CHAPTER 7

ANSWERS AND SOLUTIONS TO PROBLEMS AND QUESTIONS 

1. Define the following:

a. Prime CDs 

b. Nonprime Bank CDs
c. Yankee CDs

d. Eurodollar CDs 

e. Floating-Rate CDs 

f. Bear and Bull CDs 

g. Rising-Rates CDs 

h. Forward CDs are CDs

(a) Prime CDs are the CDs of larger banks.  
(b) Nonprime CDs are the CDs of smaller banks. 
(c) Yankee CDs are the dollar-denominated CDs issued by foreign banks often through their U.S. branches. 
(d) Eurodollar CDs are dollar-denominated CDs often issued out of London by foreign branches of banks from the U.S., Europe, and Japan that are incorporated in countries with favorable banking laws. 
(e) Floating-rate CDs are CDs with maturities that range from 18 months to five years, with the coupon rates reset periodically to equal the rate on a comparable CD rate or the London Interbank Offer Rate. 
(f) Bear and bull CDs are CDs with rates tied to the stock market.
(g) Rising-rates CDs are longer-term CDs with gradually increasing rates. 
(h) Forward CDs are CDs with embedded contracts to buy more CDs in the future. They have the effect of extending the maturity of the CD.
2. Describe the primary market for CDs. Who are the some of the major investors in CDs?

Today, approximately 25 dealers and brokers form the core of the primary and secondary markets for CDs, selling new CDs and trading and maintaining inventories in existing ones. Major Investors: Money-market funds, banks, bank trust departments, state and local governments, foreign governments and central banks, and corporations are the major investors in CDs. 

3. Explain the history of the secondary CD market. In your explanation bring out the significance of a positively sloped yield curve that is not expected to change.

In 1961 First Bank of New York issued a negotiable CD that was accompanied by an announcement by First Boston Corporation and Salomon Brothers that they would stand ready to buy and sell the CDs, thus creating a secondary market for CDs.  The secondary market provided a way for banks to circumvent Regulation Q and offer investors rates competitive with other money market securities. Specifically, with Federal Reserve Regulation Q setting the maximum rates on longer‑term CDs (e.g., 6 months), and with those rates set relatively higher than shorter-term CDs (e.g., 3 months), the existence of a secondary market meant that an investor could earn a rate higher than either a short or longer-term CD, by buying a longer‑term CD and selling it later in the secondary market at a higher price associated with the short‑term maturity.  

4. What are bank notes? How do they differ from medium-term notes issued by corporations?

Bank notes are similar to medium term notes.  They are sold as a program consisting of a number of notes with different maturities typically ranging from one to five years and offered either continuously or intermittently. They differ from corporate MTNs in that they are not registered with the SEC, unless it is the bank’s holding company, and not the individual bank, issuing the MTN. 

5. Define a banker’s acceptance, acceptance financing, and accepting banks.

Banker’s Acceptances (BAs) are time drafts (postdated checks) guaranteed by a bank – guaranteed postdated checks.  The guarantee of the bank improves the credit quality of the draft, making it marketable. BAs are used to finance the purchase of goods that have to be transferred from a seller to the buyer. They are often created in international business transactions where finished goods or commodities have to be shipped. The use of BAs to finance transactions is known as acceptance financing and banks that create BAs are referred to as accepting banks.

6. A U.S. oil exploration company drilling in the Gulf of Mexico wants to purchase $20M of drilling equipment from a German tool manufacturing company.  Once the transaction agreement is complete, the drilling equipment will be shipped to the U.S. Company’s drilling assembly operation facility in Houston. Shipping time is expected to take 30 days. Both companies agree to finance the transaction with a banker’s acceptance in which the U.S. Company’s bank will guarantee the U.S. Company’s payment of $20M with a letter of credit to be sent to the German company’s bank. Upon notification of the receipt of the letter of credit, the German company will ship the equipment and take payment from its bank.  Explain how the rest of the transactions between the U.S. and German companies would take place and how the banker’s acceptance would be created.

