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Key macroeconomic features of
the Euro area

The Euro area has considerable weight
in the global economy

number of key macro
economic features of the
Euro area are highlighted in

Table I, using the latest information
available from various sources. Where
necessary, comparisons between the
Euro area, the United States and Ja-
pan are generally based on convert-
ing national data into a common cur-
rency using the exchange rates pre-
vailing in the corresponding period,
unless otherwise indicated. As noted
in the January 1999 issue of the ECB
Monthly Bulletin, the Euro area, in a
global comparison, is a “large
economy” which has significant pur-
chasing power, exceeded only by that
of the United States. According to
the latest available data, the Member
States of the Euro area together have
a share of world GDP of around
15 1/2%. This is less than that of the
United States (at 20 3/4%). but
around twice that of Japan (at
around 7 1/2%). By comparison, the
largest single Euro area country is es-
timated to have a share of world

GDP of only 4 1/2%.

Considering the sectoral breakdown
of activity in the Euro area as a whole,
the latest available data suggest that
patterns of production are broadly
similar to those of the United States
and Japan. The services sector is the
largest, accounting for about 67% of
total production; it is thus smaller
than that of the United States (at
72%) but higher than that of Japan
(at 60%). The industrial sector
(including construction) accounts
for just below a third of the toral
activity in the Euro area. This is
higher than in the United Srates but
somewhat lower than in Japan. Fi-
nally, primary production, such as ag-
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riculture, fishing and forestry, is simi-
lar in all three economies, and limited
to around 2% ot the total output.

The Euro area comprises a significant share
of world trade

With regard to its role in world trade,
the Euro area has the highest share of
world trade, with a ratio of exports to
total wotld exports above that of ei-
ther the United States or Japan (at
around 19 1/2% compared with 15% and
8 1/2% for the United States and Japan
respectively). The degree of openness,
as measured by the average of exports
and imports of goods and services as a
percentage of GDP, is higher than in
the United States or Japan, at 16%
compared with 12% and 10 12% respec-
tively. At the same time, it remains true
that most trade for individual Euro area
countries takes place with other Euro
area countries. From an area-wide per-
spective this is internal trade and hence
is unaffected by exchange rate move-
ments of the Euro vis-3-vis other cur-
rencies. This constitutes an important
dicrincrion, as prior o Manerary
Union individual Member States were
considered “small or medium-sized
open economies”, with significantly
higher ratios for the average of exports
and imports of goods to GDP. For
the Euro area as a whole, exports of

goods as a percentage of GDP was just
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The Euro was launched succossfully one year ago. The single monelary policy for the Euro
- area conducted by the Governing Council of the ECB since the beginning of 1999 is based on
. area-wide economic developments. Many structural characterjstics of the Euro area economy
as a whole have changed little during the past year, but the Introduction of the single currency
has already had a significant impact on the stnucture and davelopment of the Euro area finan-
.ciel markets. This article describes key structural fealuras of the Euro area ecoriomy and the
main changes, which have occurred in financial markets. These changss include, most nota-
bly, the rapid integration of the national money markels info one Euro area market and the
rapid growth of the Euro-dominated private bond markel, the latter providing various options

over 13% in 1998, while imports of
goods were slightly above 11%. Exter-
nal trade 1n services is significant, but
less than that for goods, with exports
and imports of services as a percent-
age of GDP at around 4%.

