand, they lent
them abroad and/or invested them in the yen denominated foreign securities?.

2.1.5 Change of the Japanese banks’ net international positions

Turning now to the international positions of the Japanese banks, they changed
considerably between 1983 and 1988 (Table 11). On the foreign currency position, for-
eign offices of Japanese banks increased net liabilities to foreign banks by $275 billion
and, on the other hand, they increased net claims on non-bank entities abroad by $148
billion and on their domestic offices by $125 billion. Thus, net foreign currency position
of the foreign offices changed by only $2.8 million. In contrast, the domestic offices
increased net cross-border foreign currency liabilities by $100 billion and net local for-
eign currency assets by $125 billion, as they increased net liabilities to the foreign
offices and foreign banks by $213.5 billion and increased net claims on foreign non-
bank entities by $114 billion and on Japanese entities by $125 billion.
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Table 11. Change of the Japanese banks’ net positions
(change from end of 1983 10 end of 1988, billion dollars)

in foreign currency  in domestic curency

External position of domestic offices -99.4 64.9
To non-bank entities abroad 114.1 76.7
To foreign banks -88.6 6.7
To foreign offices -1249 =5.1

Domestic position of domestic offices 124.8
To non-bank entities in Japan 124.8

Foreign offices position 238 39.1
To non-bank entities abroad 147.5 226
To foreign banks -275.0 -47.6
To non-bank entities in Japan -0.2 59.0
To domestic offices 124.9 5.1

Total international position 22,6 104.0
To non-bank entities 386.2 158.3
To foreign banks -363.6 -54.3

Source: Uchida [1990a}, p. 28, Table 10.

On the overall international domestic currency position of Japanese banks, the in-
crease in net claims on non-bank entities ($158 billion) much more than offset the in-
crease in net liabilities to foreign banks ($54 billion). On the yen position of foreign
offices, the increase of net claims on non-bank entities in Japan ($59 billion) was larger
than the increase of net liabilities to foreign banks ($48 billion). On the external yen
position of the domestic offices, the increase of net claims on non-bank entities abroad
amounted to 6.5 times of the increase in net liabilities to foreign offices and foreign
banks. It seems reasonable to conclude that the Japanese banks borrowed short-term
foreign funds from other banks abroad and lent them to entities in Japan and abroad,
and that they borrowed short-term yen funs in domestic market and lent them to non-
bank entities abroad.

2.1.6 Increase of Japan’s foreign securities investment and Japanese entities’
securities issues

Japan’s foreign securities investment increased after 1984, particularly in 1986,
when the restrictions on the Japanese financial institutions’ investment in foreign
bonds were relaxed to stem the rapid rise of the yen exchange rate against the dollar!®.
By regional breakdown, securities investment in the U.S. was the largest, the share of
which in the Japanese foreign securities investment reached 56.4% in 1985. After 1986
Japan’s securities investment outflow to Luxembourg augmented remarkably and
overtook that to the U.S. in 1989 (Table 12).

Most of Japanese securities investment in Luxembourg was the investment in the
Euro-dollar bonds with subscription warrant issued by Japanese entities. They in-
creased issues of the Euro-dollar bonds with warrant from $19.8 billion in 1987 to
$60.8 billion in 1989 (except issues in Asian dollar market) when the cost of equity-
related bond issue was very cheap because of high stock prices in Japan. The Japanese
investors including financial institutions purchased 80% of these Euro-dollar bonds
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Table 12. Japan’s foreign securities investment, by regional breakdown (flow base)
(billion dollars)

1989 1984 1985 1986 1987 1988 1989 1990

United States 504 1136 3127 4959 3739 3622 2651 -16.11
Canada 1.0s 206 225 664 250 136 476 0.86
United Kingdom 224 379  6.19 1279 868 1070 11.14 196
West Germany 0.17 -0.04 043 320 564 604 453 -202
Luxembourg 3.21 624 11,67 2431 27.19 2545 48.08 3242
Netherland 005 004 005 008 054 076 025 0.19
France 007 002 004 042 105 056 386 5.56
Switzerland 019 095 053 010 038 09 125 1.89
Austria 073 1.57 096 -030 241 1.81 1.54 -1.14
Others 042 084 212 420 483 512 1175 15.84
Total 13.17 2682 5541 101.03 90.61 8891 113.64 39.46

Sources: MOF, Annual Report of International Finance, 1989, 1991,

with warrant . Consequently, on one hand the Japanese investment in foreign se-
curities soared to $113 billion in 1989, and on the other hand the Japanese entities’
issue of foreign bonds also expanded remarkably. As a result, the Japanese net external
securities investment decreased to $28 billion in 1989 (Table 10).

In conclusion, the Japanese money that was exported in the form of foreign securi-
ties investment repatriated through the purchase of Euro-dollar bonds issued by Japa-
nese entities in the late 1980s. This means that the cost of bond issue was cheaper in
the Euro-dollar market than in the Tokyo securities market, due to the constraints on
commissions, taxes and procedures relating to bond issues in the Tokyo market . In
short, the Tokyo international banking market developed much faster than the Tokyo
international securities market.

