Some Analytical Aspects of the Intermediation
of Oil Surpluses by the Euro-Currency Market”

Without attempting to estimate the likely size of the combined
current-account deficit of the oil- -importing countries and of the

o contnbutlon of the Euro-currency market towards financing it, this
papcr secks to explore in some detail the economic 1mp11cat10ns of

the Euro-currency market’s potential intermediary réle. The analysis
will focus on credit and the money supply, the question of multiplier

- relat;onsh1ps international 11qu1d1ty and the problems for domestic
- and international monctary stability. Comparlsons will be made both
o bctween the present situation and the situation existing before the
ol price increase and between alternative ways of financing the
. deficit. In fact, one of the conclusions arrived at is that several of

the general economic implications of financing the oil deficit through

o the Euro- -currency market also hold good for financing through other
' channcls

.For cxpository purposes it is necessary first of all to make a

.number of simplifying assumptions and to agree on some “short-
“hand” termmology We have the following groups of countries:
. the oil-exporting countries (henceforth referred to as the OEX coun-
B tnes) and, as their counterpart, the oil-importing countries (OIM
countncs) Within the latter group we shall distinguish between the
~ United States and the rest of the 011-1mp0rt1ng countries (ROIM
. countries). - It is assumed, moreover, that there is no flow of new
© official gold into the system, so that the current-account balances of
“the: OIM. countries and the OEX countrics should add up to zero.

_The mcrcasc in oil prices raises the 1mp0rt hill of the OIM
' . Part of the higher payments for imports will be offset

* The author s very much indebted to D. M. Gilbert and Mr. M. Dealtry of the
BIS with whom he has discussed many of the questions analysed in this paper. The views
cxprcssed however, are his own.
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by an induced expansion in exports to OEX countries. The remaining
current-account deficit of the OIM countries will, throughout this
paper, be called the “oil deficit” and the corresponding current
surplus of the OEX countries the “oil surplus” Unless stated
otherwise, it is assumed that without the oil deficits the current
accounts of the individual OIM countries would be in balance. The
foreign exchange receipts which accrue to the OEX countries from
their oil surpluses will be called ¢ oil funds”. We shall disregard
private earnings and assume that all these cil funds represent official
money.

The OEX countries will use part of the oil funds to make direct
investments in OIM countries; they will invest in those countries’
long and short-term capital markets; they will lend to international
official institations; and they will lend directly to. official agencies in
OIM countries. The surpluses which remain after all these invest-
ment channels outside the Euro-currency market have been utilised
will be called the “ residual surplus” of the OEX countries. Corres-
pondingly, as viewed from the side of the OIM countries, the deficit
remaining to be financed after all channels other than the Euro-
market have been utilised will be called their “residual deficit”. In
general, no distinction will be made here between official Euro-
currency borrowing to finance the residual deficit and private borrow-
ing by residents of the same country, ie. between Euro-currency
borrowing motivated directly by balance-of-payments considerations
and other Euro-currency borrowing. Even recourse to the Euro-
currency market by banks and private firms in the OIM countries
will jtself be governed largely by official policies in the field of ex-
change regulations, taxation, interest rates, quantitative credit con-
trols, etc., and will therefore reflect in large measure the external
financing requirements of those countries.

Two basic constellations are possible — perfect matching and
mismatching. In the case of perfect matching the Euro-currency
market distributes the oil funds stemming from the residual surplus
of the OEX countries in such a way as to cover exactly the residual
deficit of cach individual OIM country. In the case of mismatching
the flow of Euro-currency funds to some OIM countries exceeds their
cesidual deficit while other OIM countries are not able to cover the
whole of their residual deficit in the Euro-currency market.
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1. Impact on Money and Credit

‘A. Perfect matching

As indicated above, if there is perfect matching the oil funds
deposited in the Euro-currency market by the OEX countries are
fully taken up by the deficit countries and exactly finance their
residual deficit. Taking a single country X to stand for the whole
‘group of OIM countries, let us assume that the increase in oil prices

~has raised that country’s import bill by 100, that 30 of this amount
- is offset through an induced increase in exports and that 40 is
" financed outside the Euro-currency market. This leaves 30 to be
- covered by means of Euro-currency borrowing.
. If no recourse were had to Euro-currency credit and if there
- were no alternative sources of additional external finance, country X
~would experience a net payments outflow and a decline in its official
~ resetves at an annual rate of 30. In the absence of compensatory
... monetary action by the authorities this would entail a corresponding
3 ﬁ}fc_d_i_ig’:ion in the economy’s monetary base and a multiple contraction
- of the money supply. These things would be prevented by the Euro-
- currency borrowing.
- By way of illustration, let us assume that the increase in the oil
:__'pri_c;'__dj()es_ not affect the level of domestic investment in country X
‘and that the reduction in real income resulting from the deterioration
- in the country’s terms of trade causes domestic consurnption to fall
-+ by 30, This implies that the domestic supply of savings will contract
(S by 70;.i.e. by the difference between the increase in expenditure on
o 1mportsand the decrease in expenditure on consumption. The decline
' d(_)l_fi?estlc consumption expenditure just offsets the induced increase
In exports, so that aggregate domestic expenditure remains unchanged.
.:_tf_l__e_'s_e_-_fclrcumstances the only thing that will happen is that,
i _1;'1:st_c::gd_.'- of b_t;ing based on domestic savings, 70 of domestic capital
s formatxon will be based on foreign savings, 30 of which is received
ia the: Euro-currency market while 40 enters the country in the
:;_f_(:?r_l?'_l'_f__of che.r types of money or capital imports. In terms of money
HOWS’ t_'hf:-'sltuation is that, instead of leaking out of the income
grqi:jlation-into domestic savings and being returned to it via financial
 . _§$¢§z:'c;e:2tiqn and investment expenditure, the o leaves the domestic
-.-_..._;r_xgomé--ci'r'culation via increased payments for imports but comes
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back by way of foreign purchases of domestic financial assets. There
is no change in the size of the income circulation, nor in the money
available to finance it. On the basis of the above assumptions the
balance between the supply of and demand for money and savings
remains unchanged and there is therefore no reason for a change in
the average level of interest rates.

