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HOW EMU WILL AFFECT
FINANCIAL INSTITUTIONS

Koichiro Arai,
M asahiro Y amazaki,

I ntroduction

Financia institutions in Europe have
enjoyed vested interests provided to them
by the financial and capital market frame-
works guarded by national boundaries and
official regulations. They, however, increas-
ingly face new challenges, engulfed by
fast-approaching tide of deregulation,
advances in computer and information tech-
nologies, and a spreading Anglo-
Americanization of financial markets. As
the playing field becomes more level and
extended, they will be exposed to fiercer
competition against an increasing number
of competitors, not only within but also
across national boundaries.

The introduction of a single European
currency, the euro, in January of 1999 will
make these developments more intense. To
be prepared for the newly emerging busi-
ness environment, financial institutions are
now occupied with endeavoring to sharpen
their competitive edge, re-defining strategy
and, in fact, conducting wholesale organiza-
tional restructuring and revising their meth-
ods of operation, both in-house and at

10

Chief Economig, IIMA

Economigt, IIMA

customer contact points.

This year the Ingtitute for Internation-
al Monetary Affairs (IIMA) is looking into
the various influences the monetary union
will impart in the coming years. As part of
this activity, IIMA conducted a survey in
the October-December quarter of 1996,
with questionnaires and interviews, on the
possible effects of the European monetary
and economic union on financial institu-
tions, and businesses in Europe. The follow-
ing will sum up the main findings, in partic-
ular, concerning the effects of EMU on
financial institutions.

EMU Schedule and
First-Round Entrant Countries

Most of the financial institutions con-
tacted by us appear to believe that the Euro-
pean Monetary Union will move into the
third stage as originally scheduled, on the
first day of January 1999. Among them, the
largest number expect that the five core
countries, Germany, France, Luxembourg,
the Netherlands, and Belgium, will certain-
ly be among the first to move in. Austria,
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tainly be among the first to move in. Aus-
tria, Ireland, and Finland, according to
many observers, are also likely to manage
to follow in the first round.

Finland returned to the Exchange Rate
Mechanism on the 14th of October, 1996,
as indeed did Italy on the 25th of Novem-
ber. The interviews conducted by us early
in December revealed that, while many
institutions believed that Finland would be
among the first to join, those who thought
Italy would aso join in the first round were
in the minority. The dominant view was
that the countries which will be first to join
EMU will range in number from five to
eight.

Financial Institutions in the Run-
Up to Monetary Union

Preparing for EMU begins with a thor-
oughgoing review of all types of work pro-
cedures in an effort to come to terms with
the use of a new single currency. This
include changes in routine procedures,
restructuring of financial accounting and
control systems, redesigning various forms
and vouchers, and getting customers fully
acquainted with new routines.

To cope with such changes, most Euro-
pean financial institutions had already
launched professionally staffed project
teams to begin preliminary work on expect-
ed changes or had already begun to re-
engineer their operational systems, wherev-
er they could, based on the recommenda
tions of such project teams (see Responses

11

to Question 1 below). In the banking indus-
try, the same sort of work may be handled

differently depending on the bank. Existing

differences in procedures will mean that a
differentiated approach must be taken to

the expected transition, in which develop-
ment costs would be correspondingly large.

Large banks cited added costs of over

US$100 million(see Responses to Question

2 below).

Japanese and Japanese-affiliated finan-
cial institutions in Europe appear to believe,
on the whole, that their costs for the transi-
tion will not be so great, since their opera
tions are limited in scale and scope, as com-
pared with those of the European banks.
However, compared with such institutions-
most of which have already established pro-
ject teams-Japanese and Japanese-affiliated
ingtitutions are, on the whole, only now
beginning to study their own version of
transition issues. Most appear to be await-
ing clear guidelines issued either by the
European Commission, national authori-
ties, or by bankers associations before they
actually begin to grapple with their own
transition measures.