The U.S. Company would obtain a letter of credit (LOC) from its bank. The LOC would say that the bank would pay the German Company $20M if the U.S. Company failed to do so. The LOC would then be sent by the U.S. bank to the German Company’s bank. Upon receipt of the LOC, the German bank would notify the German Manufacturing Company who would then ship the drilling equipment. The German Company would then present the shipping documents to the German bank and receive the present value of $20M in local currency from the bank. The German bank would then present a time draft to the U.S. bank who would stamp ‘accepted’ on it, thus creating the BA. The U.S. Company would sign the note and receive the shipping documents. At this point, the German bank is the holder of the BA. The bank can hold the BA as an investment or sell it to the American bank at a price equal to the present value of $20M. If the German bank opts for the latter, then the U.S. bank holds the BA and can either retain it or sell it to an investor such as a money market fund or a BA dealer. If all goes well, at maturity the U.S. Company will present the shipping documents to the shipping company to obtain the drilling equipment, as well as deposit the $20M funds in his bank; whoever is holding the BA on the due date will present it to the U.S. bank to be paid.

7. Describe banker’s acceptances as a security, the secondary market for such securities, and some of the principal participants in the market.

The bank guarantee and promise of a future deposit at a specific date in the futures makes the banker’s acceptance, BA, similar to a zero-coupon bond. As a result, once BAs are created they are often sold to other investors as part of a secondary market transaction. In the secondary market, BAs are traded as pure discount bonds, with the face value equal to the payment order and with the maturity between 30 and 270 days. With the bank guarantee, they are considered prime-quality instruments with relatively low yields.  The secondary market trading of BAs takes place principally among banks and dealers.  Money market funds, banks, institutional investors, non-financial corporations, and municipal governments are the primary purchasers of BAs.  The Federal Reserve also buys and sells BAs as part of their open market operations, and commercial banks use BAs as collateral for Federal Reserve loans.

8. Define a mortgage-backed security and explain how they are constructed. What is the primary risk that investors in MBS are subject to?

Definition: Mortgage‑backed securities (MBS) are instruments that are backed by a pool of mortgage loans. They represent claims on the cash flows from the mortgage portfolio.  
Construction: (1) Financial institution, agency, or mortgage banker buys a pool of mortgages of a certain type from mortgage originators. (2) A MBS is created and sold, with the funds from the MBS sale used to finance the mortgage portfolio purchase. (3) The mortgage originators usually agree to continue to service the loans, passing the payments on to the mortgage-backed security holders. (4) A MBS investor has a claim on the cash flows from the mortgage portfolio.  This includes interest on the mortgages, scheduled payment of principal, and prepaid principal. 
Risk: Since most mortgages can be prepaid early, the cash flows from a portfolio of mortgages, and therefore the return on the MBS, are uncertain.

9. Define and explain the distinguishing features of the following funds:

a. Open-End Fund

b. Closed-End Fund

c. Real Estate Investment Trust

(a) Open-End Fund: An open-end fund or mutual fund stands ready to buy back shares of the fund at any time the fund's shareholders want to sell, and they stand ready to sell new shares at any time that an investor wants to buy into the fund. With an open-end fund the number of shares can change frequently.  The price an investor pays for a share of an open-end fund is equal to the fund's net asset values (NAV).  
(b) Closed-End Fund: A Closed-end fund has a fixed number of non-redeemable shares sold at its initial offering.  Unlike an open-end fund, the closed-end fund does not stand ready to buy existing shares or sell new shares. The number of shares of a closed-end fund is therefore fixed. 
(c) Real Estate Investment Trust (REIT) is a fund that specializes in investing in real estate or real estate mortgages.  The trust acts as an intermediary, selling stocks and issuing debt instruments, then using the funds to invest in commercial and residential mortgage loans and other real estate securities.  

10. Define a unit-investment trust. Explain how a financial institution would set up a unit-investment trust with 10-year T-bonds with $100M par value selling at par as the underlying securities and with 100,000 certificates created.

