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HOW EUROPEAN MONETARY UNION

WILL AFFECT FIRMS

Koichiro Arai,
M asahiro Y amazaki,

I ntroduction

One of the most important goals of the
Single European Act, which took effect in
July 1987, was to complete the single mar-
ket by the end of 1992. This would be
achieved by removing al remaining physi-
cal barriers (such as customs and passport
controls at interna borders), fiscal barriers
(mainly in the form of different levels of
indirect taxation), and technical barriers
(such as conflicting standards, laws, and
gualifications), thereby creating an area
without internal frontiers in which the free
movement of goods, citizens, services and
capital is assured (SEA, Article 13). The
implementation of the Single European Act
was a remarkable achievement, widely
acclaimed as the single most important and
successful step in the process of European
integration since the Treaty of Rome. Its
effects included the following: many inter-
nal passport and customs controls were
eased or lifted; banks could do business
throughout the European Community; com-
panies could do business and sell their pro-
ducts throughout the European Community;

10

Chief Economig, IIMA

Economigt, IIMA

there was little to prevent EC residents
from living, working, opening bank
accounts, and drawing pensions anywhere
in the EC; protectionism became illegdl,;
and monopolies on everything from the sup-
ply of electricity to telecommunications
were broken down.

The introduction of the single Euro-
pean currency -the euro- scheduled for the
first day of January 1999, is expected to
push resulting market-based competition
forward. Based on the results of our ques-
tionnaire in October and December 1996,
we look briefly into the various effects
EMU islikely to have on firms doing busi-
ness in Europe.

EMU’s Affect on Firms

As noted above, after the Single Euro-
pean Act took effect, many barriers were
removed through the concerted efforts of
the EU countries to usher in European mar-
ket integration in January of 1993. As
waves of deregulation, advancesin comput-
er and information technologies, and the
spreading Anglo-Americanization of
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financial markets combined to make the
playing field more level, financial institu-
tions and firms will become exposed to
tougher competition both within and across
national boundaries(see Responses to Ques-
tion 1 & 1b below).

The coming of the euro will make this
trend more intense. In the marketplace
-which will have become deeper and broader
after the monetary union-expansion of
intra-regional trade will gain momentum,
and competition amongst firms will be
intensified. These views were held more or
less unanimously by the enterprises operat-
ing in Europe which we interviewed last
December.

Chemica and petroleum products, as
well as other commaodities which are inter-
nationally traded, are already exposed to
keen global competition, and this situation
is unlikely to change significantly upon the
arrival of the euro. On the other hand, the
prices of some goods which are closer to
the consumer public -such as automobiles-
will probably become more easily com-
pared with each other as, through the Inter-
net or otherwise, more abundant informa-
tion on products quality and prices will
become available across borders. Prices
will inevitably tend to converge and, if any-
thing, will be pulled down by the forces of
competition(see Responses to Question 1
& 1b below).

The majority of the respondents think
that the overall effect of EMU on their busi-
nesses will be positive(see Responses to
Question 2 below).When questioned as to

11

how firms are planning to cope with the

introduction of the euro, the answers we

obtained can be summarized along the fol-

lowing lines(see Responses to Question 5

below):

* Organizational shake-ups, such as
integration of departments related to
bookkeeping and accounting, and also in
sales and distribution-related departments;

eImprovement in  marketing by
reviewing pricing strategies and
promotional activities,

« Examining production in a new light,
including possible increases in local
procurement ratios;

* Reviewing wage structures and hiring

local personnel for local management;

e Studying any legal implications to
already-existing contracts whose terms
will expire beyond January 1999.

