Lesson 13: Eurodollar Market

The Eurodollar market is a term used to describe the market for US dollars held
in offshore banks outside the United States. It is the largest and most liquid money
market in the world, with a daily turnover of trillions of dollars.

The Eurodollar market was created in the 1950s as a way for European banks
to hold US dollars in their offshore branches, as a result of strict capital controls in the
United States. Since then, the market has grown significantly, with banks, corporations,
and investors from around the world participating in it.

Trading in the Eurodollar market is primarily done through short-term deposits,
known as Eurodollar deposits. These deposits are typically offered in maturities ranging
from one week to one year and are denominated in US dollars. They are also offered at
a spread over the London Interbank Offered Rate (LIBOR), which is the benchmark
interest rate for short-term lending between banks.

The Eurodollar market is attractive to investors for several reasons. First, it
offers higher interest rates than those available in the US domestic money market due
to the increased demand for US dollars outside the United States. Second, the market
is accessible to a wide range of investors, including those who may not have direct access
to US domestic markets. Finally, the market is largely unregulated, making it an attractive
option for investors seeking more flexibility in their investments.

However, the Eurodollar market is not without its risks. Like any market, it is
subject to fluctuations in interest rates, exchange rates, and other economic factors.
Additionally, the lack of regulation means that there is a higher risk of fraud or default
by banks and other participants in the market.

In recent years, there has been growing concern over the use of the Eurodollar
market for money laundering and other illicit activities. As a result, regulators in the
United States and other countries have increased their scrutiny of the market and have
implemented new rules to prevent such activities.

2. Features of the Eurodollar Market

The Eurodollar market is a global market for US dollar-denominated deposits outside
the United States. It is the largest and most liquid money market in the world, with a
daily turnover of trillions of dollars. Here are some key features of the Eurodollar
market:

1. Access to US Dollars

The Eurodollar market allows non-US banks and investors to access US dollars without
having to comply with US banking regulations. This provides a way for foreign banks
and investors to hold US dollars and participate in the US financial system without
being subject to US regulations.

2. High Liquidity



The Eurodollar market is highly liquid, meaning that there is a large volume of trades
and transactions occurring every day. This makes it easy for investors to buy and sell
Eurodollar deposits quickly and efficiently.

3. Short-term Deposits

Eurodollar deposits are typically short-term, with maturities ranging from one week to
one year. This makes them attractive to investors who are looking for a short-term place
to park their funds, or who want to take advantage of short-term interest rate
differentials.

4. Interest Rates

Eurodollar deposits are typically offered at a spread over the London Interbank Offered
Rate (LIBOR), which is the benchmark interest rate for short-term lending between
banks. The interest rate on Eurodollar deposits is influenced by factors such as the
supply and demand for US dollars, global economic conditions, and changes in US
monetary policy.

5. Low Regulation

The Eurodollar market is largely unregulated, which makes it attractive to investors
who value flexibility and autonomy in their investments. However, this also means that
the market is more vulnerable to fraud and other types of illegal activity.

6. Global Market

The Eurodollar market is a truly global market, with participants from around the world
including banks, corporations, and individual investors. This means that it is influenced
by a wide range of economic and political factors, and can be subject to significant
volatility and risk.

3. Mechanisms for Calculating the LIBOR Interest Rate

The London Interbank Offered Rate (LIBOR) is the benchmark interest rate for short-
term lending between banks. It is used to set interest rates on a wide range of financial
instruments, including loans, derivatives, and securities. Here are the mechanisms for
calculating the LIBOR interest rate:

1. Panel Banks

The LIBOR interest rate is calculated by a panel of banks in London that report the
rates at which they are willing to lend to other banks in the wholesale money market.
The panel banks are selected by the Intercontinental Exchange (ICE), which is
responsible for overseeing the LIBOR process.

2. Currency and Tenor

The LIBOR interest rate is calculated for five currencies: US dollars, euros, British
pounds, Japanese yen, and Swiss francs. It is also calculated for seven different tenors,
ranging from overnight to 12 months.

3. Calculation Methodology



Each panel bank is asked to submit a rate at which it believes it could borrow funds in
the wholesale money market for the specified currency and tenor. These rates are then
ranked in order from highest to lowest, and the top and bottom quartiles are excluded.
The remaining rates are averaged to determine the LIBOR interest rate for that currency
and tenor.

4. Oversight and Governance

The LIBOR process is overseen by the ICE Benchmark Administration (IBA), which
is responsible for ensuring the accuracy and integrity of the LIBOR interest rate. The
IBA also sets the rules and procedures for the panel banks and monitors their
compliance with those rules.

5. Transition to Alternative Rates

Due to concerns about the accuracy and reliability of the LIBOR interest rate, regulators
in several countries have initiated a transition to alternative rates, such as the Secured
Overnight Financing Rate (SOFR) in the United States. The transition is expected to be
completed by the end of 2021.

In conclusion, the London Interbank Offered Rate (LIBOR) is a critical benchmark
interest rate used in global financial markets. Its calculation is based on the submission
of rates by a panel of banks, which are then averaged to determine the LIBOR rate for
each currency and tenor. However, due to concerns about its accuracy and reliability, a
transition to alternative rates is underway, and understanding the mechanisms for
calculating LIBOR is essential for any investor looking to participate in the financial
markets.

4. Additional details on how to calculate the LIBOR interest rate:
1. Selection of Panel Banks

The Intercontinental Exchange (ICE) selects a panel of banks for each currency and
tenor. The panel typically includes 16 banks, although the number can vary depending
on market conditions. The banks are selected based on their ability to contribute
accurate and reliable rate submissions.

2. Rate Submissions

Each business day, the panel banks submit rates at which they believe they could borrow
funds in the wholesale money market for the specified currency and tenor. The
submissions are made at a specific time (usually 11:00 am London time) and must be
based on actual transactions or "expert judgment" if there are no transactions to
reference.

3. Calculation Methodology

The ICE calculates the LIBOR interest rate for each currency and tenor based on the
submissions from the panel banks. The methodology involves several steps:

e The submissions are ranked from highest to lowest.



e The top and bottom quartiles are excluded, and the remaining submissions are
averaged to determine the LIBOR rate for that currency and tenor.

o Ifthere are fewer than five submissions for a given currency and tenor, the ICE
may use alternative methods, such as interpolating or extrapolating from other
rates.

4. Publication of Rates

The ICE publishes the LIBOR interest rates for each currency and tenor at around 11:45
am London time each business day. The rates are published on the ICE website and are
widely disseminated to financial markets around the world.

5. Oversight and Governance

The LIBOR process is subject to oversight and governance by the ICE and the Financial
Conduct Authority (FCA), which is the regulatory authority for financial markets in the
United Kingdom. The FCA has the power to impose fines or other sanctions on banks
that are found to have manipulated the LIBOR rate.

It's important to note that the LIBOR interest rate is being phased out and replaced with
alternative rates, such as the Secured Overnight Financing Rate (SOFR) in the United
States. The transition to alternative rates is expected to be completed by the end of 2021.



