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GLOBAL FINANCIAL MARKETING (MBA)

COURSE OVERVIEW

Global Financial Markets has attained a larger significance
especially in the era o “Liberalization”, “Operating of the
economy”. The companies ignoring the importance of Global
Financial Market are doing so at the risk of their existence. In
fact even a company, who is trading only in the domestic
markets, needs to know about the events taking place in
International scenario since they may have an impact on its
sales/profits due to operational exposure. As a consequence,
importance of the rates of exchange and rates of interest need
not be overemphasized. Hence the chapters contain the
important aspects of the economics.

Global Financial Markets is a complex subject which calls for
overall acumen and knowledge of  Technical, Financial, commer-
cial and Managerial fields. The success of any application
depends on all these abilities woven with great finesse and casts
a high degree of  responsibility on the Treasury Manager and last
but not the least the Chief Financial Officer.

This study material is a small effort to bring to fore this
awareness and seeking to educate the student of Global
Financial Market, budding Treasury Manager and people who
have vision in making their career as Chief Financial Officer.

Students are requested to note that figures mentioned in this
Book as far as Rates of interest and Rates of exchange are
subject to change from time to time.

To achieve this unit a student must:

• Demonstrate an understanding of the Framework of
international finance

• Identify and understand the concepts of the Balance of
Payment on Global  business environments encountered in
the international marketplace

• Critically analyze the issues related to the various financial
instruments and transactions available in the Foreign

Exchange Markets; the International Banking and Credit
Markets

• Identify and understand the impact of Global Financial
Markets, Interest Rates; International Capital Markets on
international business and analyze and highlight the
complexity of managing organizations.
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For example, who keeps For example, who keeps 
track of California’s balance track of California’s balance 
of payments transactions of payments transactions 
with other US states?with other US states?

The nature of the record The nature of the record 
changes by what we are changes by what we are 
trying to find out. trying to find out. 

(Do we have enough currency (Do we have enough currency 
reserves, capacity to pay? reserves, capacity to pay? 
Does trade promote full Does trade promote full 
employment? And so on.)employment? And so on.)

Balance of Payments AccountingBalance of Payments Accounting

 

Recording International PaymentsRecording International Payments

nn How is information recorded in balance of How is information recorded in balance of 
payments accounting?payments accounting?

nn The basic technique is standard, doubleThe basic technique is standard, double--entry entry 
accounting, accounting, 

nn a flow of funds statement that shows changes a flow of funds statement that shows changes 
in assets, liabilities and net worth over time.in assets, liabilities and net worth over time.
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Debits, Credits, and International PaymentsDebits, Credits, and International Payments

nn What is the meaning of a debit in a balance What is the meaning of a debit in a balance 
of payments account? What is a credit?of payments account? What is a credit?

nn A debit records a transaction increasing A debit records a transaction increasing 
assets or reducing liabilities. assets or reducing liabilities. 

nn It results from some kind of transaction It results from some kind of transaction 
requiring an immediate outrequiring an immediate out--payment.payment.

nn A debit arises from the purchase of goods, A debit arises from the purchase of goods, 
claims, or reserve assets and represents an claims, or reserve assets and represents an 
inflow of value.inflow of value.

 

Sources and Uses of FundsSources and Uses of Funds

nn The The uses of funds, the demand for foreign uses of funds, the demand for foreign 
exchangeexchange, are , are 

nn imports, imports, 
nn investment income paid abroad, investment income paid abroad, 
nn transfer payments, transfer payments, 
nn longlong--term and shortterm and short--term lending and investing term lending and investing 

abroad, and abroad, and 
nn increases in official reserve assets. increases in official reserve assets. 

 

Sources and Uses of FundsSources and Uses of Funds

nn The The sources of funds, the supply of foreign sources of funds, the supply of foreign 
exchangeexchange, are , are 

nn exports, exports, 
nn investment income, investment income, 
nn transfer payments received, transfer payments received, 
nn and longand long --term and shortterm and short--term borrowing.term borrowing.

 

Sources and Uses of FundsSources and Uses of Funds

nn Credit entries reflect the sources, Credit entries reflect the sources, 
debit entries indicate the uses of debit entries indicate the uses of 
foreign exchange.foreign exchange.
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Part IIPart II
The Balance of Payments The Balance of Payments 

AccountsAccounts

 

BALANCE OF PAYMENTS BALANCE OF PAYMENTS 
ACCOUNTSACCOUNTS

2. GOODS AND SERVICES BALANCE:  2. GOODS AND SERVICES BALANCE:  
(Just add services)(Just add services)

3. NET UNILATERAL TRANSFERS3. NET UNILATERAL TRANSFERS
(Gifts)(Gifts)

ØØ U.S. government transfers to foreignersU.S. government transfers to foreigners
ØØ ((E.gE.g., Foreign aid or wheat from U.S. stockpiles)., Foreign aid or wheat from U.S. stockpiles)
ØØ Private remittances of wages earned abroad, and Private remittances of wages earned abroad, and 
ØØ other transfers.other transfers.

 

BALANCE OF PAYMENTS BALANCE OF PAYMENTS 
ACCOUNTSACCOUNTS

These accounts are to summarize payments a These accounts are to summarize payments a 
country receives from other nations and payments country receives from other nations and payments 
it must make to other nations. it must make to other nations. 

They consist of the following five categories:They consist of the following five categories:

1.  MERCHANDISE OR TRADE BALANCE: 1. MERCHANDISE OR TRADE BALANCE: 
(Exports minus imports )(Exports minus imports )

 

BALANCE OF PAYMENTS BALANCE OF PAYMENTS 
ACCOUNTSACCOUNTS

To here, we are looking at the To here, we are looking at the 
CURRENT ACCOUNT BALANCECURRENT ACCOUNT BALANCE

(Net flows of goods, services and gifts).(Net flows of goods, services and gifts).

Again:Again:
1. MERCHANDISE OR TRADE BALANCE: 1. MERCHANDISE OR TRADE BALANCE: 
2. GOODS AND SERVICES* BALANCE:  2. GOODS AND SERVICES* BALANCE:  
3. NET UNILATERAL TRANSFERS3. NET UNILATERAL TRANSFERS
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Balance of PaymentsBalance of Payments

4. NET CHANGES IN FOREIGN 
HOLDINGS OF U.S. ASSETS

Flows of financial assets and similar claims, or Flows of financial assets and similar claims, or 
Foreign direct and other investments in the U.S., Foreign direct and other investments in the U.S., 

oror
“Private capital flows.”“Private capital flows.”

These asset flows are referred to as the These asset flows are referred to as the 
CAPITAL ACCOUNT BALANCE CAPITAL ACCOUNT BALANCE 
(Including direct and portfolio investments).(Including direct and portfolio investments).