2.2 Financial intermediary functions of the London interna-
tional money and securities market

2.2.1 Main features of the London money market

Most of the international banking activity in the U.K. was the cross-border business
(Table 13). This is the first feature of the London money market. Although the interna-
tional assets of the banks in Japan overtook those in the U.K. in 1988, the external
assets of the banks in the U.K. have been the largest in the world (Table 3). Second,
London is the center of Euro-currency transactions. The share of foreign currency as-
sets was 90.8% in the external assets at the end of 1990 (Table 13).

Third, foreign banks have a large share of banking business in the United Kingdom.
The shares of foreign banks’ assets were 60.7% in the U.K. (end of 1988), 22.6% in the
U.S. (end of June 1989) and 3.4% in Japan (end of March 1989) ¥, The U.K. banks’
share of the international bank assets in the U.K. dropped from 22% to 17% and the
U.S. banks’ share also dropped more drastically from 38% (the largest) to 13% between
1975 and 1988. In contrast, the Japanese banks’ share rose remarkably from 13% to
36% (the largest), and the EC banks’ share also rose from 6% to 15% over the same
period (Table 14).

Last, London has the largest foreign exchange market in the world. The average
daily net turnover in the U.K. foreign exchange market was $187 billion (ranked first)
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Table 13. International positon of banks in the U.K.
(endo of year, billion dollars)

1983 1985 1986 1987 1988 1989 1990 199]

External assets in foreign currency 458.6 549.7 666.1 B803.5 806.6 850.2 971.7 934.3
External liabilities in foreign currency 4809 575.1 697.9 832.8 8447 905.8 1,024.8 998.6
External assets in domestic currency 266 400 496 722 770 738 98.3 843

External liabilities in domestic currency 343 506 61.1 948 117.3 122.1 178.7 156.2
Net external assets in domestic currency -7.7 -10.6 -11.5 -22.6 -40.3 -483 -804 -719

Net external assets -30.0 -36.0 -43.3 -519 -784-103.9 -133.5-136.2
Local foreign currency assets 172.4 208.0 2422 2672 2659 2745 313.7 329.7
Local foreign currency liabirities 167.6 1429 2259 2544 243.1 2330 2827 289.6
Net local foreign currency assets 48 651 163 128 228 415 31.0 40.

Sources: BIS, 1.B.F.M.D., July 1985, May 1991, 1992.

Table 14. International assets of banks in the U.K., by nationality breakdown
(endo of 1975 and 1988, billion dollars, %)

1975 1988

International assets of banks in th U.K. 184 1,124
of which:  U.K. banks (%) 22 17
Japanese banks (%) 13 36

U.S. banks (%) 38 13

Other EC countries’ banks (%) 6 15

Other (%) 22 19

Source: BOE (1989}, p. 519.

in April 1989. That in the U.S. was $129 billion (second), and that in Japan was $115
billion (third) in the same month ¥’ (see Table 20).

2.2.2 A center of the foreign currency transactions with nonresidents

As mentioned above, the London money market is the international intermediary
center where Euro-banks borrow foreign funds from nonresidents and lend them to
nonresidents. Turning to the external accounts of banks in the U.K. by regional break-
down.

Main creditors were banks in Switzerland & oil exporting countries and non-banks
in the United States. On the other hand, main debtors were banks in Japan and non-
banks in non-oil developing countries in 1985 (Table 15). This pattern of money flows
changed remarkably in the second half of 1980s. First, net liabilities to the U.S. de-
creased to only $9 billion in 1990, as the banks in the U.S. increased the Euro-dollar
borrowing. On the other hand, Germany became one of major creditors (Table 16).

Second, curtailing their external liabilities, non-oil developing countries became
creditors. As a result, the net position of countries outside reporting area turned into
net claims’ position on banks in the United Kingdom. In contrast, only Japan increased
liabilities to the banks in the U.K. as the largest debtor. This was the third transforma-
tion of money flows through the London money market in the second half of the 1980s.
The fourth transformation was that the banks in the U.K. increased net liabilities by
$117 billion during 1985-1990. This increase of liabilities in the banking account is
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Table 15. Net external assets of banks in the U.K., by regional breakdown
(end of 1985, billion dollars)

on banks  on non-banks Total
Net claims on:

BIS industrial area -17.1 -10.9 -28.0

of which:
us 3.7 -43.9 -40.2
Japan 338 1.1 34.8
Swiss -57.2 -8.1 -65.2
Germany -3.5 5.0 1.5
‘Offshore’ banking centres 10.0 7.3 26
Outside reporting area =229 33.1 10.2
of which, oil exporters -26.9 -4.4 -31.2
Total -30.0 14.9 -15.2

Source: BOE, Qurterly Bulletin, Sep. 1986.

Table 16. Net external position of banks in the U.K., by regional breakdown
(end of 1990, billion dollars)

Assets Liabilities Net assets
Vis-a-vis:

BIS insustrial area 805.1 801.6 35
of which:

us 150.8 160.0 -9.2
Japan 223.0 109.1 113.9
Swiss 28.5 139.9 -111.4
Germany 64.9 113.9 -49.0
‘Offshore’ banking centers 130.7 126.1 4.6
Outside reporting area 114.7 173.2 -58.5
of which:

Oil exporters 18.6 71.1 -52.5
Non-oil developing countries 43.7 59.6 -15.9
Other " 18.5 100.4 -81.9
Total 1,069.0 1,201.3 -1323

Note: 1) Other includes international institutios, unallocated (assets & liabilities) and
international issuers of securities (liabilities).
Source: BOE, Qurterly Bulletin, May 1991,

reflected in the “short-term borrowing and long-term capital outflow” in the U.K. bal-

ance of payments. So, it is necessary to turn to the London international securities
market.

