Euro Dollar Markets
*Trade Eurodollar Futures at Trade Center, Inc.
Eurodollars are U.S. dollars on deposit in commercial banks located outside of the United States.

Eurodollars deposits play a major role in the international capital market, and they have long served as a benchmark interest rate for corporate funding. 
The Eurodollar futures contract reflects the London Interbank Offered Rate (LIBOR) for a three-month, $1 million offshore deposit. Eurodollar deposits are direct obligations of the commercial banks accepting the deposits and are not guaranteed by any government. Although they represent low-risk investments, Eurodollar deposits are not risk-free 
CME developed and launched Eurodollar futures in 1981, and since then Eurodollar futures has evolved into one of the world’s most innovative and popular contracts—and is now the most actively traded futures contract in the world with open interest recently surpassed the four million mark. 
In 2003, approximately 310 million Eurodollar futures and options on futures traded at CME, which was the contract’s busiest year since it began trading. Eurodollar volume on the GLOBEX electronic platform also continues to build, demonstrating solid performance and reliability in electronic trading. 
CME Eurodollar futures are cash-settled, therefore, there is no delivery of a cash instrument upon expiration because cash Eurodollar time deposits are not transferable. 
Eurodollar futures contract size has a principal value of $1,000,000 with a three-month maturity. Eurodollar futures move in 1 point increments, or .01, equaling $25. The Eurodollar tick reflect the dollar value of a 1/100 of one percent change in a $1 million, 90-day deposit, determined by the following equation: 
$1,000,000 notional value x .0001 x 90/360 = $25.
Trading can also occur in minimum ticks of .0025, or ¼ ticks, representing $6.25 per contract and in .005, or ½ ticks, representing $12.50 per contract. Eurodollar contracts trade Mar, Jun, Sep, Dec; Forty months in the March quarterly cycle, and the four nearest serial contract months 
Since the Eurodollar contract’s inception, it has become one of the most versatile trading vehicles offered on the listed markets, offering numerous opportunities for hedgers and arbitrageurs. The contract’s exceptional growth and its adaptability and versatility continues to evolve due to nonstop enhancements. As a result, today’s Eurodollar contract offers even more trading opportunities. 
Besides Eurodollar futures and options on futures, CME also developed the following as part of the Eurodollar contract:
*Eurodollar Bundles: 

allow traders to simultaneously buy or sell a consecutive series of Eurodollar futures in equal proportions beginning with the front quarterly contract. 
*Eurodollar Packs:

simultaneous purchase or sale of an equally weighted, consecutive series of four Eurodollar futures, quoted on an average net change basis from the previous day’s close. 
*Serial Eurodollars:

identical to quarterly Eurodollar futures with the exception of expirations dates. Serial Eurodollars expire in months other than those in the March, June, September and December quarterly cycles.

*Eurodollar Futures:

*Contract Specification for Eurodollar Futures 

Trade Unit: 
Eurodollar Time Deposit having a principal value of $1,000,000 with a three-month maturity.    
      
Point Descriptions:  
1 point = .01 = $25.00    
      
Contract Listing:  
Mar, Jun, Sep, Dec, Forty months in the March quarterly cycle, and the four nearest serial contract months.    
              

Product Code: 
  Clearing=ED    
  Ticker=ED    
  GLOBEX=GE      
Trading Venue:
 Floor      
 Hours: 

 7:20 a.m.-2:00 p.m.Holidays LTD (Monday 5:00 a.m.)        
Minimum Fluctuation: 
  Regular  0.01=$25.00        
  Half Tick  0.005=$12.50        
  Quarter  0.0025=$6.25 for nearest expiring month.
Ref. [www.answers.com(2-8-2007)]
*US monetary aggregates, income velocity and the euro-dollar market:

April 1980

Introduction 

The basic premise of monetarist doctrine is the proposition, lent support by extensive empirical research, that the income velocity of money behaves in an essentially stable way. That is, technically expressed as a "money demand function", the demand for money has been found in a number of countries to be closely, and principally, related to changes in interest rates and the level of income. Broadly speaking, rising interest rates, at short and/or long term, tend to reduce money demand by inducing a shift towards alternative financial assets, while rising income leads to an increase in the demand for cash balances for transactions purposes. In the monetarist view, control over the money stock is therefore seen as the most effective way, making allowance for variable and sometimes lengthy lags, of controlling final demand and, in particular, the price level. Moreover, the monetary authorities in various countries, though rather more sceptical of the stability of money demand, have used estimates of money demand functions, together with projections of actual and desired levels of final demand, in formulating policies with respect to money growth.

In the inflationary environment of the 1970s the monetarist approach to economic stabilisation would appear to have found increasingly wide support. Yet its basic theoretical premise - the stable demand for- money function - has seemed at times, in different countries, to rest on shifting sands. Previous demand-for-money relationships have tended to break down as a result of rapid institutional and technological change and the growing sophistication of both bank and nonbank market participants in cushioning themselves against the impact of monetary control provisions or circumventing such measures. Problems have arisen not only in the choice of appropriate operating and intermediate target variables but also with regard to the technical control instruments themselves. At the same time, new questions have been posed concerning the appropriate definition and identification of monetary aggregates for purposes of monetary control.

This broad set of issues also has an important international dimension. It is widely accepted that claims held in the Euro-currency market, to the extent that they are not already counted in national money supplies, may serve as a substitute for domestic liquid balances. It is asserted, in particular, that a certain proportion of Euro-currency assets should, to all intents and purposes, be viewed as the equivalent of domestic liquidity. The failure to treat it as such statistically (and to exercise some control over it) may mean that income velocity measured in terms of the domestic aggregates can at times increase faster than would otherwise be the case. One clear expression of this view has been given by Governor Wallich of the Federal Reserve Board, who has estimated that the monetary-type volume of Eurodollar claims which should be added to the US monetary aggregates amounts to about $50 billion and is growing at the rate of about 25 per cent, a year. He concludes that: 

	"... if monetary authorities focus exclusively on the growth of domestic aggregates, ignoring the effects of the more rapid growth of liabilities to non-banks that is occurring in the Euro-currency market, they may facilitate more expansionary and more inflationary conditions than they intend, or may be aware of. Indeed, there is a risk that, over time, as the Euro-currency market expands relative to domestic markets, control over the aggregate volume of money may increasingly slip from the hands of central banks."


These broad issues, domestic and international, pose analytical problems of kinds which cannot easily be taken into account in the usual demand-for-money analysis. On the international side, there is no easy answer to the question whether individual countries should include some portion of Euro-currency claims in their national money supplies and, if so, to what extent. Moreover, on the domestic side it would appear that factors relating to competition and equity have, independently of interest rates as such, significantly influenced the changing pattern of financial intermediation. This would seem to be true both of changes in the regulatory framework and of the development of new financial instruments and payments practices. In some countries, particularly the United States, the banks' recourse to "liabilities management", with a view to minimising the cost and increasing the availability of funds, is a special case in point.

For these reasons, I have found it helpful, as an alternative to the conventional demand-for-money approach, to use a broader, if less rigorous, income-velocity framework - one which can be more directly related to changing patterns of financial intermediation. The paper draws primarily on the experience of the United States, for which comprehensive data on sectoral flows of funds are available. Among other things, it examines some of the links between the Euro-dollar market and US domestic monetary conditions.

In terms of its theoretical foundations, the analysis in this paper leans towards those views which place emphasis on the demand for credit as distinct from the demand for money. Basically, it sides with the Gurley/Shaw "new view" of financial markets, which stresses the need for a financial policy designed to enhance credit creation over financial markets as a whole instead of a monetary policy focusing on the control of specific banking-sector monetary liabilities. On the banking-sector level, the approach is consonant with the "European" (and IMF) view of money creation, which underlines the relative exogeneity of changes on the assets side of the banks' balance sheet: credit to the private sector, credit to the public sector and net foreign assets. A closely related view, of course, is the "monetary approach to the balance of payments", which highlights the role of external flows in equating money-supply creation, as it derives from domestic credit expansion, to the actual demand for money.

