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I I n t roduct ion 

1 The i ssue of  eu rocomme rcial pape r (ECP) is a r ecent deve lopme nt in the 

eu romarket  althoug h the i s suance of  comme rcial pape r dates f rom the mid- 19th cen t u ry 

in the U n i ted S tate s . *  ECP prog ramme s are fac i l i t ie s  for the i s suance o f  

sho r t- t e r m  prom i sso ry note s ,  usually w i t h  f ixed matu r i t ie s  rang i n g  between 7 and 36 5 

day s ,  i ssued i n  bea r e r  fo rm and on a d i scount oas i s . ** ECP al lows bor rowe r s  and 

inve sto r s  to deal d i r ectly w i th each othe r wi thout the intermed iation of ban k s .  

The ECP mar ke t  has u nde rgone substant ial g rowth s i nce 1 9 8 6  wi th the anno u nceme n t  of 

over $ 1 0 0  bn wo r t h  of fac i l i t ie s  s i nce the start of 1 9 8 6 . O u tstand i n g  no t e s  i s s ued 

und e r  act ivated prog rammes have r i sen f rom $4 . 5  bn at the end of the f i r st qua r t e r  

of 1 9 8 6  to ove r $ 4 8  b n  by the end of June 1 9 8 8  ( see Table 1 )  • Al though t h i s  amou n t  

is  s t i l l  r e lat ively mod est when compared t o  the $4 1 8  bn outstand 1 ng i n  the US CP 

mar ke t ,  g rowth in the ECP market  has neve r the less been i mpre s s i v e . 

Tab le 1 

198 6  Ql 

Q2 

Q3 

Q4 

1987 Ql 

Q2 

Q3 

Q4 

1988  Ql 

Q2 

Eu rocomme rcial pape r 

Amount of ECP no tes 
o u tstand i ng ( a) ( e nd-quar te r )  
( $  b i l l ions)  

4 . 5  

7 . 2  

1 2 . 4  

1 3 . 9  

2 0 . 4  

2 5 . 9 

3 3 . 6  

3 2 . 9  

4 3 . 0  

4 8 . 3  

(a )  Sou rce: E u ro-clear . 
( b) Sou rce: I CMS Database . 
(c)  E s t imated . 

Nomi nal value of  ECP 
programme s  announced ( b) ( quar te r ly) 

6 . 5  (CJ 
� . 6  (C) 
8 . 4  

8 . 5  

ll. 0 

1 2 . 4  

9 . 3  

12 . 2  

14 . 2  

1 1 . 1 

• Fo r a descr ipt ion o f  the US CP mar ket see f-la re ia S t i g um,  The Money Mar ke t ,  Dow 
Jones I r w i n ,  Homewood ,  I l l i no i s ,  19 8 3 .  

** Fo r us i s sue r s  the mat u r ity may no t excceed the lesser o f  s ix mo n t hs o r  183 day s 

because the not e s  would be subject to w i thho ld i ng tax . 
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2 - The ECP ma r k et i s  an o f f s hoo t o f  the unde rwr i t ten euronote ma r ket wh ich i t self  

deve loped a s  an a l t e r nat ive to the synd icated c r ed i t s  ma r ket i n  the ear ly 1 9 8 0 s . *  

Euronote facilitie s were i n i t i a l ly st ruc tu red as synd ica ted underwr i tten med ium- term 

a r r angemen t s ,  enabl i ng bo r r owe r s  to i s sue a st ream of sho r t- te r m  bea r e r  notes on a 

rol l-ov e r  ba s i s ,  usua l ly for ma tur i t i es  o f  1 , 3  o r  6 months . I f  i ssue r s  we re not 

able to s e l l  the not e s  at a given spr ead over L i bo r  to i nvesto r s  in the open ma r ket , 

unde r w r i t i ng bank s s tood re ady to purchase the note s .  Eurono te f ac i l i t ie s  we r e  

u sua l ly d i s t r i buted b y  way o f  a tender  pane l ,  and we r e  c a l led on b y  i ssue r s  when 

fund s we r e  r equ i r ed . The f i r s t  ECP prog r amme s we r e  a r r anged i n  the ear ly 1 9 7 0 s  but 

d id no t prove v e r y  popular  at  the t ime .  Renewed i nterest eme rged i n  late 1 9 8 4 . 

The se prog r amme s d i f f e r e d  f rom prev ious euronote fac i l i t ies  i n  two r espe c t s; f i r s t ,  

t hey w e r e  not unde rwr i t ten and , second , bo r rowe r s  used a sma l l  g roup o f  appo i nted 

ban k s  and deale r s  as  plac i ng ag e n t s  to d i st r i bute pape r on a bes t  e f fo r ts bas i s .  

The paper g e ne r a l ly had mo r e  f lexi ble matur i t ie s  and could be i s sued o n  a cont i nous 

basis. ECP prog r amme s have now ov er taken underwr i t ten and tender panel fac i l i t i e s  

a s  a prima ry sou rce o f  sho r t- t e r m  bo r rowing s i n  t h e  euroma r k e t s  ( o v e r  6 6 %  o f  

anno u nced euronote prog r ammes i n  t h e  f i r s t h a l f  o f  1 98 8 ,  compa red w i th 1 5 %  for 

unde r writ ten and tender  pane l f ac i l i tie s ,  and 1�% for euro-medium- term note s ) . 

3 Al tho u g h  the maJo r f eatu r e s  o f  the inst rument a r e  broad ly s imilar to US CP , 

the re a two majo r d i f fe renc e s .  Fir s t ,  i n  .the U n i ted States , mo s t  prog r ammes 

r eceive c r edit ra ting s f rom the majo r ra ting agencie s and are  bac ked by c r edit 

lines. ( The maJor US r a ting agencie s r equir e  tnat bor rowe r s  have acc e s s  to 

al ter na tiv e source s o f  fund s should the CP ma r k et d r y  up for r easons unconnec ted 

w i th the i s sue r's c r ed i t st anding . )  By contrast , i t  i s  est imated that only about 

25% of ECP is sue r s  a r e  ra ted , al thoug h the pract ice i s  rapidly spread i ng . I n  

addition, mo st ECP prog r ammes a r e  no t yet bac ked by expl ic i t  bank bac kup l i ne s 

al thoug h info rma l l i ne s  a r e  o f ten a r r anged . Second , i n  the US CP ma r ke t , 

matu r i t i e s  a r e  on ave r a g e  l ess than th i r ty day s ,  whe reas ECP matur i t ie s  a r e  thoug ht 

to be a bout 6 0 - 9 0  days on average . The r e  a r e  seve r a l  othe r  i n s t i tut ional 

d i f f e r e nc e s  between the two ma r ke t s  wh ich have been d e sc r i bed by a numbe r o f  

autho r s . * * 

• Fo r a mo r e  d e t a i led t r e a tment o f  the deve lopme nt o f  the euronote ma r ke t  see : N F 
E Ramsde n ,  "The I n te r na t ional Mar k et for  Floa t i ng -Rate I ns t rume n t s "  B a n k  o f  
E ngland Qua r te r ly Bul le t i n ,  Vo l .  2 4 , Septembe r 198 4 ,  pp . 3 3 7 - 3 4 3 ,  "Deve lopmen t s  

i n  I n t e r na t iona l Banking a n d  Cap i ta l  Ma r ke t s  i n  1 9 8 5 " ,  B a n k  o f  E ngland Qua te r ly 

Bul l e t i n ,  Vo l .  2 6 ,  Ma rch 1 9 8 6 ,  pp . 5 8 - 7 0 ,  and LLoyd Bank so� and M ic hae l Lee , 

Ed i to r s ,  Eu rono te s , Euromoney Publ icat ions , 198 5 .  

•• s e e  R N Me C auley a nd L A Harg r ave s ,  "Eu rocomme r c i a l  Pape r and U S  Comme rc i a l  
Pape r : Conve rging Money Mar ke t s?" , FRBNY Qua t e r ly Bulle t i n ,  Autumn 19 8 7 , pp . 

2 4 - 3 5 ,  and R S r idha r a n ,  "Eurocomme rc i a l  Pape r " ,  Jou r n a l  o f  Fo r e ign Exchange and 

I nte r nat i o n a l  F i nance , Vo l I I/ No 1 ,  pp . 6 3 - 6 9 .  
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4 The ma r k et ' s  deepe ning h a s  a l lowed some US credits , we l l- k nown Eur opea n 

co rporates , and top- rated sover eig ns to obtain ECP funding at a lower a l l-in cost 

than would have been available in the US CP ma r k et . The eme r g ence of the ECP 

ma r ket has given bor rowe r s  the oppo rtunity to deve lop a g lobal approach to fund1ng 

str ategy . Althoug h the ma j o rity of ECP prog r ammes announced so far  have been 

denominated in US do l l a r s ,  an incr easing numbe r of  prog r amme s have bee n  announced 1n 

othe r eurocu r r encie s fo l lowing autho risation by national author itie s . A 

substantia l  numbe r o f  bo r rowe r s  have decided to introduce prog r amme s  with 

multicur r e ncy options and progr amme s which f acilitate swaps f rom one cur r e ncy to 

anothe r .  The t r e nd towa r d s  inte rnationa lisation o f  CP ma r k ets has a l so been 

streng hte ned by the introduction of  CP in many national mar k ets . Because o f  f 1 sca l 

and leg a l  impediments , it may sti l l  be early  to tal k  of  a truly g loba l s ho rt-te rm 

pape r ma r k et , e specia l ly if  one defin e s  a g lobal ma r ket as  one in which Europe , the 

Fa r E a st and New Yo r k  a r e  seen as an integr ated 2 4-hour continous ma r k et trad i ng in 

comme rcia l pape r denomi nated in a va riety of cur rencie s . Nev e r th e le s s , as national 

autho ritie s continue to d e r egulate their financia l ma r k ets , and investo r s  and 

is sue r s  ma k e  g r eate r use o f  inte r national capital ma r kets , many of  the distinctions 

between sho rt-te rm securitie s mar kets are  bound to be e roded in future . 

5 The increased use o f  ECP r e f l ects sev e r a l  facto r s  under lying the g rowing 

securitisatio n o f  inte r nationa l  financing in _the e a r ly 19 8 0 s . This pape r de scrioe s  

the r apid g rowth o f  ECP a nd examines the structural and regulato ry facto r s  which 

have contr ibuted to the g loba lisatio n of short-te rm money ma r kets . The pape r a l so 

assesses some o f  the imp lications of  ECP fo r inte r nationa l capita l ma r k ets . I t  

str esses that while ECP a l lows issue r s  to acce s s  capital ma r kets i n  a mo r e  

cost-ef ficie nt way , it may a l so have created some new risks to the financia l sy stem 

because of the lower d eg r ee of control which supe rviso r s  exe rcise ove r inte r natio n a l  

securitie s ma r kets in gene r a l , and non-unde r written short-te rm securities mar kets in 

pa rticula r .  I n  addition,--it may lead to a weake ning of oank s '  bal ance sheets to 

the extent that qua lity custome r s  wil l  now obtain funding directly th rough capita l  

ma r kets r athe r  than throug h bank inte rmediation . 
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I I  M i c ro a nd Macroeconomic Fo rces Lead i ng to the Deve lopme nt of the ECP Ma r k et 

5 

6 B road micro a nd macr oeconom ic forces as we l l  as f i nanc i a l  d e r eg u lat ion have led 

to the deve lopmen t  of the eurocomme rc i a l  pape r ma rket . 

in a pape r by Paul  W Feeney and a r e  summa r ised below . *  

These forces we re desc r i bed 

( i ) Mic roeconomi c  fo rces 

7 I n  the e a r ly 1 9 7 0s the US commerc ial pape r ma rket  prov ided a mo r e  compe t i t 1 ve 

sou rce o f  f unds fo r U S  corpor ates than e i the r synd icated loans o r  sho r t - t e r m  

euroma r k e t  f i nanc i ng . Commissions we re lowe r on comme rc i al pape r than on 

synd icated loans a nd compan i es d iversi f ied the i r  sou rces of  fund i ng by se l l i ng pape r 

to a g ro w i ng i nvestment base i n  the Uni ted S tates .  The r e  we r e  a t  that t i me few 

econom ic i nc e n t i v es to seek sho r t-term f i nanc ing i n  the e u roma r k e t . The sec u r i t 1 es 

based eu romoney m a r k e t  ma i n ly consisted of London do l l a r  ce r t i f ica tes of depos i ts 

(CDs) , and to a much lesse r extent , do llar  acceptances , sho r t- te rm e u r obonds and a 

few e u rono tes . The br i e f  eme rg e nce o f  ECP 1 n  1 9 7 0 - 7 2  pe r iod was based upon the 

rest r i c t i v e  reg u lato ry struc t u r e  imposed by the US O f f ice of Fo r e i g n  D i r ec t 

I nvestment (OFDI ) .** The OFD I was establ ished i n  196 8  to r est r ic t  the amo u n t  o f  US 

ove rseas d i r e c t  i nvestme nt as pa r t  of tne continuous e f fo r t  oy the US gov e r nment to 

reduce the count ry ' s  l a r g e  balance of payments def ic i ts .  ·I t  was i n t roduced to 

admin iste r a set o f  quotas and reg u lat ions which affec ted the way i n  wh ich U S  

corporat ions c o u ld f i nance the i r  ove rse as subs i d i a r ies and aff i l i a tes . 

Co rpo rat ions we r e  proh i b i ted from mak i ng i nvestme nts above quotas wh ich v a r i ed 

accor d i ng to the type of  coun t ry i n  which the i nvestment was to oe made (LDCs h ad 

the h ig hest )  and acco r d i ng to the i r  prev 1ous i nvestment r eco ras . Any US company 

with a 10 pe r cent  o r  mo re i nvestment in a for e ig n  company was desig nated as a 

d i rect i nvesto r ,  and subJeCt to capi tal  expo r t  rest r ic t ions . The OFDI d i d ,  

howeve r ,  pe rm i t  us companies to r a ise long-te rm·· f i nance wh ich could be used to 

of fse t d i r e c t  i nvestment . A US company cou ld use the proceeds o f  a long- term 

fo r e i g n  bo r rowing to  i nvest f u nds i n  a fo re i g n  subsid iary  bec ause this d id not 

resu l t  in a ny net t ra nsf e r  of capital . To co unt as long-term bo r row i ng , the debt 

could no t be r epa id w i t h i n  twe lve mo nths o f  i ts o r ig i nat ion . Comme rc i a l  ban ks 

we r e , howev e r ,  no t subj e c t  to  these manda tory r est r ic t ions; the i r  l im i tat ions we r e  

vol un t a ry . 

