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Abstract

Financial regulation has shifted from a system rgadaas an oligopoly dominated by the
G2/G5 to expanded club membership like the Baseh@ittee for Banking Supervision
(BCBS). Expansive clubs have to agree to termsatieactloser to the preferences of soft-
regulation members. Yet, once a global agreementioimum standards, such as Basel

I, is reached, the implementation is left to natl or regional regulators. Deviations from
the Basel Ill standards are bound to occur; theptexity of the agreement will facilitate

an asymmetric implementation of national regulatod supervision. On the high side,
countries like the US, UK, Australia, some Scandiga countries and Canada have chosen
higher standards. On the low side, we expect tewmto take place in those member
countries of the Eurozone that are heterogeneaws, tiifferent preferences and tradeoffs
between regulatory stringency and economic actiVibhe requirements of both global

clubs andthe EU regional club for transparency, monitoramgl a level playing field will

cause a collision between the interests of thescéutal their members, threatening to undermine
global standard setting at the BCBS.
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[.INTRODUCTION

The oversight of financial markets has been undmutily since the crisis. The
asymmetries in the Eurozone (EZ) and the soveregpt crisis in the EZ periphery have
caused political tensions arising from differenéfprences among member countries for
tighter regulation versus short-term economic ghowhese tensions created pressure for a
weaker and delayed implementation of regulatiore@edramong European countries with
the two financial clubs with an expansive membipisthe Basel Committee on Banking
Supervision (BCBS) and the Financial Stability Rb&FSB)!

These committees are in essence extended i@asiobs that shape the approaches,
methodology, quantification and calibration of riegion across countries. They create a
public good in the form of international financi&andards (Kindleberger 1983%tandards
generate economies external to the firm and rettaosactions costs by lowering risk and
uncertainty. They may be implemented by producatser than imposed by governmehts.
Today, the best argument for financial regulatiests on network effects. Individuals and
institutions suffer from asymmetric information acannot properly assess the credit risk
of their counterparties in a financial transactibntimes of financial turmoil, mistrust in
counterparties becomes paramount, as demonstrmatédei aftermath of the failure of
Lehman Brothers in October of 2008.

The performance of financial clubs is sensitivespecific shocks or problems that

affect the types of regulation and their timingndividual countries. Performance is also

! See Table 1A in the Appendix for a list of clubgmbership and their functions.

?Kindleberger's characterization is that “they arstrong form of public good in that they have
economies of scale.” (1983:377).

% On this, Kindleberger points out that “Governnaéstandards may turn out to be dubious public
goods and at the same time collective bads.” (1333:
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sensitive to the composition of an expanded merhierdhat accentuates club
heterogeneity: the economic incentives of new, Enabnd less financially-intensive
members do not match those of the old, large, enahéially-intensive members. Conflicts
arising from membership heterogeneity imply thatdpean financial clubs face a difficult
task in achieving common regulatory standards. Bszaf these conflicts four issues stand
out. The first is that the single market demande@mmon regulatory framework to avoid
distorting competition. Yet in a heterogeneous clwith members with different
preferences for regulation and other economic kg the implementation of a single
standard will not be feasible. National preferenfoegegulation are shaped by the relative
importance of the banking sector, tradeoffs betweegnlatory stringency and other macro-
economic objectives, the intensity of industry Ipioly for weaker regulation and
governments’ capacity to resist. The second isithain incomplete and fragile monetary
union like the EZ, large members are exposed tdinl@acial risks emanating from fiscally
undisciplined members. This may occur through memgnnels, such as the widespread
use of government debt of countries with varyingrdes of creditworthiness yet sharing a
common currency. It should be stressed in this exdnthat the implementation of
international regulatory standards may have litildo with the ultimate survival of the EZ,
which instead depends on concrete and timely pssgi@vards the formation of a banking
union and a fiscal union. The third is that inraaficial crisis, political pressure is exerted to
soften regulation to help weaker members to pratedercapitalized institutions and to
stimulate the economy; the pressure is larger thatgr the asymmetries in the impact of
the crisis across member states. The last is thesection of regional and global regulatory

clubs: the heterogeneity of a regional club compsuthe already difficult bargaining



process with other countries, regional clubs anérimational organizations to achieve
common global financial standards. The tensionsegional clubs threaten compliance
with bargains negotiated in larger global clubs,johin turn undermines the ability of
larger bodies to sell common regulatory standards.

The rest of the paper proceeds as follows. We ste&Bection Il with an analysis of
the shift from oligopoly-type clubs to expansiveuld in generating international
cooperation on financial regulation. We then ow@tlim Section IIl, the main elements of
the complex Basel Il agreement and the differerineis implementation in two large
economic areas, the EU and the US. In Section IVdiseuss the conflict between the
single rulebook, the common standard underlyingsthgle market for banking, desired by
EU policy makers, and the drive of member countieeBnplement the rulebook flexibly.
Flexible implementation, in turn, is driven by arcomplete and fragile EZ construction
and significant member country heterogeneity inneoaic structure and regulatory

preferences. Conclusions are drawn in Section V.

I1.OLIGOPOLY POLICY FORMATION VS. REGULATION BY COMMITTEE

After the Second World War the largest countrigsated cooperative actions, governed
important international organizations, structurett anegotiated policy changes, often
behind closed doors, and were essential in implémgrand disseminating the policies.
In the regulatory field, “it is hard to think ofternational standards that did not start out as
the public good of some particular country, usualhe with high international standing
because of its economic and/or military power” (@eberger 1983:392). Originally, the

G-5, G-7 and G-10 were the key small-number club$ie capital rules of the Basel |



Accord of 1988 were worked out between the UnitedeS (US) and the United Kingdom

(UK) and then sold to other countries through thepiaces of BCBS. Basel Il and Basel lli

Accords, developed during the first decade of th& @ntury, are instead products of

expansive committees. In less than twenty yearhiawe moved from a decision-making

process dominated by few critical players, orgashiresmall and homogeneous clubs, to a
process where agreements and decisions are taki@n thie setting of large-number clubs.

