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EURODOLLARS. 

Eurodollars are dollar deposits held initially 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 tQ foreign residents, as well as the claim on a US bank 

by virtue of the dollar 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 oil magnate may all hold dollar deposits 

in a New York Bank A. This involves a liability by New York Bank A to any 

one of these customers, and a claim by them on the bank. It may, however, 
.,_ ,___.---..-., 

bec(:)IIle profitable for any of these holders of dollar deposits to lend these 
,,,..;<;- -- , _ ____. 

deposits to another institution outsfude the United States, because, for 

example, 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 Bank 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 original 

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

the expot,ter 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 distinguishing features of the Eurodollar market as 

a generic type' are: 

(i) liabilities and claims relate 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 be predominantly comppsed 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 now a to understand the definition offered by the bank 

for International Settlements 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, 

(v) 

7 days, 1,3 or 6 months. 

Eurodollars are predominantly non-negotiab·J:e. 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 res!.aim their money at any time after a 

certain date) and break (by which reclaims are permitted at 

the cost of a penalty) did 11ttle 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. 
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(see 169-184). 

(vi) Eurodollars are handled for very low rates, perhaps on a transaction. 

This is because of (a) strong competition between multi-national banks: 

competition among US banks for dollar depes,U;t·s has beert diverted to the 

Eurodollar mar,ket, for example;, (b) the fact that many banks ho?-ve 

regarded Eurodollar business as marginal and have thus been coi;itent 

with a return covering operating costs; certainly some American banks 

have entered the Eurodollar market not for profit but to keep their names 

in evidence: Eurodollar transactions tend to be in large amounts., at 

least $lm. 

(vii) ';!:he Eurodollar mo?-rket. is closely ti·ed to Foreign Exchange markets, bqth 

because the supply of Eurodollars may come from switching out of other 

cut-.rencies, and because the demand for Eurodollars. may derive from a 
:r--"' 

demand from other currencies. 
' ______ .,,, 

particular some Eurodollar/other currency exchanges are 

not covered, but there is a tendency not to take this risk, a tendency 

which in some countries like the U. K is enforced by law. Cheap forward 

cover thus becomes crucial. £.or a market working :en such small margins. 

The US helped and encouraged European central banks to provide 

forward cover against this risk, and the Germans, Swiss and Italians 

·all provided such facilities to banks at various times. 
-

The UK 1 s policy of official intervention in the forwarCI. market to keep 

9,'own forward rates for more general _balance of payments purposes8 

undoubtedly London Eurodollar market particµlarly for short-

term arbitrageurs. Cl: 76) 

The amount of switching is difficult to On the 

supply side, Chase Manhattan write that "it appears· that an increasing 

share of Eurodollars is being generated by 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 
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or branch in Europe." (2:8) On the demand side, swapping is 

undoubtedly high during speculation, but with the increasing importance 

---------of US bank borrowing from European branches 4now well/over 40% if we take 

the· latest Federal Reserve figures for end of· July 1969 6f $14. 6b . 
.,..---."'"'1l_,_. -..t -- < • " ... ,/) 

J):or.:t··pwed by US banks - see Times BN.8.8.69) it is perhaps of decreasing 

relative importance. The Bank of England estimated in 1964 that about 

10% of the £l,300m external liabilities in foreign was 

swapped into sterling (1: 32-34) John his paper to the 

Conference on the Foreign Exchange Market in Mar.ch 1967 saw 

a swing of £289m. in net liabilities of tJK banks in foreign currencies 

between March 1965 and September 1966, as a figure the 

variation whic·h could occ;.ur in the swapping between GUrl7·en,cies and 

sterling. (pp.3-4). Chalmers estimate for 1967 is £500m. (l: 97) 

Other than Britain, Japan has borrowed heavily on the Eurodollar market 

-for domestic funds (Chase estimated Japan took 5% of Eurodollars in 1968 

see 2:14), and in Italy the Central Bank has on occasions, s-q.ch as 

1962-3, encouraged their commercial banks to 

market for.domestic purposes. This form of domestic switching ts 

particularly important for countries with less developed· doµiestic money 

markets• (1: 76) These figures and instances have been elaborated to 

emphasize the cioseness of connection of the Eurodollar market 

to the foreign exchange markets. 
----_...-"'t, 

(viii) Eu·rodollar are largely unsecured: transact·ed on the telephone 

wit]+ written documents in the forni of confirmation, they could be said 

to travel incognito. The loans are made against bearel7 bonds, with 

ownership not disclosed by registration. Thus, particularly where 

Eurodollars are lent along a chaim of banks, it is unlikely that ·the 

ultimate lenders and borrowers will be known by those not directly 

involved with them. There is, too, no clearing house for in.formation 
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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 Eurodollar 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 countries of 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. 

, --· - -- - -·-,,,.- j ",, 

The size of the Eurocurrency market . make it quite a distinct phenomena fr,om 
- -- ..... _., . -

the historical-parallels. Although there is still a market for sterling deposits, 

as well 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 



- 6 -

but because the other Eurocurrencies chiefly arose because of particular 

restrictions. Thus the demand for Eurosterling 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 

·control 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. {14:1]'1) The Eurodollar market's growth must, 

however, be attributed to a variety of causes on the side of both supply and 

demand. 

The Eurodollar market appears to have begun in the 50 1 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 .aefence 

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 trade in sterling. This 

was a direct restriction on sterling's role 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, up to 1963 and is now, in mid-1969, 

At the same time the banks in the US voluntarily set the minimum charge to 

prime borrowers at in the early 60's (effectively higher since they/ 
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required off-setting deposits for 20% 6f the loan) .. Given these Iimi.ts,. 

banks in Canada, London and on the continent found they could afford to pay 

higher borrowing rates and lowe·r lendin'g .rates in dollars, particularly as they 

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

In 1960 it was estimated th(lt the Eurocurrencymarkets had a volume of $lb. 

(16: 327). By 1964 the Eurodollar !p.arket alone had reaqhed $8b. (2: 18), 

a growth accounted for not only py the factors mentioned above, but also 

because of the US deficit leaving in the hands of non-Americans 

plus the increasing practise of European Centrai Bank intervention in the 

marketGither -on the supply side or by encouraging the;i.r own commercial banks 

to hold dollars in order to curb internal liquidity. ln 1965 the US Voluntary 

Foreign· Credit Restraint Programme was introduced, followed by the mandatory 

CQntrols on US direct investment abroad on January 1st 1968. measures, 

coupled with monetary restraint in the US itself, gave g. further major boost 

to the Eurodollar market. 

We may thus summarise the reasons for the growth bf the Eurodollar 

as follows: 

t"'"/t. The of controls in the form .of convertabili ty 
\... .. / 

and the ending of other exchange controls in Western European countries 

giving comm.ercial ban.ks and non-banking f;Lrms freedom ;i.n 

;foreign capital1- transactions. 

2. The increase in Gertain controls, notably: 

- UK's lim;i. tat ion of use of acceptance credits. 

.. 
"--..::___..--- - ,-:;,., - . ' '· 

.... ._.-..._ ... ............ ... 

