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In December 1987, central bankers from the Group of Ten (G-10) countries
adopted guidelines for evaluating the adequacy of capital in their interna-
tional banks and agreed to reach an established minimum level of capital by
1992. This agreement, which represents the most ambitious effort to date at
international banking regulation, has been called a "landmark" by bankers,
regulators, and financial journalists for two major reasons. First, although
many central bankers had expressed concern in recent years over the erosion
of capital levels in banks, they entered the negotiations with conflicting
definitions of what actually constituted capital and conflicting ideas about
how much capital the banks should be required to have. Second, national
differences in requirements for levels of capital were being exploited by
banks as a source of competitive advantage in the international marketplace.
Banks with relatively high leverage could earn less on their assets and still
give shareholders a satisfactory return.1 The G-10 banking accord theoret-
ically removes this source of competitive advantage and helps to create a
"level playing field" on which international banks can compete.

The purpose of this article is to explain how and why the banking accord
was reached. In so doing, I incorporate several themes that are prominent
in the literature on international political economy. Specifically, I focus on
the role of market forces, consensual knowledge, and state power in bringing
the banking accord to fruition.2

1 thank Benjamin J. Cohen, Stephan Haggard, Stephen Krasner, Raymond Vernon, and two
anonymous reviewers for their comments on an earlier draft of this article.

1. Imagine two banks, A and B, each of which holds $100 in assets. Bank A has $5 in capital,
and Bank B has $2.50. If each bank's shareholders demand a return of 50 percent, Bank A will
have to earn $2.50 on its assets, but Bank B will only have to earn $1.25. Thus, the highly
leveraged Bank B can charge less than Bank A for its services and still earn shareholders the
same return.

2. For an extended study that focuses on these three factors, see John Odell, U.S. Inter-
national Monetary Policy (Princeton, N.J.: Princeton University Press, 1982).
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Recent years have witnessed the "globalization" of financial markets.
This has created profitable opportunities for banks but has also exposed
them to severe losses. The volatility of bank earnings and the number of
major bank failures point to the costs of a global financial system. Banks
have not found it easy to manage the risks inherent in cross-border activities.

For public officials, globalization has raised the classic interdependence
problem of how to benefit from increased economic intercourse while pur-
suing legitimate national objectives, such as bank safety and soundness.3

The growth of international banking has created new investment in the
financial sector, especially in centers such as London, Hong Kong, and
Singapore, which have relatively lax regulatory regimes. In an interdepen-
dent financial community in which every state wants to enhance or maintain
the competitiveness of its banking sector, deregulation by one state must be
countered by that of others. This competitive spiral forces regulation toward
its lowest common denominator. With the globalization of capital markets,
public officials have been forced to make tradeoffs between domestic reg-
ulation on the one hand and international competitiveness on the other.

One response to the regulator's dilemma has been to pursue international
policy coordination. During the 1970s, central bankers tried to develop a
crisis management system that would contain any major banking problems
and halt their transmission across borders. In the 1980s, and especially since
the debt crisis of 1982, the regulatory focus has been on crisis prevention
and the establishment of guidelines to ensure the safety and soundness of
international banks.

I argue that the successful negotiation of a common standard for adequacy
of capital by the G-10 countries was due to the development of consensual
knowledge regarding systemic risks, combined with decisive leadership on
the part of the United States and Great Britain. To put the formulation more
concisely, international coordination reflected the interplay of knowledge
and power. In the following sections, I describe the international capital
markets, trace the recent history of international regulatory activity, and
then analyze the G-10 banking accord.

New financial trends

Unlike previous postwar decades, the 1970s were characterized by a unique
combination of inflation, floating and volatile exchange rates, and high in-
terest rates. It became necessary for bankers to shield their corporate clients
and their own institutions from macroeconomic instability,4 and this fueled

3. Richard N. Cooper, The Economics of Interdependence (New York: McGraw-Hill, 1968).
4. See Kerry Cooper and Donald Fraser, Banking Deregulation and the New Competition

in Financial Services (Cambridge, Mass.: Ballinger, 1984).
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three trends in financial markets: globalization, innovation of financial prac-
tices and instruments, and speculation.

The globalization of finance meant that firms increasingly engaged in in-
ternational banking activities, both on the asset and liability sides, in order
to hedge against sudden changes in domestic economies. Large "universal"
and "money center" banks funded themselves across boundaries in the
Euromarkets, and this formed new webs of economic activity. As a dense
network of interbank relations developed, the distinction between domestic
and international finance became blurred. In turn, the globalization of finance
limited the scope and power of domestic banking regulation.5 Globalization
also meant that problems of liquidity or solvency in a foreign bank could
have serious consequences for domestic institutions. Since banks grew in-
creasingly dependent on foreign correspondents for a variety of services, a
problem in the foreign bank would inevitably impinge on the domestic firm.
This was borne out by the international repercussions of the failures of the
Herstatt Bank in Germany and the Franklin National Bank in New York in
1974 and of the collapse of Banco Ambrosiano in 1982.6

The second trend, innovation ("financial engineering") was evident in the
almost daily introduction of new financial practices during the 1970s and
1980s. One major innovation was "securitization," in which traditional bank
assets such as mortgages and loans were transformed into securities that
could be traded among economic agents; they no longer remained on the
bank's books. Securitization eroded the distinction between lending and
underwriting and thus blurred the distinction between commercial and in-
vestment banking. National regulators, who had forged these distinctions in
many countries, were uncertain how to respond to these market changes.
In Japan, for example, Ministry of Finance officials encouraged banks to
pursue activities abroad that were forbidden at home. Today, Japanese banks
are active in nearly every geographic and product market.7 Securitization
also raised the issue of who is ultimately responsible for the credit risk
inherent in lending: Is it the bank that originates the financing or the investor
who accepts the bank's word regarding creditworthiness? One of the foun-
dations of the American financial system is that banks act as impartial an-
alysts of credit risk. Can this role be maintained when banks simply originate
transactions that are subsequently repackaged and sold to investors?

Another major innovation that concerned regulators was the practice of
making some bank obligations "invisible" by taking them off the balance
sheet. These "contingent liabilities" of the bank comprise a wide range of
financial instruments, including letters of credit, note issuance facilities (NIFs),

5. For the best overview of the issues, see R. M. Pecchioli, The Internationalisation of
Banking (Paris: OECD, 1983).

6. For a case study of one bank's doomed expansion, see Joan Spero, The Failure of the
Franklin National Bank (New York: Columbia University Press, 1980).

