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Europe: The Emerging
Regulatory Framework
for International Capital

Markets

Beth A. Simmons

I.)‘uring the past two decades or so, capital controls have heen
lified, national capital markets have Dheen liberalized and inter-
national capital markets have exploded among the advanced
ix?dustria] economics and beyond. As major players with sig-
nificant stakes in the smooth operation of international capital
}narkels, the United States and Curope have common interests
in the emergence of a regulatory framework that enhances
market stability, minimizes systemic risks, and allows for the
cfficient operation of markets. Yet despite the growth in cross-
border capital movements, regulatory cooperation is at times
plagued by differences in national approaches and preferences,
dilficulties coordinating rules where multiple regional or inter-
national organizations are involved, and regulators’ reluctance
o cooperate fully with forcign jurisdictions.

As a result, cooperation among financial regulators in Europe
;1{1d North America has been intense but uneven since the late
1980s. Tt has assumed a variety of forms — mulilateral, regional
and bilateral - that are closely related to the nature of the pr;)hlem
regulators are trying to tackle and the market forces at play. Few
have doubted the need to address in some faslion regulatory
problems that arise with the internationalization of capital, but
the politics of regulatory harmonization have heen driven by con-
cerns about defection and the regulatory scope necessary to assure
regulatory effectiveness. And, increasingly, decisions made outside
of the North Atlantic region influence financial stability within that
region, as the instability that started in late 1997 in Asia has
graphically illustrated.
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A single chapter cannot do justice o the range of rules and
agrecinents that have Deen made among the banking and
securities regulators of Europe and America over the past
decade. Rather than strive for exhaustiveness, this chapter
selects three issue areas that illustrate particular dynamics of
rule development: capital adequacy standards for internation-
ally active hanks; anti-money laundering eflorts; and interna-
tional accounting standards for foreign listings on local stock
exchanges. There are two key dimensions that these cascs
illustrate: the problem ol defection (which demands stronger
rules of surveillance and sanction than mere coordination pro-
blems), and the issue of the scope of agreement (systemic pro-
blems demand multilateral solutions).

The remainder of this chapter is organized as follows. The first
section presents evidence of the growth in international capital
flows that motivate much of the concern to coordinate a regulatory
response. Next, I explore the rationale for US-European coopera-
tion in regulating these growing markets. Section three discusses
the international organizational context in which US European
relations take place in this issue arca. 'T'hen | examine three arcas of
regulation, and characterize the process of rule development in
cach. Finally, in the concluding section, I offer policy implications
for transatlantic coordination with respeet to the regulation of
international capital markets.

THE GROWTH OF INTERNATIONAL CAPITAL
MARKETS

There is little doubt that the relatively recent burst of concern
within the Atlantic community for fashioning some kind ol
common regulatory regime for international capital markets
has been the result of the fantastic growth in these markets
over the past decade. Balance of payments statistics indicate
that cross-border transactions in bonds and equities for the G-
7 rose from less than 10 per cent of gross domestic product in
those countries in 1980, to over 140 per cent 1995,
International hond markets have reached staggermg propor-
tions: by the end of 1995, some $2.8 wrillion of international
debt seccurities were outstanding worldwide. Capital  lows,
largely from LEurope and the United States, but also from
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Japan, to dev eloping countries and countries in transition grew
from $57 billion in 1990 to over $211 billion in 1995.”
Foreign lending in the form of international syndicated credit
faciliies has surged since the 1980s, to over $320 hillion at
the end of 1995. Foreign exchange transactions — which
represent the world’s largest market — reached an estimated
average dady turnover of nearly $1.2 trilli()n tn 1995, com-
pared to $590 billion daily twnover in 1989.°

Several explanations have been advanced for such phenom-
enal growth. Competitive deregulation, fereign policy pressures,
and the exogenous de\elopment of technology are prominent
themes in the literature.t Governments’ need to tap interna-
tional markets to finance growing debts also figure promi-
uently.” Many studies have noted the central role played by
neo-liberal economic thought and the resurgence of conserva-
tive political ideology.” But whatever the reason, capital con-
trols have dropped drastically throughout Europe and North
America over the past two decades.” Consequently, as Figure
10.1 illustrates, foreign investment and capital tlows have mush-
roomed as a proportion of total economic activity for these
countries.

At the microeconomic level, this exposure to international
markets creates a host of new potential risks, which firms and
other investors have tried 1o reduce through the use of de-
rivative instruments. Exchange-rate and interest-rate volatility
have especially contributed to the risks investors face in over-
seas markets. As a result, the annual turnover in derivatives
contracts — defined as financial agreements which derive their
value from the performance of other assets, interest or currency
exchange rates, or indexes - doubled between 1990 and 1995,
from 635.6 million contract trades in 1990 to over 1.2 hillion in
1995. The value of these contracts tripled from $3.4 trillion in
1990 to over $10.6 irillion in 1995,

INTERNATIONALIZATION OF CAPITAL AND THE
RATIONALE FOR COOPERATIVE REGULATION

In the 1990s, the speed with which international transactions
take place, the complex structure of many financial contracts,
and the complicated network of brancues and  affiliates
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Figoe 101 The growth in cross-horder capital movements: portfolio

imvestment, foreign direct investment and deposit banks’ foreign assets

plus Habilities, each as a proportion of GDP for the OECD countries,

1960-93

Sotrrces:

Foreign direct investment is caleulated from Balnnces of Payments of
OFECD Countries (Geneva: OECD)

Portiulio mvesttment is caleulated from Belmures of Payments of OECD
Countries, supplemented by IMF Balance of Payments Statistic Yearbook,
{Washington, DC: IMF) detailed transactions tables:

portfolio outflows are calculated from lines 53 {government
honds), 56 {carporate bouds), and 59 {corporate equities);

porttolic inflows are caleulated from fines 53 (governmment  bonds),
58 [corporate bonds), and 61 {corporate equities).

Deposit banks™ forcign assets and labilities: TMF, International Financial
Statistics Yearbook {world tables), various years.

Total flows are calculated as the absolute value of the sum of these
inward and outward flows.

through which they pass often makes it diflicult for national
authorities to properly supervise and regulate financial mar-
kets. Increasingly, it is difficult to promote behaviour that is
reasonably prudent and fair, without significantly cutting into
the efhciency of the wmarket or the junsdiction of
anather national regulator. National regulators are also wary
of creating a domestic regulatory environment that raises
costs for nationally-based firms or that encourages legitimate
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capital to migrate to jurisdictions with more favourahle
regulations.