A unit investment trust has a specified number of fixed-income securities that are rarely changed, and the fund usually has a fixed life.  A unit investment trust is formed by a sponsor who buys a specified number of securities, deposits them with a trustee and then sells claims on the security, known as redeemable trust certificates, at their net asset value plus a commission fee.  

The financial institution would purchase $100 million worth of 10-year Treasury bonds, place them in a trust, and then issue 100,000 redeemable trust certificates at net asset value of $1,000 plus commission: NAV = ($100,000,000/100,000)  = $1,000.  The financial institution’s sale of trust certificates provides the proceeds to purchase the $100 million of T-bonds. 

11. Explain how hedge funds are structured. What types of investments do they make?

Hedge funds are structured so that they can be largely unregulated. To achieve this, they are often set up as limited partnerships. By federal law, as limited partnerships, hedge funds are limited to no more than 99 limited partners each with annual incomes of at least $200,000 or a net worth of at least $1M (excluding home), or to no more than 499 limited partners each with a net worth of at least $5M. Many funds or partners are also domiciled offshore to circumvent regulations. Hedge funds acquire funds from many different individual and institutional sources; the minimum investments range from $100,000 to $20M, with the average investment being $1M.  

Investments: Hedge Funds use their funds to invest or set up investment strategies reflecting pricing aberrations. Many of these strategies involve bond positions. One of the most famous is that of Long-Term Capital who set up positions in T-bonds and long-term corporate bonds to profit from an expected narrowing of the default spread that instead widened. 

12. List the principal classifications of bond funds.

Bond funds can be classified as corporate, municipal, government, high-yield, global, mortgage-backed securities, tax-free, and money market. 

13. What are the primary investment objectives of the following: municipal bond fund, corporate bonds index fund, and money market fund?

(1) Municipal bond funds specialize in providing investors with tax-exempt municipal securities. 
(2) Corporate bond funds replicate the overall performance of a certain type of corporate bond, with a number of them formed to be highly correlated with a specific index such as the Shearson-Lehman index. 
(3) Money market funds are constructed with money market securities in order to provide investors with liquid investments.

14. Define:

a. Annuities 

b. Life Annuity 

c. Last Survivor's Annuity 
d. Fixed-Period Annuity 

e. Variable Annuity
f. Deferred Annuities 

(a) Annuities are provided by life insurance companies. They pay the holder a periodic fixed income for as long as the policyholder lives in return for an initial lump-sum investment. 
(b) Life annuity pays a fixed amount regularly until the investor's death. 
(c) Last survivor's annuity pays regular fixed amounts until both the investor and spouse die. 
(d) Fixed-period annuity or fixed annuity makes regular fixed payments for a specified period, with payments made to a beneficiary if the investor dies. 
(e) Variable annuity makes regular payments that are not fixed, but rather depend on the returns from the investments made by the insurance company. 
(f) Deferred annuities allow an investor to make a series of payments instead of a single payment.

15. Define a guaranteed investment contract, GIC. List some of its features of the generic GIC.

A guaranteed investment contract (GIC) is an obligation of an insurance company to pay a guaranteed principal and rate on an invested premium. 
Features:  (1) Lump-sum premium, (2) specified rate and compounding frequency, (3) lump-sum payment at maturity, and (4) maturities can range from one year to 20 years.

16. What would an investor/policyholder receive from investing $1M in a six-year guaranteed investment contract, GIC, paying 6% interest compounded semiannually? 

For a premium of $1M, the holder a six-year GIC paying 6% interest compounded semiannually $1,425,761 (=  $1M(1.03)12) in six years.

17. How does a guaranteed investment contract differ from an investment in a zero coupon debenture? 

A Guaranteed investment contract is similar to a zero coupon debenture issued by a corporation in that it requires an initial cash outlay and returns a known payment at maturity. It differs in terms of its claim in the case of default. A debenture holder is a general creditor, while a GIC holder is a policyholder who has a senior claim over the insurance company’s general creditors. 

18. What makes guaranteed investment contracts an attractive investment for pensions and other institutional investors?

The GICs provide pensions and other institutional investors an investment with a known payment and also one that always has a positive value to report; this contrast with bond investments whose values may decrease if interest rate increase. 