The answer to the question whether the growth of the cen-
solidated balance sheet of the banks of country X will be affected
depends on the form in which the 7o of foreign savings comes into
the country. If the banks themselves take up or reccive the funds
from abroad (we may call this case a ) the growth of their balance
sheets will accelerate; the expansion of their liabilities to non-residents
will accelerate by 70 while the slow-down in their liabilities to resi-
dents will be less than the decline of 7o in the domestic supply of
savings since part of the flow from domestic savers to investors
would in any case have taken place outside the banking system. For
similar reasons, if the foreign borrowing is effected directly by the
non-bank sector (“case b”) the growth in the banks’ balance sheets
will slow down, but by less than %o. In the real world the capital
impores will, of course, take place in both forms and it is hard to

redict what the net impact on the growth of the banks’ balance
sheet will be. The important point, however, is that while in both
cases the volume of international credit goes up (i.e. by 770) there is no
increase in credit to end-users. In “case a”, where the expansion in
international credit will mainly take the form of interbank loans,
there will be some increase in domestic bank credit to end-users
(based on forcign deposits and loans) which is offset by a correspond-
ing contraction in credits extended outside the banking system. In
“case b”, by contrast, there is some disintermediation of the domestic
banking system, with the decline in domestic bank credit being offset
by a corresponding expansion in forcign credits to domestic end-users.

The general conclusion that the financing of the oil deficits via
the Euro-currency market or through other forms of capital imports
will not affect the total volume of credit to end-users while the
volume of international credit will increase must, of course, be

ualified if there are structural effects or secondary repercussions.
‘We shall mention only some of the more relevant possibilities.

In case (b), where the foreign borrowing is effected dircetly by

the end-users, a net expansionary effect may ensue because foreign

credits may quite often escape reserve requirements, unlike credits
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extended through the domestic banking system. Similarly, in case (a)
where the fo‘rcign borrowing is effected by the banks, th’ere maVAbf’:
a net expansionary or contractive effect if compulsory reserve ratios
discriminate between liabilities to residents and those to non-residents
or between liabilities in domestic and foreign currency. Moreover
the average maturity of liabilities to non-residents may be diffcrcm;
from th.at of liabilities to residents; this may affect not only the level
of required reserves but also the banks’ own lending policies and the

“differential between long and short-term interest rates.
#- A net deflationary effect may result if the foreign borrowing is

- effected directly by the central bank of country X or by the Treasur

- with the Treasury sterilising the proceeds from the sale of forcig)g

- ..':j.cxc.:}_langc at the central bank.. However, when the authorities set

= ;hgmselves certain money supply targets the target growth of the
~toney supply will probably be assured in other ways.

-'..:.'On the other hand, mechanical adherence to certain strictlv

- defined money supply targets may itself entail a net expansionafy

et As al_ready explained the substitution of foreign savings for

.'__-._db'mesuc savings may slow down the rate of growth of the banks’

- balance sheets and will certainly slow down the rate of growth of

i .:_.___t._.h.(.ei-_banks’ liabilities to residents. If they exclude liabilities to non-

- residents, it is therefore quite likely that the various statistical

- .measures of the domestic money supply, especially M2 and Mz, will

i '_s_IqW-.'dc'an. However, if the authorities take compensatory acfilan tc.;

-_:.__.:._mg;n'taln- the target growth of the money supply the total (domestic

Phl;i.for{:lgn) supply of credit to domestic end-users will tend to go

- up-and interest rates will tend to be lower.

___A_-_s a kind of footnote it may be added that it is sometimes

a_'r.gu?d;-.that a net expansionary effect may result when there is a

ertain asymmetry in the behaviour of the monetary authorities, i.e.

whcnthey neutralise the tightening effect of the increased payments

: -fo_r:.;-;mp0rts but aliow the cxpansionary effect of the foreign borrowing

operate to the full. However, this theory rests on the assumption

.thg_t:_'_th(_arc is a lag between the payments for oil imports and the

Orelgn b.orrowing undertaken to finance them; in fact, a lack of

b I:;Fhrog]sation of payments flows of this kind is likely to be of

li’n_:P;O']: nce: only in the early stage of the new oil price situation. In

d‘d;t;_quj'-such a theory of asymmetric behaviour on the part of the
monetary authoritics assumes that the growth of the money supply

R
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is governed by accounting considerations rather than by monetary
policy.
Finally, it must be stressed that, in contrast to the assumptions

made on pages 203-204 above, it is quite likely that the oil price situa-

tion will affect the growth of money and credit indirectly through its

repercussions on the level of economic activity and economic growth

and through the stimulus it gives to inflation by way of cost and

distribution effects. However, these developments are due to the

higher cost of oil itself and not to the monetary implications of

financing its balance-of-payments consequences via the Buro-currency

market or other foreign borrowing.

Although the existence of contractive or expansionary monetary
effects depends in large measure on the attitudes and reactions of
the monetary authorities, the conclusion stands that covering the oil
deficit by means of external borrowing will in general be neutral.
Morcover, as the foregoing analysis makes clear, the monetary
implications will be the same whether the funds are borrowed
through the Euro-currency market or through other channels. In
cither case there will be an increase in international credit, while
there will tend to be no change in the total supply of credit to non-
bank end-users.

This is not to deny, of course, that there might be certain struc-
tural or sccondary effects (along the lines sketched on pages 204-205
above) as a result of the existence of the Euro-currency market. For
example, but for the Euro-currency market a larger part of the oil
surpluses might be invested by the OEX countries in the security
markets of country X or might be lent directly to that country’s
public sector. Asa result of the existence of the Euro-currency market
a larger part of the forcign borrowing might be effected through
the banking sector, ic. the volume of interbank credit is likely to
expand, the average maturity of the debt may be shorter and the
constraint exerted by external monetary conditions on domestic

policy may be stronger.

B. Mismatching

The most impeortant case of mismatching occurs when the flow
of the oil funds to the United States is larger or smaller than that

