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 INTRODUCTION I \'

The Euro-currency market is .a highly competiﬁive international

.capital market where currencies aré"exchangéd cutside the

country in which the funds are denominated. The market's intense
competitivo atnosphere may be viewed as a “doublie-edged sword,
generating both positive and negative efrects. Because the
market is virtually free of costly conprols and regulotions or
cartel arrangements, the allocative efficiency of the partici-
pstihg Euro—banks has-been improved in the sence that they are
able to operate profitably on narrower margins between the
lending and depoaiting,rates than banks operating in domestic
capital markets. The competitive nature of the market has
produced gome distressing consequences as well however. There
has been a modification in the maturity structure of . assets

and liabilities during recent years, reflecting the fact that

‘the Furo-banks have been borrowing ghort while iending long.

11 \pddition, the ‘Euro-banks have adopted a fovourable attitude
towards less creditworthy customers,  (such as developing nations)
lending large amounts of funds to them, but not at rates

fullg feflective of the extra degree of risk.

. The Euro-currency market has also facilitated an increase
in the degree of economic intergratibn amoung ,the industrialized
nations. Through the network of interest-rate.linkages snd by
increasing the scépe for ‘the jnternatitnal mnovement of capital,
the market increases the dsgree.of monetary interdependence:e

and as such, reduces the abllity of nttional suthorities to

persue independent monetary policies.

—

(1v)®




In addition to its potential To .offset monetary pdlicies
- that ‘are out of step with thg policies of the reat of the
developed nations, .the Euro-currency market may also exert an
1mﬁact over a_ﬁariety‘of_other national ecqnomic policies, such
as exchange-rate policy, ialance'of payments'consiﬁerations,
and internatiopal-résefve policy. In recogpition of its |
‘poténtial'ihpact, many analysists’ have called for the imposition
of controls an@ regulations over thé market in order to inau}ate
natioﬁal economies. Not all market observers agree that controls
should be imposed howeyer, a number claim that the market
provides the world economy with conaidérable benefits, and
consequently, the application of a system of controls and
regulations would have detrimenﬁal impact, rather than ha{E;;\
a positive imgact. ; ‘
Considerable discussion has taken place regardiﬁg the
ﬁbquestion of whether or not the market can effect a process of

deposit and credit multiplication. Moat analysista have concluded

that the market's potential in this regard is quite modest. Some '

d%saenting thhore have contended that }he market can indeed
effect a large deposit and credit multiplication process. In,
addition to the debate on the numerical value of the multiplier,
there is considerable controversy about the appropriate frame-
work to be used in the estimation. Three approaches have been
put fofward = the rrgctiona; rederve analogue, the larger
banking sysatem network, énd the portfolio choice approach,

This study attempts to examine the interrelationships

between national economies and the Euro-currency market, and

(v)
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via the Euro-currency market, the interrelationshipa between
nations. The atudy also axtempts to examine the 1ssue of regulat-
ion, whether or not some form of controlls should be "applied

o the market., . ’ |

Chapter one introduces the market. examining the .market's
origins, its sige, and -the use of a vehicle currency.

Chapter two deals with the participants in -the market on ’
both the demand and aupply sides, as well as the Egro-banks
and the trensactions carried on by these institutions. h

Chapter three examines the different approaches taken in
estima%ing the value of the deposit and credit muitipliera. The
conclusidns to this chapter deal with the gppropriafeness of
the different approaches with respect to the peculia;ties of
the Euro-currency market, !

Chapter four investigates the interdependencies between
Euro-currency interest rates and national interest rates..'

} Chapter five examines the impact that the market may have
héd, or has the potential to have, on national economic policies.
dn §articu1ar, the-imﬁact exerted on exchance-rate and ménetary"
policies is dealth with. In addition, some consideration is
éivén to the significance that the market may have had with
respect to the United States balance of bayment;: ‘

&

Chapter six deals with the debate as torwhpther the market

should be controled or not.