7. "The Regulators," Euromoney, April 1987, p. 104.
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TABLE 1. Off-balance-sheet risk at top U.S. banks

Total contingent
Name of liabilities in Percentage of Times (x)

bank US$ billions total assets equity

Citicorp

J. P. Morgan

Chase Manhattan

$467.1

203.0

174.7

238%

267%

184%

51X

40 x

41 x

Source. American Banker, 1 May 1987, p. 1.

and performance bonds (see Table 1). This practice troubled regulators for
two major reasons. First, it was unclear whether banks possessed sufficient
capital in the event that a major contingent liability, such as an NIF to a
sovereign borrower, was suddenly called. Second, since banks released little
information about these items, it was difficult for regulators and investors
to evaluate the riskiness of the bank portfolio.

The third trend was speculation. Given the macroeconomic instability of
the 1970s, activities such as foreign exchange trading became increasingly
risky because currency values could swing sharply over a short period of
time. This volatility offered the promise of large profits for those who bet
correctly on market movements, but heavy losses could also be suffered.
During the 1970s, several banks lost large sums of money in foreign exchange
markets, and two of these ultimately failed: the Herstatt Bank and the Frank-
lin National Bank. Speculation by banks on interest rate and currency move-
ments became yet another concern of bank regulators.

The net result of these capital market changes has been the creation of a
global banking system that is increasingly difficult to monitor. To be sure,
the financial system is strengthened by the new opportunities for diversifi-
cation of risk across regions and among industries and investors. At the
same time, each actor has become more vulnerable to a financial crisis
occurring anywhere within the system. The potential for rapid international
transmission of a national banking problem poses a major challenge for public
officials. But effective monitoring of capital markets is impossible in the
absence of international agreements to share data and establish regulations
to preserve the safety and soundness of the financial network.

The rapid changes in capital markets have left regulators wondering if
international banking is a disaster waiting to happen. Domestic regulators
feel trapped: if they impose regulatory "costs" on financial firms that other
countries fail to impose, they make their institutions less competitive in the
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world marketplace. The regulations already make it more difficult to attract
domestic and foreign investment in financial services; however, the failure
to impose prudent regulations could open the door to uncontrollable systemic
risks. This tradeoff between national regulation and international competi-
tiveness cannot be solved unilaterally.

The issue of bank capital illustrates this problem. National regulators have
adopted different requirements for levels of capital in banks chartered in
their countries, and these requirements reflect in part the particular banking
structures that have arisen over time. The German banking system, for
instance, with its three dominant "universal" banks, stands in sharp contrast
to the segmented and decentralized American financial system, and bank
capital requirements in the two countries have historically been quite dif-
ferent.8 These differences had little impact on international competitiveness
before the 1970s and the advent of global banking. But as banking spread
across borders, national regulations altered the competitive landscape. If
banks were required to keep less capital as a percentage of assets, they could
charge customers lower fees and still provide shareholders with an accept-
able return. Some American and European bankers have held that Japan's
requirement for relatively low levels of capital has permitted its banks to
offer extremely low pricing and thus capture market share. It is in this sense
that national regulations influence international competitiveness.9

Why haven't U.S. and European regulators simply required Japanese
banks that operate in their countries to hold higher levels of capital? This
question points to the decreasing power of national regulation. First, if the
foreign bank is chartered as a branch, it is simply an extension of the head
office and has no local capital on the books. Regulators require "in-kind"
capital, but this has not proven to be an effective mechanism for regulating
levels of capital. The head office of a foreign bank can pass on to its branch
low-cost loans or can place deposits interest-free, thereby lowering the cost
of funds for the branch and offsetting any local capital regulations.10 Second,
banks offer many of their services "offshore." For instance, if a company
based in New York requires a letter of credit, it can obtain one from New
York-based Citicorp, London-based Barclays, or Tokyo-based Sumitomo;
its primary concern is to get the desired service for the lowest price. Today,
for the provision of many financial services, the locale of the bank's head
office is no longer critical.

Finally, national banking regulations have weakened because pools of cash
exist beyond the regulatory authority of any one country. The Eurodollar

8. On the German and Japanese banking systems, see Andrew Spindler, The Politics of
International Credit (Washington, D.C.: Brookings Institution, 1984). On the American system,
see Robert Litan, What Should Banks Do? (Washington, D.C.: Brookings Institution, 1987).

9. George Melloan. "Global Bank Regulation Fans a New Debate," Wall Street Journal, 15
March 1988, p. 35.

10. Office of the Comptroller of the Currency (OCC), Foreign Acquisitions of U.S. Banks
(Richmond, Va.: Robert Dame, 1981), pp. 465-66.



328 International Organization

markets, though based in financial centers like London and Singapore, are
linked to customers by telephone, telex, and computer. This global flow of
funds is constantly crossing borders and time zones, often undetected by
authorities. International banking poses national regulators with the classic
interdependence problem: How can states enjoy the benefits of international
economic activity while pursuing legitimate national objectives? Public of-
ficials now view international policy coordination as one element in an-
swering that question.

Banking crises and international regulation

What has catalyzed the interest in regulation of international financial mar-
kets? As John Odell observed in his study of U.S. international monetary
policy, a crisis in the monetary realm is frequently required to capture the
attention of policymakers: "The spread of new concepts, beliefs, and atti-
tudes . . . is often resisted for months or years, until some dramatic public
event leads first to a policy change."" Clearly, the impetus for greater
international cooperation in this case was the series of banking crises in the
1970s and, above all, the debt crisis of 1982. In the wake of these crises,
banking authorities in the United States and abroad began to question the
stability of the international financial system. As discussed below, a com-
mittee on banking regulations was formed by central bankers of the G-10
countries and Switzerland in 1974 at the instigation of the Bank of England,
while Paul Volcker, then chairman of the Federal Reserve Board, was active
in calling for more research by international institutions such as the Orga-
nization for Economic Cooperation and Development (OECD), the Bank for
International Settlements (BIS), and the International Monetary Fund (IMF).12

Prior to the 1970s, public officials believed that they could monitor bank
safety and soundness unilaterally, without reference to such emerging trends
as globalization. According to the OECD, "Contacts between national su-
pervisors were scanty."13 The rapid market changes of that decade, how-
ever, led regulators to recognize "the growing world-wide interdependence
of banks" and the diminishing effectiveness of national controls.14 In fact,
two major banking crises in 1974, the failures of the Herstatt Bank in Ger-
many and the Franklin National Bank in New York, were crucial in bringing
about a "paradigmatic change" in the attitudes of national banking officials.
As worldwide networks of correspondent banks reeled from these failures,

11. Odell, U.S. International Monetary Policy, p. 369.
12. Paul Volcker and Donald Regan, "Improving International Bank Capital Standards," 30

May 1984, mimeographed; and telephone interviews with officials of the Federal Reserve Board,
Washington, D.C., January and February 1988.