19. What is a separate account GIC contract?

Separate Account Contract (SAC) is a GIC contract in which the underlying securities are separated from other liabilities of the insurer and managed separately in a SAC. They are considered legally protected against the liabilities arising from other businesses of the insurance company. 

20. Define the following terms:

a. Bank Investment Contracts

b. Stable Investment Value

c. Bullet Contract

d. Window GIC

e. Floating-Rate GIC

(a) Bank Investment Contracts (BIC) are deposit obligations with a guaranteed rate and fixed maturity; they are similar to a GIC.  
(b) Stable value investment is the term used to describe investments in bank investment contracts and guaranteed investment contracts. 
(c) Bullet contract is the term used to describe a generic GIC. 
(d) Window GIC refers to a GIC that allows for premium deposits to be made over a specified period, such as a year; they are designed to attract the annual cash flow from a pension or 401(k) plan. 
(e) Floating-rate GIC contract is a GIC in which the rate is tied to a benchmark rate. 

21. What is the difference between a defined-benefit pension plan and a defined-contribution plan?

A define-benefit plan promises the employee a specified benefit when they retire. The benefit is usually determined by a formula.  The funding of define-benefit plans is the responsibility of the employer. A defined-contribution plan specifies what the employee will contribute to the plan, instead of what the plan will pay. At retirement, the benefits are equal to the contributions the employee has made and the returns earned from investing them. The employee’s contributions to the fund are usually a percentage of his income, often with the contribution, or a proportion of it, made by the employer.  

22. Comment on how well the investments of pension plans are diversified.

An insurance company, bank trust department, or investment company often acts as the trustee and investment manager of the fund’s assets. They typically manage a diversified portfolio.  In many contribution plans, the employee is allowed to determine the general allocation between equity, bonds, and money market securities in his individual accounts. Unfortunately, some companies have pension plans that encourage employees to invest exclusively in their own stock. 

23. Define the following:

a. Employee Retirement Income Security ACT (ERISA)
b. Pension Benefit Guaranty Corporation (PBGC or Penny Benny)


    c. Individual Retirement Accounts (IRAs)
(a) Employee Retirement Income Security ACT (ERISA) requires prudent management of pension fund's investments and requires that all private plans be fully funded, that is, that the assets and income cover all promised benefits. The act also ensures transferability of plans when employees change jobs, specifies disclosure requirements, and defines the minimum vesting requirements for determining eligibility. 
(b) Pension Benefit Guaranty Corporation (PBGC or Penny Benny) provides insurance for employee pension benefits up to a certain limit per year per person. 
(c) Individual retirement accounts (IRAs) are individual accounts in which the contributions qualify as tax deductible until they are withdrawn.  By tax laws established in 1962, self-employed people can contribute up to 20% of their net earnings to such accounts with the contribution being tax deductible from gross income.  Since the passage of the Economic Recovery Tax Act, any individual can also contribute up to specified amount of their earned income to an IRA with no taxes paid on the account until they are withdrawn.
24. Explain how financial institutions manage small IRA accounts as commingled funds.
Bank trust departments, insurance companies, and investment companies offer and manage individual retirement accounts and Keough plans.  For small accounts, these institutions often combine the accounts in a commingled fund, instead of managing each account separately.  A commingled fund is similar to a mutual fund.  For accounting purposes, individuals setting up accounts are essentially buying shares in the fund at their NAV and when they withdraw funds they are selling essential shares at their NAV. 
25. Define the following markets:

a. Eurobond 

b. Foreign Bond 

c. Internal Market or National Market
d.  External or Offshore Market 

e. Global Bond
(a) Eurobonds are bonds issued in a number of countries through an international syndicate. 
(b) Foreign bonds are bond of a foreign government or corporation being issued or traded in the local country.  
(c) Internal market or national market consists of the trading of both domestic bonds and foreign bonds locally. 
(d) External market or offshore market is where Eurobonds and Eurodeposits are traded. 
(e) Global bonds are bonds that are sold in both the external and internal markets. 