A further important feature of trade
from the perspective of the Euro area
as a whole is its geographical distri-
bution. The United Kingdom, the
United States, Switzerland and Ja-
pan (ranked in order of their trade
shares) together account for approxi-
mately 43% of overall external trade
for the Euro area. Other non-Euro
area EU countries account for a fur-
ther 8%. In addition, Russia and
China arc both significant trading
partners, while trade with four other
Asian economics, namely Taiwan,
South Korea, Hong Kong SAR and
Singapore, together comprise a fur-
ther 5 1/2% of the total. The central
and eastern European countries ac-
count for around 7% of the total, If
this trade is examined in terms of its
composttion, machinery and trans-
port equipment, other manufactured
articles and Chemitcals account for
the bulk of trade. The relative im-
portance of other economics for the
competitiveness of the Euro area de-
pends, however, not only on direct
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exports and imports, but also on
so-called “third market” effects (i.e.
taking into account competition
faced by European exporters in third
markets by other exporters and do-
mestic producers). This is done, for
instance, when calcuhting the ECB
effective exchange rat. On this ba-
sis, the United Statesis more impor-
tant than the United Kingdom, and
Asian countries also take on greater
significance.

Labour Markets in the Euro Area

For the Euro area as 2 whole, the av-
erage level of unemployment in 1999
was just over 13 millon. This repre-
sents slightly more than 10% of the
labour fgorce, a significantly higher
rate of unemployment than in either
the United States or Japan. These
different labour market performances
are a longer-term feare (see Chart
1). Further information on the char-
acteristics of labour markets is given
by the participation rate. (i.e. the sum
of employment and unemployment
as a proportion of the population
of working age). For tﬁe Euro
area this is estimated to be around
66 1/2% compared with over 72 1/2%
in the case of Japan ind more than
77% in the United States. Even
greater differences rmist in terms
of the ratio of emplbyment to the

population of working age. In the Euro
area this is below 60%, compared with
almost 70% in Japan, and close to 74%
in the United States.

Government Fiscal Positions

In the Euro area as a whole, the debt-
to - GDP ratio is still well above the
reference level set by the Treaty estab-
lishing the European Community. The
average ratio of debt to GDP is esti-
mated by the European Commission
to have declined slightly, to 72.9% in
1999. At the same time, there was only
a small improvement in the ratio of
general government deficits to GDP for
the Euro area as a whole. The average
general t%‘overnment deficit-to-GDP
ratio in the Euro area is estimated to
have been 1.6% in 1999. Only a few
countries reporting budget surpluses
and debt-to-GDP ratios of below 60%
in 1999.

Overall, budgetary imbalances and gov-
ernment debt levels in the Euro area as
a whole are higher than those of the
United States but lower than those of
Japan. However, compatisons with the
United States and Japan are affected
by their very different cyclical positions.

The size and structure of the govern-
ment sector in the Euro area differs sig-
nificantly from that of the United
States and Japan. The share of

government expenditure in GDP is
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significantly larger in the Euro area
than in either Japan or the United
States (at 49% compared with 39%
and 34% respectively). Government
current transfers to households are
relatively high in Euro area countries,
largely owing to the characteristics of
the social security systems. The pro-
portion of GDP devoted to the pro-
vision of collective services by gov-
ernments is also higher in the Euro
area than in either the United States
or Japan. Turning to the structure of
government receipts, social security
contributions in Euro area countries
and in Japan are higher than in the
United States, amounting to around
one-third of government’s current
revenue. While the Euro area relies
more on indirect taxes, direct taxa-
tion plays a greater role in the United
States and Japan.

Euro area financial structure

Predominance of indirect finance in the
Euro area

Although some changes are taking
place in the Euro area’s financial
structure, it can still at present be
considered as being close to a bank-
oriented financial structure. This is
because domestic bank loans repre-
sented a larger percentage of GDP
in 1999 than financing through do-
mestic debt securities issues, i.e. 100%
versus 89% at end-June. The latter
are mostly issued by the public sec-
tor (see Table 2). Furthermore, stock
market capitalization in the Euro area
as a percentage of GDP was 71% in
October 1999. By contrast, the fi-
nancial structure in the United States
could be considered as exhibiting
more of the features of a securitised
structure, with financing through the
issuance of domestic debt securities
(as a percentage of GDP) being con-
siderably larger than via banks (165%
versus 48% in June 1999). Com-
pared with the Euro area and relative
to GDP, the outstanding amount of
domestic debt securities and stock
market capitalization in the United
States are substantially larger. The
financial' structure of Japan appears
to be less securitised than in the
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United States, but more than in the
Euro area. The latter partly reflects
the relatively high proportion of out-
standing debt securities issued by the
public sector in total outstanding
debt securities in Japan.

