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Widely Perceived Eurodollar System

Central bank is central

Money multiplier, deposit-based
Traditional reserve pyramid

Individual economies are closed systems
Gold Exchange (BW) replaced by USS

Bretton Woods ended in 1971

Credit-based OFFSHORE system
Reserve-less, currency-less ledger money
Wholesale, interbank; dynamic bank
liabilities

Globalized economy intricately linked

Gold Exchange (BW) replaced by EuroS

Transition to eurodollar-based system
1950’s and 1960’s
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Selected Papers . No. 34

“ Recently, | heard a high official of an international financial
The organization discuss the Euro-dollar market before a collection of
Euro-Dollar high-powered international bankers. He estimated that Euro-dollar

Mcmet deposits totaled some $30 billion. He was then asked: “What is the
Some First .

. source of these deposits?” His answer was: partly, U.S. balance-of-
Principles

payments deficits; partly, dollar reserves of non-U.S. central banks;
partly, the proceeds from the sale of Euro-dollar bonds.

By MILTON FRIEDMAN

This answer is almost complete nonsense.

Milton Friedman
The Euro-Dollar Market: Some First Principles
Morgan Guaranty Survey: October 1969; Republished July 1971

GRADUATE SCHOOL OF BUSINESS
UNIVERSITY OF CHICAGO 3
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“ The Eurodollar market was for years hidden from economists and

other readers of the financial press by a remarkable conspiracy of
silence. | stumbled on its existence by sheer accident in October
1959, and when | embarked on an enquiry about it in London
banking circles several bankers emphatically asked me not to write
about the new practice.

Paul Einzig
Foreign Dollar Loans In Europe
1965

PAUL
EINZIG
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Late Official Recognition of Eurodollar

100

# of times term “Euro-dollar” or “Euro-bond" is mentioned

at FOMC meeting
February 1964 BIS first eurodollar study: 'Some observers

% | have stressed certain adverse consequences which the
market may have and it would seem that these
observations have their element of truth. From the
standpoint of official policy, however, it does not seem
that the possible dangers of Euro-currency creditare of a
different order from those of other movements of short-
term funds. Maybe, because of its efficiency, the Euro-
currency market has an exceptional potential for
expansion which may create a special problem for
monetary authorities in the future.'
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Late Official Recognition of Eurodollar

| responsibility for the behavior of the Euro-dglar market.’

# of times term “Euro-dollar” or “Euro-bond" is mentioned

at FOMC meeting
Charles Coombs, Manager System Open Market Accounts:

| 'The situation could be particularly serious because the

Euro-dollar market had become an increasinglyimportant = ————»
source of financing for industrial and commercial
enterprises not only in Europe but in the whole world.
One bankruptcy could attract a lot of attention, and if it
led the European commercial banks that had been
supplying funds to the market to reassess the credit risks
they faced, the result might be a sudden scramble for
liquidity. The chances of such a development were
enhanced by the fact that no central bank hag formal
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“ In reply, Mr. Coombs said an effort could be made to develop such a
measure, but he doubted that it would be successful. The volume of funds
which might be shifted back and forth between the of the monetary
oo o2 ptscussion statistics arose in connection with Euro-dollars; he suspected that at least

e e e e e e ™ some part of the Euro-dollar-based money supply should be included in
e i bzt D6, o oty ot i, e the U.S. money supply. More generally, he thought M1 was becoming

1974, beginning at 4:00 p.m. on Monday.

B Bt increasingly obsolete as a monetary indicator. The Committee should be
§E ;m focusing more on M2, and it should be moving toward some new version
§ e of M3--especially because of the participation of nonbank thrift institutions
:mm wour e awee, 1N MONEY transfer activities.
AR W FOMC
. A, o Sy Memorandum of Discussion

Mr, Partee, Senior Economist
Mr. Axilrod, Economist (Domestic Finance)
Mr

. Solowon, Lconomist (International Finance) December 1974
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DEMAND DEMAND DEMAND
FOR MONEY FOR MONEY FOR MONEY
T