- US limitations on f.o;reign capital outflow ih 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 1 s and 

throughout the 60's. Undoubtedly these deficits have contributed 

to the market Is expansion, though it is as wen to note Kl ops tock Is 
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argument that the market would have grown anc;l would continue· ·to 

grow even in the absence of such deficits. Foreign holdings of 
......---------'"'-._ 

liquid balances seeking suitable investment 

the U$, London or Eurocurrency markets to choose and· of these 

the Eurodollar market has perh{ipS a singular attraction. Holdings 

of liquid balances would continue without a US deficit, and it i.s 

noticeable that substantial amounts of such funds are invested in 

the Eurodollar market by residents of countries that themselves have 

\ 
deficit$ vis a vis the US, (7:19). 

'.l;'hese 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 Locati.on of the Eurodollar ma':t.ket. 

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

1960 to $8b. in 1964. Since then it ha:i:; grown as follows: 

Table 1. Growth of the Eurodollar market. 

mid-}'larch 

.June 

Dec. 

1963 

1964 

1965 

1966 

1967 

1968 

1969 

1969 

1969 

+BIS. 

US $s billions. 

5+ 

3* 
10+ 

u+ 
16+ 

---'7 

--; 
'"· ..... 
(24...,) 
(30.k) 
35 .. .. 

L--------....__ --...} 
(2:18) for 1964-67 
(10:13) for 1963; 

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

" (Chase Manhattan. FT.Supp.4.12.69). 
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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. 
Ge0ff"rey Bell in the Times estimates the pool at $30 b. · 
In April 1969 whereas Stopper gives this figure for Eurocurrencies .• 
(15:23) One of the principal difficulties in making reliable- . 

-- is to exclude th·e doubl:e counting which· -may a:tise.-if 
g dollar is deposited with a UK bank, or· lent abroad, and then re-· 
deposited back into the UK again. The BIS have fiow·:co-otdirtated 'the.1 

_ dates for which ip.onthly _i:et:urm1s are made to it by Eurobanks, and .-this 
lessens the· problem somewhat. For country figures see BIS annual 
report 1965-66, reprinted in 5: 191-2. 

- ' . 

This enormous growth of the market should be set beside three sets of £.igures: 

(i) trade and investment transactions. World exports in 1963 were .. b, and 

in 1968 $212.6;\world imports for these years were $:1,.43.-5 and $224.3b. The total 

value of world trade therefore rose from $279 •. Sb., in .1963 to $436. %. in .. , 
- . 

US overseas direct investment has slowed considerably from •$3. Sb. in 196·6 .to 

much higher than this for the total stock of investment overseas by US firms::· 
' , 

private direct investment in 1967 totalled $54.7b. Overseas affiliates now 

... ·"', 
!.t· 

spend over plant and equipment, and repatriate over 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 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 compared with t.he incr,ease in internatiom.al 

transactions. 

(ii) international 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 30.9 -and positions in 

the IMF 6.§. b. This compares with totaL.international reserves in 1963 of 66.4 b. 

r ' 
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f--. -------. : ___ p ___ • ..: •• ·-' • ... - £ -_, - - --

with the breakdown constituted thus: gold,1_$40.2b; fe $22 .• 2b; rp IMF $3:% .• 
------------ _ ... ----..... - --ri.-..r,-- ... --

(IF Stats pp. 13-16). -. 
(iii) external liquid dollar liabilities. In 1963 these stood at 

rose to r$33.-6b:) in the last quarter of ·------ __ __,, Of the 1968 Weie J ---- --
short-term liabilities, with 1fi9.4b'':) of the total being held by non-official 

b.anks and individuals, central banks and govermnents, by 
-- "'..._.-...._ ____ _ 

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: 

·' ,_., 

Table 2. .-:; 
... _,_-..._,.-.--.- -... ...... .. f:'..,_....__._,-:.,.---.... -c- --.:.·--... -::: 

...... ·-. -- - . -· ------ ---.___..-----
Short-term Dollar liabilities to foreign non-official banks.· 

$s. b. 

Tot.al W.Europe Canada Other 

1963 5.7 

1964 7.2 3.3 1.8 2.1 
1965 7.4 3.5 1.5 2.4 
1966 9.9 5.9 1. 7 2.4 

1967 11.. 0 6.2 2.1 2.8 
1968 14.3 

1969 

Source. International Financial Statistics. June 1969. 
pp. 322-323. 
Figures are for last 

Head Office 
Li ab. t:o brchs. 

(1. 0) ( iy-. l.7l/ 
(4. 6) 

(4.2) 
(6. o+) 

+ (14.6 ) 

Survey of Current Business Sept '66,Sept '67,0ct '68_.-----·-----... . l +figs for mid year,1968 from SCB Oct'68 p.32 1969 
x figs from 7: 9. 

Total holdings of dollars by banks abroad would be·<1Agher than this since 
considerable sums are kept in the US as working bafances. The figure in March 
1966 was 1._$.j::n}as against total holdings of dollars of. 
the overseas liabilities. The US figure for the first quarterofc'T96-6:Crom the 
source for Table 2 is($7. <fotaL'Eurodollar holdings can exceed :the ft;gures 

.. --·--·· I above for two reasons: (a) re-deposi."fing which has not been netted out; (b) 
claims can remain outstanding after the to which they were linked 
originally have disappeared. If a Dutch bank re-lends its New York dollar 
deposit to an Italian importer, who uses it tQ buy cars from France, Renault 
banks the dollars which end up in the bank of France and. are converted into 

The dollar deposit disappears, but Dutch bank's dollar claim remains 
outstanding until the importer repays it. (14:171.) It should be noted 

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. 
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Thus we see that while US liquid liabilities have 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 that \th.et·e wer.e 400 commercial private 

. . ....:../ 

banks in the Eurodollar market, channeiling deposits from at least 25 countries 

to borrowers in at least 3S countries. (13:1) The centre of the market is 

London with the Bank of England estimating, a number of 130 banks operating 

in the market in 1964, o;E which 40 handled the bulk of the business. Hirsch 
. ,,_,, _ _,.. .. .. . 

estimates that London .accounts for the.market, but this '-----------be considerably more. Some of the amount of the Eurodollar qurrency 

transactions through the London market can be gained from the Bank of 

s statistical series called "U .K Banks 1 external liabilities and claims 

in foreign currencies." These do not exactly measure Eurocurrency transactions 

i;lince 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 held onbehalf of UK customers who have 

authority to retain foreign currency. But the large growth in this item in 

recent year.s, as the !Bank of England says, "has c·ofne about as a .result of their 

ott-lending abroad of currency funds which have been deposited with them by 
-overseas residents." H: 17) The figures of the growth are· given in Table 3, 

alongside those for estimates of the Eurocurrency market, the Eurodollar 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 E$ 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 . 
•• °._ '' .... -.03 

1964 8\ . -' 

7.2 5.0 4.6 -.44 

1965 10 .-7;4 - 5.9 5.5 -.40 

1966 13 13 ,.-' 8.4 8.5 +.05 

1967 12 16 11.0 10. 5 10.5 -.02 

1968 16 14.3 17.l 17 .1 -.07 
_ . ., 

1969 30 
,_. " ,,- •. / -,, 

Sources: 

1. Eurocurrencies. 1963 (10.:J,3) 1966 Whiting p.66; 1967-9, Stopper p.4. 

2. Eurodollars. BIS in Q2 :'ifn 
3. 
4. 
5. 

Int.Fin.Stats. 

Int.Fin.Stats. 

ibid. 

June 1969. 

June 1969. 

pp.322-S23. 

