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I. I ~ O D U C T I O H  

The OPEC p r i c e  e s c a l a t i o n s  of 1973-74 and 1979-80 have 

had a c r u c i a l  e f f e c t  on t h e  w o r l d  economy and on i n t e r n a t i o n a l  

t rade .  Non-OPEC c o u n t r i e s  have had t o  a d j u s t  t o  higher  petroleum 

prices. They have t r i e d  t o  deve lop  a l t e r n a t i v e  energy resources  

and have invested i n  va r ious  energy conserva t ion  measures. 

One e f f e c t  of a l l  t hese  changes has been an inc rease  i n  

t h e  need f o r  funds, p a r t l y  i n  o r d e r  t o  f i n a n c e  t h e  above -  

ment ioned  a d j u s t m e n t s  b u t  a1,so t o  be a b l e  t o  c o v e r  b a l a n c e  of 

payments  d e f i c i t s .  I n  b o t h  c a s e s ,  t h e r e  h a s  been a n  i n c r e a s i n g  

need for f i n a n c i a l  intermediat ion.  A l a r g e  p a r t  of t h i s  demand 

for f inance  has been m e t  by Western banks through the so-cal  l e d  

Eurocurrency market. 

T h i s  p a p e r  c o n c e r n s  t h e  c h a n g e  i n  f i n a n c i a l  

i n t e r m e d i a t i o n  o v e r  t h e  t i m e  p e r i o d  1973-82. C e n t r a l  i s s u e s  

i n c l u d e  t h e  a c t u a l  f u n c t i o n i n g  of t h e  i n t e r n a t i o n a l  f i n a n c i a l  

markets,  t h e  r o l e s  played by the  banks and the  condi t ions  under 

which they operate .  Another theme i s  t h e  interdependency between 

g rowth  and d e c l i n e  o f  OPEC o i l  r e v e n u e s  on t h e  one hand and 

banking in te rmedia t ion  on t h e  o ther .  

To be more s p e c i f i c ,  t h e  main p u r p o s e s  of t h i s  p a p e r  

a r e  : 
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a >  t o  a n a l y s e  y e a r  by year t h e  changes  i n  t h e  Euro- 
c u r r e n c y  marke t  and i t s  long- t e rm e x t e n s i o n ,  t h e  
Eurobond market, i n  t e r m s  of instruments ,  volumes 
and p r i c i n g  p r i n c i p l e s ;  

b) t o  i n v e s t i g a t e  from t h e  po in t  of view of a banking 
f i r m ,  t h e  c o s t s  a s s o c i a t e d  w i t h  Eurocur rency  
d e p o s i t s  and c r e d i t s ,  i n  order  t o  f i n d  out  r e l e v a n t  
p r i n c i p l e s  f o r  p r i c i n g  t h e  s e r v i c e  o f  
in te rmedia t ion ;  

c >  t o  examine p o s s i b l e  in t e rdependenc ie s  between, on 
t h e  one  hand, t h e  g e n e r a t i o n  of OPEC o i l  r e v e n u e s  
a n d  c o r r e s p o n d i n g  c r e d i t s  and  o n  t h e  o t h e r ,  
e x p a n s i o n  of t h e  Eurocur rency  marke t .  The a i m  i s  
t h e n  t o  e x p l a i n  t h e  p r i c i n g  b e h a v i o u r  of banks 
ope ra t ing  on t h e  i n t e r n a t i o n a l  f i n a n c i a l  m a r k e t s  
ove r  t he  per iod 1973-82. 

These t h r e e  p u r p o s e s  l i e  beh ind  t h e  s t u d y  of t h e  

i n t e r n a t i o n a l  f i nanc ia1  markets ( i n  Sect ion 21, t he  a n a l y s i s  of 

r i s k  and r e t u r n  f o r  banks  a s  i n t e r m e d i a t o r s  ( i n  S e c t i o n  3)  and 

t h e  search  for an interdependency between the  development of OPEC 

o i l  r e v e n u e s  and t h e  c o n d i t i o n s  unde r  which  banks  h a v e  been  

ope ra t ing  i n  t h e  Eurocurrency market from 1973-82 ( i n  Sec t ion  4). 

F i n a l l y ,  S e c t i o n  5 is d e v o t e d  t o  c o n c l u s i o n s  t h a t  can  b e  drawn 

from the  study. 
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2.1 The Eurocurrency Market 

It was only 25 yea r s  ago t h a t  it a l l  s t a r t e d .  A t  t h a t  

t i m e  - a t  t h e  end of t h e  50's - t h e r e  had been s e v e r a l  f o r e i g n  

e x c h a n g e  " c r i s e s " ,  l e a d i n g  by 1 9 5 7  t o  B r i t a i n  p u t t i n g  

r e s t r i c t i o n s  on t h e  u s e  of s t e r l i n g  i n  f o r e i g n  t r a n s a c t i o n s .  

With t h a t  background B r i t i s h  banks  s t a r t e d  t o  f i n a n c e  f o r e i g n  

t r a n s a c t i o n s  by d o l l a r  d e p o s i t s .  These d o l l a r s  o r i g i n a t e d  

o u t s i d e  t h e  U S  and can  b e  t r a c e d  t o  c e n t r a l  banks  i n  Europe, 

South-East Asia  and oi l -producing coun t r i e s  i n  t h e  Middle  East as 

1 w e l l  as t o  f o r e i g n  s u b s i d i a r i e s  of US f i rms.  

From 1958 onwards European  banks were a b l e  t o  o f f e r  

d o l l a r  f i nanc ing  t o  customers and correspondent banks - l ead ing  

t o  t h e  e s t ab l i shmen t  of a European market i n  d o l l a r  d e p o s i t s  and 

loans. The unique f e a t u r e  of t h i s  market was i t s  l a c k  of con t ro l  

f r o m  t h e  US.  Among t h e  e a r l i e s t  d e p o s i t o r s  were Soviet-owned 

banks - Moscow Narodny Bank i n  London and Banque Commerciale de 

1'Europe du Mord' i n  Pa r i s .  

At t h e  end  o f  1 9 5 8  s e v e r a l  f o r e i g n  e x c h a n g e  

r e s t r i c t i o n s  were l i f t e d  i n  Western Europe making it easier f o r  

n o n - r e s i d e n t s  t o  c o n v e r t  c u r r e n c i e s .  T h i s  l e d  t o  a r a p i d  

expansion of t h e  European market f o r  e x t e r n a l  f i nance ,  now t o  be 
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c a l l e d  t h e  Eurocurrency market OK t h e  Euromarket. 

The Eurocurrency market has  been widely used f o r  c r e d i t  

denominated i n  a currency d i f f e r e n t  t o  t h a t  where t h e  bank i t s e l f  

i s  l o c a t e d .  For example ,  a B r i t i s h  bank l e n d i n g  d o l l a r s  t o  a 

cus tomer  i n  London, P a r i s  o r  e v e n  i n  Hew York i s  a c t i n g  on t h e  

Eurocurrency market. 

The f i r s t  s t a t i s t i c s  a v a i l a b l e  concerning the  s i z e  of 

t h e  Eurocur rency  marke t  a r e  from 1963, when t h e  Bank for 

I n t e r n a t i o n a l  S e t t l e m e n t s  (B.1.S.) announced t h a t  t h e  t o t a l  

short-term a s s e t s  of f o r e i g n  currency h e l d  by commercial banks i n  

t h e  n ine  "report ing" coun t r i e s  were $12.4b (of which 75% were i n  

Sus). 

Then came 1965, with the  in t roduc t ion  of t h e  Voluntary 

F o r e i g n  C r e d i t  R e s t r a i n t  Program (VFCR) i n  t h e  US.  The p u r p o s e  

of t h i s  r e s t r a i n t  was t o  l i m i t  U S  domestic banks lending  d i r e c t l y  

t o  f o r e i g n e r s ,  t h e r e b y  improv ing  t h e  U S  b a l a n c e  of payments.  

However, t h e  e f f e c t  was d i f f e r e n t .  US companies s t a r t e d  t o  use 

t h e  f a c i l i t i e s  o f  t h e  Eurocur rency  m a r k e t ,  and n a t i o n a l  banks  

began to  deve lop  a network of s u b s i d i a r i e s  i n  the  main f i n a n c i a l  

cen t r e s ,  among which London took t h e  lead.  

Regula t ion  Q was then  introduced,  imposing c e i l i n g s  on 

t h e  i n t e r e s t  r a t e s  banks  c o u l d  o f f e r  on  d e p o s i t s  i n  t h e  US. 

There was an immediate t r a n s f e r  of c a p i t a l  i n t o  the  Eurocurrency 

market,  where i n t e r e s t  r a t e s  were unaf fec ted  by t h i s  r e g u l a t i o n .  

F o r e i g n  s u b s i d i a r i e s  borrowed c a p i t a l  i n  Europe and 

t r a n s f e r r e d  it back t o  t h e i r  mother-company. The Fede ra l  Reserve 

Board t r i e d  t o  s t o p  t h i s  by imposing a 10% r e s e r v e  requirement on 

f o r e i g n  l o a n s .  But i t  was t o o  l a t e ;  t h e  US c a p i t a l  marke t  w a s  

4 



a l ready  o v e r - l i q u i d .  Furthermore, Western European coun t r i e s  had 

s t a r t e d  t o  borrow h e a v i l y  on t h e  Eurocur rency  m a r k e t ,  and t h e  

a n n u a l  e x p a n s i o n  of t h e  marke t  was e s t i m a t e d  a t  around 30% in 

those  days .  ( s e e  F igure  1 ) .  

Figure  1 

S ize  of t h e  Eurocurrency Market 

( f o r e i g n  l i a b i l i t y  positions of banks i n  reporting c o u n t r i e s )  

Source :  Bank for I n t e r n a t i o n a l  S e t t l e m e n t s ,  Annua l  Reports, ti 
Crocket t  (1977) p268.  
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The r e a s o n  €or t h i s  r a p i d  e x p a n s i o n  w a s  n o t  o n l y  a 

d i f f e r e n c e  i n  i n t e r e s t  rates. For many f o r e i g n  companies l i k e  US 

s u b s i d i a r i e s ,  t h e  Euromarket  p r o v e d  more c o n v e n i e n t ,  as t hey  

could p l a c e  short-term s u r p l u s e s  i n  accounts i n  t h e  country where 

t h e  income was e a r n e d  and i n  a c u r r e n c y  t h a t  was c o n v e n i e n t  f o r  

f u t u r e  payments (see Crocket t ,  1977, ~ 1 7 7 ) .  