DEMAND
FOR MONEY
T3

something elseis satisfying
economic demand for

ey
srupan . coupraio ‘ The results of this paper are difficult to characterize. Insofar as the objective was an
The Case of the improved specification of the demand function for M1, capable of explaining the
Missing Money current shortfall in money demand, the paper is rather a failure. Specifications that
T e s e e bl s seem most reasonable on the basis of earlier data are not the ones that make a

minants is a fundamental building block in most theories of macroeco-
nomic behavior, Since it is also a critical component in the formulation of

monetary policy, it is not surprising that the money-demand function has H H H
s prit substantial dent in explaining the recent data.
nndmxemsl luwllhdullhwml‘orllp)w ===== cded to explain
adequately the quarterly movements in money demand. There were epi-
sodes that, during their course, gave the impression that the money-
ifting. On the whole, however, in the time allowed
a revisions by a “wait and sec” attitude, the apparent puzzles

As has been widely documented,? the U.S. economy is once again ex-
‘periencing an apparent shift in the money-demand function. In particular,
when money-demand functions that have been successfully fitted to pre-

1974 data are extrapolated into the post-sample period, they consistently h M G Idf Id
P L L Stephen M. Goldfe
economy has moved into the upturn phase of the business cycle, the fore-

casing crors have mushvoomed. While on might hop that subsequent

e — Princeton University
The Case of the Missing Money
1976
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Exchange Rate Arrangements
in the Eighties

Robert V. Roosa*

Literally dozens of international conferences have been convened
already in the decade of the eighties to deplore “‘the failure of Bretton
Woods™ and to call for bold new reforms. It seems to me a calumny, though,
to attribute failure to either of the Bretton Woods institutions, or to any of
the supplemental facilities added to their scope over the past 40 years. The
only trace of failure is to be found in that one segment of the international
financial system that has been assigned to me for this posi han;
rate arrangements. And I am going to suggest that even the system of par
value exchange rates envisaged here on Mt. Washington in 1944, and broadly
realized across the world by 1958, only broke down in the early seventies
because it had already by that time successfully promoted a remarkable diver-
sity of growth in the incomes and trade of the principal participating coun-
tries. What is more, an increasing number of participants in the international
markets for money and goods, after living with the resulting nonsystem of
floating exchange rates for over a decade, are beginning to yearn for the com-
parative orderliness and stability which their idealized memories associate
with “‘the days of Bretton Woods.""

My own view is that for the rest of the eighties, and no doubt for even
longer, the preoccupation of most of the world, so far as exchange rate mat-
ters are concerned, will be in finding ways back to the objectives—though

But this combination of improvisations could not cope with, and
indeed may have contributed to, the enormous expansion in
markets for U.S. dollars offshore, and the new networks of
interbank relations that made possible the creation of additional
supplies of dollars outside the United States and beyond the
control of the Federal Reserve. The ‘offshore’ currency markets
soon became securities markets and, spurred by the U.S. effort to
maintain control over capital exports from the United States,
markets in Eurodollar securities flourished.

Robert Roosa

The International Monetary System: Forty Years After Bretton Woods
Conference at Bretton Woods sponsored by Federal Reserve Bank of Boston
May 1984 9
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“ The problem is that we cannot extract from our statistical database
what is true money conceptually, either in the transactions mode
or the store-of-value mode. One of the reasons, obviously, is that
the proliferation of products has been so extraordinary that the
true underlying mix of money in our money and near money data
is continuously changing. As a consequence, while of necessity it

IS THIS MAN must be the case at the end of the day that inflation has to be a

2 . . .
?mMm',!;!,EEm monetary phenomenon, a decision to base policy on measures of

u"w:ws—andsoolhes—
%WW money presupposes that we can locate money. And that has

Steetsumpy ook become an increasingly dubious proposition.