In the case of the important BCBS and FSB, memigerskpansion has taken place by
including a growing number of countries with relaty small financial sectors; see Table
1A in the Appendix.

Cooperation in financial regulation occurscduntries expect to receive net benefits
from it. Under those conditions, they are willirjihvest political and financial capital. An
oligopoly of nations creates incentives for largeirttries to lead in the cooperative effort.
This is so because large countries, by virtue eirtkize, gain the most from cooperation
and consequently are willing to bear proportionategher costs to achieve it. Since costs
occur before benefits, a large country will investtooperation if it is reasonably sure to
obtain sufficiently large benefits to justify thevestment. Small countries, on the other
hand, generate small policy contributions to théocnd tend to free ride on the policies
and investments made by large countries; freegidénfacilitated by their small policy
contributions. As Olson aptly put it (1973: 24): hat matters most isot how much of the
collective good will be provided if some is provitjebut rather whetheany of the
collective good will be provided.” That is, the citions for the creation of cooperative
action are restrictive and free-riding behaviordse® be managed. Olson’s insight is that

the conditions for cooperation are limiting. Howeviea the European case the regulatory



club had been created prior to the divisive tersiamsing from the financial and sovereign
debt crises. One implication is that new agreememsld not deliver benefits to EU
countries with vastly different needs and prefeesnd@he negotiating challenge is to agree
to international standards while achieving natiaralegional aims. This may be achieved
in a number of ways, for example by agreeing toeowommitments, by delays in
implementation, opaqueness, or leaving sufficiéstrdtion to avoid full compliance.

In the search for the optimum amount of cooperati@re is a difference between
what anindividual country wants and group of countries may wish (Fratianni and
Pattison 1982). Each member makes a decision tinmmzexnet benefits (likely in the form
of marginal policy contributions which translateéareconomic and financial gains) from
membership. In a symmetric world populated by @danumber of small countries, the
contribution of an individual country to a coopé@ratactivity, in terms of both information
content and policy contribution, would be smallclisb could not be created or sustained
because incentives for cooperation would be ditfuseross many issues unrelated to one
another. The model would predict decreasing codiperaas financial markets become
more dispersed. In an asymmetric world, populatgdaldew large countries and many
small countries, the contribution to a cooperataativity of some countries becomes
economically significant. These incremental besdaliécline as large countries add smaller
countries to the club. But as countries are addedikelihood of conflicts among members
rises and so do the costs of sharing and intengretiore complex information, as well as
of decision-making processes; in essence, margosds in running the club rise. Thus, the
optimal number of members in a club is determingthle interaction of how fast marginal

benefits from cooperation decline and marginalsdse as new members are added.



Naturally, there is more to financial oligopoligsah the number of players. Other
issues cover: the origination of cooperative attivihe payoff and reaction matrices and,
how the game is played by clubs; the incentives latthvior of big and small members;
the operations and policy recommendations of irtgonal organizations and how these
influence club members, in particular to questiohgunding, structure, governance and
voting. Our assessment is that the oligopoly madebunts for a great deal of cooperative
origination in the context of Bretton Woods indiibts. During the fixed exchange rate
regime of the gold-dollar exchange standard, mensbantries valued knowledge about
current and future economic developments in the ti& UK, Germany and Japan. This
informational process was enhanced by inter-govemah meetings where member
countries would receive “private” information onlifioal attitudes and economic policy in
the critical countries. The G-10 group of countrie®gated in 1961, played a strong role in
the IMF, the OECD, and the BIS. Participation ie tBECD important Working Party 3,
dealing with balance of payments, was restrictetth¢oG-10, the European Union, and two
observers, the IMF and the BIS. The central barikkeoG-10 countries met (and continue
to meet), without much publicity but great effeetiess, once a month at the BIS (Fratianni
and Pattison 2001). The G-5, a sub-group of thed®Bed@ted in 1973, achieved significant
exchange rate coordination in the mid 1980s anid #utivities paved the way for the IMF
to engage in so-called multilateral surveillanceghton 2001:ch. 4).

We have noted that global standards have moved &onoligopoly setting with
Basel | to an expanded-club setting with Basel ritl dll. The inference is that the

economics and the politics no longer favor theg@ad incentives of industrial countries

*For details of the two exchange rate accordsPtaza of 1985 and Le Louvre of 1987, see
Funabashi (1988).



with large and dominant global financial marketsiating the rules. Several factors are at
play. The first is legitimacy. Small clubs exudereey and exclusion. Those who are
excluded clamor for a more democratic approachgéarountries may have felt the
pressure of world opinion turning against them. tAie pressure has contributed the widely
held view that the regulatory frameworks of the &iffl the UK have been tarnished by the
financial crisis. The consequent loss of reputaiorapital weakened the leadership of
these two countries in initiating global rules andustaining the success of small-number
financial clubs.

But there is more than political pressure in mershigrexpansion. Economic power
has shifted from the core industrial countriesjref by membership in clubs like the G-5
or G-7, to emerging market economies, defined lopuntry grouping like BRIC (Brazil,
Russia, India and China). During the Bretton Wopedsod, the G-5 group—consisting of
the United States, the United Kingdom, Germanynégaand Japan—held an extremely
high and constant share of approximately 85 per@e®ECD GNP (Fratianni and Pattison
1982, Table 2§.Today, the economic power of core industrial cdest while remaining
considerable, has declined significantly relativesmerging market economies; see Table
1B in the Appendix.

