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EURODOLLARS,

Eurodollars are dollar deposits held inttially by banks outside the United
States against a liability to another non-US domiciled bank, corporation

or personal holder., The key point is that a Eurodollar involves a claim
by and a liability to foreign residents, as well as the claim on a US bank
by virtue of the dollar deposit. The distinction may become clearer if we
look at the process of Eurodollar creation. A German exporter, a European
Central Bank, or a Middle Eastern o0il magnate may all hold dollar deposits
in a New York Bank A. This involves a 1iabilipy by New York Bank A to any
one of these customers, and a claim by them on the bank. It may, however,

become profitable for any of‘éﬁé?gpyoiders of dollar deposits to lend these
deposits to another institution outside the United States, because, for
exémple, the interest to be earned from so doing would be higher than that
obtainable from the US bank or money market, Thus the German exporter
transfers his claim on New York Bamk A to a UK Merchant Bank X, the latter
now possessing a claim on New York Bank A and a liability to the German
exporter. Thus instead of one claim and one liability on the originai

dollar holding, we now have two claims and two liabilities (the claim by

the expotrter on the Merchant Bank, and the claim by the Merchant Bank on

New York Bank A). This multiplication of claims and liabilities may continue
over a number of transactions: the Merchant Bank X transferring the deposit to
a French Bank, who in turn transfers it to a US subsidiary in France. In
principle this might be expected to continue indefinitely, but is limited

by the fact that (a) each bank in such a chain may keep some portion of the
dollar deposit as a reserve against the Eurodollar liability; (b) each link

in the chain must expect to make a profit on the transaction, and since there
is to all intents and purposes a margin within which Eurodollar rates are

competitive (that between the lending and the borrowing rates in the US) this

too will limit the amount of re-depositing that is possible.



Thus theiprincipal distinguishing features of the Eurodollar market as
a generic‘typéﬁ;re:

(1) liabilities and claimé rglate not merely to banks in the US and banks
and others outside, but also banks and others outside between themselves.

(ii) a whole chain of Eurodollar claims and liabilities may derive from a
single dollar deposit: this chain will bé predominantly composed of
banks lending between themselves.

(iii) inspite of the pyramiding of claims and liabilities denominated in
dollars, the actual dollar claims on the US will remain unaltered. All
that happens is that a single dollar claim is passed from one owner
to another.

We are mow in a position to understand the définition offered by the bank

for International Séttiéments in the 34th Annual Report. They defined a
Eurodollar as "a dollar that has been acquired by a Bank outside the United
States and used directly or after conversion into another currency for lending

to a non-bank customer, perhaps after one or more re-deposits from one bank to

another”. (p.127).

To the above three features we should add the following:

(iv) the market is predominantly short-term; standard maturities being call,
7 days, 1,3 or 6 months.

(v) Eurodollars are predominantly non—negotiabie. The drawback of this
is that lenders lose flexibility by not being able to recall their
money outside the period of the loan. Option contracts (by which
depositors are entitled to rggléim their money at any time after a
certain date) and break claﬁEEé((by which reclaims are permitted at
the cost of a penalty) did Tittle to mitigate this. From May 1966
London-based banks have started to issue negotiable dollar certificates
of deposits - essentially Eurodollar notes - in which there is a

secondary market. By October 1966 the market had reached $150m.



(vi)

(vii)

(see 5: 169-184).
Eurodollars are handled for very low rates, perhaps %% on a tramsaction.
This is because of (a) strong competition between multi-national banks:
competition émong US banks for dollar depesits has beer diverted to the
Eurodollar market, for example; (b) the fact that many banks have
reéarded Furodollar business as marginal and have thus been content
with a return covering 6perating costs; certainly some American banks
have entered the Eurodollar market mot for profit but to keep their names
in evidence: Eurodollar transactions tend to be in large amounts, at
least $1m. ’ :
The Furodollar market is closely tied to Foreign Exchange margéts, both
because the supply of Eﬁrodollars may come from switching out of other
currencies, and because the demand.for Eurodollars. may derive from a
J-k¢¥xr.ﬂ¢“"'f e

demand from other currencies. The{forward exchange market is of =¥ e

e R o

particular importance: some Eurodollar/other currency exchanges are
not covered, but there is a tendency not to take this risk, a tehdency
which in some countries like the U.K is enforced by law. Cheap forward
covef thus becomes crucial for a market working ®n such small margins.
The US helped and encouraged European central banks to provide cheap
forward cover against this risk, and the Germans, Swiss and Italians
all provided such facilities to their comT§£c1al banks at various times.
The UK's policy of official intervention in the forward market to keep
down forward rates for.more general balance of payments purposesC)
undoubtedlyf@éiégikhe London Eurodollar market particulariy for short-
term arbitrageurs. (1;765

The amount of switching is difficult to estimate exactly. On the
supply side, Chase Manhattan write that "it appears that an increasing

share of Eurodollars is being generated by foreign based companies

and individuals swapping local currency into dollars, rather than by

direct transfers of dollar deposits from a US banking office to a bank



or branch in Europe." (2:8) On the demand side, swapping is

undoubtedly high during speculation, but with the increasing impoértance
of US bank borrowing from European branches (fow wellover 40% if we take
the latest Federal Reserve figures for the end of July 1969 of $14.6b.
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bbgﬁéﬁed by US banks - see Times BN.8.8.69) it is perhaps of decreasing
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relative importance. The Bank of England estimated in 1964 that about
10% of the £1,300m external liabilities in foreign currencies was
swapped into sterling (1:32-34) John{ggzzgs}in his paper to the
Ditchley Conference on the Foreign Exchange Markef in March 1967 saw

a swing of £289m;.in net liabilities of UK banks in foreign currencies
between March 1965 and September 1966, as a figure indicating the
variation which could occur in the swapping between curréncies and
sterling. (ﬁp.3—4). Chalmers estimate for 1967 is £500m. klE97)
Other than Britain, Japan has borrowed heavily on the FEurodollar market
for domestic funds (Chase eétimated Japan took 5% of Eurodollars in 1968 -
see 2:14), and in Italy the Central Baﬁk has on occasions? such as
1962-3, encouraged their commercial'banks to borrowifawfﬁg&E;;SEETTar
market for,domestic purposes. This form of domes?ic switching is
particularly important for countries with Iéss developed domestic money
markets. (1:76) These figures and instances have been élaborated to
emphasize the closeness of the connection of the Eurodollar market

to the foreign exchange markets.

(viii) Eurodollar @55;? are largely unsecurea; traﬁsactéd on the telephone
with written documenfs in the form of éonfirmation, they could be sgid
to travel incognito. The loans are made against bearer bonds, with
ownership not Qisclosed by registration. Thus, particularly where
Furodollars are 1eﬁt along a chain of banks, it is unlikely that -the

ultimate lenders and borrowers will be known by those net directly

involved with them. There is, too, no ¢learing house for information



among, Eurobanks, with the result that the limits which the banks set
for lending to any particular borrower can be got around by the borrower

going to a number of unconnected banks.

We may summarise this discussion of the characteristics of the Eurodollar market
by'emphasising that it is best understood as a wholesale money market. All
transactions are inter~bank transactions - and a large proportion of them

are undertaken for more general reasons than the marrying of specific demand

and supply. The large sums, the low margins, and the informality of the market
are all characteristic of such a wholesale market. The degree of trust which
this form of operation entails, as well as the specifically international
experience required, are among the principal reasons for London being the

centre of the Eurodollar market.

Growth of the Furodollar Market.

Einzig in his 'History of Foreign Exchange' records the medieval practise

of drawing bills at the quarterly fairs in terms of foreign currencies other
than those of the countties of payment, and he suggests that since business
was actively transacted in foreign currencies at such fairs, such bills were
often paid out or into foreign currency deposits. Certainly there were
transactions in sterling deposits in foreign countries prior to 1914, and

indeed they continued up to 1931,

e Ve

The size of the Eurocﬁrréﬁby‘mafkéﬁl,’make it quite a distinct phenomena from
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the historical.parallels., Although there is still a market for sterling deposits,
as ﬁell as smaller ones for Marks, French francs, and Swiss francs, the
Eurodollar market accounts for some 80% of the Eurocurrency market and is now

the dominant currency as sterling was before the 1st World War. Furthermore,

it can be profitably analysed on its own not merely because of its dominance
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but because the other Eurocurrencies chiefly arose because of particular
restrictions. Thus the demand for Eurostérling is mainly from foreign
residents who want to borrow sterling, perhaps as a means of establishing

a short position and are prevented from doing so by British exchange
»controi from borrowing sterling in London. It is for this reason that the
rate for Eurosterling rises at the time of speculation, and generally moves
with the forward discount to keep it in line with the Eurodollar rates.

On the other hand the market for Euro-Swiss francs, and Euro-marks is based
on restrictions which forbid the payment of interest on deposits by foreigners
in Switzerland and Germany. (14:171) The Eurodollar market's growth must,
however, be attributed to a variety of caﬁses on the side of both supply and

demand.

The Eurodollar market appears to have begun in the 50's as the result of a
preference by Eastern European countries to holding their dollar balances
with Western European rather than with American banks. It was not until the
late 50's that it developed rapidly. First the UK; as part of the defence
of the pound in 1957, limited the use of acceptance credits in sterling
essentially to the financing of British foreign trade: the strictest controls
being placed on the financing of extra sterling area trade in sterling. This
was a direct restriction on sterling's ?ole as an international trading
currency, and London banks, seeking to continue as a world banking centre,
instead turned to dollar deposits as a means of financing extra-sterling
area trade. (14:170) (Relaxed in 1959). Further, with the return to
convertability in the Atlantic economic area in 1958, market differentials
became important. In the US interest on time deposits was restricted under
Regulation Q. On three month time deposits the maximum rate that US banks
could offer was 2% up to 1957, 2%% up to 1963 and is now, in mid-1969, 6%%.
At the same time the banks in the US voluntarily set the minimum charge to

e

prime borrowers at 4%% in the early 60's (effectively higher since they(} f?



required off-setting deposits for 20% of the loan). . Given these limits,
banks in Canada, London and on the continent found they could afford to pay
higher borrowing rates and lower lending rates in dollars, particularly as they

were willing to work on lower margins as discussed in (vi) above.

In 1960 it was estimated that the Eurocurrency markets had a volume of $i1b,
(16:327). By 1964 the Eurodollar market alone had reached $8b. (2:18),

a growth accounted for not only by the factors mentioned above, but also
because of the US deficit leaving dollars in the hands of non-Americans

plus the incréasing practisé of European Central Bank intervention in the
market{?ither‘on the supply side or by’encouraging their own commercial banks
to hold dollars in order té curb internal liquidity. In 1965 the US Voiuntary
Foreign Credit Restraint Programme was introduced, followed by the mandatory
controls on US direct investmenf abroad on January 1lst 1968. Ihese measures,
coupied with menetary restraint in the US itself, gave a further major boost

to the FEurodollar market.

We may thus summarise the major reasons for the growth of the Eurodollar

market as follows:

o Ty

{p A. The relaxation of controls in the form of convertability from iﬂSgﬁx

and the ending of other exchange controls in Western European countries
giving commercial banks and non-banking firms greatér freedom’in
foreign capital, transactions.

2. The increase in certain controls, notably:
- UK's limitation of use of acceptance credits,

MJ‘}*‘ - 5 »Mm/\«‘ &;
- US ‘mmq fl f‘/*/«_ : 3
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- US limitations on foreign capital outflow in 1965 and 1968.

3. The consolidation of the dollar as the principal-vehicle currency,
and the increasing deficits run up by the US in the late 50's and
throughout the 60's. Undoubtedly these deficits have contributed

to the market's expansion, though it is as well to note Klopstock's
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argument that the market would have grown and would continue to

grow even in the absence of such deficits. Foreign holdings of

= et
liquid balances seeking suitable investment media {really have only

the US, London or Eurocurrency markets to choose from, and of these
the Eurodollar market has perhaps a singular attraction. Holdings
of liquid balances would continue without a US deficit, and it is
noticeable that substantial amounts of such funds are invested in
the Eurodollar market by residents of countries that themselves have

-

deficits vis a vis the US, (7:19).

These three factors formed the necessary conditions for the Eurodollar market

to perform the functions demanded of it by both suppliers and demanders of

dollars, discussed below.

Size and Location of the Eurodollar mat¥ket,

We have seen how the Eurodollar market rose from a volume of under $lb.in

1960 to $8b.in 1964. Since then it has grown as follows:

Table 1., Growth of the Eurodollar_market.
US $s billions.

