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Recent Innovations in European Capital Markets*

In his foreword to a study of European capital markets
prepared by the United States Treasury in late 1963, Secre-
tary of the Treasury Dillon noted that many of the factors
that have tended to limit the growth of these markets “arc
now receiving the attention of financial lcaders in Europe”,
and that “progress toward improving the efficiency of
these markets has begun”. In particular, the Secretary
noted that:

Several possible means of promoting intcrnational
security issucs, thereby broadening the potential
market and bringing togcther larger aggregations
of underwriting support and distribution facilities,
are being actively cxplored. . . . New initiatives arc
being taken to climinate barriers to foreign secu-
rity offerings and to facilitate the use of the most
devcloped markets within Europe as a kind of
financial cntrepit for the use of borrowers and
lenders of other nations.*

The current renewal of Europeun interest in long-term
lending, the increasing interdependence of Buropean finan-
cial centers, and the movements of capital between those
centers can be traced back to the return to convertibility
of the major Europcan currencies at the end of 1958.
They were given added impetus by the progress in relax-
ing restrictions on capital transactions madc by most Euro-
pean countrics during the last few years. But the marked
increase in the volume and types of forcign issucs in
European capital markets during the past year and a half—
the subject of this article—was sparked by two more

* John Hein had primary responsibility for the preparation of
this article,

1 “A Description and Analysis of Certain European Capital
Markets”, Paper No. 3 of Fconomic Policies and Practices, Mate-
rials Prepared for the Joint Economic Committee, Congress of the
United Statcs, 1964, p. xi.

specific developments: in July 1963, President Kenncdy
proposed to Congress the imposition of an “intercst ¢qual-
ization tax” on purchascs of foreign securities by United
States residents;® and at about this same time the British
authorities were preparing the way for greater interna-
tional use of the London capital market. These two devel-
opments had the cffect of diverting new sccuritics issues
of industrial countrics from the New York market,
which had been heavily utilized by such borrowers. Con-
currently, the international financial scene began to dis-
play somc novel and noteworthy featurcs, to be discussed
here: the re-emergence of London as an important center
for the underwriting of foreign issues; the growth of doHar
issues placed outside the United States; the increise in
foreign issues in Continental markets, especially Germany;
the flotation of loans dcnominated in the so-called *‘unit
of account™; the proposced flotation of differcnt tranches
of an issuc in several centers; and increased international
cooperation among financial institutions.

FOREIGN ISSUES IN THE LONDON MARKET

Participation by rcsidents of the United Kingdom in
forcign securitics issues denominated in currencics other

2 The tax—which was cnactcd in Septcmber 1964, retroactive
to July 1963—applics to forcign stocks and bonds, both ncw and
outstanding, purchased from nonrcsidents, It specifically cxempts,
however, sccuritics of international organizations of which the
United States is a member, governments of Icss dcveloped coun-
tries, and corporations whose principal activities are in such coun-
tries, New Canadian issues arc also exempt by special Executive
Order. The tax is 15 per cent on stock and other cquity interests,
On debt abligations (of three years or more) it ranges from 2.75
to 15 per cent, according to the remaining maturity, and is so
calculated as to increase by about 1 pcreentage point the intercst
cost lo foreigners of obtaining capital in this market. The legisla-
tion does not extend to bank loans made to forcigners jn the ordi.
nary coursc of banking operations, but grants stand-by authority
to the President to apply the tax to such loans of over onc vear,
if hc should find that thcy “arc bcing used to circumvent the
purpose of thc lcgislation”.
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than sterling remains severely limited by prescnt British
exchange controls. But this has not prevented the City of
London from expanding the scale of its brokerage and
underwriting activitics, frequently in close cooperation
with European banking houses. Its highly cfficicnt ma-
chinery has enabled it to bring together borrowers and
lenders in the underwriting of foreign issues.