13. Pecchioli, Internationalisation of Banking, p. 105.
14. Ibid.
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regulators learned that traditional approaches to banking safety had become
inadequate.

In direct response to the two bank failures, central bankers of the G-10
countries and Switzerland formed the Standing Committee on Banking Reg-
ulations and Supervisory Practices in 1974. The events of that year had
clearly demonstrated that "national banking crises could . . . rapidly take
on international dimensions from which all would suffer."15

Theorists of hegemonic stability, who focus on the international economic
role of the United States, may find it noteworthy that officials from the Bank
of England took the lead role in establishing the Standing Committee, which
is now called the Cooke Committee after its current chairman, Peter Cooke
of the Bank of England. By 1974, London had become host to a group of
multinational banks seeking regulatory refuge, particularly from the United
States. The presence of many foreign banks on British soil raised the issue
of who would act as lender of last resort in the event that one of these
branches failed. There was also a need for internationally applicable ac-
counting standards to evaluate the balance sheets of these institutions. Fur-
ther, London, which was keen on developing itself as an offshore financial
"entrepot," was in competition with other financial centers for fresh in-
vestment from foreign banks, and unilateral regulations would have under-
mined this effort.16 The banking failures of 1974, with their global impact,
made the Bank of England's proposal to found an international committee
of regulators all the more relevant.17

The first major product of the Cooke Committee was the "Basle Con-
cordat" (named after the locale of BIS, which provides the institutional
home and staff support for the Committee). The Concordat represented an
initial attempt to elaborate a set of international principles for handling a
banking crisis. The principles were as follows: (1) Banks that encounter
liquidity difficulties within national boundaries will be supported by the
central bank concerned. (2) Banks that have difficulties due to fraud will not
necessarily be bailed out, but all deposits will be protected. (3) If a foreign
branch or an overseas subsidiary of a bank sustains losses, the parent bank
will be held accountable for those losses and, if necessary, will be supported
by the central bank concerned. (4) If a consortium bank has difficulties, it
will be supported on a pro rata basis by the parent banks and, if necessary,
will be supported by the central bank concerned.18

15. John Dean and Ian Giddy, Averting International Banking Crises (New York: New York
University Business School, 1981), p. 10.

16. 1 thank an anonymous reviewer for stressing this point.
17. On the Standing Committee, see Spero, Failure, pp. 159-60; Ralph Bryant, International

Financial Intermediation (Washington, D.C.: Brookings Institution, 1988), p. 145; General
Accounting Office (GAO), International Banking (Washington, D.C.: GPO, February 1986);
and Charles Grant, "Can the Cooke Committee Stand the Heat?" Euromoney, October 1982,
pp. 39-45.

18. Adapted from Dean and Giddy, Averting International Banking Crises, p. 12. On the
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Unfortunately, these principles were expressed with a high level of gen-
erality, and indeed central bankers continue to disagree about their meaning.
For example, the Committee has yet to define precisely the circumstances
under which central banks would bail out illiquid institutions; and although
central bankers do not want financiers to be assured of public assistance,
they do want to understand the policies of their colleagues in different coun-
tries.

A superficial reading of the Concordat might lead us to characterize it as
a regime for dealing with bank failures, but this would be incorrect. Because
the rules and decision-making procedures of this potential "crisis manage-
ment regime" have not been specified,19 it would be more accurate to de-
scribe the Concordat as a "gentleman's agreement." To date, actual re-
sponses to crises have been ad hoc rather than procedurally formalized, and
the Cooke Committee has not in fact played an important role in managing
bank failures. Regime formation is still in the early stage of development.

Furthermore, numerous alternative methods for dealing with financial crises
have been suggested, including the creation of an "international lender of
last resort" and an "international deposit insurance corporation."20 Parties
to the intellectual debate on this subject include academics, bankers, and
public officials. Thus, if a crisis management regime is ultimately created,
it may not follow the lines suggested by the Basle Concordat.

The history of the Concordat suggests that no single financial power has
explicitly agreed to play the role of hegemon. Clearly, a crisis management
regime could be created in one stroke if the United States (or another im-
portant financial power, such as Japan) were to unilaterally declare its will-
ingness to act as the lender of last resort. Indeed, Charles Kindleberger
argues that service as lender of last resort is a requirement for hegemonic
leadership.21 This, of course, would create a moral hazard problem writ large
for the guarantor, and it is understandable why no country would make such
a statement of intent. But the failure of the United States or another power
to assume this leadership role in crisis management undermines the credi-
bility of international agreements, since it is unclear who will act to contain
a major banking failure.

Limited progress in the development of a crisis management regime has
not by any means stifled international regulatory activity. Recently, regu-
lators have shifted their attention from crisis management to crisis preven-

Concordat, see Pecchioli, Internationalisation of Banking, p. 106; and Benjamin J. Cohen, In
Whose Interest? (New Haven, Conn.: Yale University Press, 1986), p. 304.

19. For a detailed critique of the Concordat, see Richard Dale, The Regulation of International
Banking (Cambridge: Woodhead-Faulkner, 1984), pp. 174-76.

20. Herbert G. Grubel, A Proposal for the Establishment of an International Deposit Insur-
ance Corporation, Princeton Essays in International Finance, no. 133, July 1979.

21. Charles Kindleberger, The World in Depression: 1929-1939 (Berkeley: University of
California Press, 1973).
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tion and are now focusing on the issue of adequate levels of capital in banks.
Crisis prevention differs from crisis management in several important re-
spects. First, it does not require that one state act as guarantor of the financial
system. Instead, it demands multilateral assessment of risks and recom-
mendations for maintenance of the system. Second, it shifts some of the
costs of excessive risk taking from the public sector to the private sector.
In a crisis prevention system, emphasis is placed on monitoring financial
institutions and ensuring that they have sufficient capital and internal controls
to ward off financial difficulties. Third, it demands that states refrain from
competitive deregulation. Under a crisis management regime, small states
may be tempted to "free ride" on the guarantor; the objective of crisis
prevention, in contrast, is to provide adequate regulations and create a "level
playing field" on which banks can compete. Finally, crisis prevention re-
quires knowledge of systemic risks, whereas crisis management requires
only power and a willingness to use it. If states are to monitor the risks in
the financial system and to propose better ways of regulating the system,
they must first understand those risks and the costs and benefits of new
regulations. In sum, crisis prevention strategies present an attractive alter-
native to regulators who are unprepared to shoulder the world's banking
problems but who are nonetheless concerned about the financial system's
safety and soundness.

