The Effects of International Soft Law on State Behaviour:
Understanding Degrees of Compliance with the Basel Accord, 1988-2000

Thesis submitted in partial fulfilment of the requirements of the degree
Doctor of Philosophy in International Relations
London School of Economics and Political Science

Bryce Ramsey Quillin



UMI Number: U615244

All rights reserved

INFORMATION TO ALL USERS
The quality of this reproduction is dependent upon the quality of the copy submitted.

In the unlikely event that the author did not send a complete manuscript
and there are missing pages, these will be noted. Also, if material had to be removed,
a note will indicate the deletion.

Dissertation Publishing

UMI U615244
Published by ProQuest LLC 2014. Copyright in the Dissertation held by the Author.
Microform Edition © ProQuest LLC.
All rights reserved. This work is protected against
unauthorized copying under Title 17, United States Code.

ProQuest LLC
789 East Eisenhower Parkway
P.O. Box 1346
Ann Arbor, Ml 48106-1346



Library

British Library of Political
and Economic Science

10 Portugal Street
London WC2A 2HD



e
7?’%.{:&&:: >

J7838 14



1&FICS &

Abstract

The thesis provides a comprehensive examination ofthe impact ofthe 1988 Basel
Accord on the capital adequacy regulations of developed economies. The study seeks
to understand ifthe Accord affected broad or isolated convergence of 18 developed
states' bank credit risk regulations from 1988 to 2000, and understand what political
economic variables influenced levels ofregulatory isomorphism.

The thesis argues that previous research has failed to effectively address
whether the Accord accomplished its “level regulatory playing field” objective by
employing small sample sizes. In order to address this lacuna, the thesis creates a
quantitative database of developed states’ interpretations ofthe Basel rules. The
results indicate that the Accord may have successfully provided a regulatory floor as
most states implemented the agreement in some form by 1991. Yet, some persistent
distinction remained in the way states implemented the Accord.

Second, the thesis aims to understand why convergence emerged among a
subset of states, yet not others, by testing a battery of political economic explanations.
Statistical tests reveal that initial interpretations ofthe Accord’s provisions were
conditioned by the severity of a state’s capital adequacy regime prior to 1988. States
with weak (severe) pre-Basel capital adequacy regimes tended to implement weak
(severe) interpretations ofthe Accord. Departures from “path dependent” positions
resulted mostly from the presence ofacute banking crises and the impact of private
financial market influences. The qualitative studies of implementation in the United
States, France, Germany, and Japan tend to support the quantitative finds, yet also
emphasize the importance of considering tax, accounting, and loan-loss provisioning
policies in assessments of capital adequacy regulation. These results should have
implications for revised studies ofthe economic effects of'the Accord and studies of

possible impact ofthe Basel 2 Accord.
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Chapter 1

Introduction

1.1. Thesis Overview
In 1988, the G-10 states agreed to a series of prudential capital adequacy guidelines
for the credit risks of their internationally active commercial banking institutions.
These rules, called the Basel Accord, endeavored to increase the soundness and
stability of their largest financial intermediaries and ameliorate the competitive
regulatory advantages conferred by some G-10 regulators to their domestic banks.'
Though, by the late 1990s, a major international effort was initiated to
fundamentally amend the agreement, the original Basel Accord ostensibly produced a
highly successful international regime. Initially created by a small group of
industrialized states, the Basel Accord (‘Accord’) has become the worldwide
_prudential standard, or benchmark, for the commercial banking industry. The Accord
was negotiated by an informal organization of G-10 central bank governors and
financial services regulators, now known as the Basel Committee on Banking
Supervision. The ambitions of the Committee were to create a common definition of
bank regulatory capital, formulae for weighing the relative credit risks of banks’
assets, and to enforcé uniform capital-to-assets minima. The agreement was

concluded in 1988 and was to be fully implemented in the G-10 economies by 1992.

! See Basel Committee (1988), at §3. Throughout the thesis, the German spelling “Basel” will be
employed. Early documents related to the G-10’s discussions on bank cooperation bore the anglicized
spelling “Basle™ yet the G-10 adopted the Germanic spelling in the mid-1990s and this thesis will
follow their example, though the anglicized spelling has crept back into usage from the late 1990s. See
Marshall (1999).

2 The Basel Committee has been alternatively known as the Cooke Committee (after its first chairman
and then head of the Bank of England, Peter Cooke) and the Basel Committee on Banking Regulation
and Supervisory Practice. The committee is often, inaccurately, simply termed the BIS and viewed as
synonymous with the Bank for International Settlements. Though the Basel Committee utilizes the BIS
facilities in Basel, Switzerland for its secretariat, the committee it is not a component of the BIS.
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Yet the goal of the Committee was to extend the Accord’s influence beyond the G-10
and the Accord was, “circulated to supervisory authorities worldwide with a view to
encouraging adoption of [the] framework in countries outside the G-10 in respect of
banks conducting significant international business.” This ambition was fully
realized as the Accord was adopted by the European Community, Australia, Ghana,
Hong Kong, New Zealand, Norway, Saudi Arabia, and Singapore during the late
1980s and early 1990s.* Over the next decade, this number increased exponentially so
that over 100 states had unilaterally committed to the Basel standards by 1999.>

This global diffusion of the Basel rules has been accompanied by an enormous
production of research by political scientists, international lawyers, and financial
economists eager to examine the political origins and economic impacts of the
Accord. Tomes of research have been dedicated to understanding the effects of the
Accord on the banking sector and broader economies of implementing countries.
Economists have questioned whether the Accord increased, or indeed decreased, the
safety and séundnesé of couﬁﬁy banking systémé, inﬂuénced the long-run
competitiveness of multinational banks, or contributed to downturns in
macroeconomic growth during the 1990s.® Scholars of international relations and law
have similarly produced much research to understand how such a successful inter-
state regime could have emerged m an issue area—financial services—in which very

little international cooperation had occurred before the 1990s.”

* See Basel Committee (1988), at §2.

4 This list of states is derived from Murray-Jones and Gamble (1991) and data from various national
bank regulatory authorities.

® This is confirmed by the Basel Committee (1999) and in a World Bank sponsored study, see Barth,
Caprio, and Levine (2001a).

¢ Information concerning many of these economics studies of the Basel Accord’s effects is
conveniently aggregated in Basle Committee (1999).

7 See Kapstein (1989, 1991, 1994), Murray-Jones and Gamble (1991), Tobin (1991), Scott and Iwahara
(1994), Scott (1995), Oatley and Nabors (1998), Reinicke (1998), Alexander (2000a), Lutz (2000),
Simmons (2001), Ho (2002), Singer (2002), and Tamura (2003b).
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Yet, before academic attention shifts away from the 1988 Basel Accord to its
successor “Basel II Accord” currently being negotiated, there are several important
dimensions of the 1988 Accord that have yet to be systematically investigated and
which, ex ante, appear to have ramifications for a full evaluation of the Accord’s
signiﬁcance.8 Such research could have crucial implications for the results of
previous findings on the politics of the Accord’s negotiation and its micro- and
macroeconomic effects. This research could also contribute to a broader
understanding of the implementation of international financial regulatory regimes and
the process of transnational policy convergence and divergence.

In particular, little empirical evidence has been produced that illustrates how
the Accord was implemented in some or all of the one hundred adhering states.
Minimal academic attention has been given to understanding how domestic political
actors interpreted the Basel Accord rules when creating the regulatory guidelines and
legislation that implemented the Accord. This is a critical handicap to bear when
gauging tﬁe boiitical ecoﬁomic effeéts of the égfeement. Though a k.ey. goal.of the
1988 Accord was to level the regulatory playing field for banking risks. the agreement
is an example of “soft law.” National regulators were given extensive discretionary
powers for determining the exact manner in which the Accord was operationalized
and enforced in their domestic banking space.9 This discretion was established,
explicitly, by laying out a minimum regulatory baseline that national policymakers
were invited to exceed in critical issue areas. Also, the Accord implicitly provides for

high levels of discretionary policy by not seeking to harmonize cross-national tax and

8 Though not of chief concern here, for further information on the Basel II Accord see Basel Committee
(2001).
? Alexander (2000), Ho (2002).

12



accounting standards and other prudential regulatory policies that are believed to bear
upon the stringency of prudential banking regu.lation.10

The importance of understanding the implementation of the Basel rules was
recognized in research by banking practitioners and economists during the first
several years after the Accord’s negotiation. The results of these studies suggested
that the Accord was implemented in widely different fashions by the core group of
industrialized states in the G-10 and European Community that adopted the agreement
shortly after its completion.'" Some states implemented very strict or
“superequivalent” interpretations of the Basel rules while other implemented loose,
barely in compliance or noncompliant, interpretations. Econometric research has
provided support for the view that these disparities matter as the domestic rule
interpretations may have financially advantaged some banks at the expense of
others.!? In other words, the Accord may have failed in its objective to level elements
of the banking regulatory playing field and allowed or exacerbated the problem of
éorhpétiﬁ% fegulation in the area of capitalvad‘eq‘ua‘cy.‘ | | | | |

Yet, this thesis argues that extant research into the Accord’s negotiation is not
extensive enough to draw any firm conclusions about the effects of the Basel
Accord’s implementation. The research on the Accord that has progressed over the
last decade lacks attempts to operationalize its implementation in such a way that we
can measure it across a wide range of cases over a period of time. Research has
generally focused on implementation in two or three states and most of this work was
completed with late 1980s data.

This thesis will address this empirical lacuna. Subsequent chapters analyze

the Accord’s implementation with the preliminary aim of answering the question of

1 This point is well established in Scott (1995) and Scott and Iwahara (1994).
11 The key study investigating this issue was commissioned by Price Waterhouse (1991).
12 See Wagster, Kolari, Cooper (1996); Wagster (1998).
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how were the baseline Basel rules interpreted in the core implementing countries and
how, if it all, did such interpretations change over time? In so doing, two specific
questions will be addressed:

1. Did the Accord produce or contribute to transnational convergence or
divergence in industrialized states’ capital adequacy policies shortly after the
Accord’s negotiation?

2. Did the Accord produce or contribute to transnational convergence or
divergence in industrialized states’ capital adequacy policies during a twelve-
year period (1988 to 2000) after the Accord’s negotiation. Put differently, did
initial levels of convergence or divergence alter over time?

Addressing this set of questions permits a unique study of comparative political
economy. The Accord provides an opportunity to conduct a yardstick comparison of
the way that states make bank regulatory policy in relation to a common, baseline
standard. Before the Basel Accord, cross-sectional bank regulatory capital
comparisons wéré alinést hﬁpossiblé Becvause bf thé distinction§ in regulatory
approach and vocabulary utilized among developed economies. It was common for
academics to observe that if State A’s banks maintained an average capital adequacy
ratio of 7 percent and State B’s banks maintained a 5 percent ratio then the latter were
less sound and, by virtue of being less severely regulated, maintained a competitive
advantage.”® Yet, such statements ignore the rules that underpin how banks are
required to tabulate such ratios and thus ignore one of key areas of cross-border
regulatory advantage—or “non-market” advantage—that banks may compete for
when interacting with their domestic supervisors. From a positive political economy

perspective, the absence of a common regulatory approach and language made the

B Such an argument is employed extensively in Oatley and Nabors (1998) in their discussion of the
Basel Accord.
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detection of capital adequacy policy convergence and divergence very difficult and
confounded efforts to learn if financial internationalization produced a global “race to
the bottom” through the adoption of a common, lax regulatory standard or increased
prudential oversight.

Two methodologies will be employed to address these questions. First, univariate
statistical analysis will be employed to determine the degree of implementation
severity that emerged in a large sample of industrialized states that committed to the
Basel Accord in 1988. A quantitative index of implementation will be constructed to
provide numerical comparisons of the degrees of implementation stringency for the
sample states. This index is constructed from two under-utilized studies of Accord’s
implementation produced by Price Waterhouse (1991) and Murray-Jones and Gamble
(1991) and documentation provided by G-10 and EU regulators. In addition to
presenting data for a cross-section of states, the index will provide implementation
data across a period of time. It will thus be possible to judge whether there has been a
convérgen‘ce‘in‘Bz‘isel rule interpretétidns from 1988 tb 2000.

Qualitative case studies will accompany this quantitative analysis. These
cases allow for a much more empirically detailed examination of rule implementation.
This will be provided in a selection of focused, comparison case studies of the United
States (chapter 6), France and Germany (chapter 7), and Japan (chapter 8). Each case
country study will provide data of the country’s pre-Basel Accord capital adequacy
rules and their interpretations of the Accord from 1988 to 2000. Though the
quantitative indicators seek to be exhaustive in capturing the empirical phenomena of
rule implementation, there are several regulatory issue-areas that are difficult to
capture with quantitative measures. As will be made clear, the implementation of the

Basel rules, and capital adequacy regulation more generally, is quite complex. Some
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elements that can affect the severity of capital regulation are difficult to directly
observe while others are simply difficult to capture in a quantitative measure.**
Moreover as Tamura (2003a: 2) observed, evaluating implementation “requires a
considerable element of judgment about compliance—the degree to which national
regulators adhere to the spirit of an international regulatory accord.” The case studies
afford such a qlose, “on the ground,” inspection of some of the more complex
elements of Basel rule implementation.