Added System Reform Pressures
Foreseen in the Transition Period

The procedure for introducing the euro
foresees that, from the first day of January
1999 onward, a single monetary policy and
unified official operations on the foreign
exchange market will be conducted by the
European Central Bank. At the sametime,
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settlement system, known as TARGET,
will become operative. Non-cash market
transactions between banks and other finan-
cia institutions are likely expressed in
euro, or so the recommendation goes, aso
as of the beginning of January 1999.

On the other hand, the circulation of
euro paper currency and coinage, and the
withdrawal of national currencies from cir-
culation, are scheduled to begin on the first
day of January 2002, at the latest. The shift
to the euro will have to be completed by
the first day of July 2002, when national
currencies will become void as legal
tender. In line with the aforesaid start of
euro settlement between financia institu-
tions, many firms, mostly multinational
enterprises, are planning to begin to use the
euro for their non-cash payments soon after
the first day of January 1999.

There lies a rub, however. For the
three years of transition between the
first day of January 1999 to the 31st day
of December 2001, banks are required
to pay funds received either into euro
accounts or national currency-
denominated accounts, depending on
the instructions of the recipient.This
transitional requirement, coming on top
of preparations for changes in banks
procedures proper to coincide with the
introduction of euro-denominated trans-
actions, appears to be posing an addi-
tional problem to banksin the countries
with prospects of entering EMU on the
first round. Many assert that appropriate
standards should be laid out by national

authorities or bankers associations so that
existing electronic processing systems may
be adapted to the transitional requirements
with a minimum of additional cost to banks.
There is the probability that some kind of
compromise will be reached.

RTGS Will Bring on Intensified
Competition

The TARGET system-which is expert-
ed to be operative on the first of January
1999-will consist of a Real-Time Gross Set-
tlement (RTGS) system which covers all
national RTGS systems, the settlement
mechanism of the European Centra Bank,
and the interlinking system connecting
these two systems. TARGET is designed to
eliminate settlement risk on the basis of
RTGS, which is now being developed
under the auspices of the European Mone-
tary Institute, which is the predecessor to
the European Central Bank. Individual
national RTGS networks, on which central
banks are now working closely with the
banks under their jurisdiction, will provide
an infrastructure upon which the EU-wide
RTGS system will be built. All national
RTGS systems will be likely ready for test-
ing by the EMI before the end of 1997.

Existing interbank settlement systems
will continue to be used side-by-side with
TARGET, but the future com pletion of
RTGS to cover both internal and external
fronts should give rise to a situation in
which-at least for large euro-denominated
transactions-external funds transfers would
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normally be dealt with in very much the
same way as internal remittances. Banks
would then no longer be able to resist pres-
sure from customers to cut fees and com-
missions charged on external transfers.

Once the single currency has become a
reality, banks and multinational enterprises
will probably move to reduce their number
of bank accounts maintained for settling
various currencies, eventually merging
them into a single account as the most effec-
tive method of cash management. There
will then be a tendency among firms to
operate euro accounts with the bank that
offers the best payment-related facilities.
The result would then be that the hidden
pool of customer cash that was formerly
kept in bank accounts to form banks' low-
cost deposit base will tend to dwindle, erod-
ing banks' cost base. Also, they will have
to invest more money in electronic process-
ing systems to improve payment facilities.
Interbank competition will become more
intense.

The Bond Market in the Post-
Monetary Union Period

Expected Market Sze

Euro-denominated bond markets will
be characterized by the elimination of for-
eign exchange risk, a greater variety of
bonds, and increased liquidity. As shown
in the table below, the combined size of the
medium and long-term government bond
markets of the six prospective first-round

13

EMU entrants (Germany, France, Nether-
lands, Belgium, Luxembourg and Austria)
and al the EU countries are estimated at
US$1.48 trillion and US&3.36 trillion,
respectively, which compares favorably
with that of the U.S,, at US$2.24 trillion,
and that of Japan, at US$1.9 trillion.

