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ABSTRACT

BELL, Graham Douglas, M.Com. University of the Witwatersrand, 1985.

This dissertation studies the development and operation, advantages and

3 1 problems associated with the Eurocurrency market. It algo considers the .

parallel emergence of the Uaited States dollar as the primary

international vehicle currency. A well-developed international wmoney
market with easy access to a widely accepted international numeralre 1s

deemed desirable because it reduces the costs of international financial
transactions and facllitates lnternational capital mobility. Iwo major

criticisms ave that the Eurocurrency market coutributes to intermational
inflation and that Furobanks have beem imprudent in lending to developing
countries. The thesls concludes that the conventional credit multiplier
model is not appropriate in etudying the market but that there 1is, !

3 however, some inflationary potential. As for imprudeat Burobank lending,
v some blame adheres to the bankers but extensive international controls

are ruled out, Finally, the advent of floating exchange rates in the
‘. 1970s and uncertainty surrounding United States econmomic policy haa led Lo
A to coosiderable uncertainty in international flnancial warkets. This has
s been aggravated by volatile short~term intermational capital flows
i fuelled by the efficlent Eurocurrency market. In such an environment

South Africa has experlenced considerable oscillatious in the price of
gold, its major export, and haa embarked on & programme to establish a
flexible foreign exchange market. Much progress has been made but

importaut changes, particularly in the forward market, are vital.
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PREFACE

The Burocurrency market has been a source of fascinstion to economista
ever since its Inceprion in the 1950s. Its fortunes have been
inextricably linked with those of the US dollar - che dominant currency
ia intexrnational trade and finsnce., This dissertation follows the
parallel course of the Fuzocurrency system and the US dollar through the
period from the mid-19508 to the currenr day. It is a course fraught
with problems i the coliapse of the Bretton Woods agreement, the ofl
cripies, the adoption of Floating exchauge xates, accelerating Jnflation
in the 1970a, the international debt crisis. Despite these problems both
the doliar and the market have survived, Indeed, they still flourish,

Although peripheral to wmost of these events South Africa has been
affected by them. In particular the substantisl movements in the gold
price and in the major exchange rates have influenced the adoption of
more market~related finaneial policies in South Africa.

The seed for tils dissertation was originally sown by Prof. D.J.J. Botha,
Head of the Department of - Ecomomics at the University of the
Witwatersrand, in 1978, Much of the initial reading was done under the
ausplces of the Office of the Bconmomic Adviser to the Prime Minister in
1978 and 1979. The author 1s grateful to Dr. Simon Brand for the
facilities provided by this institution, During this time Prof, J.C. Van
Zyl, then of the Department of Economics at the University of Pretoria,
provided much helpful guidance.

In September 1980 an article was published by the author in the South
African Journal of Economics entitled ¢ Eurodollars and the Dollar
Standard : Iwplications for the Rand Exchange Rate. The auther is
gruteful to the editors for assistance at that time which, hopefully, has
been imcorpoxated im this dissertation.

The thesis wag taken up again in 1983 under the supervisfon of Prof,
R.M, Gidlow of the Department of Business Ecancmice at the University of
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the His 1 has
appreciated throughout.

been gratefully

Much has changed fu the perded afnce 1978 but the basic tenet of the
thesis still holds: a 1

1 vehicle supported
by a visble international money market contributes considerably to
reducing the cost of onal financial A

Countrols are usvally unsuccessful in financial markets. This point has

also been accepted 1o South Africa where an lmportant revolution in
financial poldcy is taking place,

The author is to

other 1 economists who have
seen earlier drafts of parts of this dissertation. These include Mr.
Rudolf Gouws, Mr. Aubrey Dickman, Mr. Jim Buys and Mr, Gabziel De Kock.
Further, the suthor wag assslsted in discusaions with a number of foreign

exchange dealers in Johanmesburg, uotably Mr, Stuart Hain and Me, Trevor
Walker,
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CHAPTER 1 .
INTRODUCTION *

Two themes are pursued throughout this thesis, 7The first 1s that the use
of a single currency for the denomination of iaternational transactions
15 desirable because it reduces the costs involved in such transactions.
Since World War II the US dollar has become the most widely accepted
international currency despite periods when it has suffered from a
decline in confidence.

The second theme is that the development of an efficlent laternational
money and capital market enhances world economlce welfare because it
enzhles the proper allecation of capital from capital-vich to capltal-
huugry economic .atities. Despite criticisms, the Eurccurrency
(popularly known as the Eurodollar) market has flourished over the past
30 years in response to a world-wide need.

The two themes are, in fact, compl y. The uge of a

single world currency is posaible only when transactors have easy and
rapid accesy to it for a8 full range of finaneclal services., The
Eurodollar market has emerged as a natural consequence of the need for a
widely acceptable international numeiaire, Modern technology has made
transactions in dollars virtually diastantaneous while competition in
international banking has ensured access from all corners of the globe.

Chapter 2 of this theais focuses on the use of money in an exchange
economy. The Introduction of money to an economy allows the exchange
process greater fluldity because it enables transactors to express mutual
agreement (or disagreement) in terms of a unit which has equal validity
in their eyes.1 In a world lacking in perfect foresight momey performs
both the function of a medium of exchange and a store of value.

In the internatlonal context a aingle world currency reduces the cost of
transacting because kuowledge ecouncerning it 1s widely shared by
transactors, Thus in its medium of exchange Ffunction a single currency
becomes more efficient. As for the store of value function, a
well~-developed international banking system enables tramssctors to choose




the most appropriate combination of liquidity and rate of return to ault

their various needs.

Chapter 2 also discusges the role of sophipticated financial markets and
a AL world ia B the allocstion of resources

between present and future consumption; the paraliel growth of
international capital mobility and world trade; and concludes with a
brief resumé of the emerging dominasce of the US dollar after World War
11,

Y pter 3 concentrates on the origin, size, location and operation of the
RBurodollar market. The role of the US balance of payments deficits and
US domestic financial controls in the emergence of the market is
highlighted. Then rollows a detailed analysls of the different measures
of its spize. ‘The chapter continues with g discussion of the different
financial centres making up the wmarket and the curreacies used; the
sources of Eurocdollar deposits and the wusers of Eurodollar Iocans.
Finally, there io an overview of the operation of the market and the mode
of determination of Eurocurreacy interest rates.

Chapter 4 again takes up the coaplementary development of the dollar as
Ainternaticnal vehicle currency and the Eurodollar market, In the 1960s a
dilemsa emerged concerning the dollar. The rapid growth in world trade
necessitated & corresponding increase in international liquidity., The US
was reluctant to allow an increase 1n the dollar price of gold leaving
the brunt of the demsud for increased iquidity to fall oz the dollar.
As US inflatlon accelerated and its balance of payments deterlorated
during the 1960s confidence in the dollar declined, ‘The US imposed
various controls to limit capltal outflows which encouraged the
development of the evolving Eurodollar market, Ultimately the lack of
confidence In the dollar outweighed the international need for dollar
liquidity and the Bretton Woods aystem collapsed.

During the 1970s the kuradollar market continued to flourish particularly
after the first oil crisis when it played 2 major role in recycling the
OPEC cutrrent account surplue, The role of the dollar in international
finance declined somewhat owing to a further acceleration of US
inglation, However, from 1979 the US mometary authoritles adopead a




determined anti-inflationary course which restored confidence in the

currency considerably.

Arguments concerning the uneed for controls in the Eurodollar market
generally forus on two major problem areas - the inflationary potentlal
of the market and the lending of Furobanks to less developed countries
(LDCs), The first of these is considered in Chapter 5. Early analysis
tended to focus om the fractional reserve mu’tiplier model used to
exanine a4 domestic banking system. Many economists noted the very low
ratio of reserves to depopits held by Eurobanks. This led them to
postulate that the market operated on very high credit multipliers,
creatad almost unlimited amounts of liquidity and possessed considerable
inflationary potential.

As the Furodollar market was subjected to more intense academic scrutiny
it became increasingly apparent that the credit multfplier model was not
an appropriate tvol of analysis. One of the most iuportant reasons for
this was that there are no cheque facilities in the market. It became
appareat that EBurobanks were more akin to non-bank financial
intermediaries such as savings-and-loan assoclatiouns.

Other theorists perceived that it was precigsely because of their
negiigible reserve ratios that Purobamks did not create credit in the
conventional way. Without the fulerum of a required reserve ratio
Burodollar deposits and loaus were much more sensitive to interest rate
movements For example, an exogepous rise in deposits need not
necessarily result im ilncressed lendimg by Eurobanks. It could equally
lead to a& fall in depeslt rates and a corresponding withdrawal of
depositas by investors seeking better retuxns in other markets.

Another lssue was the extent to which the marker could enhsnce the
3iquidity of the non-bank sector, Enpirical analysis shows that

do tend to short-term deposits into long-term loans.

Overall it is concluded that the Burodellar market does have some
inflationary potential particularly through its ability to lncrease the
velocity of the glven stock of money in a domestic economy. However,
because the market is an extension of domestic money markets it is within
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the scope of domestic monetary authorities to control its inflationary
potential. Controls, in some internatiomal form, are therefore rejected,

Chapter 6 is concerned with international bank lending to LDCs. The
origina of the so-called ‘'debt crisis’ 4n 1982 are discussed,
particularly with respect to the growing role of Eurebanks in financing
LDC development. Thias is followed by a review of the varlous measures
adopted by banks to quantify the creditworthiness of debtor countries.
It is apparent that the commonly used debt ratios were either inadequate
or not fully adhered to during the latter half of the 1970s. Data om
these ratios are included along with numbers om bank lending to various
major debtors.

The view 18 held that neither the Eurobanks nor the LDCs can shoulder all
the blame for the debt crisis. However, numercus misconceptions were
apparent on the part of the banks. These concerned isgues such as the
potential for a covatry to go bankrupt and the belief that world central
banks would automatically support stricken Eurobanks, The isaue of
controls ia also covered and this section includes a brief 1ist of
varjous organisations of international bank supervisory bodies. It is
concluded that there should be nefther & cessatfon of private bank
lending to IS nor an overly saustere programme of restraint ia LDC
wconomies, Rather & careful balance between adjustment aod fimancing
should be adopted over the temainder of the decade with close
co-operation between private banks, officlal lending agencies and the
LDCs.

Chapter 7 returns to the parallel themes of the dollar and the Eurodollar
market. The chapter commences with a more detailed discusslon of the
fallure of the US to revalue the gold price in the 1960s, Apart from the
dollar only gold was capable of meeting the need for 4international
liquidit}:. US economic policy did not inspire confidence in the dollar
and the Bretton Woods system ultimately broke down in 1971, Thereafter
followed a dramatic surge in the gold price. Fuelled by the efficient
Eurodollar market 1liquid funds were rapidly channelled frow one
investment outlet to another in various geographical locations. Floating
exchange rates became the rule for the major murrencies.

i




The movement im the gold price had important consequences for South
Africa and an analysis of the gold price vie-a-vis four economic
variables is undertaken. These are: the US inflation rate; the trade~
weighted US dollar exchange rate; the yUS business cycle; and the real,
after-tax US interest rate. The role of the debt crisis in determining
the movement in the gold price 1s also covered. The chapter concludes
with a brief analysis of the importance of gold for the South African
balange of payments.

The final chapter, Chapter §, focuses on developments fn the South
African foreign exchange markete in the light of the gyrations in the
internstional monetary system after 1971, Firstly, there i1s an
historical overview of South African exchange rate policy between 1971
and 1979, ‘The authorities experimented with various measures according
to the state of the domestic balance of payments aund external currency
adjustnments.

From 1979 the proposals of the interim report of the De Kock Commisalon
of Inquiry concerning exchange rate policy were progressively
1mplemenmd.2 The Cowmission recognised that in a world of floating
exchange rates and volatile capital flows, a more flexible exchange rate
regime needed to be implemeated.

By 1983 a wmanaged float of the apot vand exchange rate was in plece.
Unfortunately this did not prevent a dramatic declime in the rate during
1984, his was because the authorities were ot able to follow a
sufficlently disciplined combination of munetary and fiscal policy.
Tais, sadly, went against the proposals of the Commission.

Progress in the forward exchange market was much slower. The Commission
also recognised that a proper forward market was an essential adjumct to
4 managed spot rate. Not the least of its worries was the substantial
losses incurred by the South African Reserve Bank on forward exchange
transactions. By the time of writing the proposals concerning the
forward market had not been put in place. Particularly necessary is the
need for domestic banks to be able to make much greater use of the
Burodollar market for hedging forward commitments to clients.

x e LS ’




The chapter also includes a discussion of the potential for a Eurorand
market to develop. Despite Socuth Africa’s relative importance as &
trading natfon it is concluded that an offshore vand market is unlikely
to be significant. More appropriate would be a further easing of
exchange controls to allow foreigners to hold a wider rasge of Tand-
denouinated financial instrumeats ia South Africa.
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CHAPTER 2
IHE USE OF MONEY

2.1 Introduction

In this chapter the use of momey in an exchange economy ia
discugssed. It ia argued that technological developmeats have reduced
the cost of holding money in an uncertain world and have lncreased
the effictency of & commonly-accepted medium of exchange. In the
international sphere it has also been practical to develop a single,
acceptable curreacy unit because it reduces the cost of transacting. [
The US dollar adopted this mantle after World War II in response to :
the growing need for intermational 1liquidity. The statue of the [
dollar as world numeraire was ephanced by the emergence and rapid
expansion of the [Burocurxsncy wmarket which has devised a
sophisticated range of monetary imstruments to satisfy the medium of
exchange (liguidity) and store of value (minimum coat) needs of
transactors in a widely d . onal .

Because it is efficient the Eurccurrency market has also increased
international welfare by emabling unfettered transfer of f£inancial H
resources from capital-rich to ecapital-poor nations i.e. from |

countries where the decision to consume 1s delayed to countries where ¢

it 18 not. In addition, it is srgued that, far from free trade in
comaodities being s complete substitute for international capital
mobility as poaited in the Heckacher-Ohlin theorem, the combination
of the US dollar and the BHurocurrency market enabled spectacular
growth in world trade after World War II. '

2.2 The Use of Money

The modern economic system with its sophisticated monetary mechanism
has come a long way fromw the barter process of early economles. The [
use of a comwonly accepted medium of exchange by socleties has 1
permitted the communal organisation of production and trade to t
develop far beyond the primitive exchange process which was based on ‘
the double coincidence of wants. P




Barter trading 1s complex, costly, inefficlent and slow because it
restricts the exchenge process to those transactors able to match
divergent needs simultaneously. This hampers divisfon of Labour and
the growth of productivity.

The use of money as a medium of exchange separates the decision to
sell from the deecision to buy and the divisibility of money enables
precise satisfaction of different utility needs. Money olls the
transactions process and facilizates rapid exchange.

The function of money as & medium of exchange relates to the specific
point of time at which & transection 1s made. Until such time as the
transsction is undertsken the wmoney used for the transactlion must
perform gome other function, If 1t were absolutely certain as to the
exact momeat at which each transaction was to take place, there would
be no anecessity to hold the momey required. It could be used to
purchase some other asset which would yileld a return to the
trangactor and would mature at the precise time that the transaction
vwas due to teke place.

As Hicke has pointed out, however, absolute certainty about future
transactions 1s an unattsinable goul.l OQwing to men's ignorance of
future events (and still more owing bto their ignorance of the
consequences of changes, vhether future, present, or even past)
perfect equilibrium can never be attained, The absence of perfect
equiiibrium or perfect foresight concerning the timing of
transactions naturaily implies that future prices om which economic
actlons are based are also uncertain.

The absence of perfect foresight 41s well illustrated by the
digerepancy between disbursements and reculpts 4n  the modern
economy. Tndividuals make h deciaions 1ly th by

the perfod between salary or wage payments; firms sell goods
continually througbout the period between salary or wage payments.
Inevitably the use of money for exchange purposss is sporadic and
varlable. oney is not always spent as soon as 1t i8 received and
this gives rise to its store of value futction. 'Because & period of

. . . L PR I
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time will usually elapse between an economic urit receiving 1ts
income and meking its expenditure, a medium of exchange will also act
as a store of value ...'.2

In the absence of & perfect world the decision as to how much money
to hold depends, to atart with, on the degree of uncertainty as to
the time and price of future trameactions, 1.e. on the expectations

of the transactor, Secondly, it depends on the alternative cost of
holding money, 1.e. the rate of interest and degree of risk inh-vumt
in non-wonetary assets {or less liquid monetary assets),

Expectations both as to the timing and the price of transactions tend
to he guided by pest influences. ‘There is usually a Jack of
information available to transactors about the availability of goods
1n alternative marketa. The real supply-demand situation way not be
reflected in price adjustments until quite some time after the
transactions have been comeluded due to variable rates of
information-gathering and processing in differeat markets,

With respect to the alternative cost of holding money Tobin has
developed useful theoretical fnsights.’ Tobin's analysis of momey [

demand combined both the means of payment and the store value
functions of woney. Tobln explained that economic unite held both .

transactions balances and balances. ong balancea

were held because an economic wnit did aot enjoy ‘'perfest

pynchronisation between the seasonal patterns of its flow of receiprs .
and its flow of expeaditures’. While the wmajor proportion of ) \
these balances were held in cash, a smaller proportion could be held

in dnterest~earning Agssets. What proportion would depend on the

interest rates on alfernative adsets, the size of the tramsacticns

balances, etc, Therefore, this proportion of transactions balances

would be performir. a temporary store of value function.

Tobin distinguished investment balances from transactions balances as !
those balances which 'survive all the expected seasonal excesses of
cumulative expenditures over cumulative recelipts ...'.5 Because
the ecomomic unit 1s risk averse owing to uncertainties regarding |
interest rate movements, at least a portion of investment balances !
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would be held in cash. This would depead on the rate of interest and
the degree of risk of alternative financial assets.

Expectations about future price movements, including imterest rates, o
elearly are important determinants which affect decisiors about the
optimum holding of cash in & financial portfolio. o

titcks has more recently aseserted that ose way of looking at monetary

evolution 18 to vregard it as the development of ever more .

sophisticated ways of reducing fransactions coat.6 The trend has 5
been for the distinction between money and near-money to diminish. .
Thers are a wide varlety of instruments which are virtually as liquid

as cash and which can instantly be called upon for payments purposes

at neglipible cost. In sophisticated money markets interest-bearing

agsets such ag negotiable certiflcates of deposit and treasury bills

can easlly “e liquidated. The growlng variety and exchangeability of N
near-money assets improves the ability of economic units to minimise S
the cost and uncertalnty of disparities between receipts and

disbursements. o

Variety and exchangeability also enable holders of near-money assets
to reduce the risk of capital gein or loss which they faca when

monetising them. Thus, while assets such as shovt-texm bills and

bonds do not have a certain sominal capita. value and are subject to
price changes as the supply or the demand for them change, they are
atill sufficiently ‘money~tike' to perform the medium of exchauge
Function of momey when needed, Aithough the store of value function
of money still entails a cost measured by the yleld on altermative
financial assets, this cost has been reduced by the growlng varlety
of near-money assets which carry an interest return,

In short, techuological advances in money markets have improved the
efficlency of money because they have reduced the cost to transactors !

of holding money simultaneously as a wedium of exchange and as & Lo
store of value. It is also likely that the lower the risk and the |
higher the return attainable on & particular unit of exchange, the i
more widely it ia likely to be used by the economic community.

P P N
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2.3 Money in an International Settiog

The growth of the international money markets has pro lded new
avenues for the use of momey both as a mediuvm of exchange and az &
store of value. Accordimg to Brunner and Meltzer, the Eurodollar
market suggests the way in which a uait of accoust begins to acquire
the properties of & medium of exchange aund other attributes of money
through the efforts of private traders.7 Their analysis
incorporates & succinet statement of the tole of wmoney fm an
uncertain world. They statet ‘For 1individuale, wmoney ia a
substitute for investment and information and labour allocated to
research, By uaing money, individusls reduce the amount of
information they sust acquire, process and store and they reduce the
nunber of transactions in which they engage to exchange thelr iniltial
endowments for optimal baskets of goods. The use of money increases
the welfare of each money user by reducing uncertainty, the lemgth of
transactions chains, and the varlance of price ratlos and by
increasing the expectad wealth and time available for 1eisureua

The rise of the dollar to the role of the world's major curremey is
practical evidence of this theory. The dollar has become
internationally acceptable for the denomination of world trade ia
goods, services and financial assets, The .urodollar market has
expanded to facilitate the rapld transfer of doliars smongst users;
the precision of specialised broking techniques has made dollar
transactions across national borders a highly efficlent process.

A strong case can be made out for a single international currency.
Vaubel agserts that individual information cost (depreclation of
memory) is smaller the longexr & money has been usad as a standard of
value, and the larger the average number of accounts have been
denominated in Lt per period of time {learning by doing). Social and
spatial economies arise in and pay s between i

agents, 'They concern short-term exchange rate risk (or the cost of
hedging agaimat Lt}, convertibility risk, and the transactions cost
of exchanging monsys or of managing a multi-currency portfol:lo.g
Vaubal continues: 'To some extent the cholce between currencles is
comparable to the choice between languages or telephone networks ox
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industrisl lacations: the more economic agents choose the product or
location x, the more attractive it becomes for others so that success
breeds success in a gradusl and cumulstive agglomeration process’.‘C

The use of the dollar has had a spill-ever effect as the benefits are
passed on from user to user. Market informition becomes easler to
attain; traders and brokers creatc linkages which Facilitate the
developsent of economies of scale. Working balances can be pooled

. X and minimised while cash inflows can be more rapidly invested.

The Eurodollar market offers the investor a wide range of maturities
in which to invest, from overnight to more than a year. This allows
the transactor to choose deposit maturities to colncide with future

. ons while £ uweeds are accommodated by flexible,

b segotiable mometary instruments, Eurodollar deposit facilities .
. enable dollars to perform the medium of exchange and store of value B
. functions simultaneously because they offer a high degree of

fe

liquidity and & well-developed and flexible interest rate structure.

This reduces the cost of holding woney or near-money to & ninimum.

|
{
1

v It allows the trapnsactor to come cleser to an optimal portfollo
apread.

The exzpansion of the market has ephanced the process of iaformation~
gathering., Opportunities for division of labour have multiplied.
i Profzseicnal middlemen and Specisiised traders exploit the partial
R and  incomplete distribution of information about particular

currencies. Information costs about market couditions are lowered as
B these apecialised services expand. Most banks in the Eurocurreacy
,‘ " market prefer to meke use of foreign exchange brokers who tend to

o] specialise in particular Burocurrencies or maturitier. Some
Burobanks specialise in a specific Furocurrenmcy. Furthermore, rapid

technological innovations have made the transfer of information a
5o, very speedy business. The telephone, and more recently, computer |
screens have made monetary transactions virtually instantaneous. !
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To conclude, the use of the dollar as international numeraire and the
subsequent development of the Eurodollar market is a process which
continually reinforces 1tself. Both the transactions and the
precautionsry demand for money are satisfled in a world wheTe
uncertainty about the tfwing of payments snd the alternative cost of
money exists.

Intertemporal Decisfon-Making

One major vrole of financial markets is to allow the producer to

11

on and on decisions. This applies asz

much to external as to domestic finamcial markets. Traditionally the
theory of iaternational capital flows starts with an aenalysis of
production possibilities in a closed economy where producers have
perfect forspight. Producers face a trade-off between production for
current copaumption and for future consumption, The marginal rate of
tranaformation between present and future consumption is described by
the intertemporal opportunity locus AA' in Graph 2.1.LZ The locus
18 concave to the origin indicating diminishing returas to scale.

By devoting some to futura
time can be increased. The slope of the tangent RR' in Graph 2,1 at
any point along the locus determlnes the rate of return in terms of

oo total output over

future output agalnst present output giver up. Resources will
continue to be devoted to future consumption up of the point where
thie rate of return equals the market rate of interest,




GRAPH 2.1

FUTURE CONSUMPTION

A R
CURRENT CONSUMPTION

The market rate of interest is determined by the time preference of
the consumer. If consumers have a positive time preferemce, they

prefer current on to future and if they bave a
negative time preference, they prefer future comaumption to current
consumption., The market rate of intereat is the slope of the line
where the consumer indifference purve (UU' in Graph 2.1) is tangent
to the production possibility locus. This is at point H.

This unique point signifies the equilidrium in domestic supply and
demand given perfect foresight. As different economies are likely at
any point to have different time pre L there are in
developing internakionasl trade and capltal flows. A country with a

positive time preference will have a relatively higher market rate of
interest than one with a negative time preference. The positive time
country capital from the negative time
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preference country, selling claims on {ts future production in the
process and enabuing it to purchase more goods for curxent
consumption. The negative time preference country lends to the
positive time preference country and purchases claims on its future
production la the process.

With the introduction of uncertainty the single market rate of
foterest (gate of return) is no longer reslistic. Both borrowing and
lending countries require a broader range of financial lmstruments to
cater for varying perceptions of risk and return in a world with an
uncertain future, Alss, instead of there being just a emall number
of countries participeting in world trade, there are, in reality, an
almost infinite number of production and consumption wnits in the
international economy with widely diverglng needs and expectations.

Io a certain world, free international trade in goods and financial
aspets would produce a rate of on and, hence,

market rate of interest. When uncertainty is introduced the
existence of risk l-ads to the creation of diveraified floameial
agsets s¢ that each participant {n international markets wmay choose
an optimal combination of risk and return,

The use of money also facilitates the intertemporal allocation of
Tegources. Deferred payments, borrowing, credit, and the payments
gystem expand when a ptandardised asset with well-known propexrties
becomes avallable. The reason iz that transactors become wore
willing to enter iato contracts calling for deferred payment.l3
The Burocurrency system has developed a wide range of financial
instruyments to meet this need, Apart from the extensive deposit and
loan facilitlea the market is broad acd deep and participants also
have the bemefit of sophisticated forward cover mechanisma, With one
currency douinant and acceptable in the market, participants are able
to minimise currency transactions and information costs, This leads
to greater efficlency in the allocation of international savings and
thereby to improved investment and guowth,
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2.5 Social versus Private Returns to Capital i

In the previous section it was argued that international capital |
movements separated the decislon whether ‘to cousume or invest. 7This
led to greater world economic welfare because participants could
arrive at an optimal trade-off between present and future consumption.

s For this to be true it ds also necessary that the soclal returns to H
i . capital, i.e, the returna to society as a whole, colncide with the i
B private returns, l.e, returna to specific groups. Factors such as
divergent tax systems, inflation rates amd direct confrola over
capital flows tend to drive a wedge between the soclal and private
<y returns to capital. Modigliani has argued that until Eiscal and
. capital market atructures from country to country have beer nade

Y reasonably uniform, there 4s uo sound basis for arguing that freedom
! of capital to move in vesponse to differences 1n private yields
! contributes to sn improved allocation of world resources.™

There appears, however, to be comsiderable support for a classical
stand aa regards capital movements, i.e. that they should be left
free, It 18 generally agreed that the principal benefit of
internatfonal financial market integration is lacreased efficiency in
the allocation of mcarce capitel resourtea throughout the wotld.ls
lending by capital-rich countries gemerates higher returne in
capital-poor countries than to domestic borrowers while capital~poor .
countries can invest more without haviag to sacrifice present
. consumption. The crucial precondition is that such capital movements

16

are efflcient. It does not seem unreasonable to wmaiutain that

the Eurccurrancy marke: has satisfied thie precondition.

,4‘1,“.,4“

- the argument 1is more elegantly stated by Kiudleberger: 'The main )
jusrification for internatjonal capital movement 1is that it shifte ‘

savings from locations where they are abundant and cheap relative to
iuvestment opportunities to places where they are scarce and
expensive. Where capital is more productive in one country than
another, it should be moved from the country where it is less to a {
country where it is more productive. Total output 1s increased by ‘
P
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such movement. Where savers in one country have lesser preference
for current consumption than those in another, total welfare is
increased by shifting the consumption of one into the future and the
other into the present’ .17
Because the msrket has developed free from trictl
on capital flows it has facilitated the efficlent allocation of
financlal resources internatiomally, In addition, the warket has
promoted the US dollax's role as the world's msjor currency which has
reduced the costs of i 1 1 . d to
Einzig snd Quion®® the market has provided an imducemest ss well as
the wmesns for greater co-ordination in international economic
policles. Purthermore, the recovery of the major industrialised
countries since World War II and the subsequent rapid growth in the
developing countries specifically amd as a group derived in large
meagure fromw the growing efficlency 4in the distribution of liquid
on sa onel basla. The role of the US dollar ia
particular should not be + The y wide use of
the dollsr as an international working and reserve currency has made
the dollar momey markets the clogest gpproximation to a single world

money market.

The Heckscher—Ohlin Theorem

fwo Swedish economista, EIi Heckscher and Bertil Ohlin, writing fn
the early part of the 20th century, developed a theory for
internationsl trade which concluded that free trade in commodities
could completely substitute for international mobility of capital and
labour in the sense of driving wages and rents to equality for
particlpating coustries, If the theory is valid then there wouid be
no ueed for capital to seek the best return, internationally, becatee
the free flow of goods across borders would optimise the spplication
of capital within domestic economies,

There appears to be a preference for free trade rather than free
capital movements amongst official economic policy-makers. While
there 1s no co-ordinated, officlal Iiaternstional agresment for

capital , 8 for 1 .onal related
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to trade does exist in the form of the General Agreements on Tariffs
& Trade (GATT).

Howevex, neither the Heckschler-Ohlin theorem nor the institutional
approach have diminished the need for mobile international capital
and rapid growth of an Iinternatiocnal structure to facllitate it.
Indeed, it is argued that the rapid expanslon of the Eurccurremcy
markets has been a reapoase to and support for the sharp and
sustained rise in world trade since World War II.

buring the 1950a it was common cause that there was an international
liquidity~shortage owing mainly to the mon-convertibility of European
currencles and the ‘dollar shortage'. The emergence of the
Eurodollar market was a natural consequence of the dollar's rise to
the atatus of world currency. The market inereamsed the avallability
and velocity of clrculation of liquid resources necessary to finance
the trade boow. From Table 2.1 it can be seen that world trade
volume grew at an average rate of over 7 per ceat during the period
1954 to 1970; 3n other words from just prior to the advent of the
system until the end of the first full decade of its existence. The
development of Eurocurrency operations, along with the rapid

of 1 trade and , has Ilndeed changed
the basic structure of the world economy. International capital
flows have transcended political and ideological barriers along with
international trade as witnessed by the expansion of business

conducted between the Weat and Comecon countries,
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TABLE 2.0

GROWIH IN THR VOLUME OF WORLD TRADE

!
|
. Year Zmports [£9] Exports ’
boe
] 1954 3,5 5,0 -
! 1955 10,9 8,4 4
< 1956 7,6 8,9 i
- 1957 6,5 48 !
wh 1958 0,1 -2,1 |
2 1959 9,2 7,0 )
' 1960 10,9 10,6
1961 5,5 4,2
1962 7,0 5,1
" 1963 7,6 8,1 '
oy 1964 9,8 9,8
J 1965 7.2 6,8
1966 8,6 7,5
; 1967 5,2 48
e 1968 12,4 12,4
1969 11,2 11,0
b 1970 8,8 9,8
e Average 7,9 »2

Source: International Financial Statistics, Supplement on Trade

Statigties, 1982.
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The Heckscher-Ohlin theorem still probably shows how differences
between countries in the endowment of broad classes of productive
factors such 2s capital and labour will be reflected in dilffering
patterns of production and ttade.19 However, it is also true to
say that the Furodellar was bhora ‘in an era of rampant
internationalism' and the extent of this could not perhaps have been
imagined by the two Swedish ecunomiata.zo

International Vehicle Curremcy

The United States emerged frow World War II relatively unscathed, By
the end of the war over half of the world's manufacturing and
one-third of the total production of all goods was estimated to be
taking place in the US, The US was the dominant economy in terms of
national wealth and productive capacity, and it also possessed

considerable reserves of gold. N

In the immediate post-war peried the US was the only manufacturing
nation capable of exporting in large volume. However, US imports did
not match exports and a scarelty of dollars arose in international
markets. Until 1951 the US authorities applied & number of policy
measures aimed at reducing this dollar shortage so that the war-torn
West Ruropean economies could afford the purchase of US exports vital
t5 thelr recovery. These measures included stabilimation loans as
well as a flow of dollars under the Buropean Recovery Programme.

The European ecaonomles recovered during the early 1950s and the
dollar shortage dimimished aa the US 11y ran deficitz on an
official reserve transactiona baais., Thiz allowed the raconstructed
nationa of Western Europe to rebuild their depleted international

reserves, Furthermore, their dollar assets were held with some
confldence as the US Treasury waa prepared to exchange them fox gold
on an officlal basis,

The dollar therefore assumed the status of a key inrernational
currency ia that an adequate supply of dollars wae available for
and ons y» and the currensy's officlal

convertibility was assured by a seemingly endless supply of gold.
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There were numerous reasons for the US balance of payments defleit.
The most notable were growing overseas military expenditure by the
US; increaslug grant and aid 3 by U8
multi{national companies and, ultimately, the deterioration of the US

trade balance.

‘the demand for dollars did not unly come from official agencies such
a8 central banks and naticnal treasuries to bulld up their foreign
exchange reserves. There was alto a substential private demand for
the dollar related to its growlsg usefulneas as a vehicle curremcy
for the denomination of trade and for the international settlement of
trade debta. The ability of the US to export a large volume of
long~term investment capital enhanced the role of the US capital

market as a focal point of i t 3 ons
Indeed, the larye scale and efficlency of US momey and capital
markets for the ghor ! of fimancial markets in the

Eurcpesn economies and bopsted the dollaxr considerably.