* 

** 

Paul w Feeney , " C r ed i t Rat i ngs i n  the Eu rocomme rc i a l Pape r Ma r ke t " , N a t ion a l  

Westmi ns t e r  Qua r te r ly Bank Rev iew , May 19 8 8 ,  pp . 49- 5 9 . 

Fo r a compr ehensive ana lysis o f  the deve lopment of the eu roma r ke ts see Freder i c k  

G F ishe r I I I ,  Eu robonds , Eu romoney Publ icat ions , 19 8 8 ,  pp . S- 2 9 . 
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8 I t  was i n  r e spo n se to the se d i f f i c u lt i e s  that i n  the e a r ly 1 9 7 0 s  a n umber of  US 

corpo r a t e s  set up ECP prog r ammes wh ich we r e  model led on US CP prog r ammes . The 

adv antage of se t t i ng up such prog r amme s was that they cou ld be c l a s s i f i ed as long -term 

bor row i ng under  the OFDI r eg u lat ions so long a s  pape r wa s "rol led-ove r "  on mat u r i ty .  

The f i r s t  r ecorded ECP prog r amme was i nt roduced on behalf o f  A lcoa i n  J une 1 9 7 0  by the 

pr edec e s so r  company to C r ed it  S u i s se F i r s t Boston . A to tal of 1 5 - 2 0  blue c h i p  

compa n i es tapped t h e  ma r k et d u r i ng th i s  pe r iod . Howeve r ,  the i ssuance o f  pape r was 

sma l l .  I t  i s  doubt f u l  whethe r outs tand ings i n  th i s  pe r iod exceeded more than 

$ 2 0 0  mn- $ 3 0 0  mn . *  

9 I n  Fe b r u a ry 1 9 74 ,  the OFD I r eg u l a t ions we r e  r epealed and US compa n i e s  we re once 

ag a i n  e nt i t led to u s e  the i r  own dome s t ic ma r k e t s  to f und the i r  ove r seas ope r a t ions .  

At the same t ime , the i nte rest equa l i sa t ion tax , wh ich had bee n  impo sed i n  J u ly 1963  

on Ame r ican purchases  o f  new o r  out stand i ng for e ig n  stoc k s  and bond s ,  was a l so 

repe a led . These c hang e s  me ant that US f i rms could hencefor th channe l dome s t i c  f unds 

abroad w i tho ut r e s t r ict ions wh i le for e i g n  bo r rowe r s  could ag a i n  tap funds in the US 

dome st ic ma r k e t  at compe t i t ive r a te s . Ex i s t i ng ECP prog r amme s soon d i sappeared . The 

next ECP prog r a mme appeared i n  198 0 ,  establ i shed by Me r r i l l  Lync h ,  fo r As soc iates 

Corpo r a t ion o f  No rth Ame r ica. Howeve r ,  i t  was not unt i l  the mid- l 9 8 0 s  that i nterest 

1 n  e u rocomme rc i a l  pape r was r e k i ndled , spu r r ed t h i s  t i me by the mac roeconomic forces 

unde r ly i ng sec u r i t i sat ion and d i s i n te rmed i a t ion . 

( i i )  Macroeconom ic Fo rces 

10 The m i c r oeconom ic f ac to r s  such as  r eg u la t ion we re the ma i n  st imu l i  to the 

deve lopme nt of the e u rocomme rc i a l  pape r ma r k et in the 1 � 7 0 s .  I n  the 1 9 8 0 s ,  the 

mac roeconomic forces o f  sec u r i t i sat ion and d i s i ntermed i a t ion we r e  the ma i n  

con t r i bu t ing facto r s  t o  the g rowth o f  ECP . These i nc luded the reduct ion i n  the 

c r ed i t  r a t ing o f  commerc i a l  bank s  fo l lowing the Th i rd Wor ld debt c r i s i s ,  and the 

change in the g eo g r aph ic a l  sou rce o f  cap i tal f rom the M iddle East to E u r ope a nd 

J apan . * * 

1 1  S ec u r i t i sa t ion can be d iv ided anal y t i c a l ly i n to two fo rms . The f i r s t  form 

i nvolves the r epac k ag i ng of a l ready ex i s t i ng loan po r t fo l ios i n to sec u r i t i e s .  These 

s ec u r i t ie s  a r e  then so ld to ma r k e t  i nv e s to r s ,  the reby r emov i ng the a s s e t s  f rom the 

o r i g i nato r ' s , o r  holde r ' s , balance she e t  and replac i ng them by new cash . Good 

examples a r e  prov ided by the sec u r i t i sat ion of mor tg ag e s  and c r ed i t  c a r d  r ece i v ables 

• Fo r a desc r ipt ion o f  the e a r ly deve lopmen t  of  the mar ke t  see J am i e  B C la r k ,  "The 
I nv e s to r ' s  Pe r spec t i v e" i n  Ban k son and Lee , op c i t ,  pp . 3 7-42 . 

* *  The dec l i ne i n  inf l a t i o n  and i nt e r e s t  r ates d u r i ng the 1 9 8 0 s  was a l so a no the r 
f a c to r  s uppo r t i ng i ss ue act i v i ty at  the long e r  e nd o f  the ma t u r i ty spec t r um .  



i n  the US , a nd the deve lopment o f  the ste r l i ng mo r tgag e- bac k ed FRN ma r ket i n  

Eu rope . Th i s  type o f  sec u r i t i sat ion has been encou r aged by the supply o f  new 

=m techno logy to f i nanc i a l  i n s t i tu t ions wh ich has  i nc r eased the speed o f  acc e s s  to 

informat ion a nd r ed uced the cos t s  o f  the se t r ansact ions . Th i s  new techno log y has 

7 

1e also a l lowed l a rg e  non-bank financ i a l  i n s t i tut ions such as i n s u r ance compa n i e s  and 

pen s ion fund s to become i nc r eas i ng ly soph i s t ica ted in the assessment of c r ed1t r1sk , 

there by lead i ng to a d i splacement o f  bank s  as  i nvestor s .  

12 The second fo rm o f  sec u r i t i sat ion i nvolves bo r rowe r s  r a i s i ng fund s d i r ec t ly from 

ma r k e t i nv e s to r s  through the i s sue o f  sec ur i t i e s  i n  the cap i t a l  mar k e t s  a s  opposed 

to see k i ng f i nance from the ban k i ng sy s tem in the form o f  bank loans .  

13 Al though the means fo r bo r rowe r s  to r a i se debt i n  the form o f  sec u r i t i e s ,  

espec i a l ly dome s t ic corpo r a te bonds ana eu robond s ,  have bee n av a i lable fo r a long 

time ,  the eme rgence o f  the Th i r d Wo r ld debt c r i s i s  in 1 9 8 2  was the t u r n ing po i nt for 

the incr ease i n  sec u r i t i sed debt. The g rowth of spontaneous sov e r e i g n  synd ica ted 

lend i ng by ba nks to a numbe r o f  l e s s  deve loped coun t r ies was shar ply r ed uced . The 

f inanc i a l.po s i t ion o f  many i n t e r na t ional ban k s  was weakened , and these beg an to 

expe r ience a h i g h e r  cost  of fund s wh ich they had to pa s s  on to bo r rowe r s. At the 

same t ime ,  t hose sov e r e i g n  bo r rowe r s  whose c r ed i t  stand ing r ema i ned good , s h i fted 

the i r  l i abi l i t i e s  away from bank loans and i n to r e lat ively cheaper ma r k etable 

secu r i t i e s. Mo r eove r ,  bec ause of tne r esched u l i ng o f  Th i rd Wo r ld loa n s , ban k s  

founa themse lve s ho ld i ng long-te rm i l l iq u id floa t i ng-r ate a s se t s  fo r wh i c h  they had 

to f i nd long e r - t e r m  fund i ng. To r educe the mi sma tch be tween l i ab i l i t i e s  and 

asse t s , they beg an to rely less on shor t-te rm funds ava i lable in the dome s t ic and 

internat ional i n te rbank ma r k e t s  fo r the i r  fund i ng r equ i rements  and stepped up 

i ssuance o f  med i um and long-term float i ng- rate notes ( FRNs)  in the cap i ta l  ma r k e t s .  

14 The proc e s s  o f  sec u r i t i sat ion was a l so st imu lated by other deve lopmen t s  such a s  

the d i sappe a r a nc e  o f  t h e  tr ade su rpluses o f  the Organ i sa t ion o f  Pe t ro le um Expo r t i ng 

Coun t r i e s  (OPEC ) a nd t he eme rgence o f  large  f i nanc i a l  surpluses i n  E u rope and 

Japa n .  Japa n , w i th i t s h ig h  pe r sonal sav i ng s  r a te , is now the l a r g e s t  c ap i ta l  

expor te r  i n  the wor ld .  However , i n  cont r ast to OPEC produc e r s who plac ed the i r  

su rplu s e s  i n  bank depos i t s , Japane se save r s  have i nves ted much mo r e  heav i ly i n  l i fe 

assur ance compa n i e s  a nd pen s ion funds. I n f lows i nto these funds have in t u r n  

created a l a rg e  demand f6� dome s t ic and i n te r n a t ional sec u r i t i e s .  

1 5  The upshot i s  that s i nce the e a r ly 19 8 0 s , f i n anc i a l  ma r ke t s  have w i tne s sed 

chang e s  in i nv e s to r  and bo r rowe r prefe rences , away from bank a s se t s  and l i ab i l i t ie s  

( that i s  loan s  a nd depo s i t s )  towa rds the i ssue and pu rchase o f  s ec u r i t i e s. The 
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second type of  sec u r i t isa t ion wh i c h ,  as ment ioned above , has been f u e l led by a ma jor 

change i n  the c r ed i t  stand i ng of  banks vls- a-v is non-bank co rpo r a t ions ,  has left 

many banks w i th no o r  a lesse r comparat ive advantage i n  the cost of f unds . Beca use 

banks have expe r i enced d is i n termed iat ion on both sides of  the i r  balance sheets they 

have beg un to look fo r new ways of  i nc r eas i ng or  at least ma i nta i n i ng the i r  i ncome 

w i thout plac i ng f u rther  pressu re on the i r  cap i tal bases . They have r e l ied 

i nc r easi ng ly on o f f -balance sheet i nst r uments to accompl ish this,  movi ng f rom an 

i n te rmed iary  role ( the r a is i ng and lend i ng of f unds) to an agency role ( the plac i ng 

o f  sec u r i t i es i n  the ma r ke t ) . 

Ill S t r u c t u r a l  Changes i n  US and Inte r nat ional Money Ma r kets s i nce 1 9 8 0  

16 T h e  eme r g ence of  ECP c a n  a lso b e  attr ibuted to a n umber of  o ther  st r uc t u r a l  

changes i n  t h e  US and i n t e r n a t iona l capi tal ma r k ets wh ich , s i nce the e a r ly 1 9 80s , 

have caused a d r ama t i c  lowe r i ng of the spr ead be twee n US CP and similar  matu r i ty 

eu rodol lar  i nte rbank r a tes (ag a i nst wn ich ECP r a tes are anchored) . *  

17� The relat ionsh ip between the US CP and L i bor  r ates has t r ad i t iona l ly been a 

f u nc t ion o f  two a r b1t rag es; US comme rc i a l  bank fu nd ing preferences and US money 

ma r k et i nvesto r lend ing pr e f e rences . I n  the ear ly 1 9 8 0s ,  US bank l i ab i l i ty 

manag e rs had three  pr i nc i pa l opt ions for f und i ng the i r  US do llar asse ts : domestic 

ce r t i f ica tes of  depos i ts (COs) , eu rodo l lar c e r t i f ica tes of depos i ts (ECOs) a nd 

e u rote r m  depos i ts ( ETOs) . The st r uc t u r a l  re lat ionsh ip which ex ists be tween 

shor t-term US and e u roma r k e t r a tes is shown in Cha r t  B .  

1 8  The spread be tween ECOs and L i o i d  is a f unc t ion o f  i nvesto rs ' l iqu i d i ty 

pr e f e r ence and the deg r ee to wh ich ban ks at any po int i n  t ime p r e f e r  to m i n im ise 

the i r  outstand i ngs o f  nego t i able i nstr uments . The y i e ld o f f e r ed by banks on ETOs -

L i b i d  - is h ig h e r  than on ECOs to compensate for the lac k o f  l iqu i d i ty o f  

depos i ts . The r e l a t ionsh ip be tween ECOs and Libid ( 1/16-3/16 % ) , and be tween L i bid 

a nd L i bo r  ( 1/ 8 % ) h as been f a i r ly consistent ove r t ime . The spr ead be tween US COs 

and ECOs h as been d r iven by l i ab i l i ty manag e rs who are  a r b i t r ag i ng the f lows be tween 

the two types of sec u r i t ies.  Maj or  US money centre banks are  larg e ly i nd i f f e r e n t  

t o  whe t h e r  t h e y  issue cos domestica lly o r  out  of  the i r  o f fshore br anc hes , except for 

* Fo r a mo r e  d e ta i led t r eatme nt o f  these st r uc tu r a l  changes see w P i ke Ta lbe r t  "Note 
Issuance Fac i l i t i es and the Eurocomme r c i a l  Pape r Ma r k e t "  i n  Comme rc i a l  Pape r , 
R i c h a r d  Fe l i x , Ed i to r ,  Eu romo ney Publ icat ions , 198 7 ,  p 97- 1 17 .  
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co�t . The i nd i f f e r e nce po i nt i s  whe re the cost of  the ECD equals the cost of  the 

domes t i c US CD adj u s ted fo r r e se rve r equ i r ements* , and FD IC i ns u r ance . 

19 Th u s ,  the spread be tween ECDs {and ind i rectly L i b i d )  and pr ima ry CDs 

domest ica lly i s s ued is a f unc t ion of  FD IC insurance co sts , the pe rcentage of  

r equ i r ed r e serv e s ,  and the ove r a l l  leve l  o f  interest r a tes s i nce a g iven pe rcentage 

of r e se r ve r equ i r eme nts i s  mo r e  co s t ly at h ig h e r  r ates than at lower r ates . * * U n t i l  

1 9 8 0  mo st of  t h e  e u roma r k e t  a r b i trage ac t i v i ty o f  us banks was between ETDs and 

dome s t ic CD s; i n  the e a r ly 1 9 8 0s , * ** howeve r ,  the ECD ma r k e t  g r ew v e r y  r ap i d ly { see 

Taole 2 )  • 

* The following examp le illust ra tes how r e se rve r equ i r ements ag a i ns t  do l l a r  
domes t i c CDs i ncr ease t h e  cost o f  funds to bank s .  Suppose the r e se rve 
requ i r eme nt ag ainst CD s i s  3 % . Then for eve ry do llar obt a i ned th roug h a CD , 
o n ly 97% is av a i lable to lend . The f unds id lej as  reserves i nc r ease the 
e f fec t ive co s t  of funds r a ised through CD s .  If a bank ' s  CD o f f e r s  a 10% y i e ld ,  
the additional cos t impo sed by the r e se rve requirement i s  3 1  ba s i s  po i nts 
(10%/ 0 .  97 = 10 . 3 1 % ) . 

