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INTRODUCTION

Since The Bretton Woods System, The EMU is a very important economic and political
event. Eleven member countries will lock their exchange rates irrevocably ant the national
central banks will leave their authority to the newly created ECB.Simply it implies the loss of
national monetary autonomy.

At the macroeconomic level decrease in deficits below 3% will create a room for fiscal
stabilizers to offset cyclical turns. In addition to that some price and wage changes can be
needed. The size of the member states, level of integration, their share in the world trade
volume will effect the world economy without a doubt.

Turkey that is in Customs Union and has strong economic and financial relations with EU
will also be affected from EU.

On balance, The Treaty has been ratified by all Member States and Convergence under the
Maastricht criteria is also under way.

In the lightment of these issues, in the first part the historical settings of European Union are
mentioned. In the second part, Institutions of European Union such as European Council,
Commission , Parliament are mentioned.

A s a third part the historical settings of EMU, Convergence criteria, tasks and organizations
of the ESCB and EMI are mentioned.

In the fourth part ,Economics of Europe is analyzed. As a fifth part Structural Features and
Trends of Banking in Euro Area mentioned.

In the sixth part, Effects of EMU in the Euro Area on issues such as Banking
profitability,capacity, structure, strategies and risks.

A s a next part Turkish Economy is considered. In the eighth part The Turkish Banking Sector
is analyzed.

Lastly, Effects of EMU on Turkish Banking Sector are mentioned.



1.INTRODUCTION TO THE EUROPEAN UNION AND
INSTITUTIONS OF EUROPEAN UNION

1.1.INTRODUCTION TO THE EUROPEAN UNION
1.1.1 POST WORLD WAR II SITUATION

The Second World War destroyed Europe’s economic base and nation-states’ self-confidence
in ability to defend them effectively. After the war, there were various attempts for
cooperation mostly on intergovernmental basis. For example, the following inter
governmental organizations were established: Organization for European Economic
Cooperation (OEEC) in 1948 to distribute Marshall Aid, in 1961 The OEEC was redefined as
the Organization for Economic Cooperation and Development (OECD), the Benelux Union in
1948 creating a customs union between Belgium, Netherlands and Luxembourg, the Council
of Europe in 1949 and North Atlantic Treaty Organization (NATO) in 1949.

For centuries France and Germany had disputed over the Saarland coal and steel district. Jean
Monet put out a plan, known as the Schumann Plan to establish a common High Authority to
control French and German coal and steel production. The plan suited both France and
Germany. The Treaty establishing the European Coal and Steel Community (Treaty of Paris)
was concluded in 1951 and entered in to force in 1952, with France, Germany, the Benelux
countries and Italy as original signatories." The ECSC created a common market for coal and
steel by abolishing internal customs duties and quantitative restrictions and prohibited non-
competitive measures. After establishing ECSC the participating countries tried to combine
economic integration with political integration. However the Countries weren’t ready for that.
At Messina in 1955 the Foreign Ministers of the Six discussed expanding economic
integration by means of creating a common market. The Spaak Report in 1956 proposed a
common market with a customs union, free movement of commodities and factors of
production and a policy to ensure perfect competition.” This report was incorporated in the

Treaty establishing the European Economic Community (Treaty of Rome) signed in 1957

! Dr Klaus- Dieter Borchardt, Integration of Europe, Ankara, European Commission Turkey
Office,1996,pp.9-15
? Ibid pp.10-13



together with the treaty establishing European Atomic Energy Community (EURATOM). The
Treaty of Rome was aimed to establish a common market through a transitional plan within
12 years. The original signatories are known as “The Six”: France, Germany, Italy and the
Benelux Countries.

1.1.2 INITIAL SUCCESS: 1958-1965

The late 1950s and the early 1960s were the time of rapid economic growth. The EEC was
proving to be successful. 1966 would have completed the first two transitional stages.
However increased nationalism of the French president de Gaulle caused a crisis. He
promoted a view that European Integration should be conducted within a confederate structure
meaning the member States would maintain their full sovereignty and cooperate through
unanimous intergovernmental decision making process. The third transitional stage of the
Treaty starting in 1966 would have changed the unanimous decision making mechanism in the
council Ministers into qualified majority voting. On the other hand de Gaulle was very against
the qualified majority voting in agricultural pricing decisions. In 1965 he opposed measures
concerning financing of the Common Agricultural Policy and budgetary powers of the
European Parliament, and withdrew France from the Council of Ministers (The Empty Chair
Politics) lasted Jan 1966.> The legislative dead lock was broken by Luxembourg Accords
where it was agreed that in a case of decision to be made by qualified voting and where there
was a very important interest of one or more Member States, the Council would attempt to

reach a solution which could be solved by unanimity.

1.1.3 YEARS OF STAGNATION (1966-1985) & ENTRY OF NEW MEMBERS

Following the crisis of 1966 the Community was characterized by loss of momentum. The
situation was made even more difficult by global recession and oil crisis in the 1970s.
Economic recession gave reason for return to national protectionism and the member states
were reluctant to remove the hidden barriers for trade formed by national regulations.
Attempts to move towards full economic and monetary union failed. The U.K. had excluded
itself from the outset of negotiations to establish the ECSC. It still considered itself a world
power and thought that continental Europe could not achieve anything without its help. Indeed
after World War both politically and economically U.K. was the strongest country in Europe.

3 [lhan Tekeli and Selim Ilkin , Turkey and European Union, Ankara: Umit Publications,1993, pp.36-
77



UK. thought that ECSC was a threat by foreigners to shut down British mines and steel works
and strongly dislikes the idea of supranationality. Thus it did participate in the negotiations.
After the ratification of the EEC treaty, Britain wanted to get into a free trade arrangement
with the community without common external tariffs or harmonization. France was opposed
to these kind of preferential treatments. Subsequently U.K. moved to established the European
Free Trade Association (EFTA) by the Treaty of Stockholm in 1960 with the other non
participants, (Denmark, Sweden, Norway, Austria, Switzerland, Portugal, later Finland and
Iceland.”*

At this moment The Community was enjoying its initial success. UK’s economy was
becoming weaker and losing momentum. Britain now wanted access to the rich European
market. It first applied in 1961 with Denmark, Norway, and Irish Republic. De Gaulle vetoed.
In 1967 second De Gaulle also stalled application. After the resignation of de Gaulle in 1969,
UK. joined in 1973 together with the Denmark and Irish Republic. Greece applied for full
membership in 1975 and joined in 1981. Portugal and Spain applied in 1977 and joined in
1986. >

1.1.4 RELAUNCH OF THE COMMUNITY AND ESTABLISHING OF THE
EUROPEAN UNION

Jack Delors as the President of the Commission revitalized the Community by a program for
completion of the internal market. The White Paper by Lord Cockfield adopted by the
European Council at Milan in 1985 listed nearly 300 measures needed to remove the
remaining barriers to trade. Deadline was 1992.This led to the adoption of the Single
European Act. The Single European Act contained a program for completing an area (Internal-
Single Market) without internal frontiers in which the free movement of goods, persons,
services and capital would be ensures.

The Single European Act had also provisions on economic and monetary union but they were
left into preamble.® However Delors pressured on EMU. The Hanover European Council in
1988 reaffirmed the committed to EMU and set up a committee to study the issues.

Two intergovernmental conferences were held; one is on EMU other one about Political

Union. The result was The Treaty on European Union (Maastricht Treaty) signed in 1992. The

4 Ibid
3 Ibid

¢ Ibid
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Treaty established the European Union with three pillars: the Three Communities, common
foreign and security policy, and cooperation in justice and home affairs. The provisions on
EMU wOere based on Delors’ three-stage plan. The European Economic Area treaty was
negotiated between the remaining EFTA countries in 1992.In 1995 Finland, Sweden, Austria

joined in EU as full member.

1.2. INSTITUTIONS OF EUROPEAN UNION

The main institutions of the EU are named in Art 4 of the Treaty: The European Parliament,
the Council of Ministers, the Commission, the European Court of Justice, the Court of
Auditors, the Economic and Social Committee, the Committee of Regions and institutions of
EMU.

1.2.1 The European Council

European Council is a summit of the heads of state or government of the Member States. It is
an intergovernmental institution. It is formally outside of the institutional structure of the EU
and its decisions have no legal power and are not subject to judicial review. According to the
Treaty Council’s function is to °‘...Provide the Union with necessary impetus for its

development and define the general political guidelines.’

1.2.2 The Council of Ministers

It is main legislative body of the EU. It is an intergovernmental institution. The composition
of the council is not static. It varies according to issues to be discussed. The general council
consists of foreign ministers but for example internal market council is composed of ministers
of trade and industry. The members of the Council are not politically accountable to any
Community institution. The European Parliament (EP) can ask questions about the work of
the Council and in practice the Presidency of the Council submits its 6 months program for
debate in the EP when taking office.’” When the council is exercising its legislative powers,
European Court of Justice maintains the rule of law through judicial review. The decision-
making procedure in the Council varies according to the competence field under discussion.
According to the Art 118 the council use majority voting if the Treaty does not provide

otherwise. Member States do have different number of votes in the Council:

7 European Commission Turkey Office, The Institutions of European Union, Ankara: 1996, pp.36-77
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Belgium 5

Denmark 3

Germany 10
Greece 5

Spain 8

France 10
Ireland 3

Italy 10
Luxembourg 2

Netherlands 5

Austria 4

Portugal 5

Finland 3

Sweden 4

UK 10
87

To pass a decision by qualified majority, 62 votes out of 87 are needed.

1.2.3 The Committee of Permanent Representatives (COREPER)

The Corrupter consists of permanent representatives of the member states. The members of
COREPER represent their own national interest. Its function is to assist the council in its work
by preparing the Council agenda for discussion. By doing this it increases the

intergovernmental element in the work of the council.

1.2.4 The European Parliament (EP)

The EP consists of 626 directly elected representatives of the people of the Member States. It
is the democratic institution in the EU. The original advisory role of the EP is called the

e ARRE T WAL
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simple procedure. The EP only gives an opinion to the Council on new legislative proposals
prepared by the Commission. After the Single European Act, a cooperation procedure has
added.® In this procedure the EP has no veto power. If the council does not like the
amendment made by the EP the Council can still pass the act in its original form but it needs
unanimity. The Maastricht Treaty further increases the role of the EP’s role by adding a co -
decision procedure.® When this procedure is followed the EP can make amendments and if the
Council does not accept them, a conciliation committee is established to find a compromise. If
the conflict is not solved the EP can block the adoption of the text.

1.2.5 The Economic and Social Committee

The ECOSOC represents employers, labor unions and other corporatist’s interests such as
farmers, professional associations and consumers. It has an advisory status. It has to be
consulted by the Council and Commission where the treaty so provides. The Members of it act
in personal capacity and independent from national governments in the general interest of the

Community. The allocations of seats as follows:

Belgium 12
Denmark 9
Germany 24
Greece 12
Spain 21
France 24
Ireland 9
Italy 24
Luxembourg 6
Netherlands 12
Austria 12
Portugal 12
Finland 9
Sweden 12
UK 24
® Ibid.
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1.2.6 The Committee of Regions

It represents regional and local bodies. The allocation of seats is same as in the ECOSOC. It
has an advisory status and it can issue opinions on its own initiative. It is mostly consulted on

economic and social cohesion (i.e. regional policy issues)

1.2.8 Commission

It is the main executive body of the Community, although it has some legislative powers. It
consists of 20 commissioners. They are appointed by a common accord of the Member States.
The main duties of Commission are defined in Art 155.The Commission ensures that the
treaty provisions and measures taken by institutions based on the treaty are applied. Often the
Commission is called as the Guardian of the Treaties. It mostly relies on indirect
implementation of Community law by the member states and supervises that the members are
fulfilling their obligations.

The European Court of Justice

It has 15 judges from each member state. It exercises judicial control on the legality of

legislative and administrative acts within the Community.
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2. ECONOMIC AND MONETARY UNION (EMU)
On January 1% 1999 Economic and Monetary Union will move to its third and final stage. The

exchange rates between the parties will be locked irrevocably and the Euro will be introduced.
The responsibility for monetary policy in the participating countries will be entrusted to the
newly created European Central Bank (ECB).!

European Monetary Union must be understood as two separate but complementary facets; a
single currency, and stable currency. These two facets correspond to the two interrelated
objectives of EMU: efficiency and stability.

The commitment by national public authorities to meet the terms of the Treaty of European
Union for creating EMU is already bearing importing body in terms of stability. Budget
deficits have been substantially reduced. This has resulted in more stable nominal exchange
rates and lower long term interest rates, thus paving the way to the current economic recovery.
Although EMU represents first a monetary union, its implications are much wider. The
construction of EMU is geared toward the stability of the new currency. Together with the
well functioning of Single Market this new policy regime is bound to bring about a new
economic environment for the behavior of public and private agents.

The gradual elimination of budget deficits, as provided by the Stability and Growth Pact,
implies that government debt will be set on a consistently downward path. This will have
beneficial consequences for interest rates and private investment. Budgetary discipline will
also imply a new contract between the current and next generation, which will not have the
shoulder, the burden of today’s spending choices.

Private agents as consumers and producers will not only benefit from lower transactions costs
and simplification entailed by the replacement of national currencies by the Euro. The Euro
will strengthen the effects of the Single Market due to higher price transparency and greater
competition.

By definition EMU implies the loss of national monetary autonomy. Member countries will
not be able to respond to economic disturbances via changes in national monetary policy or in
their nominal exchange rate. In reality the exchange rate being a national instrument is
potentially appropriate only in a narrow set of circumstances. If the shock on effects a
particular region or sector, devaluation would lead to over heating in other parts of the

economy. Mutatis mutandis the same can be said of monetary policy. Shocks that are truly

! The Economists, A Survey of EMU 1998, London:1998,pp.1-12
2 Gert Jan Hogeweg, General aspects of European Monetary Integration, Frankfurt:1998, pp.25-38
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national are already relatively infrequent. Moreover the increasing trade interdependence
among EMU members will further blur the economic importance of national boundaries
thereby reducing the national specificity of economic developments.

At the macroeconomic level rapid reduction of deficits below the 3% threshold will create
sufficient room for automatic fiscal stabilizers to offset cyclical downturns.’

For the introduction, we can say that EMU offers important opportunities for better allocation
of resources. Also meeting these challenges will ensure not only the full success of EMU, but

will also help in solving Europe’s structural problems.
2.1 HISTORICAL SETTINGS

Plans to create a European zone of monetary stability have been laid a numbers of times in the
post-war period. The reason for this is related to the desire to foster economic integration and
trade between the European countries.

One major land marks the Werner Report of 1970.The Report was intended to pave the way
towards Monetary Union in 1980 in three stages. In particular this was precisely the period
during which the Bretton Woods agreement was breaking up as various economies exhibited
differential policy responses to the shocks to the world economy in 1970s.0One lesson that
could be learned from this experience was that for a zone of monetary stability to succeed in
Europe there must be a high degree of economic convergence among European countries.
Comparing the plan set out by the Werner Report for monetary union with that laid down in
the Maastricht Treaty there are some notable differences.

Of course this is not end of the story. Greater stability of exchange rates was the focus
attention in the setting up of the European Monetary System (EMS) in 1979, which provided
limits on the fluctuations of currencies participating in the exchange rate mechanism (ERM).
*Further significant steps towards closer monetary and economic integration were taken in the
mid 1980s.First the On the basis of Delors Report the European Council decided in June 1989
that the First Stage of the realization of economic and monetary union should begin on 1 July
1990 the date in which all restrictions on the movement of capital between member states will
be abolished. At this time the Committee of Governors of the Central Banks of the Member
States of the European Economic Community was given additional responsibilities. These
were laid down in a Council Decision dated 12 march 1990. The Prepatory work for the
Committee of Governors also initiated stages three of EMU. The first step was to identify all

* The Economists, op.cit.,pp.1-4
“ Ibid
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the issues which should be examined at an early stage, establish a work program until the end
of 1993 and define the mandates of the existing sub-committees an d working groups
established for that purpose.’

For the realisation of stage 2 and 3 it was necessary to revise the Treaty establishing the EEC
(Treaty of Rome) to established the required institutional structure. The negotiations resulted
in the Treaty on European Union, which was agreed in December 1991 and signed in
Maastricht on 7 February 1992. >

The establishment of the European Monetary Institute (EMI) on January 1994 marked the start
of the second stages of EMU and with this the Committee of Governors ceased to exist. The
EMI transitory existence also reflected the state of monetary integration within the
community. The EMI had no responsibility for the conduct of monetary policy in the
European Union nor had it any competence for carrying out foreign exchange intervention.
The two main tasks of the EMI are: (1) to strengthen central bank co-operation and monetary
policy co-ordination, and (2) to make the preparations required for the establishment of the
European System of Central Banks (ESCB). For the conduct of the single monetary policy and
for the creation of a single currency in the third stage. To this end the EMI provided a forum
for consultation and for exchanges of views and information on policy issues and it specified
the regulatory, organisational, logistical framework necessary for the ESCB to perform its
tasks in the third stage.

In December 1995 the European Council agreed to name the European currency unit to be
introduced at the start of stage three the “Euro” and confirmed that stage three of EMU would
start on 1 Jan. 1999. This scenario was mainly based on detailed proposals elaborated by the
EMI. At the same time the EMI was given the task of carrying out preparatory work on the
future monetary and exchange rate relationships between the Euro area and the other EU
countries. In December 1996 the EMI presented its report to the European Council on the
principles and fundamental elements of the new Exchange Rate Mechanism (ERM II) which
was adopted in June 1997.

In December 1996 the EMI also presented to the European Council and subsequently to the
public the selected design series for the Euro banknote, which will be printed on 1 Jan. 2002.
So as to specify the Treaty provisions on EMU the European Council adopted the Stability
and Growth Pact in June 1997. -Two regulations form part of the Pact, which aims to ensure

5 Owen Evans, The European Monetary System, Recent Developments, IMF Occasional Paper No:48
5 Hogeweg, op.cit., pp.26-30
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the budgetary discipline in EMU.® The pact was supplemented and the respective
commitments enhanced by a Declaration of the Council in May 1998.

On 2 May 1998, Council of the European Union decided that eleven Member States (Belgium,
Germany, Spain, France, Ireland, Italy, Luxembourg, the Netherlands, Austria, Portugal and
Finland) fulfilled the necessary conditions for the adoption of the Single Currency on 1 Jan.
1999. These countries will therefore participate in the third stage of EMU. The heads of state
or Government also reached a political understanding on the persons to be recommended for
appointment as members of the Executive Board of the European Central Bank (ECB). At the
same time, the Ministers of the Member States adopting the single currency agreed together
with the governors of the national central banks of these member states Member States, the
Commission and the EMI that the current ERM bilateral central rates of the currencies of the
participating Member States would be used in determining irrevocable conversion rates for the
Euro.

On 25 May 1998 the governments of the eleven participating Member States appointed by the
President, the vice-president and the four other members of the Executive Board of the ECB.
Their appointment took effect from 1 June 1998 and marked establishment of the ECB. The
ECB and the national central banks will form the ESCB, which will formulate and define the
single monetary policy in the third stage of EMU.

With the establishment of ECB on 1 June 1998 the EMI completed its tasks and is in the
process of liquidated.

On 1 January 1999 the third and final stage of EMU will begin with the irrevocable locking of
the exchange rates of the eleven Member States participating in the Euro area and with the

conduct of a single monetary union under the control of ECB.