A final chapter, the conclusion, summerizes and preaents “the

author's views on several topica of debate.

(vi)




CHAPTER 1 ~ Introduction To The:Euro;Gurrency Market .

¢ L) Background - y .

The Euro—currency market is an 1nternationa1 financialf .

market where institutions participating in the market (pre— *
_‘dominately large commercial banks) acquire claims and issuea
liabilities denominated in a currency other than that of the
country of residence. As the name indicates, the market is
baapd in Europe, with London acting as the main trading center.
Other centers have been established in Paris, Zurich, Basle,
Frankfurt Luxemburg, as well as many other European cities.
The name "Euro-currency market®, however, is something of a
misnomer - for two reasons. First of all, it implies that the
. currencies traded in the market afe of European vintage, whereas
‘; | in fact the volume of transactions denominated in European
currencies represents on;f.a small part of the market's total
. transactions. By far the largest volume of transactions are ‘
denominated in U. S. dollars. The second.reason why the name
is somewhat mispiﬁced is because the market is not confined to
( _ the geographical boundaries of Europe. While it is true that
European based banks play a dominant role in the market, trading
. in Euro-currencies takes placq in many other currgnties through—
out the world. céuntries such as‘Canada,‘Panama, the.Bahamas,
Japan, Singapore, and others are all active in the market. .
' Thg primhry functions of the market is %o chanhel funds
from areas of excess sutply to areas where there 1s’an excess |

demand for capital. This implies that the market must be re~ -
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latively sensitive to international interest rate differentials
+if it is to operate as an effective conduit for the international
flow of capital.

. The Euro—currency market is largely an unregulgted
finanéial'market, having no central governing authority.‘ Con-
sequently, the absence of any externally imposed regulations .
and thelr associated costs gi#e the institutions participating.in |
the market {the Euro-banks) a competitive edge éver.their |
domestic counter ‘who are saddled with various: forms of re-
gulations and’gg;g;bl§. Some authors (1) have contended that
the: development of the Buro-currency market was an innovaﬁive
response of domestic institutions to the imposition of costly
forms of regulations. 1In effedt: these iqstitutions atteﬁpted
to circumvent the externally imposed constraints. E. Wayne
Clendenning provides a good example of how U. S. banks used the
Eﬁro—dollar market, in the face_of legislative measures designed
to curb the outflow of capital from the United States, in an
effort to gontinue to supply their multi-national customers.

r

Ee states; \ .
" One of the major impediments in the way of national
markets performing this role was the comntinued
existence of national exchange controls limiting the,

(1) Velk, T. G. Granthan & A. Fraas - "Euro-dollars: A
Financial Innovation Induced by the
Necessary Costs of Bank Regulation."”
Unpublished Paper, McGill University, 1975.

cmatna
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.borrowing and Iénding'actifities of banks and¥

_'_.‘ . non=bank- residents of various countries with non-

residents. These control.procedures took many forms*

,  but, in general, sevérely limited the ability of

. national capital markets to meet the international

financing requirements of multi-national enterprises_
. . . As a result, banks of many countries have
looked upon the Euro-currency system as a market in
which they can use to expand the scope of their
jnternational operations without disturbing their

natiohal regulatory authwrities" (2) S

9 _ .
It is the absence of any .externally imposed regulations

that enabJe the Euro-banks to operate on smaller margins

between pheir lending and borrowihg’ratescthan their U. 8.

and EuroBean domastic counterparts, and are therefore able to

maintain a competitive edge over these domestic banks. 8

-

’.
(ii) Origins

R
. The Buro-currency market beg#h its operations in 1958,
however, there -have been many isolated instances where foreign
currency transactions (ie: denominating a liability in &

currency other than that of the country of residence), have

.been performed prior to the establishment of today's market.

