The Euro-Currency System *

The Euro-currency markets — “Euro-markets” for short -
have, especially since 1966, expanded very rapidly. According to
statistics given by the Bank for International Settlements (BIS) in
Basle in its latest report (June 1974) the forcign currency liabilities
vis-d-vis non-residents of the banks of eight European countries
reporting to the BIS grew from 22.5 milliard dollars at the end of
1967 to 191.4 milliard at the end of 1973. These figures are inclusive
of all interbank liabilities. Of the total of 191.4 milliard dollars,
1305 milliard were denominated in dollars, and out of the remainder
denominated in other currencies, those in 1D-Marks (accounting for
slightly more than one half) were the largest item. This rapid
development of the Euro-markets has drawn the attention not only
of those who are responsible for monetary policy at both the national
and the international level, but also of economists who, however,
are by no means in agreement concerning the interpretation of what
takes place on the market for Euro-loans,

As a necessary prelude to an analysis of the Euro-market T must
first describe how Euro-markets function. For this purpose I shall
limit myself to the Euro-dollar market as being the most important
of the Euro-markets.

l. Description of the Euro-dollar Market

A multi-national firm transfers a demand deposit at an American
bank by check to a “Eurobank” in London, which opens in the
firm’s name a time deposit denominated in dollars. The Eurobank

* This is the text, revised, when necessary to take account of the latest available
figures, of one of the author’s Horowitz Lectures, delivered in Isracl in the spring

of 1g73.
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now has under its assets the demand deposit at the American bank,
and under its Habilities the dollar time deposit. In order to profit
from an interest-rate differential the Eurobank now transfers the
demand deposit to another Eurobank, say, in Paris, in exchange again
for a time deposit, but perhaps with a different term or period of
notice from that of the deposit held with it by the multinational
firm. The Paris Eurobank may now transfer the demand deposit at
the American bank to a third Eurobank which, by a lending opera-
tion, puts it at the disposal of an “ end-user ”, for cxample: a French
importer who draws on it to finance imports from the United State:s.
Thus the demand deposit at the American bank finally ends up in
the hands of the American exporter from whom the Frenchman has
bought his goods. .

Up to this point the process has been one in which the dollar
time deposits created, except for the first one in the chain, have been
interbank deposits. And it is quite possible that the chain of interbank
deposits becomes still larger than the one 1 have just described. In
the series of time deposits which are thus created at one bank after
another, each successive item will usually be smaller than the one
preceding it, since every bank will, as a rule, hold baf;k as reserves a
part of the dollars deposited with it. However, according to operators
in this market, the amount thus retained is a small percentage of the
dollars received.

Now, in the American banking system all that has happened as
a result of the events so far described, is that the demand deposit
from which the whole process started has changed hands a number
of times, and may also have passed from one American bank to
another. But the American banking system as a whole has suffered
no loss of funds.

By far the major part of the Euro-dollar deposits consist of t-ime
deposits. The remainder takes the form of “ call money”, or s1ght
deposits ¥, which may be drawn on either without notice or else with
24 hours notice. But even this “day to day” money must, as a 1'1:116,
be converted into demand deposits before it can be used for making
payments.! :

In the usual presentation the “mechanism” of the Euro-dollar
market does not reach its completion with the loan to the end-user.

1 See Hpmur Maver, « Muliplier Effects and Credit Creation in the Euro-dollar
Market », in this Review, Sept. 1971, page 242.
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The American exporter in our example may perhaps put part of the
dollars coming into his possession on an account at a Eurobank, in
which case a new chain of interbank deposits is started, and once
again continues until the relevant amount, minus what the banks
have held back as reserves, comes into the hands of an end-user
— whose supplier, of course, may once more place dollars at a
Eurcbank.

According to the usual presentation, then, there occurs a process
of multiple expansion of Euro-dollar deposits held by non-banks,
and a simultancous process of multiple expansion of loans to end-
users. Assuming that we count the Euro-doHar deposits of non-banks
as part of the money supply, as is logical if we include in the latter
domestic time deposits held by the public, we must conclude that the
money supply has increased. Those who use the more limited
definition of “money”, so as to include only demand deposits,
describe the same event by saying that the velocity of circulation of
money has increased.

Our example lends itself to a number of variations in as much
as we may introduce different assumptions concerning the identity
of the initial depositor of doHars or of the end-user.