When t h e  marke t  began t o  grow i n  1970 i t  i m m e d i a t e l y  

tended t o  spread worldwide. "Offshore" branches were opened i n  

p l a c e s  l i k e  Nassau,  t h e  Cayman I s l a n d s ,  Panama, S i n g a p o r e ,  

Luxembourg, Kuwai't, Bahrain,  t he  B r i t i s h  Vi rg in  I s l a n d s ,  Granada, 

Curacao  and Caracas .  O f  s p e c i a l  i n t e r e s t  a r e  B a h r a i n ,  Ca racas  

and Kuwai t ,  a s  t h e s e  o f f s h o r e  p l a c e s  were o r g a n i z e d  m a i n l y  t o  

channel OPEC's f i n a n c i a l  surp luses .  

The development of Hong-Kong and Singapore a s  off shore 

c e n t r e s  r e s u l t e d  i n  a p a r a l l e l  market being formed - t h e  "Asian- 

d o l l a r  market". However, t h i s  market was mainly formed t o  s e r v e  

t h e  Far  East r eg ion .  

Thus, when i n  1973-74 OPEC r a i s e d  i t s  o i l  p r i c e s  and 

consequent ly  r e c e i v e d  s u b s t a n t i a l  s u r p l u s e s ,  t h e  E u r o c u r r e n c y  

m a r k e t  was t o  s e r v e  a s  a n  i n t e r m e d i a t o r  be tween b o r r o w e r s  ( t h e  

o i l  consumers) and l ende r s  ( t h e  o i l  producers). It a l s o  became a 

m a r k e t  i n  which  t o  p l a c e  t h e  l i q u i d i t y  of o i l  p r o d u c e r s  b e f o r e  

i t s  f i n a l  d i s p o s i t i o n  was d e c i d e d  upon ( i . e .  b e f o r e  t h e  c h o i c e  

was made between sha res ,  bonds and e s t a t e s ) .  

In a d d i t i o n  t o  the  OPEC f i n a n c i a l  s u r p l u s e s  of 1973-74 

and 1979-80 t h e  Eurocur rency  m a r k e t  was i n f l u e n c e d  by t h e  

weakness  of t h e  d o l l a r  in 1978. A t  t h a t  moment i t  became 

p r o f i t a b l e  f o r  US banks t o  p l a c e  c a p i t a l  i n  t h i s  marke t ,  
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r e s u l t i n g  i n  a 40% expansion i n  t h e i r  f o r e i g n  lending  i n  d o l l a r s  

( s ee  Johnston, 1983, $23) .  

In t o t a l ,  a l l  t h e s e  t r a n s a c t i o n s  l e d  t o  a n  e x t r e m e l y  

l a r g e  e x p a n s i o n  of t h e  Eurocur rency  m a r k e t ,  and a l s o  to i t s  

d i v e r s i f i c a t i o n  i n t o  d i f f e r e n t  " ins t ruments" .  The s i z e  and  

growth of t he  market can be measured i n  s e v e r a l  ways - two main 

a l t e r n a t i v e s  a r e  t h o s e  proposed  by t h e  B.I.S. and by Morgan 

Guaranty  ( s e e  J o h n s t o n ,  1983, Ch. 3). The d a t a  used  i n  t h i s  

p a p e r  w i l l  be  based  m a i n l y  on t h e  B.I.S. s t a t i s t i c s  ( s e e  T a b l e  

1 ) .  

As concerns instruments,  t h e  o r i g i n a l  ones were shor t -  

t e rm t ime  d e p o s i t s ,  b u t  i n  o r d e r  t o  meet t h e  growing  demand for 

medium-term a l t e r n a t i v e s ,  t he  banks presented,  i n  1966,  t he  f i r s t  

n e g o t i a b l e  time d e p o s i t  - a London C e r t i f i c a t e  of D e p o s i t  (CD). 

Then, a t  the  beginning of t he  1970's, a g r e a t  improvement came i n  

t h e  form of syndicated medium-term c r e d i t s .  The market f o r  t hese  

instruments  grew r a p i d l y  and a t  t h e  end of t h e  1970's i t  amounted 

t o  a l a r g e  p a r t  of t he  t o t a l  s tock  of Eurocredi t s  (see Table 1). 

Syndicat ion means t h a t  a number of banks j o i n  toge the r  

i n  o r d e r  t o  l e n d  money t o  one  cus tomer .  The group of  banks  i s  

formed by a managing bank o r  a g r o u p  of  co-managers t h a t  l e n d s  

c a p i t a l  t o  a s i n g l e  cus tomer .  The r e a s o n s  f o r  o r g a n i s i n g  s u c h  

j o i n t  p r o j e c t s  a r e  t h a t :  

a) t h e  r i s k  of t h e  cus tomer  becoming i n s o l v e n t  i s  
shared between a set  of banks; 

b )  t h e  customer i s  p ro tec t ed  from t h e  i n f l u e n c e  of one 
s i n g l e  l ende r ;  

c >  it is extremely d i f f i c u l t  for a borrower himself  t o  
o r g a n i z e  s u c h  a j o i n t  l e n d i n g ,  as  t h e r e  i s  a l o n g  
t r a d i t i o n  t h a t  a cus tomer  has  t o  n e g o t i a t e  w i t h  
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e a c h  bank in t u r n .  C o n s e q u e n t l y ,  a s y n d i c a t e d  
E u r o c r e d i t  is aimed a t  t h e  cus tomer  who w a n t s  t o  
o b t a i n  l a r g e  s c a l e  c r e d i t  i n  a reasonable  amount of 
t i m e  . 

The f e e s  f o r  s t a r t i n g  such a c r e d i t  a r e  s l i g h t l y  higher  

t h a n  for a r e g u l a r  E u r o l o a n  ( s e e  Dufey & Giddy, 1978, p248 and 

Johnston, 1983, ~ 1 6 9 ) .  The fo l lowing  ranges g i v e  examples of t h e  

s i z e  of the  f e e s :  

a )  lead manager : 0.375 t o  0.6251 of t o t a l  c r e d i t .  

b) co-managers : 0.25 t o  0.50% of manager's p ropor t ion  
of t o t a l  c r e d i t .  

c )  p a r t i c i p a n t s  : Slm: 0.125 t o  0.25% of  manager's 

$3m: 0.25 t o  0.375% of manager's 

$5m: 0.375 t o  0.50% of manager's 

p ropor t ion  of t o t a l  c r e d i t .  

p ropor t ion  of t o t a l  c r e d i t .  

p ropor t ion  of t o t a l  c r e d i t .  

T h i s  f o r m u l a  i m p l i e s  t h a t  t h e  l a r g e r  t h e  l o a n  t h e  h i g h e r  t h e s e  

" f ron t - end"  f e e s .  "Jumbo"-loans of $1-3b w i l l  become r a t h e r  

expensive.  

However, s p r e a d  is a f a r  more i m p o r t a n t  c o s t  t o  t h e  

bo r rower  t h a n  t h e  f e e s .  Spread  is t h e  a d d i t i o n a l  r a t e  of  

3 i n t e r e s t  a b o v e  LIBOR t h a t  a cus tomer  h a s  t o  pay for a c r e d i t .  

One would e x p e c t  t h a t  t h e  l o n g e r  t h e  m a t u r i t y  of a l o a n  t h e  

h i g h e r  t h e  s p r e a d ,  b u t  such  a c o r r e l a t i o n  c a n n o t  be p r o v e d  

e m p i r i c a l l y  ( s e e  J o h n s t o n ,  1983,  ~ 1 7 3 ) .  The s p r e a d  might  v a r y  

between 0.50% and 2% depending mainly on who t he  borrower is and 

what  t h e  a c t u a l  c a p i t a l  marke t  c o n d i t i o n s  a r e .  And i n  t h i s  

s y n d i c a t e d  E u r o c u r r e n c y  marke t  m a t u r i t i e s  may be found of  

be tween t h r e e  and t e n  y e a r s  m a i n l y  d e p e n d i n g  on t h e  c r e d i t -  

w o r t h i n e s s  of t h e  bor rower .  With t h i s  background t h e  main 

c o n c l u s i o n s  t h a t  seem r e l e v a n t  t o  draw a r e  t h a t  ( see  J o h n s t o n ,  
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1983, pp168, 173): 

a) t h e  lower  t h e  c r e d i t w o r t h i n e s s  t h e  h i g h e r  t h e  
spread;  

b) lower fees and longe r  m a t u r i t i e s  a r e  s y s t e m a t i c a l l y  
accompanied by lower spreads ; 

c )  t h e  spread can be taken a s  a r e l i a b l e  ind ica to r  of 
t h e  condi t ions  i n  the  market. 

E v i d e n t l y ,  s y n d i c a t e d  l o a n s  s t a n d  f o r  t h e  main l o n g -  

term a 1  t e r n a t i v e s  i n s i d e  t h e  Eurocur rency  m a r k e t ,  e v e n  though 

some o r d i n a r y  l o a n s  may become long- t e rm ones  by l e t t i n g  them 

"rol l -over ' '  from one year  t o  t he  next. The main purpose of t hese  

l o n g e r - t e r m  c r e d i t s  has  u s u a l l y  been  t o  f i n a n c e  b a l a n c e  of 

payments d e f i c i t s ,  l e a v i n g  o the r  long-term c r e d i t  needs t o  the  

bond markets. 

2.2 The I n t e r n a t i o n a l  Bond Market 

The main r e a s o n  f o r  i s s u i n g  i n t e r n a t i o n a l  bonds h a s  

been  t o  p r o v i d e  funds  f o r  long- te rm investment  pro jec ts .  This 

s e c t o r  of t h e  i n t e r n a t i o n a l  f i n a n c i a l  markets - t h e  i n t e r n a t i o n a l  

c a p i t a l  market - c o n s i s t s  of two main c a t e g o r i e s ,  namely: 

a )  Eurobonds, which a r e  underwr i t ten  by i n t e r n a t i o n a l  
synd ica t e s  and sold i n  c o u n t r i e s  o t h e r  than  t h e  one 
of t h e  currency i n  which i t  i s  denominated; 

b) f o r e i g n  b o n d s ,  w h i c h  a r e  u n d e r w r i t t e n  by a 
s y n d i c a t e  composed of  members f rom one  CO n t r y  on 
b e h a l f  of a cus tomer  i n  a n o t h e r  c o u n t r y ?  These  
a r e  u s u a l l y  s o l d  i n  t h e  c o u n t r y  of  i s s u e ,  and 
denominated i n  t h e  currency of t h a t  country.  