L

Paul Einzig has traced the Buro-market's earliest precusdfs

to Medieval times with the préctice of "drawing bills payable

at the quarterly fairs in terms of foreign currencies other than

those of the country of payment.” (3)

(2) Clendenning, E. W. - The Euro-Currency Markets and the

_ Banks. Ottawa, 1976. P. 50-51
(3) Einzig, P. -1 - n: Pra

New York, 5th Edition, 1974 P.

and
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‘There were several factors contributing to the birth
of the market in 1958, but only one principle reason why the market
has continued Fo grow and- thrive. ‘

' The first factor leading to the market's inception
was the dollar balances held in Loqdqn by the Eastern Bloc
countries. These balané;s were originally held in the U. S.
capital markét, but w£th the advent of the Cold War in the.
early 1950's, the balances were transferred to London.

e

Apparently it was felt that the dollar balances could be more {

éasily blocked if they were left in the Unitea\%:s.
. Consequently, the London banks found themselves with large
dollar balances-which they could employﬁ;rofitably.

The second factor leading to the rise;of'the market,
was the sterling crisis of 1957 and the imposition of exchange
controls by the British authorities. In 1957, sterling was .
still a major currency, and as such was'used extensively to
finance world trade. With the applicatio; of the sterling
exchange controls, the London banks felt that the future
development of the London market, as a ma jor financial center,
would be seriously undermined. Therefore, in order ‘to cir-
cumvent the controls program, the Loqdoh financiers turned to
U. S. dollars as a replacement for.sterling'in the fiﬁanbing ofa.“.
international trade.-

Another important contributing factor, was the return to

external convertability and the relaxation of exchange controls

throughout Western Europe in 1958. The advent of convertability

i
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made it possible for dollar balances to be held by non-

residents, and all the majér European currencie8 became freely-

convertable into U.S. dollars. - Jeffrey Owens attaches major

importance to this factor for the market's. growth. He states:,

s Bt

"If there is, any year which marks the beginning of ~
the market in its present form, it must be the year
1958, Without general convertability, the Euro-

dollar market would never have grown to its present .
size." (4)

The return to convertability allowed British and Swiss
commercial banks the freedom to accept foreign-currency deposits
at rates more favourable than those offered in New York. In

addition, the United States was experiencing very large payments

- deficits which provided a large supply of funds to Europe.

These deficits were a source of concern to the U.S. authorities,
and eventually they led the authorities to take "progressive

measures } . « L0 limit access by foreigners'to the New York

market.” (5)‘ The U.S. dollar at this time held a dominant

position in financing world trade, and with access to the New
York market closed off, the funds had to remain in Europe,
belng deposited in‘'the London (predomlnately) and Swiss banks.
The 1nnovat10n that was spawned here, accordlng to Clendennlng,

was not the acceptance of the dollars by foreign banks, but

1
(4) Owens, J. ~ The Growth of the Enro=Dollar Market.:
' AL g isal of its D N i
Bangor QOccasional Papers iﬁ Bconomics
No. 4 University of Wales 1974, P. O

(5) Boulton, Sir G. - "Background and Emergence of the Euro-
Dollar Market." 1In: The Euro-Dollar
H.V. Prochmore (Ed) Chicago 1970 P. 11

-

I PR -
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instead: 5 ;
"their placement outside the U.S. money market and '
« banking system. This change in function performed
by the U.S. dollar.deposits is what distinguishes
the Euro—dollar market from the previous foreign
market of U.S. dollar déposits.” (6) o A

The principle reason why the market has continued to
grow and thrive is due mainly to the fact that this market is
free of costly regulations. The absence of regulations
enables the Euro-banks to operate profitably on smaller
margins between lending and borrowing rate. The absence of
regulations as a factor contributing to the market's growtﬂ is
also endorsed by Clendenning, who states:

"The success of the European banks in attracting

U.S. dollar ‘deposits results mainlﬁ from the
limitations placed on the U.S. banking system by
the regulatory controls imposed upon the U.S.
deposit rates by the Federal Reserve System." (6)

(iii) The Size of the Market

The size of the market is difficult to estimate because
of the substantial volume of inter-bank lending that is |
carried out. The most widely quoﬁed figures relating to the
market's size are those publishéd by the Bank for Inter-
national Settlements, (BIS). The estimate given by the
BIS for the‘size of the market in 1976 was $247 billion (U.S8.)