PP 316-31.'7" .,../ (line 5) 

(line 7) 

The fact that a large proportion of UK External liabilities claims are 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 o 2.7 0.3 3.0 2.6 0.4 

1967 4.4 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 March 1969. p. llO. 
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Certainly it would appear from these figures that the proportion of the 

Eurodollar market going through London wa§ 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 estimated th8:t financed ·a quar:ter 

of world trade, and this figure is now probably higher. (see The Banker 

August 1967) Some countries have sought to restrict their nationals' use of 
--

Eurodollars to this purpose, the French ,J0r example, lim;Lting, use of 

Eurodollars to those enga:ged in foreign trade,-j>rohibtdng 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 

fElr more general credit purposes;. This is, of 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 Italy borrowing $750m in 19627 1963. 

Japarj: 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 Eurodollars have been 

swapped into sterling and then placed with local authorities and'Hire Purchase 
' , -

companies, while some British companies like R.T.Z have gone straight to the 



- 14 -

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 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 or uns·ecured 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 matket (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 

interb'ank circulation of Eurodollars, as well as the fact that banks can be 

found simultaneously on 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 compartmentalisation 

9f Eurodollars from the rest of their banking operations and under the control 

of foreign exchange departments. Rather, he writes, "mpre and more banks 1,ook 

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 

ci'assed as transactions demand. There is also a speculative (and to some extent 

a precautionary) motive for holding Eurodollars. Since is a vehicle ., ... 

currency, foreign holders of say Sterling and the Franc have tended to move out 

of these into Eurocurrencies for 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 b. out of a speculative rush of $4 b. (11:14) 
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(;;I: of Eurodollars for this purpose can be put down in part to its 
'-· / 

establishment as an extension of the doilar's vehicle currency status, with 

the result that institutions, notably it has been suggested that-international 

hold Eurodollars for transactions purposes, have been willing 

to during brief periods when their would otherwise be idle. 

(Times 12. For more elaborate ;[·arms of speculation, it mui:;t be remembered 

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

cover of secrecy, makes this well-suited for speculation. 
,_ ,f-

Supply. 

We may distinguish five types of intention dollar deposits to ,, .... __ .. 

tb,e Eurodollq.r market: 

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

transactions demand for money developed by Bau:mol and Tobin, and applied to the 

-Eurodollar market by Swobpda ( 9 an economic unit will run,,. down its 

transactions balances with respect to (a) rising interest rates, and (b) increased 

liquidity of the investments, (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 liquidity for certain types of 
\ 

international funds. Accordingly it is to find evidence that 
.• ______________ _ 

international companies and panks use th.e."'Eur0dollar markeb. ::f.or off- . · 
7 . \..__. .- ._____ 

loading exce$S cash. (7:2) 

2. Cash from precautionary balances. Again Tobin. 1.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 market. Most notable here are the.central banks from 

underdeveloped countries, as well as, for somewhat differep.t reasons, the 

official banks from Eastern Europe. (7:2) 
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3. 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 market by the 

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

)!Deutsche J3undesbank bought over $1 b worth of dollars from speculators moving 
,. / - .. .e_.._ 

_,.' ..... -,...----..- ,-"" - - . -... ·.-:_ __ ____ . ......-- - .... .. _ _______.--.....,... 
into marks, and then (re-lent 'them in the Eur0dollar bo-µght· the>. .,___ __ ____..--:c-... _________....._.t;_ __ ... - .. {_,.. ___ ...... ____,,---- _ .... 

interest rate down on May 8th for one month Eµrodollars from to but 

this had the ·effect of providing cheap dollars to speculators switching out of 

other currencies into dollar$ in order to go into marks. (Times BN. 9. 5. 69) 

4 •. · 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 all the Bank 

for International Settlements have intervened with the direct intention of 

ironing out fluctuations in the Eurodollar Stopper of the Swiss 

National Bank sees this as an increasingly important function for banks: 

they should "be ready, in. the event of a loss of confidence, to support this Q 
market by taking in amounts of dollars, to offer forward cover to 

the economy, (dollar purcP.ases and sales by the central bank on a forward basis) 

and to extend the swap network with the Federal Reserve Bank of New York. 11 (ll:6) 

Italy provides a good example, where her Central Bank provided 

dollars and cheap forward cover her own commercial banks in order to take 

liquidity out 9f the domestic economy. 

5. Investment funds. some of the supply comes from medium and longer 

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

.America(}:!ertain of whose private citizen$ wish to invest in Western money markets. 

IE.ternational firms have 6-tmes also supplied the market with medium term 

funds: Squib, the US drug firm for example, places surplus 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 40% 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 operations 
"_ ..... ---- - " 

have been estimated at over $20 b.p.a. by Chase Manhattan; in 1968 the 

of Current Business reported an intended by overseas of 

US companies of $11 b, 

More specifically, US international firms are reported to use the Eurodollar 

market for the following demand purposes: 

- .the working capital needs of subsid,iaries 
Hnance of intra-firm trade. Iri. Sweden and Canada, ,t:0rp0rations · 
hold Eurodollars on current account for transactions purposes. (7:2) 

- :Fin.t:lncing 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 Deutscbmark in May 1969. 
in Times 12.6.69) -- ····-----

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 '50% on the 
corporate tax rate, plus 15% branch profits tax on the remaining income -
leading to an overall tax rate of The US would grant tax 
only on 52% of this, which would leave the corporation with some unused 
tax credit. It the corporation transferred ;,s0me 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 
1960-1961. (17: 302-3) 

Borrowing for these purposes has favoured the largest corporations, partly 

because of the size of Eurodollar transactions, partly 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 c6mpanies are frequently 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) 
I 

One other more general result of international company borrowing' on the market 

has been a ,strengthening of their position vis\ 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 onr_·; 

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. 11 by Samuel Pizer and Frederick 
Cutlen) 

investment of excess cash balances .; 
I 

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 develoµing a polic¥ 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 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 

l/3rd of'the demand in 1967,and this is probably now much larger after the 
; 

recent increases of the past 18 months since the beginning of 1968: Further, 

the Eurodollars transferred from US banks' branches abroad back to head office, 

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

to US corporate affiliates abroad. 

Non-U:S· banks have als·b 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 prom\i:nent 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) 

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 adjusting,. 
liquidity positions. 

- sources for credit, particularly important where no reserve 
requirements are attached to Eurodollars. Those banks which are 
not required to h_old 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 l/3rd 

(1:8) b. out of the total volume of funds of b. being provideq by the 

official monetary institutions of Europe, principally by the Italian Exchange 

Office and the BIS. (14:169) By 1968 the share of all official sources of 

Eurodollar supply had fallen even further to 15-20%.according to Chase 

Mainhattan · (2: 8). 

Other than the Eastern Europeans, the central banks and official llinstitutions 

(excluding the.Belgian government for the moment). have been rarely operative 

on the demand side - save indirectly ,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 
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in tJ;i.is way: "Central bank participation has enhanced the Eurodollar 

market's growth and stability. Although'.regulated)and 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 op.erations." (2: 10) 

Location of Demand an4 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 

are Chase Manhattan's estimates for 1967: 

Table 5. 
"_ ... ·---

Sources and Uses of Eurodollars by Country. 1967 in 

Country 

u. s. 
U.K. 
Italy. 
Switzerland. 
France. 
Other Western Europe. 
Canada. 
Latin America. 
Middle East. 
Other: 
- of which Japan 
Total 

* includes Switzerland 

Sources 

13 
8 

9 

16 
7 

20 

5 

5 

6 

11 

100 

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

Uses. 