1963 5T
1964 8"
‘ -+
1965 10
1966 137
+
1967 16

1968 (16 ) /
mid-March 1969  (24%)
June 1969 (30)

Dec. 1969 35" . - P
i e e
+ BIS. (2:18) for 1964-67

(10:13) for 1963.
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.

* figures for Eurocurfency markets by Dr.E.Stopper
president of the Swiss National Bank. (11:4)

" (Chase Manhattan. FT.Supp.4.12.69).



Note: Figures often conflict. For example, Stopper gives 12 b. for
Eurocurrencies in 1967, while the BIS give 16 b.for E$s. Further
Milton Gilbert, Economic Advisor to BIS, estimated a Eurocurrency
figure of 13 b.in 1966 December, of which 11 b.were Eurodollars.
Geoffrey Bell in the Times estimates the Eurodollar pool at $30 b. -

- In April 1969 whereas Stopper gives this figure for Eurocurrencies.
(15:23) One of the principal difficulties in making reliable- -
estimates is to éxclude the double counting which may arise-if say
‘a dollar is deposited with a UK bank, or-lént abroad, and then re-
deposited back inte the UK again. The BIS have tiow:do-ordinated ‘the.
dates for which monthly returms are made to it by Eurobanks, and.this
lessens the problem somewhat. For country flgures see BIS annual
report 1965~-66, reprlnted in 5: 191-2,

-~
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This enormous growth of the market should be set beside three sets of figures:

(i) trade and investment transactions, World exports in 1963 Were.$136 b, and

in 1968 $212 6¢W0rld imports for these years were $143.5 and $224 3b, The total
value of world trade therefore rose from $279 Sbn 1n 1963 to $436 9b. 1n 1968 ,

US overseas direct investment has slowed considerably from‘$3.5b. in 1966:to

‘$2.4b. in 1968 (Int.Fin.Stats.June 1969.US.p.324-5). The 1ic'lu‘i'ai'£y needs are

much higher than this for the total stock of investment overseas by US firms: -

<
T
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private direct investment in 1967 totalled $5£;7b. . Overseas affiliates now

spend over‘:$10b.p;aon‘plant and equipment, and repatriate over $553 in dividends,
fees and royalties. (2:7) Chase Manhattan estimated total financial needs of US
overseas subsidiaries in 1967 at $20 b, There are no comparable figures for
multinational firms incorporated outside the US: Rolfe suggests that they
constitute, in book value, c¢.2/3rds of the US figure. It is extremely difficult
to work out on the basis of these transactions, figures for necessary liquidity:
such calculations have been notably absent from the controversy over
international monetary reform, the argument being conducted on the basis of

growth rates in international reserves compérédnwith thé incredse in inFernéfioﬁal
transactions. .

(ii) dinternational reserves. Total international reserves in the last quarter

of 1968 were $76.3 b. as reported by the IMF., Of this gold holdings
represented 38.9 b., foreign exchange holdings‘SO.ézand'reserve positions in

the IMF 6.5 b, This compares with total.international reserves in 1963 of 66.4 b.
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with the breakdown constituted thus: gold, $4O 2b; fe $22 2b rﬁhIMF $3 9b
‘\“__r,.,. e ey« e P St

(IF Stats pp. 13-16),

- -

(iii) external liquid dollar liabilities. In 1963 these stood at $26 3b .and'

T e N e

rose to(gggrgE;)in the last quarter of 1968. Of the 1968 flgures $31b were )

short-term liabilities, Withr§i94553 of the total being held by non~official

banks and individuals,’ §12 5b1by central banks and governments, and($l 8b by

i e e

international agencies. The crucial figures to abstract here are that
proportion of the total which are short-term and liabilities to non-official

banks. The figures for these are as follows:

e T e B e
s o s AN o 7 o R E NS .

Table 2. .gf‘ : C -

S Ry .3;. N g, - =

Short~term Dollar liabilities to foreign non—off1c1a1 banks.

$s.b.
. Head Office
L Total W.Europe Canada Other Liab.to brchs.
1963 5.7 - - - -
1964 7.2 3.3 1.8 2.1 (1.0)
1965 7.4 3.5 1.5 2.4 (1.7jj5'/'
1966 9.9 5.9 1.7 2.4 (4.6)
1967 11.0 6.2 2.1 2.8 (4.2)
1968 14.3 - - - (6.07)
_|_
1969 - - - - (14.6 )

Source: International Financial Statistics. June 1969.
Pp. 322-323,

Figures are for last quarter.

Survey of Current Business Sept '66,Sept '67,0ct '68, ———" "
+ figs for mid year,1968 from SCB Oct'68 P. 32 1969 { ___ /ﬁ)
x figs from 7:9. - T

Total holdings of dollars by banks abroad would be” hlgher than this since
considerable sums are kept in the US as working balances The figure in March
1966 Was<$3 7b /as against total holdings of dollars of @ﬁl 6”“TE§%1ng $7 9b as
the overseas liabilities., The US figure for the first quarter " oF 1966 Erom the
source for Table 2 1S~$7 8b »<Tota1 Eurodollar holdings can exceed the figures
above for two reasons: (a) re—dep051t1ng which has not been netted out; (b)
claims can remain outstanding after the balances to which they were llnked
originally have disappeared. If a Dutch bank re-lends its New York dollar
deposit to an Italian importer, who uses it to buy cars from France, Renault
banks the dollars which end up in the bank of France and are converted into
Gold. The dollar deposit disappears, but the Dutch bank's dollar claim remains
outstanding until the Italian importer repays it. (14:171.) It should be noted
incidentally that the figures in Table 2 include liabilities of head offices

to their foreign branches. These figures are given in the last column to the
table.



- 11 -

Thus we see that while US liquid liabilities havé gone up by over a quarter
from 1963 to 1968, the liquid liabilities with respect to foreign non-official

banks have increased as a percentage of total liquid liabilities from 22% to 43%,

Given the size and significance of the market, we now turn to its location.

Altman speaking in 1964 estimated thatifﬁéfé %ége 400 commercial and private

banks in the Eurodollar market, channelling deposits from at least 25 countries
to borrowers in at least 35 countries. (13:1) The centre of the market is
London with the Bank of England estimating a total number of 130 banks operating

in the market in 1964, of which 40 handled the bulk of the business. Hirsch

e e T e T SR
estimates that London accounts foré}/BrdWEq\l/Z of the market, but this may-now”
R

be considerably more. Some idea of the amount of the Eurodollar currency

o o e —

s

transactions passing through the London market can be gained from the Bank of
England's statistical series called "U.K Banks' external liabilities and claims
in foreign currencies." These do not exactly measure Eurocurrency transactions
since they also include the Banks' foreign currency balances held with their
correspondants abroad (working balances for their day-to-day business overseas).
as well as balances héld onbehalf of UK customers who have éxchangei?bntrol
guthority to retain foreign currency. But the large growth in this itém in
recent years, as the Bank of England says, "has come about as a result of their
oii~lending abroad of currency funds which have been deposited with them by
overseas-residents." (1:17) The figures of the g}owth are given in Table 3,
alongside those for estimates of the Eurocurrency market, the EUrodollér market,

and dollar liabilities to foreign non-official banks.
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Table 3.

UK Banks' External Liabilities and Claims in Foreign Currencies.

US $s billions.

Year  Eurocurrencies dollars UK Banks UK Banks' UK Banks'
All ES liabilities External External net

to Foreign Liabilities  Claims in  position

non-official in Foreign Foreign in foreign

banks. Currency, Currency. currency.
1961 3 - - - - -
1962 - - - 2.9 2.8 -.08
1963 7 5 5.7 3.6 3.6..2°  -.,03
1964 - O ) 5.0 4.6 - bk
1965 - 10 T 7 5.9 5.5 - .40
1966 13 13 9.9 .- 8.4 8.5 +.05
1967 12 16 11.0 10.5 10.5 -.02
1968 16 - 14.3 17.1 17.1 -.07 .
1969 30 - - - - -
Sources:

1. Eurocurrencies. 1963 (10:;13) 1966 Whiting p.66; 1967-9, Stopper p.4.
2. Eurodollars. BIS in ﬁZ;ié)

3. Int.Fin.Stats, June 1969. pp.322-823.

4, Int.Fin.Stats. June 1969. pp 316-317 (line 5)

5. ibid. (line 7)

The fact that a large proportion of UK External liabilities and claims aré in,

US dollars can be seen from the following figures:

Table 4.

UK Banks' External Liabilities and Claims in Foreign Currencies.

UK £s b.
UK Liabilities UK Claims
Year Total US $s Other Total US $s Other.
1966 3.0 2.7 0.3 3.0 2.6 0.4
1967 4.l 4.0 0.3 4.4 3.8 0.5
1968 7.1 6.4 0.7 7.1 6.2 0.9

Sources: Bank of England{GE;;%E;1§\$ulletin. March 1969. p.110.
S N
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Certainly it would appear from these figures that the proportion of the

Eurodollar market going through London was increasing.

Demand and Supply of Eurodollars.

We have outlined the necessary conditions for the growth of the Eurodollar
market, and discussed the manifestations of its growth, its size, and location.
We come now to discuss the central determinants of that growth, namely the

factors behind the demand for and supply of Eurodollars.

Demand.

We can distinguish four types of demand for Eurodollars:
1. Trading. An important portion of Eurodollar demand is for the finance of
international trade. They are preferred to acceptance credits because of their

availability and low interest charges, and because of their acceptability.

Already by 1967 Peter‘ﬁﬁﬁénheiﬁér estimated that Eurodellars financed~a quarter

of world trade, and this fig;re is now probably higher. n(éée fﬁe Banker
August 1967) Some countriés have sought to restrict their natiomals' use of
Eurodollars to this purpose, the French,Eé}Jég;ﬁ@ié;iimiting,; the use of
Eurodollars to those engaged in foreign t?ade;fg;dhigiﬁing their use by purely
domestic corporations such as hotels and department stores. (13:2) Eastern

European countries have from time to time been net borrowers for trading purposes

in the 1960's.

2. Credit Source. Banks, firms and public bodies have bought Eurodollars

for more general credit purposes, This is, of course, the reason for the high

demand by US branches in the market at the moment; and a general demand for
credit at home was also one of the reasons for Ttaly borrowing $750m in 1962-1963.
-jébén*helped finance a domestic credit expansion through borrowing Eurodollars;
and the Belgian Government has directly or indirectly financed part of certain

budget deficits in the same way. (1:31-2) In Britain FEurodollars have been

swopped into sterling and then placed with local authorities andeif; Pﬁrqhg?e

companies, while some British companies like R.T.Z have gone straight to the
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market to finance overseas expansion. German firms, too, have gone to the

market for finance for foreign investment particularly for the construction
of plants in underdeveloped countries. (5:70) Thus Eurodollars have served
to finance both general credit expansion and particular demands for credit

from &fficial and private sources.

3. Money market device. Eurodollars fulfill the functions of an international

money market instrument, parallel to federal funds, short-term government
securities, certificates of deposit dr unsecured promissory notes in the US
domestic market. This new international instrument has allowed banks access
to a money market often with a range of maturities, and a degree of liquidity
far greater than their own domestic market (Italy is a good example). Banks
in different countries have been able to deal with each other in order to
adjust their own liquidity positions: this explaining in part the repeated
interbank circulation of Eurodollars, as well as the fact that banks can be
found simultaneously on the borrowing and lending sides of the market. Altman
suggested on the basis of Eurodollars' utility in the money market sense, that
already by 1964 banks were to some extent relaxing their compartmentaligation
of Eurodollars from the rest of their banking operations and under the control
of foreign exchange departments. Rather, he writes, "more and more banks lbok
on their dealings in Eurodollars as an operation run by senior officers to
increase the profits of the bank as a whole in both the short run and the long
run." (13:4)

4. Speculative instrument. The three previous types of demand could all be

classed as transaétions demand. There is also a speculative (and to some extent
a precautionary) motive for holding Eurodollars. Since the{ééiiﬁﬁ is a vehicle
currency, foreign holders of say Sterling and the Franc have tended to move out
of these into Eurocurrencies for precautionary motives, while others have gone

from or via Eurodollars into strong currencies. Thus during the May 1969

Deutschmark crisis it was estimated that 60% of the movement into Deutschmarks

came from Eurodollars, that is $2% b. out of a speculative rush of 84 b. (11:14)
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{EE}jé;e of Furodollars for this purpose can be put down in part to its
establishment as an extension of the dollar's wvehicle currency status, with
the result that institutions, notably it has been suggested that international
corporations ™ who hold Furodollars for transactions purposes, have been willing
to speculate during brief periods when their deposits would otherwise be idle.
(Times 12.6f§%i‘ For more elaborate forms of speculation, it must be remembered

that the relative lack of exchange control on Eurocurrencies, as well as their

-

e T e, . .
cover of secrecy, makes this Ynstrumenit well-suited for speculation.