Crisis prevention and the adequacy of bank capital

During the 1980s, the regulatory emphasis has shifted to crisis prevention.
In this section, I argue that the formation of consensual knowledge regarding
systemic risks has played a crucial role in recent efforts to establish inter-
national banking regulations. While consensual knowledge—which Ernst
Haas defines as "a body of beliefs . . . that is widely accepted by the relevant
actors, irrespective of the absolute or final 'truth' of these beliefs"—has
been cited as an important variable in international regime formation, it has
failed to attract much sustained analysis.22 To be sure, Haas has been a
tireless champion of the role of cognitive factors in international politics,
but relatively little empirical work has been built on this analytical foun-
dation.23

International banking regulation provides a good test case for consensual
knowledge. Obviously, banking is a highly technical area, and an under-
standing of capital markets requires specialized training and professional

22. See Stephen D. Krasner, "Structural Causes and Regime Consequences," in Stephen
D. Krasner, ed., International Regimes (Ithaca, N.Y.: Cornell University Press, 1983). Haas's
definition is cited in Robert L. Rothstein, "Consensual Knowledge and International Collab-
oration," International Organization 38 (Autumn 1984), p. 736.

23. Ernst Haas, "Why Collaborate?" World Politics 32 (April 1980), pp. 357-405.
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experience. Banking regulation is the subject of substantial research efforts
in public agencies, universities, and international organizations. While there
is little controversy about the need for some regulation, there is vigorous
debate among scholars regarding the costs and benefits of various regula-
tions. Public officials rely on this professional theorizing in determining
appropriate policies for the banking sector.24

Consensual knowledge may be particularly important in this case because
government regulation of banking generally fails to mobilize participants
outside the banking sector; regulation is thus removed from the "pulling and
hauling" of domestic politics, at least relative to such economic issue-areas
as trade.25 The spread of consensual knowledge can be traced because the
important regulatory actors in each country are readily identifiable, whether
they be located in finance ministries or central banks.

The systemic structure of banking also suggests that consensual knowledge
plays a critical role in international policy coordination. On the basis of his
research on multilateral commodity negotiations, Robert Rothstein con-
cluded that consensual knowledge is likely to be important in situations
characterized by "dispersed power, complex decisions that require complex
negotiations, [and] structural uncertainty."26 Capital markets possess many
of these characteristics. Power is dispersed among states and private-sector
economic agents, and the problems are complex because of the number of
actors and issues involved.

Indeed, it is often difficult for bank regulators in one state to gain access
to information held by global private-sector actors. The Deutsche Bundes-
bank, for example, is constrained by German law with regard to the data it
may request from the foreign affiliates of Germany's "universal" banks.27

Given the three trends cited above—globalization, innovation, and specu-
lation—bank regulators cannot learn about a multinational bank's activities
without the help of counterparts in other nations. As a result, regulators
have reached agreements that permit them to share banking information.

Following Haas, I argue that new knowledge has been necessary for in-
ternational regulation, but insufficient. The exercise of power has also been
required to move actors from a perception of common interests to common
action.28 Perhaps this is because the body of consensual knowledge that has
been developed is at a fairly general level; countries still differ on many
specifics concerning financial risks, and this makes it difficult to reach agree-
ment in detailed negotiations. In the discussion of bank capital standards
that follows, the limits of consensual knowledge is clearly discernible.

24. For a recent overview of research on international banking regulation, see Richard Portes
and Alexander Swoboda, eds., Threats to International Financial Stability (Cambridge: Cam-
bridge University Press, 1987).

25. I thank Stephen Krasner for highlighting this point.
26. Rothstein, "Consensual Knowledge," pp. 733-62.
27. Pecchioli, Internationalisation of Banking, p. 96.
28. See Haas, "Why Collaborate?" p. 365.



Banking regulations 333

While it may be self-evident that knowledge and power are linked in the
process of international policy coordination, there remains a need for re-
search that details the interaction. Structural theories of international poli-
tics, which emphasize power, predict state economic interests only in broad
terms29; it is asserted, for example, that hegemonic states will prefer "open"
trading systems. The objective of this article is to understand the formation
of state preferences on a very specific issue and to show that bank regulatory
policy reflects not just the position of the state in the international economy
but also the body of knowledge held by public officials. As Robert Jervis
indicates, state preferences "also stem from the ideologies and beliefs of
individual decision-makers."30 State policies concerning bank capital have
not been static; they have changed as regulators acquired new knowledge
and beliefs about the international financial system.

The key event that focused the attention of regulators on levels of bank
capital was the outbreak of the debt crisis in 1982. While, as noted above,
central bankers had expressed concern over the deterioration in these levels
since the 1970s, the unprecedented sums of money tied up in Third World
countries posed the threat of systemic disruption. In June 1982, the Standing
Committee in Basle issued a paper "calling for supervisors to resist any
further erosion in capital ratios."31

At the same time, U.S. central banker Paul Volcker encouraged the Fed-
eral Reserve Board and international organizations such as BIS, IMF, and
OECD to engage in research regarding the risks facing the international
financial system. In the words of one regulatory official on the Board, "Volcker
was instrumental all along" in placing bank capital on the international
regulatory agenda.32 Congress also spurred the regulatory effort; with the
passage of the International Lending Supervision Act of 1983, it called for
greater regulation of international banks and for international coordination
of regulatory activities.33

In recent years, a body of knowledge concerning the risk structure of the
international financial system has been produced by ongoing research. The
studies of BIS, OECD, and IMF represent major contributions in the area
of contemporary financial markets. Direct discussions among regulators in
the Standing Committee have also been instrumental in shaping a consensus
about the risks and appropriate policy responses. Again, it should be em-
phasized that analysis of banking risks is a highly technical endeavor, and
regulators utilize the information generated by empirical and theoretical
studies in order to make the regulatory system more effective.

29. See, for example, Kenneth Waltz, Theory of International Politics (Reading. Mass.:
Addison-Wesley, 1979).

30. For a treatment of the relationship between state power and state purpose, see Robert
Jervis, "Realism, Game Theory, and Cooperation," July 1987, mimeographed.

31. GAO, International Banking, p. 25.
32. Telephone interview with an official of the Federal Reserve Board, 25 January 1988.
33. GAO, International Banking, p. 11.
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In addition to research, international organizations have created impres-
sive economic and financial data banks that would be beyond the reach of
any single state. BIS, for example, is the storekeeper for data on the Eu-
romarkets, and IMF publishes an annual report entitled "International Cap-
ital Markets" which details the North-South flow of funds. Current nego-
tiations on international regulation are thus being built atop a robust structure
of existing international activities. This lowers the "costs" of policy coor-
dination, since much prior effort has already been devoted to the develop-
ment of communication networks. As Robert Keohane has observed, "Re-
gimes rarely emerge from chaos; on the contrary, they are built on one
another."34

A watershed study in building consensual knowledge about systemic risks
was the OECD's 1983 publication, The Internationalization of Banking, which
provided the first comprehensive overview of changes that had taken place
in financial markets. This study was the product of an "expert group" of
central bank officials convened by the OECD in 1982 and probably ranks
among the most widely cited works in the literature on international banking
regulation. It was important not only for the timely research it provided but
also for the identification of issues requiring further study. The OECD ex-
perts identified two risks that were particular to international banking: sov-
ereign risk and foreign exchange risk. They also identified two risks that
were exaggerated in a global system: private-sector credit risk and interest
rate risk.

