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                                                             CHAPTER I 
                                    THE HISTORY OF THE EURO, EMU AND EMI                                         

I.1 The History Of The EURO

This history is the largest monetary changeover of the world, has ever seen. PRIVATE
The Treaty of Rome (1957)
 declared a common European market as a European objective with the aim of increasing economic prosperity and contributing to "an ever closer union among the peoples of Europe".The Single European Act (1986)
 and the Treaty on European Union (1992)
 have built on this, introducing EMU and laying the foundations for single currency. The third stage of EMU began on 1 January 1999, when the exchange rates of the participating currencies were irrevocably set. Euro area Member States began implementing a common monetary policy, the euro was introduced as a legal currency and the 11 currencies of the participating Member States became subdivisions of the euro. Greece joined on 1 January 2001 and so 12 Member States introduced the new euro banknotes and coins at the beginning of 2001. The successful development of the euro is central to the realization of a Europe in which-people, services, capital and goods can move freely. This part of the research was prepared with the purpose to introduce the stages of development of EURO with its tools. The new single currency originates in the Treaties. All the Treaties were prepared and signed by members of the European Council, which comprises the Heads of State or Government of each of the Member States of the EU, and then ratified by each country according to national legislative-procedures.
The elected governments of Member States together created and developed the euro. In Madrid in December 1995, the European Council adopted the name “euro”. The ECB was established on 1 June 1998. It is based in Frankfurt am Main, Germany, and aims to maintain price stability and to conduct a single monetary policy across the euro area.This is done through its own activities and through working with the national central banks. Together, the ECB and the euro area national central banks are known as the Euro system. 
I.1.1 PRIVATE
the Historical Development of Monetary Integration

· Necessity of Monetary Integration

The success of the common market calls for convergence of the Member States' monetary policies, and an internal market in the full sense of the term includes monetary union. Monetary integration is a factor for economic cohesion and solidarity between the Member States; for a united Europe, it is an asset in relations with the outside world. 
· Fluctuation Of Monetary Integration

i. First Period (1957-1969): The Absence of A European Monetary Project

The Rome Treaty laid down only minor provisions for monetary cooperation. Six founding Member States of the Community were participants in the Bretton Woods
 international monetary system, which was characterized by fixed exchange rates (in relation to fluctuations from US Dollar parity +/- 1) and possibilities of adjustment. The creation of a parallel system was unnecessary.
ii. Second Period (1969-1979): The First Efforts Towards Integration:

The demise or collapse of the Bretton Woods system, confirmed by the ending of the dollar's convertibility into gold on 15 August 1971, was followed by a general floating of the currencies. With the oil crisis of the early 70s, the European currencies came under even greater pressure. In the face of such general monetary instability, the cause of serious economic and social difficulties, the Member States sought to put in place a framework which could provide a minimum of stability, at least at European level, and which could lead to monetary union. Back in 1969, when the international monetary system was threatening to collapse the Heads of State and Government had already decided at the Hague Summit that the Community should progressively transform itself into an economic and monetary union. In October 1970, the Werner report
 (drawn up by the then Prime Minister of Luxembourg) proposed: 

· For the first stage, a reduction of the fluctuation margins between the currencies of the Member States; 

· For the second stage, the achievement of a complete freedom of capital movements with integration of the financial markets, and particularly of the banking systems; 

· For the final stage, an irrevocable fixing of exchange rates between the currencies.

 In 1972 the "snake in the tunnel"
 narrowed the fluctuation margins between the Community currencies (the snake) in relation to those operating between these currencies and the dollar parity (+/- 2,25) (the tunnel). To ensure the proper operation of this mechanism, the Member States created in 1973 the European Monetary Cooperation Fund (EMCF) which was authorized to receive part of the national monetary reserves. 

The results of this mechanism were disappointing. The disruptions provoked by the rise in oil prices caused the economic policies of the Member States in the 70s to react in diverse ways. This led to frequent and sharp fluctuations in exchange rates. There were entrances and exits from the exchange stability mechanism and the snake originally designed as an agreement of Community scope was reduced to a zone of monetary stability around the German Mark. By the end of 1977, only half of the nine Member States (Germany, Belgium, the Netherlands, Luxembourg and Denmark) remained within the mechanism, the others having allowed their currencies to float freely. The Werner Plan was abandoned the same year. 
iii. Third Period (from 1979): The Successful Resumption of The Integration Process:

Instigated by the German Chancellor Helmut Schmidt and the French President Valéry Giscard d'Estaing, the Brussels Summit of December 1978
 decided to set up a EMS. It aimed to create a zone of monetary stability in Europe by reducing fluctuations between the currencies of the participating countries. It was put into operation in March 1979.
I.1.2 EMS 

The EMS was decided by a European Council resolution of 5 December1978
. It was set up on 13 March 1979 under an agreement concluded the same day between the central banks of the Member States of the Community. Its main objectives are to stabilize the exchange rates and to reduce the inflation its main target is to achieve "European Monetary Unification" through closer cooperation between member states.

i. Assessment Of The EMS

· The primary goal of the EMS, namely to create a zone of internal and external monetary stability, based upon the Exchange Rate Mechanism, was achieved. The participating countries were spared the instability that characterized the international monetary system during the 1980s. The 1992-93 crisis was finally overcome and after nearly twenty years of effort stability prevailed.
·  Monetary discipline led to economic convergence with reduction of inflation rates and alignment of interest rates.
· Private use of the European Currency Unit (ECU) (as opposed to its 'official' use between EMS central banks) grew considerably. The ECU was increasingly used in international bond issues by Community institutions, Member State governments and companies. It became a major international financial instrument, overtaking most of its component currencies. There was also a growth of ECU bank deposits, and an inter-bank market with clearing facilities emerged. In these various ways the EMS and the ECU powerfully paved the way for the introduction of the single currency. The euro became the official unit of currency in 11 Member States on 1 January 1999.

ii. The Elements and Mechanisms of the EMS

a) Elements

· The ECU

This was the central element.A composite currency (basket of currencies), it was made up of specific amounts of each of the participating currencies. These amounts were calculated by multiplying the weight assigned to each currency by that currency's exchange rate vis-à-vis the ECU. The weight of each currency was determined according to a country's share of collective GNP and its share of intra-Community trade.Thus the ECU had a definite value in terms of each of its component currencies: this value was equal to the number of units (or fractions) by which that currency was represented in the ECU, plus the amounts of the other ECU components, converted into that currency at the central exchange rate (ECU central rate) or daily rate (market ECU). It was also an accounting currency, acting in particular to specify the Community budget. But it was not normally a means of payment: it was not legal tender.
 
b) Mechanisms (Evolution Of The EMS)

The fundamental task of the central bank is to preserve the value of the currency. The understanding of the centrality of price stability has evolved over the years, and it is worthwhile to review selectively recent developments in thinking about this aspect of the role of the central bank, with an emphasis on unsettled and controversial issues. As long as countries adhered to the gold standard, rapid inflations were precluded, although prolonged movements in the inflation rate were evident in the nineteenth century. But, the gold standard has two fundamental disadvantages:

1. It makes the growth rate of the monetary base (currency held outside banks plus banks' claims on the central bank) dependent on the vagaries of the supply of gold.

2. It is a costly way of producing money (printing and book, or electronic entry are much cheaper). 

However, it does in principle have the advantage of keeping control over the quantity of money out of the government's hands.The enthusiasm of central bankers and academics for this benefit led after World War I to a return to the gold standard in Europe and the spread of gold-standard-based central banking to many independent developing countries. Currency boards in a number of colonies effectively placed them too on the gold standard, at one remove. Britain's difficulties after its return to gold in 1925, and even more the Great Depression, reduced confidence in the benefits of the automaticity of the operation of the gold standard and of the market system. Keynes's General Theory, produced during the Great Depression, provided the predominant theoretical framework in which macroeconomic policy problems were analyzed during and after World War II.

i. Exchange Rate Mechanism (ERM I)

· The1980s: Basel and Nyborg agreements on the EMS (September 1987)

When the EMS was set up in 1979, all the Member States of the Community excepting the United Kingdom entered the EMS, with the currencies having a Basel and Nyborg agreements on the EMS (September fluctuation margin vis-à-vis their central rates of 2.25%, except for the Italian lira which had a margin of 6%.)
Greece, which entered the Community in 1981, did not join the (ERM).
The Iberian Peninsula countries, which joined the Community in 1986, did not enter the ERM immediately: Spain entered in 1989 and Portugal in 1992, with a fluctuation margin widened to 6%.
At their Nyborg Meeting of 17 September 1987 the Finance Ministers ratified a decision taken by the Governors Committee in Basel and took various measures to strengthen the EMS:
 

· A better coordination of preventative action ('inter-marginal' interventions: before the limits of the fluctuation margins were reached), 

· An increase in short-term financing and use of interest rate variations to maintain the stability of exchange rates, 

· A more flexible procedure for realignment of parities (without the intervention of the Ministers).

· The 1992-93 Crisis:
The EMS was severely disrupted by the violent storm that hit the European currency markets in September and October 1992, following the difficulties over ratifying the Maastricht Treaty
 in Denmark and France. The British pound and the Italian lira left the ERM in September 1992, and in November of the same year the Spanish peseta and the Portuguese escudo were devalued by 6% against the other currencies. In January 1993 the Irish pound was devalued by 10%; in May the peseta and the escudo were again devalued. Finally, in August 1993, the Finance Ministers took the decision to raise the fluctuation margins to 15%. 

1993-1999: These years saw a distinct return to normal. In 1996 all the participating currencies (including the lira, now reincorporated in the ERM, and the Austrian and Finnish currencies which entered in 1995 and 1996) had moved back within the original margin of fluctuation (2.25%). 
ii. The New Exchange-Rate Mechanism (ERM II)

The Amsterdam European Council meeting in June 1997 adopted the fundamental principles and elements of a new exchange-rate mechanism which regulates the relationships between the single currency and the currencies of those Member States of the European Union not participating in monetary union. The system was put in place on 1 January 1999, the starting date of the third stage of EMU. Unlike the EMS, under which all the currencies established central parities between themselves (central rates) and fluctuation margins around themselves, the parities and margins of the new exchange-rate mechanism are now fixed exclusively in respect of the euro. However, the central parities will be agreed and monitored multilaterally.
The European Parliament (EP) regularly called for the EMS to be strengthened through close coordination of monetary policies. It also demanded wider use of the ECU whose systematic use in all intra-Community payment transactions should contribute both to the economic and financial integration of the Community and to the raising of a European awareness among its people
. Following the 1992 crisis, Parliament declared itself against competitive devaluations and in favour of lifting the legal barriers to use of the ECU in commercial transactions (Resolutions of 16 September and 27 October 1993).It called for a currency's entry into the EMS or its withdrawal from the system to be decided at Community level, with a key role for the EMI, on the basis of objective economic data (Resolution of 6 May 1994).
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Figure 1: European Monetary System

Source:www.europarl.eu.int/factsheets/5_2_0_en.htm,European Parliament Fact Sheets modified 22 Oct 2000 (26 Jun 2005)

Finally, the EP called for a new exchange-rate mechanism that was simple, transparent and flexible, in order to regulate relations between Member States participating in monetary union and non-participating Member States (Resolutions of 13 November 1995 and 18 June 1996).
   

The establishment of the internal market led the Community to revive the objective of monetary union. The Hannover European Council (June 1988) pointed out that ‘in adopting the Single Act, the Member States of the Community confirmed the objective of progressive realization of economic and monetary union'. It entrusted to a committee chaired by Jacques Delors, Commission President, and comprising Frans Andriessen, Commission Vice-President, the Governors of the Central Banks of the twelve Member States and three independent experts, ‘the task of studying and proposing concrete stages leading towards this union'. 

The Madrid European Council of June 1989 adopted the Delors Plan as a basis for its work and decided to implement the first of these stages from 1 July 1990, when capital movements in the Community would be liberalized completely. In December the European Council decided to convene an intergovernmental conference to prepare the amendments to the Rome Treaty in view of EMU.

Approved by the European Council of December 1991, the amendments proposed by the intergovernmental conference were incorporated in the Treaty on European Union signed at Maastricht on 7 February 1992. (For the achievement of EMU) 
I.1.3 The Stages of EMU

 The EMU is built on two foundations. 

1. The Council of Economics and 

2. Finance Ministers and the ESCB. The former is responsible for determining the broad guidelines of the economic policy of the EU and the latter is responsible for its monetary policy.

The main aims of monetary union are to:

· finalise the completion of the single market by removing the uncertainty and the costs inherent in currency-changing transactions, as well as costs of hedging against the threat of currency fluctuations, and by ensuring the total comparability of costs and prices throughout the Union. By facilitating business and helping consumers this should stimulate intra-Community trade; 

· for the same reasons, to increase economic activity; 

· to reinforce Europe's monetary stability and enhance its financial power: 

· by ending, by definition, any possibility of speculation between the Community currencies, 

· by ensuring, through the economic and financial dimension of the monetary union thus established, a certain invulnerability of the new currency to international speculation, 

· by opening up to the euro the possibility of becoming a major reserve currency and currency of payment.

The stages of EMU are intended to phase in the transition to the single currency so that the currency has a solid foundation, particularly through the prior achievement of a thorough convergence of economic and monetary policies.
 
· First Stage (1 July 1990 - 31 December 1993)

This consisted in;

a. Completion of the internal market, effected on 31 December 1992, involving in particular the total liberalization of capital movements and financial services which was the precondition for creating a single financial area.

b. A strengthening of economic coordination, through greater convergence with regard to price stability and sound public finances. 

· Second Stage (1 January 1994 – 31 December 1998)

i. The EMI

Set up on 1 January 1994, its basic tasks were:

· to share in the coordination of monetary policies, though these are mainly a matter for the Member States; 

· to prepare for the third stage of EMU, and in particular the establishment of the ESCB

· to oversee the development of the ECU. 

In accordance with Article 123 (2) of the Treaty establishing the European Community, the ECB has taken over the advisory functions of the EMI, which went into liquidation upon the establishment of the ECB on 1 June 1998.

· Role Of EMI in EMU 

-The EMI's main purpose was to prepare for the last stages of EMU. 

-Among its main tasks the implementations of the second stage were:

· to strengthen cooperation between the national central banks and to coordinate the monetary policies of the Member States, 

· to monitor the functioning of the European Monetary System, 

· to facilitate the use of the ECU and oversee its development, 

to ascertain the state of compliance by the Member States with the convergence criteria

· for access to EMU and to report thereon to the Council. 

Its main task for the preparation of the third stage was to carry out work on monetary policy, payment systems, exchange-rate policy, management of reserves, banknotes, information systems, statistical data and matters in the legal and accounting fields.

· Institutional status Of EMI
· The members of the Council were independent in the performance of their functions: they could not take instructions from Community institutions or governments of Member States. 

· The EMI reported each year to the European Council, the Council, Parliament and Commission on the activities and the monetary and financial situation of the Community.
ii. The Monetary Committee

This had four members, two appointed by the Commission and two by the Member States. Its advisory role involved: 

· Regularly informing the Council and Commission of developments in the monetary and financial situation and the general payments system of the Member States, in particular by reporting at least once a year on capital movements and the freedom of payments, 

· Submitting opinions to the Council and Commission, 

· Contributing to the preparation of the work of the Council. 

· Its duties were taken over in January 1999 by the Economic and Financial Committee 

iii. Financial And Monetary Discipline

During the stage, Member States had to:

· Render their central banks independent of the political authorities; 

· Discontinue their overdraft facilities with their central banks and their privileged access to financial institutions; 

· endeavour to fulfill the following five convergence criteria

1. an average rate of inflation that does not exceed by more than 1-1/2 percentage points that of the three best performing Member States during the year preceding the third stage, 

2. a budgetary deficit not exceeding 3 % of GDP, or at the very least close to that level, provided that it has declined continuously, 

3. government debt not exceeding 60 % of GDP, or at the very least approximating to that level owing to a sharply diminishing trend, 

4. a long-term interest rate that does not exceed by more than 2 % the average of the three best performing Member States in terms of price stability, 

5- maintenance of the national currency within the normal fluctuation margins of the EMS for at least two years, without devaluation.

· Third Stage (1 January 1999 - 1 July 2002)

I. Final Institutions “The ECB and ESCB”

These institutions are operational since the beginning of the third stage, i.e. 1 January 1999, but their decision-making bodies were appointed already in 1998. In the context of their primary objective, the maintenance of price stability, their key function is to define and implement the single monetary policy expressed in euros. 
1. The ECB

Since the late 1980s, the world has witnessed some truly fundamental changes in Europe. At the time when the then, European Communities of 12 western European nations laid the foundation for EMU to replace the zone of monetary stability which constituted the aim of the EMS. The iron curtain which had divided the continent since WWII crumbled to pieces and within 15 years the number of EU member states has risen to currently 25. Proving many doubters wrong the Treaty on European Union (TEU) of 1992 (in Maasricht) led up to the unique event of a widespread replacement of national currencies by a common one, the “euro”. This involved the establishment of a supranational and highly independent guardian of the new currency, the ECB. This was complemented by a fiscal regime designed to foreclose any potential threats from fiscal profligacy too; under threat of punishment in case of deficits exceeding three percent of GDP, the Stability and Growth Pact (SGP) prescribes balanced budgets in the medium term.

The legal basis for the single monetary policy is the Treaty establishing the European Community and the Statute of the ESCB and of the ECB.The Statute established both the ECB and ESCB as from 1 June 1998. The ECB was established as the core of the Eurosystem and the ESCB.The ECB and the NCBs together perform the tasks they have been entrusted with. The ECB has legal personality under public international law.

The Maastricht Treaty led to the establishment of two new institutions in the area of central 

banking in Europe:

· the ECB and 

· the ESCB, with the latter comprising the ECB and the pre-existing NCBs of EU countries.

While not mentioned in the Treaty, it is the Eurosystem which is the actual entity performing the central banking functions for the euro and Euroland, comprising the ECB and the NCBs of only those EU countries that have adopted the euro.Within this narrower system of central banks, on which the following focuses, the ECB is supposed to be in the driving seat. As Article 107(3) of the Treaty establishing the European Community (TEC) says that,  the Eurosystem is governed by the decision-making bodies of the ECB.
  
STAGES OF MONETARY UNION

                

1.STAGE (1 July 1990-31 December 1993)


 Completion of the internal market    


A strengthening of economic coordination



2.STAGE (1 January 1994–31 December 1998)


“The European Monetary Institute (EMI)”


3.STAGE  (1 January 1999 - 1 July 2002)



"The European System of Central Banks (ESCB)"



"The European-Central Bank(ECB)”

Figure 2 : Stages Of Monetary Union
Source: www.europarl.eu.int/factsheets/5_4_0_en.htm “European Parliament Fact Sheets” modified 22 Oct 2000 (26 Jun 2005)(P.19-20)
Heinonen,K. “The ECB and the Single Monetary Policy” (p.25-27)
Since 1 January 1999 the ECB has been resposible for conducting monetary policy for the euro area. The euro zone came into being when resposibility for the monetary policy transferred from the national central banks of 11 EU Member States of the ECB in January 1999. Greece joined as the 12 th member two years later. The creation of the euro area and a new supranational institution, the ECB, was a milestone in a long and complex process of European Integration. The 12 countries had and have to fullfil the convergence criteria. So do future members  of the euro area. The criteria ensure the economic and legal preconditions for successfully participating in monetary union. 
· Its bodies:

The ECB is directed by: 

· an Executive Board
 comprising a President, Vice-President and two to four other members, all appointed by common accord of the Heads of State or Government of the euro area countries for a non-renewable Period of eight years. The responsibilities of the Executive Board are;
· to prepare Governing Council meetings,

· to implement monetary policy for the euro area in accordance with the guidelines specified and decisions taken by the Governing Council.In so doing,it gives the necessary instructions to the euro area NCBs.

· to manage the day to day business of the ECB.

· to exercise certain powers delegated to it by the Governing Council.These include some of a regulatory nature.
· a Governing Council 
 which is the main decision-making body of the ECB comprising the six members of the Executive Board (the President and the Vice-President are members of both bodies) and the Governors of the Central Banks of the EMU member countries. It defines monetary policy and establishes the necessary guidelines for its implementation. It is thus the ECB's supreme decision-making body; 

Its responsibilities are;

· to adopt the guidelines and take the decisions necessary to ensure the perfomance of the tasks entrusted to the Eurosystem.

· to formulate monetary policy for the Euro Area. This includes decisions releating to monetary objectives, key interest rates, the supply of reserves in the Eurosystem, and the establishment of guidelines for the implementation of those decisions.
· a General Council
 consisting of the President and Vice-President of the ECB and the Governors of the NCBs of all the (25) Member States of the European Union.In other words the General Council includes representatives from 12 euro area countries and the 13 non-euro area countries. The other members of the ECB’s Executive Board, the President of the EU Council and a member of the European Commission may attend the meetings of the General Council. But, they do not have the right to vote. Its tasks are transitional since it is responsible for relations with countries temporarily outside EMU. The General Council can be regarded a transitional body. It carries out the tasks taken over from the EMI which the ECB is required to perform in Stage Three of EMU on account of the fact that not all EU Member States have adopted the euro yet. The General Council also contributes to

· the ECB’s advisory functions;

· the collection of statistical information;

· the preparation of the ECB’s annual reports;

· the establisment of the necessary rules for standardising the accounting and reporting of operations undertaken by the NCBs;

· the taking of measures relating to the establishment of the key for tha ECB’s capital subscription other than those already laid down in the treaty;

· the laying-down on the conditions of employment of the members of staff of ECB;

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

In accordance with the Statute, the General Council will be dissolved once all EU Member States have introduced the single currency.
· The Economic and Financial Committee

· Composition:
Not more than nine members, a third of whom are appointed by the Member States, a third by the Commission and a third by the ECB.

· Duties:

The same as those of the Monetary Committee, which it succeeded on 1 January 1999, except for notifying the Commission and Council of developments in the monetary situation, which is now the responsibility of the ECB.

· The Euro Council

The Luxembourg European Council in December 1997 decided to set up the ‘euro Council', the authority for coordinating economic policies in which the ministers of economics and finance of the EMU Member States can meet informally to discuss issues connected with their shared specific responsibilities for the single currency. However, whenever issues of common interest are at stake they are discussed by the ministers of all the Member States, and any decision required is taken by the Economic and Financial Affairs Council (Ecofin) in accordance with the procedures laid down in the treaties.

· Its Independence

It could be argued that the new ECB is the most fiercely independent bank in the world. America’s Federal Reserve is required by law to take output and employment into account alongside inflation, for which no numerical target is set. Independence entails the legal framework, the political resolve and the economic maneuverability necessary to achieve a consistently low inflation rate with growth, despite outside influences.
 In Euroland’s case, the over-arching principle was to shield central bankers from any possible political control and the vision of a central bank perfectly outside any political control was actually achieved. There are no effective checks and no real “accountability on performance” in place whatever.Arguably, the CB is the world’s most independent central bank.

                                      MANAGERIAL ORGANS OF ECB

                                                                 
 Executive Board                        Governing Counsil                         General Council                                                                            
                                             

-a President               -six members of the Executive Board        -President of ECB

-Vice-President         -Governors of the Central Banks               -Vice-President 
-two to four other         of the EMU member                                     of ECB
  Members                                                                                    -Governers of (25)NCBs         

                                                                                                                           



RESPONSIBILITIES        RESPONSIBILITIES            RESPONSIBILITIES                         

-to prepare Governing        -It defines monetary policy and         -it is responsible
Council meetings,               establishes the necessary               for relations with
-to implement monetary    guidelines for its implementation    countries temporarily
 policy                                                                                        outside EMU
-to manage the day to day business of the ECB

-to exercise certain powers delegated to it by the Governing Council. 
Figure 3.Managerial Organs of ECB
 Source:http://en.wikipedia.org./wiki/Category:European_Union”Articles 45,46 and 47 Of The Statute Of The ESCB and Of The ECB Articles in Category European Union” (22 Jun 2005)(p.38)
Heinonen,K. “The ECB and the Single Monetary Policy”(p.28)
Its designers even topped the Bundesbank model. For while the Bundesbank was only protected by a simple law that could have been changed at any time, the ECB’s independence is engraved in the Treaty’s marble; requiring unanimity for change. There is thus not even much of a threat to the ECB of becoming subjected to political control in case of too obstinate estrangement of Euroland’s democratically-elected representatives.
 
· The first political reason in favour stipulates that an independent central bank is recommended because it can operate regardless of the political pressures that government and parliament cannot avoid.It is therefore consolidated as a guarantor of continuous stabilisation policy due to its long term policy horizons.Economy consists of numerous sectors that differ in terms of their prefered rates of inflation. The government represents the interests of the sector corresponding to the median voter.But the position of the median voter can vary over time. The structure of the central bank will determine the extend to which monetary policy will be affected by shifts in voter preferences.

· The second economic reason highlights the danger of a central bank subordinated to political bodies risking ‘fiscal inflation’. This is because of the fact that politicians tend to look at the central bank as a source of financing, neglecting the risks and detrimental effects of inflation.

· The third ‘technical’ reason cited is that an independent central bank is recommended due to its faster decision making process and because of the superior economic qualifications of central bankers over politicians(!).

A well developed theoritical literature suggests that central bank independence causes low inflation. By removing monetary policy from the hands of elected officials, ”central bank independence” mitigates the time inconsistency problem central to inflation.”Monetary policies that are optimal now, might not be optimal later”. Time-inconsistency problems arise from the recognition that politicians have incentives to use monetary policy to achieve political objectives.

i. Political Independence of ECB
The independence of the ECB is conducive to maintaining price stability. Theoritical analysis and empirical evidence always showed that the independence of the ECB helped to maintaining price stability. The ECB’s independence is laid down in the institutional framework for the single monetary policy.
Main features of the structure of its political independence are;
a. Practical Implications

Neither the ECB nor the NCBs, nor any member of their decision-making bodies are allowed to seek or take instructions from European Communitiy institutions or bodies, from any government of an EU Member State or from any other body. Community institutions, bodies and the governments of the Member States must respect this principle and not seek to influence the members of the decision-making bodies of the ECB.

b. Other Provisions

The ECB’s financial arrangements are kept seperate from those of the European Community. The ECB has its own budget.Its capital is subscribed and paid up by the euro area NCBs.

The Statute foresees long terms of office for the members of the Governing Council.Members of the Executive Board can not be re-appointed.Governers of NCBs and members of the Executive Board have security of tenure;

· a minimum term of office for NCB governors of five years,

· a non-renewable term of office of eight years for members of the Executive Board of the ECB,

· removal of either from office only in the event of incapacity or serious misconduct,

· the Court of Justice of the European Communities is competent to settle any disputes.