N #P oLy

Supply.

————

We may distinguish five types of intention ﬁogdgﬁiplying dollar deposits to

the Eurodollar market:

1. Cash from transactions balances. On the basis of the inventory theory of

transactions demand for money developed by Baumol and Tobin, and applied to the
Eurodollar market by Swobeda (95%@;@1), an economic unit will run. down its
transactions balances with respect to (a) rising interest rates, and (b) increased
liquidity of the inQestments, (this last point is not mentioned by the afore~
mentioned authors, but is important in this context). The Eurodollar market has
offered both rising interest rates and greater 1iqui@?ty for certain types of

international funds. Accordingly it is interesting to find evidence that

e e
international companies and banks use the Euredollar market.for off- . %
r AR RN

L

loading excess cash. (7:2)

2, Qash from precautionary balances. Again Tobin's analysis of the precautionary
demand for money suggests that such Balances will be runC>down with rising
interest rates (and greater liquidity of investment assets). In this respect,

we see both official and non-official banks investing part of their dollar
reserves in the Furodollar market. Most notable here are the central banks from
underdeveloped countries, as well as, for somewhat different reaséqs, the

official banks from Eastern Europe. (7:2)
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3. Speculative balances. Sales of dollar or Eurodollar deposits against a
hard currency will usually cause a swelling of official reserves. However, it
is interesting that these may be fed back into the Eurodollar market by the

central bank to keep down the reserves. Thus during the May 1969 crisis the

P
ADeutsche Bundesbank bought over $1 b worth of dollars from speculatdrs moving .
*Y ....,r " -~
' ;’ o & TN e o o &;\‘ T ”/ " T
into marks, and then Te—lent them in the Eurodollar market. Thls bought the.
e e ™ T et T ey e -

interest rate down on May 8th for one month Eurodollars from 10% to 9%, but
this had the effect of providing cheap dollars to speculator$ switching out of
other currencies into dollars in order to go into marks. (Times BN.9.5.69)

4, - Market Management., The example of the German Bundesbank's re-lending

in the Eurodollar market, is an instance of a common feature of the Eurodollar
market, which is intervention by central banks to manage either the Eurodollar
market rates or domestic rates. Switzerland, Germany and above 411 thé Bank
for International Settlements have intervened with the direct intention of
ironing out fluctuations in the Eurodollar market. Stopper of the Swiss'
National Bank sees this as an increasingly important function for central banks:
they should "be ready, in the event of a loss of confidence, to support this(j}
market by taking in substantial amounts of dollars, to offer forward cover to
the economy, (dollar purchases and sales by the central bank on é forward basis)
and to extend the swap network with the Federal Reserve Bank of New York."(11:6)
Domestically, Italy provides a good example, where her Central Bank provided
dollars and cheap forward cover to her own commercial banks in order to take
1iquidity out of the domestic economy.

5.‘Investment7funds. Atxleast some of the supply comes from medium and longer

(b
term investors. Thus funds are forthcoming from the Middle East and Latin

Americaﬁcertain of whose private citizens wish to invest in Western money markets.
,_-/“‘, . . . .

Tiiternational firms have At times also supplied the market with medium term

funds: Squib, the US drug firm for example, places surplus funds,from its’

Irish operations on which there are restrictions because of US direct investment

regulations, in the Eurodollar market. Recently, too, one of the new sources
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of supply which is posited as underlying the decline in Eurodollar rates
in July and August 1969 has been stock owners. The bear market and the
yields on Eurodollars are said to have caused large disinvestment on Wall Street,
both by residents and non-residents., One consequence of this may be the

partial correlation of Eurodollar rates and those available in secondary

American markets. (Economist. 9.8.69 p.52).-

Institutions in the Market.

In the course of discussing the types of demand and of supply, we have had

cause to associate a number of them with particular institutions. In this
section I want to summarise the role which certain of these institutions have
played on both sides of the market.

1. International Firms.

International firms have been an increasing factor on the demand side,
particularly after the restrictions placed on their overseas operations by

the Voluntary Programme of 1965, and the mandatory measures of 1968. US
multinationals have, in recent years, financed about 407 of their overseas
operations from cash flow generated abroad, 35% from external sources abroad,
and 25% from capital transfers from the US. This last figure was significantly
cut after 1965, and has been offset by major borrowings on the Eurodollar

and Eurobond markets. It is difficult to know exactly the quantity of the

demand: as we have seen above the needs for ‘financing of overseas operatlons

e

‘have been estlmated at over $20 b. p a, by Chase Manhattan, in 1968 the Survey

of Current Bu31ness reported an 1ntended expendlture by overseas afflllates of

e

US companies of $11 b.
More specifically, US international firms are reported to use the Eurodollar

market for the following demand purposes:

- flnanc1ng the Worklng capltal needs of sub31d1ar1es (7: 14) including
finance of intra-firm trade. "In Sweden and Canada, corporatlons
hold Eurodollars on current account for transactions purposes. (7:2)

—‘finénqiﬁg"issues of long-term securities in Europe, particularly
those denominated in dollars. (1:10)
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- speculation: it was said that international firms were involved in
the speculation around the Deutschmark in May 1969. (Anthonyiihomagwff
in Times 12.6.69) T
and with the following motives:

~ availability of funds given the US restrictions.

- as a way round restrictions placed by monetary authorities on
domestic fund raising.

- as a way of lessening the scrutiny of banks when borrowing funds.
- for tax credit reasons; this was particularly relevant early on for
investments in Canada. Canada might tax a US branch 507% on the
corporate tax rate, plus 15% branch profits tax on the remaining income -
leading to an overall tax rate of 57%%. The US would grant tax credit
only on 52% of this, which would leave the corporation with some unused
tax credit. It the corporation transferred ‘some its funds invested in
the US to bank accounts in Canada, it would produce some investment
income taxed at say 15% withholding tax, and this when taken with the
earlier yields and taxes would mean that virtually all tax payments in
Canada would be offset under the 52% allowance. This held at least in
1960-%961. (17: 302-3)
Borrowing for these purposes has favoured the largest corporations, partly
because of the size of Eurodollar transactions, ﬁartly because they have credit
names which satisfy Eurodollar lenders, and partly because they have often the
most extensive relationships with the US banks whose branches operate in the
market, As Chase Manhattan put it, "only large companies with excellent
credit standing are ordinarily eligible for Eurodollar credits....even relatively
strong overseas subsidiaries of major American companies are fréquently required
to supply the lending bank with a parent-company guarantee, insuring the lender

that an unquestionable source of dollars is in reserve should the subsidiary's

own dollar sources fail." (2:16)

One other more general result of internmational company borrowing on the market
has been a strengthening of their position visiz vis banks as a group. Einzig
notes that Eurodollar facilities have lowered charges made by banks on loans
to large corporative borrowers. 'Rather than lose valuable accounts, the
American banks are willing to reduce to some extent their profit margins on{}
their transactions with that type of client." (5:97) Moreover European banks

were affected, too, particularly as far as cartels on lending rates were

concerned. Terms improved, notably in Germany and Italy, at which large firms
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could borrow. (14:170).

On the supply side we should note the following:

- short~term investments of transaction funds.

- short-term investments of money raised on the European security
market. Many security issues were floated in advance of need,
and the money thus raised was invested in the Eurodollar market
until it was needed to pay for plant and equipment. (1:10) Thus
in the 18 months up to June 1966 US corporations raised $530 m of
foreign funds through their affiliates; only $157 m. of this appears
to have been used for direct investment outside the US during the
period , a large proportion of the balance evidently being invested
in the Eurodollar market. (1:56. and Survey of Current Business. Sept.1966.
article on "Foreign Investments 1965-66." by Samuel Pizer and Frederick
Cutlers)

- investment of excess cash balances.: .

We may expect the role of international firms in the market on both sides

to remain strong, particularly as more and more of US and European multinationals
are developing a policy of global financial optimisation on the lines that

the large oil companies, Unilever and so on have for long employed.

2. International banks.

International banking networks have both encouraged and been encouraged by
the Eurodollar market. We have already noted how many banks have built up
overseas branches for the sake of partaking in the market, and of preserving

accounts of home based multinationals.

The most important group of banks is the US majors. US banks accounted for
1/3xd qf:the demand in 1967,and this is probably now much larger after the
.recent increases of the past 18 months since the beginning of€19683 Further,
the Furodollars transferred from US banks' branéhesgabroad back to head office,

should be added to the funds which those branches extend to other banks, and

to US corporate affiliates abroad.

Non-US banks have alsb expanded to deal in the market, including such banks
as Standard Bank and the Bank of London and South America. These non~US banks

have further often been prominent in the establishment of consortia, together
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-with the smaller US banks in Europe. One set of examples of this co-operation

is the setting-up of special medium term lending institutions. (2:19)

The demand for Eurodollars from these banks, as distinct from acting as
intermediaries between non-bank customers may be summarised:

- demand for Eurodollars as money market devices for a&justingh“‘
liquidity positions.

- sources for credit, particularly important where no reserve
requirements are attached to Eurodollars. Those banks which are
not required to hold reserves against Eurodollars are those responsible
for the bulk of interbank lending of Eurodollars, since the fine margins
tend to cut out those banks who have to set reserves aside for
Eurodollar liabilities. (12:549)
The supply from these banks may be detailed as:

- investments of excess cash balances.

- investment of reserves.

3. Central Banks.

Central Banks and official agencies were to begin with the major providers

of funds, accounting for some 2/3rds of the supplies of dollar deposits to the
market in 1962 (1:8) by 1965 their estimated contribution had fallen to 1/3rd
(1:8),$2%‘b. out of the total volume of funds of $9% b. being provided by the
official monetary institﬁtions of Europe, principally by the Italian Exchange
Office and the Bls; (14:169) By 1968 the share of all official sources of
Furodollar supply had fallen even further to 15-20%, according to Chase

Manhattan (2:8).

Other than the Eastern Europeans, the central banks and official #nstitutions
(excluding the Belgian government for the moment).have been rarely operative
on the demand side - save indirectli,for the sake of monetary management. On
the supply side we may list the motives of supplying as:

-~ higher earnings on dollar reserves,

- managing domestic and international money market.

Chase Manhattan aptly summarise the role of the central banks in the market



21

in this way: '"Central bank participation has enhanced the Eurodollar

market's growth and stability. Althoughiéegulaggéband without a lender of
last resort, the Eurodollar market has become too important to be ignored
by the major central banks. Their participation has placed an implicit

stamp of official approval on its existence and operations." (2:10)

Location of Demand and Supply.

We have discussed the location of Eurodollar operations. Note should be

taken of the location of ultimate sources of demand and supply. The following

aré Chase Manhattan's estimates for 1967:

I3

Table 5.

— —

Sources and Uses of Eurodollars by Country. 1967 E;EZégtés. in %

e

Country ' Sources Uses.
U.s. 13 31
U.K. 8 16
Italy. 9 7
Switéerland. 16 . . -
France, 7 6
Other Western Europe. 20 17*
Canada. 5 -
Latin America. 5 -
Middle East. 6 ¢ 1 *f
Other: 11 227
- of which Japan - 5
Total 100 100

* includes Switzerland

+ includes Canada, Latin America, and the Middle East.

Source: Chase Manhattan. Eurodollar Financing. 1968. p.l4.
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We may summarise the positions of various countries as follows:

the US has maintained its position as the major net borrower.
- the UK and Japan are still net borrowers.

~ Eastern Europe has changed from being a net supplier at first
- e 2 sty S
to(b&ing in .a more.fluctuating positron in thHe11960's,
F-'-Mw- e ™ ‘-\WS‘LM,,« PR e s L
- underdeveloped countries have been net suppliers: there are
banks both in Nassau and the Lebanon operating in the Eurodollar

market., (7:2)

- Italy swung from being a large supplier in the early 60's, to a
large borrower, and then after 1964 to being a net supplier again.

- Europeéas a whole, according to Table 5, supplies 60% of Eurodollars
and uses 47%, North America 18% and using 31%.

These figures should be treatéd with circumspection, however, for they

refer to the country§§§j§%igin of the dollar demand and supply, not the
nationality of the demander or supplier. (see also figures for UK External
Liabilities and Claims in Foreign Currencies in Bank of Engladd Quarterly
Bulletin. €f. 1: pp.18-19. The Bank writes in the June 1964 Bulletin, "dollars
placed by (say) an East European country with a bank on the continent may be
re-deposited in London; they would then be included in UK figures as a 11ab11£ty
to a country in Western Europe." 1:30).