As far back as October 1962 the London financial com-
munity, with the encouragement of the Bank of England,
began to consider ways and means of acting as middle-
man between foreign borrowers and lenders. The objec-
tive was greater use of the City's capital market facilities
without triggering substantial additional capital outflows
from the United Kingdom to nonsterling countries. Loans
of forcign-owned funds to forcign borrowers arranged in
the London market have no adverse effect on the British
balance of payments; in fact, they provide invisible earn-
ings from the City's banking services, and quite possibly
additional exports. Thus in early October 1962 the Gov-
ernor of the¢ Bank of FEngland declared:

The time has now comc when the City once again
might well provide an international capital market
where the foreigner cannot only borrow long-term
capital but where, equally important, he will once
again wish to place his long-term investment capi-
tal. This entrepot business in capital, if I may so
describe it, would not only serve this country well
but would fill a vital and vacant rolc in Europe
in mobilizing foreign capital for world economic
development. It would be to the advantage of
British industry in financing our customers.*

Specific moves in this direction were announced in the
April 1963 budget, which included provisions for lowering
the stamp tax on stock transfers and for the issuing of
bearer, as well as registered, sccurities. The tax on bearer
securities, previously set at 6 per cent of the nominal
value, was reduced to 3 per cent of market value on securi-
ties issucd by residents and to 2 per cent on those issucd
by nonrcsidents. For registered securities, the rate was
reduced from 2 per cent to 1 per cent (calculated at mar-
ket value). Bearer issucs had generally becn prohibited
sincc World War 11, for exchange-control reasons.

These changes, which became effective in August 1963,
and the general encouragement of foreign issucs by the
British authorities have resulted in a considerablc expan-

8 Speech delivered at dinner given by the Lord Mayor to the
Bankers and Merchants of the City of London, October 3, 1962.

sion in the use of the London capital market by Continen-
tal European countries and Japan. Most of this activity
has taken the form of dollar operations in which British
financial institutions have acted as underwriters, gathering
dollar funds owncd by non-United States residents and
putting them to work in longer term loans. (Previously,
such funds might of course have been attracted into for-
eign issues floated in New York.) In a few cases, other
nonsterling currencics have been used as well, and some
issues have been dcnominated in sterling. (Countrics be-
longing to EFTA—the European Free Trade Association,
of which the United Kingdom is a member—have been
given the right to raise loans in London in either sterling
or forcign currencies. )

These foreign issues began in May 1963 with a private
placing by the Belgian Government of $20 million in
three-ycar bonds, the first loan not denominated in sterling
placed in London since World War II; a second similar
Belgian placement followed in December 1963. Mean-
while, another important issue occurred in July 1963,
when a 1.ondon merchant bank agreced to float—jointly with
threc banks in Belgium, Germany, and the Netherlands—
a $15 million issue of a private Italian company cngaged
in opcrating and maintaining Italy’s new national highway
system. This issue attracted considerable attention as the
first postwar nongovernmental (although government-
guaranteed) issuc in a foreign currency to be floated in
London. The first postwar offcring of sterling bearer bonds
by a nonsterling-area country followed in August 1963 in
the form of a £5 million refunding issuc by the Govern-
ment of Japan.

On the occaston of the Lord Mayor's dinner in October
1963—one year after the Governor of the Bank of Eng-
land had called for the re-establishment of the City of
London as a financial cntrepdt—the Chancellor of the Ex-
chequer praised the London market for its contribution
to invisible earnings in Britain’s balance of payments and
declared that “for the future, foreign currency loans, i.e.,
those which are no drain on the reserves, are being
allowed almost without restriction”. The Chancellor thus
indicated that the authoritics were satisficd with the initial
response of the City, but also that they were not yet ready
to permit a further relaxation of controls over the outflow
of British funds to the nonsterling world. This also meant
that the proceeds of sterling loans raised by nonsterling-
area borrowers were to be spent on purchases of goods
and services in the United Kingdom, but such loans have
in fact been negligible.