Beyond providing these descriptive data on the content of Basel rule
interpretations, however, the thesis endeavors to address the question of why did some
countries adopt strict interpretations of the Basel Accord while other countries
adopted more lax approaches. Another way to address this question is why has there
been convergence among some states’ capital adequacy regime rules over time but not
others? Adding to the two questions posed above, the two questions addressed here
are:

3; Why did sfates édbpf loo§e 6r éuiét interbrefaﬁons 6f thé broad, “soft law”

provisions of the Accord?

4. What led states to increase or reduce the stringency of their initial

interpretations of the Accord over 12-year period of time (1988 to 2000)?

As before, quantitative and qualitative methodologies will be employed to address
these questions. Statistical techniques will be utilized to test a battery of hypotheses
in an effort to corroborate and eliminate some explanations for the uneven amounts of
implementation over the sample time period, 1988-2000. In these analyses, the

implementation index, described above, will constitute the dependent variable and

14 I thank an official at the UK Financial Services Authority for pointing out the great difficulty of
directly measuring numerous elements of the capital adequacy regulation process.
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measures of statistical association will be generated between it and a number of
explanatory variables generated by the hypotheses.

These “why” questions will also be treated in the case studies of the United
States, France, Germany, and Japan. Given the difficulties in determining the
convergence of results from different research strategies in studies employing
triangulation techniques, the case studies will not test the exact theories tested in the
quantitative exercise, but will use the regression results as a guide to exploring the
rich empirical detail behind the implementation of the Basel Accord.

The hypotheses are drawn from a wide spectrum of political science and
economic approaches to public policy implementation. Relying on a previous study
of the implementation of the Accord, a battery of hypothesis is collected that predicts
implementation will vary by four domestic and international attributes'*:

1. Domestic bank preferences

2. Macroeconomic environment

3. Domestic poliﬁcal institutibné

4, International imitation effects

By addressing the why questions the thesis is positioned to generate insights
into two significant problemé in the study of international relations. By providing an
understanding of the conditions for strict versus liberal forms of interpretation of the
Basel rules, it highlights those variables that might be significant for understanding
the implementation of international regimes. Second, by looking at the extent of rule
convergence over time, the thesis sheds light on the applicability of political economic

policy convergence and divergence theories. The key theoretical contribution of the

15 Ho (2002).
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thesis is the testing of theories from these distinct, though highly related, international
relations research programs.

Moreover, the thesis suggests a substantial improvement is necessary to the
study of international regime implementation. Most existing approaches to the topic
seek to understand why states commit or defect from their international commitments.
The process of compliance is characterized as a binary phenomenon: states either
comply or they do not. Little consideration is paid to whether states substantially fail
to comply or fail in small respects or whether committed states simply meet the
minimum international standards or adopt superequivalent interpretations. I suggest
that implementation studies have failed to come to grips with some of the key issues
of regime implementation through this dichotomy.

It is necessary to focus less on whether states comply and more on
understanding why they comply. This shift in perspective would probably yield
important empirical and theoretical insights for all forms of international agreement.
Yetitis mahdafofy in the study of nori—bindiﬂg ﬁgreeﬁlents of What have been fermed
“international soft law.” Such agreements very often do not require states to
implement a discrete series of rules, but suggest a vague string of “best practices” to
be adopted on a voluntary basis. For such agreements, discussing compliance in
terms of commitment or defection is not as empirically useful as understanding how
states have interpreted such agreements and in what way such agreements are
operationalized in domestic law and regulatory statute.

This thesis concurs with previous research concluding that the Basel Accord is
an example of such soft law.'® The Accord is not enforceable by law. The Accord

does not create a discrete selection of hard and fast rules. Rather, it provides a

' The soft law characteristics of the Accord have been investigated in studies by Alexander (2000b)
and Ho (2002).
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minimum regulatory baseline that states should follow and invites states to implement
stricter interpretations. It is thus necessary to look at degrees of compliance with the
Accord rather than if the Accord has produced commitment.

In sum, the thesis thus hopes to contribute to the corpus of empirical data
concerning the effects of the Basel Accord and international relations theories of
regime implementation and cross-border policy convergence and divergence.
Specifically, the thesis endeavors to enumerate the following empirical and theoretical
innovations to the study of banking regulation and comparative political economy:

e Present the first cross-sectional comparison of the ways that the Basel
rules were interpreted with a quantitative measure that permits a clear
study of areas of regulatory convergence and divergence

e Lay out the ways in which the interpretations of the Basel rules have
changed over time with data not utilized in previous studies of the
Basel implementation process

e Test international and comparative political economy theories of
international regime implementatior and policy corvergence in an
issue area—finance—that has not been extensively considered in

previous academic studies

It is also necessary to enumerate what the thesis will not attempt to
accomplish. In laying out these areas of potential empirical investigation, it should be
made clear that it is not claimed that this study will not touch upon these areas in
some respects. In the process of investigating the implementation of the 1988 Accord,

these areas may well come under direct or indirect study. Yet, these areas of research
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are not involved in the central questions of interest to this thesis and no effort is made
to thoroughly “tie up all the loose ends™ as far as these areas of study are concerned.

First, the thesis will not attempt to systematically judge the effects of degrees
of compliance on commercial bank behavior or profitability nor on systemic financial
stability and soundness. With regards the former, some qualitative analysis will be
provided on the effects of the Accord on internationally active banks. Yet, sorting out
the relative importance of capital adequacy policy to the day-to-day decisioﬂ-making
of banks and their profitability is complex.!” Econometric studies devoted solely to
this question have failed to produce robust results that are generalizable across time
and country.'® Similarly, it is difficult to measure the independent impact of the
Accord generally (much less individual state’s interpretations) on financial stability or

| macroeconomic soundness.

Second, it will not extensively address the major amendments that have been
made to the Accord. The Basel Committee and the European Union have issued
NUMmMerous ubdétes aﬁd reguiatéry interpretéﬁon§ and re-inferprétaﬁons to fhe original
1988 agreement. As the timeline in Figure 1.1 illustrates, three amendments were
made from 1991 to 1996 until the Basel II negotiations commenced in 1999. The first
two of these amendments (1991, 1995) were relatively minor adjustments to the
original Accord. They did not alter the original 1988 formulation to any great degree
nor court political controversy. However, the 1996 decision to expand the scope the
Accord to international banks’ market risk exposures was significant. In addition to
incorporating a whole new area of bank activity into the Accord’s purview, this
amendment deviated from the 1988 document by permitting some (quite

sophisticated) banks to utilize their own risk management modelling systems to

17 Dahl and Shrieves (1990).
18 For a review of many of these studies, see Basel Committee (1999).
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establish their own, tailor made risk charges, subject to stringent regulatory
parameters.'® Despite the importance of this amendment, it will be generally ignored
for three reasons. First, some research indicates that the 1988 Accord effected a much
larger change on existing regulator and bank practice than the 1996 amendment.
In a Bank of England study entitled “Fallacies about the Effects of Market

Risk Management Systems” it is argued that the market exposure requirements did
not pose so large a challenge to bankers as it often believed.” Second, financial
regulators and practitioners are mostly in agreement that credit risk is by far the
largest nominal risk in banking and focusing solely on such a risk is jus’tiﬁed.21
Finally, the focus remains firm on credit risk in order tég keep this study tractable.
The aim here is to complete a tight comparison of the effects of the 1988 Accord on
capital adequacy policy in developed economies. This goal is facilitated by focusing

on one international agreement over a fixed period of time. Introducing a second |
| agreement with a shorter implementation time period (1996 to 2000) may confound

the comparative tightness being sought.

1.2. Thesis Organization

The research results will be presented in a cumulative fashion. Chapter 2 will provide
a brief history of the Basel Accord’s negotiation. The aim will not be to simply retell
these events, but to re-cast them from a new perspective. It is argued that previous

political science considerations of the Accord’s negotiation have, implicitly, assumed

1 For more on the 1996 amendment, see Basel Committee on Banking Supervision (1996), Lutz
(2000), and Matten (2000).

* Bank of England (2002).

2 Euromoney, May 1998.
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1975-The Basel
Committee meets for the
first time. Issues
Principles of the
Supervision of Banks’
Foreign Establishments.
The document, finalized
in 1983, and came to be

known as the ‘Basel 1991-Committee
Concordat’, set out clarifies its
principles for sharing definition of loan-
supervisory loss reserves that
responsbilities between can be assigned as
regulators when a bank capital for capital
has foreign interests. adequacy

1996- Committee
amends the capital
Accord to include banks’
market risk exposures. 2006 (estimated)-
Banks can use internal Basel II Accord to
value-at-risk models, be implemented
subject to certain
standards, to measure
their market risk capital
requirements.

1988-The Basel Accord, which
focuses on credit risk, is approved by
the G-10 bank governors and issued to
banks in July. It puts in place a
minimum capital standard of 8% of a
basket of risk-weighted assets for
banks engaged in international
business by the end of 1992

1995-Committee

issues an 1999-Committee
amendment to the launches first round of
Accord to recognize consultations for a new
the effects of capital adequacy
bilateral netting of framework to fully
banks’ derivative replace the 1988 Accord-
credit exposures now termed “Basel I1.”

Figure 1.1. Evolution of the Basel Committee and capital adequacy regulation

(Source: Ferry (2003:54-S5)
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that the Accord created a hard law standard. By taking account of the Accord’s soft
law nature, a novel conclusion may be reached on the politics of the agreement’s
negotiation. Thus, in addition to laying a historical base for the remainder of the
research findings on implementation, Chapter 2 contributes to a more empirically
accurate account of the agreement’s negotiation than has been presented in the
political science literature.

Chapter 3 presents a theoretical discussion of the implementation of
international soft law. It suggests that existing approaches to international
cooperation are unnecessarily crude by dichotomizing the implementation process and
a novel method of assessing degrees of compliance is proposed and illustrated with a
graphing exercise. This method permits researchers to bring together disparate
hypotheses of policy implementation and transnational policy convergence and
divergence together in a single, theoretical platform. This method will then be
employed to present a number of hypotheses concerning the implementation of the
Basel Accord.

Chapters 4-5 will subject these hypotheses to statistical examination. Chapter
4 will operationalize and generate descriptive statistics for quantitative measures of
implementation with the Accord and a variety of explanatory variables that are
suggested by the hypotheses. The descriptive statistics will be utilized in the
univariate testing of a number of the hypotheses. Chapter 5 will provide bivariate and
multivariate statistical tests.

Chapters 6-8 utilize the aggregate results to guide structured, focused
comparison case studies of implementation in the United States, France, Germany,
and Japan. Given the difficulties in determining the convergence of results from

different research strategies in studies employing triangulation techniques, the case
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studies will not test the exact theories tested in the quantitative exercise, but will use
the Large-N results as a guide to exploring the rich empirical detail behind
compliance with the Béﬁ Accord. Applied in sequence, the quantitative and
qualitative studies each contribute differing strengths to the testing of the hypotheses
that have been laid out. The quantitative element provides a broad understanding of
implementation and permits the forming of generalizable conclusions about the types
and correlates of implementation that have occurred. Yet, given the crude
operationalization of many social science variables, it is useful to have a more refined
account of implementation in a number of states. Though conclusions made about
each case may not necessarily be generalizable, it will be possible to elaborate on the
quantitative tests. Also, the qualitative studies multiply the number of empirical

testing grounds for the theoretical propositions.
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Chapter 2

The Political Economy of the Negotiation of the 1988 Basel Accord as
a Soft Law Agreement

2.1. Introduction
The 1988 Basel Accord established an extraordinary international financial regime.
Though negotiated by the G-10 states, and Luxembourg and Switzerland, the Accord
had been implemented in over one hundred countries by the late 1990s.! This
diffusion of the Basel capital adequacy standard proceeded in developed and
developing economies despite the absence of an enforcement mechanism or a
systematic political effort to encourage the Accord’s wide-spread adoption. Though
bankers and economists have criticized the Accord since its inception, it has become a
qualitative and quantitative standard that financial services regulators worldwide want
to be seen to be enforcing, and with which banks want to be in compliance.’

Yet the creation of the Accord was an arduous seven-year process that nearly
did not succeed. Discussions among the G-10 central bankers, meeting as the Basel
Committee on Banking Supervision, persisted for over a decade before the agreement
was concluded in July 1988. A consensus was difficult to reach as the negotiating
states maintained very distinct capital adequacy regimes with divergent definitions of

capital, unique capital regulatory vocabularies, and diverse national goals for their

bank regulatory policies that were difficult to reconcile. In addition to these technical

! This statistic is cited in Basle Committee (1999).

% To a certain degree, a systematic political effort to encourage the Accord’s negotiation emerged when
the Basel rules were adopted as part of the Bank for International Settlement’s Core Principles for
Banking Supervision. Though these rules have been recommended to developed economies and
developing economies, the latter through the advice of the IMF and World Bank as well as the BIS,
most of the world’s economies had adopted the 1988 Basel rules well before the Core Principles’
negotiation. See Basle Committee (1999).