Yet the traditional reasons for regulating capital markets
remain.” The reduction of systemic risk, the need to protect
consumers of these services from flagrant fraud, and the desire
to crack down on related illicit activities that use capital mar-
kets to launder profits, have increasingly preoccupied regulators
across the Atlantic and around the world. Financial liberal-
ization and integration has m many ways complicated their
regulatory tasks. Liberalization has increased competition in
banking, which in turn has encouraged some firms to take
on more risk, potentially threatening systemic stability. A
plethora of innovative financial instruments and  varying
accounting and reporting standards across Jjurisdictions has
reduced iransparency. And as capital controls have been lifted,
the opportunity to use international markets for illicit activities
has increased.

Since the late 1980s, there has been a flurry of activity
among national decision-makers, regulators, standard-setters,
and law-enforcers in Europe and the United States to stitch
together a set of rules for mternational capital market partici-
pants. Financial-market rule development has tended to involve
small numbers of national regulators or supervisors, working
briefly but imntensively on relatively narrow issues, and produ-
cing non-binding agreements. It is easy to see why tlus is so:
financial markets are changing so rapidly that drawn-out, lega-
listic negotiations among a large number of participants would
produce agreemcents that would be obsoletz long before they
were ever implemented. For example, in thinking about how
much capital should be kept on hand to guard against risk,
regulatory focus has shified rapidly from credit risk to markel risk,
a concept which itsell mutates as cuickly as financial instru-
ments and strategies proliferaie. This fact has placed the EU,
with its relatively cumbersome legislative process, at something
of a disadvantage compared to less-formal entities in regulating
market risk.

Finally, there is the issue of the concentration ol power
and the conscious decision among regulators in the largest
markets in the United States and Europe to minimize the

role played by minor players or the growing number of

extra-regional regulators. Afier all, the largest internationally-
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active banks are stull disproportionately from the G-10 coun-
tries; the world’s largest stock exchanges arc in the United
States and London; and some 83 per cent of world foreign
exchange transactions involve the US dollar. Moreover, the
25 biggest foreign banks in the world keep roughly 5.6 per
cent of their assets in the United States, or ahout $536
billion.'” In addition, though difficult o quantify, much of
the world’s regulatory expertise wi» respect to [finance is
concentrated in the major financial cenues of the United
States and Europe. As a result, the lead regulators in the
transatlantic region have approached regulatory harmoniza-
tion as though the rest of the world has little to contribute
and can only slow things down. Increasingly this idea is being
challenged, but it is a direct function of shifts in financial
power away from Europe and towards Japan, Hong Kong
and Singapore. The exception is in anti-money laundering
efforts, where smaller jurisdictions’ cooperation has heen
essential to achieve US and European goals.

Overall, the process of rule development has been shaped by
the fact that financial markets - and, even more so, financial

~ transactions — are swiftly-moving targets whose supervision and

regulation requires streamlined decision-making and a tremen-
dous amount of technical expertise.

The International Organizational Setting

One of the complicating aspects of US-European cooperation
is the orgamzational architecture that deals with cooperative
international financial regulation. As will become clear below,
many aspects of this cooperation involve parallel harmoniza-
tion, but there are four sigmficant organizations involved in
various aspects of regulatory cooperation (see Figure 10.2).
The first of these is the G-10 group of countries, which
makes up the Basle Committee on Banking Supervision
(sometimes called the Basle Committee or the Banking Com-
mittee) of the Bank for International Setlemments. This group
is widely recognmized as the principal international lorum for
developments in international banking supervision. {Sce 'Table
10.1 for a description of the Basle Concordat System.) The
Banking Committee makes decisions by consensus, moving
quite swiftly when an issue is viewed as urgent. But the
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The Basle
Commuttee

Austria
Denmark
Fintand
Greece

France
Germany

Italy Ireland
,‘ Netherlands
Canada Sweden Portugal
Japan UK

Switzerand
United States

Australia
Hong Kong#
Mexico

105C0 Tachnical
Committee

New Zealand
Iceland
Trukey

Fgure 102 Overlapping organizational memberships: the OECDH,

Eurcpean Union, Basle Committee, and the Technical Commnitiee of

1OSCO

*Canada is represented at the Basle Committee by the Bank of

Canada, and at I0SCO by the Ontmio and Quebee securities
Comimnissions.
“Hong Kong is the only country represented here that is not a1 member

of the OECD.

Source:  Adapted from LMV, Iternational Capital Markets MWashington,
DC: IMFE, 1996), p. 145,

Committee has no enforcement power; implementation of its
decisions takes place through national regulatory structures.
The focus of this group has been to provide standards and
general principles to insure adequate supervision of internation-
ally active banks, typically promulgating guidelines that reflect
minimum standards to which the member countries are willing
to adhere.

Securities regulators have formed their own International
Organization of Securities Clommissions {(IOSCO). The organ-
ization as a whole is highly inclusive (95 per cent of the
world’s stock exchanges are claimed to be represented), but
the most important regulatory work is done in the Technical
Commitee, which is overwhelmingly American and Furo-
pean. Like the Basle Banking Commitee, this group also
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Tahle 10.1  The Basle Concordat System

The Basle Concordat of 1973: Report of the Governars on the Supervision gf’
Banks® Foreign  Establishments. Guidelines for cooperation between
national authorities for supervisory authority over foreign hanks
(hranches, subsidiaries, joint ventures).

The Basle Concordat of 1983: Principles jor the Supervision of Banks’
Foreign Establishments. Recommended that parent and host super-
visors communicate to determine whether either is unable to
supervise a foreign oflice effectively. Parent supervisor should
take over if the host supervisor’s level of supervision is decied
inadequate, and vice versa. Parent supervisor is respouwsible for
ensuring that holding companies and theie subsidiaries are ade-
quately supervised.

Supplement to the Goncordat, 1987/90: Emerged from a juint report
hy the Basle Committee and the Offshore Group of Banking Super-
visors, issuedt in August 1987, Provided recommendations concern-
ing the removal of secrecy construnts; noted that national secrecy
laws designed to protect the legitimate interests of bank customers
can be an obstacle to information-exchange wmong supervisors and
banks.