Sovereign risk and foreign exchange risk were the products of globalization
and presented the greatest contemporary challenge to public officials. Sov-
ereign lending to developing countries was certainly the major concern of
regulators following the Mexican debt crisis of 1982, which attracted a great
deal of attention in the academic literature. Less well known, but nonetheless
troublesome, was foreign exchange risk. Foreign exchange trading actually
presented two risks to banks: credit risk and currency risk. The former
referred to the possibility that a purchaser of a foreign exchange contract—
usually a bank—might not pay after receiving the foreign exchange. This
occurred with the collapse of the Herstatt Bank in 1974, which caused foreign
exchange and other losses of $450 million.35 Currency risk arose from un-
hedged currency movements. If a bank had an unhedged position in a cur-
rency and bet the wrong way, it could suffer tremendous losses. The Franklin
National Bank, which also failed in 1974, had a large unhedged position.

The OECD experts noted with concern the tremendous growth of inter-
bank transactions in the Euromarkets and questioned whether bankers were
adequately monitoring the inherent risks. Regarding credit risk, bankers

34. Robert Keohane, After Hegemony (Princeton, N.J.: Princeton University Press, 1984),
p. 79.

35. Dale, Regulation of International Banking, p. 157.
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themselves admitted that it was difficult to evaluate bank balance sheets,
yet they had established large credit lines with correspondents. In the area
of currency risk, while some countries attempted to limit the speculative
activities of banks, these transactions could easily be conducted "offshore,"
limiting the effectiveness of domestic regulations.36

Private-sector credit risk and interest rate risk were the two risks common
to all banks, domestic and international. These risks were exaggerated in
international banking, however, for several reasons. Regarding private-sec-
tor risk, it was unclear whether banks with limited branch networks had the
wherewithal to analyze the creditworthiness of their foreign borrowers. While
banks generally loaned money only to "prime" customers outside their
domestic sphere of operations, increased competition had driven banks to
lend more to "middle market" companies overseas. This raised the possi-
bility of a deterioration in the quality of bank balance sheets.

Interest rate risk concerned regulators because, with global banking, banks
were engaging in sophisticated forms of mismatching assets and liabilities.
They were borrowing funds in one currency, at one interest rate, for one
period of time, while lending in different currencies, at different interest
rates, for different periods of time. All banks, of course, sought to earn an
interest rate spread on their loans, but this global balance sheet mismatch
appeared to pose new risks. Banks were also providing corporate clients
with a host of interest rate products, such as caps and swaps. If mismanaged,
interest rate risk could expose the bank to heavy losses.

Despite these new risks, the level of capital in international banks was
declining. This worried the OECD study group because bank capital serves
as a "cushion" to absorb unanticipated losses that could not be paid with
current earnings and because capital also gives depositors confidence in the
safety and soundness of the bank. In addition, off-balance-sheet transactions
had swelled to the point where they represented a large multiple of the bank's
equity. What would happen if an unexpected number of these commitments,
such as letters of credit or NIFs, had to be paid? In the United States, the
average level of capital in "money center" banks in 1980 had dropped to a
postwar low of 4.5 percent of assets.37 This level appeared inadequate in
light of the risks facing domestic and international loan portfolios.38 Yet at
a time when bank profitability was dropping, the central bankers convened
by the OECD recognized that it would be difficult for national authorities
to demand a higher level of capital, since banks based in countries requiring
relatively low levels of capital would have a greater competitive advantage

36. Pecchioli, Internationalization of Banking.
37. International Monetary Fund (IMF), International Capital Markets (Washington, D.C.:

IMF, December 1986), p. 42.
38. On regulators' concerns, see Andrew S. Carron, "Financial Crises: Recent Experience

in U.S. and International Markets," Brookings Papers on Economic Activity, no. 2, 1982, pp.
395-419.
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in the international marketplace. This complicated the task of reaching a
multilateral agreement on common guidelines.39

According to investment banker Richard Dale, the work of the OECD
expert group, along with parallel studies by other international organizations,
pointed toward a "gradual convergence in national regulatory arrange-
ments."40 Central bankers from the major industrial powers were meeting
in international organizations and developing a consensual view of the risks
being taken by multinational banking organizations. Clearly, the activities
of global banks were not benign; central bankers agreed that speculation
and irresponsible lending had drawn the financial system toward collapse.41

Agreement on the risks marked an important first step toward international
coordination of banking regulations.

Nevertheless, national regulatory differences impeded the progress of pol-
icy convergence, and these differences could not be quickly smoothed by
research, no matter how compelling. After all, states had multiple objectives
in the banking area; safety and soundness had to be balanced against com-
petitive advantage. And although every OECD member had legislation that
required banks to maintain a certain percentage of capital in relation to book
assets, the problem was to find common ground among countries with vary-
ing standards that reflected the diversity of banking structures. In the case
of the United States, where the bureaucratic politics of banking supervision
were particularly Byzantine, differences among the many banking regulators
at the federal and state levels complicated the process of domestic policy
formation. In fact, the three major U.S. banking regulators—the Federal
Reserve Board, the Comptroller of the Currency, and the Federal Deposit
Insurance Corporation—had different and somewhat conflicting standards
themselves. If the United States were to take a leadership role in the issue-
area of capital, its regulators would first have to develop a common definition
of capital adequacy, something they had never done before.

Paul Volcker called a meeting of U.S. bank supervisors in early 1984 to
discuss the emerging domestic and international regulatory issues. His im-
mediate goal was to improve domestic bank supervision and begin the pro-
cess of developing standards that the various supervisors could adopt. A
series of papers were presented, reflecting research conducted by the Federal
Reserve Board, international organizations, and academic specialists. At
this meeting, Volcker expressed the view that regulatory convergence must
occur not only domestically but also multilaterally. From the standpoint of
financial stability, international regulatory coordination was preferable to
the alternative of competitive deregulation, which, in Volcker's view, had
already gone too far.42

39. Pecchioli, Intemationalisation of Banking.
40. Dale, Regulation of International Banking, p. 98.
41. Ibid.
42. Telephone interview with a former regulatory official of the Federal Reserve Board, 25

January 1988.
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Thus, while U.S. officials started to resolve their bureaucratic policy dis-
putes, the Standing Committee in Basle began to discuss international stan-
dards for adequacy of bank capital. The preliminary talks were launched by
regulators who had different definitions of capital and differing conceptions
of how much capital was enough, and they were further complicated by the
competitive element that differing standards introduced. In addition, U.S.
leadership was compromised, since U.S. regulators argued among them-
selves about appropriate capital standards; these differences were only re-
solved in 1985, when U.S. regulators agreed to adopt a minimum fixed
capital/asset ratio of 5.5 percent for banks (that is, banks had to hold $5.50
in capital for every $100 of assets). This static ratio would not provide the
basis for the future international agreement on adequacy of bank capital.