country’s residual deficit.
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Suppose, for example, that as a result of the Euro-banks having
reached their credit limits vis-d-vis non-U.S. borrowers their invest-
ments in the United States exceed the residual U.S. deficit. This
necessarily implies that there are not enough funds left in the Euro-
-currency market for the ROIM countries to finance their residual
deficits. The ROIM countries will, therefore, have to draw on their
reserves (we leave aside for the moment the possibility of the residual
deficit being financed through borrowing in the United States) and
in the absence of compensatory monetary action by the authoritics’
‘the growth of credit and the domestic money supply in those countries:
- will tend to slow down.
~ While the impact on the ROIM countries would clearly be a
. contractive one, the reserve-currency rble of the dollar would prevent
- “a‘corresponding expansionary cffect from taking place in the United
. States. The ROIM countries would meet such part of their residual
“deficit as they were unable to finance through Euro-currency borrow-
©ing by drawing down their rescrves, ie. by handing over dollars
i~to the OEX countries; the latter would deposit these dollars
w1th the Euro-banks, which would leave and relend them in the
: Umtcd States. All that happens from the point of view of the U.S.
“financial system is that instead of the United States having liabilities
-+ to official holders in the ROIM countries it will now have liabilities
. to the Euro-banks. The U.S. official settlements balance will show
| a surplus, but there will be no effect on the U.S. monetary base or
e _"qn__'_'_t'qtal'crcdit to end-users in the United States.
Quiﬁe clearly, there might be certain structural effects owing to
thcfact that the ROIM countries’ official reserves are usually invested
US Tre‘asury bills, whereas the Euro-banks’ claims on the United
ates. consist mainly of interbank loans or credits to private U.S.
nont ank ;orporations. Treasury bill yields would therefore tend
- move 1x.lpwau'ds, while other interest rates would tend to ease.
H(:_)_wp}fe_r_, Whethcr the change in the composition and direction of
..ﬁ._rfi_:gngalzﬂows will affect the total supply of credit is hard to say;
Whtcanbe said is that the net effect may be either contractive or
.CXEa_I_lﬁ_iq;_ia_r)i and that it will tend to be of fairly small overall
‘Quantitative importance. (For a more detailed analysis of the various
PO ._:_f?j_i_l_}_tlc_s invc?lvcd see pages 26-28 of the author’s “ Some Analytical
| Pfroltjylems Relatmg to ‘th? Euro—cur.rcncy Mark.et 7, published as No. 79
o1 Princeton University’s Essays in International Finance).
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Another possibility is that the United States has no residual
deficit at all, that is to say that the direct placement of funds by the
OEX countries in the United States is larger than the U.S. oil deficit.
In that case, even if the Euro-banks were to use the whole supply of
oil-dollars for purposes of lending outside the United States, this
would not be sufficient to finance the ROIM countries’ residual deficit
and the activity of the Euro-banks could not fully offset the con-
tractive monetary impact of the oil price situation. The analysis
here is essentially the same as that outlined in the preceding para-
graphs, with the difference that the U.S. financial system’s liabilities
to official holders in the ROIM countries will now be replaced by
direct liabilities to official holders in the OEX countries and that the
U.S. official scttlements balance will therefore show no improvement.

Summing up, it can be said that if the U.S. take of oil funds,
either via the Euro-market or directly from the OEX countries, 1s
larger than the U.S. share of the oil deficit, the net result will tend
to be contractionary since there will be no expansicnary monetary
impact in the United States whereas the growth of money and credit
in the ROIM countries will tend to slow down.

The actual constraint exerted on the ROIM countries by their
inability to finance the whole of their residual deficit in the Euro-
currency market will, of course, depend on their access to other
forms of additional finance, which in this context can only mean
credit from the United States. If they can borrow just as easily in
the United States as in the Euro~currency market the constraint will
be rather small. In fact, there is theoretically no limit to the extent
to which the United States could lend to the ROIM countries since,
owing to the reserve-currency rble of the dollar, such lending would
have very little impact on the domestic menetary situation in the
United States; nor would it give rise to a balance-of-payments
problem. It is true that the U.S. financial system would show an
increase in liabilities to foreign official holders; however, the counter-
part would not be a reduction in liabilitics to domestic holders but
simply an increase in foreign claims. The impact on the U.S. official
settlements balance would be negative since there would be no
reduction in liabilities to the ROIM countries; however, this would
not mean that there was an excess supply of dollars outside the United
States, since in fact the ROIM countries would be deliberately trying
to retain their dollar balances,

Intermediation of Oil Surpluses by the Euro-Currency Market 209

But in practice access to credit from the United States might not
be so easy. Firstly, if credit is tight in that country U.S. banks might
not be eager to lend abroad. Although total credit availability in the
United States will in general not be affected by such lending, the

“individual bank which undertakes the lending will lose funds to the

other banks and the U.S. money market. Secondly, if the Euro-

banks. among which the branches of U.S. banks play an important
. role, were not willing to increase their credits to the ROIM countries
- 'because they had reached their sclf- -imposed lending ceilings vis-d-vis
i that group of countries, the same would undoubtedly be true of banks
"“in the United States. Thirdly, if for the reasons given under the
- two previous points the ROIM countries were unable to finance in
- the U.S. financial market such part of their residual deficit as they
~could cover in the Euro-market, they would have to borrow from
i Uthe U.S. official sector. Such borrowmg however, would certainly
~ not be automatic and might be hampered by various political consider-
Vi atlons
g "-'The opposne situation is also conceivable, though perhaps not
-very likely — ie. where the flow of oil funds via the Euro- -currency
‘market to the United States is smaller than the U.S. residual deficit.
“This would necessarily mean that the ROIM countries were borrow-
‘ing more than was needed to finance their residual deficits. Here
.-'_thc overall monetary 1mpact would be an expanstonary one. The
'__rcasonmg is the same as in the prccedmg paragraphs but with the
signs reversed. A net expansionary impact in the ROIM countries
ssociated with their official settlements surplus would not have as
counterpart a corresponding tlghtemng effect in the United States.
~All that would happen from the pomt of view of the U.S. financial
system is that part of the growth in liabilities to the Euro-banks and
the OEX countries would be replaccd by an increase in liabilities to
official holders in the ROIM countries.
Fmally, there is the possxbﬂﬁy that, while the Euro- -currency
wing of the ROIM countries m1ght equal their combined
_ 1dua]__ deficit, the intake of Euro-currency funds by individual
: countries may be largcx or smaller than their residual deficit.
Th hk_ehhood of this occurring is all the greater in view of the fact
that there were very large balance-of-payments d1scqu1hbr1a between
| 1d_uz_11 ROIM countries even before the oil price increase. The
yf this will be an expansmnary impact in the ROIM countries
vith a ﬁnancmg surplus, while in the other ROIM countries the
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amount of Euro-currency finance obtainable will not be large enough
to prevent the oil price situation from exerting a tightening monetary
effect. Whether from a global point of view the actual outcome will
on balance be neutral, expansionary or contractive will depend on the
pohcms pursued by the monetary authorities in the individual ROIM
countries. When the tightening effects of the official reserve losses in
the deficit countries are neutralised and the external payments inflows
give rise to an upward revision of the monetary growth targets in the
surplus countries, the net effect will be an expansionary one, and vice
versa. It is hard to say a priori which of the two outcomes is the
more likely. On the one hand, it could be argued that, since the
monetary aggregates will have to increase in any case, the undesirable
domestic monectary rcpcrcussions of an external payments surplus
are, from a technical point of view, easier to ncutralise than those of
a deﬁat. This would imply that the net impact will tend to be
contractive, On the other hand, it could be maintained — and this
argument is perhaps a weightier one — that politically it is much
casier and normally more convenient to allow the growth of money
and credit to exceed the target rates rather than to fall short of them.
Concern for the unemployment rate might make it difficult politically
to accept the contractive domestic monetary impact of an external
payments deficit, particularly if it assumes very large proportions.
Furthermore, a net expansionary effect may ensue when within the
ROIM countries the surplus countries relend their reserve accruals
to the deficit countries. Although this inter-central-bank lending will
have no direct repercussions on the money supply of the countries
concerned, it may somewhat reduce the need for a very restrictive
monetary policy in the deficit countries whereas there would be no
offsetting effect in the surplus countries.