Credit Creation.

In discussing the'significance of Eurodollars on national and international
economies, the first issue concerns.their effect on liquidity. On the one

hand there is clearly the danger of double counting, realised in the statlstlcs,
since successive time-deposit llabllltles among Eurobanks do not in themselves
add to the meéans ofzgiz?ent for commercial transactions. Multiple dollar
création would vanish when the balance sheets of the various intermediating
Eurobanks were consolidated. Not all such. 'intermediating' dollar .creation
hhas been ngtted out of the statistics which form the basis for estimates of

the size of the Eurodollar market. Nevertheless, commentators and money

market practitioners do believe that Eurodollars have had a significanti?ffect
on international liquidity. The President of the Swiss National Bank, E.Stopper,

o e
mmltes "the Eurodollar market can act as a resevoir for evening out L

international liquidity. As a result of differences in interest rates the

liquidity in this market finds its way to where it is needed most. Hence the
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relatively rapid turnover. This peculiarity of the funds in the Eurodollar
market is prébably one of the reasons why in recent years the world has
suffered from too much rather than too little intermational - and in most cases
also national - liquidity." (11:4). Other European bankers have drawn opposite
conclusions believing that the expansion of the Eurédollar market is:/the
market response to a shortage of liquidity and is to be supported as ;ﬁch,
constituting, too, a disproof of the fears of the shortage of international

liquidity. There is general agreement, however, that the market does, to some

extent, increase liquidity.

The first way it does so is by activating previously idle balances. The very
efficiency of the market and its favourable terms allows the finance of trade,
and even investments, with funds whicﬂ might otherwige have remained less
productive. The practise of central banks, particularly those outside the
major financial centres, of committing part of their dollar reserves to the
market rather than holding them in an American bank, is an example of this.

We may see this as an increase in the velocity of dollars.

Does.the market also lead to an increase iﬁ the moﬁey supply itself, defining
money supply as cash plus demand deposits? To answer this it will help to
distinguish between 'pyramiding' which takes place in a single chain from
original lender to final borrower, and the fe—depositing in the market of the
proceeds of the loan to the final borrower. The first case is that discussed
in the previous péragraph, where a sum of money previously held in idle balances
is in part transferred to active balances, (thus increasing the transactions
velocity of money), and in part returned to the idle balances of thg
intermediating banks who hold them as dollar reserves. Now there is no -
international reserve ratio, specifying the amount of dollars that a Eurobank
must hold against a particula¥ loan, 1Indeed given the low margins earned on
Eurodqllar transaétions, Eurobanks can clearly ill afford to hold significant

transaction balances of deposits with US banks. Foreign banks that accept
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dollar deposits from non-banks are not required to hold a portion of their
dollar assets in.non—earning dollar balances with their central banks

. (though some countries require that domestic currency deposits be held in
the central bank against net dollar liabilities to foreigners). Reserves
are not necessary for those dollar liabilities payable at stated maturity
dates or after advanced notice. For deposits payable at call and current
account deposits the function of dollar reserves may be performed by:

(a) cash reserves in a local currency convertable into dollars.

(b) stand-by credit lines with American banks.

(c) call deposits of dollars in other Eurobanks.

Thus there is theoretically no end to the amount of pyramiding of dollar

deposits in a single chain.

. There are a number of factors, other than reserve requirements, which
nevertheless confine the extent of the chain. The interest rate margin of
the deposit placing bank .often includes a risk premium. At each successive
stage of the re-deposit this risk premium may grow gradually absorbing the
margin altogether. Furthermore, even without a risk premium, the nécéessity
for a margin puts a practical limit on re-depositing, given the structure of
interest rates in competitive markefs. Finally, a number of banks aécept

balances only if they need funds for end-use purposes.

Thus while theoretically the initial dollar deposit could be re-deposited
throughout the banking system, this is in fact restricted botﬁigy the accumulation
of margins, and by the necessity for at least some reserve holdings by the

re-depositing banks.

Each re-depositing creates further dollar-denominated liabilities, and since
such a European bank liability can be regarded as a liquid asset by thg holder,
the world supply of dellar-liquidity is expanded by these repeated traﬁsactions.
This remains a financial rather than an economic phenomena, however, since

banks can be regarded as non-spenders. The process nevertheless shows how the
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double counting mentioned at the‘beginning of this section can so easily occur.

When the Eurodollar transaction is with an end-use commercial borrower we

come to an analytically distinct situation. For the expenditure of the

original demand deposits may not necessarily involve a total leakage. If, say,
an Italian importer of French goods borrows on the Eurodollar market, the

French exporter may place some at least of the proceeds‘baékign to the Eurodollar

market, and this .amount will then be re-lent, after intermediation, to another

final borrower. We are here involved with multiple credit creation.

Klopstock (1968) argues that this multiple credit creation is in fact small;
the multiplier he suggests for Eurobanks is in the approximate range of 0.50
and 0.90. (¥:8) The leakages may be traced to:

(i) the loan from the Eurodollar market being paid to an American resident
-.who then deposits the proceeds in a US bank rather than in a Eurobank.

(ii) the conversion of the loan into a local currency needed for payment,

and the non-returning to the Eurobanks of the dollars sold, e.g., by central
banks.

(iii) the expenditure of the proceeds of sale~to-the-borrower, this expenditure

in dollars leaking from the Eurodollar markets in any of the ways specified.

For Klopstock these leakages are very substantial., The ability of the Eurobanks
to expand their dollar liabilities so rapidly he adduces not so much to
multiple credit creation per se but to their ability to offer attractive
facilities to holders of liquid balances throughout the world. "In their
Eurodollar loénmoperations Eurobanks pass on funds created almost entirely

in the United States rather than by theif own loans. They are well able to

replenish their supply of dollars and thus to return ﬁé‘usghih the Eurodollar

”syétem the dollars that disappear from thé system as a result of their loans

and investments". (7:9)

This view then, sees the Eurobanks very much as financial intermediaries.
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"@ﬁzjzollar ligbilities qf Eurobanks, consisting almost ent;rely of call

and time deposits, serve only to a limited extent as a medium of payment, and
one Eurobank's loss of dollars is nét likely to be offset by another's

gain". (7:7) There are some exceptions to this. International companies
maintain dollar accounts in Eurobanks, in which they receive payménts from

the US and other parts of the world and from which they make payments, sometimes
by cheque. Many other financial and business firms also maintain such

éccounts rather than incurring the costs of selling dollars at bid and re~
purchasing them at asking prices. Again, a companyfigzgie US that receives

L, Pt i

a medium term loan from a Eurobank may keep theﬁporrowed amount on deposit™:

&.—M» '''''
with the lender pending expenditure on projécts abroad. Moreover some

. (’ .,,,-":.:5 .

ecipients of funds derived from Eurodollar loans, Eggg%ly"th0§59from the oils:

producing areas of the Middle East, make it a practise to hold a proportion

of their continuously growing wealth in the form of Eurodollar deposits,
:‘(residents of the Middle East held at the end of 1966.approximately $1 b. in

dollar deposits with European banks). (7:8) In as much as these are developing

practises we may expect the function of Eurobanks as commercial bankS'being

able to create credit #n much the same way as domestic commercial banks,to

L o

"'\__.‘ .
{grow, .7 Bell looks forward to this when he writes: "If....Eurobanks could be

N o st

assured of a substantial return flow (perhaps as an incentive they might

pay interest on demand deposits), thete is no theoretical reason why the banks
S

\\ N,

sﬁ%uld not offer demand deposits with a dollar-denominated chequing facility.

To the deposit holder, the deposit would be a perfect substitute (assuming that
the cheques were generéliy acceptable) for a deposit in a US‘@;5k3 and the banks
by making loans would, in fact, bé creating a medium of exchange and acting as

a domestic banking system." (1:49)

ot ™ F e e

4 Moreover,, quite apart from the multiple credit creation,. some writers have

e e

argued that the expansion of the Eurodollar maikket is likely to increase the

supply of internatiomal money. Even if the proceeds from a Eurodollar loan



- 27 -

are not re-~deposited in the market they are likely to be deposited in some
other market and consequently leak to the expansion of credit there., Clearly
if the money multiplier is lower in this second market as against the US, then
the  world money supply may contract, but Swoboda argues that the net effect

of expansion of the Eurodollar market on the sum of bank deposits in the world
‘is likely to be positive even given equal money multipliers throughéut the
world beéause:

(a) an increase in the efficiency of financial intermediation reducing loan
rates and increasing deposit rates will #ncrease the share of bank deposits

in the portfolios of wealth holders;

(b) there is no necessary reduction in the claims on the US banking system

as long as the multiple.expansion takes piace within the Eurodollar market
itself since the Eurobanks will keep as reserves against their dollar liabilities
the same amount as the deposit originally transferred from the US to the

Edrodollar market. (9:33)

While the Eurobanks may expect to develop their role as international

comnercial banks increasing the money supply, their principal role so far has
been as financial intermediaries increasing the velocity of money through

efficient intermediation.

Eurodollars and the Balance of Payments.

As a basis for assessing the effect of and national policy considerations
towards Eurodollars, it is important to clarify the effects of the growth of
the market on national balance of payments. We must first be careful to
distinguish bet@égﬂ7certain definitions of the balance of payments, or rather
of deficits and surpluses in a country's balance of payments:

(a) for the US the trgditional definition by the Department of Commerce of

the overall deficit has been the difference between total credits and total
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debits on.all parts of the account save the following below-the-line items:
golds official US holdings of convertible foreign cﬁrrencies; foreign claims
on the US by foreign authorities, distinguished by their convertability and
non-marketability, and their medium term-ﬁgiggg; and other liquid liabilities
to foreigners (including marketable, foreign'@élégUS government securities

of all maturities, plus bank accounts and other short term liabilities).

(b) the basic deficit adds to the above below-the-line items of settlement,

(1) movements of US short-term capital, (ii) commercial credits received by
Americans from foreigners, and (iii) errors and omissions, The basic deficit
has in recent years been less than the overall deficit and has been favoured
by the US autherities accordingly.

(¢) the official settlements deficit defines the balance in terms of the

changes in reserve assets (gold, official holdings of convertible foreign
currencies and net IME position) and of liquid and non-liquid liabilities to
foreign official monetary institutions. This definition is often distinguished

for analytical purposes from the liquidity definition of the deficit which

includes liquid liabilities to all foreigners, and corresponds to the overall
deficit definition outlined in (a) above. Both the US and Germany use the
liquidity definition, including short~term ¢apital-in calculating their balance
of payments, whereas the UK uses the 'basic method' (of item (b) above) which
includes above the line only the current account balance and that for 15ng-term

capital.

Thus the main distinctions concern what should be regarded as above the line,
the basic balance, and those which finance the basic balance, the items below~the-

line. The distinction is that which Meade draws between 'autonomous' and

- P i W e o

"accommodating' transactions,{§nd which Yeager -prefers to'ball"independqgiiy

<t A— = . e e v e

[ Dt e T

motivated' and 'stop-gap' or 'coﬁpensatory‘ transactions. (cf.Yeager p.46).

This is essentially the same as Machlup's accounting balance, which is an ex

!

post concept obtained from adding<éértain:if%ms in the overall BoP accounts for- atl,

s e A g e 5
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and adding the rest as btl on the criteria that Yeager suggests. It also

has an affinity to Machlup's second concept, the market balance, which is the ‘

difference between the amounts of foreign exchange effectively @fffﬂied and
m—
<
supplied over a period of time by buyers and sellers not motivated by a desire& o %

to influence the excliange rate. His third concept is the programme'balanceiz:j

which is the difference between the amount of foreign exchange that some
authority considers it necessary or desirable to have available over. some

future périod and the amount that he expects to become available from regular
sources. (Yeager p.49. Machlup EJ. March 1950). This last appears ;s a generic
form for which the 'Full Employment Restrietion Free' BoP estimates are. a
specific example. (see f.Hirsch. Money International. p.50)%

The basic balance, as used. by the UK, takes the dividing llne;as}that between
N—

current transaction, and long éerm capital movements against the rest. This
oy W

ignores the fact that some items on the short-term capital account cannot be

. ‘ L~
said .to be compensatory movements, in contrast to say ééy;;énts of gold and ‘
official reserves. The liquidity definition adds into the basic account-to-be-
financed, those items mentioned in (b) above including errors and omissions,
and movements of US short-term capital: using a criteria of potential #mstability
for its atl/btl distinction. The official settlements definition,would raise
above tﬂe line all short term capital movements save official reserves and
liabilities to official foreign institutions. (Fbr fu?ther discussioﬁs of
concepts of deficits and surpluses, see: Walter R.Gardner, "An Exchange Market
Analysis of the US Balance of Payments" IMESP 1960-61 pp.195-211; Poul Hist-Madsen
"Assymetries Between Balance of Payments Surpduses and Defipits"(IMFSP 1962
pp.182-201, and the same autho%is "Balance of Payments'" in Finance and

Development March 1966; and '"Measurement of Imbalance in World Payments 1947-58"

2" .
in the IMFSP_)November 1962 pp.343-368).