There is one main d i f f e r e n c e  between the  Eurocurrency 

m a r k e t  and  t h e  Eurobond  a n d  f o r e i g n  bond m a r k e t s  ( t h e  

i n t e r n a t i o n a l  bond marke t s ) .  I n  t h e  E u r o c u r r e n c y  marke t  t h e  

banks  a c t  a s  i n t e r m e d i a r i e s  by t a k i n g  r i s k s  i n  t h e i r  own names. 

The banks w i l l  a l s o  t ransform short- term d e p o s i t s  i n t o  long-term 
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c red i t s .  In  the  i n t e r n a t i o n a l  bond markets t he  i n v e s t o r s  a r e  the  

o n e s  t h a t  h o l d  t h e  s e c u r i t i e s  i s s u e d  by t h e  f i n a l  bo r rowers .  

These s e c u r i t i e s  can  be s o l d  on a secondary  m a r k e t ,  b u t  s t i l l  

ou t s ide  the  r e s p o n s i b i l i t i e s  of t h e  banks. 

Compared t o  f o r e i g n  bonds, Eurobonds b e n e f i t  from being 

s o l d  o u t s i d e  t h e  c o u n t r y ,  i n  t h a t  ( a )  r e g i s t r a t i o n  and o t h e r  

r e g u l a t i o n s  can be avoided, and (b) no wi thhold ing  t a x  has t o  be 

paid. So when i n  the US t he  I n t e r e s t  Equa l i za t ion  Tax on f o r e i g n  

loans  was e s t a b l i s h e d  i n  1963, fo l lowed  by the Di rec t  Investment 

Program i n  1968 which requi red  f o r e i g n  investment t o  be f inanced 

o u t s i d e  t h e  US, t h e  Eurobond marke t  expanded r a p i d l y .  I n  1 9 7 2  

i s sues  on t h e  Eurobond market reached a l e v e l  of more than  $6b. 

1 

The o i l  p r i c e  e s c a l a t i o n  i n  1973-74 r e s u l t e d  i n  a 

r e d u c t i o n  i n  i n v e s t m e n t  a c t i v i t i e s  o u t s i d e  O P E C ,  and  

c o n s e q u e n t l y ,  t h e  i s s u e s  of Eurobonds and f o r e i g n  bonds were 

reduced .  Then, i n  1 9 7 4 ,  t h e  I n t e r e s t  E q u a l i z a t i o n  Tax and a l l  

r e s t r i c t i o n s  on the  domestic f inanc ing  of US f o r e i g n  s u b s i d i a r i e s  

were removed. C o n s e q u e n t l y ,  t h e  US f i r m s  l e f t  t h e  Euromarket .  

One would have expected i t s  market s i z e  t o  be reduced f u r t h e r  on 

b e h a l f  of f o r e i g n  bonds i n  t h e  US, b u t  a new c a t e g o r y  of  

borrowers appeared - i n t e r n a t i o n a l  o rgan iza t ions  and t h e  pub1 i c  

s e c t o r  i n  c o u n t r i e s  w i t h  s u b s t a n t i a l  d e f i c i t s  i n  b a l a n c e  of 

payments  caused  by t h e  h i g h  o i l  p r i c e s .  The Eurobond marke t  

continued t o  grow. The volume of new issues rose  as h igh  as $46b 

i n  1 9 8 2 .  The marke t  f o r  f o r e i g n  bonds  a l s o  i n c r e a s e d  b u t  a t  a 

much s l o w e r  p a c e  and t h e  growth  came l a r g e l y  o u t s i d e  t h e  US. 

Tab le  2 g i v e s  the  s t a t i s t i c s  of t h i s  expansion. 

The Eurobond i s sues  have aroused cons ide rab le  i n t e r e s t  

1 1  
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because n e i t h e r  t he  se1 l e r s  ( t h e  syndicated banks) nor t he  buyers 

( t h e  i n v e s t o r s )  h a v e  t o  r e l e a s e  i n f o r m a t i o n  a b o u t  t h e  

t r ansac t ions .  Consequently a l o t  of "excess c a p i t a l "  is p laced  

i n  t h i s  marke t .  A l s o ,  t h e  t e c h n i q u e  of i s s u i n g  means t h a t  a 

s u b s t a n t i a l  p a r t  of t h e  Eurobond i s s u e s  h a v e  been i n i t i a t e d  by 

t h e  i n v e s t o r s  i n  o r d e r  t o  a v o i d  n a t i o n a l  r e g u l a t i o n s .  I n  t h e  

beginning these  i n v e s t o r s  were mainly p r i v a t e  people  t r y i n g  t o  

avoid  taxa t ion .  But as markets grew the  i n v e s t o r s  i n c r e a s i n g l y  

became i n s t i t u t i o n s  l i k e  i n s u r a n c e  companies ,  c e n t r a l  banks ,  

pension funds,  e tc .  One wouid expect t he  p u b l i c  s e c t o r s  of OPEC 

c o u n t r i e s  t o  be among t h e  more s u b s t a n t i a l  i n v e s t o r s  i n  t h i s  

marke t .  However, o n l y  a s m a l l  p e r c e n t a g e  of t h e  OPEC s u r p l u s  

seems t o  have been p l aced  d i r e c t l y  i n t o  t h e  Eurobond market. On 

t h e  o t h e r  hand the  s u b s t a n t i a l  placements of OPEC s u r p l u s e s  i n t o  

bank d e p o s i t s  made i t  p o s s i b l e  f o r  the banks themselves  to p l a c e  

c a p i t a l  i n t o  t h i s  market i n  t h e i r  own name. One p r e r e q u i s i t e  f o r  

t h i s  h a s  been t h e  d e v e l o p m e n t  of a secondary  marke t  f o r  

Eurobonds. Furthermore, Kuwait w a s  a c t i v e l y  seeking a r o l e  f o r  

dinar-denominated funds. These a c t i o n s  reached a peak i n  1978- 

7 9 ,  when 31 new i s s u e s  were  f l o a t e d  f o r  an  amount of KD250 

m i l l i o n  ( s e e  Business I n t e r n a t i o n a l ,  March 1983, ppll-12).  

The i s s u e s  of Eurobonds a r e  h a n d l e d  by a l e a d i n g  

i n s t i t u t i o n  t o g e t h e r  w i t h  a number of u n d e r w r i t e r s .  The 

s t r u c t u r e  depends on each bank's p l a c i n g  power and i t  is u s u a l  t o  

choose  banks a c c o r d i n g  t o  t h e  n a t i o n a l i t i e s  of t h e  e x p e c t e d  

inves to r s .  Consequently i t  i s  usua l  t o  i n c l u d e  Arab banks among 

t h e  underwri ters .  

The c o s t s  f o r  a bond i s s u e  depend on t h e  m a t u r i t y  of 
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t he  bond. The fol lowing es t imates  are t y p i c a l :  

Fee (in % >  t o  be paid t o  

Maturity Managing 
(vrs) group 

5-7 0.375 

7-14 0.375 

14- 0.50 

Under- 
writer 

0.375 

0.375 

0.50 

Sales  

1.25 

1.50 

1.50 

( see  Wennman, 1978,  p102 and Business  I n t e r n a t i o n a l ,  1983, p7) 

The m a t u r i t y  of a bond v a r i e s  w i t h  t h e  d e g r e e  of 

s t a b i l i t y  i n  the world c a p i t a l  markets. In 1975 wi th  worsening 

economic  conditions i t  was d i f f i c u l t  to o b t a i n  longer-term 

matur i t i e s .  I n  1978 t h e  s i t u a t i o n  was comple te ly  d i f f e r e n t  ( s ee  

F igu re  2). 

Figure  2 

The Change of t h e  Matur i ty  of Debt 

Eurocurrency credits by 
or hind maturity 

x 

I--- 1975 - Jan-Sept. 
1978 

Internationaland foreign 
bond isrun 

k 

m r  
unknowvn- 

M 1975: 2.9% 
1978: 2.6% 

0 5 10 15 20 25+ 
maturity 
years 

e unknown- 
6%- Is 

f l  
I !  1975: 3.8% 

1978: 3.3% 

0 5 10 15 20 25t 
maturity 
years 

Source: The Economist, London, March 24, 1979, p25. Presented i n  
F e i g e r  & J a c q u i l l a t ,  1982, ~ 2 5 5 .  

The secondary marke t  f o r  Eurobonds i s  managed by two 

i n s t i t u t e s  i n  London, E u r o c l e a r  i n  B r u s s e l s  and Cede1 in 
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Luxembourg. The s p r e a d  on t h i s  marke t  depends  on t h e  t y p e  of  

bond. 0.75% but 

c a n  be  as h i g h  as 2% on l e s s  demanded bonds. About 60% of t h e  

bonds a r e  issued i n  US d o l l a r s ,  The remainder a re  dominated by 

Deutsche Marks and Swiss Francs.  

On " f l o a t i n g  r a t e  n o t e s "  i t  i s  a b o u t  0.252 t o  

The Eurobond m a r k e t  i s  a marke t  f o r  b o r r o w e r s  w i t h  a 

h i g h  and s t a b l e  income. By l e n d i n g  money t o  i n t e r n a t i o n a l  

o r g a n i z a t i o n s ,  governments ,  l a r g e - s i z e  m u l t i n a t i o n a l  firms and 

banks, t h e r e  is l i t t l e  risk of d e f a ~ l t . ~  Furthermore, t h e  use  of 

a l a r g e  group of f i n a n c i a l  i n s t i t u t i o n s  as underwr i te rs  f u r t h e r  

reduces t h e  risk t o  t h e  lender .  