Since late 1963, British undcrwriters have arranged
in the London market a fairly continuous series of non-
sterling issucs, all but one of which have been denomi-
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Table 1

UNITED STATES DOLLAR ISSUES IN EUROPE
July 19%63-December 1564

Amount
Borrower or N Number of
country of Lorrower as':‘a':l';":) Issues Comment

Japun .o 132.0 10 $22.5 millian by clty of To-
kyo: remainder by private
industry

Denmark ...........ccn 107.0 8 Al by public sectur or na-
tionalized industries

Norwny ...l 920 7 All by public sector or na-
tionalized industries

ltaly e 50.0 3 $25 million by state holding
company: $15 million by
national highway svstem;
$10 million five-year issue
by oflicial long-term lend-
ing iostitution

European Coal and

Steel Community ....... 30.0

Austria oo 280 2 $18 million by government:
$10 million by natiunalized
stcel company

Finland ......coreician - 26.0 3 All by private industry

European Investment

Bank ..o 230 1

Belglum ..o 20.0 1 Privately placed three-year
governntent jasue

Portugal .........cone - 20.0 National government

Council of Europe ...... 10.0 2 Furopean Resettlement Fund

Isracl ...imairiinnd 5.0 1 Private development corpora-
tion

Total ....oeerroned 545.0 40

natcd in dollars.* In this connection it is worth recalling
that London has an underwriting mechanism devcloped
over a period of about 150 years and can provide quota-
tion on Europe's largest stock exchange. Furthermore,
various recent British steps, such as the resumption of
bearcr sccurities, should go a long way toward inducing
international investors to make use of London’s financial
facilities. Finally, the London market has shown its ability
to attract funds from a oumber of financial centers for
investment in sccurities issued by borrowers with excellent
international credit standing.

In the past year or so, British financial institutions
have also participated in the sizable amount of dollar

¢ The exception was a 60 million Swiss franc loan floated b
the city of Copenhagen in October 1963. This issue met wi
objections by the Swiss authorities. Its denomination in Swiss
francs was rcgarded as interfering with Swiss controls over
domestic liquidity and new issues in the Swiss market, and as
contributing—to an undesirable degree—to the use of the Swiss
franc as an international currency. A $25 million loan by IRI,
the Ialian state holding company, in Junc 1964 could be sub.
scribed to (and issucd) in either dollars or German marks.

issues outside the United States that were arranged and
undcrwritten by consortia hcadcd by banks on the Euro-
pean Continent or by United States underwriters. Several
of these issues have subsequently obtained quotation on
the London Stock Exchange, and some have also been
listed on the New York Stock Exchange, which permits
the listing of certain forcign issues even when no distri-
bution takes place to United States investors. New dollar
issues outside thc United States and underwritten by insti-
tutions in London and other centers rose from $35 million
in the second half of 1963 to $330 million in January-
Junc 1964 and amounted to an additional $180 million in
the second half of 1964. About two thirds of this grand
total of $545 million was arranged and placed in the l.on-
don market. These bonds have generally been of 15 or 20
years’ maturity, carrying a 5% to 6% per cent coupon. The
major borrowers have been governments, municipalities,
and industrial firms of the Scandinavian countries, Fin-
land, and Japan, with Japancse issues alone accounting
for some $132 million or 24 per cent of the total (sce
Table I).

FOREIGN ISSUES IN CONTINENTAL MARKETS

In addition to dollar issucs arranged and placed on the
Europcan Continent, there has been a rise recently in for-
eign issues floated in certain Continental European mar-
kets and denominated in national currcncies. The most
noteworthy development in this respect has been the sharp
increasc in foreign issucs in Germany. Such issues (all of
which were denominated in German marks) rose to ncarly
$225 million equivalent last year, from only $40 million
in 1963 and $25 million in 1962. As in the casc of dollar-
denominated issues placed in Europe, the bulk of the for-
cign loans floated in Germany was accounted for by Scan-
dinavian, Finnish, and Japanese borrowers, with Japan
alonc taking $75 million or one third of the total (see
Table II). The remainder consisted of issues by interna-
tional institutions, including the Inter-American Develop-
ment Bank. Again, as in the case of Europcan dollar issucs,
these German mark loans gencrally are bonds of 15 or
20 years’ maturity carrying a 5% to 612 per cent coupon.