The following section discusses the
ongoing trend of consolidation in
the financial industry in the Euro
area. Thereafter, the main changes
regarding both Euro area money
markets, in which short-term debt in-
struments (ie. those with a maturity
of less than one year) are traded, and
capital markets, which concentrate on
long-term finance (bonds and equi-
ties), are set out, based on indicators
such as size, breadth and depth. The
emergence of new Euro-denomi-
nated financial instruments is also de-
scribed. Finally, the structure of the
Euro foreign exchange market is out-

lined.

Consolidation of financlal services
industry

Over the period from December
1998 to November 1999 the num-
ber of Monetary Financial Institu-
tions (MFIs) in the Euro area de-
creased by about 4% from 9,856 to
9,443. The number of the largest
group of MFIs - credit institutions -
declined by almost 5% from 8,320
at the end of 1998 to 7,906 in No-
vember 1999, This decline in the
number of credit institutions has
been an ongomg trend for more than
a decade.

The consolidation trend in the bank-
ing sector reflects the response of banks
to changing market conditions in Eu-
rope, which, in turn, are driven by a
number of factors. Of these factors,
most frequently mentioned are techno-
logical developments, deregulation,
liberalisation and globalisation. The
introduction of the Euro is scen as
strengthening these driving forces. It is
important to emphasise that changes
in market conditions vary considerably
between different areas of banking ac-
tivities. The most notable changes have
taken place in wholesale banking, with
the creation of a large and integrated
interbank market in the Euro area.
Changes in retail banking activities are
seen to be more gradual. The emergence
of large domestic players was one of
the main developments in this area in

the course of 1999.

Developments in the money
market

Responding to the introduction of the
Euro and the new monetary policy
framework, the money market has un-
dergone a process of deep integration
and standardisation throughout the
Euro area. Nevertheless, the degree of
integration achieved to date differs
among the various market segments.
Those which are more integrated are
the unsecured deposit market, in which
banks exchange short-term liquidity
without the guarantee of collateral, and
the derivatives markets. Relatively less
integrated segments of the market in-
clude the repo market, in which par-
ticipants exchange short-term liquid-

securities markets (Treasury bills,
commercial paper and certificates of

deposits).

The nced to redistribute liquidity
among the 11 Euro area countries, in-
cluding the liquidity provided by the
Euro system in its refinancing opera-
tions, has enhanced the development
of cross-border transactions in the
money market. Such transactions
currently represent more than S0%
of the overall activity in all segments
of the money market.

There are a number of other, related,
structural changes in the Euro area
money market. These include the in-
creased concentration, by market par-
ticipants, of their Euro cash man-
agement activitics compared with the
situation which prevailed in the for-
merly fragmented money markets, the
increased competitiveness, the larger
number of counterparties actually
available to individual banks and the
surge in the liquidity of secondary
markets.

Developments in bond markets

With regard to the Euro-denomi-
nated bond market, the most spec-
tacular development in 1999 has
undoubtedly been the rapid growth
of the private bond market, which
has surpasscd the expectations of

private market observers (sce '
Tab{' 3). The market gained
momentum, with the launch of large
debt securities issues that were related
to a number of sizeable mergers and

Chart 1 . . acquisitions in the firse half of 1999.
Unemployment in the Euro Area, ity against collateral, and the short-term
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The rather smooth and fast way in
which the Euro-denominated private
bond martet proved able to absorb
these issues was widely regarded as
an importint sign of the increased
depth of this market. However, there
is still scope for further integration
of bond markets within the Euro area
(see the bax).