The evidence presented in this paper suggests that since the 1960s, in contrast to earlier years, changes in the income velocity of M, in the United States can be ascribed largely to variations in the growth of total domestic credit-market debt in relation to the money stock. In behavioural terms it would appear historically that the income velocity of total credit, i.e. the relationship between financial wealth and income, has become increasingly stable. From the early 1960s onwards the ratio of total credit-market debt to gross national product fluctuated fairly narrowly around a zero trend, even declining slightly during later years when the Euro-dollar market was growing very rapidly. With regard to the domestic expenditure effects of the Eurodollar market, this behaviour suggests one of two things. On the one hand, viewed independently of US credit-market developments, it could mean that any marginal influence that increased non-bank holdings of Euro-dollar claims have been up to now at the domestic level deflationary rather than inflationary. On the other hand, viewed in conjunction with US credit-market developments, it could mean that US monetary conditions have given sufficient encouragement to domestic credit creation and net expenditure abroad to outweigh any domestic expenditure effects deriving from the growth of non-bank Euro-dollar activity. 

Ref.[www.easy-forex.com 9-7 2007.]
*THE HISTORICAL DEVELOPMENT OF THE EURO-DOLLAR MARKET: 

Introduction: 
The development of the Euro-dollar market* (see endnote) can arguably be described as one of the most important transformations in international financial activity. However, very little is known or written about its origins. This paper will explain some of the controversies that have surrounded the market?s development. What are the factors and the main issues that appear to have been relevant to the market?s development? Using an analytical framework, several concepts will be introduced involving, the size of the Euro-dollar market, the factors responsible for the growth of the Euro-dollar market, and a brief history of international finance, looking at the historical perspective from the late 1950s to the early 1970s. As it seems that these very concepts has important implications for how factors are interpreted when considering the ?actual? origins of its early development.

Abrief history of the Euro-dollar Market :

Many developments in the 1960s-1970s coincided with the birth and expansion of the Euro-markets. This had became a key means through which the City of London could sustain its position as an international financial centre, as well as a means for US banks to develop their international business and avoid many of the capital controls imposed in the USA in the 1960s. The Euro-markets were the first relatively free international capital and money markets, to be created after the Second World War, and the emergence of the market has been crucial to the internationalisation of money capital. As both Susan Strange and Jeffry Frieden have shown that, the creation and growth of this market was a product of the US and UK government policy. The off-shore governments now constitute a huge wealth of mobile capital, which is serving to erode the ?international and domestic, economic and political underpinnings of the post-war world order? . 

Political support for the off-shore markets in the 1960s stemmed from their growing importance in the short and long term financing of the operations of the international multinational firms, many of whom had influence in US politics in the 1960s. Due to the openness of the City of London, the markets grew quickly, creating a similarity of interests between the City and New York finance. However, Helleiner argues , that the Euro-dollar market was a means for the US government to allay fears concerning ?seigniorage? gains accruing from the dollar, because the market was outside the direct control of the USA. Also, the Euro-dollar market became attractive to the oil-exporting states, who deposited their massive increased earnings in the London offshore markets, whose value expanded ?to over $1 trillion ($1000 billion) by 1994. Its appeal for the oil states was that it was apparently beyond the reach of the US government; it was movable, it was secret; and it paid a handsome and floating rate of interest? . The growth of the markets was paralleled by an enormous exploitation in the demand for and supply of credit, even when real interest rates rose dramatically in the 1980s. 

A key time was in the early 1970s, between the USA and the other major states . The USA wanted to implement a more fully liberal financial system, whereas the others favoured collective action and more substantial international co-operation. The USA sought to devalue its foreign debts by a dollar depreciation, and force other countries to expand to absorb increases in US exports (this was the 1971 strategy, which was repeated in 1985 and again in 1992). Other countries were forced to accept the implications of the new US unilateralism, because of the renewed centrality of the USA in the global political economy. In particular, to the US centrality in the international financial system, which was caused by the international role of the dollar as the major reserve currency and international unit of account; by the depth and liquidity of the US financial markets; and the fact that the offshore markets were largely Euro-dollar markets . 

Thus, due to the aggressive and unilateral approaches, the USA was able to sustain its ability to pursue a relatively autonomous macro-economic policy, with foreigners underwriting US deficits, by holding dollars, as well as to internationalise the costs of US adjustment (in relation to the oil shocks of the 1970s). An interesting point was made by Helleiner, citing a CIA report arguing that, the USA would receive the majority of OPEC funds for precisely those reasons, and that therefore OPEC, like Europe and Japan in the 1960s, would in effect support US policy autonomy . 

Britain strongly supported the early growth of the Euro-dollar market in London. This provided an ?off-shore? regulation-free environment in which to trade financial assets denominated in foreign currencies, predominately dollars. In a world of extensive capital controls, it acted as a kind of ?adventure playground? for private bankers, marking a significant break from the tightly controlled pattern of financial relations characteristic of the world political economy since the war . 

British support for the Eurodollar market was crucial, because it provided a physical base for the market, permitting it to operate in London, free from regulation. This support stemmed from a kind of a hegemonic ?lag? in the British state, in which financial officials and institutions, (particularly the Bank of England), remained strongly committed to promoting London?s role as an international financial centre, long after Britain?s days of financial predominance was over . As British capital markets were required upon the international use of sterling to defend the country?s weak balance of payments in the 1950s and 1960s, British officials recognised that London?s internationalism could best survive by allowing bankers to operate in foreign currencies, especially the US dollar. Once the market emerged, they actively supported its growth. 

The 1970s saw several states granting market actors an extra degree of freedom by fully abolishing their systems of capital controls, such an example is the UK in 1979, and the US in 1974. This marked the beginning of the liberalisation trend. The UK?s decision stemmed in part from the strong neo-liberal orientation of the new Thatcher government in Britain, and in part a desire to increase the attractiveness of London as an International financial centre, by replicating its fully liberal status. The US strongly supported the early growth of the Euro-dollar market. This was important due to the dominant presence of US banks and corporations in the market. Although, it had power, the US government did not prevent these banks and firms from operating in the market. This approach had two roots: 

First, the US banks and US multinational corporations demanded the freedom to operate offshore to compensate for the limitations on their freedom that stemmed from the introduction of US Capital Controls in the mid 1960s, and the constraints of domestic banking legislation dating from the depression of the 1930s. As the capital controls programme acted as a catalyst in encouraging US industrial interests to turn away from the restrictive Bretton Woods financial order. As the early 1970s showed, the US banks and the transnational corporations strongly supported neo-liberal approaches to finance, demanding not only the freedom to operate in the Euro-markets, but also the abolition of capital controls at home. Secondly, foreseeing the developments in the early 1970s, US policy-makers recognised that the unregulated nature of the Euro-dollar market would help increase the attractiveness of dollar holdings to private investors and foreign central banks, at a time of growing US balance-of-payments problems. So, support of the Euro-dollar market signalled an early recognition of the fact that, a more liberal international order would help finance growing US deficits, and preserve US central financial position in the world.

*The size and growth of the Euro-dollar Market: 

One problem encountered throughout my research was that the initial emergence of the market was not very clear, due to the fact that statistics relating towards the total size of the Euro-dollar market were not collected by the BIS until 1963. However, it would be safe to acknowledge that the size of the market grew significantly from the late 1950s to the early 1960s. Nevertheless, the following offers an account towards the development of the Euro-dollar market. 

US policy in the late 1960s was heavily concerned with financing military spending, particularly by printing dollars to finance the Vietnam War . In 1960, official dollar holdings exceeded US gold stocks by over 300%. So long as there was confidence in the health of the US economy, this ?dollar overhang? was considered manageable. However, growing US trade deficits began to reflect a loss of US competitive advantage as other economies had now fully recovered from the Second World War. The US balance of payments deficit had grown from $1.9 billion in 1965 to $10.6 billion in 1971. This led to the dilemma whereby the volume of dollars would have to be stemmed to ensure confidence in the system, but nevertheless, this could have precipitated a lack of credit in the system. Notably, while this was termed the ?Triffin Dilemma?, announced by the economist Robert Triffin, this essential problem was always common nature in a growing liberal economy. 