15 



3. RISK IB BHD LWTURA FROn INTERHBTIONAL BAIKIAG IRTRRMEDIATIOI? 

Whi le  t h e  p r e v i o u s  s e c t i o n  g a v e  a n  o v e r v i e w  o f  t h e  

markets f o r  i n t e r n a t i o n a l  c r e d i t s ,  w e  w i l l  now concent ra te  on t h e  

banks as in te rmedia tors  i n  and between t h e s e  markets. The main 

emphas i s  w i l l  be  on what  e f f e c t  OPEC o i l  r e v e n u e s  h a v e  had on 

r isk and r e t u r n  in i n t e r n a t i o n a l  banking. 

L e t  u s  s t a r t  w i t h  t h e  r e t u r n  from t h e  a d d i t i o n a l  

banking in te rmedia t ion  t h a t  t h e  o i l  revenues  generate.  There a re  

two s i d e s  t o  t h i s .  F i r s t ,  t h e  e x p a n s i o n  i n  o i l  r e v e n u e s  h a s  

r e s u l t e d  i n  unexpectedly l a r g e  volumes of cash su rp luses ,  p laced  

mainly on the  Euromarket but also on domestic c a p i t a l  markets (eg 

i n  t h e  U K  and t h e  US). Second ly ,  t h e s e  i n c r e a s e d  o i l  r e v e n u e s  

had to be paid by o i l  importing coun t r i e s ,  which t h e r e f o r e  had t o  

expand t h e i r  borrowing s u b s t a n t i a l l y .  Thus t h e  r e c y c l i n g  of o i l  

revenues  genera tes  both  assets and l i a b i l i t i e s  for t h e  banks ( s e e  

F i g u r e  3). 

The in t e rmed ia t ion  between d e p o s i t s  and loans  gene ra t e s  

r e t u r n s  i n  terms of s p r e a d  and f e e s .  S p r e a d s  e x i s t  b o t h  on  t h e  

d e p o s i t  s i d e  and on t h e  l e n d i n g  s i d e ,  w h i l e  f e e s  a p p l y  o n l y  t o  

loans.  Spreads may vary,  depending on the  l e n g t h  of a d e p o s i t  o r  

on t h e  maturi ty  of a loan. They a r e  a l s o  d i f f e r e n t  f o r  d i f f e r e n t  

cur renc ies .  While sp reads  a r e  paid o v e r  t h e  l i f e  of a l oan  o r  a 
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Figure 3 

Recycling of O i l  Revenues 

I 

Foreign 
investments Yields  

A 

Credi t  markets ' 
- short-term 

Euro-credi t s C r e d i t s  

- syndicated 
loans 

- Eurobonds 

Foreign bonds I - e t c .  I 
d e p o s i t ,  fees a r e  charged a t  t he  beginning ( a t  t he  " f ron t  end"). 

The e x p a n s i o n  of o i l  r e v e n u e s  h a s  also g e n e r a t e d  

a d d i t i o n a l  and d i f f e r e n t  forms of r i s k  f o r  t he  banks involved .  

These r i s k s  a r e  m a i n l y  of two k i n d s :  f u n d i n g  r i s k s  and c r e d i t  

r i s k s .  The funding r i s k s  concern sudden wi thdrawals  of d e p o s i t s  

and sudden reduct ions  i n  new d e p o s i t s  i n  comparison t o  what was 

e x p e c t e d .  The main r e a s o n  f o r  f u n d i n g  r i s k s  i s  a mismatch 

between depos i t i ng  and lending. Normally a bank can manage these  

r i s k s  through r o l l - o v e r  l o a n s  o r  through the  use  of t h e  in te rbank 

market. However, i n  c e r t a i n  s i t u a t i o n s  these  methods have  turned 

out  t o  be i n e f f i c i e n t ,  causing a banking c r i s i s  a s  i n  1974, when 

s e v e r a l  banks e n c o u n t e r e d  l a r g e  f o r e i g n  exchange  l o s s e s  and 

F r a n k l i n  and H e r s t a t t  banks went out  of business. A n a t u r a l  way 

t o  r e d u c e  the e f f e c t s  of s u c h  l o s s e s  i s  t o  widen  t h e  marg in  
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( s p r e a d )  i n  o r d e r  t o  c o v e r  t h e  risks i n v o l v e d  ( s e e  J o h n s t o n ,  

1983, pp289-294). 

The c r e d i t  r i s k  i s  t h a t  a bo r rower  may be u n a b l e  t o  

s e r v i c e  i t s  debt  commitments. It a l s o  r e l a t e s  t o  t he  r i s k  t h a t  

g o v e r n m e n t s ,  by u s i n g  c u r r e n c y  r e g u l a t i o n s  o r  s i m i l a r  

i n s t r u m e n t s ,  may h i n d e r  t h e  s e r v i c i n g  of t h e  d e b t .  I n  c a s e s  

w h e r e  t h e r e  i s  a g e n e r a l  t e n d e n c y  f o r  f i r m s  and  o t h e r  

o rgan iza t ions  of a c e r t a i n  country t o  gene ra t e  s i m i l a r  r i s k s  t o  

e x t e r n a l  banks ,  i t  is u s u a l  t o  l a b e l  t h e s e  c r e d i t  r i s k s  a s  

country r i s k s  ( see  Johnston,  1983, pp294-296) .  

I n  many c a s e s  f u n d s  p a s s  t h r o u g h  a c h a i n  of banks  on 

t h e i r  w a y  f rom d e p o s i t o r s  l i k e  t h e  o i l - e x p o r t i n g  c o u n t r i e s  t o  

f i n a l  b o r r o w e r s  l i k e  t h e  o i l - i m p o r t i n g  ones.  The m a t u r i t y  

t ransformat ions  between depos i t i ng  and l end ing  may occur i n  any 

of t h e s e  c h a i n s .  H o w e v e r ,  it seems l i k e l y  t h a t  "mos t  

t r a n s f o r m a t  ions t a k e  p l a c e  be tween t h e  f i n a l  bank i n  t h e  c h a i n  

and its non-bank cus tomer  bo r rowing  funds ' '  ( E l l i s ,  1981,  ~ 3 6 0 ) .  

T h i s  i n d i c a t e s  t h a t  i t  i s  t h e  l e n d i n g  a c t i v i t y  t h a t  c a u s e s  t h e  

main r i s k s ,  w h i l e  t h e  d e p o s i t i n g  a c t i v i t y  w i l l  a l w a y s  b e  w e 1  1 

matched by the  banks. 

I n  t h e  h i g h l y  c o m p e t i t i v e  m a r k e t  of i n t e r n a t i o n a l  

c r e d i t s  and d e p o s i t s  one  would e x p e c t  t h e  s p r e a d s  i n  t h e  

E u r o c u r r e n c y  marke t  t o  be s e t  s o  as t o  c o v e r  r i s k  and m a r g i n a l  

c o s t s  f o r  intermediat ion.  It would then  be r easonab le  t o  assume 

t h a t  t h e s e  r i s k s  and c o s t s  were  d i f f e r e n t  f rom bank t o  bank 

depending on f a c t o r s  l i k e :  

a )  " c a p a c i t y "  - b a n k s  w i t h  a l a r g e  v o l u m e  of  
i n t e r n a t i o n a l  c r e d i t s  a n d  t r a n s a c t i o n s ,  a n d  
consequent ly  a l a r g e r  experience of i n t e r n a t i o n a l  
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m a r k e t s ,  might  h a v e  lower  c o s t s  and r i s k s  t h a n  
o the r s .  

b) ' 'posi t ions"  - banks wi th  a more matched p o s i t i o n  i n  
c u r r e n c i e s  and i n  m a t u r i t i e s  make l e s s  e x t e n s i v e  
use of t h e  interbank market than  others .  This w i l l  
then  g ive  lower r i s k s  and c o s t s  of in te rmedia t ion .  

t I  c )  o r g a n i s a t i o n "  - banks  w i t h  t h e  e x p e r i e n c e  and 
a b i l i t y  o f  m a n a g i n g  s y n d i c a t e s ,  a n a l y s i n g  
b o r r o w e r s '  c r e d i t w o r t h i n e s s  and working  o u t  
c o m b i n a t i o n s  of l o a n s  ( e g  w i t h  f i x e d  r a t e  and 
f l o a t i n g  r a t e  i s s u e s )  may p r e s e n t  a p r o d u c t  a t  
l o w e r  c o s t s  and lower  r i s k s  t h a n  o t h e r s .  ( s e e  eg 
Euromoney , October 1983). 

d )  " e f f i c i e n c y "  - banks w i t h  lower  a d m i n i s t r a t i v e  
c o s t s  and b e t t e r  c o m p u t a t i o n a l  f a c i l i t i e s  migh t  
have lower c o s t s  f o r  in te rmedia t ion .  

Thus,  w i t h  l a r g e r  banks,  b e t t e r  p o s i t i o n s ,  more 

experienced o rgan i sa t  ions and lower c o s t s  of admin i s t r a t ion ,  one 

can expect t he  marginal  cos t  of i n t e r n a t i o n a l  in te rmedia t ion  to 

be f u r t h e r  reduced. 

M a r g i n a l  c o s t  p r i c i n g  i s  a n e c e s s a r y  c o n d i t i o n  f o r  

e f f i c i e n t  p r i c e s  i n  t h e s e  c o m p e t i t i v e  c r e d i t  marke t s .  And t h e  

ex i s t ence  of economies of s c a l e  i n  banking w i l l  imply f i x e d  or 

j o i n t  c o s t s ,  which it would be e f f i c i e n t  t o  cover  by f e e s  and no t  

by s p r e a d s .  For example ,  i n  t h e  s y n d i c a t e d  Euromarket  l a r g e r  

banks cooperate  a s  i n  a c a r t e l  in order  to e s t a b l i s h  a s u i t a b l e  

s y s t e m  of f i x e d  c h a r g e s  ( f e e s ) .  Cross - subs id i sa t ion  w i l l  on ly  

o c c u r  i n  t h o s e  c a s e s  where a s i n g l e  bank d e c i d e s  t o  a c c e p t  

s p r e a d s  t h a t  a r e  b e l o w  i t s  o w n m a r g i n a l  c o s t s  ( p o s s i b l y  w i t h  a 

longer  term view of p r o f i t a b i l i t y ;  see Llewellyn, 1983, pp71-73). 

