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Recent Developments in International Capital Markets*

Developments in international capital markets during the
last year have been dominated by the appearance on the
European market of a new group of borrowers, the intcr-
national affiliates of United States companies.' These bor-
rowers have been led to issue securitics in Europe on a
large scalc by the United States balancc-of-payments pro-
gram. As a result, the combined volume of international
security issues? in thc United States and Europe, which
had been increasing at the rate of about $300 million a
year since 1962 and amounted to $2.6 billion in 1965,
totaled more than $2 billion in the first half of 1966 alone.

The new American borrowers have increascd the rela-
tive importance of intcrnational security issucs in Europe.
This growth has been confined to issucs denominated in
dollars, German marks, and units-of-account which gen-
erally stand outside of national controls over security
issues. Increasing underwriting opportunitics have attracted
investment bankers from the United States, Italy, and
Switzerland, who have entered into competition with
bankers from the United Kingdom and several Common
Markct countries already active in the Europcan new-
issue ficld. In their efforts to tap broader sourccs of funds,
the borrowers have shown considerable initiative in adapt-
ing the type and tcrms of securities issucd to market de-
mands. The rapidly expanding volume of dollar and
German mark issucs in Europe has also led to a steeper
risc in interest ratcs for these issues than the already
substantial increases in most other long-term bond rates
in Europe and in the United States. Both higher intcrest
rates and the broader range of securities offered have
stimulated the interest of many European investors,

While much of the impetus for the cxpansion of the
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1 The affiliates of Uniled States companies floating securitics in
Europe are usually incorporated in Luxembourg or Delaware.

2 The term “international security issues” is used in this articlc
to describe all issues floated outside the country of residence of the
borrower.

European market in foreign securities has derived from
United States measures to reduce capital outflows, it seems
likely that many of the institutional and distributional
changes that have accompanied this cxpansion will survive
the eventual elimination of capital outflow restrictions in
the United Statcs. If this is the case, the market for for-
cign issues should be broader and more compctitive, which
will be to the advantage of both intcrnational borrowers
and lenders.

CURRENCIKS OF ISSUE

All of the growth in intcrnational security issues over
the past thrce years has been due to an expansion of
offerings in Europe.® As shown in Table I, the volume
of foreign securities issued in New York has declined
slightly since 1963. Consequently, the proportion of issues
distributed in Europc—although not necessarily to Euro-
peans—has riscn from 28 per cent of all international
security issucs in 1963, to 49 per cent in 1965, and to 62
per cent in the twelve months ended in June 1966. All
of the growth in foreign issues in Europe, both in absolute
and rclative terms, has been accounted for by the expan-
sion of issues denominated in dollars, German marks,
and units-of-account. As noted above, these issucs, un-
like other international offcrings, are not subject to the
strict issue controls which apply to local currency issues in
most European markets.

Although all European countrics exercise fairly close
control over issues denominated in their national currencies,
foreign currency issucs arc largely exempt from similar
controls. In the case of Germany, controls apply to Ger-

3The data cited in this article are derived from a variety of
published sources and refer to both public issues and private
placements. While these data are incomplete in some respects, they
arc probably not misleading.

*+ For a discussion of the development of 1hese issues, see “Re-
cent Innovations in European Capital Markets”, this Review (Jan-
vary 1965), pages 9-15.
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man mark issues by German residents but they do not
apply to German mark issues by foreign borrowers.

Purchases of international securities by European finan-
cial institutions are, however, restricted to some degree. In
somc countrics government institutions play a large role in
collecting savings and generally confine their investments to
national undcrtakings. Regulations governing the opera-
tions of private financial institutions sometimes limit hold-
ings of foreign securities. On the other hand, security pur-
chases by individuals are formally subject only to foreign
exchange regulations, which are negligible in many cases.
Britain guards against capital outflows on security account
by rcquiring that forcign sccurity purchascs be financed
with the proceeds of foreign security sales. However, in the
Common Market countries, Switzerland, and Austria, for-
eign security purchases may generally be made freely. Thus,
in spite of institutional limitations, securities denominated
in dollars, German marks, and units-of-account, issued
without important restrictions by any national authority,
achicve a widc distribution among the Europcan and other
clients of Europcan bankcrs. In this way, large and well-
known borrowers can draw Europcan and other funds
from the capital markets of Europe even though they might
not be permitted to borrow in the national currency of the
country from which the funds are drawn.