The Capital Adequacy Accord, 1988: International Convergence of Capital
Measurement and Capital Standards. Provided for a common delinition
of capital. Established a risk-weighting framework which ties capital
requirements to the credit risks of assets and off-halance-sheet activ-
itles; and a standard that internationally-active hanks must maintain
a capital base equivalent to at least § per cent of their risk-adjusted
assets by the end of 1992,

The Minimum Standards Statement, 1992 Mumum Standards for the
Supervision of Intemational Banking Croups and their Cross- border Evtab-
bsfrments. Lays down standavds of supervision. Recommends that
supervisors have the riglt to gather imformation from  cross-
border banks or groups for which they are the home-country
supervisor,

Source: International Cravency Review, vol. 22 no. 3 4, 1993/94, p. 99

makes decisions by consensus; for example, they have recom-
mended endorsement of some ol the International Accounting
Standards proposed by the International Accounting Stan-
dards Committee (referred (o in more detail below). The

\

group has also actively encouraged bilateral cooperation

S
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among regulators o curb and punish securities fraud, and in
the wake of the Barings crisis are disseminating recominenda-
tions on procedures for identifying large exposures and shar-
ing this information among regulators.'' Once again, the
decisions of this group are non-binding, and there is a sig-
nificant disEarity among the members with respect to imple-
mentation.

The most authoritative international organization dealing
with financial market regulation is without doubt the European
Union. The EU formally entered the banking supervisory
arena in 1977 with the enactment of the ‘First Banking Direc-
tive’. Of course, in contrast to either the Basle Banking Com-
mittee or the Technical Committee of 108CO, EU directives
are hinding on the member-states. The EU has implemented a
‘single passport’ concept in European financial services, which
permits EU incorporated banks and investment firms to pro-
vide cross-border services without further authorization by the
host country. Common rules have been established for capilal
adequacy for EU banks, and the EU has made an eflort to
extend similar supervisory regimes to banks and securities firms
alike.

The very authoritativeness of the EU has placed it at some-
what of a disadvantage in international financial regulatory
affairs. Because it is cralting legislation, the EU’s decision-
making process is far less flexible than that of the G-107s
Banking Committee. For example, the IU’s Capital Adequacy
Directive took ncarly three years to be adopted alter the
proposal had been approved by the Commission. By contrast,
the Banking Conmmmittee proposed a common method of mea-
suring capital and it was endorsed by all central bank governors
within seven months, creating the 1988 Capital Accord. As will
be discussed below, the slow pace of EU decision-making has
created further problems in adapting to both the demands of
market conditions and changes in rules by the G-10 super-
visors, increasingly rendering the EU a follower rather than
an initiator in banking supervision.

Political organization is only one aspect of the process of
developing a regulatory regime {or international capital,
and arguably it is not the most important. Even more crucial
to understanding US-European relations within this issue area
is the central role of market forces that cause interests to
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converge or diverge, that creale pressures lor harmonization
or defection, and that create incentives to develop bilateral
solutions, or even take unilateral actions, rather than negotiate
multilaterally. The cases discussed below highlight the interac-
tion of decision-making and market reaction, thus providing a
sense of the context in which cooperative arrangements are
made, implemented within the region, and promulgated w (he
rest of the world.

CASES
The Case of Capital Adequacy Rules

One of the most significant international banking agreements of’
the past decade has been the decision of the G-10 countries to
coordinate their rules on how much capital their nationally-
chartered banks are required to hold against credit or other
risks. In December 1987, central hankers {rom the G-10 coun-
tries adopted guidelines for evaluating the adequacy of capital
in their international banks and agreed to reach an established
minimum level by 1992. Worricd by a trend towards capital
deterioration despite growing financial nisks associated with
internationalization and liberalization - and the initially serious
concern that differential approaches to capital requirements
would constitute a competitive disadvantage for banks char-
tered in countries with more stringent requirements — the
United States Federal Reserve and the Bank of England initi-
ally struck a bilateral agreement. That accord provided for a
common  definition of capital, adoption of a risk-weighting
system for each class of assets, the inclusion of ‘ofizbhalance-
sheet’ items in risk-determination, and a formula for calculating
specific capital requirements for individual bhanks, hased on
their weighted-asset risk profile.

The bilateral agreement between the two largest players
sparked ntense negotiations among the G-10 o adopt a
commeon approach to capital adequacy. By some accounts,
Japan, Germany and France accepted the US/UK framework
(with some changes) because they were concerned that their
banks might be excluded from those markets."”” More plaus-
ible, however, is the reluctance of the G-10 central bankers 1o
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cede leadership in this area to the United States and the
United Kingdom. A more likely impetus to the broader accord
was worry of being percetved  as underregulatt‘d The
dynamics of capital adequacy harmonization since 1988 have
largely been one of wiluntary rule adoption and compliance, despite
early predlctlons that ‘rigorous enforcement’ of the rules would
be necessary.'® By the end of 1993, internationally-active G-10
hdnl\s lmd capttal ratios that (’\FPf’df’d the prescribed mini-
mum. ~ By the mid-1990s the European Union had followed
sul. Inmmsmgly, emerging markets around the world have
adopted elements of a common approach to capital adequacy:
the Czech Republic, Poland and Hungary, for example, have
all adopied Basle capital-adequacy standards, and banks in
their jurisdictions typically exceed the 8 per cent rule, often
by significant margins.

This pattern of concentric waves of harmonization has been
influenced by the perceived systernic nature of the risks and low
value of defection inherent in this issue area. Despite initiation
by the US and the UK, there was never any doubt that a
common definition of capital adequacy would have to he

applied, at a minimum, across the G-10. The globalization of

hanking has increasingly meant that any hank involved in the
increasingly dense network of mterbank relations can poten-
tially transinir its weaknesses — such as problems of liquidity or
solvency — to the interbank market and throughout the system.
It is for this reason that individual bank failures such as the
Herrstatt Bank in 1975, the Italiano Banco Ambrosio, and the
scandal and collapse of the Bank for Credit and Commerce
International (BCCI) have stimulated collective responses — crea-
tion of the Basle Banking Committee, promulgation of the G-
10 principles of consolidated supervision, and international
agreement on minimum standards of home-country supervi-
sion, respectively.”” Prudential banking regulation, of which
capital- adequacy standards are just one example, are explicitly
mtendf:d to ‘protect the safety and stability ¢f the system as «a
whote'® from I‘lS[\y activities that could originate in any number
of institutions in the system.