19 



4. BAEKIRG INTEEHEDIBTIOB IB TIiE EuBOCUR3EHCY HARKET: 
1973-82: S M E  RMPIBICAL RESULTS 

The f low of o i l  revenues in t he  y e a r s  1973 to 1982 was 

g r e a t e r  than  eve r  before. This was a r e s u l t  of t h e  success ion  of 

o i l  p r i c e  r i ses  i n  1973-4 and a g a i n  in 1978-80. The r e v e n u e s  

were enormous,  r i s i n g  f rom a b o u t  $34b  i n  1 9 7 3  up t o  a peak of  

$278b i n  1980 and f a l l i n g  t o  about $ZOOb i n  1982 ( see  Bergendahl, 

1 9 8 4 , T a b l e  2; and F i g u r e  4 below).  A t  t h e  b e g i n n i n g  of t h i s  

p e r i o d  a s u b s t a n t i a l  amount found i t s  w a y  t o  I r a n ,  b u t  y e a r  by 

year  S a u d i  A r a b i a  became t h e  main d e s t i n a t i o n .  An o u t s t a n d i n g  

c h a r a c t e r i s t i c  of t h e s e  f l o w s  w a s  t h a t  t h e y  were a l m o s t  100% 

denominated i n  US d o l l a r s .  

These enormous t r a n s f e r s  of c a p i t a l  were managed by a 

ne twork  o f  m a i n l y  Western  banks.  Some OPEC c o u n t r i e s  demanded 

t h a t  t h e i r  p a r t  of t he  f lows  should end up i n  t h e i r  own n a t i o n a l  

banks.  O t h e r s  were s a t i s f i e d  by l e a v i n g  t h e  payments  i n  bank 

d e p o s i t s  wi th ,  f o r  example, Ci t ibank,  Chase Manhattan or Morgan 

Guaranty, l e a v i n g  the  choice  of f i n a l  d e s t i n a t i o n  u n t i l  l a t e r .  

Most of t h e s e  o i l  r e v e n u e s  were  used for d o m e s t i c  

consumption and investment.  The remaining p a r t  - t he  so -ca l l ed  

O P E C  c a s h  s u r p l u s  - w a s  d e p l o y e d  i n t o  v a r i o u s  f i n a n c i a l  

i n v e s t m e n t  a l t e r n a t i v e s ,  b o t h  s h o r t - t e r m  and long- t e rm ( s e e  

B e r g e n d a h l ,  1984, T a b l e  9). I n  a l l  t h e s e  t r a n s a c t i o n s ,  t h e  
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Figure  4 

OPEC O i l  Revenues, Imports, Services, 
Transfers ,  and Cash Surplus 

Source: Bergendahl 1983 
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Western banks played dominating r o l e s  as in te rmedia tors .  

In t h e  f i r s t  c a s e ,  where t h e  f u n d s  were  used  f o r  

d o m e s t i c  i n v e s t m e n t  and consumpt ion ,  t h e  banks' r o l e  was t h e  

ordinary one of c a p i t a l  t r a n s f e r  and currency exchange. But i n  

t h e  second case,  where t h e  r e v e n u e s  were "deployed"  i n t o  

d i f f e r e n t  a l t e r n a t i v e s  of f o r e i g n  investment ,  t he  banks acquired 

q u i t e  new r o l e s .  F i r s t ,  they were asked t o  handle  a l a r g e - s c a l e  

s u p p l y  of c a p i t a l .  A s u b s t a n t i a l  p a r t  of t h i s  s u p p l y  was 

d i r e c t e d  i n t o  E u r o d o l l a r  a c c o u n t s ,  b u t  d o m e s t i c  U S  d o l l a r  

a c c o u n t s ,  UK s t e r l i n g  a c c o u n t s  e t c .  were a l s o  used  ( s e e  f o r  

example  B e r g e n d a h l ,  1984, T a b l e  9) .  S e c o n d l y ,  some banks  were 

asked t o  t r a n s f e r  deposi ted c a p i t a l  i n t o  bonds, notes ,  sha res  and 

e s t a t e s .  Here t h e  r o l e  became t h a t  of managing 8 p o r t f o l i o  of 

s e c u r i t i e s .  

Then t h e r e  was the  o the r  s i d e  of t h e  co in  - demand for  

a d d i t i o n a l  c a p i t a l .  The OPEC p r i c e  e s c a l a t i o n s  not only had an 

e f f e c t  on t he  handl ing  of su rp luses ,  b u t  more impor tan t ly  on t h e  

o i l - impor t ing  countr ies '  need for c r e d i t s .  A f i r s t  g l a n c e  a t  t he  

development of OPEC's annual o i l  revenues  on t h e  one hand and t h e  

a n n u a l  i n c r e a s e  i n  c r e d i t s  on t h e  E u r o c u r r e n c y  m a r k e t  on t h e  

o t h e r ,  seems t o  i n d i c a t e  a c l o s e  r e l a t i o n s h i p  ( s e e  F i g u r e  5 ) .  

Furthermore, t h e  change on the  Eurocurrency market is c a l c u l a t e d  

on a geJ basis, which  means t h a t  t h e  amount of new c r e d i t s  

necessary t o  match t h e  OPEC o i l  revenues  has  been reduced by t h e  

repayment of o l d  c red i t s .  So i f  it were p o s s i b l e  to e s t i m a t e  t h e  

annual  growth of t he  Eurocurrency market i n  terms of new c r e d i t s ,  

one might o b t a i n  an even c l o s e r  r e l a t i o n s h i p  wi th  OPEC revenues.6 

I t  seems q u i t e  e v i d e n t  t h a t  i t  i s  t h e  l e n d i n g  s i d e  of 

22 



Figure  5 

OPEC Oil Revenues Year By Year Compared To 
The Growth of The Eurocurrency Market and 

The Eurobond Market. 
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t h e  p e t r o l e u m  marke t  t h a t  has  had t h e  l a r g e s t  e f f e c t  on 

in te rmedia t ion  i n  i n t e r n a t i o n a l  banking. I f  a l a r g e  percentage 

of t h e  payments t h a t  end up i n  OPEC o i l  r e v e n u e s  h a v e  been  

f inanced through the  e x i s t i n g  banking s y s t e m ,  then the  increased  

in te rmedia t ion  s i n c e  1973 must have been s u b s t a n t i a l .  

I n  order  t o  a n a l y s e  the  induced banking in te rmedia t ion ,  

t h e  t i m e  per iod 1973-82 w i l l  be d iv ided  i n t o  fou r  subperiods ( s e e  

Bergendahl, 1984, pp23-4): 

( a )  The f i r s t  oil p r i c e  e s c a l a t i o n  pe r iod  1973-74; 

(b) The f i r s t  o i l  market adjustment per iod 1975-78; 

( c )  The second o i l  p r i c e  e s c a l a t i o n  per iod  1979-80; 

( d )  The second o i l  market adjustment per iod 1981-82; 

I n  the f i r s t  per iod ,  1973-74, t h e r e  was a rap id  growth 

i n  OPEC o i l  r e v e n u e s  f rom $35b t o  $113b. About h a l f  o f  t h i s  

l a t t e r  amount was used d o m e s t i c a l l y ,  a n e t  amount of S19b was 

p laced  on t h e  Euromarket, about $15b i n  domestic bank d e p o s i t s ,  

and the  remaining $26b in longer-term s e c u r i t i e s  (see BIS, 1975, 

p131 and B e r g e n d a h l ,  1984,  p37).  However,  a t  t h a t  t i m e  t h e  o i l  

importers  were very i n s e n s i t i v e  t o  p r i c e  inc reases  i n  o i l ,  which 

must have generated an  extremely high demand f o r  new c r e d i t s .  

The h i g h  demand f o r  s h o r t - t e r m  c r e d i t s  seems t o  h a v e  

been t h e  main reason f o r  t h e  s u b s t a n t i a l  i nc rease  in LIBOR ( see  

F igu re  6 ) .  Short-term depos i t  r a t e s  went above the  medium-term 

ones. The banks f e l t  an  inc rease  i n  risk mainly because a l a r g e  

p ropor t ion  of t he  c r e d i t s  was taken by l e s s  developed count r ies .  

So t h e  c r e d i t  terms t igh tened  and spread rose ,  w h i l e  m a t u r i t i e s  

and s i z e  of t he  loans  f e l l .  (see Figure  6 and 7). 

In  the  f i r s t  o i l  market adjustment  per iod ,  1975-78, o i l  
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revenues grew but  a t  a s lower  pace. As OPEC's imports doubled i n  

s ize  from 1974 t o  1978, less c a p i t a l  was a v a i l a b l e  t o  be p laced  

i n  t h e  bank ing  s e c t o r .  The OPEC c o u n t r i e s '  n e t  a d d i t i o n s  t o  

t h e i r  bank depos i t s  became r e l a t i v e l y  s m a l l  ( $ l o b ,  $12b, S12b and 

$7b for t h e  y e a r s  1975 t o  1978 r e s p e c t i v e l y ) .  Among t h e s e  

c o u n t r i e s  S a u d i  A r a b i a  and V e n e z u e l a  were  t h e  main d e p o s i t o r s  

( B I S ,  1975-76, p87). A l a r g e  p a r t  of t h e s e  p l a c e m e n t s  was i n  

the  form of f o r e i g n  exchange r e se rves .  

T h i s  t i m e  p e r i o d  was c h a r a c t e r i s e d  by an  i n c r e a s e  i n  

OPEC's p l a c e m e n t  of  f u n d s  i n  d e p o s i t s  and s e c u r i t i e s  on l o n g e r  

terms. One r e a s o n  may h a v e  been  t h a t  L I B O R  was low and s p r e a d  

h i g h  ( s e e  F i g u r e  6 ) .  C o n s e q u e n t l y ,  b o t h  t h e  s y n d i c a t e d  

Euromarket and the  i n t e r n a t i o n a l  bond markets grew r a p i d l y  (see 

T a b l e  2). The money marke t  r e a c t e d  t o  t h i s  by l o w e r i n g  s p r e a d  

and inc reas ing  LIBOR. 

Then i n  the second o i l  p r i c e  e s c a l a t i o n  per iod,  1979- 

80, o i l  r e v e n u e s  grew enormous ly .  A s  i m p o r t s  t o  t h e  OPEC 

c o u n t r i e s  d i d  n o t  follow a t  t h e  same speed ,  t h e  c a s h  s u r p l u s  

expanded r a p i d l y .  L i q u i d i t y  grew on t h e  Euromarke t ,  where t h e  

OPEC c o u n t r i e s  p laced  $30b i n  1979 and $34b i n  1980 (both f i g u r e s  

b e i n g  n e t  amounts).  The heavy  emphas i s  on long- t e rm c r e d i t s  

a c c e l e r a t e d  o v e r  t h i s  p e r i o d ,  r e s u l t i n g  i n  a s u b s t a n t i a l  

mismatching of m a t u r i t i e s  ( s e e  Table 3) .  