This record activity in the Gcrman market secms to
have been stimulated not only by the United States inter-
cst equalization tax, but also by proposed German legisla-
tion. In order to curb the inflow of long-term capital and
thereby allcviate the German payments surplus, the Ger-
man authoritics in March 1964 proposed a 25 per cent
withholding tax on nonresidents’ interest income from
German bonds. It was announced subsequently, however,
that the tax—which has not yet been enacted—would not
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Table IT
FOREIGN ISSUES IN GEFRMANY IN 1964
[:] (Ai"}mmof ber of
arrowes or =illions Number
country of borrower dollar Issurs Conment
equivalent)
Japam .....ocoecimiennnd] 15.0 2 $5Q_million by goveroment;
$25 million by city of
Osaka
Finland ... 415 4 $23 million by povernment;
rest by long-term lending
institutions
Europcaa Coal and
Steel Community ... 250 1
European Investment
Bank ... e - 200 1
DEAMATK oo 18.8 1 City of Copenhngen
Inter-American Devel-
opment Bank .............. 15.0 1
Furofima  ..cooveeeeenes 128 1 Company cstablished by six.
teen Evropean nationad
railwuy administrations to
tinunce rolling stock
Norway 10.0 1 City of Oslo
Total ... - 2238 12

apply to income from German mark issues of foreign bor-
rowers. This provision greatly stimulatcd demand for such
issucs, presumably to a large extent by foreigners (who
during the second quarter sold sizable amounts from their
German domestic bond holdings). It also c¢nabled forcign
borrowers to place their issues in the German market on
somcwhat more favorable terms than German borrowers
could receive. In addition, the German authorities have
proposed abolition of the 2%z per cent tax which forcign
and private domestic borrowers currently have to pay on
new issues; this should further facilitate the placement of
forcign securitics on the German market.

In France, where no issues by borrowers outside the
franc area had been pcrmittcd since World War 11, the
authorities in November 1963 announced their intention
to authorize the reopening of the capital market to for-
cign borrowers. Such issues (whose procecds are to be
spent largely in France) initially have been limited to
international institutions. Accordingly, in December 1963
the European Investment Bank was able to place a 60
million franc ($12 million) issuc with French insurance
companies and other institutional investors. This was fol-
lowed in July 1964 by a 150 million franc ($30 million)
flotation of the European Coal and Steel Community. In
Belgium—where until 1960 most foreign issucs were those
of the Congolese colonial authorities and of companics
active in the Congo—the Europcan Investment Bank in
December 1963 made a further private placement of 400

million francs ($8 million).

Some European countries, such as the Nctherlands and
Switzerland, have of course long been substantial ex-
porters of long-term capital. But the Netherlands closcd its
market to foreign borrowers in 1963, and cxcept for two
issues totaling 55 million guilders ($15 million) by the
European Investment Bank and the European Coal and
Stecl Community the market remained closed in 1964 as
well. This decision largely reflected the desire of the Dutch
authorities to prevent the capital outflow and the upward
pressures on domestic interest ratcs that might have re-
sulted from foreign flotations. And in Switzerland, which
maintains strict controls over all new issues, a heavy de-
mand for capital by domestic borrowers led the authori-
ties to adopt a somewhat stricter attitude toward foreign
issucs. As a result the 379 million francs ($88 million) of
such issues authorized last year was noticcably below the
588 million francs ($136 million) permitted in 1963.

NEW TYPES OF FOREIGN ISSUES IN EUROPE

The search for ways to atiract long-term funds into
foreign issues lcd at one time to the flotation of bonds
denominated in European “units of account™. However,
therc have been only six such issues, totaling $68 million,
and none has been floated since April 1964 (sec Table
111). The issues, with maturities ranging betwecn 15 and
20 years and coupons between 5% and 6 per cent, were
generally offered in Luxembourg, with a Belgian or Luxem-
bourg bank heading the underwriting syndicatc. United
States underwriters participated in two issues.

Units of account, which were first used in the bookkeep-
ing of the former Europcan Payments Union,® are a com-
posite of scventeen European currencies. They scrve as a
common denominator for issucs floated in scveral markets
and provide a limited guarantce against exchange rate
changes for debtors and creditors with liabilitics and claims
in foreign currencies.