3 Ward (2002) observed that the Basel Accord was heavily criticized by its supporters as by its critics in
1988. Supporters recognized many of the agreement’s limitations, yet found it a better solution than no
international capital adequacy agreement at all.

26



impediments, the members of the Basel Committee were placed under enormous
political pressures by their constituent commercial banks to negotiate a position
congruent with their economic interests—in most instances, this was a path dependent
position that would allow the maintenance of their regulatory status quo.

Political scientists’ explanations for the successful conclusion to the Basel
negotiations have fallen into two groups. The first suggests that the Accord solved an
international market failure resulting from the increasing internationalization of the
banking business. By the late 1980s, it was clear that regulators were less able to
effectively ensure the prudential security and international competitiveness of their
domestic banks and thus needed to establish an inter-state agreement to reinforce their
regulatory competence. This line of thought is rooted in the Institutionalist literature
of International Relations and concludes that the Accord provided joint-gains to all G-
10 states.*

The opposing argument suggests that the Accord resulted from the exercise of
financial hegemony by the United States and, to a lesser degree, the United Kingdom.
These two states grew impatient with the slow negotiation process and they gave
dissenting states, especially France, Germany, and Japan an ultimatum in 1987: if they
did not agree to their version of the Accord then their domestic banks may find
themselves unable to secure or renew operating licenses in New York or London. In
this scenario, the Accord produced wealth gains for American and British banks at the
expense of their international competitors. Drawing from economic theories of
“regulatory capture” this argument concludes that the Accord produced a wealth re-

distributive regime.5

4 Kapstein (1989, 1991, 1994) and Singer (2002).
3 Oatley and Nabors (1998).
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This chapter suggests that both of these perspectives are empirically inaccurate
and provides a third account that is more consistent with the painstaking compromises
that permitted the Accord’s negotiation. Following the arguments of international
legal scholars, I show that extant political science explanations fail to consider the
“soft law” characteristics of the Basel Accord.® The joint-gains and wealth
distribution arguments implicitly assume that the Accord created a discrete selection
of rules that committing states were required to meet. In practice, the Accord only set
out a minimum selection of baseline regulations and permitted national regulators to
exercise wide discretion for interpretation and implementatibn. States had the
possibility of “fitting” their existing regulatory structure within the Accord’s wide
parameters and comply with the agreement without undergoing as much reform as
some have suggested. I argue that by not considering these soft law characteristics,
the existing approaches present a misleading picture of the Accord’s history and draw
erroneous conclusions about the agreement’s ability to distribute symmetrical or
asymmetrical gains. In doing so, I recommend that students of international regime
implementation to turn their attention to the diverse “degrees of compliance” that can
emerge from non-binding agreements.

The chapter begins by briefly describing the Accord’s negotiation process and
enumerating the distinct negotiating positions of the Basel Committee members.
These negotiating positions, it will be shown, were highly influenced by the
Committee member states’ desires to maintain their extant capital adequacy
regulations and ensure that the Accord required as little domestic regulatory change as

possible. In presenting these negotiating positions, the chapter makes the first

¢ Alexander (2000b), Ho (2002).
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academic effort to systematically compare the pre-Basel Accord capital adequacy
regulations of the G-10 economies.

Next, this chapter will challenge both extant political science explanations for
the Accord’s negotiation. The rudiments of the joint-gains and wealth redistribution
arguments are presented and challenged by explicitly considering the Accord’s “soft
law” characteristics. It is suggested that by looking at the way the agreement
structured the implementation process, it is necessary to re-cast the story of the
Accord’s negotiation. By considering the potential for compliant states to maintain
widely differing capital adequacy regimes, the extant theories must be qualified. This
conclusion will be supported through the presentation of comparative legal and

econometric studies.

2.2. Negotiation of the 1988 Basel Accord

The Basel Accord was negotiated by the G-10 central bankers and bank supervisors to
accomplish two objectives.” First, it endeavored to increase the stability and finencial
soundness of these country’s internationally active commercial banks. Second, it
sought to induce inter-state regulatory convergence and moderate sources of
competitive regulatory advantages for commercial banks. Concerns for the former
arose from the intensification of international bank competition from the late 1970s.
During this time, the coalescence of technological, political, and market factors
increased the opportunity costs of providing traditional financial intermediary services
exclusively to the domestic marketplace. Though variations persisted among
industrialized states, large commercial banks expanded their geographical and product

offerings. Branching extended internationally as banks followed their multinational

7 Basel Committee (1988), at §3.
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clients abroad, pursued foreign market shares, and sought to arbitrage the inter-state
regulatory regime in search of non-market advantages.® Banks diversified their
income streams through the issue of new products, many of which did not appear on
the balance sheet (“off-balance-sheet™ business), and were consequently unaccounted
for in many states’ regulatory exam procedures.9

The result was the increasing fragility of the G-10’s largest banks. The
intensification of trans-border competition squeezed profit margins (the gross margin
between banks’ lending and borrowing rates) and pressured bank managers to seek
out riskier investments in order to increase revenues.'® In the best of market
environments, commercial banks seek out risky investments to remain competitive

and solvent. As financial analyst Dominic Casserley observed:

Most businesses shun risk...they try and pass on their financial risk to others so that they
can concentrate on making and selling their products. To succeed, however, financial firms
must seek out risk. In nearly all their businesses, by being able to separate well-priced from
underpriced risks, they can prosper. By avoiding all risk, however, they cease to be
financial firms at all and will wither away."'

Yet the competitive environment of the late 1970s and 1980s led international
commercial banks to engage in a wide range of, what could now be regarded as,
poorly priced risk-taking.

In particular, this has been observed in the types and extent of loans advanced
to lesser-developed economies during the 1970s. The recycling of OPEC’s
petrodollars through the eurocurrency markets left G-10 banks with large loan
exposures to LDC governments by the early 1980s. American banks generated the
largest exposures, ranging from about 100-200 percent of their capital. British and

Japanese banks were second and third with exposures of 80 percent and 50 percent of

¥ Dale (1984:11-12).

® Vernon, Spar, and Tobin (1991:130-136).
1 Ibid.

1 Quoted in Matten (2000:1).
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their capital, respe:ctively.12 As Figure 2.1 shows, the most important measure of
bank soundness, the ratio of capital-to-assets, steadily decreased in most
industrialized states in the decade leading up to 1988. Though banks’ capital levels
are neither an indicator of financial health nor a sufficient measure of bank stability,
they have become the key benchmarks with which the market and regulators judge
financial institutions’ ability to withstand adverse economic shocks and manage
risks.”® As a result, the Basel Committee on Banking Supervision (BCBS) issued a
paper that concluded, “that in the current and prospective environment further erosion
of capital should, on prudential grounds, be resisted and that, in the absence of
common standards of capital adequacy, supervisors should not allow the capital
resources of their major banks to deteriorate from their present level, whatever those
levels may be.”'*

The second objective of the Accord was to ameliorate many of the prudential
regulatory distinctions between states. The multi-nationalization of banking
complicated the task of prudential bark regulation. Domestic bank supervisors could
now inspect and regulate only a limited part of an international banking network. >
As Peter Cooke of the Bank of England observed in 1981, “supervisors were still very
much domestically oriented within the framework of different national banking
systems.”16 The absence of an international institution to facilitate information

exchange between bank regulators is believed to have conferred information

asymmetry advantages to banks. With this superior information, it is believed that

2 Oatley and Nabors (1998:46).

13 Pecchioli (1987:106).

! Basle Committee (1983:8-15).

" Vernon, Spars, and Tobin (1991:131).
16 Cooke (1981:238) in Dale (1984:172).
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many banks were able to build large risk exposures that no single regulator was able

to detect.17
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Italy (8) —  Canada (5) United Kingdom (5) = United States (15)
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Belgium (3) Germany (11)

Figure 2.1. G-10 Banks' Capital-to-Assets Ratios, 1970-1985

(Source: The Banker, various issues)
#Numbers in parentheses refer to the number of banks sampled
Capital defined as common stock, disclosed reserves, and retained earnings

In addition, many G-10 regulators believed that the absence of a supranational
regulatory regime permitted states to confer regulatory advantages upon their
domestic banks. In this view, some states’ regulators, commercial banks, and
perhaps politicians, colluded to implement comparatively lax prudential standards
that permitted their banks to outperform their international competitors. Though
evidence for this position is difficult to establish, many American politicians and
bankers believed that the Japanese and French banks were successfully leveraging

relatively weak credit risk regulations to build positions unattainable in the US due to

I7Vernon, Spar, and Tobin (1991:131).
18Euromoney (1998), Oatley and Nabors (1998), Reinicke (1996).
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the more demanding solvency requirements imposed by the American regulators.
Thus in an effort to address this source of regulatory competitive disadvantage, the
US urged the creation of a multilateral standard to create a level regulatory playing
field.

In order to address these concerns, the G-10’s central bankers initiated
discussions for an international capital adequacy standard in 1981. They met, with
representatives of Luxembourg and Switzerland, as an informal group now termed the
Basel Committee on Banking Supervision at the Bank for International Settlements
(BCBS) in Basel, Switzerland. This committee set to work devising a multilateral
bank capital standard. Though capital adequacy regulation is among the most critical
component of any state’s prudential regulatory system, there were and remain great
distinctions in the way states implement such rules.”” Recognizing this, the BCBS
did not attempt‘formal legal harmonization but “greater convergence among its
members with regard to national definitions of bank capital for supervisory
purposes.”20

This initiated a seven-year negotiation process. During this time, the
Committee established numerous complex methodologies for constructing a common
standard able to incorporate the particularities of each G-10 state’s capital adequacy
regime into a unified framework. Establishing a “functional equivalents” scheme
presented many technical difficulties.?! As Table 2.1 shows, there were sharp
distinctions in the G-10 states’ definitions of capital and the way they derived capital
regulations. The Basel Committee does not have any formal enforcement authority

and approves of measures on the basis of unanimity and it was thus necessary to

construct an agreement that did not diverge too significantly from any one state’s

19 Dale (1984).
2 Base] Committee (1981:7) in Norton (1992:35).
21 Basel Committee (1986:10-27) in Norton (1992:35).
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extant regime to secure approval. The result was a slow and deliberate negotiation
process. Resolution was confounded by the technical difficulties of constructing a
common standard and the intense political pressure that domestic banks placed on
their regulators to adopt a standard convergent with their current practices and
interests.

Efforts to conclude an agreement were boosted by the urgency created by the
LDC debt crisis, beginning in August 1982. This crisis prompted much criticism of
the BCBS for its failure to anticipate and prevent the expansion of G-10 lending that
led to the crisis. Most importantly, the crisis was partly responsible for the US
Congress’ decision to issue the International Lending Supervision Act in 1983 that
demanded that its banking regulators arrange for the conclusion of the multilateral
capital adequacy negotiations while implementing a stricter domestic capital code.
With this new political impetus, US Federal Reserve chairman Paul Volcker placed
pressure on the Committee to conclude some sort of agreement. The initial effect was
continved delay. An October 1986 Committee paper cencluded that, “[o]ver time, it
is hoped that the exercise will assist in determining the divergence between the capital
positions of different national banking systems.”* This lack of progress did not

impress Volcker or the US Congress.

22 Basel Committee (1986:19) in Vernon, Spar, and Tobin (1991:140), emphasis added.
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Country Belgium Canada France Italy Japan
Definition of scommon equity scommon equity sshare capital edisclosed *equity capital
capital *published and *permanent preferred ereserves reserves * reserves
hidden reserves stock egeneral provisions egeneral provisions esubordinated debt
eretained earnings sconvertible preferred sunlimited for some banks
general provisions stock subordinated debt
* limited elimited subordinated
subordinated debt
debt
Are assets yes no yes no no
risk-weighted?
Minimum varies between gross assets should 5% variety of no minimum
capital ratio 5-7.5% not exceed 30-20 different ratio
times total capital requirements
Country Luxembourg Switzerland UK US West Germany
Definition of sshare capital *paid up capital sshare capital scommon stock sequity capital
capital sTeserves *published reserves ereserves spreferred stock sretained surpluses
eretained eamings elimited subordinated elimited subordinated eprofits ssilent capital contributions
egeneral provisions debt debt scontingency eprofit participation rights
elimited subordinated egeneral bad debt capital reserves
debt provisions elimited subordinated
Are assets debt
risk-weighted? no yes yes yes
no
Minimum .
capital ratio Range of 3-10% varies varies 5% variety, including a 5.6% minimum

Table 2.1. Comparison of 11 States’ Pre-Basel Capital Adequacy Regulations

(Source: Derived from data in Dale (1984)
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2.2.1. The US-UK Accord

The result of the deadlock in Basel was Volcker’s decision to establish a
bilateral capital adequacy agreement with the United Kingdom in July 1986. Volcker
approached the Bank of England governor, Robin Leigh-Pemberton, regarding a
bilateral accord that circumvented the Basel negotiation processes. The United
Kingdom was in the process of overhauling their domestic capital rules to incorporate
banks’ off-balance sheet risks and quickly agreed to establish a bilateral standard.
The process of coordinating these two states’ capital adequacy standards was
relatively straightforward. Beyond the fact that coordinating two states’ policies is
more easily accomplished than coordinating those of twelve, the US and UK rules
had several common features. In particular, each state’s regulators recognized the
need for a risk-weighted capital adequacy standard®>. Though the US did not have a
risk-weighting approach in place during the Basel negotiations, such an approach had
been utilized in the past and was under consideration after the LDC crisis.?*

The remaining distinctions between the US and UK practices were dealt with
through a mutual recognition compromise. Each state allowed its domestic banks to
maintain some forms of capital that the other did not recognize. In particular, Table
2.1 shows that the Bank of England included general bad debt provisions while some
American regulators recognized almost unlimited preferred stock as regulatory
capital. Neither regulator would expand its definition of regulatory capital to

incorporate the other’s idiosyncrasies. A solution was found by creating a two-tier

3 A risk-weighted assets regulatory approach requires capital adequacy standards to vary with the
contents of a bank’s asset structure. Banks with lending portfolios concentrated in higher risk lending
are required to retain more capital as insurance against counterparty default. See Matten (2000) and
Dahl and Shrieves (1990).