Clearly Eurodollars may have different effects on a country's Balance of

Payments according to the. définition of balance employed.
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The Eurodollar market has in principle no effect on the US balance of payments.
It merely involves a change in the ownership of external liabilities. not an
increase in them. The transfer of\éll Eurodollar holdings back to deposits

in US banks would not accordingly change the Balance of Payments it would
merely transfer ownership from bank to commonly non~bank holders. It would not,

that is, change the balance on a liquidity definition - net changes in reserve

assets and liquid liabilities to foreigners.

However, on an officigl settlements definition, the creation of Eurodollars

does not help the USs payments balance For it f£ends to switch the holding

of dollar deposits from official to non-officialiinstitutions, and accordingly
lessens the item 'liquid and non-liquid liabilities to foreign official monetary
institutions'. Since official institutions alone can exchange dollar deposits
for gold, the transfer of ownership resulting from Eurodollar creation lessens

the immediate threat to US gold holdings.

This is the most immediate difference suggested by the two definitions. Swoboda
argues, however, that on the basis of the liquidity measure there is a deficit
consequent to the increase in short term dollar balances being kept as reserves

against transactions financed in the Eurodollar market. Nevertheless since

-

this deficit shouldTbg‘Qeen in the light of the vehicle currency status of the

- Py e

oboda atrgues that in this sense the liquidity measure of payments

dollar, Sw
deficits is misleading. (p.37) We shall discuss the relationship of the dollar

as a vehicle currency to Eurodollars more fully below.

On either definition, the Eurodollar market has increased capital outflows.
First, the higher rates in the Eurodollar market have encouréged capital export,
While the US government restricted this, and US banks have refused on the whole
to accept deposits from US residents for placement in the Furodollar market,

nevertheless it was possible up to May 1968 to placé dollar balances on the
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Furodollar market through Canadian banks, and it still is possible through

~ Swiss banks. TFurther, US corporations exporting capital to their subsidiaries
can have these funds placed temporarily on Ehe E$ market by overseas branches
of US banks (1:104-5). The connections with US and foreign banks whichaUS
international firms have built up in the course of their internationalisation
have allowed them to take advantage of the Eurodollar market for optimising

PP

return from short~-term funds. It is interesting to note, howéver, thath)
Klopstock, who is Manager of the International Research Department of the
Federal Reserve Bank of New York, suggests that most corporations who placed
funds in the Canadian and other Eurobanks had never invested in other foreign
money market assets, and probably would not have done so if the Eurodollar
market had ndt existed. Dollar time deposits in Eurobanks had the advantage
against other foreign short term asséts of not entailing costs for covering
the exchange risk,. and hence enabled the US investor to earn the full

differential between foreign and domestic rates for comparable shert term

dollar investments, (7:14).

Turning to the effect of the growth of the market on capital inflows,

——

H

“

Eﬁgﬁﬁﬁgt“striﬁfﬁg“effEE£”ﬁas*been~tﬁé}transfers of Eurodollars by US branch
banks to‘their head offices. Although the Eurodollar rate may be higher
than that obtaining in the domestic market for deposits or in the Federal
Funds market, the overseastources has proved profitable, (a) because

of sheer availability - the restrictions on deposit rates under regulation
5 -

A

axéﬁd"ﬁfﬁgi features of the current monetary stringency in the US have
caused the parent banks to 1§ok abroad; (b) because Eurodollars have not
been required to be backed by reserves: since reserves are required for
domestic deposits this raises the effective interest rate on those dollars
which a bank nay 1epdqgsince feserves,earn no interest; (c¢) the transfer of
funds to the head office, may involve the switching of liabilities from

: - . . e
a current to a deposit account, since the original dollar deposit may be held with <

the head office on current account. This results from the fact that sitce
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Furodollar deposits are so volatile, they are normally backed by current
account balances in the US. However, when the holder is its own foreign
branch the parent knows the exact term of the deposit and can back it with

a deposit account., This reduces the reserve requirements and strengthens
liquidity, (see 1:61); (d).US banks prefer to concentrate their competition
for deposits in the Eurodollar market since a rise in Eurodollar rates affects
only a small part of their total deposits, whereas a rise in domestic rates
would increase the cost of all their deposits: they are thus able to extract
more producer surplus from the US depositers; (e) some overseas branches take
on balances in excess of immediate needs and place them in head office account -
the motive being to accommodate important suppliers or maintain market
relationships.

In addition to this inflow of funds to US head offices from their overseas
branches, foreign commercial banks have also turned to the Furodollar market
for funds for operations in the US: particularly for transactions purposes.
These include: (%) call loans to security dealers and brokers (outstanding
loans of agencies and branches of foreign banks in New York to securities
dealers and brokers have ranged between $700-1,000 m. in recent years);

(ii) placements in theAFedefal-funds market, particularly over the week-end;
(iii) large loans to corporations (short and lbng term loans of foreign banks
to corporations in the US have been estimated at $500 m. at the end of 1967);
(iv) commercial operations in the US by foreign banks, particularly those
With.agencies or branches in the US; without the market, it is likely that
these banks would have drawn much more on their banking correspondants in the

US to finance their financial operations, or alternatively they might well

have expanded less; (v) working and commensurate balances held by foreign

banks in their accounts with US banks as a neéessary part of the international
banking operations with the US, copingi@ifﬁifhe inflow and outflow of
Eurodollars and other foreign exchange: the opening and closing balances of

these accounts remain however negligible in comparison with the turnover.

Apart from these transactions purposes, there is also a precautionary holding
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of dollars by the Eurobanks in the form of reserves to guatrd against sudden
withdrawals of dollars. The need for such reserves has remained modest,
since placeme;tsiég?call money with other foreign banks can serve the same
purpose. However since accepting foreign bahks émpi?iZ%éE} of this call
money in the US for their own operations in the American money and loan
markets, the reserve fequirements of Eurobanks could be argued to indirectly
increase foreign private holdings in the US. Klopstock estimates that in the
light of all these factors, foreign private holdings in the US would be

$3.5 b. less in the absence of the Eurodollar market. (7:16).

To sum up the Eurodollar maybe thought to have had an overall positive effect
in the US both in terms of reducing'the outflow of fuﬁds to US banking branches
and corporate subsidiaries and to foreign demanders of dollars, and‘in terms
of increasing the inflow of dollars from the overseas bramches(of US banks
plus the inflow into the US from the Eurodollar market to foreign banks in the
US demand dollars for transaction and precautionary purposes. There is some
reverse pressure, increasing the outflow‘of.funds from US residents seeking
higher interest rates, and perhaps (though this is not mentioned in the
literature) decreasing the inflow of funds from overseas subsidiaries: but

the balance seems clearly in favour of an improvement to the US. (This would
. register itself as an increase in gold and official holdings of,foreién
curréncies, and/or a net improvement in the foreign liabilities/foreign assets
" account. Foreign liabilities are dollars held abroad, foreéign assets are
overseas currencies held by US residents.) It should also be‘remémbered that
the dollar market appears to have shifted at least some dollar deposits from
the hands of official monetary institutions to private holders thus reducing

the immediate danger to gold.

N et oY) o...’f'/'-' T
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The effect of(Eurq§Eerling3%p the UK BoP is very similar to the above, though®
s e

far less well attested, save the UK Exchange Control regulations prevent the

R - N‘""%q*h}»
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outflow of UK funds into the Eurosterling market, i.,e.,, prevent UK residents
depositing sterling in banks outside the UK. The effect of Eurodollars on
the UK payments balance is essentially neutral - if we leave aside the
commissions earned on the Eurodollar transactibns undertaken in London. Either
the increase iﬁ,liabilities of UK banks in foreign currencies are registered
as claims in foreign currencies as soon as they are re-lent to foreigners, or,
if the Eurodollars are converted into Sterling, the dollars may be (a)
surrendered to the Bank of England's exchange equalisation account in which
case the claim in New York has been transferred from the ownership of a UK
private resident to that of the E.E.A; the transaction must Be covered forward
under Exchange Control Regulations, so that the improvement to E.E.A reserves
now is balanced by a deterioration in the E.E.A"s forward position. Thus each
transaction is self liquidating, but when switching into and out of Sterling
continues for same time in one direction,the reserves can be changed by
considerable amounﬁég?(b) Eurodéllars may be sold to a foreigner for Sterling,
in which case this reduces liabilities to foreigners, but since again forward
cover must be provided, there is an increasing foreign liabilities at some
future date; (¢) the Eurodollar may be sold for Sterling to some UK private
esident(e.g. one London Bank o another)but in this case the claim on the New
York bank is merely transferable from one UK resident to another. There is

no change in the Balance of Payments. (1:70)

nd -

Eurodollars and Domestic Monetary ;Policy.

The development of the Eurodollar market has weakened the control of the
monetary system by central banks in a number of ways:

1. TWeakened control over the volume of liquid resources in the money market:
i.e., over the money supply. If a central bank is operating monetary policy

on the basis of restricting money supply, domestic commeréial banks may borrow
on the Euromarket, swop into the domestic currency, and thus obtain an additional
cash base for the international expansion of credit and bank deposits. The US

banks, of course, do not have to swop: they may use dollars géfrowed from a
— .

—
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Furobank as such a cash base, with the additiomal advantage that they

are not Trequired to be backed by reserves. In Britain this is less

of a problem partly because the commercial banks are required to observe
the same cash (8%) and liquidity (28%) ratios on all deposits, including
foreign currency deposits. Partly, too, the Bank of England has strong
control on the overall money supply, and because of the break between the
domestic monetary policy and foreign exchange policy which is enabled by
the exchange equalisation account{% the bank can follow policies aimed at
the domestic ifioney supply without regard to its possible effect on the
exchange rateyand Balance of Payments.  Other countries without this
insulation, are driven to manipulate the forward exchange market in particular,

in order to control Eurodollars. Foreign exchange tactics are pursued

for purposes quite other than foreign exchange policy.

The UK may still be affected indirectly on this score, in that the non-clearing
banks have no such reserve requirements, and may onlend swapped Eurodollars

to local authorities and finance houses. This expands credit, raises the level
of economic activity, and thus indirectly expands the amount of deposits within

the clearing bank system. (1:99).

2. Weakens control over the volume of credit in the economy. An official
policy of credit restriction by open market sales of securities, or directives
to the clearing banks, can be countered through the Eurodollar market. We

have already mentioned the ability to non-clearing banks to onlend to local
authorities and finance houses such as hire purchase companies. These borrowers
may themselves obtain{poans in foréign or local currency from overseas banks
that obtain their underlying balances in the Eurodollar market., Some banks may
substitute dollar loans for local currency loans to certain customers, thus
freeing local currency resources for use domestically. There is a substitution

effectérfﬂgstiy,ifﬁanks and corporations may counter credit restrictioms by

LR
Ve g

pulling back funds from the Eurodollar market. (7:20) It is interesting in

the light of the above, that in the first quarter of 1965 there was large
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swapping of Eurodollars irnto sterling, and simultaneously there WaS‘%Jyery
rapid expansion of bank lending to such an extent that the athorities

imposed a 5% growth limit on lending by all banking institutions. (1:98)

Both the Bank of Japan and the Bank of Italy found their credit restrictioms
frustrated by large inflows derived from the Eurodollar market, and both the
West Germans and the Swiss have had similar though less severe experience of
this. (5:114-5)

3. Weakens control on the structure of national interest rates. An increase
in national interest rates, will both divert demand to the Eurodollar market
for thé reasons outlined above, and increase the supply of Eurodollars in the
form of short-term arbitrageurs entering sterling th¥ough the Eurodollar market.
Even if the switch of demarnd to the Eurodollar market has the effect of raising
the interest rate on Eurédollars,'this rise is uhlikely to meet the rise on

the domestic market, and will certainly give rise to increased credit as
discussed above. 1In the UK tight money may turn banks not merely to the
Eurodollar market but also to Eurosterling, certainly as far as finarce
companies are concerned, (See Brian Oliver in Westminster Bank Review,

August 1967).

