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I. RECENT STRUCTURAL CHANGES AND
INITIATIVES IN THE ECU MARKETS

- Market participants are sensitive not only to the investment
and trading opportunities offered by a market, but also to
the adequacy of its institutional structures. Consequently,
it is important that the process of structural reform and im-
provement is pursued persistently by the domestic author-
ities in a particular market. While the ecu is no different
from any other major currency in terms of the need to effect
on a continuous basis structural improvement, it is differ-
ent to the extent that there is no domestic authority directly
- responsible for ensuring the maintenance of orderly and
efficient markets in ecu. As a result, the responsibility for
structural reform, assumed primarily by the European
Commission and, since the beginning of 1994, the Euro-
pean Monetary Institute, is also shared by national author-
ities in Member States, although this does not imply any
obligation to offer lender of last resort facilities in ecu.

The Treaty on the European Union, which entered into
force on November 1, 1993, represented a significant step
forward for the ecu markets, particularly in terms of the de-
gree of certainty which has subsequently attached to the de-
finition of the ecu during the transition to a single European
currency (that is, the Treaty froze the monetary amounts,
and number, of component currencies within the ecu basket
until the beginning of Stage III of European Monetary
Union (EMU), at which time the ecu will become a
currency in its own right). In addition, however, structural
reform has continued in the wake of this Treaty, most no-
tably in four areas: an Ecu Package of legal texts concern-
ing the ecu; introduction of an ecu yield curve; introduction
of Same Day Clearing and Settlement Facilities in ecu; and
introduction of an ecu-linked settlement system for the
countries of central and eastern Europe.

(A) The Ecu Package

In order to further clarify several legal questions concern-
ing the modalities and consequences of the transformation
of the ecu into the single currency of EMU, the European
Commission approved, on 19 April 1994, a package of
three legal texts concerning the definition of the ecu. These
texts were published in the Official Journal of the Commu-
nities on 16 May 1994. Via this package of legislation, the
Commission wishes to clarify the situation of the ecu in the
light of the Treaty, as modified by the Treaty on European
Union signed in Maastricht.

(i) The proposal of Council Regulation
(N° 94/C 130/06)

The first text is a proposal to the Council for the consolida-
tion of existing EC legislation concerning the definition of
the ecu. The aim of this text is twofold :

e toretain in EC legislation only those rules which are co-
herent with Art.109G of the Treaty establishing the Eu-
ropean Community, while drawing in particular the con-
sequences of the “freezing” of the ecu basket (art.1);

¢ to proclaim the principle of the existence of one and only
one definition of the composition of the ecu (art.2). The
unique definition of the ecu is :

— the common denominator for every use of the ecu in
EC legislation

— and at the same time the legal element ensuring that
there can not be a differentiation in the modalities of
conversion of the ecu from a basket currency into the
single currency of the Union (every ecu is presently
defined by the same definition contained in this regu-
lation and will be transformed into the same single
currency defined by Art. 109G and Art.109L(4) of the
Treaty.

(ii) The Commission Recommendation (N° 94/284/EC)

The second text is a recommendation to both Member
States and contractual parties in contracts denominated in
ecu or making reference to the ecu. Its aims are :

s to recommend to the Member States that they draw the
first consequences of the Commission’s White Book
’Removing the Legal Obstacles to the Use of the Ecu’
(December 1992). In particular the Recommendation
suggests :

— that the ecu is given everywhere and for the moment
being the statute of “foreign currency” with a clear le-
gal basis (art.1);

- — that the Member States observe a principle of “non-
discrimination” of the ecu with respect to other cur-
rencies having the same statute of foreign currency
(art.2). Through this principle of “non-discrimina-
tion” all advantages deriving from the application of
the liberalization of capital controls shall be automat-
ically extended to the use of the ecu;

— that the Member States extend to the ecu adequate le-
gal protection, applying to the ecu all existing legal
norms which defend their national currencies.

e to invite the Member States to inform the Commission
in 12 months from the notification about the measures
taken as a result of its application (art. B).

¢ to recommend the following to the parties in contracts
denominated in ecu or making reference to the ecu :

— in case of doubt, they should interpret any reference
to the ecu as a reference to the definition of the ecu
in EC law, since the official definition of the ecu in
EC law clearly considers as certain the future trans-
formation of the ecu into a single currency having the
same name and the same external value, that is into
a single currency which will be exchanged against
the basket ecu at a conversion rate of 1:1 (art.5)

— future contracts should make reference to the ecu as
defined in Art.109G of the Treaty and, as a conse-
quence, parties to these contracts should interpret
their monetary obligations in the basket currency ecu
in the sense that they will be transformed into an ob-
ligation to pay the same amount in the single curren-
cy ecu (art.4).

(iii) The Explanatory Note

While not a “typical’ act in the sense of Art. 189 of the
Treaty, this explanatory note has legal implications.



The note explains why, after the entry into force of the
Treaty on European Union, the Commission decided to
modify the prospectuses of its own bonds and loans. The
modifications relate both to contracts denominated in ecu
and in national currencies.