The third reason for membership expansion stemm ftbe fact that with the
globalization of financial markets more countriesséd become active in updating national
financial regulation. In terms of the club moddiistimplies that the marginal benefits
schedule from cooperation has shifted upward, mm fustifying an expansion of the
number of players in international rule making. Tbarth reason is that the growth of

financial institution subsidiaries from large coues to less regulated locations has raised

®> We are using world GNP or GDP shares as a proflyeo€lub’s policy contribution.
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the benefit to large countries to be more includivesetting global standards. Global
institutions lower their costs when regulation ieren homogeneous; also homogeneous
regulation must satisfy lower standards to be afjimea number of countries. The final
reason has to do with one of the assumptions ofréttitional club model, namely that the
inclusion of a small country in a club generategligdble marginal value of information
and policy contribution, while raising consideralihg marginal cost of decision making to
the club as a whole and to individual members. iEhative irrelevance of small countries
in a club is based on the assumption that thesetigesi do not create significant economic
and political spillovers; it would behoove the clbinclude them and set rules that would
minimize the occurrence of conditions that woulad¢o such spillovers.

The larger countries with significant internatiorfadancial institutions are at risk
from network externalities: risks from counterpasti transactions with risky but
unobservable counterparties. Thus the prudentsg ¢ar global standards has a basis in
systemic risk reduction.

Greece is an example of significant spilloversnfra small to large member
countries of a monetary club. In December 2009, eGre which had suppressed
information about the size of it government buddeficit, received a sharp credit rating
downgrade. This, in turn, triggered massive capitdflows and sudden-stop episodes, not
only in Greece, but in the Southern countries ef BZ (Merler and Pisani-Ferry 2012).
Sovereign bond yields in these countries sufferstk@p rise in a period of otherwise stable
or moderately declining global risk aversion (Aksdrini et al. 2014 forthcoming). This is
a classic case of a small country imposing negaitivermation value on other club

members. The reason for the spillovers has to db &an inadequate and thereby flawed,



adjustment mechanism in the EZ (Dellas and Tav@$3R In the international gold

standard, countries that adhered to it faced aecefe balance-of-payments constraint:
when the fundamentals of fiscal policy deterioragedereign credit risk and domestic
interest rates rose, prompting policy makers te tasrrective actions that would restore
equilibrium in the balance of payments. This medanhas not been present in the EZ.
Greece, but also other member countries, for a limg were not penalized by the
financial markets for their poor fundamentals bseawf a presumption that fiscally
profligate countries would be bailed out. In sunfa@glty design mechanism, coupled with
incorrect market expectations on creditworthinegss responsible for a “deviating” small

member country to impose large negative spilloesite larger member countries.

[11.BASEL 111, COMPLEXITY AND THE SINGLE RULEBOOK

Basel Il has been in the making for quite someetlmeginning with the move to Basel Ii
which commenced in 1999. While refinements to #geeement will continue to be made,
its main structure is in place. Implementationh&t mational and regional level is well
underway. The US has approved its own new setgaflagons under the rubric of “Final
US Rules” that incorporate Basel Il norms as waslprovisions of the Dodd-Frank Act
(Board of Governors of the Federal Reserve SysBasel Regulatory Framewark

http://www.federalreserve.gov/bankinforeg/baselfdflementation.htm#basellilThe EU

has taken the international agreement through @B3on Basel Ill to create its own
Capital Requirement Regulation and a Capital Reguént Directive, jointly known as
CRD IV, which entered into force on July 17, 20EBiopean Commission 2013b).
Twenty-five of the twenty-seven jurisdictions tlaaé members of the BCBS have issued

Basel Il capital regulations (BCBS 2013).
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Despite the immense effort that has gone tht Basel Il agreement, we expect
significant differences in implementation, intetjateon and enforcement across countries.
Basel Ill sets minimum standard levels and cousitaie free to choose tougher standards.
Banking centers that want to establish or maingaingh safety reputation may decide to go
above the minimum levels agreed by an expansive whose members are heterogeneous
in their regulatory preferences. The EU is awardhigs outcome and has been keen at
eliminating the threat of member country differen@e regulatory standards. In June of
2009, the Council of the European Union (2009) mewended establishing a single
rulebook for all financial institutions in the siegmarkef In 2013, the European
Commission (2013a:2) stated the single rulebooticiigcial to ensure that there are no
loopholes and good regulation everywhere in ordeguarantee a level playing field for
banks and a real single market for financial sewit In 2014, the Eurozone will be
launching, after extensive stress tests, a bankmgn composed of approximately 130
globally systemically important banks. These banmltsbe subject to a single supervisor and thus a
consistent set of rules is expected to prevail. @ik of the EZ banking system, on the other hand,
will be supervised by national authorities, witle thinderstanding that there will close coordination
of rules and procedure$he European Banking Authority (EBA) has been cbdrp ensure
consistency in the rulebook. But as with any otregulation, the question is whether

reality will meet the objectives. We will argue thadifferent national preferences for

® On page 8, the document states: “...the Europeandlagrees that the European System of
Financial Supervisors should have binding and ptapmate decision-making powers in respect of
whether supervisors are meeting their requiremamigr a single rule book and relevant
Community law and in the case of disagreement batvtlee home and host state supervisors,
including within colleges of supervisors.”
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regulation, coupled with the complexity of Basel, Mill yield substantial regulatory
heterogeneity across countries.