During the time when the US balance of payments worsened in the 1960s, it instituted a series of capital controls, which led to the holding of dollars in banks outside the US . In 1964, the US passed the Interest Equalisation Tax to discourage foreign borrowers from raising money in the US market. The Foreign Credit Restraint Program of 1965, limited American bank loans to foreign borrowers. Finally, the Foreign Investment Program of 1968 restricted US corporations from using domestic dollars to fund foreign investments. These measures encouraged the establishment of an off-shore dollar market which became known as the Euro-market. The name derives from the telex sign-off of a Soviet dollar-denominated bank account in London, Eurobank. This Soviet Dollar holding was necessary for international commercial transactions by the USSR, since oil and other commodities are denominated in US dollars. The fear that the US would seize these funds if they were kept on US soil prompted the USSR to keep dollars outside the US . The notion that the federal government sought to regulate the effects of dollars deposited outside the United States upon monetary policy. As these dollars were outside the domestic banking system, the Federal Reserve had no jurisdiction (i.e. those deposits were not subject to reserve requirements set by the Fed). Various legislation, designed to limit the use of Eurodollar deposits by domestic companies ultimately drove the market overseas - intact and stronger than before. 

Another argument was that, the surpluses of oil producing states (such as OPEC) and short-term deposits of multinational corporations, fuelled the development of the Euro-market industry. This was confirmed, by Born (1977) , and also Lees (1974) . The American Federal Reserve Act of 1937 did not permit banks to pay interest on sight-deposits, and interest rates on time-deposits could not exceed the rate set by the Federal Reserve. It was thus more profitable to deposit dollars in accounts outside the US. This point was developed by Windecker (1993) , and Smedresman and Lowenfeld (1989) , by stressing the size of the Euro-market industry. That the Euro-market grew at over 25% per annum through the 1970s, and between 1971 and 1984, the Euro-currency market grew from $85 billion to $2,200 billion. In 1988, the Euro-markets comprised of $4 trillion, which exceeded the domestic deposit market of the United States by $1 trillion. 

Today, the vast majority of Eurodollar transactions are conducted in London. The Bank of England in 1964 stated that: ?Banks in London have been able to attract large sums in dollars by quoting better rates for deposits, including interest on money at call and short notice ? categories which earn nothing at all with New York ? and have employed them at less than the US lending rate and still made a worthwhile turn. They are able to operate on a fairly small profit margin because the additional overhead expenses of conducting their Eurodollar activities are minimal. 

Throughout the 1960s, the markets grew at a great pace. Not only did they grow in size; they also spread geographically, moving to other centres in Europe and Asia. London nevertheless maintained its central role. (Table One, Table Two and Table Four offer an indication of the growth). A feature of the markets from their inception is the prominence of the US dollar. Table Three shows that, the dollar has consistently accounted for over 70% of the total markets. In the later 1960s, the dollar proportion was as high as 80%. 

An important point to clarify was the ?deepness? of London as a financial centre. Whilst this role of long standing importance, the numbers of banks represented there increased steeply in the 1960s and 1970s. Table Four shows this, which records the number of foreign banks in London from 1967-1986. Initially, during the early 1960s, US banks came to London to ?tap? the Euro-markets for funds, which they would pass back to the US. Soon, American banks were building up a presence in London to avoid the Voluntary Foreign Credit Restraint programme (VFCR) restrictions imposed in 1964. In the 1970s, their numbers increased further as they began to participate in lending in the Euro-markets. Initially this participation was largely through consortium banks because they offered banks the ability to develop a specialist knowledge in the area of syndicated lending, whilst at the same time pooling risk with other large banks. Once this specialist knowledge was secured, the banks tended to pull out of these agreements as they established their own international departments, and set-up branches in London (if they were not represented in that form) . 

Another factor which encouraged the US banks to invest in London, was emphasized in various studies , (and also from Table Four), was the liberal regulatory environment which foreign banks in London enjoyed. Throughout the period before exchange control, the Bank of England excluded abolition, foreign currency business with non-residents, from regulatory control. London retained its role as a financial centre by conducting business in non-sterling currencies.

Factors responsible to the Euro-dollar Market: 

There are specific factors were are said to have been directly responsible for the development of the Euro-dollar market. In specific were: the return to convertibility; the US balance of payments; US monetary policy and capital controls; the breakdown of the Bretton Woods and the floating exchange rates; recycling and the international debt crisis; and the Inter-bank Market and Financial Innovations. These will be explained in greater detail. 

1. The return to convertibility and associated events 

The summer of 1957 witnessed a key initial boost to the market with the sterling crisis. The Bank of England re-imposed restrictions on the granting of external sterling credits: in particular, they prohibited the sterling financing of non-UK trade. It had been usual for banks in London and indeed other European centres to provide their customers with dollar deposits, but up until 1957, they had been reinvested in the US . As the restrictions were re- introduced to limit UK banks? ability to use sterling for external purposes (such as; trade credit), they resorted to using dollars for their external operations. 

Progressively during the 1950s there has been a change in the US balance of payments, with the large persistent surplus of 1945-50 being replaced by a deficit by 1957 . This deficit resulted in increased foreign holdings of dollars; ?by mid-1958, a European Market in dollar deposits and loans had become established? . 

The return of convertibility in Europe at the end of 1958, with its associated relaxation of exchange controls, gave a further motive to the market. It permitted an increase in the supply of privately held dollars, which could now be swapped into local currency. Foreign exchange markets became more active, encouraging arbitrage between the various Euro-currencies and national markets, and potentially increasing the extent of financial integration and interdependence. 

2. The US balance of payments 

As noted in the previous point, a basic deficit on the US balance of payments emerged in the late 1950s. The net outflow on the long-term capital account had been running at between $2 and $2.5 billion per year between 1959 and 1963, and increased thereafter because of US companies? direct investment overseas . There had been much debate concerning the role, if any, played by the deficit in the growth of the Euro-dollar market. Friedmen (1969) , argued that the deficit was neither a necessary nor sufficient condition for the market?s growth. It was not necessary, because one could point to the case of West Germany, and the existence of a market in Euro-DM despite the German balance of payments surplus. It was not sufficient because, although a deficit provided dollar holdings for foreigners, it could not be presumed that they would be held in the form of Euro-dollar deposits. This depended on the expected return on such deposits relative to other investments. 

Klopstock (1970) , suggested that the deficit had been an important source of funds for the growth of the market. He implied that the source was central banks rather than private individuals. Such as: when individuals went to exchange domestic currency into dollars, to make deposits with Euro-banks (that is banks dealing in Euro-currencies), they drew on central bank holdings of dollars, which were the result of the US deficit. In addition, central banks placing monetary reserves in the Euro-dollar market were also employing dollars accumulated as a consequence of the deficit. 

This was further acknowledged by the BIS in 1964 , which argued that the deficit was useful in the market?s initial period of growth, but that once the market had become established, dollars were directly attracted to it from US residents. This added to the US deficit. 

3. Monetary Policy and capital controls in the US 

In an attempt to deal with the worsening balance of payments, the US authorities introduced the Interest Equalisation Tax in 1963 to discourage foreign bond issues in New York, and this was followed by the Voluntary Foreign Credit Restraint (VFCR) programme and the Foreign Direct Investment regulations in 1965. Limitations were placed on loans to foreigners and investment in other foreign assets. The programme applied only to businesses located in the US, so resulting in a shift of operations to foreign branches of US firms and in particular to the Euro-dollar market . The role of the external deficit in this instance was an indirect one, in contrast to the direct role it played in the initial development of the market. 

The conditions under the VFCR programme, credits to non-residents by US banks? offices in the US were limited during 1965 to 105% of their December 1964 level. These restraints continued in a similar fashion throughout the rest of the 1960s. The limits led overseas borrowers to turn to the Euro-dollar market, which in turn helped to keep Euro-dollar interest rates at a relatively high level. Johnston (1983) quotes evidence from Brimmer and Dahl (1975) on the resulting growth of overseas branches of US banks. In 1964, the number of US banks with branches overseas was 11: this had increased to 79 in 1970. Over the same period, the assets of overseas branches increased from $6.9 billion to $52.6 billion, and the number of overseas branches increased from 181 to 536. The effect of the US and other regulators on capital flows, was to shift emphasis of international banking away from national banking systems to the Euro-banks. 