 

All Together NowAll Together Now

1. MERCHANDISE OR TRADE BALANCE: 1. MERCHANDISE OR TRADE BALANCE: 
2. GOODS AND SERVICES* BALANCE:  2. GOODS AND SERVICES* BALANCE:  
3. NET UNILATERAL TRANSFERS 3. NET UNILATERAL TRANSFERS 
4.4. NET CHANGES IN FOREIGN HOLDINGS OF 

U.S. ASSETS
5. NET OFFICIAL INTERNATIONAL RESERVE 5. NET OFFICIAL INTERNATIONAL RESERVE 

TRANSACTIONTRANSACTION

 

Balance of PaymentsBalance of Payments

5. NET OFFICIAL INTERNATIONAL 5. NET OFFICIAL INTERNATIONAL 
RESERVE TRANSACTIONRESERVE TRANSACTION
Foreign official holdings of U.S. assets,Foreign official holdings of U.S. assets,
U .S. holdings of official reserve (gold and U.S. holdings of official reserve (gold and 
foreign exchange) assets foreign exchange) assets 
or, “Official asset flows.”or, “Official asset flows.”

 

Balance of PaymentsBalance of Payments

nn THE BALANCE OF THE BALANCE OF 
PAYMENTS IS, PAYMENTS IS, 
THEREFORE, THE THEREFORE, THE 
SUM OF THE SUM OF THE 
CURRENT AND CURRENT AND 
CAPITAL ACCOUNT CAPITAL ACCOUNT 
BALANCES.BALANCES.
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Services in the Balance of PaymentsServices in the Balance of Payments

Note:Note:
*Services include  travel and *Services include  travel and 
tourism, trade transportation, tourism, trade transportation, 
insurance, education, financial, insurance, education, financial, 
technical, telecommunications technical, telecommunications 
and other business and and other business and 
professional services. professional services. 

In addition there are royalties, In addition there are royalties, 
payments for capital services payments for capital services 
besides interest, such as besides interest, such as 
dividends, payments for foreign dividends, payments for foreign 
labor, etc.labor, etc.

 

Overall Surpluses and DeficitsOverall Surpluses and Deficits

nn What is an overall balance of payments What is an overall balance of payments 
surplus? What is an overall deficit?surplus? What is an overall deficit?

nn A surplus is when the sum of the currentA surplus is when the sum of the current
account plus the private capital account is account plus the private capital account is 
counterbalanced by an accumulation of counterbalanced by an accumulation of 
official net assets, so official reserve assets official net assets, so official reserve assets 
increase.increase.

 

Overall Surpluses and DeficitsOverall Surpluses and Deficits

nn What is an overall balance of payments What is an overall balance of payments 
surplus? What is an overall deficit?surplus? What is an overall deficit?

nn If it is in deficit , the sum is counterbalanced If it is in deficit , the sum is counterbalanced 
by an accumulation of official net liabilities, by an accumulation of official net liabilities, 
so the country sees its official reserve assets so the country sees its official reserve assets 
decline.decline.
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Topics Covered
Import of Goods and Services

Objectives
Upon completion of this Lesson, you should be able to:
• Understand the Measures and significance of the imports of

Goods and Services
Let us first get the overview of  the imports of Goods and
Services.
A country imports goods and services because it cannot
produce them itself or because there is comparative advantage
in buying them from abroad.
Some commentators worry that all imports are a drain on
national resources, which is a bit like saying you should not buy
from a domestic neighbors who produces something better or
cheaper than you do.
Of course, you can only buy to the extent that you can finance
the purchase form income, savings or borrowings against future
production.

Goods and Services
Merchandise or visible imports relate to physical goods.
Imports of  services are payments to foreigners for invisibles
such as shipping, travel and tourism; financial services including
insurance, banking, commodity trading and brokerage; and
other items such as advertising, education, health, commissions
and royalties.
In practice, many countries give prominence to visible trade
figures because they are among the most reliable and rapidly
available figures on external flows.
Even so, they are available only after a lag, are frequently revised
as more information comes to hand and are subject to various
errors and omissions.
Figures for invisibles are harder to collect, less reliable and are
published only quarterly by some countries.

Value and Volume
Changes in import values reflect changes in foreign prices,
exchange rates and quantity (volume). Real exchange rates are
useful for identifying price and currency effects. Import volumes
indicate “real changes” and value gives the overall balance of
payments position.

Cyclical Variation
Import volumes tend to move cyclically. In general they increase
when home demand is buoyant. For this reason imports might
be seen as a safety valve which offsets the inflationary pressure
that arise when domestic firms are operating at close to full
capacity.

Link to Exports
Imports are also linked to exports. In increase in exports boosts
GDP because the goods sold overseas are part of domestic

LESSON 7                                                UNIT II

production. When GDP increases, demand and imported
goods rises as well.

Import Penetration
Imports of goods and services as a percentage of GDP (or of
total final demand) indicates the degree of dependence on
imports; the higher the figure the more imports displace
domestic output and the more vulnerable is the economy to
changes in import prices. A sudden rise in import penetration
may signal that domestic companies are operating at full capacity
and cannot meet increases in demand.

Import Composition and Sources

Commodity Breakdown
A high volume of imports of intermediate and capital goods is
generally good where these are used to manufacture other items
or to generate invisible earnings. This adds value to GDP and
perhaps contributes to future export growth. For example, a
country buying aircraft form abroad records these as imports. In
later years, the aircraft will be used to move passengers and
generate profit which are invisible export earnings.
Note though that manufacturing output declines in the short
term when imports displace locally processed or manufactured
items. Developing countries increasingly export semi manufac-
tured (such as cloth and refined petroleum products) rather
than raw materials (such as cotton and crude oil) and the
industrial countries import more semi-manufacturers and fewer
raw materials.
Increases in the volume of imports of consumer goods are a
direct signal of consumer demand. They imply that domestic
produces cannot meet the required price, quality and quantity.

Compressibility
When examining a developing country it is important to check
the compressibility of imports, that is, the extent to which there
are non-essential goods which need not be imported in times
of stress on the balance of payments. If all imports are
essential such as foods and fuels it may not be possible to
reduce the import bills.

Sources
A country which imports form just one or two main trading
partners is vulnerable to economic shocks from its suppliers,
especially if they cease to export those particular goods, if prices
rise sharply or if there is some political disturbance.
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Questions for Review:
1. Mention the macro-economic variables that influence balance
of payments.

Balance of Payments 
Accounting

Chapter 1 - Continued

Daniels and VanHoose – Second Edition

 

Daniels and VanHooseBalance of Payments2

Balance of Payments

• System of accounts which is a subset of the 
National Income and Production Accounts

• A double-entry bookkeeping system.
• Debit Entries:  Transactions that generate a 

payment outflow (e.g., import).
• Credit Entries:  Transactions that generate 

a payment inflow (e.g., export).

 

Daniels and VanHooseBalance of Payments3

Balance of Payments

• The current account is the broadest 
measure of a nation’s real sector trade.

• Includes:
– Goods
– Services
– Income Receipts and Payments
– Unilateral Transfers
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Daniels and VanHooseBalance of Payments4

Current Account

• Goods:  Exports and imports of tangible 
items.