2.2CONVERGENCE

In order to ensure that the Monetary Union is sustainable, the Maastricht Treaty provides that
no Member State can enter EMU unless the Council finally concludes that fulfils the
necessary conditions in terms of convergence. We can say that emphasis is on sustainability of
fiscal positions, price stability, exchange rate stability and convergence of long term interest
rates. Here the European Monetary Institute is assigned an important role. It should prepare a

report to the European Council.

8 International Financial Outlook Barclays Economic Department August 99, pp.38
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The criterion on price stability reflects the consensus that it is essential for the achievement of
the sustainable and balanced growth of economies so as to create the best conditions for
fostering employment and improving the standards of living. It is widely accepted that beyond
the very short term there is no trade-of f between inflation and unemployment to be exploited.
Similar arguments can be derived for the fiscal criteria with the %3 and %60-reference values
for deficits and debts. These criteria will not only be examined for the purpose of convergence
but will also be applied in stage three. There are a number of reasons why fiscal discipline is
essential in the monetary union. This criterion will safeguard the Monetary Union against the
risk of a situation where an individual member state is unable to service its debt within the
parameters of its own fiscal revenues. The debt criterion is also included as a convergence
requirement to prevent the risk of financial market instability.

Exchange rate stability requires markets to consider that current and expected inflation is
sufficiently low enough to sustain competitiveness at the current exchange rates.’

Long-term interest rates are seen as being closely related to domestic inflation expectations.
There is also a tendency for risk premium in long term rates to be linked with fiscal

developments.

In addition to this public finances are the weakest points of convergence. The overall public
sector deficit in the EU in 1994 amounted to around 5.5% of GDP which is one of the highest
levels recorded since the foundation of the Community and almost twice the maximum of 3%
permitted under the Treaty.” Despite an economic recovery during 1994-1995 the overall
public deficit only declined marginally to stand at 5% in 1995. For most of the EU countries
fulfilling the fiscal criteria will certainly entail an effort in reducing deficits and restraining
public expenditure. 8

Concerning the price stability the picture is brighter than this. Member States have made
remarkable progress since 1990. This is reflected in average inflation in the EU, which stands
at the low rate of 3%. Twelve years ago ‘t was nearly 8%.°

Turning to the exchange rates, the system of wide ERM bands instituted in 1993 is considered

to have been successful in relieving tensions and preventing speculative attacks.

7 Buropean Commission, Report on Convergence and Recommendation with a view to the Transition to
the Third Stage, EC1998,pp.34-43

8 European Commission, op.cit., pp.36-40
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2.3 TASKS AND ORGANISATION OF THE EUROPEAN
MONETARY INSTITUTE (EMI)

Of course the tasks of the EMI are all related to the achievement of the goal of EMU. In
broader term we can point out like that:

e Strengthening the co-ordination of the monetary policies of Member States and the co-
operation between central banks.

e Preparations for the final stage of EMU, for the establishment of the ESCB, for the
conduct of the single monetary policy and the introduction of the single currency.

The strengthening of the co-ordination of the monetary policies of Member States is a crucial
element of the first category of tasks. By performing this task the EMI contributes to the
fulfilment of the macroeconomics conditions necessary for entering the Stage Three of EMU.
The Treaty stipulates that the co-ordination of monetary policies aims at ensuring the price
stability. The latter one is called convergence criteria which Member States have to fulfil in
order to qualify for entering the third stage of EMU. '°

In stage two of EMU, the Member States remain responsible for the conduct of monetary
policies. The EMI is not actively involved in monetary policy operations, nor does it have any
specific powers to enforce the co-ordination of monetary policies. Rather, the EMI relies on
the tools of analysis and persuasion. It can also give advice, may formulate opinions or
recommendations on the overall orientation of monetary and exchange rate policies in the EU.
It may make recommendations to the national monetary authorities concerning the conduct of
their monetary policy and finally EMI may submit its opinions and recommendations to
national governments and to the Council of Ministers on policies which might affect the
internal or external monetary situation in the EU. !

Other activities, which fall within the first category, are:

e the monitoring of the functioning of the European Monetary System (EMS) and the
administration of the EMS mechanism

e consultations on issues affecting the stability of financial institutions and markets

% Tbid.
19 Ibid

1 World Economic and Financial Surveys, World Economic Outlook,New York: October
1998,pp.123-155
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* Support to central banks in the oversight of cross border participation in payment systems
as well as the oversight of the EU clearing system.

As it can be seen the EMI plays a consultative, advisory and supervisory role. In contrast its
work with respect to the tasks which fall within the second category, for example the
preparatory work for stage three.

For the conduct of the monetary policy a regulatory, organisational framework has to be
created. In order to conduct a single monetary policy it will be necessary to formulate the
strategy as well as to define the monetary policy instruments; these instruments have to be
harmonised. Alternative monetary policy instruments and operating procedure is based on a
number of basic principles:

e Efficiency: the monetary policy instruments and procedures must enable the ESCB to
control its target efficiently. It ensures that the monetary policy signals of the ESCB will be
uniform and consistent;

e conformity with the market principles: monetary policy implementation should be in
accordance with the principle of efficient allocation of resources.(ART. 105 of the Treaty)

e cqual treatment: the ESCB should treat all groups of financial institutions that have access
to its facilities equally

e simplicity and transparency: the monetary policy and procedures should be simple and be
employed with clarity so as to contribute equal treatment and conformity with the market
principles

e decentralisation: the ESCB shall have recourse to the national central banks to carry out
operations “ to the extent deemed possible and appropriate” (Art. 12 of the Treaty) In this

way ECB can take advantage of national central banks’ experience and knowledge of local

markets

¢ Continuity: the transition to the new operational framework at the beginning of stage three
may be facilitated by relying and employing instruments that can be adopted to the changing
environment.

For the conduct of the single monetary policy, it is essential that the ESCB can operate in a
single monetary market; a single money market presupposes arbitrage possibilities between
the local centres of the single money market and hence a Monetary Union-wide system which
allows cross border transfers in real time. This will be e possible through target system, which

ha been developed by EML
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Reliable statistics will also essential for the conduct of the single monetary policy. The EMI’s
work will lay the foundation for a common statistical base in the relevant areas. Especially
those of money and banking statistics and statistics relating to the capital flows in the balance
of payments.

A further aspect of the EMI’s preparatory work relates to the change over to the single
currency, which has recently been the Euro. According to Treaty, the EMI has been preparing
the Euro banknote, which will be issued by 1** January 2002 at the latest.

As looking to the organisation of preparatory work, the EMI has organised its preparatory
work on the basis of a comprehensive Master Plan. This plan acts as a guiding instrument for
organising, monitoring and assessing the activities conducted by the EMI staff and the EMI’s
Working Groups and Sub-Committees.'? Secondly where as the EMI is the central points of
Monetary Union it is not the only party concerned? Al so national central banks will have to
implement preparatory work. Meaning all economic agents will be involved in the changeover
to the single currency and the public sector and the banking and financial industry will assume
special responsibilities in the process.

Shortly looking to the organisation of the EM], it is the body of the European Union with its
own legal personality. It performs its tasks independently. It may not seek or take any
instructions from Community institutions, bodies or governments of the member states. This
feature already points out the independence of the ECB. At the same time the EMI is a central
bank organisation. Article 1 stipulates specifically that the members of the EMI are the central
banks of the member states.

The staff works under the authority of the president. The senior management currently
includes the Director General and four heads of department. The four departments are '

o the General Secretariat

e the Monetary, Economic and Statistics Department

e the Information and Communication System Department

e the Administration Department

The General Secretariat consists of the Policy Division and the Legal Division. The Policy
Division is responsible for:

e Preparing the Council meetings, maintaining inter-institutional relations and supporting

the production and distribution of the EMI’s reports

"2 Iktisadi Kalkinma Vakfi ,Weekly Bulletin Vol.20, Istanbul:1998
1 Hogeweg, op.cit.,pp.26-32
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e Overseeing the ECU Clearing and Settlement System, monitoring member states’
payment systems and preparing for the EU wide payment system in stage three

e Supporting the activities of the Monitoring and Concentration Groups, monitoring the
functioning of the EMS, facilitating the use of the ECU and overseeing its development and
preparing the foreign exchange market operations to be carried out by the ESCB in stage
three.

o Conducting background analyses for the consultations on issues affecting the stability of
financial stability of financial institutions

e Co-ordinating the preparatory work for stage three

The legal division is responsible for handling all legal issues within the EMI. These include
assisting in the fulfilment of the EMI’s mandate, in particular the legal aspects of the
preparation of the regulatory and institutional framework of the ESCB. '* In addition to that
the legal division assists in the preparation of EMI opinions when consulted by the EU
council; or national authorities on draft Community or national legislation.

The Monetary, Economic and Statistics Department are the economic brains of the EMI. It
consists of three divisions. The stage two divisions provide economic analyses of issues
related to the strengthening of co-operation among central banks. It may also assist the
Council in formulating opinions and recommendations on macroeconomics policies. The
stage three division is responsible for providing analyses on the concepts, framework and
rules for the single monetary policy in stage three of EMU

The Statistics Division has the principal duties of contributing to the improvement of the
statistical information which is needed for promoting the co-ordination of monetary policies
in stage two and preparing the harmonised concepts and approaches.

The Information and Communications System Department is responsible for devising and
implementing a technical strategy for information and communications system for the EMI
and the ESCB. Furthermore the ICS Department is responsible for providing technical support
for the users of the EMI’s information and communication in the EMI itself.

The Administration Department is responsible for recruitment and personnel policy, premises

and office services, the organisation of conferences, and the EMI’s internal financial accounts.

“European Central Bank Monetary Union, 1998
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2.4 THE EUROPEAN SYSTEM OF CENTRAL BANKS (ESCB)&
EXCHANGE RATE MECHANISM(ERM)

Article 109f(3) of the Treaty establishing the European Community requires the EMI to
specify the regulatory, organisational and logistical framework consisting of the ESCB, ECB
and the national central banks of the EU Member States, to perform its tasks in stage three of
EMU. ©°

The primary objective of the ESCB as defined in article 2 of the Statute of the ESCB, is to
maintain price stability. The ESCB will support the general economic policies in the
community with a view to contributing to the achievement of the objectives of the
Community/In pursuing its objectives the ESCB shall act in accordance with the principle of
an open market economy with free competition, favouring an efficient allocation of resources.
The basic tasks to be carried out by the ESCB are defined in Art 3 of the ESCB statute. These
tasks include:

e to define and implement the monetary policy of the Community

¢ to conduct foreign exchange operations

¢ to hold and manage the official foreign reserves of the participating Member States

e to promote the smooth operation of the payment systems

e To contribute to the smooth conduct of policies pursued by the competent authority

relation to the supervision of credit institutions and the stability of the financial system.

The ESCB Statute (Art 17 to 24) specifies the monetary functions and operations of the
ESCB. The EMI prepared an operational framework for the ESCB’s monetary policy. The
Governing Council of the ECB will take the final decision on the operational framework. It
may decide not to use al the available options or may change certain features of the
instruments procedures presented below.

The operational framework consists of a set of instruments; the ESCB will conduct open
market operations, it will offer standing facilities and it may require credit institutions to hold

minimum reserves on accounts with the ESCB.

15 Journal of Bankers, Vol.19, op.cit.
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Open market operations will play an important role in the monetary policy of the ESCB for
the purpose of steering interest rates, managing the liquidity situation in the market. '® Five
types of instruments will be available to the ESCB for the conduct of open market operations.
The most important instrument will be reverse transactions. The ESCB may also use outright
transactions; the issuance of debt certificates, foreign exchange swaps and the collection fixed
term deposits. '” Open market operation will be initiated by the ECB, which will also decide
on the instrument to be used and the terms for the execution of such operations. With regard
to their aim the ESCB open market operations can be divided into the following four
categories:

The main refinancing operations are regular liquidity- providing reverse transactions with a
weekly frequency and a maturity of two weeks. '® They will be executed by the national
central banks on the basis of standard tenders and according to the pre-specified calendar. The
main refinancing operations will play a role pursuing the purposes of ESCB open market
operation and providing the refinancing to the financial sector. a

The longer term refinancing operations are liquidity providing reverse transactions with a
monthly frequency and a maturity of three months. '° They will be executed by the national
central banks on the basis of standard tenders and according to a pre-specified calendar. These
operations aim to provide counterparties with additional longer-term refinancing. As a rule the
ESCB will not intend to send signals to the market by means of these operations and will
therefore normally act as a rate taker.

Fine tuning operations can be executed on an ad hoc basis with the aim both of managing the
liquidity situation in the market and of steering interest rates, in particular in order to smooth
the effects on interest rates that is caused by unexpected liquidity fluctuations. 2° Fine-tuning
operations will be e executed as reverse transactions but also can take the form of outright
transactions, foreign exchange swaps and the collection of fixed term deposits. This operation
will normally be executed by the national central banks through quick tenders or bilateral
procedures.”’ The Governing Council of the ECB will decide whether, fine tuning bilateral

operations may be executed by the ECB itself.

' Tiirkkan Gedikkaya and Cihangiil Giirler, Monetary Union In European Union,Journal of
Bankers, 1998, Vol.24
:; Melike Alparslan, European Central Bank System,Journal of Bankers,1996,Vol.19
Tbid.
1% European Monetary Institute, The Single Monetary Policy in Stage Three: General Documentation
on ESCB Monetary Policy,1998,pp37-40
? European Central Bank,op.cit.
?! Ibid
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In addition the ESCB may carry out structural operations through the issuance of debt
certificates, reverse transactions and outright transactions. These operations will be executed
whenever the ECB wishes to adjust the structural position of the ESCB against the financial
sector. Structural operations in the form of reverse transactions and the issuance of debt
instruments will be carried out by the national central banks through standard tenders.
Standing facilities aim to provide and absorb overnight liquidity, signal the general stance of
monetary policy and overnight market interest rates. Two standing facilities will be available
to eligible counterparties on their own initiative: **

e Counterparts will be able to use the marginal lending facility to obtain overnight liquidity
from the national central banks against eligible assets. The interest rate on the marginal
lending facility will normally provide a ceiling for the overnight market interest rate.

e Counterparties will be able to use the deposit facility to make overnight deposits with the
national central banks. The interest rate on the deposit facility will normally provide a floor
for the overnight market interest rate.

Preparatory work has been carried out with a view to enabling the ESCB to impose minimum
reserves as from the start of stage three. 2 It will be up to the Governing Council of the ECB
to decide whether minimum reserves will actually be applied. Any minimum reserves system
would be intended to pursue the aims of stabilising money market interest rates, creating a
structural liquidity shortage and possibly contributing to the control of monetary expansion.
The reserve requirement of each institution would be determined in relation to elements of its
balance sheet. In order to pursue the aim of stabilising interest rates, the ESCB’s minimum
reserves system would enable institutions to make the use of averaging provisions.”* This
implies that compliance with the reserve requirement would be determined on the basis of
institutions’ average daily reserve holdings over a one-month maintenance period.

The ESCB is governed by the decision making bodies of the ECB: the Governing Council, the
Executive Board and the General Council.

The Governing Council comprises all the members of the Executive Board and the governors
of the NCB’s of the Member States with out a derogation. The main responsibilities of the

Governing Council are:

2 Ibid.
% The Economist ,op.cit.,pp9-11

% Inid
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e to adopt the guidelines and make the decisions necessary to ensure the performance of the
tasks entrusted to the ESCB

e To formulate the monetary policy of the Community and to establish necessary guidelines
for their implementation.

The Executive Board comprises the President, the vice-president and four other members.
They are all chosen from among persons of recognised standing and professional experience
in monetary or banking matters. They are appointed by common accord of the governments of
the Member States at the level of the Heads of State or Government. The main responsibilities
of the Executive Board are: »°

¢ to implement monetary policy in accordance with the guidelines an decisions laid down by
the Governing council of the ECB and to give necessary instructions to the NCB’s and

e To execute those powers which have been delegated to it by the Governing Council of the
ECB.

The General Council comprises the President and the vice-president and the governors of all
the NCB’s. The General Council performs the tasks, which the ECB took over from the
European Monetary Institute (EMI). The General Council also contributes to: 26

e the ESCB’s advisory functions

e the collection of statistical information

e the preparation of the ECB’s quarterly and annual reports and weekly consolidated
financial statements

e the establishment of the necessary rules for standardising the accounting an and reporting
of operations undertaken by the NCB’s

e the taking of measures relating to the establishment of the key for the ECB’s capital
subscription other than those already laid down in the Treaty

e the laying down of the conditions of employment of the ECB’s staff

¢ the necessary preparations for irrevocably fixing the exchange rates of the currencies of
the Member States with a derogation against the Euro

When performing ESCB- related tasks neither the ECB, nor an NCB, nor any member of their
decision making bodies may seek or take instructions from any external body. 2" The

Community institutions, bodies and governments of the member states may not seek or take

» Melike Alparslan
%8 Journal of Bankers Vol:19,0p.cit.
27 Key Indicators of The Monetary Union,Eurostat Press Releases Vol. 3199,309,1.16,1998
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instructions from any external body. The Community institutions, bodies and governments of
the Member States may not seek to influence the member states of the decision-making bodies
the ECB of the NCB’s in the performance of their tasks. The ESCB Statute makes provision
for the following measures to ensure security of tenure for NCB governors and members of
the Executive Board: >

e aminimum renewable term of office for governors of five years

e a minimum non renewable term of office for members of the Executive Board of eight
years

e removal from office is only possible in the event of incapacity or serious misconduct

e the European Court of Justice is competent to settle any disputes

The NCB’s are the sole subscribers to and holders of capital of the ECB.* The subscription of
capital is based on a key established on the basis of the EU Member States’ respective shares
in the GDP and population of the Community. The capital of the ECB will be paid up by the
NCB’s of the eleven member states participating in the Euro area in proportion and up to their
shares.

In addition the NCB’s will provide the ECB with foreign reserve assets other than the
Member States’ currencies, Euro, IMF reserve positions and SDRs, up to an amount
equivalent to € 50,000 million Euro. The contribution of each NCB is fixed in proportion to
its share in the ECB’s subscribed capital. The ECB has the full right to hold and manage the
foreign reserves that are transferred to it and to use them for the purpose set out in the ESCB

statute.

% European Monetary Institute,op.cit.,pp41-42

% Michel Galy, Implementation of Monetary Policy in EMS Countries Participating in the ERM,IMF
Working Paper WP/92/87

28



The National Central Banks’ percentage shares in the key for the capital of the
European Central Bank (as decided by the ECB Governing Council on 9 June

1998)”
Banque Nationale de Belgique 2.8885%
Denmark’s Nationalbank 1.6573%
Deutsche Bundesbank 24.4096%
Bank of Greece 2.0585%
Banco de Espana 8.8300%
Banquet de France 16.8703%
Central Bank of Ireland 0.8384%
Banca d’Italia 14.9616%
Banque central du Luxembourg 0.1469%
De Nederlandsche Bank Oesterreichische 2.3663%
Banco de Portugal 1.9250%
Suomen Pankki 1.3991%
Sveriges Riksbank 2.6580%
Bank of England 14.7109%

Voluntary system for controlling exchange rates within the European Monetary System of the
EU intended to prepare the way for a single currency. The member currencies of the ERM are
fixed against each other within a narrow band of fluctuation based on a central ECU rate at
floating against non-member countriecs. The ERM established in 1979 , In 1991 European
leaders planned to complete the final stage of EMU by 1998-1999:Those who meet the
economic convergence criteria in 1999 are required to move to EMU ,irrevocably fixing the

conversion rates of their currencies.