31 
16 

7 

6 
·'· 17" 

- ... 

5 

100 

Source: Chase Manhattan. Eurodollar Financing. 1968. p.14. 
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We may sununarise the positions of various countries as follows: 

- the US .has maintained its position as the major net borrowe:r. 

- the UK and Japan are still net borrowers. 

- underdeveloped countries have been net suppliers: there are 
banks both in Nassau and the Lebanon operating in the Eurodollar 
ma:i:-ket .. (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. 

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

These figures should be treated with circumspection, however, for they 
refer to the country of the dollar demand and supply, not the 
nationality of the demander or supplie:i;-. (see also figures for UK External 
Liabilities and Claims in Foreign Currencies in Bank of England Quarterly 
Bulletin. ·ef. 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 
to a country in Western Eu:rope." 1: 30). 

Credit Creation. 

In discussing the significan.ce 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 

since succe$sive time-deposit ;Liabilities among Eurobanks do not in themselves 
-

add to the m·ean.s of {paym',ent for conunercial transactions. 
...... -. ...... --

Multiple dollar 

creation would vanish when_ the balance sheets of. the. various intermediating 

Eurobanks were consolidated. Not all such 1 intermediating' dollar .creation 

µas been netted out of the which form the basis for estimates of 

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

practitioners do that Eurodollars have had a significant(Jffect 

on liquidity. The President of the Swiss National Bank, E.Stopper, 
c"o 

"the Eurodollar market can act as a resevoir for evening out 
... 

int·ernational Ji qui di ty. 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 probably one of the reasons why iri recent years the world has 

suffered from too much· rather than too little international - and in most cases 

also national - liquidity." (11:4). Other European bankers have drawn opposite 

conclusions believing that the expansion of the Eurodollar market is .:th,<? 

market response to a shortage of liquidity and is to be supported as such, 

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 which might otherwise 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 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 in the money 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 re-depositing in the market of the 

proceeds of the loan to the final borrower. The.first case is that discussed 

in the previous paragraph, where a sum of money previously held in idle balances 

is in part transferred to active balances, (thus increasing the transactions 

velocity of and in part returned to the idle balances of the 

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 particular loan. Indeed given the low margins earned on 

Eurodollar transactions, Eurobanks can clearly ill afford to hold significant 

transaction balances of deposits with US banks. Foreign banks that accept 



- 24 -

dollar deposits from non-ba:t:J:ks 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 grow gradually absorbing the 

margin altogether. Furthermore, even without a risk premium, the n?eessity 

for a margin puts .a practical limit on re-depositing, given the structure of 

interest rates in competitive markets. Finally, a number of banks accept 

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 botn(Jy the 

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 the holder, 

the world supply of dollar-liquidity is expanded by these repeated transactions. 

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 1 beginning of this section can so easily occur. 

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

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

original demand deposits may not necessarily involve a total leakage. If, 

an Jtalian importer of French goods borrows on the Eurodollar market, the 

French exporter may place some at least of the proceeds on 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. C:l:8) The leakages may be traced to: 

(i) the loan from the Eurodollar market being paid to an resident 

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 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. "ln their 

Eurodollar loan:,operations Eurobanks pass on funds created almost entirely 

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

replenish their supply of dollars and thus to return io use in the Eurodollar 

' system the dollars that disappear from the 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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_.S-'·'""' 
"lfhe. dollar liabilities of Eurobanks, consisting almost entirely of call 

and time deposits, serve only to limited extent as a medium of payment, and 

one Eurobank' s 19ss of dollars is not likely· to be offset by another's 

gain". (7:7) There are some exceptions to this. International ·companies 

dollar accounts in Eurobanks, in which they receive payments from 

US arid other parts of the :world and from which they make payments, sometimes 

by Many other and business firms also maintain such 

accounts rather than incurring the costs of selling dollars at bid and 

purchasing them at asking- prices. Again, a company US that receives 
c---..----

a medium term loan from a may keep the(p0rrowed am0unt on 
:t___------------·--·-" 

with the lender pending expenditure on projects abroad. 'Moreover some 
.( 

'recipients of funds derived from Eurodollar loans, the oilt. 

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

of thei;i;- continuously growing wealth in the form of Eur0<:lollar deposits, 

(residents Of the Middle East 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 <;!Ornmercial banks being 

able to create credit illn much the same way as domesti<;! commercial banks,to 

(grow.. .,) Be:U looks forward to this when he wrt, tes: "If .... Eurobanks could be 
..... ,.L-

assured of a substantial return f.low (perhaps· as an incentive they might 

pay interest QIJ. demand deposits.), is no theoretical reason why the banks 
::---:-..... 

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

To the deposit holder, the depos-i t would be a perfect substitute (assuming that 
/· ,,,.. 

the chequ:es were generally acceptable) for a deposit in a US and the banks 

by making loans would, in .fact, be creating a medium of exchange and as 

a domestic banking system." (1:49) 

t .. -"--'-"J,,....,_ ........ • 
·{_Moreover.,} quite a,part frOIIJ. the mu'.ttiple credit creation,. some writers have 

·1;;:;"......_,,_ •.• 

argued that the exp'ansion of the Eurodollar ma(ls.ket is likely to increase the 

supply of internationai money. Even if the proceeds from a Eurodollar 
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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 throughout 

world because: 

(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 place 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 

EY,rodollar market. ( 9: 33) 

While the EuroQanks may expect to develop their role as international 

commercial banks increasing the money supply, their princi.pal 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 definitions of the balance of payments, or rather 

of deficits and surplu'ses in a country's balance of payments: 

(a) for the US the traditional definition by the n·epartment 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-li-ne :t terns: 

gold:t official US holdings of convertible foreign currencies; foreign claims 

on the US by foreign authorities,. distinguished by their convertability and 

non-marketability, and their medium and other liquid liabilities 

to foreigners (including marketable., foreign government securities 

of· all maturiti.es, plus bank accounts .and other short term liabilities). 

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

(i) movements of US short-term capital, (ii) connner.cial 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 U$. authorities accordingly. 

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

changes in reserve assets (gold, official holdings of convertible foreign 

currencies and net IMF position) and of liquid and non-liquid liabilities to 

foreign official monetary institutions. This is often distinguished 

for analytical purposes from the liquidity definition of the def;i.cit which 

includes liquid .liabilities to all foreigners, and corresponds to the over.all 

deficit definition outlined in (a) above. Both the US and Germany use the 

liquidity definition, including short-term capital·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 long-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 

'acconnnodating' transactions,. to· 'call: 1 h1de:p·ende.nl-4y 
. "'- - •r· ... 

motivated' and 1 stop-gap 1 or 'compensatory' transactions. (cf.Yeager p.46). 