** See Kapstein (1989:338) and Norton (1992:37). In particular, Kapstein argues that the US “learned”
the risk-weighting approach from the UK, indicating a knowledge transfer occurred between the two
states. This may not be the case however as US regulators had experimented with risk-weighting
approaches since the 1950s. See Federal Reserve Board (1956).

36



capital measurement scale. The first tier (termed “capital included without limits™)
included those capital elements that the US and UK agreed were of a high quality and
thus readily available to meet bank losses. The second (“capital included with
limits™) included capital instruments that could meet bank losses, yet not as readily as
top-tier items. To ensure that banks’ capital bases contained more high quality
capital, it was stipulated that tier 2 capital could not exceed 50 percent of the total
items included in tier 1. The disputed capital instruments were, for the most part,
allocated to the second tier and each state was free to interpret the agreement as they
choose within the parameters, see Table 2.2.% In this way, the US and UK agreed on
a capital accord that emphasized a common and high quality definition of capital and
yet allowed each state to included its own unique forms of capital.

Looked at strategically, the key importance of the US/UK accord was the
political economic pressure it exerted on BCBS members to conclude a multilateral
agreement. The announcement of the bilateral accord was described as a “bombshell”
by one regulator.? In particular, European Community member-states were
concerned that the UK was circumventing parallel efforts to construct a common
European solvency standard within the EC Banking Advisory Committee. Also,
many Europeans resented the fact that they had been informed of the agreement only
one day before it was made public; some even argued that Britain could be in
violation of the 1958 Rome Treaty.?’

Such fears were exacerbated when Japan initiated discussions to opt into the
standard in late 1986. The US Congress had long expressed fears that Japan’s weak

capital standard had facilitated their banks’ success in penetrating the US financial

% yernon, Spar, and Tobin (1991:144-6).

% Ibid.

%7 The fears of these European Community states may not have been unfounded. Kapstein (1992: 266)
reports that Britain may have utilized its regulatory alliance with the United States to head off a
‘cockeyed’ European effort at capital regulation spearheaded by the French and Germans.
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services market in the 1980s. It is not unambiguously clear that Japan’s definition of
capital supports this view, yet their capital-to-assets ratios were among the lowest in
the G-10. The leading Japanese banks ratios averaged just over 2 percent in the mid-
1980s compared to a 5 percent average ratio for American banks, when these ratios
are constructed with common definitions of capital as in Figure 2.1. Perhaps fearing
that this US-UK agreement could result in the sanctioning of banks that did not
comply with it, the Ministry of Finance and the Bank of Japan sought to opt-in on the
assumption that elements of their unique capital regulations would be incorporated
into the two-tier structure, just as the US and UK’s rules had been fused. In
particular, Japan sought to include its unrealized capital gains into the agreement, an
important component of Japanese banks’ capital base. Negotiations on this point
were prolonged as the US and UK resisted these reserves’ inclusion given the
potential volatility of their value. Yet by September 1987, the capital regulation
philosophies of the US, UK, and Japan converged sufficiently for them to adopt a

sihgle regotiating positicn at Basel.

2.2.2. Negotiation of the Basel Accord

The first draft of the Basel Accord was issued three months after the
announcement of the bilateral accord. There has been some debate on the effects of
the bilateral (and with Japan, the trilateral) accord on the Basel process. Some argue
that the Accord was a catalyst for the finalization of the international negotiations,
while others suggest that the December 1987 announcement would have been

forthcoming without the bilateral standard and that the US/UK proposal served only

%8 Federal Reserve Bank of New York (1988), Reinicke (1995), Oatley and Nabors (1998)
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to aggravate extant tension and disagreement.?’ It may be difficult to definitively
conclude which position is correct, yet there seems to be little doubt that the 1986
accord significantly shaped the way that a Basel, and Brussels, solution emerged.

In particular, the Basel Accord resolved committee disagreements by adopting
a two-tiered mutual recognition framework. The final Basel Accord was issued in
July 1988 after several rounds of industry and inter-state consultation. The agreement
entered a transition stage from 1988-1992 and was to be fully implemented from 1
January 1993. The agreed definition of allowable capital, see Table 2.2, was
bifurcated into two tiers with the same 50 percent restrictions imposed on the quantity
of tier 2 versus tier 1 capital as the 1986 standard. The most noticeable distinction
between the two accords is that while the two standards roughly permit the same
number of capital instruments (about seven), most of the 1986 tier 1 items were
relegated to tier 2 status. It is generally held that this reorganization is the result of
the German Bundesbank’s objection that the 1986 accord permitted an excessively
weak definition of capital. German banks were subject to a very strict definition of
capital and German regulators worried that they would have to loosen their standards
or be competitively disadvantaged. The compromise was to include the various
“weaker” capital types, yet limit their use through the tier 2 classification.

Also, I advance that this two-tiered framework permitted a resolution to be
reached by allowing each regulator to “fit” their extant regulatory practices into the
international code. By comparing the pre-Basel regime capital practices with the
Basel standards, see Table 2.2, it is clear that nearly every state’s idiosyncratic capital
definition qualified for the Basel standard. The Accord went to great lengths to bring

about this congruence. Some elements of hybrid tier 2 capital are included to

% Norton (1992:39).
%0 Sawabe (1995).
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incorporate the instruments of just one state’s capital regime—for example, French
titre participatif and German Genusscheine. For the remaining capital instruments,
states were left to include or exclude these instruments at their discretion. The
Accord essentially produced a “mutual recognition” framework similarlt\gzi{pjr/oduced
by European efforts to create a Single Market; permitting states discretion for

implementing policy tailored to their national circumstances within the confines of a

minimalist standard, thus ensuring some degrees of transnational harmonization.

US-UK Accord Basel Accord
Capital without limits Tier 1
*Common stock *Common stock
*Retained earnings Preferred stock
*Minority interests *Disclosed reserves
*General reserves *Retained profits
*Hidden reserves *Minority interests
Capital included with limits Tier 2
*Preferred stock *Undisclosed reserves
*Subordinated debt *Revaluation reserves
*General provisions
*Hybrid debt capital
*Subordinated debt

Table 2.2. Comparison of the US/UK Accord-Basel Accord Capital Regulations

Beyond capital definitions, however, it is not clear to what extent the Accord
required significant BCBS change in other areas of capital regulation. The Accord
required regulators to comply with three additional standards pertinent to capital
adequacy assessment. Banks were required to maintain 4 percent of the value of their
assets in tier 1 capital and 8 percent in total (tier 1 + tier 2) capital. Banks were
required to multiply their assets (e.g. loans extended to counterparties) by a pre-
established multiplier whose value corresponds to the ex ante determination of a

counterparty’s default risk. These multipliers or “risk-weights” were set out in the
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Basel Accord. Risk-weights apply for both on-balance sheet and off-balance sheet
asset classes. To determine how much capital to set aside for a particular loan (on-
balance sheet) or letter of credit or derivatives contract (off-balance sheet) bank
managers determine the product of an asset’s value in relation to its risk-weight. A
£100 credit to a private sector corporation requires a 100 percent risk-weighting and a
bank needs to hold £8 of the value of this loan as a capital adequacy cushion.>’ The
100 percent weight represents that the full value of the 8 percent capital requirement
imposed. Another way of expressing this is to indicate that a corporate loan has to be
supported by 8 percent regulatory capital.’? Yet if the counterparty is a bank
domiciled in an OECD country, the £100 credit would require only £1.6 regulatory
capital as these assets have a 20 percent risk-weighting or a 1.6 percent capital
requirement.

Yet, like the definition of capital, some latitude for regulatory discretion was
provided for these required ratios and risk-weightings. In particular, the Accord
explicitly deemed a selection of asset classes subject to national discretion. Also, like
capital definitions and minimum ratios, the Accord encouraged states to implement
beyond minimum interpretations wherever possible.

The ability of states to arbitrage these discretionary areas and “fit” their extant
capital adequacy regimes into these other areas of the Accord’s rules may not be as
clear-cut as in the case of capital definitions, yet some elements of this may have
indeed been possible. This will be discussed further in later chapters, but many states

did not have risk-weighted capital standards before the Basel Accord, but required

3! The risk-weights have generated a great deal of criticism from regulators and banks. The 100
percent weighting in this example would apply to any private corporation, regardless of their size,
prestige, or access to capital resources. This means that a local, corner store and a FTSE-100 firm
would earn identical risk-weightings. Criticisms of this broad treatment of asset classes has been a key
argument behind the negotiation of the Basel Accord 2. See The Economist, 3-9 May 2003.

32 Matten (2000:88) indicates that practitioners would be more likely to formulate the capital
requirement in this way.
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banks to maintain assets against a less risk sensitive measure of their balance sheets.

It is difficult to estimate the regulatory burden of generating a risk-weighting
framework across jurisdictions. Yet, many states may not have tinkered too finely
with their regimes as Dale’s study of 11 developed economies revealed that about half

had implemented risk-capital standards in advance of the 1988 agreement.

2.3. Theoretical Perspectives on the Basel Accord

As the Accord was one of the first international financial regulatory agreements, it
has attracted considerable attention in International Relations. Political scientists
have developed two explanations to explain the successful negotiation of the Basel
Accord. Both sets of theory argue that the Accord was successfully negotiated
because of the exercise of American—and to a lesser extent, British—financial
market power over other G-10 states. Yet, one standpoint argues that the Accord was
successfully negotiated because it allowed states to share in joint gains. This
argument posits that only an international agreement would allow regulators to meet
their twin goals of creating a safe prudential regulatory environment without
paralyzing the international competitiveness of their banks.** Opposing this
conclusion is Oatley and Nabor’s (1998) argument that the agreement was purely the
result of US economic hegemony. The agreement disadvantaged the majority of the

G-10 states and advantaged the US. The agreement did not produce joint gains.

2.3.1. Joint-Gains Theory
A common approach to explaining the successful negotiation of the Basel Accord has

been to emphasize the mutual benefits realized by all BCBS states from the

33 Kapstein (1989, 1991, 1994) and Singer (2002).
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agreement. This argument draws from Institutionalist theory in International
Relations and concludes that the Accord distributed gains for all G-10 states. 3% This
argument is grounded in the reasoning that international financial integration had both
increased systemic financial risk and reduced the ability of domestic supervisors to
ensure the soundness of their banking systems. The result had been the emergence of
an international market failure evinced by the LDC debt crisis and the meltdown of
the American commercial banking and thrift industries during the 1980s.

Moreover, financial integration increased the opportunity costs for unilateral
prudential standard setting. Before the 1980s, cross-country differences in capital
adequacy policy were not only justifiable given states’ unique financial histories and
markets but of little practical relevance so long as banking remained a mostly
domestically oriented business. Yet, the internationalization of banking may have
caused previously benign distinctions in capital policy to become a new source of
competitive advantage or disadvantage; this created the need for a multilateral capital
adequacy stendard.®®

The only way to solve this market failure was through collective regulatory
action that would be mutually beneficial. Structural forces in the international
financial economy created a regulatory demand that required a collective international
political response. As Kapstein argued, "[t]o the extent that the payments system had
the character of a public good, it was reasonable to ask every state to contribute to its
maintenance."*®

Kapstein (1989) and Singer (2002) argued that the Accord helped G-10 states

resolve a common "regulator's dilemma." Each bank regulator must solve a policy

3 This argument has been advanced by Kapstein (1989, 1991, 1994), Reinicke (1995), and Singer
(2002).

33 peccioli (1987:115).

36 Kapstein (1989:331).

43



dilemma emerging from their conflicting twin objectives: rules must be sufficiently
stringent to induce prudential behavior from regulated banks and yet sufficiently lax
to prevent domestic banks from losing international competitiveness. The only way
that a state can balance these demands is through an international agreement that sets
a minimum level of prudential regulatory stringency. This international standard
should protect against systemic instability while providing a minimum regulatory
floor that permits domestic regulators to set necessary prudential standards without
fear of creating competitive disadvantage. In this way, the Basel Accord resolved a

mutual problem of the G-10 states and thus the agreement was pareto-optimal.