2 Ibid.
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In stage three of EMU, all member states need to disciplined and will be responsible for
monetary policies directed towards price stability. At this point co-ordination of monetary
policies will be very important. Also fiscal and structural policies in all member states are
vital for maintaining exchange rate stability. The final objective of economic,monetary and
exchange rate policy co-operation is convergence towards macroeconomic stability. A
nominal exchange rate mechanism may provide a reference for the conduct of economic
policies in member states.
Five points need to be stressed before the exchange rate mechanism:*°
e Price stability will need to be safeguarded
e The Euro is expected to play an important role in monetary and exchange rate policy in
the EU.
o Sufficient flexibility would need to be allowed in order to provide economic convergence
of the non-Euro area Member States.
e Adjustment of central rates has to conducted accurately so as to avoid significant mistakes.
e Convergence Criteria need to be ensured.
The new exchange rate mechanism will be based on central rates against the Euro.
Fluctuation band will be established for the currencies around their central rates. Also no Euro
area Member States could establish fluctuation bands between their currencies and
intervention arrangements. This will aim limiting exchange rate fluctuations. Central rates and
standard wide band would be set by mutual agreement between the ECB, the Ministers of the
Euro area Member States, and the Ministers and Governors of the central banks of the non
Euro area Member States.Intra EU monetary and exchange rate policy co-ordination between
the Euro area and the non-Euro area Member States will be considered as a continuation of the
present mechanism. At the level of central banks, The ECB General Council will monitor the
functioning of the exchange rate mechanism and serve as a forum for monetary and exchange

rate policy co-ordination.

30 Alessandro Prati, EMU and International Capital Markets: Structural Implications and Risks, IMF
Working Paper WP/97/62

30



2.5 ECONOMICS OF EUROPE

On January 1, 1999 the third and final stage of the European Economic and Monetary Union
(EMU) began with the establishment of a currency union encompassing 11 of the 15 member
countries of the EU- Austria, Belgium, Finland, France, Germany, Ireland, Italy, Luxembourg,
the Netherlands, Portugal and Spain. On that date, these countries locked their exchange rates
and adopt the Euro as their common currency. Also monetary and exchange rate policies are
determined by area wide institutions. Thus each country will give up the possibility of
independent monetary and exchange rate policy. In this regard the Stability and Growth Pact
agreed in June 1999 sets out the procedures for maintenance of national fiscal policies,
strengthening the framework provided in the Maastricht Treaty .> 0

The monetary and exchange rate policies conducted at the Euro area level will be considerable
global importance. The Euro Area rivals the U.S. in terms of output and trade the role of Euro
in financial transactions eventually may challenge U.S. dollar.!

The birth of EMU is being facilitated by a macroeconomic environment in the Euro Area that
has improved from the early and mid 1990s.The strengthening of fiscal and inflation
performance associated with meeting the convergence criteria for EMU has provided the basis
for period of sustained, non-inflationary growth.

The initial increase in exports which occurred in response to a strengthening of global demand
and a real depreciation of Euro area currencies. A sharp rebound in business and consumer
behaviour followed quickly. This was supported by a stabilisation of conditions in the labour
market.*

Within this over all picture, notable differences in cyclical positions have emerged in the Euro
Area.There are two groups. For the more cyclically advanced countries (Austria, Finland,
Ireland, Portugal, Spain, Netherlands) which account for about one fourth of Euro area GDP,
output gaps in 1998 are on average .For the others less cyclical advanced countries (Belgium,
France, Germany and Italy) gaps are approximately average close to 2%.% These differences
in cyclical positions reflect recent variations across countries in growth performance Exports

in a number of the more cyclically advanced countries (notably Finland, Ireland and Spain)

% Buropean Central Bank web side,op.cit.

*! European Commission ,Key Figures,op.cit., pp.58-61

32 European Monetary Institute,op.cit, pp.42

3 European Commission, The Implications of The Introduction of the Euro for Member and Non-
Member Countries,Euro Papers Vol. 26,1998
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were supported by a real depreciation between 1992 and 1995 while the less cyclically
advanced countries as a group experienced real appreciation over this period. While
differences in this respect between the groups are of course closely related to growth
performance.

Consumer price inflation still low by most historical standards. On the other hand stronger in
the more cyclically advanced economies running at an annual rate of close to 2% in the
summer of 1998.

The potential for increased price pressures in the more cyclically advanced countries is
suggested not only by the high rate of resource utilisation but also by faster increase in equity
and real estate prices.

Looking forward the recovery in the Euro area is projected to maintain its recent momentum
with growth of 2,75-3% a year in 1998/1999.** Consumer price inflation is projected to
remain at around 1,5 % in 1999 for the area as a whole and to rise about 2,25% in the more
cyclically advanced countries. Unemployment is expected to decline further as a result of
above potential growth. Uncertainty about the degree of economic slack complicates the
assessment of medium term prospects but the IMF staff’s estimates seem to be consistent with
the absence of all but localised symptoms of inflationary pressures. On the other side global
economic conditions have deteriorated significantly in the course of 1998 as a result of severe
financial and economic difficulties in Asia, Russia and spill over effects elsewhere. Exports to
Japan, Russia, Korea and the Asian 4 countries taken together into account for 11% of Euro
area exports and 1,5% of GDP.

As mentioned earlier there are differences between cyclical positions, If this is not properly
handled this would impede the recovery in the area as a whole. Two aspect of the EMU Policy
framework will help the Euro to meet this challenges™

The first is the clear commitment to price stability (Mean inflation of 2% or below) for the
Euro area as a whole.**This strong commitment to preserving the nominal stability that had
been established well for the longer-term growth performance of the Euro area.

The second is the Stability Growth Pact. Main aim is to achieve medium term budgetary

positions that are close to balance or in surplus. Meaning it’s the dedication of monetary

34 11,0
Tbid

3% F.Duisenberg, A.J. George and Dr. Lawrence Summers,The Euro is Coming,How will effect the rest

of the World,www.amue.1f.net/q-a/global 24/conf-3htm

36 The Economist, op.cit.,pp3-5
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policy to price stability. On another the pact can help the Euro to cope with and decrease the
transmission of shocks and imbalances. It will be achieved by promoting the establishment of
medium term fiscal positions. However when it comes to addressing real imbalances and
divergences the EMU policy framework is not detailed sufficiently in two key areas. First,
national policies will have inevitable spill over effects on other member states countries.
Secondly, political opposition to reform is still strong. The monetary conditions resulting from
the single monetary policy unlikely to fit well to the circumstances of all countries at times.
The strategies for fiscal and structural policies need to ensure that countries are well
positioried to deal with country specific problems. By the same time there’s need for effective
co-ordination of national policies fits well the overall macroeconomic dynamics of the Euro
area.

As of September 1998 inflation prospects in the Euro area are: Euro area price inflation has
decreased and there are no dangers either on the cost side or from output side. Recent wage
increases remained moderate. The effective exchange rate of the Euro area has appreciated
over the past year. Developments in the monetary aggregates also suggest the absence of
inflationary dangers. **Over the past year, 12-month growth of M 3 in the area has stayed in
the 4-6% range. Concerns about the inflation appear absent in the financial markets. The
relatively flay yield curve for this stage of the cycle implies that monetary conditions are not
easy and also decreasing trend in long term interest rates over the past year suggests a further
decrease in inflation expectations. Decline in long-term interest rates in recent months raises
questions whether there may have been a downward shift in the neutral interest rate. That is
the interest rate, which is compatible with output at potential and stable inflation. Portfolio
relocations in the wake of the Asian Crisis have favoured the mature financial markets of
North America and Europe suggesting some influences on long-term interest rates. The above
considerations together with the absence of inflationary dangers would suggest that a path for
short-term interest rates is appropriate at the present juncture. While this would entail a
reduction in the average Euro area short-term interest rate about 2 of 1-% point from its level
in the summer of 1998 the fact that medium and long-term rates have already effectively
converged n the Euro area will limit the expansionary implications. If the downsize risks to
growth materialise or intensify, a more definite easing may be needed.

As we look to the Structural Policies, for EMU to be a long term success , structural policies

will have to effect a change in the performance of European Labour Markets.It has adopted

35 Manuel Guitian Policy Coordination in the EMS, IMF Occasional Paper No:61
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a poorly to changes in the global economic environment since the 1970s. Unemployment in
the Euro area rose from 2,5% of the labour force the to 12,5% in 1997 compared with no
increase in U.S. and much more moderate increases in Canada and Japan.’” At the same time
developments in output per head of the working age population in the Euro area have been in
line with those in the U.S. That is reflecting in part with the distortions in the Euro area that
have favoured capital deeming.

One indication of the size of the problem in the Euro area is the employment rates which at
about 57% in 1997. There is contrast with rates in the range of 70-76% in Denmark, Sweden,
Switzerland, the U.K. and the U.S.*® This contrast partly explained by higher unemployment
also differences in labour force participation are also a key factor. Employment data especially
such data distinguish part time from full time labour also indicate that relative employment
performance within the Euro area is not well captured by unemployment data. For example
despite its low unemployment rate and strong employment growth in recent years the Dutch
economy has mobilised a relatively small share of its employment potential. On the other hand
the employment rate in Finland is relatively high by Euro area standards despite a very high
unemployment rate. The poor employment performance of the Euro area underlines the scope
for shifting to a virtuous path that would combine unemployment, increasing labour force
participation and strengthening of the long term foundation for the public finances. Even a
moderate increase in Euro area participation rates could have notable impact on employment.
Europe’s structural problems have complex and wide ranging origins. Thus the OECD and the
EU in their respective labour market strategies have set out list of guidelines. The mixed
policies varies from country to country, most countries need to address issues in each of the
areas identified. Structural policies at the national level are also relevant to the Euro area
policy mix. First, more flexible markets can help economies adopt to shocks. Second, reforms
that strengthen the Euro area’s supply response would tend to postpone the need for the
monetary tightening. Examining the overall policy mix, the cyclically advanced economies
should put particular emphasis on fiscal tightening. The fiscal policy requirements are
underscored by the need to ensure that monetary policy has adequate room for the manevour
in light of the prevailing uncertainties. On the other hand, policy makers should pay attention

to addressing inflexibilities in their labour ad product markets. This strategy would strengthen

37 10
Ibid.

*® European Banking Federation. Economic Figures of European Union Countires,fbe.be/f-e-

new.htm, 1998
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the recovery by deferring the emergence of supply constraints and allowing lower interest
rates. Policy requirements viewed from the perspective of individual member countries seem
generally compatible with the policy mix needed for the Euro area. An important issue is now
whether the more cyclically advanced countries recognise the urgency of taking measures to
restrain demand. In this context there is a risk that in EMU inflation may seem less of a short-
term policy. Inflation at the national level will carry adverse implications for competitiveness
and hence for the employment. In this view the stance of fiscal policy in some eof these
countries is not reassuring. Unfortunately there are risks that sufficient progress will not be
made in implementing the desirable policy strategy for the Euro area. In the case of some of
the more cyclically advanced economies, the monetary policy stance of the European Central
Bank (ECB) may compensate in part of for the inadequacies of national fiscal policy making.

Looking at the Euro area and the World Economy, EMU and the economic performance of the
Euro area will have their largest external effects on economies in Western Europe and on
developing countries. Among emerging market economies those likely to be most affected by
the transition countries of central and Eastern Europe and the Baltic’s, the developing
countries of the Mediterranean and countries in Africa. Other countries in Asia and Western
hemisphere as well as the advanced economies outside Europe will be affected as well but to a

lesser extent.

TABLE 1.

Euro Area and Selected Countries : Trade Linkages in 1996
xports and imports from trading partners as percent of total trade and out

2alOther Advanced

308

SOURCE: INMF, Direction of Trade Statistics and World Economic Outlook
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The global environment has been favourable in a number of respects for the transition to EMU
and the achievement of its economic objectives. Strong demand for the Euro-area exports
from industrial countries and also depreciation of the currencies of area countries over the
past 3 years fostered a strengthening of growth in the Euro area. This decreased the effects of
Asian Crisis. Demand growth in these areas likely to slow. The global economic environment
also provides challenges for EMU. Especially since the Asian and Russian crises and financial
market volatility in emerging market economies could have spillover effects on the Euro area:
Firstly, should these crises deepen or spread, external demand could be weaker than projected.
Confidence effects in these cases should have adverse implications for domestic demand.
Secondly, financial market volatility could add to uncertainty in the assessment of economic
indicators that will be monitored by the ECB.Third the weakness of the Japanese yen since
late 1997 and the volatility of the yen dollar exchange rate in recent months illustrate how
market exchange rates among major currencies can move quickly in ways that are consistent
with the medium-term fundamentals. Such changes could influence financial market
conditions and monetary policy deliberations in the Euro area in the period ahead.

Finally the Crises in Asia and Russia and the possibility of a broader crisis in emerging
markets could influence the transmission of policy to the real economy if Euro area
commercial banks have to adjust their balance sheets to make substantial provisions for non-
performing loans.

After having examine the Economics of Europe, before the Banking in the Euro Area
(structural features and trends), it would be helpful to understand economic developments in
the Euro area.

Reflecting the considerations at its meeting on 8 April 1999, the Governing Council of the
ECB had the opinion to lower the interest rates on the monetary policy instrument of the
Eurosystem. The Governing Council decided to reduce the interest rate on the main
refinancing operations by 0.5% point to 2.5% starting with the operation to be settled on 14
April 1999. In addition to that, with effect from 9 April 1999 the interest rate on the marginal
lending facility was reduced by 1% point to 3.5% and the interest rate on the deposit facility
by 0.5% point to 1.5%.%

In February 1999 the 12-month growth rate of the broad monetary aggregate M3 fell to 5.2%
from 5.6% in January 1999.%° As the outrun for monetary growth in February 1999 was higher
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than that recorded in late 1998. Twelve-month growth rates of M3 covering the period from
December 1998 to February 1999 still increased by 0.2% point to stand at 5.1%. This figures
which has to be compared with the reference value for M3 growth of 4.5% set by the
Governing Council.*! It reflects the specific environment related to the transition to stage three
of EMU. The moderate slow down of M3 growth in February 1999 was mainly due to a
deceleration in the rate of expansion of overnight deposits. It accounts for about one third the
total stock of M3. Other deposits included in M3 also showed a slight reduction in growth.
The annual growth rate of overnight deposits decreased to 15.1% in February 1999 from
17.6%. Moreover in February 1999 the outstanding value of currency in circulation fell by
0.4% compared with the same month a year earlier.*? These developments signalled that Euro
area residents had reduced their preference for liquid assets compared with January 1999. As a
consequence growth of the narrow monetary aggregate M1 (currency in circulation and
overnight deposits) decreased to an annual rate of 12% in February 1999 from 14.3% in
March 1999.**However the 12 month growth rate of M1 remained high reflecting the effects
of the convergence to low levels of nominal interest rates in the Euro area. The aggregate 12
month growth rate of other deposits included in M3 also decreased from 2.1% to 1.5% in Feb
1999. This was due to a further drop in the pace of growth of deposits with an agreed maturity
of up to 2 years. (To —4.1% from —2.8% in Jan. 1999). As a consequence growth of the
intermediate monetary aggregate M2 slowed to an annual rate of 6% from 7.3% in Jan.
1999.* In Feb. 1999 the short-term marketable instruments included in M3 showed a recovery
compared with previous months. This was entirely due to the faster expansion of money
market paper and shares in money market funds, which rose t013.2% from 7.5% in Jan. 1999.
There’s also moderate slowdown in credit growth. In March 1999 the first set of data which
provide an insight in to the composition of Monetary Financial Institutions (MFIs) lending to
Euro area residents by sector, type and maturity became available. At the end of the 1998
loans to households accounted for 52% of the total value of outstanding loans from the MFI
sector to the non-financial private sector. Non profit institutions serving households such as
consumer’s associations, charities, social, cultural, sports clubs etc....) held the remaining
0.9% of the total value of loans. For households an additional breakdown by type of loans is

available. This shows that loans for house purchases play an important role in the Euro area.

! Tbid.
“2 Tbid.
“ Ibid.,pp140-144
“ Ibid.
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At the end of the 1998 they accounted for about 30.7% of total loans to the non-financial
private sector. The share of loans classified as consumer credit stood at around 8.8%. Other
loans to households accounted for 12.5% of total loans.*” With regard to the maturity
composition of loans to the non-financial private sector, it is notable that maturity of more
than one year accounted for the largest share. This is the case both for households and for no-
financial corporations. Loans with a maturity at issue of more than 5 years represented 50.1%
of loans classified as consume credit. 95% of loans for house purchases and 48.9 of loans to
non-financial corporations. This confirms that the current low level of medium and longer-
term retail bank lending rates may be having a significant effect on the demand for credit. In
particular in those Euro area countries which in the past had experienced considerably higher
long-term interest rates.
Coming to the slowdown in credit growth, during Feb 1999 the total amount of credit granted
by the MFI sector to the Euro area residents increased at an annual rate of 7.4%.*The growth
of this item, which includes loans, provided by MFIs as well as their holdings of debt
‘securities and shares showed a slowdown. This development was more than accounted for by
a reduction in the annual growth rate of credit to household and corporations. (From 10.2% in
Jan. To 9.5% in Feb).*’Credit growth to the private sector remained strong. Yet only part of
this appears to be related to underlying patterns of domestic demand. In this respect the
considerable rise in land and housing prices in some part of the Euro area also appears to
decrease the strength of lending to the private sector. Another possible factor, which may have
contributed to supporting credit growth over recent months, may have been a demand for
credit by non-financial corporations in order to finance inventories.
In contrast with credit to the private sector, the amount of credit granted to general
government continued to grow at a very rapid pace (Feb 1999 rate was 2.2% compared earlier
month rate 1.9%). This potential increase in the rate of expansion was the result of slow
growth both of loans to general government and of the MFIs’ holding of government debt
securities.
Among other counterparts of M3 in the consolidated MFI balance sheet, the growth of longer-
term financial liabilities of the MFI sector to the other Euro area residents decreased in
Feb.1999 with the annual rate falling to 3.6%. The rate of expansion of debt securities issues

by MFIs with a maturity over two years continued to increase at a relatively strong pace. (12-

* Ibid.
“® European Banking Federation, op.cit.
*" European Commission Key Figures, op.cit.
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month growth rate was 6.8% in Feb. And 7.3% in Jan). This may reflect the changes in the
minimum reserve base credit institutions in some Euro area countries compared with the
situation in stage two.

The external assets and liabilities of the MFI sector showed a high degree of volatility in early
199 with a marked reduction occurring in both items in Feb. 1999. This reflected the inclusion
of the temporary gross positions with central banks of member states not participating in the
Euro area relating to the operation of the Target System.These points amounted to
approximately €75 billion at end Jan. 1999.* Overall, the net external asset position of the
MEFT sector deteriorated by €50 billion compared with Jan. 1999 an d by €132 billion
compared with Feb. 98.%°

Looking through the overnight market interest rate as measured by EONIA (Euro Overnight
Index Average) declined during March 1999 from 3.12% to levels below 3%.>° This pattern
mainly reflected the relatively abundant liquidity available to the banking system. Towards the
end of the second reserve maintenance period the overnight rate fell to a level as low as 2.19%
on 22 March before rising to 2.39% on the last day of reserve maintenance period. During the
second maintenance period fell to 2.94% while it had been equal to 3.13% on average in the
first period. During the third period it was 3%.!