* *  Fo r example , i n  1980 w i th i nte r e st r a te levels as h igh as 2 0 %  and an 8 %  r equ i red 
r ese r v e , tne implic i t  cos t  of i s suing a dome s t i c  CD would have oeen 174 ba s i s  
po i nts ( 2 0 %/ 0 . 9 2  = 21. 74% ) . I n  198 6 ,  w i th interest r ates around 7 %  and a 3 %  
r e s e r v e  requi reme n t , the impl ic i t  cost was down to 2 2  ba s i s  po i n t s  (7%/ . 97 = 

7 . 2 2%) . 

* * *  S i nc e  1 9 8 3 g rowth has been mo re e r r a t ic . ECDs outstand i ng at b r anches of US 
ban k s  have dec l i ned con t i nuo u s ly s i nce the e nd of  198 3 .  T h i s  dec l i ne i s  
thoug h t  to r e f lec t 3 f ac to r s :  

{ i )  

( i i )  

{ i i i )  

The i n f low o f  r e t a i l  f unds i nto Money Mar ket Depo s i t  Accounts  and S upe r 
Now Acco u n t s  i n  the Un i t ed S tates led to a t r ansfer  o f  f unds f rom us 
ban k s  to the i r  fo r e ign of f ices , wh ich r ed uced the need to i ssue ECD s . 

U S  ban k s  s i g n i f icantly r ed uced the i r  i n t e r nat ional lend i ng f o l lowing the 
LDC d e bt c r i s i s  i n  198 2 .  

The c r i s i s  wh ich fo l lowed the problems o f  Cont inental I l l i no i s  i n  1984 
made i n t e r n a t ional i nvestor s wa r y  of  large US oank s CD s .  ECDs i ssued 
by us ban k s  have a l so dec l i ned a s  a propo r t ion o f  tot a l  ECD s as  non-US 
ban k s  ( pa r tic u l a r ly Japane se ban k s )  have stepped up ac t iv i ty 

cons ider ably . 



1 1  

Table 2 London Non-S te r l i ng CDs Outstand ing 

(US$ on,  % of total i n  parentheses) 

Year- end To tal US Ba nks Japanese B r i t ish Other  
Banks Banks Banks 

19 8 0  4 8 . 7  2 6 . 8 ( 5 5 . 0 %) 8 . 8  ( 1 8 . 1 %) 4 . 6  ( 9 .  4 %) 8 . 5 ( 1 7 . 5 %) 
1 9 8 1  7 6 . 1 4 3 . 8 ( 5 7 . 6 % )  1 1 . 9  ( 1 5 . 6 % )  6 . 6  ( 8 . 7 % )  1 3 . 8 ( 18. 1 % )  
1 9 8 2  9 2 . 6 5 0 . 3 ( 5 4 . 3 %) 1 9 . 0  ( 2 0 . 5%) 9 . 3 ( 1 0 . 0 %) 1 4 . 0 ( 1 5 . 1 %) 
19 8 3  9 9 . 8  4 6 . 0 ( 4 6 . 1 %) 2 9 . 2  ( 2 9 . 3 %) 8 . 6  ( 8 . 6 % )  1 6 . 1 ( 1 6 . 1 % )  
19 8 4  9 4 . 7  3 4 . 0 ( 3 5 . 9% )  3 3 . 5 4 ( 3 5 . 4 %) 7 . 6  ( 8 .  0 %) 1 9 . 7 ( 2 0 . 8 %) 
19 8 5  9 2 . 1 3 2 . 1 ( 3 4 . 8 %) 2 8 . 9  ( 31 .  4 %) 8 . 9  ( 9 .  7 %) 2 2 . 2 ( 2 4 . 1 %) 
1986 1 14 . 8 2 7 . 8 ( 2 4 . 2 %) 4 5 . 4  ( 3 9 .  5%) 1 2 . 5 ( 1 0 . 9 %) 2 9 . 0 ( 2 5 . 3 %) 
1987 1 3 4 . 9  2 6 . 5 ( 1 9 . 6 %) 5 9 . 2  ( 4 3 .  9%) 1 2 . 8  ( 9 . 4 %) 3 6 . 4 ( 2 7 . 0 %) 
1988Hl  1 2 4 . 1  2 4 . 2 ( 1 9 . 5%) 4 9 . 6  ( 40 . 0 %) 12 . 4 ( 10 . 0 %) 3 7 . 9 ( 3 0 . 5 % )  

Sou r c e :  B a n k  o f  En9l and Qua r t e r l� Bulle t i n , Tables 3 . 2  to 3 . 8 ,  v a r ious issues , 
(assumi ng non-ste r l i ng CDs are  large ly US dol l a r  CDs). 

20 US money ma r k e t  investors conduc t very l a rg e  a r b i t r ag e  flows be tween CDs and C P  

in t h e  US domes t i c  ma r k et . The spread between the two types of  sec u r i t i es is  a 

func t ion o f  US money ma r k e t  i nvesto r pr efer ences . I n  the early  1 9 8 0s ,  bo th US CDs 

and US CP we r e  considered to be of  the highest c r ed i t  qua l i ty . A l though the 

second a ry ma r k e t  in US CDs is  mo re ac t1ve than tne US CP ma r ket ( wh e r e  most issuers 

ins ist on dealer  placement o f  pape r to end- i nvesto rs) ,  these adv antag es we r e  

somewhat o f fset i n  t h e  ea r ly l9HOs by t h e  sc a rc i ty value of comme rc i a l  pape r 

(Table 3).  

Table 3 

(US$ b n) 

Yea r-End 

19 8 0  
1981  
1982  
198 3 
1984  
1985  
198 6 
1 9 8 7  
1988 H l  

U S  C P  and CDs Ou tstand in9s 

A l l  comme r c i a l  
pape r ( 1) 

12 4 . 4  
16 5 . 8  
16 6 . 4  
1 8 7 . 7  
2 3 7 . 6  
3 0 0 . 9  
3 31 . 0  
3 5 7 . 6  
4 1 7 . 8  

Comme r c i a l  banks & t h r i f ts 
large  denominat ion 
t ime depos i ts { 2) (l/ 2) 

2 5 8 . 5  4 8% 
3 0 2 . 1  5 5 %  
3 2 7 . 9  5 0 %  
3 2 9 . 8 5 7% 
4 1 3 . 9  5 7 %  
4 3 6 . 4  6 9 %  
4 4 7 . 1  7 4 %  
4 8 8 . 9  7 3 %  
5 0 2 . 9  8 2 %  

Sou rce :  Fede r a l  Rese rve B u l le t i n ,  Nov ember 1 9 8 8 ,  Tables 1 . 2 1 and 1 . 3 2 .  L a r g e  t ime 
depos i ts cons ist ma i nly o f  CDs ( a l thoug h i t  sho uld be no ted that a f r ac t ion o f  t hese 

CDs is no t ma r k e table) • 
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21  Be tween 19 8 0  and 1 9 8 8  the Fed composi t e  ind ices of  CP ( ad j usted to a CD 

equ iva lent y1e l d )  and CDs of  s i m i l a r  three-month ma t u r ity have t r aded w i t h in a few 

bas is po ints of each othe r ,  as can be seen on Cha r t  C .  The appearance , for 

instance , of  a substant i a l  pos i t ive g ap in 1 9 8 1  r e f l ec ted wo r r ies by i nvesto rs about 

the c r ed i t  r isk o f  non- f inanc i a l  co rporate debt rela t ive to f inanc i a l  debt when 

s i gns of  a r ecession appe a red . A neg at ive g ap occ u r r ed in 1 9 8 2  when banks beg an 

expe r i enc i ng problems w i th the i r  LDC loans and again in 1 984 when the r e  was a r un on 

Cont inent a l  I l l ino is Bank o f  the US . The appea r ance of  a stable posi t i v e  g ap s ince 

the end of 1 9 8 4  cou l d  be a r e f lec t i on o f  the h igher f inanc ing costs assoc i ated w i th 

the strong g r owth o f  issuance i n  the CP ma r ket , and the g r adual dec l ine in the 

c r ed i t  qua l i ty of many l a rg e  US co rporat ions . 

2 2  The r e  have been sev e r a l  changes in the US and wo r ldw ide cap i ta l  ma r ke ts wh ich 

hav e inf luenc ed the eu romarke t inte rbank and US CP spr eads . The Mone tary Contro l  

Ac t ( MCA) o f  1 980 g r adua l ly lowe red the basic r ese rve r equ i r ement on sho r t- t e rm 

non-pe rsona l t ime aepos1ts ( la rg e ly CDs) from 6 %  to 3 %  by the spr ing of  1 9 84 . 

Pr ior to that , r eserve r equ i r ements had been as h ig h  as 8 %  in 19 8 0 .  The lowe r ing 

o f�ese rve requir ements r educea the cost o f  issu ing domestic CDs r e lat ive to ECDs . 

Tn is chang e in r eg u lat ion and the g ene r a l  dec l ine of  sho r t-term interest r ates f rom 

198 2 onwa rds , resu l ted in a r educ t1on of  spr eads be tween ECDs and domestic  CDs . As 

a r esult , the y i e ld g ap be tween ECDs and US COs has na r rowed and ove r the past few 

yea rs ECDs and CD r a tes adJusted fo r reserve and FDIC costs have moved c lose r 

tog e the r .  Bec ause o f  the U S  money mar ket a r b i t r ag e  l ink between CP and CD r ates , 

this has a lso ind i rec tly r educed the spr ead be tween L i bo r  r ates and US CP r a tes . 

The histo r i c a l  conv e rgenc e of US CP and e u roma r k e t  inte rbank r ates i s  c le a r ly 

demonst ra ted in Cha r t  D and can be shown analytica l ly as a nar row ing of  the dot ted 

l ine on Cha rt  E. 

2 3  The MCA a lso r es u l ted i n  a deregulat ion o f  most inter est r ates paid by 

comme rc i a l  banks i n  the domes t i c  ma r k e t ,  pe r m i t t i ng them for the f i rst t ime in many 

y e a r s  to compe te e f fect ively w i th money ma r ke t  mu tual f unds f o r  sma l l  s i ze 

depos i ts . A l thoug h inte r est r ate ce i l ings we r e  e l im inated in 1 9 7 3  on l a r g e  t ime 

depos i ts i n  excess o f  $ 1 0 0 , 0 0 0 ( essent i a l ly CDs) , they cont inued to ex ist f o r  

sma l l e r  t ime and sav ings depos i ts .  Sma l l e r  investors had been able to c i rc umvent 

the r e g u l a to ry ce i l ings and e a rn a ma r k e t  inte r est r ate by investing in money ma r ket 

f unds . Cong r ess subsequent ly au tho r ised banks to o f fe r  two ce i l ing - f ree accounts : 

the Money Ma r k e t  Depos i t  Account ( Decembe r 1 9 8 2 )  and the S upe r Now Account (January 

19 8 3 )  . *  These accounts a t t r ac ted a f low o f  sav ings to banks at  the expense of  money 

* Interest r a te c e i l ing on a l l  types o f  deposi ts have now been phased o u t . 
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mar k e t  f u nd s; the lat t e r  saw the i r  asse t s  fal l by $44 b i l l ion in  19 8 3 .  

16 

Th i s  

i n f low o f  f u nds l ed ban k s  to c u t  bac k o n  the i r  i s s uance o f  large dome s t ic COs to the 

1nst i t u t ional mar ket . The impo r tanc e of  COs r e lative to CP consequent ly d ec l i ned 

as a propo r t ion of total money mar ket f u nd assets ( see Table 4 ) . 

Tab le 4 us Money Mar k et Fund Assets 

Decembe r 1 9 8 2  Decembe r 1 9 8 3  Decembe r 1984 

Amount % Amount % Amount % 

� � ($B) 
US T r easu ry B i l l s  3 7 . 9  18 . 3  2 0 . 5 1 2 . 6  2 0 . 1  9 . 6  
Other  T r easury 4 . 7  2 . 3  2 . 4 1 . 5  5 . 4  2 . 6  
Secur i t i es  
Other U S  S ec u r i t ie s  12 . 0  5 . 8  13 . 4  8 . 2  1 6 . 8  8 . 0  
Repos 16. 2 7 . 8  13 . 0  8 . 0  2 2 . 7  10 . 8  
Dom Bank COs 3 5. 5  17 . 2  18 . 9  1 1 . 6  18 . 5  8 . 8  
Other Dom COs 5. 3 2 . 6  5. 1 3 . 1  5 . 2  2 . 5  
Eu ro-CDs 2 3 . 8  1 1 . 5 2 1 . 9  13 . 5  2 1 . 2  1 0 . 1  
Comme rc ial Pape r 5 0. 3  24 . 3  46 . 8  28 . 8  7 7 . 4  3 6 . 9  
BAs 18 . 8  9 . 1 19 . 6  12 . 1  2 1 . 2  1 0 . 1 
Cash Re serve s 0. 3 0 . 2  - 0 . 3  - 0 . 2  -1 . 2  - 0 . 2  
O the r Assets  1 . 8 0 . 9  1 . 3  0 . 8  2 . 4  1 . 2  

To tal Ne t Assets  2 0 6. 6  100. 0 16 2 . 6  1 0 0 . 0  2 0 9 . 7  1 0 0 . 0  

Sou rce: I nvestme nt Company I n s t i t ute , Wash ing ton , DC 



IV The I nte r nat iona l isa t ion of  Money Ma rket  Investors 

1 7  

24 I n  the e a r ly 1 9 8 0s ,  the re was an i nc r easing amount o f  d i r ec t  U S  i nvestment i n  

ECDs a nd ETDs which comme nced w i t h  the excess cash bu i lt up by many compa n i es d u r 1ng 

the 1 9 8 1 - 8 2  r ecess ion . Many h ig h  qua l i ty corpo r a tes w i th unused o r  unde r u t i l ised 

comme rc i a l  pape r prog r ammes issued CP in the us and r e i nvested the proc e eds at a 

h igher  y i e ld i n  the e u romar ket . Th is i n f low of  funds to ETDs and ECDs had the 

ef fect of ma rg i n a l l y  r educ i ng y ields on these i nstr uments and the r e fo r e  contr i buted 

to the n a r row i ng i n  y i e lds between L i bo r/Li b id and us CP ( shown in Cha r t  D ) , f a l l i ng 

from an ave r a g e  of  9 0  bas is po i n ts i n  1 9 8 0  to 2 basis po i n ts i n  the f i rst h a l f  o f  