During the preliminary talks, there was general agreement that greater
convergence of standards for bank capital should be pursued. The Cooke
Committee had already expressed concern about declining capital/asset ra-
tios, and the regulators had pledged to prevent any further erosion.43 The
experiences of the 1970s and early 1980s, in combination with the research
of the OECD, BIS, IMF, and various scholars, had at least produced a body
of knowledge concerning the risks facing the international financial system
and the importance of bank capital in maintaining the system's integrity.

Negotiating the standards for bank capital

Apart from a general understanding that levels of capital were too low to
support the riskiness of bank portfolios, the regulators launched their ne-
gotiations with few guidelines for improving bank safety and soundness.
Indeed, the definitive textbook on bank capital, published in 1981, had con-
cluded that "how to measure risks and what constitutes adequate capital
have not been formulated in objective terms."44 Given the need for more
empirical work on the subject of bank capital, the Cooke Committee asked
BIS to conduct research in support of the regulatory effort.

In examining bank balance sheets, BIS investigators noted a worrisome
trend. They discovered that post-1982 bank regulations, such as the static
capital-asset measure adopted in the United States, had actually contributed
to driving bank assets off the balance sheet, where they were unsupported
by specific levels of capital. This was because the static measure only re-
quired that capital be used to support assets, such as loans, that appeared
on the balance sheet. Since capital was costly, banks avoided the regulations
by booking off the balance sheet such instruments as letters of credit, NIFs,
and performance bonds—instruments that were "contingent liabilities" of

43. GAO, International Banking, p. 25.
44. Sherman J. Maisel, ed., Risk and Capital Adequacy in Commercial Banks (Chicago:

University of Chicago Press, 1981), p. 5.
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the bank. Accordingly, BIS emphasized that regulations for capital must
capture risks both on and off the balance sheet. Further, since bank balance
sheets revealed very different risk profiles (for example, cash was a riskless
asset, while loans to developing countries were highly risky), regulations
must reflect the actual asset mix. This research provided a foundation for
further negotiation.45

Several countries had measurements that were along the lines recom-
mended by BIS. Britain, for example, had used a risk-weighted capital-asset
measure since 1980. While the British regulatory system was informal, with
actual standards developed in conversations between officials of the Bank
of England and those of the major "clearing" banks (such as the National
Westminster Bank and Barclays Bank), the Bank of England did evaluate
balance sheets on the basis of their risk profile. Thus, the BIS report sup-
ported the regulatory style that was already in practice in some G-10 coun-
tries.

The United States was not among this group. But during the 1980s, and
especially after the failure of the Continental Illinois Bank in 1984, dissat-
isfaction with traditional regulatory approaches arose in Congress and among
the regulators themselves. As noted earlier, crises provide an impetus for
the introduction of new ideas in policy circles, and continuing problems in
the banking sector led U.S. regulators to seek new methods for monitoring
bank safety and soundness. The risk-weighted capital-asset measure was
among the concepts that they began to examine during this period.46

The willingness of the United States to explore new regulatory policies
suggests the prominent role that knowledge plays in the issue-area of inter-
national banking. A power-based approach to banking regulation might have
led us to deduce that the United States would have simply demanded that
other G-10 countries adopt its regulatory system as the basis for an inter-
national agreement. But the weaknesses in U.S. banking regulation would
have made such an initiative ill-advised. In fact, the Congress and the reg-
ulators recognized the problems with existing regulations and strove to learn
new methods from other countries, especially Britain, in an effort to improve
monitoring capabilities.

In January 1986, the Federal Reserve Board announced supplementary
capital measurements that would incorporate the risk-based concept. The
proposed measures were designed for three reasons: to address the growth
in off-balance-sheet exposure, to reward banks for holding more liquid as-
sets, and to bring the United States closer to the industrial countries that
had already adopted the risk-weighted system. The Board stated that the

45. The most important BIS studies were the following: Committee on Banking Regulations
and Supervisory Practices, The Management of Banks' Off-Balance Sheet Exposures (Basle:
BIS, 1986); and BIS, Recent Innovations in International Banking (Basle: BIS, 1986).

46. Interviews with officials of the Federal Reserve Board, January and February 1988.
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new proposal was necessary in light of the changes that had occurred in the
international capital markets.47

U.S. bankers protested this unilateral measure. The American Bankers
Association (ABA), in its formal comments to the Board, stated that the
proposal would exacerbate the competitive inequities that existed between
U.S. commercial banks and their foreign peers and between commercial and
investment banks. The ABA argued that the Board's idea would undermine
"the ability of US banks to compete."48

The banks' response to the risk-based concept indicated to the Board the
need for continued international negotiations. If a new measure was to be
emplaced, it must be done in such a way as to level the competitive playing
field. But discussions within the Cooke Committee failed to progress, since
countries continued to defend their own capital standards.49 Germany, for
example, saw no need of standardization among the G-10 countries, given
its own rigorous capital requirements.50

In light of the stalemate, the Federal Reserve Board launched another
initiative. Its members began to hold bilateral talks with officials of the Bank
of England. The Bank of England had utilized a risk-based standard since
1980, and this in fact provided the model for the Board's 1986 proposal.
Given that the two countries had similar views of the bank capital issue, the
Board decided that a bilateral approach might be the best way of getting
international negotiations off the ground.