The initial Euro-dollar depositor may be any firm (not neces-
sarily multinational) owning dollars, or a non-American commercial
bank or Central Bank. The European Central Banks have frequently
placed dollars on the Euro-dollar market, usually via the BIS. In
the middle of 1971, however, they came to an agreement to discon-
tinue this practice. As regards the end-user, we may suppose that he,
instead of using the dollars, as did the Frenchman in our previous
example, to finance imports from the United States, uses them to
pay for imports from Japan. And we may further suppose that the
Japanese exporter changes the dollars into yen, so that they come
into the hands of the Japanese Central Bank. If we also assumc that
the initial Euro-dollar depositor was a European Central Bank, then
the relevant demand deposit in the American banking system serves
as dollar reserves twice. The European Central Bank counts the
related Euro-dollar deposits as reserves, and the Japanese Central
Bank counts as such the demand deposit in America.

A very different case is that where the end-users are American
commercial banks. In fact, when, as happened especially in 1960,
holders of Certificates of Deposit (CD’s) issued by American banks
let them run off, and transferred the proceeds to Eurobanks, the
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American banks borrowed the dollars back from the Euro-dollar
market. The corresponding item “ Borrowings” appearing on the
liabilities side of the American banks’ balance sheets made good for

the decline in the CD’s. The latter decreased in 1969, for example,
by 9.5 milliard dollars while American banks borrowed 7.3 milliard
dollars from their foreign branches.

II. Analogies at the National Level

1. The Euro-dollar market as an international money market

The Euro-dollar market is primarily a market among Eurobanks
for shortterm money in the form of dollars. This characteristic
makes it analogous to a money market in the sense of a market
among commercial banks for Central Bank money.

On the national money market a bank which acquires additional
deposits at the Central Bank (because, say, it has sold to the latter
foreign exchange paid in by customers) and which cannot at once
expand loans to customers correspondingly, lends the surplus cash
out at short-term to banks which are in the opposite situation of
being short of cash. When there is a tendency for the banking
system as a whole to lose cash, interest rates on the money market
will rise. And they will fall in the opposite circumstances.

Now, we may regard the Eurobanks as a special kind of banking
system in which dollar deposits at American banks play a role
cquivaleﬁt to that of the Central Bank money in the national
banking system. A Eurobank which is in receipt of dollars can and
will use them, in the case that there is no immediate opportunity to
lend them to end-users, for making loans to other banks which do
have such an opportunity. The American demand deposits are lost
by the Eurobank system as soon as loans are made to end-users and
the latter draw on those deposits. And when these out-payments
of dollars tend to exceed the in-payments, the interest rates on inter-
bank Euro-dollar deposits will rise in exactly the same way as money

‘ rates rise on national money markets when the inflow of Central

Bank money lags behind the outflow. And the interest rates will tend
to fall in the opposite case.
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2. The Euro-dollar multiplier

The process to which I have already referred of the multiplication
of the Euro-dollar deposits in the hands of the economic agents
— and here we abstract from interbank deposits — on the basis of
an initial deposit of dollars has drawn more attention in the literature
than any of the other problems which the Euro-dollar market raises.
It has frequently been likened to the familiar process of monetary
expansion in the national banking system. Before enquiring how
well-founded such a comparison is, it is necessary to observe that,
what is meant by the multiplier in the literature, is not always the
same. There seem to be scveral different concepts.

The first of these is based on the following series: the first item
is the original dollar deposit in Eurobank Aj; the second item is the
deposit made at Furobank B by the supplier of the borrower from
Bank A; the third is the deposit in Eurobank C arising in a similar
fashion and so on, each successive item in the series being always
smaller than the preceding one. This is the series which Milton
Friedman 2 for example uses.

The second multiplier concept is based on an entirely different
series. Here, too, the first item in the series is the initial dollar
deposit in Eurobank A; the next item is also the same as before; it
again represents the amount which the supplier of the borrower
deposits in some Eurobank. But the third item represents the amount
which the supplier of the supplier deposits in some Eurobank, And
all subsequent items in the series similarly represent payment made
by a succession of suppliers one to the other. This sort of multiplier
process is evidently that which Machlup has in mind, although he
does not use the term multiplier, when he writes: “If the holder of
a demand or time deposit in New York transfers it to a doltar account
with a bank in Europe... both the dollar deposit liabilities and the
dollar cash reserves of the European banks will be increased... The
increase is therefore regarded as due to a primary deposit. If... the -
Eurobank with its newly acquired dollar cash reserve extends a
dollar loan, it is possible that the borrower and those to whom he
pays and those to whom they pay, keep some or all of their receipts
on dollar accounts with some banks in Europe... This second increase

2 Sce Miuronw Frrepman, « The Euro-Dollar Market: Some First Principles » in
The Morgan Guaranty Survey, October, 1909.
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in dollar deposit liabilities of Europcan banks will be regarded as
» 3

derivative 7.