26. List some of the popular foreign bonds and their names.

(1) U.S. foreign bonds are referred to as Yankee bonds.

(2) Japan foreign bonds are called Samurai bonds.

(3) Spain foreign bonds are called Matador bonds. 
(4) United Kingdom foreign bonds are called Bulldog bonds. 
(5) Netherlands foreign bonds are called Rembrandt bonds.

27. Explain the significance of the Interest Equalization Tax and Foreign Withholding Tax in contributing to the growth of the Eurobond market.

Interest Equalization Tax: In 1963 the U.S. government imposed the Interest Equalization Tax (IET) on the price of foreign securities purchased by U.S. investors.  The tax was aimed at reducing the interest-rate difference between higher-yielding foreign bonds and lower-yielding U.S. bonds. Predictably, it led to a decline in the Yankee bond market. It also contributed to the development of the Euobond market as more foreign borrowers began selling dollar-denominated bonds outside the U.S. The IET was repealed in 1974. 
Foreign Withholding Tax: In the 1970s there was a U.S. foreign withholding tax that imposed a 30% tax on interest payments made by domestic U.S. firms to foreign investors.  There was a tax treaty, though, that exempted the withholding tax on interest payments from any Netherlands Antilles subsidiary of a U.S. incorporated company to non-U.S. investors. This tax-treaty led to many U.S. firms issuing dollar-denominated bonds in the Eurobond market through financing subsidiaries in the Netherlands Antilles. During this time, Germany also imposed a withholding tax on German DM-denominated bonds held by nonresidents. Even though the U.S and other countries with withholding taxes granted tax credits to their residents when they paid foreign taxes on the incomes from foreign security holdings, the tax treatments were not always equivalent. In addition, many tax-free investors, such as pension funds, could not take advantage of the credit (or could, but only after complying with costly filing regulations).  As a result, during the 1970s and early 1980s, Eurobonds were often more attractive to foreign investors and borrowers than foreign bonds. In 1984, the U.S. and Germany rescinded their withholding tax laws on foreign investments and a number of other countries followed their lead by eliminating or relaxing their tax codes. Even with this trend, though, the Eurobond market had already been established.  
28. Explain how Eurobonds are issued in the primary market through a syndicate?

A corporation or government wanting to issue a Eurobond will usually contact a multinational bank that will form a syndicate of other banks, dealers, and brokers from different countries.  The members of the syndicate usually agree to underwrite a portion of the issue, which they usually sell to other banks, brokers, and dealers. The multinational makeup of the syndicate allows the issue to be sold in many countries

29. Describe the secondary market for Eurobonds.

Market makers handle the secondary market for Eurobonds.  Many of them are the same dealers that are part of syndicate that helped underwrite the issue, and many belong to the Association of International Bond Dealers (AIBD).  This association oversees an international OTC market consisting of Eurobond dealers; it is similar to National Association of Securities Dealers, except that there is less government involvement.  An investor who wants to buy or sell an existing Eurobond can usually contact several market makers in the international OTC market to get several bid-ask quotes, before selecting the best one.

30. Explain the following features associated with Eurobonds:

a. Currency denomination

b. Non-registered (implication for US investors and issuers)

c. Credit risk

d. Maturities

e. Dual currency clauses

f. Option-currency Clause

(a) Currency Denomination: Dollar-denominated Eurobonds are the largest currency segment, comprising about 50% of the market in 1998; this is down from the 65% share such bonds had in 1985. In the future, more euro-dominated Eurobonds are expected to gain in popularity. 
(b) Non-Registered: Many Eurobonds are issued as bearer bonds. See answer to Question 31 for the implications of  this feature on U.S. investors and issuers. 
(c) Credit Risk: Compared to U.S. corporate bonds, Eurobonds have fewer protective covenants, making them an attractive financing instrument to corporations, but riskier to bond investors. Eurobonds differ in term of their default risk and are rated in terms of quality ratings. 
(d) Maturities: The maturities on Eurobonds vary. Many have intermediate terms (2 to 10 years), referred to as Euronotes, and long terms (10-30 years), called Eurobonds. There is also short-term Europaper or Euro CP. 
(e) Dual Currency Clause: Eurobond that pays coupon interest in one currency and principal in another. 
(f) Option Currency Eurobond offers investors a choice of currency; for example, a sterling/Canadian dollar bond gives the holder the right to receive interest and principal in either currency.