Although sill relatively small in terms
of volume - in particular when com-
pared with either domestic credit in
Euro in the Buro area and/or with
the size of the private bond market
(comprising both non-financial cor-
porations and financial institutions)
in the Unred States (which is ap-
proximately three times larger than
the Euro-denominated private bond
market) - the year-on-year growth
rates of Euro-denominated private
issuance of bonds have been signifi-
cant, particularly in the case ogrl‘ari-
vate non-fnancial corporations and
private utilty companies. As seen in
Table 3, during the first nine months
of 1999 private non-financial cor-
| porate bond issues increased by 294%
as compared with the same period in
1998, whil: issuance by private utili-
ties increastd by 188% over the same
period. The largest private issuers in
1999 were banks, which accounted
for more than half of the total issu-
ance volume followed by non-
financial corporations, other financ-
ing companies and utility compa-
nies.

Developments in equity markets

The total stock market capitalisation
of Euro ara equity markets stood at
4,346 billion at end-October 1999
or 71% of GDP (see Table 2). This

compared with a market capitalisation
of 3,624 billion at the end of 1998.
Apart from reflecting an increase in
stock prices over this pcriod, this also
reflected a steady increase in the total
number of firms listed on stock ex-
changes in Euro area countries in the

course of 1999,

This is a further indication of the grow-
ing importance of direct finance in the
Euro area and provides additional evi-
dence that the financial system in the
Euro area may be becoming more
securitised.

The introduction of the Euro appears
to have acted as a catalyst for the emer-
gence of stock markets for so-called
growth companies and cross-border co-
operation between these stock markets.
This assists those companies, which
may have found it difficult to raise bank
finance in the past to raise equlty fi-
nance, which may be more appropnate
for the risk profiles of their earnings.
There was significant growth during
1999 in the EURO.NM matket, a pan-
European group of regulated exchanges
which aims at attracting listings by
growth companies. As of November
1999 this alliance, which was estab-
lished at the end of 1997, included five

European equity markets for growth
companies - Le Nouveau Marche’
(Paris), Neuer Markt (Frankfurt),
NMAX (Amsterdam), EURO.NM Bel-
gium (Brussels)and Nuovo Mercato
(Milan); several other European ex-
changes have shown interest in join-
ing. Compared with end-December
1998, the total number of compa-
nies listed at EURONM increased by

76% up to end-September I999
(from 165 to 291); during the same
period, total market capitalisation
grew from €3LS billion to € 574
billion, an increase of 80% (see Chart

3).
Other initiatives in the equity mar-
kets include Nasdaq-Europe, which

§ is scheduled to begin operating in

2000 as a pan-European platform for

* initial public offerings of European

high growth companies, and
EASDAQ, an international exchange
based in Brussels which focuses on
attracting listings by intermediate
high-growth companies with a Eu-
ropean or international orientation.
This exchange had a total market
capitalisation of 30.3 billion as of
26 November 1999. All in all, the
emergence of these new initiatives in
recent years is a sign that the move-
ment towards and the subsequent
start of Stage Three of EMU has
provided incentives for private enter-
prise in Europe and that more com-
panies are positioning themselves to
reap the benefits of Economic and
Monetary Union.

Developments in the structure of the Euro
foreign exchange markets

The infrastructure for trading the
Euro in the foreign exchange market

(Table 3

165 494

Euro-denominated private gross bond issuance by issuertype in 1999 (1))
~(annual pemntage increases)

Private Bank Private Corporate ~ Private Finance Private Utility Total

2817 228 1164 629
Q2 ; 494 2482 245 25417 764
Q3 523 4765 1682 70 992
Jan.-Sep. 50.2 2044 474 1875 772
Source: Gapital Data Bondware -~~~
Note: ~ ECB dataon sectoral Securities Issuesvﬁbeoomeava‘dablemeaﬂymoo
% 1) Issues are calculated using the nomina) amount