To sum up this section, it can be said that whether there is a net
cxpansionary or a net contractive impact depends above all on whether
the flow of oil funds, directly or through the Euro-currency market,
to the United States is smaller or larger than the U.S. residual deficit.
Since the probability is that it will be larger, the conclusion which
seems to emerge is that, even after the Euro-currency markets have
shared out the oil money, the net monetary impact of the oil price
situation will tend to be contractive. The actual outcome will
naturally depend on the reactions and policies of the monetary
authorities in the United States and in the ROIM countries.
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Here again it should be emphasised that the analysis outlined in
this section would be valid even if all the financial Aows occurred
outside the Euro- -currency market. Nevertheless, the Euro- -currency
market makes one important difference: without the attraction of
“the Euro-currency market the direct flow of oil funds to the U.S.
financial markets would probably be larger and, in order to obtain
the same amount of financial accommodation, the ROIM countries

" as a group would probably be obliged to pursue a more restrictive
. domestic monetary policy.
- The reader may well have noticed that despite the exchangc rate
regime currently operating the analysis has been conducted in terms
of fixed cxchange rates. The reason for this is that the present system
of’fﬂoatmg rates is a managed one and within the context of the oil
-price situation the emphasis must be on the management rather than
“on the ﬂoatmg Floating downwards against the currencies of the
o -_:OEX countries is obviously not an effective way for the OIM coun-
“tres to get rid of their combined current-account deficit. Exchange
o rate ad]ustments between the OIM countries may be an important
- instrument in the longer run for bringing the distribution of il
deﬁcxts more into line with the financing pOSSlbllIthS but in view of
*curve effects free day-to-day floating is certainly not an effective

ns of solving the external financing problems of individual ROIM
‘countries,

it _Th':e'-' Question of Multiplier Effects

So far the analysis bas been conducted on the assumptmn that the
y ‘of new oil funds to the Euro-market is equal in size to the
c mbmcd restdual deficit of the OIM countries. Is this a realistic
s mptlon or will the relendmg of the oil funds by the Euro-banks
ive tise to'a further expansion of their loanable funds?

- Here'again it is useful to distinguish between perfect matching
and’ thc situation of asymmetry between residual deficits and Euro-
currency inflows. In the case of perfect matching the Euro- -currency
botrowing: ]ust offscts the residual deficit and, as argued in the
ceding section, there tends to be no change on balance in the
growt_h of the money supply, in total credit to end-users or in official
eserves.. There is consequently no reason why there should be an
'mcreasc in the supply of funds from thesc countries to the Euro-
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currency market. On the contrary, owing to the reduction in real
income and real savings there will tend to be — at least in real
terms — a slow-down in the accumulation of financial assets by
residents of the OIM countrics, with the result that the increased
supply of funds to the Euro-currency market by the OEX countries
will be partly offset by a reduction in supplies from the OIM
countries.

It is of course true that without the possibility of covering their
residual deficits through foreign borrowing the ROIM countries
would have to draw down their international reserves and the growth
of money and credit would probably slow down considerably in those
countries. The result would then undoubtedly be a sharp reduction
in supplies of funds from these countries to the Euro-currency
market. The financing of the residual deficit through the Euro-
currency market or through other forms of foreign borrowing will

revent this, but it is extremely doubtful whether this preventive effect
should be called a Euro-currency multiplier.

Finally, there is no denying that as a result of its direct impact
on the rate of inflation (i.e. mainly through cost effects) the oil price
situation might accelerate the growth of the Euro-currency market
in nominal terms; on the other hand, if the oil price causes 2
contraction in world aggregate demand and the level of economic
activity, the expansion of the market will tend to slow down in real
terrns. However, here again these cffects are not related to the
monetary implications of the financing of the oil deficits or to the
intermediary role of the Euro-currency market.

We may add that claims that the intermediation of oil funds
by the Furo-banks has a large multiplier effect are sometimes based
on the argument that the dollars borrowed by the deficit countries
in the Euro-currency market are returned to the OEX countries
in the form of royalty and tax payments and are subsequently
rcdeposite_d by the OEX countries in the Euro-currency market
where they are lent once again to the deficit countries, and so om.
Tt needs to be stressed, however, that this kind of circuit 15 not
endogenous deposit or credit multiplication by the Euro-bapks but
simply represents the income circulation of money. The same
phenomenon  occurs in national economics when income-earncrs
deposit their savings with the banks, which relend the funds to the
business sector; the business sector then pays out the funds in the
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form of wages, salaries and dividends to the income-earners, who
redeposit part of the funds for saving purposes with the bank,s and
so forth. In the context of the oil price situation the OEX cou;ltries

- are the income-carners and savers and the OIM countries correspond

‘“to the business scctor which borrows in order to be able to pay out

“the incomes. -

- Whereas in the case of perfect matching thefg would seem to

ibe hardly any room for secondary expansion of the Euro-currency
~ market, such cffects may quite easily result when there are asym-

:t_'_n'etrics, tl}ough these effects might be of a contractive rather than

an’cxpansionary hature.

o Letus go back to the case in which the flow of oil funds to the

- United States 1s larger than the U.S. oil deficit. As already explained

.~ this means that, short of borrowing from the United States thc"

- ROIM countries will have to meet part of their residual deficit out

~of reserves. This may tend to slow down the growth of the Euro-

.-jba_hks’_ balance sheets in two ways. First, although the monetary

authoritics of the ROIM countries will probably offset to some extent

the contractive monctary impact of their official settlements deficit
the teserve losses will generally impel them to allow some tightcniné
noney and credit, and this would, of course, tend to slow down
¢ flow of residents’ funds to the Furo-currency market. In addition
ﬁow of private funds from the ROIM countries to the Euroi
ency markct in such a situation would be likely to be discouraged
charige controls and other measures against capital outflows.

