CHAPTER 11
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CHAPTER OBJECTIVE
Chapter 11 examines the three financial markets--Eurocurrency, international bond, and equity--that allow companies to serve customers around the world. We discuss the four key aspects of the Eurocurrency market: the creation of Eurodollars, Eurodollar instruments, Euronote issue facilities, and the Eurocurrency interbank market. We also discuss the creation and the emergence of the Asian currency market. Because international debt and equity are discussed in this chapter, we also present current trends in capital flows to developing countries.  
Key Terms and Concepts

Eurocurrency market consists of banks that accept deposits and make loans in foreign currencies outside the country of issue.

Eurodollar could be broadly defined as dollar-denominated deposits in banks all over the world except the United States.

Certificate of deposit (CD) is a negotiable instrument issued by a bank.

Revolving credit is a confirmed line of credit beyond one year. 
London interbank offered rate (LIBOR) is British Banker's Association average of interbank offered rates for dollar deposits in the London market based on quotations at 16 major banks.

Euro interbank offered rate (EURIBOR) is European Banking Federation-sponsored rate among 57 euro-zone banks.  
Euronote issue facilities (EIF) are notes issued outside the country in whose currency they are denominated.

Euronotes are short-term debt instruments underwritten by a group of international banks called a "facility".

Euro commercial paper (ECP) are unsecured short-term promissory notes sold by finance companies and certain industrial companies.

Euro-medium-term notes (EMTNs) are medium-term funds guaranteed by financial institutions with the short-term commitment by investors.

Contagion, as used in this chapter, is where problems at one bank affect other banks in the market.
Bank for International Settlements is a bank in Switzerland that facilitates transactions among central banks.

Federal funds are reserves traded among US commercial banks for overnight use.
Universal bank is one in which the financial corporation not only sells a full scope of financial services but also owns significant equity stakes in institutional investors.
Keirutsu is a Japanese word that stands for a financially linked group of companies that play a significant role in the country's economy.  

Asian Currency Units (ACUs) is a section within a bank that has authority and separate accountability for Asian currency market operations.

International capital market consists of the international bond market and the international equity market.

International bonds are those bonds that are initially sold outside the country of the borrower.

Foreign bonds are bonds sold in a particular national market by a foreign borrower, underwritten by a syndicate of brokers from that country, and denominated in the currency of that country.

Eurobonds are bonds underwritten by an international syndicate of brokers and sold simultaneously in many countries other than the country of the issuing entity.
Global bonds are bonds sold inside as well as outside the country in whose currency they are denominated.

European Currency Unit (ECU) was a weighted value of a basket of 12 European Community currencies and the cornerstone of the European Monetary System; the euro replaced the ECU as a common currency for the European Union in January 1999. 

Currency-option bonds are bonds whose holders are allowed to receive their interest income in the currency of their option from among two or three predetermined currencies at a predetermined exchange rate.

Currency-cocktail bonds are those bonds denominated in a standard "currency basket" of several different currencies.

Amortization method refers to the retirement of a long-term debt by making a set of equal periodic payments.
Warrant is an option to buy a stated number of common shares at a stated price during a prescribed period.

Zero-coupon bonds provide all of the cash payment (interest and principal) when they mature.
Primary market is a market where the sale of new common stock by corporations to initial investors occurs.
Secondary market is a market where the previously issued common stock is traded between investors.

Privatization is a situation in which government-owned assets are sold to private individuals or groups.

ANSWERS TO END-OF-CHAPTER QUESTIONS
1.
Explain the globalization of financial markets. 

The globalization of financial markets refers to the increasing integration of world financial markets. Markets for foreign securities, foreign exchange trading, interbank borrowing and lending, and other cross-border financial activities operate continuously around the clock and around the world. This globalization involves both a harmonization of rules and a reduction of barriers that will allow for the free flow of capital among countries and permit all firms to compete in all markets.