The Eurosystem is prohibited from granting loans to Community bodies or to national public sector entities.This further shields it from any influence exercised by public authorities. The Eurosystem is functionally independent.The ECB has at its disposal all instruments and competencies necessary for the conduct of an efficient monetary policy and is authorised to decide autonomously how and when to use them. The ECB has the right to adopt binding regulations to extent necessary to carry out the tasks of the ESCB and in certain other cases laid down in specific acts of the EU Council.
c. Transparency

Transparency means that the Central Bank provides the general public and the markets with all relevant information on its strategy, assessments and policy decisions as well as its procedures in an open, clear and timely manner. Today, most central banks, including the ECB, consider transparency as crucial. This is true especially for their monetary policy framework. The ECB gives a high priority to communicating effectively with the public.

Transparency helps public to understand the ECB’s monetary policy. Better public understanding makes the policy more credible and effective. Transparency means that the ECB explains how it interprets its mandate and that is forthcoming about its policy goals.

d. Accountability 

1. Reporting obligations

To retain legitimacy, an independent central bank must be accountable to democratic institutions and to the general public for its actions in the pursuit of its mandate.
The most imortant conclusion of both the theoritical and empirical literatures is that a central bank should have instrument independence, but should not have goal independence. Rather,a central bank should be given a clearly defined goal or set of goals and the power to acheive them and should be held accountable for doing so. Accountability is needed for two reasons;

· to set incentives for the central bank to meet its goals and explain its actions,

· to provide democratic overside of a powerful political institution.

The ECB has precise reporting obligations.
According to the Statute, the ECB is required to publish quarterly reports on the activities and on the monetary policy of the previous and the current year. The annual reports have to be addressed to the European Parliament, the EU Council, the European Commission and the European Council. To fullfil the requirements of the Statute the ECB publishes;

· a monthly Bulletin (in addition to a quarterly one)

· a consolidated Weekly Financial Statement

· Annual Reports

Besides that, the ECB produces a range of other task-related publications.

e. Corporate Governance

In addition to the decision-making bodies, the corporate governance of the ECB encompasses a number of external and internal layers.

Control Layers

a) External:

· External auditors and European Court of Auditors.

b) Internal:

· Internal Audit

· Internal control structure

· Code of Conduct and insider trading rules

· Budgetary authority

· Data Protection Officer

· Prevention of fraud within the ECB and rules applying to OLAF (Europen Anti-Fraud Office) investigations.

· Internal Auditors Committee
· Capital Subscription of ECB 
 

The fully paid-up subscriptions of euro area national central banks to the capital of the ECB of Euro 5,564,669,247.19 amount to a total of Euro. 3,978,226,562.17 and break down as follows. According to the related protocol, each euro area NCB is required to contribute to the capital of the ECB as to the amount of the avarege of the proportions of their “national population to the population of the euro area and NGDP to the GDO of the euro area”.
This is equal to the amount of Euro 5,564,669,247.19. The EU’s 13 non-euro area NCBs are required to contribute to the operational costs incurred by the ECB in relation to their participation in the ESCB by paying up a minimal percentage of their subscribed capital. From 1 May 2004 these contributions represent %7 of their subscribed capital, amounting to a total of Euro.111,050,987.95 as follows:

Table 1.1 the Capital of the ECB

Euro Area National Central Banks

NCB                                          Capital Key %                    Paid up Capital (Euro)

Banque Nationale de Belgique             2.5502                           141,910,195.14

Deutsche Bundesbank                         21.1364                        1,176,170,750.76

Bank of Greece                                    1.8974                            105,584,034.30

Banco de Espana                                  7,7758                            432,697,551.32

Bangue de France                               14,8712                              827,533,093.09

Central Bank of Ireland                       0,9219                              51,300,685.79        

Banca d’Italia                                      13,0516                            726,278,371.47

Banque Central du Luxemburg             0,1568                                8,725,401.38

De Nederlandsche Bank                       3,9955                             222,336,359.77                           

Oesterreichische Nationalbank             2,0800                             115,745,120.34

Banco de Portugal                                 1,7653                               98,233,106.22

Finlands Bank                                       1,2887                                71,711,892.59 

Total                                                   71,4908                            3,978,226,562.17
Non-euro area NCBs             Capital Key %                    Paid up Capital (Euro)
Danmarks Nationalbank                        1.5663                                   6,101,159.01

Sveriges Riksbank                                 2.4133                                   9,400,451.41

Bank of England                                  14.3822                                 56,022,530.23

Ceska Narodni Banka                            1.4584                                    5,680,859.54

Eesti Pank                                              0,1784                                        694,915.90

Central Bank Of Cyprus                        0,1300                                        506,384.90

Latvjas Banka                                        0,2978                                     1,160,010.95

Leituvos Bankas                                    0,4425                                     1,723,656.30

Magyar Nemzeti Bank                           1,3884                                     5,408,190.75

Central Bank Of Malta                           0,0647                                        252,023.87

Narodowy Bank Polski                          5,1380                                    20,013,889.41

Banka Slovenije                                     0,3345                                      1,302,967.30                    

Narodna Banka Slovenska                     0,7147                                      2,783,948.38

Non-euro area NCBs                           28.5092                                  111,050,987.95                                                  
Source: http://www.europe.en.int/index_eu.html “European Central Bank Publications” 2004 

 The ECB has the following tasks:
· To administer the ESCB. 

· to address an annual report on the activities of the ESCB and the monetary policy of both the previous and the current year to the Council, Parliament and Commission.
 
2. The ESCB

i. Organization:

      The ESCB consists of the ECB and the NCBs of all EU Member States whether they have adopted the Euro or not. It is governed by the decision-making bodies of the ECB.

· Eurosystem 
The Eurosystem comprises the ECB and the NCBs of those countries that have adopted the Euro. The Eurosystem and the ESCB will co-exist as long as there are EU Member States outside the Euro area.

· Euro Area 

The euro area consists of the EU countries that have adopted the Euro. 12 Member States of the EU are participating in the single currency. These member states are Belgium, Germany, Greece, Spain, France, Ireland, Italy, Luxemburg, The Netherlands, Austria, Portugal and Finland.
· Non-participants

Cyprus, Denmark, The Czech Republic, Estonia, Hungary, Latvia, Lithuana, Malta, Poland, Slovakia, Sweden and the United Kingdom are members of the EU but are not currently participating in the single currency. Denmark, Estonia, Lithuania and Slovenia are members of the ERM II. This means that the Danish krone, the Estonia krone, the Lithuanian litas and the Slovenian dolar are link to the euro, but the exchange rate is not fixed. It is expected that in the future more countries will join the ERM II.
ii. Tasks:

The tasks of the ESCB and the Eurosystem are laid down in the Treaty establishing the European Community. They are specified in the Statute of the ESCB and of the ECB.The statute is a protocol attached to the Treaty.The Treaty text refers to the ESCB rather than to the Eurosystem.It was drawn up on the premise that eventually all EU Member States will adopt the Euro.Until then, the Eurosystem will carry out the tasks.

“The primary objective of the ESCB shall be to maintain price stability”and”without prejudice to the objective of price stability, the ESCB shall support the general economic policies in the community with a view to contributing to the achievement of the objectives of the community as laid down in article.
 The objectives of the Union are,
· a high level of employment and sustainable and 
· non-inflationary growth.

 In order to discharge its fundamental task “the maintenance of price stability”, the ESCB’s functions are: 

a. To define and implement the single monetary policy expressed in euros; 

b. to conduct foreign-exchange operations arising from the exchange-rate policy established by the Council; 

c. to hold and manage the foreign reserves of the participating Member States; 

d. to ensure the smooth operation of payment systems in the euro area; 

e. to contribute to the smooth conduct of policies relating to the prudential supervision of credit institutions and the stability of the financial system; 

f. to authorize the issue of banknotes in the euro zone. 

Following the appointment of the ECB President and the other members of the Executive Board, the ESCB and ECB were set up on 1 June 1998.
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 Figure 4. European System of Central Banks
Source: http://en.wikipedia.org./wiki/Category:European_Union “Article 107.1 of the Treaty of the Statute of the ECB and of the ESCB Articles in Category European Union” (22 Jun 2005)
II. Enlargement of The Euro Area

The adaptation of the ECB to a likely increase in Euro zone membership is one of the more urgent political tasks currently facing the EU as of today. Ten Central and Eastern European countries
 are expected to adopt the euro after accession to the EU and with it the EMU
, two Southern European Countries are also expected to apply (Malta and Cyprus) and three EU members which currently are not members of the euro area, could adopt to the Euro on short notice (United Kingdom, Sweden and Denmark). Most observes agree that membership in the euro area might – at a minimum- increase from the current 12 to 24 by the end of the decade. In the absence of modification of the current ECB statute, such growth could have severe consequences for the efficiency of monetary policy making in the euro area. The task of ECB reform is already on the political agenda. The Nice Summit of December 2000 asked the ECB Governing Council to prepare suggestions for a reform of its statute by the end of 2002, and there have been reports of heated discussions among the council members regarding the possible reform paths. Two fundemental problems lay at the heart of the complex of “euro area enlargement” in the context of the ECB reform. A larger ECB Council could experience greater difficulties in decision making than the smaller body governing monetary policy in the euro area today. Without reform of the current ECB statute,the doubling of the number of euro area member states would increase the size of ECB Council from 18 (6 members of the Executive Board plus 12 NCB governors) to 30, making it by far the largest monetary policy making body among industrial countries. Discussing and voting procedures would likly become more time-consuming and complicated. The CB tradition of consensus -based policymaking- said to play an important role in today’s ECB decision-making process, too could further amplify the large number problem and incresase decision-making costs.

An increase in euro area member states without reform is likely to increase the overall wedge between the economic and political weights of EMU member countries within the ECB.Currently, all member states have equal voting power within the Council and policy decisions are based on a sipmle majority voting role.Since almost all accession countries are small in economic terms relative to current euro area menbers, enlargment within the existing institutional setup would significantly increase this mismatch between the smaller member countries’ vote share and relative economic size. Such “overrepresentation" would introduce an unwelcome bias at least in theory, if  country representatives put some weight on national economic developments and these developments deviated significantly from the behavior of euro area aggregates.

Based on a detailed discussion of these over representation and decision making issues a number of specific scenarios have been enviseged.
 
· Centralization: Decision making could be centralized, for instance, in the hands of the six members of the present ECB Board.
· Weighted voting: Another possibility could be the introduction of weighted voting for non-board members of the ECB Council, for instance, by GDP or population shares.
· Representation: Alternatively, voting rights might be allocated jointly to groups of national central bank governors, with group representatives voting in the ECB Council.
· Rotation: A last reform scenario could be asymetric rotation.In this setup, national central bank governors would take turns sitting on the Council. For instance, a rotation scheme could allocate larger countries such as France or Germany a more or less permanent seat at the ECB Council, while very small countries such as Luxemburg or Estonia would join the Council less frequently. Moreover, grouping countries by economic size “share” a Council seat would guarantee that the euro area members voting in the council represent a majority of the euro ares’s economy. 
III. Role of the Parlaiment on the Process of Introducing Euro. 

i. Legislative role:

The Treaty requires the European Parliament to be consulted, and a parliamentary vote taken, on a number of issues. The most important are: 

· Arrangements for introducing the euro coins by Member States. 

· Secondary legislation implementing the "excessive deficit" procedure, including the "Stability ad Growth Pact". 

· Agreements on exchange-rates between the euro and non-EU currencies. 

· Any changes to the Statute of the ECB, and powers given to the Bank to supervise financial institutions.

ii. Supervisory role

· Treaty provisions
- The EP is consulted on the nomination of the ECB President and the other members of the Executive Board. 

-It holds debates on the annual reports and other publications of the ECB. 

-The Commission and Council must report to Parliament on all major decisions and developments in the field of general economic policy. 
· Implementation
Parliament called for the extensive powers of the ECB to be balanced by democratic accountability (resolution of 18 June 1996). In this context it instituted the "monetary dialogue" as a regular procedure. The President of the ECB, or another member of its Board of Governors, appears before Parliament´s Economic and Monetary Affairs Committee at least every three months to answer questions on the economic outlook and to justify the conduct of monetary policy in the euro area. 

Reports of the Commission and Council have formed the basis of reports by a Committee of the Parliament, a debate by Parliament as a whole, or a resolution by Parliament as a whole. 

I.1.4   The Process of Introducing The Euro:
1. Coordination of the Economic Policies and The Process

From the beginning of the third stage, Member States must regard their economic policies as a matter of common concern. The relevant coordination is ensured by the Council. 

· The Council lays down the broad guidelines of the economic policies of the Member States and of the Community after reporting to the European Council and taking account of its conclusions. 

· The Council ensures compliance with these broad guidelines and monitors economic developments in the Member States. 

· In particular the Council monitors excessive public deficits. On an opinion from the Commission, it decides whether a Member State has such a deficit and recommends measures to be taken by that Member State with a view to eliminating it within a specified time-limit. Should the Member State fail to adopt such measures, the Council may decide to impose sanctions. 

The provisions of the Treaty were complemented by a Stability and growth pact
 (adopted by the Amsterdam European Council in June 1997) which maintains budgetary discipline even after the beginning of the third stage: 

· by requiring Member States participating in monetary union to draw up and submit stability programs to maintain medium-term budgetary equilibrium, 

· by laying down the timetable for implementation, and sanctions under the excessive deficits procedure. 

The process, broadly outlined by the Treaty, was clarified by the Madrid European Council of December 1995, after consultations with the Commission and the EMI.

i. On 1 January 1999: 

· the parities of the participating currencies and their rates of conversion into euros were irrevocably fixed; the amounts expressed in national currencies in contracts were converted into euros in accordance with those rates to ensure the continuity of those contracts, 

· on the basis of two Council regulations establishing the legal framework of the euro, the euro became a currency in its own right and the basket-ECU ceased to exist, 

· monetary policy and exchange-rate policy is carried out in euros, and the participating Member States issue their new public-sector debt instruments in euros. 

ii. Between 1 January 1999 and 1 January 2002, the ESCB and the national and Community public authorities had to monitor the process of changeover to the single currency in the financial sector, and particularly banking, and in general help all sectors of the economy through this transition. 

iii. By 1 January 2002, euro banknotes and coins began to circulate alongside national currency banknotes and coins. The period of dual currency circulation had been shortened to two months after the introduction of euro banknotes and coins on 1 January 2002. After that date only euro banknotes and coins is legal tender. 

Each participating national central bank offered the possibility of exchanging legal tender banknotes of other participating Member States against euro banknotes and coins at the official conversion rate at one location at least in every country until 31 March 2002.
2. Cronological History of EMU
The following eleven of the fifteen member states of the European Union have scheduled a gradual phase in for the introduction of the euro and will participate in the initial round of the EMU: Austria, Belgium, France, Finland, Germany, Ireland, Italy, Luxembourg, the Netherlands, Portugal and Spain. 
The timetable for the introduction of the euro is as follows:

10 December 1991

Treaty on the European Union signed decision made to set up a monetary union and adopt five convergence criteria

1 January 1994

second stage of the EMU (transitional period) EMI set up in Frankfurt; procedures strengthened for coordinating European economic policies; excessive deficits fought and policy for economic convergence of the Member States; independence of national central banks.

16 December 1995

Madrid European Council the name "Euro" adopted; the technical procedure for introducing the Euro and the timetable for going over to the single currency established.
14 December 1996

Dublin European Council pact on budget stability and growth adopted the Euro acquires legal status.
16 June 1997

Amsterdam European Council treaty on stability and growth confirmed; regulations adopted on the legal status of the Euro; "EMS First Round" for countries not involved in the single currency resolved; design of the coins chosen.
13 December 1997

Luxembourg European Council: coordination of economic policies during the third stage of the EMU (multilateral supervision) and Art. 109 and 109b of the treaty resolved (exchange rate policy and the Community's representation at international level.
1 and 2 May 1998:

The European Council defines the list of countries joining the single currency based on the convergence criteria; the European Parliament is consulted; irreversible bilateral exchange rates set.

In 1998

ECB established, its executive committee appointed; Production of coins and notes started.
1 January 1999

Third stage of the EMU; the Euro becomes a currency in its own right; banks and businesses transfer to the Euro.

1 January 2002

The Euro is introduced; coins and notes go into circulation.
1 July 2002 at the latest:

The status of national coins and notes as legal currency is abolished

Source: Fontaine, P."Europe in ten points", a public European Union  publication.(p.27-29)
I.2. The Impacts Of EMU

On January 1, 1999 eleven EU states were scheduled to form the EMU and began a three year process of replacing their national currencies with a common currency, the "euro." EMU is both the continuation of a half century long process of European economic and political integration and an effort to complete the single European market begun in the 1980's. It is also a unique undertaking with wide ranging and unforeseen implications and consequences both within and outside Europe. EMU and the euro represent the most ambitious regional economic union ever attempted. If EMU could be sustained effectively over time, it would likely provide considerable stimulus to economic growth and competitiveness within those EU states that enter it, and enhance Europe's overall global economic position. The euro itself could also become an international reserve currency and a competitor to the dollar. One of the most critical issues is the relationship between EMU and structural economic reform in Europe. It was unclear whether EMU would serve as a stimulus for such reforms as its proponents maintain or, a diversion from them, as its opponents argue. A successful euro should strengthen transatlantic trade and investment and may encourage greater European foreign and security policy assertiveness and intergovernmental coordination.

Most of the countries in Europe are participating in a bold economic experiment in which national currencies were replaced by a common currency (called the Euro) by 2002. In May 1998, decisions were made on which countries were eligible for participation in the EMU.ECB was created in 1998 that is charged with coordinating monetary policy for the EU. Since January 1, 1999, the Euro has been used for all foreign exchange operations in the participating countries. Euro banknotes and coins began to circulate on January 1, 2002 and completely replaced national currencies by July 1, 2002 (existing national currencies ceased to be legal tender in the participating countries on or before this date). 

The principal goal of EMU is to establish a single European currency called the euro which will replace the national currencies of those EU states that join it. The participant countries were qualified to enter EMU, on the basis of the economic criteria contained in what is known as the stability and growth pact
. The stability pact includes stringent economic requirements dealing with public deficits and debts, inflation rates and exchange rates.
I.2.1 Possible Impacts of EURO As A Common Currency :

Supporters of the EMU argue that the introduction of a common currency will reduce transaction costs and increase the volume of trade among the participating countries. This results in larger gains from trade and increases the extent of competition in most product markets. Tourists will also benefit from the lower transaction costs associated with a single currency. 

The introduction of a single European currency, however, also means that the participation countries will no longer be able to pursue independent monetary and fiscal policies. Monetary policy for the EU will be under the control of the ECB. One of the major concerns about the success of the monetary union is whether this central bank will be able to maintain an independent policy of maintaining a low inflation target. While each country has some control over its own fiscal policy, the ability to engage in deficit spending is limited since the monetary union shares a common interest rate. Higher levels of government borrowing in one country raise interest rates in all participating countries. Countries that maintain deficits that exceed a specified value will be subject to sanctions. This may require countries to engage in procyclical fiscal policies during a recession (i.e., increasing taxes and/or reducing government spending or transfer payments to reduce a deficit).
 

One of the shortcomings of the European Monetary Union is that three members of the European Union (Britain, Denmark, and Sweden) have chosen not to participate in the European Monetary Union. 

After participating 10 additional countries (8 former Soviet block economies and Malta, Cyprus) which have applied for membership the area and population covered by the euro will expand substantially.

What follows is a brief overview of some key issues and implications raised by the euro and EMU on the eve of their planned,the primer outlines the primary goals and the overall timetable for EMU and then a series of questions in four dramatic areas, as follows:

I. Macro-economic impacts, 

II. Intra-European economic issues, 

III. Domestic and intra-European politics, and 

IV. Transatlantic political and economic implications. 
I. Macro-Economic Impacts 

Many economists in Europe and the U.S.A are concerned that the drive for monetary union has contributed to the current economic slowdown in Europe. Budget austerity, for example, contributes to unemployment and makes it more difficult for Europeans to purchase American goods. However, European officials maintain that EMU is encouraging EU states to make some of the painful economic choices which would need to be made in any case, but which are made more urgent by EMU.

· The generally presumed minimum requirements for a successful euro are: 

a. A European Central Bank that maintains strong anti-inflationary policies;

b. Budget discipline among member states;

c. More progress in reforming structural economic problems within EU states, such as labor market rigidity, corporatist relationships between business, government and labor, and expensive social welfare systems.

d. EMU will also require that all participant states have a single monetary policy and interest rate, both of which may be difficult to sustain over time.

Overall economic conditions in Europe would also shape the euro's near-term success, strength and credibility. These are generally favorable in all of the countries entered EMU in 1999, with the important exception of high unemployment and structural unemployment across much of Europe.
Difficulties might also arise as a result of significant variations in the economic strategies of these eleven countries when the ECB is setting one monetary and exchange rate policy for the entire euro-zone.

According to the Report by the Economic and Financial Commmittee on EU Financial Integration of May 2002
despite progress in implementing the internal market programme and the introduction of the euro, the EU still does not have a fully integrated financial market. Much has been achieved on the road towards integration, but there is more work still to do. The European Council at Lisbon
 set the key strategic goal for the EU to become by 2010  “the most competitive and dynamic knowledge-based economy in the world”. As recognized  by  Heads of State and Government, a crucial element to achieve this goal is more integrated financial market which can act as a catalyst for growth across all sectors of the economy and enhance productivity. As a result of further integration, consumers will benefit from lower prices and better quality products; enterprises will benefit from lower borrowing costs and improved opportunities for risk-sharing. As stated by the European Council in Barcelona
 “only through an integrated and efficient European capital market consumers and business wiil alike reap the full benefits of the euro. Competitive financial markets will lead to increased choices and lower prices for consumers and investors, with appropriate levels of protection”.

 In particular, policy-makers need to:

1) Complete the Financial Services Action Plan (FSAP) according to the timetable endorsed by the European Council at Barcelona, including the adoption of 8 important legal measures. 

9 In June 1998, the Cardiff European Council invited the European Commission to table a framework for action to develop the Single Market in financial services. In May 1999, the Commission published a Communication containing a Financial Services Action Plan which was endorsed by the Lisbon European Council in March 2000. The FSAP relates to a Single Market across the EU as a whole. It consists of a set of measures intended by 2005 to fill gaps and remove remaining barriers so as to provide a legal and regulatory environment that supports the integration of EU financial markets.

 ”The FSAP contains key measures to eliminate legal and regulatory barriers to the efficient provision of cross-border financial services”.

The FSAP of the EU includes proposals that are aimed at achieving these same goals. The FSAP involves a series of regulatory and legislative measures designed to achieve, among other things
,

· a single wholesale European market;

· open and secure retailmarkets; and 

· state of the art prudential rules and supervision. 

To further these goals, a number of directives have been or will be adopted that deal with issues such as 

· money laundering, 

· investment services,

· implementation of new Basel capital rules and international accounting standards, and supervision of financial conglomerates. 

These directives, and all of the other measures being adopted in the FSAP, will affect U.S.A financial services firms with operations in Europe. The FSAP is intended to modernize and enhance the efficiency and structure of the regulatory regime for financial services within the EU. To the extent that the FSAP achieves these goals, U.S. firms are well-positioned to offer innovative and efficient services to customers throughout Europe.

2) Ensure consistent implementation and enforcement of regulation. Efforts to remove

distortions and obstacles resulting from inconsistent implementation and enforcement of regulation should be stepped up.

3) Enable effective competition. Only if integration results in a genuine increase in the level of competition will efficiency gains translate into lower capital costs for borrowers, higher returns for investors and a wider array of financial products. 

4) Enhance consumer confidence and provide consumer protection. If consumers are to take advantage of new cross-border providers of retail financial services, they must have sufficient confidence in the procedures available for protecting their interests.
The creation of EMU was the final stage of a long process of 50 years. It started in 1951 with sectoral cooperation in the European Coal and Steel Community. Gradually this Community became a Union of 25 European countries with common approaches to economic, social, environmental policies and some aspects of home affairs and foreign policies. The culmination of the integration process came with EMU, on the first of January 1999. EMU triggered a fundamental change in monetary and economic governance in the euro area, with a unique, new assignment of policy responsibilities. An independent ECB was set up to implement the single monetary policy and to ensure price stability for the euro area as a whole. Fiscal policies and structural policies remain under the responsibility of Member States, but within common rules and strengthened coordination at the European level.The most visible component of EMU is the creation of a single currency, the euro. In 2002, new banknotes and coins were introduced.Replacing national currencies, such as the French Franc, the Deutsche Mark and the Italian Lira.The euro now serves as the common currency of twelve European Union Member States and, in the future, many more as the ten new European Member States are expected to adopt the euro, once they have met the necessary convergence criteria.More than six years of EMU existence have proven that this innovative assignment of policy responsibilities delivers positive results even if it is not accompanied by a full political union. 
· Macro Economic Developments 
i. Impact of Adverse Economic Shocks:
The occurrence of adverse economic shocks is widely mentioned as a reason for the brisk interruption of the strong pace of economic growth that prevailed in the late 1990s up to 2000.” The oil price hike in 2000, the bursting of the ICT investment bubble and the slump in world trade”acted on a global scale in common, dented growth not only in the euro area but also in many other economic areas. The observation that growth picked up later in the euro zone than elsewhere, suggests that the euro zone was particularly vulnerable to these shocks.

Employment and prices still reflect signs of economic weakness. Employment growth came to a standstill from the second half of 2002 onwards as a lagged consequence of the prolonged economic slowdown 2001-2003. Though the previous vigour in job creation was lost, the overall development is in sharp contrast with past experience. For example, although the magnitude of the output gap was similar in 1993 and 2004, employment growth in the early 1990s was markedly negative in the year before, at and after the trough of the output gap. The rate of unemployment also increased more modestly in the recent slowdown, i.e. from 8 per cent in 2001 to 8.9 per cent in 2004 compared to an increase from 7.8 to 10.8 per cent 10 years before.

ii. Foreign Direct Investments (FDI) :
The euro has created a greater sense of unity among the countries that share this new currency. It has brought their economies closer, has led to more trade and (FDI) flows within the euro area, enhanced financial market integration and given the euro a growing international role.With its emphasis on price stability and sound public finances, EMU has provided a stable macroeconomic policy environment, which was previously lacking in many European countries. The euro area has become a more attractive destination for foreign direct investment. The share of FDI inflows into the euro area members in the total FDI inflows into the EU has increased steadily since 1999 from about 65% in 1999 to 93% in 2003

iii. Public Finance Deficits:

An impressive degree of budgetary consolidation was achieved in the run-up to the launch of the euro. On average, public finance deficits fell by more than 5% of GDP during the 1993-1998 period.
 
iv. Inflation Rates:

The run-up to the launch of the euro also saw a significant reduction in inflation rates, from an average of over 4% in 1991 (more than 10% in some countries) to 1.5% in 1998.During the first 6 years of the euro’s existence, inflation expectations have been remarkably stable and within the price-stability definition of the ECB.Long-term rates also fell dramatically and some countries experienced a very important compression of the interest rate spread with the creation of the euro. As a consequence, the servicing of the public debt was made a lot lighter. And it reflects the high credibility of the ECB’s monetary strategy. This is a major achievement given that the ECB was a new central bank without any track record.