The three-month market interest rate measured by EURIBOR was also on a declining path
thorough out the month of March. After starting the month at a level of 3.1%, the three-month
EURIBOR fell to a level of just below 3% on 25 March. On 8 April it stood at 2.9% which
implied reduction of almost 35 basis points since the start of the stage three of EMU. The
decline in 3-month interest rate may to some extent have been due to a change in the markets
perception of the structural relationship between the overnight market rate and the main
financing rate. But it’s also reflecting the increased market expectations of an easing of money
market conditions in the second quarter of 1999 Reflecting these factors the three month
interest rate on futures contracts on Euro for delivery in June and September 1999 fell by 20-
25 basis points between the end of February and April 1999. In April the interest rates on
three-month futures contracts on Euro for delivery in June and September 1999 stood at

2.79% and 2.75% respectively.*

“ Ibid.
“ Ibid.
% Ibid.
S Ibid.
52 Ibid.
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The fall in the three-month interest rate was also reflected in the outcome of the third longer-
term refinancing operation of the Eurosystem. As announced after the meeting of the
Governing Council on 4march 1999 the Eurosystem conducted its monthly longer term
refinancing operations in March 1999 for the first time through the multiple share rate
method. The weighted average of this operation, which was settled on 25 March, was equal to
the 2.97% with the marginal rate of sharing being equal to 2.96%. As the volume of the
sharing in this operation was preannounce by the Euro system these interest rates reflected
market conditions rather than monetary policy signals. As was expected the rates were below
the three-month Euribor of 3.01%. This negative spread may be attributed to the fact that
the EURIBOR transactions are unsecured and can be expected to incorporate a higher risk
premium.”’

Through to price developments overall consumer price increases remained unchanged.
Consumer price inflation as measured by the Harmonised Index of Consumer Prices (HICP)
was 0.8% in Feb 99(see table 2). The gentle development of consumer price increases in the
past few months can be attributed to generally weak upward pressure on prices. Most recently
the trend has masked a number of mutually offsetting factors. On the on hand recent months
have seen a reversal of the downward trend in unprocessed food and energy prices. It was an
important factor behind the lower increases in the overall price index during most of the
second half of 1998. The annual increase in prices of unprocessed food rose from 0.6% in
Nov. 1998 to 1.1% in Jan 1999 and further to 1.5% in Feb 1999.>* Probably reflecting reduced
supplies of fruit and vegetables due to less favourable weather conditions. Furthermore, oil
prices have started to rise in recent months and this has resulted in slightly higher annual
percentage change in energy prices in the HCIP. Energy prices were 4.3% lower than a year
earlier in Feb 99 after having been 4.8% lower in Dec 1998. The announcement in March by
much oil producing countries that they intended to cut production prompted a marked
increase in the price of the oil. This increase is most likely to be reflected in the HICP
energy index with only a short lag. An increase in the energy prices component will affect
overall consumer price inflation in proportion to the weight of this component in the HCIP(
8.8%).” As regards these latest developments it may be noted that both unprocessed food and

energy prices have shown a high degree of short-term volatility in the past. The changes in

> Ibid.
%% European Central Bank, op.cit
% Ibid.

40



unprocessed food and energy prices in Feb 1999 were offset by a continued decline in the rate
of change in the prices of non-energy industrial goods and services. The increase in prices of
non-energy industrial goods fell from 0.9% in Dec 1998 to 0.7% in Feb 1999, due to lower
increases in the prices of new vehicles. With regard to services prices the annual increase fell
for the fourth month.( from 2.1% in Oct. 1998 to 1.7% in Feb 1999). It’s mainly on account
of lower prices for communications but also a result of lower prices for transport services.
Recent price developments in these sectors may be partly related to deregulation an increased
competition. With regard to other cost and price indicators the rate of exchange in industrial
producer prices has continued its downward trend. In Jan. 1999 was 2.7% lower than year
earlier. Data for unit labour costs are only available up to the third quarter of 1998 and it was

0.6% lower than a year earlier.”

TABLE 2.

 and cost developments in
. — 1996 1

. good prices
erg ind. goo

1,213
12,8 11,7
13 11 -18,2

Source: Eurostat National Data,1998-1999

Coming through the output, demand and labour market developments the first estimate of real
GDP growth. (Released by Eurostat on March 1999) was 0.2% compared with 0.7% in the
third quarter. Industrial production in the manufacturing sector declined by almost 1% in the
fourth quarter of 1998 compared with the previous quarter and according to the February

%6 European Monetary Institute, op.cit.,pp39
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release of the European Commission Business Survey industrial confidence continued to

deteriorate in early 1999( see table below)

employment (% of labour force

Source: Eurostat National Data, 1998

Consumer confidence didn’t increase further , instead remained unchanged at the record level
observed at the beginning of 1999. Retail sales in the three months to December 1998 rose by
2,8% compared with the same period a year earlier.. The picture of an overall worsening of
growth rate of 3% in 1998 , the Commission now expects real GDP to grow by 2,2% in the
Euro area in 1999. This compares with a growth rate of 2,6% projected in the autumn
forecasts of last year.

Employment growth slowed while the decline in unemployment virtually stopped. Total
employment continued to grow in the fourth quarter of last year, but at a slower rate.

Measured quarter the growth rate was 0,3% in the last quarter of 1998. The slowdown that
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started in the manufacturing in the third quarter of 1998. However net job creation in the rest
of the services sector has remained broadly on the same path.’’

While total employment growth slowed in the fourth quarter of 1998. The standardised rate of
unemployment in the Euro area remained unchanged at 10,7% during that period. However
the unemployment rate began its decline in January 1999.>® On the other hand the declining
trend in unemployment has stopped in several countries in recent moths while the rate of
unemployment remains high for the Euro area as a whole. Employment data, which are now
available up to the end of 1998, provide a picture of the labour market for 1998 as a whole.
On the basis of the data it appears that net job creation in 1998 as a whole was more dynamic
than in previous years. In the course of the year employment increased b 1,5% (around 1,7
million). During the same period the absolute level of unemployment declined by 1 million
meaning that the labour force grew by 0,5% last year. This is 0,2% point higher than the
average growth rate observes in the past. The positive momentum in employment growth from
around mid 1997 seems to have encouraged people to enter or re-enter the labour market.
Shortly examining the fiscal developments, but the help of the below table pattern of fiscal

consolidation in the Euro area in 1998 can be characterised by the following elements.

TABLE 4.

General government fiscal position in the euro area
(as-a percentage of GDP) i L

5 , 1997 1998
Current Receipts g e 49 - 486
Direct Taxes 12220 12,8
Indirect taxes ’ - 135 . 141
Social Contributions 183 17.2
Sales ‘ » 27 27
Current Expenditure : 486 474
Interest Payments : 5 4,5
Transfers to households 234 22,6
Compensation of employees 16 113
Intermediate consumption 5,2 5,1
Gross saving 0,4 11
Capital Receipts S 0,7 . 05
Investment - 23 - 23
Capital Expenditure - 38 37
Deficit/Surplus S . 25 = 24
Total receipts o . 497 494
Total expenditure . . 'B22 . 512
Primary deficit/surplus i 25
Gross Debt e T84
(SOURCE: ECB ,1998)

%7 Tbid.
% Ibid.
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There’s a modest reduction in the budget deficit. The weighted Euro area budget deficit
amounted to —2,1% of GDP in 1998. (i.e. 0,4% point lower than in 1997) this is a more
positive result than expected. Although the average deficit ratio still remains much closer to
the value of 3%(it’s laid down in protocol no 5 on the excessive deficit procedure to the
Treaty as a reference for an excessive deficit than to balance.”

The reduction in the budget deficit matches the decline in interest payments. The surplus has
remained constant at around 2,5% of GDP that does not allow for a rapid decline in the debt
ratio.

There has been balanced reduction of 0,5% of point of GDP expenditure and total receipts .
According to the past experiences this adjustment is more likely to be permanent than the
alternative pattern of fiscal consolidation based on tax increases.

The change in the composition of current receipts implies a lower weight of social security
contributions (down 1,1% points of GDP) and a higher weight of direct taxes (up 0,3% points
of GDP) and indirect taxes (up to 0,6 point of GDP) mostly due to changes in institutional
arrangement in a few countries.®'

The change in the composition of spending means a lower weight of current spending( down
0,7% point of GDP) and a greater weight of capital spending ( up 0,1% point of GDP).The
reduction in current spending as a percentage of GDP has been basically due to the reduction
in transfers to households ( down 0,5% point of GDP).%?The increase in the ratio of capital
expenditure to GDP is explained by higher government transfers.

The decline in the debt ratio by 1,8% points has also been stronger than previously
anticipated. However one third of this reduction (0,6 % point) is attributable to deficit debt
adjustments.

After shortly examining the fiscal conditions in Euro area, here come the exchange rate and
balance of payments developments.

Foreign exchange rate market developments in March 1999 were characterised by a stranger
U.S. dollar and Pound and by significant volatility of the Euro against the Japanese yen. The

foreign exchange markets in the main emerging market economies moved toward lesser

volatility.

* Ibid.
 Ibid.
¢! European Central Bank, op.cit.
% Ibid.
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The strength of the U.S. dollar against the Euro was mainly attributable to economic data
released recently, which demonstrated that the strong economic performance of the U.S.
economy was continuing without losing momentum.® In particular indicators showed that
growth was attributable not only to higher capital and labour inputs but also to productivity
increases. Further indicators of inflationary pressures remained unchanged. The main driving
force behind the expansion continued to be consumer spending with the level of consumer
confidence remaining high. In addition the continued strength of the dollar relative to the
Euro was characterised by uncertainties related to the military conflicts in Balkan’s. Overall
the Euro was declined by 2.2% against the dollar during the month.** Against the Japanese
yen the Euro remained volatile in March while registering a decline of about 2.5% to a level
of JPY 128 at the end of the month. Individual movements in the yen exchange rate against
the dollar and the Euro are difficult to attribute to specific developments. But can say that the
overall volatility of the yen has mainly been a result of the continued uncertainty surrounding
the outlook for the Japanese economy.

The development of the Euro against the pound sterling was similar to that against the dollar
and the Euro ended the month at GBP 0.67 down 2.4%from the beginning of the month. Part
of the weakening against the pound sterling may be explained by the traditionally close link
between movements of the dollar and the pound sterling as well as by the strong rise in oil
prices.®® Further some recent date have indicated that the slowdown in real GDP growth in
the U.K. might be less strong than previously expected.

Trade surplus slightly reduced in 1998. In December 1998 the surplus on the balance of trade
of the Euro area amounted to € 6.9 billion ( € 1.4 billion lower than in the corresponding
month of 1997) For 1998 as a whole the trade surplus was €83 billion(1,4 % of GDP)
compared with €88.8 billion in 1997.%° According to December 1998 figures, the value of
exports and imports amounted to € 63.9 billion and € 57 billion respectively. In that month
exports declined by 4.6% compared with December with 1997. For 1998 as a whole the value
of exports increased only 3.7% which was significantly less than in 1997.%

The slowdown in export growth reflects weaker foreign demand and some worsening of Euro

area competitiveness as measured by the real effective exchange rate in 1998.As for imports

% The Economist,op.cit.,pp8-10

% The Potential Effects of EMU, www.ny.u.edu/global/beat/emu/EC0329528,html
% F. Duisenberg,op.cit.

% Ibid.

% Ibid.
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their value decreased by 3% in December 1998 compared with 1997, for the whole of 98 the
rate of growth of imports slowed to 5.1% from 13.4% in 1997.%8

TABLE 5.( EUROSTAT, 1998)

= ] T 13 i ﬁﬁ“Lﬁ
68 bid. an SEK@&R% f“%i % .
T T Tas YO WEBREZ

46



3. STRUCTURAL FEATURES OF BANKING IN EURO AREA
&EFFECTS OF EMU ON EU BANKING SYSTEM

3.1 Structural Features of Banking in Euro Area

As its known competition in the banking sector has increased. This is of course due to some
fundamental forces pressing for change in the financial system. These factors are financial
liberation; innovation, technological progress and the investment portfolios are the most
important ones. To be by the introduction of the Euro this will act as a catalyst for further
competition and structural change in the banking sector. However in term of the timing and
the nature of the effects, the impact of the Euro is likely to vary across different types of
financial services and markets.

Together with the single market legislation liberalizing the cross border provision of financial
services within the Union the introduction of the Euro facilitates the development of a more
integrated and competitive banking industry in the Euro area. %The trend towards increased
consolidation and concentration taking place by bank mergers and acquisitions are the sign of
that kind of behavior. In the first weeks and moths after the introduction of Euro a integrated
and highly competitive single money market has emerged as banks’ treasury function have
adopted to the new environment. The TARGET system has been very active during the cross-
border payments.

Differences in overnight rates in the Euro area now mainly reflect differences in the credit
standing of banks. This indicates that the overnight money market has begun to operate
smoothly across the Euro area. It’s also the example of how the functioning of financial
markets might change by the introduction of Euro. The eurosystem has a strong interest in the
banking industry, which have implications for the stability of the banking system and
functioning of payment system. Both of them are relevant to the successful conduct of
monetary policy in the Euro area and linked to the other tasks of the Eurosystem (Art. 105(2)
and 105(5) of the Treaty)

The Eurosystem (The European Central Bank and the Euro Area National Central Banks-
NCBs) has an interest in following development in the Euro area-banking sector. Firstly, the

Eurosystem is interested in the structural features of the sector and development affecting the
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stability. More importantly the structure and stability of the banking sector can have an impact
on overall macroeconomic performance, the efficiency of monetary policy implementation
and the functioning of payment systems. In this respect all central banks have developed
expertise and collected information about the banking system. This reflects the fact that banks
constitute the key sector in the monetary policy transmission mechanism, as they are
Eurosystem’s counterparts in monetary policy operations.

Secondly, the Eurosystem is interested in developments which could affect the stability of the
banking system that laid down in the Treaty (Art.105 (5)) which states that * the ESCB shall
contribute to the smooth conduct of policies pursued by the competent authorities relating to
the prudential supervision of credit institutions and stability of the financial system.”

As going through the structural features of the Euro are banking sector, the size of a banking
sector can be described in terms of the amount of assets that are held by banks and which
reflect the activity of financial intermediation by banks, for example the provision of funds to
the various sectors of the economy. The aggregated balance sheet of the Euro area Monetary
Financial Institutions (MFIs) excluding the Eurosystem was Euro 14.233 billion at end 1998

next page table) This figure only exceeds the amount of assets of Euro area credit institutions.

% Horst Ungerer EMS Developments and Perspectives, IMF Occasional Papers no :73
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TABLE 6.

Source: ECB, 1998
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Referring to data from national sources total banking assets amounted to 176% of GDP in
1985 when measured in terms of the total assets of credit institution residents in the countries,
which are now in the Euro area. At end 1997 this figure was 234%.%° This means that the
growth of the banking sector has been significantly faster than that of the economy as a whole.
Furthermore there has been a general increase in derivative and other off balance sheet
activities of banks. They are not entering into the above measurement. So the changes in total
assets do not fully reflect the changes in the volume of services offered by banks.

The aggregated total assets of the Euro area Monetary Financial Institutions (MFIs) are still
dominated by banks. At end 1998 the overall share of loans in total assets was 73%. Total
holding of debt securities constituted 16% of total assets while shares and other type of equity
holdings had only a 3% share. Investment in debt securities grew faster than loans in 1998 but
equity holdings were the fastest growing asset item. Two features of the composition of assets
appear to be significant. First, Interbank loans represent more them 20% total assets, which
marked the m the second largest asset component after loans to the non-bank private sector.”
Secondly, lending to general government is relatively important for Euro area bank (around
15% of total assets) when other loans and purchases of the securities issued by general
government are taken into account.

In general the assets of Euro area MFIs are still domestic. Loans and securities holding s
related to the residents in Euro area countries rather than the country of residence of the MFL.It
had a 9% share in total assets at end 1998.

In the Euro area deposits are the main source of funding. It constituted 69% of the total
liabilities of the MFIs at end 1998 which Interbank deposits have sizeable share.”” The largest
proportion of total deposits 74% is collected from the domestic market. Deposits received
from Euro area residents from countries other than the country of residence of the MFI
increased more rapidly than domestic deposits in 1998. Debt securities issued MFIs accounted
for 150f total liabilities at end 1998 and capital and other reserves for 5%.

Th Euro area banking sector is still very fragmented in terms of national and sometimes even

local characteristics.”' In some countries a large part of the banking activity is in the hands of
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" European Commission, Key Figures, op.cit
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a few nationwide banks. In some other countries the market share of banks that operate on

nationwide basis is rather small.

TABLE 7.

SOURCE: ECB, 1998

The total number of credit institutions in the Euro area was 8249 at the beginning of April
1999. This reflects the large number of savings and Co-operative banks and specialized credit
institutions in a number of countries. On the other hand number of institutions that operate on
a nationwide basis is rather small in proportion to the total number of institutions. In the U.S.
‘The number credit institutions is even higher as there were more than 10,400 insured
commercial banks and saving institutions at end 1998 according to statistics published by the
Federal Deposit Insurance Corporation. '

In the light of above numbers, particularly since the 1990s there’s a declining trend in the
number of credit institutions. This reflects the consolidation process within national banking
industries. In 1985 there were more than 11,200 credit institutions in the current Euro area
countries. This decline reflects mergers rather than closure of existing institutions. Two kind

of mergers exist: First one is a offensive merger which aimed at repositioning the bank in the

financial markets or enlarging to a size better enabling it. For example investing in modern

2 Tbid.
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technologies or entering in to a new banking activity. Second one is a defensive merger, which
have been conducted among smaller credit institutions to reduce excess capacity, meet capital
adequacy. It should be noted that consolidation has not only the result of EMU but rather to a

more intense global competition and d the need to increase efficiency and reduce costs.”

For the upper table to be understood a relevant market definition should be done. For some
retail banking services the relevant market can still be the local community, while for some
wholesale banking services the relevant market is the single currency area? Therefore
concentration tends to below in large countries at the national level. [

While the number of credit institutions has fallen, the measures of bank capacity for example
branches, employees per number of inhabitants present a far more mixed picture. In general
decline in number of banks has not so far generated reductions in the numbers of bank
branches and employees. Overall by 1997 the total number of branches seem to be at around
160,000 in the Euro area. Since the early 1990s the number of bank employees has been

declining in the Euro area amounted 2,139,000 at end 1997. Given the development of direct

banking and ATM (automated teller machines) the banking industry seems to be becoming a

7 European Monetary Institute, op.cit.

™ Oliver Bandt and E. Philip Davis. A Cross Country Comparison of Market Structures in European
Banking.European Central Bank Working Series Vol.8,1998, pp17-25
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less labor-intensive industry. This causes an increase the pressure of reducing number of

branches and employees.

TABLE 9

Source: Eurostat, National Data, 1998

The diversification of saving and investment refers to the development increased investment
in higher yielding and possibly more complex products for example mutual funds, securities,
pension funds reduce the overall share of retail bank deposits in household and company
savings and investment portfolios. The absolute amount of financial wealth has risen. These
facilities the increasing in the size of the market for asset management services.”