2.2.3 A center of the international securities market

London is the largest Euro-bond market. Most Euro-bonds are traded and 65% of
Euro-bonds are issued in the London securities market. For example, it is estimated
that about three fourths of Euro-dollar bonds, about a half of international Deutsche
Mark straight fixed rate bonds and 80~90% of Deutsche Mark floating rate notes are
traded in the London market. Euro-yen bond trades are also concentrated on the Lon-
don market. In addition, 5~10% of U.S. government bonds, about 30% of German gov-
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ernment bonds and nearly a half of foreign stocks are traded in the London market. As
stated above, London is not only the largest market where Euro bonds are issued and
traded, but also the international market where foreign governments’ bonds and for-
eign stocks are traded. One of main factors for the concentration of international secu-
rities issues and trades on the London market is that trade taxes and fees are very
cheap in the London securities market ',

The part of the Euro-currency which banks in the U.K. borrow from nonresidents is
invested in the London international securities market. Therefore, foreign short-term
money that the London market absorbs is invested in foreign countries in long-terms.
This pattern of “short-term borrowing and long-term capital outflow” is also seen in the
U.K. balance of payments in the second half of the 1980s, except in 1987 '®. By regional
breakdown, securities investment in Japan and direct & securities investment in the
U.S. were very important. The U.K. securities investment in Japan amounted to $91
billion in 1989 when the issues of Euro-dollar equity related bonds by Japanese entities
expanded (Table 17). Capital flows into the U.S. mainly through the direct & securities
investment continued until 1990 (see Table 22) '”. The net purchase of the U.S. federal
government securities by the U.K. amounted to $20.4 billion in 1989 (ranked first)!®.

In short, the London money and securities market was the international financial
intermediary center through which the Japanese money returned and the twin-deficits
of the U.S. were financed in the second half of the 1980s.

Table 17. Foreign securities investment in Japan, by regional breakdown (flow base)
(billion dollars)

1983 1984 1985 1986 1987 1988 1989 1990 1991

Unitied States 1.38  0.75 1.73 -6.66 -10.84 289 4.59 3.68 16.64
EC countries 634 335 11.83 1161 1566 2136 9222 30.05 86.24

United Kingdom 6.00 430 11.63 1342 2020 2266 9099 30.22 78.56
Other OECD countries 5.62 248 342 037 -1.72 299 2.5 195 263
Communist Bloc -0.02 0.05 0.94 0.94 091 0.25 0.20 0.65 0.01
Other countries 090 -0.75 -3.16 -6.69 -9.72 -565 -11.40 -0.85 1095
International Institutions -0.09 -0.03 0.00 -006 -0.10 -1.84 -2.68 -1.08 -1.50
Unallocated 0.30 1.34 1.99 093 -027 030 006 027 032
Total 14.15  7.19 16.74 055 -6.08 2030 85.14 3465 115.28

Sources: BOJ, Balance of Pavments Monthly, current issues.

2.3 New York money and securities market as the international
funds absorber

2.3.1 Shift to the position of net liabilities

The U.S. became the largest net debtor country in the world in the second half of
the 1980s accompanied by the increase of the twin-deficits. How did the role of the U.S.
market change in the international banking and financial markets?

First, the external position of banks in the U.S. shifted from net assets to net liabili-
ties (Table 18). External loans by banks in the U.S. stagnated after 1982 when the debt
crisis occurred in the developing countries. External claims of banks in the U.S. on non-
bank entities decreased in the second half of the 1980s. As a result, the US dollar’s
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share in the external domestic currency assets dropped from 68.4% in 1984 to 33.0% in
1990 (Table 5). The share of banks in the U.S. in the international assets also dropped
and was overtaken by that in Japan in the second half of the 1980s (Table 3). The US
banks’ share of the international bank assets also dropped from 27.2% to 11.4% over
1983-1990 (Table 4). On the other hand, banks in the U.S. increased external liabili-
ties so quickly that they shifted their net external position from net assets ($100 billion,
end of 1983) to net liabilities ($80 billion, end of 1990). Net claims of entities in the U.S.
on BIS reporting banks also disappeared in 1991 (Table 18).

Second, however, any other currency didn’t replace the U.S. dollar as the key cur-
rency. Although the dollar’s share in the Euro-currency market decreased moderately,
it has kept over 50% until the end of 1991 (Table 5). 90% of the foreign exchange market
transactions in twenty-one countries were those against the dollar in April 1989'®. The

Table 18. External positions of banks in the U.S.
(end of year. billion dollars)

1983 1985 1986 1987 1988 1989 1990 1991

External assets in foreign curency 72 163 262 513 690 651 66.1 73.1
(IBF) 39 9.0 183 410 391 532 516 564
External liabilities in foreign currency 53 154 297 3554 748 664 693 749
(IBF) 24 102 224 455 624 553 560 609
External assets in domestic currency 389.3 401.6 444.7 4599 491.1 535.7 5123 5139
(IBF) 168.5 1984 2232 2399 260.7 2899 2513 234.2
External liabilities in domestic currency 2894 3509 414.0 4774 5199 583.7 5844 580.6
(IBF) 1544 1873 227.0 264.7 285.6 3342 3178 297.8

Net external asscts in domestic currency 101.8 S1.6 272 -21.6 -346 -493 -75.3 -68.5

Vis-a-vis non-bank entities:

External assets 110.7 1103 107.5 1043 103.7 89.5 78.5
External liabilities 686 73.0 704 774 906 807 764
Net assets 42,1 373 371 269 13.1 8.8 2.1

Sources: BIS, LB.F.M.D., July 1985, May 1991, 1992.

