
THE INTERNATIONAL MONEY MARKETPRIVATE 

Eurocurrency market, offshore banking 

*currency used generally differs from the domestic currency of the country in which the bank is located

*segregated from regular domestic banking business and regulations

*why Euro prefix?  origins in Europe

Rapid growth in 1960s and 1970s

*avoid political risk on dollars in U.S. 

*narrower deposit-loan spreads due to lack of regulation

(also greater risk requires narrower spreads)

*no deposit insurance

*no "lender of last resort"

*no reserve requirements

*funds subject to control of more than 1 government

(a Eurodollar deposit in Hong Kong subject to capital controls in Hong Kong as well as dollar availability in U.S.

LIBOR - London Interbank Offer Rate is key interest rate

*large U.S. CDs most comparable to Eurodollar deposits

*time deposits cannot be directly spent

International Banking Facilities (IBFs)
*Federal Reserve permitted U.S. banks to begin Eurobanking in Dec. 1981

*shift of business from Caribbean offices to New York

*may receive deposits and make loans to non-U.S. firms and other IBFs

*activity kept separate from domestic bank business

Tables 13.2-13.4 illustrate difference between gross and net size of market

Eurobanks cannot create money --

dollars are only created in the U.S., yen in Japan, etc.

Eurobanks are financial intermediaries

*take short-term deposits and make long-term loans

*interest rates quoted as a spread above LIBOR and are adjusted at regular intervals like every 3 months (minimize interest rate risk to bank)

Large loans are made by syndicates of Eurobanks

*allow greater diversification of loan portfolios

International Debt Crisis
*began in August 1982 when Mexico announced it could not service its external debt

*caused by:


1. shift away from project-oriented lending


2. record high U.S. interest rates 


3. global recession

*effects:


1. debt reschedulings that extended payment terms


2. debt-equity swaps to reduce outstanding debt


3. IMF loans and conditionality (important to banks and 

debtors)

Country Risk Analysis
the evaluation of the overall political and financial situation in a country and the extent to which these conditions may affect the country's ability to repay its debts

Political factors:

1. differences in language, customs, religions that can undermine stability

2. nationalism and distrust of foreigners that could provide support for expropriation of assets

3. social conditions like wealth distribution and poverty

4. obvious conflicts like demonstrations, strikes, or war

5. strength and views of rival political parties

Economic factors:

1. External debt or debt/GDP

2. International reserves or reserves/imports

3. exports or debt/exports

4. GDP growth or per-capita GDP growth

Euromoney credit rankings

IMF Issues

Conditionality
Usually aimed at restraining demand and eliminating “distortions”

Criticism of creating or prolonging recessions

Typical problems
*weak governmental institutions

*lack of fiscal discipline

*uncompetitive internationally

*slow growth

*low savings and investment

*deteriorating terms of trade

*high inflation

Typical IMF Program
*reduce domestic demand through fiscal and credit restraint

*improve efficiency and increase supply through structural reforms

*arrange external financing to support the program

Outcomes
most disappointing sub-Saharan Africa and Central Europe experience

*lack of capital inflows

*no reduced debt

*no sustained export growth

*no sustained GDP growth

Some countries had inflation increase

(Algeria, Hungary, Jamaica, Romania)

Money supply and inflation targets usually missed

Corruption
*not explicitly addressed by IMF

*distorts relative prices

*increases inefficiency

*retards growth

*what can be done?

Financial Crises
*Exchange rates


overvalued fixed exchange rates with limited FX 

reserves = crisis waiting to happen

*Banking


lax regulation and implicit bailout = moral hazard-

based lending

*devaluation increases foreign debt burden & insolvency results


bank liabilities of foreign currency loans increase


bank assets not being repaid