Alan Greenspan
FOMC Meeting Transcript
June 2000

10



To EVERY banker in the
multiplier chain, the
additional Eurodollar deposit
came in the form of a check
from Morgan Guaranty NYC.
There are now $10 of
eurodollar claims on each

S1 of Morgan Guaranty
‘money.’
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EURODOLLAR Morgan Guaranty NYC
Bank H of London + Bank R, Cumulative
Assets Liabilities Deposit Balances - Liabilities of Morgan
Cash S 1,000,000 Deposits $ 10,000,000

+_ + 1,000,000 - 1,000,000 Sheik's Account

+ 90,000 +_ +- Bank H of London

USS Loans 7,000,000 4Due to other Banks 300,000 + 90,000 UK Ltd. Account to Bank R to Morgan
+ +_ Loans from Bank R to Someone back to Morgan
‘"

USS Bonds 2,500,000 Capital Accounts 200,000

Total Assets $12,400,000 $ 12,400,000 S0 Total Change for

Morgan Guaranty NYC

Calculated Money Supply of the US - 1,000,000 Sheik's Account

+_ Bank H of London

- 90,000 Bank R of London
Ultimate Disposition of Loans

+

NO CHANGE

FULL MULTIPLIER EFFECT (ASSUMING 10% RESERVES HELD BACK due to BANK CONSIDERATIONS)

TOTAL WORLD SUPPLY OF USS + 1,000,000 Sheik's Deposit at Bank H London

_ Interbank Liabilities Between

... total multipliers Eurodollar Banks & NYC
Change in Total Supply Available to World S 9,000,000
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of goods+3 mos

SWEDEN
EXPORT FIRM

6){6)16){6)(0)

sell forward eurodollars buy eurodollar deposit
3 months forkronor maturing in 3 mos

12
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sell forward eurodollars buy eurodollar deposit
3 months forkronor maturing in 3 mos

EURODOLLAR
MARKET

citi @

o <

DeutscheBank HSBC

13
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“ The origins of the US dollar shortage during the crisis are linked to the
expansion since 2000 in banks’ international balance sheets. The
outstanding stock of banks’ foreign claims grew from $10 trillion at the

&> e ror remmamonss sermues beginning of 2000 to $34 trillion by end-2007, a significant expansion even
when scaled by global economic activity. The year-on-year growth in
foreign claims approached 30% by mid-2007, up from around 10% in 2001.
BIS Working Papers This acceleration took place during a period of financial innovation, which
No 291 included the emergence of structured finance, the spread of “universal
The US dollar shortage
in global banking and banking”__-

the international policy
response

by Patrick McGuire and Gotz von Peter

Monetary and Economic Department
QOctober 2009

BIS Working Papers
The US dollar shortage in global banking and the international policy response

October 14, 2009
14
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“ Until the onset of the crisis, European banks had met this need by tapping
the interbank market (5432 billion) and by borrowing from central banks
(5386 billion), and used FX swaps ($315 billion) to convert (primarily)

& R domestic currency funding into dollars. If we assume that these banks’
liabilities to money market funds (roughly S1 trillion, Baba et al (2009)) are
also short-term liabilities, then the estimate of their US dollar funding gap
in mid-2007 would be $2.0 — 2.2 trillion. Were all liabilities to non-banks

BIS Working Papers

:;ZQLSd o treated as short-term funding, the upper-bound estimate would be $6.5
r
in global t?ar?ki?lgoa:dge trillion.

the international policy
response

by Patrick McGuire and Gotz von Peter

Monetary and Economic Department
QOctober 2009

BIS Working Papers
The US dollar shortage in global banking and the international policy response

October 14, 2009
15



¢ ALHAMBRA ﬁ% MACROVoices

INVESTMENTS with hedge fund manager Erik Townsend

TIC - US Banking Data

$4.000,000
T millions of 5's
CLAIMS ON FOREIGNERS
Payable in Dollars
Bear Stearns
What then accounts for the rapid increase in the U.S. current
$3,000,000 -

account deficit? My own preferred explanation focuses on
what | see as the emergence of a global saving glut in the
past eight to ten years. This saving glut is the result of a
number of developments. As | will discuss in more detail
§2.000,000 1-{ater, one well-understood-source of the saving glutis the

strong saving motive of rich countries with aging populations,
which must make provision for an impending sharp increase
in the number of retirees relative to the number of workers.
$1,000,000 1
Ben Bernanke, March 10, 2005
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CONCLUSIONS OF THE

FINANCIAL CRISIS INQUIRY COMMISSION

The Financial Crisis Inquiry Commission has been called upon to examine the finan-
cial and economic crisis that has gripped our country and explain its causes to the
American people. We are keenly aware of the significance of our charge, given the
economic damage that America has suffered in the wake of the greatest financial cri-
sis since the Great Depression.

