
rowers have used the sale of an international bond as 
a means of hedging future receipts in that currency. 
Investors, on the other hand, generally carry the 
exchange risk involved in purchasing an international 
bond. In part, this may happen because long-term 
hedging opportunities for nonbank investors are limited. 
Nevertheless, Eurobond investors have shown a will- 
ingness to take deliberate positions on the currency 
composition of their portfolios. 

In the last few years, there have been many reasons 
to buy dollar-denominated assets. Total returns to 
investors have been boosted by relatively high nominal 
U.S. interest rates and a generally strengthening dollar 
from late in 1980. Investors have also been offered 
protection of total returns to the extent that the fall in 
bond prices resulting from an upward movement in U.S. 
interest rates might be associated with a rise in the 
dollar exchange rate. 

Strong demand for dollar assets allowed regular 
issuers and new borrowers to raise a large volume of 
funds in the Eurodollar bond market on favorable terms. 
U.S. companies were prominent in 1981 and 1982, 
financing a much higher share of their bond borrowings 
in the Eurodollar bond market than they had in earlier 
years. A deepening in the secondary market, allowing 
larger primary issue volumes to be absorbed more 
easily; further increased the market's attraction. 

As the dollar share rose, shares of the German mark 
and, to a lesser extent, the Swiss franc fell. The sharp 
decline in the German mark share in 1981 reflected, to 
some degree, informal actions by the authorities to limit 
the issuance of foreign bonds. Despite the absence of 
these actions in later years, the German mark share 
remained well below the levels achieved in 1979-80. 

Although slipping somewhat from its 1982 level, the 
dollar share stayed relatively high through 1983 and the 
first part of 1984. Within the Eurodollar market, floating- 
rate-note issues by banks and governments have 
increased strongly. Banks have also raised substantial 
amounts in the fixed-rate market, often to swap the pro- 
ceeds for floating-rate funds. The greater issuance of 
medium-term bonds by banks has increased the maturity 
of their liabilities, and thus has balanced to some extent 
the lengthened maturity of recently rescheduled loans. 
(This is discussed more fully in the following article.) 

Andrew MohI 

Maturity Matching 
in the Euromarkets 

Discussions of the stability of the international interbank 
market often overlook European and Japanese banks' 
borrowing in the international bond and note market. By 
relying less on short-term interbank deposits and more 
on intermediate-term obligations to fund their foreign- 
currency assets, these banks have made themselves 
more liquid and thus the interbank market more stable. 

Not all international banks are depending more on the 
note market. Bank of England data on the balance sheet 
of British banks show no such trend. Data for Swiss, 
Canadian, and Italian banks are not available. But the 
French and Japanese banks have drawn on the inter- 
national note market to reduce the disparity between 
their long-term lending and their long-term funding in 
foreign currency. This clearly emerges from the dollar 
balance sheets of banks in France and Japan as well 
as the nonsterling book of Japanese banks in Britain 
(chart). Although the dollar book of banks in Germany 
does not show such a development, in light of the 
activity of German banks in the international note 
market—Deutsche Bank alone raised over $1 billion 
there in 1982-83—their consolidated balance sheet 
probably shows the same trend. 

These banks are reducing the liquidity risk of heavy 
reliance on short-term funds by lining up funds in the 
range of 3 to 10 years. They are not necessarily betting 
on higher interest rates. This is because many notes 
that banks sell carry a floating interest rate, typically 
reset every six months in line with prevailing money- 
market rates. And even when banks sell fixed-rate 
obligations, they generally "swap" the proceeds with 
nonfinancial corporations for floating-rate funds.* 

During the mid- to late-1970s European and Japanese 
banks did not have to go to the capital market to 
increase their liquidity. Instead they benefited from 
medium-term deposits made by OPEC countries that 
wished to diversify the nationality of the banks holding 
their assets. But two developments have since left these 
banks less liquid. First, as world petroleum markets 
weakened, oil-exporting countries slowed and then 

in a swap, a bank issues a fixed-rate note and a corporation 
obtains a floating-rate credit of similar maturity. Then, each 
undertakes to service the other's obligation. Such an arrangement is 
mutually advantageous when one or both parties is able to borrow 
relatively cheaply in the specific market it enters. 
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Maturity of the Foreign-Currency 
Balance Sheet of Selected Banks 

reversed their accumulation of foreign assets, especially 
medium-term Eurodeposits. Second, recent reschedul- 
ings of major international debts have lengthened the 
maturity of assets. 

Although neither French nor Japanese bankers report 
any difficulty in raising short-term funds, they have 
indicated that officials in their countries have expressed 
concern about the banks' liquidity. Against this back- 
ground, these banks began to close the gap between 
their long-term lending and their long-term funding in 
foreign currency. French banks started in mid-1982 after 
their change in management; Japanese banks started 
only after strains appeared in the international interbank 
market in the second half of 1982. 

At the same time, developments in international cap- 
ital markets have favored the banks' efforts to close the 
gap. Since 1982, banks have been able to sell fixed- 
rate obligations and convert the proceeds into floating- 
rate funds by swapping them with nonfinancial corpo- 
rations. In this manner some banks secured three-month 
money over the medium term for less than they would 
pay for three-month money in the interbank market. 
Japanese and German banks have pursued these deals 
actively. French banks have not because official 

policy has reserved the fixed-rate sector of the intemational 
capital market for their domestic customers. In addition, the 
recent broadening and deepening of the Eurodollar floating- 
rate-note market has made it easier and cheaper for banks 
to raise medium-term funds there. 

Robert N. McCauley 

Borrowing Against 
Home Equity 
In recent quarters households have been liquifying their 
home equity at a pace not seen since 1979. Debt out- 
standing on existing homes expanded by an estimated 
$40 billion in the second half of 1983 alone (chart). 
Households can use the proceeds from these borrow- 
ings for various purposes: to repay other outstanding 
debt, to accumulate assets, or to finance consumption 
expenditures. 

Households can usually borrow against home equity 
at rates that are slightly above prevailing mortgage 
rates. The cost of all forms of unsecured personal bor- 
rowing is substantially higher than the cost of mortgage 
borrowing. (The spread between the average two-year 
personal loan rate and the average contract mortgage 
rate has been as much as 5 percentage points.) Also, 
mortgage loans allow longer repayment periods than 
personal loans. Thus, home equity is a preferred source 
of personal finance to direct consumer credit for those 
who can utilize it. The method used for liquifying 
accrued home values, however, has varied over time 
with credit and housing market conditions. 

When home prices are accelerating, households can 
sell their homes, extinguish their outstanding mortgages, 
and realize capital gains. These profits need not be fully 
invested as downpayments on the next homes. Since 
the mortgage rate for a home purchased with 50 percent 
down is on average less than 50 basis points lower than 
the rate for the same home purchased with a much 
smaller downpayment, investing the funds in the 
downpayment offers little advantage. The cost of the 
funds gained in the existing home transaction, then, is 
essentially the rate on the new mortgage. This method 
of liquifying home equity was widely used during the 
booming housing market of the late 1970s. 

A second way of getting access to tangible wealth 
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Ratio 
Long-term assets to long-term liabilities 

1975 76 77 78 79 80 81 82 83 

*Dollar balance sheet of banks in Japan, nonsterling 
balance sheet of Japanese banks in United Kingdom. 

Sources: Bank of International Settlements, Statistics 
of Eurocurrency; Bank of England Quarterly Bulletin. 
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