4
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Chart 3

Market capitalisation and number of listed companies in the EURO.NM market

1998

developed rapidly in 1999. The in-
troduction of the new currency also
coincided with significant changes in
the overall structure of the foreign
exchange market in respect of liquid-
ity, volumes and participation. Al-
though these developments have been
driven mainly by global factors - such
as bank mergers, a general reduction
in risk appetites, and the increased
use of electronic broking systems -
the transition to EMU has also been
one of the prime catalysts triggering
this rationalisation process. The main
changes observed so far include the

following:

The recommended quoting conven-
tion for the Euro - “certain for un-
certain” against all other currencies
(ie. I =X units of currency “Y")
- has been widely adopted. Quota-
tion of legacy currencies has largely
ceased in the interbank market and
for large corporate customers. How-
ever, banks are still encountering de-
mand for legacy currency quotes
from retail and smaller corporate cus-
tomers, and this is expected to con-
tinue until accounting systems have
fully adjusted to the Euro.

The number of market participants
has fallen as a result of bank mergers
and the centralisation of Euro deal-
ing by banks and treasury activities.
The commercial pressures for
rationalisation of the banking sec-
tor in Europe have been substantially
heightened by the creation of the
Euro, and seem likely to remain a fea-
ture for the foreseeable future,

There has also been a decline in the
traditional foreign exchange market-

& ket cupituliution (1R billis, kefl-hand suk) 4] 30
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making function and the readiness of
banks to quote reciprocal prices. In
other words, the number of dealers
committed to quoting two-way prices
to their counterparties at any time (i.e.
ready to buy or sell a currency at any
time at the request of their
counterparty) has decreased. Rather,
the major source of spot liquidity in
the major currencies, including the
Euro, is now to be found on the elec-
tronic trading systems, in which deal-
ers can enter deals without having to
provide their counterparties with two-
way prices.

Foreign exchange turnover has fallen
globally for some of the reasons noted
above. However, the declines have been
more marked in some Euro financial
centres - in some cases turnover has
fallen by rather more than 30%. A sig-
nificant part of this sizeable contrac-
tion can be attributed to the mechani-
cal effect of the introduction of the
Euro, whereby cross-currency trading
between Euro area legacy curtencies dis-
appeared. It may also reflect the fact
that many cross trades were conducted
via the US dollar.

For the most part, dealing spreads on
trades involving the Euro narrowed
quickly as the market became used to
dealing with an accounting for the new
currency. The spreads (i.e. the usual dif-
ferentials between the bid and ask
prices) for standard size deals in Euro
against the US dollar, the Pound Ster-
ling and the other non-participating
currencies were soon roughly the same
in percentage terms as for similar deals
against the Deutsche Mark. The main
exception has been in trading between

the Euro and the Japanese yen, where
spreads have continued to be wider
and more variable than was the case
in trading between the Deutsche
Mark and the Japanese Yen.

Concluding remarks

The introduction of the Euro at the
start of January 1999 brought about
a significant change in the economic
and financial environment. The most
remarkable changes, which took place
in the course of 1999, occurred in
the financial structure of the Euro
area, with some signs that the Euro
area is becoming a more market-ori-
ented structure. The integration of
the national money markets into one
Euro area market for short-term li-
quidity progressed smoothly. Fur-
thermore, a rapid growth of the
Euro-denominated private bond
marker and the related advance of
financial instruments such as high-
yield bonds have increased the vari-
ous options available for corporate
financing in the Euro area. These de-
velopments could change the finan-
cial structure of the Euro area in a
more fundamental manner in the
years to come. Further integration
would enhance the efficiency of Euro
area financial markets, which would
be beneficial to both borrowers and
investors. Both the single monetary
policy for the 11 Euro area countries
and economic policies which remain
the responsibility of national au-
thorities, need to take these changes
into account.

Excerpts  of an article of ECB Monthly
Bulletin - January 2000 by W.G.S.
Waidyanatha.
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