In summary, the gheer size and power of the US economy after World
War II made the dollar the only candidate for replacing sterling as
the world's vehfcle curreney., lhe dollar adopted this role in all
respects: &5 a medium of exchange for transactions purposes, as the

leading fox on of 4 oual capital
traungactions, and as chief reserve medium. The use of the dollar for
1. £inancial 1 was P d with the emergence

of the Burocurrency markets in which the Eurodollar was predominant,
The market enabled the world's numeraire to be traded rapidly and
efficiently, The Eurocurrency dystem developed in response to a need
in the international economy for an international money market that
was broad and deep and which offered a single currency that was
aczeptable for a wide range of financial transactions.

|




23

CHAPTER 2

REFERENCES

1,

~

@

4,

e w

~

@

w

10.
1L,

1z,

13.
1,

15.

Hicks, J.R. Recollections and Documents, Economica, February 1973,

Pe 5.

McKenzie, G.W. The Economice of the Euro-Currency System, MacMillan
Press, London, 1576, p.

Tobin, J. Liquidity Preference as Behaviour Towards Risk. Review of
Economic Studies, Vol. 25, No. 2, 1958, pp. 65 - 86,

Tobdn, J. 4ibid., p. 65.
Tobin, J. 1ibid., p. 66.

Hicks, J.R. Critical Essays in Monetary Theory, Clarendon Press,
Oxford, 1967, p. 7, quoted in Truu, M.L. Money and Near-Momey: Am

01d Refralm. South African Journal of Fconomics, September 1978, w.
247,

Brumner, K. and Meltzer, A.§. ‘The Uses of Money: Momey in the
Theory of an Exchange Economy, Amerfican Economic Review, December
1971, p. 787 (Footmote),

Branner, K. and Meltzer, A.H, ibid,, p. 799,

Vaubel, R. Frea Currency Competition. Weltwirtschafliches Archiv,
No. 3, 1977, p. 457,

Vaubel, R. ibid., p. 457.

Agmon, T., Lessard, D. and Paddock, J.IL. Financial Markets and the

Adjustment to Higher Qil Prices. T. World 0il Project, Working
Paper No, MIT-RI~77-039WE, September 1977, p. 1B,

McKenzle, G.W. op.cit., pp. 31~38,
Brunner, K. and Mgltzer, A.H. op.eit., p. 800.

Modigliani, F. onal Capital y Flxed Paritles, and
Monetery and Flscal Policies, in Bhogwati, J. and Eckhaus, R., eds.,
Development and Planning, Allen and Unwin, Londen, 1972, p. 241,

quoted in Boll, F. Capital Movements, Capital Controls, and the

Exchange-Rate Game. Tijdachrift Voor FEcomomie en Managemeut, Vel,

23, No. 1, 1978, p.47.

Logue, D.E,, Salant, M.A. and Sweeney, R.J, International Integration
of Financial Markets: Survey, Synthesls, and Results, quoted in Stem,
C.H.,, Makin, J.H,, and Logue, D.E., eds., Eurocurremcles and the

International Monetary Syatem, dmerican Enterprise Institute for
Public Policy Research, washington, 1976, p. 91.

ol



he
1

24

16. Boll, F., Capital Movements, Capltal Controls, and the Exchange-Rate

Game. Tijdschrift Voor Ecomomle en Management, Vol. 23, No. 1, 1978,

. 33

17. tindleberger, C.P., ‘he Pros and Coms of an Intermatiomal Capital
Market., Zeitschrift flr die Gesamter Staatswissenschaft, October

1967, pp. y  quote n - Dufey, G» A ¥, 1.H. The
Market, Prentice-iall, Englewood Cliffs, 1978,

International Mone:
- 193,

18. Einzlg, P. and Quinn B,.8. The Euro-Dollar System: Practice and
Theory of International Interent Ratea, 6th Ed., HacMiilan Press,
""‘erdon,'w‘ﬁ T s,

19. caves, R.E. and Jones, R.W. Norld Trade and Payments? An
Introduction, 2ud Ed., Little, Brown and Ca., Boaton,l§77, p. 126,
20. Lirtle, Jane S, Eurodollars: The Momey Market Gypsies, Harper and

Row, New York, 19753, p. 82.




25
CHAPTER 3 J‘
ORIGIN, SIZE, LOCATION AND OPERATION OF THE EUROCURRENCY MARKETS

3.1 Introduction

The Rurocurrency market first came. into befag im the late 19505 |
following the liberalisation of exchange and capitel comtrols in i
Europe. The merket was given a further boost by US attempts to ‘?
prevent the export of capital in the 19608, These developments t
coineided with rapid growth in world economic getivity and trade f
which created a need for intersational liquidity, As the predominant \L :
. i
!
|
i
|

medium of exchange for internatiomal transactions, only the US dollar
would satisfy this need. The effect of US capital controls was to
shift business normally conducted domestically by US bamks to
Burocurrency centres spuch as London where a growing number of US and
other banks established brenches,

This chapter examines the origlas of the Eurocuirency market and its
early growth and includes a discussion of the 4nitial role played by
US balasnce of payments defieits, Then follows a detailed breakdown P
nf the size of the market, {ts variety of locations, the source of CE
Eurocurrency depesits and the different categories of users. Finally
atiention is given to the operatfon of the market god the
determination of the various Eurocurrency interest rates.

3.2 Origin

The Eurocurrency market was originally started by commercial backs in
Europe which accepted interest-bearing deposits in currenciess other iy )
than their national currencies and re-lent them either in the same
currency, their natiopal currency or in a third currency. The market
18 no longer specifically 'Euro' in that external or offshore banking
centres have been established in many areas including the Caribbean
and the Middle aad Far Fagt. More generally a Eurocurrency depoalt
may be defimed as any short~term bank liability (whether to a
resident or non-resident) denominated in a currency other than the
currency of the country in which the bank is located. ‘The U$ dollar
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18 the dominant curremcy in the market, contributing B0 per cent of
grosa Burocurrency liabilities at the end of 1983.1  gor this
reason the words ‘Burocurrency' and ‘Eurodollar' are often used
interchangeably by observers of the market, and by the author.

Some precedent exists for the trading of foreign currency deposits.
At medieval fairs bille drawn in terms of foreign currencies were
often paid out of or into forelga currency deposits.2 Transactions
in sterling deposits in foreign countrfes have been g feature since

the last century. However, the aystem is
to the extent that it 1s & broad international money market that
attracts forelign currency deposits from a wide variety of sources and
puts these deposits to an equally wide variety of uses, be it for
trade, deficlt finarcing, arbitrage or speculation. The emergence of
a structure of International interest rates that are distinct from
national interest rates is something entirely new., It is without
perallel in modern economic history.’ )

Numerous factors led to the creation of the market in the .ace
18508. Por onme thimg, after World War II, the USSR sought dollar
claime that were aot subject to US control aad Communist-controlled
banke like the Moscow Narodmy Bank Iz London and the Banque
Commerciale de L'Europe du Nord In Parls redeposited their dollar
holdinge with banks in London and Paris, Reasons cited for this
include the desire to avold the risk of sefzure of their dollac
aagets by the US authoriries, and the build-up of goodwill with
Burobanks who could later become a source of loans.

Secondly, an important boost to the market came in 1957 when a
sterling crisia caused the Bank of England to raise the Bank vate to
seven per cent and to ban sterling-finenced trade for uon-sterling
countriea, After World War II the use of the dollar ae vehicle
currency for international payments had Dbecome imcreasingly

i d and, to for the restrictions on sterling
credit, the Baok encoursged London-based banks to make greater uge of

dollars.
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Thirdly, & major factor behind the original expansion of the market
related to the deficits on the US balance of payments. The table
shows the US official reserve transactions balance between 1950 and
1970, ‘This measure is similar to changes in net gold and forelgn
exchange reserves recorded in the South African Reserve Bank
Quarterly Bulletin,

TABLE 3.1

UNITED STATES: OFFICIAL RESERVE TRANSACTIONS BALANCE

(& 3ilion)

YEAR
1930
1951
1953
1954 Average ~1,2
1955

* 1956
1957 i,1
1958 -2,7
1959 -2,7
1960 -3,4
1961 -1,4
1962 -2,7
1363 -1,9
1964 ~L,5
1965 ~1,3
1966 0,2
1967 =3,4
1968 1,6
1969 2,7
1970 -9,8

Source: Yeager, L.B. Internstional Monetary Relations : Theory,
History & Polley, Hsrper & Row, New York, 1976, pp. 570-1,

Frisdman pointed out thet US balance of payments deflcits could mot
be held responsible for the massive growth in the market, US
deficits amounted to less than $3 billion (on & liquidity basis) for
the five years up to 1968 whereas Furodollar deposits had totalled
$30 bi1lion.* However, it is noted that during the 1950s the US
ran deficits to fimance the reconstruction of Europe. The deficits
were created not on the US balance of trade which consistently showed
a surplus watil 1971 but on capital account owlng to long-term and
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short-term capital outflows. The dollar became widely used in trade
and international financlal trapsactioms., In 1958, other European
currencies became freely .convertible into dollary when the funetion
of the Buropean Payments Union lapsed. Convertibility meant that
private foreiguners could freely place their dollar balances where
they wished. Dollar-holders started to place their assets outalde
the US money wmwarket where interest rates on time deposits were
subject to ceilings, Eurobanks accepting these depesits offered more
attractive snd unrestricted interest wates, Thus the US dollar
deficits provided the initial supply of dollars which found their way
into the Ewrocurrency system.

London was the first major centre for Eurocurremcy activities. The
tachnical expertise and banking speclalisstion developed since hefore
the Gold Standard era equipped the City to take on the rapid
expaneion of the international money markets. Today, London is atiil
conducting a third of total PBurocurrency business, despite the
flourishing offshare bamking activities in other centres.

During ita early phase the system raceived ample support from
official and finaocial institutions. Central henks, treasuries and
international bodies depesited substantial sums in the market in the
formative years to take advantage of the more attractive ylelds
offered, For example, during 1360 and 1961 iaterest paid on 3-month
bank deposita in the US was 2,5 per cent sgainst 3,5 per cent or more
for Eurodollar deposlts.

The ra-depositing of funda in the Furocurrency market by official
institutrions was later to become a central element in the controversy
concerning the inflationary potential of the market, Thir is covered
in Chapter 5.

Eaxly Growth Phase - the Effect of US Coutrols

The early development of the Rurocurrency market was treated with
some suspicion. In the early 1960s Americane regarded Eurodollars as
'funny money' and dinterest outside Europe was only stimulated from
1966 when US banks became significantly involved., Given the
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phenomenal growth of the market over the past two decades, it is hard
to imagine that the system had small beginninga. Osear Altwea of the
IMF, one of the early analysts of the Eurodollar msrket, estimated
that total Eurodollar deposits amounted to $5 000m by the end of 1962
- whereas 20 years later at the end of 1982 total deposits were about
$1 650 000m.

Dufey & Giddy list three minimum prerequisites for the development of
an external dollar momey narket .’ Firstly, non-resident depoaitors
in the US shpuld be free to transfer thelr deposita out of the US.
This had been permitted since at least World War IXI. Secondly, banks
situated outside the US should be able to offer external depesits snd
loans at competitive rates in a comvenient location. As has already
been noted, this condition was satisfied by the support given by the
Bank of England to Eurobanka based in London from 1957. Thizdly,
there should be demand for external deposite and loans,

While the original of the market can be
sttributed to the liberalisatlion of exchange and capital eontrols in
Burope in the late 19508, the US attempt to stop the export of
capital in the 1960s gave the market a Ffurther boost because, in

effect, 1t led to the export to Furope of a portion of the US' money
market tastead. These restrictions satisfled the third conditlom for
the expangion of the market.

Eurcbanks alveady had & competitive advantage as a result of their
relative freedom from the costa and impediments of the regulatory
arrangements covering domestic bamking im the US. For instance, they
were not subject to reserve requirements or the pricing agreements
prevalent in the US banking eystem, An imporeant regulation that
stimulated the development of the Burodollar market wea Regulation Q,
under which the FPederal Reserve fixed maximum interest rates that
member banks could pay on time deposits. The existence of Regulation
Q meant that Eurobanks could attract dollar deposits by offering more
attractive rates. This was to have chaotic consaquences in the
Jatter half of the 1960s.

&
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The US capital controls programme during the 1960s provided further

*infant  industry' on  for The
Equalisation Tax (IET) enacted in 1964 had the effect of restraining
outflows of long-term capital from the US, The IET was augmented in
1965 by the Voluntary Foreign Credit Restraimt Programme (VFCR),
under whick US banks were ohiiged to lend abroad omly with funds
borrowed abroad. Thesme measures failed to halt the deteriorating
dollar situation and Jn 1968 the Federal Reserve was given the
authority to make the VFCR mandatory.

These attempta by the US to contrel capital outflows had the effect

of putting severe p on £l 1al markets h the
world, By the 1960s the US dollar had tisen to prominence as the
world's main vehicle currency for rrade both in cowmercial goods and
financial assets. As onal financial ary, the US
provided capital not oaly in the form of goods and services, but also

in the form of liquidity to a European market which required dollara
to finance capital formation and growth. :

Arguing that Europe needed dollars because European capital markets
were ‘narrower and lesa competitive than that of the US', Despres and
others maintained that if access to dollars were cut it would have a
dampening effect on Burcpean growth and a subsequent negative effact

on US exports, causing the US trade balance to deteriorate.(’

Despite this argument there was 1 ner

the large dollar balances building up outside the US relative to the
Us stock of international reserves, US wonetary authorities
attempted to minimixe the dollar 'overhang' by implementing controls
on dollar outflows. However, because there was still a need for
dollars internationally this merely led to further stimulation of the
unrestricted market for dollars - the Eurodollar market.

The effect of these comtrols wag a hift of business normslly
conducted by baoks within the US to offshore Eurobanks and many US
banka established branches in Eurobanking centres.
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The Eurodollar market grew cousiderably fester from 1965 onwarda.
Regulation Q made it unattractive for non-residents to hold US
dollara in the US when they could get higher rates in the Eurodollar
maxket. Purthermore, the restrictions on dollar outflowa forced

non-residents to turn to Burodollars for dollar funds.

US banks established branches in London, which was the centre of
Eurodollar activity, at a rapid rate. At the beginning of 1960 only
eight US banks had foreign branches. At the end of 1963 three groups
of banks together accounted for two-thirda of the currency buslness
undertaken in London: these were American (making up around 25 per
cent of the total), DBritish overseas and Comwmonwealth banks and
merchant banks.” By the end of the 1969 the relative share of US
branches had risen to 54 per cent, and by 1973 125 US banks had
foreign branches.® It is clear that forelgn branches of US banks
played & major role ir the developrent of the Burocurrency market.
Roughly speaking, US forelgn branch banks appear to have accounted
for perhaps as much as oune-half of the overall growth of Eurocurrency
activity.”

The ability of commercial banks to circumvent exchange controls was
an dmportant feature in the expansion of the market and led to many
innovations and techniques. It should also be meantioned that
toreiga-currency basking can be very lucrative for Eurobanks. As
long as the ionovating bank can add more to income than to expenses
by attracting this additional business, it 15 adding to 4ts TOTAL
profits - even 1f its profit margin is reduced,1® (However, there
is a poiat at which capital ratios “can restrict Burocurrency
buaineas). There have been times when the world's largest banks
relied to a major extent on international earnings to maintain
profits -~ in 1977, 82 per cent of Citlcorp's after-tax carnings arose
outside the Us.tt

Perhaps 1t should be saild here that, while the activities of the
Eurcbanks appeared to be at odds with the goals of the international
monetary authorities, particularly im the U$, the Rurobanks were
helping to fscllitate the workings of a rapidly developing system of
international trade. fThis system had been fostered im the first
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place by - the formulators of the Bretton Woods syatem.
Internationalisation and liberalisation of world economic eystems
were fundamentally .‘esirable. A necessary adjunct was an effictent
international modey market,

One specific period during the 1960s serves as an lllustration of the
conflicting interests of public and private sector motivatioms during
the transitiovary period leading up to the final demise of Bretton
Woods in 1971,

During the period 1968 and 1969 market interest rates in the US rose
abdve the ceiling rates on tiwe deposits (ceilings which were set by
Regulation Q). As domeatic NGDs became due onshors banks stTuggled
to replace them and turned to the Eurodollar market for funds. In
particular, they borrowed from their own offshore branches, These
Rurobanks, 1n turan, obtalned funds largely from short-term investora,
who in the absence of Regulation Q, might have placed their funds
directly with the head office banks in the US, This is & good
example of what is meant by the ‘export of the US banking aystem to
Europe’. The loaus by US branech banks to their head offices caused
interest rates on Eurcdollara to be bid up, thereby artracting dollar
deposits from the US. This ‘round-tripping' of dollare effectively
thwarted asttempts to control US domestiec banking activities,

This example illustrated the fact that the implementatfon of controis
to prohibit the growth of the external financial markets and thereby
to preserve this outdated system was self-defeating because it
ignored the fact that the external markets were necessary to the
{nereqsingly lotegrated world sconomic network,

US Current Account Peficits

On the basis of the US current account alone there was little sign of
a net flow of dollars to non~US holders. The U§ current sccount
averaged a deficit of ouly $2,8 billion annually between 1960 and
1967, There were considerable deflcits between 1968 and 1972 but by
then the Eurodollar market was well-established. However, there were
deficits on the overall balance of payments (the officlal reserves

f
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transactions balance) between 1950 and 1970 {see Table 3.1}, Net
ghort- gnd long-term capital outflows were sufficlently large to
produce an sanual average deficit of $1,3 billlon between 1950 and
1959 and $1,9 billion between 1960 end 1970. Hence, the rest of the
world built up clalms on the US over the perioed when the Eurodollar
market was taking shape. By 1959, these claims amounted to just
under §18 billion and rose steadily for the next 11 years to reach
$45,6 billion in 1970 (see Table 3.2).

TABLE 3.2

UNITED STATES : EXTERNAL LIABILITIES ($b)

10 ™
CENTRAL BANKS OTHER BANKS &
& GOVERNMENTS QTHER FOREXGNERS T0T8L
YEAR
1959 10,2 7,6 17,7
1960 1,1 7,6 18,7
1961 1,8 8,4 20,2
1962 12,9 8,4 2,3
1963 14,4 9,1 23,6
1984 15,8 1,1 26,9
1965 15,8 11,5 27,3
1966 1,9 14,2 29,1
1967 18,2 15,8 #,0
1968 17,3 19,4 36,7
1969 16,0 28,2 “,2
1970 23,8 21,8 45,6 oL

Source: International Financial Statistics, Yearbook, 1982, p. 465. ;
The question is whether US deficlts as recorded on an officlal

reserve tramsactions basis weras necessary to underpin the continuing .
growth of the market. Certainly, the deffcite were a prerequisite ’
for the initial development of the market., The dollars had to come

from the US in the first place and onece dollar balances had built up
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in Europe, BEuropean currencies became convertible which meant that
European residents could hold dollars rather than be forced to
convert thelr holdings immediately inte local currency. However,
dollar claims by non-residents did not have to be held as
Burodollare. In perticular, assets issued in the US irself could be
purchased,

However, it was not necessary for US balance of payments deficits to
continve for the EFurodollar market to gzrow. The Euromarkets weze
free of controls such as liquidity and reserve requirementd, ceilings
on deposit rates etc, Once exchange sad capltal controls im Europe
had been vreduced (relative to pre~1958 conditions of mnon~
convertidbility, for BEuropesn curvencies), the reaulting international
competition for more efficient and cheaper banking operations caused

the Euromarkets to thrive.

Banks were attracted into the external markets because the absence of
controls meant that they could operate on narzower borrowing and
lendiug margins, Depositors were attracted to Eurabanks because rhey
eould recelve higher ylelds on their dollar assets than they could in
the US snd could borrow dollars more cheaply. The markers expanded

as more and mere potential participsnts became aware of the benefits.

1t is possible that the sharp increase in the numbar of US bauks that
established offshore branches during the 1960s may have occurred even
without the US capital comtrols programme. The proxiumity of the
Euromarkets to the large and growing Eutopean ac’onomiea and the
attraction of additional profits may on their own have been a
sufficlent spur, However, the capital controls programme certainly
added to the incentive,

3.5 Size

Although the Eurocurrency mavket is very large it is by uo meaus the
only component of total bank lending in international markets,
from the markets are losms by Eurobanks to

1d in the & 4 of the banks' location. This

type of lending contributed 32 per cent of gross internationsl bank

T —
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lending in 1982 according to Bank for International Sertlements (BIS)
estimates.

However, we are coancerned with forveips cuvrency lending for which
theTe are traditlonally two types of estimates of the pize - the
gross size and the net size. The basic difference between the two is
that, broadly speaking, interbank Burocurrency deposits ave iacluded
in the estimates of gross size and excluded in the estimates of net
size.

Before discussing the estimaten of the size of the market it should
also be noted that there can be a considerable discrepancy between
the total asaets and, the total 1lilabilitles of the Eurocurrency
markets. For example, in 1982 the BIS estimatea of gross
Eurocurreacy assets were $1 150 billion and gross liabilities, $1 249
blilion, a difference of unearly $100 billion or 9 per cent of
assets. This net debtor position of Eurobanks built up particularly
after 1978 and was reliated to the banks' role in financing Furopean
reportiug countries' oil-induced balance of payments deflcits.’?
Conversely over the same period domestic US banks’ external claims
conglderably exceeded thelr external lisbilities reflecting the
worldwide net demand for US dollar financing.

3,5.1 Batimates of Size

Two sources have traditionally been used for estimating the
wize of the Eurocurremcy markets ~ the Bank for International
Settlements and the Morgan Guaranty Truat Company of New York.

3,5.2 BIS Estimates

(a) Gross Size

- BIS estimates of the gross size are taken from the
reported externsl positicna of bauks im the Group of Ten
countries evcluding the US (Belgium, Juxemborg, Canada,
France, Germany, Italy, Japan, Netherlancds, Swedem, and the
UK) plus Switzerland plus the branches of US banks in five

o - PI—
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offshore centres: the Bahkamas, the Cayman Islands, Panama,
Hoag Koug, and Singapore. In addition it makes an estimate

for non-reporting banks in offshore centres.

Net Size

The estimate of the nmer size excludes interbank positions
between reporting banks in the so-called 'inside area',
i.e, positiona between banks within the reporting area.

Positioas vis-a-vis banks in the ‘'outside area', {.e.
outside the reporting ares, are inmcluded in the estimate of
net pize. The ratlonale for including positions vis-a~vie
the outside area 1s as follows: ‘Business of the reporting
bauks with outside area banks sud non-banks can be
amalgamated aince the lecal banks are generally just acting
as a chanpel between the reporting area banks and the loeal
economies., On the other hand business among inside area
banks will be inflated by transactions among banks as they
intermediate between the original supplier and the final
user. The BIS therefore makes an estimate of the net size
+sey in which transactions among banks in the pain
financial and offshore centres are metted out ..,'>3

Double-counting (inside area bank redepositing) 1s netted
out becsuse the net size s an sttempt to ldentlfy the
non~bank  sources and uses of Frvocurremcy funds.
Redepositing within the Eurobanking system 1s merely a
process of latermediatfon which enables the banks to
allocate original deposits more efficiently and to increase
the market's flexibility. In fact, more transactions aceur
between banka within the market than between hanks and
banks or mon-banks outside the merket.

However, apart from imcluding positions to outside area
banks, the BIS net size alao fncludes other interbank
deposits, Firstly, Eurobanks' foreign currency loans to
inside area banks are included 1f they are switched into

PR
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domestic currency or are .sed for direct foreign currency
ioans to domestic customers, Secondly, foreign currency
loans to banks in the country of the currency loaned are
also included. However, working balances for Eurocurrency
operatious are excluded.

These excepiions to the rule of netting out interbanit
Tedepogiting oceuxr because it is assumed that the borrowing
banks ‘obtain the funds mainly for domestie purposes and
not for re-lending to ather banks 4n the yeportisg
area,14

Morgan Guaranty Trust Company Estimtesls

When the BIS fizat started pubiishing eatimstes of the size of
the Eurocurrency market It omltted all non~Buropean
Eurogurrency busimesa, This led trhe Morgan Guaranty Trust
Company (MGT), a New York bank, to publish its own, broader
edtimates. Although the BIS have theen

derably the MGT e aro still more broadly based
than, 1f not as detailed as, the BIS eatimates. However, both
sets of eotlmates follow the same primciple in separating the
gross from the net size of the marks:.

{a) Grosa Size

The MGT gross size consiste of the total forelgn currency
1liabilities of banks in the ‘majus warket centres'. In
addition to the Group of Ten countries and Switzerland, MGT
includes three other European countries not included in the
BIS figures - Austria, Denmark, and JIreland. As for
offehore centres, it includes the five used in the BIS
estimates and alse Bahrain. Furthermore, apart from the
Bahsmaa and the Cayman Islands data for w.,n-US branches in
offuhore centres are included. .

.
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(b) Net Size

The MGT estimstes of net size are derived by netting out
interbank redepositing within the entire market ared.
Since the market ares in the MGT estimates 1s greater tham
the inslde arvea in the BIS estimetes the absolute value of
deposits netted out is greater than for the BIS figure for
double~counting. However, basically the same exceptions
that apply to netting out interbank redepositing in the BIS
egtimates spply in the MGT estimates. As with the BIS, ¥6T
attempts to distinguish the banks' roles as original
suppliers or end users of Burocurrency funds from their

Tole &5 intermediaries.

3.5.4 Comparisons with National Money Supplies

The MGT estimate of the net size of the market 13 nok directly
comparable with national woney supply statistics because even
the npet estimate lIncludes a substantial element of bank
redepositing, National momey supply figures normally exclude
all interbank deposits. MGT notes that a large proportion of
the net liabilities aize of the market has a counterpart
already counted in domestic mometary totals., This counterpazt
includes domeatic currency funds that banks within the market
area either gwitch into fureign currencles or place directly in
the Euyrocurvency market; also it iacludes Ffunds supplied by
banks outeide the market area, such as dollars which are placed
in the Buromarket by banks located in the US. Even some of the
funds deposited by central banke have a domestic liability
counterpart which 1s included in 8 vetional money supply
aggregate. Once this overlap of liablities is elimivated only
what MGT calle the 'net, met' size of the market remains, The
net, net asize of the market consisting of liabilities to
non-banke (defined by MGT as corporations, 1individuals, and
non-bank finanglal instigutions) is shown in Table 3.3,




TABLE 3.3

NET, WET S22 OF THE EUROCURRENCY MARKET

JBAR $ BILLION GROWTH (%)
1970 30 -
1971 30 0
1972 35 17
1973 55 57
1974 80 60
1975 90 13
1976 115 28
1977 135 17
1978 174 2
1579 245 4
1980 327 33
1981 428 3
1982 474 1
1983 527 1

Source: World PRinancial Markets, Morgan Guaranty Trust Co., New

York, various issues,

At the end of 1983 the net, net size of the Eurocurremey market
was $527 billfon, compared to only $30 billfon at the end of
1970, This represents an average annual compound growth rate
af 25 per cent.

As the dollar makes up the largest proporticm of gross
Eurocurreuncy liabilities (80 per cent in 1983) it is useful to
compare the net, net aize of the wmarket with US money supply
atatletics. There have been a number of changes in the S
monetary authorities’ definition of the domestlc money stock in
recent years but & reasonably comsistent series cam be
derived. An  demand depoaits are not offered 4in the
Burocurrency markets ML has been excluded from 21l the US money
stock statistlcs used in the comparison, Up until 1977 US M5
(minua M1) is taken to be the relevant mouney etock statistic
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end thereafter M3 (minus M1) is used. This 18 because the new
M3 gerles after 1977 bears a strong resemblance to the old M5
which was discontinued.

¥While it 1s eclear from Table 3.4 that the Furocurrency market

net, =net size is stlll substantially smaller than the

couparable US money stock, the ratis indicates that it has

grown substantially faster than this measure of the US wmoney

supply during the past decade. It shows that the relative

competitiveness of Rurocurvenmcy imetruments has drawn an
share of L non-baok deposits.

TABLE 3.4

RATIO: NET, NET SIZE TQ US MONEY STOCK

Eurocurrency
U.S. MONEY SYOCK (unadjuated)($b) Market
s 3 Ml Difference Net Size Ratio 1
892 - 263 629 35 6
986 - 279 707 55 8
1074 - 292 782 80 8
1178 - 304 874 90 10
1321 - 323 998 115 12
1453 - 348 1105 135 12
- 1638 373 1265 174 14
- 1766 399 1367 245 18
- 1996 425 1571 327 2
- 2243 452 1791 428 2
- 2467 492 1975 474 24
- 2714 538 2176 527 25

1) US money stock measures - various lssues of Federal Reserve
Bulletin, Board of Governors of the Federal Reserve System,
Weshington, D.C. ’

2) Eurocurrency measure =~ various issues of World I'wamelal
Markets, Morgan Guarauty Trust Co., New York._m-
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It ghould be noted that & measurs of the US money stock alene
18 an insufficlent compsrison and that similar money stock

in other tries whose
market should be added. This would reduce considerably the

es are traded in trhe

ratic of Furocurrencles to comparable domestic money supplies
but would not conceal the fact that Burodeposits have grown
very rapidly,

In comclusion it can be stated that the net, net Eurocurrency
market is still substantially emaller than the comparsble U8,
and  especially a broader international, womey stock.
Nevertheleas, it has grown st a markedly more rapld rate than
either since the early 1970s.

3.6 Location

Toundon is the wmost Ilmportant centre of Eurocurrency business.
Figures for September 1982 show that London's share of gross
Burocurrency lending was 35 per cent, slightly higher than the 32 per
cent in September 1980 and the 33 per cenr in September 198316
Unfortunately the table from which these figures are dexived does not
in all cases out  from Euro busi the item
'domestic currency lending te non-residents' which 1s by definition
excluded from the wmarket, However, ir is apparent that no other
single centre has obtained more than 10 per cemt of the market with
Japan, Prance end the Babamae sharing the next three places after
Loodon,

These market share statistics appesr to be broadly cosfirmed by
earlier numbers produced by MGT on grose Eurccurrency lisbilitles as
at June 1978.17 London's share was put at 34 per cent, France's at
8 per cent, Japan's at 6 per ceat, &nd the Bahawas and the Cayman
Islands combined at 12 per ceat, In other words no single centre had
significantly more thsa L0 per cent apart from London,

Yat eariier fipures from the Banker magazine showed that at the end
of 1976, London had a 36 per cent share of the gross extersal forveign

[
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currency assets of all banks in the Buropean reporting area plus US
bank branches in the Caribbesn end Far Rast.’8 Offshore centres in
the Caribbean and Far East had a 20 per cent share, Belglum~
Laxembourg 13 per cent, and France 12 per cent.

It ie¢ clear that London #till is the pre-eminent Furocurrency
centre. In 1982 there were 379 foreign banks directly represented
(ie through a representative office, branch, or subsidiacy) and 70
indirectly represented (de through a steke in a joint veature or
consortium bank) din Dmdan.lg This was nearly double the
represestation only 10 years before. The leagest-atanding and
largest South Africau bank represented in London 1s Nedbank which
started operstions {o 1906,

London's emergence am the wajor cestre of the market wes partly
traditional. In the days when sterling was the vworld's key currency,
many forelgn benks established vanches in the city for trade
financing and other forelgn exchange purposes, Qut of the
long ding i of London-based bankers has developed a

1 deatd snd  brok metwork. A level of

. expertise and technical efficiency has been attaived which continues

to attract a clieatdle seeklog the benefits of rapld, cheap and
efficient services,

The combimation of capltal and banking controls iz the US and &
atance of 'benevolent neutrality' by the Bask of Bugland contributed

much to Loudon's popularity with Burouwarheteers. Although it hss ~

restricted sterling activity at times the bank plays no active part
in the market for foreigh currency depaaits snd has left it to the
initiative of private individuals to regrlate aid adapt the systew,

The development of offshore buuking centres outside Europe has baen
marked during the 1970s. Thers are two types of offshore centre.
Pixstly, a ‘satellite’, ouch as Simgapore, which is regarded as being
the birthplace of the 'Astedollar market'. This provides a aservice
to its geographical ares. Satellite ceatres employ highly-trained
gtaff, operate an ioterbank warket, and offer reduced tranaactions
coats to customers because of their famillarity with the pecullasr

Fom
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requivements of the region, Secondly, 'shells' have flourished in
places 1like the C(aymans and the Bahamas as tax bhavens for
intexnational banks. A shell is likely to consist of no more than a
brass plate and a single office, a telephons and a skeleton staff.

The emergence of Nassau, in the Bahamas, in the early 19608 as an
international investment centre resulted initially from attempts to
rastrict forelgn lending by US banks, Attracted by the favourable
tax structure, excellent communications, political stability and
lower operating costs, many of these banks opened Bahamign braaches
to facilivate their Eurocurrency activities, The trend accelerated
in 1969 when the Pederal Reserve Board began approving shell branches
abroad as a way of giving smaller US banks access to the Eurocurrency
market,

3.6,1 International Baaka seslitles

Recently a major development has taken place in the US
financial wmarkets with the establishment of International
panking Facilities (IBFs) 4in New York and seventeen othex
sgtares. By September 1982 ~ less than a year after the system
came into being ~ nearly 400 banking inmstitutions, including U3
banks and US branches of foreign banks, had estabiished IBFs
with three-quarters of the assete concantrated in New York, 20

The idea behind the IBF was the desire on the part of the US
banking system to increase ite international competitiveness
after move than two decades of losing ground to Eurocurrescy
bauking centres, An JIBF 1s no wore than a set of asset and
13ability osccounts segregated on the books of a (paremt)
banking otgunizat;loﬂ.21 The Federal Reserve Bosrd has
crested a regulatory environment such that IBFs are not subject
te reserve requirements, interest rate cedlings, or the
dnsurance c-verage and assessmenta lmposed by the U5 Federal
Deposit Imsurapce Corporation (FDIC), In addition a number of
gtates have granted favourable tax treatment for IBF operations.