2.3.2. Redistributive Theory

A paper by Oatley and Nabors (1998) disagrees that the Accord benefited all Basel
Committee members. They suggest that the US leveraged upon its large financial
markets to impose the Accord on the G-10, particularly Japan and France. The US
designed an international agreement congruent with its interests in order to support
the competitive position of its commercial banks, at the expense of their G-10
competitors.

Oatley and Nabors begin by observing that states may wield asymmetric
negotiating authority in international negotiations. They concur that inter-state
regimes can produce joint gains, yet only if two conditions hold: the agreements must
be approved by unanimity and no state has the ability to manipulate the choice set of
its negotiating partners. Drawing from public choice theory, they advance Mueller's
argument that, "an individual who can control the agenda of pair-wise votes can lead

the committee to any outcome in the issue space he desires."*” States propose and

37 Mueller (1989:88) in Oatley and Nabors (1998:41).
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support international agreements only if they benefit their domestic interests, in this
way regimes produce joint gains or they do not exist. Yet if a state can successfully
manipulate the choice set of another negotiating state, or establish a punishment
mechanism for non-cooperation, it can force the others to join regimes contrary to its
domestic interests. These regimes have the potential to redistribute gains from one
state to another and are thus pareto-inoptimal for some committing states.

This logic is best explained through empirical application. Oatley and Nabors
argue that the Accord was not in the interests of many BCBS members. To
empirically establish this position, they conduct a comparative analysis of the pre-
Basel capital adequacy ratios of a panel of French, Belgian, German, Italian, British,
American, and Japanese banks from 1981-1987. It is argued that the Accord set a
minimum ratio more in line with those of American banks than French or Japanese
banks. In their panel, US banks have an average capital ratio of 4.31 percent, while
French and Japanese ratios averaged 1.87 and 2.52 percent, respectively. From this,
the authors conclude that, "[h]armenized capital adequacy therefore represented a

negative transfer of banking income."*

The empirical puzzle for these authors: how
did such a redistributive outcome emerge?

The answer is that the US successfully blackmailed France, Japan, and other
recalcitrant G-10 states to agree to the Accord. American regulators had to solve a
regulator's dilemma that was created by the need to implement stricter capital
standards, after the LDC crisis, without disadvantaging the competitiveness of US
banks. When the Basel Committee's negotiations stalled in the mid-1980s, the
Federal Reserve responded with the formation of a regulatory cartel with the Bank of

England by negotiating the bilateral accord. Given the importance of the New York

*0atley and Nabors (1998:48).
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and London financial markets, this accord narrowed the choice sets of other G-10
states so that they did not have any option but to agree to sign the Basel agreement.

If French, Japanese, and other G-10 regulators failed to acquiesce to a
multilateral capital standard, they risked their banks’ exclusion from the British and
American markets. Oatley and Nabors note that "[b]y concluding a stringent bilateral
accord with Great Britain and threatening to apply the terms of this accord to foreign
banks operating in the U.S. market, American policymakers effectively eliminated the
regulatory status quo from G-10 policymakers' choice sets."* The only choice thus
left for the Committee was to agree to a multilateral standard that would enable them
to moderate the terms of the US/UK standards in a way that would not entirely
disadvantage them.

This strategy was successful. Japan was first fo succumb, given their already
rocky relations with US regulators. Shortly thereafter, the Accord was concluded as
France, Germany, and others agreed to a compromise solution to avoid US and UK
sanctions. The result was the creation of an internaticnal regulatory regime that

provided asymmetric gains for a subset of the G-10 at the expense of others.

2.3.3. Basel Accord as International Soft Law

Yet, the joint gains and redistributive views of the Basel Accord both fail to take stock
of the soft law nature of the agreement. They implicitly assume that the Accord
established a discrete selection of "hard law" bank regulatory guidelines that
counterparties to the agreement must implement to be in compliance. This position
provides an inaccurate portrayal of the way the Accord was structured and the rules

that guided its implementation. A more empirically faithful exposition of how the

% Qatley and Nabors (1998:49).
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Accord was negotiated must directly address its soft law qualities, particularly those
relating to the high level of discretion permitted in the 1988 agreement. Research
must be focused on the way the Accord was to be implemented to more fully
appreciate its negotiation.

The failure of most political scientists to address the Accord's soft law
characteristics may be the result of the ambiguities inherent in the soft vs. hard
dichotomy. Generally, the term “soft” is employed to refer to those forms of domestic
or inter-state law or simply norms that are non-binding or are not enforced with some
form of politically imposed punishment mechanism. More simply, Alexander
(2000b:3) observes that, “[s]oft law generally presumes consent to basic standards and
norms of state practice, but without the opinio juris necessary to form binding
obligations under customary international law.” Yet very often, soft law will be
employed in tandem with "harder" or enforced norms or used as a “precursor to hard
law or as a supplement to a hard law instrument...[s]oft law instruments often serve to
allow treaty parties to authoritatively resolve ambiguities in the text or fill in gaps.”40
The distinction between the two may blur in such cases. The vagueness of the term
may be pronounced in the study of international law as the absence of a supranational
political structure may render all agreements soft to one degree or another.*!

Yet, there are some standard indicators with which to classify international
law as possessing more “soft” versus “hard” characteristics. Alexander (2000b)
highlights that legalization is better characterized as a multidimensional continuum
rather than a dichotomous quality: law or non-law.*> Domestic and international legal
standards vary from the ideal types “no law” to full “hard law.” Placement in this

continuum, between these end points, is determined by the extent to which a law

%0 Shelton (2000:10).
“I Ho (2001:648).
“2 This discussion draws exclusively from Alexander (2003b:6-8).
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obligates agents to adhere to precise standards and delegates a third party authority
(i.e. a court) to resolve disputes and issue rule interpretations. These three variables
are maximized in full hard law, fully absent in the instance of no law, and present in
varying degrees and combinations in softer legalization types.

By these standards, the Basel Accord represents an example of soft law. The
Basel Committee does not possess any legal enforcement authority and states comply
with the Accord at their own discretion. Beyond this, the Accord created, what could
be termed, a soft law set of norms. The Accord established what a recent World Bank
study termed a "minimum harmonization" or baseline of rules that states must adopt,
yet provided a high degree of national discretion for interpreting these rules into their
national banking regulations and codes.®® In this sense, the Accord achieved what
Woolcock (1996) referred to as “constructive ambiguity” in the context of European
Union standard setting. Like European standards permitting “subsidiarity” the
Accord is constructive in the sense of enabling states with very different policies to
sign up for a single unifying standard. A balance is struck between the
harmonization and persistent competition of rules.** As a result, the Accord is
perhaps not only a soft law in the sense of being non-binding but a “softer” version of
soft law for not establishing a clear criteria by which to measure implementation.*

Woolcock (1996) highlighted a number of practical advantages to such soft
law agreements. In a discussion of the rules underpinning the European effort to
create a Single Market, he observed that providing high levels of national discretion
within international agreements permits a “constructive ambiguity” by allowing
governments with very different views of the role of regulation to agree to some form

of common framework. In some instances, this form of loose confederation of rule

3 Cally and Majnoni (2002:13).
* Woolcock (1996:290).
> Ho (2002:648).
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making may represent a “radical, open-ended alternative to harmonization which
allows a market for regulation to reflect divergent national (or sub-national)
preferences for public goods” while allowing some degrees of international rule
competition.46

In addition, explicitly considering such “soft law” characteristics permits the
advancement of a key theoretical challenge to the conclusions reached by orthodox
political science explanations for the Accord’s negotiation. A necessary assumption
of the regulator's dilemma model is that the Accord produced some transnational
regulatory convergence. If this assumption is violated and states adopt widely
distinct interpretations of the Accord's provisions, the dilemma persists. Measuring
how much convergence is required to qualify as sufficient to affect a successful
escape from the dilemma is probably neither possible nor necessary. The regulator's
dilemma is more a theoretical exercise than a tool subject to empirical falsification:
operationalizing the constituent variables such as too much regulatory stringency or
laxity are likely impossible except through ex post empirical analyses. Therefore, it is
not possible to conclude that persistent divergence in the Accord's application would
exacerbate the regulator's dilemma. This would provide a key qualification to the
joint gains argument.

Similar qualifications can be applied to the redistributive argument.
Concluding that the Accord distributed wealth from one subset of the G-10 to another
seems to again assume that a common standard was imposed. Yet if the Accord did
not substantially alter the risk-capital regulations of the French or Japanese

authorities, how can this argument be justified? Moreover, the Accord did not address

many policy elements that influence the stringency of capital adequacy regulation.

46 Woolcock (1996:296).
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Scott and Iwahara (1994) and Scott (1995) illustrate that the Accord could not create a
level playing field as it failed to harmonize regulations concerning the way banks
provision for doubtful loans, the accounting and tax procedures with which banks
measure capital, the way that capital adequacy policy is enforced, and the implicit or
explicit government bail out policy for troubled banks. They found that achieving
convergence in the definition of capital and a common capital-to-assets policy could
ultimately produce a more uneven regulatory playing field if these other policy areas
were not also harmonized.

Oatley and Nabors do not support their position with detailed econometric
models of the determinants of cross-national bank profitability under the Accord's
procedures. In fact, the only statistical component of their analysis is a cross-national
comparison of the capital assets ratios of an extremely small sample of 14 G-10
banks. The authors drew conclusions about the relative capitalization of the BCBS
banks through the data of one French bank, three Japanese, and three American. I
will argue later that this small sample is empirically unrepresentative and leads to the
drawing of inaccurate inferences. Yet if persistent divergence were found, it would
also present some severe qualifications and perhaps a theoretical challenge to the
hegemonic argument of the Accord's negotiation.

Admittedly, stronger support for these conclusions about the influence of the
soft law provisions would require evidence that the uneven implementation of the
Accord independently influenced bank wealth. It would be helpful to know if there
has been convergence and whether degrees of convergence of divergence matters for
bank profitability. Do banks actually win or lose from the implementation of strong
or lax capital adequacy rules?

Theoretical and empirical treatments from financial economics literature have
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concluded that capital standards can influence the profitability of banks. Llewelyn
(1992) illustrates that one of the crucial goals of bank managers is to maximize their
asset profitability, or return on assets. The value of this profitability may be derived

from the expression:

P/A=P/E* E/A

where:
P = profits
A = average level of assets

E = equity capital base

If banks are required to hold more equity per their average level of assets (E/A)--or a
strict interpretation of a capital adequacy standard--this will require the increase in the
return-on-assets (with implications for product pricing) or lower the return cn equity
to the disadvantage of shareholders and the future supply of equity capital. Asa
consequence, the imposition of a stricter definition of tier 1 capital or a higher capital
requirement can impair the profitability of banks and the smooth functioning of a
banking system.

Econometric studies of these theoretical propositions have produced mixed
results. A Basel Committee review of six studies on the effects of the Basel Accord
on commercial banks’ stock prices indicated that about half found significant
effects.*’ Yet four of these studies employed panel data of US banks only. Among

the two that incorporated banks from a variety of BCBS members, both found that

7 A review of these studies is provided in Basel Committee (1999:41-44). The studies covered include
Eyssell and Arshadi (1990), Madura and Zarruk (1993), Cornett and Tehranian (1994), Laderman
(1994), Cooper et al (1991), Wagster (1996).
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asymmetric interpretations of the Basel rules may have produced wealth gains for
some states.*® Wagster’s (1996) study provided the interesting conclusion that
Japanese banks realized a cumulative wealth gain of 32 percent.

Yet there are empirical weaknesses in these economic studies. First, these
studies only look at the implementation of the Accord up to the very early 1990s. As
such, these studies do not address the effects of the Basel rules over the majority of
the implementation period and do not consider the impact of reformulations of Basel
rule interpretations over time. Also, these studies employ crude indicators of states’
interpretations of the Basel Accord’s provisions. The common method has been to
rely on newspaper and financial periodicals databases to collect data on the content of
states’ interpretations of the Basel rules. A more precise indicator is needed to more
fully account for the various ways that regulators can interpret the A(‘;cord. Many
elements of great importance to capital adequacy regulation are quite detailed and
complicated and do not necessarily make for interesting reading, even in the financial
press. From existing economic studies, we are thus unable to conclusively understand
whether the Accord produced uneven implementation and what the impact of this may
have been for bank profitability, and to test the veracity of political science
explanations of the Accord's negotiation.

Still, the very concept that the Accord did not produce high levels of
international rule convergence challenges the existing models. It may be suggested
that the empirical results of the implementation process are not relevant so long as
BCBS negotiators thought they were producing joint or asymmetric gains. Yet, all
regulators were well aware of the broad boundaries set by the Accord. Comparing the

state of the BCBS members’ pre-Basel capital adequacy rules with those of the Basel

“ Cooper, Kolari, and Wagster (1991), Wagster (1996).