Still another conception is that of Helmut Mayer Who says:
« . all that is necessary for a multiplier effect to exist... is that the
Euro-doflar credits add on a worldwide basis to aggregate demand
and income circulation and that part of this increased income circula-
tion be reflected in increased current account balances with the
Euro-dollar banks themselves...”4 '

If my interpretation is correct, this last conception is derived
from the familiar investment multiplier process. Starting from an
investment financed by the initial Euro-dollar deposit, it obtains the
series on which the Furo-dollar multiplier is based by taking not
the positive items in the investment multiplier process but the
negative ones, namely the so called “leakages™, but of course only
those which take the form of Euro-dollar deposits.

In the literature a large part of the argument has been concé_rr‘lcd
with attempts to estimate the magnitude of the Furo-dollar m'qltiphcr.
And even though most of the estimates have been made using one
and the same definition — that which T have associated with the
name of Fricdman — the figures given vary greatly. T shall not go
into these estimates here, for a reason to which I shall come in a
moment.

It is clear that, if any of these multipliers can be considcrcd‘ as
analogous to the money multiplier in 2 closed nationa'l banking
systemn, it can only be the first. For in the national banking system
this sort of multiplier arises from the fact that Central Ba‘nk. money
paid in to a given commercial bank spills over in drops of diminishing
size from bank to bank, in the same way as in the Euro-dollar case
the demand deposit in the American bank spills over from Euroba}nk
to Eurobank (I continue, of course, to exclude interb.ank depos{ts).
Thus just as the initial accretion of cash in the national barﬂf{mg
system leads to the creation of additional bank money several times
as big as that accretion, so — according to the generally accepted
theory — does the initial Euro-dollar deposit in a Furobank lead to

the creation of further Euro-dollar deposits.

3 Sce Frrz Macsoup, « Euro-Dollar Creation: A Mystery Story », in this Repiew,

Sept. 1970, P 237-3% )
© 4 See Hetmur MaYER, op. cif. p. 237-
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It is this theory of an exact analogy between the two cases which
1 am now going to challenge.

If we consider what happens in the national banking 'systern. we
see that each and every supplier of the series of borrowers who are
accommodated by one or another of the successive banks in the chain,
has no other choice, if we exclude withdrawals in cash, but to pay
the check he receives into his bank. If we now consider the Euro-
dollar case, we see that the same is not true. There is indeed nothing
in the payments mechanism which obliges the supplier of a borrower
from a Eurobank to pay the check drawn on the American demand
deposit into that or any other Eurobank. If he does in fact deposit
all or part of the amount with a Eurobank, this will be the conse-
quence not of a decision necessitated by the form of payment (check)
but of a deciston made in consideration of his own liquidity position,
and of the structure of interest rates as between the national and the
Euro-dollar money markets. His decision is totally unconnected with
the fact that part or all of his receipts are due to sales to somebody
who has borrowed on the Euro-dollar rarket. His decision would
be exactly the same if none of his receipts came from somebody who
had borrowed from a Eurchank. The so-called chain of Euro-dollar
deposits, implying a causally connected succession of deposits in
Eurobanks comparable to the chain which we find at the level of
the national banking system, does not exist.

Our objections apply equally well, of course, to the multiplier
process as conceived by Machlup. What he calls primary deposits ?
are not in any way bound to give rise to his “ derived deposits”. And
the other way round: what he considers derived deposits cannot
truly be said to be derived from a primary deposit.

If we want to draw a true analogy between what happens on the
Euwro-dollar market and what happens within a closed national
banking system, we must put the case as follows. Somebody who
disposes over a demand deposit at a commercial bank transfers this
to a savings bank becausc of the higher interest rate. This bank
draws on the demand deposit, now in its name, in order to make a
loan, say to a construction firm. This construction firm, out of the
net income resulting from its activity, saves a certain amount which
it transfers to a savings bank. This bank will consequently be
enabled, in its turn, to extend a loan to some business firm: and this
process may continue. In this way a series of savings accounts may
be built up, while the level of demand deposits at the commercial
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banks remains unchanged. It has not so far been customary to
describe this building up of savings accounts in terms of a multiplier
process set going by the first savings account opcned and the loan
which this enables the savings bank to extend. Indeed, each savings
account has been considered as “ primary 7, and as being related to
the general income situation of the saver, and not simply to some
particular part of his gross receipts, namely that part which could
be traced back to funds borrowed from a savings bank. In just the
same way, when we are considering the reason why Furo-dollar
deposits come into existence, we ought, I suggest, to start from the
entire liquidity position of the person who makes a Euro-dollar
deposit, and not from a specially scparated-out part of his gross

receipts.