As it is shown at graphic 1 inflation remained close to, but above, the 2 per cent margin, between January 2000 and January 2004.This is higher than many expected given the pronounced period of weak growth and the downward pressure exerted by the appreciation of the euro.Increasing oil prices strongly determined the pattern of headline inflation in the course of the year, though they caused little concern as regards potential second-round effects, probably because the impact of the previous oil price hike in 2000 remained limited to energy prices and petered out smoothly.

Graphic1.1: Consumer Price Inflation in the Euro Zone between Jan-2000 and Jan2004
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Source: http:europa.eu.int/comm/economy_finance/2004/ee604ch1_en.pdf.European Commission”Macroeconomic Developments in the Euro Area”(P.9)
v. The Financial Services Sector:
Financial market activity in EMU has also benefited from the elimination of the exchange rate risk. The euro has clearly increased the depth of financial market. At the same time, the euro has highlighted the opportunity cost of the remaining financial market fragmentations. As a consequence, efforts to complete the Single Market in financial services have been significantly accelerated.

vi. Budget Deficit and Public Dept :

The average budget deficit in the euro area is just below the 3% of GDP ceiling, quite a bit away from the targeted balance. Five of the member states are above the 3% limit.Public debt levels are also higher than targeted (60% of GDP) at 72% of GDP for the euro area as a whole.This must improve.

TableI.1 summarises some of the euro area’s key macroeconomic policy parameters, illustrating that long-term interest rates have remained on a low level,the widening budget deficit caused public debt to exceed 71 per cent of GDP, which is far above the 60 per cent Maastricht criterion and too high in view of the fiscal burden of ageing populations. Stepping up the pace of budgetary consolidation would be adequate if economic activity recovers as expected.

Table I.2 Key Macroecenomic Policy Parameters of Euro Zone between 2003-2006
                                                                  2003           2004            2005            2006

Short-term interest rate (3 months)                        2.3              2.1               n.a               n.a

Long-term interest rate (10 years)                          4.1             4.26              n.a               n.a      

Real effective exchange rate                                104.0          106.8             n.a                n.a

 (GDP deflator, 1999=100)
Budget deficit % of GDP                                      -2.7             -2.9             -2.5              -2.5

Cyclically-adjusted deficit,% of GDP                  -2.2             -2.5              -2.1             -2.2

Cyclically-adjusted primary deficit,% of GDP     1.3               0.9               1.2               1.1   

Public dept, % of GDP                                         70.7             71.1             71.1             70.9

Note: 2004 figures denote the first semester for interest and exchange rates, REERvs 34 industrial countries, 2004 to 2006 budgetary data based on commission Automn 2004 forecast
Source: http:europa.eu.int/comm/economy_finance/2004/ee604ch1_en.pdf.European Commission”Macroeconomic Developments in the Euro Area” (P.11)
vii. The Interest Rates and Monetary Strength
The monetary stance is assessed as supportive to economic activity in 2004. Monetary indicators like M3 growth suggest the availability of sufficient liquidity in the financial system and nominal interest rates are on a low level, in absolute terms and relative to the Taylor rate (see Graph 2). Real short-term and long-term interest rates remained close to their historic lows. With the real interest rate remaining relatively stable for more than a year, now, movements of monetary conditions were only caused by changes of the euro exchange rate.

Graphic 1.2: Euro Zone Interest Rates between Jan-99 and Jan-04 

                   Comparative with Taylor Rate Coridor

[image: image2.png]



Source: http:europa.eu.int/comm/economy_finance/2004/ee604ch1_en.pdf.European Commission”Macroeconomic Developments in the Euro Area”(P.10)
viii. Economic Enlargement of the Euro Zone :
The growth performance of the euro zone has fallen short of expectations. The sluggishness is particularly striking when comparing euro area growth rates with growth in the USA between 1999 and 2004, i.e. during the first 6 years of EMU: 1.9% in the euro area compared to 3.1% achieved by the USA.This comparison is, however,misleading to some extent.The growth differential between Europe and the USA is partly explained by demographic developments: the population of the euro area does not grow much while the USA population increases by more than 1% each year.Comparing the growth of GDP per capita, the difference between the euro area and the USA gets smaller – 0,5% on average since EMU began in 1999. In a longer-term perspective, the difference has been even smaller.
 

In the euro area, after no growth in the first half of 2003, the real GDP growth picked up in the second half of the year and firmed in the first half of 2004, with the introduction of the EURO. The acceleration in the annual rate of growth also picked up from 0.6 per cent in 2003 to 2.1 per cent in 2004 and the entry into a high-growth setting is still pending.

Graphic 1.3: GDP Growth in the Euro Zone between1999-2004
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Source: http:europa.eu.int/comm/economy_finance/2004/ee604ch1_en.pdf.European Commission”Macroeconomic Developments in the Euro Area”(P.6)
Although actual GDP developments since summer 2003 surprised to the upside, expectations remain prudent as regards the area’s capability to initiate a strong recovery and a quick return to potential GDP.

The key drivers of economic growth, namely “employment and productivity”have to be strengthen.With respect to labour markets, the total employment rate has gone up by more than 2 percentages points between 1999 and 2004 (to about 62.5%). Moreover, employment turned out to be rather resilient to the economic slowdown. There has also been a reduction in the level of structural unemployment in the euro area, by about 2% over the last decade.

ix. Private Consumption and the Rise in the Saving Rate
Since the beginning of the latest downturn, consumer expenditure in the euro area has been very subdued.Between the second quarter of 2001 and the fourth quarter of 2003, private consumption practically stalled, growing by a mere 0.2 per cent (quarter-on-quarter) on average. Although over the long run consumption and real disposable income are closely correlated,in the euro area significant divergences have recently taken place. Between 1992 and 2000, for instance, the annual average growth rate of household consumption was 1.9 per cent compared to a growth rate of 1.2 per cent for disposable income. By contrast, over the last three years, the growth rate of consumer expenditure was constantly below that of real disposable income. On average, between 2001 and 2003, consumption grew by 3.3 per cent, while disposable income rose by 3.6 per cent.

In contrast with the weakness of capital spending, which was a common feature of many industrialised economies during the downturn, the weakness of household spending was more specific to the euro area. Subdued consumer spending over the last three years was also mirrored by an increase in household saving rates across most euro-area Member states. This again, contrasts with developments in some of the euro area’s main trading partners.

Graphic 1.4: Euro Zone Household Saving Rate in Cyclical Downturns in % of Disposable Income
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Source:http:europa.eu.int/comm/economy_finance/2004/ee604ch1_en.pdf.European Commission”Macroeconomic Developments in the Euro Area”(P.25)

Graphic1.5: Euro Zone Houshold Actual and Simulated Consumption (in billion of 1995 Euro)
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Source:http:europa.eu.int/comm/economy_finance/2004/ee604ch1_en.pdf.European Commission”Macroeconomic Developments in the Euro Area”(P.26)

· A Successful Euro Is likely to increase Europe's overall economic competitiveness compared that of the U.S. and Asia. 

In the event that EMU proceeds smoothly and the euro is introduced as planned, it is very likely that a successful euro will significantly increase Europe's competitiveness vis-a-vis the U.S. and Asia, especially if a successful euro promotes greater efforts to remove structural economic rigidities. Indeed, some economists argue that EMU can not be successful without major structural reform. All this would make Europe a more attractive trading partner and investment market. Europe's future competitiveness under a euro will also be affected by the relative value of the euro vis a vis the dollar and other currencies.

· The Euro as a "hard" or "soft" currency.

It is difficult to estimate whether the euro will be a "hard" or "soft" currency (which refers to its relative external value, or strength or weakness on international currency markets), but some observers predict that at least initially the euro will be a soft currency because of the positive impact of a softer euro would have on EU trade with non-EU states. Others point out that the economic convergence criteria in the stability pact is intended to reassure markets and publics that the euro will be a relatively hard currency. Some also argue that the large currency reserves of EU member states and other factors may in themselves lead to a harder euro.
Overall, the euro's strength will be determined by economic conditions within EMU states, EMU interest rate expectations and the credibility and priories of the ECB.

· The possible Impacts on the World Financial System and on the possible future international financial crises.

EMU and the introduction of the euro constituted the most important change in the global financial system since the late 1970s, when governments adopted flexible exchange rates. It is likely that the euro will become an international reserve currency given the combined size, strength, and foreign trade of the economies of EMU participants. A stable and successful euro may thus lead to major shifts in international investment from dollars to euros. However, EMU states will probably need to deregulate their capital markets to stimulate investment, growth and innovation during the euro transition period.

The risk, that EMU and the introduction of the euro could lead to regional or global financial crisis, is dependent primarily on how EMU states and the ECB manage this project from the start. If market investors perceive that the ECB is being subjected to political pressure, this could lead to currency speculation and increase the risks of financial crises.
The principal determinant of market confidence in the euro would be the credibility of the ECB's commitment to maintain anti-inflationary policies

The enhanced macroeconomic stability, the improved economic efficiency and the closer financial integration within EMU have inspired confidence in the euro among consumers, producers and investors, not only in the euro area but well beyond its borders.The euro has provided the possibility for international public and private investors to diversify their asset allocation, and for borrowers to diversify their sources of funding.
A few examples illustrate the status of the euro as the second most important international currency after USD.
· By mid-2004, the euro accounted for almost a third of the outstanding amounts of international debt securities.

· In foreign exchange markets, the euro accounted for almost a fifth of all foreign exchange transactions in 2004.

· In international trade, the share of euro as quoting, invoicing and settlement currency exceeded 50% in 2003 for both imports and exports in most euro area countries where data is available.

· The Euro as a Reserve Currency.
The Dollar did not loose its status as unrivaled international reserve currency until  the Euro appears as a plausible rival in late 2004. The international use of the Yen and Mark had risen rapidly in the 1970s and 1980s, reducing the share of the dollar
 (See Table 1.3). By the turn of the millennium, both Japan and Germany had undergone a decade of remarkably low economic growth, the yen had declined, and the mark had disappeared altogether.The international role of the dollar, at least as measured by its share of central banks international reserves, had stopped declining in 1990 and had begun to reverse in the early 1990s
( See table 1.3). Meanwhile, dollarization was increasing in Latin America and elsewhere.
Table 1.3 Share of National Currencies in Total Identified Official Holdings of                                       Foreign Exchange by Central Banks, End of Year (in percent)

             1965      1973      1977      1982      1987      1992     1997      2003

All countries

U.S. dollar                            56.1      64.5       79.2       57.9       53.9       48.9       59.1       63.8

Japanese yen                         0.0        0.1         2.2         4.1         6.8         7.4         5.1         4.8

Pound sterling                      20.0       4.2          1.6        1.8         1.9         2.6         3.3         4.4

Swiss franc                             0.0        1.1          1.9        2.3         1.7         0.8        0.5         0.4

Euro                                       0.0        0.0          0.0         --            --           --           --        19.7

Deutsche mark                       0.1        5.5          9.3      11.6       13.8        14         13.7          --

French franc                           0.9        0.7          1.1        1           0.9         2.6           1.5         --

Netherlands guilder                0.0        0.5          0.7        1           1.2        0.7            0.5         --

ECUs                                      0.0       0.0           0.0     13.8       13.6        9.7           5             --

Unspecified currencies           22.9     23.6          4.1       6.5         6.4      13.3       11.3         6.8

Source: http://www.nber.org/papers/w  Menzie,C.-Frankel,J “Will The Euro Eventually Surpass The Dollar As Leading International Reserve Currency?” Working Paper 11510 National Bureau Of Economic Research,( July 2005)(p.13)
As the rise of the dollar/euro exchange rate reached its third year in late 2004, central banks were on the verge of large-scale diversification out of dollars. The euro now exists as a plausible rival.Although the bumps in the road of European monetary integration and the doubts of many American economists, EMU became a reality in 1999, and the euro appeared in physical form four years later. The new currency passed the most fundamental tests; the transition was relatively smooth, 12 countries today use the euro (and only the euro), and the new currency has entered into international use as well.In the first few years of its life, the euro did not receive much respect. This was largely related to its substantial weakness against the dollar. But subsequently this depreciation was fully reversed
. International use of the euro has continued to grow during the first five years of its life.About half of euroland trade with non-euro area residents is invoiced in the new currency. The euro’s share in international debt securities has risen to above 30% (versus below 20% for the pre-1999 legacy currencies). The comprehensive triennial survey of foreign exchange trading volume showed the dollar still  easily in first place in 2001, at 85% of all spot trades (out of 200%), followed by the euro at 43% and the yen at 26%
. The euro’s share of foreign exchange transactions in 2003 reached one quarter (out of 100%) in Continuous Linked Settlement data.The most recent triennial BIS survey, covering April 2004, showed the dollar still at 85% of all spot trades and euro at 44%
. Including also forwards and swaps, the dollar was involved in 89% of all transactions, and the euro in 37%. Because of the the size of the euro area economy and the stability oriented framework that has been in place and that has functioned well, the euro has rapidly become the second most important international currency and that the euro area has become one of the most relevant economic entities at the international level, accounting for 23% of world GDP and world trade (this excludes intra euro area trade).
 Thus, though the USA dollar remains the international currency of choice in many other areas, it is no longer the sole international currency. The euro represents a valuable alternative. In short, the euro is the number two international currency, ahead of the yen, and has rapidly gained acceptance, but is still far behind the dollar, which appears comfortably in the number one slot.

Those countries that link their exchange rates to European currencies --by a currency board, a fixed or crawling peg, or a managed float probably already hold deutsche marks or other European currencies in their reserves. That applies mainly to countries in Eastern Europe, most of which link their currencies to the deutsche mark since much of their trade is with Germany. They will very likely hold their reserves mainly in euros. 

How rapidly, if at all, will other countries switch their reserves to the euro? Of those that peg their exchange rates, most do so to the dollar or to a basket of currencies in which the dollar is dominant. They are unlikely to switch on a large scale. Furthermore, most Latin American and Asian countries have closer trade relations with the United States than with Europe. They are likely to stick to the dollar, but they could gradually diversify their reserve holdings. What can be said with some assurance is that, if switches of reserves from dollars to euros do occur, the process will be gradual. Central banks around the world would certainly avoid large sales of dollars and purchases of euros, since that would tend to lower the value of their remaining dollar holdings.
 

Is the euro likely to be acquired by countries with growing reserves? It is worth nothing that a currency can take on an increasing role as a reserve currency only if its issuer incurs an overall balance of payments deficit. In other words, if holdings of a reserve currency are to increase, there must be a supply as well as a demand for it. The United States has demonstrated that principle over the years either by running a current-account deficit, as in recent times, or by having an excess of capital outflows over its current-account surplus, as in the 1950s and 1960s. At present, euroland has a sizable current-account surplus.The question is, will it become a substantial exporter of capital
? 

Another condition for reserve currency status is the existence of financial markets in which monetary authorities are willing to invest their foreign exchange reserves. 
II. Intra-European Economic Issues 

· The economic benefits and costs of EMU for the EU member states jointed EMU.

The principal expected benefit of EMU is the lowering and simplification of transaction costs associated with currency conversion. This benefit would accrue to individuals, businesses, and banks, and should stimulate increased intra-European trade. Other potential benefits include eliminating exchange rate risk, facilitation of price comparison, and stimulation of cross-border competition, especially in financial markets. Increased market competition will also lead to a process of economic rationalization, however, in which certain countries, regions, and companies may well gain or lose compared to pre-euro conditions.

In terms of pay and employment, there is a direct impact on the levels and conditions of employment in the finance sector – for example, in foreign exchange transactions and working time – but the number of employees involved is relatively small. Overall, pay moderation is the norm, but this has been an enduring feature of the 1990s. The costs of introducing the single currency are likely to reduce profit margins in each of the sectors, and the greater transparency of prices is likely to intensify competition among suppliers.
The main cost is that each participant state loses the ability to use monetary and exchange rate policy on a national level to adjust to economic shocks. Countries in EMU would no longer be able to devalue their currencies to stimulate their economies. Moreover, fiscal policies would also be limited by the need to adhere to EMU's strict requirement of low budget deficits. Under the stability pact, a country that failed to adhere to these strict economic requirements would be subject to extremely large penalties.
· The Euro's Exchange Rate
Euroland became a much more closed economy than its pre-EMU members, since their mutual trade became internal. The policymakers do not concerned about fluctuations in the foreign exchange value of the euro than officials in the individual countries were about their pre-EMU exchange rates. In other words, the attitude toward the exchange rates of the euro became more like that of American officials. The euro now floats in relation to the dollar, the yen, and other currencies not pegged to it. Whether the euro will tend to appreciate or depreciate in relation to the dollar is quite unpredictable. The short-term interest rate that is likely to exist at the ECB is 3% (the basic rate in France and Germany toward which other central banks have been reducing their rates in anticipation of the Union). In the USA, the basic short-term rate-the Federal funds rate-is about 4.25%.That alone points to some appreciation of the dollar in relation to the euro. But on the other hand, the euro area has a surplus in the current account of its balance of payments (estimated at more than USD.100,-billion, in 1988), while the USA has a growing deficit (estimated at well over USD.200 billion in 1998). Apart from other influences, that would tend to lead to some depreciation of the dollar. But there are other influences that the growing current account deficit of the USA does not depress the dollar because the given the high mobility of private capital can easily finance the deficit.

· Effects on Trade
With the euro in existence, trade among the participant countries will not require the purchase or sale of foreign exchange, nor will contracts for transactions among the countries be subjected to uncertainties regarding future exchange rates. Furthermore, with prices quoted in the same currency (the euro) in all member countries, firms in euroland are more likely to trade with one another and consumers are more likely to purchase products made in other euroland countries. In those circumstances, trade among the member countries will probably increase in relation to their trade with the rest of the world. Both imports from and exports to non-EMU countries would increase less rapidly than in. The elimination of the exchange rate risk within the euro area is, of course, a key feature of EMU. It was the key reason for creating the euro. The elimination of intra EMU exchange rate changes has significantly reduced transaction costs for cross border activities in the euro area, paving the way for an increase in trade and investment.In the past, external shocks such as rising oil prices or the Mexican crisis in 1994/95 often triggered intra-European exchange rate tensions leading frequently to exchange rate misalignments within Europe.These episodes had negative consequences for cross border trade and investment and were therefore costly in terms of growth and employment. By definition of EMU these exchange rate tensions have disappeared. Furthermore, the pricing of goods and services in a single currency has enhanced transparency and increased competition within EMU. As a consequence, trade within EMU has increased. Between 1998 and 2004 the trade among EMU members has increased at an annual rate of 5.7%, while the trade between EMU members and the other members of the EU has only increased by 4.7%.
 

· A Successful Euro Will Lead Over Time To Harmonization of Tax, Fiscal and Social Policies to Complement the Monetary Convergence of EMU.

EMU will require the harmonization of tax and social policies among participant member states. This is because without uniformity among EMU states with respect to taxes and social policies, there will be strong incentives for businesses to move to those countries with the lowest taxes and the least generous social benefits. The expected direction of tax and social policy harmonization is toward more structural reform, i.e., less government regulation and possibly reductions in worker benefits, which could produce social and economic tensions within EMU states. With respect to fiscal policies, the need to adhere to the stability pact requirements should increase the potential for convergence. The lack of convergence in these areas will lead to financial crises and social unrest.

· its Possibile Effects On Labor Market Flexibility in Europe. 

Labor market rigidities are primarily caused by corporatist structures and social welfare policies. Most EU states currently have low labor mobility, high structural unemployment, and relatively low wage flexibility.

Proponents of EMU argue that it will encourage states to make the reforms needed to produce greater labor market flexibility. Similarly, European organized labor generally supports EMU and many labor leaders hope it will lead to European-wide collective bargaining and a stronger framework of good employment practices at the EU level.

In addition, the need for labor market mobility should be mitigated by the absence of national currency shocks under EMU, and some economists argue that labor market flexibility is not a necessary precondition for economic growth.
 EMU critics such as Martin Feldstein maintain that EMU is a diversion from the structural reforms they see as a more significant determinant of Europe's economic future. According to him “it was lucky for the euro that in its first year the outlier countries were enjoying very strong growth rather than high cyclical unemployment. But the time will come when the ECB will set a policy that is too tight for the outlier countries, forcing them to have substantially higher unemployment rates than they would have chosen if they were free to set their own monetary policy”
. Indeed, even without discretionary monetary policies, the interest rates in countries with weak demand would naturally decline and the external value of their currencies would also fall, both acting as offsetting stabilizers of the country’s weak demand. But this will not be possible within the EMU where a single risk-adjusted interest rate and a single exchange rate prevail.He predict that over time the EMU will therefore bring a higher level of cyclical unemployment than would be possible in a Europe of separate national currencies. Moreover, he believes that a sustained period of high cyclical unemployment in any country will lead some of its politicians to turn against their European neighbors for their lack of compassion. Most of the high unemployment in Europe now is not cyclical but structural, reflecting bad welfare policies, bad regulations, and high taxes.The ability to solve these problems should be separate from the monetary arrangement and yet he suspect that EMU will reduce the likelihood that countries will solve these structural problems. It will be easier for politicians to point to the ECB as a powerful force beyond national control that is keeping interest rates too high.

III. Domestic and Intra-European Politics

· The Present state of European Public Opinion on EMU beside the views of  European elites,  especially political and business leaders. 

According to the most recent Eurobarometer, public opinion polls support for the euro among EU citizens returned to up
. Overall, government and businesses leaders within EU states are more supportive of the euro than the public, because businessmen stand to gain the most immediate financial advantage from the euro, and politicians have invested great political capital in the project.
· The Euro Project is Likely to Increase Europe's Democratic Deficit. 

European integration since its origins in the 1940's has been "built from above," to a great extent, e.g., by politicians and bureaucrats rather than by citizens initiatives or interest. In the years since the Maastricht Treaty which paved the way for monetary union, some Europeans have questioned this approach, which they perceive, among other things, to lead to an excessive focus on fiscal and monetary policies to the neglect of employment policies. Critics such as British politician Michael Portillo state that, the advent of monetary union greatly increases this democratic deficit vis a vis policy decisions. In an essay in the spring 1998 issue of the National Interest, Portillo argues that democracy has been the key factor shaping Europe's prosperity and security and that European integration in the form of EMU will further reduce democratic control because European electorates will not be able to vote on important aspects of the economic management of their own country.

· EMU is Likely to Lead to some form of European Political Union.

European Political Union, especially of a federal variety as in a United States of Europe, has always been one of the most controversial issues in the European integration debate. Critics of EMU often oppose it as a political project disguised as an economic one, likely designed to reduce or eliminate national sovereignty. Many proponents of EMU agree stressing that monetary union is indeed a political undertaking intended to lead to the eventual establishment of a European Political Union. The functionalist logic of European integration holds that there is a spillover effect in one area of European integration into other areas. Proponents of political union argue that a common currency will lead to a common identity and that the need for fiscal policy coordination and greater democratic accountability will encourage the creation of political union. Overall, however, there is a virtual consensus among European observers that at least in the short-term the EU is not likely to establish a federal political entity even if the euro is completely successful. It is also quite possible that even a long-term successful EMU will not necessarily lead to political union and an autonomous military entity. The more likely scenario is, greater economic policy coordination coupled with a continuation of the largely intergovernmental approach to certain policy areas, especially foreign and security policies.

· Effects of EMU on the EU’s Planned Enlargement. 

Since the late 1980's some governments such as Britain's, have favored concentrating on "widening" the EU to include new members states, while others, especially France and Germany, argued for "deepening" the current EU institutional structure and delaying enlargement to the east. At the Maastricht summit in 1991, Germany essentially consented to the French goal of emphasizing deepening the EU through monetary union in exchange for France's acceptance of a unified Germany.

The principal current obstacles to enlargement concern reforms of the EU's institutions and budget, especially reform of the Common Agricultural Policy (CAP) and structural aid or assistance to poorer regions within existing EU states. While most member states and EU citizens favor enlargement in principal, no country wishes to increase its EU budget payments, so payments to farmers and poorer regions within existing EU members would have to be decreased in order to admit the new members. With respect to the CAP, a complicating factor is the fact that many of the prospective EU members are countries with large agricultural sectors. On March 18, 1998 the European Commission unveiled plans to reform the CAP and structural aid based on an Agenda 2000 plan for transfer payments to the prospective EU states announced in July 1997.

Accession negotiations began on March 31, 1998 with Poland, Hungary, the Czech Republic, Estonia, Slovenia, and Cyprus, but as the EU enlargement is a very large and long process they took decades to complete. The second wave of EU entrants included Bulgaria, Latvia, Lithuania, Romania, and Slovakia. As it is known the number of the member states of the EU has came up to 25 at May 1, 2004.
· The Role of ECB in Managing EMU.

A ECB, modeled after the German Bundesbank
 which has a strong reputation for independence began operations in June 1998 in Frankfurt. The ECB heads a system of NCBs and controls EMU monetary policy and interest rates. NCBs of EMU participants implement the monetary policy decisions taken by the ECB's leaders; the central banks are also responsible for printing euro notes and minting euro coins.
IV. Transatlantic Political and Economic Implications

· The Effects of Euro on Transatlantic Economic Relations.

If the euro is successful, it should serve as a catalyst for increased USA-EU trade. The euro might facilitate transatlantic trade negotiations and make the EU a stronger trading partner and American allay in multilateral trade negotiations because of the potential for heightened USA-EU trade and investment. In March 1998 the USA and the EU reached agreement on a New Transatlantic Marketplace agreement which seeks to remove all industrial tariffs and barriers by 2010
. However, the U.S. and the EU still face important transatlantic differences over such trade and agricultural trade issues, as farm subsidies, the EU ban on hormone-treated meat, EU banana imports, and intellectual property rights.
· The Internationally Importance of Euro as a Private Unit of Account, means of Payment, and Store of Value. 
According to data collected by the Bank for International Settlements, the dollar is involved in more than 80% of all foreign exchange transactions. Almost half of world trade is priced in dollars. That provides an incentive for corporations engaged in international trade to maintain working balances in dollars. But the existence of a single currency for much of Europe is likely to lead to a gradual increase in the extent to which Europe's trade with other countries is denominated in euros. That in turn would induce traders abroad to hold euro balances. But such balances are a small fraction of private international holdings of foreign currencies. Cross-border investment and lending are of major importance. That is where the difference in financial structure between Europe and the United States becomes relevant. Although total financial assets are of about the same magnitude in euroland and in the USA, bank assets make up well over half of the total in Europe but less than half in the USA. In other words, securities markets are much more developed in the USA, whereas banking is more prominent in Europe. The amount of government bonds outstanding in the first 11 euroland countries is about equal to U.S. Treasury bonds outstanding. But only one-fourth of corporate finance in continental Europe comes from capital markets. In the USA, the figure is about three-fourths.
 