The Official statement reads:

(6) Clendenning, E. W. -  The Euro-Dollar Market
xford, 1970 P. 23
(Emphasis added)

.
’
‘-.h7
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" Net of double-counting, the total’volume of .
Euro-credit outstanding through the reporting
European centers may be .estimated to have
expanded from $205 to $247 billion, or by
about 20 per cent in 1976." (7)

The BIS concept of the net size of the Euro-
L
currency market can only be regardedjaa an approximate estimate
. . - Ll '

. however. The net size estimate refers to the amount of foreign

currency credit outstanding through the banks of tﬂe eight
European reporting countries, (Belgium, France, Italy,
Luxemburg, the Netherlands, Swedeh, Switzerland, the United
Kingdom and West Germany), ' _

The BIS net size estimate includes funds which the
reﬁbrtihg banks obtain from and rglend t0 non—-bank sources.
This estimate also includes funds which are supplied ana re—
lent by the reporting .banks themselves. 1In fact, Helmut Mayer
estimates that the reporting bank sources and uses of credit ’
accounted for 70% on the sources sideJand 57% on the uses side
in mid-1975. (8) The reporting banks are considered as -
original suppliers and useré of Euro-currency funds:

",..as original suppliers...to the extent that they
use funds obtained in domestic currency for
switching into foreign currency; and similarly they
are counted on the uses side of the market to the

extent that they use foreign currency funds for
switching into domestic currency." (9)

(7) Bank for International Settlements - 47th Annual Report
' 1976~1977. Basle, 1977 P. 108

(8) Mayer, H. “"The BIS Concept of the Euro—currency
Market" _Euromoney (May) 1976 P. 60
(9) 1Ibid. P. 60 | .



‘double counting of funds.
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The BIS estimate excludes the Interbank positions ..

between the reporting banks themselves in order to avoid the

On the #burces side,'Helgut'Mayer gives us a fairly +
good indication of the proportion that each source contributes

. . ° ‘
to the market, as shown in the table below. . '

TABLE I ° SOURCES OF EURO-CURRENCY FUNDS

/J/..

.Market" Euro-money 1976, P. 63

Table II below, shows the size and growth of the Euro-market

from 1969 - 77. The size of the market can only be regarded as
a partial estimate however, The figure arrived at is based
solelylon the banking returns of the nine Europe;n reporting
nataons. The size of the various Euro-currency markets not
based in Europej (ie: cCanada, Japan, Nassad, Singapore,'etc)

are not included. —~
: &

I“L

N )
-El; Commercial Banks in the Reporting Area 16%
2) Banks Outside the Reporting Area 29%
(3) Central Banks and Other Monhetary Agencies o~ 25%
"Total Banks 70%
4) Domestic Non-bank Depositors A
5) Non-resident Non-bank Depositors - 15%
6 Trustee Funds, including some funds placed in the

market by financial holdings and investment trusts 9%
Tétal Non~Banks J 30%

Source: H. Mayer - "The BIS Concept of the Euro-currency
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AELE 1T ESTIMATED SIZE OF THE EURO-CURRENCY MARKET (Bllllons)
Qutstanding Amount of Foreign ‘currency Credits Channelled
Through the Reportlgnguropean Banks)

Uses = :

o Of Which . . Rest of Unall- .
Year ~Total o Bank ~ Non-Bank U.S. World ocated Total
L