Ill. Effect of the Euro-dollar Market on the Volume of Credit

The problem to which I now turn concerns the effect which
the existence of the Euro-dollar market (and of the Euro-market in
other currencies) has on the total world volume of credit and, if we
regard Euro-currency deposits as money, on the total world money
supply. Here we must emphasize the expression world volume of
credit” since the Euro-currency loans find their ‘end-users in almost
all parts of the world. And when we consider them from the
standpoint of their cffect on the money supply, we are unable to
label this or that part of the Euro-currency deposits as belonging to
this or that national money supply.

At first sight the answer to the question we are here posing scems
clear and unambiguous. If, on the basis of a given volume of deposits
in American commercial banks, which, let us suppose, are fully
loaned up, there is built up a credit “ pyramid ?, as it has been called,
via the Furo-dollar market, then it seems necessarily to follow that
the existence of this market increases the total volume of credit
granted and correspondingly the money supply. And this is the
view that is in fact held by most writers on the subject.

However, the matter is not quite so simple as it seems. In order
to examine the problem more closely, let us assume that on a certain
day the Euro-dollar market is opened ”. We must here make some
assumption as to the form in which non-American banks and (mostly)
multi-national firms are holding their liquid assets at that moment,
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1 sl}all suppose that, out of whatever liquid balances they hold in the
United St.ates, that part which consists of minimum necessary workin
balances is in the form of demand deposits with American banksg
:-mfl that that part which is regarded as secondary liquidity reserves
is in the form of time deposits or CD's or American Treasury bills,

‘Lct us first consider the time deposits, or alternatively the CD’s
If cither of these are converted into demand deposits, ‘and if thc.
latter are turned over to a Eurobank, then the Eurobank can indeed
expand its loans, but the American banks must reduce theirs, since
the reserve requirements are higher against demand, than against
time deposits. In consequence the total world volume of credit will
increase by less than the Euro-dollar credit granted by the Eurobank.
If, however, the Federal Reserve System intervenes in order to fill the
reserve-gap which has appeared in the American banking system
then the increase in the total world volume of credit will be just equai
to the Euro-dollar credit. T shall proceed on this latter assumption
which seems to me the more realistic, ’

The next step is to see what is done with the Euro-dollar loans.
We have to distinguish between three main cases.

In the firsz case the American banks themselves are the borrowers
from the Euro-dollar banks. In this case there is an increase in the
WOl:Id Yolumc of loans outstanding, but not in the category of loans
‘x‘vhlch is really significant. For there is not additional lcndi/ng to the

economy ”. Of course so long as the borrowings by the American
banks were not subject to any reserve requirements, they did put
thosn:: banks in a position to expand credit to the economy. But sincé
the {ntroduction of such reserve requirements in 1969, this source of
credit expansion has lost its importance.

In our second case the borrower (American or non-American)
uses the dollars to settle his debt to an American supplier. Here the
demand deposit at the American bank that was transferred to the
borrower by the Eurobank, finds its way back into an American
account. The world volume of lending will have increased by the
amount of the BEuro-dollar loan. We must, however, add a further
point. The effect of the operations, which started with the opening
of an account in the Eurobank and ended with the acquisition of a
demand deposit by the American supplicr, has been to bring about a
shift .from time deposits to demand deposits within the American
baqkmg systern. This means that the American banks must reduce
their loans for two reasons; first, because demand deposits require
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larger reserves than time deposits, and, secondly, because, assuming
no change in the ratio of bank notes held by the public to demand
deposits, bank notes will be withdrawn by the public. But here again
we may suppose that the reserve-gap will be filled by compensating
action on the part of the Federal Reserve System.

In our zhird case the non-American borrower converts the
dollars into his own currency. They thus come into the hands of
“his” Central Bank. This is a case where the world volume of
lending to the economy increases first of all by the amount of the
Euro-dollar loan, but where there also is another source of increase.
For the purchase of the dollars by the Central Bank makes the
domestic banking system concerned more liquid thus enabling it to
expand credit — unless of course the Central Bank intcrvenes to
prevent this.