This global diversification of savings and investments are also found in the Euro area

countries. Ordinary bank deposits have continued to grow as percentage of GDP over the past

" Tiirkkan Gedikkaya,op.cit.
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10 years.76 But on the other hand investment funds has been much faster (20% more fast). As
a result of this traditional banking has lost ground. Within an individual banking group this
has meant that a larger share of the activity conducted outside the deposit bank. Also the

profits of the non-bank subsidiaries have became more outstanding.

SOURCE: ECB, 1998

Disintermediation refers to decreasing share of banks in the allocations of funds from savers

and investors to borrowers. In practice it means that instead of borrowing funds from a bank,

firm raise funds directly from the capital market

3.2 EFFECTS OF EMU ON THE EUROPEAN UNION BANKING
SYSTEM
The participation of eleven countries in EMU reinforces the significance of the Euro for the

whole European Banking Sector. Inside the European Monetary system e)ichange rate

fluctuations were very limited. No national central bank had to effect a increase in short-term

76 1 andau Folkerts, The EMS in the Context of the Integration of European Financial Markets, IMF
Occasional Paper no:66
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interest rates to defend the parity of its national currency. Another important development is
the shift on the assets side from the public to the more risky private debtors, which resulted
from decrease in public debt due to the Stability and Growth Pact. The majority of EU
government reduced direct borrowing from banks. The exchange in relative importance of
banks’ direct lending to the government sector from 1995 to 1997 decreased in most EU
countries. (See next page table)

Banks’ domestic claims on different sectors in term of total domestic assets lead to similar
conclusions. ® During 1997 governments’ retreat from borrowing from banks became more
outstanding. In 1997 an increase in lending to other categories was also noted. Interbank
claims, claims to non-financial companies (BE, IE, ES) in household claims (BE, ES, IT, NL,
SF).

TABLE 11.

SOURCE:ECB, 1998

Banks' domestic interbank claims and claims on non
financial corporations(as apercentage of banks' total domestic asets




TABLE 12.

elative importance ¢
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Source: Eurostat, National Data,1998

Another recent development is the wave of mergers and acquisitions in the EU banking
system. This is of course affecting other parts of the world and other industries. 7

Mergers and acquisitions outside the EU may have various effects on the EU banking system.
Firstly, U.S. banks are already starting to set up separate banks in Europe. This can increase
competitive pressure in the EU. Morely mergers between U.S. investment banks might
increase competitive pressures in EU. Secondly the Euro area might be seen as a major area of
business growth for non-EU banks and companies. In this respect worldwide companies that
doing job with European companies might tend to rely on one correspondent bank in the Euro

area. This may cause increasing price competition and decreasing rate of profitability.

76 World Economic And Financial Surveys, op.cit.,pp128-130
77 11
Tbid.
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Shortly after examining the mergers and acquisition it would be useful to analyze effect of
EMU on the profitability, structure, activities, banking risks, strategies of the European
Banking system respectively.

3.2.1 BANKING PROFITABILITY

According to the study of the OECD Bank Profitability Statistics from 1979 to 1994 can be
summarized as follows:

e A decline in profitability

e A reduction in operating expenses and staff costs

e A decreasing of net interest margins and a rise in non interest income

According to the below table it would be correct to say that a reversal in the downward trend
in profitability has taken place in the EU since 1994. Average return of equity has increased
from an 8,1% to 11,1% in 1996, also average return on assets rose during the same period
(from 0,42% to 0,54%). '® These good performance figures are due to favorable economic
conditions such as increase in non-interest income and relative reduction in net provisions.
Cost income ratio is increasing at a slow pace on aggregate but in different member states
there are different speeds.” Additional costs have been changed due to the year 2000 problem.
Strategies too much changed. Meaning moving from staff quantity to staff quality.

78

The Economists, op.cit.,pp11
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TABLE 13.
Selected bank profitability ratios

Return on eqmty(Net income as a percentage of equ:ty)

| %125 %
%136 %’
%30 ¢

SOURCE:OECD, 1998

” European Commission Economic Policy in EMU Part A Rules and Adjustments, Economic Papers
no:124
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TABLE 14.

%723 %701
%68,6  %62,6

579,2
%65,9
%66,0

SOURCE.OECD 98

3.2.2 BANKING STRUCTURE

3.2.2.1 BANKING CAPACITY

It is directly linked to competitive structure of the sector. Indicators of capacity are as follows.
Branches or staff per head of population. The effects of regulation and the traditional
structures of national banking systems makes complicate the measurement of capacity overall.
Because between country banks’ functions and size distribution differs. Below some capacity
figures are summarized.

TABLE 15.




A reduction in the number of credit institution between 1985-1997 exists.” With regard to o
the number of branches per 1000 capita, a reduction can also be observed. It can be said that
further development in technology might be the part of the reducing the number of branches.
The number of ATM increased. As of end 1997 ES, AT, PT have the highest number of ATM
per capita. Number of employees per 1000 capita has also declined with only one exception
being the U.K. The decline has been particularly strong in Finland Ten employees per r1000
inhabitant in1990 and 5,2 in 1997.

In conclusion there’s overall capacity reduction because there’s increase of competition

between institutions.

3.2.2.2 DISINTERMEDIATION

Disintermediation means movement of services (borrowing and savings) away from the
banking sector towards other financial or non-financial institutions. There are two perspective:
Institutional and instrument perspective. The former deals with different financial
intermediaries, the other one deals with different financial instruments. 3

From an institutional perspective banking intermediation in the EU has been growing.

{gaee

368,07 360935
24 206,86

Source: Eurostat, National Data, 1999

" QOliver Bandt, op.cit.,pp11

8 AB Danismanlik ve Yatirim A.S., Economic and Monetary Union,Expectations andPossible Effects,
1998, pp3-19
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GRAPH 1.

Assets of credit institutions as a percentage of GDP
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In some countries (FI, PT and SE) Interbank landing has increased its share in the total assets.

TABLE 17.

1503 32

Source: ECB, 1998

TABLE 18.

relative importance of financial intermediaries: Assets of credit institu tions,investment funds’
lrance compames and penslon funds assets under management(as a percentage of GDP)

Absolute val

Source: ECB, 1998
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GRAPH 2.

Assets of credit institutions net of interbank lendi
percentage of GDP
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Between period 1995/1997indicates that the relative importance of credit institutions

decreased in all member states.

GRAPH 3.
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/estment funds' assets under management as a percentage of GDP
i B st S s : i

Among the institutional investors, investment funds recorded the highest rate of growth.
Investment funds’ assets under management as a percentage of GDP show differences within
member states. The highest in LU and the lowest in FI in 1997.

The annual growth rate of pension funds’ assets was lower than that of investment funds. The
highest rate of growth observed in AT, PT, ES and PE. This improvement may lead to a more

rise in life insurance and pension funds’ assets in the coming years. &'

TABLEI19.(ECB,1998)

207

81 Key Indicators,op.cit.
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GRAPH 4.

Investment funds' assets under the management as a
percentage of GDP
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GRAPH 5.

nsion funds' assets under management as a percentage
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By the establishment of EMU, the process of Disintermediation from an institutional
perspective will probably speed up. In addition to that the Euro area will attract non-EU
financial institutions so increasing competitive pressures from outside the EU.

From the instrument perspective, bank deposits and loans to non-bank grew at a lower rate
than many of the other financial instrument. Commercial paper seems to have future potential.
IE has the highest share of commercial paper in terms of GDP (5,7%) followed by BE and PT.
82

In general terms EMU is expected to have widening, deepening and liquidity increasing
effects on financial markets. This probably will encourage the growth of stock exchanges and
the insurance of commercial paper.®® Government or financial institutions’ paper has tended to
dominate the bond markets in Europe. The development of credit derivatives is expected to
reduce the entrance barriers for new comers due to the higher tradability and transparency of

credit risks.

TABLE 20.
Commercial paper outstanding as a percentage of GDP

1980

Source: ECB ,1998

%2 Buropean Banking Federation .op.cit
% Marcel Cassard, ERM Money Supplies and the Transition to EMU, IMF WP/94/1
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GRAPH 6.

Commercial paper outstanding as a percentage of GDP
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3.2.3 BANKING ACTIVITIES ’

A number of EU banks of different sizes were interviewed in mid 1997 in order to investigate
the effects of the EMU on various banking activities. Majority of banks was of the opinion
that their overall profitability would be negatively affected after the introduction of the Euro
but the size of the loss was relatively small. There’s a reduction in foreign exchange activities.
This is considered as a negative effect of the introduction of the Euro. Another factor, which
reduced the foreign exchange activities, is Asian financial crisis and Russian crisis. Foreign
currency markets have already anticipated possible effects of EMU. 32Competition in the
foreign currency market is likely to increase. May be banks will try to increase their money
and securities market activities to lower revenues from foreign exchange trading activities. *>
In money market activities the competition tends to be increase. **The Euro will bring to an
end the arbitrage between the different national money markets. The clearance of advantage

in domestic interest rate is likely to have a negative effect on the profitability of banks. The

concentration of market values on a few markets and within them on a few large banks is

assumed. This tendency could also increase the trend towards concentration and the pressure
for banks.
The composition in credit institutions’ no-bank deposits in not uniform across member states.

TABLE 21.

%2 I uca Antonia Ricci, Adjustment and Exchange Rate Variability IMF WP/98/50
% Buropean Commission , Key Figures,op.cit.
% Project Finance Jan 99, pp25-27
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GRAPH 7.

redit institutions' non-bank deposits as a percentage of
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The reduction in government debt securities owing to fiscal consolidation under EMU is
expected to faster markets for securities issued by private entities. 85This is also supported by
the liquidity of the private equity and bond markets resulting from the increase in the number
of investors. It is also likely that a larger currency area will attract new investors and issuers to
the European securities markets. In this context, the efforts undertaken to set up alliances
between the stock exchanges should be mentioned. These will allow the participants to share
the costs in the developments of a pan European trading system and enable them to introduce
the latest technological innovations. In principle it is expected that trading will be localized
on those markets in which the organization of trading is more efficient, the cost of
transactions are lower and the security and reliability of trading and settlement are higher.

In this regard EMU is not regarded as a negative player.Instead remote banking and electric
monet that cause the changing forms of saving away from ordinary bank deposits can be seen
as the most important driving force.

The trend in credit institutions’ loans to non bank varies across countries. It shows a decline
from 1995 to 1997 in most of the EU countries.

At this point the possible impact the possible impact of EMU differs for whosale and retail
lending.The positive macroeconomic figures show that wholesale lending will improve. As to
retail lending EMU could effect this by reduction in interest rates on interest margins.Banks’
profit from money transmission and banking services are seemed to be affected negatively.
Large firms are expected to concentrate their treasury operations with the euro area and
decrese their banking relations. Multinational corporations might also tend to minimise the
number of their accounts within the euro area.

3.2.4 BANKING RISKS

By risks it’s meant that credit,market liquidity, settlement, operational and legal risk.When
investigating the effects of EMU on banking risks, distinction betwwen activiites that are
occured within th euro area, non- EU countries or between euro should be well defined In
addition to that risks may also differ regionally. In the overall credit risks, market risk are
expected to decrease on the other hand legal and operational risks are likely to increse in the
short term. By the help of the positive macroeconomic effects of EMU, credit risk is expected
to decrease the within the euro area. On the other side some points contribute to negative

affects. EMU losers among individual banks’ debtors could increse credit risks.Credit

8 p. Masson EMU and International Monetary System IMF Working papers 1997
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derivatives are likely to have apositive influence on the management of the credit risks. On the
other hand a number of factors are identified which could operate in the reverse direction.
Firstly, the concentration of likley EMU losers among individual banks’ debtors could
possibly increse the credit risks.Secondly small and medium sized enterprises face th erisk of
year 2000. Third banks can shift their business to area which seem to be more profitable but
more higher risks. Lastly like Asian and Russian crisis credit risk can be affected by a variety
of unexpected events. Market risks within EMU is expected to be decrease. It seem that banks
will refresh their non Euro area market to replace their lost foreign exchange market by new or
increased involvement in non Euro area markets’, where interest rate, foreign exchange and
price risks are significantly higher and where increased country risks might occur.

The liquidity risk of market is expected to decrease due to deeper and more liquid markets.
The establishment of TARGET system is expected to reduce settlement risks and risk
associated with payments in the Euro area. Probably market liquidity may focus on certain
market places, which will give rise to emergence of deep market products. This will may

crowd out some regional products.

3.2.5 BANKING STRATEGIES

As noted earlier EMU will bring more intense competition and pressure on banks’
profitability. In this context new financial products will be crested by banks. With regard to
this situation two or three banking system might develop in EU: National, EU regional and
large EU-wide. One major advantage of the EMU for the banking system is that it enables
banks to unbundled and rebundles risks easily with compared to the domestic banking system.
Strategic responses by the EU banking system cover three main areas: improvements in
services and procedures, changes in product ranges, mergers and cooperation agreements.

The first one may take various forms. Following better quality of services, staff. On the other
hand well-trained staff of course will be costly. Banks aim to improve risk management and
internal control systems. Another one is attempting to cut costs and improve efficiency.

The second one is broadening the range of products and services that are given to customers.
For example shift from operating services to consulting reconsideration of product ranges,

looking for alternative sources of income®*

8 Bikker, op.cit
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In his respect the banks operating in universal banking system have not with drawn from any
field of activity in view of EMU. %Universal banking facilities the possibility of cross
subsidization, which due to increased competition, specialization, will also come under the
pressure.. In short there’s a increasing need for strategic partnership.

The third one consists of mergers, strategic alliances and Co-operation agreements. The
reasons vary from cost and efficiency improvements, alternative distribution channels (ATM)
and geographical expansion in particular the application of new technologies brings heavy
investment expenditures. This can be made profitable only by a sufficient number of
transactions. A larger size permits a more efficient organization of resources on the other side
small firms less able to achieve a high degree of division of labor. Strategic responses of
banks are more active in large size institutions than the medium sized to smaller institution.
This may be explained by uncertainties basing from the level of customers® demand for Euro.
In this respect the additional risk for banks which the transition to the Euro will be a slow
during which they will be forced to offer services both in Euro and in national currencies. This
point should be well examined in order to prevent from competitive disadvantages.

Coming to the internationalization there are two types: Inward and outward.

Inward internationalization in EU is relatively low. This is due to the still existing legal,
institutional obstacles. The function of LU, IE, UK as international banking centers is
confirmed by overall market shares of foreign branches more than 50% of total domestic
assets. Foreign market shares grew in 1997 at a rate higher than 25% in BE, PT and SE and
10%, 20% in IE and FI. Overall the number as well as the market share of foreign branches
vary within the EU. *°

With respect to possible impact of EMU those countries that are already under a high degree
of competition by non domestic financial institutions can be better prepared for competitive
pressures which have not been under a large degree of international competition in their home
market.

As to outward internationalization the total number of branches and subsidiaries has increased
or remained stable in all countries. BE, DE, IE banks have a higher number of subsidiaries in

other EEA countries Where as the opposite is true for AT, ES and PT. It is the result of

% Francesco Mongelli, The Effects of EMU on national Fiscal Sustainability Working Paper
WP/96/72
8 Key Indicators, op.cit.
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diversification efforts in Eastern Europe and Latin American countries. Overall a noticeable
increase in internationalization noted both in EEA and in third countries.

There’s a point in Nordic countries’internationalisations where domestic banks enter each
others’ market. However the Nordic area is perceived as homogenous market with high

cultural connections. So this might be a gaining strength for the international competition.

TABLE 22.

Outward internationalisation
Number of branches and subsidiaries of domestic institutions in foreign countries

Number of branches of domestic institutions in EEA and third countries

Souvrcé: ECB, ;‘1“‘997

Number of sub5|d|arles of domestlc institutions in EEA and thlrd countrles

Sourcé: ECB, 1‘9'97
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TABLE 23.

Total number of branches and subsidiaries of domestic institutions in EEA and third countries.
T totaiB
1996

1995,

Source: ECB,1997
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Coming to the geographical diversification in lending activities, total lending by EU banks to
emerging, transitional or developing countries amounted to 57% of all international banks’
lending compared with 14% for Japan and 12% for U.S. This can be explained by increased
diversification efforts due to EMU but can also be seen as excess capacity and liquidity
market saturation within the EU.

EU banks hold the majority of claims to emerging Asian countries. The EU countries have
shown a higher share in lending to Eastern Europe. As of mid 98 the EU lending to this area
amounted 79% of all international banks’ lending compared with 3% for Japan and 9% for
U.S. With regard to Latin America the market share is56% for EU, Japan 5%. EU banks have
replaced Japanese banks as the most important lenders to the emerging Asian economies and
Latin America, Eastern Europe. *°A noticeable wave of mergers and acquisitions is occurring
within the EU banking system. The mergers and acquisitions activity affects the degree of
concentration of the banking system. As can be seen in the table the degree of concentration
varies across the EU countries. Larger economies tend to have less concentrated banking
system than the smaller ones. First countries with a high concentration above 70% (SE. NL,
FI, PT, DK, GR). Secondly, countries with a medium concentration between 40 and 60% (AT,
BE, ES, IE, FR) and with a low concentration below 30% (DE, LU, UK, IT). Over the years
with regard to concentration three patterns can be observed. The tendency of polarization at
the upper end for example an increase in concentration where the highest concentration for the
medium group. We can say that the concentration in banking is lower than in other industries.
So concentration level may further increase under EMU. Following some empirical data EMU
will facilitate the concentration process on the other hand overall environment might become
less competitive. Also in the study it’s claimed that there’s negative correlation between
degree of competition and concentration. The concept of local, national, regional markets are
expected to change over the time under EMU communication technologies will link banking
markets. At the EU level two main types of mergers are to be seen. First strategic, second one
is a defensive merger.

In strategic mergers at least one large player is involved and aiming repositioning in the EMU
market. *"Defensive mergers are aiming efficiency gains. In basic following motivations can

be summarized for the merger activities: extension of product range, increase in market share,

3 Oliver Bandt, op.cit
87 European Commission The Implications of the Introduction of the Euro for non-EU countries, Euro

Papers no:26, 1998
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realization of economies of scale and scope, privatization, international expansion transfer of
resources and capabilities, risk diversification.

In some member states both type of mergers are observed. Meaning the involvement of the
largest player in the domestic market, consolidation among the smaller. In AT, BE, FI, SE the
larger market players are also involving in merger and acquisition activities. In some mergers
are affecting the larger domestic banks. Meanwhile there is breaking of traditional sector
barriers between cooperative and saving banks, commercial and mortgage banks. In AT, BE,
GR, IT and PT the motive is privatization.

Most of the activities take place in the domestic side. **This can be seen as to increase market
power at the domestic level so increasing their size and creating the necessary preconditions
for future cross borer expansion. There are two basic ways in cross border mergers. First one
is the expanding in to market and entering in to foreign retail market. Second one is accessing
to an adequate distribution network. For example recent developments in the area of remote
baking make the cross border activities easier. On the other hand of course there are some
obstacles in this respect. For example cultural differences with regard to management style,
customers’ preferences, management philosophy.