• Services: Exports and imports of services, 
for example:
– Typical business services such as banking and 

financial services, insurance, and consulting.
– Tourism

 

Daniels and VanHooseBalance of Payments5

Current Account

• Income Receipts:  Includes items such 
as
– Investment income on US-owned assets 

abroad.
– Receipts of income on US direct 

investment abroad.
– Government income receipts

 

Daniels and VanHooseBalance of Payments6

Current Account

• Income Payments:  Includes items 
such as
– Investment income on foreign-owned 

assets in the United States.
– Payments of income on foreign direct 

investment in the United States
– US Government income payments

 

Daniels and VanHooseBalance of Payments7

Current Account

• Unilateral Transfers:  Includes items 
such as:
– Government grants abroad
– Private remittances
– Private grants abroad
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Daniels and VanHooseBalance of Payments8

Current Account 
United States (2001)

Exports Millions 1,281,793
 Goods 718,762
 Services 279,260
 Income Receipts 283,771

Imports -1,625,701
 Goods -1,145,927
 Services -210,385
 Income Payments -269,389
Unilateral Transfers -49,463
Current Account Balance -393,371

 

Daniels and VanHooseBalance of Payments9

Balance of Payments
The Financial Sector

• In June 1999, US capital account 
definitions were modified to bring them 
more in line with definitions recommended 
by the International Monetary Fund.

• Now there are two accounts: The Capital 
Accounts and Financial Accounts.

 

Daniels and VanHooseBalance of Payments10

Capital and Financial 
Accounts

• The new Capital Account includes items 
that were previously included in unilateral 
transfers, such as:
– Debt forgiveness
– Migrants’ transfers (as they leave the country).

• The new capital account is small for the US 
(< 0.1 percent of capital flows), but 
expected to grow.

 

Daniels and VanHooseBalance of Payments11

The Capital and Financial 
Accounts

• The Financial Account
– Records international transactions in the 

financial sector
– Includes portfolio and foreign direct 

investment
– Includes changes in banks’ and brokers’ 

cash deposits that arise from 
international transactions.
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Daniels and VanHooseBalance of Payments12

The Capital and Financial 
Accounts

• US-Owned Assets Abroad:  Increase or 
decrease in US ownership of foreign 
financial assets.

• Foreign-Owned Assets in the US:  Increase 
or decrease in foreign ownership of 
domestic assets.

• Reserve Assets:  Primarily the assets of 
central banks.

 

Daniels and VanHooseBalance of Payments13

The Capital and Financial 
Accounts

• Portfolio Investment:  Individual or business 
purchase of stocks, bond, or other financial 
assets or deposits.  (An income strategy)

• Foreign Direct Investment:  Purchase of 
financial assets that results in a 10 percent 
or greater ownership share.  (A financial 
control strategy)

 

Daniels and VanHooseBalance of Payments14

Capital and Financial 
Account (2001)

Capital Account, Net   826
Financial Account 
US-Owned Assets Abroad -370,962

   US Official Reserve Assets  -4,911
   US Government Assets -486

   US Private Assets -365,565
Foreign-Owned Assets 752,806
   Foreign Official Assets 5,224
   Other Foreign Assets 747,582

Net Financial Account Flows 381,844

 

 

Daniels and VanHooseBalance of Payments15

The Balance of Payments
The Statistical Discrepancy

Balance on Current Account -393,371

Capital Account, net 826

Net Financial Flows 381,844

Statistical Discrepancy 10,701
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Daniels and VanHooseBalance of Payments16

U.S. company imports an automobile valued at $50,000

50,000
Credits
(exports)

-50,000
Debits
(imports)

Capital / 
Financial

UTIncomeServicesGoods

 

Daniels and VanHooseBalance of Payments17

U.S. government sends $1 million in 
humanitarian supplies to Afghanistan

1 million
Credits
(exports)

-1 million
Debits
(imports)

Capital / 
Financial

UTIncomeServicesGoods

 

Daniels and VanHooseBalance of Payments18

U.S. resident buys a UK Tbill equivalent in value to $1,000

1,000
Credits
(exports)

-1,000
Debits
(imports)

Capital / 
Financial

UTIncomeServicesGoods

 

Daniels and VanHooseBalance of Payments19

U.S. resident receives $100 in interest on a foreign asset they own

100
Credits
(exports)

-100
Debits
(imports)

Capital / 
Financial

UTIncomeServicesGoods
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Daniels and VanHooseBalance of Payments20

A Marquette University student goes to Mexico 
on break and spends $500

500
Credits
(exports)

-500
Debits
(imports)

Capital / 
Financial

UTIncomeServicesGoods

 

Daniels and VanHooseBalance of Payments21

Total

50,400KA-50,400CA

1,000
50,000

500

1001 mill
Credits

(exports)

-1,000
-100

-1 mil-500
-50,000Debits

(imports)

Capital / 
Financial

UTIncomeServicesGoods

 

Daniels and VanHooseBalance of Payments22

The Relationship Between the Current 
Account and the Capital Account

• Income Approach (national income is the sum of income 
derived from producing goods and services in the following 

categories):
y= c + ip + g + (x-m)

• Let the current account, ca equal
ca = (x – m)

• Then
y=c + ip + g + ca

 

Daniels and VanHooseBalance of Payments23

The Relationship Between the Current 
Account and the Capital Account

• Expenditures Approach (income has four 

possible uses):
y= c + sp + t

• So:
c + sp + t = c +ip + g + ca

• or
sp – ip – (g - t) = ca
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Daniels and VanHooseBalance of Payments24

The Relationship Between the Current 
Account and the Capital Account

• Private Saving:
sp = ip + g – t + fa 

• where fa is the (net) accumulation of 
foreign assets

• Then
sp – ip – (g – t) = fa

 

Daniels and VanHooseBalance of Payments25

The Relationship Between the Current 
Account and the Capital Account

• Putting the two together:
ca = sp – ip – (g – t) = fa

• In words, private domestic saving less 
private domestic investment less the fiscal 
deficit (government saving) equals the 
current account balance which equals the 
(net) accumulation of foreign assets. 
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Topics Covered
Export of Goods and Services

Objectives
Upon completion of this Lesson, you should be able to:
• Understand the Measures and significance of the Exports of

Goods and Services

Exports of Goods and Services
Let us have an overview of Exports of Goods and Services
Exports generate foreign currency earnings. Export growth
boosts GDP which in turn implies more imports, so exports
should never be considered in isolation.
This brief should be read in conjunction with the previous
briefs on imports.

Value and Volume
Demand for exports depends on economic condition in foreign
countries, prices (relative inflation and the exchange rates) and
perceptions of  quality, reliability and so on. Real exchange rates
help to identify inflation and currency effects. Export volume
indicates “real changes” and value gives the overall balance of
payments position.