The advent of the euro could lead to the enlargement of securities markets in euroland. The stock exchanges of Frankfurt, London, and Paris, and probably others, are planning to create a unified trading system for equities. If the single currency encourages the development of deeper and more active markets for other securities of various maturities--ranging from commercial paper to bonds--that will in turn tend to attract more funds from abroad. But those developments would also attract more borrowers from abroad. Thus one cannot predict whether greater securitization in euroland will tend to strengthen or weaken the foreign exchange value of the euro. In any event, this evolution toward greater securitization in euroland will not happen overnight. The progress toward a "single, homogeneous capital market" is likely to be "grindingly slow" since it depends in part on a harmonization of taxes, regulation, supervision, listing requirements, accounting, and trading rules.

· EMU and International Cooperations
The aggregate fiscal and monetary policy stance of the euro area is also becoming 

increasingly relevant for the world economy. In their surveillance and assessment of global economic, monetary and financial developments, international financial institutions like the IMF, BIS and OECD, as well as private banks focus on euro area developments. These institutions conduct regular reviews of the macro-economic situation and policy mix of the euro area and have established a close dialogue with the European Commission and the European Central Bank. The change is also reflected in G7 Finance Ministers statements that no longer refer to specific euro area Member States but to the euro area overall.
 
The member states of the EMU will continue to be members of the International Monetary Fund (IMF). Even though they will have given up their exchange rates and balance of payments policies, they will retain their sovereignty, including fiscal policy and other domestic policies. Thus the IMF will continue to conduct consultations with the member governments, as it does with Luxembourg, which, as part of the Belgium-Luxembourg Economic Union, does not have a separate exchange rate or balance of payments. But when it comes to monetary policy, the IMF will have to consult with the ECB. On exchange rates, the relations with the IMF will be more complicated. According to the Maastricht Treaty, it is the EU Council of Ministers that has authority over the "general orientations" of exchange rate policy.But the ministers "have agreed only to issue so-called orientations for exchange rate policy in exceptional circumstances such as a clear misalignment of the euro which is likely to persist." Thus it is the ECB that will be concerned with the exchange rate on a day-to-day basis. Representation in other formals such as the Economic Organization of Developing Countries (OECD), Group of Seven, Group of Ten, and similar councils involves different complications. 
· External Aspects of EMU

Given the economic importance of the euro area, the introduction of the single currency will have significant effects, not only on the Member States which did not participate but also on countries outside the EU.

Supposing that all the first 15 Member States participate in the euro area, EMU will have the following characteristics:

· Its economic and commercial weight will be comparable to that of the USA and larger than that of Japan; 

· If intra-Community trade is excluded, the degree of openness of the euro area is 10.2%, i.e. equivalent to that of the USA and Japan; 

· Greater synchronization of the economic cycles in the different Member States due to better coordination of economic policies will make economic developments in the euro area more important to the rest of the world;

As a result of the disappearance of tensions between European currencies (which used potentially to stem from shocks occurring outside the EU), the economic performance of the euro area will be less sensitive to exchange-rate fluctuations. 

With the completion of EMU, the European financial market will become truly integrated with its characteristics underlined below:

· the development of an efficient trans-border payment system (TARGET) connecting financial centers; 

· the harmonization of financial instruments and convergence towards the most efficient means of financing; 

· a unified money market implying more intense competition between banks and financial intermediaries; 

· the elimination of the exchange-rate risk between participating countries. 

Despite this integration, financial markets can be expected to retain some national characteristics. The size of EMU, the stability of the currency and the wide financial market underpinning it should promote international use of the euro. As an invoicing currency for trade, the euro should be widely used in trade relations involving the EU directly but also, to a certain extent, in commercial transactions not involving the Member States of the Union.

As a result of the independence of the ECB and its stability-oriented policies, the euro should constitute an important reserve currency and play a key role in portfolios of financial assets on an international scale. 
If these same factors were to make the euro more attractive in the eyes of private investors, it would be more difficult to predict how important the euro would be in the composition of private portfolios.

· The transformation of the euro into an important international currency will take place gradually, it should first show itself in the countries which have close economic links with the EU
.
· The internationalization of the euro will mean that ECB action has international repercussions. However, it will initially complicate the conduct of monetary policy as a result of the influence on monetary aggregates of decisions by external agents.

· The changeover to the euro brings with it the potential risk of a period of exchange-rate instability between the euro and other major currencies due to a number of factors:

· The perception of the future direction of the ECB´s monetary policy: the bank´s place at the center of the ESCB, its regulatory independence and its statutory objective of maintaining price stability should however immediately establish its credibility; 

· A possible excess stock of dollars in central banks: since the latter are fully aware of the potential impact of their transactions on exchange markets, it can be expected that operations to reduce excessive dollar holdings, if any, will be carried out gradually and in close cooperation; 

· Reallocations of private portfolios following the introduction of the euro are a complex matter: however, opposing effects should combine to balance out the net effects.

In the long term, exchange rates are determined mainly by economic fundamentals (growth, inflation, productivity, budget balances, current balances, etc.) which are in turn influenced by the economic policies of the Union and also those of its partners.

· The economic policy framework laid down in the Treaty should allow for easy monetary conditions while maintaining an appropriate exchange rate. European economic policies will therefore constitute a valuable point of reference in international economic affairs.

· The completion of EMU is likely to lead to important developments in the international monetary system, principally by making it more symmetrical: the potential gains from macroeconomic coordination will tend to be more uniformly distributed among the partners.

· Finally, EMU will also have implications for how international institutions such as the IMF operate (e.g. monitoring of the economy): matters concerning the representation of the Union within these organizations will have to be discussed and the compatibility of current practice with the provisions of the Treaty will have to be verified.

Impacts On Business 

EMU is a catalyst for widespread change within Europe. Organizations should assess the full range of EMU implications, identifying both threats and opportunities and incorporating these factors into their strategic planning process. EMU is not merely a "housekeeping" issue - it provides an opportunity to gain strategic advantage.
 
Key areas of impacts

· Economic impacts: Changes to key variables such as low interest rates, low inflation, reduced public spending/debt, stable exchange rates, reduced uncertainty and economic growth will impact on business planning assumptions.
· Stratejic impacts: EMU will lead to easier financing, more integrated markets ("Europe becomes domestic") and will have important supply chain implications. Price transparency will affect competition, pricing policy and branding.
· Operational impacts: It will affect all business functions exc. Sales and marketing, purchasing, accounting, treasury, tax and contractual. In addition organizational structures, processes and information systems may also be affected.

General Interpretation
This can not be denied that, Euro's introduction inevitably caused a shock to the EU that affected some members more than others.This served as a test of the euro’s success. During most of the 1990s research on EMU focused mainly on the conditions under which it would begin to function,

· the development of the European Monetary Institutions and 

· the problems likely to be faced immediately after its launch.

Figure 5
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Figure 6.  Key Areas of The Impacts Of Euro On Business

Source: http://www.mac.doc.gov/euro/press7.htm Solomon,R."International Effects of the Euro" 
January 1999, Brookings Institution Policy Brief By Robert Solomon “effects of the introduction of the euro on international trade.”(25 June 2005)(p.21-22)
Most of the uncertainties and the institutional and structural problems resolved. Nowadays, the economists and reseaerchers have focused on a priority basis “the systemic effects caused by the introduction of EMU”. The impact of the EURO on the developing and the transitional economies will be felt through different pathways. In all likelihood, the Euro will accelerate the shift towards a world characterized by three currency blocs, each trading mainly within itself. Such a system may generate large exchange rate oscillations between the three leading currencies as a result of divergent economic trends or policies among the three blocs. This exchange rate instability would be particularly harmful to the developing and transitional countries that trade extensively with all three blocs and whose export revenues are highly sensitive to exchange rate fluctuations.

I.2.2 the Economics of a Single Currency

The euro means one monetary policy for the countries that have adopted it. However, economics teaches that one monetary policy is appropriate only for a set of countries that constitute an "optimum currency area. The conditions needed for the EU to form such an area are;
· First, the EU member states should possess similar economies.
 In other words, broadly speaking, they should possess compatible economic structures, produce similar types of goods and services, and share the same level of economic diversification. In this situation, the countries will face the same economic shocks at the same time and one exchange rate policy would be an advantage. For example, Belgium and Germany produce similar industrial and agricultural products. If an economic shock strikes the Belgian industrial sector, it will also strike the German industrial sector. In the face of such a shock, adjusting the exchange rate of the Belgian franc vis a vis the deutsche mark would help neither Belgium nor Germany. However,  since both would need the same exchange-rate adjustment in relation to the rest of the world, sharing a common currency would be appropriate.

Consider the implications if this condition is not met. The more dissimilar the euro countries are, the higher the probability that they will face different economic shocks at different times, requiring different exchange rate policies. For example, since Belgium and Portugal produce different products, Belgium could be entirely unaffected if world demand for Portuguese exports should fall. If Belgium and Portugal had separate currencies, Portugal could permit its currency to depreciate, reducing the price of Portuguese exports and allowing demand to recover without affecting Belgium. However, this is no longer possible if Belgium and Portugal sharing the euro. If the euro does not depreciate to compensate for Portugal's shock, Portuguese industries will suffer. If it does depreciate, Belgium will suffer higher import prices and inflationary pressures. Either way, the euro cannot satisfy the economic needs of both countries at the same time. The price of helping one country is hurting the other.

· The second condition for an optimum currency area is that the economic cycles of the euro countries be similar. In other words, they should move into and out of economic recessions and expansions at the same time.
 Under this condition, each country will need the same interest-rate adjustments at the same time and one monetary policy would be appropriate. When this condition is not met, each country's interest-rate needs diverge from those of the others and sharing one currency would be inappropriate. For example, suppose that Ireland is experiencing strong economic growth but Italy is in a recession. Under these circumstances, Ireland needs higher interest rates to fight inflationary pressures, but Italy needs lower interest rates to combat its recession. If Ireland and Italy have separate currencies, then Ireland can have higher interest rates and Italy can have lower rates at one and the same time. However, this is not possible if Italy and Ireland share the euro. One currency means one monetary policy and one interest-rate structure. The ECB would have to choose between higher interest rates to fight inflation in Ireland and lower interest rates to combat recession in Italy. Either way, the ECB could only help one country by hurting the other.
· The third condition is that the euro's member states share a common economy.
 In other words, the EU’s single market must be completed so that goods, services, capital, and labor can move freely across the borders of EU countries in response to price signals. Meeting this condition implies that the EU's industries have already begun the process of adjustment to the increased competition that the euro will generate and it would facilitate that adjustment. However, if the EU's single market remains incomplete, the increased competition generated by the euro will have an even more dramatic impact on less competitive businesses and it will restrict the ability of industries to adjust.
· Finally, a fourth political condition should be added to these economic considerations.
 Policy-makers and the electorates that empower them in all EU members must share the same culture of economic policy. The ECB is statutorily bound to pursue only the goal of price stability. Given its legal independence from political control, there is every reason to believe that it will do so. Therefore, from time to time the ECB will raise interest rates to fight inflationary pressures. When it does so, it will harm politically important constituencies in some member states. If the euro countries share the same economic culture of price stability, then the public will tolerate and accept this policy, despite its economic consequences.

If the countries do not share this culture, then the ECB’s actions will lead to policy conflicts among the member states, which could undermine the popular support necessary to sustain the euro. Such conflicts would also damage the international credibility of both the euro and the EU. If these four conditions are met, then the European Union would constitute an optimum currency area. Giving up the member states' national currencies would involve no losses since each country would need the same exchange rate and monetary policy adjustments at the same time. Moreover, their governments would agree on what those adjustments should be. A single monetary policy would be appropriate for all of the euro countries.

The Euro Currency Area

Do the countries that now use the euro constitute an optimum currency area? In theory, the Maastricht treaty attempted to ensure that, these countries were similar by imposing four tests for membership, or "convergence criteria.

· First, a country's currency must remain within the "normal fluctuation margins" of the Exchange Rate Mechanism (ERM) for two years. 

· Second, its inflation rate must be no more than 1.5 percent of the average inflation rate of the "three best performing member states in terms of price stability.

· Third, its long-term interest rates must be no more than 2 percent of the average interest rates of the "three best performing member states in terms of price stability.

· Finally, a country's public deficit must be no greater than 3 percent of its GDP and its total public debt must be no greater than 60 percent of its GDP. Any country wishing to adopt the euro in the future likewise must meet these criteria.

On the surface, these conditions appear to ensure the success of the euro. One can argue that countries with the same inflation rate and whose currencies are successfully locked together in the ERM share similar economies. The fact that interest rates have converged indicates that financial markets belief convergence has occurred and is permanent. If it is true that highly indebted countries are more tolerant of inflation, then one can argue that countries that meet the debt and deficit, share the same anti-inflationary culture. So, it appears that by meeting the Maastricht criteria, the eleven countries come close to constituting an optimum currency area. However, beneath the surface the reality of the Maastricht treaty is different. The convergence criteria measure exchange rates, inflation rates, interest rates, and public finance levels, but these do not measure real convergence. An optimum currency area demands the convergence of the real economies, and should be measured by such factors as similarity in economic structures, economic cycles, and cultures of economic policy. Indeed, those areas that the Maastricht criteria do measure are not economically necessary to create a monetary union. Since one currency means one monetary policy; inflation rates and interest rates converge, after a single currency is created, regardless of whether they have converged beforehand.
There is nothing in the American experience to suggest that a monetary union's member states must be prohibited from running excessive deficits. Indeed, it is self evident that the eleven countries that have adopted the euro do not constitute an optimum currency area. Portugal's economy is less diversified than and produces a range of products different from Belgium's. The economic growth in Ireland is booming while that in Italy is sluggish, and the EU's single market is not yet complete. Moreover, it is not at all obvious that the economic priorities of France reflect those of Germany. However, although an optimum currency area defines whether countries can painlessly enter into a monetary union, it does not indicate whether a group of countries should do so. After all, every country with its own currency is a monetary union and none of the world's existing monetary unions are optimum currency areas. Perhaps the best example of this is the US, where economic structures and cycles differ widely across states. Because they do, the US experiences the same kinds of economic difficulties that the EU will face when the euro is created. However, although problems exist, the American monetary union works in practice and few people would recommend its dissolution.
Adjustments under the Euro

What makes the world's existing monetary unions work even though they are not optimum currency areas are, three adjustment mechanisms. 

· The first is price and wage flexibility.
 If wages and prices are free to clear markets, adjustment to economic difficulties will occur automatically and without the need for intervention by policymakers. For example, suppose an economic shock occurring in one region of a monetary union drives up the costs of production and hence the price of its products. Demand for those products will decline, leading to a fall in the demand for labor in that region. If wages are not flexible, the supply of labor will exceed the demand, creating unemployment. However, if wages are flexible, they will decline in the adversely affected sectors until the supply of labor equals the demand, eliminating the unemployment. Moreover, if labor markets are flexible, entrepreneurs will create new jobs in new sectors while jobs are destroyed and wages fall in the adversely affected sectors. Ultimately this Schumpeterian process of creative destruction will leave society better off. However, it can require wage reductions and involuntary career changes in the short-term, which is never politically popular. Moreover wages and prices across the European Union are highly inflexible and there are few signs that the euro's member states are significantly reforming their labor markets. Until they do so, the euro will create private-sector unemployment when economic conditions diverge among its member states.

· However, there is another adjustment mechanism that can eliminate this unemployment - the mobility of capital.
 Unemployed workers and facilities represent investment opportunities. If capital is free to flow into areas that are experiencing unemployment, it can restore a region's competitiveness and re-employ workers. 
· Similarly, if unemployed workers are free to move, they can leave the regions in economic decline and move to where jobs are being created. The mobility of capital and labor is perhaps the primary way that the US adjusts to the difficulties that arise in its monetary union.

However, Europe is different. Although capital is already free to flow across national borders in a legal sense, large sections of the capital market remain segmented along national lines because of the culture and psychology of investment behavior. The euro will break these barriers down, but that process will take time. Moreover, in the absence of labor market flexibility, it is unlikely that entrepreneurs will flock to invest in the regions suffering difficulties in numbers sufficient to re-employ many redundant workers. Labor market mobility is likewise problematic in Europe. The cultural and linguistic differences among the regions of Europe already form a significant barrier to labor mobility within countries such as Belgium. These barriers are even more insurmountable when it comes to labor migration across European countries. Yet even if Europe could attain the degree of labor mobility witnessed in the United States, it is not obvious that such mobility would be desirable in the European context. The cultural shocks that would result from a dramatic increase in migration would undoubtedly create social frictions and could generate significant political opposition to the EU.
 If unemployed workers cannot move, the third and final option for adjustment is interregional fiscal transfer payments, or solidarity programs,
 as they are often known in Europe. Transfer payments act as a kind of insurance policy in which regions that are doing well economically, send funds to regions that are encountering difficulties. These funds can help place unemployed workers in new jobs and create the infrastructure necessary to attract investment. They could also be used to simply support the unemployed or absorb them into public sector employment. Although the economic effects of how transfer payments are used matter, in either case they reduce the political difficulties that unemployment creates.

Transfer payments are the principal way that West European countries such as Belgium and Germany adjust today. Moreover, the EU already has embryonic structural programs to provide its less-developed regions and countries with access to funds. However, the EU's existing programs are far too small to offset the potential problems of unemployment that would arise under the euro. In today's EU, expanding these programs to the size where they could meaningfully assist in the process of adjustment is politically impossible. Nearly all member states are reducing their own social security systems for their own citizens. In the face of such cutbacks, there is no political support for increasing spending to help the citizens of other countries.
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Figure 7: Adjustment Mechanisms For Non-Optimum Currency Areas
Source: Ghosh, Atish R., Gulde, Anne-Marie, Ostry Jonathan D. and Wolf,Holger C., "Does the Nominal Exchange Rate Regime Matter?", IMF Working Paper WP/95/121, (Washington D.C1995).

I.2.3 Euro and The Banking System Of TRNC
Of course it is inevitable that Euro will creat fundamental economic and financial implications in Cyprus. Because of the weakness of the structure of the financial institutions in North Cyprus, financial system will be affected very deeply. Most of the reconstruction studies should be focused on strengthen the financial institutions.
“It is expected that EMU will also have an impact on the financial systems of non-EU neighbouring countries, in general. This impact would be channelled through the spillover of competitive pressures stemming from the financial markets in EMU. In general, banking systems in third countries are expected to face increased competitive pressures but also more opportunities due to the introduction of the euro. Furthermore, other financial markets, such as stock exchanges, may be affected by the consolidation of the respective markets in EMU. With reference to the banking sector in EMU a structural adjustment process has began, which is mirrored in the observed mergers and acquisitions in the sector but also in the changes within the structure of banks. These changes are necessitated by the introduction of the single currency, which has led to fundamental changes in the field, for instance, the elimination of exchange rate conversion charges for intra euro zone transactions. At the same time, the single currency has created a huge, liquid and deep financial market with more opportunities in financial activities, prompting banks to diversify their functions, offering a wider range of financial products, such as insurance and other financial services. The Cyprus financial system should not be expected to remain isolated from these developments in Europe, particularly in light of the expected liberalisation of the financial system and the process of the abolition of capital controls in Cyprus. Financial reforms entail exposure of the banking system to increased competition and risks. Competition in the financial sector will be increased by allowing, inter alia, bank customer access to foreign loans. But the further opening of the capital account requires close monitoring of the foreign exchange exposure by banks and private enterprises, so that no systemic risk is introduced in the economy.In general, competitive pressures from Europe are expected to introduce more challenges but also provide more opportunities for the financial sector in Cyprus.”

In TRNC the economy very deeply needs a stable currency. Euro is the most optimum currency for this stability. If the participation to the European Union is the last and unchangable goal of TRNC a stable currency has to be selected as soon as possible and the EURO is the best currency. TRNC can select EURO as its local currency with a minimum initial coasts of accepting. The banking legislations can be easily and in a very short time synchronized with European Union Legislation. As the prudences of Hussein Ozdeser, with the EURO 
· The interest rates bankruptcies will go down hence less debt for the banks. In other words there will be lower losses for the banks.
· Businesses will be doing better with low and stable interest rates and with a healthy small business sector.

· The acceptance of “Euro” as the currency will exclude the need of “inflation accounting”.

· TRNC very deeply need a stable currency and “Euro” is the answer. The banks will also benefit from this.
· There will be an increase in Foreign Trade with EU members. As it’s known foreign trade is facilitated and financed by banks; then the business activities for banks will rise.
· With the increase of trade, there will be an increase of demand for “Euro” funds.

· The Central Bank will be independent and will work with European Central Bank for the synchronized monetary tools.
· There will be a strict control on the commercial banks. Controls will make sure banks are fundamentally financially sound.
· With a stable currency there will be an increased economic activity and most of the economic activity will be financed by the banks, hence increased business for the banks as well.
· With low interest rates some banks may not stay profitable anymore. This may push them to join and merge with other banks.

· With mergers of the banks some people may loose their jobs. However this will be offset with opportunities in other sectors.

I.3 the EMI and ESCB
This section offers a short introduction to the EMI, the organ that was the main organ making decisions on the single monetary policy before ESCB.

 First its organizations will be presented and then the tasks it provided. Already in the first stage of the EMU, which started in July 1990 and ended when the second stage commenced, the countries of the European Community tried to deepen cooperation between them in the field of monetary policy. Preparatory work was also done, in order to proceed with the following stages of the EMU. These activities were the responsibility of the Committee of Governors of the Central Banks of the Member Countries of the European Community, the predecessor of the EMI. The Committee was established in 1964 and its primary aim was to ease and enhance cooperation between member countries. It ceased to exist, when the EMI was established.EMI
 commenced its activities on January 1st 1994, right from the beginning of the second stage
 of the EMU. It was set up to prepare the transition to the third stage of the EMU and went into liquidation with the esatablishment of the ESCB.
i. The Organization of EMI:

Before matters are brought to the council, they are prepared in 3 subcommittees, 6 working teams or the secretariat. The subcommittees and the working teams are made up of representatives from the national central banks. These are therefore the places where the national central banks can try to influence the decisions that the EMI makes. It is noteworthy that the EMI had no binding decision making power over the EU member countries. It is, only, after the third stage begins and the ESCB comes into operation the national central banks will lose their right to practice their own monetary policy and will be obliged to follow the decisions made by the ESCB.

The council was the highest body of the EMI. It consisted (same as nowaday) of 16 persons: the 15 governors of the national central banks and the president of the EMI . The council was responsible for all of the decisions and the official statements of the EMI. In making these decisions each member of the council had one vote. Most of the decisions have to be made unanimously. Practical operations were run by the managing director who was directly under the authority of the president.
 
ii. The Tasks of EMI :
The EMI was also responsible for the technical preparations needed to be completed in order for the ESCB to be able to function at full capacity, right from the beginning of the third stage. It had to ensure, that the preparatory work for the establishment of the ESCB, would be completed on time.Article 109f of the Maastricht Treaty, states that "by 31 December 1996, the EMI shall specify the regulatory, organizational and logistical framework necessary for the ESCB to perform its tasks in the third stage.
This framework should be submitted for decision to the ECB at the date of its establishment. The EMI fulfilled this task on time by publishing a booklet "The single monetary policy in stage three: Specification of the operational framework"
. In this booklet the EMI has defined the possible strategies, procedures, instruments, eligible counterparties and collateral and the supporting framework needed in the single monetary policy. The EMI has also been preparing with the national central banks the, foreign exchange interventions. In addition, the EMI was responsible for the euro preparations, that were to say the preparations needed, in order to create and to take into use a new common currency. To be able to take part in the third stage, the EU member countries needed to fulfill certain convergence and also some other criteria, such as having a legislation that ensures the NCBs an independent position. It was the responsibility of the EMI to make recommendations to the member countries, in order for them to fulfill these criteria. However, as stated earlier, the EMI could not give compulsive orders to the national central banks, only recommendations or statements. According to the EMI, the preparatory work needed to be done for the transition to the third stage of the EMU, has proceeded as planned. Therefore, the EMI expected to fulfill its task on time. The EMI had also some other tasks that do not relate directly to the transition to the third stage of the EMU. For example it has been evaluating the effects of electronic money to monetary polices and to the stability and credibility of the payment systems. Also, through cooperation and talks with authorities supervising the banking sectors, the EMI was trying to develop safer systems, by for example examining methods, through which the authorities could very quickly observe, if the financial situation of a credit institution had worsened. The EMI had several tasks, in preparing the transition to the third stage. 

First of all it acted as a cooperation forum for the national central banks of the EU member countries. The NCBs of the EU needed to discuss the preparations, that they needed to make, in order to be ready for the third stage of the EMU. The member countries also exchanged information, how the financial markets and the authorities in each country were preparing for the single monetary policy. In addition issues such as; how the public would be informed about the single monetary policy, changeover to the common currency, etc., were on the agenda. 
I.3.1 Monetary Financial Institutions (MFIs)


The concept of MFIs was developed by the EMI in co-operation with the NCBs in the context of preparations for the single monetary policy. 

MFIs comprise three main groups
 of institutions. 
1. The first are “Central Banks”.

2. The second are “resident credit institutions” as defined in Community law:

 A credit institution is defined as "an undertaking whose business is to receive deposits or other repayable funds from the public (including the proceeds arising from the sales of bank bonds to the public) and to grant credit for its own account".

1. The third group “consists of all other resident financial institutions” whose business is to receive deposits and/or close substitutes for deposits from entities other than MFIs and, for their own account (at least in economic terms), to grant credits and/or to invest in securities. This group comprises mostly “money market funds (MMFs)”. 
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Figure 8: Monetary Financial Institutions
Source:ECB  Publications, “The institutional framework of the European System of Central

Banks”, Monthly Bulletin, July (1999)(p.25-26)
In order to identify the third group of MFIs, the ESCB has defined the term "close substitutes for deposits" with regard to liquidity characteristics. This definition combines the characteristics of transferability, convertibility, certainty and marketability, and has regard, where appropriate to the term of issue. Specifically, "close substitutability for deposits" is assessed on the basis of the following criteria: 

· "transferability" refers to the possibility of mobilizing funds placed in a financial instrument by using payment facilities such as cheques, transfer orders, direct debits or similar means; 

· "convertibility" refers to the possibility and the cost of converting financial instruments into currency or transferable deposits; 

· "certainty" means knowing the precise liquidation value of a financial instrument in terms of the currency precisely in advance 

· "marketability" refers to securities quoted and traded regularly on an organized market. 