The other one or not the quality of management is the decisive factor with regard to mergers.
On the other side there are operational risks that to be keep in mind such as cultural barriers,
information technology system competitive disadvantages. The winners will be who
individualize strategic choice according to their own situation and aim.

3.2.6 TARGET SYSTEM

A single monetary policy for the Euro area requires that uniform interest rates are needed in
the market. In order to achieve this issue credit institutions need to have capability to manage
their liquidity effectively,An existence of an integrated area wide payment system to ensure
that liquidity can be transferred from one participant to other in a safe way.

In other way one of the main objectives of the TARGET payment system is to help safeguard
the prospective pan European financial markets and institutions from systemic events. The
system is composed of as many real- time gross settlement(RTGS) national payments systems
as there are EMU members linked to each other through a communications network. In non-
RTGS systems, financial institutions accumulate very large open positions against

counterparties and the run the risk of losses due to the settlement failures. The advantage of

%8 Paul R. Masson Characteristics of the Euro, the Demand for Reserves and Policy Coordination
Under EMU IMF Working Paper WP/97/58

79



RTGS system is that each payment is made final as it occurs so that large outstanding
positions are not accumulated. This was a key reason why the EU made the decision too have
national authorities incur the considerable costs to establish TARGET as a network of RTGS
system.

The 1997 Capital Markets report noted that TARGET might face competition for providing
payments settlement services from other RTGS systems in Europe. There is the impression
that a significant share of high value payments would be sent through TARGET might turn
out to be incorrect. Large value transactions used intraday credit and the requirement of
collateral for obtaining intraday credit within the TARGET means that institutions will have
to acquire and maintain. Because maintaining collateral is costly institutions might choose to
use alternative netting systems such ad Euro Clearing System(ECS) and Euro Access
Frankfurt 2 (EAF2). ECS is the privately owned net clearing system of the European Bankers’
Association(EBA). EAF2 is a net clearing system based in Germany but allowing remote
membership. For the sake of their high value transactions and might use TARGET only for
time critical payments that need intraday credit.

Cost per transaction will be another determinant of the volume of transactions sent through
TARGET. The TARGET price structure is the following: 1,75 Euro for each of the first 100
transactions a month, 0,80 Euro for each subsequent transaction in excess of 1000 a month.
ECS and EAF2 have announced they will charge a price close to 0,25 Euro for each payment
Trans European Automated Real-time Gross settlement Express Transfer has been developed
for this purpose. This system consists of 15 national real time gross settlement systems an
ECB payment mechanism. It is intended mainly for the settlement of monetary policy
operations and large value Interbank payments but can also used for cross border retail
transactions.

The aim is to allow payments to be made through the Euro area at low cost with high security
and very short processing times. In addition to that the System also contributes to the
development of sound and efficient payment mechanisms in the single market area. This is
achieved by the use of real time gross settlement procedures within the Target, which are the
safest payment mechanism for processing large value payments.(RTGS system).

TARGET will interlink the domestic RTGS systems, which NCBs have agreed to implement
in their respective countries. It provides the banking sector with a payment mechanism, which
will enable it to process cross-border RTGS payment in Euro, so that adaptation costs will be

minimized.
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The above cost and logistical considerations suggest that the TARGET payments system may
not realize all of the systemic risk reductions exhibited when the system was designed because
the overwhelming majority of high value transactions might be channeled through private
netting systems. One thing that can be done is to encourage the use of TARGET by
abandoning the policy of full cost recovery and by reducing the need for using collateral for
obtaining intraday credit.

The creation of a new integrated market requires a certain degree of standardization such as
denomination of operations in Euro ,calculation of interest rates,maturities. In short market
agreement will be needed for the single currency area. The role of the market operators will be
able to prepare and develop this agreement.

Coming to the effects of Euro, there is a impact of the Euro on international trade. In order to
prepare for the Euro member states need to follow economic policies based on low inflation,
strong public finances and stable monetary conditions. These improved growth prospects will
be benefited by the firms across all round the world. The strength of Europe as a trade partner
will open new prospects for exporters in the rest of the world. The share of EU in world GDP
is bigger than that of the U.S. or Japan.The EU is still the most important commercial power
in the world with a share 20,9% of world trade against 19,6% for the U.S. and 10,5% for
Japan.lt is also evident that this influence will also correct for countries which have close
economic and trade tie with The European Union.A gradual shift has already taken place out
of dollars into DM and it can be expected that this issue will be reinforced by the introduction
of the Euro.The use of Euro will probably increase in the rest of the world although there are
strong factors such as where the dollar will continue to play a very important role given the
limited internationalization of the yen.*® In any case the commercial weight of the Euro zone
will increase the use of the Euro for international payments.

Coming to the capital markets, by the end of the 1995 , 48% of capital exports were expressed
in dollars, 39,8% of portfolio holdings were in dollars and 83% of all transactions on
exchange markets had the dollar as a counterpart. From these figures it can be said that in this
respect the use of the Euro will gradually increase.

The growth of financial market in Europe and the stability of the Euro that will gain shoud
contribute to an increase of its use as a reserve currency. Central Banks of non EU countries

are expected to continue diversification of their reserve holdings which has been underway

8 N. Funke, International Implications of European Economic and Monetary Union, OECD Working
Paper no 174 Paris, 1997
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for some decades.*Between 1973 and 1994 the share of the dollar in offcial reserves has
declined from 76% to 63%. This issue will be accelarated by the close strong trade ties with
the Euro zone.Another isue concerns the reserve holdings of the ECB itself.Currently the
centra banks of the European Union hold six times more reserve than the U.S and twice more
than Japan.In addition more than 60% of current external transactions of the EU member
states will become domestic transactions in the monetray union. This is another reason why
the need for international reserves in the euro area will be smaller than the total of reserves of
its members.In any case the ECB will only gradualy reduce its excess dollar reserves in order
to limit the impact on the exchange market.

It is to be expected that the introduction of the euro will induce portfolio shifts in favour of
euro denominated assets.The policy mix in the euro area will be stability oriented. Monetray
policy will be stable with an independent ECB committed to price stability and fiscal policy
will be stable based on the Union’s strong commitment to budgetary discipline as confirmed
in the Stability and Growth Pact.Also the size of the euroa rea will give rise to the
development of deep and liquid markets in euro denominated instruments.

These factors are likely to produce a strong demand for euro assets over time.A factor
operating in the opposite direction will be the tendency for EU domestic investors to diversify
somewhat away from euro assets in order to achieve an optimal risk- return balance.

Also the introduction of the Euro implies a further increse in cross border operations caused
by disapperance of national currencies reduces the risk and costs for both suppliers and users
of financial services.

After the introduction of the Euro there can be concentration in wholesale banking
activities.The whole sale banking markets linked to interest rates and currencies are likely to
become very colsely integrated and highky competitive, cause in these markets the traded
instruments are relatively homogeneous in terms of credit risk and yield and there is efficient
arbitrage across national ,markets and financila centers.Therefore when national instruments
and markets are replaced by euro area wide instruments and markets the largest banks at the
euro area level could capture a larger share of the activity than they had before. For some
banks this tendency could be a motive for mergers or acquisitions. For others it could mean a
greater focus on retail banking activities in the home marketand revenue losses.The end result

could be a further polarisation of the euro area banking industry with a limited number of a

% European Monetary Institute, The Single Monetary Policy in StageThree, September 1997,Frankfurt
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large banks active in the wholesale markets related to homogenous fdfeign exchange and
interest rate products and a large number of credit institutions concentrating at the national or
local level .

Cross border operations are also likley to increase in retail banking. A general view that the
euro assuch is not the most significant force for the change at the moment in this area.The
spread of direct banking and the shift in consumers’ preference for other forms of saving and
away from bank deposits are generally regarded as more important factors.Both will increae
competition for established banks. The need to establish a branch network which is always
been considered a major barrier to entry into retail banking markets will lose its importance
with the spread of new distribution technologies. The Euro may have indirect impact on both
forces. It may speed up the adoption of new delivery technologies as there is a larger market in
a single currency and the disappearance of foreign exchange risk may increse the tendency of
banks’ retail customers to seek higher returns through alternative forms of financial
instrumentsBy lowering thr barriers to entry for banks’ cross border operations the euro might
also encourage the development of regional retail banking strategies. The most important
aspect is the fact that banks are able to fund their lending in another euro area country from
their domestic retail deposit base or eurodenominated money and capital markets.

The expected increse in competiton as a result of the introduction of the euro may force
institutions to broaden their customer base across national borders in order to spred their fixed
bankinf costs.Cross border mergers or acquisitions represent the fastest way to acquire local
expertise and customers in the retail sector.Strategic alliances giving individual banks access
to each other’s distribution networks could provide an alternative way of expanding cross-
border retail banking. A single branch or a small number of branches could be sufficient to
attract retail customers in many cases

In conclusion, European Monetary Union includes the irrevocable fixing of exchange rates
leading to the progressive introduction of a single currency, the Euro. The Euro would have to
stand the burden of a permanent risk, which would result either in higher interest rates with
negative consequences on growth or in a depreciation of its value.

EMU will result in price stability for the whole Euro zone. This is guaranteed by the mandate
of the ECB according to the Maastricht Treaty. Respect of the convergence criteria will ensure
that only stability-oriented countries may become EMU members. Individual savings and
retirement plans will therefore keep their purchasing power. Moreover, there seems to be a

positive link between low inflation and higher real growth.
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EMU’s economic features are likely contribute to growth within the Single Market. At a time
when competition in the world market is increasing Europe has to turn its own market in order
to find growth and prosperity. But the European Single market is currently split by the
existence of 14 currencies. This must be changed as it is only with a common currency that
companies can fully benefit from the advantages of Single market offers. Due to the rate
unpredictability and the resulting disadvantages, which exists in the Single Market, companies
are reluctant to invest and to expand production. This has probably led to a slowdown of
economic growth of about 0,25% to 0,5%. Unemployment results from the lack of
competitiveness, from industrial choices and from general economic developments.
International competitiveness is partly a question of exchange rates. In the past, countries lost
competitiveness because o high inflation. With EMU this becomes an unlikely development.
The ECB will have the obligation to ensure below inflation, which will create incentives for
investment by lower interest rates, and better planning predictability.

One of the most important effects of the EMU will be the elimination of exchange rate
fluctuations among EMU members. In the present world of low inflation every change in
nominal exchange rate is immediately felt as a change in competitiveness. For example, an
appreciation of major European economies such as France, Benelux or Austria results in rise
of unit labor cost compared-with-other countries. But these nominal exchange rate fluctuations
are the consequence of opinions, moods and shifts in financial markets and do not necessarily
reflect the economic fundamentals in each country.

EMU will improve the competitiveness of European business against American and Japanese
companies for example which already benefit from integrated markets with strong cutrencies.
The elimination of exchange rate movements will reduce the risk of cross border investments.
A t the Euro will probably gain importance to the disadvantage of the dollar, With a single and
widely used currency European companies will have more facilities to invoice or be invoiced
in euro. This will contribute to stabilizing their foreign trade relationships and therefore
increase the return on commercial investments. Transaction costs will be suppressed for
companies operating across borders of EMU countries. Although thee costs may be marginal
in relation to the Gross Domestic Product, their suppression will have an multiplier effect.
Particularly, small and medium sized companies in border regions will have substantial
advantages.

Apart from EMU’s positive impact on employment and growth consumers will benefit

directly from monetary union. Most goods purchased today include a proportion of foreign
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components and therefor eof costs linked to the multiplicity of currencies. The elimination of
these cots will help reduce prices and raise the purchasing power of the consumer.

Although the national currencies will continue to exist for around three years after the start of
EMU the cost of changing money when travelling room one EMU country to another will
drop in 1999, because banks will no longer have to include a margin for foreign exchange
risks. As soon as the Euro bank notes are introduced in 2002 these costs will disappear
completely. In addition to that, charges for international payments are likely to be reduced.
Due to increased capital mobility and globalization of the markets, European economic and
financial developments can not be isolated from international economic trends. Not only has
increased mobility reduced the possible impact of national economic policy measures but it
has also amplified internal and external instability. In recent years volatility between the major
anchor currencies (Dollar-DM-Yen) has escalated, causing problems not only for the
European market. On of the reasons for this instability is the fact that D-mark has gained
importance as an international anchor currency. Yet the economic weight of the DM is
insufficient to support currency shifts on the financial markets. The Euro currency area with
an economic weight, which equals that of dollar area would correspond to the importance of
the Euro in world trade. %The Euro, could gain importance in world trade. A single European
currency will reflect more accurately Europe’s importance in output and export shares and the
realities in the global economy.

As regards monetary, exchange rate and fiscal policies, Monetary Union raises fears of further
surrender of national authority in addition to that in other policy area such as agricultural
policy the member states have to accept limitations on public borrowing and public debt. They
will be no longer be able to create inflation or control independent exchange rate and
independent interest rates. For the sake of macroeconomic stability many EU countries have
already given up voluntarily a great deal of policy freedom when trying to stabilize their
currency versus the DM.

Regional macroeconomic imbalances could increase within the EMU. These imbalances need
not necessarily involve increased income transfers to weaker countries. Greater wage
flexibility and labor mobility combined with the already existing regional and structural funds

of the European Union can limit these effects. In any case if new transfer payments were

% European Central Bank, A Stability Oriented Monetary Policy Strategy for the ESCB,October
1998’ Frankfurt
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created they would result from a political decision and not from an economic necessity created
by EMU.

The costs at the beginning of EMU, e.g. For the production of billions of Euro notes and coins
will probably amount over 0,25% of gross domestic product and correspond to the annual
savings on transaction costs. ®'In addition national governments will have to pay for
information campaigns and changes in their accounting system.

The adjustment costs for companies involve a changing of the accounting system, stock
control and price labeling. Banks have to calculate the costs of software changes, changes of
currency distribution system and reconversions or even reduction of certain posts. It can be
said that although there are various negative consequences besides the advantages, Europe
should catch up the unique opportunity to improve its economy and competitiveness in

comparison to Japan or U.S. Europe has no time wait for EMU for another 50 years.

¥"Hogeweg , op.cit
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4. FEATURES OF TURKISH BANKING SECTOR & EFFECTS
OF EMU AND EURO ON TURKISH BANKING SECTOR
4.1 TURKISH ECONOMY

The general equilibrium of the economy consists of the total resources in the economy,
economic growth and the sources of this growth, the distribution between the public and
private sectors of these resources, consumer trends including patterns of deposits and
investments of the private and public sectors.

The rapid growth of the Turkish economy, which started in the second quarter of 1995,
continued through al the quarters of 1997 and was maintained through out the year as a whole.
%8National income increased from USD 165.7 in 1995 to USD 183.5 in 1996 total national
income rose by 8% in 1997 to USD 193.1. There was a radical change in the pattern of the
public and private sector’s relative shares in the Gross National Product as compared to 1996
with the private sector’s share declining. The share of the private sector in the total disposable
income, which had been 93,2% for 1996, went down to 90,5% for 1997. The share of the

public sector in the economy in the economy in general, rose from 6,8% to 9,5%.

TABLE 24.

General Equmbrlum of the economy

1993 1994 1996 1997

NetForeign Resources flow v ]2
[Total savings/GNP ‘
Domestic savmgslGNP
Private savings =~
Private investment [
Private sector saving surplus e
Public savings «

Publlc mvestm nt

214

22,9 -
282

- 2, 7

Source State planmng orgamzatlon, 97

The increase in public spending in 1997 played a part in the rise of the public sector’s share in
total disposable income. The public investment/GNP ratio, which had fallen to 37,1% with the

1994 crisis, rose to 6%for 1997. The savings deficit of the public sector was also reduced in

% Tbid.
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1997: it feels from 3,61% in 1996 to 1,67% in 1997. As for the public sector’s investment
saving deficit it had been 8,19 in 1996 and improved in 1997 by falling to 7,65%. ¥

In spite of the decline of the private sector share in total disposable income resources in1997,
the trend towards increased consumption was accelerated. This upward trend in private sector
consumption encouraged domestic demand and played an important role in the rapid
economic growth. *® The savings and investment levels of the private sector declined. In
particular there was a rapid decline in savings. The private sector saving ratio fell from24,
82% in 1996 to 21,81%, while investment rates fell from 21,66 to 19,38.91 On the other side,
the rapid decline of the savings graph caused the private sector investment savings surplus to
fall below 3% for the first time to 2,45%. This is compared to 9% for 1995 and 3,74% for
1996.

After the recession caused by the economic and financial crisis of 1994, from the second
quarter of 1995, the economy entered a phase of accelerated growth. Following growth rates
of 8,1 in 1995 and 7,9 in 1996 the GNP increased by 8% in 1997.°*This was a phase stable
and rapid expansion linked to the lively domestic demand levels. Economic growth is
dependent on domestic demand levels. There was a major rise in consumer and investment
spending over the year as a whole Th source of the vitality of the domestic demand over the

years as a whole was the effect on incomes of the highlevels of public borrowing and

attendant high real interest rates and increased financial savings.

TABLE 25.

Source: State Planning Organisation(SP0O),97

8 European Central Bank,op.cit

% Ibid.

°! The Economist, op.cit.pp 9

?2 European Central Bank, Indicators of Europe,op.cit
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The effect of foreign demand on the economic growth was limited compared to domestic
demand. Exports, which had risen by 7,3% in 1996, rose by 13% in 1997. %3 The slow increase
in performance levels in exports and the attractiveness of the domestic demand in contrast to
the lack of foreign demand can be blamed on the inadequacy of policies aimed at increasing
export levels. On of the factors of the rapid increase in industrial production in 1997 was the
expansion of the manufacturing industry. Private sector manufacturing rose by 14,1% in 1997
while the increase for the public sector remained at around 4%. The share eof the public
sectors in the manufacturing industry averaged at 80,9% for 1997 and did not shown
fluctuations over the year.

The employment level lagged well behind economic growth. According to the data released
by State Institute of Statistics total employment fell from 21,7 million October 1996 to 21,2
million in April 1997.This fall in employment figures was due to the decrease in employment
in the agricultural sector. 44% of total employment was in urban areas, 56% in rural areas. **
Although the public sector cash borrowing requirement for 1997 was reduced in real terms
compared with the previous year it reached a total of TL 2,613.6 trillion In order to repay the
net foreign debt of TL 452.6 trillion in addition to the cash deficit of TL 2,161 trillion in the
consolidate budget of 1997. * This borrowing requirement, which consisted of the
consolidated budget of the public sector and the extra-budgetary components, was largely met
by the domestic borrowing. In 1997 the borrowing requirement was met by domestic
borrowing amounting to TL 2,5 quadrillion and cash advance accounts amounting to TL 107
trillion. In net the public sector made no use of the Central Bank’s short-term account in 1997.
The foreign trade deficit, which had amounted to USD 20,2 billion in 1996, rose by 10,9% to
USD 1104 billion in 1997. **The increase in imports which had accelerated by 22,2% in 1996
following the entry into the Customs Union continued but at a slower rate in 1997. The most
important factors behind the increase in imports in 1997 were the high increase in production
and the lively domestic demand levels. The increase in export revenues for 1997 was 13% and

exports rose to USD 26,2 billion. The ratio of exports to imports fell by on point compared to

the previous year to 54%.