Composition and Destinations
As with imports, dependence on a few commodities increases
vulnerability to shifts in demand while dependence on a few
countries increases vulnerability to their economic cycle.
The greater the proportion of  exports in relation to GDP, the
bigger the boost to domestic output when overseas demand
rises. For example, the Netherlands exports account for over 50
% of GDP and it trades heavily with Germany. Consequently, if
German imports rise by 10 %, Dutch GDP jumps by 1.5 %. A
high exports/GDP ratio also implies a larger slump when
foreign demand falls

Compatibility
Exports are always measured FOB (free on board) or FAS ( free
alongside ship) at a point of export, so they present fewer
compatibility problems than imports which may be FOB or
may include insurance and freight (CIF).

Questions for Review
1. “The adjustment in the balance of payments is automatic”.
Discuss this statement from the viewpoint of classical econo-
mists.

LESSON 8
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Topics Covered
Trade Balance, Merchandise Trade Balance

Objectives
Upon completion of this Lesson, you should be able to:
• Understand the Measures and significance of  Trade Balance,

Merchandise Trade Balance
Let us see the overview of  trade balance
The trade balance is the difference between exports and imports.
It may measure visible (merchandise) trade only, or trade in
both goods and services.
Invisibles are difficult to measure, so the balance of trade in
goods and services is less reliable and more likely to be revised
than the visible balance.
The brief should be read in conjunction with the previous
briefs on exports and imports. Note especially the comments
on goods and services and special factors.

Income Elasticity
The relationship of exports and imports to economic growth
(their income elasticity) is important. For example, Japan’s
imports tend to increase by a relatively small amount when its
GDP grows by 1 %.
At the same time its exports rise rapidly when its trading
partners economies expand.  Thus if  Japan’s economy grows at
the same pace as the rest of the world, its trade surplus will
tend to widen.

Supply Constraints
A large trade deficit may signal supply constraints, especially if it
is accompanied by high inflation and/or the deficit has emerged
recently owing to a rise in imports. This suggests that compa-
nies are unable to boost output to match higher domestic
demand. This deficit may act as a safety valve and divert
potentially inflationary pressure. Alternatively, an increased trade
deficit may signal a loss of competitiveness by domestic
companies.

Net Savings and the Resources Gap
The balance of  trade in goods and services measures the
relationship between national savings and investments. A
deficit indicates that investment exceeds savings and that
absorption of real resources exceeds output.
For developing countries, the difference between exports and
imports of goods and services is more usually called the
resource gap; that is, the extent to which the country is depen-
dent on the outside world.
In the 1980s and 1990s many developing countries have had
resource gaps equivalent to 20 – 30 % of GDP.
In 1998 Lesotho’s was around 90 % of GDP.

Current Flows
For the industrial countries a trade imbalance is not necessarily a
problem; it reflects choice as much as necessity.
For most of the past 200 years Britain has run a deficit on
visible trade which has been more than offset by one of the
world’s largest surpluses on invisibles.
Countries with large manufacturing sectors, such as Japan and
Germany, have tended to run visible trade surpluses and
invisibles deficits. The current account is a better indicator of
overall current flows.

Eliminating a Trade Deficit
There are two main ways in which an external trade deficit might
move back into balance.
• A change in the volume of trade. If demand in the deficit

country contracts or grows more slowly than that in the
surplus country, the volume of  exports will increase relative
to the volume of imports.

• A change in relative prices through a change in the exchange
rate or a change in domestic prices.  Imports become dearer
and exports cheaper if  the deficit country’s currency falls in
value or if inflation is lower in the deficit country than in the
surplus country. This will tend to depress the demand for
imports and boost exports.

Attempt to regain balance through government export
subsidies or import barriers such as quotas or tariffs are
essentially imposed volume or price changes (which also cause
market distortions). For example, a ban on imports will
generate extra, possibly inflationary, demand for domestic
goods.
Similarly, trade surpluses may be eroded by faster economic
growth, a stronger currency or higher inflation in the surplus
country.

Questions for Review
1. Explain elasticity approach to the adjustment in balance of
payments.

LESSON 9
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Topics Covered
Financial Markets

Objectives
Upon completion of this Lesson, you should be able to:
• Understand the Measures and significance of Global

Financial Markets

The Euro is Slightly Higher Against the Yen
The Dow Jones Industrial Average is off  18 points in active
trading. Regulators close a Honk Kong bank after it loses $ 500
m on derivatives trading. Following the Bank of  England’s
decision to lower its base rate, monthly mortgage payments are
set to fall.
All of these commonplace events are examples of financial
markets at work.
That markets exercise enormous influence over modern life
comes as no news. But although people around the world
speak glibly of “wall street”, “ the bond market”, and “the
currency market”, the meaning they attached to these time
worm phrases are often vague and usually out of date
This course pack explains the purposes different global financial
markets serve and clarifies the way they work.
It cannot tell you whether your investment portfolio is likely to
rise or to fall in value.
But it may help you understand how its value is determined,
and how the different securities in it are created and traded.
Financial markets have been around ever since mankind settled
down to growing crops and trading them with others.
After the bad harvest, those early farmers would have needed to
obtain seed for the next season’s planting, and perhaps to get
food to see their families through.
Both of these transactions would have required them to obtain
credit from others with seed or food to spare. After a good
harvest, the farmers would have had to decide whether to trade
away their surplus immediately or to store it, a choice that any
20th century commodities trader would find familiar.
The amount of fish those early farmers could obtain for a
basket of cassava would have varied day by day, depending
upon the catch, the harvest and the weather; in short, their
exchange rates were volatile.
The independent decisions of all of those farmers constituted a
basic financial market, and that market fulfilled many of the
same purposes as financial markets do today.

What Do Markets Do?
Financial markets take many different forms and operate in
diverse ways. But all of them, whether highly organized, like the
London Stock Exchange, or highly informal like the money
changers on the street corners of many African capital, server the
same basic functions.

The Basic Functions are:

Price Setting:
The value of an ounce of gold or a share of stock is no more,
and no less, then what someone is willing to pay to own it.
Markets provide price discovery, a way to determine the relative
values of different items, based upon the prices at which
individuals are willing to buy and sell them.

Asset Saluation
Market prices offer the best way to determine the value of a firm
or of the firm’s assets or property. This is important not only
to those buying and selling businesses, but also to regulators.
An insurer, for example, may appear strong if it values the
securities it owns at the prices it paid for them years ago, but the
relevant question for judging its solvency is what prices those
securities could be sold for if  it needed cash to pay claims today.

Arbitrage
In countries with poorly developed financial markets, com-
modities and currencies may trade at very different prices in
different locations. As traders in financial markets attempts to
profit form these divergences, prices move towards a uniform
level, making the entire economy more efficient.

Raising Capital
Firms often require funds to build new facilities, replace
machinery or expand their business in other ways. Shares,
bonds and other types of financial instruments make this
possible. Increasingly, the financial markets are also the source
of capital for individuals who wish to buy homes or cars, or
even to make credit card purchased.