2.
How has technology affected the globalization of financial markets?

Recent technological innovations in such areas as data processing and telecommunications have significantly reduced the costs of gathering, processing, and producing information from anywhere in the world. Such technological improvements have facilitated the process of arbitrage across national financial markets, which in turn brought prices of securities  with similar risks and returns closer together and turned the world into a vast interconnected market. 

3.
Why has the Eurocurrency market grown so rapidly?   

The Eurocurreny market has grown rapidly mainly due to the existence of various US regulations that have raised costs and lowered returns on domestic banking transactions. In other words, the Eurocurrency market has become popular because of the absence of restrictions which have led to attractive deposit rates for savers and attractive loan rates for borrowers.

4.
If Germany imposes interest-rate ceilings on German bank deposits, what is the likely effect on the Euromark interest rate of this regulation?

If Germany imposes interest-rate ceilings on German bank deposits, holders of German marks will shift some of their deposits into the Euromark market to earn a higher rate. Because the supply of Euromarks increases relative to the demand for marks, the Euromark interest rate should fall. 

5.
Why have bank regulators and market analysts expressed some concern about the stability of the interbank market?

Regulators and analysts have expressed concern about the stability of the interbank market for two reasons. First, interbank funds have no collateral. Second, central bank regulations are inadequate. These two factors expose the interbank market to "contagion" where problems at one bank affect other banks in the market. 

6.
What is the difference between Eurobonds and foreign bonds?

Eurobonds are bonds which are underwritten by a multinational syndicate of banks and sold simultaneously in many countries other than the country of the issuing entity. Foreign bonds are bonds which are sold in a particular country by a foreign borrower, and underwritten by a syndicate of members from that country; foreign bonds are denominated in the currency of that country.  


7.
What is the difference between currency-option bonds and currency-cocktail bonds?

Currency-option bonds are bonds that allow the holders to receive their interest income in the currency of their option from among a number of predetermined currencies at a predetermined exchange rate. Currency-cocktail bonds are those bonds denominated in a standard "currency basket" of several different currencies.

8.
Describe two new instruments: Euronotes and global bonds.

Euronotes are notes issued outside the country in whose currency they are denominated. Euronotes consist of Euro-commercial paper (ECPs) and Euro-Medium-term notes (EMTNs). Commercial papers are unsecured short-term promissory notes issued by finance companies and some industrial companies. EMTNS are medium-term funds guaranteed by financial institutions with the short-term commitment by investors. Global bonds are bonds sold inside as well as outside the country in whose currency they are denominated. For example, dollar-denominated bonds sold in New York and Tokyo are called dollar global bonds. 

9. Explain the Basle Accord of 1988.

The Basle Committee, under the auspices of the Bank for International Settlements and the central-bank governors of the Group of Ten countries, reached an agreement on minimum standards in 1988 for international banks and their cross-border activities. This agreement established an international bank capital standard by recommending that globally active banks had to maintain capital equal to at least 8 percent of their assets by the end of 1992. These days many countries around the world require their banks to comply with this standard to protect against future failures.

10. What is the major difference in the role of commercial banks in corporate governance between the United States and Japan?

In the United States, increasing restrictions on commercial banking have compelled banks to play a minor role in corporate governance. Traditionally, US banks have faced the following prohibitions on equity-related activities. First, banks cannot own stock for their own account. Second, banks cannot actively vote shares held in trust for their banking clients. Third, banks cannot make a market in equity securities. Fourth, banks cannot engage in investment banking activities. 


However, banks have been the main source of capital in Japan and thus have played a larger role in firms' affairs. Japanese banks play an active role in corporate governance for several reasons. First, the Bank of Japan provides major industries with long-term loans at favorable rates through commercial banks. Second, Japanese banks have ample funds for loans because of the country's high savings rates and huge trade surpluses. Third, there are a few restrictions on commercial banking in Japan.