% European Commission , Key Figures, op.cit
% Can Fuat Giirlesel. Turkey, The Year In Finance 97-98, Istanbul:1998 ,pp24-26

% Tbid.,pp45-52
% Iktisadi Kalkinma Vakfi: Kirk Soruda Ekonomik ve Parasal Birlik, Istanbul: 1997,IKV ,pp2-10
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TABLE 26
Forelgn Trade(Bllllons USD)

F Zelgn Deficit
Export/Import

Source:Foreign Trade,1997

Foreign trade figures including the shuttle trade showed a trade deficit of USD 10,6 billion for
1996 and USD 15,4 billion for 1997 representing a 46% increase and reflecting the decrease
in shuttle trade revenues.

In the visible income lines of the current account the rise in tourism revenues in particular
caused an increase of 45% with the net surplus invisibles rising from USD 3,7 billion in 1996
to USD 7,85 billion in 1997. As a result of this increase in the invisible income line and in
spite of the expansion of the foreign trade deficit, the current account deficit for 1997
remained data around USD 2,75.This is compared to a 1996 figure of USD 2,43.

TABLE 27.
Current Account Surplus(Mllllons USD)

AAAA 32446 32631
-43028 -48097
‘ ,14628’ 21273
9717 10930 -13423
496 4447 !
2339 2437

Private and Oft" cial Transfers
Current account balance

Source: Foreign Trade, 1997
The financing of the USD 2,75 billion current account deficit was through capital inflow. The
current account deficit was met by a net capital inflow of USD 8,6 billion. Of these funds
USD 6,9 were long term, USD 1,8 were short-term. As a result of these capital movements

and increases of USD 3,3 billion was recorded in official reserves. °’

%TState Institute of Statistics, Figures of Turkey, www.die.gpv.tr,1998
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As of the third quarter of 1997 the outstanding foreign debt rose by 5,9 from 79,8 to 84,5
billion dollars. There was no change in the maturity structure of the foreign debt. At 1997-
year end the distribution of medium and long-term foreign debts between the public and
private sectors has changed. The rate of foreign debt repayment, which is calculated s, the
ratio of foreign debt principal and interest payments over foreign exchange income fell by on
point in 1997, to 21%. *® The rate of increase in foreign exchange income exceeded that the
increase in foreign debt principal and interest payment. *

The increase in foreign exchange income and capital movements, total foreign exchange
reserves grew by 8,7% in 1997 to USD 27,2 billion. '®° Total foreign exchange reserves had
been USD 24,95 billion at 1996-year end. The increase in foreign exchange reserves was
largely due to the 14% or USD 2,2 billion increase in the Central Bank’s foreign exchange
reserves.

TABLE 28.
Fore|gn Reserves (B|II|on USD)

Source: Turkish Central Bank, 1997

Following the financial crisis in 1994, the increase in whole sale prices had fallen to around

60% in 1996, price increases occurred again, continuing trend in 1997, reaching 91% on an
annual basis. While the increase in domestic demand was the main cause of the price

increases in the first semester in the second semester it caused by the rising price of the oil.

Another important factor that leaded to Price increase was agricultural sector prices.

TABLE 29.(Source:Foreign Trade,1997)
Forelgn Debt Stock( Bllllon USD)

%8 Thid.
% Tbid.
100 Ib i d
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TABLE 30.

Basic Economic Indicators
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Total/lGNP

Source:SIS

(1) percent
(2) billion USD
(3) trillion TL
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4.1.1 TURKISH ECONOMY IN 1998

Having see the high growth in the previous years, the economy experienced a high slowdown
in this year. The most important reason for this reaction was the struggle to pulling down the
rate of inflation and pulling down the domestic demand. The GNP and pr capita income rose
to USD 204 billion and 3224USD respectively. '*!

The taxation of capital gains above certain levels, the uncertainties in the existing in the tax
laws, capital outflow caused to decrease in the level of domestic demand.

In the area of public sector deficit, the obligatory reforms weren’t made by the government
again in order to narrow the public spending. Th e ratio of public sector deficit to GNP
remained around at 8,7%. Besides, the tax revenue and expenditures increased above the
inflation level. Ratio of interest expenditures to GNP increased to 11,7%. Primary balance
gave surplus due to the non-interest expenditures improvements. Although there are changes
in the tax law, it is no supported by the necessary reforms in order to reduce the public deficit.
(Social security institutions, The roles of SEEs, Agricultural subsidiaries, Efficiency in public
services)

By the tax law which realized in 1998 were aimed the widening of tax registration of
unrecorded economy. The law of course has brought very important changes in terms of
financial sector. For example the valuation of securities is to be made form their market
values instead of cost value, the transitory tax implementation of 25 percent on a three
monthly basis was started. After that as a result of global financial crisis and reaction to the
new tax law, the government declared certain changes in the regulations. According to it the
tax regarding the Interbank transactions was removed, the banking and insurance transactions
tax in government securities was reduced from 5 percent to 1 percent, government securities
having more than one year maturity were allowed to be valuated at their cost value. A type
investment funds remained as it as before.

After the second half of the year interest rates increased which caused by the increase in non-
budget financing requirement the change in the tax law following by a capital out flow.
Government securities’ interest rates increased rapidly. Meanwhile the real interest rates
increased at rapid pace in the period of decreasing trend in inflation and devaluation policy

consistent with the inflation.

101 Thid.
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Although there are negative results, on the inflation side nearly program targets were
met.Wholesale and consumer prices decreased to 54% and 70% respectively. Slowdown of
price adjustments in the public goods and services, decline in the prices of imports of raw
materials facilitated the positive improvement in the rate of inflation.

In 1998 the very primary target was to maintain the stability of financial markets and the
monetary aggregates in order to meet inflation target.In the first half of the year the reserve
money as the second period net domestic assets set as a monetary targets. In the first half the
Central Bank foreign currency reserves increased rapidly and foreign exchange position
improved due to the desired capital inflow. During the second half of the year, rapid capital
outflow was experienced an d this of course affected the monetary aggregates
negatively.Foreign currency reserves fell rapidly. Despite the rapid capital outflow and the
liquidity provided by the open market operations the targeted monetary aggregates was almost
reached. The protocol signed between the Treasury and the Central Bank in 1997 related with
the Treasury’s short term borrowing form the Central Bank had important positive effect in
this respect.

The stability in foreign exchange rates had appositive effect on a demand for TL. Investors’
preferences moved from repo to TL deposits.Money supply including repo M2R grew by 69%
and M2YR including foreign exchange account increased by 63%.

As coming to the trade figures, there’s decline in foreign trade deficit and current account
balance gave a surplus due to the slowdown in the economy. Imports declined rapidly while
the exports remained same. As a result of this trade deficit declined to USD 19 billion from
USD 22 billion. The current account balance improved from USD 2,7 billion deficit to USD
2,7 billion surplus. ' Foreign currency reserves amounted to USD 19 billion by the year-end.

Financial system and the banking sector had affected negatively as a result of poor economic
conditions.The asset prices fluctuated all over the year. The cost of funding increased, the
market capitalization of the companies declined.Investors switched from repo to TL
deposits.Of course this effected the growth of the banking sector balance sheet.
Macroeconomic imbalances and uncertainties affected the financial structures of the

banks.Loan performance worsened, cost of fund rose, profitability ratios decreased.

1%2 Giirlesel , op.cit., PP 37
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1998 figures showed that the economy grew by 80% in current prices and 4% in constant
prices. Per capita income amounted to USD 3,224 and GNP of USD 204 billionth growth rate
was 6,6% and 1,7% in the first and second half respe:ctively.lo3

Decrease in domestic demand and external demand caused to economy slowed down.
Significant decline in public sector borrowing, decrease in inflation and depreciation of TL
against other foreign currencies facilitated the capital inflow. On the other hand these very
rich figures lost momentum during the second half. Together with the financial cross in
Russia, negative developments had experienced. Capital outflow had accrued and despite the
low inflation and stable exchange rate policy interest rate increased its highest level compared
to first half of the year. Fixed capital investments declined by 2,4% in 1998.In the public

sector the growth in fixed capital investment decreased from 28% to 15 %. Total consumption

grew by 0,9% compared to the previous year.

TABLE 31.

Gross National Product(GNP)

1996 1997 1998
Growh rate (%) . »
In current prices 91 96 80
In constant prices 7 8 4
Deflator (prices) ' .78 81 .74
TL trillion . 14798 29393 .. 53013
USD billion : 185 o194 204
Per capita income (USD R 3000 3079 . 3224

Source:SIS,1998

According to the poor economic conditions, also the employment side of the economy
affected negatively. According to the data the unemployment rate remained the same both in

the urban areas the rate has increased. It was 10 in 1998 compared to 9,4 in 1997.

193 State Institute of Statistics,op.cit
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Unemployment(%) TABLE 32. (SIS, 98)

~ 1996 1997

The exchange rate policy parallel to inflation, the real appreciation of the TL, the better
harvest in the agricultural sector, the decline in imported input prices including the petroleum
facilitated the target inflation figure. But , public sector deficit, high real interest rates,
increase in real wages in the private sector, increase in the agricultural subsidy prices all
contributed to the negative effect to the desired figures.

The 12-month inflation was 54% in whole sale prices and the consumer prices increased by
70%compared the 80% and 99% for 1996,1997 respectively. Annual average rate was 72 %
and 84% respectively. The increase in public sector prices slowed down. It was 58% and 86%
respectively.

TABLE 33.
Inflation(%)

Source:SIS
The consolidate budget revenue reached USD 37,9 billion. Tax revenue constitutes the 78 %
of the total revenue. The expenditure was USD 4907 billion. Non interest expenditures
increased by 7% while the interest expenditures increased by 78%. Budget expenditure to
GNP ration rose to 29,4 by increasing 1,7% from the previous year. The shares of personnel,
non-interest transfers current and investment expenditures in total expenditures were 25%, 27
%, 8% and 6%. The ratio of expenditures to GNP increased by 12,5% and the ratio of

revenues to GNP increased by 8,5%. down. Thirty five percent of the net domestic borrowing
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of total 12,2 billion was realize by the government bonds, the remaining realized by the

treasury bills.

TABLE 34.

Budget balance
Source: SIS, 98

Financing of the Budget(USD billion)

Source: SIS, 98
TABLE 35.( Source: SIS 98)
Financing of the Budget(USD billion)
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TABLE 36.

Source: SIS, 98

The outstanding domestic debt amounted to USD 37 billion.The ratio of government
securities to GNP reached 22% , increasing two points compared to 1997.The short term
maturity structure of borrowing is a important point to remember.

Public sector deficit to GNP ratio was 9% in the 1998. For M2R(included repo) was 25and
M2YR was 42% respectively.In the same period the ratio of public sector borrowing
requirement to funds created in the financial system increased rapidly.In these periods
preferences turned to be very sensitive to the changes. Currency substitution increased,
maturity structure changed, the pressure on exchange rates were increased.

TABLE 37.
The Public Sector and The Financial Sector




In 1998 the growth rate of monetary aggregates decreased .M1R increased by 19%(Money in
circulation+the banks’ repo transactions with costumers). M2R ( M1+TL time deposits) grew
by 69%,M2YR grew by 63%( M2R+foreign exchange deposits). There was a switch from repo
to TL deposits caused by the introduction of with holding tax to repo and decline in short
term interest rates as result of this TL deposits increased by 127. On the on the other hand the
e growth in foreign currency accounts was only 54%.

Also there’s a decrease in the currency substitution caused by the high real interest rates.The
share of total of cash in TL and TL deposits an d repo in M2YR rose to 61%. The share of
foreign currency deposits decreased to 39%. Also there is a significant drop in the volume of
the repo transactions. It was 11%.The foreign exchange accents of residents which amounted
to USD 26,6 billion at the end of August rose to USD 30,7 billion at the end of September
and by the year end it was28,7 billion.The total deposits increased by 94%.TL deposits grew
faster than the foreign currency deposits.It was 101% and 87% growing rate respectively.
There had been a significant transition from demand deposits to 3-month time deposits. For
the FX there had been a tendency to 12-month maturity. Also the break down of financial
assets changed The share of money declined with compared to previous years. The share of
government securities increased. On the other side the share of repo and FX accounts fell, TL
deposits’ share increased.

TABLE 38.
Monetary Aggregates(12 month % change)

Sburce: Central Bénk,éSw ‘

1.8, YUKSEUOGRETM KURULY
sesluaiTasToy
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TABLE 39.

% Share

Source: Turkish Central Bank,1998

Due to the regional convergence the developments in Russia affected Turkey negatively in
terms of trade figures. Exports rose to USD 26,9 billion, imports decreased to USD 45,9
billion. The volume of foreign trade amounted to USD 72,8 billion. The foreign account
deficit decreased by 15%.The ratio of imports to GNP and the ratio of exports to GNP was
22.5%,13% respectively.By looking to sectors, the manufacturing constituted a 87 % of

exports and imports. By commodity groups the exports of intermediate goods constituted the
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41% of total exports, where as it was 5% for the capital goods and 3% for consumer goods.
For the imports it was 23%, 64%, 12% respectively. 104 o/ OECD countries take the first place
in the trade volume (73%). For the European Union it was 52%. Non OECD country group
takes the third degree.

The foreign trade deficit amounted to 14,4 billion dollar.Transfer revenues and invisible
accounts increased by 18%, 45% and amounted USD 11,4 billion, USD 5,7 billion
respectively.The current account balance improved from 2,7 billion deficit in 1997 to surplus
of 2,7 billion surplus in 1998 caused by decline in foreign trade deficit and increase in the
invisible income. USD 1,9 billion entered to the related markets through portfolio investment.

On the other hand USD 6,4 billion outflow was realized at the end of the year. 105

TABLE 40.

Foreign trade d
Export/Import

Source:SIS,199

1% Giirlesel,op.cit., pp. 32-35.
' Tbid.
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TABLE 41.
Foreign Trade 1998

Souféé:Slé
Balance Of Payments(USD Million)

Source: Central Bank



4.2 Features of Turkish Banking Sector

The figure of USD 117,4 billion was realized by the banking sector as a total asset and the
sector grew by 24%. The ratio of total assets to GNP was 70%.As of banking groups , 25% of
the growth was realized by commercial banks.Following to that figure namely the state-owned
and privately —owned banks got the same level of growth.Foreign banks had 16%.

In terms of assets, the share of commercial banks increased from 94,6 to 95,2%.State-owned

and private-owned banks had 34,9% and 55,9% respectively.

TABLE 42.

Total Assets as of Bankmg Groups

Source: TBB, 1998
TABLE 43.

The Sector Shares of the Bankmg Groups(%)

100 100

Source: TBB, 98

The share of total deposits in the total assets reached to 66%. Moving towards TL deposits
was attributed to deceleration of inflation, the stability in exchange rate and high interest rates.
The ratio of TL deposits to total deposits reached to 49%. TL deposits increased by 32%. The
share of total deposits in the total liabilities was 76% in state owned banks. It was 67% and

40% for private and foreign banks respectively. 106

106 Tbid.
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TABLE 44.

Total Deposits(%)

Source: TBB, 98
The share of 1 month and 3 months deposits in TL deposits increased, the share of deposits
with a maturity of 6 months and 12 months decreased. For the FX deposits the share eof time

deposits with a maturity of 1 month and 6 months increased.

TABLE 45.
Maturity Structure of Deposits(%)

Source: TBB, 98

Non deposits funds increased by 16%. As a result of negative developments in the

international market, the funds borrowed from the abroad, which constituted the largest part,
slowed down in this period. With an increase of 12% funds from abroad reached USD 8,4
billion. In the second half of 1998 due to the capital outflow of USD 10 billion liquidity
decreased and the cost of funding increased respectively. 90% of the funds from abroad was
supplied by the private owned banks and the rest by development and investment banks.

TABLE 46. (Source: TBB, 98)
Selected liabilities of the Banking Sector

Shareholders'
Total Income
Total Liabilities



The current year income of the only profit making banks in the sector reached USD 3,6
million, increasing by 31%. The current year losses of the sector increased by 1936% and
amounted to USD 1,259 million. The total losses rose USD 1,764 million. As a result the
consolidated current year net income of the banking sector increased only by 2%. On the other
hand net income increased by 18% state owned commercial banks, 27 % in privately owned
commercial banks, 47% foreign commercial banks, 76% in development and investment
banks. Although there are increased risks, widening open positions at a high rate was one of
the important factors that contributed to the profitability of the banking sector. The open
foreign exchange position in the sector reached USD 8,353 million increasing by 68%. All the
banks increase their open foreign exchange positions due to the continuing domestic
borrowing, decreasing trend in the inflation, the high level of real interest rate, tightening in
the foreign trade volume due to slowing down in the economic activity and improvement in
the current account balance.
TABLE 47.

Net Income and Loss(USD million)
o . “% chan

me

Commercial Banks ;
State Owned =

Source:TBB, 98

A noticeable deceleration in the inflation, the stability maintained in the foreign exchange
rates and high real interest rates had all affected the preferences of the deposits to the TL side.
The TL deposits increased by 32%, which was higher than an increase in FX deposits of 20%.
The ratio of TL deposits to total deposits reached to 49% by increasing 2% points and the e
ratio of TL deposits to total liabilities increased from 30% to 32%. TL deposits increased by
39% in the state owned banks, 26% in privately owned banks but decreased by 12% in the
foreign banks. While the open foreign exchange position of banks was expanding, the share of
FX liabilities in the total liabilities realized as 47% by decreasing 4% points. The share of FX
assets in the total assets decline to 40% by decreasing 5% points. The main reasons behind

this development were the increasing demand on TL deposits compared to the FX deposits
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and the real increase in repo transactions, confidence to the monetary policy that followed by

Central Bank, slowing down of the foreign trade operations. 107

TABLE 48.

Currency Structure and FX Positions of Sector

Source: TBB, 98

Total loans which have the largest share in the total assets, decreased in the second half of the
year due to the rapidly increasing real interest rates, slowdown in the economy, increasing
needs of liquidity due to the limited foreign borrowing. The growth rate of the loans slowed
down from 20% to 5%. While the loans increased by 11%, TL loans declined by 2%.

The main reason behind this development was the transfer of USD 5,4 billion recorded in the
Ziraat Bank’s agricultural loan account to special duty accounts in the other assets in
October.This amount was equal to the 12% of the total loans on that date. On the other hand
total loans increased 14% in the privately owned banks and 12 % in foreign commercial
banks. The share of total credits in the total assets decreased to 38%. This ratio decreased 15%

points and realized as 31% in the state owned commercial banks.

197 TBB. Turkish Banking Sector, www.tbb.org.tr/194.133.171.194/bankingsystem.html, 1998
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TABLE 49.

Selected Assets of the Banking Sector

Source: TBB, 98

Net interest income, which made the most important contribution to the income, increased by
44%. Besides this improvement interest expenses rose by 41%. In the interest income the
share of interest income on loans decreased from 61% to 46% and the total share of other
interest income increased from 8 % to 23%. While the net interest income increased, net non-
interest income continued to stay lower. The main reason was the increase in the FX
transactions from the enlarging open position both in the balance sheet and off —balance sheet
items. Net FX transaction loss reached USD 2,8 million increasing by 49%. On the other hand
non-interest expenses increased by 58% due to the increase in the personnel expenses. The
share of it was 42%. The ratio of interest income over the average assets was improved by
1,6% point and reached 9,4%. This ratio increased from 3,2% to 4,2% in the state owned

banks, 10,3% to 11,7% in the privately owned banks.