52



Accord suggests that all states gained from this arrangement—including the US and
its drive to have preferred stock included in the list of allowable capital. Highlighting
the soft law nature of the Accord permits the inference that the Accord was not
designedgci‘igtribute bank wealth. There are simply too many avenues for allegedly
disadvantaged states (viz. France and Japan) to “fit” their existing capital practices
into the Basel framework. Oatley and Nabors do not provide evidence suggesting that
wealth was transferred to the US and UK, nor do they address the soft law nature of
the Accord.

The remainder of the thesis will work towards contributing to understanding
these questions in more detail through the close measuring of the levels of
convergence and divergence among the G-10 states over time and weighting of the
political and economic explanations for these rule interpretations. The joint and
redistribution gains hypotheses will be reviewed in light of this study’s findings in
Chapter 9. It is hoped that this study will contribute to a resolution of this debate on
the Basel Accord and suggest fruitful avenues for future research on international

financial regime implementation.

2.4. Conclusion

This chapter presented a review of existing research on the negotiation of the 1988
Basel Accord. It has argued that existing political science explanations for the
Accord’s successful negotiation have failed to come to grips with the rudiments of the
Accord’s content. The 1988 capital adequacy agreement did establish some minimum
guidelines for the G-10 states’ prudential regulatory practices, but it also allowed wide
areas of discretionary policy-making in the implementation of these standards. The

empirical veracity of existing approaches to understanding the creation of the Accord
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was called into question by their failure to endogenize these “soft law” qualities of the
Accord.

This chapter has also justified the necessity of a new empirical and theoretical
research program. Though economic studies have addressed the discretionary policy-
setting nature of the Accord, they have not found good indicators of the ways that the
Accord was implemented by industrialized states. Did states “fit” existing capital
adequacy practices into the broad regulatory confines established in Basel? Did
regulatory convergence or divergence emerge from the Accord? What variables
explain these empirical patterns? Existing research cannot provide good answers to
these questions.

The next chapter initiates this research program by considering how
international relations theories relate to understanding the implementation of
international financial regimes. It is suggested that most existing approaches fail to
address the idiosyncratic empirical questions raised by “soft law” regimes and

methods are proposed to address these theoretical lacuna.
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Chapter 3

Theorizing Degrees of Compliance with the Basel Accord

3.1. Introduction

This chapter develops a series of testable propositions about the conditions under
which states can be expected to implement a non-compliant, minimalist, or strict
interpretation of the 1988 Basel Accord rules. The propositions endeavor to provide
probabilistic statements that explain why states that committed to the Accord chose to
implement the strict or loose interpretations that they did and why, or why not, those
interpretations may have converged or diverged over time from 1988 to 2000. In the
context of the basic study of international relations, this chapter aims to contribute to
a broader theoretical perspective in which to understand the effects of an international
regime on state behavior in an issue area—financial services—that has not been
extensively considered in previous research and in a manner—dynamically—that has
not been generally adopted. The hypotheses derived in this chapter will receive a
quantitative testing in Chapters 4 and 5 and will form part of the qualitative analyses
of implementation in Part III.

By addressing the question of understanding degrees of state compliance or
convergence with the Basel Accord, this chapter moves into a relatively unexplored
area of international relations research. The overwhelming majority of extant
research into the influence of internationally agreed rules on state behavior center on
the conditions amenable to the successful implementation of regime rules into
national law. The effects of international agreements are generally treated as a static,
dichotomous process: the rules are implemented or not. In the study of the

implementation of the Basel Accord this dichotomization is empirically inappropriate
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given that national policy-makers were given extensive discretionary powers for
determining the exact manner in which the Accord was to be operationalized in their
domestic banking rules. Attention needs to be given to the effects of the Accord on
convergence or divergence with particular interpretations of the Basel rules. As over
100 countries claim to be implementing the Accord, the interesting empirical and
theoretical question is not if states have complied with the standard but ko_& N

This chapter suggests ways in which to answer this question through the
enumeration of nine hypotheses. These hypotheses seek to contribute to the
cumulation of knowledge about the effects of international rules on state behavior by
drawing from, and extending, existing theoretical propositions from the study of the
international relations and comparative political economy. Yet this chapter will put a
novel spin on these hypotheses by considering their applicability to understanding
degrees of compliance.

Section 3.1 commences by considering the distinct methodology of
considering a differentiated rather than dichotomous implementation process. It is
argued that existing theoretical approaches to understanding compliance with a soft
law regime are heuristically inappropriate. This is illustrated with a selection of
graphing exercises. Section 3.2 defines and describes the hypotheses and indicates
what evidence would allow for their falsification when given empirical test. Section
3.3 concludes.

By conducting these modelling and hypotheses-generating exercises, this
chapter seeks to make a number of innovative contributions to the understanding of
international relations. First, as mentioned, it seeks to judge the influence of an
international “soft law” financial regime on state behavior. Few studies have

explicitly considered the post-negotiation phase inter-state agreements in this issue-
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area. Second, it develops hypotheses that aim to understand patterns of convergence
and divergence of state responses to an international agreement, rather than look
solely at a dichotomous question of regime implementation. Third, this chapter seeks
to build-in a dynamic component to the standard static models of policy compliance
by theorizing about the conditions under which we may expect policy convergence or

divergence to emerge over time.

3.2. Theorizing About Degrees of Compliance

3.2.1. Existing Approaches to Implementation

The study of the impact of international regimes on state behavior has become an
important and increasingly well-researched topic in the study of international relations
and comparative politics. The systematization and codification of inter-state norms
since the Second World War has naturally led to a basic and applied interest in the
utility of international regimes to independently or indirectly explain state policies.'
The variation of academic opinion is now quite wide.

Some Realists and rationalist Institutionalists argue that state compliance with
international rules is dependent upon the presence of a punishment mechanism for
defectors. This so-called Enforcement School does not consist of a homogenous body
of theory, owing to fundamental disagreements between Realist and Institutionalist
theorists. The general Realist position asserts that international institutions, or
regimes, do not independently influence state behavior. If states with heterogeneous

ex ante preferences alter their behavior in accordance to a regime this reflects the

! This thesis treats international institutions and regimes as interchangeable terms. There are
distinctions between the two as institutions refers to formal organizations such as the Bank for
International Settlements, World Bank, and IMF while regimes refer to the implicit and explicit rules,
norms, and decision-making procedures that guide state behaviors. Gilpin (2001:83) argues that these
two terms may be justifiably §# reated as interchangeably as it is the regimes produced by institutions
that are important for shaping international outcomes. See Krasner (1982:186) for the classic definition
of a regime.
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underlying power structure of the international system. Regimes reflect the interests
of their most powerful members, or a hegemonic member. Widespread compliance
reflects the exercise of great state power or indicates that the regime resolved a
coordination problem in which states maintained homogenous ex ante preferences.2

Conversely, Institutionalists argue that international organizations can exert
independent influence on state behavior or act as intervening variables between power
and state behavior. In this regard, regimes may influence state behavior by
minimizing the transactions costs of cooperating, reducing uncertainty by providing a
forum for future cooperation, and establish a mechanism by which information can be
exchanged and regime defectors exposed and puni shed.? Thus, despite their
distinctions, these two system-level International Relations approaches are classified
as a single Enforcement School as they each conclude that more enforcement is
correlated with more compliance.

The Management School provides the chief opposition to the Enforcement
School. This approach adopts the somewhat counterintuitive assumption that,
“almost all nations observe all principles of international law and almost all of their
obligations almost all of the time.”* In this view, instances of non-compliance
genera]ly reflect states’ inability rather than unwillingness to comply. For example,
states’ apparent defection may result from the ambiguity of regime rules making
compliance difficult to judge, or a state may simply not have had enough time to fully
implement an agreement, or a state may not possess an administrative apparatus

capable of implementation. The solution to curbing defection is not enforcement,

% See Mitchell (1994) for a review of the Realist position on regime enforcement.

* See Keohane (1982, 1984), Stein (1982), Martin (1992), and Fearon (1998) for a representative
sample of this vast Institutionalist literature.

4 Chayes and Chayes (1993:177).
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which creates prohibitively high political and economic costs, but the international
political management of those impediments to compliance.’

A final group of theories includes the extensive range of middle range
hypotheses and theoretical frameworks generated by comparative politics and public
policy research. This heterogeneous body of research has developed at least since
Pressman and Wildavsky (1973) and has been so extensive so as to confound easy
summary.® More will be said of this approach later, yet at present it is sufficient to
highlight that this research has identified a wide array of generally domestic-level
variables, such as political institutions, market institutions, and ideas, associated with
compliance with inter-state regimes. Promising lines of research have been recently
innovated in the study of the influence of democracy and diverse legal traditions,
regional imitation effects’, and the dynamic study of regime implementation change.?

These three approaches constitute the core body of political economy research
into regime implementation. Though they adopt distinct simplifying assumptions and
thus often focus on divergent independent variables, the theories converge in their
dichotomous conceptualization of implementation. They each treat the
implementation dependent variable in a binary fashion in which state behavior takes
on one of two values: states comply or defect with their international commitments.
Whether a quantitative or qualitative research methodology is employed, the aim of
most policy compliance research is to discern variables correlated with an

implementation dummy variable. As Botcheva and Martin argue, “[t]his crude

* For example, see Duffy (1988), Chayes and Chayes (1993, 1995), Arora and Cason (1995), and
Young (1999).

® See John (1998) for an attempt at summary.

7 Simmons (2000).

% Baron (1995), Krueger (1996).
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dichotomization of the vast variety of state behavior has perhaps obscured as much as
it has revealed.”®

In particular, this dichotomization abstracts away many of the nuances
involved in the process of regime implementation. It does not allow for the
investigation of why some states may over-comply with regime rules while others
defect. A binary compliance variable can only record one of two possibilities:
defection or compliance. This variable is not exhaustive enough to capture the
empirical possibility that a state implements a regime in excess of the minimum
requirements. To capture such a possibility requires the abandonment of the dummy
variable concept in favor of an ordinal or interval/ratio level variable capable of
taking on three or more values: for example, defection or compliance or over-
compliance. Addressing over-compliance would seem to be as useful a question as
understanding defection, especially for testing Enforcement hypotheses that seem to
assume that states will, ceteris paribas, seek to defect from their international
obligations. If there are empirical instance of over-compliance they could be an
anomaly for Enforcement theory, especially if there is an enforcement mechanism that
applies to all states equally, and it would be important to capture this empirical
possibility.'°

Also, it would be useful to categorize those states that defect substantially from

those that fail to comply in a few minor issue areas. Understanding the degrees of
regime defection would again be an interesting phenomenon for the Enforcement
school to explain and perhaps a mandatory phenomenon for Managerialist studies.
Two of the key proponents of the Managerial School, Abram Chayes and Antonia

Handler Chayes argue that a “regime as a whole need not and should not be held to a

® Botcheva and Martin (2001:3).
19 Botcheva and Martin (2001:3) identify that empirical studies have identified instances of over-
compliance with regime rules by states, though they did not cite any examples.
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standard of strict compliance but to a level of overall compliance that is
‘acceptable’...” and “questions of compliance are often contestable and call for
complex, subtle, and frequently subjective evaluation.”'! A binary understanding of
compliance would seem ontologically incongruent with making these nuanced
judgements about compliance and operationalizing “acceptable” compliance
thresholds.

Further, an Institutionalist paper by Botcheva and Martin (2001), suggests that
eschewing the binary conception allows for an assessment of the differential impact of
regimes over time. By adopting a more nuanced understanding of compliance, it is
possible to move beyond the general debate of international cooperation studies—Do
Institutions Matter?—to ask more specific questions of How Do Institutions Matter?
Although it may be possible to capture some of this How question with a binary
variable, it is not possible to assess the conditions in which regimes will produce
convergence, divergence, or have no impact at all. Yet by looking at cases of over-
compliance and degrees of defection from regimes it is possible to create studics in
which we can more clearly observe the differentiated impacts of regimes and combine
studies of regime compliance with those of transnational policy convergence and
divergence with inter-state rules.!?

As illustrated from Botcheva and Martin’s example of international trade regime
effects (see Figure 3.1) a fuller understanding of compliance permits us to judge the
impact of a tariff reduction regime to create policy convergence or divergence. The
solid diagonal line represents the pre-regime tariff levels of States A, B, and C with

tariffs being measured on a multiple category ordinal scale and the solid horizontal

line, at M, representing the minimum tariff level established by an international

I Chayes and Chayes (1993:176, 198).
12 See Coleman (1994) and Walter (2000) for examples of the vast convergence literature applied to
banking and foreign direct investment issue areas, respectively.
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agreement. The dashed and dotted diagonals represent distinct options that the
sample states have in implementing the regime. Looking first at the dotted line, States
A and B choose to lower their tariffs in accordance with the regime while State C
maintains its pre-regime tariff levels. Though State B implements a more stringent
tariff slashing policy that State A, the overall regime effect is to lower tariffs and
produce convergence among the three states’ trade policies, even if State A does not
fully comply with the regime rules. If we were to derive univariate statistics for the
figure, the mean and the standard deviation of the three state’s tariff levels would
decline from the pre-regime period to the post-regime period. The dashed line, by
contrast, illustrates the decisions of States A and B to defect from the tariff regime.
Though State A defects more substantially than B, this implies that the regime
perversely produces a divergence effect. In this instance, the arithmetic mean and
standard deviation of the three states tariff levels increase."