[
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I8F8 are able to carry on deposit and loan husiness with
foreign pesidents and the Board imposed a number of 1llmitations
on IBF activities to prevent them conducting buslness with US
residents.

The question arises whether IBF centres are to be included when
caleulating the size of the Burocurrency markets. The f£irst
point about IBFs is that they do not comply with the strict
definition of a Burocurrency market for the reason that dollars
comprise 97 to 98 per cest of IBF business. However, IRF
business is distinct from domestlic US banking activity and
figures show that a considersble amount of the business
originally booked by US b s through their ‘shells’ operating
in the Behamse and the Ceymgn Islands hae been shifted to

IBFs, Thus although the IBF system is sltuated ’omshore' the

regulatory enviremment is similar to that in the Eurocurrency
centres.

IBFs may not lend to domeetic US resldents as may bank branches
in other Eurocurremcy centres snd IBFs may not issue negatlable
instruments which constitute a major source of Ffunde in some
offghore centres, particularly lomdoa. While the wmaturity
gtructure of IBF deposits {a similaxr to that 1in the
Burocurrency markets (ie typlcsl maturities are between ome and
three months) the bulk of liabilities consist of injerbank and
i b € 33 and the base 18 quite
amall, The iaterest rates paynble on IBF deposits have fitred
‘almost exactly into the geueral worldwide pattern of

Eurowmarket activity’ .22

It sppears that a strong case can be made out for imcluding IBF
busineas in the gross estimates of tha §ize of the Rurocurrency
market, As of September 1982 total IBF liabilities amounted to
$136 billion ox 7 per cent of the WT gross size estimate.
There is, moreover, potentisl for growth in IBF activity, New
York plays a plvotal vole in VS finance and banking, and the
dollar 1s the in the markats,
Much of the international leading to non~banks 1s done by US

e
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banks because of thefr sheer size and the huge Ffunding base
available to them., While the IBFe have not to date attracted
much neu busisess (most IBP buainess has heen shifted from
established centres) ir 1s true to say that 'in the long~term,
IBFs have the potential to become a aignificant centre in

Buromarket setivity' ,23

Currencies

From the start che Purodollar has been the dominant
Eurocurrency. There wae a perlod during the late 18708 (see
Tabie 3.5) whea it was thought that the dollar's dominance
would decline relative to other ‘atrouger’ curvencies such as
the Deutschmark but this has appeated to be unfounded,
especially since the surge fo the value of the dellar which
followed from tight US motetary policy under Federal Reserve
Board Chairman, Paul Volcker, Altman's analysis of the market
in the early 1960s showed that in London snd Canada the market
for foreign currency deposits was almost exclusively made and
denominated in dollars. 48 for the furelgn currency markets in
Paris, Germany and Iraly, the dollar component wss around
two-thirde or more.
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TABLE 3.3

EURODOLLARS AS A YERCENTAGE OF GROSS LIABILITIES

IN ALL EUROCURRENCIES

L}

1973 74

1374 76

1975 78

1976 80

1977 76

1978 74

1979 72

1980 75

1981 78

1982 79

1983 80
Source: World Fi.dncial Markets, Morgan GQuaranty Trust Co., New -
York, varlous issues, oo,

Table 3.6 shows the recent of the

of the market by the BIS, The BIS figures are for total
foreign currency positions of banks in the 12 reporting
Buropean countries while the MGT figure gives the US dollar
component in the gross size of the market,
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TABLE 3.6
CURRENCY BREAKDOWN

318 {2) ¥er ()
~—~ total llabilities -

£ m o & ¥ $

1877 70 17 % 2 1 76

y 1978 68 18 5 2 74

- . 1979 66 1g 6 2 2 72

" 1580 69 16 7 3 1 5

’ 1981 7 13 8 2 2 78
1982 Comparable table not avallable.

Source: Bank for Internatlonal Settlements, Anmual Repott,

5 8 various issues.
o i
. ;
B 3.7 Sources fe
T Funds placed in the Eurocurrency marketa have origimated from various I
i

sources, the four gost importent of which are central banks,
1 banka, non-banks and onal agencles,

3.7.1 Central Banke

R During the warket's eerly phase central banks were the most
w i
L important source of funds, It waa estimated thar two~thirde of !
g 1) the foreign funds dn centres in 1962 ; !

were owned by central banks and monetary m\rhcz-,u:ies.25 The
proportion of ceutral banks' holdings declined during the 1960s
o but the shgolute amount continued to grow. These depoaltaora 1
5 were encouraged by the higher ylelds and liquidity offered Jor
ghort-rerm money by the market.

T In 1971 the Group of Ten agreed not to increase the volume of 7
] funds they invested in the market. However, official deposits
’ continued espeoislly when the huge surpluses which accumulated
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in the OPEC countries induced the latter to make large-scale i

new official placements after 1973, Likewise, after the second \\\
oil erisls OPEC countries mcde pignificant deposits in the i\)
market, FPor exsmple, in 1980 the most important expansionary
factor in the luternational bankimg sector were identified new
depodits of OPEC countries amounting to $42 biliton. 26 ‘
Anather important source of deposits after the first oil erisis {
were the non-oil developlng countries. For exsuple, forelgn ‘r
currency deposits of Latin American countries with reporting J
European bamks amousted to only $4,8 billion in 1971, By 1982
depogite by Latin American countries had risen to $37 !
biition.?’ !

3.7.2 Commercis) Banke

The contribution of commercial banks as 'original aource' (fe i
excluding double-countiug) suppliers of Eurocurrency funds has 'AX
remained a aigaficant proportion of rhe total since the early
stages of the market., Over the full perfod of development,
this has probably been the most imp aource, positing
of ta  between W should be excluded from

estimates, the source belng identified as the placement in the
Eurocurreacy mavket of funds recelved in domeatic markets. The
geographfeal sources of commercial flows to the market cam vary
dramstically. For exsmple, ia 1983 US banks switched from
being majer pet suppliers to belng large net takers of new

funds,

4.7.3 Non-banks

Insurance compsules, mutual fund operations, wulti-pational
companies and individuals have been Amportant contributors of
funds. Indeed, corporations vied with central banks as the
predominant source of funds during the 1360s. These groups are
particularly influenced by isteXest rate Incentives. In the .
past, non-bank sources within the Ruropesn reporting area have i

been particularly important generators of funds, However, in
1981 there was 2 shatp accelerarion frem $10 to $31 billion in 4




3.8 Ysers

There

49

new international bank deposlts by US non-banks, This
reflected the growing role of US wmutual funds as Eurocurrency
depcsitors.z

Internationsl Agencles

The BIS and the World Bank as well as other international
agencies have coatributed to Ewrodollar sources. Deposits by
the trustees of Swiss trustee accounts also make up 2

no! ble of total deposits.

are in the market and they are

discusped here under three headings: public sector borrowsrs, private
sector (financial) and private sector (non-bank) borrowers.

3.8.1

Pubiic Sector

Included {o  this category are loans to governments,
corporations recelving government backing, municipalities,
local. authorities aod nationalised industries, Official
borrowers have taken over 70 per cent of Euroccurrency credits
in recent yesrs ansd a good indication of this tendency can be
gaiged from scanning the publicised Eurocurrency credit lists
published in various sources such as Buromoney and MGT's World
Financial Markers.

Raising losus from forelgn gources is an alternative to
taxation and reduces competition with the private ssctor in the
domestic capital market, Government-backed bhorrowers have
traditionally been in a more favoured risk category thaa
private sector borrowera ia the Furocredit market, although
their atatus ham suffered in recent years owing to the
eacalation of developing country debt problems.

Public gnctor borrowing may be for project fimance, to increase
foveiga currency Teserves, to finance balance of payments
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deficits, or for bridging and liquidity finance. Government-
backed loans to corperations are a majoxr element 1n project
financing and many Eypes of loan have beea developed {n this
fleld.

Certain factors have stimulated demand from developing
couatries. The relarive stagnation in the flow of official
development asgistance in the 1970a has resulted 4n an
incredsed demand for other wmesns of flnancing.’? In recemt
years, moreover, there has been recourse by lesa developed
countries to the markets to finance oil-induced current account
defleits,

3.8.2 Private Sector (Financial)

Financial institutions such as Insurance companies and special
credit imstitutions created to chapnel finance for economic
development are wusers of Eurodollars. fowever, the most
important private sector demand for funds comes from commercial
banks,

Banks bovrow Eurodollars for various teasona, Firstly, they
can mgke a quieck turu by uedoing the transaction again at the
earliest opportunity st a more favourable rate (the profit
margin i often 1/4 per cent or less)., Secondly, they may
borrow Ffor reagong of prestige - to retain prominence in
compatitive cond’.tions, Thirdly, they may engage in interest
arbirrage. Fourthly, they finance forelign trade with the afd
of Eurocurrency credits. FLithly, they may swap Eurocurrency
twils  into  domestic  currency. Sixthly, <hev may use
Eurocurrency funds to  finance domestic business eycle
upawings. 1 '

It should be noted here that activities such as foreign

exchange trangactions are nrot striccly Burecurrency
transactions. They are frequeatly conducted between banks

which are not Algo,

Aons in the
interbank market, while crucial for the efficfent ogeration of

il
|
1
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the market, are counted dlfferently from transactions where
Eurocurrencle: are switched into domestic currescles for

on-lending,

3.8.3 Private Sector (Non-bauks)

Initially Rurodollars were extensively used for trade finance.
After controls on capltal exports from the US were imposed from
1865, US multi-national corporations in particular were able to
maintain their rapld development without sggravating US balance
of bl by g in the Cost has
been an important factor for corporations as well as the range

of borrowing imstruments and availability of currencles.

Corporations have not always been free to borrow in the
market, One prime example of restrictions placed by the
authorities on borrowing was the German 'bardept' of 1971-72
where domestic borrowers were forced to place 40 per cent of
Eurocurreacy loans into an interest~free account with the
Bundesbank.

3.9 Qperation

As the market has expanded more and better quality iuformation has
become available, and a considerable division of labour has taken

place, ‘The market has a d onal such as
brokers and specialists in various market segments. The large and
varied number of participants has increased the complexity involved
in patching borrower and lender, and the banks have developed s
highly sophisticated communications network to apeed up the exchange
process. Tragnsactions are for large amounts and are unencumbered by

the {etd and  provi which trangactions in
domestic markets. For example, Euroloan agreements are characterised
by 8 striking absence of restrictive covenants, such as ratic limits,
dividend reatrictions, interest coverages and net worth provisions
because of the more competitive conditions in the mﬂtket.32

s A B
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The Hurocurrency market also differs from domestic credit warkete in
that it offers a broader range of facilities, The international
money market is simultaneously an intarbank market, a market where
governments railse funds and 4 lending and deposit matket for
<:cu'pm:atimm.33 Usually 4in domestic markets these variour
borrowitg and lending functione are more compartmentalieed,

3.9.1 The Interbank Market

The difference between the grows and aet size of the market
indicates that many of the transactions take place between
Eurobanks. A large proportion of the balance sheet of a
typical Eurcbank cousists of liabilities to and claims on other
Burobanks. The core of this interbark market consists of a
group of large, well-known and roppected internationsl banking
corporatione with Ainterbank tremsactions taking place om a
‘vame* basis through the medium of unsecured credits, This
procedure greatly enhances the flexibility with which Eurobanks
manage their assets and liabilities. Under normal conditions
the breadth and depth of the interbank market enable the banks
to extend credit for the maturities and in the currencies that
are best sulted to their overall portfolios.

This market {s, in essence, a money mazket for short-term
deposita among banks is which'most of the transactions are in
US dollara. If a bauk does not heve an immediate demand fxom
an end-user for dollars deposited with it, it will seek to lend
the deposit to a bank which does have a loan opportunity. In
practice a relatively amsll proportion of Burobanks attracts
the bulk of original Eurodeposits snd the baiance draws on the
interbank market to fund loans,

Apart from serving as a source and outlet for funds the market

also a vital on-tranamitting role, A

al P on of trading occurs because it
glves participating banks & feel for the market trends relating
to rate and rate s liquidity £lows

etc. Interbank margins are very narrow (say 1/32 of one per

o PR, VU

4




3.9.2

53

ceat) and so interbank trading provides a relatively cheep and
rapld way of picking up information about supply and demand,
Interbank trading also satisfies the need of participants to
appear active iIn the merket. It is easler for a recognised
name to raise funds at short notice or be invited to

participate io a syndicated credit.“

Loaug

'The most typlcal form of Euro-lending iz the revolving cvedic
at a floating interest tste'.” Floating rate loams are for
a commitment period of up to 12 years with & resewal period of
8ix months on average. By negotiating the interest rate on the
loan regularly the bank can, to @ certain extent, protect

itself from interest rate fluctuatioms.

Credits of $500m and more are mot uncommon, and are aeldom less
than $10m. The average slze of a loan is around $100m.3
The advantage to the borrower of a revolving credit is the
option to use the loan as a line of credit, ie he may delay the
draw down of the loan and may also delay rollovers and
renewals. This atand-by facility ia offured agalnst payment of
a commitment commission (up to 1/2 of one per cent) on the
unused portion of the loan, The draw down perled in usually
1limited to 18 months.

Interest rate spreads are based on the London Interbank Offered
Rate (LIBOR) for the currenev involved and range from & premium
of 1/2 to as much as three per ceut for both corporate and
public borrowers, with the median being somewhere between one
and two per cemt. LIBOR ls the rate at which a group of Lonrdon
Burobanks offer funds for deposit in the interssnk market.

A further faeility which benefits the borrower is the
multicurrency option which gives the borrower the cholce of
drawing funds denominsted in ome or more stipulated
currencies. On Interest renewal dates the borrower may request
a change in the currency of deuomination of the loam. JIf the

. P Y
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facility wae originally expressed in dollars and the borrower
switches to another currency he {s required to pay the dollax
equivalent in the alternative currency on maturity of the loan.

Repayment of locans is elther im lump~sum (balloon repayments)
or may, in the case of longer term credits, be by way of
aaortisation schedules. [Early repaymsent can be audject to a
pemaley.

Borzowers are usually responsible for addliticnal costs such as
legal fees, or the ilmposition of resarve requirements and
withholding taxes both in the preseat and in the Ffuture. In
general, Eurocredits are issued without collatera) and
pronisgsory unotes of a wmaturity colneiding with the renewal
period are usually sufficient,

In the event of a rollover being impossible owing to particular
currencies  being  unavailable, the loan  becomes  due
immedlately. This also applies when the interest rate becomea
unacceptable to the borrower. In thim case, once the loan has
been redeemed, the faeiliby can 4131l be held available to the
borrower against a commitment fee.

Many EBurocredits are publicised by wmeans of 'tombstones'
indieating the banky involved, However, publicised credits
certainly understate the total. Ia particular, the consensus
appears to be the publicised Rurocredits understate by 50 per
cent or more the uctual volume of credit extended by Eurobanks
to the developing countriea. 3’ Wi developing countries
taking up an average of 43 per cent of publicised Eurocurrency
credit between 1980 and 1983 (see Table 3.7) it 48 possible
that the total new publicised ccedits understate the sctual
total by as much ug 25 per cenmt,
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TABLE 3.7
|
PUBLICISED RUROCURRENCY BANK CREDIVS ($ MILLION) |
I
1980 1981 1982 1983 :
Industrial countries 39 100 86 022 42 571 38 742 \
. Developing countries 35 054 45 264 41 519 32 937 |
alr Centrally plammed countries 2 809 1791 765 1212 \i
v Othex 429 302 160 1323 i
‘x
TOTAL 77 392 133379 85015 76 212 b
5 la
Sourve:  Worid FPinancial Marketa, Motgen Guaranty Trust Co., New
York, various issues. LT
‘ i The emergence of the Buromarkets stimulated large-scale participation |
e by US banka ia the externsl currency business .especially from London
. basea. Today, US banks lead the field as lead wmanagers for
[ Eurceredit syndication which is now the wmost favoured techmique for
3 waking loapa. 4 syndicate i1s a highly structured group of fiuancial

inptitutions, formed by & manager or a group of co-managers that
lends funds »n common conditions to a bnttwe!.sa

An extension of the syndication concept has been the Formation of the
multi~national congortium bank, neatly described as ‘a2 cross betwsen
a behemoth and s centipede footloose In many ::cuml:z:ieah39 Thege
copsortia, the f£irst of which =~ Midland and International Banks
Limited ~ was set up in 1964, also participate in loan syndicatiose
ot as the individual banke consrituting the »apsortia, but a3 a
single banking conglomerate.

Syndication emerged in respomse to the need of banks to diversify
owing to the large sums, and hence risks, involved in international
lending, and the increasing exposure to specific borrowers, By
lepding in syndicates, individual banka cen limit their loan exposure

to narticular cllieats to wanagesble proportiona. IThis joint lending
system 1s based on the relationship between the lead manager bank
which solicits the underwriting support of participating banks. The

LCTU SRR
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lead bank 1s generally in a position by virtue of its experience and
knowledge of the borrower's requirements to conclude rapid
vegotiations for the setting up and distribution of the loan, The
borrowar obtains a commitment, against & fee, that the syndicate
manager will place rhe paper at the best conditi.ns obtainabie or

its ghare y. The ‘'front-end' ayndication fees

range from 1/2 to three per cent, Of these fees, certain percentages
are 'glven-up' to participant banks which commit funds.

The lead bank 1s responsible for correctly processing the mechanlce
of the loan. Syndication way be initiated on a 'broadeast' or
'straight' basis. The broadcast method iuvolves telexing prospective
particlpants with an invitation to join in and %s the method usually
adopred for straight-forward syndicatiens. The straight basis is a
more discreet method whereby the loan is mede from the outset by a
group of banks selected by the managing bank. Finally, the agent
bank which may or may not be the lead bank, 18 responsible for
administering interest payments, amortisation, legal maiters, default
and so forth,

Apart from risk-spreading, the syndication offers a Dblend of
technical facllities which eunhance the information transmitting
process. Syndicetion has developed in such a way that the forelgn
desks of commercial banks have taken on the role usually reserved for
investment banks in a domestic setting. An investwent hank is 'an
institution that specialises in buying and selling of large blocks of
securities (as mnew Lssues) and in raising funds for capital
expansion'.l'o Since the oommercial banks are the ultimate source
of the bulk of funds, the merging of investment and commercial skills

is a devel t which 8 istic of the market,

3.9.3 Deposizs

The Eurodollar market “ * natural deposit base. It has no
atable level of de- . as is guaranteed to banks in a
domestic meney ma.. mark of good liability management
of a Eurobank ls the . ..y to attract and retaln fuads at as

low a coat as possible, andt to earn as high as possible a




57

return on aspets, ineluding reserve balances. This wust be
done by maintaining interbank Ilines apd fFacilities and by
offering deposit 1iabilities that have a sulfficiently
attractive combloation of yield, liguidity, and safety to druw

funds from competing financial institutiono and markets .4t

The majority of deposita ave time deposite and the maturity
ranges betweep seven days and six months, Most deposits have &
maturity of between one and three wouths, Cheques are not used
in the aystem.

The first Eurodollar Certificates of Deposit were lntroduced in
June 1966 by the First National City Bank of New York., These
deposits are salesbla before maturity and a successful
secondary market has developed, especially in ILondon, The
additional 1iquidity of these deposits enables banks to offer
interest rates slightly below (about 1,8 per ceat) those
offered on regular time deposies.”‘z They are igsued in 'tap'
form or in ‘tranche' forw, Tap (Ds are the most common and are
issued in single amounts (say, $1 million) whenever a bank
requirea a particular quantity of funds for a particular
maturity. Tranche Cbs, unlike tap CDs are managed isaues,
offered For sale to the public in a fashlon analogous to a
gecurities lepve, They ave usually for larger amounts than tap
CDs but ara denominated in smaller 'tranches' or slices (say
$10 000), Trznvie. Cps are more maxrketable than tap CDs,
becauge they ave taken up on behalf of a varlety of fiduciary

clients in zmall zmounts.

A further developusn: has been the floating rate CD (FRCD)
which developed as a4 combination of the Burodollar CD and the
floating rate note (FRN) which wae conceived in 1870, 'the FRN
was a 'grey market® ipstrument enabling corporate borrowers to
tap non-bank Inveatment pources at times of high intereat
ratea, giving the borrower the opportunity to avold a fized
rate. $ince 1975 majoxr banks have also tapped the FRN macket
eapeclally for large famsues, The advantage ia a guaranteed
intereat gpread above LIBOR 4t a fixed maturity usually at more
favourable rates than on an equivalent fixed rate deposit.
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The development of CDg in other Furocurrencies has not been
achieved and until recently has not been encouraged by monetary

authorities. #

3,10 purocurrency Interest Rates

° Burobanks are not obliged to hold minimum contingeney balances, :
winiwum Jiquid assets or cash regerves, nor are they bound to ¢

interest rate or credit cellings. The absence of these controls -
B enables the banks to offer more competitive yields on both deposits
and loans than their domestic counterpsrts. |

Although Eurobanks offer a wide variety of facilitles, the most
important slngle element behind their sustained growth has been this

B yleld differential. Depositors of Euvocurrzencies have zequired a
yleld premium to compensate them for the greater risk which they
'regard as attaching to deposits in imstitutions with which they are !
. a3 yet relatively unfamiliar'.’d Afthough familtarity with the i
‘,b Buromarkets has grown rapidly sisce thedr inception there is still a
1 T natural reluctance to place funds with offohore tentres rather than

domestic banks without the incentive of & small premium,

Graph 3.1 shows that between 1977 and 1983, 3-month Eurodollar
deposit rates consistently sxceaded the rates on 3-month NGDs in the
US. The maximum premium during this period wae 206 basis points and ' .
. the minimum, 6.
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GRARE 3.1
3-MONTH INTEREST RATES
U.S. NCOs & EURODOLLARS
%
20 20
EURODOLLARS
16 18
12 12
Az
8 "M B
44 : * : X 4
1977 1978 1979 1980 1981 1982 1983 1984
Source; Database System, Rosebank, g.
the a1 1 between rates and domestic

rates on loans is not as simple as for depnsit rates. 'Ae regards
loan rates charged to the end-users for Eurodollar losns, we must
suppose that in order for the borrower to run to the Eurobank there
must be agn advantage in the form of a lower intersst rate than he
would have to pay to an 4merican bank ', 44 However, US domeatic
lending rates have Eirst to be adjusted to make comparisons with
Eurodollar leading rates. Dufey and Giddy show that for the
comparison to be made the US prime rate, for example, should be
adjusted for the cost to the of i ree
compensating halnnces.l’s However, once the adjustment is made the
expected differential emerges. In other words, Eurodollar lending
rates are a shade below the compavable US domestis lending rates,

It is because Eurcbanka are able to operate om narrower margine than
domestic commercial banks that domestic interest rates, with few
exceptions, set the upper and lower bounds for Eurocurrency rates,

48 Eurcdollars make up by fax the largest component of total
Eurocurrency business, ron-dollar Eurocurrency interest rates tend
to adjust to Hurodollar rates after accounting for forward exchange
exchange premiums or discounts, A study by Maraton® showa that
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each non-dollar Burocurrency rate is linked to the Rurodellar rate
through arbitrage operation undertaken by Burobanks. The vesults of
the study provide overwhelming evidence that non-dellar Eurosurrency
rates are determined almost eatlrely by intevest arbitrage
operations botween the dollar andé mnon-dollar markets. If a
dlacrepsucy emerges, the depth and breadth of the dnterbank market
ensures that arbitrage will rapidly bring the rates back into line.
Further support for the interest parity between Eurocurreacies is
provided by a survey of empirical studles in Dufey and G!.ddy.47

However, empirdcal studles have also ashown that movements in
Burodollar interest wvates ave determined largely iundependently of
the forward exchange market and interest rates on other currencies.
A study by Johnsou ehows, rather, that there 1s a very close
relationship between the offective cost of loanable funds to banks

in the Furodollar and domestic US markete.’®

Krelcher shows that between 1970 and 1982 arbitrage operations
malntained a close link between Earodollar and domestic U8 deposit
rates. The study found a high degree of integration between the two
wazrkets despite otcasional deviaciana.w

These studies asuggest thet vhe large volume ~f short-term capital
flowa which pase through the Eurecurrency market are not a reault of
covered arbitrage flows between Eurocurvencies within the market
{because very small flows would bring the market into equiiibrium).
Rathev they are a copsequence of flows between domestic markets and
the Eurocurrency markets (in particulex, the US market and the
Eurodollar market)., These flowa are generated by disvortions which
arige within the domestic wmoney markets themselves. Such
distortiona can arise from fackere sueh as the misaligoment of
domestic interdst vates, veperve requirements, domestic capltal
cantrols and exchange rate expecral:].ans.SO The implication is
that the Hurocurrency market ia not ind & of domestic Y
policies - changes 4n domestit Interest rates and reserve
requirements will directly influence the level of Burccurrency
interest rates and hesce the amownt of credit extended by the

Eurocurrency and domestic bavking systems combined, Becsuse of the
dominence of the Rurodollar it follows that US menetary pollcy plays
a cruclal role in the of the market.

[
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CHAPTRR 4
THE ROLE OF THE DOLLAR IN THE INTERNATIONAL MONETARY SYSTEM

4.1 Introduction

By the late 1960s 1t was clear that the destinles of the Eurodollar
market gnd the US dollar were closely interiimked. The rapid growth

in world trade necessitated e increase in 1 onal
liquidity. The US had been reluctant to¢ allow an jincrease in the
i dollar price of gold during the 1960s. This meant that the brunt of
‘o the demand for increased world liquidity fell upon the dollar. In
- theory, this was desitable, for the dollar was aptly suited to the

role of world vehicle currency becsuse of the strength of the U.S8.
economy. Purthermore, the expansion of the Eurocurrency market, in

‘ x which the dollar was the domimant cuzrency, provided the perfect
medium for users fn all parts of the globe, However, in practice, it
was rtequired that econo” wolicy backing the dollar be gound. ‘

[ N During the 1960s accels :-irp °S inflatfon and growiag balance of .
1 : » paymentg deficitas caused .1ng lack of confidence in the doliar ¢
0 despite the need for dollar liquidity. This culminated in the demise Lo

of the Bretton Woods system of fixed exchange rates. During the
19705 the Rurodollar market continued to grow aa? entered & new ers
with the onset of the first oil crisis im 1973. However, for most of
the 1970s comcern about the dollar continued and its role in
internatipnal reserves and transactions declined. This was only i

reversed after 1979 when the US wmonetary authorities set about
redueing inflation with very tight wonetary policies. This has had
T an electrifying effect on the dollar. I has regained the atatus of
i the world's most lmportant currency while the Eurodollar market,
despite some setbacks, is larger than ever.

o 4 4,2 Dollar Overhang
N Az the 19508 drew to a close exchange contvols in Europe ware scaled A
- down and non-resident convertibility for moat European curvencies was

restored. Most of the increase in ceatral bank holdings of foreign N
currencies was in dollars and the dollar shortage had ceased to be a
v problem, Indeed, by 1960 the dollar shortage had become a dollar

L
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foverhang', i.e. the ratlo of US exterpal liguid liabilities to US
holdings of international veserves fell below 1 after declining
steadily throughout the 1950s (see Table 4.1).%

JABLE 4.1 =
US RESERVES : LIABILITY RATIO
END 0s YEAR RATIO L
;
1950 2,73 :
1951 2,73 -
1952 2,38
1953 2,06
1954 1,84
1955 1,69
. 1956 1,59 ’
e . 1957 1,57
: 1958 1,34
L 1959 1,11 }
1960 0,92 ;
1961 9,82 s
1962 0,71 o
) 1963 0,64
L P 1964 0,58
1965 0,53
1966 0,50
1967 0,45 st
An; Source: Grubel, H.G., [The Internationsl Monerary System, Penguin, ?
1972, p.138
¥ The decline was to continue throughout thac 1960s glving rise to fears
il of a gold shortage shomld foreign holders of US short-tern ,
° 1abilities attempt to convert dollars for gold. o
7 b




86

The ru dd flow of funds across {mternational borders that led up to,
and ultimately brought about, the end of the Bretton Woeds system,
had ite voote in this imbalance between the US balance of payments
deficits and the US dollar price of gold, The rapid growth of world
txade in the post-war perlod required a gimilar growth in the means
of external payments. The relatively modest inflow of monetary gold
to world reserves was inadequate and was supplemeuted by the build wp
of forelgn held dollars created by US balance of payments deflcits.

Initially, after World War II, the huge gold reserves of the US were
more than adequate backing for the rise in foreign dollar holdings,
However, in the 1960s the US was increasingly faced with a dilemma
between the continuous rise of its foreign-held dollar liabilities
and the shortage of new gold available for reserves. At the tiwe
gold was still valued at $35 per ounce, unchanged since the 1930s,
At that price the US stood to lose its emtixe gold stock. Yet the US
authorities shied away from the devaluation of the dollar vis-2-vis
go1d.? Tnis te dlecussed in more desail in Chapter 7.

The uncertainty that this policy generated resulted in frequent
bursts of destabilising international capital flows and, ultimately,
the end of the Bretrvon Woods system,

Thus, 1n splte of its role as the world's most important currency
unit, confidence in the dollar becaume more end more suspect during
the 19608 as US inflation and balance of puyments deficits steadily
grew more serious. The inflexible international exchange rate system
and the impomition of capital controls in the US merely magnified the
impending crisis. The official reserves trausactions balance of tha
US balance of paymeats (which 1s the net value of trade, transfers
and capital flows between the US and private non-residents duxing a
year) wae consistently in deficit during the 1960s with three
exceptions., The exceptions oeccurved ia 1966 and 1968/9 - during
parlods of tight menetary policy in the US when head offices of US
banks borrowed in the BEurodollar market tp compensate for funds lost
owing to interest rate cellings on domestic .leposits, A maseive
flowback of these funds oceurred in 1570-71 as expectations of
recessfon in the US coimcided with rising inflation and interest
rates in Europe.
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In Chapter 3 the role of the US balance of payments deficits in
creating Furodollars is discussed in more detail. The point here is
that the increasing volume of foreign-held dollars was to a certain

extent involuntary and, hence, entalled a declining measure of .
R coufidence and scceptability in the dollar as the world's numeraire. : ’
N
g
ot 4.3 The End of Bretton Woods N
P

Owing to exceptionally tight domestic credit conditions between the
end of 1968 and mid-1970, outstanding borrowings of US baunks through
D thelr foreign branches rose from under §7 billfon to a peak of just
i under $18 billion in August 1970, Interest rates rose by as much as
5 per ceat im 1969 and differeatials between US domestic and
Burodollar rates rose to as much as 3 per cent and more. The severe
AR pressures on the liquidity positions of US baoks induced by the
. Fedexal Reserve had forced them to turn to the Eurodollar market for
additional funds., US monetary policy had a powerful effect on all
e European money marketa via the Eurocurrency system, In response to
monetary outflows from domestic markets, European  monetary
o authorities raised discount rates and market interest rates rose
accordingly,

The Federal Reserve respouded to the Burodollar demand by imposing a
10 per cent reserve requirement on borrowings in the market by US
basks over and above a certedn base, This had some effect in

reducing additional borrowing but 1t wag oaly when monetary B
conditlons cased that US banks actually began to repay their debts.

oo, A reversal of US monetary policy relessed massive sums into the Kl
ivternational system. The repayment of Eurodoilars coincided with
Lie Pirst US merchandise trade deficit since 1935 - the culmination
of yeaxrs of dollar overvaluatlon - and pracipitated & run om the
s dollar., The resulting disruption to the International system
conpounded eatlier problems. Not only did the return flow play havoc

with foreign exchange rates but the abrupt change in lnterest rates
left natioval suthorities hard-pressed to protect their money markets
a from being swamped with funde. The result was a major intermational

. S, b
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crisis. The extent of the change in market sentiment 1s 1llustrated
in Graph 4.1 which shows the ratlo of external doller holdings in
private hands to holdings of public institutlona. From 8 peak of
1,77 in 1969 this ratio had fallen to only 0,30 by 1971 indicating
both the sale of dollaras by private holders and central bank
purchages which were necessary to protect fixed exchange rate

parities.
GRAPH 4.1
U.S. FOREIGN LIABILITY RATIO
PRIVATE: OFFICIAL 4960-197%
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Source: International Financial Stats.

Central bankas found it imposaible to reutralise the dollar inflow,
Some even placed dollars in the BHurodollar market which depressed
Eurodollar latersst rates making it cheap for speculators to borrow
Eurodellars aod buy European domestic curreuncy. Howevey, the
speculative element was not to blame. It wag the sharp acceleration

" in credit expansion in the US itself that led to the movewent out of

dollars. Total net credit growth soaxed by 55 per cent in 19713
The Federal Reserve also ralsed the Regulatlon ¢ cellings in 1970
making 1t easier for banks to attract domestic deposits in the US,
glving added incentive for the repayment of Burodollar loans,

§10 billion in Eurodollars was repayed over 1970-7L. The Federal
Regserve attempted to reduce this rate of repayment by increasing the
required reserves on US banka' Eurodollar borrowings to 20 per cent
as against borrowings in ewcess of the reserve-free base of 1969,
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fae idea was that US banks would reduce vepayments bacause, should
they wish to return to the market for future loans, these loans would
L& more expensive. However, falling US domestic luterest rates made
the retention of Eurodollar borrowings too expensive and this policy
was unsuccessful.