Foreign security offerings in the currencies of those

Table 1

INTERNATIONAL SECURITY 1SSUES
BY CURRENCY OF I1SSUF

In millions of dollars cquivalent

1965 | 1966
Cutrency 1963 1964 1955 ;
First Second - First
hait half  * half
Dollars (disteibuted :

in New York)..... 1,441 1.150 1,312 766 46 © 815
Dollars (distributed

in Europe) ... 19 09 622 210 412 804
German marks .......| 40 236 320 168 152 . 248
Sterling/

German mark ... —_ 11 64 50 14 20
Unlts-of-acoount ...... 48 10 —_ — —_ 50
Swiss francs .......| 138 9% 87 46 41 L1]
Dutch guilders.. .| =— 8 78 2 | 5 —
Sterling® ...........! 164 130 18 9 | 9 -
Italian lire. . ... 24 — 24 — 24 107
(071, 2 39 28 61 23 38 45

Total .......ccccovuneenrs 2,010 q 2278 | 2,586 1,294 1,292 1)2.!41

® Net of redemptions.
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Europcan countries applying strict national issue controls
have, since 1963, rcmaincd below the $300 million to $600
million levels registered in the preceding five years. Flota-
tions in Swiss francs, Dutch guilders, sterling, and Italian
lirc have nevertheless been significant at one time or
anothcr during the later period (see Table I). Changes in
the relative importance of foreign issues in the controlied
national European markets have for the most part reflected
the receptiveness of the authorities to such issues, which
has generally depended on domestic capital market condi-
tions and the balancc-of-payments position of the country
in question, Thus, the Dutch market was practically closed
to foreign borrowers in 1963-64, while forcign issucs in the
Italian market have expanded recently as Italy’s balance of
payments has moved into a strong surplus.

Despite the growth of Europe as a distribution center
for intcrnational issues, the dollar remains unchallenged as
the principal currency of issuc. In 1965, approximately three
fourths of all international security issues were denomi-
nated in United States dollars and this proportion appears
to have changed little so far in 1966. The continued
dominance of dollar issues in international markets is due
to a number of factors. First, dollar issues in New York,
while a smuller proportion of the total than in 1963 and
before, remain a major segment of the market. Second,
the affiliates of American companies have borrowed largely
through dollar issucs, although they have borrowed in
other currencies as well. But dollar issucs arc also favored
where neither American borrowers nor Amecrican lenders
are involved owing to the relative freedom of such issues
from European issue controls and—the most important
considcration of all—the dollar’s advantages as an interna-
tional medium of cxchange.

BORROWERS

The rising importancc of Europe as a market for inter-
national securities is principally due to thc migration to
that market of borrowers affected by the United States in-
terest equalization tax (IET), and the appearance of the
intcrnational affiliates of American companies in the
European markets. The IET in effect raised by 1 percent-
age point the interest cost of security flotations in the
United States for residents of developed and certain other
countries. Most of the major borrowers affected by the
1IET—i.e., those from the European Economic Community
(EEC), the United Kingdom, the Scandinavian countries,
Australia, Ncw Zcaland, South Africa, and Japan—shifted
their borrowing from New York to Europe after the tax
was proposed in 1963 (sce Table 1I). Scandinavian bor-
rowing in Europc was particularly heavy in 1964 and 1965.
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Table 1
INTERNATIONAL SECURITY ISSUES
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In millions of dollars equivalent