Tablel Goverment Bond Markets[d
0 in Majot Countriestd [

g (in billions of US dollars)]
11 Country] [ [
1 Japand OO0 0O 01,900

1] First-round EMU entrants [0 0 OO 0 1,480
1 AllEU contriesC] O 0 O 3,360

Souce:Bank of Japan,

Comparative Ecconomic and Financial Statistics-
Japan and Other Major Countries 1996
International Monetray Fund, International Financial
Statics Yearbook, 1996

[
[
pgusbooogono 2240
[
[

Pension funds in the initial-entrant
countries have so far been precluded from
investing in other European countries for
fear of, amongst other things, exchange
rate exposure. With the introduction of the
euro, foreign exchange risk will be eliminat-
ed and their number of new targets for
investment will increase. Moreover, if the
euro turns out to be a strong currency, it
should attract funds from outside the euro
area as well. Flows of money would thus
be different from what we know today, and
the market will be broader and deeper.

A problem is that each of the euro
bonds issued by separate governments will
naturally have a different liquidity back-
ground. The extent of the credit risk under
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lying such bonds would therefore have to
be carefully judged against the merit of
each issue.

Management of Issuer Credit Risk
Will Be Crucial

To come to terms with the economic
convergence criteria of the Maastricht Trea-
ty, long-term interest rates in many Euro-
pean countries are now coming closer
together. However, the introduction of the
euro will eliminate al the uncertainty aris-
ing from exchange rate exposure, which is
bound to lead to a situation in which credit
and other issuer risk (corporate, industry,
sector, and country risks) will be reflected
more clearly in the bond interest rates.
Depending on the issuer, bond yield differ-
entials would become wider.
The latest meeting of the European
Commission in Dublin approved " Stability
and Growth Pact", calling for continued
efforts toward reducing fiscal deficits by
member countries even after introduction
of the euro. If this can be a guide, corporate
bond issues should tend to grow, as.
«government bond issues would decrease
asarato;

«demand would increase for highly rated
corporate bonds;

» demand would increase for corporate fund-
ing through bond issues.

All of these would lead to an increased
ratio of corporate bond issues in the bond
market. The euro bond market would
become more sensitive to issuer credit risk,

14

and market participants would have to
increase their credit risk management cap-
abilities.

The Foreign Exchange Market in
the Post-Monetary Union Period

Likely Effects on Market Trading
Volume

As shown table below, the Bank for
International Settlements reports that in
April 1995 the total of global foreign
exchange market transactions reached
$1.572 trillion, of which London accounted
for approximately 30%, at $463.8 hillion,
New York about 16%, at $244.4 billion,
Tokyo about 10%, at $161.3 billion, Frank-
furt about 5%, at $76.2 billion, and Paris
some 4%, at $58.0 billion. On the basis of
these figures, the extent of foreign
exchange business that would disappear in
the form of European currencies-other than
sterling-as a result of the emergence of the
euro can be worked out. The Bank of Eng-
|and estimates that, whereas London would
lose only 4% of the foreign exchange trans-
actions passing through the City, Frankfurt
would lose 11% and Paris 24% (according
to the BOE Deputy Governor, at the Reut-
ers seminar in June 1996). It is thus the con-
tinental markets, and not London, that
would suffer the greater blow.
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Table 2 Foregin exchange market turnover by country
O daily average turnover in billions of US dollars[]

Country 199200 40 199500 400

United Kingdom 290.50 270 0 463.801 2900 [
United States 166.90 160 [ 244 411160 0
Japan 120.20120 O 161.30 100 O
Singapore 73.60 70 0O 105.40 70 0
Hong Kong 60.30 600 O 90.20 60 O
Switzerland 65.500 6010 86.500 500 0
Germany 55.00 50 O 76.20 50 0
France 33.3030 0O 58.00 40 0O
Australia 290.0030 0O 39.50 20 0
Denmark 26.600 20 O 30.50 20 O
Other countries 155.30 140 O 216.00 140 0
Total 1,076.200 1000 [0 1,57180 10000 O