The second effect of US monetary policy was through Regulation Q . This prohibited the payment of interest on demand deposits, as well as authorising the Federal Reserve to set a maximum interest rate payable on savings and time deposits in US banks. During 1966 and 1969, the Federal Reserve relied to a great extent on the operation of Regulation Q to enforce tight monetary policy. Normally, the ceiling set by the Federal Reserve was inoperable because market interest rates were lower than the ceiling rate. In contrast, in times of tight monetary policy, interest rates rose and would have risen above the ceiling were it not for its existence. The mechanism through which this operated can be described as follows: 

The level of interest rates in the money supply was raised through slowing down the growth of the money supply. However, while money market interest rates rose, the interest rates payable on time deposits, were held down by the ceiling. Investors moved their time deposits from the banking system, causing the banks to experience a shortage of funds. The banks then looked to the Euro-dollar market for funds, and in 1966, when money was tight, borrowing from European Branches of US banks by their head offices rose by $2.5 billion. Nevertheless, banks began to regard the market as a substitute source of dollars even when Regulation Q was not effective as in 1967. Funds raised through this method were then used to continue lending to customers in the US. 

Regulation Q, as the BIS recognised , stimulated the growth of the Euro-dollar market in two ways: firstly, it reinforced the market?s ability to offer higher interest rates on deposits ? even deposits at call. Two other reasons why they could offer higher interest rates were that Euro-banks operated on lower margins; and the effect of domestic reserve requirements. Secondly, the growth of the market was stimulated because of the demand for dollars from commercial banks in the US in order to go around domestic credit restraint policies. 

This leads to a third important component of policy: that of reserve requirements. Domestic banks, for reason of monetary control, are subject to reserve requirements on deposits. In the period up to 1969, the Euro-dollar market was exempted from this requirement. This allowed Euro-banks to offer higher deposit rates. This advantage was further heightened by the fact that Euro-banks did not need to hold large precautionary reserves, because of an efficient inter-bank market. Euro-banks could earn a return on all their deposits, through re-lending. In June 1969, the US government imposed what was effectively a 10% marginal reserve requirement on Euro-dollar borrowings. This was an attempt to reduce the rate of repayments by ensuring that if the US banks did not repay, and subsequently re-borrowed from the market, the cost of such borrowing would have substantially increased . The reserve requirement was applicable on the amount by which US bank borrowings from foreign branches exceeded their level of 28 May 1969. On 30 November 1970, the Federal Reserve increased the marginal reserve requirement to 20%. The measure proved to be ineffective since US interest rates continued to fall, causing the cost of maintaining Euro-dollar borrowing to become too expensive. 

In January 1974, the US removed the capital controls in had introduced in the 1960s. As mentioned before, the imposition of the controls stimulated the Euro-dollar market. In effect, their removal also enhanced the market in the same respects. After, the removal of the controls, US banks could freely arbitrage between the US domestic market and the Euro-dollar market. This led to a greater integration of the national and Euro-currency segments of the dollar market. Johnston (1983) argues that the removal of capital market controls in West Germany in 1974, and in the UK in 1979 had a similar effect in integrating the Euro-DM and the Euro-Sterling markets with their respective national markets. 

4. The Breakdown of the Bretton Woods and the floating of exchange rates 

A major economic event of 1971 was the breakdown of the Bretton Woods system of fixed exchange rates. The official link between the dollar and gold was broken, and the exchange rate parities re-aligned under the Smithsonian Agreement (December 1971). As it became clear, that there might be further re-alignment with a devaluing of the US dollar, there was a demand to borrow dollars to buy stronger European currencies. After the UK decision to float (June 1972), Germany and Switzerland imposed capital controls and more restrictive monetary policy to reduce inflation. An intensified dollar outflow resulted, and the dollar was devalued a second time in February 1973. In the following month, when the flight from the dollar continued, European countries decided to move to floating exchange rates. 

Bell (1973) , pointed out that the inflows into Europe in 1970 and 1971, led to increases in European central bank? holdings of dollars. The Bundesbank was affected to a greater extent than other central banks, and this was reinforced after February 1971 by speculative pressure against the dollar, and in favour of the DM and to a lesser extent the Swiss-Franc (SFr). Given, that the dollar inflows from the underlying US balance of payments deficit, were perhaps only a quarter of the total dollar flow in Western Europe, and Japan over the year to August 1971 , the Euro-dollar market may have greatly magnified the problem of the dollar. Bell concludes that the existence of the Euro-dollar market probably caused re-alignment and the subsequent breakdown to occur sooner than it would have done in the absence of a Euro-dollar market. 

5. Recycling and the International Debt Crisis 

Shortly after the breakdown of the Bretton woods system, the quadrupling of oil prices created both a demand and a supply stimulus to the Euro-market. The IMF?s oil fund facility was inadequate to meet the resulting demand for balance of payments deficit financing, especially by the non-oil developing countries. However, with the breakdown of the pegged rate international monetary system, there was little hope for an international political initiative on the problem of balance of payments adjustment. The partial placement of OPEC surpluses, amounting in 1974 to some $58 billion with the Euro-dollar market, providing an obvious and politically convenient channel for capital to be removed from surplus to deficit countries . 

The Euro-dollar market was attractive because it offered slightly higher deposit rates on funds placed short-term, allowing good returns to be made, whilst the OPEC countries decided what long term investments they wished to undertake. Along with this, there were political advantages for OPEC to be able to invest dollars in Europe rather than in the US. 

6. The Inter-bank Market and Financial Innovations 

The domestic and the international markets have two major components: the inter-bank mechanism, and the channeling of funds from initial depositors to ultimate borrowers. However, in the Euro-markets, the former plays a far more important role, with respects to the latter, in which the markets introduced important innovations. 

In the Euro-markets, the inter-bank market accounts for around 70% of the bank?s aggregate liabilities. In the case of, for example, the US domestic markets, the Federal Funds inter-bank market accounts for only 12.5% of the aggregate liabilities of US banks . The existence of such a large inter-bank market allows banks to match the inflow and outflow of funds from deposits and loans by lending excess funds or borrowing to meet lending commitments. This reduces the need to maintain a stock of liquid assets which would act as a safety margin. 

Ellis (1981) further developed this point by adding that, there is much variety in the reliance on inter-bank funds between different banks. The larger, better known banks, tend to have a smaller percentage of their foreign currency liabilities in the inter-bank market with American banks for example, over the period 1978-81, the percentage varied between 42% and 54%. This is in contrast with the consortium banks whose reliance on the inter-bank market over the same period was about 80%. Another feature is that, these better known banks were not borrowers. Ellis (1981) concludes that, ?the very large inter-bank segment of the Euro-market performs a necessary and valuable role in linking non-bank depositors and lenders in different parts of the world? . 

The general efficiency of the inter-bank mechanism in allowing banks access to funds at very short notice, as well as allowing them to place funds in the market for very short periods to earn some interest, helps to reduce the transactions and information costs in the Euro-currency markets. This also allows them to operate on smaller margins. However, Ellis (1981), also recognises that the inter-bank mechanism has led to increased interdependence, increasing the speed at which crisis might spread through the system. 

Two innovations, which are associated with lending to non-banks, and which have facilitated the expansion of the Euro-currency markets, are roll-over credits and the syndicated loan system. 

The introduction of roll-over credits reduces the risk of interest rates moving against a bank when it tends to borrow short and long-term. It enables banks to offer higher interest rates on short-term deposits, whilst at the same time being able to commit these funds long-term, through reducing the risk of making losses if deposit rates should rise again. On the borrower?s side of the market, such roll over credits imply that interest rates at the time of borrowing are less important, because if they should fall over the course of the loan, the borrower should reap the benefits. Naturally, the borrower will also pay the cost if interest rates rise. 

The second innovation is that of syndication of loans. ?A syndicated credit is a loan in which a group of financial institutions makes funds available on common conditions to a borrower . It allows credits of larger sizes (over $1 billion in some cases), to be put together, a factor that was especially important in the financing of national balance of payments deficits. 