The Eurosystem establishes and maintains a list of MFIs for statistical purposes.
 The population of MFIs constitutes the actual reporting population for compiling the consolidated balance sheet of the MFI sector of the euro area. However, NCBs may grant derogations to small MFIs, provided that, the MFIs which contribute to the monthly consolidated balance sheet, account for at least 95% of the total MFI balance sheet in the respective participating Member State.
The purpose of collecting information on MFIs is the following:

· to facilitate the monitoring and production of a comprehensive and consistent balance sheet of the money-creating sector in the single currency area on the basis of an MFI population. 

· to ensure that the statistical reporting population is complete and homogeneous; 

· to provide for the production of a comprehensive and consistent list of MFIs subject to - or exempt from - the Eurosystem's minimum reserve requirements; and 

· to ensure the production of a comprehensive and consistent list of counterparties eligible for Eurosystem operations. 

The legal framework for MFIs is set out in the Regulation (EC) No. 2423/2001 of the European Central Bank of 22 November 2001 concerning the consolidated balance sheet of the monetary financial institutions sector (ECB/2001/13), which is included in the publication entitled “28 March 2002 - Compendium Collection of legal instruments”

From The EMI to The ESCB and ECB

At the beginning of 1998 the EMI and the Commission gave the Council of Ministers a report on the condition of each EU member country, as regards the convergence and other "entry" criteria.
These reports were mostly based on the 1997 situation in the EU countries. The council of ministers then made a decision, as to which countries fulfill the necessary criteria, on the basis of these reports, by qualified majority vote. This decision was given to the Council, meeting in the spring of 1998, in the composition of heads of state or of government. The Council also got a statement from the European Parliament and then decided which countries would join the third stage first.

The countries that did not fulfill the necessary criteria and thus could not enter the third stage amongst the first countries, would be called “the member states with a derogation”. They could continue to exercise independent monetary policies, but the Maastricht Treaty however sets some limits on them, for example their foreign exchange policies have to be considered as matters of common interest.

As soon as the decision on the third stage countries was made, the governments of the euro countries appointed the president, the vice-president and at least 2 but no more than 4 other members to the executive board of the ECB. The number of the other members might be less than 4, if there are member states with a derogation, when the third stage of the EMU begins. Then the ESCB and the ECB was established.

When the ESCB was established, the EMI submitted its proposal for the regulatory, organizational and logistical framework for the single monetary policy under the decision of the ECB. Then the ECB was decided upon this framework and developed and tested itself at the remaining part of 1998, so that it was fully functional when the third stage begins. On January 1st 1999 the exchange rates of the euro area countries were fixed irrevocably, the ESCB came into force and it started to conduct the single monetary policy.

CHAPTER  II.
THE ESCB

II.1  The ESCB
The ESCB comprises of The ECB and The NCBs of the European Union."The ESCB is governed by the decision making bodies of the ECB"according to article 106 of the Maastricht Treaty.
 
These decision-making bodies are;

1- The Governing Council and,

2- The Executive Board.

 In addition to the two decision making body a third body namely “the General Counsil” was established because of the existence of the member countries with a derogation at the beginning of the third stage of the EMU.
The above mentioned decision-making organs have to be totally independent from any other organization or instance. The ECB, NCBs and the members of their decision making bodies, must have an independent position as regards the community institutions, national governments and any other bodies. The ECB, NCBs and the members of their decision making bodies are forbidden to take or seek any instructions from the above mentioned institutions or bodies. The community institutions and governments of the member states have undertaken, by the Maastricht Treaty
, to respect the independence of these organs and to refrain from tying to influence them. 

With these requirements there has been an attempt to ensure the independence of the ESCB, so that the single monetary policy could always be conducted from the perspective of maintaining price stability and would not be used for questionable purposes. For example financing the budget deficit of some country would cause the ESCB to lose credibility in its actions which aim to produce price stability. This in turn would be reflected as higher interest rates and thus cause substantial economic cost. The ESCB has 4 basic tasks. These are stated in the Maastricht Treaty, article 105
.
First of all, it is the task of the ESCB to" define and implement the single monetary policy of the Community" while keeping in mind its primary goal that is to maintain price stability.

 Secondly, the ESCB should" conduct foreign exchange operations consistent with the provisions of Article 109". This article states for example the right of the council of ministers, to make formal agreements on new exchange rate systems.

 Thirdly, it is the task of the ESCB "to hold and to manage the official foreign reserves of the member states". In addition to the above, the ESCB has to support the general economic policies of the Union, however always bearing in mind its primary objective.

 Article 105 of the Maastricht Treaty, gives the ESCB also the task to"contribute to the smooth conduct of policies pursued by the competent authorities relating to the prudential supervision of credit institutions and the stability of the financial system". This same article also gives the ECB the exclusive right to authorize the issue of euro notes within the community. The ECB and the NCBs then both issue the notes. Coins can be issued by the NCBs, but only under the approval of the ECB. 
II.1 the ECB

The bodies of it are

a. The Governing Council

Under article 109a of the Treaty, the governing council comprises of the governors of the national central banks taking part in the third stage of the EMU and of the members of the executive board of the ECB. The governing council is the highest decision-making body in the ESCB. It is responsible for making the broad guidelines and deciding upon the strategy, the official interest rates and the intermediate targets of the single monetary policy. It also has to ensure that the single monetary policy can be implemented and give instructions on the implementation of its decisions to the board of directors. The council makes its decisions by voting. In most of the matters handled, each member present at a meeting will have one vote. Most of the decisions have to made by simple majority. When voting is deadlocked,  the president of the ECB will have a casting vote. 

b. The Executive Board
The executive board implements the single monetary policy according to the instructions that the council gives. According to the constitution of the ESCB, the executive board is responsible for taking care of the current business of the ECB.It is also responsible for giving the national central banks the necessary instructions they need in order to implement the decisions made by the governing council. The executive board makes decisions by voting. Each member present at a meeting has one vote, unless differently stated. The decisions are made by simple majority. When voting is deadlocked, the president will have a casting vote.The executive board comprises of the president, the vice-president and from two to four other members. They all have to be qualified for the job, that is to say persons with experience in monetary or banking matters and they have to be citizens of the EU. They will be appointed by the governments of the member states 
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Figure 9: Four Basic Tasks for ESCB
Source: ”http://en.wikipedia.org./wiki/Category:European_Union “Article 107 of the Maastricht Treaty Articles in Category European Union” (22 Jun 2005) )(p.18-19)

at the level of heads of state or by government "on a recommendation from the council (of ministers), after it has consulted the European Parliament and the governing council of the ECB". Their official period is 8 years and it can not be renewed.

c. The General Council

As mentioned before, the General Council will be the third decision-making organ in the ECB, if on January 1st 1999 there are member states with a derogation. It will comprise of the president and the vice-president of the ECB and of the governors of the national central banks of the EU countries. The general council will mainly have advisory tasks. However, those tasks that the EMI left behind and also the preparation for the membership of those countries with a derogation will be its responsibilities.

II.1.2 NCBs

i. Position of NCBs
The NCBs taking part in the third stage of the EMU are an essential part of the ESCB. They function according to the guidelines and instructions of the ECB.
Whenever possible and appropriate the implementation of the single monetary policy will be disintegrated, in other words the national central banks will be responsible for its implementation. The NCBs of those EU countries, which are taking part in the third stage, will lose their right to exercise independent national monetary policies from the beginning of the third stage. The countries that do not participate in the third stage of the EMU, can still exercise their own monetary policies after 1.1.1999. However, in the Maastricht Treaty all the EU member states have agreed to consider the foreign exchange policy as a matter of common interest, and this will partly restrict the otherwise independent monetary policy of the countries with a derogation.
ii. Legal Requirements For The NCBs:

In addition to the convergence criteria, there are some other "entry" criteria that the EU member countries and their NCBs need to fulfill in order to be eligible for the third stage of the EMU. First of all, they have to ensure that the NCBs will have an independent position. This means that the NCBs need to be institutionally, functionally and financially independent. In addition personal independence is required from the governor and certain other members of the NCB.

The institutional independence of the national central bank implies that no outside body shall have an opportunity to give instructions to the national central banks or a possibility to approve, delay, annul or verify the legal grounds of the decisions, relating to the implementation of the single monetary policy. This means that the implementation of the decisions of the ESCB can not be prevented in the national level. Personal independence means that the independent position of the governor and certain other members (that take care of ESCB related tasks) of the national central bank, shall be protected by special statutes of their period of office and also their notice protection. Functional independence means that the national central banks can exercise other than ESCB related actions, but these actions have to be in harmony with the primary objective of the ESCB. Finally the NCBs have to be financially independent.
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Figure 10: Legal Reqirements for The NCBs

Source: http://en.wikipedia.org./wiki/Category:European_Union “Article 107 of the Maastricht Treaty Articles in Category European Union” (22 Jun 2005) )(p.19-20)

II.1.3 the Strategy of the ESCB

A. The primary objective of the ESCB

The Maastricht Treaty states that the primary objective of the ESCB shall be to maintain price stability. This sentence seems to be clear and simple, but it leaves a lot of things open, that can cause confusion and misunderstandings. First of all, what is it meant by price stability? It can mean that the primary objective is to maintain low inflation or then it can also mean keeping the price level stable. The general understanding seems to be that "price stability" in the ESCB will mean "low inflation".
B. Aspects Affecting the Strategy Decisions

It is very complex and difficult to determine the optimal monetary strategy of such a wide and heterogeneous economical and traditional area. There are many asspect which have to be considered before the constitution of the appropriate strategy of ESCB.The principal aspects are; 
· Economic and financial environment

The appropriate strategy will depend on the prevailing conditions. There are several special features, which will have impacts on the decisions made.For example; Exchange rate fluctuations; if the euro area is big right from the beginning of the third stage, exchange rate fluctuations will not cause the ECB as much as  worried, since much of the trade of the EU countries is intra-EU trade, trade within the Union. 

· Heterogeneous economical and traditional structure 
There is also heterogeneity in the different national institutions, traditions, regulations and economic policies that will need to be taken into consideration, when choosing the strategy for the single monetary policy. For example the EU member countries are very different in regard to the transmission channels through which monetary policy actions affect their economies. In some countries the short term interest rates have a greater influence on the economy than in others, where the longer term interest rates are essential.
· Guiding Principles

Certain principles have also been drawn up to guide the ESCB in its assessment of alternative Strategies. These principles are;

1. Effectiveness

2. Accountability
3. Transparency
4. Medium-term orientation
5. Continuity and consistency with independence.

 If some strategy fulfills these principles, then it can be seen as a very good strategy.
i. According to the first principle, the future monetary policy strategy has to be effective.This means that, with this strategy the ESCB has to be able to effectively aim at its final target.

ii. Secondly, the strategy has to be such that the ESCB can be held accountable for its actions. So that the public could really assess, if the ECB has been successful in achieving its targets, the targets should be announced to the public beforehand. 

iii. Thirdly, the strategy has to be transparent. This means that the process of setting targets and making decisions on the basis of the strategy must be clearly understandable to the general public. This aspect is very important in the sense that without a clear, understandable and pre-announced strategy the central bank will have a hard time building up its credibility.

iv. Fourthly, the strategy has to enable the ESCB to achieve its final target in the medium term, but in the short term deviations from the final target will be allowed.

v. Fifthly, the strategy has to be based upon the experiences that the NCBs have had before and then finally the strategy has to be in harmony with the independence of the central bank.
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Figure 11 : Guiding Principles

Source: EMI Publications“The single monetary policy in Stage Three - Specification of the operational framework”,( January 1997.)(p.14-15)

      - EMI Publications,“The single monetary policy in Stage Three - Elements of the monetary policy strategy of the ESCB”, (February 1997)(p.21)
C. The possible strategies

The EMI has analyzed 5 different strategies, and concluded that two of them seem to be appropriate, if taken into consideration the economic and financial environment in the third stage and the guiding principles. The two appropriate strategy options are

1. Monetary targeting and 

2. Direct inflation targeting.
 

 “Monetary Targeting” and “Direct Inflation Targeting” Strategies and to Asses Them with the Help of the “Six Guiding Principles”:

The strategy of a monetary policy tells us, "what are the instruments and the near and the intermediate targets, that the central bank uses in aiming at its final target, which is price stability
.

1. Monetary Targeting

In the monetary targeting strategy the central bank first sets an intermediate target. Then by steering this target it will try to steer its final objective, price stability
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Figure 12: The Original Five Possible Strategies For ESCB

Source: EMI Publications“The single monetary policy in Stage Three - Specification of the operational framework”,( January 1997.)(p.14-15)

      - EMI Publications,“The single monetary policy in Stage Three - Elements of the monetary policy strategy of the ESCB”, (February 1997)(p.21)
· Effectiveness

The Bundesbank has, for example, used this kind of a strategy. It has set the amount of money (to be specific the monetary aggregate M3) as its intermediate target, and then it has specified, that the annual growth of the M3 has to be within a certain target range. In a pure theoretical form, the central bank would make its monetary policy decisions simply, by comparing this intermediate target, and the actual monetary developments. In practice however, the central bank monitors also other economic, monetary and financial variables. Then by analyzing these variables, it decides, whether or not the monetary developments deviate from the "target path", in such a manner that these deviations pose a threat to the final objective and thus whether or not it should take monetary policy actions. This strategy is based upon the assumption that in the long run the main cause for inflation is the excessive growth of money. Therefore, attempts are made to affect monetary growth by the monetary policy actions and thus the final target. However, this strategy is effective only if there exists a somewhat stable or at least predictable connection between the inflation and the chosen monetary aggregate and also if the central bank can control the targeted monetary aggregate with its monetary policy. If these requirements are not met, then the central bank can not effectively aim at its final target with this kind of a strategy.

· Accountability

When we come to the accountability principle, the monetary targeting strategy would seem to correspond to this principle quite well. The monetary targeting strategy clearly indicates that the central bank can be held accountable only for the monetary impulses contributing to the inflation and not inflation itself and thus the central bank can be held accountable for its actions.

· Transparency

If the relationship between the intermediate target (monetary aggregate) and the final objective can be easily and clearly explained to the general public and if the monetary policy actions taken, can be explained on the basis that the monetary aggregate has differed from its target, then the monetary targeting strategy will indeed be a very transparent one. If however, the monetary aggregate is not a stable one, the monetary aggregate will deviate from its target quite often (without the central bank affecting it). This will then reduce the transparency, since the actual monetary policy decision making process on the basis of the strategy will become unclear.

· Medium term orientation

The medium term orientation principle does not seem to cause any problems to the monetary targeting strategy. By following this strategy the ESCB will be able to achieve its final target in the medium term, but in the short term deviations from the final target will be allowed.

· Continuity

It has been argued that the continuity principle would be better served by the monetary targeting, since the Bundesbank has followed this kind of a strategy. This in turn might help the ESCB to obtain some credibility right.

· Consistency

Finally, the last guiding principle for the assessment of the strategies is its consistency with the independent status of the ESCB. While there is no difference between the two strategies in regards to what the Treaty says, it has been claimed that monetary targeting would provide a smaller risk that any government would try to interfere with the monetary policy, since this strategy is a very transparent one.

2. Direct Inflation Targeting

Direct inflation targeting aims at directly steering the final objective price stability. As discussed earlier monetary policy actions have an effect on the final target only after some time has passed.
· Effectiveness
Monetary policy actions in this strategy are therefore based upon comparisons between the target inflation rate and a forecast of the future inflation rate. In this strategy the central bank needs to follow the different indicators describing the present and the future price developments very carefully, since monetary policy actions need to be taken well before the inflation really speeds up.

The effectiveness of this strategy to aim at its final target depends on how well the central bank will be able to forecast and control future inflation.
· Accountability

According to the accountability principle it should be possible to hold the ESCB accountable for its actions. However at least in the short or middle term, inflation is affected by numerous things that can not be directly controlled by the central bank. Therefore situations might arise, where the central bank is being accused of unfavorable developments that it could not control, or that the central bank will try to hide behind uncontrollable variables and avoid accountability for its actions. For these reasons the inflation targeting strategy is not very good as regards this principle.

· Transparency

An inflation targeting strategy might have some difficulties with the transparency principle as well, since the monetary policy actions are based on forecasts. It might be, difficult to explain clearly and understandably to the public the process of setting targets and making decisions on the basis of an inflation targeting strategy, since behind the monetary policy actions there are complex forecast models. Also the fact that national central banks will continue to publish domestic inflation indicators might cause some problems as regards the transparency of the single monetary policy, since the general public will most probably continue to follow the national indicators.

· medium term orientation

The medium term orientation principle does not seem to cause any problems to this strategy. By following this strategy the ESCB will be able to achieve its final target in the medium term, but in the short term deviations from the final target will be allowed.

· continuity

As regards the continuity principle, one might argue that since the majority of the EU-countries are currently using the inflation targeting and it has provided positive experience, it might be that the continuity principle could be well served by choosing inflation targeting. On the other hand as previously stated, following the model of the Bundesbank might also be justified.

· Consistency
Finally, the last guiding principle for the inflation targeting strategy is its consistency with the independent status of the ESCB. It has been argued, that the inflation targeting would present a bigger risk of interference by governments, since it is not so transparent. 

After deciding upon the appropriate strategy the ESCB will still have to determine several details concerning the strategy. Such as:
- It has to define the target variable it will use, 

- It has to determine the length of the target horizon (point or period in time, "within which it intends to achieve its target") and, the width of the target range. 
An important factor is also the communication strategy towards the general public. In other word, how will the ESCB inform the general public of different matters, and thus affect its credibility. The central bank should also define how it will respond to deviations from the target, and define the supporting statistical and analytical infrastructure. 

II.2 An Outlook On Monetary Policy In General

The CB bank can not influence its final target (often price stability) directly. It faces a very complex and interlinked transmission process from the policy actions to the price developments. The central bank tries to affect the "near" targets (for example the liquidity of the banks or the money market interest rates) with its instruments and procedures. These in turn, have an effect on the intermediate targets (for exampl the amount of money or credits, exchange rates or interest rates on the capital markets), which then affect the final target. Presently, the central banks in Europe have very similar instruments that they use in steering their monetary policies. Open market operations and the standing facilities are used very commonly throughout the central banks of EU member countries.
It is also the case, that the monetary policy actions do not influence the targets aimed at immediately. This lag in time varies along with the different actions taken, but it has been estimated that for example an increase in the interest rates is reflected in the inflation rate only after one or two years. These constraints make also the monetary policy implementation very difficult, since the actions taken, need to be based on forecasts of the future development of economic variables.In the next paragraph it will be presented a very simplified example of how monetary policy actions effect the economy. 
“The central banks monetary actions have an effect on the liquidity of the markets, money supply of the markets. For example by selling certificates of deposits, the central bank receives money from its counterparties and by this, reduces their cash position, their liquidity and money supply. This has an effect on the short term interest rates, which tend to rise. With time also the longer term interest rates tend to rise as well, since for example the banks start to offer loans with higher interest rates.This in turn decreases investments, consumption and gradually also output, which then has an effect on the unemployment situation.”

 The economic policy aims at a stable economic performance and through this the well-being of the citizens. (By stable economic performance one means low inflation, stable exchange rates, small variations in the final output of a country etc.) Monetary policy constitutes one part of the economic policy. With the tools it has the central bank tries to influence for example the interest rates, the amount of money or credits or exchange rates and thus enhance the stable development of a country.

A. The Implementation of the Single Monetary Policy

· Instruments and procedures

Since preparing totally new instruments or adding new features to the old monetary policy instruments take time, the EMI has done this preparation already. By the end of 1996 the conceptual design of a set of monetary policy instruments was completed. Then during the first half of 1997, the technical specifications of the monetary policy instruments and procedures were made. The latter half of 1997 and the first half of the next year was dedicated to the preparatory work, done for the final implementation of the single monetary policy. Then the ESCB would have the rest of 1998 to make the decisions about the instruments and procedures to be used in the third stage of the EMU and to test them. With its instruments and procedures the ESCB should be able to control its operative target, (which is the short term interest rate, under normal conditions) give sufficiently accurate and visible monetary policy signals, supply the basic refinancing, enable the central bank to attain adequate information about the developments of the markets and support the smooth functioning of the payment system.
The EMI has prepared a set of monetary policy instruments, that the ESCB can use in the third stage of the EMU. This set of instruments consists of, standing facilities, open market operations and minimum reserve requirements.
 
· Standing facilities

Standing facilities have two options, “a marginal lending facility” and “a deposit facility” that the counterparties can use at their own initiative. 

In the marginal lending facility the counterparties can receive overnight loans against eligible assets at an interest rate that has been announced beforehand. Its purpose is to satisfy the temporary liquidity needs of the counterparties.

In the deposit facility the counterparties can make overnight deposits at an interest rate that has been announced beforehand. These operations will be performed in a decentralized manner, that is to say the national central banks will take care of these operations instead of the ECB.

· The open market operations

Open market operations are operations, where the central bank exercises security trading. These operations will most probably be the main monetary policy instrument of the ESCB. With these operations the central bank will steer interest rates, affect the liquidity situation in the markets and give signals about the monetary policy tuning. There are 5 different kinds of instruments that the ESCB will use in its open market operations:

1. Reverse transactions,

2. Outright transactions,

3. The issuance of debt certificates,

4. Foreign exchange swaps and

5. The collection of fixed-term deposits.
1. Reverse Transactions

The most important of the five instruments will be reverse transactions. In these operations the national central banks, or the ECB, will buy or sell eligible assets under a repurchase agreement. This means, that the seller of the asset has the right and obligation to buy the asset back at a specific price on a future date in time. So, if some eligible counterparties to the ESCB want financing, it will contact the ECB and ask if it is willing to buy assets from these counterparties on a repurchase agreement. The ownership to the asset will be transferred to the buyer (the creditor) and the parties to this agreement agree that this ownership transfer will be annulled at a specific time in the future, if the seller (the debtor) honors the agreement. In a reverse transaction the difference between the purchasing price of the asset and the price that is received, when the asset is repurchased, is the interest that has to be paid for the loaned sum of money. A reverse transaction can also mean an operation, where the NCBs or the ECB make credit-operations, which have as collateral eligible assets. In these collateralized Loans the buyer will not receive the ownership of the assets, but only a right of lien to the securities.
2. Outright Transaction

Outright transactions are operations where the NCBs or the ESB, buy or sell eligible assets straight from the markets. In these transactions the ownership to the assets will be transferred from the seller to the buyer, at the moment of the agreement.

3. Dept Certificates

The ESCB can issue debt certificates in a situation where it wants to influence its own structural position in the banking sector, by creating or increasing the liquidity deficit in the markets. By issuing debt certificates the ESCB can cause the liquidity of the banks to diminish, since they have to buy these debt certificates.

4. Foreign Exchange Swaps

In foreign exchange swaps the national central banks or the ECB buy (or sell) euros against foreign currency at sight and at the same time sell (or buy) the euros back as a forward agreement.The forward agreements are agreement, where the buyer (or seller) has an obligation to sell (or buy) (for example) the currency back at a specific time in the future at a specific price.

5. Fixed-Term Deposits

The ESCB can also offer the eligible counterparties a possibility to make fixed-term deposits to the national central banks at a fixed interest rate.

· The Minimum Reserve Requirement
According to article 19.1 of the constitution of the ESCB, the ECB can require the credit instutions that are situated in the euro area, to keep a minimum reserve at the ECB or at the national central banks. This minimum reserve is a sum of money that is a certain percentage of the balance sheet items (especially liabilities) of the credit institution. The ESCB will not necessarily implement the minimum reserve requirement, but if it does then all of the credit institutions that are situated in the euro area are required to fulfill this requirement. The ESCB could use the minimum reserve requirement to stabilize the money market interest rates, creating or enlarging the structural liquidity shortage of the credit institutions.

· Counterparties And Collateral

a. The Counterparties

The counterparties to the monetary policy actions of the ESCB (also for the foreign exchange intervention operations) will be chosen according to certain required qualifications set by the ECB. The counterparties have to fulfill certain prudential and operational requirements. In addition they have to be financially sound institutions and situated in the euro area. The counterparties taking part in foreign exchange swaps have to be capable of making large volume foreign exchange operations efficiently, in all kinds of market situations. In most monetary policy operations the number of counterparties will probably be quite large. This situation will probably enhance the efficiency of the monetary policy actions and equal treatment.

b. The Collateral

The collateral, used in the different monetary policy operations of the ESCB, have to fulfill certain requirements as well, in order to be eligible assets. The eligible assets have been divided into two lists according to their qualifications. This has been done, since the "financial structures" and the "normal practices" of the national central banks, especially in regards to the treatment of private sector assets, differ in the EU countries.

The “tier one” list comprises of assets that fulfill the euro area-wide eligibility criteria set by the ECB. These assets are eligible in all monetary policy actions that require the use of assets. The ECB will draw up a public list of all the assets that have been accepted in the tier one list. The “tier two” list comprises of assets that do not necessarily fulfill the above mentioned euro area-wide eligibility criteria, but are seen to be important to the national financial markets and the national banking sectors. The national central banks will choose these assets in accordance with certain rules set by the ECB. These assets will be eligible in almost all monetary policy actions. The national central banks will draw up a public list of all the assets that have been accepted to the tier two lists.

In order to have a unified single monetary policy in the euro area, the collateral and the countreparties of the ESCB operations have to be harmonized. This harmonization will support the integration of the financial markets and enhance the equal treatment and functional efficiency in the euro area.
· Foreign Exchange Inventions

According to article 105 of the Maastricht Treaty, the ECB is responsible for foreign exchange operations. This means that the ECB will have the technical capacity to conduct intervention operations, against excessive or sudden exchange rate fluctuations of the euro against major non-EU currencies. The interventions will be executed either in a decentralized manner or the ECB will execute them. The ECB will conduct these foreign exchange interventions with the foreign reserves that the national central banks have been obliged to transfer to it. The constitution of the ESCB obliges the national central banks to transfer to the ECB a certain percentage of their foreign reserves. Foreign exchange interventions are conducted to steer the development of the exchange rate of the euro against the non-community country currencies and the currencies of the countries with a derogation. According to article 109 of the Maastricht Treaty the council of ministers should decide upon the relationship between the currencies of euro and non-community countries. When making these decisions the council of ministers should however consult with the ECB and bear in mind that the decisions have to be in harmony with the maintenance of price stability.