Table 19. Cross border positions of BIS reporting banks vis-a-vis non-bank
entities in the developed countries
(end of year, billion dollars)

1985 1984 1987 1988 1989 1990 1991

Vis-a-vis non-bank entities in:

uU.s.
Assets 933 1148 1456 181.5 217.5 271.7 2782
Liabilities 1706 199.0 2246 2357 259.2 284.7 2728
Net assets -77.3 -842 -79.0 -54.2 -41.8 -13.0 5.4
Japan
Assets 9.0 180 60.2 838 1264 2008 2504
Liabilities 37 6.7 9.0 105 240 231 177
Net assets 53 113 512 733 1024 177.7 2327
Germany
Assets 425 491 658 643 688 831 924
Liabilities 131 340 468 482 814 1233 1360
Net assets 294 IS0 19.0  16.1 ~12.6 -40.1 -43.7

Sources: BIS, .B.F.M.D., May 1991, 1992,
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Table 20. Sizes of the banking and financial markets in Japan, the U.S. and the U.K.
(stock, end of 1989, billion dollars)

Japan us UK
Money market " 627 1,721 340
(3.69) (1.34)* (2.44)%
bonds market * 2,213 5,797 339
(1.73)* (1.56)* 0.85)*"
Stock market (total current values)? 4,393 4,296 3,213
(4.49)* (1.52)% 21
Foreign exchange market (daily turnover) ¥ 115 129 187
(2.40)% 20" (2.08)%

Notes: 1) Money market includes interbank and open market.
2) Values in bonds and stock markets in the US and the UK were those at the end of 1989.
3) Daily turnover in forcign exchange market means average daily turnover in March 1989.
4) Figures inside ( ) mean ratios to the values at the end of 1985.
(In foreign exchange market, ratios to the average daily wrnover in April 1986)
Source: The Bank of Tokyo, Tégin Shithd (Weekly Report), 24, May 1990.

dollar’s share in the official foreign exchange reserves of the IMF member countries
kept 60.2% at the end of 1989, though it went down from 79.5% at the end of 197522, As
mentioned above, the dollar’s roles as the international transaction, settlement and
reserve currency are still outstanding, though it went down in the 1980s. This has very
close relations with the character of the U.S. money and securities market.

2.3.2 The international funds absorber

The U.S. has the largest banking and financial market in the world. Total assets in
the U.S. money market amounted to $1,720 billion that were equivalent to 2.7 times of
those in the Japanese market and to five times of those in the U.K. market respectively
in 1989 (Table 22). Bonds outstanding in the U.S. amounted to $5,800 billion that cor-
responded to 2.6 times of those in Japan, 17 times of those in the U.K. and 4.6 times of
the international bonds outstanding. In addition, the U.S. market has very high liquid-
ity and it is open for nonresidents. In particular, the U.S. Treasury Bill that has a 25%
share ($430 billion) in the US money market is the most popular short-term portfolio
in the world, as it has high safety and liquidity. In contrast, the Japanese TB market is
very small yet ($40 billion, less than a tenth of the U.S. TB market, end of 1989).

The U.S. money and securities market increased funds’ absorption from abroad in
the 1980s when the U.S. twin-deficits expanded drastically. The international invest-
ment position of the U.S. changed dramatically from net assets of $364 billion (end of
1982) to net liabilities of $440 billion (end of 1989, gold is revalued in market price,
direct investment is revalued in current-cost, see Table 21). The international financial
position (except direct investment) of the U.S. also changed from net assets of $163
billion (end of 1982) to net liabilities of $542 billion (end of 1989). The factor for dra-
matic change of international investment position was that the liabilities increased
much faster (by 2.87 times during those seven years) than the assets increased (by 1.52
times). In particular, as foreign private securities investment in the U.S. expanded
remarkably, foreign private holdings of U.S. Treasury securities increased by 5.21
times, U.S. securities other than Treasury securities held by the foreign private sector
also increased by 5.26 times in those seven years. In contrast, U.S. private holdings of
foreign securities increased only by 2.53 times in the same period (Table 21).
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The rapid increase of external liabilities made U.S. money and securities market
much more dependent on foreign funds than ever before. The external financial liabili-
ties of the United States grew much faster than the U.S. money and securities market.
The U.S. bond market grew by 56% and stock market grew by 52% from the end of 1985
to the end of September 1989 (Table 20). On the other hand, foreign official and private
holdings of U.S. securities increased by 100% during 1985-1989 (Table 21). As a result,
for example, the foreigners’ share in the holding of U.S. Federal Government securities
rose from 10.9% (end of 1985) to 13.3% (end of 1989)3",