Commercial Transactions
As well as long term capital, the financial markets provide the
grease that makes many commercial transactions possible. This
includes such things as arranging payment for the sale of a
product abroad, and providing working capital so that a firm
can pay employees if payments from customers run late.

Investing
The stock, bond and money markets provide an opportunity to
earn a return on funds that are not needed immediately, and to
accumulate assets that will provide and income in future.

Risk Management
Futures, options and other derivatives contracts can provide
protection against many types of risk, such as the possibility
that a foreign currency will lose value against the domestic
currency before and export payment is received. They also enable
the markets to attach a price to risk, allowing firms and indi-
viduals to trade risk until they hold only those that they wish to
retain.

The Size of the Markets
Estimating the overall size of the financial markets is difficult.
It is hard in the first place to decide exactly what transactions

CHAPTER 2
A FRAMEWORK FOR GLOBAL FINANCE
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should be included under the rubric “financial markets”, and
there is no way to compile complete data on each of the
millions of sales and purchases occurring each year. The OECD
(the organization for Economic Co-operation and Develop-
ment), to which 29 of  the world’s wealthier countries belong,
sought to estimate the total size of the financial market by
examining the amount of financing raised by firms and
government.

Notes -
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Topics Covered
Global Financial Markets

Objectives
Upon completion of this Lesson, you should be able to:
• Understand the Measures and significance of Global

Financial Markets
The last two decades have witnessed the emergence of a vast
financial market straddling national boundaries enabling
massive cross-border capital flows from those who have
surplus funds and are in search or high returns to those seeking
low-cost funding. The phenomenon of  borrowers, including
governments, in one country accessing the financial markets of
another is not new; what is new is the degree of mobility of
capital, the global dispersal of  the finance industry, and the
enormous diversity of markets and instruments which a firm
seeking funding can tap.
The decade of eighties ushered in a new phase in the evolution
of international financial markets and transactions. Major DE
CD countries had began deregulating and liberalizing their
financial markets towards the end of seventies. While the
process was far from smooth, the overall trend was in the
direction of relaxation of controls which till then had compart-
mentalized the global financial markets. Exchange and capital
controls were gradually removed, non-residents were allowed
freer access to national capital markets and foreign banks and
financial institutions were permitted to establish their presence
in the various national markets. The process of liberalizations
and integration continued into the 1990s, with many of the
developing countries carrying out substantive reforms in their
economies and opening up their financial markets to non-
resident investors. A series of crises-the Mexican crisis of 1995,
the East Asian collapse in 1997 and the Russian meltdown the
following year-threatened to stop the process in its tracks but by
the end of 1999 some of the damage has been repaired and the
trend towards greater-integration of financial markets appears
to be continuing.
While opening up of the domestic markets began only around
the end of seventies, a truly international financial market had
already been born in mid-fifties and gradually grown in size and
scope during sixties and seventies. This is the well known
Eurocurrencies Market wherein a borrower (investor) from
country A could raise (place) funds in currency of country B
from (with) financial institutions located in country C. For
instance, a Mexican firm could get a US dollar loan from a bank
located in London. An Arab oil sheik could deposit his oil
dollars with a bank in Paris. This market had performed a
useful function during the years following the oil crisis of 1973,
viz. recycling the “petrodollars”-accepting dollar deposits from
oil exporters and channeling the funds to borrowers in other
countries. During the eighties and the first half of nineties, this

market grew further in size, geographical scope, and diversity of
funding instruments. It is no more a “Euro” market but a part
of the general category called “offshore markets”.
(*This term should also include the so called “international
banking facilities” wherein a bank, for instance in US is permit-
ted to have a separate division located on US territory for
carrying out business with non-resident entities and which is
not subject to the usual domestic banking regulation.)
Alongside liberalization, other qualitative changes have been
taking place in the global financial markets , Removal of
restrictions led to geographical integration of the major financial
markets in the OECD countries. Gradually this trend is
spreading to developing countries many of whom have opened
up their l11urkcts-at least partially-to non-resident investors,
borrowers and financial institutions. Another noticeable trend is
functional integration. The traditional distinctions between
different kinds of financial institutions commercial banks,
investment banks, finance companies and so on-are giving way
to diversified entities that offer the full range of financial
services. The early part of  eighties saw the process of
disintermediation get under way. Highly rated issuers began
approaching the investors directly rather than going through the
bank loan route. On the other side, the developing country debt
crisis, adoption of capital adequacy norms proposed by the
Basle Committee and intense competition, forced commercial
banks to realize that their traditional business of accepting
deposits and making loans was not enough to guarantee their
long-term survival and growth. They began looking for new
products and markets. Concurrently, the international financial
environment was becoming more and more volatile-the
amplitude of fluctuations in interest rates and exchange rates
was on the rise. These forces gave rise to innovative forms of
funding instruments and tremendous advances in the art and
science of risk management. The decade saw increasing activity
in and sophistication of financial derivatives markets which had
begun emerging in the seventies.
Taken together, these developments have given rise to a globally
integrated financial marketplace in which entities in need of
short or long-term funding have a much wider choice than
before in terms of market segment, maturity, currency of
denomination, interest rate basis, and so forth. The same
flexibility is available to investors to structure their portfolios in
line with their risk-return tradeoffs and expectations regarding
interest rates, exchange rates, stock markets and commodity
prices. Financial services firms can. now design financial
products to unique specifications to suit the needs of individual
customers.
The purpose of this chapter is to provide an introduction to
global financial markets and the linkages between domestic and
international money markets. The focus will be on the short-
maturity segment or the money market. Global capital
markets-equities, bonds, notes and so forth-will be discussed in
later chapter

LESSON 11
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Topics Covered
Domestic and Offshore Markets

Objectives
Upon completion of this Lesson, you should be able to:
• Understand the Measures and significance of Domestic and

Offshore Markets

Domestic and Offshore Markets
Financial assets and liabilities denominated in a particular
currency say the US dollar-are traded primarily in the national
financial markets of  that country. In addition, in the case of
many convertible currencies, they are traded outside the country
of  that currency. Thus bank deposits, loans, promissory notes,
bonds denominated in US dollars are bought and sold in the
US money and capital markets such as New York as well as the
financial markets in London, Paris, Singapore and other centers
outside the USA. The former is the domestic market while the
latter is the offshore market in that currency. Each of these in
turn will have a menu of funding avenues.
While it is true that not both markets will offer all the financing
options nor that any entity can access nil segments of a
particular market, it is generally seen that a given entity has access
to both the markets, (or placing as well as for raising fund_?
Are they then really two distinct markets or should we view the
entire global financial market as a single market?
There is no unambiguous answer to this question. On the one
band, since as mentioned above, a given investor or borrower
will normally have equal access to both the markets, arbitrage
will ensure that they will be closely linked together in terms of
costs of funding und returns on assets. On the other hand,
they do differ significantly on the regulatory dimension. Major
segments of the domestic markets arc usually subject to strict
supervision and regulation by relevant national authorities such
as the SEC, Federal Reserve in the US, the Ministry of  Finance
in Japan, and the Swiss National Bank in Switzerland. These
authorities regulate non-resident entities’ access to the public
capital markets in their countries by laying down eligibility
criteria, disclosure and accounting norms, and registration and
rating requirements. Domestic banks are also regulated by the
concerned monetary authorities and may be subject to reserve
requirements, capital adequacy norms and deposit insurance.
The offshore markets on the other hand have minimal
regulation3, often no registration formalities and importance of
rating varies. Also, it used to be the case that when a non-
resident entity tapped a domestic market, tasks like managing
the issue, underwriting and so on, were performed by syndi-
cates of investment banks based in the country of issue and
investors were mostly residents of  that country.
Finally it must be pointed out that though nature of regulation
continues to distinguish domestic from offshore markets,
almost all domestic markets have segments like private place-