w6 | 1966
Borrower 1963 | 1964 | 1965
Market First |Second | First
half half half
By borrowers affecicd by IET
EEC toulurles. (tncinding EEC
=cw York 60 14 —_— - -— —
Europe ... 20| 270 351 119 | 232| 353
Total . .......... 290 284 351 119 232 353
United Kingdom
New York ... ... 153 17 80 — 20 —_—
Europe ... 16 —_— 68 27 41 —_
Total ... R ] 7] 148 27| 121 —
Scundinavia (cuhdln Plnhnd)
New York ... OV B § S p— — —_ — -
Europe ... 68 | 258 206 130 76 Li]
TOWl oo i i e 182 258 206 130 76 k[
Rest of Europe
MNew YORK .ocoooveiiee e 10 3 20 20 —_ —_
Europe ... 30 60 43| 2] Pl 27
Total .o 40 65 65 41 24 27
Ji
Rew York . oo o i ) 200 -— 62 42 20 —_
Europe ... 591 216 25 25 — -
b T 259 | 216 87 67 20 —
Aostralls and New Zealnnd
New York ... 30 - —_ — — 28
Europe ... 90 35 83 25 | S8 40
Total ... | 120 35 83 25 S8 68
Uwsutummmmmu
New York ... _ — —_— — -_— —_
Furope ... —_— — 3)4 26 (306 | 649
Total ... cmveeemenemneene | — — | 28 | 306 | 649
Al borrowers aﬂoded Iiy IET
New York ... | 569 26 162 62 ¢ 100 28
Europe .. .. .| 493 836 | 1,112 378 737 1.147,
Total e e, | 1,062 862 | 1,274 437 B17 | L1175
By borrowers not affected by IET
Cannda '
New Yok TM 128 4 339 398 6
Europe ... -— —_ —_ — — 46
Total ......... 734 | 725 7387 339 [ 395 | 148
250, 60 s2 8 51
—_— — 1. =4 = 26
250 60 | s2 8 pal
ernationa) omnlnﬂons
New York . -— L4 200 181 19 —_
Evurope ... R —_ 137 107 107 -— 19
Total ..o — | 142 307 || 288 19| 89
Other !
New York ..o, 84 142 156 132 24 37
Evrope ... %] 157 55 | 46 9 18
Total .o 1601 299 21 178 k] 33
All borvowers not lﬂtdul Ily 1ET
New York . 872 { 1,722} 1,150 704 446 787
Europe .. 76 2| 162 15 9., 179
Total . . e | 948 | 1416 [ 1,312 857 ' 438 966
All infernational sccurtty issnes
New York 11,441 1,148 [ 1,212 ,' 766 $46 B1S
Furope ] 569 [ 1,130 | 1274 ' S28 | 746 | 1,326
Total .. -[2,000 | 2,278 | 2,586 H 1, 294—| 1,292 | 2,141
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In 1965 Japanese borrowers returncd to the New York
market after special provision was made whereby $100
million of Japanese government and government-guaranteed
bonds would be exempted each year from the provisions
of the IET. Since 1963, British borrowers have distributed
their new issues almost evenly between the two markets.
Borrowing abroad by residents of the EEC countrics—
Belgium, France, Italy, Germany, Luxcmbourg, and the
Ncthcrlands—has been largely concentrated in Europe
both bcfore and after the introduction of the IET.

A ncw group adding its demands to the European
market, and also largely covered by the 1ET, has becen
the international affiliates of American companies. Their
issucs, amounting to $955 million in the twelve months
ended in June 1966, are almost entircly responsible for
the increase in total international sccurily issucs since mid-
1965. Guidelines issued in February 1965 by the United
States Department of Commerce to 500 corporations oper-
ating in industrialized foreign countries, requested these
firms to help improve the Unitcd States balance of pay-
ments. Further guidelines, issued in December 1965,
doubled the numbcer of participating companics, cxpanded
the overscas areas covered to include the Middle Eastern
oil countries, and cmphasized direct investment outflows
from the United States. Participating companies were re-
quested to plan their 1966 forcign investment program in
such a way that the 1965-66 average annual dircct invest-
ment flows of funds from the United States to the coun-
tries specified, plus undistributed profits of affiliates in
those same countries, would amount to no more than 90
per cent of the sum total of the two items during the three-
year period of 1962-64.