31. How does the U.S. security law requiring the registration of bond investors apply to the issuing of non-register Eurobonds by corporations? How does the law apply to U.S. investors?

In 1984, U.S. corporations were allowed to issue bearer bonds directly to non-U.S. investors. To accommodate U.S. investors, the SEC allows U.S. investors to purchase non-registered Eurobonds bonds after they are ‘seasoned.’ Thus, U.S. investors are locked out of initial offerings of Eurobonds, but can acquire them in the secondary market. 

32. What are some of the differences foreign investors would find when they buy domestic bonds?

In a number of countries, banks, instead of investment bankers underwrite new bonds.  In the secondary market, some countries trade bonds exclusively on exchanges, while others trade bonds on both the exchanges and through market makers on an OTC market.  Bonds sold in different countries also differ in terms of whether they are sold as either registered bonds or bearer bonds.  A foreign investor buying a domestic bond may also be subject to special restrictions. These can include special registrations, exchange controls, and foreign withholding taxes.  
33. Define the following:

a. Emerging Market Debt

b. Cross-Border Risk

c. Sovereign Risk

(a) Emerging Market Debt: Emerging markets include Latin America, Eastern Europe, Russia, and a number of Asian countries, and their sovereign debt includes Eurobonds, bonds they offer and trade domestically, performing loans that are tradable, and Brady bonds (sovereign bonds issued in exchange for rescheduled banks loans). 
(b) Cross-Border Risk: risk on investments in foreign securities related to political, social, and economic conditions. 
(c) Sovereign Risk: Risk on investments in foreign securities related to the government not able, or in some cases not willing, to service its debt. 
34. Explain the following:

a. Brady Bonds 

b. Brady Plan

c. Countries with Brady Bonds

d. Brady Bond Investors

(a) Brady Bonds are bonds issued by a number of emerging countries in exchange for rescheduled bank loans. The bonds were named after U.S. Treasury Secretary Nicholas Brady. They were created as part of a U.S. government program started in 1989 to address the Latin American debt crisis of the 1980s.  
(b) Brady Plan: The plan allowed debtor countries to exchange their defaulted bank debt for Brady bonds or restructured loans at lower rates. In return for this debt relief, the countries agreed to accept economic reforms proposed by the International Monetary Funds. While there is some variations in plans, the basic Brady plan offered creditor banks two choices for the nonperforming loans of emerging countries they were carrying: (1) a discount bond issued below par (e.g., 50% or 65% of par) in exchange for the original loan or a discount bond paying a floating rate tied to the LIBOR plus 13/16 in exchange for fewer bonds than the original loan; (2) a bond issued at par and paying a below market coupon in exchange for the original face value of the loan. The principal on a Brady bond was secured by a U.S. Treasury security and the interest was backed by investment grade bonds, with the guarantee rolled forward from one interest payment to the next if the collateral was not used.  
(c) Market: The first country to accept a Brady plan was Mexico who used it in 1989 to restructure its approximate $50 billion in foreign debt to commercial banks.  Seventeen countries with significant debt repayment problems have taken advantage of the Brady plan. As of 1999, the total Brady debt was approximately $114 billion, with Brazil, Mexico, Venezuela, and Argentina accounting for approximately 73% of the debt. 
(d) Brady Bond Investors: When they were introduced, the initial holders of Brady bonds were the creditor banks.  With the principal and interest guarantees and the potentially high returns, the bonds were attractive investments to hedge funds, global bond funds, growth funds, and emerging market funds. As a result, many banks sold their Brady bonds to non-bank institutional investors who are now one of the primary holders. 
35. Define the Eurocurrency market. What is the fundamental factor contributing to the growth of this market?