Table 1 below summarizes how the main partBasfel 11l have been implemented, as
of the end of 2013, in two large economic areathefworld, the EU and the US. The table,
naturally, cannot do justice to the scope and deptthe agreement that runs well over
1,000 pages if one includes rules on market rigierational risk, the leverage ratio and
other minimum requirements. Four observations, veweare pertinent. The first is that
Basel Ill is very complex in terms of data, analytiimplementation and reporting. It
contains some untested and difficult to quantifgymsions. Complexity will raise, not only
the cost of bank compliance, but also the cost mibreement to authorities. Some
regulation, such as the countercyclical capitafdyyfwill require interpretation of macro-
economic data on the part of regulators and thisepas own risks of implementation.
Complexity will also force bank examiners to makerenjudgment calls. Consequently,
regulatory discretion will rise; this, in turn, wihot be uniform across nations. There is
general acceptance that cross-country variationiskrweighted assets reflects not only
differences in business models, risk profiles amdoanting rules but also different
assessments of credit risk, and forbearance, bipnaétregulators and supervisdrs.
Different supervisory assessments, in turn, carpetdivorced from different national
preferences for regulation and tradeoffs betwegnlagion and important macro-economic
objectives. Since regulatory stringency has a tamggact on bank lending in a bank-
centric system than in a market-centric systemywyeld expect regulators and supervisors

from bank-centric systems to be sensitive to tlugratation and consequently behave

’ Leslé and Avramova (2012) report on such differeneging a sample of 50 large banks in the
Asia Pacific region, Europe and North America.
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differently than their counterparts in market-cenglystems. Furthermore, to the extent that
national preferences about the trade-offs betwegnlatory stringency and bank lending
differ, we would expect that supervisory assessgantl enforcement will also reflect such
differences; more on this below.

The second observation is that there are signifiddferences between the EU and the
US in implementing Basel Illl. The US is more redivie than the EU on capital
requirements, liquidity requirements, leverage meguoents, external credit ratings and
loans secured by property. While the Dodd-Frankifd¢he legislative tool responsible for
most of these differences, the underlying impetas whe drive to regain reputation lost
during the sub-prime mortgage crisis. In sum, ti&itJan example of a country that is not
satisfied with the minimum standards agreed in Biis®©ther examples of more stringent
regulation above international standards and fastplementation are Australia, Canada,
Switzerland, some Scandinavian countries, andJtiieed Kingdom. The third observation
is that there are plenty of opportunities in the BWeviate from the single rulebook. The
position of the EU Commission, which is reflecteddRD 1V, is to prohibit a race to the

top in capital requirements because it would bersgéhe interests of some member
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Table 1: Basel lll implementation in the European Uniom &ine United States (end 2013)

Regulation United States European Union Comment
CET 1, T1&T2 | Ratios of 4.5%, 6% angdRatios conform tg US has tighter restrictions
ratios 8% conform to Basel Il Basel Il because of Dodd-Frank Act
but additional restrictions
apply
Capital 2.5% conform to Basel 2.5% conform to BasgPotential deviation from single
conservation enforcement by rulebook by EU member
buffer national supervisors countries

Countercyclical

25% CET1 may apply

2.5% CET1 apply to al

Potential deviation from singl

capital buffer | only to AAB banks Fls; enforcement byrulebook by EU membe
national supervisors countries
Systemic risk | Not yet decided National  supervisgréotential deviation from singl

buffer have the power rulebook by EU member
countries
G-SIB surcharge| Not yet decided 1% to 3.5% CET1
Asset risk Standardized approachStandardized and IRB
weighting obligatory, IRB can be approaches may be
methodology | added alternatives
External credit | Not permitted Permitted US has tighter restrictions
ratings
Sovereign debt 0% US, 20% UD% EU governments, For non-home govts, EU follows
conditional, 0% to 150% 0% to 150% non-US Basel 1I; US wuses OECD
non-US sovereigns sovereigns Country Risk Class. Codes
Loans secured by 50% high quality, 100% 35% US is more restrictive; potentigl
property others deviation from single rulebook
by EU member countries
Exposure in US has higher weightingUS has highe
default and than EU weighting than EU
arrears

Equity exposure

US has tighter restrictig
than EU

ngs has tighte
restrictions than EU

Off-balance shee

t US and EU are similar

US and Elsimilar

Securitized Not yet compliant withh Compliant with Basel US non-compliance stems from
transactions | Basel lll [l not referring to external credjt
ratings
Derivatives — | US follows a different EU follows Basel llI Different approaches
OTC approach than Basel
Credit valuation | US follows Basle llI EU does not follow Different approaches
adjustment Basel lll
Liquidity US goes beyond Basel I|IEU follows Basel Il US has tighter restrictions
requirement | because of Dodd-Frank
Act
Leverage 4% for depository] 3% US has tighter restrictions, but
requirement | institutions; 3% for AABs new developments in the making

Sources: Shearman and Sterling (2013); websiteeoBbard of Governors of the Federal Reserve
System. Notes: CET1= common equity tier 1 capifal= tier 1 capital; T2=tier 2 capital,
AAB=Advanced Approaches Bank; Fl= financial intedizy; G-SIB= globally systemically
important banks; IRB= internal ratings based.
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countries and would encourage regulatory arbitfaget, in Table 1, we have identified at
least three areas —the capital conservation butfier,countercyclical capital buffer, and
loans secured by property—where national regulatomg supervisors can exercise
discretion. The extent of this discretion, as weehmentioned in the previous paragraph,
will depend on national preferences for regulatéo the nature of the tradeoff between
regulation and other economic objectives. It shdaddnoted that in October of 2014 the
ECB will become the single supervisors of EZ bankh assets larger than €30 billion or a
market value greater than 20 percent of the homeatcgs GDP. For this relatively small
group of banks (approximately 150) we would expketsingle rulebook to apply. The last
observation concerns exposures to sovereign debile\Vwhere are some differences
between the EU and the US, the common and shampanas to treat sovereign debt as
riskless. Furthermore, concentration risk does apyly to government securities unlike
corporate securities. This is a significant issgegavernment securities are also used
widely as collateral, for pledging to central barsksd clearing houses. The EU applies
zero weighting, not only to EU member states, &t $0 all OECD countries, as was true
in Basel | and Il. The US relies on the CountrykRi¥assification Codes of the OECD to
calculate risk weighting. Neither area “legislatasfiome bias in the treatment of sovereign
risk, but in fact banks have a distinct preferefme domestic sovereigns over foreign
sovereigns for strategic reasons, such as beingid®red too big to fail, the need for
greater local currency liquid assets, foreign ergearisk and potential preferential

treatment by domestic governments in case of deddtucturing. To regulate the complete