Source:Bank for International Settlements

The Euro Will Accderate Restructuring
of Forex Trading

Throughout the foreign exchange markets
of Europe, integration of offices and staff cuts
are now under way as part of the reorganiza-
tion programs designed to meset the rise of elec-
tronic brokering systems and computer-
assisted concentration of back-office and risk
control operations. Of late, the foreign
exchange business has not been as lucrative as
before, partly because the exchange rates bet-
ween mgjor currencies have been more stable.
The introduction of the euro will wipe out the
foreign exchange transactions between EMU
countries. The related revenues from fees and
commissions and bid/offer margins will dso
disappear. But, beyond that stage, there are
divergent views. One camp expects that for-
eign exchange-related revenues will eventually
recover as currency transactions between the
euro and the dollar-or between the euro and
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the yen-are bound to increase. The opposing
camp believes that, if the euro becomes suffi-
ciently stable, revenues from currency transac-
tions will not revive and should necessitate
accderated restructuring of operations, organi-
zational shake-ups, and staff reductions. Of
these different opinions, leading banks share
the latter view.

London Wil Retain
Its Leading Role

Most of the financid ingtitutions surveyed
are of the view that Continental financia cen-
ters such as Frankfurt and Paris are less than
truly free, and that the leading center for treas-
ury transactions in Europe will-within the fore-
seeable future-continue to be London, regard-
less of whether or not the United Kingdom
will participate in the European Monetary
Union. London enjoys an abundant supply of
competent bankers, lawyers, forex traders, and
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public accountants, and indeed possesses
all sorts of financial infrastructure compon-
ents. The relative scarcity of official regula-
tion puts London in a much more advanta-
geous position as compared with other
European financial centers. This fact will
remain unchanged even if the United King-
dom stays out of the EMU.

On the other hand, if it opts in, it
would maintain its supremacy by an even
wider margin. Indeed, as said by one bank-
ing official, and which was echoed by
many Continental banks we interviewed:
"As the seat of the European Central Bank,
Frankfurt will have an edge in terms of
information over other centers. However,
because of the existing ease of communica-
tion between Frankfurt and London, that
advantage will have a minimal effect”(see
Responses to Question 3 below).

The Euro's Affect on
Financial Institutions

To sum up, with waves of deregula-
tion, advances in computer and information
technologies, and a spreading Anglo-
Americanization of financial markets inter-
twined with the introduction of the euro,
the rules of the game in competition will
become progressively equalized between
banks of different nationalities. Banks, insti-
tutional investors, security exchanges, and
financial centers will have to compete
against one another more fiercely. This
view is held more or less unanimously by
European financial institutions we
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surveyed.

European banks have so far been able
to oligopolies their own national financial
markets, because they have the best work-
ing knowledge of, and contacts with,
domestic money-market lenders and bor-
rowers, of the conduct of national mone-
tary and fiscal policies, of market supply-
demand relationships, and of the credit
risks involved. With the advent of the euro,
however, most facets of this comparative
advantage will disappear, except perhaps
for extensive branch networks and intimate
trading relations with customers.

Customers, on their part, will move to
centralize their treasury operations, scrutin-
ize the financial services offered-on the
basis of extensive data newly available due
to advances in information technology-and
seek to gain access to better services at low-
er costs. Confronted with this, banks-
especially those of Continental Europe-are
leaving no stone unturned to review their
organizations for ways to re-establish com-
petitive edge, endeavoring always to make
their strong points even stronger. Generally
speaking, the focal points of strategic atten-
tion appear to be related to the capital mar-
ket, such as securities and investment bank-
ing, as well as corporate banking and asset
management. By strengthening these seg-
ments, banks will attempt to seize new
opportunities as they present themselves on
the coming of the euro and to lock in new
customers, while also safeguarding their
historical relations with established custom-
ers (see Responses to Question 4, 5a, 5b
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and 5c¢ below). boundaries(see Responses to Question 6
In this new environment, a conclusive and 7 below).

edge will be gained by those who have the

best and newest information technology at

their disposal, in other words, the ability to

continue making information-related invest-

ments. There are also many banks which

believe that mergers and acquisitions will

tend to increase as part of the effortsto win

out in competition across blurring national

Selected responses to our Questionnaire to Banking Industries

Question 1 Has your bank established a workgroup to initiate the EMU process,
coordinate internal taskforces, and to communicate within the or
ganization to ensure staff commitment?