In January 1987, the Federal Reserve Board and the Bank of England
announced an agreement on common standards for adequacy of bank capital.
This U.S./U.K. banking accord was hailed as "a landmark in financial reg-
ulation."51 Theoretically, it established a "level playing field" on which
banks must conduct their activities. Specifically, the accord provided for
the following: (1) a common definition of capital, in which capital was defined
as equity, retained earnings, minority interests in subsidiaries, and perpetual
debt; (2) adoption of a risk-asset system for evaluating the quality of bank
balance sheets, which entailed the establishment of "weights" for each class
of assets (for example, cash, loans, and government securities) and a de-
termination of how much capital must back each type of asset; (3) the in-
clusion of all off-balance-sheet commitments, or "contingent liabilities," in
risk-asset determinations; and (4) the calculation of specific capital/asset

47. Federal Reserve Board, "Capital Maintenance: Supplemental Adjusted Capital Measure,"
24 January 1986, mimeographed.

48. The American Bankers Association comments to the Federal Reserve Board, 23 May
1986, mimeographed.

49. Interviews with officials of the Federal Reserve Board, January and February 1988.
50. Karl Otto Pohl, "Spaak Lecture: The European Monetary System," Harvard University,

4 May 1987.
51. "Why the Transatlantic Deal Must Be Extended," Financial Times, 1 May 1987.
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ratios for individual banks, based on the risk profile of the balance sheet
and contingent claims.52

Paul Volcker, defending the U.S./U.K. accord in hearings before Con-
gress, stated that it was designed to meet "several partly conflicting objec-
tives." These included the need to address the rapid growth in off-balance-
sheet commitments, the need for a measurement system that would not lead
to credit allocation, and the desire to promote convergence of international
regulation. Volcker stressed this last point: "I cannot emphasize strongly
enough," he said, "our interest in the competitiveness of U.S. banks."53

Bankers were not convinced by the argument. While the ABA called the
U.S./U.K. accord "noteworthy" as the first bilateral accord, it expressed
opposition to many of the particulars. Edward Yingling of the ABA argued
that the establishment of a risk-asset system with specific weights for each
asset category "creates the real potential for a system of credit allocation."54

Banks would be rewarded for holding cash and government securities, since
little capital would be required to back these assets, but they would be
penalized for holding loans.55 Lowell Bryan of McKinsey & Company put
the issue more sharply: "Unless the underlying purpose of the regulation is
to finance the government deficit, this proposed bias for . . . government
debt violates common sense."56

Bankers also argued that from a competitive standpoint the bilateral accord
did little to level the international playing field. Ira Stepanian, president of
the Bank of Boston, told the Federal Reserve Board that he had "several
serious concerns with the . . . Proposal as it relates to competitive equity,
not only between US banks and those overseas, but also between US banks
and non-bank financial institutions."57 He noted that "a major segment of
worldwide banking had been left out—including Japan which now has seven
of the top 10 banks in the World."58 (See Table 2.)

American and British negotiators recognized the problems with a bilateral
agreement from the outset. Indeed, it appears that their strategy was to
create an Anglo-American "zone of cooperation" that would prompt other
countries to sign on lest they be excluded. As Bank of England official Brian
Quinn stated after the accord was reached, "If I were a Japanese bank or
a Japanese supervisor, I would be a little worried."59 The tacit threat being
made was that foreign bank activity could be reduced in the U.S. and U.K.

52. For a good description of the accord, see John J. Duffy, "Capital Rules Will Fortify
Banks," American Banker, 20 January 1987, p. 2.

53. Paul Volcker, "Capital Trends and Federal Reserve Guidelines Program," Federal Re-
serve Bulletin (June 1987).

54. Edward Yingling's comments to the Federal Reserve Board, 23 June 1987, mimeographed.
55. Ibid.
56. Lowell Bryan, "Capital Guidelines Could Weaken Banks," Wall Street Journal, 23 April

1987, p. 35.
57. Ira Stepanian's comments to the Federal Reserve Board, II May 1987, mimeographed.
58. Ibid.
59. Quoted in Duffy, "Capital Rules," p. 2.
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markets unless these banks adopted the new risk-based standard. Since
Japanese banks were intent on expanding their activities in New York and
London (several Japanese banks had only recently filed applications with
the Federal Reserve Board for primary dealer status), this was a prospect
that had to be taken seriously.

Immediately after the accord was announced, British and American reg-
ulators launched a campaign designed to include regulators from France,
West Germany, and Japan, since these countries were the most important
recalcitrants. Each country had different reservations about international
standards for adequacy of capital. West Germany, for example, debated the
U.S./U.K. definition of bank capital. German banks held a substantial amount
of corporate equities, but under the bilateral accord, this stake would not
be treated as part of the capital account. The Germans and French also
argued that it was impossible to come up with any objective measure of how
much capital was enough, since this depended on a bank's activities and the
quality of its management.60

The Japanese also objected to an extension of the accord. A Ministry of
Finance official defended Japanese regulations as "very sound" in light of
the country's financial practices. On a technical level, the Japanese de-
manded that any international agreement permit banks to recognize their
"hidden reserves" (namely, real estate and corporate equities) as capital.
They also argued that the weights adopted by the British and Americans
would lead to bank overcapitalization. Collateralized loans, for example, did
not need the same amount of capital support as unsecured loans.61 But on
a political level, there were other pressures leading Japan to negotiate. Japan
was in the midst of a series of economic disputes with its leading trade
partners, and the threat of protectionism abroad was a constant concern of
the country's leaders. The Japanese press reported that the U.S. Congress
was prepared to block further entry of Japanese banks into the American
market.62 Indeed, the president of the Federal Reserve Bank of New York,
Gerald Corrigan, had traveled to Tokyo to tell officials that "the most im-
portant reform" the country could undertake would be "a better alignment
of Japanese capital requirements with those of other leading countries."63

The discussions between Britain, the United States, and Japan suggest
the role that state power played in international policy coordination. Con-
sensual knowledge and leadership by two financial powers had brought reg-
ulators from different countries to the table to discuss standards for adequacy
of capital, but this was insufficient to bring about multilateral agreements.

60. Peter Norman, "Way to Boost Global Banking Stability Proposed by 12 Industrialized
Nations," Wall Street Journal, II December 1987, p. 10.

61. Kathryn Graven, "Japan's Banks Strengthen Capital Base in Response to U.S., European
Pressure," Wall Street Journal, 6 August 1987.

62. Peter Koenig, "Into the Maelstrom," Ettromoney, June 1987, pp. 67-79.
63. Barbara Rehm, "NY Fed Chief Lists Ways Japan Can Open Markets," American Banker,

7 May 1987, p. 2.
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When it appeared to the United States and Britain that other states would
not voluntarily join the bandwagon, they negotiated the U.S./U.K. accord,
which threatened the formation of an economic exclusion zone. The tacit
threat of preventing foreign banks from expanding operations or establishing
new ones within that zone was apparently credible enough to move discus-
sions to the multilateral level.64

Yet some of Japan's and Germany's reservations about an international
agreement were legitimate in light of their national banking structures, and
these had to be taken into account by negotiators. Thus, during the autumn
of 1987, banking regulators engaged in discussions designed to resolve out-
standing differences over the requirements for adequacy of capital.