1988 ( see Ch a r t  F ) . A r b i t r ag e  by non-US i nvesto rs a lso con t r i bu ted to a n a r r ow i ng 

of the y i e ld g ap . As ment ioned above , th is nar rowing of  y i e lds was assisted by the 

e l i minat ion of the s t r uc t u r al const r a i nts to the convergence between US and 

eu roma r k et ra tes ( r ese rve r equ 1 r eme nts and FDIC i nsu r ance costs) but a lso helpea oy 

the g r e ater  f ami l i ar isation of US money ma rket  i nvestors w i t h  non-US c r ed i ts .  The 

increased vo lume of US CP issuance wh ich beg an to i nc r ease CP issu i ng costs ana the 

tr ade- r e lated bu i ld up of  do l l a r  c l a ims by fore igners who pr e f e r red to hold 

eu rodo l l a r  depos i ts ove r US do llar  depos1ts have also been cont r 1 but ing f ac to rs.* 

25 The L i bo r/Libid-US C��onverg ence has.nad two i mpor tant e f fects . F i rst , the 

spr ead be tween CDs and ECDs has been compr essed . As a r esu lt , the US CD ma r ket is 

less i mpo r tant for the US money cente r oanks tnan i t  used to be . Th is h as r educed 

the quant i tat ive impo r tance o f  CDs as an a r b i t r ag e  a l t e r nat ive to US CP for US mo ney 

ma r k e t  i nvesto rs . In terms of  the relat ionsh ip between ra tes shown i n  Cha r t  B ,  the 

effect has been to nar row the y i e ld g ap between l i bi d  and US CP ( see Cha r t  E). The 

second and pe r h aps mo re impor tant fac tor  has been the conve rg ence o f  US and 

eu roma r ket sho r t- t e r m  r a tes . These have prov ided the impe tus for e u ronotes to 

become a v iable a l t e r nat ive to US CP for h ig h  qua l i ty issuers such as mu l t i nat ionals 

and sove r e i g ns .  These f actors have c r eated the cond i t ions nec essary for the 

deve lopment of a g loba l sho r t- te r m  pape r ma r k e t . 

* Howeve r ,  the y i e ld r e l a t ionsh ip be tween the v a r ious money ma r ke t  i nst r ume n ts i n  
the U n i ted S tates and i n  the eu roma r k et i s  not abso lute . It v a r ies acco rd i ng to 
demand and supply , pe rce ived r isks o f  bank and no n-bank i nst i t u t ions , and the mix 
of  i ssue rs a nd i nvesto rs.  
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V Fac to r s  Favour i ng ECP 
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26 W i thin  the broad t r e nd s  in sho r t-term interest  rate d i f fe r ent i a l s  o u t l i ned above 

seve r a l  f ac to r s  i n  mo r e  recent yea r s  have contr ibuted to a sh i f t  f rom una e r w r 1 t ten 

euronotes s uch as  N I Fs to non-u nde rwr i tte n US- type comme rc i al pape r f ac i l i t i e s . 

Eurono tes ( i n a l l  the i r  var ious fo rms)  have become an att ractive a l t e r na t ive to ECDs 

for i nve s to r s  who want to d iver s i fy the ir  po r t fo l ios away f rom bank r i sk whi le 

reta i n i ng the advan tag e s  o f f e r ed by l iqu id i n s t r uments . 

27 The deve lopment o f  a non-bank i nvestor  base has e nco u r ag ed the be t t e r - r a ted o r  

we l l- k nown , high-qua l i ty i ssuer s to forego a l toge the r the bank suppo r t  prov i d ed by 

comm i t ted f ac i l i t ie s .  I n  the e a r ly 1 9 7 0 s , investo r s  i n  ECP we re a lmo s t  exc l u s ively 

ban k s  intere sted i n  a n  adequate spread ove r Libo r . The same pat t e r n  was e v id e n t  

when the ECP ma r k et r ev ived i n  19 8 4 .  ECP prov ided an a l te r nat ive to FRN s ,  

inte r ba n k  lend i ng , and i n  some case s dwind l ing lo an demand . Howeve r ,  the re i s  some 

evidence tha t s i nce 1 9 8 7  ban k s  have r educed the i r  pu rchases of �CP . *  Non-bank 

inv e s to r s  have been wi l l i ng to accept lowe r y i e ld s  on e u ronotes than on bank 

sh�t-t e r m  l i ab i l i t ie s  beca u se of the be tter c r ed i t qua l i ty o f  many non- f i nanc i a l  

co rpo r a t e s  r e l a t i v e  to bank s  and othe r f i nanc i a l  i n s t i t u t ions. The w i d e n i ng of  the 

non-bank i nv e s tor  base w i l l ing to accept lower y i e ld s  fo r be t te r  qua l i ty asse t s , has 

allowed top i s s ue r s  to f inanc e themse lves at  be tter r ate s than banks , ie  at  L i bid to 

sub-L i bid leve l s .  S ince ban k s  r ece ive Li bid o n  the i r  eu ro-t ime depos i t s ,  the 

sub-L i b i d  y i e l d s  av a i lable on eu ronote ho ld ing s have not been prof i taole and have 

d i scou r ag ed bank s '  i nv e stment in the se type s of  i n s t r uments . 

28 Ano the r f ac to r  f avo u r ing ECP i s  the s impl e r  d i s t r i bu t ion me thod and tne q u i c k e r  

access t o  f u n d s  through ECP prog r amme s compa red w i th unde r wr i tten e u rono t e s  which 

use a tend e r  pan e l  me thod of  d i str ibut ion . The tende r pane l me thod , whe r eby ba n k s  

wou ld bid compe t i t iv e ly f o r  f und s a f t e r  the i ssuer had r equested f u nd i ng through 

te lexe s ,  w a s  j ud g ed too c umbe r some fo r i ssue r s  need ing sho r t- te r m  f u nd i ng . I t  

often took i ss ue r s  a week  to obt a i n  f unds compared w i th two d ay s  for ECP and one day 

fo r US CP . The tend e r  pane l has by now la rg e ly g iven way to deale r-d r iv e n  

prog r amme s which a r e  f a s t e r  t o  ope r ate and prov ide g reater t r anspa r e ncy i n  

pe r fo rmanc e ,  a n d  seve r a l  i ss ue r s  have r e s t r uc t u r ed the i r  prog r amme s f rom no te 

i s suance s t r uc tu r e s  to ECP ( eg K i ng dom of  Swede n  and the Gov e r nme nt o f  New Z e a l and ) • 

* Although i t  i s  d i f f ic u l t  to know pr ec i s e ly how much ECP comme r c i a l  ban k s  buy fo r 

the i r  own acco u nt s ,  s i nce they a l so buy fo r the i r  t r u st accounts  and for 

d i st r ibut ion to the i r  i nst i tut ional and ind iv idual c l ie nt s .  
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29 The lowe r star t-up co s t s  o f  ECP prog r amme s than those of  N I F s , and the ext r eme 

compe t i t ion to w i n  ECP deale r ships , have led to compe t i t ive co s t s  fo r bo r rowe r s  and 

have enco u r ag ed the deve lopment of  the ECP ma rket . 

30 At the incept ion o f  the ECP ma r ket few i s s u e r s  we r e  ra ted , and name r ecog n i t ion 

w a s  of pr i ma ry impor tance . *  The fact tha t ban k s ,  who are  able to cond uct the i r  own 

c r ed i t  a s se s sment , we r e  ma j o r  purchase r s  of  eu ronotes made the acqu i s it ion of  

r a t ing s pe rhaps l e s s  of  a nec e s s i ty .  Some obse rve r s  have noted tha t the 

po s s i b i l i ty of a r r ang ing prog r ammes wi thout bank bac k-up fac i l i t i e s , and the 

po s s i b i l i ty o f  i s s u i ng w i thout a c r ed i t  r at i ng prov ided cost sav i ng s for s t rong 

corpo r a te s , and may i n i t i a l ly have e ncou r ag ed the ECP mar ke t  to deve lop . ** Ma rket  

pr act i t ione r s  have sug g e s ted a s  a r ule  o f  thumb that a r a t ing and a bac k-up l i ne 

could save i s sue r s  5- 1 0  ba s i s  po in t s  in  bo r row i ng cos t s .  Th i s  obv iou s ly depends on 

the type of  bo r rowe r invo lved . Sav ing s  for a we l l  r ecog ni sed and d iv e r s i f ied 

Eu ropean corpo r ate wo uld be m i n i ma l . Sma l l e r  co rpor ates which are  not we l l - k nown , 

but i n  a good f i nanc ial  po s i t ion which i s  conf i r med by a st rong r a t i ng wou ld bene f i t 

mo s t . One d e f i n i t e adv antage of  a r a t ing i s  that plac ing unr ated ECP i s  becom i ng 

mo r€ d i f f ic u l t  bec a u se few i nvesto r s  are w i l l ing to unde r take detai led c r e d i t  

analy s i s  i f  s im i l a r ly-pr iced r a ted name s are  av a i lable . Accord ing to Feeney* * *  

the r e  i s  a s  yet l i t t le r e l i able data a l low i ng analy s t s  to d r aw conc l u s ions o n  the 

impac t of obta i n i ng a CP r a t i ng on bo r row i ng cos t s  in the eu roma r k e t . Feeney' s own 

assessment f rom the data he collec ted was that c r ed i t  r a t i ng s  appe a r  to have had 

l i t t le e f fect at the top e nd of the ma r ket . For higher qua l i ty i s sue r s ,  c r ed i t  

r a t i n g s  appe a r  to have me r e ly con f i rmed the mar ket's pr ior pe rcept ion a bo u t  c r ed i t  

qu a l i ty .  Feeney tentat ively a rg ue s  tha t the use of  c r ed i t  r a t ing s  i n  the ECP 

ma r k et as a mea n s  of  e f f ec t iv e ly commu n icat ing c r ed i t  r i s k  may be mo r e  s i g n i f icant 

at the lowe r qua l i ty e nd of  the ma r ket . I t  shou ld , howeve r ,  be noted tha t fo r some 

* The e u ronote ma r k e t  has w i tnes sed a dec l ine-in the numbe r o f  f inanc i a l  
i n t e r med i a r i e s  act i v e ly ma k i ng ma r k e t s . Th i s  r e t r enchment , wh ich pa r a l le led 
that occu r i ng in o the r ma r k et secto r s ,  r e f lec ted the d r ama t ic n a r rowi ng of 
spreads av a i lable . I t  a l so r ep r e sented a movement towar d s  a str uctu r e  s imi lar 
to that in the US CP ma r k e t ,  whe r e  the number of dea l e r s  tend s to be sma l l . 

** Th i s  cost advantage w i l l  obv iou s ly depend on the natu r e  of  the bank bac k up 
l i ne .  The ma i n  d i v i s io n  wou ld be between cont r actua l  commi tme n t s  to lend , for 
which con s i de r a t ion i s  pa id , and i nforma l ,  o ften non-cont r ac t u a l  l i n e s .  
Con t r ac t u a l  comm i tme n t s  c a n  be f u r the r broken down i nto one s a f fo r d i ng the bank 
v a r io u s  " o u t s "  and tho se tha t a r e  i r r evoc able or  nea r ly so. The cost advantage 
o f  ECP ove r N I F s  me nt ioned above wou ld requ i r e ECP to r e f lect one o r  mo r e  o f  the 

fol low i ng f acto r s :  ( 1 ) u nbac k ed by any c r ed i t  l i ne s; ( 2 )  bac ked by a c r ed i t  
l i ne that i s  " f r e e "  i n  some se nse; o r  ( 3 )  bac ked by a c red i t  l i ne a l r eady i n  

ex i stence ( to suppo r t  a dome s t ic CP prog r amme , fo r instanc e ) , and capable of  
do u b le d u ty . The d i st i nc t ion be tween underwr i t ten eu ronotes and ECP i s  

somewhat b l u r red i n  c a se s  whe r e  ECP i s sue r s  which a r r ange con t r ac tu a l  bac k-up 

l i n e s  o f  c r ed i t  have to pay s i g n i f icant fees fo r s uch a serv ice . 

*** F e eney , op c i t p . 58 .  
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companie s lower bo r rowing costs may not be the only crite ria invo lved in set tinq uo 

a prog r amme . Non-pec unia ry fac tor s which favour f unding in the e u roma r k e t  inc lude 

the div e r sifica tion of funding sou rces , the f r eeing up of bank c r edit lines and name 

recog nitio n .  

31 A l so ins t r umental in the development of  the ECP ma r ket was a dif f e r e n tial c r ed 1 t  

pe rception o f  issu e r s  by inve sto r s  in the us C P  ma r ket and the euroma r ke t .  Bec ause 

of the leg a l  and fiscal r e s t ric tions imposed on the issuance o f  sho r t- te r m  no tes in 

many national market s ,  quality issue r s  began issuing in the us CP ma r ke t  and/o r 

beg an to a r r a ng e  unde r written and non-underwritten euronote f acilitie s .* But  US CP 

investor s have systematic a l ly requir ed a pr emium ove r dome stic issue r s  fo r fo r eign 

bor rowe r s  issuing in the US mar ket , a lthough this premium ha s nar rowed ove r time . 

On the other hand , eu roma r ket investo r s  have based their investment decisions mo r e  

on name r ecog nitio n ,  r a the r than o n  st ric t  c r edit asse ssme nt , and have no t divided 

issue r s  consis tently by na tiona lity . I n  additio n ,  in cont r a s t  to the US CP ma r ke t ,  

US issue r s  in the ECP ma rket  have gene r a l ly been of sig nific antly lowe r qua lity than 

US dome stic is su e r s  in the US CP mar ket , while fo reig n issue r s  in the US CP ma r ket 

ha� been of gene r a l ly higher qua lity than US dome stic issue r s .  This 

dif f e re ntia ted pe rception of c r edit qua litie s c r eated windows in the e u roma r ke t  fo r 

a lowe r-qua lity c l ass o f  US issue r s ,  who faced a less st ringent asse s sment o f  the i r  

credit ris k , wnile non-us�issu e r s  found the, issuance o f  ECP a n  inc r e a sing ly 

co st- e f fec tive option .** 

32 Sev e r a l  o the r facto r s  which have arisen since the end of  1 9 8 6  have st 1mu la ted 

the g rowth of no tes d r awn under  ECP prog r amme s .  The col lapse o f  the FRN ma r k e t  led 

inve sto r s  and issue r s  to consider  ECP as a liquid and relative ly safe in st r ume n t . 