As mentioned above, the role of the U.S. money and securities market shifted dra-
matically from that of an international funds’ exporter to that of an international funds’
absorber in the 1980s. Major routes of capital import were direct & securities invest-
ment and bank borrowings (Table 22). By regional breakdown, net capital imports from

Table 21. International investment position of the U.S.
(end of year, billion dollars)

1982 1983 1984 1985 1986 1987 1988 1989 1990

Net international position

n 137 89 =2 117 -274 -378 -531 -664
(2) 364 285 164 64 =74 -135 -306 -440 -412
3) 259 224 |11 65 15 -42 -I51 -268 -361
U.S. assets abroad (2): LIOL L4 L105S 1,174 1,319 1463 1,534 1,673 1,764
U.S. assets abroad (3): 955 1029 1022 1,175 1424 1556 1,708 1,944 1,880
U.S. official reserve assets 143 123 105 118 140 162 144 169 175
U.S. Government assets, other than
official reserve assets 75 80 85 88 90 89 86 84 8l
U.S. private assets (2) 883 911 915 968 1,090 1,212 1,304 1,420 1,508
U.S. private assets (3) 737 826 832 969 1.195 1,305 1478 1,691 1,624
Direct investment abroad (2) 374 358 350 380 414 485 505 536 598
Direct investment abroad (3) 228 273 268 381 519 578 679 808 714
Foreign sccurities 75 83 89 112 132 147 157 190 232

U.S. claims on unaffiliated foreigners
reported by U.S. nonbanking concerns 29 35 30 29 36 31 34 32 M4
U.S. claims reported by U.S. banks,

not included elseshere 405 435 446 447 507 550 608 662 654
Foreign assets in the U.S. (2): 737 829 941 L1110 1,393 1598 1.840 2,112 2,176
Forcign assets in the U.S. (3): 696 805 911 110 1410 1,598 1,858 2,212 2,241

Foreign official assets in the U.S. 189 195 200 203 241 283 322 337 370
U.S. government securities 133 137 145 145 179 221 261 266 296
Other foreign assets in the U.S. (2) 548 634 741 907 1,152 1315 1518 1,775 1.807
Other foreign assets in the U.S. (3) 507 611 712 908 1,169 1,315 1,536 1,875 1.871
Direct investment in the U.S. (2) 173 181 207 227 267 316 373 434 466
Direct investment in the U.s. (3) 133 158 178 228 283 316 391 534 530
U.S. Treasury sccurities 26 34 62 88 96 83 101 135 134
U.S. securities other than U.S.
Treasury securities 93 114 129 208 311 346 396 489 475
U.S. liabilities to unaffiliated foreigners
reported by U.S. nonbanking concerns 28 27 3l 30 27 30 35 40 44
U.S. liabilities reported by U.S. banks,
not included elsewhere 228 278 312 355 452 541 614 677 687

Note: (1) Gold and direct investment are valued at historical prices.
(2) Gold is valued at market price. and direct investment is valued at current cost.
(3) Gold and direct investment are valued at market value.

Source: S.C.B., June 1991, p.26.
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Table 22. U.S. international balance of payments
(billion dollars)

1983 1984 1985 1986 1987 1988 1989 1990 1991

Trade balance ~67.1 -112.5 -122.2 -145.1 -159.6 -127.0 -115.7 1089 -734
Current balance -43.6 -98.8 -121.7 -147.5 -163.5 -126.7 -101.1 -90. -3.7
Capital balance 245 728 969 1321 1676 1268 987 431 4.8
Official sector -04 55 -78 339 555 388 -155 341 276
U.S. official assets abroad -62 -86 -67 -1.7 102 -09 -240 0.1 92
Foreign official assets in the U.S. 58 31 -1 356 454 398 85 339 184
Private sector 249 783 1047 982 1120 880 1143 90 -228
Direct investment 56 138 66 185 31.0 418 389 124 -156
U.S. investment abroad -49 -109 -134 -17.1 =272 -154 -290 -32.7 -27.]
Foreign investment abroad 105 247 200 356 582 573 679 451 115
Securities investment 10.1 308 639 705 292 387 463 -29.7 6.2
U.S. investment abroad -68 -48 -75 -43 -53 -78 -22.1 -288 -450
Foreign investment in the U.S. 169 356 714 748 345 466 684 -09 512
Banking sector 204 227 397 198 469 139 121 238 -184
U.S. claims reported by U.S. banks,

not included elsewhere -299 -1l -13 -600 -42.1 -563 -513 75 48

U.S. liabilities reported by U.S. banks,
not included elscwhere 503 338 410 798 890 702 634 164 -13.7
Other -2 109 -56 -t07 49 -65 170 24 5.1

U.S. claims on unaffiliated foreigners
reporied by U.S. nonbanking concerns  -I11.I 62 -52 -80 20 -121 114 -25 55

U.S. liabilities on unaffiliated foreigners
reported by U.S. nonbanking concerns  -0.1 47 -04 =26 29 56 56 49 -04
Statistical discrepancy 19.1 260 248 154 -41 -01 24 474 -1}

Source: S.C.B., June 1992,

Table 23. Capital balance of the U.S., by regional breakdown
(%)

1983 1984 1985 1986 1987 1988 1989 1990 1991

United Kingdom 484 198 332 359 480 102 334 218 -204
European continent 22,5 204 0.5 57 223 -05 273 521 -3196
Japan 97 220 261 196 155 328 -1.3 -10.2 -285.8
Other countries 194 377 402 389 142 575 406 363 7258

Sources: S.C.B., current issues.

the U.K. and Japan played a very important role in the finance of current deficit (Table
23). The UK'’s share in net capital export to the U.S. remained the highest until 1990
{except in 1984 and 1988), the Japanese share ranked second (first in 1984 and 1988).