8 Empirical evidence of regulatory arbitrage emerfges an examination of cross-border mergers
and acquisitions (Carbo-Valverde et al. 2012; Karahd Taboada 2013). Abnormal rates of
returns are observed around announcement datasdairing banks located in countries with
higher regulation and supervision.
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“safety” of debt sovereigns in light of what hagppaned in Europe is no longer justifiable.
EBA (2013b) reports for 64 large banks, at the efidlune of 2013, an exposure to
sovereign debt of €1,585 billion, of which 68 percissued by domestic governments. For
Italian and Spanish banks sovereign debt exposymesents approximately 10 percent of
total bank assets. This issue has not comedoard will feature in stress tests of
European banks as well as in regulatory initiatives

On January 12, 2014, the Group of Governors andi$ie& Supervision endorsed the
new softer BCBS guidelines concerning the leveragje and the net stable funding ratio.
For the leverage ratio, the softening comes, noplsi from a lower value of the ratio,
although they have aimed for a low calibration, bubugh changes on the calculation
itself of what qualifies as assets. Limited nettiag., difference between assets and
liabilities relative to a given counterparty) wile permitted on transactions such as repos
and reverse repos, thus reducing the denominatdheofleverage formula. Yet many
financial losses have occurred because managemednsupervisors concentrated on the
lower value of net positions without observing thieger gross positions, as in the case of
Barings and Société Générale. Derivatives will bented on a net basis, again lowering
the denominator of the formula. On the net stableling ratio, the changes would allow
including funding with maturities slightly less tha year. It should be stressed that US,
UK and some other regulators desire tighter stafsdand are not favorable to a dilution of
the leverage ratio, which is preferred to risk-viregl measures that can be easily “gamed”

by banks (Jones 2013).

’Andrew Haldane, the director for financial stailat the Bank of England, has proposed a
simplification of capital ratios (Jones 2014). Ndtat British and Swiss banks have tighter liqyidit
rules than those of Basel Ill. Switzerland is a rhemof the European Economic Space as an ex
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IV.EUROZONE ASYMMETRIESAND REGULATION HETEROGENEITY

In this section we discuss three issues: to whiginéxhe oligopoly model applies to the EZ
where the largest countries are tied to the smatlees by a currency union and a high
degree of financial integration; does a currendgmienhance the relative power of fiscally
undisciplined countries?; and will the single rdek survive different national preferences
for regulation and tradeoffs with other importardaroeconomic variables?

Eurozone Asymmetries

The Eurozone has never met, even loosely, the tonslifor an optimal currency area. The
drafters of the Maastricht Treaty were aware of thit were driven by political motivation
and by the expectation that fiscal and politicabanwvould follow monetary union in non-
biblical times. History proved them wrong and th& RErchitecture has remained
incomplete and fragile. The North of Europe is véifferent from the South: it is, not only
in terms of fiscal profligacy, but also with respeoc competitiveness that shows up in
external imbalances (Alessandrini et al. 2014). Wahthe characteristics typical of the
Italian Mezzogiorno problem have resurfaced in H¥ except that the mechanism to
stabilize a monetary union that is also a fiscabans absent in the EZ. The upshot is that
the latter resembles more an inter-governmentaeagent than a supranational entity.

As a magnified inter-governmental agreement, tRBeilkistrates the fundamental

difference between creating a club and managingrénce and Germany, large countries,

EFTA member. Both countries raised their requiremenior to the publication of the international
rules because both faced large domestic finanskd with banking assets many times that of GDP.
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were the impetus behind the creation of the mogetaion; the smaller countries could not
have pulled it off. The payoff for the large couedr was trade deepening and financial
integration. The payoff for the small countries wlasver interest rates from higher
collective credit ratings and the elimination ofremcy risk to investors. As to credit risk,
the club set rules to reduce the likelihood thafflgate member countries would damage
the monetary union: the two most important onesewestrictions on government deficits
and the introduction of an anti-solidarity norm atnat insulating the club from the
spillovers of a member's defadftBut the rule on deficits was not seriously enfdread
the anti-solidarity rule was not taken as fullyditde by the markets. The periphery rode
freely on the lower interest rates achieved byctrgter and postponed needed adjustments
and reforms. Neither the club nor its large memb®mok actions to remedy this classic flaw
of club behavior. The financial crisis, but espbgidhe revelation of Greece’s fiscal
disarray at the end of 2009, unequivocally showeddeep cracks in the monetary union
house.

To summarize the main lesson of club behaweripheral countries have exerted
disproportionate power in relation to the size aetkvance of their economies and
financial centers. This is typical free riding emaptzed by Olson (1965), Mancur Olson
and Richard Zeckhauser (1966), and Fratianni atiis®a (1982). Casella (1992) provides
an alternative explanation for the disproportiong@ver of small players: “...In a
cooperative agreement, if power were proportiooaize, small countries would have very
little control over common decisions; they wouldbmind by the discipline of the accord

without being able to address their own specifterests.” It is correct that the EZ is a

“Art.104 of the EU Treaty deals with fiscal ruleslaheir enforcement; Art. 103 states the no bail
out clause (also known as the non-solidarity clausé Art. 100 introduces conditions for
solidarity.
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voluntary agreement and all participants must feel/ have a say in this agreement. On
other hand, the EZ, unlike other clubs, has no ksipu clause. A non-compliant member
cannot be kicked out. The exit door is open onlytfmse who voluntarily take it. By the
time the damage is revealed it may be too costlyHe large, compliant, countries to pull
out and form another, more homogeneous, monetatty. dhis is what happened with
Greece in 2010: Greek bonds were held by EZ badqsecially those located in France
and Germany, as well as by the ECB. A Greek detaudt a break in the monetary union
would have undermined the capitalization of EU ficial institutions, which had already
been debilitated by the sub-prime mortgage crigi® outcome was that the large countries
put together a package for the support of Greedétamreditors?