Asaresult, ecu bond and loan contracts now contain condi-
tions which ensure without doubt that obligations to pay a
sum in ecu baskets will be honoured as an obligation to pay
the same nominal amount of ecu as the single currency of
Stage III. Bonds and loan contracts in national currencies
contain a new clause which informs the counterparts about
the possibility of the payment of due interest and repay-
ment of capital in ecu if the countries issuing such cur-
rencies participate in Stage III.

(iv) The legal force of the three instruments

The Proposal for a Council Regulation is not a final and
binding document. Following Articles 235, 109¢(1) and
109f.(6) of the Treaty, the Parliament, the Monetary Com-
mittee and the European Monetary Institute must give ad-
vice before a decision is taken by the Council.

The Commission Recommendation is a final, but not bind-
ing act, which the Commission has made under its own
unique responsibility according to Article 155. The reac-
tion of the Member States and of private parties to the rec-
ommendation will be examined in 12 months.

The Explanatory Note is not a formal legal act: however,
several borrowers in the ecu markets have subsequently
begun to take into account the content of the note and have
introduced in their prospectuses clauses equal or very simi-
lar to those of the Commission.

(v) A path toward certainty of law and monetary stability

The Ecu Package is the starting point of a path which, fol-
lowing a pragmatic approach to monetary union, must lead
the European Union to a smooth and ordered introduction
of the ecu as the single currency of EMU. One component
of this reform is to ensure legal certainty to all parties
(Member States, banks, companies, households) which
have contracted monetary obligations running beyond the
starting date of Stage III of EMU.

(B) The Ecu Yield Curve

Directorate General Il and X VIII of the European Commis-
sion and EUROSTAT, the Commission’s statistical office,
have developed a new model to determine an ecu yield
curve. This yield curve displays the term structure of in-
terest rates based on a regression model!. The approach de-
veloped for the ecu extends information on interest rates
which is already available for other currencies.

For most currencies, representative bond yields are pub-
lished daily on the basis of first class benchmark issues
(mostly liquid sovereign government bonds). Since the ecu
is (de facto) a foreign currency in any country, no generally
accepted ecu yield curve exists at the moment, partly due

' The model is estimated on the basis of the following equation :
Y =c, + c)MM + c;M2 + ¢3M2 + cgmax(M — 5.0)% where Y is the
yield and M the maturity.

to a lack of a domestic market and of a lender of last resort.
In addition, although ecu interest rates are closely related
to yields in its component currency markets, other el-
ements, such as expectations on the realization of EMU
and the evolution of the basket-market exchange rate
spread, influence ecu yields and give them individual and
(limited) independent characteristics and behaviour. This
is already well known for ecu market exchange rates which
diverge regularly from their theoretical basket rates. In
sum, good reasons exist to develop an analytical tool to
study the ecu’s interest rate behaviour.

It was considered very useful to offer to analysts, market
participants and academia an instrument which meets the
usual requirements to ensure that it is perceived not only
as accurate and authoritative but also as representative. In
this respect, the proposed yield curve has certain advan-
tages over instruments already existing in the market ;

while these instruments lack transparency, for instance
the methodology and sources of data and criteria for the
selection of benchmarks are not fully disclosed, the new
yield curve is completely transparent;

while the existing instruments are generally biased, for
instance they take an explicit investors view, are portfo-
lio-based or are in some way or other dependent upon on
particular interests, the Commission’s yield curve aims
to be unbiased in this sense, thus offering a neutral ap-
proach which also takes the issuers perspective into ac-
count;

in addition, the new yield curve will appear in several
Commission publications on a regular and continuous
basis.

(C) Same Day Clearing and Settlement Facilities in Ecu

A significant contribution to the continued strengthening
of institutional structures in the ecu currency sector has
been made by the introduction in the UK and France of new
facilities making possible same day clearing and settle-
ment of ecu denominated securities and in Germany the in-
troduction of an ecu quoting, clearing and settlement sys-
tem. As a result, the range of possible market operations is
increased for example to include very short—term repur-
chase agreements. A repo agreement involves the sale of a
security (generally, but not exclusively government paper)
against cash for a fixed period at a fixed price?. At the con-
clusion of the agreement, the security is bought back by the
(original) owner. From the perspective of the buyer of the
security, therefore, the repo agreement in effect constitutes
a fixed term collateralised loan?,

The Banque de France launched its integrated ecu paper
system SIRE (Systeme Intégré de Reglement-livraison en
Ecus) in March 1993. SIRE is a delivery versus payment
system for ecu-denominated securities built, on the one
hand, upon the both already-existing French security ex-
change and settlement systems SATURNE and RELIT. On
the other, it uses the TBF system, a gross payment system
provided by the Banque de France. SIRE is open to all

2 Inaddition to an interest payment, the price of a repo agreement

will include a margin payment similarly to a futures contract.
Neil Brown, 1993 (Q4), The Repo Market. Money Market Re-
view, LIFFE.


















direction!. In addition, however, this lack of market direction
can also be explained by an absence of clear political mess-
ages reaffirming the credibility of EMU.