Fo r money ma r k e t  inve stor s ,  FRN s were origina l ly viewed a s  alter native mo ney ma r ke t  

ins t r uments to US comme rcial pape r and ECDs . However , they could be conside red an 

alte r native only a s  lo ng as the r e  was investor demand , which cea sed to be the c a se 

after  the FRN ma r k et d ried up at the end of  1 9 8 6 . ECP al lows a chang e in the 

asse s sment o f  c r edit qua lity at every new issue , and the spr e ad is no t f ixed as is 

the c a se with FRN s .  

33 The a t t r ac tiveness o f  non-commit ted fo rms of  sho r t-term financing such a s  ECP 

relative to unde rwritten fo rms of  issuance such as Note I s suance Facilitie s (N I F s )  

has a l so been inc r ea sed indirec tly by the ag reement among the r eg u latory autho ritie s 

of the G-10  countries and Swit zer land ( unde r BIS  auspice s )  on a commo n  f r amewo r k  fo r 

* see s L Topping , " Comme rcia l pape r ma r ket s" , Bank of  England Qua r te r ly B u l l e tin 

Vo l 2 7 , Fe b .  198 7 ,  p .4 6-53 . 

** ·See R N McC a u ley and L A Harg r ave s ,  op cit . 
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in ter national oank c apit al adequacy . *  The BIS fr amewo r k  proposed a me thod by which 

off-balance sheet expo sures will be conver teo to on-balance sheet asse t s . Because 

u nder written facil1tie s such a s  NIFs and revolving underwriting facilitie s ( RUF s )  

imply a commitme nt from unde rwrite r s ,  they wil l  be inco rpor ated i n  the fr amewo rK .  

This will  r eint roouce committee facilitie s into ban k s' ba lance sheets with a need to 

set aside a given amount o f  capital bac king . Non- unae rwritten issuance s t r uc t u r e s , 

such as  ECP , wil l  not be invo lved in the r eg u lato r y  net s i nce they do no t g ive rise 

to continge nt expo sure fo r bank a r r ang e r s .  Thus the a r r angement o f  und e r written 

fac i litie s by inte r nationally active ban k s  wil l  be mor e  co s t ly i n  te rms of capit al 

than ECP , and this wil l  be re flec ted in the co s t s  o f  a r r anging the se facilitie s .  

3 4  A va riety o f  othe r facto r s  o f  a mo r e  tempo r a ry nature ha s encou r ag ed the 

iss uance of ECP . In the early pa r t  of 1��7 , whe n the wea k ne s s  o f  the US do l l a r  

prompteo cent r a l  oank fo re 1gn exchange ma rket  inte rve ntio n ,  the resu ltant inc r e ase 

1 n  c e n t r a l  ba nks' ho lding s of US do l l a r s  we re largely invested in US T r ea s u ry 

bil l s . This depr e s sed T-bill yie lds , which in t u r n  by subs t i t ution , pu shed yie lds 

lowe r fo r high qua lity non-bank pape r in the US dome stic ma r k e t . For US 

co r po r a te s ,  this me ant that it was significantly cheape r to issue in the US than 

th rough ECP . The aiffe r ential between yields on sovereig n pape r in the ECP ma r k et 

and US T-bill s  oecame su fficie ntly wide to ind uce some cen t r a l  ban k s * *  to pu rchase 

ECP , the r eby pr oviaing suppo r t  to the g rowth of ECP . Towa r o s  the midole of 1 987 , 

c e n t r a l  oa nk s' in terve ntion slowed and their profile in the ECP ma r ke t  bec ame mo re 

mode s t. The se official sec to r investo r s  we r e  the n replaced by private sector 

investo r s .  Prio r  to the stock ma r k et c r a sh o n  19 Oc tobe r 1987 , the inc r ease in 

in t e r e s t  r a te s  r e s u ltea in mo r e  eu roma r ket 1 nvesto r s  moving to shor t-term 

* Since 1 9 8 5  a number of supe rviso ry authoritie s have taken s teps to inc l ude in 
tneir me a s u r eme nt of capital adequacy comm i tments g 1ven by ban k s  unde rwriting 
e u ronote facil i ties . I n  ear ly 1 9 87 , the Bank of Eng land and US Fed e r a l  Banking 
S upe rviso ry Autho ritie s published a join t communique on prima r y  c apital and 
c apita l  adequacy assessme nt which among other things  a i med at c aptu r ing 
o ff-bal ance-sheet ac tivit ies such as  N I Fs in  the calculation r i s k/a sset 
r a tios . Th i s  was to provide a logic a l  and consistent ba sis fo r calculations 
encompa s sing both on and o ff-balance- sheet busine sse s . Mo s t  of the se proposals 
were s u bseque n t ly adopted in d r a ft fo rm by othe r GlO  cou n t r i e s  and S w i t z e r land 
a t  a meeting held in Basle in  Decembe r 1 9 87 .  The Committee r e ached a final 
a g r eeme nt in J u ly 1 98 8 . 

* *  A l tho ugh many c e n t r a l  ban k s  a r e  r e s t ric ted .to pu rcha sing sove reig n  pape r , and a 

n umber o f  the ce n t r a l  ban k s  who presumably conducted mos t  o f  the intervention do 
no t y e t  pu rchase ECP . 
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in s t r uments  such a s  ECP whe re capital lo sses could be m i n imi sed . The i n c r e a se d  

demand cut  the y i e ld spread between ECP and us CP . The f l ight to qu a l i ty 

expe r i e nced in  Oc tobe r 1 9 8 7  pu shed r a tes on ECP to very low leve ls a s  cap i t a l  f loweo 

to sho r t- t e rm debt , wh ich bene f i ted all secto r s  of  tne ECP ma r ket . Pa r t i c u l a r ly 

strong demand for sove r e i g n  pape r was repo r ted d u r i ng the stoc kma r ket c r ash but 

ove r a l l  the ECP ma rket  proved very r e s i l ient . Pr 1vate sec tor i s sue r s  we r e  not 

repor ted to have had any ma j o r  d i f f ic u lty in  ro l l i ng ove r the i r  no te s .  The 

re s i l i ence was seen as  an encou r ag ing s ig n  by i nve stor s ,  and when y i e ld s  f e l l  

sha rply at  the e nd of Decembe r seve ral  deale r s  repor ted i nc r e a s i ng i nve s to r 

w i l l ingness to buy non- r ated or  low- r ated pape r as a means o f  inc r e a s i ng i ncome . 

I n  the f i r st h a l f  o f  1 98 8 ,  the ma rket  was suppor ted by the st reng th o f  the U S  

dol l a r , and the r e fore cont inued t o  expand st rong ly . The amount of  ECP outstand i ng s  

rose by almost $ 1 5  bn f rom end-Decembe r 1987  to end-June 1 9 8 8  ( see Table l )  . 

VI  E f f ec t ive costs and ma r ket t ie r ing 

3 5  L i t t le has so f a r  been wr i t ten aoout the compe t i t ivene s s  o f  the ma r ket for 

eu �onotes desp i te the r apid g rowth of  the ma r k et . A study pr epa r ed i n  Decembe r 

1 � 8 6  by Rod ney M i l ls* of  the Fede ral  Re se rve Board compa reo the costs of  bo r row 1 ng 

in thre e-month e u ropape r w i th tho se in  the US comme rc ial pape r ma r k et . M i l l s  

conc luoea that o n  the ba s i s  of  r a tes o n  three-month mat u r i t i e s  f o r  18  A l/Pl r a teo 

bo r rower s ,  co s t s  may have been lowe r 1n the ECP ma r k e t  roug h ly one- t h i rd to one- h a l f  

o f  tne t 1me . Ra tes pa 1d to investors  we re at most t ime s ,  ana for mo st bo r rowe r s ,  

lowe r i n  the U S  ma rket  than i n  the eu roma r k e t , but the h ig her r emune r a t ion to 

dea l e r s  in the US ( o f  aoout S-8 ba s i s  po i nts) , f r equently meant that a l l- i n  co s t s  

we re lowe r in  the eu romar ket ( whe re comm i s s ions a r e  est imated t o  be 2- 3 ba s i s  

po i nt s )  • 

3 6  An i nd icat ion of  the cost e f fec t ivene ss of  ECP r e la t ive to US CP has  bee n  mao e  

po s s i ble by t he publicat ion of  i nd ices o f  eurocomme rc i a l  pape r y i e ld s . * *  The 

publ i shed r a tes are those quoted in  the pr imary mar ket to inve sto r s  i n  dol l a r  

denomi nated ECP o f  1 , 2 , 3  and 6-month matu r i t ie s  i ssued by Al/Pl rated compani e s  

( i nc lud ing ban k  ho ld i ng companies b u t  exc lud i ng bank s ) . These r a t e s  do no t r e f lect 

cos t s  to bo r rowe r s  as  the se a r e  increased by othe r costs such as  v a r ious fees a nd 

* Rodney M i l l s ,  The Cost Compe t i t ivene s s  o f  the E u ropape r Ma r k et , I n te r na t iona l 

F i nance D i sc u s s ion Pape r s  No 2 � 7 , Boa rd of Gove r no r s  o f  the Fede r a l  Rese rve 

System,  Was h i ng ton DC , Decembe r 19 � 6 .  

* *  s ee Bank o f  Eng l and , "Eurocomme rc i a l  Pape r Ra te s " , Bank o f  England Qua r te r ly 

B u l le t i n ,  Vo l 2 7 , Aug ust 1 9 8 7 .  
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spread s .  ECP has g e ne r a l ly y i e lded mo r e  than US C P  i n  the one-month and 

t h r ee-month ma tu r i t i e s ,  on  the bas i s  of  data co l lected s i nce Aug u s t  1 9 8 7  ( see 

Cha r t  G ) . Howeve r ,  when US CP rates a r e  i nc r e a sed by 5 ba s i s  po i n t s  ( bp) to a l low 

for an approx imat ion of the mo re expens ive comm i s s ion s t r uc ture c u r rently ex i s t i ng 

i n  the U S , ECP i s  seen to exh ibit  f r equent a r b i t r ag e  opportu n i t i es  ( see Cha r t  H ) . 

3 7  I t  nev e r theless appe a r s  that ECP i s  s t i l l  r eg a rded by many i ssue r s  as  an 

oppo r tu n i st ic or  ma rg inal ma r ket rather than one wh ich is cen t r a l  to the i r  f und ing 

pol icy . Pape r w i l l  be boug ht and sold i f  advantag eous swap oppo r tun i t i e s  a r i s e  or  

deve lopmen t s  f avour one ma r ket rather  than the o the r .  For example , GMAC , wh ich i s  

tne b i g g e s t  bo r rowe r i n  the wo r ld C P  ma r ke t , i s  repor ted to have r ed uced i t s  pape r 

o u t s t and i ng i n  Aug u st 1 9 8 7  to $ 3 0 0  mn f rom e a r l i e r  h ig h s  of  $ 1  bn . Compa r ed with  

out stand i ng s o f  $30  bn  approx imately on its  US CP prog r amme , ECP r epr e sented at that 

t i me a pe r i phe ral  f u nd i ng source . GMAC was r epo r ted to have sh i f ted an i nc r e a s i ng 

propo r t ion i t s  f i nanc 1ng r eyu i r eme nts i n  tne euroma r ket to eu ro-mea i um- term no te s ,  

al thougn mo re recently GMAC has r epor ted ly r e s umea ECP i s suance . Th i s  sugge s t s  

t h a t  f o r  top-qua l i ty f i r ms wh 1ch c a n  acc e s s  bo t h  ma r k et s ,  ECP may o f te n  not be 

compe t it ive . The ma i n  bene f ic i a r i e s  may the r e fore be the second l i ne compan i e s  

who se name may be r ecog n i sed i n  Europe , bu t wh ich a r e  not o f  s u f f ic 1ent s t r e ng th to 

g e t  a good c r ed i t r at i ng i n  the U S , and gove r nment and supranat ional bo r rowe r s . 

Mo st h ig h ly- r ated European compa n i e s  wou ld probably f i nd the US ma r k e t  mo r e  

cost-e f f ect ive a t  sho rt  matu r i t ies  ( be low one month where mo s t  U S  C P  i s  t r aded ) 

pa r t i cula r ly con s i de r i ng i t s  depth and f lex i b i l i ty when compa red w i t h  the ECP ma r k e t . 

3 8  The re i s  a c lo se co r r e la t ion be tween the y i e ld on ECP and i n te r bank r a tes ( see 

Chart  I ) . Th i s  i s  in  cont rast  to the U S  CP ma r k et wh ich i s  old enough and b1g 

e nough to have cr ea ted a somewhat mo r e  i ndependent r a te-set t i ng mecha n i sm . * 

L i b i d-based pr ic i ng has pe r s i sted in  the e u roma r kets bec ause i nvesto r s  see ECP as  an 

a l te r nat ive to ETD s or ECDs . The range for A l/Pl-ra ted co r po r ate i s sue r s  i s  

e s t imated to oe be tween L 1me an and L i bid . Only absolute top- r a ted corpo r ates can 

ac h i eve sub- L i b id bo r row i ng . Fo r A 2/P2 i s sue r s  the r ange i s  f rom L i bo r  to L i bo r  

p l u s  5 .  Lowe r qua l i ty non- r a ted i s sue r s  or  l i tt le k nown i ssue r s  may pay as  muc h as 

L i bo r  plus  4 5  bp . Howeve r , pape r fo r pr ime sove r e i g n  bo r rowe r s  i s  o f f e r ed a t  

substant i a l ly lowe r y i e ld s  than i n t e r bank r a t e s  and appe a r s  to b e  g r ad u a l ly g a i n i ng 

* Reg r e s s ion analy s i s  ba sed on d a i ly data f rom 3 Aug u st 1 9 8 7  to 3 0  J une 1 9 8 8  shows 
an R- squ a r ed o f  0 . 9 5 for ECP a g a i n s t  L ib i d  and 0 . 4 7 for ECP ag a 1 ns t  USCP . The 
be ta coe f f ic i e n t s  of each equat ion r u n  sepa r a t e ly we re stat i s t ic a l ly s i g n i f icant 

at  the 5 %  leve l .  When r eg r e s sed j o i n t ly on ECP , R- squa r ed i mproved ma r g i na l ly 
but the beta coe f f ic i ent on U SCP bec ame i n s i g n i f icant at the s ame level wh i le 

the coe f f ic ient o n  L i bid r ema i ned s ig n i f icant . 
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i ndependence f rom interbank ra tes* { Sweden ' s  pape r can of ten y i e ld less  than 2 0  bp 

be low L i b i d )  • Bec ause of the rapid evolut ion of the ma r ket , the se r a t e s  shou ld oe 

con s ider ed as i nd icat ive rat her than absolute . 