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

post concept obtained from adding in the overall BoP accounts for· atl, 
-'· 
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and adding the rest as btl on the criteria that Yeager suggests. It also 

has an affinity to Machlµp' second concept, the market balance, wl:iich i.s the 
. 

difference between the amounts of foreign exchange effectively 
,.r--;, 

supplied over a of time by buyers and sellers not motivated by a 

to influence the excfi;ange· rate. His third concept is programme 'balanceCJ 

whic]:i is the difference between the amount of f'oreign exchange that some 

authority considers it necessary or desirable to have available over. some 

future period and amount that he expects to become available from: regular 

sources. (Yeager p·.49. · Machlup EJ. March 1950). This last appears as a generic 

form. for which the 1 Full '.Employment Restriction. J;i'ree' BoP estimates are a 

specific example. (see F.Hirsch. Money International. p.50)% 

The b?sic balance,. as UK, takes .the dividip.g line between 

current transaction, Jerm capital movements against the This 

ignor.es the fact tl:iat some items on the short-term capital account cannot be 

said -to be compensatory moveme!).ts, in contrast t;o say ,m0vements of gold and 
'•'--"\,_-/ 

offieial The liquidity definition adds into the basic account-to_;be-

financed, those items mentioned :Ln. (b) above includiIJ.g errors and omissions, 

and moverp.ents of. US capital: using a criteria of potential $nstability 

for its atl/btl dist:i.nction. The official S<?ttlements definition. would raise 

above the line all short term capital movell).ents save official reserves and 

liabi;I.itl.es to. Qfficial foreign institutions. (For further discussions of 

concepts.· of de;Eicits and sur_piuses, see: Walter R.Gardner, "An Exchange Market 

Analysis of the US Ba'iance of Payments" IMFSP 1960-61 pp.195-211; Poul Hist-Madsen 

"Assymetries Between Balance of Payments Burpilluses and De;Eicits" :i;MFSP 1962 

pp.182-.201, and the same of Payments" in Finance and 

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

in the .1962 Pl?·· 343-368). 

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

Payments according to the. 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 all Eurodollar holdings back to deposits 

in US banks would not accordingly change the Balance of Payments it would 

merely transfer ownership from bank to connnonly 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 official settlements definition, the creation of Eurodollars 

does not help the US payments balance For it fends to switch the holding 

of dollar from official to non-official institutions, 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 iTQil!ediate difference suggested by the two definitions. Swoboda 

argues, however, that on the basis of the liquidity measure there is a deficit 

conseouent to the increase in short term dollar balances being kept as reserves 

against transactions financed in the Eurodollar market. Nevertheless since 

this deficit should in the light of the vehicle currency status of the 
'._,.,;--

_ .. , ·-- -";-:' -.-... , 

doliar, ;$woboda.· that in this sense the liquidity measure of payments 
' ..... "":':;·<- -,• 

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 encouraged 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 Eurodollar market, 

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

Swiss banks. Further, US corporations exporting capital to their subsidiaries 

can have these funds placed temporarily on the E$ market by overseas branches 

of US banks (1:104-5). . The connections with US and foreign banks which. US 

international firms have built up in the 9ourse of their internationalisation 

have allowed. them to take. advantage of the Eurodollar mci.rket for optimising 

--return from short-term funds. It is interesting to note, however, that' 
'"-.; . ..-

Klopstock, who is Manager of the International Research Department of the 

Federal Reserve Bank New York, suggests that most corporations who placed 

funds in the Canadian and other Eurobanks had never invested in other foreign 

i:p.oney market assets, and probably would not have done so if the Eurodollar 

market had not existed. Dollar time deposits in Eurobanks had the advantage 

against other fcirE?:i.gn short term assets· of nQt 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 short term 

dollar investments, (7:14). 

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

transfers of Eurodollars by US branch 

banks to their head offices. Although the Eurodollar rate may be 

than that obtaining in the domestic market for deposits or in the; Federal 

Funds market, the overseasQsources has proved profitable, (a) because 
.. 

of .sheer availability - the restrictions on deposit rates upder regulation 
\__ ----=---) 
q-ana-Oflier features of the current monetary stringency in the US have 

caused the parent banks to 1_ook abroad.; (b) because Eurodollars have not 

been requir.ed to be backed by reserves: since reserves are required for 

domestic· deposits this raises the effective interest rate on those dolla:i;-s 

a ma.y .since reserves earn no interest; {c) the transfer of 

funds to the head office, may involve the switching of liabilitiei:; from 

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 fa.ct that since 
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Eurodollar deposits are so volatile, they are normally backed by current 

account balances in the US. However, when the golder 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 t4e 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 to this inflow of funds to US head offices from their overseas 

branche?, foreign commercial banks have also turned to the Eurodollar market 

for funds for operations in the US: particularly for transactions purposes. 

These include: (.li) 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 the Federal-funds market, particularly over the 

(iii) large loans to corporations (short and long 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 necessary part of the international 

banking operations with the US, 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 guard against sudden 

withdrawals of dollars. The need for .such reserves has remained mod.est, 

since placements call money with other fqreign banks can se:r:ve the same 

purpose. However since accepting foreign banks of this call 

money in the US for their own operations in the American money and loan 

markets, the reserve requirements of Eurobanks could be argued to indirectly 

increase foreign private holdings in the US. estimates in the 

light of all these factors, foreign private hol4ings 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 ouEfl.ow of funds to US banking branches. 

and corporate subs:i.diaries and to foreign demanders of dollars, and in terms 

of increasing the inflow:· of dollars from the overseas b:tarrchesOof US banks 

plus the inflow into the VS from the Eurodollar to foreign in the 

US demand dollars for traps·action and precautionary purposes. There is some 

reverse pressure, increasing the outflow of funds US residents seeking 

higher interest rates, and perhaps (though this is not mentioned in the 

literature) qecreasing 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 holdiµgs of .foreign 

currencies, a11d/or a net improvement in the foreign Li.abilities/foreign assets 

account. .Foreign liabilities are dollars held abroad, foreign assets are 

overseas currencies held by US residents.) It shouid also be remembered 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 danger to gold. 

The effect of the UK BoP is very similar to above, though;: 
J '-r.,..-.._, : .. 

f ar less well attested, save the UK Exchange Control regulations prevent the 
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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 on 

the UK payments balance is essentially neutral - if we leave aside the 

commissions earned on the Eurodollar transactions undertaken in London. Either 

the increase in 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 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.An s forward position. Thus each 

transaction i$ self liquidating, but when switching into and out of Sterling 

continues for some time in one direction,, the reserves can be changed by 

considerable (b) Eurodollars 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; (c) the Eurodollar may be sold for Sterling to some UK private 

:iesident(e.g .. one London Bank rf:10 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) 

__ ,_j- --

Eurodollars and Domestic Monetary 

The development of the Eurodollar market has weakened the control of the 

monetary system by central banks in a number of ways: 

1. Weakened control over the volume of liquid .resources in the money market: 

i.e., over the money supply. If a central bank is op.era ting monetary policy 

on the basis of restricting money supply, domestic commer(.lli:al 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 from a ---.__-..,. - .. ____ ,_ 
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Eurobank as such a cash base, with the additional advantage that they 

are not required 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 money supply without regard to its possible effect on the 

exchange Ba<ibance 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 stili 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 expands the amount of deposits within 

the clearing bank system. (1: 99). 

2. Weakens control over the volmf).!e of credit in the economy. An official 

policy of credit restriction by open ma!,"ket 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 in foreign 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 
.. =.- .. .. , 

effect:,. .:r;astly, .: banks and corporations may counter credit restrictions by 
-- ' _,' 

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 into sterling, and simultaneously was ... ,/'ery 

rapid expansion of bank lending to such an extent that the authorities 

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 restrictions 

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: ll4-5) 

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 the reasons outlined above, and increase the supply of Eurodollars in the 

form of short-term arbitrageurs entering sterling through the EurodoJ,.lar market. 