ments, unlisted bonds, and bank loans where regulation tends
to be much less strict. Also, recent years have seen emergence of
regulatory norms and mechanisms which transcend national
boundaries. With removal of barriers and increasing integra-
tion, authorities have realized that regulation of financial
markets and institutions cannot have II narrow national focus-
the markets will simply move from one jurisdiction to another.
To minimize the probability of systemic crises, banks and other
financial institutions must be subject to norms and regulatory
provisions that are common across countries. One example of
such transnational regulation is the Basic accord under which the
advanced OECD economies have imposed uniform capital
adequacy norms on banks operating within their jurisdictions.
In the near future, other segments of the financial markets may
also be subjected to common “global” regulation which will
reduce, if not eliminate the regulatory distinctions between
domestic and offshore markets.
As mentioned above, the Eurocurrencies market is the oldest
and largest offshore market. We now proceed to describe the
essential features of this market.

Questions for Review
1. Explain the meaning of the term “offshore market”

2. A US dollar deposit belonging to a French company with a
bank in New York is an offshore dollar deposit. True or false?

LESSON 12
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3. If a US corporation issues US dollar bonds in London, it
will not be called a Eurodollar bond issue but a Yankee bond
issue. True or False?
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Topics Covered
Euro Markets

Objectives
Upon completion of this Lesson, you should be able to:
• Understand the Measures and significance of Euro Markets

Euromarkets

What are They
Prior to 1980, Eurocurrencies market was the only truly
international financial market of any significance. It is mainly an
interbank market trading in time deposits and various debt
instruments. A “Eurocurrency Deposit” deposit is a deposit in
the relevant currency with a bank outside the home country of
that currency. Thus, a US dollar deposit with a bank in London
is a Eurodollar deposit, a Deutschemark deposit with a bank in
Luxembourg is a Euromark deposit. Note that what matters is
the location of the bank neither the ownership of the bank nor
ownership of the deposit. Thus a dollar deposit belonging to
an American company held with the Paris subsidiary of an
American bank is still a Eurodollar deposit. Similarly a Euro-
dollar Loan is a dollar loan made by a bank outside the US to a
customer or another bank. The prefix “Euro” is now outdated4
since such deposits and loans are regularly traded outside
Europe, for instance, in Singapore and Hong Kong (These are
sometimes called Asian dollar markets). While London
continues to be the main Euromarket centre, for tax reasons,
loans negotiated in London are often booked in tax-haven
centers such as Grand Cayman and Nassau [See Stigum (1990)].
Over the years, these markets have evolved a variety of instru-
ments other than time deposits and shortterm loans. Among
them are Certificates of Deposit (CDs), Euro Commercial Paper
(ECP), medium to long-term floating rate loans, Eurobonds5,
Floating Rate Notes (FRNs) and Euro Medium-Term Notes
(EMTNs). Of these, the short-term instruments like ECP and
CDs will be briefly discussed later in this chapter; the rest will be
described in Chapter 19.
As mentioned above, the key difference between Euromarkets
and their domestic counterparts is one of regulation. For
instance, Eurobanks are free from regulatory provisions such as
cash reserve ratio, deposit insurance and so on, which effectively
reduces their cost of funds. Eurobonds are free from rating and
disclosure requirements applicable to many domestic issues as
well as registration with securities exchange authorities. This
feature makes it an attractive source of funding for many
borrower and a preferred investment vehicle for some investors
compared to a bond issue in the respective domestic markets.

Evolution of Euromarkets
Eurocurrency markets, specifically the Eurodollar market, is said
to have originated, ironically enough, with the Russian authori-
ties seeking dollar-denominated deposits with banks in Britain

and France. During the 1950s, the erstwhile USSR was earning
dollars from the sale of gold and other commodities and
wanted to use them to buy grain and other products from the
West, mainly from the US. However, they did not want to keep
these dollars on deposit with banks in New York as they were
apprehensive that the US government might freeze the deposits
if the cold war intensified. They approached banks in Britain
and France who accepted these dollar deposits and invested
them partly in US.
The subsequent enormous growth of the eurodollar market
was however due to a number of other factors.
On the supply side, the impetus for growth derived from the
various restrictions imposed by the US authorities on domestic
banks and capital markets. Throughout the 60s and 70s
American banks and other depository institutions had to
observe ceilings on the rate of  interest they could pay on
deposits. 6 These restrictions did not apply to branches of
American banks located outside the US, and a number of
American banks began accepting dollar deposits in their foreign
branches. The dollars so obtained were often reinvested in the
US. Most of these restrictions had been lifted by mid seventies.
Secondly, domestic banks in US (as in many other countries)
were subjected to reserve requirements which meant that a part
of their deposits were locked up in relatively low yielding assets.
The requirement did not apply to dollar deposits held in
foreign branches of American banks (except between 1969 and
1978). The result was banks outside US could offer better rates
to depositors (slightly higher) and to borrowers (slightly lower)
than their domestic counterparts. Absence of deposit insurance
on deposits held outside was also an added factor. This absence
of regulation continues to be a factor in favour of
Euromarkets.
A third reason is that due to the importance of the dollar as a
vehicle currency in international trade and finance, many
European corporations have cash flows in dollars and hence
temporary dollar surpluses. Due to distance and time zone
problems, as well as their greater familiarity with European
banks, these companies preferred to keep their surplus dollars
in European banks, a choice made more attractive by the higher
rates offered by Eurobanks.
These supply side the factors were reinforced by demand for
Eurodollar loan by non-US entities and by US multinationals
to finance their foreign operations. During the sixties as the US
balance of payments dlfl1culties started _rowing, the US
government imposed a series of restrictions which made it
difficult and / or more expensive for foreign entities to borrow
in the US. The voluntary foreign credit restraints of 1963.
followed by mandatory controls on foreign lending, and the
interest equalization tax (a tax on interest QI\I’n4ld by US
residents from foreigners) induced channeling of funds
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through the Eurodollar markets where these regulations did
not apply.
T0 summarise, the main factors behind the emergence and
strong growth of the Eurodollar markets were the regulations
on borrowers and lenders imposed by the US authorities which
motivated both banks and borrowers to evolve Eurodollar
deposits and loans? Added to this are the considerations
mentioned above. viz. the ability of Eurobanks to offer better
rates both to depositors and borrowers (which again can be
attributed to existence of regulations) and the convenience of
dealing with a bank closer to home who is similar with the
business culture and practices in Europe’s
The emergence of Euromarkets in currencies other than the
dollar can also he attributed to similar considerations, though in
these cases better rates and familiarity perhaps played a more
important role, As exchange controls were eased and offshore
banking was encouraged by authorities offshore markets
developed in many other centers including the Far East.
It is difficult to obtain precise estimates of the size of the
Euromarkets, particularly net figures, that is excluding interbank
placement of  funds. Table 6.1 below provides some recent data
on the volume of international syndicated credit facilities and
commercial paper.
Table 6.1 : International Syndicated Credits and Commercial
Paper