1369 15.0 . 7.0 8.0. 16.8 12.0 0.2 Li .0
19‘70 214-.0 T 900 15-0 13-1 19.0 009 57-0
1971 32.8 13.7 19.1 8.3 28.9 1.0 71.0
1972 38.9 18.1 20.8 _ 9.6 L3.1 0.4 92.0
1973  \49.9 19.5 29.5 - 1345 67.8 1.7 132.0
1974 61 9 20.9 _ 41.0 éS.E 94.6 2.3 177.0
1975 63.0 19.4 " 43.6 6.5 122.3 3.2 - 205.0
1976 = Th.4 22.9 51.5 18.2 150.5 3.9 247.0
1977 99.2 29.3 69.9 21.0 174.4 5.4 200.0

Source: Bank for International Settlements - hsfh\and h8th
Annual Reports. Basle, Switzerland.

¢ Tt must be remembered that these funds are simply

.
a

"channelled through the reporting European banks to their final
end-users.”" These estimates doniéﬁ\account for the size of the
Euro-currency markets in other parts of the world, and therefore
underestimate the market's size somewhat.

A good contrast to the estimated size of the market giveny
to us by the BIS figures is provided by David Ashby. It should
be stressed that some of the figures are only estimates and

that the intent of the estimate is simply to "give a good

indication of the orders of magnitude involved."
¢ -
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TABLE III'- ESTIMATED SIZE OF THE MARKET

ESTIMATED SIZE OF THE SUPER DOLLAR MARKET(U.S. $000 MILLIONS,
END YEAR)
. -+
. . i e 1971 1222 1973
1. Eurcpe-Based Market , , . ‘
(A) Commercial Bank's External Assets - 100 132 . 193
Belgium-Luxemburg - 10 -12 21
France * 412 1 24
Germany 3 3 5
Italy 13 18 25
Netherlands 6 7 10
Sweden 43 56 84,
Switzerland . 13 16 22
United Kingdom 43 56 8L

London Inter—Bank Market 16 21 3L
Other U.K. Domestic Market L 5 10
Other European Domestic Market 10 14 20
GROSS EURQOPE~BASED MARKET

( A&B&C&D) 130 172 256
Net Europe-Based Market 71 91 132
(As reported by BIS)

1
I~

I e R e ve)

St

11. Non-European Market S |

(G) Gross 27 4O 57
Bahamas ) 1 18 - "28
Canada 8 ‘11
Japan 11
Panama .
Singapore .

(H) NET 10 15 21

111.TOTAL SUPER=DOLLAR MARKET : '
EJ; GROSS ( E & G ) 157 212 31k
K) NET ( F &H ) 80 105 155

b et BN AN
[
o

SOURCE: D. Ashby - The $300 Billion Super-Dollar Market
THE BANKER - (May) 1974

To summarize, the gross size of the market - the total
value of foreign currency loans outstanding by all commercial
»

banks throughout the world-is estimated to have grown to roughly




x O
" 11- )
' < s C
$314 billion, an increage’ of over $100 billion in one year.
On a net basis - excluding most inter—banks-tranééctioﬂs - the-
estimate is $155 5illion; Ashby favours the gross estimate as
the more reasonable approximation of the size of the market.
He states that the BIS figures exclude a large volume of the
inter—bank business in order to net out the double counting
thay arises when funds are transferred from one bank to
another. This netting out, according to the author, simply:
» represents the economist's point of view of the

market, measuring the funds through the market

for final users... But fqr the international

banker, seeking to put a figure on the total

size of the market in which he operates...a
wider definition that embraces all forms of

Euro-currency activity is more meaingful..%v(10)
Therefore, according to Ashby, the true estimate of the size
of the market must entail the much broader definition, and

would be qeflected in the larger estimate —'$31L billion.

(1V). The Use of A Vehicle Currency -

There is a wide variety of currencies traded in the
market, each of varying importance. Table IV below gives us
some indication of the volume and import%nce of some of the

currencies traded in the Euro-market.