B. Supporting Framework For The Single Monetary Policy

· Statistics

The NCBs need to collect the statistical practices in the EU-countries and make statistics to execute their national monetary policy operations. Since these respective statistical practices vary quite a lot from one country to other, one challenge to be met is the harmonization of the statistical practices of the EU countries. Unreformed different statistical practices may produce totally different and misleading figures. If the incongruous data of different euro countries are then added together to form the euro area-wide data, for example of unemployment, the reality of the unemployment situation will not be conveyed through this data. It is the task of the ECB to harmonize the statistics.

To be able to conduct its future monetary policy and foreign exchange operations efficiently, the ECB will need the necessary statistics. Both the ECB and the commission will be responsible for preparing the necessary statistics. The NCBs will however take care of the statistical work to as great an extent as possible.

· The TARGET System

The TARGET system comprises of the national RTGS (Real Time Gross Settlement) systems of the NCBs of the euro area countries, and with certain conditions also the RTGS systems of the countries with a derogation. They are linked together to form a mechanism, that can process cross-border euro payments. The use of the TARGET system is compulsory in such payments that are related directly to the monetary policy actions and where the ESCB is a party to the transaction. In general the payments that are processed through this system are mostly large-value payments. The smaller-value payments that do not need such an execution speed are transferred through some other “funds transfer system”
.
The parties that can participate in this system are the ESCB, the NCBs certain credit institutions and also some other bodies, which the national central banks have given its Permission to participate.

The TARGET system is composed of one RTGS system in each of the EMU countries and the payments mechanism of the ECB connected by common infrastructures and procedures forming the Interlinking system,”a communications network”. Only the ECB and national central banks (NCBs) will be allowed to use the Interlinking system, but any participant in any RTGS system connected to TARGET will be allowed to send payments via TARGET. Because TARGET is designed to process only euro transactions, RTGS systems of EU countries not in EMU will be allowed to connect to TARGET only if they are able to process euros. Remote access to domestic RTGS systems will be granted on a nondiscriminatory basis to credit institutions licensed in other EU states either through their local branches or directly from another EU country (at the start of EMU, however, remote access to monetary operations will not be available). To facilitate the operations of large-value net settlement systems working in euros through TARGET, net settlement systems will be allowed to open a special account with the ECB or a national central bank that must be used exclusively for settlement purposes and must have a zero balance at the beginning and at the end of the day.In RTGS systems, payments orders are processed one by one on a sequential basis. As long as there are sufficient funds or overdraft facilities available in the sending institution’s account with the central bank, there will be immediate and final settlement of all payments. The receiving institution does not bear any credit or liquidity risk on the payments orders received since its account is credited only after the account of the sending institution is debited.Within TARGET the delay between the debiting of the account of the sending institution and the crediting of the account of the receiving institution should be a matter of seconds. Banks will then be able to move funds across borders immediately and at low cost, responding very rapidly to arbitrage opportunities. As a result, a single interbank rate is likely to prevail in all EMU countries and the liquidity impact of ECB operations will be uniform across EMU. While the Interlinking procedures will be identical in all countries, the payments services for end users may differ reflecting local conditions under which RTGS systems have been developed in each country (e.g., some systems may include queuing facilities or cash management facilities).

TARGET is designed as a decentralized system in which payments messages are exchanged on a bilateral basis among NCBs, according to the “central banking correspondent model,” without any central counterparty. It remains to be decided whether the ECB will have its own payments mechanism connected to TARGET. This may not be necessary because the national central banks will implement most monetary policy operations, in agreement with the principle of decentralization underlying monetary policy in EMU. Even if the Governing Council of the ECB decides to retain the execution of finetuning operations and foreign exchange intervention, the settlement of transactions for both operations may remain decentralized and the ECB may still not need to access the payments system. The ECB will neither monitor nor receive information on inter-NCB payments orders during the day. At

the end of the day, the ECB will perform specific control operations with the aim of checking the correctness of cross-border payments exchanged during the day and the resulting inter-NCB balance positions.
i. A very simple description of the TARGET systems functioning is presented below.

· First the ordering credit institution sends a payment order to the NCB through the RTGS system.

· This NCB then verifies the validity of the payment, in other word verify it fulfills certain necessary criteria. 

· As soon this is done, it immediately and irrevocably debits the RTGS account of the ordering credit institution and credits an account of the receiving national central bank. Then it converts the payment order if necessary to a suitable form, adds additional security features, and sends the message. 

· When the receiving NCB receives the payment message, it checks, that everything is as it should be. Then it debits an account of the sending central bank and credit the RTGS account of the beneficiary. 

· Finally, it sends the payment message to the beneficiary credit institution through the national RTGS system. This RTGS system will then, after it has credited the account of the beneficiary, send confirmation to the sending NCB that it has received the payment. 

· At the end of the day the ECB will be responsible for checking that everything has proceeded as required, so that the system will be ready for the next banking day.

TARGET is an acronym that stands for Trans-European Automated Real-Time Gross Settlement Express Transfer. It is an interbank funds transfer system, which can process cross-boarder euro payments as smoothly as domestic payments. It supports the integration of the financial markets in Europe and also the implementation of the single monetary policy actions in the third stage of EMU.

ii. The long-term Evolution of TARGET

The Governing Council of the ECB took a strategic decision on the direction of the next generation of the TARGET system (TARGET 2)
.The present TARGET system was created on the basis of the existing national real-time gross settlement system (RTGS) infrastructures using an approach geared towards minimum harmonization. This approach was the best way of ensuring that the system would be operational from the very start of EMU. In view of increasing financial integration within the euro, the system needs to be enhanced.

The main objective of the Eurosystem is to ensure that TARGET evolves towards a system that 

(i) better meets customers' needs by providing an extensively harmonized service level, 

(ii) guarrantees cost efficiency and 

(iii) is prepared for swift adaptation to future developments, including the enlargement of the EU and the Eurosystem. 

At the same time, the NCBs will remain responsible for the accounts and business relations with the credit institutions.
The main principles and the basic structure of the future TARGET 2 system, which is expected to become operational a few years from now, can be summarized as follows:

· TARGET 2 will continue to be a multiple-platform system, consisting of national components and of “one shared component". 

· The latter will be an IT-platform commonly used by a number of central banks on a voluntary basis. Indeed, it will no longer be necessary for every NCB to maintain a platform of its own.

·  This approach gives due consideration to the fact that cost efficiency would be difficult to preserve in a totally fragmented IT infrastructure, in particular in view of new Member States joining TARGET in the not too distant future. TARGET 2 is a system for the settlement of predominantly systemically relevant large-value euro payments in central bank money. Nevertheless again there isn’t any dejure or de facto limits, set by the Eurosystem or the NCBs, on any payments that users may wish to process in real time in central bank money. 

· There is a broadly defined core service, which includes all those services and functions that are offered by all TARGET 2 components. Nevertheless, central banks have the possibility of providing some specific national services in addition to the core service. The service level of TARGET 2 is defined in close co-operation with the TARGET user community. 

· For the core service of TARGET 2, there is a single Eurosystem-wide price structure for domestic and cross-border TARGET transactions. The price structure could, nevertheless, provide for the graduation of prices according to the number of payments a participant sends or according to the timing of the payment. Additional services could continue to be priced separately and independently by each central bank
 

NCBs of accession countries will have the possibility – but not the obligation – to connect to TARGET as from their joining the European Union.

C. Securities Settlement Systems

   The securities settlement system consists of different procedures, by which the financial institutions deliver and exchange with other financial institutions information or documents relating to security transfers.
   The aim is to ensure that the ESCB will not grant loans before the assets eligible as collateral have been transferred to the ESCB irrevocably. This shelters the ESCB from unnecessary risks. Preparations are being made to ensure that in the securities settlement systems transactions could be taken care of quickly, smoothly and reliably and that a wide range of assets could be used in cross-border connections. To ensure that the ESCB can execute its monetary policy operations efficiently, it must ensure that it has at its disposal the necessary statistical data, the securities settlement systems that shelter the ESCB from unnecessary risks and a possibility to process cross-boarder euro-payments quickly and safety.

CHAPTER III

COMPARISON OF EU AND TRNC CENTRAL BANKS LEGAL STATUS AND INSTITUTIONAL FRAMEWORK
III.1 The Obligatory Directives Of Legal Status Of ESCB According to the Union Agreement.
According to the regulation number 108. of the Maastricht Agreement, member states have to converge their regulations releated to their NCBs with the ESCB judgements, before the third stage of EMU.That regulation states that,”every member state has to converge its statudes releated to its NCB and whole of its laws with that of ESCB”. These convergence studies will be done with and under the control and supervision of EMI
. There is not any doubt that it is not sufficient to converge only the laws releated to NCB and other financial institutions with the status of ESCB. Other laws (exp.working law, budget law) have to be converged with Maastricht Agreement and the status of ESCB.

All the member states have changed thier NCBs status according to the regulations numbers 108,109e,104 and 104a of Maastricht Agreement. The judgements which regulate the relationships between public sector and central banks are the fastest ones of the whole convergence studies.

The possibilities which provide loans to public sector from ECB and NCBs are certainly forbidden by releated regulation number 104. Because, financing the public sector is the most important phenomenon that weakens the strength of the system to be acheived to the price stability which is the main object of ESCB. Such a privilage is against the rules of competition and judgement of the Agreement of EU which regulates the free movement of  capital. According to the regulation number 104-21/1 the NCBs could act as the financial representative of the institutions belonging to Union, governments and member states.But,this does not mean that they will give loans to them. This just points to normal banking services. So, it was assumed that the right of use of loan of the private sector is  same as those of public sector, infront of the NCB. Beside the inhibitory laws for the loans due to the public sector of the Agreement, according to the counsil regulation number 3604/93 there are some exemptions in practice about this subject. These exemptions are;

I. NCBs may provide daily loans to public sector in the operation of payment system (In the situation of insufficient liquidation to prevent the system from possible hesitations).

II. NCBs may provide daily temporary loans to public sector with the guarantee of its cheques in the clearing system and with the guarantee of its coins deposited at NCB.

But if the settlement of the loan is left for the day after as a result of insufficient funds in the reserve accounts of the public sector,the loans given to the public sector will brake the rules of the agreement.Because of this, it is agreed to give chance to public sector to borrow from the markets between the banks.It has to be known that, there are limitations on these loans.

Briefly, according to the regulation no.3604/93 of Counsil, NCBs are not considered as the institutions of the public sector.

III.1.1 a Comparative Summary Of The EU’s Basic Banking Directives And The Banking Law of TRNC 

i. EU Directives

· Minimum initial capital should be 5 million EUROs and capital resources should not fall below this figure during the bank’s operations.

· Larger credit amounts should be monitored more closely, and a quorum of competent credit bodies shall be sought for utilization thereof.The banking law should define the term credit; credits exceeding 10% of capital resources should be considered as large credits; credits to be extended to one credit client or client group should not exceed 25% of the capital resources; and the sum of all large credits should not exceed 8 folds of the capital resources. In case a large credit is extended to a related company, the rate 20% should be applied rather than 25%.

· Equity participations of banks in non-financial enterprises should not exceed 15% of their capital resources the total equity participations should not exceed 60%.

· Sharing of information and security of information among supervising authorities should be ensured when authorizing establishment of bank license as well as monitoring banks. The Law should specifically list the monitoring authorities to receive information and the conditions applicable to conveying information

· Operating areas of banks should be explicitly defined, and banks (credit institutions) should be defined as “undertaking whose business is to receive deposits and other repayable funds from the public and to grant credits for its own account”.

· The Law should define the conditions applicable to establishment of banks and circumstances of  refusing applications for establishment

· Approval from the supervising authority of the country where bank’s head office is located should be sought while opening branches by foreign banks.

· Authorization must be sought for changes in the ownership structure of significant shareholders.

· Banks should prepare consolidated financial statements with their financial affiliates and subsidiaries, and should obey large credit related restrictions in a consolidated basis.The supervising and auditing power of the country in which the head office is located should be recognized mutually.
ii. TRNC Banking Law

· Article 6(d) sets for a minimum initial capital amount of USD.2 million. Paid-up capital must not be less than USD.2 million in order to open branches for foreign banks.
· Article 23 defines the term of credit,defines the term of large credits and the limits of the credits to be extended to one credit client or to a credit group.But does not determine the requirements (conditions) of the large credits and does not underline the necessity of monitoring the credits. 
· Article 23(2-b), the term large credit is defined as credits exceeding 10% of capital resources or %2 of total deposits and all large credits are restricted to 10 folds of capital resources, credits to be extended to one client directly or to whom with indirect credit relations are in question to 25% of the capital resources or to %4 of total deposits (according to the more one). All credits to be extended to shareholders and their related companies are limited to 20% of capital resources.
· Equity participation limits have been set in article 26(1) in parallel with the EU directives

· Information exchange (The kinds of the financial reports required from the banks for the purposes of auditing) among institutions and supervising authorities is defined in article 32, 33, 34 and 35.
· Article 2 of the Law covers a definition of “bank”and article 14 includes those institutions whose are not authorized to receive deposits; however, the Law does not include fair definitions of the kinds of banking operations and credit institutions.
· Articles from 5 to 9 list the conditions applicable to establishment.
· Articles from 29 to 31and 33 provides for the obligation to consolidate financial statements of banks, and requires under the latest revision of the capital adequacy and net general position ratios that such ratios should be attained in a consolidated basis. However, additional regulation is needed in this regard.
iii. Institutional Framework of the Central Banks of Member States

 In order to provide the possibility to compare the criterions in the status of ESCB and Agreement, informations releated with the institutional frameworks of the NCBs of member states can be seen from the table no. 3.1, shown below.
 Table 3.1 Institutional Framework Of The Central Banks Of Member States

                        Deutsche              National Bank Of       Bank Of            Banco de           

                        Bundesbank                Belgium                 Greece             Espana   

Main Aim Of    To prevent and monitor    There isn’t any explicity    To orginize the   To maintain the 

The Status         the value of  National        explained aim                    circulation of      price stability
                            Money and to do                                                         National Money

                           ınternal-external 

                            payments
Administrativ   . President                        . President                        . President                  . President

Organs              . Central Bank Cuonsi      . Board of Directors         . General Counsil       . Ass.President

                           . Board of Directors         .The Royal Council         . Delegated Members   . Managing 

                            .Boardof Directors Of     . Board Of Audit             . Federal Central Banks .General Counsil                                                                                                                                       

                                                                                                             .Executice Commision

Appoinment          By appling to the            President is                     Governor is appointed    By the 

The Gouvernor     opinion of the                appointed by The             by the President              Royality

                               Counsil of the                 Royality with the             of Republic with the      with the 

                               Central bank with            proposal of the                proposal of the            proposal of                                                       

                               The proposal of              Government                     Government as the      the Head of

                               Government                                                            candidate of  Counsil     Government

Working Period   8 years,at least 2 years       5 years                              4 years                   6 years

                              Renewable                       Renewable                         Renewable         Unrenewable
Areas Under the

Responsibility 

Of Central Bank

· Monetary Policy and        Yes                          Yes                                   Yes                      Yes
Exchange rate

· Supervising of financial    No                         No                                      Yes                      Yes
İnstitutions

· Money printing                 Yes                        Yes                                     Yes                      Yes
· To provide the fiscal         Yes                        Yes                                     Yes                      Yes
Stabilization

· To manage the official      Yes                        Yes                                      Yes                      Yes
Reserves

· Payment System                 Yes                        Yes                                    Yes                      Yes
· Source: AB Üyesi Ülkelerin  Merkez Bankası Statüleri’ nin Merkez Bankasının Bağımsızlığına İlişkin Maastricht Andlaşması ve Avrupa Merkez Bankaları Sistemi Statüsü Hükümleriyle Uyumu” Türkiye Bankalar Birliği Bankacılık ve Araştırma Grubu (Şubat 1997)(p.24-29)
                            Banco de                Banco de         Central Bank     Banca d’Italia

                             Portugal                 France             Of Ireland

Main Aim Of     To maintain                      To maintan             To save the value        There is no a

The Status        price stability                   price stability        of national money        clear explanation
                                by considering

                          Economic policy

                                Of Government

Administrative.President                     . President                 . President                . President
Organs                  .Board of Directors     . Monetary policy    . Board of directors    .General Manager

                               .Board of Auditors        counsil                   . Ass.Gen. Manager(2)

                               .Board of Information   .General Council 

Appointment   With the proposal           By the                     By the President          By the Government

The Gouverno of the Ministry               Government            of Republic,with          (appoinment has to

                          of the Finance,By                                          the proposal                  be approved by the

                          The Government                                            of the                       President of Republic

                                                                                                 Government              with the proposal of       

                                                                                                                                    Board of Ministries)

Working Period      5 years,                               6 years                  7 years                        Unlimited

                                  Renewable                         Renewable            Renewable      
  Areas Under the

  Responsibility 

  Of Central Bank

· Monetary Policy and      Yes                          Yes                                   Yes                      Yes
Exchange rate

· Supervising of financial   Yes                        Yes                                  Yes                      Yes
İnstitutions                                               (with the Banking

                                                                            Comission)

· Money printing                Yes                        Yes                                    Yes                      Yes
· To provide the fiscal        Yes                        Yes                                    Yes                      Yes
        Stabilization

· To manage the official     Yes                        Yes                                   Yes                      Yes
        Reserves

                                                                                                                                        (withThe Italian
                                                                                                                                        Exchange Office)
· Payment System             Yes                        Yes                                    Yes                      Yes
· Source: AB Üyesi Ülkelerin  Merkez Bankası Statüleri’ nin Merkez Bankasının Bağımsızlığına İlişkin Maastricht Andlaşması ve Avrupa Merkez Bankaları Sistemi Statüsü Hükümleriyle Uyumu” Türkiye Bankalar Birliği Bankacılık ve Araştırma Grubu (Şubat 1997)(p.24-29)
                          Institute                Nederlansche       Oesterreichische      Suomen                                                                          

                         Monitaire                   Bank                Nationalbank           Panki

                         Luxembourgeois

Main Aim Of      To continue the            To save the value     To save the value        To ensure a stable 

The Status      satabilization               of National Money    of national money       and reliable                                                                                  

                        Of National Money                                           (inside and outside)   circulation of 

                                                                                                                                          National Money

Administrative   . President                    . President              . GeneralBoard of       . Parliamentary
Organs                      .Board of Directors     . Board of Directors   Shareholders             Supervising       

                                   .Counsil                      . Board of Auditors . General Counsil         Counsil                                 

                                                                                                        . Board of directors   . Board of
                                                                                                                                            Directors

Appoinment            With the proposal        By the Royality       The candidate of    By the President of

The Gouvernor     of the Government      with the proposal    Federal Government  Republic with the 

                                   By Grand Duke         of Government         is appointed by        proposal of 

                                                                       He/She has to be     the president of       Parlaimentary

                                                                       the cadidate of       Republic                    Supervising        

                                                                       boards of directors                                   Counsil

                                                                      and supevisors 

Working Period       6 years,                         7 years                             5 years                        Unlimited

                                Renewable                     Renewable                        Renewable     
Areas Under the

Responsibility 

Of Central Bank

· Monetary Policy and         Yes                          Yes                                   Yes                      Yes
Exchange rate

· Supervising of financial     Yes                        Yes                                     No                       No
İnstitutions                                               
· Money printing                   Yes                        Yes                                    Yes                      Yes
· To provide the fiscal           Yes                        Yes                                    Yes                      Yes
        Stabilization

· To manage the official        Yes                        Yes                                    Yes                      Yes
Reserves

· Payment System                  Yes                        Yes                                    Yes                      Yes
· Source: AB Üyesi Ülkelerin  Merkez Bankası Statüleri’ nin Merkez Bankasının Bağımsızlığına İlişkin Maastricht Andlaşması ve Avrupa Merkez Bankaları Sistemi Statüsü Hükümleriyle Uyumu” Türkiye Bankalar Birliği Bankacılık ve Araştırma Grubu (Şubat 1997)(p.24-29)
                         Sveriges          Bank Of England    Denmarks             Central Bank 

                         Riksbank                                         National Bank        Of TRNC

Main Aim Of      There is no fair       There is no fair            To ensure a reliable     No fair explanation                             

The Status       explanation about      explanation about        circulation system to   about the final aim.                                                                 
                           Main aim                   Main aim                       National Money         A few banking 

                                                                                                                                        Services

Administrative  . President             . President                . Board of Governors     . Gouvernor   

Organs                    . Managin Board   . Board of Directors . Board of directors      . Board of directors                                                                                              

                                                                                                 . Managing Committee                                                   

                                                                                                 . Members of Royal     
                                                                                                   Bank Commission  
Appointment     By the Managing          By the Quin              By the King with         By the counsil of

The Gouvernor Board as the candidate  with the proposal    the proposal of             ministers with the

                           Of Parliament               of Primeminister     the Government            proposal of Prime-

                           Between the members                                                                         minister

                           Of the managing Board                       

Working Period       5 years,                           5 years                  There isn’t a               5 years                  

                                 Renewable                       Renewable            definite period         Renewable
                                                                                                        But retirement 

                                                                                                        Age is 70 

Areas Under the        

Responsibility 

Of Central Bank

· Monetary Policy and             Yes                    Yes                              Yes                        No                    
Exchange rate

· Supervising of financial         No                   Yes                                No                       Yes
İnstitutions                                                                                                            (only Banks)

· Money printing                       Yes                  Yes                               Yes                      No
· To provide the fiscal               Yes                  Yes                               Yes                      No
       Stabilization

· To manage the official            Yes                  Yes                               Yes                      No
        Reserves

· Payment System                     Yes                  Yes                               Yes                      No
· Source: AB Üyesi Ülkelerin  Merkez Bankası Statüleri’ nin Merkez Bankasının Bağımsızlığına İlişkin Maastricht Andlaşması ve Avrupa Merkez Bankaları Sistemi Statüsü Hükümleriyle Uyumu” Türkiye Bankalar Birliği Bankacılık ve Araştırma Grubu (Şubat 1997)(p.24-29)
III.1.2 a General Outlook of the Central Bank of TRNC
There are fundamental differences between the Central Bank Of TRNC and the others in democratic world in respects of its constitution,organization and functions. As long as a NCB does not have the ability to issue  and sell its currency (money) by itself  it would have only a few limited functions.
As TRNC doesn’t have its own printed currencies it has the following disadvantages.

· It’s not possible for TRNC to use its monetary tools in economy which are essential for building an efficient and stable economic structure,

· TRNC can’t have a real struggle against inflation; it can not be possible for TRNC to have a real determination on its

· wage policy,

· full employment policy,

· foreign trade policy and 

· all other macroeconomic policies, which are inevitable not only for TRNC economy but also for all economies for establishing the growth and stability
.

It is very clear that the central bank of TRNC is dependent to the authority which is the real owner of the money circulated in TRNC.Both eceonomic theory and empirircal evidence suggest that an independent central bank with the explicit mandate to pursue price stability provides an effective solution to the time inconsistency problem.
The relationship between inflation rates and central bank independence from political control has been the subject of a number of recent studies. Generally these studies provide evidence that greater central bank independence is associated with lower inflation rates.
 All of these draw rather strong conclusions about importance of CB independence as a force constraining the political system from using the monetary system to acheive political goals that are like to be hostile to price stability.
 Main duty of the central bank is to maintain the price stability by controlling the money supply in the countries dominated by free market economy and provided full competition. This is the main target of the NCB. The price balance is maintained by itself under the conditions of free market and in full competitive conditions. NCB also controls the total of the money circulated in the markets through the interest rates. NCB is the strongest commercial institution of the country. It gets its strength from its product (national money) with very low costs. Other firms and people individually except NCB have to get into risks, big efforts and expenses for the sake of earning money. On the other hand, the NCB can produce its commoditiy as much as it needs and can fix its price as high as it wants. But NCB uses this commercial strength for only to maintain the price stability. It performs this duty with the help of the intermediate targets indirectly.

These are;

· To adjust the total of money circulated in the country by changing the interest rates (with the help of different financial instruments {market operations})

· To push the value of its money up to the desired level by exchanging foreign monies it owns as reserve.

But it is not possible to say that the NCB in TRNC has a mission focused on this subject.

It is vital for the NCB to be independent while it is performing the duties mentioned above. Their authorized organs shouldn’t be under the pressure of any political or administrative authorities in decision-making stages. CB’s monetary policy is no longer an instrument of government but, is rather a control upon it, with a responsibility for avoiding the inflationary finance of government deficits. This is consistent with the free market view that the main danger of financial stability is not the activity of market agents, but the workings of elected government.
There are quite hard regulations and principles about the independence of the CBs both in developed and developing countries.

NCB independence is rapidly becoming the worldwide norm for the organization of monetary authorities. A remarkable broad consensus of academics and policymakers, conservatives and liberals, have rallied around the idea that freeing monetary policymaking from political direction eases the attainment of price stability at little or no real economic cost. The erection of legal barriers to elected government control of monetary policy has been agreed to in virtually all the member countries of the European Union, most of the remaining members of the OECD and a growing number of both newly industrializing economies and former communist economies in transition.

The NCB Bank in TRNC can not issue or use its own money. That is to say it does not carry out its main function and commercial source. As it is known the NCB provides an income by using the advantage of being monopoly in issuing money. This income is named "seignorage income". The NCB obtains this income in two ways;
· By issuing its commodity (money) it owns as a source without paying any interest.

· With the interest incomes which are obtained from the deposit accounts in external banks and/or bonds or other funds owned from different financial institutions.

In TRNC, NCB benefits only from the second alternative. It has not got the chance to obtain a great amount of income by issuing money. Although it has not got any ability to protect the value of national money. Its main instruments of commercial functions are "legal reserves and funds, current deposit accounts of the Banks or other institutions and individuals. Its income sources are derived from the interests changed to credits injected to the economy and charges from the banking services given to the commercial banks and official institutions.

The sources of the NCB in TRNC mentioned above are not large enough to establish the monetary base of the country, because the savings are not in the country. As it can be seen from the table 3.2, %62 of total assets of the central bank is deposited in foreign banks (outside of the Cyprus) and used for buying tresury bills of Republic of Turkey.
Likewise,  as it can be seen from the table 3.3 shows consolidated active-passive balance of the Commercial Banks, %45 of total assets of the commercial banks is deposited at foreign banks, foreign bank branches and used  for buying tresury bills of foreign countries (except those which are deposited at the NCB as current account and for different obligatory causes, forms %22 of total assets).

That is to say current accounts which belongs to the commercial banks are in very low percentage and NCB unfortunatly provides also very low amounts of legal reserves. So its ability of control the monetary base is very limited.