3. Changing structure of the international banking and finan-
cial markets

3.1 The tripolar structure of the international banking and fi-
nancial markets

In the 1980s, a movement toward integration between banking and financial mar-
kets was underway across the major industrial countries, and its development, in turn,
contributed to a remarkable growth in the activities of the international banking and
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financial markets. With this drive toward global financial integration, the tripolar
structure was shaped in the international banking and financial markets, consisting of
the markets in Japan, the United Kingdom and the United States. There are, however,
substantial differences in the functions among these major financial centers.

Japan played the decisively important role in the international banking and finan-
cial markets throughout the 1980s. Japan not only acted as a major capital exporter for
recycling its current account surplus but emerged dramatically as an international fi-
nancial intermediary for the global allocation of capital. As a result, banks in Japan as
a group reached the rank with those in the U.K. in the volume of international financial
activities, and the share of Japanese banks in the international banking and financial
business of the world rose to around one third. Their main function is to borrow short-
term funds in the international banking markets (mostly in the London market) and to
lend in medium and long-terms and/or to invest in securities overseas. While the yen
funds were raised in the domestic money market, short-term funds in foreign curren-
cies (mostly U.S. dollar) were raised in the Euro-market. According to the balance of
payments’ statistics of Japan, net long-term capital outflows exceeded current account
surplus and the balance was financed mainly by net short-term capital inflows. This
pattern of capital account — short-term borrowing and long-term lending — is one of
the salient features in the payment balance of Japan during the second half of the 1980s.

Along with banks, Japanese non-bank firms showed a marked tendency to raise the
funds in the international bond markets in the late 1980s. On the other hand, most of
the international bonds that had been issued in the Euro-bond market were purchased
by Japanese investors. Thus, some of the private capital inflows into Japan were
largely results of foreign bond issues by Japanese non-bank corporations. This means
that the funds exported out of Japan into the Euro-bond market flowed back into Japan
from Luxembourg through the London financial market. These “two way” capital flows
reflected not only the financial globalization but also the constraints on commissions,
taxes and procedures relating to bond issues in Japanese securities market.

The United Kingdom maintained its position as one of the world’s largest interna-
tional centers for intermediation of funds in foreign currencies. London performed a
significant function in attracting capital from abroad such as Switzerland, West Ger-
many and oil exporting countries and, at the same time, in lending to Japanese entities
and investing in U.S. securities.

Lastly, the financial market of the U.S., with its shift from a creditor status to a
position of the world’s largest debtor, has tended to have recourse to the foreign capital.

3.2 The international banking and financial markets in transi-
tion

3.2.1 The sharp contraction in activity of Japanese banking and financial
market

The tripolar structure of international banking and financial markets, as noted
above, has been changing abruptly since 1990. The most salient feature of the change is
a scaling down of international banking and financial activity of Japan. Following ex-
pansion in their assets and liabilities owing to the extraordinary boom toward the end
of the 1980s, Japanese banks are now confronted with difficulties in expanding their
business, in particular, due to the slump in equity prices in the early 1990s and to the
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need to meet BIS capital adequacy guidelines. These difficulties are reflected in the
sharp contraction of international assets and liabilities of banks in Japan, with the
exception of yen denominated external assets (see Table 9).

As a result of the sharp contraction in the activity of Japanese banks, the share of
banks located in Japan fell in total international bank assets by nearly three percent-
age points between 1988 and 1991 (Table 3). The share of international assets of
Japanese banks also shrank by seven percentage points over the same period (Table
4). The decline of Japanese banks’ international activity was the most important factor
in the contraction of activity in the total international banking markets of the world in
199122,

Both the cross border business and the local foreign currency business shrank in
1991. In particular, the contraction of the inter-bank business was remarkable. A scal-
ing down of inter-bank business in 1991 was driven by the sizable repayment of earlier
international borrowings by banks in Japan. The implication of this behavior is that
the function of Japanese banks as a financial intermediary had shrunk and that the
Japanese capital flows have been drastically reversed. Indeed, while the long-term
capital outflows (securities investment and direct investment) served as a major chan-
nel for recycling Japan’s surplus on current account until 1990, the recycling of its
growing surplus in 1991 took the form of net short-term capital export (repayment of
short-term external borrowings). On the other hand, Japan’s long-term capital account
in 1991 showed a surplus as foreign purchases of Japanese securities exceeded Japa-
nese purchases of foreign securities, and Japanese direct investment in foreign coun-
tries was curtailed (see Table 10)2*. Thus, the pattern of Japan’s capital flows shifted
from “borrowing short and lending long” to “repaying short-term external liabilities
and borrowing long”: Japan’s role of international financial intermediary became less
active in the early 1990s.