In view of thc fact that direct investment in 1965 was
already higher than in the base period and was cxpected
to rise further in 1966, the firms concemed were thus
encouraged to borrow abroad the funds nccded to
finance foreign investments. It should perhaps be noted
that financing abroad is by no means new for for-
eign affiliates of Unitcd States firms; in fact such financing
amounted to $2.7 billion in 1964, much in the form of
bank loans and trade credits. But reliance on public se-
curity issues was insignificant until mid-1965, when these
were undertaken on a large scale in order to reduce direct
investment flows from the United States. All in all, security
flotations in the European market by borrowers affectcd
by the IET and the United States guidelines on direct in-
vestment outflows totaled $493 million in 1963, $836
million in 1964, $1,112 million in 1965, and $1,147 mil-
lion in the first half of 1966.

Othcer borrowers, not affected by the IET or the direct
investment guidelines, have also turned to the European
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markets. International organizations, particularly the In-
ternational Bank for Reconstruction and Development
and thc Inter-American Decvelopment Bank, borrowed
more than $100 million in 1964 and again in 1965. In
addition, borrowers from Finland, Mexico, Jamaica,
Canada, and othcr countries have on the average bor-
rowed about another $90 million a year in Europe from
1964 to mid-1966.

As for the American market, Canadian borrowers con-
tinued to take about $735 million each year during 1963-
65. In addition, the borrowers dcflected from New York
by the 1ET have to a large cxtent been replaced by a
varying group of borrowers from nations not covered by
the IET, including Latin American countries, thc Philip-
pines, and Finland.

RECENT MARKET DEVELOPMENTS IN EUROPE

With one new group of borrowers following fast on the
heels of another, the market in Europc has at times be-
come congested, and planncd issues have had to be re-
duced in size or postponed. Most recently, foreign affiliates
of some of the less widely known American firms have
had to forcgo proposed European issues. In other in-
stances, however, reduction or elimination of borrowing
by residents of some countries has been related partly
or entirely to other factors. In 1964 Japanese industrial
borrowers in Europe reduced their borrowing plans when
the convertible securities which they had issucd became
depressed in responsc to security market conditions in
Tokyo. This ycar Japanese borrowers have modcrated
their borrowing as credit conditions in Japan have cased.
In Denmark, the inflationary impact of heavy borrowing
abroad by local governments and utility companies in
1964 led the authoritics to call a temporary halt to such
borrowing.

For borrowers remaining in the international securities
market, interest rates have climbed sharply since the cn-
trance of Amcrican borrowers in 1965. For example, the
average yicld on four long-tcrm Scandinavian dollar bonds
quoted in London—which is roughly representative of
trends in yields on European dollar issucs—rose from
5.53 per cent in February 1965 to 6.81 per cent in August
1966, as the prices of these securities dropped by nearly
20 per cent. This 1.28 percentage point rise in yields was
markedly steeper than the 0.64 percentage point risc in the
average yield on United States Government bonds or the
0.82 percentage point rise in the average yield on govern-
ment bonds in the Common Market countrics and Switzer-
land during the same period.

Rising interest rates and the search for new sources of
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funds have led to modification in the typc and maturity of
international securities offered in Europe. Since the be-
ginning of 1966, American borrowcrs have relied heavily
on convertible bonds, with about 60 per cent of the se-
curities floated by affiliates of American companics offer-
ing convertibility into thc shares of the parent corporation.
Mcxican, Italian, and British companies have recently
made or arc making similar offerings. When the supplies
of longer term funds have temporarily dricd up, or when
such funds have become available only at very high ratcs
of interest, borrowers have turned to issues of five years
or less to maturity. About one third of the non-United
States security issucs placed in Europe so far in 1966 have
been of this rclatively short-term type. Since May, the
affiliates of United States companies have also issucd $100
million of such obligations.

SOURCES OF FUNDS

There is very little rcliable information regarding the
sources of funds flowing into the intcrmational security
markets. In the United States market, the percentage of
total foreign issues purchased by Americans has increased
from 86 per cent in 1962 to 92 per ccnt in the first half
of 1966. The declinc in foreign participation in foreign
issues floated in New York may reflect the fact that dollar
bonds have becn issued in Europe at higher interest rates
than on comparable instruments in the United States.
Similarly, foreign sccurities issued in Switzerland, and
denominated in Swiss francs, have probably been taken
up primarily by Swiss residents because their yiclds are
competitive with domestic issues in this markct but not
competitive with yields on Europcan dollar bonds. But
little can be said about the sources of funds used to pur-
chase dollar, unit-of-account, and German mark issucs in
Europe.