On the other hand, there are no major net advantages
to undercutting a well-established capital adequacy standard.
In increasingly complex and highly internationalized financial
markets, private actors often depend on the regulatory
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environmen! to provide information on the quality ol an
institution as a counter-party to an agreement. Where the
reputations of firms are crucial and information asymmetries
provide an opening for opportunistic behaviour, the advant-
ages of providing a well-regulated financial environment gen-
erally outweigh those of lowering regulatory standards and
competing on price alone. A regulatory race to the bottom
is conceivable in the absence of any obvious local point, bu
once one has been established there is very little incentive to
reduce standards and thereby risk developing a reputation as
‘poorly regulated’. Appropriate prudential regulations in fact
are a competitive advantage that other jurisdictions have an
incentive to copy, for, in the words of the chairman of the
Federal Reserve Bank of Australia:

[o]nce standards or requirements of these [capital adequacy
requirements} arc adopted by the Central Banks in G-10
countries, there 1s considerable pressure on others to follow
otherwise their banks risk being perceived as semewhat infer-
ior institutions in competitive situations.'

The combination of a systemic problem and low incentives
to defect has meant that capital adequacy rules have heen
negotiated first among the most important financial centres,
and then gained adherents without the pervasive use of political
pressure. ‘The European Union has used the G-10 guidelines as
a basis for the (apital Adequacy Directive (CAD} which came
into eflect in January 1996, This has not been without some
complications for the EU, since they are in the husiness of
creating binding directives with  which national legislation
must be brought into conformity, a process that can barely
keep up with the changes i regulatory recommendations
coming out the group of G-10 central bankers. Harmoniza-
tion has also been complicated by the fact that the G-10
focuses its attention on large money-centre hanks, while the
EU necessarily crafts directives for large and small banks that
comprise national banking systems. Nor does adoption of the
G-10°s approach resolve the issue of the ‘level playing field’
for the European countries, since some banks have much

“larger trading books than do others, and these are now

taken into account in calculating valie at risk according o
the G-10 rules. But despite what might be construed  as
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difficulties, harmonization with respect to capital adequacy has
proceeded rapidly from the G-10 to the EU.
Capital adequacy standards have become more rigorous and

more widespread than a model of competitive regulatory laxity

would suggest. The standards have emanated from the most
important financial centres, notably the United States and the
United Kingdom. They have spread among the G-10, through-
out the LU, and beyond through multilateral efforts organized
by bank supervisors in the major financial centres, who have
defined the problem as systemic. Market pressures to match
international standards have been far more important than
political pressure, in sharp contrast to the ecase of ant-money-
laundering efforts discussed below.

The Case of Anti-Money Laundering

Money-laundering is the transferring of illegally obtained money
or investments through an outside party to conceal the true
nature of the source. The Financial Action Task Force (FATF),
created by the major industrial countries of the OECD in 1989,
estimated that by 1990 about $122 hillion was being laundered
in Europe and the Umted States every year {or aboul $85 hillion
net after ‘expenses’).”” By some estimates, $1 billion of criminal
profits finds its way into the world’s financial markets every day. 2!

Lifting capltdi controls has made laundering E‘clblt_’r by reducing
the scrutiny given to international transactions.”* Money-laun-
dering has hecome a global phenomenon: as North American
and European regulators have stepped up enforcement efforts,
sometimes with notable succe.z, Wllicit funds have moved on to
Eastern Europe, the former bowel Republics, the Middle East
and parts of Southeast Asia.”

International initiatives to control money-laundering have come
primarily from the United States, in alliance with the United King-
dom, France and increasingly Australia. As recently as 1986, the
United States was the onl} country in the world to have criminalized
money- laundering, and it remains by far the leader in prosecu-
tions.”” Relatively few prosecutions have actually taken place in
Europe, though regulations have tightened significantly as a result
of an EU directive on money-laundering.

Money-laundering cannot be handled effectively on a uni-
lateral or bilateral basis. Significantly difterent rules across

Betle A Simmions 2

junisdictions mvue_ the shifting of business to countries with
weaker controls.” For example, when the United States
passed the Bank Secrecy Act of 1970, which tightened report-
ing requircments for cash transactions over $10,000, illicit
money moved to Europe where most banks were not
required to collect information on large cash de posns :
Even cooperation among the major financial centres is insul-
ficient to pose a significant barrier to determined criminals.
As the rules have tightened in the industrialized countries,
illegal-source money is increasingly directed towards jurisdic-
tions where regulations are more lax {(Eastern Furope and the
former Soviet Republics, the open economies of the Guil and
Mediterranean vegions, and the emerging economies of
Asia)?” or to non-bank institutions where stockbrokers
are much less likely than bankers to know their customers.”
One Bank of England official has reportedly said fighting
money-laundering is like squeezing a halloon - you
simply displace the activity to wherever there is the least
resistance.” To yield significant benefits, near-global co-
operation is a virtual necessity.

However, ndividual jurisdictions may lace meentives to resist
international agreements to control money-laundering. Banking
secrecy Is often considered essential in attracting legitimate
business; rules that require extensive 1nclulry mto the source
of funds are likely to pmil funds offshore.™ Private banking, as
it has been practiced in Switzerland, Liechtenstein and Luxem-
bhourg, for example, has proved a lucrative lnancial niche, The
business of managing the funds of wealthy clients provides a
third of the Swiss Bank Corporation’s very stable profits. Some
estimates suggest that private assets managed in Switzerland
total SFr20000 billion, or about a third of all moncy placed
by wealthy individuals in banks outside their home countries.”
These funds also provide the basis for the country’s relatively
large capital and securitics market. Swiss officials have long
recognized that bank secrecy has contributed significantly (o
the high standard of living and thus “at least mdu(‘clh CONCETNS
substantial economic interests of the state’.’? In Liechte nsten,
even mild rules regarding ‘due diligence’  which require hank-
ers to report suspicious activities to authorities - ‘pose a dircet
threat to Lwchtemtems bastc competitiveness’, according to
bankers in Vaduz.”
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Other motives also discourage cooperation. Cost may be one;
extensive financial reporting systems are exppnsivc.y‘ Tradition
and idiosyncratic domestic political constraints in some countries
may even he a factor. Austria’s unwillingness to give up its tradi-
tional anonymous savings accounts has led (o a dispute with the
EU about whether Austria has fulfilled its obligations under the
1991 dircctive on money-laundering. Unlike the interest financial
institutions may have in developing a reputation for safety, ‘it is
not necessarily in the direct financial interest of financial institu-
tions to adopt anti-laundering behaviour’.> Anti-money launder-
ing eftorts provide no clear economic payoll, and may in fact exact
immediate costs.