Announced Sysndicated credit facilities 1999 2000 Q1 
All countries 967.1 239.0 
Developing country borrowers 44.3 7.7 
Commercial paper ( Net Issue )  1.9 
 

Source: Bank/or International Settlements, Quarterly Report.

Multiple Deposit Creation by Euro banks
Like any other fractional reserve banking system, Euro banks
can generate multiple expansion of Euro deposits on receiving
a fresh injection of cash.
The traditional approach to this issue treats Euro banks
analogously with banks within a domestic monetary system
except that the cash reserve ratio of  the former is voluntarily
decided, while for the latter it is often statutorily fixed. (Actually,
even in the latter case, authorities specify only the minimum
reserve ratio. Bunks can hold excess reserves). Following the
traditional reasoning, deposits give rise to loans which in turn
give rise to deposits perhaps with some leakages, at each stage a
fraction being added to reserves, This process is examined in
more detail in the appendix to this chapter.
A competing “modem” approach rejects the idea of a fixed
reserve ratio and emphasizes the fact that Supply of Euro
deposits on one hand and the demand for Euro loans on the
other are both dependent upon the rate of interest. A fresh
injection of cash will put downward pressure on the interest
rate which will induce some marginal depositors to shift their
deposits out of the Euro banks while it will increase the
demand for loans. The total size of Euro banks’ balance sheets
will expand but the extent of the increase cannot be determined
by any fixed multiplier formula as in the traditional approach; it

depends on the elasticity’s of  the schedules of  supply of  and
demand for funds in the Euromarkets, An exhaustive survey
of the theoretical debate can be found in Johnston (1983).

Economic Impact of Euromarkets and
Other Offshore Markets
The emergence and vigorous growth of Euromarkets and their
(alleged) ability to create multiple deposit expansion without
any apparent control mechanism, have given rise to a number
of  concerns regarding their impact on international liquidity, on
the ability of national monetary authorities to conduct an
effective monetary policy, and on the soundness of  the
international financial system. Among the worries expressed are:
1. The market facilitates short-term speculative capital flows-the

so called “hot money”—creating enormous difficulties for
central banks in their intervention operations designed to
“stabilise” exchange rates.

2. National monetary authorities lose effective control over
monetary policy since domestic residents can frustrate their
efforts by borrowing or lending abroad. It is known that
with fixed or managed exchange rates, perfect capital mobility
makes monetary policy less effective. Euromarkets contribute
to increasing the degree of  international capital mobility.

3. The market is based on a tremendously large volume of
interbank lending. Further, Eurobanks are engaged in
maturity transformation, borrowing short and lending long.
In the absence of a “lender of last resort” a small crisis can
easily turn into a major disaster in the financial markets.

4. Euromarkets create “private international liquidity” and in
the absence of a central coordinating authority they could
create “too much” contributing to inflationary tendencies in
the world economy.

5. The markets allow central banks of deficit countries to
borrow for balance of payments purposes thus enabling
them to put off needed adjustment measures.

Against these are to be set the obvious advantages of the
markets such as
a. more efficient allocation of capital worldwide,
b. smoothing out the effects of sudden shifts in balance of

payments imbalances (e.g. recycling of  petrodollars
mentioned above without which a large number of oil
importing countries would have had to severely deflate their
economies after the oil crisis), and

c. the spate of financial innovations that have been created by
the market which have vastly enhanced the ability of
companies and governments to better manage their financial
risks and so on.

On the question of whether the Euromarkets are really
unbridled creators of  international liquidity, the argument, as
we saw above, is not settled. The connection between interna-
tional liquidity and world inflation is also open to debate.
Concerns pertaining to increased fragility of the financial system
are quite legitimate particularly since the advent of securitization.
Authorities in GECD countries have already taken certain steps
towards tightening the regulatory provisions. Uniform capital
adequacy. norms and tightening of  bank supervision is
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expected to render the financial system less vulnerable to
systemic failures. The debate about the desirability of having
completely open capital accounts and uncontrolled cross-border
capital flow continues with a variety of proposals for redesign-
ing the global financial system. We will briuf1y discuss some of
These development toward the end of this chapter.

1

Multinational Financial 
Management
Alan Shapiro

7th Edition
J.Wiley & Sons
Power Points by
Joseph F. Greco, Ph.D.
California State University, Fullerton

 

2

CHAPTER 13

THE EUROMARKETS

 

3

CHAPTER OVERVIEW:

I. THE EUROCURRENCY MARKETS
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EURONOTES
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I. THE EUROCURRENCY 
MARKETS

THE EUROMARKETS
-the most important international 
financial markets today.

A. The Eurocurrency Market
1.  Composed of eurobanks who 

accept/maintain deposits of 
foreign  currency

2.  Dominant currency:  US$
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THE EUROCURRENCY MARKETS
B.Growth of Eurodollar Market

caused by restrictive US government
policies, especially

1. Reserve requirements on deposits
2. Special charges and taxes
3. Required concessionary loan rates
4. Interest rate ceilings
5. Rules which restrict bank 

competition.
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THE EUROCURRENCY MARKETS

C. Eurodollar Creation involves
1. A chain of deposits
2. Changing control/usage of 

deposit

 

7

THE EUROCURRENCY MARKETS
3.Eurocurrency loans

a. Use London Interbank Offer 
Rate:  LIBOR as basic rate

b. Six month rollovers

c. Risk indicator:  size of 
margin between cost and 
rate charged.
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THE EUROCURRENCY MARKETS

4. Multicurrency Clauses
a.  Clause gives borrower option to 

switch currency of  loan at 
rollover.

b.  Reduces exchange rate risk
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THE EUROCURRENCY MARKETS

5. Domestic vs. Eurocurrency Markets
a.  Closely linked rates by arbitrage
b.  Euro rates: tend to lower 

lending, higher deposit
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II.  EUROBONDS
A.  DEFINITION OF EUROBONDS

bonds sold outside the country of 
currency denomination.
1.  Recent Substantial Market Growth 