Even if the switch of demand to the Eurodollar market has the effect of raising 

the interest rate on Eurodollars, this rise is unlikely to meet the rise on 

the domestic market, and will certainly give rise to increased credit as 

discussed above. In the UK tight money may turn banks not to the 

Eurodollar market but also to Eurosterling, certainly as far as finance 

are concerned, (See Brian Oliver in Westminster Review, 

August 1967). 

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

Eurodollar market US has been that it has been 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 
.r< ....... ·---..'-.:---..... , 

end of June 1967, they rose to $7 b at the end of 1968, and to $10 b by illlid--Ap'r:il 
\_:. -.;.-r-''·-

1969. The reasons for this turn to the Eurodollar market was that the market 

interest rates had moved above that the banks were allowed to offer 
... 

under regulat:ion- Q,_and that funds had turned away from the banks. Between . . '-c..:.._,._,l 
December 1968 and April 1969 outstanding the 

Now there is no i111Il!ediate increase in depqsits as a result of the turning to 

the Eur·odollar p-&01. The ownership of a dollar deposit is simply bein_g shifted 



- 37 -

around the banking system. The only way in which bank reserves are incroeased 

is because the required reserve holdings against deposits are reduced. The 

.r.eser:Ve· r.eqµirement for US banks is for demand deposits and 6% for time 
- c.,_ __ .. ,,, / ·- - -

deposits. As we have seen, there is no requirement for reserves for dollars 

borrowed fr·om overseas b.anks. .Geoffrey Bell argues that the reserve saving 
-

is small and easily capable of :being o.ffset bys the Federal{ Reserve>®either -. -- . 

through open market sales of Government securities, or through an increase 

in reserve requirements against Bank deposits. (Times 

.An alternative effect was put forward by' .Andrew Brimmer in a 
_, ,.. 

speech in New York on 8th March 1969. He that the Eur;.odollar market 
•..:'I 

had the effect of prejudic:L-:n:g those US banks without overseas branches during . 
the period of domestic tight money. Those international banks with;overseas 

branches can defa;ect the squeeze increasing the impact of the squeeze on 

the rest of the banking system. 

..J'11/li I It is not impossible for purely domestic banks to have access to the I..._.' 

Eurodollar market through a number of brokerage and other activities. This is 

; afi.·! a priori argument against Brimmer, though a posteriori little advantage 

has been taken of these facilities. Bell, however, 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 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 hutt the smaller banks .more than the larger. 

0 
Thus both arguments which criticise the Euro-dollar market for its 

effect on monetary policy in the US appear not 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 

direc·tly, is to raise the Eurodollar rate. This means, that if US bankf! 

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 demand deposit rather than time deposit, and since 

demand deposits reserve base than time deposits, this will 

raise the reserve requirements on the US bankin,g system. (1: 107). 

It should be noted that economists and bankers are far from agreed on the v· 
effects of the Eurodollar on US monetary policy .. With the growth of the 

E:iiJ,rodollar in importance, the non-requirements assume greater 

significance, and there is the further question of pyramiding in the market •. 

Indeed on 26th June 1969 the Fede-ral moved to moderate the flow of 
,,.,.,..,,,.-t'7t 

Eurodollars between\UK Banks ove+.seas and US branch banks. They 

proposed a 10% reserve requirement. on (a) 'borrowing by US banks from their 

branches abroad to the extent that these exceed the daily amounts 
r.f">-1"_,...l 

outstanding,_sin the four weeks ending 28.5.69; (b) branch lcfans to US 
', j'r' 

residents to the extent that these exceed either the amount{<m"i:1tanding 
,,/...,__,...,,,l . 

on June 25th or of the .a.mounts outstanding in the four 

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

banks. '.!;he causes of this move were said to be (a) the evasion of ti'.ght' 

money by US banks; (b) \the 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'i 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 and interest rates are concerned. The principal 

actions taken by governments 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. 

(c) prohibition or limitation by Qf the ability of domestic banks 

and corporations to place dollar acquisitions in the market. 

(d) restrictions on com¥ertability 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. 
I '.:;' ·, ·-•• 

-- ---'" .. -

(e) restrictions or reserve requirements which compel or induce to 

re-export any balances accepted in the market; for example banl<smay 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 .... 9zerived from borrowing 

in the Eurodollar market. 
/'\ 

The US June 1969 proposals · .. ,have already been 

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

of !England can (a) call for a upon which the Treasury bill 

rate or lower will be ·agci.inst 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 f(d):.above. (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. cf.US in 1961 

(5:12.1). 

forms of intervention undoubtedly can influence the effects of the 

· Eur9dollar market on domestic monetary policy. It is worth recalling the 

point made by Klopstock on the limits of this form of government ,'acdon. He 

writes: "The efficacy of the controls should not be over-
........ -"-::. -

estimated. The international economy is dominated by multinational 

corporations financed by banks whos.e networks of branches or affiliates 

stretch over several countries. In such an environment, 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 perversely, 

contrary to central bank objectives 9-nd 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. 
:;·' . .-- -"·\v 

He has shown that in this situation, under %ixed .. exchange rates, capital 
·.,.,..,-. .. 

mobility internationally prevents open market operations from affecting the 

interest rate and the 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 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. In Britain for 

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 management of the domestic economy, but that this challenge was 

less for the US than it is :!;or the borrowing There is an 

assymetry of effect. Although governments and·centra.'1. panks have taken 

steps to coµnteract the erosion of the effectiveness of the instruments 

of .monetary policy, nevertheless the internationalisation of both banking 

and non-banking corporate activities to some extent circumvents such . 

domestic. polic:j..es. 

International economic integration and Eurodollars: Internation.alisation 

of the short-term capital market. 
. . 

From what has been said it is clear that the rise of the Eurodollar 

market is 'both a manifestation o;E and a spur to the of intel;'national 

integratio11. It has expanded liquidity for trade and investment 

purposes iIJ,ternationally, it has signi;Eicantly widened, and 1 perfected 1 an 

international money market, and it has consequently strengthened the dollar • 

..r- - ' • • " 

(i:k .have the of the on int:ern.ational ----..} 

. (liquidity. Up to· ,ot is· now Ef:i;p.aticed-· t-hreu'gh the .. ,-) 
;..--_.: -- - ----- --._-, .. • • ;_r, .... ... -..-......_ -·--

.,.., -- \_____.-

to longer term investments with the loans being rolle4 over. With total world 

reserves standing at $76 .. 3b. at the end o:I; 1968, and with Eurocurrency market 

volume estimateQ. at $30b. in June 1969 as against c·omparable figures of 
'"'fl,,''Jj 

in the of this form .of $71.Jb .. and $12b 

curre11cy in intern,at;!.onal economics can be ai:ipreciated. the majority 

of Eurodollars turn over more than once a year, they can be· seen as significant 

financiers of international trade, with world imports in the last quarter of 

1968 standing.at an annual equivalent •Of $232.Sb, and world exports at $242.1 

over the same perio4. 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 Statistics-: June 
·"-' 

1969, p.32 - 3). 

assets of the same class in different countries. should be 

substitutable, and should apparently be highly resp.Qnsive to changes in their 

relative interest rates. Take the class of assets of time deposits. Time 

deposits of two prime name banks are not as close as those of two 

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

imperfect Ci)(j'\fferences tn currency denominations: 

(ii) inter-country differences .in the cost of exchanging bank liabilities :!;or 

ot:er "assets() iii) other factors of product differentiatton.: preferential 

,--. 1 1 . b . oan re ations,. usiness hours, specific Legal characteristics of 

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

convertability between ctirrencies(and this itself has a risk element attached 
..... ,__ ___ 

to it) there the factors .mentioned1 above which lead to time deposits 
..... . . .-"'°'· ' .... :?i. 