39 The v a r i a t ion i n  i ssu i ng rates i s  a ref lect ion of  the lac k  of  homog ene i ty o f  the 

ECP ma r k e t . Unt i l  mid-Oc tobe r 198 7 ,  the ma r k e t  was segmented i nto three g roups ; 

pr�me sov e r e i g n s ,  top- r ated mu l t i nat ionals o r  we l l- k nown cor po r a te s , and a lowe r 

t ie r  of  non - rated o r  lowe r -qua l i ty co rpo rates wh ich had to pay s i g n i f ic a nt spreads 

ov_e r L i bo r . The col lapse of  sha r e  pr ices on 1 9  Oc tobe r 1 9 8 7  lef t few f inanc i a l  

mar k e t s  untouched . The c ra sh pushed rates lowe r but t ie r ing d id not i nc r ease 

s ubstan t i a l ly . I t  nev e r the less appears  to have accentuated segmentat ion i n  the ECP 

ma r k et i n to two mar kets : for sove r e i g n  c r ed i t s ,  and fo r non- f inanc i a l  co r po r a t e s  

ana bank s .  Cent r a l  bank s '  i n tervent ion to support tne US do llar  and subsequ ent 

1 nve stment of  do llar  proceeds pu shed rates on sove r e ig n  ECP pape r down to as much as 

35 bp be low L i bi d  { a lthough this ma rg in  suosequently nar rowed ) . S uc h  ma r k e t 

d i s t u rbances w i l l  i nev i tably put pressure on the w ide v a r i e ty of  i ss u e r s  to adopt 

mo r e  un i fo r m  stand a rds , such as c r ed i t  r a t ings and pe rhaps expl ic i t  bank bac k - up 

l i nes { i n ada i t ion to the impl ic i t  i i nes requ i r ed by r a t ing ag enc i e s  to prov ide a 

r a t i ng ) . 

4 0  The stoc kma r k e t  cr ash has made investo r s  mo re awa r e  of c red i t  d i f fe r ent 1 a t ion . 

The re has been a rev ival of  i nterest  by bank i nvesto r s  i n  above- L i bo r  corpo r ate 

pape r on wh ich they have the i r  own asse ssme nt capab i l i ty .  The se i nvesto r s  i n  

lesse r -qua l i ty pape r tend to be mo re i nc l i ned to hold th i s  pape r to matu r i ty .  O n  

the other hand , i nvesto r s  i n  top-qual i ty and sover e ig n  pape r a r e  i nc r eas i ng ly 

w i l l i ng to t r ade such pape r to s u i t  the i r  pa r t ic u la r  f und i ng prefe rence s .  Th i s  i s  

what has accentu ated the segmentat ion i nto two t ie r s .  A t  the top end , i s sue r s  a r e  

w i nn i ng f iner  terms i n  a mar ket that i s  mo r e  ac t iv e ly t r aded wh i le at  t h e  other e nd , 

lesser  names i ssue pape r wh ich i s  i nc r e a s i ng ly he ld to mat u r i ty by a sec tor o f  

i nv e s to r s  wh ich r equ i re h i g h y ie ld s  ove r Li bo r .  

* See N ancy J K i mme lman and G io i a  M Parente , " The TED Spr ead-Ou t loo k  and 

I mpl icat ions " ,  Bond Ma r k et Re search Memor and um ,  Salomon B ro the r s ,  15 J u l y  19 8 7 .  



CH
AR

T 
I 

LI
B

ID
/E

C
P 

Y
iel

d
s 

Pe
rc

en
ta

ge
 P

oi
nt

s 
(T

hr
ee

 M
on

th
 M

at
ur

it
y)

 
9.

5 9 

8.
5 8 

7.
5 7 

6.
5 

A 
S 

19
87

 
Pe

rc
en

ta
ge

 P
oi

nt
s 

0
 

N 
D

 

L
IB

 ID
 

E
C

P
 

�::
� r--

-
-

-
- ..

 -
-D-

1-. 
f-f

- e-
re_

n_
t 1-. 

a_ l
_

E_
C_

P _
__ 

L_ I
_ B_

I_ D
 _

_
_

_
_

_
 __,

I 

0
.2

 o 
t 

�
v

 \
 tv-:=

 �
 pcfv

v·.N-
'=

 
1 

I 
-

0
.2

 

-
0

.4
 

-
0

.6
 

A 
S 

19
87

 
0

 
N 

D
 

L
IB

ID
 

: 
W

e
e

k
lv

 F
e

d
e

ra
l 

R
e

s
e

rv
e

 B
o

a
rd

 
_ 

�
 

�
 



VI I How Global i s  the CP Ma r ket? 

( i )  Cu r r e nc i e s  

2 9  

4 1  Al thoug h t h e  above ana lys i s  poin ts to a g r eate r integ r a t ion of  US CP and do l la r  

ECP , i t  doe s not yet r epresent a g lobal mar ket whe re pape r i s  t r aded i n  a wide range 

of  c u r r enc i e s  on a 24 hou r  bas i s .  Most of  the ac t i v i ty s t i l l  occ u r s  in US 

dol la r s . For i n s tance , of  the $ 4 4 . 8  bn in ECP/ECD prog r amme s r ecorded in the Bank 

of  E ng land ' s  capital  ma r k e t  database in  the f i r s t  half of  1 98 8 ,  8 5 %  we r e  pr i nc i pa lly 

denom i nated i n  US do l l a r , 4% we r e  i n  yen ( larg ely eu ro-yen CO s )  wh i le 6% were 

ste r l i ng -denominated . The rest was made up of  Aust r a l ian and New Zea land 

do l la r s .  Howeve r ,  for ty- fo u r  pe r cent o f  the fac i l i t ies  announced i n  the f i r s t  

half  of  1 9 8 �  i nc l uded mu lt icur rency options . The var ious c lear i ng agenc i e s  do no t 

yet prov ide r eg u lar  c u r r e ncy breakdowns of  out stand i ng s ,  but the amounts o u t s tand ing 

in  c u r renc i e s  other than yen and do llar are sma l l .  I n  Sept emoe r 1 �8 7 ,  Eu ro-c lear 

est imated tha t about 93%  of  the notes i s s ued under ECP prog r amme s we r e  denomi nated 

in  US do l l a r s - a propo r t ion wh ich had dec l i ned to about 8 7 %  one year late r . The 

domi nance of do l l a r  prog r amme s and outstand i ng s i s  par tly a r e f lect ion of the 

deve lopme nt of  ECP f rom US note issuance fac i l i t i es and US CP . But  i t  i s  a l so a 

consequence of  v a r ious nat ional regu lato ry author i t ie s '  r e s t r ic t ions on the i s suance 

of ECP denom i nated in  the i r  nat ional c u r renc ies . _ So .f a r , - only n i ne Eu ropean 

count r i e s  have pe rmit ted the a r r angement of  ECP prog r amme s in the i r  own c u r r e nc i e s ,  

and these ma r ke t s  a r e  o f ten t ightly reg u lated . The Japane se have only a l lowed 

eu ro-yen CP to be i ssued f rom 20 Novembe r 19 8 7 ,  and thi s appl ied i n i t i a lly only to 

non- r e s ident r a ted i s sue r s .  However , as  i ssue r s  have to f i l l  r equ i r eme n t s  i n  

va r ious c u r renc i e s  and u s e  d i f fe rent c u r rency ma r k e t s  as  a sou rce o f  a r b i t r ag e , the 

use of  v a r ious othe r  c u r renc i e s  is bound to g row . The trend towa r d s  

inte r nat iona l i sat ion of  CP ma r k e t s  w i l l  be streng thened by t h e  g rowing propo r t ion of  

prog r amme s w i th mu l t ic u r rency opt ions and prog r amme s - which f ac i l i tate swaps f rom one 

c u r r ency to anothe r .  The i nc reas ing use of  o the r c u r renc ie s  has been accompan i ed 

by an expans ion o f  nat ional CP ma r ke t s  outs ide the US ( al though these ma r ke t s  r ema i n  

ba s ic a l ly dome s t ic i n  charac te r )  • Any f u rther wea k ne s s  o f  the US do l l a r  may a l so 

even tu a l ly lead to d ive r s i f icat ion i n to othe r  c u r renc ie s .  

( i i )  I nvesto r s  

42  Bec a u se i t  i s  t r aded over- the-counte r i t  i s  very d i f f ic u l t  to f i nd acc u r a te 

informa t ion on investo r s  in ECP .  Deale r s  moni to r  the i r  sales c lo s e ly but a r e  

usually ve ry r e luctant t o  r eveal deta i led breakdown s .  Th i s  means that the r e  i s  no 
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r e l i able data  on investo r s  and that f ig u res publ i shed in  most ma r k e t  s u rveys a r e  

based on sales made by a f e w  deale r s .  One o f  the st rongest fo rces d r iv i ng 

i nv e s to r s  i n  ECP has be en d i ve r s i f icat ion away f rom ETD s ,  ECD s ,  t r ade b i l l s  and 

convent ional shor t-d ated gove r nment debt i n s t r umen t s .  ECP o f f e r s  a wider  c ho ice of 

pape r than mo s t  dome s t i c  CP ma r ke t s  by a l low i ng i nvesto r s  to purchase not e s  f rom 

g ov e r nments , gove r nments agenc ie s ,  ban k s  and f i nanc i a l  inst i t ut ions as we l l  as 

non- f i nanc i a l  co r po r a t ions . ECP has prov ided i nvesto r s  w i th a r eady way to 

i nc r ease the i r  expo s u r e  to corporate sector debt . As i s  the case w i th i ss ue r s ,  the 

i nve stor base in ECP i s  mo r e  i n te r nat ional and broader  than i s  the c a se i n  dome st ic 

ma r k e t s .  Acco r d i ng to a r ecent su rvey conducted by Corpor ate F i nance* mo r e  than 

o ne qua r t e r  of  ECP wou ld be purcha sed by UK-ba sed i nvesto r s  and a s i m i l a r  po r t ion 

wou ld be so ld on the Cont i nent . The rema i nde r i s  so ld outs ide Eu rope w i th pe r haps 

c lose to anoth e r  qua r te r  e nd i ng up i n  the Far East . 

4 3  The i nve stor base can be g rouped i n to commerc ial  bank s ,  central  ban k s  and 

gove r nme nt agenc i e s ,  inst i t u t ional i nvesto r s ,  corpor ates and i nd iv id u a l s . 

Comme r c i a l  ba n k s  purc hase ECP as a subs t i tute for t r ad i t ional a s se t s  such as bank 

loan s . Because they can pe r form the i r  own c r ed i t  analy s i s  comme rc i a l  ban k s  a r e  

heavy buye r s  o f  unr ated a nd h igh-y i e ld i ng pape r .  Central ban k s  and gov e r nment 

agenc i e s  conce n t r a t e  the i r  pu rchases on h ig hly-r ated sove r e ig n  pape r g e ne r a lly 

because of i n t e r n a l  i nv e s tme nt g u idel ines wh ich · l im i t  the i r  purchases to 

h ig h-qua l i ty gove r nme nt debt . The se inst i t u t i ons a r e  of ten w i l l i ng to accept a 

lowe r y i e ld for the u sua l ly h ig he r  l i qu id i ty of  sovere ig n  CP . I ns t i tut ional 

i nve sto r s  a r e  an hete rog e no u s  g roup o f  professional money manag e r s  who try to 

ac h i eve re lat ively h ig h  i ncome s t r eams comb i ned w i th high l iqu id i ty .  The r e  a r e  

a l so pr i v a te i nd iv id u a l s  who inve st i n  ECP b u t  they cons t i tute o n ly a sma l l  f r ac t ion 

of the i nve sto r base bec ause the no tes i s sued u nder most prog r ammes have a h ig h  

m i n imum denom i nat ion ( g e ne r a l ly $ 50 0 , 0 0 0 ) . 

4 4  A l though the i nv e s to r  base i s  b road , the over lap o f  i nvesto r s  i n  ECP a nd 

dome s t ic C P  h a s  been l i m i ted to the biggest  i nvesto r s .  C ro s s-bor d e r  i nv e s tme n t s  

h a v e  b e e n  hampe r ed b y  d i f fe r e n t  investment t r ad i t ions , investment par ame te r s ,  

c u r r ency denom i nat ions , t ime zones and a var i e ty o f  r ules and taxes o n  ove r seas 

i nv e s tme n t s . Mos t  i nvesto r s  a r e  s t i l l  less  " g loba l "  than i ssue r s .  I n  pa r t ic u lar , 

the lack  o f  non-do l l a r  c u r renc i e s  has exc luded many i nvesto r s  f rom pa r t ic i pa t i ng i n  

* P a u l  D ic k i n s , " Comme rc i a l  Pape r on D i splay " , Co rpor ate F i nance S uppleme nt , 

E u romoney , Octobe r 1 98 8 ,  p . l8 .  
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the ma r k e t . *  A ma j o r i ty o f  ECP i nvesto r s  tend to buy and hold . But  a s i g n 1 f icant 

propo r t ion o f  i nvesto r s  i nvest i n  ECP only when they can e i ther bo r row at  a lowe r 

r a t e  i n  o rd e r  to ma ke a n  a r b i t rage prof i t  or  swap do llar  ECP i nto other c u r r e nc i e s  

at mo r e  favo u r able r ates , compared w i th t h e  r a tes av a i lable on fo r e ig n  c u r r e ncy t 1 me 

depos i t s .  Th i s  ma k e s  i ssue r s  dependent o n  the wh ims o f  oppo r t un i s t i c i nvesto r s ,  

and means that the ava i la b i l i ty of  f unds i s  less r e l i able . 

( i i i )  Leg a l  and F i sc a l  Aspect s  

4 5  Leg a l  a nd f i sc a l  bar r ie r s  have prevented the f u r the r i nteg r a t ion o f  dome s t ic and 

eu roma r k e t  C P  sec to r s .  For i nstance , sec u r i t i e s  may not g ene r a l ly be so ld i n  the 

US w i thout f i r s t  r eg i ste r i ng the i ssue w i th the SEC or i ss u i ng p u r suant to an 

exemption f rom r eg i s t r at ion under the Sec u r i t ie s  Ac t of 1 9 3 3 .  U s u a l ly , e u ronotes  

such a s  ECP are  ne i t he r  r eg i ste red under  the  Ac t no r exempt unde r its  prov i s ions . 