To ascribe this secondary effect to the existence of the Euro-doliar
market, however, would mean assuming that the borrower could not
have obtained the dollar loan through other channels (ie. directly
from American banks). And this assumption is not necessarily
valid. A direct dollar loan might have been obtained by the foreigner
in competition with some potential domestic borrower. And this
is true even under our assumption that the banks are continually
loaned up.

Now let us suppose that in the initial situation foreign banks or
multinational firms have been holding all or parts of their secondary
liquidity in American Treasury bills (instead of CD's or time
deposits). And let us assume that they now sell these bills and deposit
the proceeds at Eurobanks, which then grant a corresponding volume
of Euro-dollar loans. If the Treasury bills are taken over by the
public and if in the initial situation there is, as we continue to
assume, no significant volume of idle demand deposits, then what
must have happened is that time deposits have been turned into
demand deposits with. which the Treasury bills have been bought.
We have here arrived at the same situation as that from which we
started out when we assumed that the asset converted into Euro-
dollar deposits was an American time deposit; and the subsequent
developments will be the same. There is nothing to add unless we
suppose that the American monctary authorities put additional
Central Bank money at the disposal of the commercial banks in order
to prevent the interest rate on Treasury bills from rising, in which
case the rotal world volume of credit will be increased still further.
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The results of my analysis up to this point may be summarised
as follows: Assuming that the monetary authorities of the various
countries follow a policy of offsetting the effects of the Euro-dollar
operations on the liquidity of the commercial banking system, then
the Joan by a Eurobank, based on the transfer of an American demand
deposit to that Bank, will increase the volume of credit available to
the world economy by the same amount unless the end-user is an
American commercial bank. Suppose alternatively that the Central
Banks, when acquiring dollars from the Euro-dollar market, refrain
from offsetting the corresponding increase in the liquidity of the
commercial banks, but that they do intervenc in the opposite case
to prevent a decline in liquidity and a consequent contraction in the
volume of credit; here the world volume of credit will be increased
by the existence of the Euro-dollar market to a greater extent than
under the first assumption.

A final point to which 1 would like to call attention under the
heading of credit creation in the Euro-dollar market is the tendenc
in the literature to regard the whole “pyramid” of Euro-dollar
credit outstanding at any time as necessarily forming a net addition
to the world volume of credit, as though the world banking system
would have granted just the same, and no larger an amount of non-
Euro-dollar credit, had the Euro-dollar market not existed. This
seems to me a false assumption, leading to an exaggerated notion of
how big a role the coming into existence of the Euro-dollar market
has played in the process of world inflation.

IV. The American Balance of Payments and Euro-dollar Loans

Under this heading two questions have to be asked.

‘ First, is an American balance of payments deficit a prerequisite
for the development of a Buro-dollar markert?

Secondly, how do the operations on the Furo-dollar market
affect the American balance of payments? '

The first question is quickly answered. Since the Euro-dollar
market is supplied mainly by non-Americans, and since the accumula-
tion of dollars in the hands of these can only come about if there is
an American balance of payments deficit, such a deficit was in fact
a condition for the dévelopment of a sizable Euro-dollar market.
This does not, however, imply that the movement in the volume of
Euro-dollar deposits must always be parallel to that in the American
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balance of payments, so as to increase so long as a deficit continues
and to decrease when a surplus appears. Indeed the facts show that
there is no such parallelism, Once a large volume of Euro-dollars
has come into existence, the volume of Euro-dollar deposits may
increase even at a time when the American balance of payments
shows a surplus. :

In order to answer the second question I shall consider what
happens in each of the three cases already mentioned, and correspond-
ing to the different uses to which the Euro-dollar credit may be put.

Our first case is that where the borrowers are American banks.
The parties converting American bank deposits into Euro-dollar
deposits are American or foreign individuals or firms, or foreign
commercial banks, but, let us suppose for the moment, not foreign
Central Banks. In this case over against the capital export there is a
capital import. And the American official settements balance of
payments, which is defined as being cqual to the accumulation of
dollars by foreign monetary authorities (gold at present playing no
role), is thus unaffected. On the other hand, the so-called liquidity
balance, where the measure is the movement in total short-term
indebtedness, deteriorates, provided the depositor in the Euro-dollar
market is an American, since the short-term indebtedness of the
United States in this case increases.