Multinationals' Responseto EMU

All the multinational enterprises inter-
viewed by us expected that EMU will go
into the third stage in January 1999, and
believed that the euro will be introduced as
scheduled, in January of 1999. On that
assumption, most had already formed pro-
ject teams to meet the changes which EMU
will bring about. The advent of the euro
will have extensive repercussions. It will
affect many segments of multinational
enterprises’ activities, such astreasury oper-
ations, internal controls (including salaries,
wages and other compensations, manageri-
al and financial a accountings),procurement

IIMA NEWSLETTER



and transportation, and any outstanding
contracts extending past 1999.
Multinationals project teams have
sought ideas from throughout their compa-
nies, and many had already put some into
practice. Some have even gone so far as to
plan to denominate their payrolls in euros,
instead of national currencies, immediately
upon its introduction, which will give their
workers an incentive towards using it.

Japanese Firms Responseto EMU

The general attitudes shown by
Japanese and Japanese-affiliated firms oper-
ating in Europe are dlightly different from
European multinationals. Although some
believe that the euro is certain to be intro-
duced on schedule, not a few of them
remain skeptical due to the apparently for-
midable hurdles of economic convergence
criteria and are concerned about the neces-
sary adjustments which are unlikely to be
finished in time.

Also, a considerable number of
Japanese firms admit that, although they do
feel the need to be better prepared, they
have not yet actually taken any significant
steps in that direction. Thus, a gap does
seem to exist between their stance and that
of European multinational enterprises.
Very little official guidance has emerged in
day-to-day operations, which seems to
explain the wait-and-see attitude generally
adopted by Japanese firms. For the most
part, they remain unsure of the extent to
which they will be affected by the monetary

12

union. They would rather see guidelines
clearly established or know for certain how
their European peers are reacting before
they set out to seriously study the issue or
take any action of their own(see Responses
to Question 3 below).

This reserved attitude may well be a
wise, pragmatic approach in terms of cost-
effective performance, in the sense that it
would enable them to follow the examples
to be set by companies blessed with abund-
ant information and a greater market share.
In that way they would be able to introduce
a system pioneered, suitably revised, and
already tested by those who took action at
an earlier stage.

Also among Japanese firms, there are
some who think that the shift to a single
currency will not necessarily lead to com-
plete overhauls of their present strategies,
since many barriers-such as differences bet-
ween national tax rules-still remain intact
and need to be harmonized in future.

Adapting Computer Systems

Financia institutions operating in
Europe will be required to incorporate the
euro into their own data processing systems
by the first day of January 1999. Asthereis
little compatibility between the computer
systems of large financia institutions, each
institution must individually assess exactly
what aspects need to be changed in their
own systems and how to go about doing so.
The investment in such redevelopment will
be exceedingly costly.In contrast, firms
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generaly have more leeway. Firms will be
generaly required to complete the shift to
the euro any time during the transition peri-
od between the first day of January 1999 to
the 31st day of December 2001 at the lat-
est. However, as noted earlier, most multi-
national enterprises are aready well
advanced in their preparations.

Also, the cost of new computer system
development will be far lower for businesses
than for financia institutions. For compa-
nieswhich aready have accounting or man-
agement information systems on a multi-
currency basis, the euro can simply be
added to their systems as if it were a new
"foreign” currency. If not, they can adapt
by, for example, purchasing new software
to install the euro and revise the interface
of existing systems.

In fact, the amounts firms generally
have in mind as prospective EMU-related
investment in computer systems are small-
er than the over US$100 million cited by
large banks. Most, including multinational
enterprises, are expecting investments of
US$10 million or less(see Responses to
Ques-tion 4). Some businesses have relied
or are thinking of relying on SAP Aktienge-
sellschaft, a German software company, for
incorporating the euro into their computer
systems.

EURQO’s Impact on
Treasury Operation

On January 1, 1999, the rates of
exchange between the euro and the existing

13

participating national currencies are expert-
ed to be irreversibly fixed. On the same
day, the European System of Central Banks
will initiate unified monetary and foreign
exchange policies. A new clearing system,
TARGET, will become operative and,
simultaneously, financial institutions are
likely to begin interbank settlements in
euro, rather than the participating nationa
currencies. Multinational enterprises are
also expected to switch to the euro in their
non-cash transactions at nearly the same
time. Thus, the initial impact of the intro-
duction of the euro will be felt in corpora-
tions' treasury departments.