Table 3.2

Financial Structure of the Central Bank

As it can be seen from the table 3.2 which shows the active-passive balance of the Central Bank, the total amount of the foreign assets (reserves) is only USD.350,000.- Only USD.238 million of the foreign sources is formed by legal reserves. This means, the Central Bank can control only USD.238 million total of money circulating in TRNC as at 31.12.2003.
Legal reserves are kept as liquid cash for situation of a possible (unexpected) bank crisis.

By studing the table it can be seen that, the total of money which is injected to the market by the central bank in TRNC is quite limited. This total is USD.12,5 million. The loans in fact in circulation are the credits used by commercial banks. These loans are called “discounted credits”.

If the actives are studied in general, it may be considered that 68% of the sources owned is used for purchasing either bonds and bills and or opening accounts in foreign banks in foreign countries. The needed amount is being kept as cash. The total of loans are only 15% of the sources and only 2,44 % of the the sources are in the real economy as loans. These loans are 16 % of the total loans.

As it can be seen from the numbers, the central bank of TRNC has not got the ability to control the monetary base of the country and so it can never maintain price stability. It can only perform banking like other commercial banks.
If table 3.3 which includes the consolidated active-passive balance of commercial banks is analyzed the financial weakness and the weakness of the domination of the markets by the Central Bank can be understood. Table 3.3 presents the comparative consolidated active-passive balances of all commercial banks in TRNC and Republic Of Cyprus as at 31.12.2003.

The differences between the amounts of the asset items (cash values and loans given) of the NCB and commercial banks in TRNC underline that there isn’t any ability of the Central Bank of TRNC to control the financial markets and there is a continuous instability in the markets. Because, the markets are under the control of the private banks which grant their loans according to their benefits. 
Table 3.3
Beside this as a result of consolidation of the table 3.1 and table 3.2 it can also be seen that savings in the country are USD.2,366 million, loans are USD.574 million and the other cash values are USD.1,773 million,USD.332 million of the individual and the institutional deposits have been used by public concerns. This number represents %56 of the loans. The rest 44% is USD.264 million and represents 12% of the total deposits.

While Central Banks are establishing the price stability they also have to organize and control the functions and financial structure of the financial institutions in the money market. To reach the target aim it needs to organize and control the money markets through the intermediate aims.
By consolidation of the items of NCB and commercial Banks in TRNC in the table 3.2 and table 3.3, it can be achieved to the 90% reliable about the money circulated in the country and/or the relationship saves and investments in the country. Because of lack of chance to obtain any data related to the other financial institutions outside the commercial banks, the numerical results do not reflect the 100% true values.

The financial institutions under the control of Central Bank are only the Commercial Banks. The NCB took over this duty in 2001 from the Ministry of Finance and it has not been structured yet in respect of this aspect. Commercial Banks are not the only financial institutions within the money market of this country. Beside the banks and credit institutions, the cooperatives were established for different purposes and the intermediate institutions which deal with moveable assets are other source-creating institutions of money markets. These institutions should also be monitored and be supervised. In the democratic world and especially in European Union this function is carried out by NCBs.
Management Organization of the NCB of TRNC 

Its bodies 
a- Board of Directors:

It is formed by 1 president, 2 vice president and 4 members. All of them are selected with the recommendation of Prime Minister and the approval of the Counsil of Ministers. The Vice Presidents do not have the right to vote. The president is appointed for five years, the Vice Presidents are appointed for three years and the members are appointed for four years. All of them can also be reappointed to the same duty again and again. All of them should be higher educated in economics, finance and accounting and should also be at least 10 years experienced. The president should have at least 5 years management experience.

Duties of the Bord of Directors:

· To fix the rates of the expenses, commission and interest rates of all kinds of credits and advances prescribed by the NCB and to also fix the conditions the limits and the basic methods related with these.

· To adjust the general credit capacity and the distribution of the credits in this capacity according to sectors and subjects.

· To apply and fix the inspection and audit procedures of banks according to law of banks.

· To determine basic services and the organization of NCB and to appoint staff and authorized them.
b- The Presidency of Inspection and  Investigation Committee:

It investigates,inspects and questions the procedures and functions of all departments of the Central Bank and of the banks when it is necessary.All these are being done according to the “Law of The Central Bank”
 and the”Law of the Banks”
.
c- Banking Arrangement and Monitoring Committee :
This committee continously observs the functionality of the institutions whether they are in accord with the laws or not according to the periodical datas or the reports prepared by the independent auditing institutions. The committee reports and suggests ideas to solve  problems which resulting a lack of confidence in the system. Moreover, it has the responsibility to determine the proposals of the law, codes,  regulations, and notifications related with the institutions in the system. It also determines the standards and bases of accounting, financial tables and reports.

d- Banking Service Directorship :

It determines bases and methods related with all kinds of settling deals and coordination between the banks and the functions of banking made by the Central Bank. Furthermore, it determines and applies the bases and the methods related with the loans and advances enjected to the system. It also considers procedures expenses and the rates of commission and then it informs the board of directors.

e- Interior Managing Directorship :

This departman is completely responsible for functions of banking. The definition of its function is in the Banking Service Directorship. It arranges employment planning, salaries and pensions.

f- Central Branch Directorship :

The definition of the responsibilities related with this department is under the meaning of the Banking Service Directorship. (Loans, external banking transactions, saving accounts, settling, cash and accounting and related with all)

g- Research and Fund Managing Directorship:

· To manage cash values and other moveable assets of the NCB.
· To organize and perform all the issues in the financial markets of the NCB in national and international markets and to prepare reports about money and loan policies and functions of the NCB.

· To observe all the national and international economic and financial developments, to investigate about sectors and prepare periodical reports which reflect all of these studies.

· To observe the laws of the sector related with the EU and other international institutions.

·  To make interpretations according to the prepared financial tables.

III.1.3 the Independence of NCBs  

The credibility of monetary policy is supposed to be enhanced when it is implemented by an independent Central Bank, as government pressures for a more expansionary stance can be more easily resisted ; the eradication of this so-called time-inconsistency problem of monetary policy (and/or the weakening of the political businesscycle) should then lead workers to lower their inflationary expectations, and thus to moderate their wage claims as a consequence of lower wage settlements, average inflation should be reduced.
 The NCBs of the member states are obligated to carry out the decisions taken by ESCB, as the main components of it. In order to fullfil their responsibilities NCBs have to be independent.

                                                                                          Inspection and Investigation
                                                                                          Committee                                                          


                                                                         Banking Arrangement and Monitoring                                                                                                                                                                                                          

                                                                          Committee

                                  

                                                                                                     Banking Service 

                                                                                                     Directorship      

 Board of Directors                                                                                                                      


                                                                     

                                                                            Interior Managing Directorship



                                                                             Central Bank Directorship 

 

                                                                             


                                                                             Research and Fund Managing

                                                                             Directorship                                                                                                                                                                         

Figure 13: Organization of The Central Bank Of TRNC

Source: www.kkbb.org/”Kuzey Kıbrıs Bankalar Birliği Web Site” 

According to the related regulations of the EU Agreement and the judgments of the status of ESCB the independence of NCBs is considered by four headlines.
These are;

a- Institutional Independence: Independence in using competence, in decision making and in market operations from individual and official authorities.

b- Individual Independence: Independence in working period and dismissal of the Governor (at least 5 years). The relationships between the members of the decision-making organs and the authorities or other individuals/private sector institutions.

c- Functional Independence: It is related with the integration of the ESCB. NCBs are the main components of the system with their structural frameworks and operations and the system’s main aims are to maintain the price stability and to help the Union to realize its targets by supporting economic policies.

d- Financial Independence: The rules under this heading protect the NCB from the interferences in the subjects of using its sources and operating tools or managing its budget and distribution of divident by the Government and other authorities.
  
Measuring Central Bank Independence

The central difficulty in examining the question of central bank independence is measuring the independence of the centrel banks in different countries. Robert Bade and Michel Parkin constructed a scale of central bank independence based on the “political independence” of the central banks.

Political independence is taken to depend on

· the institutional relationship between the central bank and the executive,
· the procedure to nominate and dismiss the head of the central bank,
· the role of the government officials on the board of central bank,and

· the frequency of contacts between the executive and the bank.

More recently Donato Masciandaro,Grilli Vittorio and Guido Tabellini constructed a related measure of central bank independence that reflects both “political independence” and “economic independence”.
“Political independence” is defined essentially as in Robert Bade and Michel Parkin (1982), as the ability of the NCB to select its policy objectives without influence from the government. This measure is based on factors such as, 

·  whether or not its governer and board are appointed by the government,

· the length of their appointments,

· whether or not government representatives sit on the board of the bank,

· whether or not government aproval for monetary policy decisions is required,and

· whether or not the “price stability” objective is explicitly and prominently part of the central bank statute.

“Economic independence” is defined as the ability to use instruments of monetary policy without restrictions. The most common constraint imposed upon the conduct of monetary policy is the extent to which the central bank is required to finance government deficits.
The Politic Independence of the NCBs in EU

It is vital for the national central banks to operate in a healthy situation and to be independent from the government. As it is known the independence of a NCB is in two dimensions. The first one is the political independence. The concept of “political independency” underlines that, all the decisions taken from the Central Bank are not under the control and do not depend on the approval of the government. To ensure hard political independence there are necessary provisions such as; the chairman of the NCB and the members of the board of directors should not be appointed by the government and they can be dismissed before five years, there should not be any representative from the government in the board of directors and the fundamental duty of the NCB “to keep the price stability” should be given by the laws and the NCB should have the freedom while taking decisions in even if there is a contradiction with the government. Above mentioned conditions can be seen in the table 3.4 as being in fact according eleven EU member states.

Table 3.4 The Political Independence of the NCBs in EU in 1995 & TRNC NCB
State                     1          2         3         4        5         6         7            8         9                                                                             

Germany                         yes                 yes     yes       yes      yes       yes       6
Holland                                                 yes     yes       yes      yes       yes        6

Italy                     yes     yes       yes                yes                                            4 

Denmark                        yes                                        yes       yes                    3
Ireland                            yes                                        yes                   yes       3   

France                            yes                  yes                                                      2

Greek                                          yes                                                    yes       2

Spain                                                     yes     yes                                            2

Belgium                                                 yes                                                      1

Portugal                                                           yes                                            1 
England                                                                       yes                                1

TRNC                             yes                            yes      yes                                3
Source: Savaş V.F”Çağımızın Deneyi Euro” (1999 İstanbul p.77)
The word “yes” signifies one of the independence conditions which become true.

1. The chairman is not appointed by the government.

2. The chairman is appointed for 5 years or more.

3. The board of directors is not appointed by the government.

4. The board of directors is appointed for 5 years or more.

5. There isn’t any obligatory member of the government in board of directors.

6. The government approval is not necessary for the decisions.

7. It is the legal duty of the Central Bank “to ensure the price stability.”
8. Here can be e difference of opinion between the Bank and the government.

9. The level of the political independence.(Total of the words of “yes” in each line)

As it can be seen in this table, Bundesbak is the most independent Central Bank in EU from the pressures of political authorities because it ensures the six qualifications out of eight. Belgium, Portugal and England Central Banks are not independent from the politicians and from other authorities. Because they own the only one of the needed qualification for independence. While considering the political independence of the Central Bank of TRNC it can be supposed that it is independent according to the second, fifth and sixth criterions. But considering the second criterion; the presidency of the Central Bank has always been occupied by a Turkish Citizen and because of this the decision for the appointment of the chairman of the board of directors does not belong to the authorities of TRNC and if the real decision makers change their mind the governor can easily be changed before five years. As and when the Government of the Republic of Turkey changes the President of the Central Bank of TRNC also changes. Although there isn't any obligatory member of government in the board of directors and government approval is not necessary for the decisions according to the laws, it can be easily understood from the resolutions of the economic protocols between Republic of Turkey and TRNC that all the decisions about the monetary activities are taken according to the resolutions of those economic protocols. So, it can be argued that the political independence of the Central Bank of TRNC is "zero".
The Economic Independence of the NCBs in EU

The second dimension of the independence of the Central Banks is the “economic independence”. It means that the monetary policies of the Central Bank can not be affected by the interferences made by the government. However, in many countries governments have got an account at the Central Bank and these governments withdraw too much money from this account and increase the money supply. Furthermore the NCBs can be obligated to purchase the treasury bonds supplied by the Treasury. This also increases the money supply. In such conditions, there can be no possibility for the NCB to apply tied monetary policies in order to maintain the budget deficits. In addition to these some of the instruments for monetary policies such as legal reserves and interest rates are directly used by the government. All these are contrary to the economic independence of the Central Bank. The table 3.5 below shows how much the NCBs of EU countries are economically independent.

Table 3.5 the Economic Independence of the NCBs in EU in 1995 & TRNC NCB
State                     1          2         3         4        5         6         7            8          9

Germany             yes       yes      yes     yes     yes      yes      yes         yes        8

Holland                                                 yes     yes      yes      yes                      4

Italy                                                       yes                                                      1 

Denmark                         yes                                      yes       yes        yes        4
Ireland                             yes     yes      yes                yes                                  4   

France                                                   yes     yes      yes       yes                     4
Greek                                                    yes                yes                                  2

Spain                                                    yes     yes                                 yes       3
Belgium                          yes      yes     yes     yes      yes                     yes        6
Portugal                                                 yes               yes                                  2 

England                yes     yes      yes     yes                yes         yes                    6                                                                             

TRNC                                                                                                                0                                                                            
Source: Savaş V.F”Çağımızın Deneyi Euro”(1999 İstanbul p.78)
The word “yes” signs indicates that the conditions have fulfilled for independence relating to the below sentiments.

1. There is not a mechanism supplying any loan to the government from the central bank.

2. It is the "market interest rate" which is taken from the loans given to the government from the Central Bank.

3. The loans given to the government from the central bank are only for a temporary period.

4. The loans given to the government from the Central Bank are limited.

5. The Central Bank can not be obligated to purchase the bonds (bills) which the government could not sell to the others.

6. The Central Bank determines the discount rate without any pressure on it.

7. The government has not had any quantity control on the loans given to the commercial banks.

8. The government has not had any quality control on the loans given to the commercial banks.

9. The level of economic independence. (Total of the words of ”yes” in each line)

As it is seen from the table the German Central Bank is economically the most independent bank in EU. The order of the countries according to the economic independence has been changed. For example although the Belgium Central Bank is not independent in respect of politics, it comes after the German Central Bank as regards to the economic independence.

Political economists often rely on a variety of formal and legal indicators to measure central bank independence.

These indicators usually includes the following
· appointment,term,duration and dismissal of central bank directors; 

· government veto over the bank’s policy choices;

·  explicit policy goals for the central bank; budgetary autonomy for the central bank;performance incentives for bank directors;

· limitations on monetary financing of budget deficits; and 

· control over monetary instruments.

In countries with an independent central bank the government possesses limited ex ante and ex post influence over the bank. Typically, the government appoints only a portion of an independent central bank’s governing board. The government also lacks the ability to veto the bank’s policy decisions or to punish central bankers through dismissal or budget cuts.

As long as a state is not able to issue its money and is always in need of the help of other financial authorities to balance its budget, it can never be independent in respect of economic. As it is demonstrated before, the total of the loans injected to the market by the Central Bank is limited with USD.8 million.
This is a very small amount for the figure of a country’s monetary base. Furthermore, the money is not its own money.
According to Özdeşer, the Central Bank of TRNC is not independent.As long as a central bank is not independent, then it can’t implement monetary policies to influence banking and economy of the country.
In TRNC

a) There is a huge State Budget Deficit.

b) The medium of exchange is Turkish Lira.

c) There is no effective monetary policy application and because of this there is no price stability and without the price stability there isn’t any chance for its economy to establish its macroeconomic policies efficiently
.

Hence it is not meaningfull to talk about the monetary activities of the Central Bank of TRNC.In conclusion, the economic independence of the Central Bank in north Cyprus is also "zero". 
III.2 “As the City of London is one of the World’s Leading International Finance Sector”An Eligible Governance Organization of the Bank of England.” 
i. The Frame of the The Bank Of England"

The financial sector is among the most successful sectors of the UK economy and the City of London is one of the world's leading international finance centers. There are many reasons for this success:

· London's-location (in the morning it can trade with Japan, and with the USA in the afternoon); 

· London's openness to overseas financial institutions; 

· Flexible regulatory frameworks; 

· the variety of professional services available 

· a general readiness to innovate and adapt. 
ii. Core Purposes of The Bank Of England
In pursuing its goal of maintaining a stable and efficient monetary and financial framework as its contribution to a healthy economy,  the Bank has three core purposes;

1. Core-purpose-1
Maintaining the integrity and value of the currency 

2. Core-purpose-2
Maintaining the stability of the financial system, both domestic and international 

3. Core-purpose-3
Seeking to ensure the effectiveness of the UK's financial services 
iii. Governance of the Bank of England

a- The Banks' Court

Court is the highest governance body of The Bank. It is appointed by the Crown of the Governor, two Deputy Governors and 16 Non-Executive Directors of the Bank who collectively make up what is known as the Court of Directors. The Governor and Deputy Governors are appointed for five years and the Directors for three years, all of which are renewable. 

The responsibilities of Court are to manage the Bank's affairs other than the formulation of monetary policy, which is the responsibility of the Monetary Policy Committee (MPC). This includes determining the Bank's objectives and strategy, and aiming to ensure the effective discharge of the Bank's functions and the most effective use of the Bank's resources. Court meets at least once a month.

The certain functions of Court are delegated to a sub-committee comprising the sixteen non-executive Directors of the Bank. This sub-committee is known as “Ned-Co.”

· Ned-Co.

The delegated functions are:

· keeping under review the Bank's performance in relation to its objectives and strategy for the time being determined by Court;

· monitoring the extent to which the objectives set in relation to the Bank's financial management have been met;

· keeping under review the internal financial controls of the Bank with a view to securing the proper conduct of its financial affairs;
·  determining how the remuneration and pensions of the executive members of Court should be fixed; 

· keeping under review the procedures following by the MPC, including determining whether the MPC has collected the regional, sectional and other information necessary for the purposes of formulating monetary policy;

· determining the terms and conditions of the members of the MPC (including the remunerations and pensions) who are appointed by the Chancellor of the Exchequer. 

The Chancellor designates one of the Directors to chair the sub-committee, and to chair Court in the absence of the Governor.

b- The MPC
The Act establishes the MPC as a Committee of the Bank, subject to the oversight of Ned-Co, and sets a framework for its operations. The Act provides that the Bank's objectives in relation to monetary policy shall be to maintain price stability and, subject to that, to support the Government's economic policies, including its objectives for growth and employment. At least once a year, the Government specifies the price stability target and its growth and employment objectives in conformity with the Act. One of the Bank of England's core purposes is 'maintaining the integrity and value of the currency'. The Bank pursues this core purpose primarily through the conduct of monetary policy. Above all, this involves maintaining price stability, as defined by the inflation target set by the Government, as a precondition for achieving a wider economic goal of sustainable growth and employment. High inflation can be damaging to the functioning of the economy. Low inflation - price stability - can help to foster sustainable long-term economic growth.
The Bank aims to meet the Government's inflation target by setting short-term interest rates. Interest rate decisions are taken by the MPC of the Bank. Monetary Policy operates by influencing the cost of money. The Bank sets an interest rate for its own dealings with the market and that rate then affects the whole pattern of rates set by the commercial banks for their savers and borrowers. This, in turn, affects spending and output in the economy, and eventually costs and prices. Broadly speaking, interest rates are set at a level to ensure demand in the economy is in line with the productive capacity of the economy. If interest rates are set too low, demand may exceed supply and lead to the emergence of inflationary pressures so that inflation is accelerating; if they are set too high, output is likely to be unnecessarily low and inflation is likely to be decelerating. Interest rates are set by the MPC. However the legislation provides that if (in extreme circumstances) the national interest demands it, the Government will have the power to give instructions to the Bank on interest rates for a limited period.
The Bank's MPC is made up of the

· Governor,

·  the 2 Deputy Governors,

·  the Bank's Chief Economist (which is an executive director), 

· the Executive Director for Market Operations and 

· 4 external members appointed directly by the Chancellor. 

The MPC meets on a monthly basis and a schedule of meeting date is available.The Treasury has the right to be represented in a non-voting capacity.

Decisions are made by a vote of the Committee on a one-person one-vote basis, with the Governor having the casting vote if there is no majority.

At 12 noon, on the second day of the MPC's meeting its decisions on interest rates are announced. As part of the Bank's commitment to openness, the minutes of the meeting, including a record of any vote, are normally published on the second Wednesday after the meeting. The MPC studies all the available economic data and looks at a range of domestic and international economic and monetary factors. There is a briefing meeting prior to the MPC where presentations are made to the MPC by the Bank's economists and its regional agents. 
c. Audit Committee
The functions of the Audit Committee are to: 

· Keep under review the internal financial controls in the Bank. 

· Receive reports from, and review the work of, the internal and external auditors. 

· The Committee also considers and makes recommendations on the appointment of the external auditors, and their fees, reviews the annual financial statements prior to their submission to Court, including consideration of the external auditors.         

In addition to the Non-Executive members of Court, the Deputy Governor (Financial Stability), the Finance Director and the Bank's Auditor normally attend the meetings of this Committee.

d. Management Structure
1. Governor's Committee:

Under the Court of Directors, the Bank's senior policy-making body is the Governor's Committee, comprising the Governors and Executive Directors. Executive Directors are appointed by the Governor for the subjects of Finance, Economy and Management by consulting with the Chancellor. They have an executive role in the committees to be conducted the operations and policies.

2. Management Committee:

The internal management of the Bank is the responsibility of the Management Committee, comprising the Deputy Governor (Financial Stability), the Deputy Directors, the Finance Director and the Director of Personnel. 

This structure based on three main operational areas; monetary analysis and statistics, financial market operations and financial stability, supported by Central Services area. 
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Figure 14: Organization of the Bank Of England 
Source:www.bankofengland.co.uk “Bank Of Englad Web Site”

III.3 the Explicit Weakness of the Local Commercial Banks and Other Financial Institutions of TRNC

The most important reasons which make difficult adaptation to the monetary and institutional union are, "the economic habits and the culture of societies, economic institutions with different frameworks, different accounting systems and differences in methods of statistic datum recordings”.

In TRNC there are limited number, and kinds of financial institutions. These are,

a- Local Commercial Banks

b- Professional and Producer Cooperatives (mostly act as credit unions)

c- Branches of   Foreign Commercial Banks

d- Offshore Banks whose functions and numbers are limited.

e- Other Credit Institutions (mostly give Hire-Purchase credits)

f- Exchange Bureaus

First four of these institutions are the components of the system which provide the monetary base of the country. Although the functions of the commercial banks can be monitored by the help of the NCB, it is not possible to moniture the functions of the exchange bureaus and other credit institutions. At least there isn't any effort to collect and provide a systematic data table about the function of these foundations. But it is known that almost the whole credit institutions are participated by the local commercial banks. That is to say banks inject money to the markets through these credit institutions to overcome some of the legal problems. The circulations which happens in this way, unfortunately gets outside the system. At least it can not be monitored. The biggest commercial banks which can be monitored are the banks with foreign capital.
Administrative and Financial Structure of Commercial Banks in EU and TRNC
I. A Brief Outlook of EU Commercial Banks
On the 15 th of November 2002, Banking Supervision Committee (BSC) of the ESCB prepared a report on structural developments in the EU banking sector
in the context of its activity of monitoring the stability of the EU banking sector. The aim of the report is to provide an overview of the most relevant structural developments in the EU banking sector in 2001 and, to a certain extent in the first half of 2002. The report covers a large number of areas including the regulatory and market environment in which banks operate, banking structures and operations, structural changes in the overall banking risk profile, risk management systems and actions by public authorities. 

The main findings can be summarised as follows:
1. Pressure to increase efficiency. Banks face growing competition as a result of factors such as

· deregulation, 

· internationalisation and 

· the pressure to create “shareholder value”, 

requiring them to increase income and control costs. These objectives are pursued in various ways, including enhanced diversification of activities, intensified efforts to reduce costs, organisational streamlining and a more cautious approach to risk.
 
2. Efforts in risk management. Given the volatility and poor performance of financial markets, legal and reputation risk have become more important for banks. Financial innovation and regulatory developments are leading to more sophisticated approaches by banks to their risk management. 
Further improvements in risk management techniques have been observed especially in the areas of credit risk and operational risk as banks have started to prepare themselves for the new regulatory framework for capital adequacy (“Basel II”)
. 
3. Diversification of banking business and enhanced consumer protection. Increasing emphasis is being placed by the supervisory authorities on consumer protection issues. As banks increase their investment banking and asset management activities, so their customers become more exposed to market risk. Banks therefore find themselves having to cope with new issues relating to the sale of asset management products, the handling of complaints and questions of customer redress. The fundamental issue is the extent to which individual investors should take responsibility for their decisions, and the role of banks and authorities. 

Overall, the structural trends identified in this report have enhanced the robustness of the EU banking sector, and thus increased its resilience in the face of the sizeable shocks experienced in the recent past.

II. Commercial Banks in TRNC
a. Administrative Structure
The majority shares of the biggest banks of the local banks belong to the government and their executive committees are appointed by the political authority. It can be easily said that they are governed by the Governments. This means the sources provided either by the Central Bank or possessed by the household are controlled by the Government according to their political benefits.

This can be done in two ways;

1. The Governments themselves use these sources for all kinds of transfers and other expenses.

2. The sources are governed by the political authority according to its political aims and benefits.

That is to say indirectly the economic and political independence of the central bank are destroyed. This is the most important issue to be taken into consideration while reconstructing the central bank and the financial institutions.
b. Financial Structure

One of the most important negativenesses for the whole local banks is the insufficiency of their capitals compared with the internationally accepted norms and in the subject of fulfilling the responsibilities of them.

 The capital adequacy ratio is a minimum proportional level of the capital of a bank to its unsecured assets. It shows the ability of finance of the paid up capital against its responsibilities. If it is examined in detail it will be easily understood that the “Capital Adequacy Ratio Regulation” mostly involves internationally accepted measures but on the other hand it was destroyed especially by the administration of the central bank. So today most of the the tables 3.6, 3.7, 3.8 and 3.9 contains “capitals”,”deposits”,“loans” and “cash values” of the banks in TRNC with their concentration ratios as of 31.12.2003
 in order.