The unit of account is an entirely artificial yardstick
that is used solely to mcasure the valuc of contractual loan

» The European Payments Union was established in 1950 under

the aegis of the Organization for European Economic Cooperation,
and continued to function until the advent of convertibility at the
end of 1958 It was designed to achieve transfcrability of the
currencics of its seventeen members through monthly settlements
of eiach member’s current payments with the other members as a
group. The nct debtor or creditor positions resulling from the
cleuring were expressed in “units of account” (1 unit = 0.888671
grams of fine gold = USS1) and werc settled partly in gold or
iljol_lars and partly by credits granted to or received from the
nion.
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Table M
UNIT-OF-ACCOUNT ISSUES

Amoant
Borrower (millions of Date Comments
equivatent)
SACOR (Portugal) ....... 50 February 1961 @ Purtly state-owned
5.0 May 1962 uil refinery

Nuorges Komnunalhank
(Norway) ...ceencenen State-owned lang-term

credit jnstitution

120 January 1963

Imatran Voima

(Finland) ..o 50 July 1963 State-owaned electric-
power company

Cass per il Mezzo-

giorno (Italy) ... 18.0 October 1963 | Officiat devetopment

fund for southern
Italy
Banco d¢ Fomento

Nacional (Portugal) ... 13.0 November 1963 Ofgm development
Greater Cupenhagen
(Denmark) .......cccooeeee, 10.0 Apil 1964 Scven Copenhagen
municipalities
Tatal 68.0

obligations. It is not a means of cxchange, but is designed
to minimize exchange risks by keeping the value of claims
and liabilities as constant as possible. As under the
European Payments Union, each of the seventeen West-
ern European currencics that are included—the so-called
reference currencics—bears a fixed relationship to the
unit of account through its own gold/dollar parity as com-
municated to the Intcrnational Monetary Fund.® Since its
appearance in carly 1961, the unit-of-account formula has
taken a number of different forms. It has always provided
that the valuc of the unit would change only if the valucs
of all seventcen reference currencies changed; however,
under the terms of the more recent loan agrecments at
least two thirds of these changes must be in the same di-
rection. Under these conditions, the value of the unit—
and hence of the sccurities denominated in these units—
would be adjusted, aftcr a lapse of two years, in the
same direction and proportion as the currcncy among the
two thirds (or more) that had changed the lcast. The
protection afforded by this complex formula is of coursc
oot ubsolute. It does not cover the borrower if his cur-
rency is devalued, or the lender if his is revalued, vis-a-
vis all the others.

Belgian bankers who arc the original sponsors of this
ncw mcans of financing—in particular Fernand Collin
of the Kredictbank—readily admit that “the system is not

% Thus, one unit of account equals 0.357 pound slerling or 4
German marks or 4,937 French francs, uand so on.

simple and ccrtainly not for people who are unfamiliar
with monetary problems™. The scheme “had to be compli-
cated, because every possibility had to be forcseen—even
thosc that will probably never occur”™,” but it was hoped
such a multicurrency unit would provide a mcans of
weaning the Continental investor away from his prefer-
ence for local issues (or for the hoarding of gold).

It is important to note that all unit-of-account issucs
have been floated by either nationalized companics or
privalc companies in which the government is the main
shareholder. Moreover, in four of the issues (the second
through fifth in Tablc 111) payment of interest and prin-
cipal is guarantced by the government—which adds to the
attraction that such issues may have for the lender. The
borrower can probubly raisc funds in this fashion in larger
amounts and on more favorable terms than in any onc
national capital markect, but he can also incur commit-
ments in foreign currencies that few private borrowers
may wish to take on.*

An additional procedurc that would permit forcign bor-
rowers to obtain a larger amount of savings than could
be tapped in any one Continental market has been pro-
posed though not yct implemented. This is the so-called
LEuropean parallel loan, which would involve the simul-
tancous flotation on differcnt markets of different tranches
of an issue, with cach tranche denominated in the na-
tional currency of the country in which it is placed. This
proposal was put forward in the fall of 1963 by Hermann
J. Abs of the Deutsche Bank, In Mr. Abs’ view,

each individual loan could be raised within the
limits of each country’s financing capacity in dif-
fcrent amounts varying betwceen the equivalents
of, Ict us say, $5, $10, $20, or cven $50 million.
In spite of their plurality, the Europcan capital
markets could then represent themsclves as one

*F. Collin, “Europe’s Unit of Account™, Starist, Fcbruary 28,
1964, p. 635.