In the lender?s point of view, it reduces the risks of international bank lending , through diversification of loans to political entities. It also provides more protection against selective defaults: unwillingness of a nation to repay its debts will be met with pressure from several countries, whose banks are involved. Negotiations were also feasible, because at the same time, there are few enough creditors involved. On the other hand, a possible danger of the process, which has become increasingly recognised, is that in the event of a default, the repercussions will be spread over a wide part of the Euro-currency system. This has raised questions regarding the stability of the international banking system

Economic factors: 

Many scholars on Euro-dollars had one thing in common, the fact that: overwhelming strong regulatory action, only served to drive a useful market from the US, moving dollars into off-shore bank accounts, while failing in its intended purpose to limit the effects of Eurodollars on the banking system. The events which led the financial system from this heavy regulated one to the ?explosion? of finance, in which the US paved the way for the development of the market led international monetary system (M-IMS), and a government-controlled monetary system (G-IMS), have been recounted by a number of scholars. In particular: Susan Strange , Eric Helleiner , Phil Cerny , and Geoffrey Underhill . 

Another interesting point was that the Euro-dollar market has shown the capacity to adapt itself to changing conditions, and had emerged as a truly international short-term money market, providing attractive opportunities for short term investment, while at the same time relative cheap access to short term finance. The Bank of England (1964) , developed this further by stating that, evidence of the advantage of the market to both givers and takers of deposits is provided by the magnitude of the growth of foreign currency liabilities and claims of banks in London, which has become the principal centre. The market has helped to stimulate banking competition and reduce interest rates in the main borrowing countries; and has probably added to the total funds available for the finance of international business. In addition, the article shows that the Bank of England has took the position that even though there are risks involved, the UK authorities had not discouraged London banks from participating in this business, relying on their good judgement in the way they conduct their operations. 

However, a major question, still being argued about today, is whether Euro-dollar deposits provide a possibility for multiple deposit creation, in the way cash deposits do in domestic banking systems? Bell (1964) provides an answer by arguing that ?the Euro-dollar market, by the process of intermediation, can increase the flow of international credit and can thus affect total world demand in a meaningful sense. Moreover, the market could, under certain conditions, act in the same manner as a domestic banking system, and from a given flow of dollars from the United States, increase the total stock of world dollar liquidity by some multiple?. 

As far as the balance of payments was concerned, for both the UK and for the US, there was no doubt that high interest rates in the Euro-dollar market had caused private non-residents of the US to hold bigger dollar balances, which lessened the flow of US dollars to official monetary institutions, Christie (1967) . This action had benefited the US payments balance on an official settlement definition . Various risks had arisen from the market, particularly the increased dimensions of ?hot money? flows, and the encouragement it gives reserve currency countries to delay correction of their payments imbalance, Reading (1967) . One main risk was the sheer global exposure of the Euro-dollar market itself, and the dangers exposed to the UK. As, no one country could exercise control of the market, in a sense that, Euro-dollar deposits were no longer used solely for trade-finance, and hence were not self-cancelling. Due to the extent of the value of trade in Euro-dollars, a breakdown would inevitably throw doubt on sterling, as the market is ?running an extensive banking business on very limited reserves and are thus in a very exposed position? . Another risk is that a collapse of the Euro-dollar market could unsettle the entire international financial system, seriously undermining both trade and capital flows. 

However, one of the roles of the Euro-dollar is that, it enables countries with deficits to finance rather than correct them, and the Euro-dollar plays a part as an underminer of national monetary policies, as well as the irritant factor in inter-national interest rate wars, Chalmers (1968) . The significance has been to emphasise the unfavourable side effects of the Euro-dollar. The development of the market has undoubtedly enlarged short-term capital movements, giving deficit countries greater opportunity to ?mask? rather than cure their deficits; and in doing so they have ultimately jeopardised international monetary stability. Chalmers stated further that these flows of Euro-dollars have spread the contagion of high interest rates; and an irritant factor in this has been the particular inter-relationship which the market with the US monetary system. Chalmers concludes that the existence of the Euro-dollar has made the task of monetary policy more difficult and even less effective. 

The risk aspect is an important factor as it suggests the need for an international body to act, not only as a lender of last resort, but also as a regulatory agency, as noted by Clendenning (1968) . The risks and problems associated with the Euro-dollar market make themselves visible at three levels: the individual bank, the individual country and the level of the international financial system as a whole. An individual bank?s main risk is the possibility that a borrower may not repay his Euro-dollar loan. This is always a risk facing any bank in its commercial banking operations. However, the Euro-dollar market, due to its international nature, and its long chain of transactions involved in most Euro-dollar operations, has added a new dimension to this risk. In their domestic operations (also in foreign operations in their own currency), most commercial banks lend directly to their own customers with whom they are in close contact. Consequently, they have at their disposal considerable information about the financial standing of these borrowers, and the proposed use of the borrowed funds. Leading to the point, in the case of Euro-dollar operations, commercial banks are dealing in large unsecured loans denominated in US dollars. This kind of operation undoubtedly, involves a greater risk of default than, the ordinary domestic banking operations. 

The determination of the Euro-dollar rate, had been an issue that had interested many economists, with many offering a comparison between the US domestic and the Euro-dollar markets. One such example had been the impact of US monetary policy on the Euro-dollar market. Using monthly data, involving the Euro-dollar rate, from January 1961 to March 1971, Argy and Hodjera (1973) highlight the impact of Regulation Q. Their research found that during the periods when Regulation Q was effective, there was a resemblance. As for every 1% the market rate was above the ceiling rate, the Eurodollar rate would rise by 0.4%. This was further supported by Kwack (1971) , Hendershott (1967) , and Mills (1984) , which agreed that changes in the US interest rate has a great influence on changes in the Euro-dollar interest rate. 

Other works offered comparisons between the Euro-dollar and the UK Domestic rates. Herring and Marston (1977) , found that, during the periods in the 1960s, a 1% rise in the Euro-dollar rate would bring about a 0.44% rise in the UK money market rates. This suggested that there was some degree of interdependence between the two markets. Rich (1972) concluded that the significance of the UK Treasury Bill rate and of the exchange rate, ?supports the view that Euro-dollar assets are close substitutes for sterling...assets?. He further suggests that the development of the Euro-dollar markets has led to a greater degree of financial integration between the US and the UK interest rates.

Ref.[www.answers.com(2-8-2007)]

*Dollar-euro currency exchange

 

This article provides an overview of the factors affecting the leading currency pair: euro-dollar exchange, commonly expressed as EUR/USD. 

The euro to dollar exchange rate is the price at which the world demand for US dollars equals the world supply of euros. Regardless of geographical origin, a rise in the world demand for euros leads to an appreciation of the euro.

Factors affecting exchange rates 

Four factors are identified as fundamental determinants of the real euro to dollar exchange rate: 

· The international real interest rate differential 

· Relative prices in the traded and non-traded goods sectors 

· The real oil price 

· The relative fiscal position

The nominal bilateral dollar to euro exchange is the exchange rate that attracts the most attention. Notwithstanding the comparative importance of euro to US dollar bilateral trade links, trade with the UK is, to some extent, more important for the Euro zone than is trade with the US. The dollar and the euro have a strong predisposition to run together in the very short run, but sometimes there can be significant discrepancies. The very strong appreciation of the dollar against the euro in 2003 is one example of these discrepancies.

In the long run, the correlation between the bilateral dollar to euro exchange rate, and different measures of the effective exchange rate of Euroland, have been rather high, especially if one looks at the effective real exchange rate. As inflation is at very similar levels in the US and the Euro area, there is no need to adjust the dollar to euro rate for inflation differentials, but because the Euro zone also trades intensively with countries that have relatively high inflation rates (e.g. some countries in Central and Eastern Europe, Turkey, etc.), it is more important to downplay nominal exchange rate measures by looking at relative price and cost developments.

The fall of the dollar 

The steady and orderly decline of the dollar from early 2002 to early 2004 against the euro, Australian dollar, Canadian dollar and a few other currencies (i.e., its trade-weighted average, which is what counts for purposes of trade adjustment), while significant, has still only amounted to about 10 percent.