Responses Total

1 We have established a workgroup and, based on their 20 44%
recommendations, have already begun to invest in adjustments

2 We have established a workgroup, but have not yet initiated any 20 44%
changes

3 We will start to identify potential problems and necessary 3 7%

adjustments as soon as governments or banking associations
issue definitive instructions to clear the uncertainties involved in
the EMU changeover
No response 4 4%
Total 45 100%

Question 2 How much does your bank expect to spend, in total, on the adjustments
necessary for the EMU changeover?

Responses Total

1 Less than US$50 million 10 22%
2 More than US$50 million, but less than US$100 million 13 29%
3 More than US$100 million, but less than US$150 million 7 16%
4 More than US$150 million 9 20%
No response 6 13%
Total 45 100%
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Question 3  Where will be the best location for your bank's treasury operations
(money market and foreign exchange) after introduction of the single

goooog currency?

Responses Total

1 Paris 4 9%
2 Frankfurt am Main 7 16%
3 London 26 58%
4 Other 19 42%
Remarks

Choice 4:Those who selected choice 4 listed both their Head Office location and London.

Question 4 How will the EMU affect your bank's financial performance in both the
oood long and the short term?

Responses Total

1 Favorably 6 13%
2 Unfavorably 30 67%
3 Neither favorably nor unfavorably 5 11%
No response 9%
Total 45 100%
Long-Term Total

1 Favorably 31 69%
2 Unfavorably 4%
3 Neither favorably nor unfavorably 7 16%
No response 11%
Total 45 100%

Question a5 Which areas will be positively affected and contribute to profits in the
short-term period?

Responses Total

Capital Markets (underwriting, brokering and dealing securities) 12 27%
Corporate and/or Institutional Banking 7 16%
Treasury and Foreign Exchange 6 13%
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Question 5b  Which area will be adversely affected and decrease profits in the
0000000 shortterm Period?

Responses Total

Treasury and Foreign Exchange 28 62%
Corporate and/or Institutional Banking 13 29%
Derivatives (futures, swaps, and options) 11 24%
Capital Markets (underwriting, brokering and dealing securities) 9 20%

Question 5¢  Which areas will be positively affected and contribute to profits in the
medium-to-long term period?

Responses Total

Capital Markets (underwriting, brokering and dealing securities) 18 40%
Treasury and Foreign Exchange 12 27%
Corporate and/or Institutional Banking 11 24%
Asset Management 9 20%
Derivatives (futures, swaps, and options) 8 18%
Investment Banking (such as M&A and structured finance) 8 18%

Question 6 How will EMU affect the mergers and acquisitions of financial institutions

in Europe?
Responses Total
1 There will be more mergers and acquisitions 40 89%
2 Mergers and acquisitions have already been popular and will 2 4%
begin to subside
3 Other 2 4%
No response 1 2%
Total 45 100%
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Question 7 Please indicate your bank's strategies for the EMU changeover, not
including those related to information systems.
Responses
Classification ~ Measures Total
a Acquisition of other banks or insurance companies 7 16%
b Restructuring of the current network of branches 14 31%
and subsidiaries in Europe
¢ Review of the competitiveness of current services 23 51%
Organization and reassessment of their target markets
d Review of head office, branch, and subsidiary 12 27%
personnel
e Streamlining of risk management 11 24%
a Review of treasury operations in each European 17 38%
Treasury country
Operations b Integration of treasury operations for greater 17 38%
efficiency
a More promotion of local staff to management levels 3 7%
b Recruitment of capable staff, irrespective of 12 27%
nationality
¢ More extensive use of a common language 6 13%
(such as English) for internal communication
Labor d Review of wage levels to strengthen financial and 6 13%
Management market position
e Replacement of staff with more advanced 12 27%
information systems
f Injection of manpower into promising new areas of 14 31%
business
g Training program 2 4%
Legal Matters  a Investigation into legal uncertainties 25 56%
No Response 12 27%
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