® Another typc of bond issue that, in a very limited sense,
can be compared 1o unit-of-account financing was offered in Eu-
rope in 1964. These arc issucs with an exchange option, which
entitles the lender to rcquest payment of intcrest and amaortization
in onc or more currencies, including or excluding the currency
in which the issue is denominated. The Finnish Government
horrowed 40 million marks ($10 million) in Germany on this
basis, with invcstors having the oplion of recciving payment in
marks or dollars; and the city of Q'urin raised £4 million ($11
million) in London, with a rcpayment option in stcrling or Ger-
man marks. Although this issue was denominated in sterling, sub-
scriptions had to be paid for in external sterling, i.c., sterling held by
nonsterling-area residents, which for all pructical purposes is like
any other forcign currency for British investors.
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market well capablc of raising a total amount not
falling short of that which the United States mar-
ket could provide.?

In such issues, the terms and conditions of all tranches
would be as uniform as possiblc. Variations in the issue
price would take account of differences in long-term rates
in the different markets. Since this type of issue is largely
designed to appeal to institutional investors—such as in-
surance companies and pension funds—that arc limited
to or prefer investment of their funds in securitics denomi-
nated in their national currencics, the risk is reduced that
investor demand would tend to concentrate on the highest-
yielding tranche.'®

INTERNATIONAL COOPERATION AMONG
FINANCIAL INSTITUTIONS

Recent years have also witnessed a gencral broadening
of cooperation among financial institutions, both within
Europc and between Europe and other continents. Indeed,
it can be said that a morc truly international financial
community is gradually coming into being, stimulated no
doubt in good part by the new worldwide money market
in dollars and Europcan currencies, (One of the important
characteristics of this market is that funds in a given
currency may be deposited with banks in various coun-
tries and traded actively among nonresidents.) This inter-
nationalization of financial markcts is reflected in the
proliferation of foreign branches and agencies of commer-
cial banks; in the coopcration across national frontiers
among financial institutions in such sectors as mortgage
and real estate financing, international investment trusts,
instalment credit, and equipment leasing; and in the set-
ting up of international banking groups.

For cxample, new links have bcen forged between
British financial institutions and their counterparts out-
side the United Kingdom. In December 1963, the Mid-
land Bank announced two separate movcs in this direction.
The first was an agreement with the largest commercial
bank in each of three Continental countries—the Amster-

» Hermann J. Abs, “Parallel Loans to Mobilize Continental
Funds”, The Times (London), March 11, 1964,

10 A variant of this type of financing, actually used in two
Belgian issues in 1960 and 1961, is an cxchange-option issuc in
which the investor has the choice of subscribing in one of the
currencies included in the option, in addition to the choice as to
interest and amortization payments. Investors in countries whose
currency is so included could then consider the bonds as decnomi-
nated in their national currency.

damsche Bank (since merged with the Rotterdamsche
Bank), the Société Générale of Belgium, and the Dcutsche
Bank—to form a “European Advisory Committee”. Under
this agreement, the four banks are pooling information
about investment and credit conditions in their countries
and have set up arrangements for giving special attention to
cach othcr’s customers.

The sccond move, announced a few days later, was the
creation of Midland and International Bank Ltd. by the
Toronto-Dominion Bank, the Standard Bank (South
Africa), the Commercial Bank of Australia, and the Mid-
land Bank itself. In this grouping—which is backed by
£ 3.4 billion of resources and a combined network of 5,000
branches—the links are considerably more formal. The
Midland Bank will hold about 45 per cent of the £ 10 mil-
lion issued share capital and the Canadian, South African,
and Australian members about 25, 20, and 10 per cent,
respectivcly. In addition to the continuing exchange of in-
formation, the opcrations of the new institution will include
medium-term export financing (up to ten years), the financ-
ing of projccts in the four countrics, participation with out-
siders in larger scale financing, and—"in appropriatc cir-
cumstances”—underwriting of new issues. These opera-
tions will be financed by the acceptance of deposits from
the public for up to twelve months. Despite the Common-
wealth slant of thc new group, the four founding banks have
noted that they stand rcady to admit new partners from
any quarter.