On 10 December 1987, the Cooke Committee announced that its members
had reached agreement on a proposal for "international convergence of
capital measurement and capital standards."65 The Committee noted that it
had been working on the problem for some time. The convergence of capital
standards, the Committee stated, was a "desirable objective in order to
remove an important source of competitive inequity for banks operating
internationally."66

The Basle framework superseded the U.S./U.K. bilateral accord and dif-
fered from it in several important respects. First, capital was defined in such
a way as to incorporate the concerns of such countries as Germany and
Japan. A "two-tier" definition of capital was established, in which the first
tier would consist solely of shareholders' equity, while the second tier would
include other elements at the discretion of national authorities. However,
banks were expected to achieve a first-tier capital/asset ratio of 4 percent
and an overall capital/asset ratio of 8 percent by 1992. Second, the weighting
system was altered to permit national authorities some discretion in assigning
weights to asset categories.

Nonetheless, the broader goals sought by regulators in establishing a risk-
asset system had been achieved. As the Federal Reserve Board stated in its
press release, the Basle framework was designed to establish a uniform
standard for adequacy of capital, to strengthen the capital levels of multi-
national banks as needed, and to reduce competitive inequality. Thus, in
two years the Board had moved from a unilateral measure for capital ade-
quacy to a U.S./U.K. accord to a G-10 accord. The Basle agreement rep-
resents the most ambitious effort to date at international banking regulation.

64. For a Japanese perspective on the external pressures, see Sumitomo Bank, 1987 Annual
Report; and Koenig, "Into the Maelstrom."

65. Committee on Banking Regulation and Supervisory Practices, "Proposals for Interna-
tional Convergence of Capital Measurement and Capital Standards," December 1987, mimeo-
graphed.

66. Ibid.
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Prospects and conclusions

The Federal Reserve Board released its interpretation of the Basle agreement
on 1 March 1988. It gave banks 90 days to provide their comments. The
regulators of other G-10 countries are also engaged in the process of selling
the accord to their international banks. After these comments are received,
another round of negotiations could conceivably take place, but it is unlikely
that major alterations will be made.67

The framework has provoked a substantial amount of controversy since
its release. As critics have said of all risk-based proposals, the Basle accord
represents a government effort to allocate credit, since it assigns weights to
different categories of assets. Unfortunately, such efforts can have perverse
outcomes. For example, since all loans are given the same weight, some
banks may be tempted to make riskier loans in search of higher returns to
compensate for the capital that must be used to back the loan portfolio;
loans were nonetheless placed in one risk category because of the difficulty
in formulating an acceptable loan typology.68 Regulators have now acknowl-
edged that there is an allocation aspect to the proposal, in that getting banks
to hold more cash and government securities is one of its avowed purposes.
But whether or not banks can afford to hold more low-yielding assets is
unclear.69

Another troublesome aspect for many banks is the 8 percent capital/asset
ratio that must be achieved by 1992. According to the investment banking
firm of Goldman Sachs, nearly all of the major U.S. banks will have to raise
substantial amounts of fresh capital or to shed assets if they are to reach
the 8 percent level. Some banks, such as Bank America and Manufacturers
Hanover Trust, currently have capital levels that are far below the Basle
targets. Thus, the agreement, if rigorously enforced, could lead to a radical
restructuring of the commercial banking sector.70

Further, the framework, while theoretically leveling the playing field be-
tween international commercial banks, will now tip the field in favor of
nonbank financial institutions. Investment banks, acceptance corporations
(such as General Motors Acceptance Corporation), and industrial finance
concerns (such as GE Credit) all engage in a variety of banklike activities.
These entities are not required to maintain specific capital levels. In com-
peting with banks, they will gain a considerable advantage in the market-
place.

67. Melloan, "Global Bank Regulation."
68. National regulators are still expected to evaluate the balance sheets of their international

banks and to make any modifications to the bank's lending policies that are deemed necessary.
69. George Melloan, "New Risk Rules Could Redirect Bank Lending," Wall Street Journal,

22 March 1988, p. 35.
70. Goldman Sachs & Company, "New Global Capital Standards," December 1987.
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The extent to which the Basle framework will be enforced at the national
level is the greatest unknown factor at this point. To date, efforts in the
United States to regulate capital levels have been relatively unsuccessful.
As one study concluded, regulators influence bank capital levels, but only
"very little." The regulators' main threat—a cease and desist order—lacks
credibility, since it is unlikely that a bank will be closed solely because it is
under the prescribed capital levels.71

The enforcement task for U.S. officials is especially complicated because
of the fragmented nature of the banking system and regulatory structure.
The United States has over 10,000 banks, which are regulated by three
federal agencies and fifty state banking commissions. If the past is any guide,
relations among the regulators will continue to be conflictual more than
cooperative. It will thus require an unprecedented effort to get the regulators
to work together in enforcing the Basle accord. However, U.S. regulators
have recently asked their international banks to provide trial balance sheets
based on the Basle framework, and this indicates a desire to emplace the
agreement quickly.

The regulatory situation is vastly different in most other G-10 countries,
but the enforcement issue is no less obscure. The banking systems in Europe
and Japan are more concentrated, with regulators based at the central bank,
in the treasury ministry, or in a banking commission. Regulations are often
applied informally in discussions between bankers and public officials. In
countries like Germany, self-regulation remains an important component of
the regulatory system. Foreign bank regulators generally do not have the
equivalent of congressional bodies to contend with, and this gives them
greater freedom in interpreting regulations. A question thus arises concerning
the comparability of regulatory oversight in different countries. In the ab-
sence of a supranational regulatory agency, disputes are likely to arise within
the Cooke Committee about the relative vigor with which enforcement is
pursued.

Yet another problem for the Basle framework is posed by the fact that
many important banking centers remain outside the G-10. Singapore is not
a G-10 member, nor is Hong Kong or Kuwait. These countries may be
tempted to use the new regulations as a way of attracting foreign investment
in financial services to their shores. In order to make the accord effective,
it will have to be expanded, if only on an informal basis, to the important
financial centers outside the G-10 countries.

The Basle bank capital accord, then, stands at present as a landmark on
paper. This G-10 achievement was the product of a growing recognition on
the part of regulators concerning the risks facing the international financial
system and of the leadership on the part of the United States and Great

71. Yair E. Orgler and Benjamin Wolkowitz, Bank Capital (New York: Van Nostrand Rein-
hold, 1976), p. 115.
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Britain. It thus demonstrates the interplay of market forces, consensual
knowledge, and state power in the creation of international agreements.
Since the accord does not become effective until 1992, one can only make
educated guesses about its likely implications for the international banking
sector. Clearly, the Cooke Committee cannot sit on its laurels and expect
rigorous and universal enforcement. If the central bankers are convinced
that the accord represents an important tool for shoring up international
capital markets, they must now find ways of ensuring that it is adopted.