Secondly, -the monetary authorities of the ROIM countries may

theet - part ‘of their rescrve losses out of foreign exchange reserves
eld in-the' Enro-currency market.

'I__t'hgligh both these reactions would reduce the growth of the

Euro-currency market, they differ from cach other in one important

Tospect. Thé‘__withdrawal of private funds from the Euro-currency

market amounts to a capital inflow for the country whose residents

draw the funds. It consequently has no effect on the size of
financing gap of the ROIM countries as a whole since the resultant
redu_r:thn::l_i}ft_hc Euro-currency market’s lending potential is matched
ductmn in those countries’ combined residual deficit, and the
ntractive process stops there. When, however, official reserves
W;th‘_d_:lj.'awﬁ_ from the Euro-currency market there is no offsetting
n in' the ROIM countries’ residual deficit. The decreasc in
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further widening of the ROIM countries’ external financial gap and
accelerate their reserve losses and their consequent withdrawals from
the Euro-currency market, and so on.

The opposite effects will be produced when the flow of Euro-
currency funds to the ROIM countries is larger than their residual
deficit, i.e. when the United States reccives less than its share of the
oil funds. In that case the reserves and the money supply in the ROIM
countries will tend to go up and there is likely to be some secondary
expansion of the market. If that secondary expansion partly takes
the form of official deposits in the Euro-currency market by the
ROIM countries, not only will the volume of Euro-currency credit
widen but there will also be an excess of Euro-currency finance over
actual borrowing requircments to finance the oil deficit.

Since, as already indicated, the likelihood is that the volume of
oil funds received by the United States will be larger than its oil
deficit, it would appear that the growth of the Euro-currency market
will, if anything, be slowed down by secondary contractive effects.
On the other hand, it is worth repeating that the existence of the
Euro-currency market has probably made it easier for the ROIM
countries to compete for their share of the oil funds and has therefore
tended to reduce the surplus of funds going to the United States.
Apart from this latter effect the results would be the same if the oil
deficits were financed outside the Euro-currency market: as the
reader can easily check for himself by going through the argument,
there would be some secondary repercussions on the Euro-currency
market. It is therefore doubtful whether it is at all meaningful in
this context to speak of “ Euro-currency ” multiplier effects.

Secondary effects may of course also occur when the ROIM
countries’ aggregate receipts of oil funds are equal to their combined
oil deficit but individual countries within the group have offsetting
financing surpluses and shortfalls, It is quite conceivable, for
example, that the less-developed of the ROIM countries (let us calt
them the LROIM countries) may not be able to finance their oil
deficit and may have to draw on their reserves while in the developed
ROIM countries (DROIM countries) the inflow of oil funds exceeds
the oil deficit and reserves go up. Sincc on past experience the
marginal propensity of the LROIM countries to invest their official
reserves in the Euro-currency market seems to be much higher than
that of the DROIM countrics, the net result would be a withdrawal
of official deposits from the Euro-currency market, thus leading to a
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further aggravation of the LROIM countries’ financing problems
and further withdrawals from the Euro~currenéy market, and so forth.
It is sometimes argued that the growth of the Euro-currency
market arising from the intermediation of oil funds is coming on
~top of a rapid expansion of the market and is therefore accentuating
its-inflationary influence. However, even if it were true that the
- impact of the market was inflationary before the new oil price
" sitgation, this would not alter the validity of the above conclusions.
"+ “Pinancing the oil deficits is not inflationary in itself and, for the
_“yedsons set out here and in the preceding section, the acceleration of
":_t_h"ci'market’s growth on that score will, if anything, run parallel with
- a'reduction in its inflationary force. Furthermore, the growth of the
- “non-oil business of the market will tend to slow down as a result of
. the oil price situation. .
“To conclude this section we should perhaps mention that the
ly ‘genuine kind of endogenous Euro-currency multiplier effects
. _-_\y__(_)'_iild' occur if the Euro-banks used the funds reccived from the OEX
countiies partly for lending to the OEX countries themselves. The
resultant acceleration in the OEX countries’ reserve accruals would
-.__t'c;ridf':t'o give rise to a second-round increase in Euro-currency de-
s_i_t's;:-_:'ctc.--' Although in the recent past the OEX countries have
en of some importance as borrowers of Euro-currency funds, it is
loubtful whether this chain of events will be of any major quant-
itative importance in the period ahead. Moreover, any inflationary
“effects  that such a multiplier process had would be limited to ths
: ywintries themselves.

Eﬁects on Official Reserves

ummg that the accumulation of foreign assets by the OEX
_countries is counted as official reserves,! the oil price situation will
q'_g_iyc rise to an acceleration in the growth of international
~Even in the extreme case in which the OEX countries
edallof their new funds in the United States, with the ROIM
ies financing their deficits out of reserves, the statistical increase
wotld official reserves would be equal to the total ol deficit minus
ROIM countries’ share in that deficit; in other words, it would

__E??;__F_he'sa.kc Qf simplicity we shall leave out of account here purchases of real
an@. other fots -of direct investment by the OEX countries.
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be equal to the oil deficit of the United States. If, on the other hand,
the OEX countries placed the whole of their oil surplus outside ihe
United States, ie. in the ROIM countries, world reserves would go
up by the amount of the global oil deficit plus the U.S. share in it.
In reality the actual outcome will of course lie between these two
extremes, but only if the flow of oil funds to the United States exactly
matches the U.S. share in the oil deficit will the increase in world
official reserves be equal to the global oil deficit, and even then only
on the assumption that there is no official lending between OIM
countries. Any such official inter-country lending would lead te a
corresponding increase in global reserves provided that the lending
couniry counted its claims under its reserves.

Finally, we must allow for second-round effects. If the invest-
ments of the OEX countries in the United States are larger than the
U.S. oil deficit the ROIM countries will probably finance some of
their resultant reserve losses out of reserves placed in the Euro-
currency market. This will reduce the Euro-banks’ lending potential
and thereby entail a further drain on the ROIM countries’ reserves,
and so on. In these circumstances it is even conceivable in theory
that the oil price increase will lead to a decline in global reserves.
This would be the outcome, for example, if the OEX countries
invested the whole of their surpluses in the United States and if the
induced withdrawals of reserves from the Euro-currency market by
the ROIM countries were larger than the US. share in the oil deficit.
In practice, however, this would hardly be likely to arise because
the ROIM countries could almost certainly not afford reserve losses
on that scale and would try to finance their oil deficit in large part
through borrowing from the United States.