As a result, international political pressure has been the driving
force hehind harmoenization to date™ (for a list of major inter-
national anti-money-laundering conventions and agreements,
see Table 10.2). The earliest initatives came from the

Table10.2 Major US and Luropean anti-money-lumdering
initiatives

Group of Ten; Commutter on Banking Regulation and Supervisory
Practices”
‘Basle Statement of Principles”, Prevention of Criminal Use of the Banking System
Jor the Purpose of Money Laundering (Decemnber 1988).

& Establishes a minimum set of operating standards and management
principles by which all hanks in the IMF member countries should
operate.

o Includes standards on customer identification, and adherence to
national laws and policies intended o prevent money- laundering.

Financial Action Task Force (FATF"

‘Financial Action Task Force on Money Laundering Report: Forly Recom-
mendations” (February 1990),

® Establishes a framework of comprehensive programmes 1o address
money-laundering and facilitate greater cooperation in international
investigations, prosecutions and confiscatons which the FATF wants
all countries to follow (not just its own membership).

e Culls for each country to define money-laundering and make it a
criminal offense; recommends that countries extend the definition to

Beth A, Sthomeans 2!

‘knowingly” having laundered, and to the proceeds from all illegal
activities, not just drug proceeds.

® Recommends that financial institutions do not keep anonymous
accounts or accounts in fictiious names. Financial insGuotions
should establish the principal owners and beneficiaries of all
accounts.

® Financial institutions should be permitted or required o report
suspicious activity to the competent anthorities.

Council of Lurope’

‘Convention on Laundering, Search, Seizure, and Confiscation of the
Proceeds of Crime (Strasbourg Convention)’ (November 1990).

® The main purpose of the convention is to coordinate policies with
respect to investigation of suspected money-laundering and con-
fiscation of the property and proceeds associated with  illegal
activities.

e The convention creates an obligation to provide other parties the
‘widest possible measure of assistance in the identitication and tracing’
of property and proceeds, including providing and securing evidence
to establish its existence, location, nature, and so on,

Furopean Union

Directwve on Prevention of the Use of Financial System for the Purpose of
Money Laundering’ (June 1991).

¢ Obliges credit and financial institutions to require proper identification
for all their customers when beginning a husiness relationship, when a
single transaction or linked transactions are conducted exceeding ecus
5000, or when money-laundering is suspected.

¢ Allows member-states to put stricter rales in place than those pro-
vided in the directive. These should be coordinated by and commu-
nicated 0 a ‘contact committee’ o be established by the European
Commission.

G-7 countries plus Austria, Switzerland and Luxembourg.

The original FATF consisted of G-7 members, eight other
industrialized nations, and the European Commission.
Membership currently includes 25 nations from Western Europe
and several Central and Eastern European nations.

]
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United  States, when Congress passed ‘the Kerry Amend-
ment,”’ which required the Treasury to negotiate with for-
eign countries with the objective of having foreign banks
record all cash deposits over US$10,000 and to provide
information to US authorities in the event of a narcotics-
related investigation. Should a bank fail to agree, the
amendment gave the President the power to deny that
bank access to the US clearing-house system, in an effort
to isolate it from world trade. For a number of reasons -
including  the umversdl nature ol the problem, opposition
from Treasury,” the fear of stimulating foreign alternatives
to US clearing facilities, and the fear of retaliation against
US banks - this unilateral approach has fizzled with few
tangible results.

Since 1988, political elforts have had a broad regional or
multlateral focus. The United States was central in the drafting
of the 1988 Vienna Convention Against Illicit Traflic in Nar-
cotic Drugs and Psychotropic Substances,™ which spemhes
‘intentionally’ laundenng drug profits as a criminal activity.”
Such a designation Is meant to assist in information-sharing
to further prosecution, since mutual legal-assistance agreements
usudlly specify that the d(ll\’lty under mvestlgauon must be a
crime in both the requestmg and the receiving country.’ The
US also brought the issue of money-laundering to the initially
unenthusiastic G-10 banking supervisors, where it met with
reluctance on the part of the French and especially the Ger-
mans to draw bank supervisors into what were widely perceived
as law-enforcement efforts. Indeed, there was some suspicion
that congressional pressure underlies the Federal Reserve’s
interest in the matter. Nevertheless, as the wrongdoing at
BCCI was beginning to unfold, both the Swiss and ltalian
regulators were won over to the idea that the Basle Banking
Committee should make some kind of statement that financial
sy‘stf'ms must not be allowed o he used to aid crinunal activ-
ity.*? Tn December 1988, the & 10 bank supervisors came up
with a ‘statement of principles’ recommending that banks coop-
erate with investigators and limit their dealings with customers
if they helieve the funds are either derived from illegal activity
or to be used for illegal purposcs. But this agreement noted
explicitly that bank supervisors in the (G-10 have very different
roles and responsibilities in this area, that this was wot a legal
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document and st in any way intended to supersecde national
legal approaches.

The centre of multilateral political pressure is not in Basle,
but in Paris, where the FATF is headquartered. The FATF
is compnised of experts from government ministries, law-enfor-
cement authorities, and bank supervisory and regulatory agencies
from the OLCD countries. The FATF regularly employs peer
pressure and potentially a graduated set of sanctions to review
and influence the policies of its own members and those of
non-members to follow the spirit of its ‘Forty Recommenda-
tions’ promulgated in 1990, These recommendations call for
states to ratify the 1988 Vienna Convention, to adopt effective
seizure and forfeiture laws, and to prohibit anonymous
accounts, endorsing the Basle group’s ‘know your customer’
guidelines,

The FATF employs a systein of mutual review in which each
member’s laws and eflorts are scrutinized by an FATFE team
and then assessed by the full membership. Members can be
sanctioned for making no effort to adhere to the Forty Recom-
mendations. The mildest sanction is a letter from the president
indicating shortcomings in a particular country; the harshest
sanction is expulsion. Turkey has been sanctioned; it is the only
country in the FATT that until recently had failed to make
money-laundering a crime, "’