After the euro has been introduced, no
longer will there be a need for branch offices
to raise funds independently in national cur-
rencies. In this regard, businesses surveyed
predicted that fund-raising will become eas-
ier (see Responses to Question 6 below),
as.

* firms will be relieved of the burden of risk
hedging, since their exchange rate expo-
sure will be reduced;

* availability of funds will increase in the
integrated financial markets;

* bank fees and commissions on external
fundstransferswill tend to fall as competi-
tion between financial institutions intensi-
fies;

* with the centralization of treasury opera-
tions, the pool of corporate cash can be
utilized more effectively.

On the other hand, there are some

Japanese firms who think that fund-raising

operations will remain the same as they are
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now, as.
ethey will continue to rely on their banks
for loan;
*they do not think that current dollar-and
yen-centered fund-raising patterns will
change with the introduction of the euro;
ethey will continue to rely on their London
offices, which is the most convenient cen-
ter for fund- raising operations.

Cash Management Systems

When the single European currency
has become a reality, there will be no need
to maintain multiple bank accounts for the
settlement of various currencies. Some
firms pointed to the need to make their own
cash management more effective as one of
their future targets. Whether cash manage-
ment systems will be developed in-house
or outsourced will depend on the cost,
features, and convenience found in those
systems. If a financial institution wants to
maintain closer relations with a customer
by selling a cash management system devel-
oped in-house, it will have to ensure that its
product is more sophisticated than what the
competitors are offering.

14

Integrating Financial
Management Functions

On the integration of departments relat-
ed to financial management, most firms
replied that they had already done so, are
thinking seriously about it, or that they feel
integration is necessary(see Responses to
Question 7 below). Multinational enterpris-
esinvariably cited their company headquar-
ters as the preferred location for integrated
corporate financial management centers.
Most Japanese firms, however, cited Lon-
don as their first choice, followed by
Amsterdam(see Responses to Question 8
below).

Many of the financial institutions sur-
veyed, including many on the Continent,
replied that London's supremacy as an inter-
national financial center in Europe will
remain unchanged, regardless of whether
or not the United Kingdom opts into EMU
in the first round. Even if it does stay out,
there is a very good chance of euro transac-
tions becoming active in London. Conse-
quently, should many firms decide to site
their locally integrated financial manage-
ment centers in London, it would surprise
no one. To strengthen relationships with
customers in Continental Europe, financial
institutions will offer much more sophisti-
cated financial services and cash manage-
ment systems. If firms fully utilize them,
then they could be able to place their treas-
ury operations in any financial center in
Europe.
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Japanese Firms
Long-Term Strategies

In their early stage, Japanese firms
activities in Europe relied heavily on loca
sale of goods exported from Japan to
Europe by their parent companies. More
recently, however, they have diversified
considerably. Japanese transplant produc-
tion has been started in Europe, and their
products have found their way into other
EU countries or even to central and eastern
Europe and Russia. Japanese trading firms
in Europe are now engaged in many trade
transactions without passing through Japan.

There appears to be atwo-pronged stra-
tegy in this. Japanese businesses will keep
a close watch over whether the third stage
of EMU will be implemented on schedule
and which countries will participate in the
EMU. At the same time they will seek the
best ways to introduce the euro into their
computer systems at a minimum cost, and
to formulate longer-range strategies, |ook-
ing further into the future of European eco-
nomic integration.

Localization

One longer-term strategy is localiza-
tion. Many large Japanese trading houses,
for example, are intent on re-directing their
European strategies on the introduction of
the euro. They are building alocal network
of offices, consisting of a principa office
responsible for carrying out European strat-
egies, and a group of branch offices under
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its umbrella, in each of which the principal
office has a stake. The branches are mov-
ing toward localization, such as by hiring
and developing local employees -who are
trying to deliver customized products to
suit for differences in ethnic and cultural
backgrounds - and are strengthening ties
with local companies in the hope of gain-
ing a greater share in business with Central
and Eastern Europe.