There are two reasons why concerns about a free fall of the dollar should not be worth consideration. The first is that the US external deficit will stay high only if US growth remains vigorous. But if the US continues to grow strongly, it will also retain a strong attraction for foreign capital, which should support the dollar. The second reason is that the attempts by the monetary authorities in Asia to keep their currencies weak will probably not work.

The basic theories underlying the dollar to euro exchange rate: 

Law of One Price: In competitive markets free of transportation cost barriers to trade, identical products sold in different countries must sell at the same price when the prices are stated in terms of the same currency.

Interest rate effects: If capital is allowed to flow freely, exchange rates become stable at a point where equality of interest is established.

The dual forces of supply and demand determine euro vs. dollar exchange rates. Various factors affect these two forces, which in turn affect the exchange rates:

The business environment: Positive indications (in terms of government policy, competitive advantages, market size, etc.) increase the demand for the currency, as more and more enterprises want to invest there.

Stock market: The major stock indices also have a correlation with the currency rates.

Political factors: All exchange rates are susceptible to political instability and anticipations about the new government. For example, political or financial instability in Russia is also a flag for the euro to US dollar exchange because of the substantial amount of German investments directed to Russia.

Economic data: Economic data such as labor reports (payrolls, unemployment rate and average hourly earnings), consumer price indices (CPI), producer price indices (PPI), gross domestic product (GDP), international trade, productivity, industrial production, consumer confidence etc., also affect fluctuations in currency exchange rates.

Confidence in a currency is the greatest determinant of the real euro-dollar exchange rate. Decisions are made based on expected future developments that may affect the currency. A EUR/USD exchange can operate under one of four main types of exchange rate systems:

Fully fixed exchange rates 

In a fixed exchange rate system, the government (or the central bank acting on its behalf) intervenes in the currency market in order to keep the exchange rate close to a fixed target. It is committed to a single fixed exchange rate and does not allow major fluctuations from this central rate.

Semi-fixed exchange rates 

Currency can move inside permitted ranges of fluctuation. The exchange rate is the dominant target of economic policy-making, interest rates are set to meet the target and the exchange rate is given a specific target.

Free floating 

The value of the currency is determined solely by market supply and demand forces in the foreign exchange market. Trade flows and capital flows are the main factors affecting the exchange rate. A floating exchange rate system: Monetary system in which exchange rates are allowed to move due to market forces without intervention by national governments. For example, the Bank of England does not actively intervene in the currency markets to achieve a desired exchange rate level. With floating exchange rates, changes in market demand and supply cause a currency to change in value. Pure free floating exchange rates are rare - most governments at one time or another seek to "manage" the value of their currency through changes in interest rates and other controls.

Managed floating exchange rates 

Governments normally engage in managed floating if not part of a fixed exchange rate system.

The advantages of fixed exchange rates are the disadvantages of floating rates: 

Fixed rates provide greater certainty for exporters and importers and, under normal circumstances, there is less speculative activity - although this depends on whether the dealers in the foreign exchange markets regard a given fixed exchange rate as appropriate and credible.

Advantages of floating exchange rates 

Fluctuations in the exchange rate can provide an automatic adjustment for countries with a large balance of payments deficit. A second key advantage of floating exchange rates is that it gives the government/monetary authorities flexibility in determining interest rates.

Ref.[www.easy-forex.com 9-7 2007.]
	*Foreign Exchange:
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	The Federal Reserve Bank of New York carries out foreign exchange-related activities on behalf of the Federal Reserve System and the U.S. Treasury. In this capacity, the Bank monitors and analyzes global financial market developments, manages the U.S. foreign currency reserves, and from time to time intervenes in the foreign exchange market. The Bank also executes foreign exchange transactions on behalf of customers.   
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	As a matter of convention, the dollar-yen exchange rate is expressed in yen per dollar. Hence, an increase in this rate indicates an increase in the value of the dollar versus the yen. In contrast, the euro-dollar exchange rate is expressed in dollars per euro. Thus an increase in this rate indicates a decline in the value of the dollar versus the euro. 




*Dollar at all-time low agains euro:

By Neil Dennis 

Published: July 18 2007 11:25 | Last updated: July 18 2007 22:20

The US dollar fell on Wednesday as expectations of moderating US inflation, a sluggish housing market and moderate growth prospects revived the possibility of interest rate cuts later in the year.

Ben Bernanke, chairman of the US Federal Reserve, told US lawmakers on Wednesday that the closely watched core inflation data – which leaves out the volatile food and energy prices – had moderated over the past few months though underlying price pressures remained a concern for the central bank.

His comments came as consumer price inflation data showed core CPI rising 0.2 per cent month–on– month to an annualised 2.2 per cent – as expected.

“Core CPI is at its lowest level in 15 months, lending further support to the Fed’s case that slower growth will bring elevated core inflation back in line with price stability without resorting to higher rates,” said Michael Woolfolk at Bank of New York.

Mr Bernanke said the pace of US home sales was expected to remain sluggish for some time. A separate set of data on Wednesday recorded a month-on-month increase in starts on new homes in June, however, the stronger-than-expected figure, was helped by a downward revision of the May figure.

Paul Ashworth at Capital Economics said: “We suspect the Fed could be forced to cut interest rates late this year as conditions in the labour market deteriorate.”

By midday in New York the euro was up 0.2 per cent to $1.3810. The yen gained 0.3 per cent to Y121.84, while sterling added 0.3 per cent to $2.0520.

Earlier, the dollar had wilted as financial markets were rocked again by investor worries about the fallout from problems in the subprime mortgage sector. Equity markets slumped, while the flight to safety lifted government bonds after Bear Stearns, the US investment bank, declared that its two subprime-focused hedge funds were “virtually worthless”.

The dollar hit a new low of $1.3833 against the euro, and a new 26-year trough against the pound at $2.0548.

Sterling gained little momentum from the publication of the minutes of the last Bank of England monetary policy committee meeting.

Six of the nine MPC members voted to lift interest rates to 5.75 per cent at this month’s meeting. Three, however, felt rates should go no higher until the tightening measures enacted so far have had time to feed through to the economy.

“This group could still change their mind given the recent [UK] inflation data,” said James Knightley at ING. “CPI figures [on Tuesday] suggested core inflation pressures continued to build while energy and food prices remained under upward pressure.”

The pound rose 0.1 per cent against the euro to £0.6725, and by 0.1 per cent against the yen to Y250.11.

*Euro notes cash in to overtake dollar:

By Ralph Atkins in Frankfurt 

Published: December 27 2006 22:07 | Last updated: December 27 2006 22:07

The US dollar bill’s standing as the world’s favourite form of cash is being usurped by the five-year-old euro. 

The value of euro notes in circulation is this month likely to exceed the value of circulating dollar notes, according to calculations by the Financial Times. Converted at Wednesday’s exchange rates, the euro took the lead in October. 

The figures highlight the remarkable growth in euro notes since their launch on January 1 2002, three years after the start of Europe’s monetary union, which in January– Slovenia, the former Yugoslav republic.

“After the launch, we expected growth to stabilise – but it has continued over five years,” Antti Heinonen, head of the European Central Bank’s bank notes directorate, told the Financial Times.

Although the ECB does not deliberately promote the international use of the euro, it has become popular in official foreign exchange reserves – even if it is far from challenging the dollar’s lead as the most popular reserve currency. 

News that euro notes are challenging the dollar may cheer eurozone politicians – even if it partly reflects the currency’s strength – but it may have a dark side too. Fast growth in the highest denomination notes, especially the €500 note, has raised suspicions that they are popular among criminals, although the ECB plays down this factor.

By the end of October the $759bn-worth of US dollar notes in circulation was only a fraction ahead of the value of euro notes, converted at exchange rates at that time.

But since October the euro has risen strongly against the dollar and this month the value of euro notes has risen to more than €610bn, or in excess of $800b rates. That level is unlikely to have been beaten by the greenback.