....... .. 

with banlcs in different countries yielding different returns11• (9: 16) 

Of the above mentioned factors, undoubtedly the first, the differences in 

currency denominations·, is the mo.st .important. Two factors are.attached: 

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

through changes in j-exchaftgehates. 

exchange transfers l_ 9U:!,rencies ·is 

the cost of the money and 

as low as The market assessment 

of the risk of exch1mge rate alterations is given in the forward. market. The 

interest parities give the interest differentials between two markets, (say 

London and New York), at. which so called covered will, yield 

nothing either way. These interest parities are still cori'Siderable, and 

fluctuating. In London, the three months forward cover in dollars stobd 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 by the end of January, (14:150•151). 

The Eurodollar has served to lessen both these factors. There is no 

cost of exchange, and the cost of transfer is as as 18%. 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 

cpver the conversion through the forward market in the normal way. This does 

not alter the fact that much of the Eurodollar volume is so converted, 

and that a borrower in Germany may issue liabilities denominated in US dollars. 

These liabilities will then be perfect substitutes as far as currency 

denomination is concerned, with US residents dollar liabilities, and 

consequently have a high interest elasticity. 

Swoboda interprets Eurodollars 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 f9reign cash balances. This cost 

has two facets: the opportunity cost of giving up interest Qn 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 d 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 concerned. 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 
,,.....-r • 

currency and whose,connµ.on acceptability and substitutability allow asset holders 
' -··. 

to take full advantage of interest differentials throughout the world in a 

conrrnonly 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, Eurocurl>'.,ency liabilities resemble closely his theoretical 

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

currency, the dollar. They are standardised throughout the market a'.i:e-a:"-,. 
'..__::::,__,i __ #" 

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 ·"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 
______ 

our discussion of monetary policy, the money markets and interest 'rates of mariy -
-,- .. _•; 

of the major industrial countries. Again to quote Altma:n, "in general, interest 

rates on deposits of all currencies that connnand 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 

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 operation of the forward exchange system, as Einzig reminds us, 

has long provided an interest structure of an international character. 

Forward e:itchange offers lenders and borrowers the choice between operating in 

the domestic money market or in the foreign exchange market in which they a+e 

in a position to grant ·or secure loans in any currency by means of swap 

transactions. Yet on Einzig 1 s interpretation, the swap rt:!-tes on which such 

transactions were based are not supposed to be basically different from domestic 

intere·sci;, r.ates, being normally determined by the differentials between the 

national interest rates in the two "countries concerned. Swap rates merely 

reflect tqe discrepancies between. national interest rates. They are not 

supposed to . cons.ti tute separate international interestf';atles. 
. 

Rates on for.eign 

currency deposits, particulary Eurodollars, are different. They have, for 

Eiazig, a separate existenqe 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 rat?S as now subsidiary to the 

Eurocurrency rates. "Forward exchange rates which in the past tended to adapt "-._I ___ _ 

;." '•-=,_ 
l\/.....r 

themselves to their interest parities based on national interest rates, h.ow 

tend to adt:!-pt themselves to the ;i.nterest parities based on foreign currency 

deposit rates. Thus the forward sterling-dollar rate tends to adapt itself 

to the differential between Eurodollar and Eurosterling rate and tends to 
•"\....-..... ..... 

fluctuate largely in sympathy with that differential. 11 (51:77-78) 'Einzig' s 

theoretical distinction is far from clear, as is the substantial one. The 

difference between the two would seem to be that discussed above 

in terms of .lowering costs of tran$fer and of denominati'on exchanges. 

One notict:!-ble development in the market, has bE)en the increa13ed 

attempts by national authorities to control the effects of Eurocurrencies on 
- ..... 

national fncmEltary systems as the result of (the. v:ery in-t·en1ati.Qn?:"J:isati'ori · whtch - .. ,,...,,,. 

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

policies, imperfections are rapidly beipg reintroduced into .area of 
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international capital mobility. They take the form of auto-national 

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 isolate 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 .. 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 4.s .no agreem§nt agout..the .in&e-pendent- in-fluence-ef -US rate on the 
Eurodollar To note that they II\QVe together , __ is _,§till not to_ assign 

independence to either of th-e- variables .. ..: Swoboda writes: "Interest rates in 
·.the. Uni tea State?. rat'es; a;<l domes 

. ·-
interest rates in buter countries are tied to the latter, 

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

this counter-causation: "Interest rates on .-Eurodollars .'have clearly been an 

important factor in pulling up short-term interest rates in the US. Short-term 

interest rates 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 monetary policy". (13: ll-12). Indeed some 

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:l3:12). 

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 rates 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 dollar rate, which largely determines the foreign 
demand. fo.r dollars and to some extent, the supply of · 
deposits at times when covering of forward dollars is regarded as 
expedient. 

-iv. US authorities' to Loreign . 
·--- - --- --. --- . 

v. spot dollar rate, which to some extent determines whether 
or not Eurodollar deposits should be covered. 

vi. Wall Street trends, i.e. bond prices. 

2. Eurodollar 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 short-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. 

ii. provision of facilities for speculation against the dollar. 

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

iv. influences official policies. 

4. Eurodollar rates affect the rate structure in borrowing countri.es 

as follows: 

i. competition of Eurodollar facilities with other credit facilities. 

ii. competition between banks. 

iii. use 1of Eurod.ollars f0r speculati0n;. 
' ... - ·-- -

._. - ·- . 
iv. use of .for ar.bitr.?:ge-. 
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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 rate as. ; sett_:i.ng: 
·' the limits rather than closely determining the Eurodollar rate, 

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 national 

interest rates as necessarily the most important factor. The mechanisms of 

the ii;ts.ulati.o_n is not, however, made clear. Furthermore, not only is the 

Euroabllar'market 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 

liquidity situation at home, appears to have had a ratchet effect. When the 

domestic credit sttuation 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 credit squeeze in the US, with prime lending 

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

being limited to on deposits by Regulation Q. US head offices now 
- ..._ __ 

constitute the major demand factor in the market ($-9. 7b UK .. .... _ - . : ..... ,.,_..,, .. .. 

US .r·¢$idents, the highe·st figur; 
--- _,____ - - -.-. ,, - - - "',. ·: •• ' "f .. ,. .... __ , .. - , -, - -

on Japan at only ·f. 66) ·and this 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, 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 
---- '(•·1_: ; 

a:re, 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 ,_of 
-'-... • .. _ -

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 that Swob0da' s. 

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

is ·clos.er to -the.' .. 1 truth than Einzig' s and Altman 1 s more competitive picture. 