(10) Ashby, D. - "The $300 Billion Super dollar Market."
The Banker 1974. P. 451. (Emphasis in
QOriginal)
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TABLE IV - EXTERNAL POSITIONS” OF REPORTING EUROPEAN BANKS C
IN DOLLARS AND OTHER FOREIGN CURRENCIES

(Millions of Dollars) . Liabilities
ﬁOLLARS ) ) OTHER FOREIGN CURRENCIES
- = OF WHIcR
Vis—-a-vis Vis=-a=-vis Swiss Ster-

Year - Total Non~Banks Total Non-Banks D.Marks  France ling
1970 58,700 11,240 16,590 - 245Q 8,080 5,720 940
1971 70,750 G,980 26,980 2750 14,630 7,760 2110
1972 96,730 11,810 35,200 3620 19,540 8,810 2210

1973 131,380 17,470 60,720 5630 32,020 17,160 4,560
1974 155,690 23,110 63,990 8050 34,220 18,250 ° 3560
1975 189,470 24,280 69,200 6690, 39,940 15,290 3140
1976 230,040 29,550 80,610 8970 47,230 15,880 3980
1977 272,880 34,200 110,560 12050 64,970 20,870 5980

Source: BIS - 45th and 48th Annual Reports. Basle, Switzerland

!

The most striking feature of the taﬁié, is the overwhelming
proportion of transactions that are denom@natéd in U.S. dollars.
Approximately 71 percent of all transactions conducted in the
market aré denominated in U.3. dollars. Because this proportion
is so large, the market/}s often referred to as.the Euro-dollar
market. The two other major currencies in the market, German
Marks and Swiss Francs, account for roughly 17 and 5 percent
respectively. All other currenclies in the market account for

the remaining eight percent.
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The reasbn why the U.S. dollar captures éuch a disproport-
ionate share of the market isrdue to the fact £hat the U.S.
dollar serves as a &ehicle, or key currency to the world.
Fred Bergsten points quﬁ that in order to héve its

currency serve as a vehicle currency, that country's economy must
exhibit certain attributes. First of ali, the size of the country's
economy must be" large, vis—a=-vis the rest of the world. The
importance of this characteristic is that the country must possess
the power to deter other countries from taking actions inimical to
its interests. Secondly, the country musp also be strong énough
to possess a relatively high degrge of independencé of national
action, particularly during periods of political and .economic un-
certainty. The country must also have developed a relatively
sophisticated capital market in order that it "possess a high
stock and flow of savings...to finance adequate domestic growth,
and to maintain a base fér capital experts."‘fll) The country must )
also forego exchange controls because:
% "such controls must either be pervasive and hence viol‘ate

the fundamental requirement of key currency convertability,

or partial and hence widely viewed as ineffective sub-

stitutes for eventual devaluation which would also violate
the basic fixed price convertability requirement." (12)

(11) Bergsten, F. ~ The Dilemmas of the Dollar: The Economic
. and Politiecs of United States Inter—.

national Monetary Policy. New York,
1975. P, 198 -

(12) Ibid. - P. 198
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’ ' It is interesting to note the reaction of market part-
icipants in the 1971-73 period,_regarding the uncertainty of
.the U.S. dollar's external value. Geffory Bell states that:
A "The non-dollar component of the. market rose even more
rapidly in 1971 as fears grew about the exchange rate
and investors scrambled to buy Deutschmarks, Swiss
Francs and other non-dollar currencies, with even
sterling showing a sharp increase, all in expectatlon ;
of revaluation against the dollar." (13) '

What had happened to cause this currency scramble, was
that the U.S. had violated some of the properties which had
made its role as a vehicle currency possible.