*The U.S. dollar weakened against the Euro again 

Fri, Jul 20 2007, 01:02 GMT
by Union Bank of California Team

Union Bank of California
The U.S. dollar weakened against the Euro again, but stronger against the pound and yen after the first day of Fed Chairman Bernanke’s 2 day testimony focusing on the country’s housing woes and inflation concerns. On a trade-weighted basis, the dollar index fell to the lowest level since its inception in 1971.  Traders do not expect any surprises from Bernanke’s testimony today.  The Fed has left interest rates unchanged for the last 18 months, the longest in 20 years.  This is a sign that the Federal Reserve bank views the economy is in a ‘Goldilocks’ stage.  (Not too hot, not too cold, just right).  Look for continued dollar weakness as the trend is for traders to sell the greenback.

The Euro paused briefing yesterday only to reach another record high against the dollar today.  The EU commission commented on the strength of the Euro was attributed to the strong Euro zone economy and problems related to the U.S. sub prime sector.  Despite the strong Euro, the majority of the EU countries have been thriving.  The exception has been France which has been lobbying for intervention by the central back to their economy has been hurt by the expensive Euro.  Look for Euro strength and opportunities to buy on dips.

The British pound weakened slightly against the dollar after a softer than expected UK retail sales report.  Sales rose 0.2% vs. a forecast of 0.3% on exceptionally wet weather.  On a separate note, Britain’s largest mortgage lender revised up its 2007 price inflation forecast to 6% from 4% and the BoE has stated the economy needs grow below its trend rate for inflation to return to target.  All signs point to another rate hike.  The only question that remains is when the rate hike will happen.  Look for pound strength.

The Japanese yen traded slightly weaker against the dollar after Japan’s all-industries index fell 0.3%, but the overall index for final demand components rose 0.5%.  The government still views the economy as recovering despite weak industrial output and noting softer consumer confidence.  Traders interpreted these comments as a rate hike to 0.75% is looming.  Even if rates rise, the yen is still the cheapest currency in the G7 to borrow from.  Look for carry trades to resume and a thus a weaker yen.

The Canadian dollar reached another record high on a weaker U.S. dollar and higher commodity prices.  Separately, wholesale trade and inventory levels improved from the previous month.  A booming economy as a result of high commodity prices and M&A activity will support the loonie at these record levels.  Look for continued strength and opportunities to buy on dips.

The Mexican peso strengthened sharply on Mexico’s stock market rally and concerns of the U.S. sub prime sector.  Traditional thinking would lead investors away from the peso as much of the Mexican economy is reliant on the U.S., but large reserves of cash held by the government, and the ability to fund their own currencies mean that Mexico would be hold up well against a sell off of emerging markets.  Look for peso strength in volatile trading.

This market summary is prepared by Union Bank of California’s Global FX Department for the general information of its customers. It is based on the most accurate information currently available, but should not be considered investment advice or a guarantee of future exchange rates or trends.

Published on  Fri, Jul 20 2007, 01:02 GMT 
Ref. [www.easy-forex.com (2-8-2007)]
*Sample analysis - Daily market analysis January 30th 2007 

Key economic releases over the next 24 hours

	Time (GMT)
	Data release/event
	Previous
	Consensus

	15.00
	 US consumer confidence
	 109.0
	 110.2


Key factors to watch

The US consumer confidence data should not have a big impact unless there is a big drop

Federal Reserve officials are unlikely to make significant comments on Tuesday as the FOMC meeting starts

Markets will continue to be watch for comments from G7 officials on currencies.

Carry trades will remain important and yen volatility levels are liable to remain higher.

09.50 AM GMT Overall strategy:  Cautious trading will persist over the next 36 hours ahead of the Federal Reserve interest rate decision. The dollar should be able to find support close to 1.30 against the Euro. There will be further interest in carry trades, but the underlying risks will continue to increase and there are growing risks of at least a limited correction.

Hedging/longer-term recommendations for the next 4 weeks

	Currency
	Spot
	Recommendations
	Recommendations

	EUR/US$
	1.2960
	Reduce long dollar exposures/buy Euro at 1.2800
	Reduce long Euro exposures/buy dollar at 1.3250


Bold figures indicate changed levels

Market analysis

Euro/dollar:  

Trading conditions are likely to remain cautious ahead of the Federal Reserve interest rate decision on Wednesday. The overall dollar tone should remain firm given greater optimism over the economy and higher bond yields. The US currency will find it difficult to secure further strong buying interest unless there is greater speculation that the Federal Reserve will be forced to increase interest later in 2007 and the dollar will need very firm data to secure a strong advance from current levels.  Underlying Euro support will still be maintained by expectations of an ECB tightening in March while there is likely to be central bank Euro buying on retreats to below the 1.29 level. Overall, there is likely to be further tough dollar resistance stronger than the 1.29 level, but the US currency should be able to avoid significant losses with near-term support realistic in a 1.2970 - 1.30 band.   

 

The dollar was unable to make a fresh challenge on levels below the 1.29 level against the Euro on Monday and retreated to 1.2955 in subdued US trading. The dollar was little changed in early Europe on Tuesday with a slightly weaker bias.

 

Markets are likely to remain cautious ahead of Wednesday’s US Federal Reserve interest rate decision. Overall confidence in the economy should remain stronger and expectations of a firm Fed stance in the policy statement will continue to underpin the dollar. Markets have already cut the chances of an interest rate reduction by July to below 10% and the dollar will now find it difficult to secure further strong backing from reduced expectations of a cut in US rates. 

 

The US currency would, however, gain strongly if the markets start to price in higher interest rates later in 2007. The US data tone over this week as a whole will, therefore, be important for the dollar as consistently firm data would push markets in the direction of expecting higher interest rates. In contrast, weak readings for the key ISM and payroll reports on Thursday and Friday respectively would put the dollar back on the defensive. Lower gasoline prices should help support Tuesday’s consumer confidence reading and offer some dollar support.

 

ECB member Weber stated that further Euro-zone interest rates may be required and markets will continue to look for a rate increase in March. There is also still the potential for central bank Euro buying below the 1.29 level which will offer solid Euro support.

kely to have been beaten by the greenback.
	American Dollars to 1 EUR (invert,data)
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	*Forex - Dollar testing euro lows in thin holiday market 

	        LONDON (AFX) -- The dollar continued to test lows against the 

 HYPERLINK "http://www.advfn.com/p.php?pid=forex" euro in a thin

market Friday after concerns about U.S. deficits were compounded by

disappointing data Thursday.

The euro was last trading at $1.3537 at midday in Europe, and touched $1.3542,

compared with $1.3509 in U.S. trading Thursday.

The dollar began to extend its declines against the euro and the Japanese 

 HYPERLINK "http://www.advfn.com/p.php?pid=forex" yen
after a spate of reports Thursday showed mostly subpar results for U.S. growth. 

Against the yen, the dollar stood at 103.58 in Europe, little changed from

103.56 in the U.S. Thursday. The dollar was at $1.9277 against the British

pound, compared with $1.9239 in the U.S. Thursday.

"The trading environment is growing thinner by the day, which exacerbates small

moves in the dollar," said Charmaine Buskas, currency analyst with Economy.com.

"The fact that the euro has breached key resistance levels of $1.3490 opens up

further upside when trading volumes return to normal in the new year."

Currency analysts said Thursday that comments from French Finance Minister Herve

Gaymard focused the markets on European concern over the dollar's slide. 

Gaymard told reporters that the U.S. "absolutely" had to understand at a G7

meeting of finance ministers from leading industrialized countries in February

that "coordinated" international management was needed, AFX News reported.

"If we stay in the current situation, it's possible to imagine a catastrophic

situation at world level, for the Europeans who have an overvalued currency, for

the Asians who hold assets in dollars and for the Americans because long-term

interest rates will rise," he said.

U.S. financial markets will be closed Friday to mark Christmas. Some European

markets will close early and others will be shuttered entirely. Japanese markets

were closed Thursday.

Deficit focus, data barrage

The currency market continues to focus on the sustainability of record U.S.

trade and budget deficits and whether an orderly reversal of these gaps is

plausible without upsetting the global economy.

The market also remains convinced the Bush administration will do little to

stand in the way of a depreciating U.S. currency, even as officials pledge their

support for a "strong" dollar.