Our second case is that where the borrower uses the FEuro-dollar
credit to finance imports from the United States, so that there takes
place a capital export in the form of a transfer of American demand
deposits to a Eurobank, accompanied by an equivalent American
export of goods. If the transfer of the American demand deposit to
the Eurobank is made by a foreigner, the liquidity balance improves,
but the official scttlements balance remains unchanged.

Our hird case is that where the dollars borrowed from the
FEurobank come into the hands of a Central Bank (not the American).
Here America’s official settfements balance deteriorates, unless the
initial depositor happens to be such a Central Bank. If he is an
American, the liquidity balance also deteriorates.

V. The Determination of Interest Rates on the Euro-dollar Market

On the assumption that there were no restrictions, imposcd by
anv of the authorities, on the international transfer of funds, we
should expect that interest rates on the Euro-dollar market would
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bcdverg tc}llosily gca}g:d tIo th.ﬂiI American rates, both on the deposit
and o ¢ loan side. I sha i i
and on the loan - ke now present a brief analysis of the

The holder of a demand deposit at an American bank who
wants to acquire a somewhat longer-term asset has three options
open to him. He may put the funds on time deposit (or CD’s); he
may buy American Treasury bills or similar paper; or he ma , a
the dollars %nto an account at a Eurobank. He will choose thiYs Iljag
course provided it gives him an interest rate somewhat higher than
t}fat which he would obtain from either of the other two uses for
his funds. It might seem that there ought to be a movement into
Eurol?ank deposits until the interest rate on them had fallen to
equality with the rates paid by American banks on time deposits
(or CD’s) of like term. However, such an exact equality cannlc))t be
cxpcctcd to be reached. For some slight difference must evidentt
exist to compensate for the greater risk which owners of funds wiﬂ
rcg_ard as attaching to deposits in institutions of a character with
which they are as yet relatively unfamiliar.

As regards the loan rates charged to the end-users of Euro-dollar
loans, we must suppose that, in order for the borrower to turn to a
Eurobank, there must be an advantage in the form of a lower interest
rate than he would have to pay to an American bank. However
the Euro-fiollar rate 1s unlikely to be pushed up to full equalit With’
the American rate. This is because even among those firms wh?ch are
large enough and well enough known to be cligible for Ruro-dollar
loans, there are doubtless many of which the managements are either
not well enough acquainted with the Euro-dollar market, or clse see
an a;lvantagc in 'dcaling with a bank that is located ne,ar at hand,
zrixﬂir;alﬁ;afc which they regard as offsetting that of the interest-rate
o On t'hc basis of these theoretical considerations we might conclude
that .the interest rates paid on deposit of dollars at Eurobanks will
be higher, and the rates charged for loans by them will be lower
than the corresponding rates prevailing at American banks, but that’
the Euro-dollar and the American rates will move up alld down
to_geth-er. This last point implies that the decisive factor in the deter-
mination of the level of the Euro-dollar interest rates is American
monetary Eolicy, since it is this which sets the level of American
short-term interest rates.

-~ When we try to test our theory empirically, we are confronted
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with the problem of deciding which loan rate we should take, from
among the many such rates that exist in the American banking
system, as our standard of comparison. The best we can do is to
start out from the “ prime rate”, ie. the rate which American banks
charge to first-class customers; but we must add something to this
cate to 2llow for the fact that the American banks oblige the
borrowers to keep on demand deposit a certain percentage of the
funds lent. For this condition implies that the interest rate actually
paid exceeds the nominal rate.

Two of the three conclusions we have just drawn are clearly
borne out by the facts. First, the interest rate granted by the Euro-
banks on three months” deposits (and we take the example of three
months’ money as being typical) have regularly lain above the rate
for (threc months’) CD’s, and above the rate for American Treasury
bills. Secondly, the movement in the rate on Euro-dollar deposits
has usually been parallel to that in the American rates. On the
remaining point, however, the facts contradict our theory. The rate
on Euro-dollar deposits, and surely thercfore also that on Euro-dollar
loans, has over considerable periods been not below but substantially
above the ¢ prime rate”. In the month of May 1969 the rate on
Huro-dollar deposits reached approximately 12 per cent, while the
“ prime rate” stood at 8.5 per cent.