The Eurocurrency market is a market in which funds are intermediated (deposited or loaned) outside the country of the currency in which the funds are denominated.  For example, a certificate of deposit denominated in dollars offered by a subsidiary of a U.S. bank incorporated in the Bahamas is a Eurodollar CD.  Similarly, a loan made in yens from a bank located in the U.S. would be an American‑yen loan.  

The Eurocurrency market is one of the largest financial markets. The underlying reason for this is that Eurocurrency loan and deposit rates are often better than the rates on similar domestic loans and deposits because of the differences that exist in banking and security laws among countries. Foreign lending or borrowing, regardless of what currency it is denominated in and what country the lender or borrower is from, is subject to the rules, laws, and customs of the foreign country where the deposits or loans are made.  Accordingly, if a country's banking laws are less restrictive, then it is possible for a foreign bank or a foreign subsidiary of a bank to offer more favorable rates on its loans and deposits than it could in its own country by simply intermediating the deposits and loans in that country.  

36. Comments on how the following events impacted the historical development of the Eurocurrency market:

a. USSR 

b. Fixed exchange rate system, 

c. U.S. banks circumventing U.S. bank laws

d. Petrodollars

e. Offshore Centers

(a) In the 1950s the Soviet Union maintained large dollar deposits in U.S. banks in order to participate in world trade. However, poor political relations, as well as U.S. claims on the Soviet Union originating from the Lend‑Lease Policy, led to fears by the Soviet Union that the U.S. government could expropriate their deposits.  As a result, the U.S.S.R. transferred their dollar deposits to banks in Paris and London, thus creating the first modern-day Eurodollar deposit. 
(b) Under the old Bretton Wood's exchange rate system, the Central Banks of many countries maintain holding of currencies in order to intervene into the foreign currency market to support their exchange rate. The dollar was the major currency held by central banks. This contributed to dollar deposits outside the U.S..
(c) In the mid‑1960s U.S. banks began to go after Eurodollar deposits and loans by establishing foreign subsidiaries. What attracted many U.S. banks to the Eurodollar market were the opportunities around Federal Reserve rules.  
(d) In the late 1970s, many oil-exporting countries used the Eurodollar market, depositing large dollar deposits.  Some of these petrodollars were used to make loans to oil-importing counties, leading the dollar deposits from oil revenues to be recycled. 
(e) By the 1980s, the Eurodollar market had become the second largest market in the world, extending beyond Europe and intermediating in currencies other than the dollar.  Accordingly, the market gave rise to the offshore banking centers in such areas as Nassau, Singapore, Luxembourg, and Kuwait.  These areas had less‑restrictive banking laws and thus became a place for intermediation between both foreign lenders and foreign borrowers.

37. What is the interbank Eurocurrency market? 

The interbank Eurocurrency market is a market where Eurocurrency deposits are bought and sold. For example, a bank holding a $10M Eurocurrency deposit might sell the deposit at a discount to a London Eurobank who might be arranging a $100 million by buying Eurocurrency deposits. 

38. Define the London Interbank bid rate (LIBID) and London interbank offer rate (LIBOR).

(1) London interbank bid rate (LIBID) is the rate paid on funds purchased by large London Eurobanks in the interbank market. (2) London interbank offer rate (LIBOR) is the rate on funds offered for sale by London Eurobanks in the London interbank market. This rate is commonly used to set the rate on bank loans, deposits, and floating-rate notes and loans. 

39. List some of the features that characterized Eurocurrency loans? 

(1) Many are backed by letters of credit.

(2) Some have a bank line of credit securing them. 

(3) Some have currency clauses. 

(4) Many large Eurocurrency loans are provided by a syndicate. 

(5) Rates can be fixed or floating.

40. Describe the Interbank Foreign Exchange Market.

Interbank Foreign Exchange Market: This market consists primarily of major banks that act as currency dealers, maintaining inventories of foreign currencies to sell to or buy from their customers (corporations, governments, or regional banks). The banks are linked by a sophisticated telecommunication system and operate by maintaining accounts with each other, enabling them to trade currency simply by changing computerized book entries in each other's accounts.
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