The position in the US is not so clear. One of the main criticisms of the

/-'\ a
Eurodollar marketx\n the US has been that it has beenﬁundermlnlng the national

tight money policy. As interest rates moved up after mid-1967, so did the

borrowing by US banks to the Eurodollar market. From a total of $3 b. at the

'.1-\ 5l

end of June 1967, they rose to $7 b at the end of 1968, and to $10 b by mld Aprll
1969. The reasons for this turn to the Furodollar market was that the market
interest rates had moved above the 6%7% that the banks were allowed to offer
undef regulatfaéiéiénd that funds had turned away from the banks. Between

s aFET ST

December 1968 and Aprll 1969 outstanding certlflcatescof deposit at the 1arge

e
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Cbanks had falleﬁ by $5 b.

Tt et R -+

Now there is no immediate increase in deposits as a result of the turning to

the Eurodollar ppol. The ownership of a dollar deposit is simply being shifted
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around the banking system, The only way in which bank reserves are increased
is because the required reserve holdings against deposits are reduced. The

,fésér§éanQpirement for US banks is 17%% for demand deposits and 6% for time

deposits. As we have seen, there is no requirement for reserves for dollars
borrowed from overseas banks. Geoffrey Bell argues that the reserve saving
is small and easily capable oflggiggiaffset bys the‘Federal{Reserve@either
through open market sales of Govermment securities, or through an increase

in reserve requirements against Bank deposits. (Timesezi.éi69)

An alternative effect was put forward by“?&?éﬁﬁér;Andrew Brimmer in a
speech in New York on 8th March 1969. He afgﬁéd that the Eudwodollar market
had the effect of prejudicing those US banks without overseés branches during
the period of domestic tight ﬁoney. Those international banks with overseas
branches can deffiect the squeeze increasing the impact of the squeeze on
the rest of the banking system.

gt}
It is not impossible for purely domestic banks to have access to thef\k/
Eurodollar market through a number of brokerage and other activities. This is
QgﬁWa priori argument against Brimmer, though a posteriori little advantage
has been taken of these facilities. Bell, hdwever, suggests that quite
apart from this Brimmer's argument is the opposite of the truth, His view is
that "there is a certain speed at which the banking system can adjust to a
shift towards tight money .... The existence of a cushion of Eurodollars acts
as a safety valve for the system and perhaps allows the Federal Reserve to
force a faster run-off of CD's (bearing on the large banks) and consequently
a more rapid move from an easy to tight policy while reducing the risk of creating
disorderly market conditions". (ibid.) The disorderly conditions he refers to
might be brought about by the forced sales by the large banks of investments
to compensate for their loss of CD's, The Federal Reserve would then be

forced to intervene in the market to supply reserves or alternatively

raise the ceiling under regulation Q - thus improving the competitivity
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of the banking system. 'These disorderly conditions might be’expected

to hurt the smaller banks more than the larger.

~

E@us both arguments which criticise the Euro-dollar market for its

effect on monetary policy in the US appear mot to be substantiated. Indeed
there may be considerable pressure for banks to increase rather than
diminish their reserves. For one of the consequences of the turn by US
banks to the Eurodollar market, either through their branches abroad, or
directly, is to raise the Eurodollar rate. This means, that if US banks
are unwilling or unable because of regulation Q to raise their rate on
Certificates of Deposit (CD's) non-resident time deposits will be run

down, the balances being placed instead in the Eurodollar market. This
tends (though it is not a necessary tendency) +to mean that foreign held
balances will be held on deﬁand deposit rather than time deposit, and since
demand deposiﬁs redﬁffEZEZE;gher reserve base than time deposits, this will

A

raise the reserve requirements on the US banking system. (1:107).
- hd
It should be noted that economists and bankers are far fro¥‘i§reed on the
effects of the Eurodollar on US monetary poliey. . With the growth of the
Eurodollar in importance, the resetve non-requirements assume greater
significance, and there is the further question of pyramiding in the market..
Indeed on 26th June 1969 the Federal Reserve moved to moderate the flow of
E
Furodollars between.ﬁﬁil@anks and overseas banks and US branch banks. They
proposed a 10% reserve requirement.on @) borrowing by US banks from their
branches abroad to the extent that these exceed the daily average amounts
’/'NJI /"i .
outstandingsin the four weeks ending 28.5.69; (b) branch leans to US
et
residents to the extent that these exceed either the amount{égigtanding
Pl .
on June 25th or the{é;i&zéaverage of the'amounts outstanding in the four

weeks ending May 28th ; (c) borrowing of any sort by US banks from foreign

banks. The causes of this move were said to be (a) the evasion of tight’

money by US banks; (b) &he disadvantage to which smaller banks have been
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made liable as discussed by Brimmer; (c) the effect of the US situation
on European interest rates via the Eurodollar market, a point we will

discuss below. (Times B.N: 27.6.69)

While the implications of the Eurodollar market for US monetary policy are
still ambiguous, this is not so for other countries, as far as the money
supply, credit policy and interest rates are concerned. The principal
actions taken by govermments against these unwanted effects on monetary
policy may be classified as follows;

(a) prohibition or restriction of credit derived from currency loans

by domestic banks to domestic corporations,

(b) restrictions on corporate borrowings from foreign banks.

(¢) prohibition or limitation by ééiiiﬁg of the ability of domestic banks
and corporations to place dollar acquisitions in the market.

(d) restrictions on comvertability of dollars acquired in the Eurodollar
market into local currency, either in form of prohibition, or dis-incentives

such as restriction of covering such swops in the forward market.

(Ttaly:.special permit for convertability :(5: 123)), - o

R SR T

(e) restrictions or reserve requirements which compel or induce banks to
re-export any balances accepted in the market; for example banks may be
required not to acquire net liabilities in foreign currency, (7;21-2),

as for example in Italy post-August 1960, (5:121)".

(£f) making specific reserve requirements for aqposiggjéerived from borrowing
in the Eurodollar market. The US June 1969 proposalsfihave already been

mentioned. The UK cash deposit scheme is also a relevant example; the Bank

of England can (a) call for a‘Eégh,déposit upon which the Tredsury bill

rate or lower will be paid - against sterling deposits taken from non-residents;
(b) require a higher percentage of cash deposits on those deposits recruited
by the non-clearing banks from overseas residents. (It also limits ability to

switch into sterling as mentioned in K@)tabove. (1:100-102) Japan by mid-1962
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required 20% of domestic use dollar deposits be held in liquid form. (5:122)
(g) intervening in the forward market to change the cost of cover and therefore

the relative benefits of arbitrage via the Eurodollar market. ¢f.US in 1961

(5:121).

These forms of intervention undoubtedly can influence the effects of the
- Eurodollar market on domestic monetary policy. It is worth recalling the

point made by Klopstock on the limits of this form of govermment action. He
N ;

TN,

writes: "The efficacy of the controls:é@QTEEStrictions should ﬁot be over-
estimated. The international economy is dominated by multinational'
corporations financed by banks whose networks of branches or affiliates
stretch over several countries. In such an enviromment, controls applicable
only in a few countries or to a limited group of financial institutions

do not always work well, And rigidities of interest rates in domestic loan

and deposit markets often cause funds to move through the market perversely,
contrary to central bank objectives and despite appropriate regulations." (7:22)
The erosion of controls brings the international capital market closer to

that assumed by Mundell, i.,e. one characterised by perfect capital mobility.

- "“\

He has shown that in this situation, under @ixed éxchange rates, capital
RSN
mobility internationally prevents open market operations from affecting the

interest rate and thé level of income in a country sufficienty small to have

only a negligible influence on the world level of interest rates. (9:35)

We have spoken up to now of the principal instruments of monetary policy:
credit control, control of the money supply and interest rates. The Eurodollar
market has served to weaken other instruments of monetary policy as they relate
to the exchanges. They are as follows:
1. Less control over the financing of unwanted imports, by credit control
of the domestic economy.
2, Less control over the flow of short-term funds. 1In Britain for example
where each bank has a maximum limit fixed for its external commitments,

Eurodollars are not included in the limit.
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3. Greater ease of gold purchases for hoarding or speculation. (5:114)

To sum up, it would seem that the Eurodollar market is a challenge to the
economic managément of the domestic economy, but that this challenge was
less for the US than it is for the borrowing countries% There is an
assymetry of effect. Although govermments and central banks have taken
stepsvto counteract the erosion of the effectiveness of the instruments
of monetary policy, nevertheless the internationalisation of both banking
and non-banking éorporate activities to some extent circumvents such .

domestic policies.

International economic integration and Eurodollars: Internationalisation

of the short-term capital market.

From what has been said already, it is clear that the rise of the Eurodollar
market is both a manifestation of and a spur to the process of international
economic integration. It has expanded liquidity for trade and investment
purposes internationally, it has significantly widened. and 'perfected' an

international moneéy market, and it has consequently strengthened the dollar.

e T —
ffWe .have already discussed the 1mpact of the market on international o ”’)
T T e e e e
.Qliquidity. - JUp toills of World trade is nowuflnancedwthrough the ‘2
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Eurocurrency. markets, and the use. of the market is also extendlng ‘ﬁ
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to longer term invéstments with the loans being rolléd over. With total world
reserves standing at $76.3b. at the end of 1968, and with Eurocurrency market

volume estimated at $30b. [qln June 1969 as against comparable figures of
l’ \Jl

$71 3b arid $12b in mid 1%91? the 1ncrea31ng 31gn1f1cance of this form .of
currency in international economics cantbe appreciated. Slnce the majority

of Eurodollars turn over more than once a year, they can be seen as significant
financiers of internmational trade, with world imports in the last quarter of
1968 standing. at an annual equivalent of $232.5b, and world exports at $242.1
over the same pexiod. Against this we should set the consideration that

Eurodollars are subject to double counting; but the sums are still considerable
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and rapidly increasing. (Source: International {Financial Statlstl )June

W

1969, p.32 - 3).
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As far as the 1nternat1®na@ﬁgg@ey market -is concerfed the . Eurodollar market‘has
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been working te remeve-some of the imperfections  that still -exist. ‘Peﬁfect
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capital mobility requlres las a pre-requisite the absence ofgégEigles t@
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international capital movements, i.e. gonve?ﬁaoility. (fzigmére generally,
assets of the same class in different countries. should be perfectly
substitutable, and should apparently be highly respensive to changes in their
relative interest rates. Take the cdlass of assets of timé deposits. Time
deposits of two prime name banks are not as close substitutes as those of two

prime name banks located in the same country. The principal reasons for this

)

imperfect substitutability:are: (i) dlfferences in currency denominations:
(ii) inter-country differences in the cost of exchanging bank liabilities for

otherrassetql "(iii) other factors of product dlfferentlatlon preferentlal
o~ A .
-

-

Zcustiomer-loan relations, business hours, specific legal characteristics of

N

a particular banks liabilities, and so on. Thus even though there is full "

convertability betweén currencies(and this itself has a risk element attached
s _;A./"" e,
to it) theregare stlll the factors mentloned«above which lead to time deposits
e -*-" \-“"‘ ”'\_,.’*-\_;’”W&

with banks in different countries yielding different returns, (9:16)

-
e

P

0f the above mentioned factors, undoubtedly the first, the differences in
currency deneminations, is the most important. Two factors are. attached:

first the costs of thé exchange transaction itself; and second, the possible

e i
losses through changes in’éxchangé)rates. Nowadays the cost of the money and
PPt it -3
M\*&,
exchange transfers i between, cuirencies is as low as %%. The market assessment
N r""""’V‘?”:‘l’/*f ,
of the risk of exchange rate alterations is given in the forwdrd market. The

interest parities give the interest differentials between two markets, (say
London and New York), at which so called covered intetrest:arbitrage will yield

nothing either way. These interest parities are still corsiderable, and

fluctuating. In London, the three months forward cover in dollars stood at an
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annual rate of %% at the end of October 1968, rose to 3%% by the end of

November, and was still at 2%% by the end of January, (14:150-151).

The Eurodollar market has served to lessen both these factors. There is no
cost of exchange, and the cost of transfer is as ~low as %%. Similarly

since they are denominated in dollars there is no exchange risk. Certainly
some holders of Eurodollars convert them into a domestic currency, and often
cover the conversion through the forward market in the normal way. This does
not alter the fact that much of the Eurodollar volume is not so converted,

and that a borrower in Germany may issue liabilities denominated in US dollars.
These liabilities will thén be perfect substitutes as far as currency
denomination is conceérned, with US residents dollar liabilities, and

consequently have a high interest elasticity.