Financial Srrength
and Tax Strategies

Another distinctive move is the build-
ing up financial strength. With the introduc-
tion of the euro, the number of securities
for investment will increase within EMU
boundaries. Moreover, if the euro emerges
as a strong currency, it should attract funds
from outside the EMU area as well. The
market's size and flow of money through it
would then be different from what we
know today.

As uncertainties surrounding exchange-
rate fluctuations dissipate, the credit risks
underlying issuers will be reflected more
clearly in the bond interest rates, as the
euro bond market will become more sensi-
tive to issuer credit risk. To Japanese firms
hoping to tap into the euro-denominated
bond market for fund-raising, it will
become increasingly important to disclose
more relevant financial data to investors
and to maintain high ratings. Some
Japanese firms also said that they would
make tax strategies the main pillar of their
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long-term strategies for responding to the
anticipated changes in Europe.

Sharper Competitive Edge

As of now, Japanese multinational
firms are lagging behind Europeans in the
approach to the introduction of the euro.
We had the impression, however, that some
of them are striving to dig deeper into the
unified market and to become local “insid-
es’.

In trading relations with financia institu-
tions, about half of the Japanese respond-
ents said that they would maintain their
ongoing relationships with banks as they
stand now, in view of close loca ties or
because their Japanese parent companies
wish to do so. The remaining half, however,
said that they would like to increase transac-
tions with those banks which offer the best
terms and services, regardless of historical
relationships or their nationalities of origin.

An interesting point here is that these
observations point to the possibility that at

least some Japanese firms are prepared to
rethink established relations with Japanese
financia institutions, which in the past
used to be a dominant reflection of the tradi-
tional patterns in Japan(see Responses to
Question 9 below).

Against the background of the Anglo-
Americanization of financial markets,
many financial institutions in Europe, espe-
cialy those large banks on the Continent,
are trying to outcompete their rivals for
their own survival, relying on a variety of
specific competitive edges they have devel -
oped or cultivated by scrutinizing their
range of activities. Competition will inevi-
tably become more fierce in providing
financial services. If Japanese financial
ingtitutions fall behind in keeping up with
the times, the types of sophisticated finan-
cial services coveted by Japanese firms
may end up being provided only by Euro-
pean or American financial institutions.
Japanese financial institutions doing busi-
ness in Europe must improve their competi-
tiveness.

SELECTED RESPONSES TO OUR QUESTIONNAIRE TO COMPANIES

Question 1  Generally speaking, will the EMU changeover revitalize the EU economy?
Responses Total

A Will enable the EC market to expand and will promote trade 76 78%

between EU economies

B Will not encourage substantial changes to EU economies 17 18%

C Will rather have a negative impact on EU economies 3%
Other 1%
Total 97 100%
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Elaboration on 1A Total

1 The uncertainties of foreign exchange risk will be removed and 56 74%
the efficient distribution of resources promoted as a result of more
effective market mechanisms

2 As aresult of reductions in dealing costs due to the introduction of 45 59%
a single currency, the competitiveness of businesses in the EMU
region will strengthen and new business opportunities will emerge

3 The EU will benefit from a market-scale expansion due to the 43 57%
introduction of a single currency

4 Other 4 5%

Question 1b  How will EMU affect your company's position against competitors in the
EU, but which are outside the EMU?

Responses Total

1 EMU will be more disadvantageous for companies outside the 34 35%
EMU region, thus competition will intensify between companies in
the EMU region

2 EMU will intensify competition amongst all companies in the EU, 13 13%
regardless of their origins

3 EMU will have no substantial impact on competition inside the EU 32 33%

4 Competition will depend on foreign exchange against national 18 19%
currencies

Total 97 100%

Question 2 What will be the eventual overall effect of EMU on your business?
Responses Total

1 Positive effects will be greater 51 53%
2 Negative effects will be greater 7 7%
3 There will be no major changes 37 38%
No response 2 2%
Total 97 100%
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Question 3 Has your company established a workgroup to initiate changes brought
on by the EMU process, coordinate efforts, and communicate within the
organization to ensure staff commitmet?