The response of the Group of 10 countries as reciplents of this
dollar ieflow was tv seek conversion nf dollars into gold, The US
authorities were faced with the cholce either of ending
convertibility of the US dollar into gold or of allowlng an iucrease
in the dollar price of gold.

In short, a massive financlal shock to the Pretton Woods system,
implicit in poorly co-ordinated wonetary policies and rapld
intermediation through the Eurocurrency markets, and US efforts to
obtain some ability to adjust the dollar exchange rate combined to
produce a breakdown of the syetem in 1971.%

The Ruromarket, far from being the culprit, was merely the catalyst
in a changing world. The veal culprit was disharmony in national
monetary policies. BSuch disharmony was untenable in a fixed exchange
rate system for it mevely offered s ‘one~way option' on exchange
rates Yo currency speculators.

the First 0il Crisis

Recurring currency crises over the period 1971~73 culminated in
generalised floating for the world's major curremcies from early
1973, Attempta to peg currencles within margine over thism time
encouraged speculative activity which put seevere pressures on
paritiea, The Buromarkets grew rapldly and fn late 1973 the massive
oil price hike by the OPEC cavtel gave the Euromarket a boost which
caused it to develop in a new direction.

'The period since (the oll crisis) has demonstrated {n a particularly
dramatic way the mauner in which private capital markets have been
able to deal wi‘: the situation with which the intern:tiopal ageucies
and central banke are still unable to deal appropriately! 5
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dhe petrodollar problem caused the market to adépt the role of
1lonal financial shock ber, The process of recyeling
petrodollars was based on the lssue of flnsncial eclaime by

oil-importing countries to OPEC to pay for oil. 4 secondary,
aultilateral exchange of financial claims between oil importers alao
oceurred, resulting in a net tranafer of such cleima to OPEC. This
secondary mechanism enabled those lmporters whose financlal assets
were not .ttractive to OPEC to receive assistance from other
importers whose assets were puichkased by OPEC,

The OPEG surplus in 1974 amounted to around $55 billion of which $23
billion was put Into the Eurodollar matket.6 By the end of 1977
approximately $112 billion of reserves wete held in the market by
official institutlons and OPEC placements are estimated to account
for over two-thirds of the incresse from 1973 to 1977.7

Por OPEC iteelf the market offered something of a hedge againet the
declining value of the dollar because it provided it with the wmeans
to achieve an optimue iavestment portfolio., To a certain extent,
however, the OPEC funds were locked into Eurodollars because wass
withdrawale would have depressed their value to much, This allayed
the reservations of many economists concerning the mismatching of
maturities in the balance sheets of Eurobanks,

‘The industriallsed countries made 1al use of

credit, The market offered ao lmmediate palliative to the
quadrupling of the oil price. The low absorptive capacity of OPEC
restricted the volume of exports to OPEC to pay for oil, 'Neither
France, mor the UK, or previously Italy, could have imported capital

in the amounts they did wivhout the existeace of the Eurocurrency
market'.8

The iotermediary role of the Euromarkets was especlally helpful in
providing 8 bridge between risk-averae lenders and ‘pressurised
borrowers ~ empecially less developed countries. OPEC tended only to
accept low-rigk f£! :nelal claime and a substantial proportion of
oil-importing LDC debt tended to be insufficlently sgecure. The
Furcbanks bought the high-risk LBC debt and financed it by selling
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low-risk debt to OPEC. By 1977 the external debt of non~0PEC LDCs
had risen to $1B0 billion of which uearly half had come from
commercial basks., Tris Function has become an increasing feature of
the market amd bas wade a considerable contribution to replacing
diminished grants of officisl foreign ald to LBCs, However, the
problem of IDC debt defsault has risem to alarming proportions in
recent years and will be discussed in Chapter 6. It may seem
surprising that the Eurocurrency market was so promirsnt io the
petrodollar recycling process. As the bulk of the ianternational oil
trade is denominated in dollars it would have been reasonsble to
expect the US domestic financlal markets to huve been more favoured
by OPEC  depositors. However, it appears that political
considerations, particularly fears of blocking or confiscation,
deterred OPEC depositors from making greater ure of the US
matkets.9 Similarly, LDC borrowers have found it easier to borrow
in the Furomarkets than in natiomal capital markets. Although the
Burocurrency marketa are wot frea of such risks (am was shown when
the Federal Regerve Board ordered the freezing of Ivanien deposits
with US bank branches ia London during the US hostage crials im 1980)
they are abie to offer more attractive interest rates to depositors

because they are not subjected to cash reserve requiremen:s,w

Several ecotoumists predicted that the growth of the wmarket would
taper off after 1973. It wae thought that the termination of
controls ovex capital flows from the 08 at the beglmning of 1974
would reduce the demand for offshore dollars, Also, the fallure of
the Herstatt Bank in 1974 due to foreign exchange dealing
mismanagement led pome to believe that the number of participants in
the interbank market would decline owing to greater cautlon by the
larger Euvobanks,

4lthough there was a decline in the gross size of the market during
the thivd quarter of 1974, it followed a massive increase in activity
in the first two quarters, Interbank activity did, in fact, decline
briefly owlng to nervousngss folloving the Herstatt affair but thls
wag merely a hiccup as banks sought to restructure thelr loan
activity and internal concvol mechanisms. Interbank business revived
atrongly in 1975 and lending to LDCs increesed aubstantially. As it
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turned out, the need for recycling predominated and served to
underline the faet that the Eurodollar market was inextricably linked
with the future of the world economy.

In fact, tha US move to drop capital controls in 1974 opened up new
scope for arbltrage between the US and Eurodollar deposit and loan
markets for banks Iocated in the US, while the Heratatt affair merely
served av a cautionary warning to Burobanks to increase their market

effialeary.

Other movea supported the perpetuation of the market. At a meeting -
in Basle in September 1974 it weas agreed that the central banka of
the countries comprising the Group of Ten were able and willing to
act as lenders of last resort should banks operating in the
ot Burocurrency system experlence liquidity ptobl.ems.u Furthermore,
the extensive vedepositing of funds in the market by OPEG wmonetary
authorities gave a considerable beast to the growth of Eurodollar
. deposits.

In any eveat, predictions of a contraction in the growth of the
market were uafounded, fThe oil crisis elevated the aystem to the

- status of 8 household word., The market displayed an ability to |
accommodate a wide variety of veeds in a flexible and competitive :
£ashion throughout a succession of chaotic disturbances.

As was the case during the Gold Standard era, when the resilience and

Vo aduptibility of monetary banking institutions made possible the
’ : development of national credit money and smoothed out fluctuations

due to gold rushes, the system well B
during the convulutions resulting from the unwinding of the Bretton
Woods agreement of which the first oil erisis was the primary example.

4,5 Dollar Diversificatlon

The period immediately after the oil crisis until the end of 1979 was
a testing time for the US dollar., After peaking in 1974 US inflation 3
measured by the consumer price index deelined in 1975 and 1976.

. P S
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However, from 1977 both momey supply growth and inflation began to
accelerate. Further pressure was put on the dollar by the vexy lavge
trade deficits which occurred im the second half of the 19708 as
showst in Table 4,2.

IABLE 4.2

YEAR  US MONETARY US TRADE Us _cp1 INDEX OF

GROWTH BALANCE INFLA-  EFFECTIVE

z ($b) TION % us$
1974 9,1 -5,3 10,9 101,1
1975 6,6 9,1 9,2 100,0
176 6,5 9,3 5,8 05,2
1977 9,0 -30,9 6,5 104,7
1978 9,6 -33,8 7,5 95,7
1579 9,5 ~27,4 11,3 93,7
1980 9,2 -25,3 13,5 93,9

Source:  International Fimancial Statistics, Yearbook, 1983.

The vesult was that the effective exchange rate of the doliar
declined by 11 per cent between 1976 and -1979 giving rise to
widespread speculation that the dollay 'may be in a long-term
decline, as distinct from the sort of decline thet one might expect
tg ageompany @ sharp rise in US fauflatlon and a widendng US trade
gap’ 12

It wes antlcipated that central banks of wmany countries would
diversify future accumulatlons of foreign exchange la order to scale
down the dollar component. There was & danger that guch official
diversiftcation could become a distinet long-term trend which would
have ripple effects on the enrire international monetary system.

Attention was focused on other international currency unlts - notably

the & It was that the had adopted a
more accommodating stemce to the increasing reserve currency role of

P
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the Deutschmsrk.l® fhere was also a softening of sttitude on the
part of Japen and Switzerland with respect to thelr natiomal
currencies. At a meeting of the Interim Committee of the IMF in
Ramburg in April 1980 an arrangement was sanctioned under which the
dollar, while rewaining the pre-eminent veserve asset, would share
its internationsl role more widely with other’currencies, especially
the Deutschmark, the Swiss franc, and the yen. Subsequently the
Swiss and Japanese authorities eased up on exchange controls giving
both forelga central banks and private investors greater access Lo
their domestic markets.

The role of the dollar ia the Burocurrency markets was also affected
by the problems besetting the US economy. The proportion of
Eurodollars te total Furocurreacy liabilities declined from 80 to 72
per cent between 1976 and 197914

In thelr analysis of the use of money Brupney & Meltzer have
explained the motivation behind currency diversification,
'Transactors concentrste their search on those transactions chains
that offer at least the same expected gain in wealth as existing
wediums of exchange. The assets that replace existing money may have
higher marginal coets of acquiring information and tramsacting., If
so, they muat have lower marginal holding costs than the existing
muney'.ls During this period of international eurrency
diversification the value of the dollar as a mesus to rveducing the
costs inherent in the exchange process was being eroded by its
1ncreased holding cost owlng to inflation and oversupply.

Monetarist Practice

Towards the end of 1979 an

ahift d in US tary
poligy. On 6 October, under the chairmanship of Paul Volcker the
Federal Reserve Boaxrd sbandoned the traditionmal policy of stabilising
interest rates in favour of & policy of stabillsing woney supply
growth rates. At that time US intereat rates had already been rising
for some two-and~a half years, the prime overdraft rate having
reached a record level of 13,5 per vent. Inflation had also been
rising since vhe end of 1976 and had reached record levels.

=
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The decision to abandon the inmterest rate target led to a further
dramatic surge in interest rates, For example, between the end of
September 1979 and the end of March 1980 the 3-month Ewrodollar
deposit rate rose from 12,75 to 19,69 per cent (see Table 4.3).

TARLE 4.3

3-MONTH EURODOLLAR RATE (%)

1979  Jaouary 10,31 1980 January 14,37
Februsry 10,50 February 16,94
March 10,50 March 19,69
april 10,75 April 14,37
Hay 10,44 May 10,12
June 10,50 June 9,75
July 11,31 July 9,81
August 12,12 August 12,25
September 12,75 September 13,81
October 15,69 October 15,37
November 14,00 November 18,06
December 14,44 December 17,62

Source:  Worid Finapcial Markete, Morgan Cuaranty Trust Ce., New
York, various issues.

For the 12 months from November 1979 to October 1980 the Federal
Reserve set a target range for narrowly-defined wmoney supply (MIA)
growth of 3,5 to & per cent (which conatituted a severe contraction
in real terma with inflstion well above 10 per cent durdng that
time}, Although there was considerable volatility - including a
sharp fall in money supply during the second quarter of 1980 - the
target was mat.

The target range for the next 12 mouths was reduced to 3 to 5,5 per
cent. This was subsequently adjusted to minus 2 to minus 4,5 per
cent to account for the shift to Negotlable Order of Withdrawal
accounts and the focus shifted to MLB where the target range had been

wos
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get for 6 to 8,5 per cenr. By the end of October 1981 .oe growth in
MIB was omly around 3,5 per cent, well below the lower limit of the
Tange.

The Fed then set a target of omly 2,5 to 5,5 per cent for the next 12
months for M1, having scrapped the MIA-M1B definicions. Although
there was gome overshooting (the growth rate to October 1982 was 7,3
per cent) this nevertheless meant that for the J years from the start
of the cew monetary growth tsrgeting policy the Federal Reserve had
succeeded in limiting MY growth to about 6 per cent annual compound
growth, Qver the game period the annual compound growth rate in US
inflation wag over 9 per cent meaning a conaiderable contractlon ia
real monetary growth over the 36 wmonths. The real monetary
contraction was more Severe in the earlier stages of the Fed policy.
The consumer price inflation rate peaked at 14,5 per ceat in the
second quarter of 1980 whereas it had declined sharply to oaly 5 per
cent by October 1982,

The result of this tight monetary stance was exceptionally high
interest rates in the US throughout the period. Nominal dinterest
rates followed a roller-coaster pattern with the prime overdraft rate
rising to and falling from the 20 per cent level twice in 1980 and
1981 and declining te a low of only 10,5 pex tent by mid-1583, MNore
importantly, real US interest rates reached their highest levels in
50 years,

The cosbination of tight money and high US interest rates produced a

1derabl in US ic activity over the period.
Industrial production dropped by 9,1 per cent between the end of 1979
and the end of 1982.

More interesting 1s that from the end of 1982 the US ecomomy
commenced A perifod of exceptionally strong growth deapite a
continuation of this tight wmonetary stance. US real GNP growth was
3,7 per cent in 1983 and around 7 per cemt {n 1984, In 1983 real ML
growth accelezated to 5,6 per cent but was cut back to below 4 per
cent in 1984, By late 1984 Ml growth was at the lower end of the
target range wet by the Federal Reserve Board.
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The Fed's policy has had a remarkable effect on the US dollar, At
the time the Fed implemented its policy -~ November 1979 ~ the
dollar's effective exchange rate was 92,7 (index 1980 - 82 = 100).
Initially, there was little change in the rate and it had actually
declined to B8,7 by Septembar 1980, However, it recovered strongly
over the next two years — rising by 26 per cent to 115,0 by November
1982.36 At this level the dollar was sctually higher than the
level it recorded in the early 1970s before the era of floating

B rates since the ry in US 1 actﬁity
in late 1982 the dollaxr has continued to strengthem with the
effective exchange rate index reaching 124 by mid-1984,

The tight US mometary policy had the effect of reverging the tendency
towards diversificaton away from the dollar discussed in the previcus
section, After reaching a low point of 72 per cent in 1979, the
proportion of Eurodoliars to total Furocurrency liabilities recovered
strongly to veach 79 per cent by 1982 which was only a4 shade below
the highest level reached (80 per cent in 1976) since the onset of
floating exchange rates, Since then it has stayed around the 78 - 80
per cent 1eve1.17

Another measure of the diversification away from the dollar is the
shate of U5 dollars in the SDR value of foreign exchange reserves
held by central baska. Table 4.4 shows the decline in the dollar
component of internatiomal foreign exchange holdings from 79 per ceat
in 1975 to 56 per cent in 1980. Thie tendency appears to have beenm
veversed in 1981 when public concern over stability came to be more
evenly spread among major currencies snd interest rate developments
favoured holdings of asseta denominated in US dollare,'8

Sy g




TABLE 4.4

SHARE OF THE US DOLLAR IN SOR VALUE OF TOTAL
IDENTIFTED OFFICIAL HOLDINGS OF FOREIGN EXCHANGE

o @
1975 75
1976 80
1977 7%
1978 17
1979 62
1880 56
1981 58
1982 60

Source:  Imterpationsl Monetary Fund, Annual Report, 1982, p.65.
1982 Figyre: IMF, Anuual Report, 1983, p.72.

There is still congiderable debate as to the success of the policy of
the Pederal Reserve., Messured in terma of & strong dollar and the
reversal in the seculsr riaing tremd of US inflation, the pollcy has
indeed bewa successful., Measured in terms of declining levels of
output and risisg unemployment the policy was not without substantial

coats,

h the b very in economic activity and job

creation hag been to a conpiderable extent a result of record US
Pederal budget deficits, This appears ©O be an Intractable,
structural problem which is, in itsalf, potentially destabilising for
the dollar., For exemple, there is still the chance that such deflcit
spending could be financed with more accommodative monetsry policy,
Alternatively, rapid US growth has resulted in a mounting US trade
deficit (around $120 billion) in 1984 which could, ulcimately, lead
to the perception that there 1s an excess supply of dollars im the
hands of holders outside the US. In this coutext it is ifunteresting
to note that in 1983 the ratio of private to offictal holdings of
dollars outeide the US had rlsen back to the peak last achieved in
1969 - just prior to the flight from dollars which ogcurred im 1970
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and 1974 (se¢ Graph 4.2). So far in 1984 this ratio has continued to
rise. Clearly, any large-scale 1loss of confidence by private
transactors in dollara could mean a significant decline in the value
\of the currency.

GRAPH 4.2
U.S. FOREIGN LIABILITY RATIO
PRIVATE; OFFICIAL {971-1983
Lsﬁatiu F}tiu 1.8
1.5 / 1.8
1.2 1.2
0.9 0.9,

g
SIS e 0

0'671 72 73 74 75 76 7/ 78 79 80 B1 82 83 Blr'o
Source: International Financial Stats.

Aa far s the market is d, the strong dollar sand
lower inflation have brought considerable problems. In particular,
the rising level of debt in less developed countries over the 1970s

was financed cheaply because of the erosion of the dollar's value
internationally. The new monetary policy changed that. The dollar
hag become expensive for debtors, especially when it %is borne in mind
that the low level of international ecomomic activity hetween 1980
and 1982 devastated their export volumes and prices, FPerhaps the
best measure of the coat of borrowing has been the himtorically high
real Eurodollar interest rates (wee Table 4.5). Even in early 1983
after three years of low economic growth, inventory decumulation and
sharp cutbacks on capital spending internationally, real Eurodollar
ratea d 1y high, p g 2 decline In the effective
value of the dollar, and prolonging the dire fimanclal situation of
the LDC debtor countries,
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TABLE 4.5

REAL 3~MONTH BURODOLLAR INTEREST RATE (¥)*

Honth 1977, 1978 1979 1980 1981 1982
Jan 0,5 0,5 1,0 0,5 5,8 6,1
Feb -0,7 0,8 0,6 2,8 5,3 7,2
Mar ~1,1 1,0 0,3 5,0 4,0 8,6
Apr 1,6 1,0 0,4 -0,3 6,9 8,3
May ~0,9 1,0 ~0,4 ~4,3 8,0 7,7
Jun 1,4 1,3 0,4 4,5 8,2 8,7
aul -0,7 0,8 0,0 -3,4 8,0 6,6
Aoy 0,5 1,0 0,3 -0,5 7,5 6,0
Sep 0,2 1,1 0,7 1,1 6,8 6,4
oct 0,8 2,5 3,5 2,8 5,5 4,9
Nov 0,4 2,6 1,4 5,5 2,4 5,3
pec 0,9 2,7 Ll 5,2 4,9 5,3

* 3-gonth Eurodollar interest rate minus US year-ou-year GRI
ieflation rate,

Sources: 1) Burodollar dinterest rate: World Finsncial Markets,
Morgan Guaranty Trust Co., New York, various issues.
2) US Consumer Price Index: Econostat Conmsumer Datebase
Systew, Rosebank, Johannesburg.

Despite the strong dollar and bigh real Buredollar interest rates the
Eurocurreacy market has continued to expand in recent yeawvs, although
at s slower rate. Table 4.6 below shows that growth 1in non~bank
Eurocurrency deposits declined %o 11 per cent in 1982 and 1983,
Indicationa are that there was a further deceleration in 1984,
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TABLE 4.6

GROWIH TN NON-BANK EURCCURRENCY DEPOSITS

ML LA S L

XYEAR 2 j
18 29
3 41

1980 33

i e 1981 31

K 1982 11 Pl
1983 L :

. Source: World Financial Markete, Morgan Guaranty Truet Co., Hew I

o York, July 1984, p.i5.

4,7 Conclusion )

It seems for the time belng that the process of a long-term move away >
from the dollar as key currency has bees halted. While the continued
N douipance of the dollar in international finance has entailed costs
L | for many because of the umcertainty regarding ite future value, it is
a cost that transactors appear ready te pay: 'The high costs that
ladividuals are willing to pay hefore beginning to search for new or
1 'y the slze of the benefite received
L E from a dominant medium of exchange'.lg

[
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CHAPTER 5

INELATION AND CONTROLS

5.1 Imtroduction

A number of criticisms have been levelled at the Burocurrency markets

' a8 they have grown in size, Most importaut among these have been

that the warkets countvibute significantly to excess wonetary growth

i and thereby to inflatiou; and slso that Eurobamks have acted

3 w@ imprudently in making loans on a very large scale to less developed

countries uDCs) for balance of payments financing purposes. For
- these two broad rveagons critics of the markers have suggested that
they be subjected to varying degrees of direct or indive:t control.

This chapter will focus primarily on the question of the inflationary
potential of the markets and the §easibility of controls, The
L a following chapter will be concerned with the question of lavolvement
C of the Burocurrency markets in the so-called ‘international debt

’T crisist,

“ 5.2 Ihe Burocurrency Markets and Inflation

The acceleration of international inflation during the late 19605 and
the 19708 occurred ainultaseously with rapid growth in the
Eurocurrency markets. It gppeared to many economists that owing to
their unregulated nature, the Eurpcurvency markets were capable of
creating astdtional credit on the basis of the fixed coefficient
mosey wmultiplier model along the same Ilines as within & domestic
banking system. Jn fackt it waa thought by some that the Eurocutrency
aystem could create almost unlimited amounts of liquidity in this
faghion because of the very swall ratio of reserves that Burobanks
{voluntarily) held againat depneita. Frow this it was concluded that
the markets were an important cause of world inflatiou and that they
should be subjected to coumtrol.

Proponents of the fractional Teserve process in the Eurocurrency
narkets included Frieduan®, Fratianni and Sevomna?, cavit? and
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msola". Friedman stated the proposition boldly: ‘The correct
answer for both Burodollars and liabilities of US banks is that their
major source 1 a bookkeeper's pen',’ fle stated that the ultimets
increase in the amount of Eurodollars from an lnitial transfer of
deposits from other banks to Eurodollar banks depended on the amount
of dollars Ruxobanks chose to hold as precautionary cash reserves in
the US and the leakag:s' from the system, i.e, the extent to which
Burodollar loans wers mnot d ted it the market,

Frledman's view was that the Eurodollar market raised the world's
nominal money supply and thus wmade the world price level higher than
1t would otherwise have been.

Carli outlimed cerefully the process of credit creatlon and coantrol
in a domestic ecosomy whereby the volume of credir that ultimately is
created is a multiple of the monetary base, The monetary base in
turn 1is devermived by the monetary authori:ies, the bunks and the
public. The authorities lay down the proportion of cash reserves to
deposits which the banks must hold, the banks decide on the amount of
excess reperves they wish to hold and the public decides on how much
of the mometary base it needs to keep on hand a8 means of payment.
That part of the monetary base not fa the hands of the public or held
as compulsory regerves wmay he lemt out as credit. The stream of
credit leat out flowed back, elther wholly or inm part, to one or more
banks in the systenm.

Carli's view was that the same process of credit crearion operated in
the Eurocurrency markets, However, a domestic banking system was
subject to the restraint of compulsory reserves and to control
exercised by the authorities over the volume of uwonetary base
1 The markets were not subjecred to such

restrailnts or controls except the voluntary cash regerves which
Eurobanks felt it necessary to I...d. Carll feared that the amount of
credit that could be created on this base could reach inflationary
dimensions and advocated various comtrels te ishibit ix,

For Ossola, the Eurccurrency market was & system where a market
mechanism could legelly create unlimited monetary means., The
Eurobanking system's poteutlal for expansion wes greater than that of
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domestic systams because its liquid reserves were proportionately
lower and its monetary base not controlled by any monetary
authority. He also advocated a serles of controls for regulating the
markets.,

Fratiannl and Savonna followed the sage line of reasoning conceraing
the ‘multiplicative power' of the BEurobanking system and claimed to
‘nave empirically identified a Burodollar multiplier egual to between
3 and 7,

In a survey of emplrical eetimstes of the FEurodollar multiplier,
Dufey and Giddy discevered a range of 0,4 to 18,45 depending on which
data was used to approximate the Furodollar monetary base and over
which time period the study was carried out.®

Virtually all the theoretical work which attempted to identify the
fizxed coefficient money multiplier took care to explain that
'leakages' £rom the system reduced the slze of the wmultiplier.
Osgola called leakages the ‘loss coefficlent', the size of which
depended on the extent to which a beneficiary of a Eurocurrency loan
redepasited the funds in the Furocurrency market.

The traditional analysis of the money multiplier can be simply stated
in the formyla:

k - 1
1~0- (-e)

where e refers to the holdings of ecomomic transactora in the form of
notea or cash, amd r to the reserve requirement rate.” Applying
the formula to the Eurocurrency system would assume that Rurobanks
held a determinable proportion of deposits to reserves (i.e, deposits
with head office banks) and that there was a determinable redeposit
rate by beneficiaries of Eurocurrency loans. The proponents of the
fixed coefficlent money multiplier model conceded the existence of
leakages, particularly by loan reciplents who frequently deponited
the funds borrowed in the markets with banks located in the country
of origin of the curreancy concerned. However, because the reserve
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ratio was known to be small and the redeposit ratio significant, most
studies found a multiplier of at least more than unity,

5.3 Central Bank Redepositing

After the upheaval in the intersational monetary system in 1970 snd
1371 the phecomenon of depositing by central banks in the

N Eurocurrency market attracted comsiderable attention. Tight monetary ‘ 4
policy 1ia the US during 1969 encouraged US banks to borrow N
. extensively 4n the Furccurrency market at relatively low vates of i
interest. A recession in the US and xr-overy In Europe in 1970 i
i reversed the tight credit conditjons in the US and US interest rates |
- declined, 1In contrast, Jspan and most Western European economies }
! persisted  with anii-luflatlonary policles,  This caused a i
considerable return flow of dollaxs from the US to the Eurocurrency !
market in seavch of higher interest rates, '

. The subsequent run of the dollar forced Furopean central banks to H
. purchase dollars in oxder to malntain exchange rate parity under the

existing system of £ixed exchange rates. On one particularly hectic

o day, 5 May 1971, the German authorities acquired §i billion in 40

. minuves of trading to maintain their exchange rate,

A substantial portion of the dollars so acquired fouad their way into
the Eurodollar market. Such  redepositing was thought to g
5] substantially reduce the loss coefficient in the market and increase :
itas credit creating potential, The problem of central baok
i . redepositing was temporarily alleviated in June 1971 when the central
T banks belonging to the Group of Ten agreed among themselves not o ¢
: increase their official reserve holdlugs in the Burocurreacy 3
markets. However, the problem re—emerged in the wid-1970s after the

quadrupling of the oil price which generated large foreign axchange i
- reserves for OPEC aconowles, a saignificent proportion of which was
placed by OPEC monetary authorities in the market,
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5.4 Shift of Owgerahip

Even with the problem of central bank depositing it Decame
increapingly clear that the fixed coefficlent woney multiplier model
was not an adequate theoretlcal tool for studying the effect of the
Burocurrency mavkets op world money supply growth and inflation., Oue
simple difference berween the Eurocurrency markets and domestic
credle merkets is fhat the deposit liabilities of domeatic banks are
used as a means of paywent (ie chequea) whereas Eurobank deposit
liabilities are not, With a few minor exceptions no chequea caun te
drawn on Eurodollar deposits. Before such deposits can be used for
paymenta purposes they first have to be coaverted into a demand
deposit with a bank located in the US. Eurobanks are more similar to
*savings banks' than 'commercisl banks' im that their lisbilitiles
anawer an investment need and not a peymeats need.? Loams to
customers of Eurodollar banke are generally made in the form of
actual US dollars xather than by the creation of a Eurodollar deposit
against vhich a customer draws, as 1g the case with a loan by a
domeatic US bank.m In much the same way that ; demsnd deposit
with a domestic bank 1s withdrawn and placed with a savings-and-loan
association, which constitutes & transfer of ownership of the demand
deposit to the latter, a shift of a demand deposit from a local US
bank to a Eurcbapk transfers ownershilp of the demand deposit to the
latter, The Eurobank recelving the depesit can subsequemtly extend
dollar loans based on the demand deposit it holds at a US bank
{maintaining some small portion of the deposit with the US bank as a
‘pracautionary reuerve').u The beneficiary of the loan, in turn,
has ownership of the original dewand deposit tranaferred to it, The
total level of demsnd deposit 1labilities held by the US bauking
system is not changed.

There iz nothing in the payments wechanism which obliges the suppliex
of goods to the borrower of a Eurocurrency loan to pay the chegue
drawn oun the US demand deposit into any Eurobank., This decision will
rest purely on the supplier's preference. Thus there is no causally
connected succession of deposits in the Eurobanking system comparable
to the chain found at the level of a natlonal banking system.lz
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5.5 Savingg-and-Toan Assoclations

An example of the analogy with & savinga-and-loan association would
work as follows: the owner of & commercial bank demand deposit
transfers it to a savings bank, The latter draws on the demand
deponit to make a loau to a home construction company. The company,
out of net income from its business, saves a certain amount which it
- deposits with the savings association. The latter makes another loan

i with this deposit and so om. Thus multiple losns can be made against

’ the original and unchanged demand deposit with the commercial bank,
The savings association is acting less as a creator of ¢redit than ag
an fntermedfator of existing deposits, In this analysis it 1s clear
that the intexmediary role played by the savings-and-losn association
incresses the velocity of circulation of the original depoait.

Crockett has polnted out that commerclal banks are not unique o
A ) their ability to create credit, When attention is ghifted to the
N balance sheets of finameial imsritutlons and their customers, it cen
' be seen that the circumstances of banks and other £inancial
intermediaries are quite cempax:uble.u while savings banks'
1labilicies are not regarded as weans of exchange they are atill able.
e to extend credit up to a poiat where the marginal return oa lending
18 equal to the amarginal cost of attracting deposita. Similsrly,
commerctal basks are constralned in their lending activities by the
relative attractiveness of their llabilitiea fe they compete with
other financial {intermediaries for deposits.  Eurobauks have
developed a range of liabilities that sstisfy a wide spectrum of
1liquidity needs. While their liabilitles are oot actually used as a
means of payment they are nonetheless close substitutes for money,

The second interim report of the De Kock Commission of Inquiry into
the monetary system and monetary policy in South Africa has recemtly
explicitly recognised the credit creating potential of bullding
socleties, non-bank firaaclal intermediaries similar to US
savinga-and-loan assoclations and, for that matter, Eurobanks, In

recent years the liabllities of these lnstitutions have increasingly
. taken on the character of money or close money substitutes and they
are capable to some extent of creating their own uubutcm.“

At
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All that 1is necessary is that the building socleties quote
competitive interest rates for funds and that inveatons find thelr
lisbilities attractive to hold as money or money substitutes.

5.6 Supply and Demand Approsch

In addition to showing that other financial intermediaries are also
capable of ewpanding their balance sheets, Crockert assserts that
there ia little use for the momey multiplier model in studying
Purcbank extension of credit. Because domestic commercial banks are
constraived by cash reserve raquirements they face a ’discontinuity
in the implicit yleld on reserves'.)’ galow the Tequirad minimum,
i.e. between points 0 and A ia Graph 5.1, the implicit margindl yleld
on reserves 1s extremely high; above the prescribed minfmuw, i.e.
between poiats A and C, it is zero.

GRAFH 5,1
8
YIELD
QK
RESERVES
(%)
SHORTAGE OF EXCESS
RESERVES RESERVES
POINT A = MINIMUM RESERVE REQUIREMENT
0 [4

A
RESERVES ($)
In other words, the penilty for failing to mpeet the reaerve
vequirements 1s prohibitive whersas the return on excesa cash
veserves is negligible (except for a very omall margin over the
sinigen), Thus, movements in the yleld on alternative sssets will
have no influence on the ratio of reserves thet an individual bank
will wish to bhold. Basks will always respond to a release of
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reserves by the central bank by expanding loans. An incresse in the
volume of reserves provided by the cemtral bank causes a discrepancy
between the return on marginel loans and the retura on reserves
(which, being 4n excess of requirements, will fall to the
zero-ylelding portion of the discontinuous yleld curve).1® Banks
will lower their loan rates, incremse loans and run down excesa
reserves, until reserves reach the required minimum again, The
minimum reserve requirement acts as & fulcrum upon which national
monctary authorities’ open-market operations are applied to sffect
1 bank eredit 1

However, Eurobanks do mot face & discontinuous yleld curve for their
reserves, Because they are not subjected to legal minimum reserve
requirements the utility derived from holding reserves 1is a
continuous fusction, 1.2. line AB in Graph 5.2, of both the interest
rate on other sssata and the smount of reserves held.