Swoboda interprets Burodollars as an international vehicle asset: his'argument
is based on the inventory approach to the transaction demand for money developed
by Tobin and Baumol. For any purchaser there is always the decision about how
much money to hold in hand and how much to invest in interest bearing assets.
Internationally buyers of foreign cash (importers, foreign investors) will seek
to minimize the cost of their holdings of foreign cash balances, This cost

has two facets: the opportunity cost of giving up interest on bond holdings,
and the cost of converting domestic bonds into foreign currency. The higher

the interest rate the greater is the opportunity cost of holding foreign cash

balances.

On the basis of this approach, Swoboda suggests that where an importer trades
with a number of countries with separate currencies it will tend to be to his
advantage if trade is conducted(ih a2 single currency. This lowers the volume

~

of cash balances he has to hold in the foreign currency (increases the velocity

of money) and consequently increases the interest income on working balances

because a greater proportion can be invested in bonds. The second advantage

of a single trading currency is that wealth can be accumulated in assets of fairly
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universal purchasing power. There are in short economies of concentration
as far as foreign trading currencies are concernéd. The currency so
established will tend to be that which is of major significance in most
countries trade and investment. Such a currency is termed a vehicle currency.

(9:9). The dollar is a good example of such a currency.

International vehicle assets are assets denominated in a international vehicle

o

currency and whose \¢@ non acceptability and substitutability allow asset holders
N T wa -
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to take full advantage of interest differentials throughout the world in a

commonly acceptable currency. The key issue is substitutability. The assets
should not only be convertible and denominated in a secure currency, but should

be expressed in such a way that the assets belong to the same class.

For Swoboda, Eurocurrency liabilities resemble closely his theoretical

international vehicle asset. "They are predominantly denominated in a vehicle

<

currency, the dollar, They are standardised throughout the marketg%éﬁiﬁ/
maturities, terms of deposit, terms of withdrawal, and so forth differ but
little from country to country. They occupy an important place in the working
balances of economic units in many countries. Owner and debtor of Eurodollar
deposits are frequently residents of countries other than the United

States." (9:19)

As a result, as Oscar Altman(ééyéjf"The rate of interest on Eurodollar deposits

is thus truly an international rate that reflects the interplay on demand and
. /
supply factors in many countries.”" (13:10) As such it has linked,as we saw in
- T —
our discussion of monetary policy, the money markets and interest rates of many-

ST .

of the major industrial countries. Again to quote Altman, "in genera1; interest
rates on deposits of all currencies that command a forward premium over the
dollar tend to be lower by the amount of this premium than interest rates on
Eurodollar deposits, while interest rates on deposits of currencies that stand

at a forward discount relative to the dollar tend to be higher by the amount of

this discount than interest rates on Eurodollar deposits." (13:10)
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It is worth emphasising that this linking of the national monetary structures

is not new, The operétion of the forward exchange system, as Einzig reminds us,
has long provided an interest structure of an international charactgr.

Forward exchange offers lenders and borrowers the choice between operating in
the domestic money market or in the foreign exchange market in which they are

in a position to grant or secure loans in any currency by means of swap
transactions. Yet on Einzig's interpretation, the swap rates on which such
transactions were’based are not supposed to be basically different from domestic
interéest rates, being normally determined by the differentials between the
national interest rates in the two-countries concerned. Swap rates merely
reflect the discrepancies between national interest rates. They are not
supposed to.constitute separate international interesuiggﬁes. Rates on foreign
currency deposits, particulary Eurodollars, are different., They have, for
Einzig, a separate existence in theory and in practise from national interest
rates, And he quotes the disparity between Eurodollar rates and US rates as
evidence., Further he sees forward exchange rates as now subsidiary to the

N
Eurocurrency rates. "Forward exchangé rates which in the past tended to adapt< =

1;“/— . 0 - ) - 3 - ’,
themselves to their interest parities based on national interest rates, how
‘tend to adapt themselves to the interest parities based on foreign currency
deposit rates, Thus the forward sterling-dollar rate ténds to adapt itself
to the differéntial between Eurodollar and Eurosterling rate and tends to
~
peaad -
fluctuate largely in sympathy with that differential. "(5:77-78)Einzig's
/\/_}/J - s

theoretical distinction is far from clear, as is the substantial one. The
difference betweén the two mechnisms would seem to be that discussed above

in terms of lowering costs of transfer and of denomination exchangés.

One noticable development in thé market, However;‘haS‘been the increased

attempts by natioenal authorities to control the effects of Eurocurrencies on

ot e e (ST e
national menetary systems as the result Of(the,very internationalisation which
. *U“ = T P —— o, b4

we have been discussing. Because of an assumed adverse effect on monetary

policies, imperfections are rapidly being reintroduced into this area of

P
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international capital mobility. They take the form of auto-natiomal
controls, and of attempts by 'outer countries' to get the US to impose
controls hereself., Thus the 10% reserve requirement proposed by the Federal
Reserve bank in June 1969 came as the result of pressure from European central
banks tO‘isplate the US domestic monetary system from the Eurodollar market
and hence the European money markets. We have already discussed the types of
controls which national authorities have introduced to try and insulate their
monetary systems from the international one: the attempts to insulate the
international system from the US economy is distinct. It presupposes that the
international - interest rates of the Eurocurrencies are not determined in,
as it were,.,a competitive market, with no unit having a significant influence
either on lending or borrowing. Rather it suggests a predominant, determining
role for the US domestic rates.

There 15 no agreement about.the independent- influence-of US rate on the

Eurodollar rates. To note that they move together, is still not to_assign

PRt e - ~

1ndependence to either of the»varlables.r Swoboda writes: "Interest rates in

R -

" the Unlted States 1argely determlne Eurodollar rates, and domestlc -

CL e - - .

interest rates in outer countries are tied to the 1atter, although

causation also runs the other way." (9:37) Altman would put more emphasis on

this counter-causation: "Interest rates onfEﬁrodollatsfhave clearly been an

important factor in pulling up short-term interest rates in the US. Short-term
interest tates in the major continental European'countries have also increased.
The pressures of full employment and rising prices in these countries are
increasing the demand for money, and the monetary authorities are 'reacting

to these pressures with a tighter mometary policy". (13:11-12). 1Indeed shme
economists would argue that such domestic pressures in Continental Europe

are initiating in that they pull up rates in the Eurodollar market and in

the US, (see:13:12),

Clearly there is a multiple causation operating, and it is as well to clarify

which are the major variables which influence and are influenced in this
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system:

1. Eurodollar zates are affected by the following US influences:

i. deposit rates that US banks can pay under regulation Q,
and rates at which they lend to foreign borrowers: these

two rates largely set the limits within which Eurodollar
rates vary.

ii. short-term investment yields in New York other than on interest
on time deposits.

iii. the forward dollar rate, which largely determines the foreign
demand. for dollars and to some extent, the supply of Eurodollar: .
deposits at times when covering of forward dollars is regarded as
expedient.

iv. US authorities' agtituderfé'fpfeignviéndingt )

V. spot dollar rafe, which to some extent determines whether
or not Eutrodollar deposits should be covered.

vi. Wall Street trends, i.e. bond prices.
2, Burodollar rates are affected by the following non-US influences:

i, the yield on time deposits or on other forms of short-term
investments in London and other European centres.

ii, interest charged by British banks on foreign shorit~term sterling
credits.

iii, domestic interest rates of countries borrowing Eurodollars on a
large scale.

iv, Central Bank attitudes on lending dollars in the Eurodollar

market, both by itself and its banks, and to its banks, borrowing
in the market.

3. Eurodollar rates affect the rate structure in the US as follows:

i, the competition of Eurodollar facilities with American
short term dollar investment or borrowing facilities.

e
| )

provision of facilities for speculation against the dollar,

iii, influence 'the relationship between various matarities within
national interest rates.

iv. influences official policies.

4, Burodollar rates affect the rate structure in borrowing countries
as follows:
i, competition of Eurodollar facilities with other credit facilities.

ii, competition between banks.

iii, use‘pfwEﬁ}odp}iérsﬁferrSbeéuiétion;,

iv. use of{iutbdpllars fbf_érbiﬁpaéé}‘
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The key factors to emphasise are: lending and borrowing rates of the banks;
bond prices; Central Bank policies; spot and forward dollar rates.(see 5:

79-80,82,96,98-99.)

In his 3rd edition of 'the Eurodollar system' published in 1967, Einzig
considered the most important determinants of the Eurodollar rate to be

the US interest rate and the yield on short term investments in the London

money market. Yet, as mentioned above, he saw the US interest rateras;se;tingf
the limits rather than closely determining the Eurodollar rate,”itii |
principally because the latter was much more open to international influences.

The volume of credit in the US domestic market was c$500b, as against the

then volume of Eurodollars of $10b. Until Eurodollars became a more

significant proportion of total US domestic credit he did not see US natiomal
interest rates as nécéssarily the most important factor. The mechanisms of

the insulation is not, however, made clear, Furthermore, not only is the
!Ehrodbllaiimarkeé‘a more significant proportion of US credit, but the experience
of US banks in 1966 when they turned to the Eurodollar market to ease their tight
1iquidity situation at home, appears to have had a ratchet effect, When the
domestic credit si;uétion eased in 1967, the borrowing from branches overseas

by US head office banks continued, indicating that the economic distance

between the national and international money markets had narrowed. Undoubtedly one
of the key factors behind the rise of Eurodollar rate to levels of 12~13% in

June 1969 was the dqmestic credit squeeze in the US, with prime lending

rates reaching 8%% in the US, (Times BN. 12.6.69) and borrowing rates

being limited to 6%% on deposits by Regulation Q. US head offices now

P,

constitute the major demand factor in the parket'($9,75’6f ﬁK 55ﬁks¥é§ternal

- B - - - .

dexﬁ<highest figure-f%y»éiéiﬁbmbeiﬁéw

‘claims were on US_reéiﬂents, the

M - e

on Jépan at onlyA1166)"andAthis has made the US domestic monetary situation

a far mare decisive influence than Einzig suggests. (5:84~5).
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Further, the uncertainty surrounding sterling has meant that the London

money market is less decisive since it has been considered dangerous

to switch from Eurodollars into sterling without forward cover. More important
have been (a) US restrictions on overseas capital outflows; (b) the use

of Eurodollars as a vehicle currency during currency speculations, notably the
Deutsch Mark crisis in May 1969; (c) the use of Eurodollars for window

dressing by commercial banks: this is again a primarily US phenomena, corporations
being liable to $10b worth of taxes in mid June 1969, andfﬁid—year window
dressing by US commercial banks anxious to increase their dollar deposits,

either to meet statutory obligations on to re-assure shareholders, (see

Times Business News 12.6.69). Since at least part of currency 3@@éu1ations

T T T v et

aie;conducted by US banking and non-banking internationals, it can be seen that
US conditions are crucial. It is not simply a question of the US interest
rates, but of domestic and international liquidity positions%éf;ﬁﬁzﬁé%ééﬁglsrm\
No non-American demand appears to have such an influence as the factors

mentioned above. Thus with modifications to broaden the considerations

of interest rates to more general liquidity, it would;aﬁiéar that Swoboda's

— e

emphasis on US conditions being the dominating influence on the Eurodollar rates

is bloser to>Ehéﬁ}:truth than Einzig's and Altman's more competitiye picture.

This difference of emphasis is however partly a function of time. Up to
1966, non-American influences can be considered to have been relatively more

important than they are now.

International economic integration and Eurodollars 2: corporate internationalisatior

We discuss the impact of the Eurodollar market on international firms more fully

N

in an accompanying paper, IF 2. \gﬁme brief comments are here in order.
=

The most direct impact has been on the internationalisation of the\US banks..

——— - -

Some already hadvbraﬁches @peratihé-é&érséaéﬁ‘but others have established over-

seas offices in Europe, and especially in London, for the express purpose of
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dealing in Eurodollars. By the end of 1967 foreign banks and branches
in London numbered ‘over 80, with American branches the single most
important market participants. ’They accounted for over one half of all .

external short-teim doilar”éséets ;g?brted by banks and foreign branches

operating in Britain, (2:15) and for 1/3 of

Once established, US branch banks have been at a competitive advantage

vis ; vis other banks. First they can participate -in the Eurodollar market
with some what less risk than banks whose head office is not in the US since

US dollars are their native currency, and deficiencies on either deposit supply
or loan demand can be made up through the parent bank subject to Federal Reserve
guidelines. Second, the US major operate offices throughout Europe, and this net-
work braﬁidés é marked advantage in collecting and placing Eurodollar funds.
Third,,thé US branches have close links with the US based multinational

non-bank corporations who have come to play a central role on both the supply

and demand side of the Burodollar market, (2:15).

This internationalisation of the sphere of operations by still national units
incorporated in the US, somewhat minimises the claims made by Swobada that
the development of Eurocurrency markets distributes denomination rents, i.e.
those returns which intra marginal banks of the centre country would not
have earned were their liabilities deonominated in another currency. (9:14)
With US overseas branches playing an increasingly important role in the

Eurodollar market, these rents accrue abroad, but to US economic units.