The EU 1s also a source of pressure to control money-
laundering. Removal of capital controls  and the potential
danger of importing criminal activity from Eastern Europe
has helped to forge a strong consensus that money-launder-
ing rules must Dbe stringent and harmonized across the
market. The EU Directive on the Prevention of the use of
the Financial System for the Purposes of Money Laundering
(]‘)9!) applies to all credit and financial institutions, including
insurance companies. The rules require the identification of
customers, data-recording and storage, an obligation (0
report suspicious transactions, and internal control mechan-
isms and staff lraininp; The nies hdve entailed costly adjust-
ments, for example in Luxembourg,' and have influenced

ma_|0r 1995 overhaul of the Spanish pe ndl code, encom-
passing money-laundering and corruption.™ But the most
contentious case has been that of Austria, which, despitc
signtlicant  reforms, ran mto trouble with the Commission
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over anonymous bank accounts.* In 1996, the EU indicated
that continued Austrian non-compliance could mean legal
action before the Furopean Court.*

The convergence across national jurisdictions since 1986 has
been significant, but hard fought and hardly complete. The
United States and every European country agrees that
money-laundering  should be considered a crime, although
there is continuing disagreement on the ‘precedent offenses’
that produce illicit gains. Furthermore, few countries have
embraced the US approach of comprehensive reporting of all
cash transactions above $10 000 and extensive record-keeping
for all international wire transactions {(most banks have lobbied
their govermments hard to reject US-style record-keeping and
rcpr:>rting)_+8 Recent rules in France, however, will bring that
jurisdiction closer to the American standards.” The traditional
European approach — leaving it to the banks to know their
customers and to report suspicious activities — has found much
more favour worldwide, and in fact is currently the basis of the
FA'TF recommendations.

In short, harmonization with respect to money-laundering
depends on pressure from a financial centre or centres and,
because the problem is systemic, steps must be taken multi-
laterally. 'I'he benefits of remaining outside of a tight regime
tempt many jurisdictions to defect, and encourages the major
linancial centres to press hard for cooperation. Because the issue
area  so  clearly involves  dilemmas  of  collective
action, international fora have been directly involved in rule-
development, surveillance, and even enforcement.

The Case of Accounting Standards

Cross-border flows of portfolio investment have grown ten-fold
as a proportion of GNP in the G-7 countries since 1980. Yet
equity markets remain highly-segmented internationally. Inves-
tors favour domestic equities over foreign ones, despite the fact
that they could benefit from further international diversifica-
tion.”" Stock exchanges are heavily dominated by domestic
listings.”' This may be due to informational barriers and
incompatibilities that encourage firms to list at home and
investors to buy stocks of the better-known nationally-hased
firms.
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Accounting rules that provide the basis for the informa-
tion on which investment decisions are made are deter-
mined by the mnational jurisdiction of the exchange on
which the stock is listed. "I'vemendous advantages could be
realized by using a single accounting language for cross-
border listings worldwide. Investors would be heter able to
reduce risk and increase returns through informed portfolio
diversification at drastically reduced information costs. Firms
would be able to kst on any exchange in the world on the
basis of a single set of reporting rules. In the absence of a
widely accepted international  standard, information costs
may be a significant deterrent to investors who otherwise
might diversify their holdings and firms that would other-
wise seek foreign listings.”

The difliculties are especially serious for cross-border listings
between jurisdictions with very different accounting standards.
This partially explains why it is, for example, that no German
firm had ever traded on a stock exchange in the United
States  before 1993, When Datmler Benz reconciled  its
accounts based on  ‘United States  Generally  Accepted
Accounting Principles” (USGAAP) as a condition of listing
on a US exchange, potential investors were stunned (o learn
that Daimler’s DM615 million profit in 1993 under German
accounting rules dissolved into a DMI.8 billion loss using
USGAAP for the same period.”” The episode serves to illus-
trate that widely varying accounting rules add to transactions
costs, potentially deter cross-border listings (as of early 1996,
Daimler was still the only German firm listed on the NYSL),
and confuse investors. ‘

There 1s little disagreement that internationally accepted
accounting standards would contribute to more efficient secu-
rities markets. The politics - which pits the United States and
United Kingdom against much of the rest of Europe — revolve
around which standard, and thercfore who adjusts. As in all
areas ol finance, the struggle is among unequal contenders,
given the deminance of the New York and London markets,
and the insistence of the SEC that any finm listing in the US
must use USGAAP.

The coordination of accounting standards across jurisdic-
tions has heen broadly regional. decentralized and evolu-
tionary in nature. Perhaps because securities markets were
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.. . . 34 .
originally organized around time zones,” there are significant

advantages to coordinaling national requirements with those of

a major nearby capital market even if there is far from uni-
versal agreement on an ‘international’ standard. Thus, Cana-
da’s standards tend to resemble those of the United States,””
New Zealand’s those of Australia, and the Scandinavian coun-
tries’ those of Germany. Such coordination is useful in the
absence of global or even G-10 agreement. In contrast to anti-
money-laundering efforts, bilateral coordination does produce
significant  benefits; in contrast to capital adequacy, lax
accounting rules may result in allocative inefficiency but do
nol generate serious systemic risks. As international markets grow,
the demand for comparability in financial reporting among
countries and across regions increases.” Ultimately, the poli-
tical struggle for international preeminence is likely to develop
between two or more emerging regionally-hased standards or
approaches,

‘The harmonization of accounting standards is also charact-
erized by very low incentives to defect from an obvious focal
point. Disagreements emerge over which rules should be the
international standard, but no one has the incentive to differ
radically from a major market, and, once accepted, there are
virtually no incentives o defect. For  internationally-active
tivins, the transactions costs of keeping up to speed on multi-
ple standards arc likely 10 exceed the one-time adjustment
costs to a widely-used standard no matter what its ‘national-
ity’. Indeed, many firms have prepared their statements volun-
tarily in order to maximize their access to international
capital. Thus, in the 1960s Sony adopted US accounting
rules in order to tap the US capital market, and in the last
few years there has been a trend by Swiss, French and
Belgian companies to adopt USGAAP or the less-stringent
Internaticnal  Accounting  Standards  (IAS) currently under
development by the International Accouniing Standards Com-
mittee (TASC).”” Stock exchanges themselves want to attract as
much high-quality foreign business as possible, making them
strong proponents of international standards.”® Indeed, the
decision of the newly-established EASDAQ (European Associa-
tion of Securities Dealers Automated Quotation - the Eur-
opean equivalent of the US NASDAQ market} to usc
the American system of reporting, indicates the strength of
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the incentives to fall in line with the dominant system.” As is
the case with prudential regulations regarding bhank capital,
harmonization is reinforced by market pressures; once the
adjustment costs are paid, there is no reason to huck
the regulatory trend.