GRAPH 5.2

INTEREST RATE
ON OTHER
ASSETS (%)

: RESERVES ($)

Burobanka hold a very small propurtion of total amsets as reserves
and rely on the well-developed interbank market to meet unfovesesn
withdrawals, fThe expansion of the market depends on the demand Ffor

and loans, Since its inception
and for various reagons weutioned in Chapter J the relative

B
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of has d a
flow of new funds into the system enabling ite balance sheet to
expand, Orockett cosciudes that it is not the mechanical nature of
eredit creation by banks Athm: makes reserve requirements egsential,
but ratber the existeace of reserve.requirements that makes credit

creation conform to a multiplier In the
market the simple mechacism of supply and demand equated by price can
explain the expansion of the market perfectly well.l’

bufey and Glddy also find the supply and dewand approach appropriate
for analysing the growth of the Eurocurrency market,'® fThe demand
for depogits by 1s & function of the demand
for lvans by . The lower the Eurccurvency loan
rate the greater the demand. For example, as the Eurodollar rate
rises loan demand declizes and becomea zero at the point at which the

RBurodollar loan rate equals the equivalent domestic US loan rate,

Similarly, depositors in the FEurceurxemcy warket imcrease thelr
deposits in response to the rising Eurodeposit rate and reduce their
deposits as it falls, In the Furodollar market, the supply of
Eurodollar depusits becomes perfectly elastic when the Xurodollar
deposit rate is equal to the equivalent domestic US deposit rate,

0n the basis of this analysis an rise in

deposits would not produce the same effect as an exogemoys rise iIn
depocits in a domestic banking system. According fo the multiplier
analysis the domestic bank retaine the required reserve against the
deposit and loans out the balance at a lower interest rate., The
loans create new deposita in the banking system and, in turn, new
resexrves and losns. The process continues until all of the original
inflow has been taken up by raserves or has lesked out of the
system, To calculate the multiplier all that 18 required is the loss
coefficient.

In the purocurrency market Eurobanks aim merely to equate deposiis
and loans at the wost profitable interest rate. An exogenous
increase in deposits could reault in an increased extension of credit

i
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but it could also produce lower deposit rates such that part of the
original inflow 4s counterbalanced by an outflow of deposita.
Depending on the lntereat rate elasticity of the supply and demand
curves for Eurobank Facilitles some combination of both is likely to

oceur.,

Two factors are responsible for the contiaued growth of the markets.
Firptly, the rate of credit expansion in national markets and
secondly, the increasing awareness of the attractiveness of the
markets amongst borrowers, banks and depositors. On its own, the
exteut of credit crearion over time in domestic markets determines
the potential flow of depoaits to Eurobanks, This potential has been
ateadily eshanced over the past two decades &s greater awareness of
the market has spread internstionally, and the learalng curves of
participants in the markets have flattened out,

The supply aod demand approach to the growth of the Yurocurcency
markets gives a different perspective to the problem of central
banking redepositing which, under the multiplier approach, was held
responsible for a great deal of the inflatiomary impact of the market.

For example, the shift of funds by a central bank out of a doasestic
US deposit to a Eurodollar deposit would have the effect of
depressing rates ia the offshore market or raising rates In the
domestic warket or gome combinstion of both, At the margin ‘some
depositora would shigt deposits from the offshore back to the
domestic market, Whether or not the Initial shift s wholly offeet
by the reflow depends on the iuterest elaaticitles of the two
markets. Because of the high degree of integration between the
Burodollar market and the domeatic US woney wmarkek, these
elasticities are assumed to be very high,'®

7 Credit is Expanded

Although the aupply and demand approach to the flow of funds through
the Eurobanking aystsm appears more realistic than the conventional
multiplier analysis it ia difffcult to escape the conclusion that a
transfer of deposits to the Burocurrency system is likely to produce
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an extenslon of credit upon an unchanged bage of dowestic deposit
liabilities, Thus while the domeatic stock of money rvenains
unchanged an expansion of lending and spending has occurred - in
other woxds an incresse in the velocity of the givew money stock hza

taken place. The simplified balance sheet amalysis below ghows how

this oceurs.

Ioitially & shifr of a time deposit of $100 cccurs from a US bank to
an offshore bank., The depositor, ABC, uow owns a Xurodeposit and the
Furcbank owns a US deposit upen which it can extend credir of $98 to
XYZ (keepiug & small reserve sgainst the original deposit). XYZ then
scquires ownership of a §98 deposit with the US bank, At this stage
there is an unchanged depoait liability for the US bsnk and an
expanded balance sheet for the Eurobask, However, in & dynamic
gyatem this 4is unlikely to be the end of the procesa, ABG's originel
shift 18 ltkely to produce at the mazgin a swall decline in the
Eurodeposit rate, dinducing other depositors to withdraw their
Burcbank depasite. This would creake a comtraction in the Eurobank's
balance sheet. FRowever, aa Graphk 5.3 shows, even with very Flat
(interegt-elastic} Burobank supply and demand curves asoms expansion
of the balance sheet on the basis of an original deposit must ocour.
An autonowoue shifr in the Eurodeposit curve AB to A'B' such that
deposits rose from OM to ON would have tha effect of reducing the
Burodeposit interest rate from O to 0G whare a new eguilibriuam level
of deposits would be established At OF (less than ON but greater than
oM). Only if AD wes perfectly horizontal would thers be no increage
4n the equilibrium level of Eurodeposita,

This 4s unllkely in such
efficlent markuts.
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It appears, therefore, that using the money multiplier approach
(deemed inappropriate by the author), the conclusion 18 reached that |
the Burocurrency markets create credit aund wmoney, while using the

supply and demand approach the markets augment the velocity of
money. Under neither asnalyels is it poseible to quantify accurately
the exteat to which these effects occur.

5.8 Liquidity Transformation

Avother approach to the inflationary potential of the Eurocurremcy

market ia to establish the extent to which it enhances the ligquidity

of the non-bank aector. In particular, net liquidity creation is
. poaitive if a financlal iotermediary borrows short and lends lomg.

The nature of commercial bank activities is certainly to borrow short

and lend long, However, many non-bank financisl intermediaries also

perform thia function. that 1 a fairly !

close wmaturity balance would indicste that the system functions

primarily as & distribution mechanism for existing liquidity rather

than as one that crestes mew liquidity.?0 i

i
i

The only detailed data availsble for analysis of the mavurity
structure of Furobanka are complled and published by the Bank of
Bngland ia ite Quarterly Bulletin. fThey are reatricted tv UK-based
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EBurobanks which do, however, make up & relatively large proportion of
total Burobank activity (eee Chapter 3) and are therefore taken to be
fairly representative of the market as a whole,

Hewson has constructed ‘mismatch curves' to analyee the degree of
maturity by The mismatch curve
involves espreasing the perceatages of assete and iLlabilities in each

maturity class as a percentage of aggregate asrets and liabilities
respectively, cumulating these percentages for both assets and
Liabititfes and then plotting these cumulative pevcentages.’l The
larger the area between the mismatch curve and the dlagopal, the
further from equal 4s the distribution of claims relative to the
digtzidution of liabilities.

Using data for September 1973 Hewson found that the degree of
maturity on in the baged Eurobanking cystem was
noticeably less thau ia the domestic American banking system and not
significantly differently from that in the domestic Japarese aad
German banking systems.

Unfortunately Hevson's analysi was mot consistent with hie tnitial
statement that ‘the economic significence of the Purobanking system
should not be determined by whether it crestes money per se, but
whether 1linuidity transformation represents a significant aspect of
ita operations vis-A-vis the non~Rurobank sactor.'zz That 18, 1t
depands on whether, in dealing with the non-bank sector, Rurobanks
{on aversge) tend to match the liquidity of their deposits from this
sector to the liquidity of their claime om this sector.

In compiling mlsmakeh curves Hewson igoored the specific breskdown of
Xorobank amsets and llabilities with respect to the non-bank sector
preferring to concentrate on overall assets and liabilities. The
resultant mismatch curves show quite a small area between the curves
and the diagonal allowing the conclusion that maturity tranaforwatien
1a not significant.

However, using Hewpon's same data (in which the figtres for asseta
and liabflities iu respact of non-banks are presented but not used
for compiling the curves) a wuch greater srvea is found between the
cuxve and the dlagonal (see Graph 5.4).

i
|
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In a later study by Grabbe?® it can be seen (Grsph 5.4) that by
1978 there had been a considerable increaae in maturity

e tranaforwation vis-2-vis monbanks compared with 1973, Grakbe points \
out that the question of the impact of maturity transformation om the —
inflationary process has ticul 1 [ lending to i
B LDCs (which will be covered in more detall In Chapter 6), Grabbe !
N shows that there was a one-time maturity adjiustment duripg the year

1974, following the October 1973 oil-price rise, accounted for by the

sharp rise in short~term deposits by OPEC coustries and an equivalent 5
rise in long: by oil: cotnteies, Thereafter, "
the structure of bank liabilitles did not change over the period ;
March 1974 to Noveaber 1978. i

Data for November 1982 shows that since November 1578 there has L
actually been a small contraction i the srea under the mismatch
curve, although the area 4s still significantly larger than in

<
% ;
o 1973.2%  Thus there 1s still comsiderable maturity transformation i
within the system. (Crabbe seews to imply that ‘

as long as the degree of maturity is not g

it does oot aggravate the inflation process, However, it seems more
logleal to say that at a constant rate of uwaturity trangformation
4 what 1s more important is the rate st which funds ave transferred
from domestic to Eurobsuk deposits by nom-bamks. If the rate of
transferal 1s large then maturity transformation must have a
significant effect on the net liquidity of nom-hanks and hence some
inflationary poteayial.

. - T F



This last polat 18 supported by a recent paper by Folkerts~
1andau,?> e finds that the magnitude of the flow of domestic
deposits to external locations is the most important facter for
determining the money and credit creatfag potential of the external
financial markets, Innovationa in the technology of external
financial transactions have centributed to a reduction in transaction
costs, while extended lender-of-last-resort facilitles and a better
definition of the legal responsibilities of domestic banks toward
thei: external ‘subsidiaries have reduced the risk of externally
issued deposit liabilities. Thease developments have resulted in a
sustained secular growth of external figancial merkets., It ie
impossible to determine the outer limit of the rate at which deposits
move toward cxternal intermediaries because it depends on fectors
such as the rate of techuological immovation in fimeneclal
tracsactions, and the reduction in the perceived risk of external
1iabilities which by their nature are difficult to quantify,

Another way of putting this 1s to revert to Machlup's concept of a
tprioary’ deposit which ie one that fincreases at the same time the
total deposit liabilities and the total cash reserves of the group of
banka under question'.2® For example, 1f the holder of a time
deposit with 2 domestic US bank withdraws it and deposits it with a
Burobank both the doliar deposit lisblitivs and the dollar cash
reserves at the Eurobank are increased, Thus, as was shown above, an
increased exteasion of credit ia made possible without changing total
domestic dollar llabilities. The velocity of the owigiual time
deposit has been increased thereby imcreasing inflationary pressure,
Even with some compensatory adjustment in domestic US and Eurodollar
interest rates there is likely to be some rise in total dollar credit.

In comelusion, it sesms clear that the Burocurrescy system, because
of its efficlency and growing popularity, does have inflationary
potential because it eahances the velocity of a given domestic movey
sgock. This 18 unlikely to be due to & money multiplier effect,
which appears to be an insppropriate wmethod of examining the
phenomenon.  Xustead it arises out of shifte of deposits from
domestic to external banks which enable increased credit extemsion on

I
b
|
i
i
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an unchanged money stock. There 18 also & considerable degree of
oun for banks by This adds to the

markat's lnflationary potemtial.

1f the isore of the inflationary potential of the Euvedollar markets
were to be left at this point there would appear to be good grounds
for concluding that the system has had a detrimeatal impact on the
internatiousl economy. There are, however, other cousiderations.

5.9 Inflationary Potential ia Perspective

A oumber o points need to be made to put the potentially harmful
fupact of the wmarket 1n perspective, Firstly, as pointed out in
Chapter 3, the msize of the Rurocurrency market, despite ita
phencmesal growth, ia still quite smell relative to comparable

national 'y Ita 1nfl 'y impact,

mugt be congidersbly pmaller than that of such aggregater,
Folkerte~Landau shows that thic potential direct contriburion by the
external financiel marketa to the US wate of inflarion wes between
0,06 and 0,4 percentage polnts per annum during the period 1975 to
1980.27 The aversge anmual consumer price inflation rate for the
US over the period was 9 par ceat,

Secondly, a numher of writers have poioted out that it is false to
say that Lf the Euromsrkets did not exist the international flow of
credit chonnelled through them would not occur at all., Inrernatfosal
credit did not origimate with the Ruromarkets, mor is it momopolised
by them, The Euromarkets are more correctly an alternative chanmel
for eredit flows that would oceur in gome form ox another im amy
event. McClam has shown that la tiwes of a reducrion in commercial
bank lemding in the US disintermediation has uot been concentrated
solely 4in the BEurocurrency mrkete.zs Because domestic financial
warkets in the US are highly developed the impact of wonetary
vestraint com be significantly reduced by disintermediation through
domeatic US bank. £1 dal t4

As far as destablishing short-term ‘hot-money' capital flows aTe
concerned it is clear that they occurred long before the advent of
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the Euromarkets, such as during the spate of competitive devaluations
in the 19308.%

Thirdly, it is likely that the blame for excessive credit creation
rests not oan the Eurocurrescy markets but on domestic monetary
authorities who have exercised inadequate control over their own
money aupplies., The recent performance of inflation in industrial
countries in response to more disciplined monetary policles i1
evidence that inflation can be controlled despite the existence of
the Euromarkets, Indeed, monetary policy cam and does affect the
extension of credit by Eurcbanks in the same way as it affects the
extension of credit by other domestic non-bank  Ffinancial
. intermediaries. For one thing, because of the close linkages between
domestic and Eurocurrency interest rvates, the authorities can
directly affect the cost of Rurocurrency credit by exerting pressure
on domestic money supplies.

TABLE 5.1

EURQCURRENCY MARKET:
CHANGE IN NST CLAIMS ON NON-BAFMKS

Year z
1974 50
1975 2%
1976 27
1977 27
1978 26
1979 25
1980 29
1981 25
1982 12

Source: World Financial Markets, Morgan Guaranty Trust Co., New
York, varioua issues.




101

Table 5,1 shows the sharp contraction in the growth of net credit

to b by in 1982. While some of this
contraction was due to a deliberate policy of more selective lending
by Hurobanks rather than a slowdown im credit demand it is clear
that the wultimate rveason 1s the concerted policy of monetary
congtraint followed Dby the US and other industrialized countries
since 1980, This has produced a Bsevere economic recession, high
interest rates, a strong dollar and fallimg commodity prices all of
which have coatributed to more cautious leading policien by
Eurobanks. In ghort, the Eurocutrency system 1a not the main
generator of excessive credit oreation nor is it beyoad the scope of

N domestic monetary policy to somtrol.
5.10 Contxols

) Much has been written on the desirability and practicability of
r coutrols over Eurchamks. The most common direct controls suggested
are twofold, Ome approach would incorporate compulsory reserve
requirements agaiast forefgn currency deposits. Monstary

authorities could vequive Durobanks coming under thelr respective
jurisdictiong to wmaintain reserves against their foreign curreacy
deposits. For example, the Eurodollar aystem would then be

subjected to the same ve and axp
from changes in the US monetary base guch as would be caused by US

open-market pperations. As important prerequisite for the success
) of such would be : t 1onsl

g othervise Eurobank business would merely shift to other centres. It
is umlikely that all nations and government entities throughout the
" world would agree to impose uniform legal reserve vejuirements 4n
" such a way as pot to cause forelgn currency business to move to the

o most advantageous locationa.

5 Another approach would emphasize open~market operations, Central
~ banke could agree to lncresase or decrease availability of
Burodollars by borrowing or redepositing funds directly or vie the
Bagk for Internatiosal Settlements, They could even create some
> sort of special security to do so. A sale of such a security to
- Burobanks would have the effect of driving up Eurocurrency laterest
. rates relstive to domestic interest rates. However, this would have
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the lmpact of attracting domestic deposits offghore, tantamount 'to
bailing out a boat with a hole in its bottom'. Apart from the
problems of identifying the base toward which ouch open-warket
operations should be directed, and the lack of an ideatifigble
wultiplier, there would alsc he the problems of which type of
security to use and of how such operatioms should be co-ordinated.

Other controls have been suggested, such as credit ceilings and
confrols over the US balance of paymeata. Oue form of control, the
German 'Bardep8t’, was tried extensively in the early 1970s. This
was a cash deposit requirement au all loane and other credits from
uon~residents to German non-banks., The bardepdt was iaitially eet
at 40 per cont and later ralsed to 100 per cent and was instrumental
in reducing non-bank inflows of short-term capital. However, most
of these suggestions appear te ignare the fact that the Eurocurrency
markets to & certain extent emerged as more efficient alternatives
to heavily countrolled domeatic €financial markets, particularly in
the US, It wight even be suggested thst instead of iwmpoaing
controle over the Butocurreacy markets and thereby compounding the
agony of controls already imposed in domestic uwarkets, that
regulation over daogestic bounking activity should be scaled down,
This would increase Lthe velative coapetitiveness of domestic banks
and reduce the fucentive te utilise offshore banking facilities,

Recent avents fn the international economy, in particulsr the
accelerating problem of the debt and liquidity problems of Third
World countrles, have resulted in calle for more specific controls
over Eurobank credit extension. In this resmpect, the argument for
controle focuses specifically oo the question of the adequacy of
bank earninge and capital vie-d~vis thelr outstanding loans to these
countries. The question of insufficlent attentien to country risk

o

7
appraisal has ariven and the problem has reached such serious 4
prap that gsome 11 and anslysts have been led to fear
for the whole fabric of internatiomal bauking. This problem will be
digcussed in Chapter 6.
N N it e
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CHARTER 6

BAMK LENDING TO LBSS DEVELOPED COUNTRIES

6.1 Iatroduction

Becent developuents coucerning the debt of Less Developad Countries
(LbCs) have, for the second time eince the oil crisis in 1974,
brought the stability of the iInternatiomal banking system into
question., Since Friday, 13th Avgust, 1982, when Mexico shut its
foreign exchange wmarkets decause it could not afford repayments on
its huge foreign debt commitmeats, the internstional money market has
undergone severe gyrations., In the year that followed Mexico's
fateful move some 25 LDCs attempted to renegotiate the terms of about
§108 billiom of external debt owed to the international banking
gystem - about 20 times the amount of cross-border debt to the
markets renegotiated in amy previcus year.l

Table 6.1 below shows the breakdown of the external debt owed by the
21 major LDCs as classified by the Morgan Guaranty Trust Company
(MOT). Of the votsl external debt of these countries -~ some $517
billjon at the end of 1982 - about 60 per cent, more than $300
bliljon, was owed to baoks,? The totel external debt of all IiCa
wa@ somewhat larger, being equal to around $655 billion at the end of
1984,
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TEE 6L
TOTAL EXTERNAL DEBT OF 21 MAJOR LDCs

$ Billions - 1982

Brazil ' 86,3
Mexico 84,6
Korea 37,2
Argentina 36,5
Venezuela 32,6
Ievgel 28,0
Indonesia 25,5
Turkey 22,6
Egypt 22,2
Philippines 20,8
Chile 17,2
Algeria 14,9
Thailand 11,7
Paru 13,6
Nigeris 11,5
Moxoceo 10,8
Colombia 10,3
Malayala 9,5
Taiwan 8,2
1Ivory Coast 8,0
Ecuador 6,7

Source: De Vries, R. Morgan Intersational Tables & Charta, Movgan
Guaranty Trust Co., New York, November, 1943, p.4.

The table shows an group, four , sad
includes menufactured gocds experters such as Kerea and Taiwen; ofl~
exporting countrles such ss Mexico Bad Indonesia; and countries
richly endowed in other raw matertals such as Brazil and Argentdna.

Because this outstanding foreign debt has assumed such ‘arge
porti of 4 biliry dn  their lending

practices have been levelled at Rurobanks and renewed calls for

contral over international bank lending have been widely heard.
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It should be noted that not all of the lending to LDCs is in
Evrocurrencies, Furocurrer ~- lending is defined as lending in a
currency foreign to the territory im which the bank office through
which the loan 1s booked 1s situated, In recent years the most
rapldly expanding sector of the international momey market has been
lending in domestic currency to foreign borrowers ~ for example, the
International Banking Facilities (IBFe) in the US. In 1982, over 26
per cent of the identifiable total external credit extended by banks
waa in domestic currency.’ fiowever, it is clear that Eurobapk
lending, as defined, has played the major role in internatipnal bank
eredlt to LDUs.

Of total external LI debt at the end of 1982 amounting te $655
bitlion, $367 billion was owed to bake. Of this amount of $367
billion, 36 per cent or $133 billion, was owed to US banks (including
offshore branches of US bnnk.s).4 Clearly, US bauke are heavily
involved in lending to LDCs but they are by no means alone in their

exposure to these countries.

Origins of the LDC Debt Problems

The substantial pgrowth in the foreign debt of the LDCs bas only
occurred cover the past decade. In particular, the lending of
commercial banks to LDCs during the 1960s was not common, being
regtricted mainly to short-term trade finance, project finance, and
ters loans in conjunction with INF stabilisation programmes, As of
1971, two~thirds of the LDCs' external debt was owed to official
gources and the remaining third to suppliera and bankas.’

One of the major initial reasous bebind the flow of bank credit to
1DCo was the increasing attention given to aeome of the higher-incowme
LbCs by mulei-national companles - particularly from the end of the
1960s. A number of newly-industrialised countvies (NICs) such as
Korea, Taiwan and Singapore iwmplemented forward-looking development

which on developing menufactured goods
exports industries with the aid of nulti-nationals. Similarly,
countries 1in the Western hemiephere well-endowed with natural
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resources such as Brazil and Mexico esbarked on expansion programmes
which multd ional pared It was natural for ihe
multi-nationsls to turn to international banks to raise finance for
thelr operations in 1DCs., Burobanks could provide US dollar loans —

the dominant curremey for world rrade - which were ot aveilable in
the US eredit market because of US capital controls.

By the late 19608 ani early 1970¢ the FRurocurrency system had
experienced rapid growth and waa well placed v perticipare in the
expansion of the LDC economies. FEconomic growth for .ne amon-OPEC LDC
group, defined as ‘'acn-oil' LDCs to distinguish them from OPEC
countTies, averaged 5,6 per cemt per snnum between 1961 and 1970, and
5,5 per cent per annum during the followiug decade ~ counsiderably
higher than growth is OKECD economies ~ and thay offered excellent
investment opportunities, At about this time industrial countries
and official agencies were making changes in their official aid
gJrogrammes, For exapple, the US tended to concentrate ald more on
lower-income ecouomies while the World Bamk adjusted its interest
rates ho market-related levels. Furthermore, lending by the IMF was
slways accompanied by conditions economle

which most higher-income LDCs preferred to avold, Under these
conditions the tapital-hungry LDCs tursed to ths Eurobanks where they
found credit relatively easy to obtain, cheap and condition-free.

Commercial bank lending to LDCs was also boosted by the expanaion of
world trade. Table 6.2 shows the rapid acceleration of pon-oil
developiag countriea' exports and imports from the late 1960s and
early 1970s, Many of this group of countries are primary goods
rather than manufactured goods exporters and their exports benefitted
considerably from the commodity price hoow between 1972 and 1974 and
sgain from 1976 to 1980. Between 1968 and 1974 non-oil developing
countries' exports rose more than 3 times. Over the same period the
IMP commodities prices index mora than doubled. Thus not all the
rise in exports was due to inflation - world trade wan hoowing and
there was sixong demand . for commodities from the reconstructed
economies of Purope and Japan.
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TABLE 6.2

AOUAL % Ghovrn

NON-OIL DEVELOPING COUMIRIES IMF_COMMODITIES

IMPORTS PRICE INDEX
1965 5.9 6,8 -2,1
1966 9.6 8,1 3,4
1967 2,4 0,3 -6,0
21968 6,7 6,4 1,0
1969 9,3 11,6 7,7
1970 15,1 3,3 3,3
1971 13,0 5,8 -4,9
1972 8,8 20,3 13,3
2973 38,4 45,9 53,5
1974 57,5 51,0 27,9

Sources: JInternational Flnsnclal Statisties, Yearbook, 1983.
International Financisl Statistics, Supplement on Trade
Statistics, 1981.

In the aftermath of the commodities price boom of the early 1970e the
intersational economy entered a severe recession. This was induced
mainly by the effect on the industrialised economies of the
quadrupling of oil prices by OPEC, The combined effect of the
recesgion and high oil prices was a drastic deterioration of the
trade balances of the non-oil developing country group. This led to
another surge in bask lending to LDCs, thia time for balance of
paysents purposes. Table 6.3 shows that from 1973 to 1975 the
coubined trade defieit of the non-oll developing countries
deteriorated from $17 to $54 billlon per annum, At the time
governments in the industrislised countries eancoursged such bank
lending because of fears that the trade suvpluses of the OPEC
countries would remsin high indefinitely. It was thought that the
richest OPEC econcuies had low 'absorptive capacity’ i.e. limited
ahility to suck im imports because of thelr relatively small
populations. ‘The banks were encouraged to ‘'rveeycle' the excess
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dollaxs to the LDCs to dampen the impact on them of the high oil
price. For US banks such leading was fecilitated by the rewoval of
controls on capital outflows iun 1974,

TABLE 6.3

. NON-OIL DEVELORING COUNTRIES
TRADE DEFICIT

$ BILLIONS
1965 7,4
1966 8,5
1967 9,4
1968 10,2
1969 10,3
1970 14,0
1971 19,4
1972 16,3
1973 17,3
1974 40,1
1975 54,1

Source: Intexrunational Financial Statistics, Yearbook, 1983,

IMR resources were boosted in 1974 and 1975 through the first amd
gecond oll facilities which totalled $9 billion and later through the
Supplementary Finaucing Paciiity which added another $10 billion,

¥any LDCs were tardy fn impl policies of ad Justment
foilowing the oil erieis. A number had embarked on ambitious
devely, rert programmes 1o rhe early 1970s and preferrad, oftes for
polit.=al reasons, to attempt to ride out the recession aad bartow fo
the Rurogurrtency markets.

It is estimated thet in the three years Efollowing the first oil
crisis mon-oil LDCa obgatned $60 billlen in commercisl bank credits,
Of this total nearly $30 billion was publiciy amnounced borrowing
from the Burocurrency markets.® The rapld growth in lending to the
LDCs wea highly successful in wmoderating the effect of higher oil
prices on international ecomomic growth. After a siight dip in 1975
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non~oil LDC exports recovered sharply as demand picked up in the OECD
economies and their cowbined trade deficit alse improved
substantially, This permitted a resumption of strong import growth
from 1977 further aldiag the recovery of the industrial countries
(aea Table 6.4).

TABLE 6.4

FOREIGN YRADE OF NON-OIL DEVELOPRING COUNIRIES

ANNUAL % CHANGE IN IRADE DEFICIT

IMPORTS EXPORTS ($ B4llions)
1975 6,8 -1,3 54,1
1976 1,8 15,7 38,1
1977 14,6 17,6 38,2
1978 18,5 13,7 52,7

Source: International Financial Statistics, Yearbook, 1983,

The gecond oil price shock 1a 1979, and the events which followed,
severely aggravated the external debt position of the 12Cs, Whereas
the industrial ecooomies had followed relatively lax wmonetary
policies following the firet oil crieis, anti-~inflationsry policies
were stringeatly implemented from 1979, particularly in the UK and
the US. Inflstion declived aharply in most OECD economies and
interest ratea rose to record levels in real ond nouinal terms.
There followed a recession of similar intensity and longer duration
then in late 1974 and early 1975, For ezsmple, from its peak in
Janyary 1980 US industrial production had declined by 8 per cent only
8ix wmonths later. 'Then followed a sharp racovery - 9,7 per cent -
only to be followed by a further 12,3 per cent fall between July 1981
and November 1982.

The nou-oil LDCs were faced with a degperate situation - a sharp risa
in imterest xates, much higher oll prices, a strong rise in the US
dollar in which 70 per cent of thelr forelgn debt was demominated,
‘falling demand in thedr major export markets and, after 1980,
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declining commodity prices. Table 6.5 shows the decline in the IMF
commodity price index over this perlod and the simulteneous
deterforation in the non-oil LPCa' terms of trade. It also shows the
sharp rise in this group's combined trade deficit,

TABLE 6.5

ANNUAL % _CHANGE

IMP COMMODITY HON-OIL LDC NON-OIL LDC

PRICE INDEX IERMS OF TRADE  TRADE DEFICIT
1978 41 -5,2 40,4
1979 16,3 -1,9 9,3
1980 8,0 -5,3 47,2
1981 14,6 ~8,4 20,1
1982 -12,1 1,7 -28,9
1983 6,7 na. ~36,2

Source: International Finamclal Statistics, Yearbook, 1984,

However, from 1982 the non-oil LDCs were able to effect a drastic
decline in their trade deficit owing to an 11,5 per cent cutback in
imports ~ the only time that imports have declined in any year since
1980, Nevertheless, as shown fn Table 6.1, LDC debt had assumed
alarming proportions by the end of 1982. FRurthermore, it was not
only the non-oil developing countrles that were affected, A number
of OPEC countries, notably Venezuels, a8 well aa non-OPEC ofl
producing nations, notably Mexico, featured prominently among the 21
most indebted LDCs, These countries had been among the most
creditworthy during the sharp run-up in the oil price in 1979 and
1980, However, the subsequent decline in oil prices and the cutback
in world oil demand during the recesafou placed s question mark over
the ability of these countries to service their foreign debt.

Quantifying the Debt Crisis

It has been pointed out that the accumulation of a large quantity of
external debt and the running of slzeable current account deficits
need mot, in itself, be undesirable.” it 1s natural for a country
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in its development phase to be a net borrower because imternally-
genersted savings ate unlikely to be sufficient to provide the funds
needed for extemsive development projects. For example, for many
yesrs between 1870 and 1890, the US ran lurge current accoumt
deficita and accumulated a2 large external debt averaging over 300 per
cent of exports durlng the last five years of this peried, Interest
paysents on these debts amounted to between 10 and 15 per cent of
exports, Such ratios were well above those recorded by most LbCs
during the past two decades.

There is no simple suawer to the question : how much should a country
borrow and how much should banks lend to a particular country?
However, it is ecrucial for the lender te know whether the borrowing
country will be able to vepay the debt, or will be able to refinance
it oa terms agreeable to both lender and borrower, More
specifically, some standardised mesns should be available to the
lender to gauge whether the borrowing country is a high risk,
‘Country risk’ may be defimed as the possibility that sovereign
borrowers of a particular country may be umable or unwilling to
fulfill their foreign obligations for reasons beyond the usuval risks
which arise ia relation to all lendtog.’ The idea bebind this
definition ia that there may br nv legal redress agalnst a foreign
borrower that chooses to renege on its external obligations and that,
whereas private Becror borrowers are subject to legal process, they
may be p £rom the 'y foredgn to
service their foreign debt.

Various measures of country risk have been compiled and have recetved
particular attemtion since the spate of UDC debt rescheduling
recently. For example, the Swiss Bank Corporation's (SHC) epproach
to country xisk aessessment ia based on both qualitative and
quantitative charvacteristics,?
of & standard form which examines political, ecomomic, external debt
and trade statistics in Teport form, The quanritative assessment
considers a varlety of indicators ~ 20 in all of which eight are
ratios - each observed for a period of five years. Forecasts are
also made. Each of the eight ratios -~ guch as debt~to-exports and
international 1mp: ~ is ed by a ‘owitical
level’ which, 1f exceeded, indicates that a potentially serfous debt
problem may he building up.

The qualitative assessment consists
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Nowzad believes that economic comsiderations applicable to foreign
debt should be divided into three cstegories:

1. Factors that are fairly well known or can be predicted with some
aceuracy,

2. Factors that are more difficult to project accurately but on
which acceptable aysumptions may be possible,

3. Fsctors that are most reaisteat to accurate measurement aud
10

projection.
The first group would imclude smortisation and Py on
outetanding debt. The second would include factors such as the
‘compressibilicy' of imports i.e. the ability to reduce iamports in

response to a foreign exchange crisis. The third group would include
sudden fluctuations 1a export receipts owing to, say, a world
receasion of unexpected intensity.

Such dietinctions are useful because they identify the icherent
inability to pin down exactly the polnt at which a ‘debt crislas’
phould be triggered, The markets frequently respond in & way that
canuot be anticipated by any specific set of variables, efther
qualitative or quantitative,

Roberte distinguishes between the ‘economic' aspects of the ILIC debt
burden and the 'finauctal’ aspecta.*! The ecomomic burden results
from reduction of goods available for domeatic use when interest and
amoctigation payments are made. So long as borrowers receive more in
niw loans than they pay out for debt servicing, the economie burden
should not present problems. Ideally, the loan should be directed
into productive sources so ag to geserate sufficient proceeds to
sex:vice‘ it. Thus one important measure of the state of the economic
burden for a country js the ratio of external debt to GDP.

The financial burden refers ra the need to acquire and maintain
sufficient forelge exchange to make the debt service payments, If
forelgn exchange earnings snd reserves are inade(vste, a liquidity
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crisis can develop, forcing sharp reductions of imports, output, and
consumption even though the longer run economic burden may be low.
The  most commonly uased indicater of lomger-vun financial
vuinerability is the debt-service ratio i.e. the ratioc of the
country's debt service to exportse.

6.4 Ourrent Measures of the Debt Crisis

Recent work published by Morgan Guaranty Trust Co. (MGT) makes use of
a number of variables for quantifying the magnitude of debt crisis.
The wost important of these ares

[€h] the ratio of externsl debt to exports;

[¢X3) the ratlp of debt rervice to expotcs.lz

As can be seen in the case of ®ach ratio MGT uaes exports as the
denoninator, While some analysts assert thac external debt should be

latd to GNP, MGT ds that exports should be used on
the grounds that external debt must be serviced in foreign eszchauge,

rather than local currency. Hemce, exports are more relevent for
measuring debt servicing capacity and vulmerability to liquldity
problems, especially in LDCs prome to inappropriate exchange rate
policies and restrictions on trade and capital flows.l3

For each of these ratlios MGT has compiled a threshnld level based on
historical precedent as a guide to the potential for the LDG, te
which the ratio iz applied, te reschedule forelgn debt, For example,
io the case of the ratlo of external debt to exports, known as the
debt-export ratio, virtually every country whose ratio climbed above
200 pexr cent at one time or another has been forced to raschedule
portions of its debt. As a means to recel-isy an early warning for
potential rescheduling MGT sets the threshold level for the debt
export ratio at 160 per cent,

It appears that the debt~export ratio can bde substituted for the
debt~GNP ratio used by Roberts as an Indicator of the economic burden
of LDC debt. For the 21 major LDC borrowers as a group, the ratlo of
debt to exports rose from 125 per cent in 1980 to nearly 180 per cent
ia 1982 ~ well above the threshold level (see Table 6.6).