Regqulation Heterogeneity

Having noted the inherent asymmetries among the beesmof the monetary union, the
guestion is whether the single rulebook of finahegulation will survive. With monetary
union, monetary policy is common to all member d¢des. Without a centralized
government budget and a transfer mechanism thapeoesates for asymmetric national
shocks, member countries must rely on nationakfigolicy for countercyclical policy.
However, since the Greek shock the prevailing regims been one of fiscal austeffty.
The single rulebook would impose another commomdsted across heterogeneous
countries. Common financial regulations, in additto a common monetary policy and

constrained fiscal policy, would reduce further fee degrees of freedom left to national

1t is fair to say that the concern over German farhch banks, among others, holding large
holdings of Greek government debt was the primastiva for the speed and size of the Greek
“rescue” package.

12 As a reflection of the prevailing mood of the teneshen Greece’s premier George Papandreou
asked for easier borrowing terms, German Chancahgela Merkel said:"We want to make sure
nobody else will want this.” (The Guardian, 8 Noy®m2012). We thank the referee for this point.
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macroeconomic policy. Indeed, it is quite likehaththe single rulebook may be applied
badly in the absence of a more federal EU.

Country heterogeneity and different tradedfédween prudential financial regulation
and attempts to affect national economic activitgairage deviations from the single
rulebook. The evidence shows that gains from coatthn of regulation occur when
shocks are symmetric (Masson and Pattison 2008hd€ks are vastly different, instead,
the small country may have little or no incentivedooperate. In the case of complete
globalization, a high degree of competition amongstintries triggers incentives to
harmonize regulation to prevent a race to the battd@his is the principle underlying the
EU implementing directives for minimum regulatiohrmany industries, notably banking.
Basel Il is another example, but, as we have shdlerweb of regulation is so complex
that it would be easy for institutions or natiomegulators to cheat. The nexus between
complexity and difficulty of monitoring uniformitymay reflect the role of national
asymmetries and why so many countries have anndumuellingness to follow Basel lIl.

Here are some examples of heterogeneous applicgati@gulation and supervision:

1. The EBA carries out periodic investigations inte implementation of regulation
such as the consistency of risk-weighted asset®plbrts significant variation in
risk weights arising from estimated parametershsag the probability of default
and the loss given default. It has also seen a ardey of practices for defining
these measurements. Moreover, the EBA highlighfd 3a:28): “it appears very
difficult to distinguish between the factors detamnmg these differences...may
require further investigation and possibly supemys measures to foster
convergence.” In other words, it is difficult to plement and monitor a common
rule book and to assess the quality of nationallsggpn and supervision.

2. A common method to deviate from a common rul®idbfinks to change how risk-
weighted assets are calculated (Le Leslé and Awang912).Vaughan (2011)
reports that, faced with higher capital requirersgttanks were reluctant to cut
dividends or bonuses, while governments did nottwham to reduce lending.
Italian, German, Spanish, and UK banks were changgk-weight-based modeling

20



6.

to improve their capital positions. The share sk#iveighted assets to total assets
for European banks was half that of American bakshin Europe, cross-country
variation was large, ranging from 31 percent ofnEreand Benelux banks to 52
percent of Spanish banks. An earlier EBA study ébtirat “some banks were using
risk models that required them to hold 70 percess Icapital than their peers”
(Masters, 2013:13%

Basel Ill prescribes that banks must hold more tahpon their exposure to

derivative contracts. Fonte (2013) reports on ahogeto circumvent the rule. The
Italian Treasury is planning to introduce a newteays of guarantees that would
lower the cost to banks “to negotiate derivativatcacts with the Treasury over
government bonds, potentially increasing theirigbtb buy Italian debt... Under

the new system, outlined in a draft decree liniethe budget law that parliament
must pass by year-end, the Treasury and the bailkexehange cash sums on a
short-term basis to guarantee their respectivevalires positions, based on their
mark-to-market value... The draft bill said the neygtem was in accordance with
International Monetary Fund recommendations, addinhghad been recently

introduced in Britain while Sweden had used itddong time.”

Accounting profits are sensitive to loan loss psais, which in turn depend on the
criteria used by bank examiners to judge non-peiifog loans. Banca d’ltalia

(2013:28-29) acknowledges a much stricter prudemtile than elsewhere in the
EZ and has calculated that if the foreign critdraal been applied instead of her
own, the ratio of non-performing loans to totalrlean Italian banks, as of June
2012, would have dropped by approximately 4 pesggpoints.

Another source of country heterogeneity is thetineat of deferred tax assets that
result from losses that may be applied to futuraiags. Under Basel Ill, deferred
tax assets do not count towards capitaNonetheless, it is still worth noting
different practices aimed at “enhancing” banksabak sheets. Italy allowed banks
to reclassify deferred tax assets as tax credpganiSh banks had €50 billion of
deferred tax assets and lobbied with the governneefdllow the Italian example.
Buck (2013b:14) reports that deferred tax assetdemgp 83 percent of tangible
book value for one bank and 64 percent for anotiiéis would be either a
deviation from the new global Basel rules or wonhgly a higher public debt by an
equivalent amount.

Another example of heterogeneity occurred in Janho&2014, when a new ltalian
decree-law revalued the shares of Banca d’ltalenenl by a select group of banks,
insurance companies and a couple of public ingiitgt—from an aggregate value

“The analytics and data are so demanding thavittigally impossible for outsiders to
assess individual institutions.