It would not be possible to draw similar conclusions from a binary compliance
variable. This may be illustrated through a modification to the Botcheva and Martin
graph so that a dummy variable replaces the tariff level scale as the dependent
variable (see Figure 3.2). If the tariff level scale, along the y-axis, is replaced with a
binary conceptualization, each state’s response to the tariff regime is classified as
either Compliant or Non-Compliant (Yes or No). Though this figure illustrates the
influence of the regime on state compliance, it does not really inform on the extent of
convergence or divergence produced by the regime. The binary conception does not

give any indication of the way that the tariff regime actually impacts the behavior of

sub-state actors involved in international exchange.

13 Botcheva and Martin (2001:9).
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Level
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State A State B State C

Figure 3.1. Divergence and convergence effects
(Source: Botcheva and Martin 2001)

The solid line represents compliance by all three states and is equal to the M
horizontal. The dotted line indicates that State A defects from the agreement while
States B and C complies. In neither instance, however, are we informed about the
extent of compliance. Did State A fail to comply by a small margin, did States B and
C meet the minimum compliance standards or implement substantially more
aggressive cuts in their tarifflevels. We are informed about the behavior of states in
response to regime rules more than about their actions in accordance with the goals of
the trade regime. Ifall states substantially reduce their tariffs, along the dotted line,
then even with State A’s defection we can conclude that the regime achieves some
success. Measures such as the mean and deviation that conveyed useful information
with the differentiated variable in Figure 3.1 do not provide any information for the

binary conception.
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Figure 3.2. Divergence and Convergence Effects with a Binary
Compliance Variable

If the analysis of implementation is extended over a considerable period of
time, the weaknesses ofthe binary approach multiply further As Figure 3.3
illustrates, if'the period of analysis includes a snap shot ofthe tariff levels during pre-
regime period (7 -1), the initial implementation period (f), and an implementation
period at some point in the future (¢#+ 1), it is possible to observe changes in the
interpretations that states make to the way they are implementing the tariff regime.
This form of dynamic compliance analysis will be discussed below and is becoming
an important component ofthe study ofinternational cooperation. The solid line in
Figure 3.3 represents the pre-regime (/ -1) period while the dotted line represents the
initial (f) period of implementation when States A and B lowered their tariffs in
accordance with the regime. Yet the broken line now represents an extended

implementation (/ + 1) period. This line indicates that State A has, over time, opted to
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revise the way the tariff regime is implemented in its domestic political economy and
has adopted a higher tariff level. Perhaps the initial tariff level had a deleterious
consequence on domestic interests and a revision was made to the initial
implementation decision or there was a change in the government that elected a
political party supported by high tariff interests to power. Though the new tariff level
remains in compliance with the tariff agreement, as indicated by (M) on the y-axis,
there is now less convergence in the extended implementation period. If we construct
a similar dynamic analysis with a binary variable, no change is indicated from the
initial to the extended implementation periods. State A’s tariff reformulation changes
over time, yet it remains in compliance (below M in Figure 3.3) with the trade regime
so no change can be recorded on the binary indicator. This seems to be a key
theoretical weakness as the environment in which firms conduct their trade relations
changes over time, yet the pure focus on compliance/defection does not change.

The differentiated conception of compliance thus seems to heighten the ability
of international cooperation studies to understand the process of regime
implementation. It should be conceded that, in many issue-areas, the binary indicator
captures as much of the empirical reality as a more nuanced indicator. Underdal
(1995), for example, asserts that many security pacts, such as arms agreements, may
not allow any room for state discretionary policy-making while remaining compliant
to aregime. If there were no room for domestic maneuver within the confines of
regime rules, then the binary conception would seem to capture the compliance phase
of international cooperation adequately. Even though for such regimes, a fuller
account of the pre-regime period may seem useful. Yet, as will be discussed in the
next section, for the study of international financial agreements the differentiated

approach seems most appropriate as these agreements often provide wide room for
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discretionary policy by constructing international “soft law” or by prescribing a fairly
vague collection of “best practices.” 4 In these instances and for those regimes that do
permit elements of discretionary state behavior, studying degrees of compliance,
“directs our attention away from process tracing to consideration of variation in
outcomes...[i]t allows us to specify conditional hypotheses rather than the broad and
undifferentiated claim that ‘institutions matter.”” 15 Moreover, soft law regimes
highlight Alexander’s (2000b:7) argument that legalization is not properly captured
by a binary conception (no law vs. law) but a multi-dimensional continuum. Our

measures of state compliance with such agreements require the same qualities.

High

Tariff
Level

State A State B State C

Figure 3.3. Dynamic Divergence and Convergence Effects

3.2.2. Degrees ofCompliance and the 1988 Basel Accord
The Basel Accord falls within the category of international regimes that would be best

studied with a differentiated compliance indicator. As Chapter 2 discussed, the

KA summary ofmany ofthese regimes is presented in Appendix 3.1
I5Botcheva and Martin (2001:4).
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Accord is widely cited as a “soft law” regime.'® The agreement is not legally binding
on the negotiating states and responsibility for regime enforcement is delegated to
domestic bank supervisors. Most importantly, however, the Accord provides
domestic authorities with wide discretionary powers for determining how the Accord
is operationalized in their own regulations and bank codes. This is accomplished by
allowing a wide range of bank capital adequacy regulatory practice to qualify as
“compliant” with the Accord and then allowing domestic supervisors to pick and
choose among these practices when interpreting the rules for their own banks. The
Accord creates a regulatory baseline and invites states to exceed this baseline.'” The
1988 Accord provides states with a wide range of discretionary maneuver and
represents an excellent opportunity to analyze degrees of compliance. By adopting a
compliance measure capable of capturing the G-10 states’ various interpretations of
the Basel rules, it is possible to address the differentiated impact of the Accord and
measure the extent of convergence or divergence (if any) that the Accord produced.
Previous research into the Accord’s implementation confirms the importance
of analyzing degrees of compliance with the Basel rules. In particular, Daniel Ho
(2002) endeavored to identify variables associated with a binary indicator of Basel
regime compliance with a logistical regression model. Drawing from a recent World
Bank database, his study coded the capital adequacy regulations of 122 states so that
they score a “1” if they implemented the Accord and “0” if they did not.'® Yet
because about 90 percent of the sample states claimed to be in compliance with the

Accord, Ho was left to explain defection by only nine states.

1 See Alexander (2000) and Ho (2002) for a discussion of the ways in which the Basel Accord is an
example of a soft law regime and Shelton (2000) for a collection of papers discussing the nature and
ramifications of soft law.

17 See Basel Committee (1988), at §7.

18 Barth, Caprio, and Levine (2001a).
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There is thus very little information conveyed by viewing the implementation
of the Basel Accord with a binary measure. If Ho’s methodology is inputted into the
graph format utilized in the previous section, it is clear that his study does not seem to
contribute a great deal to understanding the implementation of the Accord. Figure 3.4
contains the implementation responses of ten states (A-J) with the solid line
representing the pre-Basel regime compliance level (at “No” for all states since there
was no previous international regime) and the dotted line representing the compliance
responses of the ten states, with the minimum compliance level situated again at M.
As 90 percent of Ho’s sample implemented the Accord, only 1 of the ten states (G)
scores a “No.” The results indicate that the binary indicator produces a rather
empirically asymmetric and theoretically uninteresting question for research as there
is nearly perfect compliance and convergence. It thus seems necessary to study the
Accord with a differentiated measure of compliance that is capable of focusing on the
question of how the Accord was implemented. Ho acknowledges this and suggests
that the “dependent variable may ultimately be even better captured by measuring the
degree of convergence or divergence.”‘9

Yet, Ho’s study remains useful as he successfully aggregates a wide range of
extant compliance theories into a single research design. Drawing from many of the
international relations and comparative politics analytical frameworks and models
discussed above, Ho tests the association of 26 independent variables with his dummy
compliance variable. The section that follows will draw from Ho’s body of theory to
fashion 12 hypotheses that may be reasonably argued to be associated with a

differentiated measure of compliance. Thus, while not all of Ho’s variables are useful

for looking at degrees of compliance, the majority are useful and by testing these
AN

1 Ho (2002:668).
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explanations' utility in Chapters 4-7, this thesis will assess the ability of his theories to
explain how states complied and use the results to try to determine why they

complied.

No

Basel
Accord

Yes

A B C D E F G H I J

Figure 3.4. Convergence and Divergence Effects of the 1988 Basel Accord with a
Binary Compliance Variable

Section 3.3. Theories of Compliance with the Basel Accord

3.3.1. Introduction

This section will indicate how a study of degrees of compliance with an international
agreement may be employed in practice. The simple approach adopted here involves
reinterpreting existing hypotheses that were designed to explain a binary compliance
phenomenon in a fashion that enables us to make predictions about types of
compliance. In practice, this section aims is to design testable, probabilistic
propositions that explain why some states may have implemented very strict

interpretations of the Basle rules, why some adopted a loose interpretation, and why
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there was convergence or divergence in interpretations over the 1988-2000 period.
The theoretical statements described here will be tested in subsequent chapters.

The theoretical predictions are presented in an unformalized fashion. This is
consistent with the current “state of the art” in the application of the political economy
approach to understanding financial regulation. Baron (1995:25) observes that such
an approach is divergent from that of neo-classical perspective by treating, “...as
endogenous both the behavior of the firm and the regulator and looks beyond the
identification of the efficient regulatory policy to incorporate the strategies of
interested parties that attempt to influence the choices of regulatory policies and their
implementation.” Rather than focusing exclusively on “demand side” actions by
regulated firms or the “supply side” of the policy equation by centering on political
actors and institutions, the political economy-style approach adopted here attempts to
marry the two into a more comprehensive theoretical platform. The costs of this
approach are tractability and parsimony. This approach is currently being widely
adopted by numerous political scientists and economists in the study of financial
regulation, yet this has progressed as far as hypothesis testing and not into the
development of generalizable, formal models.

Piecing together a battery of theories of implementation involves drawing
from disparate theories that have been developed in various areas of the social
sciences. This is a difficult task for as one study concluded, “[t]he rate of compliance
is a function of a web of factors...[i]t is unlikely that a specific formula can be
discovered for all norms that would allow one to control the rate of compliance or
allow one to fashion all norms to optimize compliance.”® The same is true for

hypothesizing on kinds of compliance. This section thus endeavors to contribute to

% Charney (2000:117)
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theory building in the study of the implementation of soft law by providing a platform
in which to bring numerous disparate approaches to implementation and convergence
together for comparison and testing against a common empirical phenomenon.

In order to facilitate the platform for this theory testing exercise, the following
section will rely heavily on Ho’s comparative political economic study of the
implementation of the Basel Accord. Ho’s quantitative study successfully draws
together a battery of hypotheses on the macroeconomic, political and economic
institutional, and societal preferences that could be reasonably expected to explain
why a state would implement the Accord. As the objective of this study is to
understand distinctions in state behavior in response to a common external event, the
Basel Accord, this comparative focus seems to be appropriate. Ho’s theory can be
organized in four categories with each category containing a number of hypotheses to
explain why a state would choose to implement the Accord; these hypotheses are
presented in Appendix 3.2. Each of the categories, and thus their hypotheses, explain

that state implementation behavior is a function of a vector of domestic attributes and
systemic or external political and economic variables. These categories will be fully
described in the next section, yet they include:

1. Domestic bank preferences

2. Macroeconomic environment

3. Domestic political institutions

4. International influences
In testing Ho’s hypotheses, however, several innovations are advanced. First,

these hypotheses will be adapted in a number of ways to address variations in

implementation rather than rates of implementation. As discussed in the previous
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section, Ho utilized a binary implementation variable and some of the hypotheses
must be modified to take degrees of compliance into account.

Second, the hypotheses will be employed dynamically. Ho’s study explains
why a cross-section of states implemented the Accord at one period of time, roughly
the late 1990s. As will be explained below, this study will seek to understand changes
in the Basel rule interpretations of a cross-section of states, over a 12-year period of
time. Accounting for these changes will involve innovating a few new hypotheses
that fit within Ho’s categories. Ho seemed to approve of this innovation as he
observed that his “analysis is open to be supplemented and verified with additional
data on the dependent variable, as well as a dynamic analysis of implementation.”*
This is a key objective of this study.

Finally, not all of Ho’s hypotheses will be employed. This thesis does not
necessarily seek to replicate Ho’s study with a new dependent variable so much as
leverage upon Ho’s work to fashion an organizational scheme around which to
arrange hypotheses of implementation. Though replication is an interesting by-
product of this approach and will be conducted to some extent, not all of Ho’s
hypotheses can be reasonably presumed to be related to the differentiated compliance
variable in the same way that they were related to Ho’s binary compliance indicator.
Also, many of his hypotheses are geared towards understanding compliance in
developing and emerging market economies. Only those possessing a clear
theoretical link with degrees of compliance will be employed. The excluded variables

are identified in Appendix 3.2.