11. How can a government privatize state-owned companies?

Privatization takes many forms. First, a government sells sate-owned companies directly to a group of ultimate investors. Second, the government divests itself of a company it owns through public offerings of equity in the primary market. Third, the government may sell residual stocks of partly privatized companies in the secondary market. Finally, other privatization methods include leasing, joint ventures, management contracts, and concessions.

12. In April 2003, the Basel Committee on Banking Supervision released for public comment the new Basel Capital Accord, which will replace the 1988 Capital Accord. What are the three pillars of this new proposal? 

This proposal consists of three pillars: minimum regulatory capital requirements that expand upon those in the 1988 Accord, direct supervisory review of a bank's capital adequacy, and the increased use of market discipline through public disclosure to encourage sound risk management practices.
 13.
What are some reasons for a company to crosslist its shares? 
A company hopes to: (1) allow foreign investors to buy their shares in their home market; (2) increase the share price by taking advantage of the home country’s rules and regulations; (3) provide another market to support a new issuance in the foreign market; (4) establish a presence in that country in the instance that it wishes to conduct business in that country; (5) increase its visibility to its customers, creditors, suppliers, and host government; and (6) compensate local management and employees in the foreign affiliates.
14.      The World Bank highlighted three aspects of the recent developing-country shift   

from debt to equity in its 2003 Global Development Finance. Briefly describe  these three aspects of the shift. 
First, the shift is partly driven by investor preferences. Debt investors have become more wary of holding debt claims on developing countries, while MNCs have increasingly come to believe that the developing world offers significant growth opportunity. Second, the shift is privately driven by the preferences of developing country policymakers. To protect against debt crises, such as the Asian financial crisis of 1997, countries have strengthened their precautionary reserve holdings and shifted their liabilities to more stable form of investment, especially FDI. Finally, on balance, the shift is a positive development. This rotation from debt to equity is best seen as a constructive development because it puts development finance on a stable footing.   

ANSWERS TO END-OF-CHAPTER PROBLEMS
1.

          Acquired        Required
        Excess       Amount Bank 

Bank              Reserves        Reserves        Reserves
   Can Lend

Bank 1

$100.00
$20.00

$80.00

$ 80.00

Bank 2

    80.00
16.00

  64.00

   64.00

Bank 3

   64.00
 12.80

  51.20

   51.20

Bank 4

   51.20
 10.24

  40.96

   40.96

Bank 5

   40.96
  8.19

  32.77

   32.77

Bank 6

   32.77
  6.55

  26.22

   26.22

Bank 7

   26.22
  5.24

  20.98

   20.98

Bank 8

   20.98
  4.20

  16.78

   16.78

Bank 9

   16.78
  3.36

  13.42

   13.42

Bank 10
   13.42
  2.68

  10.74

   10.74

Bank 11
   10.74
  2.15

    8.59

     8.59

Bank 12
     8.59
  1.72

    6.87

     6.87

Bank 13
     6.87
  1.37

    5.50

     5.50

Other Banks       17.67
  4.30

  21.97

   21.97
       Total amount loaned             



$400.00

2.

Assets                                                  Liabilities and Net Worth

                                        1         2                                                 1            2

Reserves
4,400
4,400
4,000
Demand  

Securities
7,600
7,600
7,600
Deposits
20,000   20,400   20,000

Loans

8,000
8,400
8,400                                                                      

2a.
$400 (reserves of $4,400 - required reserves of $4,000)

2b.
The supply of money increases by $400.

2c.
See Column 2.

2d.
The banking system increases the money supply by a multiple of its excess reserves. The money supply will increase by $2,000 (excess reserves of $400/reserve ratio of 0.20).

2e.
A borrower may hold a part of the loan in cash, and the recipient of a check drawn by the borrower may present it at his bank to be redeemed partially or wholly in currency rather than added to his demand deposit account. Our analysis of the commercial bank's ability to create money by lending was based on the assumption that commercial banks are willing to meet precisely the legal reserve requirements. Most banks arrange to have a safety margin of excess reserves. Such additions to a bank's excess reserves would reduce the overall credit expansion potential of the banking system.