“They are uncertain since a weak bank could fabieeit had earned enough to utilize the
tax assets.
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of €156,000 to €7.5 billion. The shares will als® dntitled to a maximum annual
dividend of 6 percent of the revalued shares (VB&@D3). This decree-law has been
very controversial because it is seen as an aalifimost to the balance sheet and
income statement of those banks that are big owokmanca d'ltalia shares
(Coltorti 2013)* Furthermore, capital gains on these shares boakéair value
will be included in Common Equity Tier 1 capital.

7. Authorities use stress tests to signal the soursdnéshe banking system. Early
European stress tests were of questionable valitbinNour months of stress tests
done in 2010, two Irish banks that passed thewest in difficulty (Jenkins 2010:
2). One bank that passed the test with 6.5 pefGentl capital ratio subsequently
failed. Some countries refused to publish detailsheir stress tests. Many used
lenient stresses. Each country regulator was atotee apply its own stresses
subject to guidance from the then European regylatmmmittee. The timing of the
test can be set strategically. Smyth (2013:14)ntsghat “Dublin has won approval
from international lenders to delay the next roohthanking stress tests until 2014,
despite concerns over the health of banks...The mewd of stress tests would
likely impose lower capital requirements on lIrislanks, compared with the
minimum 10.5 per cent core tier one capital se¢henlast stress tests in 2011.” Still
another example is “extend and pretend”. By thighaoe banks roll over loans
before maturity so that loans cannot be classifigdn default or in arrears (Buck
2013a:15).

V.CONCLUSIONS

Since Basel | financial regulation has shifted frohgopoly clubs managed by the largest
countries to expansive clubs (committees). Expanslivbs are more difficult to create and,
once created, are more costly to manage and genevsasensus. More importantly, an
expansive club has to agree to terms that arerctosthe preferences of soft-regulation
members than of strict-regulation members. Yeteamcglobal” agreement, such as Basel

lll, is reached, the transposition is left to na#b or regional regulators. It is in this

“ The other objection is that this decree law abresgjatlaw of 2005, which has never been
enforced, that would transform the Banca d’ltaiaaastate-owned institution. Intesa San Paolo
owns 42.4% of the shares, Unicredit 22.1% and Gdire87%. The new law prescribes a
maximum ownership concentration of 3%, which mehasa sizeable capital gain can be realized
from the sale of the excess shares. The ECB hasteljto the decree-law on several grounds but
also because Banca d'ltalia may be induced tolheyar of those excess shares at above-market
values.

*Inclusion in CET1 is also permissible if shareslzoeked as available for sale, starting in 2015
(Visco 2013).
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implementation stage as well as supervision, mangoand enforcement that deviations
from Basel lll standards are bound to occur. Tkisan issue not only for the entire
membership of the BCBS but also for the sub-grasisting of EU member countries. In
each case the difficulties of achieving agreememitt lead to lower standards. This
fundamentally threatens cooperation within the darglobal clubs such as the BCBS if
some countries financial institutions are seen doable to operate with more favorable
rules.

In the paper we have emphasized two impbdauarces of deviations from the Basel
Il global rules. The first is the difference besrethe EU and the US. The EU has adopted
minimum regulatory standards and a single ruleltode consistent with the principle of
the single market: a “race to the top” would hamelermined such a principle and given
rise to political dissent and regulatory arbitraglee US, a financial center country seeking
to repair the reputational damage of having stathedsub-prime financial crisis, wants to
set tighter standards than Basel Ill. While we hage discussed it, the UK, Canada and
Switzerland are more in line with the US in settimgher standards than the EU. The
second is deviations across EU members, in paaticulembers of the EZ, driven by
differences in country characteristics, regulatgmeferences, and tradeoffs between
regulatory stringency and economic activity. Thetaties of a monetary union without a
fiscal union have reduced the degrees of freedomational policymakers who may seek to
offset them by a more flexible interpretation oblggl rules of regulation and supervision.
The complexity of Basel Il will facilitate this pcess, as demonstrated by the numerous

examples we have offered.
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On the other hand, one cannot rule out that BU as a whole may ultimately
compromise on global prudential standards andlieady delayed timetable to revitalize
economic activity and narrow existing national astries. In February 2014, it was
reported that the European Commission was willm@dcept securitizations in liquidity
buffers even though the European Banking Authofiyt most securitizations in the
lowest possible liquidity category” (Sanderson 2Q)14The increasing difficulty to initiate,
monitor and discipline global standards makes thielmerable to deviations.

The European Union purports to adopt guiddrara the BCBS. Yet, the EU supports
weaker regulation and more delayed implementatiwam tis generally favored by other
members of the BCBS or FSB. Furthermore, the EUnsegrepared to compromise on
global prudential standards adopted within itssgigtion, while BCBS and EBA monitor
adherence to their standards. This suggests &igollbetween clubs if monitoring is
credibly and transparently carried out.

Finally, in the event that EU leaders magide to enforce a uniform rulebook, the
risk will be that it be applied badly in the absermt a comprehensive banking union and a

complete fiscal union.
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APPENDIX, Table 1A: Countries and Clubs, weights are percent of avGDP

Country’s dub membershi Country GDP Bank credil | Stock value
weight weight traded weight