TABLE 50. (TBB, 98)
lected Items from the Income Statement(USD million)
- : — 1998
__ Private  Sector  State
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Return on average assets declined. The ratio for the sector decreased from 2,7% to 2,3%. The
return on average assets remained the same at 1% in the state owned banks and decreased
from 3,8% to 2,7% in the privately owned commercial banks. However the same ratio was
from 5,7% to 6% in the foreign commercial banks and from 2% to 5,8% in the development
and investment banks.

TABLE 51.
rofitability Ratios(%)
Return on Average

Source: TBB, 98

By The end 1998, excluding Central Bank, the number of banks operating in the sector
increased to 75.0f these 60 are commercial banks and 15 are development and investment
banks. Of the commercial banks, 18 of them are foreign owned banks, 38 of them privately
owned, 4 of them state owned banks. Of the development and investment banks, 3 of them are
state owned 9 of them private and 3 of them are foreign banks. In 1998 the number of
branches reached to 7370 by increasing 8%. A significant increase observed in the privately
owned banks. In this group total number of branches which was 3764 in 1997 reached 4393 in
1998 by increasing 629.The number of bank employees increased in 1998 according to the
increase in the number of branches. It was 4 % from 154,867 to 166,492 in 1998. 43% of the
employees were employed by the state owned commercial banks, 52% by the privately owned
commercial banks, 2% by the foreign banks and 3% by the development and investment
banks.
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4.3 EFFECTS OF EMU AND EURO ON TURKISH BANKING SECTOR

With out a doubt, not directly but indirectly the introduction of EMU will affect Turkey’s
Financial and Banking Sector. Although it’s hard to assess the possible effects of EMU on
banking sector, the international effects of EMU will be useful for the analysis.

As it’s known, as a value of transaction the Deutsche Mark is used commonly in Turkey. It
wouldn’t be wrong to say that the Euro will take the functions of Mark after its introduction.
On the other hand the Euro’s performance and its stability will be important for this criteria.
During this period especially among small investors, there can be an increase in demand for
dollar.'”’

After the issuing of Euro and abolishment of mark, some costs will rise according to
transportation and exchange.'® In this context, during the transitional period financial
institutions have to face some operational costs. There can be personnel training, harmonizing
the accounting system and computer system, conversion of financial assets to the Euro basis.
These costs probably effect the profit levels of the financial institutions.

After the introduction of Euro the transactions of currency exchange, hedging operations,
intra-trade operations between member states naturally will be ended. On the Turkey side,
probably by abolition of these operations the banks and financial institutions will not affected
too much as a result of lack of competitive power of banks on both finance and foreign trade
operations. '® The introduction of the Euro will make its effects not only in countries
belonging to the European Union but also in countries outside the Union which have close
trade or financial ties with the Union. The emerging market countries having close and
extensive economic and financial relationship with the European Union will probably be
affected most of all. For the effects of the Euro on emerging market economies, it can be said
that the magnitude of such effects depends mainly on, first their share in trade relations;
second the intensity of financial transactions; and third the size and currency composition of

their external debt.

17 Emerging Markets Quarterly’ Europe Middle East and Africa, Credit Suisse First Boston
Economics Research Jan 99, pp. 73-79
1% Tbid.
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For the short term the impact of the Euro on the emerging market countries will not be great.
But in the medium term, stability in EMU combined with expected large cross border
transactions and increased competition within Europe should present these countries with
several opportunities.

An integrated’ deeper, more liquid European securities market would be attractive to debt

1% The current financing

managers and has the potential to strongly affect debt management.
habits of emerging economies make heavier use of the Euro by debt managers likely. As a
matter of fact the currency composition of the emerging markets’ debts shows a larger share
for the U.S. dollar and Japanese Yen than for the European currencies. But if there were a
broader, deeper and more liquid European bond market debt managers outside Europe would
be interested in increasing the proportion of their debt denominated in Euro.

The structural changes resulting from the introduction of the Euro will definitely affect Turkey
in the medium term even though Turkish participation in the EMU is not yet an issues. On the
other hand occupying such a strategic location as the bridge between Europe and Central Asia
it is impossible for Turkey to reject integration into the globalized world economy. This trend
can give Turkey a good opportunity to obtain a larger share of the international capital flows
resulting from the introduction of the Euro.'!°

Provided that the Euro is accepted by international financial markets as a stable reserve
currency, the Euro’s share in Turkey’s financial accounts would increase further.Probably it
will take less time for the Euro to be accepted in Turkey daily life and financial transaction
than n in other countries.Euro bond market will provide an opportunity to Turkish sovereign
and private bond issuers. In addition the volume of transactions in the Euro bond market is
expected to be much larger than today.

A larger acceptance of Furo for trade and financial transactions in Turkey of course in
combination with a low inflationary environment will make direct investment opportunities
in Turkey more attractive to European firms. Under these circumstances one can expect an
increasing trend for both Turkish and European banks to increase their merger and acquisition

activities,As it becomes more deeply integrated with the Furopean financial markets the

Turkish Banking system will face new competition. But the dynamism of Turkish banks with

1P Hartmann, The Future of the Euro As an International Currency, Center For European Policy
Studies, Brussels, 1996

1% Economic and Fixed Income Research, Investment Review West LB Research 1% quarter of 99, pp.
53-58
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the high technology’ electronic infrastructure, better quality services will be attractive to
European counterparts.

For Turkey to benefit these advantages and decreasing the negative effects of EMU some
actions have to be taken in the Banking Sector.

In the sector, the role and share of public is so heavy. After transforming the free market
economy, this trend continued. In addition to that collection of official deposits in the public
banks increases the imperfect competition in the sector. This prevents the banks from
overtaking additional risks and paying attention to the risk management.''°

On the other side, in EU the share of public banks’ are so limited. This increases the efficiency
and competition in the sector, especially in UK, Belgium. H

Also there are some efforts in privatization of public banks in EU. The high share of public
definitely decreases the competition power and efficiency.

In Europe, the main type of banking system is retail banking system that assisted by
international banking. ''? There are various kinds of banks such as saving, mortgage banks. In
Turkey the lack of international banking causes disadvantage in competing with European
banks. Besides, development and investment banks are also operated by public in Turkey.
This decreases the level of competition. &=

By the introduction of Euro and financial integration, most of the European Banks had
strengthen their financial bodies and saved competitive power in the sector. This is achieved
by acquisitions and mergers activities.

In Turkey, financial body and scales of the banks are so behind the European banking system.
There are some merging activities between public banks. In reality, this is done for rescuing
purposes. At this point privatization process is so vital. In private banks, which is mostly
owned by big group firms, there are also some merging activities but resulted ineffectively.
From the view of competition the comparison of profitability should be done between to
banking sector. In Turkey net interest income / total assets ratio is so high.!"* In the net non
interest income is greater than the non interest expenses. In the EU both these items are so

close to each other and the margins are very narrow. The personnel expenses are also very

1 The Central Bank of Turkey, EMU, www.tcmb.gov.tr./emw/ing.html

! Yener Altuntas & Ayhan Sarisu. Avrupa Birligi Siirecinde Tiirk ve Avrupa Bankacilik
Sistemlerinin Karsilastirilmasi, Istanbul:TBB,1993,pp 29-57-42-35
12 g,

Ibid.
113 Bikker and Grooneveld. Competition and Concentration in the EU Banking System, De
Nederlandsche Bank Research Series Supervision Vol.8 1998
114 .0

Tbid.
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high compared to EU. This is because of the personnel surplus and inefficiency in work
performance not due to the high wages.

The ratio of total assets to number of branches is also low in Turkey. This is due to high
number of branches and poor capital structure and causing to decrease competitive power of
banks.

EMU will also have effect on trade figures.''* The size of World GNP is shared by Euro zone
countries (18%), USA (18%), Japan (11%) respectively. From this point of view, the share of
EU in World economics is fairly important. From the foreign trade figures it can be said that
EU has 20%, USA has 16%, Japan has 10%.

Turkey has an increasing portion of trade transactions with EU since 1980s. In 1998, the share
of EU in total exports was 50,1% for EU members, 41% for monetary union member states.
Roughly, this is equal to 5,4% of Turkish GNP.The side of imports have the same trend with
exports. It was 52,4% for EU members and 43,3% for EMU members. 15 1t is 9,7% of
Turkish GNP. European Union countries are the most important partners of Turkish foreign
trade. In EU, more than 60% of foreign trade took place by means of intra-trade transactions.
Trade figures show that Turkey has 3,1% of exports of the Union. For imports it was 1,8%. ''®
The value of Euro against Dollar and yen will determine the effect of EMU on Turkish
economy. In case of appreciating of Euro, the revenue from exports will increase where as
imports will decrease.

From the study done by IMF (1998), a 1% increase in Euro area GDP will cause 0,1% and 1%
for total production volume and total export volume respectively. For example in Hungary and
Tunisia this will have greater impact on above mentioned figures that are realized. The effect
of EMU on trade figures will be determined by

e Political and economical stability in Turkey

* Applying of necessary strategies by Turkish firms in order to increase competitive

e Strategies that will be applied in Euro area

e The stability of Euro

e Demand elasticity of Turkish exports by Euro countries

'™ Jacop Frenkel, Monetary Policy In an Emerging European EMU: Key Issues, IMF Working Paper
WP/90/73

' Hazine Miistesarligi Parasal Birlik, Avrupa Para Birligi ve Tiirkiye, Hazine Miistesarligi Ekonomik
Arastirmalar Genel Miidiirliigii, Ankara:1999,pp127-140
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Changes in the Euro against the dollar and yen affect the competitiveness. It could have
important effects on external debt. For example an appreciation of the Euro would decrease
the domestic currency cost of debt service. Also a depreciation of the Euro would increase
domestic currency cost of debt service. In order to avoid these effects Turkey like all the
developing countries should adjust its exchange rate regimes. As the Euro becomes widely
used in trade and financial markets, it is likely to account for a larger share of debt securities,
so that countries choosing to peg to the Euro on account of their extensive trade lies will be
able to reduce their exposure to changes in their dollar dominated debt payments.

Euro may tend to increase capital flows to emerging markets like Turkey.Deeper and more
liquid capital markets in Europe will lower borrowing costs both for countries in the Euro area
and for countries raising funds through Euro dominated instruments like Turkey.Secondly,
Euro will allow Euro area institutions such as insurance companies and pension funds to shift
some of their portfolios into Turkey. As a next point, Turkey can benefit from direct and
portfolio capital inflows if the convergence of assets returns in Europe leads global investors
to increase their emerging market shares. From the point of emerging market economies like
Turkey, Euro also carries financial market risks for emerging market countries. A successful
Euro that raises productivity and growth could make Europe more attractive for investors and
tend to increase the cost of capital for emerging markets economies. In addition to that
increased competitiveness of European financial institutions and the greater depth of Euro
area financial markets could lead firms in developing and transitions countries to raise funds
in euros rather than domestic currency, which could challenge to development of domestic

15 Thus Euro provides further incentive for countries to strengthen financial

capital markets.
intermediation and banking system.

Overall, increasing costs result in loosing blood in competitive power with European Banks.
The number of branches should be decreased to its optimum level. ''® Especially the branches
with low transaction volume and rate of return have to be eliminated. In addition to that for
decreasing high management cost, the number of working people in public banks should be
lowered in order to provide efficiency in services.

The cost of services and credit rate of services have to be decreased by means of lowering

deposit reserve rates This rate shouldn’t be used for monetary policy purposes. The

'S H.W. Buiter, The Economic Case for Monetary Union in the European Union, Review of

International Economics, 1997
'8 Mehmet Siikrii Erdem, Avrupa Ig Pazari ve Tiirk Bankacilik Sistemi Sorunlar ve Oneriler,
Ankara, TBB, 1993 ,pp61-65,70-76
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composition of short term deposits can be moved to al long term one so those banks won’t
suffer from short run liquidity problem. Strengthening of capital structure is an another
important point in order to compete in international market. For this reason small banks can
get in to merging activities with others just like in Spain and Greece.

Public banks have the nearly 50% of the baking sector. ''’This causes inefficiency and
heaviness in services and transactions. Privatization can be a solution for this. In Europe
banks have more range of services than in Turkey. In Turkey it is so limited. There are more
than 150 types of different services in Europe where as it is about 40 in Turkey. Firstly
financing of foreign trade and international banking is very important at this respect. For those
reason services such as factoring, leasing will be very important. Also the options, future and
swap markets should be used effectively. Before managing this activities, the legal and

accounting arrangements have to be realized by constructing efficient background.

"7 Ikibinli yillarda Turk Bankacilik Sektoru, TBB Haziran 1999,pp.10-11-12-14
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5.CONCLUSION

European Union member states represent one of the world’s strongest economic areas in term
of GDP, with the largest volume of foreign trade and payments. 30% of global GDP is
generated in Europe and 20% of world trade relates to Europe.The share of international
bonds issued in EU countries is today at 35%, second only to U.S. dollar with 38%. The
statute of the ECB points to a policy of a stable Euro which together reduced fragmentation of
European capital markets will make the Euro more attractive than the sum of the national
currencies today.The Euro will attract the attention of international institutional investors
more than the previous national currencies.

Equity markets will become more transparent. The presently fragmented national equity
markets which are limited by national regulations will develop. The European equity market
has the strongest potential in the future currency area with the growing consolidation of
financial centers.

Currency risks will be moved away.Greater transparency of the single market and intensified
financial communication will be leading issue.Market forces will lead to harmonization of
national regulations and stimulate European equity market integration.

Its commonly agreed that EMU will affect the degree of competition in the banking sectors of
member states by means of increased Disintermediation, cross border competition. These
tendencies may put banks’ profitability downward pressure and leading to restructuring. In
recent years, European banking system is faced with increased competition pressures, which is
resulted from loosing of some legal regulations, abolishing of some restrictions on capital
movements. This caused to decrease in interest rate margins and profitability ratios. On the
other side, The Euro will be an actor in increasing the competition in the sector. Euro will
abolish currency risk and will harmonize the interest rate margins between member states.
During the transitional period need for consultation, reconstructing the computer system,
personnel training will increase additional costs. After abolishing of member states’
currencies, the demand for foreign currency transaction by the firms will decrease
respectively. This will be reflected to the institutional and investment banks, so they can loose
some part of their source of income.

Increasing pressures in competition and costs will cause restructuring for banks in order to not
too affected from decreased profits. Banks will increase their efficiency and try to lower their
expenses some merging and take over activities can be observed naturally. Small and middle

sized firms shall speed up their merging activities. Widening of electronic service network,
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more efficient and qualified service to customers will help catching up the international and

global markets. By merging activities, employment figures can change. But, in Europe

employment law rigidness and state control over these issues can slowdown this trend for

some time.

Big firms in Europe are demanding European wide banking services. After the introduction of

EMU small firms can also demand services like this, so there can be hard competition

between strong regional banks and European banks that are aimed to increase their market

share. Besides, huge financial institutions which are engaged in vertical an d horizontal

integration can compete in this potential market.

Restrictions in entering in to Euro market can go down which is faced by international huge

finance institutions. For increasing price, wide delivery network advantages merging activities

can take place that mentioned before. Global banks, which are experienced in investment

banking, will facilitate from EMU.

Decrease in the number of intermediary banks will increase competitive powers. Target

System will be used for only huge amount Euro transactions. For this reason small banks and

firms will demand for other banks’ electronic banking services. In addition to that banks will

increase their attention to new products and widening their range of products. But large

amount of capital and sufficient experience is needed for realizing investment banking. So the

global competition can be observed. Huge banks try to hedge their risks by corporating with

pension funds and insurance companies.

For Turkey it can be summarized as follows.( It is also true for European banking side)

o Co-operation between public authorities, banks, firms and trade institutions that provide a
long term point of view to the sector

o Flow of financial information, management methods from banks to middle and small
sized firms

e In the sector, big banks should take part in self arrangement mechanism so independent
auditing institutions will have importance in this respect

e Merging activities between small size banks.Privatization program can be wise in this
context.One bank can’t operate in all kind of international finance center, so markets can
be shared and Co-operation between domestic banks can ease the access to foreign
markets

e Attraction of foreign capital by improving the quality of finance center

e Abolishment of intervention of public banks to the sector
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e Decreasing the costs to the International level
e Improvement in electronic banking
e Improvement in human resources quality by means of training programs, improvement in
working conditions
In conclusion, by Disintermediation, The EMU will increase the attractiveness of repos, bonds
as an asset for the non financial sector. Banks may need to attract more costly way of
financing. Disintermediation can increase attractiveness of commercial papers, bonds to
companies relative to bank loans. It can be said that this will affect the banks’ comparative
advantage in the longer term.
There could be an increased competition across border and from outside the Union for other
types of non interest income. By cross border banking competition, size of deposits can
increase. On the other hand partly for small borrowers this competition will be in a limited
way. Also the technological development in remote and Interbank banking will be very
important and will effect competitive power.
On the other hand, macroeconomic conditions and changes in the sector can affect banks
adversely. Euro banks can face with downward pressure in interest margining that can be
caused by lower inflation in member states. EMU can reduce non interest income sources
such as foreign exchange transactions and trading. Daily volatility can be decreased by the
introduction of EMU. Some degree of segmentation can be observed in banking sector, which
is caused by regulatory, legal , fiscal barriers as well as differences in consumer preferences.
In conclusion, Emu will stimulate cross border trade and will increase the integration and
liquidity of European equity markets. Banks especially big European universal banks that are
already well prepared for EMU will benefit from the upcoming cross border business.The
independent status of the future ECB, the strict mandate to ensure the price stability and the
regulatory environment will be helpful to a strong and stable Euro.
Further integration of the banking systems will depend on the degree to which the remaining
fiscal and regulatory differences across countries are removed.It includes, taxation,subsidies
and other fiscal issues related to financial services’ definition and legal protection of financial
instruments and contracts.The more these differences are reduced the faster the Euro will have
the anticipated effects.
It is likely that the Euro area banking systems will continue to become more integrated and
that banking competition will increase more and more.These effects will differ between

different banking activities. Money market, asset management and corporate finance services
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are likely to take on an area wide dimension. The development of integrated money and
capital markets and the evolution of cross border bank-customer relationship will affect the
emergence of Euro area wide market in certain banking activities.

For Turkey all these can be done in a certain period of time. High costs, decreasing in
efficiency and profitability is resulted from instabilities in macroeconomic figures. So
decreasing public deficit and inflation will prevent the price , interest and exchange rate
balances from changing in a negative way. For this very important reason, main concemn is
have to be imbalances in economic structure.

From this point of view harmonizing to the EU macroeconomic criteria’s will diminish the
negative effects of EMU and increase the competitive power of all sectors as well as the
banking. The decrease of currency risk and interest rates by the introduction of the Euro will
diminish the transaction costs . Also The Turkish Central Bank has already begun
investigating the possibility and the feasibility of connecting with this system.Maybe in the
coming days connecting the Turkish RTGS system to TARGET by some form of access will
enable both parties to realize better management of their funds with all the advantages of
RTGS system.In addition to that of course EMU will have great impact on banks’
profitability. So banks in Turkey should seek for adaptation to the newly created environment
by means of organizational changes, new products and services,mergers,strategic alliances,co-
operation agreements .

So Turkey should adapt this newly created environment and strengthen her economy by strong
and stable policies in order not to adversely affected by the new international monetary
system. Otherwise it wouldn’t be possible to use the favorable conditions that are created by

European Monetary Union.
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