2f.
The maximum amount of Eurodollar expansion = [$2,000 (1 - 0.05)/0.05] = $38,000.

3.
Bond value  =  $1,000 / (1+0.16)15   =  $108

4a.
Bond value  =  $1,000 / (1+0.10)10   =  $386

4b.
Bond value  =  $1,000 / (1+0.08)10   =  $463

4c.
Bond value  =  $1,000 /  (1+0.12)10  =  $322

5.
Stock price = $3.60/0.12 = $30

ANSWERS TO END-OF-CASE QUESTIONS
1.
What is a bubble?

A bubble is defined as any deviation of an asset's price from its fundamental value. "Asset" is broadly defined to include stock, bond, foreign exchange, commodity, and other asset. We may think of an asset's price as consisting of two components: one associated with market fundamentals and the other representing the bubble. Stocks, bonds, foreign exchange, and other assets frequently exhibit large fluctuations due to a bubble. The bubble theory suggests that assets may go through periods of under- and overvaluation relative to fair market values. One reason for this may be investor overreaction.

2.
Japanese investors and policy makers believed that US financial markets were in a bubble. On the other hand, most Americans thought that US financial markets reflected market fundamentals. Why were Japanese people so sensitive to asset bubbles? 

In Japan, understandably, people are highly sensitive to asset bubbles because the country suffered through the boom and bust of real estate and equities prices throughout the 1990s. For example, the Nikkei Stock Index of Japan reached 39,000 by the end of 1989, but the index has fluctuated somewhere between 12,000 and 18,000 since then. Japan's share of world output in dollar terms fell from 19 percent in 1989 to 12 percent in 1999. 

3.
Why did most Americans think that US financial markets reflected market fundamentals?

Most Americans were convinced that the US economy was far more resilient than Japan's was in the 1980s. They argue that a substantial portion of the foreign investment has been used to finance American investment in competitive businesses. The equities boom of the 1990s has made tens of millions of American wealthier. In addition, rising real income has pretty much kept pace with spending. 

4.
List and discuss a number of major differences between the US economy and Japan’s economy. 
First, the shock of the stock market burst is smaller in the US. Only the technology-intensive NASDAQ has had a decline in Japan’s league. Broader market measures, such as the Dow Jones Industrial Average and the Standard & Poor’s 500, have not declined as much. Second, a protracted slide in real estate prices has been a hallmark of the Japanese stagnation, but real estate deflation is not part of the US picture and does not look as if it will be. Some economists credit the Federal Reserve for lowing interest rates more aggressively than the Bank of Japan. Third, US productivity picked up quickly after its asset price burst. In Japan, productivity growth had been sluggish for a decade. It may be because the US labor market is more flexible. It took two years for the US unemployment rate to increase 2 percentage points, whereas it took seven years for Japan to make the same adjustment after the burst. Finally, the United States has diversified sources of corporate funding, whereas Japanese companies rely mostly on banking. A shock to the banking sector does not influence the rest of the US economy as much as it does in Japan. 

5.
Describe Japanese-style capitalism that had worked well up until 1990. How does Japan try to revive its sluggish economy?

Up until 1990, Japan was held as an icon. Its typical blend of high savings and investment rates, export-oriented businesses, restricted domestic markets, government capital allocation, and controlled financial systems were hailed as ideal ingredients for the economic growth of many countries around the world. Well, this government-directed capitalism turned out to be outdated in the 1990s when a sophisticated new economy, characterized by information and global competition, surfaced. Now Japan tries to revive its sluggish economy through a complete redesign of its economic system based on Anglo-American style capitalism, which promotes competition, reduces government influence, and gear the capitalism to serve consumers, not producers. 

6.
The web site of the US State Department www.state.gov/background_notes and the web site of the US Central Intelligence Agency www.odci.gov/cia/publications/factbook provide a variety of economic information about most countries around the world. Use these two websites to perform a comparative economic analysis of the United States and Japan.
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