Both of these moves are significant in many respects.
Especially notcworthy is the fact that under the first ar-
rangement the Midland Bank will be linked with “uni-
versal banks” on the Contincnt—that is, with institutions
able to engage in a much wider range of banking activities
than British clearing-bank conventions allow. This ar-
rangement joins not only banks but also capital markets—
that of London, with acknowledged expcrtise, and thosc
of three Continental countrics, with various institutional
inflcxibilities but wider latitude for commercial banks.
There can be little doubt that the greater internationaliza-
tion of banking implied by thcse steps portends greater
mobility of capital, which may in turn contribute toward a
lowcring of barriers betwecn individual European markets.

CONCLUDING OBSERVATIONS

The reccnt growth in foreign issues in European capital
markets suggests that Europe may eventually become again
an important cxporter of long-term capital. It will be re-
called that prior to 1914 Europe playcd a key role in this
respect and made a major contribution to the early devel-
opment of public facilities (such as transportation) in
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Eastern Europe, the Western Hemisphere, and other then-
underdeveloped countries. Subsequently, Europe’s ability to
function as a long-term capital cxporter was curbed by a
series of cvents—World War I and its aftermath, the eco-
nomic disturbances of the 1930’s, World War II, the needs
of postwar reconstruction and, finally, the unprecedented
investment boom in Europe itself. In the past year and a half,
however, Europe has becn able to increase markedly the
volume of its foreign lending, partly as a result of the capital
market techniques described in this article. These have the
common characteristic of making it possible to mobilize the
resources of several European financial centers at one time,
with the issues expressed in dollars or in other currcncics that
have considerable investor appeal across national frontiers.
However, it is generally truc that the net benefit of the
international movement of capital will be more nearly
assurcd if capital can move equally freely among different
countrics. To the cxtent that countrics retain controls over
foreign issues in their markets as well as over investor par-
ticipation in issues abroad, the burden of providing capital
internationally is shifted largely to other countries. And,
in these countries, long-term funds may tend to flow out
at times and in ways that create difficultics at home for the
national authoritics. In other words, the new types of fi-
nancing described here, whatever their mcrits, cannot be
considcred a substitute for a more far-reaching develop-
ment and strengthening of freer national capital markets.
Although it is likely that recent foreign borrowings in
Europe have attracted some long-term European funds
over and above those that ordinarily would have partici-
pated in such issues in the New York market, the increased
international capital flows within Furope have perhaps
been stimulated more by the novel (and, to investors, at-
tractive) fcaturcs of these issues than by a genuinc broad-
ening of the individual European markets themselves.
Such a broadening requires the casing or rcmoval of
a host of inhibiting factors—legislative, institutional, and
psychological-—that still characterize various foreign mar-

kets. These factors not only tend to bar the flow or capital
betwcen countrics, but also to limit the efficiency, growth,
and diversification of domestic capital markets in general.
Such factors, of course, vary in nature and degree of ap-
plicability from country to country. They include exchange
controls, discriminatory treatment of foreign borrowers,
strict regulations governing the composition of the port-
folios of institutional investors (which often discriminate
against foreign securities), various listing and trading re-
strictions on foreign issues that are stricter than those on
domcstic sccurities, and—on a more general plane—con-
trols over new issues, the pre-empting of the market by
the public sector, and official encouragement of specific
types of financial investment, If the reform of national
markets were to be accelerated, both their domestic ac-
tivity and their internationalization might be furthered
substantially.

As regards the United States, this country’s balance of
payments has bencfited from the proposal and subscquent
enactment of the interest equalization tax, which brought
about a shift of new forcign issucs by European and Jap-
ancsc borrowers from the New York market to European
financial centers. As a result, United States investors re-
duccd their purchases of new European and Japanese
issues from $326 million in the first half of 1963 to $110
million in the second half and to under $40 million in
1964; they continued of course to invest in issues of other
borrowers, while United States banks substantially in-
creascd their loans to foreigners in general. It is clear that
the proximate cause of any balance-of-pavments relief ob-
tained by the shift in borrowing to Europe has been the
influence of the tax, rather than subsequent European ad-
justments. Moreovcr, the United States is still carrving a
major sharc of the burden of providing long-term capital
to the underdevcloped world. Steps that tend to make na-
tional capital markets in Europe morc libcral and more
genuinely “international” in their lending activitics are
therefore to be welcomed.