Responses Total

1 We have established a working group and, based on their 5 5%
recommendations, have already begun to invest in adjustments

2 We have established a working group, but have not yet made any 20 21%
changes

3 We feel it necessary to identify potential problems and changes 67 69%

needed, but have not yet begun to study them, as there is still
much time before EMU

4 No special measures are necessary 3 3%
5 Other 2 2%
Total 97 100%

Question 4 How much does your company expect to spend, in total, on the
adjustments necessary for the EMU changeover?

Responses Total

1 Less than US$ 10 million 76 78%
2 More than US$ 10 million, but less than US$ 20 million 6 6%
3 More than US$ 20 million, but less than US$ 30 million 2 2%
4 More than US$ 30 million, but less than US$ 40 million 1 1%
5 More than US$ 40 million 1 1%
No Response 11 11%
Total 97 100%

Question 5 Please indicate your company's strategies for EMU changeover, not
including those related to information systems.

Classification Measures Total

a Cooperation with other companies to strengthen 11 11%

competitive position

b Establishment of a central planning section to 21 22%

better supervise operations in Europe

c Establishment of a central treasury section to 32 33%

better serve operations in Europe

Organizations - - - -
d Establishment of a public relations section to 7 7%

better serve customers in the EMU region

e Review or integration of sales channels in Europe 36 37%

to better serve customers

f Promotion of a common language (such as) 9 9%

English to improve internal communication

g Withdrawal of operations from the EU region 0] 0%
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a Review of product lines and designs to better 13 13%
serve customer need
Marketing b Review of pricing strategy 37 38%
c Review of public relations activities to further 20 21%
enhance company image
d Other 1 1%
a Construction of new facilities in the EU 2 2%
b Review, streamlining, and/or integration of 12 12%
Production production lines
Operations c Renovation and/or retooling of existing production 7 7%
facilities
d Review of local market demand and suppliers 19 20%
Research &Development | a Localization of R&D activities 9 9%
a Localization of Management 17 18%
b Promotion of hiring capable employees, irrespec- 15 15%
tive of their nationalities
Labor c Review of employment agreements 11 11%
Management d Review of wages and benefits 27 28%
e Promotion of social contributions 1 1%
f Other 1 1%
Legal a Examination of obligations and claims due after 34 35%
Matters January 1, 1999
b Other 3 3%
Other 10 10%

Question 6 How will EMU effect your company's fund-raising operations within the EU?

Responses Total

1 Fund-raising operations will be easier 55 57%
2 There will be no changes to fund-raising operations 38 39%
No response 4 4%
Total 97 100%

Question 7 Do you have any plans to unify financial functions, currently located in
several European countries, into one location.

Responses Total

1 We are examining establishment of a main European treasury 12 12%
base

2 We believe it necessary to examine when and where to locate a 45 46%
main European treasury base, but it is still too early to determine

3 We have no plans to integrate our treasury bases 36 37%

No response 4 4%

Total 97 100%

Choice 3 was selected by those who had already integrated treasury operations (21 companies) or did
not feel it necessary to do so (4 companies).
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Question 8 If you are now or intend to consider centralization of treasury bases,

where would be the most likely location?

Responses Total

London 35 36%
Amsterdam 19 20%
Brussels 4 4%
Other 14 14%
No response (We have no plans to centralize our treasury bases) 25 26%
Total 97 100%

Question 9 How will your company's relationships with financial institutions change
after the introduction of a single currency?
Responses Total

1 We would like to increase transactions with those which offer the 43 44%
best terms and services, regardless of historical relationships or their
nationalities of origin

2 We would like to maintain our ongoing relationships with them, 51 53%
including with Japanese banks and their affiliates in Europe

3 It has nothing to do with the introduction of a single currency 1 1%
No response 2 2%
Total 97 100%
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