The r e f o r e  they may no t be so ld to US residents (oth e r  than the fo r e i g n  br anc h e s  of  

US bank s )  be fore the s tandard 90-day seasoning pe r iod for fo r e ig n  sec u r i t i es has 

elapsed . ( I ss ue r s  which  i ssue i n  bo th mar kets  wou ld i n  any c a se t r y  to l im i t  the 

f low bac k to the US in o rder  to avo id the poss ib i l i ty o f  eu ronotes compe t i ng w i th 

no t e s  i s sued und e r  the i r  US prog r amme s . ) 

4 6  The leg a l  and f i sc a l  r e st r ic t ions ex i s t i ng i n  var ious coun t r i e s  on the i s suance 

o f  CP have encou r ag ed bo r rowe r s  to i s sue i n  the US dome s t ic ma r ke t  and the ECP 

ma r k et , a l though i n  recent yea r s  some governments have r el axed the i r  proh i b i t ions 

ag a i n s t  dome s t ic pape r i s suance . The US dome s t ic CP mar ket , wh i c h  wa s fo r me r ly 

exc lus ively Ame r ican , i s  i nc r e a s i ng ly becomi ng an i nte r nat ional ma r k e t  w i t h  a 

g rowi ng numbe r o f  fo r e i g n  compan i e s  and sove r e ig ns ( such as Canada and Swed e n )  

i s s u i ng pape r k nown a s  " Yankee" . As of Aug ust 1 9 8 8 , fo r e i g n  i s sue r s  collect i v e ly 

accoun ted fo r about 1 0 %  of  us CP outstand i ng . Fo r e ig n  compa n i e s  u se the do l la r s  

r a i sed by i ss u i ng pape r i n  the U S  to f i nance the ac t i v i t ie s  o f  the i r  US 

subsid i a r i e s ,  to s uppo r t  other ac t i v i t i e s  r equ i r i ng do l la r  paymen t s  fo r goods and 

s e r v i c e s  ( such a s  o i l  impo r t s  for i nstanc e )  o r  to swap i n  the i r  own c u r r e nc i e s .  

( v) A r b i t r ag e  a nd Sett lement 

4 7  S ev e r a l  mu l t i na t ional corpo r a t ions wh ich a r e  a l r e ady ope ra t i ng CP p rog r amme s i n  

the us have s e t  up ECP prog r amme s w i th the a im o f  a r b i tr ag ing ac t i v e ly betwee n the 

* Sw i s s Bank Co rpo r a t ion I nte r nat ional ( wh ich is  one of  the f ive top ECP deale r s ) 

e s t imated i n  1 9 8 7  that 2 5 % of  the i r  i nvesto r s  a r e  so ld do l l a r  ECP hedged i n to o th e r  

c u r r e nc ie s .  
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N e w  Yo r k  and London do l l a r  mar kets . The long e r  matu r i t ie s  o f  l to 6 months 

pr evalent i n  the ECP ma r ke t  a l low f und i ng i n  these mat u r i t ies o f ten at cheaper r a te s 

than i n  the US whe re ma tu r i t i e s  a r e  substantially  sho r te r . One impo r tant 

d i f f e r e nce between the London and N ew Yo r k  ma r ke t s  is  tha t f und s are  sett led in  two 

days in London compa r ed w i th one day i n  New Yor k .  

4 8  I n  sp i te o f  the prog r ess made towa rds a "pape r less"  book -entry system , mo s t  ECP 

i s  s t i l l  sec u r i ty-pr i n ted in def i n i t ive bea r e r  fo r m ,  and i nvesto r s  have been 

r e l uc tant to make a complete t r ans i t ion to boo k-entry t r ansac t ions . Th i s  proced ure 

was necessa ry when the not e s  we re phy s i c a l ly d e l iv e r ed to ban k s ,  but de f i n i t i ve 

no tes a r e  now r eg a rded as expens ive to pr int , unsafe and ha r d  to a utomate . 

De f i n i t iv e  no t e s  have pe r s i s ted because many i nve sto r s  st i ll r eg a r d  them as 

e s sent i a l  ev idence o f  good t i t le i n  case of  de fault  o r  whe r e  the notes are u sed as 

collate r al for other tr ansac t ions . Euro-c le a r  c a lculates that less  than 0 . 5 % o f  

the outstand i ng notes i t  holds we r e  phy s i c a l ly del iverea . I n  most i s s ue s ,  a s i ng le 

l a r g e  denomi nat ion g looal note i s  h e ld by a depo s i to ry bank on beha l f  o f  the two 

c lea r i ng sy stems ( E u ro-c lear and Cedel) , w i th t r an s f e r s  be tween i nve sto r s  r ecor ded 

by boo k-en t ry . Def i n i t ive notes are  now d e l i ve r ed o n ly when a c l ient lac k s  a n  

account w i t h o n e  of  t h e  c le a r i ng sys tems . 

4 9  The g row i ng i n te r na t iona l i sat ion o f  the CP ma r ke t s  may , howeve r ,  expose 

sett leme n t  syst ems to some new r i s k s  to the extent that dome s t ic c le a r ing mechani sms 

do not qu i te ma tch those ex ist i ng i n  the US and the eu roma r ket . Clea r i ng and 

sett lement syst ems have i nc r eased the i r  exposure r e sult i ng f rom c ross-bo r de r  

obl i g a t ion s ,  and t h i s  may create d i f f ic u l t i e s  whe r e  v a r io u s  count r i e s '  f i na nc i a l  

r e spons i b i l i ty standards have evolved larg e ly i n  the context o f  dome s t ic ac t i v i ty .  

A l so , because o f  the d i f fe r e n t  type s o f  f i nanc i a l  g u a r antee mecha n i sms a s soc i a ted 

w i th sett leme n t s  in d i f fe rent ma r kets , the i nc r e a s i ng i n t e r l inkage of sy stems may 

c r ea te problems i n  the a re a  of lo ss a�locat ion mechani sms in mar ke t  c le a r ing 

o rg a n i sa t ions . 

VI I I  I mpac t  o n  i n t e r nat ional capi tal ma r k e t  ac t i v i ty and bank i ng i n t e r med i a t ion 

50 A s  a new i nst r umen t  in the e u roma r k e ts , ECP can be expec ted to have an impac t on 

i n t e r na t ional c ap i t a l  ma r k e t  ac t i v i ty . On t he i nve s to r s '  s ide , ECP now prov ides 

what is  v e ry c lose to a t r u ly i nte rnat ional money-mar k e t  i n s t r ument . ECP compe tes 

a s  a subs t i tu t e  i n s t r umen t  f o r  ECDs a nd FRN s ,  a nd has a l r eady had a s ig n i f icant  

impac t on the  FRN mar ke t ,  for i ns tance . P r ior to  the  int rod uc t ion o f  ECP , money 

ma r k e t  i nvesto r s  u sed to pu rchase FRNs . a s  sho r t- t e r m  i nvestme nt s .  I n i t i a l ly , 



e u:ono t e s  o f ten o f f e r ed h ig he r y ie lds than compa r able FRN s ,  thus  r educ i ng the 

a t t r ac t iveness to i nvesto r s  o f  FRN s .  ( Th i s  i s  thought to have been one o f  the 

contr i bu t i ng f ac to r s  to the col lapse of  the FRN ma r k e t , acco rd ing to Parente  and 

V i sh k a i . * )  Fo r comme r c i a l  ban k s , h igh-y ield i ng ECP const i tutes an a t t r ac t i ve 

alte r na t ive to FRN s ,  interbank loans and corporate loans . ECP may a l so be one 

add i t ional i n s t r ument which central  banks w i l l  be able to use in the manag ement of 

the i r  fo r e i g n  exchang e reserve s .  

3 3  

5 1  A s  a sho r t- t e r m  i nve s tment , ECP enta i l s a much r ed uced i n t e r e s t  r a t e  r i s k , wh i le 

the c r ed i t  r i s k  for i nvesto r s  o f  the i ssu i ng company can be mon i to r ed on a 

cont i n u i ng bas i s .  I t  i s  not w i thout r i s k s ,  howeve r .  W i th such a sho r t- t e r m  

i nv e s tmen t  the i nvestor i s  tak i ng an added r i s k  i n  t h a t  he can no t  r e ly on t h e  

r epayme n t  o f  i nt e r e s t  t o  par t i al ly o f f se t  any d e f a u l t  on the pr i nc ipal sum a s  bo t h  

f a l l  due s imu l taneo u s ly . 

5 2  Fo r i s sue r s , ECP w i l l  add to the r ange of  sho r t-term sec u r i t i es  avai lable for 

po r t fo l io manag eme nt a nd f i nanc i ng . One of the mo s t  obv ious uses of  EC P i s  as  a 

subst i tute fo r other money-ma r ket o r  f loa t i ng- r ate i n s t r uments such as  FRNs a nd 

synd icated c r ed i t s .  FRN s we r e  themselve s a sec u r i t i sed alter nat ive t o  synd ica ted 

cred i t s ,  and the a r r ang ement o f  ECP prog r ammes may a l so act as a subs t i t u t e  for such 

c r ed i t s . The a t t r ac t ivene s s  o f  such prog r ammes , howeve r ,  could be r ed uced d u r i ng 

pe r iod s of  i nt e r e s t  r a te volat i l ity * *  s i nce i t  may make i t  mo r e  d i f f ic u l t  for 

i ssue r s  to ro l l  ove r the i r  no tes o r  i nc r ease the i r  outstand i ng s a t  acceptable co s t s . 

5 3  The i n t roduc t ion of  ECP w i l l  o f f e r  both i ssue r s  and i nv e s to r s  an add i t ional 

channe l to cond uct the i r  tr ansac t ions w i thout hav i ng reco u r se to ban k i ng sector 

i n t e r med i a t io n .  Cete r i s  pa r i bus , th i s  could be expec ted to r educe comme rc i a l  oan k 

lend i ng and the r e fo r e  r educe bank ' s  fund i ng needs throug h t ime depos i t s  and ECD s . 

Some of  th i s  d i s i ntermed i a t io n  w i ll r educe i ncome acc r u i ng to bank s  bu t could be 

of f s e t  i n  pa r t  by t he ac t iv i t i e s  of  comme rc i a l  bank s  i n  the mar k e t i ng o f  ECP . One 

potent i a l  neg at ive impact fo r ban k s  is that s i nce many ECP i ss ue r s  a re h i g h  qua l i ty 

ent i t i e s , t h i s  may leave ban k s  w i th assets  of  a lowe r ave r ag e  qual i ty .  The lo s s  of  

qua l i ty assets may then make it  mor e  d i f f ic u l t  for them to i mp rove the i r  ba lance 

shee t s .  

* See G i o i a  M P a r ente and Re za V i sh ka i , "After  the Fa l l :  Chang i ng T r ad e  

Re l a t ionsh ips i n  t h e  E u rodo l la r  Floa t i ng-Rate Note Ma r ke t " , S a lornon Brothe r s  Bond 

Ma r ket Memo r andum , 2 4  Febr uary 19 8 7 .  

* *  Feeney not e s  that , a l though the ECP ma r ket has neve r  expe r ienced a long - t e r m  

r i s i ng i nte r e s t  rate e nv i ronme n t , i t  h a s  been a f fected by t h e  r ec e n t  be a r  mar ke t  

i n  equ i t i e s .  
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5 4  One of  the ma i n  e f fec t s  o f  secu r i t i sed i n s t r ume nts such a s  ECP i s  t o  r emove 

comme r c i a l  oa n k s  f rom the role of assessing and as suming c r ed i t  r i sk .  To the extent 

that non-bank i nvesto r s  i n  secu r i t i es are less-we l l  equ i pped to analyse c r ed i t  r i sk 

e f f ec t ively , then r i sk s to internat iona l  f i nanc i a l  ma r ke t s  cou ld be i nc r eased . The 

i n t e r na t ional sec u r i t i e s  mar k e t s  have none o f  the proced u r e s  deve loped by bank 

supe r v i so r s  to mon i tor  r i sk . Howeve r ,  the r i sk  of  the occ u r r e nce of  a maj o r  f a i lure 

w i th sev e r e  consequenc e s  for the i nte r nat ional bank i ng sys tem appe a r s  to be l im i ted , 

and wou ld pr obably be loc a l i sed to i nvesto r s  hold i ng the note s .  I t  cou ld 

nev e r the less c r ea t e  cons ider able unc e r ta inty we r e  the prog r amme s i nvolved be of  a 

l a rg e s i ze . I n  the US , when Penn-Ce n t r a l  T r anspo r tat ion Company f a i led i n  1 9 7 1 ,  i t  

had $ 8 2  mn o f  pape r out stand i ng . Th i s  c rea ted d i f f ic u l t i e s  fo r a l l  i ssue r s ,  

pa r t icu l a r ly those i n  a wea k  f inanc i a l  cond i t io n .  I n  r e sponse t o  t h e  c r i s i s ,  the 

Fede r a l  Re serve u rg ed ban k s  to lend f r e e ly to the i r  non- ban k  c u s tome r s  and , i f  

necessary , approach the d i scount window . As i s  we l l  known , the r e  i s  no lende r of  

last  r e so r t  i n  the eu roma r k e t . As mo r e  bac k-up l i nes for ECP a r e  a r r anged , the 

po s s i b i l i ty ex i s t s  that some bank s wh ich prov ide ECP back-ups w i l l  have to f ace up to 

the i r  comm i tme nts in the event of issuer  i l l iqu id i ty or dete r io r a t ion o f  c r ed i t  

qual i ty . *  

5 5  The Oc tobe r 1 9 8 7  stoc k ma r k et c r ash prov ided , to a c e r t a i n  ex tent , a test o f  the 

robu stness of the ECP ma r k e t . No f i rms we r e  repor ted to have expe r ienced 

d i f f ic u l t ie s  in r e f i nanc i ng ma t u r ing no tes a l thoug h ,  as i n  other sec to r s  o f  the 

eu roma r k et , the r e  was evi dence of  substant i a l  ma r k e t  t ie r i ng . Demand fo r ECP was 

r e po r ted by ban k s  and sec u r i t ies hou ses to be very strong but the r i se i n  outstandi ng s 

t u r ned o u t  to be much sma l l e r  than ant ic ipated , wh ich sugg e s t  that mo s t  o f  the demand 

was probably fo r sov e r e i g n  paper . Some lesser  qua l i ty i ssue r s  wh ich the ma r ket 

pe rce ived to be f i nanc i a l ly bu rdened probably did expe r ience an i nc r e a se i n  the cos t 

of  the i r  funds r e l a t ive to h igh qua l i ty name s ,  but they we r e  nev e r the less able to 

f i nance themselves a t  acceptable rates  beca u se o f  the ove r a l l  r ed uc t ion i n  r a tes 

ac ross the matu r i ty spec t r um .  A mo r e  s t r i ng ent te s t  such a s  a prolonged economic 

downt u r n  assoc ia ted w i th a r i se i n  i n te r e s t  r a te s  has yet to be expe r ienced . * *  

* Mo r e  bac k-up c r ed i t  l i ne s  a r e  l i ke ly to be a r r anged bec ause o f  the g r eater  numbe r o 
i s s ue r s  wh ich seek  c r ed i t  r a t ing s .  The r a t i ng o f  i ssues r equ i r e s  that bo r rowe rs 
have acce s s  to bank c r ed i t  even i f  that acce s s  is no t con t r ac t u a l ly l i n ked w i th 
i ss uanc e  o f  pape r .  