An essential assumption of our theory was, however, as we may
recall, that funds were perfectly free to move between the two
markets, the American and the Euro-dollar. And what actually
happened was that lending abroad by the American banks was
officially restricted, under regulations introduced by the Johnsen
Administration in 1968, so that it became difficult or impossible fer
borrowers in the Euro-dollar market to switch to the American
domestic market. When such restrictions exist, American monetary
policy does not any longer fully determine the level of Euro-dollar
interest rates. What it does still do is to set lower limits for the Euro-
dollar deposit rates on the one side and the Euro-dollar loan rates on
the other. For the former cannot fall below the American deposit
rates, and the latter cannot fall, by more than a small amount, below
the American loan rates. This link remains since, on the one hand,
depositors can always shift from Furobanks to American banks, and,
on the other hand, borrowers can always shift from American banks
to Eurobanks, even if they are not free to shift in the opposite direction.
Above the lower limits, however, the interest rates on the Euro-dollar
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market will be frec to move in response to demand and supply con-
ditions, practically uninfluenced by competition from the American
banking system.

I am now going to refer briefly to another problem which is of
interest both to the theoretical economist and to the professional
operator on the foreign exchange market.

Let us look at the Euro-interest rates for two different currencies
on a day selected at random: November 3oth 1972. On that day the
three months’ deposit rate for Euro-dollar was 6 per cent and the
corresponding rate for Euro Swissfrancs was 5.25 per cent. (The
rates refer to interbank deposits). At the same time on the three
months’ forward market the dollar was quoted at a discount with
respect to the Swiss franc of 0.8 per cent. Thus the interest rate on
Euro Swiss-francs fell short of the interest ratc on Euro-dollars by
almost exactly the amount of the discount on the forward dollar.
A similar relationship existed at other dates. The figures in our
example mean that if a bank with dollar balances cﬁangcd these
into Swiss francs and deposited the francs at a London Eurobank,
but at the samc time covered itself against the exchange risk, it
earned an interest rate of 6.05 per cent, or only very little more than
it would have earned in the Euro-dollar market. In other words,
the interest arbitrage which, according to a familiar theory, brings
gb’out equality between the net interest rates of two countries, ie. the
interest rates adjusted for the premium or discount at which one
crrency stands with respect to the other on the forward market,
here works at the level of the Euro-currency interest rates and not
z_it__'.__thc level of the relevant national interest rates. It is easy to find
é_orr'esponding exarnples relating to other currencies.

“+ -+ There arc many other problems connected with the structure of
E_]"J{q-"cdrrency interest rates, problems, into which I cannot enter in
.. this’ paper;-except to point out that most of them have not so far
' been'sufficiently analysed. Indeed, it is no easy matter to make clear

-+ the complicated relationships of intcrdependence which exist between

" different Euro-currency interest rates, between these and the national-

rency interest rates, and between both sets of rates and the cost of

ggg'\fc_r_i_ng'cxchangc risks. Doubtless it would be relatively easy ro
LW rkout ‘a consistent theory of the entire international structure of
-, interest’ rates on the assumption that there were no obstacles to the
pcrfcctly free movement of funds. At the present time, however,
-- .nﬁany"fiuch obstacles exist. And the relationships between the rates

.. 2'.
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on the various Euro-currency deposits and loans are the only ones
for which the development of the theory presents no insuperable
difficulties, simply because these interest rates are determind on 2a
market which is entirely free from restrictions.

V1. Controlling the Euro-dollar Market

Whereas national money markets are subject to control by the
respective monetary authorities, the Euro-markets are free from any
such control. And it is not surprising that sorme monctary authorities
have urged that controls should be introduced. One of their main
reasons for so urging is that the existence of the Euro-markets
increases the volume of funds which is Iying in wait ready to move
to the countries with higher interest rates and/or to those whose
currencies are expected to be revalued upwards.