Local banks’ capitals were undermined and a series of crisis of the banks occured in a very short period. It can be seen from the table 3.6 that the 70% of total capital was concentrated in five local banks which constitute 21% of all banks.The 23% of the total capital is owned by the branches of foreign banks which constitute the remainder 21% of all banks. This shows that the 58% of all banks constitutes 7% of total capital of the banking sector. The number of these small banks is 14 and they constitute 58% of total number of banks. There are 24 commercial on shore banks in TRNC.
 On the other hand from the table 3.7 it can be seen that the 50% of total deposits were owned by 4 local banks which constitute 17% of all banks and 30% of the total deposits are concentrated in the branches of the foreign banks. The rest of the deposits (20%) is concentrated in other small banks which constitute 63% of total. The capital of three of these small banks is negative and they owned the 42% of the remainder 20% deposits.
 If the public banks are analysed separately it can be seen that their total capital is negative and these banks owned 13% of total deposits. From a different perspective table 3.7 shows that the 40% of the deposits concentrated in those banks which are controlled by the government.

From the table 3.8 it can be seen that the 49% of total loans are provided only by one bank. This bank is Cyprus Turkish Cooperative Central Bank and according to its published financial tables most of these loans are used by the Government or by those institutions under the guarantee of the Government.The rest of the loans are provided by other 23 banks. As it can be seen from the table 3.8 3 % of the remainder proportion is provided by the branches of foreign banks against owning 30% of the deposits. Other Public banks provide the % 12 of the total loans and the rest 36% is shared by other 16 small banks. The % 61 of total loans is provided by those banks which are controlled by the government.
        

As conclusion it may be commented that there isn’t any planning and any control  system or leadership in financial markets of TRNC. No development plan can be planned with such a financial structure.Another reason which forces the banks to be reconstructed is, the necessity of being organized in a quite competitive arena after entering the EU and then the EMU. As long as the countries use their own national money they could have various advantages against the new foreign banks intending to enter the market. But, common money will abolish this monopoly and will take national competition of the banks into the international arena. On one hand, this international strong competition will support new relationships between the banks and the customers such as on-line banking, but on the other hand, this will force the banks which can not compete against, to get out of the market.

Table 3.6
 (Table 3.7)

Table 3.8

Table 3.9

III.4 The Ways to Strengthen the Banks In Unrestricted Competition Area (Mergers) 
There are two ways to protect the system.These are;

1. The Mergers Of The Banks or,

2. To increase the capitals of the Local Banks up to the level of their competitors. 

This happened in the same way around the world and the process of this change-over reduced the number of the banks. These kinds of mergers will not only be in the banking sector, will also be in all sectors. Those which are able to adapt this changeover duration will have the chance to enlarge their working area, but those which will fail adapting themselves will certainly loose their existences.
i. Merger of Financial Institutions

“Firm Merger” is defined as ; a firm changes its legal personality and merges with another one under a single management. Since the beginning of 1980s number of mergers are in a trend of increase because of the changes in regulations and macroeconomics developements in USA or Europe. Banking and Finance Sectors are mostly effected ones from these developements.

ii. Kinds Of The Mergers Of Banks 

Mergers of banks can be qualified according to the “geographical area” or “the proportion of transforming of the managing rights after the merger”.

a) Mergers According to the Geographical Area

Merger of two rival banks in the same geographical market is named “horizontal merger” or “inside market merger”. The aim here is to reduce the total costs and to provide a scale economics in the activities with high fixed cost. One of the ways to reach to this aim is to reduce the number of the branches after the merger.

The merger of the banks in different geographical areas is named ”cross border merger” or “merger between the markets”.
 In the framework of the mergers between markets, there is geographical enlargement and degrease in costs and risks of different products and regions.

b) Mergers According to the Proportion of Transforming of the Managing Rights

Classification according to the level of authority in taking decision given to the parts after a merger:
1- Majority acquisition

2- Full merger

3- Takeover

While having majority acquisition, one of the banks has the majority to take decision; but both banks are the independent legal units with their official nets and administrative staff. This kind of mergers are generally preferred by the banks which have administrative problems because it provides “financial support” (financial remover, the ability of paying debt, total assets/total capital)

 The merger of two banks with the same measure of the total of asset is named full merger.

It is possible to provide scale economics if an effective unification can be done after this kind of mergers.

In takeovers a big bank purchases a small one legally. It tries to increase the effectiveness of the small bank by the ways of closing the non-profitable branches and reducing the number of staff.

iii. The Causes Of The Mergers Of Banks
If it is studied on the reasons of the mergers of banks, it can be seen that; factors of sector, macroeconomic situation, legal reorganizations of the subjects in taxation and other legal regulations of the countries are quite important. The main aim of the merger of the banks is to increase the income of the shareholders. While achieving to this, the desire of enlarging, the scale economics which would obtain by synergy and the tax and directory incomes are the reasons to force the banks to merge.

When the subject is taken into the consideration according to the sizes of the banks, the big sized banks can provide enlargement in acting area and increment in the savings if they merge with the small banks from different geographic areas. On the other hand the small banks with low income or in difficulties to create more capital want to get their performances better by mergering with each other.
Mergers of Banks in EU

Member countries in EU met some problems from the ends of 1980s to the beginning of the 1990s.These were;
· low level of economic growth,
·  increase in the portion of investment for the technology, 
· competition between the financial institutions out of banks and

· excessive growth of some banks.

 For example; banks had to compete against the alternative financial institutions which are in the financial sector and provide the traditional activities related with banking cheaper. While there are upper limits in interests of saving accounts at the banks, the freedom of the prices in the alternative institutions effected the accounts in the banks in a negative way. Because of this a competition became necessary between the financial institutions without any legal limitation on the interests of the accounts they hold and the banks. Against all these problems, the banks preferred the way to merge with their arrivals in the same market or to purchase those which are smaller than themselves but dominate at different areas. The formations which abolish the obstacles in front of the competition in regulations and the studies to achieve a single market have been effective factors on mergers and purchases of the banks. So banks needed to be stronger in order to increase their competition ability both in internal and external market and merged each other. Beside of these reasons the abolition of the limitations on the exchange rates impelled the banks to merge. However the horizontal merger guideline in 1992
 reduced the speed of mergers.  

In USA the mergers depend on different reasons from Europe. In USA the banks prefer to merge each other for the aims of creating possibilities to spread out the risks and products and of providing new financial supports. After 1980, in 5-6 years time, in USA the number of the bank mergers had quite increased and number of banks in the country has degreased. This has the causes which depend on the flexibility of the legal arrangements and microeconomic realities. In the beginning of 1980s the governments adapted the tide monetary policies to struggle with high inflation. As a result of these policies the increasing interest rates destroyed the active-passive balance of the financial institutions and small banks which provided long term fixed loans to the markets. These banks preferred to merge each other or they were purchased by other bigger banks. This kind of bad experience had been lived in North Cyprus. But because of the lack of inspection and inefficiency of the Central Bank and other related authorized institutions all of them went to bankrupt. Moreover as it is in Europe "the need for the banks which can form competitive and scale economics in the market and/or for create lower alternative cost by investing in technology"are also between the factors which forced the banks to merge in USA

Regulations Related to Mergers

Before 1990, it was working up according to the articles 85 and 86 of the law of EU. In these articles a dominant market force was allowed as long as the other competitors would not get damaged. So, abusing the dominant position was a crime. However in 21 September 1990, European Union Merger Regulation (EUMR) was put into effect, since that the article 86 was not efficient to protect the competition. The new code of law includes the united independent enterprises increasing the intensity level and determines the participants would constitute the mergers. All of the member countries of EU can not use their laws in the case of mergers. They have to use only EUMR. Commission of Mergers that practices this regulation is responsible of the mergers only in EU and shares this responsibility with the member countries. The mentioned regulation is also applied into the sectors of banking and finance.
Instruction of Horizontal Mergers which was applied in 1992 with the name of "the effects of 1992", mostly allowed the mergers between the regions and the small banks in the banking systems which intensity of product has not started yet.
In this point, studies of reconstruction of the banks in TRNC become important especially when the time is the essence of the matter. That is to say,  studies leading to this and should be done as possible as soon as possible, and should be put into a scientific project with the necessary financial sources.In contrary, any kind of application done for the mergers after the entegration to EU simultaneously a possibile agreement, will be inevitably obligated to fit the instruction of horizontal mergers.
Figure 15
Such obligation will cause objectionable features for the economic sovereignty and the whole existence of Turkish Cypriots. Because, as it is known that economic and financial institutions are essential components of communities. They have vital importance as much as have social institutions, in the framework of nations especially at the first constitution states. Turkish Community has to constitute its powerful and dominant institutions in financial markets before full competition conditions and norms covered markets. Otherwise, most of the financial constitutions will go bankrupt. TRNC needs to have stability and confidence in the aspect of economic. It experienced crisises in the past  more than once which caused savings to leave the country. The counrty should have strong financial institutions to bring all these savings back to the country. In other words there should be banks with large capital and market power to compete against the banks  in The Greek Constituent State. The Regulation Of Horizontal Mergers forbids these kinds of mergers which destroy the competition.
Bank Mergers and Samples of Acquisitions
In USA the number of bank mergers and acquisitions have increased since the first half of 1980s. In the EU this became popular since the end of 1980s and with the preparations to enter to the single market, it speeded up in 1990. There have been 422 horizontal bank merger in EU between 1988-1992. The number of bank mergers between the regions is 70.As it is seen in Table 3.10 Germany and Italy are the countries where there are lots of bank merger. Between the years of 1988-1992 since the law of mergers changed the mergers speeded up in these countries.

Study of tables 3.10 and 3.11 show that there are more bank mergers between the regions in France than the other countries and the most of these mergers were done in 1993. "The effect of 1992" and the integration between the countries for the single market in EU are the main causes of these intensive mergers. The studies for the single market of EU member states and hard competition between the banks as a result of this have decreased the profits of the banks. This forced the banks to merge. In USA and other developed countries having reach to scale economic is the main cause of the mergers and purchases of the banks. The ultimate objects are to increase the profitability or provide the continuity of the financial institutions.

Table 3.10 
 Horizontal Bank Mergers in EU Between 1988-1992

Countries        Having Majority           Purchasing           Merger              Total

Belgium                        4                                   5                          2                      11

England                         9                                  14                         1                      24

France                           16                                  2                         1                      19

Germany                       12                                70                         11                    93                             

 Italy                              25                                79                         24                  128

 Holland                          3                                  5                           7                    15                        
Source: Palambo,L”Banka Birleşmeleri ve Satın Almaları”Türkiye Bankalar Birliği Bankacılık ve Araştırma Grubu,Bankacılar Dergisi Mart.1997,Sayı,20(p.11)
 Table 3.11 
Horizontal Bank Mergers between the Regions In EU Between 1988-1992                                                                        

 Target Country                 Number Of Purchased Bank

Belgium                                              10

England                                               4

France                                                 20

Germany                                             9

Italy                                                     5

Holland                                               3

Source: Palambo,L”Banka Birleşmeleri ve Satın Almaları”Türkiye Bankalar Birliği Bankacılık ve Araştırma Grubu,Bankacılar Dergisi Mart.1997,Sayı,20(p.12)
The main reason which forces banks to merge in TRNC is to establish the economic sovereignty of the Turkish Community. Then, follows the profitability and continuity of the institutions and stability of the markets. After 1974 the Turkish Community lost its savings in local banks 3 times either because of bad politics or wrong economic practices. This has wholly destroyed the confidence of the people in the economic system and institutions. Most of the savings in the country were transferred to other countries through the branches of the foreign banks in the country. This is still continuing through the Turkish origin banks. If there is no saving, there is no investment. If there is no investment, there is no production and no employment. Labor force and capital will leave for elsewhere acheived to stability.
A Brief Outlook on the Types of Euro Area Banking Institutions and Their Roles.
· Private commercial banks: Commercial or private banks are owned by their shareholders.Such private stock companies usually offer equity to the public, but may be owned by private equity holders.They can distribute profits to their shareholders, typically in the form of dividents. These owners generally have limited liability and exercise control through various mechanisms,often through board of directors or supervisory bodies. Voting rights,through,may be separable from share ownership.

· Savings banks: Saving banks often supply credit to local or regional areas.In many cases,their original purpose was to provide credit to farmers, artisans, or other underprivilaged proups who were unable to obtain credit elsewhere. Even when not required to do so, savings banks often focus on individuals and small and medium sized businesses.Even when shareholder-owned there may be restrictions on the source of deposits, choice of assets, or distribution of profits. When partly or entirely owned by stade or local governments or municipalities, these institutions are usually required to allocate part of their operating surplus to a social fund for use in the local community and the remaining profit can be either retained or distributed  to the government owner. Further in many cases government officials acting on behalf of the bank are involved in lending policies and day to day operations to assure that the bank is fulfilling its stated public purpose. The institution may also receive either subsidized capital, loan guarranties, or the ability to provide preferential interest rates to depositors (higher than market rates) or to borrowers (lower than market rates). Governance structure vary considerably, particularly when the savings institutions is partly or fully owned by the public sector.

· Cooperative/mutual banks: These banks are typically owned by their depositors or creditors and the services of these banks may be restricted to those who owned them. Although recent liberalization has permitted many of these institutions to offer their services to others. Ownership shares can be restricted to ensure broad ownership. In some countries, profits are distributed as dividents to the mutual owners, sometimes in the form of higher interest rates on deposits. In other countries, profits are retained, adding to reserves and the equity base. Governance is often implemented through boards of directors selected from among the members of the cooperative or mutual institutions.

· Public banks: Public financial institutions are now less prevalent in Europe and are typically outside the banking system. However the most common type of public banks remaining in Europe are savings banks, owned or controlled in part by local or municipal authorities. Germany and Austria, with 35 percent and 14 percent of assets in banks either owned or governed by the public sector, respectively constitute the largest public banking sectors of this type.

· Other types of banks: Often countries have some specialized lending institutions.For instance, many EU countries contain mortgage banks. Germany has the largest sector, whose assets are predominately mortgages and their liabilities come from either household deposits or the issuance of mortgage-backed securities. In some countries there are agricultural lending banks, postal savings banks and other special banks servicing spesific sectors of the economy.
 
III.5 A Short Outlook to the Strong Structure of the Financial Institutions in South Cyprus as Being the Nearest Rivals. 
South Cyprus has a well developed market economy and financial sector which has exhibited rapid growth in recent years, both in terms of financial intermediation and in the range and quality of the services on offer. This is related to the high performance of the economy, the stable macroeconomic conditions, the development of South Cyprus as an international business centre and the gradual liberalisation that has taken place in the past few years. The establishment of the Cyprus Stock Exchange (CSE) and the introduction of a new monetary policy framework in 1996 boosted the performance of the sector further. As a  result,  the  contribution  of  the financial  intermediation  sector  to  the  gross domestic  product  rose to around  7.8%  in 2001  compared  with  5.3%  in  1995. Employment  in  the  sector  rose  to  15,300 and  represented  5.1%  of  the  gainfully employed population in 2001, compared with 4.4% in 1995.
 Financial sector in South Cyprus is dominated by the banking sector. Banking, with a history spanning more than 140 years, is fairly well developed. Although banks are small by international standards, they compare well with European standards.

Figure 16

The banking sector can be broadly divided into the following groups of credit institutions licensed to carry on banking business:
i. Domestic  Banks,
ii. International  Banking  Units  (IBUs)  and 
iii. Administered Banking Units (ABUs). There is also a separate group of credit institutions, that of co-operative credit and savings societies (CCSSs).
At the end of 2001, there were 12 domestic banks with a network of 485 branches.

 Four of  the  banks  are  foreign-controlled;one operates as a branch of a foreign incorporated bank  and  the  other  three  are  locally incorporated  subsidiaries  of  foreign banks. Foreign-controlled banks account for around 13% of all banking assets. Moreover, three of the domestic banks have operations abroad either through a branch network or through subsidiaries. The IBUs and ABUs are licensed to operate from within South Cyprus, but are required to confine their activities mostly to non-residents and to foreign currencies.

As from 1 January 2001,  IBUs and ABUs have been permitted  to  grant  medium  and  long-term loans  in  foreign  currencies  to  residents. At the end of December 2001, this group comprised 26 IBUs and two ABUs. CCSSs  are  mutually  owned  non-profit organisations  established  to  serve  their members  and  their  communities on a co-operative basis. Their activities are basically confined to the core banking services. At the end  of  2001,  there  were  363  registered CCSSs,  most  of  which  are  small  village concerns. The number of non-bank financial enterprises is rising. Their contribution to mobilising savings  and  allocating  resources for investment purposes is developing steadily. These enterprises mainly comprise companies specialising in hire-purchase finance, financial leasing and factoring, investment companies, international collective investment schemes (ICISs), stockbrokers, insurance brokers, the CSE, the Cyprus Securities and Exchange Commission (CySEC), pension and provident funds and insurance corporations.

Supervision in the financial sector is divided among different bodies reflecting the traditional segregation of the various segments of the financial sector. The Central Bank of Cyprus is responsible for the regulation, including licensing and prudential supervision of banks, irrespective of whether they are domestic or IBUs, and of ICISs, their managers and trustees. CCSSs are supervised by the Department for Co-operative Development (DCD), which is subordinate to the Ministry of Commerce.

It is obvious that the financial institutions of TRNC have to be strengthened in respect of financial and administrative. Their financial structures are too weak to compete with their rivals at near future. There are inevitable strategic provisions that have to be made.”Merger of the Banks” is the most important of them. 
III.6 A Strategy to Strengthen the NCB and Banking Sector for TRNC
I. Proposals To Reorganize The Central Bank Of TRNC

There are four steps for these studies.

a- Functions (aims, duties and responsibilities) should be re-defined.
b- Its code of law should be renewed.

c- To reach the targets and aims, the necessary funds should be determined and a detailed project which comprises “technical knowledge and other permanent equipment, buildings, qualified staff and departments” should be done.

d- The necessary skilled staff should be employed.

In TRNC unfortunately there is not enough qualified (graduated) staff in the subject of ESCB and a Central Bank which is organized in the norms of EU. Because of this the period of reconstruction will be long and difficult. In a short time it would not be possible to construct a Central Bank such as the Central Bank in Holland, Belgium or Germany.

In order to maintain ıts sovereignty and integrity a NCB should have the basic functions necessary for NCB. 

These are, 

1. To provide an independent framework in respect of economic, politic and administrative.

2. To ensure an effective auditing and monitoring framework for financial institutions.

3. To construct a Settlement System that ensures swift execution service.
As it is known the main aim of the Central Bank is to maintain price stability. These stages will be the intermediate steps to achieve this objective.

II. Proposed Mergers and Reconstruction Studies For Commercial Banks And Other Credit Unions In TRNC
Reconstruction of the banks in TRNC should be done only by the way of a merger. Although, the main aim of the mergers of the banks is to increase the profits of the shareholders, for TRNC, the main aim has to be perceived to be to gain competence by the Banks and other financial institutions so as to continue their existence. In TRNC proactive strategies have to be created and put into practice for the banking sector both in the studies of reconstruction and customer services. Proactive strategies will become increasingly important for the TRNC banking sector as the financial sector recovers from the effects of the banking crisis and begins to channel funds into the real sector.

Today in South Cyprus a domestic bank which is authorized to work internationally has on average CYP.150,000,000.- (One hundred and fifty million Cyprus Pounds) paid up capital as of 31.12.2003. For example Alpha Bank Ltd. has Euro.171,232,000.-
, The Cyprus Popular Bank has CYP.280,412,000.-
, Hellenic Bank Ltd., owns CYP.158,320,000.-
 paid up capital as end of 31.12.2003 (The total of the paid up capitals of the domestic banks in South Cyprus is CYP.2,067,555,000.-
 as end of 31.12.2003). No banner is in a position to finance this level of operation in Noth Cyprus. Even if all the small banks come together they could not collect this money. So they would only be able to carry out local banking with small capitals. If they can not (or don’t want) to grow on their own, then they can merge with each other. Otherwise they have to be forced out of the system.

Table 3.12

In TRNC the number of commercial banks is too many according to the population. Table 3.12 shows the number of people per bank in most of the states of EU. As it can be seen from the table on average there is one bank for every 9,000 of people in TRNC. This is the second smallest number among 16 countries. Luxemburg has got the smallest number. But it is known that Luxemburg is one of the most important financial centres of EU in the middle of it. Banking sector holds 17% of GDP and 9% of total employment for 19,000 people. Banking sector is service sector and 9,000 customers is not a base for a productive and  profitable banking system. Especially in an economically collapsed country with no production and no investment. 
A. Merger of Public Banks
1- The Public Banks are,

2- Akdeniz Garanti Bankası Ltd.,

3- Kıbrıs Vakılar Bankası  Ltd.,

4- Kıbrıs Türk Kooperatif Merkez Bankası Ltd., 

These banks are in a very bad situation in respect of capital and bad-debts. However they are in a better position with their saving accounts. As it is known there are branches of the big banks of Turkey. These are; Türkiye İş Bankası AŞ, Hongkong Shangai Bank Corporation AŞ, TC Ziraat Bankası AS and etc. These banks transfer a big part of the deposits of Turkish Cypriots to Turkey. Table 5.9 shows the cash values owned by the banks in North Cyprus
. According to the table the 40% of total cash values (557,371 thousand dollars) were concentrated in these foreign bank branches and 78% of this (426,204 thousand dollars) was used to buy bonds or other security bills of The Government of Turkey. As mentioned above these banks provide only 3% of total loans (table5.8). The biggest risk for the finance sector of TRNC is the continuation of this trend. Because, as long as the local banks keep losing public confidence the savings will concentrate with these foreign banks. The total of the deposit accounts is about 2,366 million USD as of 31.12.2003
. The money which belongs to the Turkish Cypriots blocked in South Cyprus for different reasons will also increase this number. If this money can be transferred back into the country there will be no need for any foreign support. However, if the devaluation of the Turkish Lira continues, the interest rates will be high and these branches will continue to transfer the money from TRNC to Turkey. One of the measures to be taken against this is to limit the transfer of money to the overseas. However, this kind of restriction is against the spirit of liberal economy and could not be sustained for long. For a permanent and effective measure the following may be chosen.

I. Although, Akdeniz Garanti Bank and Vakıflar Bank have recently been merged and thus the new framework can be seen strong as regards to the number of the customer (as much deposits), the capital of the new formation is still insufficient and it needs additional capital. But then, it will be easier to find a strong and popular foreign buyer (bank) to buy the new unified bank.

II. A strong Development And Investment Bank can be built up on the new foundation after this merger. Therefore, the financing of the sectors aimed to be developed would be financed from a single and strong institution as it is in EU member countries. While establishing the new structure of Development And Investment Bank in the aspects of directory, functional and financial frame, the similar ones can be taken as a reference from EU. At the end of the day public sector has to stay out of the banking system, as it is in Europe.
B. Cyprus Turkish Cooperative Central Bank Limited

Although this bank is a Cooperative Foundation, it is authorized or allowed to do all kinds of banking activities. But its structure of capital is not in accord with the Law of Limited Companies. Its share structure has to be changed in line with Limited Company law.
 It has associate companies and these companies keep undermining its capital by using very large loans from this bank. If its published financial tables are analysed it will be seen that there is only a small reserve for the loans given.It is known that banks do not reserve for the loans given to the government and for those which are under the guarantee of government, according to the Law of Banks.
This situation is also adverse to the Law of Banks and all these companies have to be sold. It would be unavoidable for it to obey the laws and regulations under the norms of EU. The government has to help this bank to recover its bad loans and then transfer it to its real owners. According to the full competition and equality of opportunity conditions which are the basic features of market economy this bank has to change its own foundation structure and adapt itself to the laws and norms accepted in EU.

C. Initial Precautions for the other Local Commercial Banks in Restructuring Studies
It is obvious that, there will be a big erosion as a result of applying exactly “the regulation of reserves” in the capital structure of the local banks except the branches of foreign banks. The most important and initial studies should be done for these banks are,

1. “Standart Accounting System” has to be used by all the banks within the system. This should be provided as soon as possible. Therefore, there will be a standart in the financial reporting. The deposit accounts (savings) and loans located in the country will be easily analized in the base of sectors. This will help the studies on economic development planning and the financial analyses to be structured healthier.

2. The temporary items of the “regulation of reserves” have to be canceled. Therefore, it will be possible to expose the real structure of the capitals of the banks.

3. The changes in the existing “Central Bank Law and Banking Law” have to be realized or they have to be replaced with the new ones.
4. However, if the interest rates keep being high, those banks which are the branches of the Turkey banks will continue to transfer the money from TRNC to Turkey. Some limitations should be put in front of the money transfering to the overseas. Pro-active strategies have to be created and put into practice to apply this temporary measure. Because this kind of restriction is against the spirit of the liberal economy and can not be sustained for long.
D. Merger Of Local, Regional and Proffesional Cooperative Banks  

For an easy inspecting and a healthy coordination small cooperatives in the small villages should be merged at regional level. At least the Banking law should be obligatory for them in the aspect of directory. Therefore, with a strong structure of capital they would be able to provide more loans to their members.It is obvious that, working  with people experienced in cooperatives is quite useful for reconsrtuction of the local cooperatives and the Cyprus Turkish Cooperative Central Bank.

Conclusion      

The euro is a reality. Referendas, financial market crises, recessions, deteriorating budgets, painstaking negotiations, political horse-trading, and the sheer immensity of the task threatened to wreck the project at various times. Yet the euro weathered these storms and has become the common currency of most of the member states of the EU. Already the euro embraces an economic market roughly the size of the USA. As more current EU members adopt the euro and as more countries join the EU, the size of this market and the euro's relative importance in international economic relations are likely to rise. 
The euro is certainly a political accomplishment for the governments of the EU's member states. However it is not obvious that the euro is an accomplishment for the EU's citizens. The euro will live in a political economic environment where the ECB will face difficult choices. These choices will involve tradeoffs among the EU's member states with direct material consequences for its citizens. Clearly, most EU citizens should gain from the euro, at least in the long run.
Banking systems are in flux. In Euro area banking system faced with the combined pressure of globalization, new technologies and increased competition. Banks are devising strategies to thrive in this new environment. Money markets have been integrated. Settlement operations are already denominated in Euro. Competition for banking services –at the wholesale level through global providers and the retail level through internet banking- is intensifying. 

However in TRNC there isn’t any preparation related with EMU or at least with EURO. It is inevitable to discipline all the tools of the free market. Both fiscal and financial structures of the markets have to be shaped again completely. The actual situation of the sectors (finance, manufacturing, trade and tourism) is not available for the competition. Reconstruction has to be done according to the EU norms. Otherwise, a big danger is awaiting the local investors. It is "foreign capital". "Political integration" is priority ahead of the "economic integration" for whole Cyprus. Cyprus already a member of EU, after all the necessary laws and regulations were completed. The political developments are taking place very fast and it is very possible that unified Cyprus will find itself in EU in a few years time. 
If Turkish Cypriot entity can not prepare itself economically before participation to EU, it will be very difficult to compete with Greek side.    
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