Summing up, it can be said that the oil price increases will
undoubtedly lead to an increase in global reserves. Provided that
the OEX countries’ placements in the United States, cither, directly
or through the Euro-currency market, exceed the U.S. share of the
oil deficit, however, reserves will tend to go up by less than the oil
surpluses of the OEX countries. Morcover, the distribution of the
reserve growth will be very uneven. More than the whole of it will
probably be accounted for by the OEX countries while the reserves
of the ROIM countries will tend to decline, which implies that the
concept of global reserves will no longer be a very meaningful one.

1t is doubtful in fact whether it makes very much sense to count
the growth in the OEX countries” foreign assets as a corresponding
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increase in world official reserves and international liquidity — as
seems to be the general practice and as we have done in the discussion
in this section — even if all these official assets were invested in
fairly liquid forms. If official international reserves arc defined as

- official foreign assets that are held against the contingency of tem-

- ‘porary external payments shortfalls and for the purpose of under-

" pinning confidence in the country’s currency, then this definition
' certainly does not cover the overwhelming proportion of the forcign

= assets accumulated by the OEX countries. These assets mainly have

“the’ character of investments whose chief purpose is to provide the

holder country with a maximum flow of income (either in the form

of interest earnings or capital gains), even if for risk or interest rate

“reasons the funds are to a large extent invested in short-term forms.

- Moreover, irrespective of whether they are invested in long or

hott-term forms, in the foreseeable future there is no prospect what-

socver of the total amount of these assets ever being reduced. Unlike

-the reserve increase of other countries, the foreign asset accumulation

y some - of the major OEX countries is irreversible.

Invorder to measure the growth of global reserves and to evaluate

he need for further reserve creation, it would therefore seem advisable

ount-only part of the OEX countries’ foreign assets as interna-

nal  reserves, perhaps only that part which does not exceed a

ain percentage of their yearly imports. Applying that kind of

rion; it will be clear from the foregoing analysis that it is far

1 certain that the new oil price situation will cause an expansion

1n global reserves except in its initial stage. And even if it does so,

“the lopsidedness of the increase as well as the rapid growth of the

reign ‘indebtedness of the ROIM countries might be used as an

rument in° favour of accelerating rather than slowing down the
teation of:additional reserves.

rthermore, it is not only the concept of global liquidity but

0 the traditional measures of external payments disequilibria, such

_ h&:'tg_)fﬁcie_xlfsettlcmcnts balance, which have lost a good deal of theis

ning: Since — at any rate in the more immediate future — the

countries'will not be able to adjust away their combined current-

{ ﬁ_¢i_t3.'vis~é-vis the OEX countries, -they will have to regard

s as being in balance-of-payments equilibrium when this

nt deficit is-financed by means of long and short-term credits

the OEX countries, either directly or through the Euro-currency
arket. ~Although. this borrowing from the OEX countries may

e
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show up as an official settlements deficit, any attempts by individual
OIM countries to eliminate this “ deficit” by balancing their current
account would only increase the difficulties for the other OIM
countries,

To illustrate the very limited value of the official settlements
concept, let us take the United States and compare two types of
situation. In the first the OEX countries place the whole of their
surpluses in the Furo-market and the Euro-banks relend their funds
so that the OIM countries’ individual deficits are exactly covered.
In the second situation the OEX countries place the whole of their
surpluses in the United States. In the first case, where the U.S. oil
deficit is financed by way of the Euro-currency market, the United
States will have no official settlements deficit. In the second case the
United States will show an official scttlements deficit, which will be
particularly large when the ROIM countries finance their oil deficit
not by drawing down their dollar reserves but by borrowing from
the United States. In the first situation where there is no official
settlements deficit the doflar will tend to be neither particularly weak
nor particularly strong vis-a-vis the ROIM countries’ currencies; but
in the second situation there will, despite the U.S. official settlements
deficit, be heavy upward pressure on the dollar!

Perhaps one step in the direction of rendering the official settle-
ments concept more meaningful again would be to count increases
in liabilities to official holders in the OEX countries as an “ above-
the-line ” item in the balance of payments.

V. Problems of Stability

One inevitable consequence of the emergence of huge current-
account deficits in most countries of the non-communist world and of
their financing is that an increasing part of national real and financial
assets will be foreign-owncd. While it may requirc a fairly strong
inducement to pcrsuadc cither a private person or a Arm who has
always had his funds invested in the domestic markets to transfer
his capital abroad it will make very little difference to a private or
public entity which already has its capital invested abroad whether
its funds are located in country A or country B; even small changes
in interest rate differentials, exchange rate expectations or risk con-
siderations may induce a shift from country A to country B. The
substitution of foreign ownership for domestic ownership of national
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‘assets will thus in itself be an important factor in increasing the
international mobility of capital.

In itself, increased international mobility of capital is not neces-
sarily a bad thing. In fact 1n a world of low, stable and uniform
§ - -:_fates of _increase in Rrice levels, where there was a wide measure of
.. international harmonisation of national economic policies with interest
: n'_.‘i‘-_ét_f_z-diﬂercntials truly reflecting the scarcity of capital, and where
here' was a large degree of confidence in the prevailing exchange
ate structure, high international mobility of capital would probably
a:good thing. More capital would tend to flow to places where
was needed most, the flows would be fairly stable, and they would
ent rather than cause exchange rate fluctuations. But when wide
ifferences in rates of inflation, uncertainty about the course of
nfation and domestic policies to control it, and large initial balance-
payments disequilibria make it next to impossible for the markets