Our task was first to determine what happened and how it happened so that we

could understand why it happened. Here we present our conclusions. We encourage
the American people to join us in making their own assessments based on the evi-
dence gathered in our inquiry. If we do not learn from history, we are unlikely to fully
recover from it. Some on Wall Street and in Washington with a stake in the status quo
may be tempted to wipe from memory the events of this crisis, or to suggest that no
one could have foreseen or prevented them. This report endeavors to expose the
facts, identify responsibility, unravel myths, and help us understand how the crisis
could have been avoided. It is an attempt to record history, not to rewrite it, nor allow
it to be rewritten.

To help our fellow citizens better understand this crisis and its causes, we also pres-

ent specific conclusions at the end of chapters in Parts II1, IV, and V of this report.

The subject of this report is of no small consequence to this nation. The profound

events of 2007 and 2008 were neither bumps in the road nor an accentuated dip in
the financial and business cycles we have come to expect in a free market economic
system. This was a fundamental disruption—a financial upheaval, if you will—that
wreaked havoc in communities and neighborhoods across this country.

As this report goes to print, there are more than 26 million Americans who are

out of work, cannot find full-time work, or have given up looking for work. About
four million families have lost their homes to foreclosure and another four and a half
million have slipped into the foreclosure process or are seriously behind on their
mortgage payments. Nearly s11 trillion in household wealth has vanished, with re-
tirement accounts and life savings swept away. Businesses, large and small, have felt

xv

Prospective subprime losses were clearly not large enough on their own to
account for the magnitude of the crisis. Rather, the system’s vulnerabilities,
together with gaps in the government’s crisis-response toolkit, were the
principal explanations of why the crisis was so severe and had such
devastating effects on the broader economy.

Ben Bernanke
Chairman, Federal Reserve
Testimony to the Financial Crisis Inquiry Commission

18
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The majority says the crisis was avoidable if only the United States had adopted
“ across-the-board more restrictive regulations, in conjunction with more aggressive
regulators and supervisors. This conclusion by the majority largely ignores the global
Dissenting Statement of nature of the crisis. For example:

Commissioner Commissioner

A credit bubble appeared in both the United States and Europe.

KEerrn DoucLas
HENNESSEY Hor1z-EAKIN
e Chaman There were housing bubbles in the United Kingdom, Spain, Australia, France and
TBm Ireland, some more pronounced than in the United States. Some nations with
HOMAS

housing bubbles relied little on American-style mortgage securitization.

Large financial firms failed in Iceland, Spain, Germany, and the United Kingdom,
among others.

Financial Crisis Inquiry Commission

Dissenting Statement .
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Federal Reserve; Assets; Central Bank Liquidity Swaps

$600,000
’ millions of 5's
If we assume that these banks’ liabilities to money
market funds are also short-term liabilities, then the
estimate of their US dollar funding gap in mid-2007
$400,000 1 would be $2.0 = 2.2 trillion. Were all _I'\abi\it'\es to
non-banks treated as short-term funding, the upper-
bound estimate would be $6.5 trillion.
BIS, October 2009
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FOMCDUDLEY We've done
quite a bit of work trying to
identify some of the funding
questions surrounding Bear
Stearns, Countrywide, and
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programs. There is some strain,
but so farit looks as though
nothing is really imminentin
those areas.
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Global Dollar Market(s)
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Global Bond Market - Benchmark Yields
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Germany, yield on
listed federal secunty

UST CMT yield
e 'Afterthe U.S. experience during the Great

Jai'ea Depression, and afterinflation and rising
rce% interestratesinthe 1970s and disinflation
00-600 and falling interestratesinthe 1980s, |
thought the fallacy of identifying tight
moneywith high interestrates and easy
moneywith low interest rates was dead.

g

4.00

Apparently, old fallacies neverdie.’
Milton Friedman, 1997
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