The opinion has sometimes been voiced that if all restrictions on
the free flow of funds from one country to another were removed,
the Euro-markets would disappear. If this were true, it would be
possible to put an end to those markets by removing the present
obstacles to the free fAow of funds. However, it seems to me highly
doubtful whether getting rid of the Euro-markets would greatly
reduce the international movement of funds. For interest rate
differentials, and rumours about approaching changes in currency
parities, would continue to be factors causing such movements. And
I see no possibility of demonstrating conclusively that the magnitude
of these would decline. But even the contention that the Euro-
markets would cease to exist in the absence of restrictions, seems to
me unwarranted. If it is true, as many banking experts maintain,
that there exists a permanent factor, of a cost nature, enabling the
Eurobanks to carry out their operations in the Euro-markets with
smaller margins between the interest rates on deposits and loans
respectively than the domestic banks need to exact in their domestic
operations, then the Euro-markets would continue to exist. The only
obvious difference with respect to the present situation would be
that the interest rates on the Furo-dollar market would move closely
in step with the American interest rates instead of having a consider-
able degree of independence. What means do Central Banks have
of influencing the level of interest rates in the Euro-markets? For
simplicity T shall confine my remarks to the Euro-dollar market.
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So far as the American monetary authorities are concerned, we
have already seen that through their monetary policy, which d:ster—
mines the level of domestic interest rates, they set a lower limit to
the Euro-dollar rates. But they can also exert an influence on the
absolute level of these rates, when they lie above the lower limit.
This influence may be illustrated by an example. As we have noticed
earlier, when the American commercial banks exercised a demand
for Euro-dollar loans, as they did during 196g, this demand caused
the Euro-dollar rates to rise sharply. And we may add that, when
in 1970 to 1971 the banks were able to repay these loans, the Euro-
dollar interest rates fell sharply. Indeed the rate on three months’
_Euro-dollar deposits, after having reached a maximum of nearty
12 per cent in 1969, had fallen to 5 per cent by the beginning of 1971.
Now, it would be possible for the American monetary authorities to
influence the demand for Euro-dollars, and therefore the interest
rates on these, in much the same way as the commercial banks did
in the example just given. The monetary authorities could, that is
to say, conduct a kind of open-market policy in the Euro-dollar
_I_narket by, say, selling suitable short-term paper when they wanted
_tq”drive the Euro-dollar rates up, and by letting the relevant bills or
q;rt_iﬁcates run off when they wanted to drive the interest rates down.
- Non-American monetary authorities also have the power to

influence Euro-dollar interest rates. By lending dollar rescrves, either

f;l_ir¢ct_ly or via the BIS, to the market they can bring the Euro-dollar
1_pterc_st rates down. And by refraining from renewing loans to the
market they can bring the rates up again. The measures taken b

~the various monetary authorities to regulate the Euro-dollar market

would of course need to be coordinated in order to ensure that they

“ . do not conflict with one another.

A‘n'o'ther possible method of regulating the Euro-dollar market

-i  would be to institute compulsory rescrve requirements. It could be
ruled that such reserves be held either against Euro-dollar deposits
-:"g?g;;cluding interbank deposits), or against Euro-dollar loans granted
L thenhavc to place a certain percentage cither of their dollar deposits
SN ‘ot of their dollar loans, in a dollar account at their Central Bank. Anci
- the authorities would be able to push the Euro-dollar interest rates
-_-_--_pp‘_by_"-__ralsmg, or to drive them down by lowering, the reserve
- requirements. The resort to this method of regulation would again

- Tequire, of course, close cooperation among the various monectary

‘the: Eurobanks to non-bank customers. The Eurobanks would
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authorities. Thus a condition for effective action would be that at
least the European monetary authorities should coordinate their
policy decisions.

Hence two types of intervention on the Euro-dollar market by
the countries mainly concerned with this market are conceivable,
The first are what we may call “open-market operations” on the
Euro-dollar market, and the second are changes in the level of
compulsory reserves. Both of them correspond to methods already
used by the monetary authorities in the regulation of their own
national markets. So far, however, these means of regulating the
Euro-dollar market have not been the dominant ones. The first has
been used only once, and the second not at all. Recourse has mostly
been had to much cruder methods, such as: the rule that interest
rate on deposits held by non-residents should be zero or even negative;
the obligation for borrowers abroad to place a certain percentage of
the funds borrowed on deposit at the Central Bank; direct control
over capital imports; the division of the foreign exchange market
into two sectors, financial and commercial, respectively, on the first
of which the exchange rate is allowed to fluctuate freely; and so on.

In conclusion, T want to repeat, but in another connection, my
previous remark that we must not exaggerate the role played by the
Euro-dollar market. Earlier on I was concerned with its contributicn
to world-wide inflation. T am thinking now of its part in the
recurrent international currency crises of recent years. The primary
cause of these crises has been the persistent deficit in the American
balance of payments, leading to a lack of confidence in the dollar, and
a flight from this into other currencies. The Euro-dollar market is
however, only one of the channels by which such a flight can take
place. The channel of straight transfers into other currencies, which
is familiar to us from the international currency crises of earlier
times, is still open and is still used. It follows that even if the Kuro-
dollar market had not existed, the movement of funds would still
have been large, though perhaps not so large. And this means that
there are no grounds for expecting that the regulation of the Euro-
dollar market would by itself get rid of the international currency
crises. It could at best make these somewhat less severe,
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