Some recovery should be expected during the second half
of 1994 as a whole...

However, as and when market volatility subsides, and fun-
damentals therefore reimpose themselves, the ecu markets
can be expected to show tangible signs of recovery, al-
though there is no expectation that market conditions dur-
ing the second half of this year will come even close to
those observed during 1993.

In support of the notion that the markets will, on balance, re-
cover during the second half of 1994, it is clear that there is
real value in the ecu markets at the moment. For instance, as
the following table highlights, total-return projections (as-
suming an unchanged yield curve) and spread analysis for
UK and French ecu benchmark issues and one—year cash
indicate that a significant increase in retuns can be achieved
by moving from cash into any of these benchmark issues.

One can also derive supporting evidence for the recovery
hypothesis from analysis of market expectations of future
short term interest rate trends.

The markets currently believe that ecu and Deutschemark
three month interest rates have already bottomed out, and will
rise to 6.9% and 5.7%, respectively, during the period to June
19952. This compares with end-June 1994 market rates of
5.87% for the ecu and 5.0% for the Deutschemark. Any such
rise in interest rates over the coming year will only influence

' This will be the case also with the referenda in the three Scandina-
vian candidate countries during the second half of 1994. Indeed,
rather than affecting the performance of ecu markets, their out-
come will be more relevant for the domestic markets of these
countries. The Austrian schilling market was boosted temporarily
by the positive referendum result in that country.

2 June 1995 forward interest rates quoted are the settlement prices
reported by LIFFE on June 30.

bond market activity to the extent that trend developments di-
verge significantly from expected paths, as the markets will
have already fully discounted current expectations on short
term interest rates into portfolio allocation strategy.

An element of the expected increase in the ecu short in-
terest rate reflects a lack of credibility on the part of some
constituent policy-makers concerning their ability to de-
liver stable prices over the medium term. However, market
expectations of future interest rates are traditionally ex-
cessively pessimistic, compared to outturn, in a bear
market. Consequently, and taking a lead from Germany,
there is still reason on the basis of market fundamentals to
consider that further, modest reductions in short term in-
terest rates in a number of EU Member States remain prob-
able. Timing of discount rate reductions in Germany will
be linked to further progress on inflation and M3 growth.
As a result, market expectations are likely to be revised
downwards during the second half of this year.

The ecu three month interest rate contract is also being
driven by the extent of the expected rise in the short sterling
rate over the coming year, to 7.56% from 5.13% at the end
of June 1994, Although arguments concerning excessive
market pessimism appear to apply in the UK, too, it is gen-
erally agreed that the scope for any further reductions in
sterling short interest rates is very limited, reflecting the
extent to which the UK economy is in advance of other EU
Member States in the business cycle. Consequently, while
further reductions in short rates in other Member States
will, by themselves, push the ecu rate lower, its trend direc-
tion during the remainder of 1994 is somewhat difficult to
gauge at present. However, it is unlikely to match fully cur-
rent market expectations. This appears to be borne out by
the recent evolution of ecu swap rates, which have gen-
erally suggested that ecu interest rates can be expected to
rise rather more modestly than the market currently ex-
pects.

TABLE 2 : Relative Value in the Ecu Market: BTAN/OAT and UK!

ECU Coupon Maturity Settlement Yield  Yield in One Year ~ 10t2 One Year C“”E’;‘ng’;ad o Spread o a‘i*‘;’; in
Cash - 06-30-95 6.30% 6.30% 6.30% -
UK 8.00 01-23-96 6.87% 6.37% 7.04% 57
UK 5.25 01-21-97 7.25% 6.85% 7.19% 95
OAT 8.50 05-12-97 7.31% 6.91% ; 7.95% 101
BTAN 7.25 03-16-98 7.39% 7.28% 7.61% 109 98
BTAN 5.00 03-16-99 7.49% 7.39% 7.78% 119 109 -
OAT 9.50 04-25-00 7.79% 7.53% 8.73% 149 123
UK 7 9.13 02-21-01 7.93% 7.79% 8.45% 163 149
0OAT 10.00 02-26-01 7.93% 7.79% 8.44% 163 149
OAT = 850 03-15-02 7.98% 7.92% 8.21% 168 162
OAT 6.75 04-25-02 7.97% 7.97% 7.94% 167 167
OAT 8.00 04-25-03 7.98% 7.98% 7.94% 168 168
OAT 6.00 04-25-04 7.98% 7.98% 7.95% 168 168
OAT 8.25 04-25-22 8.45% 8.43% 8.61% 215 213
Total Market 1.1 % 7.53% 8.07%

Source : Morgan Stanley.

1 AsatJuly 1 1994. This table, as well as all other information in this report, is intended solely for informational purposes and should not be interpreted as a
solitication to buy or sell any security or investment or to participate in any particular trading strategy.

