* *  D u r i ng Au tumn 1 9 8 8 , f i nanc i a l  problems s u r round i ng S unnmoe r sbank e n ,  a No r weg ian 
ban k ,  and K loc k n e r  and Co , a We st Ge rman t r ad i ng company , both i ss ue r s  of e u ronotes 

had some e f fect o n  the ECP ma r ket . The Norweg ian autho r i t i e s  intervened to sup� 
s unnmoe r sbanken ,  wh i le De utsche Bank stood beh i nd K loc kner  and Co ( al tho ugh i t  was 

not an und e r w r i te r  o n  the e u ronote f ac i l i ty ) . The r e  we r e  ma r ket r e po r t s  of  some 
i nvesto r s  d umpi ng lesse r qua l i ty no tes but the r e  was no s i g n i f icant ev idence of  a 

f l ig h t  to qua l i ty ( a t  least  as f a r  as ma r ket y i e ld s  we r e  conc e r ned ) . Th i s  episode 

may neve r the l e s s  lead i nvesto r s  to be mo r e  caut iou s ove r c r ed i t  r a t i ng s  ( K loc kner , 

f o r  i n s tance , had an A l  r a t i ng )  s i nce i t  has become appar ent that a r a t i ng doe s  not 
r e nd e r  any i s s u e r  immune to " event r i s k " . 
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5 6  Sho r t- t e r m  do l la r -denominated U S  and euroma r k et money ma r k e t s  have moved much 

c loser  in recent yea r s  but are l i kely to cont inue to d i f fe r  i n  some impo r ta n t  

r e spec t s .  I n  sp i te o f  t h e  g r eater numbe r of  fo r e i g n  i s sue r s  i n  t h e  u s  CP ma r k e t , 

the U S  ma r ket ' s  appea l  w i l l  con t i n ue to be l imi ted fo r some t ime by the pr emi ums on 

fo r e ig n  i s suance r equ i red by US i nve sto r s  and the l i m i t s  impo sed on i n s t i t u t iona l  

pu rchase o f  for e ig n  sec u r i t ie s .  Th i s  w i l l  con t inue t o  l im i t  i ssuanc e  t o  top- r a ted 

fo r e i g n  bo r rowe r s .  I f  premiums on fo r e ig n  i s suance r ema i n ,  the deve lopme n t  of a 

mo r e  mat u r e  ECP ma r k et may tempt these i ssue r s  to swi tch the i r  f i nanc i ng to t he EC P 

ma r ke t . Meanwh i le ,  beca use i t  i s  less qua l i ty-consc ious , the ECP ma r ke t  may 

cont i nue to a t t ract lesser qua l i ty bor rowe r s  both f rom the U n i ted S ta t e s  and the 

r e st of the wor ld ,  a l though i nvesto r s '  g r eater awa r eness of  c r ed i t  r a t i ng s  w i l l  ac t 

to o f f se t  t h i s  tendency . As mar k et pa r t ic ipants become mo r e  soph i s t ic a t ed ,  

nat iona l i ty d i f f e r e nce s  a r e  mo re l i k ely to dec l i ne .  

5 7  Although mo r e  odd-mat u r i t y  no tes a r e  be i ng i ssued , the ma tu r i ty s t r uc t u r e  o f  

no tes i s sued und e r  ECP prog r amme s i s  st i l l c losely t i ed t o  the 3 and 6 - month 

matu r i t i e s  o f  the i n i t i a l  unde rwr i t ten e u ronote fac i l i t i es . Th i s  r e f lects  the fact  

that  ECP is  a subs t i tute for other euroma r ket i ns t r uments ( such as ECDs and ETD s )  

w h i c h  have standard  ma t u r i t i e s  o f  1 ,  3 and 6 month s .  The ECP ma r k e t  w i l l  probably 

rema i n  a ma r ke t  for long e r-mat u r ity pape r w i th a g r eater  r e l i ance on secondary  

ma r k e t  t r ad ing to  prov ide l iqu i d i ty . I s suance , c learance and sett leme nt o f  ECP 

st i l l takes two days compa r ed to one day in New Yo r k ,  and the r e  i s  l i t t le i nd icat ion 

of a moveme nt towa rds g r eater un i formity in these proced u r e s .  

58  Many of  the o th e r  d i f fe r ences between the U S  C P  and ECP ma r ke t s  a r e  l i ke ly t o  oe 

mo r e  t r ans i to ry . The c r a s h  of  Oc tobe r 1 9 8 7  has h e i ghte ned the c r ed i t  consc iousne ss 

of  ECP investo r s ,  acc e le r a t i ng the t r e nd towa rds i ssue r s  see k i ng c r ed i t  r a t i ng s .  

I n  the same ve i n ,  mo r e  ECP prog r amme s have recently been announc ed w i th bank bac k - up 

l ines .  Mo r eove r ,  i t  appe a r s  that the ECP ma r ke t  i s  followi ng the U S  pa tte r n  o f  

t a i lo r i ng t h e  mat u r i ty o f  the pape r t o  t h e  needs o f  i nd iv idual  bo r rowe r s  and 

i nv e s to r s ,  and is the r eby mov i ng away f rom the standard three-month mat u r i t ie s wh ich 

u sed to account  f o r  the bulk  o f  pape r i ssued . 

5 9  A l though the ECP ma r k e t  has w i t ne ssed a very st rong leve l  of  compe t i t ion 

compa r ed w i th the us CP mar ke t ,  compet i t ion i n  the US ma r ke t  may i nc r ea se fo l low i ng 

the e n t ry o f  ban k s  a s  plac i ng agent s .  The streng th of compe t i t ive pr e s s u r e s  w i l l  

e probably ma ke pr ic i ng me thod s conv e rg e ,  al though th i s  conve rg e nce may co i nc ide w i th 

t 
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g r e a t e r  segmentat ion acco r d i ng to the c r ed i t  qual i ty o f  i s s ue r s . Al though ECP 

r a t e s  a r e  mo r e  c lose ly i n  l i ne w i th i n terbank r a te s ,  the pr ic i ng of sove r e i g n  ECP is  

i nc r e a s i ng ly made in  r e la t ion to othe r domest ic gover nment i n s t r umen t s  such as  US  

T r easury  b i l l s .  

6 0  G lobal i sat ion h a s  proceeded f u r thest for do llar -denomi nated i n s t r ument s .  Othe r 

ma r ke t s  have s t i l l  to undergo s ig n i f icant t r an s fo rmat ions to r each the l iqu i d i ty and 

ma tu r i ty of the dol l a r  ma r ket . The var ious ex i st i ng CP ma r ke t s  a r e  no doubt 

conve rg i ng bu t some of the d i f f e r enc e s  be tween them outl i ned in t h i s  pape r a r e  

l i kely t o  s u r v i ve for some t i me .  



3 7  
APPENDIX 1 

The r e  a r e  sev e r a l  problems i n  t r y i ng to compare rates i n  the se two ma r k e t s . The CP 

r a t e s  used fo r the U n i t ed States we r e  based on the Fede r a l  Re se rve ' s CP compo s i te 

i ndex wh ich r e f e r s  exc lus ively to pape r r a ted Pl  by Moody ' s  or A l  by S ta nd a r d  and 

Poo r ' s  o r  both i f  rated by both agenc i es . These rates a r e  ave r a g e s  o f  

r epr e sentative r ates for deale r-placed pape r f r om f ive us deale r s ,  ( r ate s pa id by 

i nd iv idual  bo r rowe r s  a r e  not d i sc losed by deale r s ) . I n  mak i ng compa r i son s  be tween 

the e u ro and US ma r k e t s , the M i l l s  study only looked at e u roma r ket i s sue r s  who had 

rece ived Pl or Al r a t i ng s .  A s  few eu roma r k e t  bor rowe r s  had soug h t  r a t ing s a t  that 

t ime , the l i s t  was f a i r ly l imited . Anothe r con f i n i ng characte r i st ic o f  the US 

ma r k e t  r ate data is th at the data apply so le ly to i ssues  of bo r rowe r s whose 

long - t e r m  debt r at i ng i s  AA by e i ther r a t i ng agency . O f  the 18 e u roma r k e t  

bo r rowe r s  w i th A l/ P l  r a t i ng s ,  only 4 had AA r a t i ng s .  Rate adj u s tme n t s  w e r e  made 

for i ssue r s  who had AAA , A or no long e r-term debt r at i ng s .  One other ma j o r  problem 

in t r y i n g  to compa r e  r a tes i n  the e uroma r k e t  w i th US CP r a te s  was the absence of 

new- i ssue r a tes i n  the euroma r k e t . The autho r had to i n f e r  such r a t e s  f rom 

second a ry ma r k e t  data suppl ied on a wee k ly ba s i s  by Me r r i l l  Ly nch a nd publ i shed in  

the I n te r na t iona l F i nanc i ng 

Rev i e w .  

The ECP r a t e s  pub l i shed by the Bank of  Eng land a r e  those quoted f o r  US dol l a r  

denom i nated i s s u e s  b y  compa n i e s  inc lud i ng bank hold ing compan ie s ,  ( but exc l ud i ng 

bank s ) , wh ich a r e  r a ted Al by Standard and Poo r ' s  or  P l  by Moody ' s . No h i ghe r  o r  

lower  pape r i s  i nc l uded , and sove r e i g n s  a r e  exc l udeo . The r a tes a r e  tho se quoted 

in  the pr ima ry ma r ket for 1 ,  2 ,  3 and 6-month mat u r i t ie s ,  and , as  w i t h  the Fed US 

compo s i te index , it mea s u r e s  the retu r n  to i nvesto r s  on newly- i s sued pape r . One 

notable d i s t i nc t ion be tween the US CP compos i te and the ECP r a t e s  is that the l a t te r 

a r e  quo ted on a y i eld bas i s  as  opposed to a d i scount bas i s .  Ano the r  d i s t i nc t ion i s  

that U S  r a t e s  a r e  for same day sett lement wh i le ECP r a tes a r e  for two d ay de l i ve ry 

and s e t t leme n t . I n  a proc e s s  s im i l a r  to that o f  the Fede r a l  Re se rve , the Bank of  

Eng l and approache s a panel o f  dea l e r s  (7  o r ig inally )  a t  1 1 . 3 0 am e ac h  day to get  

quo t a t ions on ac t u a l  deals . The r a te quoted i s  the med i a n  r a te . 

The Bank o f  E ng land a nd the Fede r a l  Re serve ' s  US CP compo s i te r a t e s  have bee n  used 

for o ne month and thr ee-month pape r a s  a way of  compa r ing co s t s  fo r top- r a ted 

compa n i e s  i n  the two ma r ke t s . The . US CP compo s i te r ates have been conv e r ted f rom a 

d i scount to a y i e ld bas i s  to ma ke them comparable w i t h  the Bank of  Eng l a nd i ndex . 

S i nce both se r i e s  r e p r e sent y ie lds to i nve s to r s  some e s t imate of  deale r s '  

comm i s s io ns had to be added to produce co s t s  to bo r rowe r s .  (Comm i s s io ns a r e  w id e ly 

repo r ted to r ange f rom S-8 po i n t s  i n  the US and a muc h lowe r 2 - 3  ba s i s  po i n t s  i n  the 

eu roma r k e t s . ) Bec a u se ECP r a tes a r e  s t i l l  w id e ly quoted o f f  e u ro-do l l a r  i n te r ban k  

r a te s ,  L i bid has  a l so been i nc l uded . 
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Dome st ic Comme rc ial Pape r Ma r k e t s  and the ECP Ma r ket* 

O u t s t and i ng s  {J une 1 9 8 8 )  

Co u n t ry 

Au s t r a l i a  

Ca nada 

F i nland 

Fr ance 

Hong Kong 

I t a ly 

J a p a n  

N e t h e r l a n d s  

N e w  Z e a l a nd 

No r way 

Spa i n  

S w e d e n  

T u r k e y  

U n i t e d  K i ng dom 

U n i t ed S tates  

ECP 

C u r r ency (bn) 

A$ 10 . 0  

C$ 1 5 . 4  

F IM 9 . 9  

FFc s 5 9 . 5  

H K $  14 . 0  

L i t  6 , 5 0 0  

y 5 ,  189 

DFL 1 .  0 

N Z $ 0 .  5 

NKR 1 9 . 4  

PTA 7 8 7  

SKR 2 8 . 0  

TL 5 3 . 0  

£ 3 .  3 

$ 4 1 7 . 8  

$ 4 8 . 3  

US$ (bn) 

8 . 0  

1 2 . 7  

2 . 5 

9 . 8  

1 . 8  

5 . 2  

3 9 . 3  

0 . 6  

0 . 3  

3 . 1  

5 . 0  

4 . 8  

0 . 5  

5 . 6  

4 1 7 . 8  

4 8 . 3  

38 

Date S t a r ted 

E a r ly 1 9 7 0 s  

1 9 5 2  

1 9 8 6  

1 9 8 5  

1 9 8 3  

1 9 8 5  

1 9 8 7  

1 9 8 6  

1 9 8 2  

1 9 8 5  

1 9 8 1  

1 9 8 3  

1 9 8 7  

1 9 8 6  

1 9 th cent ury 

Ea r ly 1 9 8 0 s 

* Sou rce s :  v a r ious cen t r a l  ban k s  publ ica t ion s ,  Co rpor ate F i nance , Lucy He l le r , 
Ed i tor , Eu rocomme rc ial pape r , and ma r ke t  est imates whe r e  no o f f ic ia l  data was 
avai lable . 
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