The usage of a vehicle currehcy can confer some substantial
benefits and advéntages to those who hold this currency. A. K.
Swoboda states that there is no reason for-the existence of

( 5 a vehicle currency if certaln highly restrictive condltlons pre~
vail -~ such as perfect certalnty as to the stability of exchange-
rate and prices. But, as Swoboda states:

"when transactions costs - broker's fees, bank charges

...and so forth - are involved in the exchange of one
asset for another, it becomes profitable for those agents
whose receipts and,expendlture streams are at least part-
~ ially denominated in foreign currency even though the in-
terest return on the latter is zero." (14)
Therefore, forelgn currengy balances will be positive when

asset-exchange costs are positive, and will vary directly

(13) Bell, G.. =~ The Euro—Dollar Market and the Inter—
. national Financial System. New York. 1973
P. 22

(iﬁ) Swoboda, A.K. The Euro-Dollar Mafket- An Interpretatlon
... ~ Princeton Essays in International Fimance
Princeton: 968 P. 5~ 6

Lv
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with these costs. These holdings should also vary inverself

with the trader's domestic rate of interest because when that

‘rate of interest rises, the opportunity costs of these foreign-
cash holdings rises. |

There are- several advqntageé oflholding fofeign cash
balances in a vehicle currency, such as increased interest
income on-wﬁrking balanééé, and the opportunity to accumulate
wealth in an asset of almost universal purchasing power.

Increased interest income on working balances can be
realized.directly from the use of a vehicle currency due to-a
reduqtion in the size of idle (non—~interest bearing) cash
balances. To illustrate, assume .that an’ importer deals with

-

many countries. Therefore, in the absence of a vehicle éurrency,

the importer must hold balances in each of the foreign currencies .

with which he deals with, in order?to meef uncertain expenditures
and receipts. If the use of the vehicle currency is introduced,
then the size of-theselidle.balénces will fall. This comes
about because as the volume of transactionS increase, the
optimum level of cash holdings of the vehicle curfency will ’
increase less than proportionately. This result is obtained
from the general principle that:

"whenever discrepencies exist in the timing :
or currency denomination of income and expenditure
streams, economies of cash balances can be realized “
by pooling different income and expenditure streams
together...these economies are directly related to the
value and number of separate expenditure sireams that

are pooled together and denominated in a single
currency.” (15) : N :

(15) Ibid. - P. 8
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The reéult.of é@éller idle cash balances leads to’a
rise in the proportiohvof interest bearing assets held as
working balances. Thehlarger this propoftion; the.largef

will be the interest income on the working balances.

-«
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_CHAPTER 2 ~ The Participants in the Euro-Market

(1) The Swply of Euro-Currencies

ol

The supply of Euro-currencies comes from a variety of

sources, notably central banks and other monetary authorities,

commercial banks, national and international co-oparations,

'wealthy individuals, and international organ1zat10ns.

The volume of funds in the Euro-dollar market owne?
directly or 1nd1rectly by central banks and other monetary
authorities is quite 1arge, with a more modest volume held in
the form of other currencies.

Thefe are thfee methods by which central banks can
deposiﬁ theit funds.in the Euro-market. The first is through
the use of-swep operations, where the central bank provides

their domestic banks with dollars or.other currency, "w1th
»
a general or specific understandlng that these 33Tiar5'will

be used to acquire foreign currency assets." (1) This type of

.action may be used to discourage an inflow or outflow of

capltal, or to inhibit a reflow of exchange through the
commercial banks during periods when movements of funds
becomee exaggerated in the expectatlon of efchange revaluation.