G20, FSB, BCB Argentine 0.6€ 0.1 0.0
G20, FSB,BCB Australie 2.1z 1.9: 2.0z
G10,BCBS Belgiurmr 0.67 0.4¢ 0.2(
G20, FSB,BCB Brazil 3.11 2.0 1.6(C
G7, G10,G20, FSB, BCE Canad 251 NA 2.32
G20, FSB, BCB Ching 11.3¢ 10.4: 11.1¢
G5, G7, G10, G20, FSB, BCI | Franct 3.61 2.91 2.1€
G5, G7, G10, G20, FSB, BCI | German 4.7% 3.4¢5 2.3t
FSB, BCB¢ Hong Kon¢ 0.3¢ 0.4: 2.3¢€
G20, FSB, BCB India 2.54 1.1 1.2C
G20, FSB, BCB Indonesi 1.21 0.31 0.1¢
G7, G10, G20, FSB, BCE ltaly 2.7¢ 2.7¢ 1.4¢€
G5, G7, G10, G20, FSB, BCI | Japal 8.2¢ 16.8¢ 6.9<
G20, FSB, BCB S. Korei NA NA NA
BSBC Luxembour( 0.0¢ 0.0¢ 0.0C
G20, FSB, BCB Mexica 1.6 0.4f 0.2¢
G10, FSB, BCB Netherland 1.0¢€ 1.3¢ 0.8t
G8, G20, FSB,BCB Russi: 2.7¢ 0.6¢ 1.41
G20, FSB, BCB S. Arabii 0.9¢ -0.0¢€ 0.9¢
FSB, BCB¢ Singapor. 0.3¢ 0.2z 0.3(
G20, FSB, BCB S. Africe 0.5¢% 0.5¢ 0.6(
BCBS Spair 1.8 2.44 2.07
G10, BCB¢ Swede! 0.7z 0.62 0.72
G10, FSB, BCB Switzerlan 0.87 1.0C 1.2%
G20, FSB, BCB Turkey 1.0¢ 0.4¢ 0.67
G5, G7, G10, G20, FSB, BCI | U. K. 3.41 4.1¢ 4.7¢
G5, G7, G10, G20, FSB, BCl | U.S 22.4: 30.4:¢ 41.0¢

Data sourceWorld Bank, World Development Indicatorgtp://data.worldbank.org/products/wdi
Notes.The data refer to 2012. G10 started in 1R@&hce, Germany, Japan, the UK and the US
(later to become G5) plus Canada and Italy (ldtesé¢ seven would form G7) plus Belgium,
Netherlands, and Sweden. Switzerland became diataffi member in 1964; thus G10 is in fact
G11. The initial objective of the group was to arga and fund the General Arrangements to
Borrow, a facility that permitted the IMF to borrdwom member country governments to finance
the lending activity of the Fund. G10 has also/@tha leading role in the OECD ( in particular in
its Economic Policy Committee and Working Partya8)l in the Bank for International Settlements
where the G-10 central banks meet once a monthst&fed informally in 1973 when the US
Treasury invited their counterparts in France, Gamnynand the UK to the White House (hence the
nickname “Library Group”) to discuss the repercossof the demise of Bretton Woods. Japan
joined later in the year. The collapse of thediexchange rate system was also responsible for the
creation of G7 at the Rambouillet meeting in Fraimc#975. G20 started in 1999 with the objective
of consulting and cooperating on issues relatedhto international financial system; for an
extensive treatment of G20, see Kirton (2013). kSte brainchild of G20 at its 2009 meeting in
London with a mandate of monitoring and proposiagpmmendation on the world’s financial
system. BCBS was established in 1974 by the Gh@alebanks. It is composed of supervisory
authorities.
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Table 1B: Clubs and BCBS: world sharesof critical indicators, percent

Domestic bank credit, ¢

GDP in US dollars GDP Stocks traded, % GDP

1973 2007 2012 1973 2007 2012 2007 2012
G5 58.63 48.86 42.40 71.28 66.09 57.82 65.22 57.28
CAN + 1T 6.51 6.29 5.30 5.86 5.46 2.76 3.90 3.78
BE+NL+SW+CH 3.72 3.82 3.33 2.68 3.84 3.44 4,73 3.00
BRIC countries 6.62 13.10 19.79 1.49 7.53 14.30 10.08 15.40
Remaining G20 5.62 6.97 8.21 2.44 3.16 3.83 2.92 4.68
Additional BCBS 1.98 3.32 2.65 1.66 3.68 3.18 4.20 473
Rest of the world 16.92 17.65 18.33 1459 10.25 14.68 8.94 11.13

Sources: World Bank, World Development Indicatbits://data.worldbank.org/products/wdi

Notes. G5 consists of France, Germany, Japan, titedJKingdom, and the United States; CAN =
Canada, IT = Italy, BE= Belgium, NL = Netherlan&Y = Sweden, CH = Switzerland; G7= G5 +
CAN + IT; G10 = G7 + NE + NL +SW + CH; BRIC courds: Brazil, Russia, India and China;
Remaining G20 = Argentina, Indonesia, S. Korea, iBlExS. Arabia, S. Africa, and Turkey, G20 =
G7 + BRIC countries + remaining G20; additionalEB&C Hong Kong, Luxembourg, Singapore,
and Spain. Missing data: 1973, GDP for Russia awitz&rland; 1973, 2007 and 2012 GDP for S.
Korea; 1973, bank credit for China. Hong Kong, Lmmk®urg, Russia, and Switzerland; 2012, bank
credit for Canada.

Commentsin terms of world GDP shares, G5 has dropped #8rpercent in 1973 (the end
of Bretton Woods) to 49 percent in 2007 (the yesfiote the financial crisis) and to 42
percent in 2012 (five years into the crisis). Tossl of G5 share finds a counterpart in the
gain by emerging market economies, in particularBiRIC group. A relative decline has
occurred also in terms of financial power. We meag$mancial power with two indicators:
domestic bank credit and value of stock traded agselrentage of world GDP and
normalized so that the shares add to 100. Theificstator is biased in favor of bank-
centric financial systems like Germany’s; the secmdicator is biased in favor of market-
based financial systems like the United Kingdorristerms of domestic bank credit world
shares, G5 has dropped 71 percent in 1973 to @&mein 2007 and 58 percent in 2012;
again, the financial crisis has sharply accentuaheddecline. For the value of stocks
traded, we have no data for 1973 and the compaisdimited to the recent past: G5
dropped from 65 percent in 2007 to 57 percent ih220he emerging market economies
have picked most of the G5 losses in the two firdnadicators. In sum, the relative
decline of the traditional core industrial courdgrigas been considerable, although more in
the output market than in the financial markets.
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