The most distinct accounting divide among the major
capital markets is between the ‘Anglo-American’ versus the
‘continental’ approaches, which in wrn have histories rooted
in the way firms have traditonally been financed. The
former  stresses  the  shareholders” need  for  information
about earnings and profitability, and is common where
capital markets have traditionally provided the major source
of external financing for firms. Countries in this school
include the United States, United Kingdom, Australia,
New Zealand and the Netherlands." On the other hand,
a number of countries, especially in continental Europe, use
their tax books as the basis for financial reporting, which
tends to mingle signals about a [irm’s profitability with its
tax accounts. This is the method of accounting that has
developed where firms’ capital needs have traditionally been
supplicd by banks, which in turn are in a much beter
position to monitor a firm’s true financial position than
are decentralized  stockholders.  The emphasis using  this
method tends to be on capital maintenance and the mini-
mization of distributable income — a purpose which better
suits the interests of bank creditors since it focuses on the
long-run source of income rather than profitability per se.
Countries with accounting standards that fit this description
include Germany, the Scandinavian countries, France, Bel-
gium, ltaly and Spain."'

Harmonization of accounting standards revolves primarily
around which of these conceptual models should prevail, and
secondarily over a myriad of details on exactly how caleula-
tons should be made to achieve the broad purpose of the
standard.  In a  competitive market, the Anglo-American
approach has two tremendous advantages: first, and most
obviously, it is the approach governing the jurisdictions of
the world’s two largest sccurities markets. But secondly, it
may be inherently more suited 1o globalized ecuity markels.
It sends clearer signals to international investors, without
mingling these with noise regarding national fiscal policy or
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other objectives. Competing on the basis of the ‘usefulness’ of
the information to the market, the Anglo-American approach
is more hkely to gather adherents.

Continental accounting ideas are most firmly rooted in
countries of the EU, with the crucial exception of the United
Kingdom. Britain has therefore  opposed  standardizing
accounting rules at the European level. The EU has instead
pursued a policy of mutual recognition,” which has left the
Europeans somewhat disumted in their effort to influence
international accounting standards. 'The European Commission
has {ormally given up any eflort to create a European
Accounting Standards body.™ Their strategy is now to Uy (o
influence the work of the IASC,™ which is politically more
palatable than accepting USGAAP without any pretense of
multlateralism. The TASC appears to be making progress,
but the progress it is making looks increasingly American to
many.” The IASC knows its standards have litde credibility
unless the SEC accepts them, and, as one might expect, those
rules that the SEC has accepted have heen quite close to US
practices anyway.”"

Mecanwhile, the Anglo-Americans continue (o press for
investor-oriented accounting on a number of fronts. Unilater-
ally, the SEC continues to require that any cross-border list-
ings within the US he guantitatively reconciled to USGAAP,
which encourages foreign firms to adopt American standards
and undercuts the bargaining position of the Europeans. In
April 1996, Germany’s fourth largest company, Veba, an
energy and industrial conglomerate now moving into telecom-
munications, adopted USGAAP, its CEO explaining, ‘It is a
global capital market, and we all have to play by the same
rules’ " A raft of European multinationals, and most of
corporate Germany including Baver, BASTF and Hoechst,
and many companies awaiting privatization, including
Deutsche Telekom, may seck New York listings and may
have to opt for USGAAP standards before 1ASC standards
are complete.” They do not want to wait for a long fight in
the IASC only to find out that the SEC decides in the end to
continue to demand USGAAP. This has greatly increased the
willingness of the Europeans to make concessions in mulli-
lateral talks. And the signals coming out of the SEC are
usefully ambiguous: while in the past the SEC has stalled
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multilateral work on accounting standards by opposing them
in the technical commitee of T0SCO."™ in the spring of
1996 it began to show signs of interest in furthering the
work of the IASC, signalling possible willingness o “fast
track’ acceptance of accounts lodged in accordance with inter-
national standards by foreign companies listed on US stock
exchanges.””

All the while, tighter regional coordination among the
Anglo-Americans remains a live, indeed a thriving option.
American standard-setters, notably the Financial Accounting
Standards Board (FASB) remain deeply skeptical of the
IASC, and continue to nurture the Anglo-American account-
ing alliance through the ‘Group of 441" countries the
US, Britain, Australia and Canada, plus an IASC represen-
tative (who reportedly never contributes much) and some-
umes New Zealand (when their travel budget permits). ‘This
group was created as an informal forum for discussion in
1994, but in the spring of 1996 becamme somewhat more
organized with the eclection of its first chairnan, David
Tweedie of the UK’s Accounting Standards Board.”' In
the view of American standard-setters, it is crucial to con-
tinue a dialogue with this group of ‘like-minded’” standard-
setters, and not to count on progress at the IASC, which is
far more likely to promulgate stretchy rules which would
allow for outcomes unacceptable to the US.”? The stralegy
of US standard-setters is (o make as much progress as
possible in the Group of 4 so that the Furopeans are
persuaded to  participate  essentially  on  Anglo-American
terms.””

"The process of harmonization of accounting standards has
had a distinctive dynamic: two alliances relating to  twe
schools of thought have developed over the past several
decades and now are vying to influence the emerging glolyal
standard. Because accounting harmonization is characterized
by divisible benefits, the roots of cooperation have Dheen
local or regional. In the absence of significant advantages
to defection, these foose alliances of like-minded standate-
setters have grown and are now facing-ofl for global dom-
inance. Political power will determine the winner; market
forces  will  ensure  compliance  once  a  clear  standard
t‘mt‘rgt‘s.
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CONCLUSIONS AND POLICY IMPLICATIONS

Capital markets have developed so rapidly over the past dec-
ade that regulators everywhere have had to struggle to keep
up with the changing markets and institutions they are
charged to supervise. Internationalization of these markets
has added a dimension that was not present only two decades
ago: national markets arc sufficiently integrated with one
another that national rules cannot cffectively achieve the reg-
ulatory goals of reducing systemic risk, protecting customers,
and other related soctal objectives. All across the regulatory
spectrum, from bhank supervision to accounting requirements
to anti-money-laundering eflorts, national authoritics are find-
ing that the ability 1o achieve their objectives at a reasonable
cost is influenced by the action (or inaction} of their counter-
parts in foreign jurisdictions. This is especially true in the
North Atlantic region, where barriers to international capital
mobility are virtually nil, markets are highly sophisticated, and
capital flows have exploded in real terms over the past two
decades.