A good example of this type of swap'ope;ation was
carried out in Italy'during the late 1950's and early 1960's.
The central authorities wanted to stem the inflow of funds,

and began offering their commercial banks facilltles for

(1) Oscar Altman - "Recent Developﬁents in Foreign Markets
3 for Dollars and Other Currencies."
Imf Staff Papers (March) 1962 P. 58

-_—
-
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obtaining dollars by means of swaps on favourable terms

(the authorities underwrote the exchange risk). By

' September 1972, the Italian commercial banks net exchange

position vis-a-vis non—residenté turned around from a :
1iability position of $3§b million to a net foreign currency
asset positidn of almost $200 million, and:

"The banks were enabled to increase their net foreign

. currency lending to resident customers by about $400
million. * Thus, something over half the dollars made
available by the authorities ($950 million) were
transferred abreoad for employment, probably mostly
in the Buro—dollar market.™ {(2) :

The second mgthod wQEEEpy official fqus can reach the
Euro-market, is(thréugh the dgposit of dollars in local banks
without requiriﬁg these domestic b;nks to surrender an
equivalént‘amount'in domestic currency. The commercial banke
are free to diSpng of these dollars as they please. )

The f;nal method is through the direct placement of

funds by the central authorities in the Euro-market, The

N

-primary reason why a central bank would be motivated to-deposit

" funds in the Euro-market, is the desire to earn higher yields

on their official reserves. than obtainable in other capital
markets, (notably the U.S. capital market). Central banks

generally "have very few options as to where to invest their

(2) Ferras,G.— "Central BankS and the Euro—Dollar Market"
. In: H.V.Prockmore (Editor) The Eurodollar
Chicago 1970 P. 93 . (additIdn added)
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e§g§§nge reserves. Their primary coﬁSiderat;ons are .
liquidity, safety and the breéth and resiliency of trading
faeilities - requirements that can only be satisfied by

... a handful of markets.™ (3)-

Commercial banks represent é,major source of funds
flowing to the Euro-market. These banks have ﬁsed the market
on a large ssale for the placement of their excess cash
reserves, This supply is of.ﬁpecial }qpbftance for commercial

banks in those countries "that have no money market large

enough to absorb available surplus fqnds.ﬁ'(a)

U.S. banks, while more active+on the démand side, have
also acted as suppliers. The usugI prdcedure of U.S. banks is
to/Place their deposits with their overseas branches or by
granting credits to overseas correspondants.

Commercial banks are also motivated by the desire to
earn higher yields on their working assets, but both safety and
liquidity cohsiderations are also taken into consideration as
well, as F.H.Klopstock states:

"These institutions are not in the business of

deriving major parts of their earnings from money
market.jinvestments; profitable employment of liquid

_reserves, albeit important, is simply a sideline of

their operations. The liguidity and safety of the

funds to be invested...play a major part in determining
their choice.of investment outlets.™ (5)

(3) Klopstock F.H. - "The International Money Market:
' Scope, Structure and Instruments.”
Journal of Finance (March) 1965, P.18L

%hg Ibid. P. 187

5) Ibid. P. 185
.Y ~

i
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When commerclal banks do enter the Euro—market on the
supply side, in most cases, "the 1nvestment of commerc1al
bank funds involves interest arbltrage transactions— either
between‘Euro—doliars and domesticAsecurities or betwéen Euro-
dollars and other Euro—~currencies.” (6) |

Individual and corporaﬁions*are also large suppliers

of funds tc the Euro—markét. National and multl-natlonal '

corporatlons have used tlie Euro-currency market for "temporary.

‘placement of funds that had preV1ously been borrowed in advance

of their needs in European capital markets." (7)

Since the U.S. dollar acts as a vehicle currenoy to the
world, non-U.S. firmsnengaged in international trade holo.large
deposits of U. S. dollars in: the Buro-market. These‘hoidings,

and similar holdings of other corporations and individuals

‘represent "idle balances" and are "generally kept in the most

liquid form of sight deposits which do notffluctuate substant-
ially." (8) " However, for-the most part, the balances held by
individuals and firms are "working balances", held in the
Euro-market in an attempt to earn a higher rate of interest

than what is available in domestic money markets. G. C. Martenson

-

. states phat both individuals and corporations are -becoming

(6) Clendenning, E. Wayne - The Euro—Dollar Market Op. Cit.

. P. 40

(7) Ibid. B Y

(8) Martenson, G.C. " -~ The Euro-