L a s t l y  came t h e  second o i l  marke t  a d j u s t m e n t  p e r i o d  

(1981-82). Oil r e v e n u e s  d e c r e a s e d ,  a l t h o u g h  t h e y  were s t i l l  

s u b s t a n t i a l  ( s ee  Figure 7). However, OPEC's imports were s t i l l  

expanding, a lmost  e l i m i n a t i n g  t h e  cash surp lus .  The money market 
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=LE 3 :  MATUBITP HISMATCHIHG WITEIB TJlE UK IEEER-BAK MARKET 

Average (a )  n e t  f o r e i g n  c u r r e n c y  l i a b i l i t i e s  ( - ) / c l a i m s  (+I i n  
i n t e r - b a n k  marke t  a s  p e r c e n t a g e  of t h e  group’s t o t a l  f o r e i g n  
currency l i a b i l i t i e s  i n  inter-bank market. 

Other 
British American Japanese Overseas Consortium 
banks banks banks banks banks 

Rema i n  ing 
ma tu r i ty  
Less than  8 days 1.2 -5.3 0.9 -2.9 - 2.7 
8 days-1 month -2.9 -0.9 -2.9 0.8 - 9.4 
1-3 months -8.7 3 .4  -5.2 -3.3 -17.9 
3-6 months -8.8 4.4 -3.1 -3.3 -14.9 
6-12 months -2.7 1 .o -1 .O -0.7 - 2.8 
1-3 y e a r s  0.6 0 .9  0.4 1 . 7  2.7 
3 years and over 2.8 1.3 2.4 2.2 4.4 

( a )  F o r  t h e  r e p o r t i n g  d a t e s  in F e b r u a r y  and August be tween  
F e b r u a r y  1974  and F e b r u a r y  1981. T h e s e  a r e  based  on t h e  
f i g u r e s  published i n  t h e  B u l l e t i n ,  which i n c l u d e  l i a b i l i t i e s  
t o  C M I s  w i th in  t h e  inter-bank t o t a l s .  The f i g u r e s  i n c l u d e  t h e  
c o u n t e r p a r t s  t o  t r a n s a c t i o n s  w i t h  non-banks and s o  some o f  
t h e  a p p a r e n t  mi sma tch ing  i s  o f f s e t  e l s e w h e r e  i n  t h e  banks’ 
ba l ance  sheets.  These f i g u r e s  t h e r e f o r e  o v e r s t a t e  t h e  amount 
of matur i ty  t r ans fo rma t ion  t h a t  takes  place w i t h i n  t h e  i n t e r -  
bank market. 

(Source: E l l i s ,  1981, p359) 

w a s  h i t  by t h i s  r u n n i n g  down of i t s  s o u r c e s  of c a p i t a l .  The 

spread went up f o r  l ess  developed count r ies .  Their i n c r e a s e  i n  

c u r r e n t  a c c o u n t  d e f i c i t s  meant a h i g h  demand and a low p r i c e  

e l a s t i c i t y  for c a p i t a l .  Then, in 1982,  t h e  demand f o r  c r e d i t s  

went down, p a r t l y  a s  a r e s u l t  of a r e d u c e d  need t o  f i n a n c e  o i l  

r e v e n u e s .  On t h e  o t h e r  hand, t h e  bond m a r k e t s  now a t t r a c t e d  

l a r g e - s c a l e  c a p i t a l  r e sources ,  even  i f  t h i s  l a t t e r  market was n o t  

open to t h e  l ess  developed  c o u n t r i e s  ( see  Maynard Ei Davies,  1982, 

~ 1 6 5 ) .  

I n  t o t a l ,  t h e  t e n  year  per iod  of 1973-82 r e s u l t e d  i n  a 
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r a p i d  i n c r e a s e  i n  bank ing  i n t e r m e d i a t i o n  on t h e  i n t e r n a t i o n a l  

f i n a n c i a l  markets. The i n t e r n a t i o n a l  bank n e t  lending  had grown 

t o  a l e v e l  of more than  $1000b by t h e  end of 1982. A s u b s t a n t i a l  

p a r t  ( a b o u t  70%) of t h i s  e x p a n s i o n  r e f e r s  t o  t h e  growth  of t h e  

inter-bank market,-/ where the  major i ty  of banks make very l i t t l e  

p r o f i t  b u t  which is of g r e a t  i m p o r t a n c e  for t h e  s h a r i n g  of 

m a t u r i t i e s  and r i s k s  between banks. 

O f  t h e s e  f o u r  t i m e  p e r i o d s ,  t h e  f i r s t  became t h e  most 

i m p o r t a n t  one  f o r  i n t e r n a t i o n a l  banking .  I t  was t h e n  t h a t  t h e  

expansion of banking in te rmedia t ion  became cons ide rab le  i n  s ize .  

The number of c r e d i t  customers increased ,  as w e l l  as t h e  number 

of t r a n s a c t i o n s  needed t o  f inance  t h e  payments f o r  o i l  imports. 

As  t he  number of t r a n s a c t i o n s  i s  the  main b a s i s  f o r  t he  o p e r a t i n g  

c o s t s ,  one  would e x p e c t  t h e s e  c o s t s  t o  expand r a p i d l y  o v e r  t h e  

two y e a r s .  

T h e r e  is e m p i r i c a l  e v i d e n c e  t o  s u p p o r t  t h e s e  

t e n d e n c i e s .  R e v e l  1 (1980, pplO4-9 and  p r i v a t e  communica t ion ,  

1984) has analyzed two kinds of time-series f o r  commercial banks. 

The f i r s t  was t h e  r a t i o  ( I M / V B )  of i n t e r e s t  margin t o  t h e  volume 

of business ,  and t h e  second the  r a t i o  ( O C / V B )  of ope ra t ing  c o s t s  

t o  the  volume of business .  It was shown t h a t  normal ly  t h e s e  two 

r a t i o s  move in t he  same d i r ec t ion .  For 1973-74 a l l  t hese  r a t i o s  

showed a sudden  i n c r e a s e .  T h i s  seems t o  i n d i c a t e  t h a t  t h e  

o p e r a t i n g  c o s t s  and  i n t e r e s t  m a r g i n  i n c r e a s e d  more t h a n  t h e  

vo lume  of b u s i n e s s .  However, o n l y  i n  a few c o u n t r i e s  ( s u c h  as  

Sweden and the  US> were i n t e r e s t  margins l a r g e  enough t o  keep up 

w i t h  t h e  r ise  i n  ope ra t ing  c o s t s  ( s ee  F igure  81. 

It is probably the  case  t h a t  many banks t r i e d  t o  match 

28 



f l G U R E  8a 
R R T I O  OF OPERRTING COSTS TO VOLUME OF BUSINESS 
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FIGURE 8b 
RRTIO Of INTEREST M R R G I N  TO VOLUME OF BUSINESS 
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t h e  i n c r e a s e d  c o s t  o f  o p e r a t i o n  i n  t h e s e  years  by a g r e a t e r  

e m p h a s i s  o n  w h o l e s a l e  b u s i n e s s  s u c h  a s  i n t e r n a t i o n a l  

t r a n s a c t i o n s .  But t h e  i n c r e a s e  i n  c o m p e t i t i o n  may h a v e  l e d  t o  

lower  m a r g i n s ,  which for many banks became so low t h a t  t h i s  

expansion pol icy w a s  less than successfu l .  

A bank's i n t e r e s t  income is a lmost  p ropor t iona l  t o  the  

t o t a l  volume of c r e d i t s  g i v e n  t o  cus tomers .  And i n t e r e s t  

expenses a r e  d i r e c t l y  dependent on the  t o t a l  amount of d e p o s i t s  

made i n  t h e  bank. On t h e  o t h e r  hand, o p e r a t i n g  c o s t s  do  not 

depend p r i m a r i l y  on t h e  vo lumes  of c r e d i t s  o r  d e p o s i t s ,  but 

r a t h e r  on t h e  number of t r a n s a c t i o n s  made by t h e  bank. I n  t h i s  

r e s p e c t  t h e r e  a r e  economies of s c a l e  i n  banking, meaning t h a t  t h e  

marginal  c o s t s  of ope ra t ion  may decrease t h e  l a r g e r  t h e  volume of 

t r a n s a c t  ions.  

Given t h i s  background many banks have developed t h e i r  

"who1 e s a l e "  interrnediat  ion bus i n e s  s w it  h 1 a r  ge-s ca 1 e c u s  t omer s 

and w i t h  o ther  banks, where the  numbr of t r a n s a c t i o n s  p e r  u n i t  of 

c a p i t a l  i s  low. Then, as  a n  e f f e c t  o f  c o m p e t i t i o n ,  one  c o u l d  

e x p e c t  t h e  i n t e r e s t  m a r g i n s  ("spreads")  of  t h e s e  s e c t o r s  t o  go  

down year by year .  

The management of OPEC's o i l  r e v e n u e s ,  as  w e l l  a s  t h e  

a s s o c i a t e d  c r e d i t s  t o  o i l - i m p o r t i n g  c o u n t r i e s ,  must  b e  s e e n  as 

j u s t  such a wholesa le  business .  However, i n  t h e  per iod 1973-82, 

t h e  e x p e c t e d  r e d u c t i o n  i n  i n t e r e s t  m a r g i n s  may h a v e  been  

ou twe ighed  by an i n c r e a s e  i n  r i s k  premia  and o p e r a t i n g  c o s t s .  