Brighter economic data could fuel expectations for rising U.S. interest rates.

If higher rates draw foreign capital into the United States, that could help

finance the deficits, at least in the short term.

Thursday's economic reports, on net, were disappointing to those betting the

dollar could continue to stabilize.

New orders for U.S.-made durable goods rose 1.6 percent in November, the largest

increase since July, the Commerce Department said Thursday. 

But the report's other details weren't as rosy.

Excluding transportation, durable goods orders fell 0.8 percent in November

after falling 1.3 percent in the prior month.

Overall orders fell a revised 0.9 percent in October, a steeper decline than the

0.4 percent drop initially reported. 

"While orders are rising, the performance across the economy has become more

mixed as we end 2004," said Joel Naroff, president of consulting firm Naroff

Economic Advisors.

The dollar had stabilized at slightly firmer levels in the past few sessions in

a move most currency traders said was position-squaring ahead of year's end.

Boris Schlossberg, currency analyst with Forex Capital Markets, said his firm's

weekly measure of speculative positioning by retail investors showed positions

had gotten too sharply skewed against the euro, setting up the euro-dollar

currency pair for the sharp reversal taking place Thursday.

Forex Capital's Speculative Sentiment Index shows that the ratio of

long-to-short euro positions reached a reading greater than negative 3. A

reading outside of negative or positive 3 indicates an extreme position shift

that can often send the currency pair in the opposite direction.

The dollar showed little reaction to the day's other economic reports, but their

tone added to a negative tone for the buck.

First-time claims for state unemployment benefits rebounded in the latest week

after the largest decline in three years in the previous week, the Labor

Department reported. 

U.S. consumer spending rose 0.2 percent in November, well below expectations. 

Sales of new homes fell a sharp 12 percent in November after October's increase

was revised higher. 

The day's one upbeat report showed that the University of Michigan's consumer

sentiment index improved to 97.1 in late December from 95.7 earlier in the

month. The increase was unexpectedly strong.

Emphasis on U.S. deficits helped the euro gain despite less-than-stellar data

out of the region.

The French INSEE consumer confidence figures showed sentiment dipped for a

second straight month, falling to 104 in December from 105 the previous month. 

This story was supplied by CBSMarketWatch. For further information see

Ref.[www.cbsmarketwatch.com., www.easy-forex.com (2-8-2007)]
*Conclusion: 

The City of London was a highly successful international commercial, banking and financial centre, despite growing fears of competition from other centres. It presented strength, derived largely from the generalised ?trust? with which the world views the City. The survival and revival of London as an international financial centre after the disruptions of the Second World War and the weakness of sterling as an international reserve currency had been largely based upon the development of the Euro-currency markets. In specific the growth of new or ?parallel? markets alongside the old ?classic? discount market, which with the relative decline of sterling as an international currency, had become a domestic concern. These new markets had revitalised the foreign exchange markets in response to the emergence of barriers of various kinds between ultimate borrowers and lenders. On the one hand, the domestic parallel money market in sterling evolved out of responses which were intended to evade the credit restrictions which successive British governments had attempted to impose during the 1960s through their participation in the old discount market. On the other hand, the decline of sterling and the difficulties associated with the US governments? restrictions on the use of the dollar as an international currency gave rise to new markets in Euro-dollars and other Euro-currencies. New money markets where money is lent and borrowed between banks, companies and other organisations without the control of the monetary authorities (governments and central banks). It is a measure of the City?s autonomy that such developments can take place. 

The imposition of credit restrictions in the 1960s in order to reduce the balance of payments deficit and preserve the value of sterling occurred at a time when both government and private expenditure were increasing, and this resulted in the growth of the new markets. After WW2, US dollars began to flow steadily to Europe by means of the operations of American multinational corporations, and the trade deficits of the USA with European countries. In addition, interest rates in the USA were held down by the government (Regulation Q) and the European banks (especially London?s merchant banks), were able to bid higher rates of interests for these dollars. Furthermore, the US? capital controls (in particular the interest equalisation tax) effectively closed New York to foreign borrowers, who turned to London. The availability of ?off-shore? dollars to the City closely followed on the abrupt and final demise of sterling in one of its most traditional roles (the financing of international trade between non-UK residents). The UK?s balance of payments problems had culminated in the 1957 sterling crisis, and consequently led to a sharp rise in interest rates in order to attract sterling to the UK, (in other words, there were too few UK pounds in circulation to perform old functions). 

The merchant banks simply turned to the expatriate dollars, and used them in the way they have used sterling, operating freely on a global scale in the financing of international trade and the arrangement of longer term loans. American and other foreign banks wanting to take advantage of the paucity of financial controls in the UK soon joined this new market that was dominated by the merchant banks. Hence, between 1967-1978 the representation of foreign banks in London grew from 113 to 395. As, for the City?s banks, the establishment of sterling convertability in 1958 ?was arguably the most important event of this century?, for it heralded the rise of the London Euro-dollar market. 

To conclude, there are certain important consequences of the rise of the Euro-dollar markets. The first, is the shift in the financial system from one depending on a state to manage the flow of international liquidity, to a system where liquidity is provided by private banks. As previously noted, where international financial systems were threatened with a lack of credit, there is now, excess international liquidity, and private bank lending provides this. In 1980, the US inter-bank loan market stood at $74 billion, this almost doubled to $170 billion by 1995. The international inter-bank lending market by contrast had grown to $5.8 trillion by June 1995 . 

However, much of the risks in international banking today, have been confronted through past historical processes of domestication and harmonisation. As, in December 1981, pressure from US banks for deregulation, led to International banking Facilities (IBFs), so that banks on US soil could compete with off-shore banking. It is important to recognise that the ?race to the bottom? in regulation has taken place mainly outside the OECD countries. Don Marshall (1996) explained, ?competition between states to attract and retain finance-capital has intensified, with peripheral countries seeking to make their sites more attractive to investment?. There are many ?off-shore financial centres? such as the Bahamas, Bermuda, Antigua, Cayman Islands and Barbados, which maintain lax regulatory regimes. However, the OECD countries control more than 80% of the lending market, and their banks? share of the world total as assets and liabilities has continued to grow, while that of offshore centres has grown less quickly, and those of developing countries has remained almost static . 

While it may not have been the intention of the US government in the 1960s and the 1970s to drive dollars into off-shore bank accounts, it did believe that the Euro-market would provide a quasi-Keynesian ?clearing house? function to redistribute money from surplus nations to deficit nations. According to Eric Helleiner (1992) , by the mid 1960s, ?US officials were in fact actively encouraging US banks and corporations to move their operations to the off-shore London market?. In doing so, American banks would not lose business while at the same time, the government could pursue its policies of adjusting its economy. Some of the earlier articles , tend to be fairly complimentary about the Euro-dollar market, accepting it as making a valuable addition to world liquidity, although noting the attendant ?banking? risks, which became apparent from the failure of one or two links in unsecured on-lending chains. The critical approach to the market can also clearly be detected, and it was considered a desirable phenomenon. As, when British Prime Minister Harold Wilson introduced his crisis package of July 1966, he laid part of the blame for the pressure on sterling on withdrawals of Euro-dollar deposits in London. He said: ?Action taken by the United States? authorities has led to an acute shortage of dollars and Euro-dollars in world trade and this has led to a progressive rise in interest rates and to the selling of sterling to replenish dollar balances? . As the Euro-dollar market grew up quite simply from private financial institutions pursuing their own self-interests, as well as those of their clients. This of course, was no guarantee that they were also necessarily furthering the best interests of national and international economies. 

Some governments and monetary authorities recognised this at an early stage and took action to insulate the impact of the Euro-dollar on their monetary systems. In Britain, the authorities have for the most part pursued a ?laissez-fare? policy, primarily not wishing to hinder London?s international banking role, but also glad of the opportunity. As the British Government was keen to promote London as a financial centre, and bankers in the city were ?eager to capture international business without being constrained by sterling controls?. Helleiner concluded that the globalisation of finance was supported by states through ?granting freedom to market actors through liberalisation initiatives? and choosing not to implement more effective controls on financial movements?, because it suited their interests.