The impact of the Eurodollar market on non-banking US copporations has
been more in terms of increasing their flexibility rather than in providing
the decisive force for them going international They have found the following

advantages in the Eurodollar market:
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(a) increasing financial flexibility in the face of domestic monetary policies
of any nation which conflicts with corporate plans. (7:22)

(b) lower costs of tramsactions finance, both in terms of international trade

and investment payments, and in terms of working balances for other purposes.

(7:14; RTZ; German firms investing in ude's 5:70, 97)

(c) raises returns on short term surplus funds'(Squib in Ireland)

(d) lowers the cost of'speculation (cf Deutsch mark speculation in

May. Anthony Thomas in iimes B.N. 12.6.69)

(e) availability of finéﬁce in spite of\ﬁéﬁcontrols on overseas

investment: this is a sub-heading of (b). The emphasis is on availability,
sinece US subsidiaries are able to raise money on the Eurodollar market far

in excess of what they could raise on domestic momey markets. (2:10)

Y

To sum up both sections on the effect of Eurodollars on international

economic integration, two points are clear: first that the Eurodollar market

economic

itself, has played a crucial“part in tﬁé &é&élopment of interﬁatiéﬁéi

sub-systems by the encouragement it has given both to the development of an

: , A o : N
international banking né%work, and to the further expansion of international

- P o B - -~

corperations. These sub-systems (céPitgl markets/international firms) operate in

many nations and have a size and flexibility which makes them capable of
circumventing purely national policies to a greater or lesser extent. The
effects of such developments is to further integrate the natiomal economic

sub-systems into a more ceherent international system.

Second, within the context of this process of economic integration , the
Eurodollar market has served to strengthen the position of the US capital
nexus in this international system, in the following ways: (i) it has
strengthened the dollar in its role as a vehicle currency; (ii) the Eurodollar

market is in a sense an extension of the US domestic money market, with the

economic forces in and of the US playing a dominant role in determining
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the Eurodollar rates; the US has a position of dominance in Perroux's

sense of the term, exerting a greater influence on the market and thence

on the monetary systems of foreign countries than the influence which the extérnal

gfacto;s exert on the US: it«has/thus served to bring other economies more

into the orbit of the US economy; (iii) it has furthered the internationalisation
and competitiveness of US banks; (iv) it has allowed the continued expansion

of US non-banking corporations abroad.

This process of internationalisation also exposes the constituént systems

and sub-systems to increased risks, especially in as far as monetary authority
is not expanded simultaneously. As Swobada points out, "The interdependence
of capital markets throughout the world makes the international co-ordination
of economic policies, or rather the definition of rules of the game, more
necessary than ever." (9:37). It is to this subject of the risks implicit

in the development of theiFurodollar market that we now turn.

International Instability and the Eurodollar market.,

The Eurodollar market has grown unofficially; it'does not havé’gléﬁéifreguiétions

N

imposed either by monetary authorities or by thekia%titutions;wﬁigﬁ'Qberateiphe
market. Accordingly, many of the characteristics of national money ;arkets
which have been developed to ensure the security of operations are not

mirrored on the Eurodollar market. This disparity has caused concern both
amongst bankers and monetary authorities, particularly because Eurodollars

are traded in such large amounts often along a chain of borrowers, and in

such a way that lenders may be quite unaware of the final or indeed many of

the intermediate destinies of their loans.

The principal features characteristiés of national money markets which
are not present formally in the Eurodollar market are the following:
1. There is no legal reserve requirement on Furodollar liabilities. It

is not clear to what extent Eurodollar borrowings have served as a base
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for multiple credit creation for individual banks: though there are examples
e e e e e e e o™ e e 7 s
©of banks beorrewing short to lend 1ong (see the problem of rolling-NW 10:14).
M NS S e NUSRTY r‘.\u" e, W S
Given the small margins on Furodollar transactions this 4s one way of

I '
@Eggov1ng the marglns the dangers of this, however, werée shown in

,_,,p—\—J‘

the Hugo Stinnes Bank faillire, an old established bank whlch\was';aggggiw‘
in the hands of its creditors in Octoeber 1963 because it could not meet
its Eurodollar obligations owing to foreign creditors, An even greater
cdllapse came shortly afterwards to the US firm Allied Crude Vegetable

0il Refining Corporation, which brought down with it a large member of the

New York Stock Exchange. (10:16)

Another result of the narrow margins is that inter-bank loans tend to be
made by those institutions which are free to establish their own reserve
and. liquidity requirements, and which can earn a return on these reserves
on the short term finds market. Thus English acceptrﬁg houses have no

published converitiondl definition of liquid assets nor do they observe a

P
common minimum ratic of liquid assets to deposrt%liabllltres. g"In fact

4{{ 5
\‘_,'_\‘. T L= e ....,,,—_ww/

their ratio of call money and discounts to deéposit Iiabilities is high

(up to 40-50%) but these short term assets do earn a reasonable return.
Commercial banks in the UK{%%; clearly at a compétitive disadvantage here.
Again the US branch banks have no reeerve requirements, and although

a large proportion of their Eurodollar liabilities are kept on deposit with

U.S head offices, these 11ab111t1es(§d1d net requlre regerve backlng) until

e T
/\W M—M;‘_::’:L\//ﬂ‘“/fv —
( the recent Federal Reserve propoesals were put forward
M,/\\, e e W

(_/-—\\~ va - f——m"’\‘ . i o . e
is a danger, emphasrsed by orthedoex m monetarlsts, that proper reserves will
\““" B e ,N-—"‘"M e e e R
o e

not be kept.

2. There is no official lender of last resort. Usually this function will
be fulfiled by the central bank of the Eurobank's domicile, in cases where
the private bank itself was not able to raise the necessary dollarsdln the
Eurodollar market or in the foreign exchange market. The Central Bank

would beé unable to play this role where it lacked adequate gold or foreign

o aem——
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exchange reserves: it would then have to turn to the L.M.F, or set up
inter-country swap arrangements, In normal business conditions, there are

clearly adequate back-stops to ensure that the failure of one link in a

e e et e

Eurodollarﬁchéin,dogs not set oﬁf_gﬁwﬁole line of defaulting. It is in times of

international financial crisis that the greatest dangers might occur, and

indeed countries might even encourage defaulting as part of economic politics,

3. A number of Eurobanks do not cover their Eurodollars forward. This may
be because they regard their own currency as being as strong as the dollar,
so that any unforseen shortage of dollrs could be met without loss from

conversions out of national currency. Again it may be the pressure of the -

market which leads marginal banks to pare down the cost of forward cover in

order to make significant returns on Eurodollars. transactions. (12:549)

4. Eﬁfbdollars are often lént with what some orthodox bankers have regarded i

- Coeiie -

-— - p

PN R - L. R o p— O S P
as unsound safeguards. -The loans are largely unsecured for very éonsiderable

sums; ~For inter-bank -loans; ﬂeﬁ_Quéstiéns are aékéd”éﬁdviittleriﬁfarmaﬁion
£s;p££ered.
Only for the less important commercial customers may Eurobanks insist on knowing
the purpose for which they are required. Particular customers are limited
by lenders, but as Einzig says, '"the safeguard by limits iéAP#fély“illdsory.
For there is no exchange of imformation between banks by which they could
have an idea about the total amqunt of outétanding credits of any particular
borrower. The Bank of England and other Central Bank receive monthly returns
indicating the total granted by each bank to each country, so that the
authotities are in a position to warn their banks if the totality of_IdénS
to a particular country g@gggréf to be excessive. There is no such method
of pooling information about total borrowing by individual firms." (5:66~67)
This difficulty is only compounded by the lack of uniformity in the financial

statements among foreign borrowers. This lack of thorough investigation into

credit-worthiness is perhaps reflected in the fact that the prime responsibility

for the market is still in the hands of exchange traders rather than the bank's
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management. One banker is quoted as saying: "The exchange department is
an empire unto itself and it is difficult for management to interfere except
to express concern about the high volume. But the trade tell us that they

can make money in Eurocurrencies with virtually no risk, so what can we:de?™.

(12:547) The market is in short bui;t on a trust of the credit-worthiness of

well-known banking and non-banking corporations.

Thus the main risks involved concern the reserve position, the absence of a
lender of last resort, the foreign exchange risk with uncovered dealings, and
the lack of conventional banking safeguards.used in making the loans. The
delicacy of the position can be guaged by the fact that for some banks the
volume of Eurocurrency transactions may be as much as four times capital and
reserves (12:549) Traders regard these risks as minimal since they see no
possibility of a 1930's type of depression. All one need conclude at this
point is that in the case of a depression caused by £actors oufside the
Eurodoliar market, the vulnerability of the Eurodollar system to default would
undoubtedtly contribute to a worsening of the global situation. (see 1:80

for note on the failure of the Credit Anstalt in Austria in 1931) Even without
a depression some bankers see the danger of a loss of confidence in the dollar
as the largest risk. As Stopper of the Swiss National Bank writes: 'Any
crisis qf confidence tould start funds pouriﬁg from the Eurodollar market-into
a small number éf Western European central banks, facing them with serious
external and internal problems. Countries heavily indebted in the Eurodollar
market could incur substantial reserve losses which, in turn, would greatly
stimulate speculation., The more extensive the movement of funds, the more
unforseeable and detrimental would be the consequences for the world's monetary
system, for international trade and economic prosperity." (11:6) Thus the
market is regarded as both vulnerable in itself, and to some extent increases

the vulnerability of the world monetary system by providing additional

facilities for speculators, and accentuating inflationary booms (5:63).
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S e et
Undoubtedly some of this vulnerability could be mitigated if there was an
effective institution of control, As yet no such institdtion has emerged.
Central Banks and the BIS have been working towards some form of co-operative
agreements fotr control. Thus since 1965 particuler pressures on the Eurodollar
market, notably with the window dressing at year ends by commercial barks,
have been offset by officiai.supplies of dollars to the market. At the end
of 1966 about $800m )Was given to the market. The Swiss National Bank
provided $470m directly and through the BIS, while the BIS placed a further
$275m of which $200m was obtained through a swap arrangement with the US
Federal Reserve. A number of other central banks took(éEEEé?to limit the
volume,of,Eurodellars repatriated by their banks at year ends. (cf.BiS 37th
Annual Report. Basle 1967 p.l144). . Again in 1965 the Italian Central Bank
and the BIS moved resources into the Eurodollar market, the fonmer via its

commercial banks, and this too served to stabilise the rates. (1:123).

Yet this is still far from the kind of official supervision which would be

necessary to forestall massive defaults{gn the Eurodollar market as jj:?
e e o (o St T S TS 287 \'.__N-«—-—‘ e w-,._,.n-wm —
{the result of an international monetary crisis, On.their own the e
WW S e T e e i TR e

European Central Banks are not capable of performing such a function. The IMF
lacks the power to do this, ;hd the BIS lacks sufficient resources. The Federal
Reserve Bank is in a stronger position: it could act as a lender of last resort,
since the‘US autnorities have the power to create dollar deposits, and it

could realise this by means of a swop or loan arrangement with an appropriate
P

international institution.

Two questions arise, however, First, whether the US and the other Central

- e s e .
Banks are willing to negotiate such measures of control(éfgenﬁgﬁe effects that- 7

B e

e

'as,‘,_ —— ~»~.-,,g...a..-,..-—-—4-':‘_"_\

m B
Euredollars -have both on natienal and 1nternatlonal monetary SLtuatlonss It is)
one of the most striking things about the recent hlstory of the Eurodollar
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market that although there are a variety of possible policy instruments

open to the US, they have been most unwilling to impose restrictions on the

market until their final moves in June11§69. WSecohdly, aparﬁ f;ém the willingness

ether

of central banks to co-operate, the question still remains as to wh

R - _ . - I PR

measures are possible which could substantially strengthen official control

over the market. The two questions are, of course, related. We have noticed

at a number of points the unregulated character of the market, and the ability

with Which‘ppératoréiin

7£hénﬁérket and particular borfowe?sfénd lenders

have been able to circumvent controls. No doubt a truly international monetary
institution could impose a stricter set of standards, and assure a greater

effectiveness for official measures. But this requires a degree of political

flexibility and abnegation of national identity -of which there is no indicatioen,

certainly if we are to judge from the history of the negotiations on
international monetary reform. It may be not until a crisis has occurred that
nations will be willing to give up their official monetary identity and submit
to an international monetary institution to regulate the market. This will

be taken up in a later paper.
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