The number of c r e d i t  customers expanded a s  w e l l  as t h e  number of 

t r a n s a c t i o n s  needed t o  f inance  the  payments f o r  petroleum. The 

o b s e r v e d  i n c r e a s e  i n  t h e  o v e r a l l  o p e r a t i n g  c o s t s  for w e s t e r n  
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banks during t h a t  per iod ( see  F igure  8) might w e l l  stem from t h e  

l a r g e r  s c a l e  of i n t e r n a t i o n a l  i n t e r m e d i a t i o n .  The i n c r e a s e  i n  

- new d e p o s i t o r s  may h a v e  r a i s e d  t h e  i n t e r e s t  m a r g i n  f o r  t h e  

Eurobanks i n  order  t o  cover  the  marginal  cos t  of r ea r r ang ing  the  

s u p p l y  of cus tomers '  d e p o s i t s  i n t o  a form t h a t  can  b e  t r a d e d  on 

t h e  Eurocurrency market. I n  cases  where t h e  volume of d e p o s i t s  

grow f o r  a g i v e n  se t  of depos i to r s  (as i n  t he  case  of i n f l a t i o n ) ,  

t h i s  m a r g i n a l  c o s t  might  be c o n s t a n t  ( o r  e v e n  d e c r e a s i n g ) .  I n  

those cases, however, when an inc rease  i n  depos i t s  has t o  be from 

comple te ly  new d e p o s i t o r s  t h e  m a r g i n a l  c o s t s  of i n t e r m e d i a t i o n  

w i l l  have t o  increase.  This l a t t e r  case l i e s  behind Figure  8. 

I n  t h e  same way, a c o r r e s p o n d i n g  i n c r e a s e  in new 
borrowers caused t h e  marginal cos t  of in te rmedia t ion  t o  grow, and 

w i t h  i t  t h e  s p r e a d  on t h e  l e n d i n g  s i d e .  At t h i s  point i n  t i m e  

many banks  were j u s t  o p e r a t i n g  on t h e  s h o r t - t e r m  i n t e r b a n k  

market,  and the  OPEC oil s u r p l u s e s  and t h e  corresponding demand 

€or  c r e d i t s  were n o t  manageable a t  t h e  e x i s t i n g  capaci ty .  S t a f f  

had t o  be h i r e d  and c o m p u t a t i o n a l  f a c i l i t i e s  had t o  b e  o r d e r e d  

(see Allen,  1974, pp1295-8). 

But even i f  i n  1973-74 there  was not  y e t  any d e f a u l t  on 

t h e  Eurocurrency loans ,  t h e  mere r i s k  of a withdrawal of c a p i t a l  

from t he  market might have caused spread t o  expand.* A t  t h e  same 

t i m e  t h e  c o l l a p s e  of t h e  H e r s t a t t  Bank and t h e  F r a n k l i n  Bank 

r e s u l t e d  i n  h igher  spreads on the  inter-bank market. A l l  t h e s e  

f a c t o r s  toge ther  pushed spreads upwards. 9 

From 1 9 7 6  onwards,  t h e  banks were  equ ipped  w i t h  much 

more e f f e c t i v e  p r o c e d u r e s  € o r  l a r g e - s c a l e  e v a l u a t i o n s  of  new 

t y p e s  of loans  and of borrowers. L i q u i d i t y  was a l s o  improved i n  
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order  t o  f a c e  sudden withdrawals  of c a p i t a l .  So now t h e  rou t ine  

became more o r  l ess  one of expanding d e p o s i t s  and c r e d i t s  f o r t h e  

same s e t  of cus tomers .  M a r g i n a l  c o s t s  went down and so d i d  t h e  

spread (see Figures  6 and 7). The except ions were customers from 

l e s s  d e v e l o p e d  c o u n t r i e s .  T h e i r  c r e d i t s  c a u s e d  t h e  banks 

s u b s t a n t i a l  c o s t s  and consequent ly  spread went up. 

The OPEC p r i c e  e s c a l a t i o n s  of 1973-74 and 1979-80 seem 

t o  have been one of the  most important  reasons f o r  t he  growth of 

t h e  E u r o c u r r e n c y  market .  They a l s o  had a l a r g e  e f f e c t  on 

competi t ion between the  banks. When the  need f o r  in te rmedia t ion  

became u r g e n t  i n  1973-74, t h e r e  were few banks  t h a t  had t h e  

capac i ty  f o r  l a rge - sca l e  intermediat ion.  Year by year  t h e  number 

of major  banks  on t h e  E u r o c u r r e n c y  marke t  grew (see T a b l e  4 ) .  

Since the  second o i l  p r i c e  e s c a l a t i o n  per iod (1979-80) t h e r e  has 

been another  n o t i c e a b l e  change, wi th  a l a r g e  number of Arab banks 

e n t e r i n g  the  market. 

One would e x p e c t  t h e  d e c l i n i n g  s p r e a d s  and i n c r e a s e d  

competi t ion t o  r e s u l t  i n  a worsening of t h e  c a p i t a l  p o s i t i o n  of 

Eurobanks (see Maynard & Davies,  1982, p173 and t h e  Banker, June 

1983,  ~ 1 0 9 ) .  However ,  a y e a r  by y e a r  a n a l y s i s  o f  t h e  

c a p i t a l / a s s e t  r a t i o s  f o r  t h e  l a r g e s t  Eurobanks g i v e s  l i t t l e  

support  t o  such a conclus ion  ( s e e  Tab le  5 ) .  From 1980 onwards the  

t r e n d  t o  d e c l i n i n g  s p r e a d s  and l eng then ing  m a t u r i t i e s  has been 

reversed .  

For the  OPEC coun t r i e s  t h i s  development had most e f f e c t  

on t h e i r  choice  of s t r a t egy  f o r  l i q u i d i t y  management. In per iods  

w i t h  e x t r e m e l y  h i g h  o i l  r e v e n u e s  (1973-74 and 1979-801, t h e  

Euromarket was f looded  with funds,  o r i g i n a t i n g  mainly from low- 
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TbBL3 4: 3UROwKDIY LERDEBS 1979l. 
(by volume of l oans )  

1. 
2. 
3. 
4. 
5. 
6. 
7. 
8. 
9. 
10. 
11. 
12. 
13. 
14. 
15. 
16. 
17. 
18. 
19. 
20. 
21. 
22. 
23. 
24. 
25. 
26. 
27. 
28. 
2 9 .  
30.  

Group 
Ci t i co rp  
Chase Manhattan 
Crgdit  Lyonnais 
Bank of Montreal 
Lloyds Bank Group 
Bank of Tokyo 
Bank of America 
Morgan Guaranty 
WestI5 
Manufacturers Hanover 
Deutsche Bank 
Chemical Bank 
I n d u s t r i a l  Bank of Japan 
Na tWes t 
Bankers Trust  
Long-Term Cred i t  Bank of Japan 
Midland Bank 
Barclays Bank 
Sumitomo Bank 
Royal Bank of Canada 
DG Bank 
Soci&C G6ngrale 
F u j i  Bank 
Grindlays Bank 
Canadian Imperial  Bank of Commerce 
B NP 
Dresdner 
Or ion 
Warburg 
Toronto -D om i n  ion 

$m i 1 1 ion s 
equivalent 
11 144 30 
7 993 32 
7 459 71 
7 275 04 
6 555 32 
6 243 84 
5 361 49 
5 136 39 
4 199 41 
3 869 00 
3 749 55 
3 299 00 
2 965 95 
2 926 50 
2 852 00 
2 781 94 
2 174 19 
2 044 93 
1 921 57 
1 818 69 
1 600 00 
1 580 00 
1. 540 00 
1 512 90 
1 402 00 
1 383 00 
1 317 66 
1 297 14 
1 297 00 
1 170 00 

Source: Mendelsohn 1980, p61 

1, Top lead  managers for loans signed up u n t i l  November 9 ,  
1979. No o f f i c i a l  f i g u r e s  e x i s t  for t h e  a c t u a l  amounts 
s i g n e d  by e a c h  bank. However t h e  e x p e r i e n c e  is t h a t  
C i t i c o r p ,  Bankers  T r u s t ,  Chase Manha t t an ,  L l o y d s  Bank, 
M i d l a n d ,  D e u t s c h e  Bank and Cornmerzebank a r e  t h e  " b i g  
p l a y e r s "  today.  C i t i b a n k  is assumed t o  h a v e  s i g n e d  u p  
for $ l b  i n  1983. (The Banker, Nov.1983, p63). 

absorbing count r ies .  They came t o  the  Euromarket a t  a time when 

t h e r e  was a s h o r t a g e  of f u n d s  and c o n s e q u e n t l y  L I B O R  was h i g h  

(>lox). When L I B O R  went  down, t h e s e  f u n d s  moved t o  o t h e r  more 

3 3  
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p r o d u c t i v e  i n v e s t m e n t s .  A t  t h e  end of 1982 t h e  OPEC c o u n t r i e s  

were repor ted  t o  have bank d e p o s i t s  of S135b and bank c r e d i t s  of 

$79b, a n e t  d i f f e r e n c e  of $56b. This is almost  i d e n t i c a l  t o  the  

n e t  d i f f e r e n c e  of $55.5b r epor t ed  f o r  t he  low-absorbing coun t r i e s  

a l o n e  (BIS,  1983, ~ 1 1 6 1 . ~ '  However, it i s  much s m a l l e r  than  the  

$164b t h a t  can  be e s t i m a t e d  f rom t h e  IMF d a t a  ( s e e  B e r g e n d a h l ,  

1984, T a b l e  1 1 )  o r  t h e  $157b e s t i m a t e d  by t h e  Bank of England  

( s e e  B e r g e n d a h l ,  1984,  T a b l e  9 ) .  In t h e  latter c a s e s ,  however ,  

many more coun t r i e s  had r epor t ed  t h e i r  a s s e t s  and l i a b i l i t i e s .  
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5.  coacuIsIoBs 

T h i s  s t u d y  h a s  been  conce rned  w i t h  s u c h  d i v e r s e  

s u b j e c t s  as the  development of t he  Eurocurrency market (Sec t ion  

2) ,  t h e  r i s k  and r e t u r n  f o r  a bank ing  f i r m  ( S e c t i o n  3)  and t h e  

s i m u l t a n e o u s  e x p a n s i o n  of t h e  m a r k e t s  f o r  oil and  f o r  

Eurocur rency  o v e r  t h e  t i m e  p e r i o d  1973-82 ( S e c t i o n  4). The 

f i n d i n g s  can be summarised a s  fol lows.  

Banks g e t  t h e i r  main income f rom i n t e r e s t  m a r g i n s  o r  

s p r e a d s ,  which  i n  t u r n  depend o n  c r e d i t  v o l u m e s  and t h e  s i z e  of 

d e p o s i t s .  T h e i r  main costs are  o p e r a t i n g  ones ,  which i n  t h e  

s h o r t  run  are l a r g e l y  f i x e d  o r  j o i n t  between a se t  of a c t i v i t i e s .  