-due to use of swaps.
a financial instrument which
gives 2 parties the right to
exchange streams of income
over time.
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EUROBONDS

2.  Links to Domestic Bond Markets
arbitrage has eliminated interest
rate differential.

3.  Placement
underwritten by syndicates of 
banks
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EUROBONDS
4.  Currency Denomination

a.  Most often US$
b.  “Cocktails” allow a basket of

currencies
5.  Eurobond Secondary Market

-result of rising investor demand
6.  Retirement

a.  sinking fund usually
b.  some carry call provisions.
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EUROBONDS
7.  Ratings

a.  According to relative risk
b.  Rating Agencies

Moody’s, Standard & Poor
8.  Rationale For Market Existence

a.  Eurobonds avoid government
regulation

b.  May fade as market 
deregulate
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THE EUROMARKETS
B. Eurobond vs.  Eurocurrency Loans

1.  Five Differences
a.  Eurocurrency loans use variable 

rates
b. Loans have shorter maturities
c.  Bonds have greater volume
d. Loans have greater flexibility
e.  Loans obtained faster
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III. NOTE ISSUANCE FACILITIES 
AND EURONOTES

A. Note Issuance Facility (NIF)
1.  Low-cost substitute for loan
2.  Allows borrowers to issue own 

notes
3.  Placed/distributed by banks
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NOTE ISSUANCE FACILITIES AND 
EURONOTES

B.  NIFs vs.  Eurobonds

1.  Differences:

a.  Notes draw down credit as needed

b.  Notes let owners determine timing

c.  Notes must be held to maturity
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IV. EURO-COMMERCIAL PAPER
I. SHORT-TERM FINANCING

A. Euronotes and Euro-Commercial 
Paper
1. Euronotes

unsecured short-term debt 
securities denominated in US$ 
and issued by corporations 
and governments.

2. Euro-commercial paper(CP)
euronotes not bank 
underwritten  

18

EURO-COMMERCIAL PAPER
B. U.S. vs. Euro-CPs

1. Average maturity longer (2x)
for Euro-CPs

2. Secondary market for Euro;
not U.S. CPs.

3. Smaller fraction of Euro use
credit rating services to rate.
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Topics Covered
Interest Rates in the Global Money Markets

Objectives
Upon completion of this Lesson, you should be able to:
• Understand the Measures and significance of Interest Rates

in the Global Money Markets

Interest Rates in the Global Money
Markets
The purpose of this section is to examine the linkages between
interest rates in the domestic and offshore markets on the one
hand and, on the other hand, between interest rates for
different currencies in the off shore market.
The spectrum of interest rates existing in an economy at any
point of time is the result of the complex Interaction between
several forces.
As seen in the figure, the short-term money market rates in a
domestic money market are linked to the so-called risk-free
nominal interest rate, usually the yield offered by short-term
government securities like treasury bills.
In the Eurocurrency market, which is primarily an interbank
deposit market, the benchmark is provided by the interbank
borrowing and lending rates. The most widely known bench-
mark is the london interbank offer rate abbreviated LIBOR.9
This is an index of the rate which a “first class” bank in London
will charge another first class bank for a short-term loan. Note
that LIBOR is not necessarily the rate changed by any particular
bank; it is only an indicator of demand-supply conditions in
the interbank deposit market in London. Another rate often
referred to is the LIBID-London Inter-Bank Bid Rate, the rate
which a bank is willing to pay for deposits accepted from
another bank.
Obviously, LIBOR would vary according to the term of  the
underlying deposit. Thus financial press normally provides
quotations for 3-and-6 month LlBORS. In the Euromarket,
deposits range in maturity from overnight up to one year.
UBOR also varies according to the currency in which the loan or
deposit is denominated. We will discuss below the link between
LlBORS for different currencies.
Boxes 6.1 and 6.2 present selected short-term interest rates for
the United Kingdom and the United States money markets
respectively. Table 6.2 gives 6-month LlBORS for various
currencies.

Short  Term Rates-U K   
June 2000 (Averages)   
(% per  annum) 
3 -Month  T -Bil l : 5 .85 
BOE Repo  Ra te : 6 ;00 
Discou nt  Rate : 6 .03 
3 -Month Bi l ls   
3 -Month Interbank: 6 .14  

Short  Term Rates-U S    
End, June  2000  
(% per  annum) 
Federa l  Funds  6 .53 
3 -Month  T  -Bill :  5 .69 
3 -Month  CP : 6 .57 
Pr ime Rate : 9 .50 
3 -Month  CD Rate : 6 .67  

 

Table 6.2 3-Month and 6-Month LlBORs.
(August 4, 2000 in % per annum)

Currency 3-Month LIBOR 6-Month LIBOR 
US Dollar 6.71 6.87 
Deutschemark 4.64 4.92 
Japanese Yen 0.19 0,28 
Pound Sterling 6.21 6.33 
Swiss Franc 3.42 3.74 
Euro 4.64 4.92 
 
Sources: Box 6.1: Federal Reserve. Box 6.2: Bank of  England (BOE).

Table 6.2: HSBC Markets, India Treasury, as reported in Economic
Times, August 5, 2000.

Let us now discuss the relationship between interest rates in the
domestic and Euro segments of  the money market. Table 6.3
and Figure 6..2 provide recent data on commercial paper and
certificates of deposit rates in the domestic dollar segment and
the 3-month Eurodollar rate. As can be seen the rates are very
close and generally move together. This is not surprising since
as said above, arbitrage by borrowers and investors with access
to both the markets should serve to keep the rates close
together. Why are the rates not identical? Two explanations are
offered. The first emphasises the demand side, viz. investors
(depositors) may not regard dollar deposits with banks in the
US and banks outside the US as perfect substitutes. If
Eurobanks are perceived to be more risky, depositors would
demand a risk premium which would force Eurobanks to pay
somewhat higher deposit rates. On the other hand, if deposi-
tors who are not residents of US might perceive a
degree-however small-of political risk in placing their funds in
US, Eurobanks can attract deposits even if they pay a somewhat
smaller rate of interest. The second explanation emphasises the
supply side. Banks in US are subject to reserve requirements and
have to pay insurance premiums for Federal Deposit Insurance.
This would mean a higher cost of funds for a given rate paid
on deposits. Eurobanks are exempt from both these restric-
tions and can therefore afford to pay somewhat higher rates.
Thus suppose, both pay interest at 10% per annum; assume
that reserve requirements in the US are 5% and deposit
insurance costs 0.1 % per annum. Then the effective cost of
funds for the US bank would be
(10 + 0.1)/(1 - 0.05) = 10.63%
while for the Euro bank it is 10%.12 The US bank can pay
interest only at the rate of 9.4% to achieve a cost of funds equal
to 10%. There may also be a third factor at work though its
influence is likely to be small. Depositors outside US may prefer
offshore banks on account of the convenience of time zone
and greater familiarity with banking practices.
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