Balance-of-payments data for the United Kingdom and
the Common Market countries show substantial purchases
of securities from foreigners, but thesc are slightly out-
weighed by sales of securities to foreigners. However,
sizable European and non-European purchases of interna-
tional securities are made through Swiss banks, which arc
rcported to have purchascd for the account of their clicnts
as much as 50 per cent of many recent dollar issues. In the
absence of information on sourccs of capital channeled
through Switzerland, it is impossiblc to judge the extent to
which the European capital markets have served to export
European capital to the rest of the world and the cxtent to
which they have mcrely served as intermediarics between
non-European lendcrs and borrowers. At any rate, the
broader range of securities offercd in late 1965 and 1966
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is reported to have stimulated European interest, although
the recent drop in prices on outstanding international
securities may have dampencd this interest in the last
few months.

UNDERWRITERS

The adaptation of intcrnational security issues to
rapidly changing issue controls and financial requirements
has been greatly aided by the leadership exercised by a
number of national groups of investment bankers. During
1963 and 1964 bankers in Britain, Belgium, and Luxem-
bourg took the lead in developing the market for European
dollar and unit-of-account bonds. German banks actively
cultivated the market for foreign German mark issues and,
in 1965, sponsored one parallel loan—the simultaneous
offering in several European markets of local currency
tranches of one intcrnational loan. Prior to the passage
of the IET, United States investment bankers had for many
years placed with foreigners substantial portions of securi-
ties issued in New York by European and British Com-
monwecalth borrowers, With the large scale entry of United
States borrowers in mid-1965, the scope of American
bankers’ European operations was greatly increased. Thus
during the first six months of 1966, United States invest-
ment bankers participated in the underwriting of almost
all dollar issues in Europe.

Italian banks are also achicving a more important posi-
tion in the underwriting of international issues thanks to
the investment interest of their clients. Dutch and Swiss
banks, which were predominant as underwriters in 1960-62
when their governments permitted a larger volume of for-
eign sccurity issues, have played lesser rolcs since 1963.
The failure of Swiss bankers to assume the underwriting
function on other than Swiss franc issues, in spite of large
purchases of many other issues by their clients, was
governed by the attitude of the Swiss authorities and by
certain tax disadvantages on foreign issues underwritten
in Switzerland. Foreign borrowers in Switzerland were re-

quired to pay a stamp tax of 1.2 per cent of the nominal
value of the issue, and a coupon tax, payable annually,
cqual to 3 per cent of the interest paid on all securties
issucd in Switzerland.

In 1965, however, provision was made for the climina-
tion of the coupon tax cffective January 1967, and a con-
sortium of Swiss banks has rccently been formed to par-
ticipate in international underwriting syndicates. The Swiss
National Bank has agreed to a $10 million underwriting
participation by thc Swiss consortium in a $25 million
issue, but reportedly on the condition that the issuc not
be advertised in Switzerland and that 50 per cent of the
portion underwritten by Swiss banks be placed with for-
eigners.

CONCLUDING REMARKS

International sccurity issucs are basically of two types:
those which are subject to the strict control of national
issue authorities and those which are largely free of such
controls. Nearly all the major financial centers have felt
constrained to impose some degree of capital issue control,
especially with regard to foreign issues in their national cur-
rencies. The largely control-free sector of the market, cen-
tered in issues denominated in dollars, German marks,
and units-of-account, constitutes both a safety valve and a
limited channel of communication between national capital
markcts. Given institutional restraints within each market,
the existence of this unrestricted market has not scrved to
eliminate interest rate differences between national mar-
kets. But it has given large borrowers an alternative to their
domestic markets. This, combincd with the already exist-
ing international mobility possessed by security purchasers,
has served to reduce the barriers tending to isolate these
markets. Ideally, however, the relaxation of issue controls
in the major financial markets and the reduction of other
institutional barriers to intcroational capital movemcnts
remain the best means to achieve an improved interna-
tional distribution of capital resources.