3.2.2 Decline in capital inflows into the United States

Such change in the pattern of Japan’s international capital flows had an effect on
the capital inflows into the United States. Needless to say, the U.S. growing twin defi-
cits on both the federal government fiscal accounts and current account after 1983 were
financed by massive import of foreign capital and, on the other hand, its rapid expan-
sion of demand for foreign goods and services was one of the leading factors in expand-
ing the world economy. However, capital inflows into the U.S. began to decline after
1988 and the pace of the decline has accelerated since 1990. Several factors stand out in
this tendency. The first feature was that the U.S. payment balance on private portfolio
investment shifted to a deficit of $29.7 billion in 1990. The year 1991 saw the continued
increase of U.S. investment in foreign securities and the revival of foreign investment
in the U.S. securities. Although the inflows were more than the outflows, net securities
investment inflows amounted to only $6.2 billion (Table 22). The decline in foreign
private securities investment in the U.S. may be brought about by various factors; nar-
rowing or reversal of both nominal and real long-term interest rate differentials among
major industrial countries in favor of dollar denominated assets; widening of risk pre-
mium on foreign investment in the U.S. securities investment due to the steady down-
ward tendency in the value of the dollar; reduction in the international business of
Japanese financial institutions 2.

Second, foreign direct investment flows into the United States, which accounted for
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Table 24. Foreign direct investment in the U.S., by regional
breakdown (flow base)
(billion dollars)

1985 1986 1987 1988 1989 1990 1991

EC 99 19.1 36.2 321 357 205 8.4
UK 47 108 224 21.0 189 5.2 42
Belgium -0.2 0.6 0.1 0.1 1.0 19 -1.2
France 0.0 1.0 2.5 3.1 2.7 5.7 3.7
Germany 2.3 2.0 32 2.4 3.7 0.7 1.3
Italy 0.0 0.1 -03 -0.7 0.9 04 -04
Netherland 2.8 4.4 8.3 5.8 7.3 6.4 0.0
Canada 0.9 2.5 1.6 1.2 1.8 1.4 -1.3

Japan 34 7.3 75 173 187 174 0.5

Australia 1.2 2.6 0.5 28 -0.1 14 0.2

L.A. 07 -03 -42 3.2 4.1 49 -05
Mexco 0.2 0.3 0.0 0.0 0.1 0.2 0.1

Asia & Africa 0.3 0.2 0.6 2.0 1.5 -04 0.8

Total 19.0 34,1 469 594 679 451 11.5

Sources: S.C.B., current issues.

high proportion of the U.S. capital inflows in the second half of 1980s, began to decline
after 1990, and the U.S. direct investment account moved toward deficit in 1991 for the
first time in ten years (Table 22). The principal countries that decreased direct invest-
ment in the U.S. were those in western Europe, particularly the United Kingdom for
1990 and Japan for 1991 (Table 24). Several factors behind the declining trend of direct
investment inflows into the U.S. may be identified: (1) a falling off in the merger and
acquisition movement in the United States after its peak in 1988-89; (2) the sluggish
activity of the real estate market in the United States; (3) curtailment of Japan’s direct
investment owing largely to the virtual completion of establishing production plants in
the United States by Japanese manufacturers; (4) low rate of return on Japanese direct
investment in the United States.

With contraction in net foreign private capital inflows into the United States, the
U.S. trade deficit had to be financed by other sources. The sources for financing its
trade deficit were the official financing through intervention in support of the dollar by
foreign central banks (1990-1991), the increased positive statistical errors and omis-
sions in the balance of payments (1991) and the payment of $42.5 billion Gulf war-
related expenses by Kuwait, Germany, Japan and several other countries (1991) (see
Table 22). Although the drop in merchandise import and the expansion in merchandise
export due to the current recession contributed to the narrowing of the U.S. trade ac-
count deficit, foreign private sources financed less than full amount of its external defi-
cit. Inflows of foreign official funds, which served to avoid downward pressure on the
dollar, were the most important sources to finance the U.S. trade account deficit.

Decline in the foreign capital inflows into the Unites States had an impact on the
movement of interest rates in the U.S.. While the short-term interest rates have been
falling in response to the Federal Reserve’s easy money policies since the autumn of
1990, long-term interest rates have remained firm since early 1991 . As a result, the
differential between them widened : long-term interest rates were higher than short-
term interest rates by 3% in the spring of 1992 2>,

The continued high long-term interest rates in the U.S. market were primarily at-
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tributable to the large Federal budget deficit and to the decline in inward capital flows
to the United States affected by the tight monetary policies in both Japan and Ger-
many. The continued relatively high long-term interest rates appear to be one of the
factors limiting economic recovery of the United States. This would imply that creating
an easy monetary condition for stimulating the economic expansion of the United
States, while avoiding a sharp fall of the dollar, will require international monetary
cooperation, in particular, the concerted reduction of interest rates in Japan, Germany
and other major industrial countries. Nevertheless, it seems to be difficult for German
Bundesbank to take action to ease monetary conditions, because of its fear of inflation
arising from the increased government budget deficit relating to the German unifica-
tion. With the deterioration of German economy, the role of Germany in global financ-
ing has been changing, as discussed below.