adge what a realistic pattern of exchange ratcs should look like,
ncreased international mobility of capital may add to the problems.
nsuch a situation international capital flows fnight at times be quite
stable and- instead of smoothing out exchange rate movements
_g_h_t r_i_t_ér_;sify them. Since, in addition, exchange rate changes have
i mpact on the price level performance of individual countries,
apital and money flows might in these circumstances strengthen
entrifugal forces in the system rather than being part of
alancing mechanism. If, on the other hand, the monetary
orities sought to stabilise exchange rates by intervening in the
¢ markets, major problems might arisc for domestic monctary
inagement: Given the suddenness with which shifts occur and the
] l‘?IZC‘ ‘of the flows, complete neutralisation of the domestic
'-_;_tnpact:'of these capital and money flows without undesir-
uci_tp’:al;;-side—eﬁects might not always be feasible; moreover,
were accompanied by direct capital controls, such neutralising
_'ouldf-f_i_tself be inclined to magnify the size of the flows.
ortunately a sharp increase in the amount of internationally
ltal'f'_r_li'grht not be the only effect of the oil price situation.
in varying degrees to inflationary cost pressures, accentuat-
about inflation and aggravating balance-of-payments
i_zldf.'_c_Xchangc rate uncertainties it may also contribute
creation of an international monetary climate in which
nger that funds may be moved around in a destabilis-
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How will the Euro-currency market affect this situation? In
the short run its influence will be, and probably has already been, a
stabilising one. It makes it easier for countries to finance their oil
deficits and thus tends to calm down the exchange markets. In the
longer run, however, the existence of the Euro-currency market might
conceivably add to the problem of instability in three ways. Firstly,
it makes it casier and more attractive for the OEX countries to invest
their funds in liquid form. Secondly, it links together in an institu-
tional sense the warious national markets and so increases the ease
with which capital can be shifted around between them. In particular,
it makes it possible for funds to be switched from one currency into
another while being left on deposit with the same bank. Thirdly,
and probably less likely, if the Euro-currency market should really
play a large rble in the intermediation of the oil funds there might
sometimes be doubts about some major borrowing countries and thus
about the health of the market itself, which could induce sudden
major shifts of deposits from the Euro-currency market to certain
national markets.

It is of course true that the OEX countries as a whole have very
little to gain from exchange rate instability, which would if anything
reduce the liquidity of their investments. They are no doubt aware
of the impact that their transactions have on exchange rates and, as
seems to be borne out by recent experience, they may tend to operate
in a cautious and responsible manner. Nevertheless the OEX
countries are not a single political unit with a common will; indi-
vidual OEX countries may feel that they have to safeguard the value
of their assets and, although the group as a whole may losc as a
result of exchange rate movements, individual countries within the
group may gain — namely those which move first in the “right”
direction. Seccondly, and perhaps more important, given the scale
of their surpluses and the thinness of the exchange markets at the
present time the OEX countries might unsettle the exchange markets
not by re-allocating their outstanding stock of investments but simply
by changing the direction of the current flow of their new invest-
ments.

The obvious, though by no means easy, answer to these problems
is: firstly, official intervention in the exchange markets to smooth
out the exchange rate impact of destabilising capital flows and to help
create a climate of continuity which may discourage them; secondly,
official co-operation and arrangements between the OIM countries
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to help finance this official intervention; and thirdly, official contacts
between the OEX and the OIM countries to try and prevent the flows

- from developing in the first place. In the longer run, of course, a

. return to low, uniform and stable rates of increase in domestic price

. Ievels would be the most important contribution towards a rational

- pattern of international capital flows.

o :

“The Future of the Euro-Currency Market

Although the oil price situation necessarily entails a shar
n¢rease in the volume of international capital flows which are the
lifesblood of the Euro-currency market, its impact on the growth of
arket in real terms is not so certain,
For one thing, oil price increases involve a massive transfer of
e’ from the OIM countries to the OEX countries. As has
ady been pointed out, the resultant decline of real income and ot
ngs formation in the OIM countries will tend to slow down the
i of hon-oil funds to the Euro-currency market. Moreover, the
essity of running up an increasing amount of foreign indebtedness
end in the OIM countries to make for policies, both in the field
terest rates and in that of direct capital controls, which will hold
the outflows of funds to the Euro-currency market.
ondly, there is quite a large number of weighty considerations
hich may — as indeed they already seem to be doing - limit the
currency ‘markets’s contribution to the intermediation of the
it

he oil price situation in itself has weakened the interna-
ial strength and, as viewed from the standpoint of the
k_s:,' _t_l_lc___c_rc_dit rating of many OIM countries. Now, already
itial stage of this “new world”?, the Euro-banks seem
-reluctant to expand their credits to some of the OIM

b) Although inevitable from a macro-cconomic point of view,
neing of the oil deficits does not seem to be on a par with
of traditional bank business. Unlike the projects usually
banks, it"does not in itself generate a future cash flow
orrowing countries, ie, a future flow of foreign exchange
h will permit the servicing and the ultimate repayment
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of these loans. On the contrary, since there seems to be little prospect
of the OIM countries being able to eliminate their combined current-
account deficit in the foreseeable future, they will have to go on
increasing their foreign indebtedness. This means that the OIM
countries will only be able to service and repay the credits out of the
proceeds of even larger borrowing. Moreover, the countries which
need to borrow most, ie. the large deficit countries, would be the
least credit-worthy ones by normal banking standards. Tt would seem
highly unlikely that the Furo-banks would go on building up their
clairns on. those countries without some kind of joint international
guarantees. :

(c) Unless agreement is reached about gold there is little
prospect that the collateral against which the OIM countries borrow
— ie. their international reserves —— will expand in real terms (see
pages 215-216). In fact, with inflation running at its present rate the
real value of the OIM countries’ exchange rescrves will dwindle
rapidly.

(d) The challenge of financing the oil deficits comes at a time
when the market needs time for consclidation after a period of
extremely rapid growth in an environment of sharply rising raw-
materials prices, general inflation and exchange rate speculation.
Even if they did not participate on a large scale in the intermediation
of the oil funds, the banks might be afraid that the slow-down of
economic activity that is probably inherent in any successful fight
against inflation could exert considerable strains on the market in
its present position.

(¢) The contribution of the Euro-banks towards financing the
oil deficit might be limited by their capital ratios which seem to be
fairly tightly stretched already. In view of the depressed state of the
equity markets the banks would at the present time p_r_obabl'y have
difficulty in keeping their capital basc in line with the growth of
their balance sheets in the event of further rapid expansion of the
market. S

(f) The growth of the Euro-banks’ balance sheets wt{u_ld not
be accompanied by a diversification of their assets and liabilities but
would be concentrated on a fairly limited number. of large depositors
and borrowers. On the Habilities side this would. not-only: involve
the risk of sudden large-scale withdrawals but might also. create a
kind of political dependence which could perhaps: compel the. bariks
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at times to act against their own commercial interests. Here again
the Euro-banks might be quite hesitant to rely for their funds
increasingly on a very limited number of depositors, unless there
were some official guarantees that would protect them from the
consequences of a sudden withdrawal of the oil funds.

(g) The OEX countries have in the past shown a strong pre-
ference for liquidity, whereas the OIM countries’ deficits and thus
their borrowing requirements seem to be of a very long-term nature.
Consequently, large-scale participation in the financing of the oil
deficits might involve the Euro-banks in an excessive amount of
maturity transformation.