The v a r i a b l e  o p e r a t i n g  c o s t s  depend t o  a l a r g e  e x t e n t  on t h e  

number of t r a n s a c t i o n s  r a t h e r  t h a n  on t h e  volume of  c a p i t a l .  

Consequently, a bank w i l l  seek out a c t i v i t i e s  wi th  l a r g e  c a p i t a l  

v o l u m e s  b u t  w i t h  few t r a n s a c t i o n s .  "Wholesa l e"  i n t e r n a t i o n a l  

c r e d i t s  and d e p o s i t s  belong t o  t h i s  category.  

I n t e n s e  c o m p e t i t i o n  i n  t h e  Eurocur rency  m a r k e t  and 

o t h e r  i n t e r n a t i o n a l  markets has r e s u l t e d  i n  a tendency t o  reduce 

s p r e a d  year  by y e a r  over t h e  t ime  p e r i o d  1973-82. Dur ing  this 

per iod  more and more banks entered t h e  Eurocurrency market, and 

as a r e s u l t  spreads shrank t o  a l e v e l  where s e v e r a l  banks might 

no t  be a b l e  t o  cover  marginal  ope ra t ing  costs .  Others might do 
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so by tak ing  advantage of t he  economies of s ca l e .  

Banks t h a t  compete s u c c e s s f u l l y  i n  the  Euromarket can 

be c h a r a c t e r i s e d  i n  terms of h i g h  c a p a c i t y ,  matched p o s i t i o n s ,  

experienced o rgan iza t ion  and economic e f f i c i e n c y .  The l a r g e s t  

i n t e r n a t i o n a l  banks have long s i n c e  been members of t h i s  group of 

"Eurobanks". However, t h e r e  a r e  i m p o r t a n t  newcomers 1 i k e  

Japanese and Arab banks wi th  t h e  compe t i t i ve  advantage of c l o s e  

access  t o  la rge-sca le  funds. 

Economies of s c a l e  i n  banking stem t o  some e x t e n t  from 

t h e  s u b s t a n t i a l  f i x e d  c o s t s  ( f o r  s a l a r i e s ,  compute r s ,  e t c ) .  

However, i n  i n t e r n a t i o n a l  b a n k i n g  t h e r e  a r e  t h r e e  o t h e r  and 

p e r h a p s  more i m p o r t a n t  r e a s o n s ,  a 1  1 r e l a t e d  t o  r i s k - t a k i n g .  

F i r s t ,  a l a r g e  bank with wide exper ience  of e v a l u a t i n g  d i f f e r e n t  

customers w i l l  be i n  a b e t t e r  p o s i t i o n  t o  es t ima te  new customers' 

c r ed i twor th iness  as w e l l  as t he  r i s k s  of them withdrawing t h e i r  

depos i t s .  Secondly, a l a r g e  bank w i t h  more c r e d i t s  w i l l  be more 

a b l e  t o  pool t h e  c r e d i t  r i s k s  of d i f f e r e n t  customers. Th i rd ly ,  a 

bank with a l a r g e r  volume of c r e d i t s  and deposits may be b e t t e r  

a b l e  t o  match m a t u r i t i e s ,  thus  reducing t h e  need f o r  c r e d i t s  from 

the  interbank markets. 

OPEC o i l  revenues have had a s u b s t a n t i a l  e f f e c t  on the  

Eurocurrency market. In 1973-74 t h e  i n t e r n a t i o n a l  banks were no t  

w e l l  prepared f o r  handl ing  l a r g e - s c a l e  depos i t s  and c r e d i t s  from 

a l i m i t e d  number of customers. Spread rose ,  p a r t l y  as an e f f e c t  

of t h e  i n c r e a s e  i n  r i s k - t a k i n g  i n  c o n n e c t i o n  with e x t e n s i v e  

in te rbank ope ra t ions  ( inc lud ing  losses caused by t h e  Herstat t and 

F r a n k l i n  c r a s h e s ) .  The i n c r e a s e  w a s  p a r t l y  an  e f f e c t  of a 

s u b s t a n t i a l  e x p a n s i o n  of t h e  banks '  i n t e r n a t i o n a l  s e r v i c e  
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m a n i f e s t e d  i n  t e rms  of more p e r s o n n e l ,  more computers  and more 

o f f i c e s  in more p l a c e s .  Once t h i s  a d j u s t m e n t  had been made, 

s p r e a d  f e l l  a g a i n ,  o n l y  t o  r i s e  i n  t h e  80’s and t h e n  just t o  

match r i s k s  wi th  c r e d i t s  t o  less  developed count r ies .  It seems 

a s  if t h e  growth  i n  OPEC‘s o i l  r e v e n u e s  h a s  had l e s s  e f f e c t  on 

t h e  d e p o s i t  s i d e  t h a n  o n  t h e  c r e d i t  s i d e  of  t h e  Eurocur rency  

marke t .  A s u b s t a n t i a l  p a r t  of OPEC’s c a s h  s u r p l u s  has  b e e n  

channeled t o  d e s t i n a t i o n s  ou t s ide  t h i s  market. However, on t h e  

lending s i d e ,  payments f o r  OPEC’s o i l  were f inanced through t h i s  

market, both d i r e c t l y  v i a  the  o i l  t r a d e  and i n d i r e c t l y  t o  cover  

ba l ance  of payments d e f i c i t s .  

F o r  t h e  n e a r  f u t u r e ,  i t  seems as i f  OPEC o i l  r e v e n u e s  

w i l l  p l a y  a less dominant r o l e  i n  the  Eurocurrency market. The 

i n t e r n a l  e f f i c i e n c y  of t h e  i n d i v i d u a l  banks  seems t o  be of 

inc reas ing  importance. To be a b l e  t o  compete, each bank needs t o  

r e d u c e  i t s  m a r g i n a l  c o s t s  be low t h e  s p r e a d s ,  and it  needs  t o  

recognize  t h a t  interbank f inanc ing  might i n  many cases  become too  

c o s t l y .  A compet i t ive  Eurobank w i l l  have t o  r e l y  more and more 

on i t s  own c a p a c i t y ,  o n  i t s  own p o s i t i o n s  and on i t s  own 

o r g a n i z a t i o n .  E f f i c i e n c y  i n  p r i c i n g  and i n  i n v e s t m e n t  i s  a 

n e c e s s i t y  €or  those  banks t h a t  a r e  t o  expand i n  the  Eurocurrency 

market. 
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1. For a d e t a i l e d  a n a l y s i s  of t h i s  background, see eg Johnston, 
1983, pp9-16. 

2. With the  cab le  address  EUROBANK. 

3 .  LIBOR = London inter-bank f f e r e d  r a t e .  

4. A s p e c i a l  k i n d  of f o r e i g n  bond i s s u e  is a p a r a l l e l  bond. 
T h i s  means a number of s i m u l t a n e o u s  f o r e i g n  bond i s s u e s ,  
where the  borrower ob ta ins  funds from a number of coun t r i e s .  

5. For statistics on t h e  d i s t r i b u t i o n  of borrowers as w e l l  as 
leading underwr i te rs ,  see Lomax 6r Gutrnann, 1981, pp8-11. 

6. It should be noted that the  growth of t he  Euromarket i s  
measured i n  terms of a n n u a l  n e t  a d d i t i o n s  t o  r e p o r t i n g  
banks' a s s e t s  and l i a b i l i t i e s  i n  f o r e i g n  c u r r e n c i e s .  As 
most c r e d i t s  f o r  o i l  imports a r e  i n  s h o r t e r  m a t u r i t i e s  than  
a y e a r  o n l y  a f r a c t i o n  o f  them w i l l  b e  t r e a t e d  as  s u c h  n e t  
addi t ions .  So even i f  t he  OPEC o i l  revenues were f inanced 
by E u r o c r e d i t s  t o  1002, t h e i r  i n f l u e n c e  o n  t h e  s i z e  o f  t h e  
Euromarket w i l l  become much s m a l l e r  than Figure 8 seems t o  
show. But more important are t h e  s i m i l a r i t i e s  i n  s t r u c t u r e  
between the  development of o i l  revenues  and the  growth and 
con t r ac t ion  of t he  Eurocurrency market. 

7 .  For an a n a l y s i s  of t he  interbank market,  see E l l i s ,  1981. 

8. A r ecen t  study of the  25 l a r g e s t  Bank ho ld ing  companies made 
by Solomon Brothers  r e v e a l e d  t h a t  t h e  n e t  l oan  losses from 
a l l  banking s e c t o r s  increased  by 6 5 %  i n  1974 (Hall, 1975). 

9. Johnston (1983, ~ 1 7 9 )  has presented  t h e  f o l  lowing arguments 
f o r  t he  inc rease  i n  spreads i n  1974: 

"The success ion  of banking f a i l u r e s  i n  1974 ....p roduced 
gene ra l  f e a r s  about t h e  so lvency  of banks i n  t h e  Euro- 
currency market, caused sharp  movements i n  Euro-dol la r  
i n t e r e s t  r a t e s  .... and l e d  banks  t o  wi thd raw a t  l e a s t  
t e m p o r a r i l y  f r o m  e x p a n d i n g  t h e i r  E u r o - c u r r e n c y  
business.  In  those  circumstances,  even though t h e  main 
e f f e c t s  of t he  banking crisis i n  1974 was t o  i n f l u e n c e  
confidence in c e r t a i n  banks and the  banking system and 
not t he  r i s k  of d e f a u l t  by borrowers, it would no t  have 
been s u r p r i s i n g  i f  banks had s o u g h t  s h a r p l y  h i g h e r  
s p r e a d  on t h e i r  s y n d i c a t e d  medium-term E u r o - l o a n s  t o  
compensate f o r  t h e  increased  r i s k s  i n v o l v e d  i n  funding 
l o a n s ,  w i t h  t h e  imp1 i c a t i o n  t h a t  t h e  d e c l i n e  be tween 
1976 and 1979 r e f l e c t e d  only a recovery i n  confidence." 
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However t h i s  explanat ion does not take i n t o  consideration 
the sudden increase  i n  operat ing  c o s t s  o f  1974-75  ( s e e  
Figure 8 above). 

10. Assets and l i a b i l i t i e s  in  the BIS reporting area only. 
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