Across the Atlantic region, national approaches to regulating
capital markets are far more similar in the late-1990s than they
were only ten years ago. Market pressures have cut both ways
in the process of regulatory harmonization, reinforcing some
aspects of financial regulation but sharpening dilemmas of
collective action in others. For the most part, the convergence
of rules regarding capital adequacy has been far more ‘natural’
than many would have predicted, due to the advantages of
being viewed as matching ‘global standards’ with respect to
prudential banking practices. ‘The contrast with anti-money-
laundering is stark: central political pressure exercised by the
United States, the FATIF and the LU has been necessary to
counter market pressures that encourage defection in this issue
area. The development of international accounting standards
illustrates yet a third process. Regional practices have gained
adherents, untl globalization has led to demands for a single
widely-accepted standard for stock-exchange listings. Anglo-
American rules now vie with a more ‘continental’ approach
for status as the global standard.

Convergence across these issue areas - whether through
multilateral negotiations, regional approaches or unilateral
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actions -~ has not been without significant challenges, which
may have important implications for futire cooperative efforts.
As markets continue to grow and change technologically,
potential problems include the following:

Coordination among international organizations. One of the great chal-
lenges for the United States and Europe is to deal with what in
many ways is an unnatural division of orgamzational responsi-
bility and authority. The problem has two dimensions, one jur-
isdictional and the other intersectoral. The recent uncertaintics
over capital adequacy rules resulting from the Basle commitice
and the EU illustrate the difficulties of coordinating across these
organizations despite significant overlap in their membership.
More generally, one can wonder whether the decision-making
process of the EU is well-suited to dealing with the intricacies of
regulating the rapidly moving target of capital markets. The EU
needs to refine regulatory decisions with respect to banking super-
visions in a timely manner, or else should cede standard-setting Lo
the G-10.

The second dimension of the coordination problem among
internaticnal organizations is intersectoral, and reflects the tra-
ditional {(in the US context, anyway) separation of securities and
hanking business. As these functions continue to merge, there
will be an mcreasing need to coordinate the work of the G-10
bank regulators and the sccurittes regulators meeting in
IOSCO. Bank regulators have traditionally been much morce
focused on systemic risk than have securities regulators, whose
attention has been centred on customer protection and market
fairness. The distinction is increasingly untenable, as banks
increasingly trade securities [or their own accounts, and sccu-
rities firms make deposits that constitute signiticant proportions
of liabilitics within particular banks. There is some evidence of
movement towards intersectoral coordination, such as in the
area of regulating financial conglomerates, but  common
approaches to capital adequacy for securities and banking
mstitutiens, for example, remam iusive ouside of the EU
ttself,

Addressing the diveigence betiveen agreement and fulfillment. \While 1t is
casy o point to significant international regulatory  output
over the past decade, the true test will remain the extent to
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which politically challenging agreements are actually umnple-
mented. In the North Adantic regime, this 15 scarcely a
problem for capital adequacy where meeting international
standards of prudent operation is a competitive advantage;
or for accounting standards, where there are strong incentives
to coordinate on a single standard for purposes of interna-
tional listings. Such is not the case, however, with respect to
anti-moncey-laundering efforts. Suspicions have arisen in the
United States that despite the harmonization of law, there has
hardly been a harmonization of zeal to enforce, prosecute
and punish. The task is not complete merely because the
law is on the hooks, and continued perceptions of uneven
commitment can create a certain degree of political friction,
even among allies in a common cause. This will have to be
kept in mind as the FATF continues to develop more specilic
policies (and possibly go heyond ‘recommendations’} in the
future.

The shift of financial power bevond the Atlantic region. T'he most
significant challenge for US—-European cooperation with respect
to the reguiation of cross-border capital is that the market is a
global one, and even a well-coordinated regional approach will
eventually prove inadequate to the task. According to a recent
report by the Bank for International Settlements, Singapore
and Hong Kong are now the fourth and fifth largest foreign
exchange trading centres in the world. A group of 26 emerging
economies (plus Australia and New Zealand) whose total non-
gold reserves were less that 50 per cent of those of the G-10 in
1987, had reserves in 1995 that were nearly 90 per cent of that
group’s total reserves. 'I'his same group had a stock-market
capitalization in 1987 that was 6 per cent that of the G-10,
but over 15 per cent of that group’s total stock-market capita-
lization by 1995.7" This constitutes good evidence that capital
markets are growing much more quickly outside of the major
economies of America and BEurope than they are within the
region.

Regulatory decisions made within Europe and the United
States have in the past largely been accepted by countries
outside of the region as ‘international standards’. Regulatory
cooperation and harmonization can be expected 0 meet
significant resistance, however, where major players outside
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the region are expected to make costly adjustments to their
regulatory approaches. This problem is especially stark with
respect o anti-money-laundering ellorts. Outside  of Japan,
Singapore and Hong Kong, money-laundenng is not a crime
in much of Asia. Furthermore, despite encouragement and
even pressure from the United States, Europe and Australia
(who was willing to commit their own forfeiture funds for
the development of a secretariat for the FATE 1 Asia), Asian
support for some version of the FATF for the region has not
heen forthcoming.”” Increasingly, Furope and the United States
will have to devise policies that provide the proper incentives
for global cooperation. At a minimum, they should anticipate
discussions that hroach the question of greater extra-regional
representation in the centres of regulatory decision-making, if
Asian cooperation is to be forthcoming.

Regardless of these continuing and future challenges, by
almost any standard, it is fair to say that Europe and the
United States are closer than ever (o the liberal ideal of
regulatory harmonization with respect to international financial
markets. Standards will continue to evolve as market fand black
market) conditions and technologies change, but if the United
States and Europe work to adapt regional decision-making
arrangements to the global arena, and if this can be done
without sacrificing the speed, flexibility and standards of tech-
nical expertise that have been the hallmark of transatantic
cooperation, these adapted institutions should be able to
address with some degrec of success a more genuinely glohal
regulatory regime for international finance.
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