Nt o
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TARLE 6.6

2L MAJOR BORROWERS - DEBT-EXPORT RATIO ~ 1982

3
Latin America 270
Argeatina 375 i
Brasil 5
chile 295 :
Colombia 188 3
Ecuador 232 7
Mexico 268 !
Peru 258
Venezuela 157
=~
Asis 99
Indonesia 114 L
Korea 121
Malayeia 61
Philippines 233 .
Taiwan 33 :
Thailand 9 ;
Middle East & Africs 172 .
Algeria 106 :
Egypt 261 i
Inrael 235 :
Ivory Coast 252 i
Moracco 264
Nigeria 65 :
Turkey 238 .
Source: De Veries, R. Morgan JInternational Tables & Charts, Morgan
Guaranty Trust Co., * - “ark, November, 1983, p.6. :
For Latin American cow. e even higher - to 270 per cemt - .
and {n the specific cases mtina and Brazil ~ to 375 and 345
pet cent vespectiwely. Over the same period there was a sharp
L. . e
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reversal of the ecounomic fortunes of Latin American economies. In
the case of Argentina real GDP growth contracted from en annual
average of 4,3 per cent in 1979/80 to mious 6 per cent 1981/2. Fer
Brazil the cowparable GLP growth figures were 7,3 and minus 1,7 per
cent, Olearly the economic burden of external debt became too great
for these countries oncé the debt-export ratio rose aignificantly
shove the threshold level, and severe economie contraction was the
result,

In terms of measuring the financial burden of dabt MET have set the
threshold level for the debt service-export ratio at 65 per ceat,
{Debt service in this case is defined as the interest on gross debt
plus  all maturing debt includiog amertisation of medium~ and
long-tern debt and all short~term debt), For the 21 major LDC
borrowers thia ratic algo vose above its threstold level over the
period 1980 to 1984 {see Table 6.7) In the case of the latin
Awerican group it had reached 138 pexr cent by 1982 - more than double
the thresheld level. Once again, the countries with the highest debt
service ratios were Argentina (203 per cent) and Brazil (155 per
cent) at the end of 1982, The lukewarm reéponse of Inmternstional
bauke te requests from theue countries for wmore forelgn credit
eignifies that the fimancial burden of their external debt became too
severe,

Bt v e e M et
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TANLE 6.7

21 MAJOR BORROWERS - DEBT' SERVICE RATIO - 1982

3

latin America 138
Argenting 203
Brazil 155
Chile 120
Colombia 91
Ecuador 131
Hexdeo 142
Peru 108
Venezuela 108
sta 4
Indenesia 26
Rorea 61
Malaiaia 16
Philipplnes 109
Taiwan 22
Thailand 63
Hiddle East & Africa 63
Mpgeria 35
Bgypt 62
Isrsel 133
Ivory (oast 8
Moroeco 56
Nigeria 25
Turkey 77

S dnternaionss Iahles x tharts,

Guaranty Trust Co., ks York, November, 1283, p.6.

18

i International Tables & Charts, Morgan
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6.5 Early Werning System

For all thelr usefulness in examining the extent of the debt crisis
the ratios, levels, 1ity ind etc, developed
by banke and economists :ive falled in recent years to generste
adequate alsrm amomg both borrowers and lenders as to the
serviceability of LOC debt.

Data from Moxgaun Trust Co. indicate that rhe P and
debt service watios began to exceed their threshold levels in 1975
acd that, despite a siight correctlom between 1978 and 1980, have
remained above these levels ever since.l? Indeed, from 1976 the
extersal debt of the major Latin American borrewers coutdnued to rise
at a very rapid rate and only started to decelerate from 1381
(see Table 6.8).

TABLE 6.8

GROWTH OF TOTAL EXTERNAL DEBT OF MAJOR
LATIN AMERTOAN BORROWEAS (pex cent per apnum)

1976 - 80 1981 - 82
Argeatina . 28,1 19,4
Brazil 2,4 14,3
Chile 16,2 - 24,0
Colombia 15,1 12,1
Bouador 45,2 18,4
Hexico 21,9 26,9
Peru 8,0 9,0
Yenezusla 40,9 12,9

Bource: World Financial Markets, June 1983, p.3.

In effect, while hindsight and experience bring to the nurface the
factors which should be taken into account in making losme to LDCS,
there has been no universally observed principle for assesalng debt
sieuations. It appears futile to search for a nagic early warning

B s,
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sigaal ~ some point beyond which no further credit will be extended.
This could even have adverse effects because it would trigger off a
chain of loan retractlons leading to a full-scale debt crisis,

Nevertheleas, few observers feel that the HEurobanks have conduated
themselves in a prudent fashion in respect of LDG leading in recent
years, While some defencee are available to the banke (specifically,
the unexpected sevevity of the receasion and the exceptiopally tight
monetary policy in some of the major economles), there seems little
doubt that Eurobanks should have exercised moxe caution. This is
particularly true im the case of the bigger, more established
Eurobanks. It should be added that some of the major LDC horrowers
could glso have Leen less prodigal.

involvement of Banks

The exposure of intermational banks to LDCs im consldexable although
only slightly over half (56 per cent) of the foreign debt of LDCa is
owed to banks. Furthermore, bank lending to LDCs does not emapate

y from banks although the most widely
publicised category of bank lending to LDCs is in the form of
publicly announced Furocurrescy bank credits, Table 6.9 shows the
amount of foreign debt owed to banks by tha 21 major LDC bovrowers at
the end of 1982, Of the $319 billion owed to banks, 37 per cent was
owed tg US banks and the balance fo non-US banks,

o,
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TABLE 6.9

21 MAJOR LDC BORROWERS
EXTERNAL DEBT OWED TO BANKS ~ 1982

EXIERNAL ORpl QML 29 AR L L

$ Billions

Brazil 69,7
Mexico 62,9
Venezuela 27,5
Argentina 25,7
Korea 23,2
Philippines 12,6
Chile 11,6
Indonesia 9,9
Algeria 8,3
Nigeria 8,5
Colombia 7,1
Isxael 6,7
Malaysia 6,6
Taiwan 6,6

Peru 5.4

Thailand | 4,9

Egypt 4,9

Turkey 47

Bevador 4,5
Moroeco 3,9
Ivory Coast 3,4

Source: De Vries, R, Morgan faternational Tables & Charts, Morgas
Guaranty Trust Co., New York, November, 1983, p.4.

Since 1975 the growth of bank lending to all LDGs has aversged
slightly over 20 per cent per annum; for the major LDC borrowers the
average has heen even higher - 25 per cent per anpun, 16 Thig
growth has been far in excess of the growth 4in the backs'
shareholders equity. For example, it 1s cleimed by the American
Banker that the 10 largest banking holding companies in the US had
investments amounting to 169 per cent of equity in ‘problem plagued'

{
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countries.l’ A broader measure estimated the equity capital of the
world's top 100 banke at $160 billion while outstsnding bank debts of

Latin Amerfcan countries alone excesled $200 billion,8

There 1s a widely used indicator that banks can apply to thelr owm
lending activities as a measure of the extent of the bulld—up of LDC
external debt, rather than to rely on geueral iudicators concerning
the countries themselves, This indicator 1¢ kmown as the capital
ratio — the ratioc of capital to assets. The primary function of bank
capital is to act as a risk cushion against unforseen and unexpected
1osses.!® Banks amsss capitsl through retalned earnings out of
profits and the generation of capital enables the extension of new

credit to a multiple of the capital accu ated.

A study by Davis showed that the leverage of the 40 Eurobanks
investigated ramged widely ~ from 3:1 to 22:1, Leverage wes defimed
as total deposite divided by total capital funds, including
subordinated debt and mom-speciffc reserves. However, the chief
executives of the banks concermed felt that = ratlo of 15:1 wam the
nost appropriate.?’ In the case of US banks (data on bank capital
for other counrries are not comparable to these for US banks) the
growth in lending to LDCs has far outstripped the growth of their
capital, Since the wid-1970s the major US banks have accumulated
capital at only around 9 to 10 per cest per anmum.?} Federal
Reserve Board data showed that by mid-1982 credits to the three
larger latin Americas borrowers, Brazil, Mexico and Argeatina,
coustituted about 113 per cemt of the total capital of the nime
largest US baaks.?? Clearly these banks and their stockholders, if
got the entire intersational monetary system, are overly dependent on
the contlaued health and prosperity of only s few countries.
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+7 Buxobank Mistakes

Although at least phrt of the deterloration of the LDC debt ratlos
can be accredited to unforseen economic developments such as the
severe 1 i ton and high real interest rates,
it still appears that the Eurobanks have been gullty of exceasive
rigk-taking. There have been a number of reasons for the complacent
attitude of the Eurobanks.

Firstly, it has been a widely-held view that the banks and their
depositors could rely oa the prospect of ceatral bank. lender~of-lase-
resort facilities fun the eveat of a major run on Burobanks followirng
an LDC debt default. Although the world's major central banks agreed
in Basle in 1975 to go to the aid of banks within their area of
Jurisdiction which might find themselves in difficulty, the collapse
of Banco Ambrosiano in 1982 exposed wesknesses inm the agreement. The
Bank of Italy declined to take responsibility for Banco Ambrosiano‘s
forelgn interests which were grouped In a Luxembourg holding
company . The Luxembourg Banking Commissioner also rejected
responsibility on the grounds that Banco Ambrosisno Holding was a
holding company and not a baok. These exasples show that it is by mo
means certain that offshore bsnka can rely on ceatral bank support.

Secondly, the comperitive nature of the EHurocurrency market has
cauged an erosion of discipline in international lending. While the
cost of funds to the banks has been broadly equalised, lendimg has
been based on differing perceptions of risk and the more cautious
banks have come under iscreasing pressure to match competitive
lending rates in order to rerain market share, Lurthermore, loans
extended to LDOs before their credit etanding deteriorated have
become more and more risky as a result of aggressive lending by more
recent participants in the offshore banking syatem.

Thirdly, there have been a number of misconceptious concernlng bank

leading to LDCs, One is that 1 cannot go
Although this is technically true, the corollary is also truet that
countries are less likely to exerci prudential self-~ in

their borrowing activities. Another misconception is the belief that
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by syndicating bank lending, banks reduce their individual exposure
te default risk to a minlmum, However, as there is no secondary
maxket for LDC debt the banks have been effectively forced to
participate in further loams to LDC borrowers which have becoume
overborrowed, The banks have also srgued that by spreading their
lending among a wide reuge of LDC borrowers they have diversified the
tigk of an LDC default - the assumption being that the economic
performance of LDCs is sufficlently uncorrelated for such risk~
spreading to be effective. However, recent developments have shown a
relatively high degree of systematic risk 4in LDC lending: for
example, the bulk of LDC bank loans have been in the form of floating
rate dollar debt and thus dependeat on the performance of the US
dollar and US interest rates.

Burobauks have also erred in the assumption that short-term lending
provides protection sgaluet country risk. After 1979 there was a
significant rise ia the ratio of LDC mhort-term debt to exports. MGT
estimates the threshold level of this ratio to be 30 per cent and yet

by 1982 the ratio for " LDCs was wore than 60 per cent and for
Latin American coustr - @' over 100 per cent.?? Far from belng
able to withdraw shi - .- credit facilities on maturity, the

Eurobacks have been forceu Lo extend an even greater volume of
short-term credit to LDCs with mounting debt-service difficulties,

These ai have led to grant extensive credit to

LbCs without subjecting them to the same degree of prudential
security that they apply to corporate borrowers. Until the Polish
debr crisis, loans to soverelgn borrowers rarely attracted specific
or eyen general bad debt provisions except where countries had
actually repudiated debt or ‘resched the poiat where they were so
fundapentally  overborrowed as to make ultimace repayment
questionable.'2%
bank credit to LDC borrowers im severe difficulty should be counted
as ssgets at all. Banks have been lending troubled debtor pations
enough for them to make interest payments which then flow right back
into the banks' income statements. The risk for the banks is that
thege loans may never be collectible and may merely swell the LIC

It has become increasingly questionable whether

A s
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debt burden. Only very recently have the results of the major us
banking groups 1incorporated a significant increase in their loss
reserves.2> Table 6,10 shows the loss reserve ratios for deven

large US banks over the past two years.
TABLE 6.10

US BANKS : RESERVES AS A PER CENT OF TOTAL LOANS

30/9/82 30/9/83
Bank of America 0,87 1,2
Baakera Trust 1,10 1,14
Chase Manhattan 1,01 1,02
Chemical 0,96 1,07
citicorp 0,76 0,82
Manufacturers Hanover 0,82 0,83
J.P, Morgan 1,02 1,39

Source: Business Week, 7 November, 1983, p.2l

Despite this attempt at setting aside move realistic provigions it is
clear that they would be completely ipadequate in the event of amy
major repudiation of LDC debt.

1DC Mintskes

The LDGs must also shoulder some of the blame for the debt crisis.
In particular the exchange vate policies of Latin American countries
have caugsed loag-term structural distortions which severely eroded
thelr iuternational  competitiveness, In  contrast to the
industrialised economies which have experimented with exchange rate
regimes since the early 1970s, Levin American economies have
persisted with the crawling peg regime popular in the 19608, Their
currencies have remained pegged to the US dollar and adjustments have
been made omly periodically by goversment fiat.26 The forees of
supply and demand for foreign exchange have bsen permitted to exert
iirtle direct influeace on the exchange rate,
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.ue strength of the doliar aince 1980 has led to periods of
conaiderable overvaluation for Latin American currencles, Even in
those economies where devaluations occur they are generally made with

to a of d d- or ap incomes policy.

These programmes have frequently not met thelr targets causinsg a
deterioration of the balance of payments and, ultimately, a sizeable
further devaluation. In gaveral patin American countries this has
led o & eycle of overvaluation-undervaluation lasting for three to
8ix yenrs.27

Among other damaging effects, these exchange rate policies have
stimuleted destabilising speculative capital flows. It has been
estimated that between 1975 and 1983 'thousands of individuals, small
businesses and multinational companies have ehipped moxe than $120
billlon out of the developing comntries'.?® Between 1980 and 1982
capital flight amounting to an eetimated §71 billion wae measured for
seven major debtors (Mexico, Argeatina, Vemezuula, Jndonesia, Egypt,
Philippines and Nigeris) while their Fforelgn debt xose by $102
bililon.2?  Currency overvaluation has contributed significantly to
this problem.

In the oyes of offlclal sgencies, LDC debtors have, in gemeral, not
used thelr borrowed funds uaproductively over the past decade. On
the contrary, the record shows that most of them used exiernal
capital For productive investment, which sustained their growth and
helped them imcrease their capacity to eara forelgn exchange.’0
Cited as an example of this 4e the Ffact that gross domestic
iovestment awmongst the middle-income countries, which include the
larger borrowera from private markets among the LDCs, rose by an
aonual average of 7,8 per cent in 1970a. For the mature fodustrial
countries the rate was only 1,6 per cent. GDP growth im the
developing countries averaged 5,6 per cent per amnum in the LS79s
against 3,2 per ceat for the industrial cconomies I

It is difficult to determine exactly st which point foreign debi for
the purpose of financing growth 1s trvansformed into foreign debt
which financea consumptiom. However, as alown in Table 6.11, GiP
growth in some Latin Americsn countries sloued dramatically in 1981/2

E;i’
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while thelr «current account balances (as 2 percentage of exports)
remained large.

TABLE 6,11

GDP AND CURRENT ACCOUNT BALANGHES IN LATIN AMERICA

REAL GDP GROWIH CURRENT ACCOUNT BATANCE

{annual average - %) (% _of exporte, annual)
average)

1979/80 19831/2 1979/80 1981/2
Argentina 4,3 -6,0 -25 =30
Brazil 7,3 -1,7 ~57 ~49
Chile 7,9 ~2,6 -28 ~63
Colombia 4,5 3,0 ~1 =46
Eeuador 4,9 2,9 -23 ~42
Hextico 8,7 4,5 -28 28
Peru 3,5 2,3 -9 -33
Venezuela -0,2 0,0 13 4

Source: . World Financial Markets, October 1982, pp.3-4.

1t 1s probably reasonable to argue that much of the sharp
daeterioration 1in these numbers was a consequence of the severc
recession iv the industrial economies. However, it is known that fn
1982 banks of some highly indebted LDCo raised increasing amounts of
very short-term money through their foreign branches, using this
money for the funding of longer-term loans to debtors at howe; bank—
to~bank deposits were thersfore used to fimzace balance of payments
defieita at that time,’?

Controla

Calls for greater comtrol over internationsl bank lending have been
more vociferous since the external debt position of Mexico reached a
head in August 1982. One large US hamk - Citibank - has come i for
speclal criticlsm for its practice of 'regulatory arbitrage'.33
This is the practice of taking advantage of wide regulatory
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disparities between different offshore jurisdictions. TFor example,
the Swiss and Fremch authorities imposed local reporting
Tequiraments for forelgn banks on different dates thereby opening
the way for ‘'window-dressing' operations designed to improve
EBurcbank's repoxted liquidity on the relevant closing dates, In
addition, time zone differences have enabled Citibank and other
Burobanks to pass positlons from one centre to another overnight,
‘In the extreme, deals could be kept off the closing books of any
centre by passing them through successive time zopes,'3?

There are a number of organisations in existence designed to develop
batter co~operation between the world's bank supervisora. It is
difficult to say precisely how effective these organisatjons axe in
superviging internationsl banking activities. Beceuse they lack
regulatory powers it appears that they have been ineffective in
coping with serious crises. The orgauisatiouna aret

Groupe de Contact
Tole ;. .4 informal club of EEC banking supervisers, formed in 1972

to achieve cleeer understanding and practical co-operation between
the banking supervisory authoritles of the member statea.

EEG Banking Advisory Group
This is & high-level policy-making committee, established in 1979,

which usually meets in Brussels to advige the European Commission on
how to harmonise the regulatory framework of the EEC Banking Systems.

Offshore Group of Banking Supervisors

This group represents a 'dozen or eo' offshore centres and first met
in Qctober 1980, It has agreed to sstablish formal srrangements for
keeping members up to date ia practical matters such as licences
granted aod wikhdrawn, regulatory changes and alteratious in
BuUpeTVisory arrangements,

top
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Commission of Latin Americen and Carcibean Banking Supervisors

This group, representing 21 countries, first mer In Mexico City in
1981. Meetings are irregular and alm at exchauging information and
Aiscussing banking supervision techalques, mechanisms to protect
bagk deposits and inspeetion procedures.

Ihe Basle Committce

This 1s a standing committee officially entitled the 'Committee on
Banking Regulations and Supervisory Practices'. It was set up by
the central bank governors of the Group of Jen Countries and
Switzerland 4n 1974 to impreve the co-ordimation of national
surveillance of the iaterma:ional banking system,

In July 1983 the Basle Committee published a revised veision of the
1975 Concordat setting out the principles governing the division of
supervisory responsibilities between paremt and host authorities
with regard to foreign establishments of banks 3> The report
examines ways in which supervisory gaps can be prevented, including
gaps that arise from the existence of holding companies and
won-banking companies within bamking groups. For example, the new
guidelines recommended that where holding companies are at the head
of groups that iaclude 1 banks in

different countries, the authorities respouaible for supervising
6

those banks ghauld endeavour to co-ordinate their supervision.3
The report addresses in detail the problem of which supervisory
authorities are responajble for forelgn bank branches and foreign
bank subsidiaries as well as congortiut banks.

A far wore vradical set of propesals for internatiomal bank
supervision was drawn up as part of the legislation to authorise the
US Congress to coatribute an additional $8,4 billion to the
Irternational Monetary Fund which was passed fu November 1983,
Earlier in the year US bamk regulatory authorities had put forward a
package of measures which included tougher monitoring of country
vigk and increased  disclosure. However, the  House of
Representatives insisted on even tougher uessures, particulaTtly in
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the area of special loss provisions. The legislation requires that
special uniform reserves be set up ‘where there 1s a substantial
likelihood that such debt cannot reasonably be expected to be repald
in accordance ' with 1ts original terms and conditiops without
additional borrowing or restructuring.' {Section 404 of the
International Recovery and Flumancial Stabilicy Aet),

Deapite these attempta to exert greater control over international
bank i.mding almost asll the proposals put forward as solutioms to
the international debt crisis warn against a sharp ecurtailment of
commercial bank lending to LDCs. There are good reasons for this:
already since the Mexican rescheduling iu 1982 thene have been signe

of a A on in the i market and of a
withdrawal of swall banks £rom medium~term credit syndications,
These develspments have made each major rescheduling operation a

nerve-wracking affair.

The maintenance of interbank lines has beea crucial in seversl of
the reschedullug packages. These lines provide essential liquidity
to the LDOs for fimancing their external trade. Withdrawal of gsuch
short~term credit would make it imposasible for LDCs to expand their
export wmarkets and would also prevent the import of essential
capital goods.

Retaining the participation of the smaller Eurobanks in medium-term
credits to LDGs is alse essential. It is estimared that some 830
banks participated im the $6,5 billion rescue package for Brazil
towards the end of 198337 The bulk of these were small banks,
some with assets of less than §5 billion, Many of these banks have
p to LDC and  are to
increase it. Nevertheless, without thelr participation the
Eurobanking system would be very hard-pressed to raise the necessary
funds to keep the more heavily imdebted LDCs afloat.

1y low

These two issues - the contraction of the interbank market and the
withdraval of amall Eurobanks - illustrate clearly the dilemma
facing {aternational §unk1ng Tagulators, ¥hile there iz a
justifiable feeling of disapproval at the extent to which the debt

N o
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crisis has becowe 80 severe, there is also recognition that amy
slgaificant clamp-down on bank lending would only aggravate it, The
interbank and sw~1l bank iassues show also that the market, at lesst
to some extent, contains within itself the mechanism to punish
imprudent bankisg practice, Because of the distinct possibility of
major LDG loan defaults Kurcbanks have had to ZIncresse bad debt
provigions, re-examine their country visk exposure estimates and,
worst of all, to make further large aew credit lines available to
their worst customers.

0f the various proponents for solutions to the debt crisis probably
the most widely kmown 1s Rimmer de Vries of the Morgen Guaranty
Trusu Company. De Vres ideatiffes three board approaches,’® one
approach emphasises the short-term, liquidity aspect and atresses
the need for deflatiomary policies by LDCs. Lsoponents of this
argument point out that a country's externmal payments pogition can
improve aignificantly within = relatively short period following the
adoption of appropriate adjuscment policies.

A second approach regards the LDC debt crisls as essentially a
loager-term, solvency problem, The proponents of this view belleve
that LDC susterity wili too much 4 Litical
strain, ‘hey favour a programme of economlc expausion amongst
developed countries along with a writing off and/or tramsfer of LDC
debt to new insritutions.

De VUrles f£inds that both of these approaches are too risky, The
firat proposal, eutalling LDC deflationary policles, can be
successful for a siogle country but the current crisis has involved
significant numbers of important participants in world trade, The
LDCs constitute a sizeable market for developed country products,
accounting for nearly 40 pex cent of US exports aud 28 per cent of
08CD exports,?®  Prolonged and gemeralised contraction in LDC
growth would have severe ripple effects for the expansion of world
trade. There can also be political constraints on a country's
ability to implement adjustment programmes, In particular it
Temains to be peen whether political stability In Argentina amd

N T .
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Brazil can be maintained under the austerity programmes they have
agreed to with the IMF.

The second proposal, involving expansionary developed country
policies and the writing off of LDC debt, would also not be
satisfactory, It contains the danger of a resurgence of
international inflation, reduced at great cost so far o the 13808
and would also severely affect the profite of Eurobsnks and hence
theix willinguess to lend to LDCs.

! De Vvies advocstes a third approach which 'takes positive elements
o from the two former approaches and strives for a more careful k
: balance between adjustment and finamcing.'0  This approach
H recogndses five essential elements. Firstly, there needs to be a
! moderate recovery in OECD economies, Secondly, considerable time is
requir i for some LDC debtors to reduce thelr debt ratios to more
acceptable levela, Thizdly, LDGs need to pureue restrictive demsnd
manegement policies according to IMF guidelines in order to
guarantee participation of Eurcbanks, FPourthly, an environument
should be created in which Burobanks are emcouraged to provide
additional flnance to LDCe. Fifthly, ERurobank leanding should be
1 . inereasingly supplemented by credit from ofliclal agencies.

On the basis of these requiremants, De Vries has formulated &
base-case scenario for dealing with the international debt problem.
The base-case assumptions are:

1, Real OBCD GNP growth averaging 3,5 per cent in 1984/5 and 3 per . 4
cent between 1985 and 1990, |
i
2, OECD inflation not exceeding 6 per cent between 1984 and 1990.
3, A moderate decline in the effective exchsnge rate of the US

dollar in 1984 and 1985.

4, A 6-month Kurodollar interest rate averaging not mora than 3 per
cent in Teal terms up te 1990,
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5. &n oil price not exceeding $32 per barrel by 1985 and a zero

real fncrease thereafter.

6. A recovery in non~oil commodity prices such that they regaln
about two-thirds of their decline betweem 1980 and 1982 by the
end of the decade.

Under these asoumptions thare ls relatively slow progress towards
better LDC debt ratios during the first couplé of years, For
example, the LDC debt-export ratio only declimes from 196 per ceat
in 1983 to 166 per cent im 1985 - still above the 'threshold level'
of 160 per cent exceeded for the first time in 1982. Howevar, by
1990 this ratio declines to 123 per cent - well below the threshold
level and equivalent to the level prevailing immediately after the
first oil crisis. Even by 1990, however, three borrowers still have
debt-export ratios well above the threshold levels, They are
Argentina, Brazil and Venezuela.

The De Vries base case can be criticised on many grounds : for
example, the simulations show that it ie very semsitive to OECD GNP
growth vhich is required to achieve & 3 per cent average rate
betwaen 1986 and 1950 during which time there will almost certainly

be a in the 1 business cycle. However, the
exercise 15 extremely useful in illustrating the ponderous nmature of
the debt problem. FEven with the relatively optimistic assumptions
of the base cagse, LDCs as a group will be required to meke negative
wet financial transfers (i.e, suffer a contvaction in met capital
inflows) for the remainder of the decade and beyond. Furthermore,
the buse-case scenaric only works 4if there is considerable
I lon between and officlal lending egencies snd e

very disciplined approach to economlc policy by the major LT
debtors, These requirements will sorely test the structure of the
international monetary system as well a8 the soclo- political fabric
of some of the major LDC debtors,

In slmiag for a finely-tuned balsnce between continued finaacing for
LDCs and long-term LDC adjustment policles the base-case atrategy
highlights the lomg-term nature of the LDC debt problem (whick, in
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reality, commenced in the early 19708 and was unot properly attended
to until 1982) as well as the global co-=operation .required to
prevent international financial chaos, If the problem is seen in
this broader context it is c¢lear that mpves to control lmtermatiomal
bank Lending muot be conducted with caution.

Conciusion

Although at least part of the responsibility resides with the LDCs
themselves, it cannot be denied that Burobanks were irrespousible in
their lending activities to LDCs durlag the latter part of the 1970s
and the early 1980s. Even the shift to excessively tight monetary
policies in the industrialised countries and the pevere recession,
high interest rates and overvalued US dollar which followed cannot
fully exonerate the Eurobanks for blamwe for the &o-called
international debt crista. However, calls for controls over
international bauk lending which ignore the need for long-term
co-operation between banks, official agencies and the debtor
countries will only cause & further deterioration 1in the
internaticnal monetary system.
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CHAPTER 7

GOLD, THE RUROCURRENCY MARKET AND THE DESBT CRISIS

7.1 Introduction

The idea has been formulated in previous chapters that the
development of the US dollar since World War II as the major curreucy
for international trsnssctions has been desirable because a single
world currency can reduce the uncertainty and improve the efficiency
of internationsl fimancisl transfers. The rapid expsnsfon of
economic activity over the past 35 years created the need for
extensive international money markets ~ a need whlch was satisfied by
the emergence and growth of the Eurocurrency market which played a
major part in promoting the role of the doilar in laternational

finance.

However, until 1979 the US authorities were unable or unwilling to
follow the combination of mometary and fiscal diacipline necessary to
sustate the confldence of the internstional community in the US
dollar. Ever since 1979 when a policy of strict monetary policy was
inftiated and, for the most part, adhered to, there have astill been
doubts comcerning the future rnle of the dollar in the international
wonetary system.

These doubts stem partly from continuing fears concerning US domestic
economic policles and partly from anxiety concerning the stability of
the Eurocurrency market. Currently, fears concerning US domestic
econowic policy are ceatred on the inability of the authorities to
cope’With the dilemma of large Pederal budget deficits and growlng
trade and current account deffelts.

As for the Eurocurrescy market, it has for more than a decade been 50
large that 1t has acted as the predominant medium for destabilisiug
ioternationsl short-term capital flowa ia response to exchange rate
uncertainties, Here the market's role has been passive iIn the sense
that it has provided the means but has not been the underlying cause
for speculation du foreign exchange markets, However, the
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Burocurrency market has also played a more active role in that ite
own iaternal mechanism has contributed to imstability in the
international financial system. It has achieved thiz through the
procass of increasing the international velocity of money (discussed
in Chapter 5) and providing the facility for excessive bank credit to
LDCs (discussed in Chapter 6). Again it was argued in Chapter 4 that
the Eurocurrency market could even have been prevented from carrylaog
out this more active destabilising role 1f the US monetary
authorities bad practised more responsible monetary policles.

There 1s no doubt that the US dollar fe still valoerable to &
substantial loss of confidence which could cause international
inveators, tradera and central banks to ditch the curremcy for other
avenues of investwent. Despite the fact that pgold bullion is no
longer offfcially the ceatveplece of the 4intermational monetary
system it is still regarded as an important store of value and at
least part of any funds seeking alternatives to the US dollar will
probably find their way into the gold markets.

This chapter discusses the recent history of the role of gold in the
internationsl mometary system, and cousiders the factors influencing
the very sharp rise in the gold price during the 1970s. Movementa in
the gold price have frequently been very volatile, reflecting the
uncertainty and changing espectations of participaats in the
financlal parketa, The sconomic policy of the US provided the
wotivation and the Eurocurrency market the means for this volatility.

End of the Gold-Dollar System

During the 1960s the international monetary system came uader
incressing pressure because the growch in the value of world reserves
was inadequate to meet the need for iaternational lijuidity, Graph
7.1 illustrates the extent to which the nominal growth in
international tyade (exports and imports) outetripped the growth in
international liguidity bevtween 1954 and 1970, Throughout this
perlod, what growth did occur in interngtional reserves was accounted
for mainly by US dollarxs - the dominant reserve curremcy - for the
offictal price of gold was held at $35 per ounce until 1971,
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This doeda not mean the gold was not an important component of
international reserves, On the contrary, throughout the period until
1970, the value of gold reserves exceeded the value of foreign
currency reserves, although the ratio declined sharply between 1954
and 1970, The iaternational monetary system waé based on a de facto
gold-dollar standaxd,

Unfortunately, two £actors prevenmted gold from playing its proper
role under such a gold-dollar standard. Firstly, the amount of newly
mived gold avallable each year wap not suffleient (once fabrication
and private inveatment demand were satisfled) in combination with the
growth in the US dollar componment of world reserves to match the need
for internaticaal liquidity. Although the physical stock of gold in
international reserves did rise (from 992 million ounces in 1954 to a
peak of 1 194 million ounces in 1965 - or some 20 per ceat) it has
been showR (im Graph 7.1) that {oternational reserves were still

inadequate.
GRAPH 7,1
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Secondly, despite the obvious need for a rise in the dollar price of
gold, the US lly p thig from
being implemented. There were numerous reagons for this, One was
that President J.F. Kennedy durdng his election campaign in 1960
pledged that he would not raise the price if elected following a
surge in the market price of gold during the campaign. Owing to a
narrow vietory the Kepnedy Administration was reluctant to embark onm
any monetary expeunents.l

Another argument was that the maln gold producers were South Africa
and USSR. Owing to their political statue the US was reluctant for
them to bemefit from & rise in the price.? other arguments were
that it was wrong for gold speculatora to bemef{t from a riez in the
gold price and that only the richer countries holding gold reserves
would bemeflt ao that the US would be breaking faith with countries
holding dollar reserves.?

The rigidity of the stance of the US fa clearly summed up in Table
7.1 which shows the physical volume and value (in $PR9) of world gold
reserves and the ratio of the value of gold reserves to the value of
forelgn exchange reserves held internationally,

N Foitbus o
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TABLE 7.1

RATIC OF THE VALUE OF WORLD GOLD RESERVES
TO THE VALUR OF FOREIGN EXCHANGE RESERVES

Ratlo of Value
of Gold Reserves

World ¢ uld to Value of
Reserves Value (SDR Billions) Foreign Exchange
(& 0z) Ead of Period Regerves

1954 992 34,8 2,1
1955 1005 35,1 2,1
1956 1024 35,8 2,0
1957 1089 37,1 2,2
1958 1080 37,9 2,2
1959 1079 37,8 2,4
1960 1083 38,6 2,1
1961 1072 38,9 2,0
1962 119 33,2 2,0
1963 1149 40,3 1,8
1964 1163 40,9 1,7
1965 1184 41,9 1,8
1966 1166 41,0 1,6
1967 . 1126 39,6 1,4
1968 1207 48,4 1,4
1969 1113 39,2 1,2
1970 1058 39,5 0,9
Souzce: L Finsncial Statistics, Yeavbook, 1983.