This difference of emphasis is however partly a function of time. Up to 

1966, non-Aµ,l.erican 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 E,1rodollar market on international firms more fully 
' '" _""-·,,, 

'1 in an accompanying paper, IF 2. ·1 Some brief comments are here in order. 
·, I 

The most direct impact has been on the internationalisation of the US 
'""""----- .. . ... - -

Some already had JJrc:nches 0perating 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 dollar asi;;ets reported by banks and foreign branch-es: 

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

Once established, US branch banks have been at a compet:i;tive advantage 
\. 

vis a 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 operareoffices throughout Europe, and this net-

work provides a marked advantage in collecting and placing Eurodollar funds, ,._. 

Third, the 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 Eurodollar 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 transactions finance, both in terms of international trade 

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

(7: 14 RTZ; German firms investing in udc 1 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 Times B.N. 12.6.69) 

(e) availability of finance in spite of us' controls on overseas 

investment: this is a sub-heading of (b). The emphasis.is on availability, 

since US subsidiaries are able to raise money on the Eurodollar market far 

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

T'o sum up both sections on the effect of Eurodollars on international 

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

itself, has play:ed a crucial part in the of in-ternc1.ti9J.i.<3.l ecwnomic 

by the encouragement it has given both to the of an 

internat:i,,Qnal banking of international 

corp0:r:ations. These sub-systems (capi_t<3.l markets/intern9.-t:i.Qnal fi:nns) operate in 

many nations and have a size and flexibility which makes them capable of 

circumventing purely national policies to a gr.eater or lesser extent. The 

effects of such developments is to further integrate the national economic 

sub-systems into a more coherent international system. 

Second, within the context of this process of economic integration(., the 

Eurodollar market has 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 Perr,qux' 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 
t - ' -

.· facto:rs exert on the US: it ha$, 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 constituent 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 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 market that we now turn. 

International Instability and the Eurodollar market. 

The Eurodollar market has grown unofficialily; it ',does not have· globa:i: 
- . 

imposed either by monetary authorities or by the .Y'liich operate the 
- ---= --

market. Accordingly, many of the characteristics of national money markets 

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 lenders may be quite unaware of the final or indeed many of 

the intermediate destinies of their loans. 

The principal features characteristics of national money markets which 

are not present formally in the Eurodollar market are the following: 

1. There is no legal reserve requirement on Eurodollar liabilities. It 

is not clear to what extent Eurodollar borrowings have served as a base 
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for multiple creqit creation for individual banks: though there· are examples 

'9f banks· sh0.rt _t0 lend long 'C:s'ee the problem pf rolling-NW 10: 14). 
........... _:; __ ..,-.. ... 
Given the sma:U margins on Eurodollar transactions this 4.s one way of 

the dangers of this, however, were shown· in 
--....-..__,_.:f ' 

. ,,....,.,- ... ' 
the Hugo Stinnes Banl< faiiltwr.e, .an old established bank which \was placedJ 

....,, ___ ___. .... 

in the hands of its creditors in October 1963 because it could not meet 

its Eurodollar ob-ligationf? owing to foreign creditorsr An. even greater 

collapse came shortly afterwards to the US firm Allied Crude Vegetable 

Oil 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 requi'.rement13, and which can earn a return on these reserves 

on the short term fttnds mark?t. Thus English acceptii}g hquses have no 

published definition of liquid assets nor do they observe a 

cOillI!J,on minimum ratiq· of liquid assets t9 deposil,t 1n fact ) ...,. .. , 
. 

their ratio of call mpney and .discounts to deposit liabilities is high 

(up to 40-50%) but these·13hort term assets do earn a reasonable return. 

Connnercial banks in the clea?:ly at a compet:ii.:tiv:e disadvantage here. 

Again the US branch banks have no reserve requirements, although 

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

U. S head offices,, these liabilities not require .._.:::_s.erJ_e backin!f))until --------------. 
(the p::r0p0sals 

... ,_ .... · "' 

that proper 
"-1· "\'\.,.- ______............ .,,,._ 

not be kept. 

2. There is no official len4er of last resort. Usually this function will 

be fulfiled. by the central_ ban!< of the .Euro15.anK.' s domicile, in cases where 

the private bank itself was not able to raii:;e the necessary dollars<i!fn the • ....,,..,,J 

Eurodollar market or :f,.n the foreign exchange market. The Central Bank 

would l;>e unab1e to play this r-ple where it lacked adequate gold or foreign 
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exchange reserves: it would then have to turn to the I.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 
.. '·'' ..... .. ·.r- - .,, I.· ... 

Eurodollar ."··chal.n, _does not set _a whole 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 banks to pare down the cost of forward cover in 

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

4. Eurodollars are often lent with what' ,some orthodox bankers have regarded - .- _.:::;..:·· - . --· - ----·-- ' -

as. safeguards. -The loans ·a.re-1·a.rgely unsecured for vefy 

l' 

- . 

int.er-bank -loans; f-ew_ questions are asked and ·little 
is,_off 

for the less important connnercial 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 is purely- illusory. 

For there is no exchange of ±nf ormation between banks by which they could 

have an idea about the total amqunt of outstanding credits of any particular 

borrower. The Bank of England and other Central Bank receive monthly returns 

indicating the total by each bank to each country,· so that the 

authotities are in a position to warn their banks if the totality of loans 

to a particular country to be excessive. There is no such method 

of pooling information about total borrowing by individual (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 

to express concern about the high volume. But the trade tell us that they 

can make money in Eurocurrencies with vir1tually no risk, so what can we :'d0711\-

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

well-known banking and non-banking eorporations. 

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 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 factors outside the 

Eurodollar 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 of confidence tould start funds p:ouring from the Eurodollar market -into 

a sma)l number of 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 vuJnerable in its elf, and to some extent increases 

the vulnerability of the world monetary system by providing additional 

faci1i ties for speculators, arid accentuating inflat:i,onary booms (5: 63). 
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Undoubtedly some of this vulnerability could be mitigated if there was an 

effective institution of control, As yet no such insti.ttjtion has emerged. 

Central Banks and the BIS have been working towards some of co-operative· 

agreements 'fot control. Thus· since 1965 particular pressures on the Eurodollar 

market, notably with the window dressing at year ends by conunercial banks, 

have b.ee'j'.1 offset by official_ .supplies of dollars to the market. At the end 

of about 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 R.eserve. A number of other central banks took limit the 

volume of .Eurodollars repatriated by their banks at year ends. (cf. BIS 37·th 

Annual Report. Bas le 1967 p .. 144). Again in 1965 the Italian Central Bank 

and the BIS moved resources into the Eurodollar market, the former via its 

COII1Ill,er.cia1 banks, an9. this too served to stabilise. the .rates. (1: 123). 

Yet thiB is stiL!- far from. the kind of official supervision which would be 

necessary to forestall massive ___ market· . ) 
.... 

of an internati0nal .... 

European Banks are not capable of performing such a .function. The 

lacks pqwer to do this, and the BIS lacks sufficient resources. The Federal 

is in a stronger it could act as a lender of last resort, 

since the US authorities have the power to create dollar deposits, and it 

could.realise this by meah? of a swop or loan arrangement with an appropriate 
t 

international institution. 

Two que9t:i,on.s arise, however,. First, whether the us' and .the other Central 

Banks are willing to negotiate such of control effects that· J 
.. -: ... .. :::::"'"" ..... .. ... 

natienal and 
... 

one of the most striking things about the recent history of the Eurodoll,ar 
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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 June1 1969. Secondly, apart from the willingness 

of central banks to tb:'e $till ren:ains to whether 

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 in the 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 i.s no 

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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