The practical impact of these various considerations on the
behaviour of the Furo-banks will be that the latter will revise
downwards the interest return they arc willing to offer on deposits,
particularly on short-term deposits from the OEX countries, and
raise the interest on their loans to the deficit countries. This increase
in the interest margins charged by the Euro-banks will tend to
deflect the flow of oil funds to other channels; the part of the oil
business that is nevertheless handled by the Euro-market will tend
to be the cream of the crop, will probably involve less maturity
transformation than so far, and will be carried out at margins that
contain sufficiently large risk premiums.

The various considerations enumerated above are quite often
used not as an argument suggesting a fairly limited rble for the
Euro-market in the intermediation of oil funds but as an argument
that the Euro-currency market is heading for trouble. This line of
rcasoning seems to be based on the assumption that, since from a
global point of view the intermediation of the oil funds is an
unavoidable task, the Euro-market as one of the main vehicles of
international capital flows cannot help becoming heavily involved in
it. However, even on the rather unlikely assumption that the Euro-
banks would throw to the winds their micro-economic principles and
risk their health in the service of some macro-economic duties, it is
by no means self-evident that in the event of a confidence crisis the
market as a whole could run out of funds, though of course problems
are readily imaginable in the case of individual banks. Given the
world-wide scope of the Euro-currency market and its close links
with national banking systems, if there were a flight of funds from
the Euro-currency market would not the money be returned to the
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market through other channels or used in such a way as to relieve
the demand pressure on the market?

Here again the asymmetry between the United States and the
other oil-importing countries is of considerable importance. If the
funds withdrawn from the market were placed in the ROIM
countries, the dependence of those countries on Euro-currency finance
would decline accordingly. They could reduce their Euro-currency
borrowing or even their outstanding debts; thus, the drop in ihe
supply of Euro-currency funds would be matched by a contraction
in demand. Altcrnativcly, individual ROIM countries recording an
increase in their reserves as a resalt of inflows of funds withdrawn
from the Euro-currency market could redeposit these funds in the
Euro-currency market with the result that the reduction in private
supplies of Euro-currency funds would be offset by an increase in
official supplies. Of course, the balancing mechanism would not
function spontancously and there would be problems of distribution,
but with a proper understanding of the situation and a substantial
amount of official co-operation it should be possible to cope with this
situation. After all, all the parties involved will have a vital interest
in the conservation of the systemu.

The situation might be more difficult to handle if the funds
withdrawn from the Euro-currency market were placed mainly in the
United States and if, as is the case at present, the Euro-banks’ asset
counterpart of these funds consisted mainly of claims on the ROTM

countries. In that case it is unlikely that the withdrawal of funds’

from the Euro-currency market would be offset by a corresponding
reduction in demand or by an increase in alternative supplies. The
ROIM countries would register a decline in reserves that they could
ill-afford, so that the Euro-banks would have difficulty in liquidating
their assets. At the same time, the only effect in the United Statcs
would be a decline in liabilities to official holders in the ROIM
countries offset by a rise in liabilities to the OEX countries and to
private holders in the ROIM countries. Apart from possible structural
effects, there would be no increase in credit availability and thus no
automatic incentive for an increase in the supply of U.S. funds to the
market. It is of course true that the squeeze of the Euro-currency
market would lead to a sharp widening of the premium of Euro-
currency rates over interest rates in the United States, but it is doubtful
whether in the circumstances such a premium would be very effective
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in retaining the funds in the Euro-currency market or in aftracting
fresh resources. ,

Nevertheless, relief would probably come from two sources.
Firstly, the Euro-branches of U.S. banks which, because of the strong
preference of the OEX countries for first-class names, would in any
case have played a leading r6le in the intermediation of oil funds
could count on automatic support from their head offices. Secondly,
the remaining financial gap would probably be covered by means
of assistance from the U.S. official sector. For example, the ROIM
countrics could draw on their U.S. swap lines and use the proceeds
either to repay their debts to the Eurosmarket or to make deposits

- there. As already explained on page 208 above, such foreign lending,

whether it is in the form of interbank loans or official credits, would
not constitute any great handicap for U.S. domestic monetary manage-
ment nor would it involve a real cost for the U.S. economy. Without
such lending the damage done to the international economy and
thus ultimately also to U.S. interests might be quite serious. This,
notwithstanding possible political hesitations, should make the decision
a relatively easy one.

Let us, however, leave these exercises in conjecture and come
back to realities. To sum up this paper it can be said that from the
point of view of money, credit, prices and international Hquidity there
are no major reasons why the Furo-market should not make a large
contribution to the intermediation of the oil funds. However, there
may be certain dangers of instability associated with sudden shifts in
the pattern of international capital flows. Furthermore, in the absence
of official guarantees the Euro-banks themselves are, from health
considerations, probably not willing to play a very large part in the
financing of the oil deficits. That, however, is nothing to 1cjoice
about; if the Euro-banks and, owing to the close links between the
two, also the big U.S. banks largely stand aside, somebady else will
have to step in.

It is of course true that with or without the assistance of the
Euro-currency market the OEX countries have no choice but to
invest the receipts of their current-account surpluses in the OIM
countries; however, the danger is that without the distributive r6le
of the Huro-currency market the bulk of these investments would be
concentrated on a relatively limited number of countries with broad,
elastic and well-developed capital markets, and that basically means
the United States and perbaps one or two ROIM countries. A large
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part of the ROIM countries would therefore be left with the problem
of finding the necessary funds to cover their 0il deficits. Not being
favoured by market forces, these countries would have to rely on
direct inter-governmental borrowing arrangements. Apart from a
certain amount of assistance from other ROIM countries and interna.
tional institutions their main source of finance would have to be the
U.S. official sector, which would thus take over from the Euro-banks
part of the task of intermediating the oil funds, or direct credits from
the governments of the OEX countries. These official borrowings
would, of course, have political undertones but there are hardly any
acceptable alternatives; if they were unable to borrow sufficient amo-
unts in the markets and did not obtain supplementary finance from
the U.S. official sector or the governments of the OEX countries, the
deficit countries would have to try to pass on the uncovered part of
their combined current-account deficit to other OIM countries, which
would mean to a large extent the United States. And if, as is quite
possible, these other countries were not prepared to accept the deficit
there would be the danger of opening Pandora’s box of international
evils: competitive devaluations, trade restrictions, and the rest,

The conclusion is clear. Whether the financing of the oil deficits
is for the most part effected inside or cutside the Euro-currency
market, there will in cither case be abundant need for official action
and co-operation in the field of joint international guarantees and
credit assistance, The Euro-matrket itself will only be the minor
problem,
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