3.2.3 Shift of Germany to a capital importing country and contraction in the
activity of the U.K. in international financial intermediation

The third significant change in international banking and financial markets since
1990 was that Germany shifted from a major capital exporting country to a capital
importing country. Germany, as a surplus country, maintained its position as one of the
world’s largest capital exporters until the end of the 1980s, but its current account
surplus began to shrink in 1990 and turned into a deficit in 1991, mainly because of
increasing domestic spending associated with the German unification. Thus, the pat-
tern of Germany’s capital flows also changed. German current account deficit in 1991
had to be financed by import of foreign capital 2%,

The above-mentioned three notable features of the changes after 1990 in the pattern
of capital flows of Japan, the United States and Germany, also had an impact on the
role of London as a major center for international financial intermediation. First, the
cross-border business of the banks in the U.K. began to decline. This fall was, as noted
earlier, largely attributable to the contraction in the international business by Japa-
nese banks. The Japanese banks’ share of the total outstanding international assets
held by banks in the U.K. fell from a peak of 36% at the end of 1988 to 32.2% at the end

Table 25. External position of banks in the U.K., by regional breakdown
(Stocks, end of 1991, billion dollars)

Assets Liabilities Net assets
Industrial reporting countries 743.5 727.0 16.5
United States 146.6 146.5 0.1
Japan 187.9 99.7 88.2
‘Offshore’ centers 114.2 113.7 0.5
Outside reporting area 108.8 170.3 -61.5
Oil exporting countries 15.9 68.6 -52.7
Non-oil countrics 46.3 61.0 -14.7
Others 17.3 109.3 -91.7
Total 984.1 1.120.3 -136.2

Source: BOE, Qurterly Bulletin, May 1992,
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of 1990 and further to 28.5% at the end of 199127. Second, along with the reduction in
the volume of funds intermediated, the pattern of international flows of funds through
the London market has been changing. Table 16 and 25 show the regional breakdown
of external position of banks in the United Kingdom. It demonstrates that, between the
end of 1990 and that of 1991, claims on Japan fell by $35.0 billion (net claims on Japan
fell by $26.0 billion) and, on the other hand, liabilities to the U.S. fell by $13.5 billion
(net liabilities to the U.S. fell by $9.0 billion). These developments mean that Japanese
banks repaid large amount of borrowings from the inter-bank market and, at the same
time, the U.S. withdrew some amount of funds from the London market.

Moreover, the UK's traditional pattern of capital flows, characterized by short-term
borrowing and long-term lending, has also been changing. As to direct investment, the
outflows began to decline in 1989, and was overtaken by the inflow 2. When examined
by region, the U.K. capital account with the U.S. shifted from a deficit of $33.0 billion in
1989 and $9.4 billion in 1990 to a surplus of $1.0 billion in 19912* (Table 23). In con-
trast, long-term capital account with Japan continued to record deficit: it amounted to
$80.0 billion in 1989, $26.0 billion in 1990 and $61.0 billion in 19913 (see Table 17).

The changing function of London market discussed above may be summarized as
follows. In the course of 1991, the securities investment flows from the U.S. to the U.K.
overtook those from the U.K. to the U.S. and, at the same time, the United States
withdrew a large amount of funds held in London ®". In other words, while the funds
flowed into the United Kingdom through the U.S. securities investment, the funds
flowed back to the United States through the U.S. withdrawal from banks in London.
In contrast to the case of the United States, the funds flowed from Japan into the
United Kingdom as Japanese banks repaid their earlier borrowings in London market
and, on the other hand, the funds flowed into Japan through the U.K. securities invest-
ment in Japan. There was no change, with direct investment flows as exception, in the
pattern of the U.K. balance of capital account — short-term borrowing and long-term
capital outflow —, but the direction of the UK’s capital flows from and into two major
industrial countries — the U.S. and Japan — has dramatically changed since the be-
ginning of 1990s.

In this sense, London’s functions as a financial intermediary in the early 1990s dif-
fers markedly from those performed in the last half of the 1980s, and these changing
functions of London financial market constitute the fourth salient feature of the devel-
opment in international banking and financial markets after 1990.

In summary, in the decade of the 1980s, international banking and financial mar-
kets experienced a remarkable growth and performed the significant function in fi-
nancing the global external imbalances. Of greatest importance was their role in fi-
nancing the growing twin deficits of the United States. These markets became the ma-
Jjor channel for recycling the substantial amount of funds to the United States.

However, functions of the international banking and financial markets have been
shrinking since the beginning of the 1990s. The shrinkage of their function is reflected
in the recent behaviors or tendency of the markets. First, the current account of Ger-
many has turned into a deficit due largely to the demand effect of German unification
and, for the first time since 1981, Germany’s capital import came to exceed its capital
export. Second, reflecting the slump in the Tokyo financial market, Japan’s function of
international financial intermediation has been declining. Such decline had an impact
on London’s function, since London is the largest center for Japanese financial institu-
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tions’ international business outside Japan. Indeed, London’s function as an interna-
tional financial intermediary has also shrunk or stagnated. Third, the United States
has been confronted with difficulty in financing the full amount of its external deficit by
foreign private capital inflows, though its current account deficit has tended to narrow.

Thus, following rapid expansion during the last decade, the international banking
and financial markets have gone through a process of adjustment since the beginning
of the 1990s.
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