The attitude of the US created a major obstacle for the effective
operation of the gold-dollar atendard. As¢ shown in Chapter 4 by 1960
the dollar ghortage of the 19508 had become a dallar 'overhang', i.e.
the ratio of US external liquid liabilities to US holdings of
international reserves fell below unity afrer declining steadily
throughout the 19508 (mee Table 4,1), The need for US dollars to
provide liquidity for the rapid increase in international economic
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activity was uot in question, The problem was that fears started
growing that the US would ultismately be unable to guarantee the
conversion of foreign-held dollars for gold. ‘'These fears gathered
strength during the gecond half of the 196Us as the US inflation rate
roge ant the US balance of payments came under {ncreasing pressure.

The international monetary system was confronted with a major
dilemma., It needed international reserves to grow more zapidly but
4t could mot sustain a rapid acmumulation of US dollaxs alone because
of ng thar y'a stability,

Adequate harmony betusen the two components of the gold-dollar system
was lacking, In the eyes of pome sualysts the only solution to the
weskueas of the system was a rise in the price of gold. It was the
value of the growth in gold reserves that had to be kept in harmony
with the growth in the value of dollar reserves,t

Matters came to a head towards the end of the 1960s, At the start of
the decade (in November 1961) the central banks of the United Kingdom
and aix contineatal ccuntries joined the US 'n supplylng the gold
ueeded to keep the market price of gold near to $35 per ounce. The
US' share in this 'Goli Fyol' was 50 peT cent. Although in its early
phase the Gold Poal wou chle to operatr as a unst buyer of gold (owlng
partly to Rugeian sales) by the mid-19€7n the price of gold was again
being held down br affizial sales. Following the sterling
devaluation in late 1367 demand for gold rose stroegly and by Marchk
1968 the Gold Pool parricipants were forced to suspend the sale of
gold to the pariets, The Gold Pool came to an end and a two-tier
market was eastablished: =he §35 per ounce priza was effective for
officlal trasmmctions bur the open market pricm wss left to supply
and demand,

The gold price made litrle headway during the three years following
the breakdown of the Gold Pool, - averaging $4%,09 in 1969, $35,94 in
1970 and $40,80 im 1971, Part of the reason for this was steady
selling of gold by South Africa because of balance of paymenta
difficulties, Other reasons included the activation of the scheme to
igsue Special Drawing Righte (SDRs) sa an alternative source of
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1 snd the at the end of 1969 between

the IMF and South Africa to put a floor of $34,9 per ounce on the
price of South African sales,’

The inevitable consequence of the refusal by the US to revalue gold
eventually occurred during the third quarter of 1971. On 15 August,
President Nixon formally suspended the convertibility of the dollar
into gold and the foreign exchange markets closed for a week. The
announcement had been preceded by periods of furious selling of the
dollar and massive flows of ghort-term foreign capital intc the
Deutschmark, There were two sound ecouomic reascna behind the run on
the dollar, The first was the deterioration in the US trade balance
from -1965. Table 7.2 shows the trade balance as & perceatage of
grose natiopal product between 1960 and 1971 when 1t moved into
deficlt for the £irst time in the poat-war period. The sacond was
the acceleration inm US inflation after 1965. The snnual inflation
rate between 1960 and 1971 measuved by the consumer price index is
alpo shown in Table 7.2.

TABLE 7.2

UNITED STATES TRADE BALANCE AND INFLATION : 1960 — 1971

Trade Balance Annual Inflation

% of GNP ' Rate (CPI) - %
1960 0.1 1,5
1961 1,1 1,1
1962 0,8 1,1
1963 0,9 1,2
1964 1,1 1,3
1965 0,7 1,6
1966 0,5 3,1
1967 0,3 2,8
1968 0,1 4,2
1969 0,1 5,4
1970 0,2 5,9
2971 0,3 43

Source:  Intexrnatlonal Fimancial Statisties, Yearbook, 1983,
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These two ;! ls finally in
the US dollar so that despite its pivotal role in intermational
1 agget holders were forced to

tary B
seek altermative havens. In the decade which followed the offlcial
demise of the gold-dollar system, the gold price rose to a peak (in
1980) that was about twenty times higher than the official price in
1971, (It should be noted that the official price of gold was set
at $38 per ounce at the Smitheosian Agreement of December 1971).
The following section of this chapter attempts to idestify the
various factors that have influenced the market price of gold since
1972,

Gold Price Unleashed

From 1972 the market price of gold rose sharply reaching an average
of $64,9 during the fourth quarter compered with $43,6 & year
before ~ a rise of 49 per cent.’ 1The price continued to rise in
1973 and 1974 eventually reaching & peak of $183,9 in December 1974
{monthly average). Thereafter the price subalded radically to only
$109,% 4n August 1976, Then followed another spectacular bull
market with the price rising to over $600 in January 1980. The
price then collapsed to a level of $315,9 in Jume 1982, The
movement in the gold price betwsen 1972 and 1982 can be coxrelated
quite closely with four ecomomic variables: the US inflation rate,
the trade weighted US dollax exchange rate, the US business cycle
and zeal, after-tax US interest rates. The next four sub-sections
expand on these four influences on the gold price. The following
gection conaiders the behaviour of the gold price after mid-1982.

7.3.1 United States Infletion

Graph 7.2 shows the close relationship between the directlon
of movement as well as peaks and troughs between US inflation
and the dollar price of gold., A peak in US inflation
occurred in December 1974 (12,3 perceut) simultameous to the
peak in the gold price. Infiation then declined, reaching a
trough (4,7 percent) two years later in December 1976 - only
& few wmonths after the trough in the gold price. The pext
peak in United States inflation oceurrad in March 1980 (14,8
percent) only two months after the peak in the gold price,

i L
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GRAPH 7.2 5
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It was only during the second half of 1982 that this ;
relatiouship appeared to break down ~ desolte a Further
decline {n US inflation to a trough of 2,4 percent in July
1983, the gold price ren initielly to a peak of $91,1 1n
February 1983 before decliming to below $400 again by the ead
of 1983. It 18 maintalned that despite this apparent
severing of the link hetween the gold price and US inflstion
over this brief period the relationship betweea the two still ;
bolds. This perfod 1s discussed in more detall in Section i
7.4, i

Although & mere visual correlation between gold and US
inflation is simplistic there can be 1little doubt that
holders of wealth will seek out those asseta which retain
their velue in an inflationary environment, Although gold
bullion bears no interest, indeed physical gold imeurs a
storage cost, it is still regarded as an important investment
alteruative in an environment in which natfonal currencies
are debssed by per-.stent price increases, For one thiag,
gold is not the liability of any lssuer as are mometary
assets and therefore offers the holder an independent store
of wealth.
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This relationship between the gold price and US inflation is
widely recognised by inveatment enalysts and ryeceives
1 in newsletters and analysts’

reports which recommend gold and other precious metals to
clients, For axample, in a recent article Gorrle stated that
after 1968 when the US dollar was increasingly depreclated
through excess mometary growth, the price of gold denominated
in US dollars came to stand as a proxy for the world's
reserve currency and the final arbitor of the real value of
goods in an inflationary world. 'In turn, the rige and fall
of US inflation has also come to be seen as a proxy for the
ghastly after-effects of oouta of US credit creation and
thue, depreciation of the real value of the US doller. In
that environmeat, since 1968 the price of gold has tracked
and usually ieed movements in US dinflation with a great
degree of accuracy‘.7

The concept of gold as the ‘finmal arbitor of the real value
of goods in an inflationary world' dates back to the era of
the gold standard., The mechsuism of the gold standard can be
analysed using the instruments of the quantity theory of
money., The basic identity MV=PQ showed how an incresse in
the money supply, M, owing to an inflow of gold would raise
the price level, P, {(givem velocity, V) and the level of
output, @, resulting in a deficit on the balance of trade.
This necessitated an outflow of physicsl gold im settlement
which reversed the initial inflow. Under such a gystem there
wag a tendency towards stable prices in the long run and
hence, long run protection for the pational currency.

Although there is couslderable doubt as to whether the gold
standaxd which was in operation during the latter part of the
19th century and the early part of this century really
operated in this way at all, the system has still had its
8 Rees-Mogg matutains that a
goversment which goes on gold makes a statement to its people
that in future the nation will have to earn its money, that

adherents 1In recent years,

government and individuala will have to pay their way in the
world ia the hardest of hard currencies, and that the money
supply will be limteed.’
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Although the gold standard era is lomg past with Iittle

of being gold s clearly seill the
currency of fimal resort which acts as the watchdog agalust
monetary mi in 1 finance. This is

particularly true in velation to the doilar which, as the
world's numeraire needs the most careful management of all,
In the era since the demise of the Brettos Woods system the
Eurocurrency market ceme to maturity enabling international
asset-holders rapid access to alternative  investment
instruments. At such a level of sophistication it is little
wonder that movements ian the gold price have quickly
reflected inflatiomary trends in the US.

Ihe United States Dollar Trade Weighted Exchange Rate

A further factor which could explain the rise in the gold
price since 1972 1s the performance of the US dollar against
other investment media. ~ Underlylng this assertion is the
fact that there are a limited number of alternative
investment vehicles available fo international investors.
These fnclude a few naticnal curreacles such as the
Deutschmark or the Japanese yen, precious and other metals
ouch as gold and a variety of other assety such as valuyable
carpets, stamps, ete.

At times when the fundamental value of the dollaxr is
threatened by accelerating iuflation or a deteriorating trade
balance, internatiounal investors tend to shift a portion of
their dolizr holdinge into these alternatives. This causes
the relative value of the dollar to decline,

A decline in the dollar 1s reflected in its value measured
againet a basket of currencles, The nominal effective
exchange rate of the dollar by Morgan y
Trust Company is an iodex of the dollar's value measured

agalnst the trade-weighted values of 15 other major
currencies. Graph 7.3 shows the relationship between the
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inverse of this index and the gold price over the period 1972
to 1982, During periods when the nominal effective value of
the dollar has risem (a decline on Graph 7.3) the gold price
has declined and vice-versa.

GRAPH 7.3
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EFFECTIVE U.S. DOLLAR RATE
700 $/02 Index 1980/2-100 120 :
i
500 t15 |

GOLE (Annual Avg) (LHS)
400
110
400 i
105 :
300 !
\\ \ 100 :
200 \ \) !
o :
100 \ooLLar {annud1 A 5 |
- oL iyl avp) e

. ;

72 74 76 78 8 62 84
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Clearly when international investors divexrsify away from the
dollar they do not imvest aolely in other currencies. At
least a portion of the funds shifted into other investment
avenues has ended up in gold bullion.

It fact, the available investmeat outlets in other najor
currencies are quite iimited. For example, the Deutschmark {
1iabilitles of Eurocurremcy banks i the BIS reporting area
to non-hanks in mid-1982 amounted to only DN 27,8 billion (or
$10,9 billlon) out of total Eurocurceacy liabilities to
nom-banke in 1982 of over $500 biliton.l® In addition,
estimates by the Deutache Bundesbank show the Deutschmark
assets held in Germany by foreign entities by mid-1983 ;
amounted to DM 306 billfon (or $117 billion).ll jowever,
more than 60 per cent of these investments had a maturity of
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more than one year which indicates the limited ability of the
domestic German financial markets to accommodate short-term foreign
capital iaflows. As it can be gaid that the Deutschmark is the
second most imp 1 y after the

dollar, albeit a very long way behind the latter, it is clear from
these statietics that non-dolisr international currency markets are
quite thin,12

The Japanese yen plays an even smaller role in international
finance than the Deutschmark, FPor exsuple, while the Deutschmark
accounte for 11,6 perceat of onal foreign y
reserves, the yen accounts for only 3,9 per ceat.!® (nesl very

Tecently the Japanese monetary authorities have avoided
liberalisiug the Japanese financlal markets, preferring to control
interest rates and to channel scarce capital to designated growth
industries, Although this started to chamge from 1980 when formal
foreign exchange controls were abolished and also, more recently,
with measures such as the revision of regulations concerning
foreign investments in Japanese atocks, the Japanese yen has still
continued to offer & relatively minor investment alternative to the
doilar,

The gold market itself {s also quite thin, Table 7,3 below shows
the percentsge of gold bulllon supply over the period 1972 to 1982
absorbed in fabrication demand. (Fabrication demand is defined as
gold used in jewellery, electronics, dentlstry and industrial/
decorative applications as well as in medals, medallions and
coing) .
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TABLE 7.3
PABRICATION DEMAND FOR GOLD
Fabrication Demand a8 %

of Total Supply to the Non-

Communist Private Sector

1972 109
1973 62
1974 60
1975 89
1976 97
1977 87
1978 92
1979 78
1980 68
1981 06
1982 95
Average 86

Source: Gold 1983, Comsolidated Goldfields PLC, Loudon, 1983, p.24.

In two of the years shown above, 1972 and 1981, fabrication
demand dctually exceeded gold bullion supply indlcating
dishoarding (i.e. the sale of gold frow existing stocks), In
1982, the market value of total gold bullion supply (1 122
metric tons) was $13,5 billlon of which 95 percent or §12,9
billion was wused for fabrication.u Clearly a relatively
small shift in sentiment away from the US dollar in favour of
gold would exert significaat pressure on the gold price,
Therafore, it 18 not 1 that the in the
trade-weighred value of the dollar and the gold price resemble
each other quite closely.
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7.3,3 The Internationsl Business Cycle

Although there are considerable variations, a algaificant
proportion of total gold supplied to the non~communist world
each year is used for fabrication purposes, as is shown in
N~ Table 7.3 above, In 1982, even sxcluding the mapufacturing

of medals and coins, fabrication demsnd for gold accounted
for 82 percent of total gold supply 4in that year,l6

Pecause of this high proportion of gold used for

wanufscturing purposes it does not seem unreasonsble to :
! expect the price of gold to follow a similar trend to that of
f other commodities, especlally other metals.

f The prices of metsls tend Lo follow & cyclical pattern

] - determined to & great extent by the business cycle of OECD

i covntries. As aggregate demand in the major industrial

‘\ countries gains momentum it follows that the demand For

o commodities shouid rise, leading to an appreciation in their

. . prices. Graph 7.4 shows this to have been the case between i

! A 1972 aud 1982, During perlods of economic downswing in

’ 1974/75 and 1980/82 metals prices including the gold price
’ declined while during upswing phases they rose.

: SRAPH 7
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7.3.4 United Ststes Real Post-Tax Intevest Rates

The fourth variable which had a close correlation with the
gold price over the peried 1972 to 1982 is the real post-tax
rate of interest in the US. Graph 7.5 shows the relationship
batween the gold price and the real after-tax interest rate i
in the US over the period., Thim variable is derived by first
subtracting from the US Treasury bill rate the top rate of

income tax and then subtracting the expected rate of consumer
price inflation,l? Real rates are important because they
are thought to be particularly velevant to saving and

investuent decisions. In addition, the real rate appropriate

account of the tax of In prineiple, the

pre-tax real rate 1is relevant only to borrowers whose

|
to private saving and {nvestment decisfous 4s oune which takes }
i
|
|

interest payments caanot be offset against tax, and to
lenders whose interest income is mot taxabie.!8

GRAPH 7.5 ;
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38 Graph 7.5 shows, throughout the period from 1972 to 1981,
real post-tax interest rates in the US were sigaficantly
negative. This meant that the tax-paying investor holding uS |
- dollar assete was not preserving the value of his asset,
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whereas if he had switched into hard assets such sa gold the
value of his asset would have more than held its own despite
the fact that there 1s no yleld on an luvestment ia gold
bullion, Conversely, the return to positive real post—tax
intereat rates in 1982 rendered gold unattractive relative to
dollar assets.

When attention is focussed on the real return offered on a
particular asset such as the US dollar it is oot surprising
to find that a close correlation exists between it and the
price of gold bullion., Vhen the dollar has offered good
value the price of gold has weakened and vice-versa.

The Gold Price and the International Debt Crisis

Graph 7.6 shows the performance of the gold price during the second
half of 1982 asd the sarly part of 1983, During this period the
price Tose from a monthly average of $316 per ounce in June 1982 to
$491 per ounce in February 1983. Thereafter, the price declined to
balow $400 per ounce in early 1984. The smharp rise in the gold
price during this brief period appears to have been in conflict
with the performence of at least three of the four variables
considered above.

GRAPH 7.6
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During the period Jume 1982 to February 1983 the US inflation rate

by the price index (y year baeis) fell from
7,1 to 3,5 per cent and, in fact, continued to decline uatil the
third quarter of 1983.1% At the same time the trade-weighted
dollar index was static & it was 111,1 in June 1982 and 11L,0 dn
February 1983, although it rose as high as 115,0 in November
1962.20  he internationsl business cycle was still in a
downswiug phase ¢ for example, the index of US industrial
production declined from 94,4 to 94,0 over the peried although it
actually fell to a low point of 91,8 in November 1982.21

However, the Ffourth variable, the post-tax real US imtervest rate
actually woved sharply in & favourable direction for gold over the
period, From d level of pius 1,53 per cemt in Juse 1982, this
variable declined to minus 0,6 per cent in February 1983.22 This
ia not surprising as the US Treasury bill rate declined from 12,75
per cent in June 1982 to a low point of 7,88 per cent in February
1983.23

Deapite the slightly more e of the s
interest rate over this time the sharp rige in the gold price does
appear to have been exceasive. The performance of the gold price
in the year following its ris¢ to the $300 per ounce level in
February 1983 appears to confirm this: at one point in early 1984
the price fell below the §$370 per ounce level. This latter
performasce was more in line with the four variables undir
coaslderation: US iuflacion only started to rise slowly towards
the end of 1983; the US dollar was 1 ly strong th

1983; other metal prices were virtually unchanged at the end of
1983 from the levels recorded in the second quarter of 1982,24
Post-tax redl US interest rates probably rose again after February
1983 because there wam little expectation of a resurgence of US
Joflation, while the Treasury bill rate reached 9 per cemt at the
end of the 1983 from under 8 per cent 4in February 1983,

Another development, then, 4is necessary to explain this
uncharacteristle surge ia the gold price. It 18 generally accepted
that fears related to the 1 1 debt erisis, tri d off
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by Mexico during the third quarter of 1982, were responsible.?
Although Lurobanks had been lending large sums to LDCs for & number
of years, the closing by Mexico of ita foreign exchange markets in
August 1982 sparked off & chain of uncertalaty and loss of
confidence in the international financial system, Thers were fears
of a in the of the
market which could have led to a wideapread withdrewal of
deposits. Purthermore, there were fears of a repudiation of
foreign debt by some of the larger debtor countries which could
have led to a dramatic aqueeze on the largest lenders in the
Burocurrency market. It was felt that the world's major central
banks would prevent a full-scale collapse of the interaational
backing network by pumping cash into the system. Such & move would
have increased internationmal liquidity, produced a decline in
interest rates and ultimately am accelerstion in iaternational
inflation, all of which would have stimulated the speculative
demand for gold.

In the event, despite some acceleration in momey aupply growth in
the US and & corresponding fall in US interest rates, the collapse
of the Eurcbanking system waa averted without a rekindling of US
and world inflation. Once the markets perceived that responsible
action was belng taken, the fears which led to the sharp
anticipatory buying of gold abated, and with them the price of
gold, For the time being at least, despite the problems still
confronting LDC debtors and their creditors (discussed in Chapter
6), the intermatioval debt crieis bas receded as an' important
determinant of the price of gold. :

As to the future prospects for the gold price much will depend on
the willingness of the US monetary authorities to maintain a
Tealistic rate of return on dollar assets. This will entail
pursuing a monetary policy that is consistent with relatively low
inflation and pustained economic growth and a fiscsl policy that
does not generate excessive competition between the private ard
public sectors for finamcial resoucces. C.eens’ , monetary policy
appesrs souad but there 18 too large a gap .-.cweea Federal spending
and reveaue. Should the authorities successfully reduce Federsl
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budget deficits there is every prospect that international Anvestor
confidence in the US dollar will be consolidated. Naturally the
phesomenon of the business cyele will at times cauvae finvestor
preferences to shift away From the g8 doliar 2t the wmacgin, ror
example, during & perfad of acceleracion in US inflation. Rowever,
if the US authorities sre sufficlently sdept at harnessing mouey
supply growth so as to maintain @ ¥sal rate of return om doller
assets such shifts are unlikely to produce zevere exchange rate
instability.28 Under such circumstances investor demand For gold
will be restrained and the gold price Is vmlikely to rise
substantially faster than the real rate of growth in the world

economy.

The final section of this chapter is concerned with a brief
snalysis of the role of gold in South Africa®s external accounts.
The massive rise in the gold price since 1972 was a coneiderable
bonanza for the South Africam acomomy but it has aleo reflected the
ingtability of the international wonetary system. This, ia turn,
has had Jmportant implicaticoe for South African exchange rate
policy, a question which will be taken up in Chapter 8.

Gold and the South African Balance of Payments

Although South Africa’s gold output has declined steudily since the
early 1970s the value of that output bas played a growlng
importance ia the country’s balance of paywents. Table 7.4 shows
South Africar gold mine production betweem 1972 and 1983 and the
rand value of gold exports over the same period,.
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TABLE 7.4

South African Cold Mine Value of South African
Productfon (Metric Tons) _ _Gold Exports (Rm)

1972 910 1161
1973 855 1770
1974 759 2 565
1975 713 2 540
197¢ . 713 2 346
1977 700 2795
1978 707 3 864
1979 705 6 003
1980 675 10 141
1981 658 8 340
1982 664 8 627
1983 680 9 929

Seurces: Gold Production: Gold 1984, Conmelidated Gold Fields PLC,
London, 1983, p.lé.

Gold Exports 1 South African Reserve Bamk, Quarterly
Bulletin, various issues.

During this ssme perlod the dollar price of gold rose from anm
aversge of $58/0z to §424/oz. Furthermore, the rand-dollar
exchange rate feli from an average of $1,2% in 1972 to only $0,90
in 198327 Thus the average rand price of gold moved from R45,1
1o 1972 to R471,1 4n 1983, a rise of 945 per ceat.

This rapid rise in the rand gold price has, of course, encouraged
the mines to mine lower grades of gold-bearing ore so that not all
of the decline in South Afrfcan gold output can be explained by
depletion of reserves.

The South African economy can be classified as an 'open' ecomomy.
Over the period 1972 to 1983 total exports of goods znd services
constituted an average of 30 percent of GDP (see Table 7.5). Over
the seme period the ratio of total imports of pouds and services
was 31 percent on average.

Bt o




TABLE 7.5

SQUTH AFRICAN TRADE
GOODS AND SERVICES: % OF GDP

1972 26 27
1973 26 27
1974 28 32
1975 28 35
1976 28 34
1977 n 30
2978 33 30
1979 36 30
1980 37 a3
1981 30 36
1982 28 33
1983 27 27

Source; South African Keserve Bank, Quarterly Bulletin, various
isaues.

The bulk of South African gold production is exported and gold
exports play a cruclal role in genmerating the foreign exchange
necessary to import the capital goods vitsl for the contimued
expansion of the country's industrial base. In fact, the reliamce
on gold exports haa expanded since 1972 as can clearly be seen from

Graph 7.7. In recent yesre the contribution of gold to total

experts of goods aad services hae been between 39 and 45 per ceat
compared to & level of between 27 and 37 percent earlier. Before
1972, for example, In the perlod 1963 to 1971 the average ratio of
gold exports to total exports was 32 percent. Taus it is true to
say of recent times that South Africa has become move heavily
dependent on gold than at any other time in the past 20 years.
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GRAPH 7.7 ;
BOLO EXPORTS - S0UTH AFRICA | |
% OF TOTAL EXPORTS OF GOODS & SERVICES :
|
45 4 ! ¢
40 4D '
35 35 :
30 30, :
5 ] } L | | |
i 72 74 786 78 80 82 84
iSource: Guarterly Bulletin, §.A. Reserve Bank, Pretoris. e
7.6 Gonelusion ;
1 bBuring the 1960a considerable pressures built up 1in the :

international monetary system owing to rising US inflarion and the H
deterioration in the US trade balance. This created uncertainty i
concerning the status of the US devllar as the world's numeraire. !
During this period world rrade expanded rapidly and there was a
growing need for intermational liquidity which could not adequately
be met by an increase in dollars alone, One solution which

suggeated 1itself wes an increase in the price of gold which ;
constituted a major portion of international reserves but was not
being produced in sufficient quantity. Unfortunately this option
was rejected, This left the internationsl monetary system with a
dilesma: 1t was becoming incressingly rellant on the major

international reserve asset - the dollar -~ while ecomomic i
fundamentals were rendering the status of the dollar increasingly e
suspect,

This dilemma was resolved in the early 1970s with the breakdewn of
the gold-dellar standard and the fixed exchange rate system smd ¢
thereafter followed a decade of exceptional volatility including a
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spectacular rise in the gold price, The Lurccurrency system played
an important role during thia period by providing the means for
rapid, large-scale finamcial tranefers.

By the early 1980s gold had assumed an even more important role in
the South African balance of payments than in the 1960s,
constituting arousd 40 percent of total exports of goods and
services. Thus the South African economy was divectly affected by
events in the international wonetary system during the 1970s and
early 1980s. In Chapter 8 the impact of these events on the South
African exchange rate policy will be apalysed. .

e N Lo

|
|
%»
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CHAPTER 8

ZIHE EVOLUTION OF THE SOUTH AFRICAN FOREIGN EXCHANGE NARKET

8.1 Introduction

During the post—war pericd until December 1971 ouly s simgle
alteration in the rand-dollar i rate d - i

1949,  Howevexr, after August 1971 when the US suspended the
cumvertibility of the dollar into gold, South Africa was forced to
re-examine its exchange rate policy. In the years that followed
various strategles were adopted including a wmanaged £loat and
rejection of a sterling peg in favour of the dollar., The period was

d by the 1 away from fixed eschange
rates based on the gold exchange standard to flosting exchange
ratea. World commocity prices such e&s gold and oil rose
dramatically which exerted comsiderable impact on th th African
balance of paymeare. Simultaneously, the Eurocu.. .-  market
reached maturity providing the Tesources for rapid capital movements
in to hi rate ona

Although the South African foreige exchange market wes to a large
extent insulated from direct Eurocurreacy flows, the impact of these
flowa ot the exchange rates of South Africa’s major trading partners
caused the domestic monetary authorities to continually re-assess
their exchange rate polfcy. Early in 1979 the evolution of South
Africa's foreigm exchange markets wss taken a major step forward by
the by the g of the ons of the
Iaterim Report of the Commlssion of Inquiry inte the Monetary System
end Monetery Poliey %a South Africe sutitled 'Exchange Rates ia
South Africet )

The report recommended, inter alis, as & long-term objective, the
1 of a ket flexibl h

rate for an
independent rand subject to Reserve Bank management but with only

linited uxchamge control.? It also recommendrd the development of

an active anu competitive Forward exchange market in Sourn Africa.’
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The first section of this chapter will briefly discuss the history
of the rand exchsnge rvate between 1971 and 1979, 'followed by a
veview of the basic recommendations of the Commission. The next two
sections focus on developmeuts in the spat and forward rand markets
in response to these recommendatlons. 7This is followed by a

discussion of the pomsible introduction of a Eurorand market amd a i
comment ou future developments in the forward exchange market. i

8.2 1The South African Rand + 1971 ~ 1979 I

8,2.1 Pre-}971 ;

| During the post-war period ustil December 1971 only a .lngle i
alteration in the rand-dollar exchange rate occurred - that in i
September 1949, Thus the par value of the ramd in terms of
gold was retsinad throughout the period 1967 - 7L despite the
14,3 per cent devaluatfon of sterling in November 1967, and

. : other developments such as the two-tier gold market in 1968
and  adjustments in the exchange tates of other major
currencies 1like the Deutschwark and the Swiss and French
france over the 1969-7L peried.

South Africa was forced to re-examine its exchange rate policy o
in dugust 1971 whes the US announced the suspension of

dollar-gold convertibility and the exchange rates of the

world’s major currencies commenced to fluctuate, It was [
. ) expected that the curremcies of South Africa's major trading
: partoers would appreclate against the dollar and this created
uncertainty a“out the balance of payments, The reaction of
the authoritiea was to adopt a temporary link with the dollar,

8.2.2 The Smithsonian Agreement

On 18 December 1971 at the Smithsonian Institute in Washington
" the Group of Tea agreed ot a 7,89 per ceat devaluation of the
i dollar and a revaluation of the other major currencies of

> varying amounts.® The wncertainties concernisg the rand had
i not been alleviated by the temporary dellar 1ink and it
. B - N Lz iz,




165

required a 12,28 per cent devaluation of the rand three days
after tbe Smithsonian Agreement to restore the net inflow of
capital to the private gector. In addition the iuk with
sterling was restored,

8.2.3 Sterling Floats

Exchange rate speculation was extensive during the first half
of 1972 in {nternational money wmarkets as the debate on
proposals for 1 'y reform The
level of uncertainty was accompanled by a rise s the price of

gold on the free market to hitherto unprecedented levela in
excess of $60 per ounce.

Heavy speculation agajust sterling forced the UK authorities
to allow the pound te float from 30 June 1972, The South
African authorities decided to maintein the sterling lipk
because the balance of payments was still under pressure and
econonic growth was a p'r!‘otity.s

The floating of sterling marked a weakening ia traditional
investment links between South Afriecs and the UK due to the
Amposition at the time of the investment dollar premfum on
South African portfolio investmests by UK resideats.

8.2.4 Effective Rand Revaluetion

From 25 October 1972 the rand-doliar link was re-established.
This amounted to & 4,2 per cent devaluation in terme of gold.

the ghted h rvate appreciated until
early 1974 after showing a steady depreclation from
uld~1972.8

It appears tvhat the authorities were confident that the
balance of payments had been restored te a sufficfently 8trong
posdtion as there was a gurplus on current account as well as
& sustalaed inflow of long~term capital.

. O R
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Another Revaluation

In early 1973, the US dollar came undar pressure, During the
first few daye of Februsiy forelgn exchange activity in
international markets was enormous, highlighted by rampant
speculation against the doller.

The South African authorities decided to maintain the par
value of the rand which amounted to a noticeable revaluation
In the trade~weighted index. Ressons given were that the gold
and forelgn exchange reserves were sound, that the economic
clamate was favourable for an acceleration in growth and that
a further depreciation was undesirable given the rate of
tnflation.”

gimultaneously, the gold price continued to move to record
levals. The dollar devaluation failed to stop foreign
exchange speculation and in March 1973 some of the EEC
currencies commenced to float jointly agaios: the dollar while
other major curreacies Zlacluding sterling, yen und the
canadian dollar embarked om a policy of generalised €loating.,
Since that time, the regime of floating exchange rates has
been firmly entrenched,

Revaluabion in

After a period of sweadiness the dollar continued to
depreciate in May 1973 while South Africa's gross gold end
foreign exchanges resexves rose to record helghts due to a
particularly stromg curremt aceount surplus.’ e gold
price alsoc reachad a peak on the free market at this time.
The rand waa vevalued effectively by around five per cent on 5
Juae 1973,

The 011 Crisia

The current account moved back imto deficit in the last
quarter of 1973 due meinly to the effect of the economic
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upswing on imports. ‘he drastic increases in the ofl price
and the parallel appreclation of the dollar in intermational
warkets also o ‘ributed to what was to be a sharp decline in
gold and foreign exchange reserves during 1973/74.
Furthermore, the capitsl account of the balance of payments
regiatered a reversal into deficit after the large surplus of

the previous few years.

With inflation running at double figures by the eand of 1973
devaluation would have been very unwelcome. The monetary
authorities set out to remove devaluation fears and hence
adverse gpeculatlon against the rand by following a tighter
wenetary policy. !

8.2,8 the Managed Float i

Oz 21 Jupe 1974 the authorities amnounced that the rand would
‘ be asubjected to a managed float whereby emall but frequent
adjustments against tne dollar would be made according to the
balance of paymentas position and domestic  economic
conditionr, One of the factors leading to this policy was the
o hope that frequent adjustments of the exchange rste in either
direction would discourage traders from teking a view on tha
exchange rate and would hence reduce leads aud lags,

Between June 2L 1974 and April 4 1975, the rate was adjusted H
upwards seven times and downwards four times, The net result

wss @ trade-welghted depreciation of some seven per cent.? |
5 ! The Reserve Bank maintained that the policy 'worked reasonably
well up to March 1975'3 bur cidlow asserts that it was - §
unsuccessful because the bueiness community was zoon able to !

predict exchange rate adjustments o0 that the poliey
» effectively encouraged leads and lags.l:

= It 4s clear that leads and lags led to the final abandoning of
the wanaged float : 'On 27 June 1975 the authorities changed
thelr policy of independent managed Floating because the !
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strengthening of the dollar and the weskening of sterling
euncouraged unfavourable leads amd lags in foreign paymeats and

receipta’.}2

8.2.9 Rand-Dollar Devaluation

1 At the same time that the managed flcat was terminated the
rand was devalued by 4,76 per cent against the dollar.
Speculation continued at this time as the dollar appreclated
markedly and in August exchange :ontrols were eased to :
encourage capital inflows, Monetary policy was also tightened.

Durimg this time the cyclicel aconcufe dovwnswing failed to
produce a significant improvement in the gold and foreign
exchange reserves. The gold price was falling rapidly - a
decline that was to continue until the third quarter of 1976 -
and there were large private sector short-term capital H
outflows in the mecond and third quarters. The strain on the i
reserves led to Y by the

Reserve 3Bank with the 'liabilities related to reserves'

account vegistering substantial inflows in the same two

quarters, The authorities yeacted by devaluing the rand !
sharply by 17,9 per cent on 22 Jeptember and they tightened

monetary policy still further. !
The deficit on current account reached a low point at the !
5

close of 1975, However, the leads and lags prpblem again
appeared in December as the trade-weighted value of the vand
appreciated. In March, the Minister of Finance snmounced in
the Budget & decresse in the rate of increase in government

expenditure and other frugal meaaures,

The inflaw of long-term capital slowed during the first half
of 1976 and the current asccount deflicit remained high as
government expenditure reacted alowly to the tight budget.
Gold and forelgn exchange reserves plummeted along with the
gold price. Thie further measures to prop up the balance of

. payments included an increase in the Bank Rate to nine per
cent in July and an import deposit scheme in August,

f
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The iaternal political developmenta of 1976 contributed to &
substantial uei:vioration on the short-term capltal aceount.
Net outflows rf short-term capital reached very high levels in
the second &34 tuird quarters, The authorities were omce
agaln borrowers from foreign sources to support the forelgn

exchange reserves.

Ducing 1976 the restrictive monetary and flscal policies
eventually brought about an improvement in the current
account, This recovery wag aided by a rise in the gold price
in late 1976 and economic vecovery in most industrialised
countries which boosted exports.

During 1977 the @ghort term capital account recordad
substantial outflows which served to concentrate the
authorities' attention on balance of payments paliey.t3 It
is likely that political factors were as important as economic
factors as reagons behind the extensive short-term capital
ocutflows from the private sector which reached alarming levels
in 1977 and again in 1978, Indeed, a vemarkable swing into
surplus on current account aided by record gold price levels
in 1978, complemented by a rapidly depreciating dollar between
September 1977 and October 1978 (which led to a fall ia the
rand's trade-weighted value of 16 per cent)** would, under
normal have led to sh capital inflows.
According to the Reserve Baank, the outflow of short-term

capital was related both to a decline in the foreign financing

of imports and political uncertainty in Southern Africa.’’

The decline in forelgn financing was due imcreasingly to the

narrowing differential between domestic and foreign interest

rates which was reduced to zero during the second quarter of

1978 after which the reverse differemtial (l.e. foreign
rates ded domestic rates) widenéd rapidly.

o
"
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Measures were taken ta tighten exchange control ie March 1977
whlch affected dividend repatriation by foreign-controlled
South African orgenisations and an import surcharge of 15
percent was imposed.1® The 1978 budget imposed further
reatrictions om dividend repatriation and transfer of
redemption proceeds of gilts and seml~gilts by

non-residents,t’

Another measure related to the balance of payments was the
decision te value South Africa‘s officisl gold holdings on a
market-related basis from April 1978. This wae in line with
the new IMF Articles of Agreement which sholished the officlal
price of gold.

Late 1978 marked the publication of the propusals of the De
Kock Comnisston®
rate regime for the rand, By that time, despite capital

outflowa, the :a’md was ip a atronger position than at amny time

which recommended a more flexible exchange

during the previous two years owing to a sigoificant
improvement in zxports heiped by a gold price at well over
$200 per ounce.

The time was therefore ripe in early 1979 to take a major
evolutionary step by severing the link with the dollar which
had been in force for 41 months - the longest period of
exchange rate fixing since the demise of Bretton Woods. This
was done on 27 February 1279 and a new era commenced for the

vand.

8.3 Dpe Kock Gommfsefon Report

Although South Africa only adopted a flexible exchange rate policy
from 1979, the architect of the new policy, Dr. Gerhard De Kook, had
shown as early as 1973 that the exchange rate system had undergone a
radical change : "'n Moderne Rip van Winkel wat twintilg jasr gelede
aan dle slasp geraak en onlings eers wakker geword het, son die
huidige wéreld van wisselkoerse nie herken nie ... die neeate
vernane geldeenhade is tans besig om 'onwertiglik' te sweeg”,l9

.
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I i3 interesting to note that' De Kock regarded the adoption of
generalised floating in 1973 as 'illegal' in the senge that the IMF
still supported a return to the parity system at that time, It was
only in 1978 that the third Amendment of the IMF Articles of
Agreement came into operation, permitting members a free cholce as
to the exchange rate regime they wished to adopt, Ia view of the
history of the co-operation between the IMF and South Africa the
eventual of h: rates by the IMF may
have contributed to the timing of the Commission's recommendations
at the ead of 1978.

In the Interim Report De Kock pointed out that under the curreant
international system the rand was, in effect, already floating -
with the US dollar in terms of wmost other currencies - and that
floating of ome kind or another was, for the time being at least,
inavitable for the rand.?0

Apart fzom the distinct need to adapt to external developments in
the interpational foreign exchange markets, the Interim Report also
identified numerous defecrs cof the fixed exchange rate ayatem for
South Afriea., One major defect was that changes in the country's
balance of payments poaition tended to be reflected immediately in
the level of forelgn reserves held by the Reserve Bavk, and not in
changes in the exchange rate, Under conditions where the reserves
were declining this often gave rise to serious speculative capital
outflows, including leads and lags 4in foreign payments and
receipts. When the authorities attewpted to defend the pegged
exchange rate which was clearly overvalued, in the opinion of the
wmarket, speculators not only anticipated a devaluation but knew £rom
experience that, when it came, it would be likely to be a fairly
large adjugtment. With such a one-way risk and such great potential
rewards, they had every reason to Epeculate.zl It was felt that
under a more flexible exchange rate system any speculative pressure
would be borne, in part, by the exchange rate rather than the
forelgn exchange reserves and thac after a certain point speculation
vould cease,2?
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Another important comsideration in the report was the desire for

more independence for domestic mometary ami fisca  ~tictes.?d
Under the system of & fixed rand dollar exch: ta the
authorities Frequently had to grant a lower priority e eonomle

objectives of attaining satlafactory «cconomic growth, lowering
wnemployment, achleving balance of payments equilibriwm and
controlling inflation in order to defend the fixed exchange rate.
The Interim Report took the view that by adopting a flexible
exchange rate policy greater attentionm could be devoted to these
other abjectives. However, it 1s alss clearly stated that in
attending to these other policy objectives sufficilent discipline
should be exegted such that the rand should become a strong
currency.?4  Unfortunately this latter objective has nmot been
atrained (see Section 8.4).

A further defect of the exchange rate system in operation in 1978
was that in the event of a depreciation of the rand the Reserve Bank
was exposed to large loases in its forward exchamge book. For
example, during the six years up to March 1978 these losmes amounted
to Rl 046 million.?’ e losses were & consequence of the
imbalance between forward sales and forward purchases of foreiga
exchaoge by the Reserve Bank. FPor example, at the end of 1978
Reserve Bank forward sales exceeded forward purchases by R2 500
million, 28 This imbalance resulted, in turn, from the fact that
while the cost of forward cover offered by the Reserve Bank was
cheap (fized artiffcially at 1 per ceat for both purchases and
sales) a major proportion of South Africa’s export revenues flowed
directly to the Reserve Bank without being covered forward in the
foreign exchange market. Therefore, even when the exchange rate was
perceived to be in equilibrfum, importers would tesd to take out
(chenp) forward cover but there would not be fully compensating
sales of forward exchauge by exporters. Whenever expectatfons of a
devaluation emerged, the imbalance would be aggravated by leeds and
lags. Those importers still without forward cover would cover while
exporters would completely withdraw from the forward exchange
market. In addition to propoaing a moxre flexible spot rate so that
the certainty of a one-way movement in the exchange rate would be
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dimfnished the Interim Report alpo recommended the development of a
more pophisticated forward exchange market. These recommendations

are discussed in Section 8.5.

Steps Towards a Managed Float

Since the acceptance by the government in early 1979 of the
recommendations of the Interim Report significant progress has been
made in achleving the goal of a sophisticated forelgn exchange
market in South Africa. In the spot market an evolutionary process
of reform was put into operation y and

steps had been taken by early 1981, These included :

1) the withdrawal by the Reserve Bank of fixed buying and selling
rates previously prescribed for foreign exchange transacticus;

2) the setting of limits by the PBank for the amounts authorised
foreign exchange dealers were allowed to hold abroad;

3)  the introduction of the Reuters momitor system for rapid

dissenination of forelgn exchamge market information;

4)  the gradual of more daily ad, in
spot foreign exchange rates by the Bank;

5) the occasional intervention in the markesz by the Bank on its
own initiative;

6) the chanuelling of Krugerrand sales proceeds directly through
the Chamber of Mines.2”

The following two years (up to September 1983) saw further major
steps towards the development of a (managed) floating espot rend
exchange rate. The most important of these included :

1 the restriction by the Bank of its exchange rate quotations
for raad/dollar deals to authorimed foreign exchange dealers
1in South Africa alome;
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2) an increase in the daily adjuatments of rates by the Bsnk to
as much as 30 pointa per day;

3) the merapping of foreign exchange controls for non-residents
and, therefore, the elimination of the dual exchange rate
system which had been in operation from 1961 ia one form or
another;28

4)  the chamelling of the procesds of gold bullion sales through
the South Afrfcan mining houses Mrectly into the forelgn
exchange wavket, (This wmeasure was partially reversed in
early 1985).

With the latter two stepa the recommendations of the Commisafonm with
respect of the spot market were, for the most part, implemented.
The objective had been to introduce a umitary exchange rate system
under which an indepeadent and flexible rand finds its own level in
well-developed aud competitive apot markets in South Africa, subject

to Reserve Bank '“L: or " * by means of
and sales of forelgn exchange (malaly US dollars), but with no
exchange control over non-residents and ouly limited control over

reatdents. 2

Before proceeding with a review of how far the authorttles have
progressed in implementing a more fully-developed forward exchange
market in South Africa it is of interest to assess the performance
of the rand exchange rate since 1979, Such an snalysis will be
conducted using the theory of purchasing power parity as applied to
the rand-dollar exchange rate., Although some of the other major
currencies play important roles in South Afrdca's total foreiga
exchange transactions, the dollar 1a, nevertheless, the primary
currency for trade.

The basic temet of the purchasing power parity (PPP) theory is that
exchange rate movements fully offset movements in domestic price
levels,’® The PPP analysis 1s by no means the only method of
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rate ad but there is pe doubt that the

movement of price levels in different econouies affects their

exchange rates over tine.3t

The PPP line has been coustructed for the period 1974 - 1984 (see
Graph B8.1) by creating an index from the quotient of US and South
African producex price indices. Because South African inflation has
tended to exceed US inflatlion over the pericd the PEP line has
declined, While there la debate as to whirnh price index to uae, the
analysis here shows very similar results wheth:or producer price or
consumer price indices iu the US and South Africa are used,

GRAPH 8.1

‘PAND vs PPP LINE
CALCULATED FROM PRODUCER PRICES
$ per RAND

e et S i1
PPP| LINE 0.9
—
0.7
0,5

74 1975 1976 1977 1978 1978 1880 1981 1982 1983 1984 155%’3
Source: Econostat Database System, Rosebank, Johanneshurg,

A further problem with PPP analysiz is to determine a polnt at which
the rand-dollar rate was ¢ ey.ilibrium ond, therefore, on its PPP
line. 'he point chosen hess vos wmld-1977 when the curkent account
of the South African balance of payments was moving through a polnt
of balance l.e. from definit to wurplus., The selection of thim
point appears justified fox the foliowing reasons:

Firstly, at other pofnts over the period when the current accoust
vas in balance the rand-dullar exchange rate also passed through the
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PPP line. For example, in 1081 vhen the current account moved from
a large surplus to a large defleit, the rand fell sharply against
the dollar and by 1982 had penetrated the PPP line, With the return
to surplus in 1983 the rand rose above the PPP line only to fall
again in late 1983 and in 1984 with the swing back into deficit,

Secondly, it shows the rand apg undervalued after the devalustiom in
September 1975, fThe fact that the rand was undervalued following
this step uppears to be supported by the Interim Report. For
example, 1t 15 stated in the Report : 'It is possible rhat, if »
less rigld exchange rate eyatem had been in force, the depreciation
of the rand would have occurred more gradually over a perlod of time
and would, in total, have been less than the actual extent of the

devaluatton’ 32

It is clear from the graph that while for short periods the rand has
remained above or below its PPP line it has tended to move im the
direction indicated by the line, During periods when a surplus on
the current account has been recorded, for example, in 1979/80, the
raad has risen above its PPP line and vice versa for a deficit, It
is interesting that this has been true both during the period of the
fized exchange rate regime and eince 1979 when a more flexible
approach was adopted.

furing 1984 the rand fell to a point considerably below the PPP line
so that, on the basis of this analysis dlone, the rand was clearly
undervalued, While there were important reasoms for the rand being
undervalues, notably, the exceptionsl strength of the US dollar in
1984 and the return to a deficlt on the current account of the
balance of paymeats, there are reasons for belleving that the rand
will not in the future rise significantly above its PPP line against
the dollax, ae it did i» the period 1973/4 and 1979/80.

Thege reasons are as follows:

Firstly, 4R current sccount surpluses are likely to be
smalle. . ter duration than during the 1970s owing to the
low probs. - E a rzepetition of the specutaculsr surges in

commodity prices experienced in that decade.
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Secondly, it is expected that the new constitutional arrangements in
Snuth Africs will lead to a sustained high rate of growth in
government spending which will boost imports.

Thirdly, the policy of the autherities to remove foreign exchange
control will help to avoid the situation that occurred in 1980 when
very large forelgn exchange inflows were bottled up within the
domestic markets which pushed the exchange rate up very sharply.

In pummary, over the period 1974 to 1984 the rand-dollar spot
exchange rate fell considersbly in lime with the higher inflation
rates experienced in South Africa vis-d-vie the US. Since 1980 when
South Africa ewbarked on an evolutionary course towards flexible
exchange rates, the fall in the rand has been quite apectacular.
Part of this has beem a consequence of the tight monetary policy
followed in the US which has strengthened the dollar. However, the
decline in the vand has also stemmed from domestic problems, in
particular, the inability to gain control over money supply growth
and inflation, To date, therefore, the objective of the Interdm
Report to make the rand a strong currency has not been successful,
The means to achieving this was to adopt a flexible exchange rate
policy in ordex to achleve greater independence for domestic

monetary aad fiscal policy,3? y, neither y nor

fisecl policy have been suffleiencly diseiplined to take advantage
of tus more flexible exchange rate poliey.

Developments in the Forward Bxchange Markets

in the saterim Report 1t was vecogaised that a well developed
forelgn axchange market could not be achieved without measures to
create ap activa pnd competitive forward exchange market in South
Africa. The Repui't 'dantified numercus deficiencles in the Fforward
market which was administered by the Reserve Bank. These
deficlencies included an lmbelance between forvard cover available
to importers (12 months) and exporters (6 months); artificlally set
forward cover based om the spot rate plus 1 per cent commission
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which bore no relation to domestic versus foreign interest rate
differentials; and the absence of forward cover facilities for
foreign loane taken out by private sector firme,

Most of these deficiencies were attended to within a year ox 8o of
the publication of the Interim Report. For example, in Februsry
1979 the Reserve Bank began quoting forward rates which were based
on spot rates and teok into account the difference between market
interest rates in South Africa and comparable rates overseas.
Further, early in 1980 cover for 12 montha was extended to exporters
and banks were given greater freedom in respect of the type of
transactions for which forvard cover could be provided,3

However, these meacures were not eufficient to relieve the Bank of
its xole as the final arbiter of what the 'correct' exchange rate
should be,38 There still existed an srtificial separation between
the apot and forward markets such that forward market tramsactions
had 10 effect on the apot exchange rate. This was because
authorised foreign excheuge dealers could, under the existing
arrangements, be covered in full and at any time and without any
reatriction with the Bank.

Withour a fully l spot hy rate the Bank
continued to face the problem of the one-way option., In particular,

its forward pales of foreign exchange considerably exceeded its
forword purchases. For example, during the first quarter of 1981
new forward contracts for the sale of forelgn exchange by the Bank
exceeded forward purchases by R2,3 billion (i.e. R3,6 minue RL,3
billion). IMis made the Bank extremely vulmerable to losses on
forward sxchsrgs conrracts when the rand-dollar exchange rate was
under pressure s Lt was throughout 1981 and during most of 1982,
In June 1982, she Bank made an unusual disclosure of the losses made
on forward heape contracts. Durdng the first quarter am amount
of RL 317 wmsl
lisbilitiea® «x the monetsxy banking sector,3’  Although a
complete brustievwn of this incresse waz not available, a ‘'major

# appearad in the category 'net other asmets and

sart' of it consisted of exchange losses made by the Bank on forward
exchange contracts. These losses are for the account of the central
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government and are conpldered as claims of the moneta.y banking
sector on the govemment.35 They also came on top of the lusses
amounting to RL 046 million during the six years up to Mare 1978
(mentioned in the Interim Report).

It was felt that in order to establish better balance in the forward
market, the spot exchange rate needed to find its own level based
primarily on the dictstes of supply and dewand, The De Kock
Commmission felt — rightly or wromgly - that should this be the case
both importers and exporters would be equally likely to seek forward
cover because of uncertalnty as to the future movement of the spot
rate, It was recognised that better balance and greater depth in
the spot market could be created by paying the proceeds of gold
bullion sales to the mining houses in dollars and allowing De Beers
to siphon its foreign exchange receipts directly into the domestic
forelgn exchange market. When these ueasures were implemented in
1983, along with the abolition of exchamge controls over
non~residents, the Bank made slgnificant progress in reducing its
dominant influence over the exchange rate.

However, the uext crucial step was to sstablish the proper linkages
between the apot ané forward markets, Here the authorities faced a
dilemma, It has frequently been the policy of the monetary
authorities in South Africa to encourage importers to make the
wmaximum use of foreign vather than domestic credit by offering
attractive forward cover terms through the Reserve Bank,’? gmile
thie policy bemefitted the net gold and Foreign exchange reserves,
it hag aleo contributed te the imbalance in the forward exchange
market : the Bank has tended to be a net geller of forward dollars.
Furthexmore, because the Reserve Bank offered direct foxrward cover
facliitdes, demand for forward cover did not impact on the spot
axchange rate in the way that 1t does in sophisticated forward
exchange markets. The Bank Ffeared that should it completely
withdraw from the forward market undue pressure on the spot exchange
rate could arise because authorised dealers would purchase @pot
foreign exchange in order to hedge thelr forward forelgn exchange
commitments. Any atbtempt by the Bank to support the apat rate could
then result in 2 large drain on the net gold and foreiga exchange

reserves.
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The Bank favoured a more evolutionary process of withdrawal from the
forward exchange market - in line with its evolutionary approach to
the establishuent of a floating spot rate.

With the introduction of a floating spot rate in September 1983 the
Bank amsounced the intyoduction of a spot/swap system of forward
exchange, Under this system the Bank continued to offer forward
cover, but on a awap basis as opposed to the previous method of
providing cover outright. Authorised dealers could mo langer take
out atraight forward cover with the Bask on behalf of clients.
Instead they covered oversold foward positioms by buying in the spot
amarket and effecting swap arrangements either in the market or with
the pank,40

Thus, where a dealar found that he could not cover & ner forward
position in cthe domestic interbank market, the Reserve Bank offered
him a re-purchase axrangement for the amount and maturity of his
exposed position. This obviated the need for local deslers to place
dollar deposits offshore. This arrangement was due to expire in
September 1986 and in the interim period the Bank was progressively
to reduce the scale on which it was prepared to offer swaps to the
garket.

Apart from avoidlng a sudden sbock o the foreipn reserves, phasing
in the spot/swap eystem also had the objectives of gradually
fostering a broader and deeper interbank forelgn exchange market and
of establishing the normal linkages between spot and forward forelgn
exchange transactions. It was hoped that the intexbank market would
develop aa the Bank withdrew 1y while the sp d
linkages were created becuuse the dealera hedged exposed foxward
positions with offsetting spot transactions,

By September 1986 it was the intention that transactions in the
forward exchange market would be conducted independently of the
Reserve Bank (although the Bank would continue to interveme from
tire to time). This implied that the current limite on authorised
foreign exchange dealers in placing deposits in the Hurocurrency
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market would have to be removed or at least significantly reduced.
Ia reality, the Bank's programme of withdrawal has not been a
success a8 will be discussed in Section 8.7. The following section
discusses the possiblie development of the Eurorand market.

A Burorand Market

South Africans are uot unfamiliar with the Eurodollar maxket, It
has probably been used for fimsucing purposes more tham any of the
other international merkets available to us.*l Rorrowings in this
wmarket are not restricted to any type of transactions. It is used
for trade finance <{(wustly wup te six months), working caplital
tequirements, and, in times of tight domestic liquidity, by banks to
supplement funding requirements, Towards the ead of 1983 many
corporate borrowers took out extensive Eurodollar loans without
covering forward im the belief that the rand-dollar spot rate would
strengthen thereby giving them the hemefit both of lower Sursdollar
interest rates and a capital gain on the currency. This has proved
to be an expensive mistake.

The Eurodollar market 15 also extensively used by long-term
bhorrowers, particularly public corporations such as Escom. These
loaas are usually handled by an overseas lead memager bank which
will sign the ugreement with the local borrower and then syndicate
the loan with & number of overseas (and, more recently, local) banks
on & private placement b&sia.“ This type of borrowing is more in
the vature of a Eurobond or foreign bond issue.

With the propomed withdrawal of the Reserve Raok from the forward
exchange market the question of the development of a Eurorand market
has arisen, Such rand deposir facilities could be offered in two
forms, ¥irstly, & more active Eurorand market could dsvelop where
interbank rand deposits are hel: in major financial centres such ag
London end New York. Secondly, non-residents could be granted
permission to make use of oumshore rand deposit facilities without
reatrictions,
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At first sight the prospect of a Furorend market appears exciting.
The 1983 Yearbook of International Financial Statistics published by
the IMF ghows that in 1981 South Africa ranked 18th in terms of
total merchaudise trade (iacluding gold bu]lior} sales) (see Table
8.1). N :

TABLE 8.1

TOTAL MERCHANDISE TRADE 1981

$ Billions
United Srates 502
West Ge._.ay 326
Japan 279
France i¥)
United Kingdom 199
Italy 161
Saudi Arabia 145
Canada 138
Netherlands 122
Belgium 92
Switzerland 58
Sweden 57
Spain 51
Bragil 45
Yorea 45
Australia 45
Hexico 43
South Africa 41

Source: International Financial Statistics, Yearbook, 1983,

Furthermore, it is eatimated that at the end of 1983 around 31 per
cent (R13,7 Lillion) of the market capitalisation of mining shares
quoted on the Johanuesburg Stock Exchange was owned by
non-residents.%3 However, these Figures belie the true nature of
the curzency flows through the South African foreign exchange

N T -,
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market. For, on the trade side, the rand is not the predomicant
currency for the demomination of tramsactions. In the case of
exports it is Ilkely that a negiigible proportion of total exports
(including gold bullien) is paid for 1in rands, All the major
metals and minerals are priced in dollars and, in 3 few cases,
sterling., 1To a great, although sliightly lesser extent, South
African imports are also paid for in foreign currencies.

An for foreign ownership of South African shares, two factors limit
the need for trading purposes, Firstly, a large proportion of the
trading by foreigners is actually conducted in New York or London
between foreign parties which excludes the need for rands,
Secondly, scrip available for trading has been declining since 1969
a8 a growing proporticn of South African shares have been taken up

by major institutions as a long-term 1n‘l=stment.44

However, it
is true that the volume of forelgn trade conducted in Johamnesburg
has picked up comsiderably wince the sbolition of exchenge controls

for non-residents in February 1983.

It appears, therefore, on the basis of the denomination of trade
and capital flows thar the rand plays a very small role despite the
relatively large value of such transactions by iaternatiopal
etandards. This implies that there is very limited need for
offshore rand depoeit facilities.

Another factor militating sgainst the establishment of a Eurorand
maxket is the weak curremcy status of the ramd. Apart from the
fact that South African inflation appears almost endemically higher
than that of its trading partners it is also interesting to note
that the ecomomy 1s by nature a capltal-importer and has tended to
run current account deficits aince the mid-1960s. This fall has
been obscured by recent hisrory - between 1977 and 1980 there were
considerable surpluses o curremt account.

PN



Year
1964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1961
1982
1983

Sources: (1

@
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TABLE 8,2

SOUTH AFRICA : X OFGD P

Current Account Inpozts?
Surplus or Deficit! (Constant Prices)

0,8 26
-2,8 27
0,3 23
-2,0 25

0,4 25
-2,4 26
6,7 29
7,4 30
~0,6 25
-0,3 27
4,1 31
-6,7 30
~5,4 2

1,2 22

3,4 22

6,1 n

4,6 23
5,7 25
4,1 2

0,3 18

Econostat Database System, Rosebank, until 1975, Quarterly
Bulletin, South African Reserve Bank, 1976 to 1983,

. A sStatistical Presentation of South Africa‘s National

Accounta for the Period 1946 te 1980, South African Reserve
Bank, September 1981 and Quarterly Bulletin, South Africam
Reserve Bank, various issues.

RS . e G




185

However, as shown im Table 8.2, this has tended to be the axception
- cauged by the phemomensl Tise in the gold price at the time.

As South Africa 1s likely to continue to rely heavily on capital
goods imports for ite industrial expanalon, it seeme likely that
current account deficits will persist. This prospect is made even
more likely 1f it 4s taken into account that the country'’s

of import initiated during the 19708 can
probably mct go much further than the point attafoed durieg 1983.
By then, imports as a pexcentage of gross domestic product had
declined to only 18 per cent compared with the level of 31 per cent
recorded in 1974 (ses Table 8.2). If South Africa is to continue
to import capital to finance curveat account deficits, there will
be little room for exporting capital to stimulate the growth of an

offshore rand deposit market.

In couclusion, although a small Eurorand market is aiready reported
to exist,®S eonomie fundamentals make it very unlikely that it
will play a major role 1n South African foreign exchange
transactinnsg in the future. This leaves the alternative of
establishing domestic rand deposit facilitles for foreigners which
implies that the authoritics will need to make further changes in
the exchange control regulations.

The current difficulty with the provision of rand deposit
facilities to foreigners in South Africe is the prohibition on non-
resident investment in money market inetruments which are bearer-
owned, Non-residents are restricted to deposits with banks or
purchese of government stock, The basis for this restriction is
the festr that residents could sell money market paper to

N payment , which would a
drain os the net foreign reserves. As there is no register of
money market inetruments the Reserve Bank would not be able to

control capital outflows from this source.
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If the onshbore rand deposit market 1g to resemble a Eurocurrency
market aystem and thereby generate reasonably sctive foreign
pacticipation, such restrictions will have to be removed, In
addition, other impediments, not imposed in the Eurocurresicy
markets, such as the 10 per cent withholding tax on interest from
foreign deposits amd even the liquid assset requirements on bank
deposits will have to be reconsidered because they effectively
lower the rzate of interest available to deposit~holders.

Recent Developmenta

4 major principle underlying the Interim Report was the assertion
that a more flexible spor exchange rate would genevate sufficient
uncertainty comcerning the future direction of movement in the rand
a8 to encourage balance in the forward exchange mavket S T
thia end in September 1983 the authorities eabarked on the £inal
srage to iink the spot and forward markets such that the spot rate
achieved the adequate degree of flexibility, As wmentioned in
Section 8.5, in addition to imtroducing the spot/swap syatem of
forward exchange, they allowed the proceeds of gold bullicu sales
to flow directly through the market. Purthermore, they permicted
invisible receipts and payments to be covered forward.

It was the intention of the Reserve Bank to withdraw progressively
from providing spot/swap facilities to the market. Each September
until 1986 the Bank was to reduce 1n stages the maximum quota of
owaps betyeen it and each authoriged dealer, The Bank hoped that
over this peried of phased withdrawal the intevhank market would
graduaily bacome more sophisticated such that forward sales and
purchases of foreign exchange would be matched with diminishing
recourse to the bank.

Unfortunately, two factors have peverely inhibited the avelopment
of such a balanced forward market. The firer of these was the
unprecedented decline in the spot exchenge vate between wmid-1984
gnd early 1985,

U
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During July 1984 the rand came under severe pressure againgt the US
dollar and declined from arcund $0,76 towards the end of Jume to
just above $0,60 at the end of July, a decline of over 20 per cent
in only 5 weeks, In this particular exauple there had been
widespread expectation thet the rand was due to xise and many
importers had taken umcovered foreign loans, The subsequent
decline in the rand led to a large volume of forward covering, and
by early 1985 the rate had fallen further to $0,42.

During this startling decline, the ramd spot rate did mot appear to
reach & point where the probability of a further declime was
equalled by the probability of a rise. Furthermore, large-scale
switching from foreign to domestic credit occurred as importers
perceived that the exchange rate risk outweighed the benefit of
relatively lower interest rates overseas,

These pressures occurred at & point where the net foreign reserves
of the mouetary bauking sector were already low (eee Graph 8.2),
The Bank attempted to prop up the rand at times, necessitating
considersble foreign borrowing.

GRAPH 8.2
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Source: $.A. Reserve Bank, Quarterly Bulletin, various issues.
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In Jabuary 1985, the authorities responded to this disaster by
taking two retrospective steps. Piratly, they stopped paying the
full proceeds of gold sales in dollars to the mining houses, From
the end of January the houses were paid half in dollars, half in
rands, Secondly, the bank reintroduced, as an option, the practice
of dealing directly in forward exchange with authorised dealevs.

The second factor holding back the development of a sophisticated
forward market has been the fallure on the part of the suthorities
to allow domestic banks to set up adequate foreign exchange
facilitles offshove and to allow forelgn bauks to open up rand
deposit faciliries locally, It appears that the authorities
anticipate that, following their withdrawal from the forward
market, the necessary swap facilities will be provided within the
domestic interbank market. However, the realities of the domestic
forward exchsnge market render this most ualikely. For one thing
the imbslance in the forward market is unlikely te be eliminated
rapidly. The bulk of South Africa's mineral exports are sold spot
and the proceeds are only to a limited extent sold forward for
rands., Many minerals producers believe that, in the long run, the
rand and the gold price, for example, will move wmore or less in the
same direction, thereby providing a natural hedge.

Secondly, the very eharp deciime in the rand during 1984 caused a
number of authorised dealers to reduce the scale of thelr
trangactions in the foraign exchange market or to withdraw
altogether. This has aeverely limited the breadth and depth of the
interbank market, Furthermore, banks impose limits on their ewap,
epot and forward tramsactions with other banks. 47

Under these circumstances, the Bank Jis confronted with two
cholces. It must either continue to provide some winimum level of
spot/swap facilities or it must allow the authorised dealers to
take advantage of swap facilitles in Eurocurremcy markets,
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The authorities appear firmly opposed to the former choice. The

latter cholce would entall the easing or lifting of controls on the
amounts of foreign currency domestic banks may hold and borrow
offshore. Then, in circumstances where the demand for forward
foreign exchange exceeds the supply, the banks would enter into
swaps by borrowlng rands, foreign and

the forelgn h in  the 7 warket until the
commitments on forward contracts become due, Such tramsactions

could, of course, put downward pressure on the rand exchange rate.

Should it reject ome of other (or eome combination) of these two
choices, the Bank runs the ctisk of causing a contraction in the
forvard exchange market. Authorised dealers at times will aimply
be unable to meet all the demand for forward dollare. Excess
demand for forward cover will put undue downward pressure om the
forward rand exchange rate, leading to expectations of a decline in
the spot rate. Importers will be encouraged to reduce thelr demand
for forelgn credit and switch to domestic sources, thereby putting
pressure on the foreign exchange reserves and pushing up domestic

laterest rates,

In September 1984 the Bank did, in fact, reduce the swap quotas it
makes available to authorised dealers in line with its phased
withdrawal programme. However, it neglected to raise the limits om
" dealers to hold foreign exchange in offshore deposits. Currently,
these limits total R600m whick 4s wholly 1Inadequate, South
Africa’s total foreign transactions routed through the foreign
exchaoge market, are estimated to total at least $30 billlon (equal
to around R60 billfon at the time of writing).’8  purehermore,
the limits are determined in rands, implying a considerable
contraction since mid-1984 owlng to the fall in the exchange rate,

In sumsary, it appears that the economy has not gained from the
cautious approach adopted by the suthoritfes. Fuudamentally, for
the spot and forward markets to operate efficiently they meed to be
glven depth and breadth. Currently there are too many controls
which restrain the flows of forelgn exchange, leaving the markets
thin aud brittle, The steps taken in January 1985 leave rhe South
African forelgn exchange markets somewhers between control and
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laissez~faire with po certainty as to the future direction or the
ultimate objective. In order to rectify these umcertainties, the
authorities need to reconcile their provislon of forward currency
facilities with controls over domestic banks® foreign currency

exposure,
Conelusion

T ¢ widespread adoption of floating exchange rates in the 1970s
eventually led to recommendations for a similsr system for the
South African rand. An evolutionary process was ser in motion in
1979 for the establishment of competitive spot and forwara markets
for South Africa. By September 1986 this process was supposed to
have been completed. However, early in 1985, several retrogressive
steps were taken leaving the forward exchange market in a state of
uncertainty. While extensive use le made of the BEurodollar merket,
the establishment of an active Furorand market 1s not thought
viable. A significant reduction in exchange controls has already
occurred but further steps in this regard both for non-residents
and residents are required.
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