2! Ho (2002:68).
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3.3.2. Theories of Implementation

This section will lay out the hypotheses of implementation. Each hypothesis’
simplifying assumptions will be clearly identified as will its expected relationship
(positive, negative, indeterminate) to the endogenous variable—degrees of
compliance. By enumerating these attributes clearly, it is hoped that the internal
consistency of the hypotheses will be assured and that it will be absolutely clear under
what circumstances the hypotheses fail to predict the actual implementation
outcomes.

A. Bank Preferences

This section outlines a number of hypotheses on the preference of a given sample
state’s banks towards a lax or stringent interpretation of the Accord. As Ho observed,
clearly such preferences do not influence policy in isolation.2 These preferences are
filtered through distinct sets of domestic political institutions before public policy
emerges. These variables will be investigated in due course. Here we lay out
propositions regarding bank preferences with the assumption that these influence
policy. This “demand side” model of the policy-making process is rooted in the
Chicago view of interest group or “capture” theory.23 This suggests, that as the costs
of stringent capital adequacy regulations are concentrated on domestic banks while
the prudential benefits diffused among consumers, banking organizations have an
incentive to lobby policy-makers for a favorable interpretation of the Accord. Studies
of banking politics in industrialized economies have observed that the style of
banking regulations after the Second World War (i.e. segmentation laws, credit

ceilings, etc.) made credit policy a target to rent-seeking by banks anxious to prevent

2 o (2002: 655).
3 This research was initiated by Stigler (1971) and developed by Peltzman (1976), Posner (1974), and
Becker (1983).
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the capping of their credit.?* Hence, it is reasonable to commence a discussion of
theory with bank’s preferences.

So what may determine the preferences that banking organizations attempt to
project into the policy process? First, Ho (2002) suggests that this depends on how
well capitalized banks were when the Accord was adopted. Banks with relatively l@)v 0
capital-to-assets ratios may support a lax interpretation of the Accord’s rules. As
Chapter 2 discussed, it is expensive for banks to raise capital. Doing so requires
painful portfolio alterations that may involve raising new equity, selling off assets, or
foreclosing particular lending projects. These actions can raise shareholder ire (in the
case of publicly-held banks) by diluting equity and thus reducing the return on their
shares in the bank. Foreclosing lending options may drive away relationship
customers to other banks or other forms of funding. Selling off assets can advantage
other, well-capitalized, banks and other financial institutions that can purchase these
assets at attractive prices.25

Conversely, of course, well-capitalized banks may well seek a strict
interpretation of the Accord. Banks in this position could seek to leverage a strict
interpretation of the Accord as a form of “non-market” competitive advantage against
poorly capitalized domestic competitors or foreign competitors subject to domestic
practices.?® For example, such banks could seek to use the domestic application of the
Accord to manipulate the domestic regulatory playing field to their advantage and

disadvantage foreign competitors. Such banks could increase the value of their equity

if demand is increased for banks already in compliance with the Accord and increase

2 yerdier (2002:134).

% See De Bondt and Prast (2000) in Ho (2002:648).

26 See Baron (2000) for a textbook discussion of the definitions, sources, and consequences of non-
market based firm competition.
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their share of the domestic lending market through the acquisition of new customers
and the purchase of assets sold by their lesser-capitalized competition.

Similarly, banks subject to relatively stringent capital adequacy regulations
before the Accord may favor an interpretation consistent with their current practice.
Ho (2002) does not consider this proposition, possibly owing to the absence of a
quantitative indicator of states’ pre-Basel Accord capital adequacy standards. Yet, a
hypothesis centering pre-Basel rules seems intuitive. Banks that were subject to
limited definitions of capital or risk-weighted asset requirements prior to the Accord
may well seek to gain a non-market advantage through encouraging a strict domestic,

and likely cross-national, standard. This suggests:

Hypothesis 1. Banks with relatively lax (strict) pre-Basel capital adequacy ratios or
subject to weak capital adequacy standards will be more likely to support a lax

(strict) interpretation of the Accord .

This hypothesis advances a broad “path dependence” theory of inter-state
regime implementation. The main observable implication of the hypothesis is that the
Basel Accord did not produce much actual change in the capital adequacy regulations
of the states that originally agreed to the rules in 1988. This conclusion may seem
counterintuitive in light of research suggesting that the Accord contributed to the G-
10°s economic recession in the early 1990s and effected fundamental changes in the
financial intermediary business.?” After its negotiation, the Accord was described as a

“landmark in international supervisory cooperation” by the Governor of the Bank of

2 See Basel Committee (1999) for a summary of much of this research.
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England and a “breakthrough” by the Chairman of the US Federal Reserve Bank.?®
Yet, much regime implementation literature would emphasize the possibility that the
Accord may not have changed many elements of the G-10 state’s capital regulations.
The behavior of domestic regulators and the preferences of domestic banks could
have been heavily path dependent; their dominant preference may, ceteris paribus,
have been to minimize differences between their interpretation of the Basel rules and
extant capital adequacy rules and practices. As Morgan and Knights (1997)
concluded, “national approaches to regulating banks are slow to change.”?

The broader logic behind this hypothesis has been the subject of analyses in
International Relations and Economics studies of regime and public policy
implementation. Specifically, domestic-level analysts have observed that path
dependence can be expected to characterize the response of actors to policy change.
In the public policy literature, there has been extensive debate regarding the
relationship between new and extant rules and regulations in policy implementation.
A hypothesis that has been widely tested, and found some support, is that the

probability of effective implementation is inversely related to the extent of departure

from the status quo.3° At the international level, Underhill (1992) observed that the

"

rules and norms prescribed by the regime enter each implementing state’s "regulatory

space" which is occupied by historically and institutionally conditioned policy

strategies, inter-governmental turf battles, and, "constellations of private interests
joined in alliances with constellations of public interests.">! Likewise, economist
David Baron argued that theories of regulation must model that, “as regulation is

applied to on going economic activity, [the] status quo can be important to legislative

2 Financial Times (1987:1) in Tobin (1991:187).

2 Morgan and Knight (1997:233).

% See Van Meter and Van Horn (1975), Sabatier and Mazmanian (1981), Cerych and and Sabatier
(1986), Downs, Rocke, and Barsoon (1996).

*'"Underhill (1992).
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choice.”*?

Though, as indicated in Chapter 2, most states’ interpretations of the Basel
rules occur in a more de-politicized environment in which banking regulatory
bureaucracies are more likely to interpret the Basel rules than legislature, the same
logic would seem to apply.

In fact, the path dependence hypothesis would seem to be especially pertinent
when applied to the case of the Basel Accord and study of degrees of compliance,
more generally. As Chapter 2 argued, the negotiation of the Accord was made
possible through allowing G-10 states to “fit” elements of their own capital adequacy
regime into the new multilateral standard. For example, French negotiators refused to
support the Accord if the unrealized appreciation in physical assets were not
distinguished as an allowable component of bank capital. These were allowed by
French banks’ regulations before the Accord’s negotiations and were an important
component of many French banks’ capital base. Though the inclusion of this capital
instrument was opposed by Germany at the Basel Accord negotiations and the EC
Own Funds Directive negotiations, it was ultimately allowed in both standards in
order to secure unanimous approval from the negotiating pa.rties.33 Many elements of
the Accord’s rules, especially the definitions of capital, took shape in this manner and
thus reflected the interests of one or two negotiating states. As a result, we should
expect that domestic regulators and banks of implementing states would have the
opportunity to interpret the Accord so as to minimize any major disruptions to the
regulatory status quo. A state’s extant capital adequacy rules were probably the
product of some regulatory compromise and were designed perhaps in coordination

with other elements of prudential regulation (such as official government bank bailout

policies) or idiosyncrasies of the states’ financial system (e.g., costs of capital). Also,

32 Baron (1997:41).
% Vernon, Spar, and Tobin (1991:150), Story (1997:258).
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as Simmons (2001:2) suggested, “national regulators typically prefer to avoid rules
that raise costs for national firms or that encourage capital financial activity to migrate
to under regulated jurisdictions.” Maintaining extant rules would thus minimize the
costs of re-negotiating bank regulations for supervisors and banks.>*

Of course, a state’s pre-Basel capital regulations could cut both ways. If the
Accord is implemented with asymmetric stringency among industrialized states,
banks subject to relatively strict standards may demand that their domestic
supervisors loosen their regulations in an effort to level the playing field. Oatley and
Nabors (1998) and others suggested that it was American bankers’ demands that
Japanese banks be subject to stricter capital standards that led the US to fervently
pursue the Accord’s negotiation. Elements of this counter to Hypotheses 1 will be
further discussed later as the influence of International Factors.

One possible counter to this criticism is that banks may seek to utilize their
capital adequacy practices as a signal of stability to the international market. Rather
than seeking a tit-for-tat race to the lowest possible regulatory standard, banks may
use the Accord to heighten their reputation. Ho cites a wide range of research
concluding that “international law serves to increase the reputational harm of non-
compliance, serving the function of a stamp of approval for the conduct of
international business.”>’ Complying with an international financial standard, even
one with negative distributional costs in the short run, is thus beneficial as this
compliance signals a state’s financial stability and competitiveness to international
investors and depositors.36 It thus may be possible to hypothesize that a state’s banks

will prefer to maintain or depart from a lax status quo and demand that their

34 Scott and Iwahara (1994) and Scott (1995), and Barth, Nolle, and Rice (2000:201) suggest this point.
*> Ho (2002:654).

36 See Simmons (2001) for a discussion of the signalling effects of international regime implementation
from an international relations perspective and Guzman (2002) for a discussion of these issues from a
legal perspective.
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regulators implement a strict interpretation of the Basel rules as such a signal
irrespective of their pre-regime rules. Extant research has not yet examined the
relationship between international signalling effects and #ypes of compliance. Is the
mere announcement to comply with the Basel Accord sufficient to serve as a credible
signal? Is it necessary for a state to signal a particular type of compliance for its banks
to glean any reputational advantages (or avoid any disadvantages)? These questions
have not been previously addressed.”’

I argue that banks’ perceptions of the relative reputational effects of
compliance types will depend upon their exposure to international markets. In many
instances, banks may be expected to lobby for a loose interpretation of the Accord, as
the benefits of capital adequacy regulation are diffuse while the costs are heavily
concentrated on banks’ borrowers.>® Banks that are subject to a high level of market
or private “supervision” may be induced to follow standards that are more demanding
than their regulators mandate, in order to earn competitive credit ratings and earn
competitive returns in capital market issues. A 1990 Basel Committee review of the
Accord’s effects advanced a similar point by arguing that the “market itself has
imposed its own discipline...[b]anks have found a distinct advantage in being able to
satisfy the rating agencies and the market generally that their capital was adequate in
terms of the final Basle standard.”* Moreover, an empirical study by the US Federal
Reserve Bank concluded that the market had led US banks to maintain regulatory
capital well in excess of the minimum 8 percent requirement. Thus, banks subject to
such market pressures may want to augment their international reputation by adhering

to strict capital adequacy standards and may thus lobby their regulators for the

37 Research has been conducted on the differential effects of degrees of deposit insurance coverage and
bank competitiveness and financial system fragility and have found that degrees can matter. See
Demirgii¢-Kunt and Detragiache (2000), Demirgiig-Kunt and Huizinga (2000), and Kane (2000).

*® Walter (2002:9).

*® Basel Committee (1990) in Kapstein (1991:30).
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adoption of a relatively strict interpretation of the Basel rules or not fight the
discretionary implementation of tough standards.
Hypothesis 2. Banks are subject to a high degree of market supervision will favor a
relatively strict interpretation of the Basel Accord

Banks’ preferences could also be conditioned by their international ambitions.
Banks with extensive international operations may need to adhere to the Accord in
order to conduct business in other Basel complying states. For example, banks
aiming to conduct business in the United States must provide the Federal Reserve
with evidence of compliance with their national regulators’ interpretation of the Basel
rules or, if they are domiciled in a non-compliant state, must provide balance sheet
information that suggests compliance with the Accord’s provisions.*® On this basis,
Ho concludes that banks with international ambitions will lobby their supervisors to
implement the Accord to ease their entry into foreign markets. Though his results are
statistically insignificant in the test of this hypothesis, it seem reasonable to advance
that banks with extensive international ambitions may have preferences for stricter
domestic regulations as such banks may be subject to strict market governance and to

provide them with greater flexibility for entering foreign market places.

Hypothesis 3. Banks with large international exposure will favor a relatively strict

interpretation of the Accord

B. Macroeconomic Environment
In addition to the factors outlined in the previous section, the preferences of political

economic actors are linked to the current climate of the financial and broader market

* Misback (1993) in Ho (2002:656).
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economies in which they operate. There are a wide variety of macroeconomic
variables that could be reasonably assumed to contribute to a state’s interpretation of
the Basel rules. The hypotheses discussed in this section are useful as the
macroeconomic environment conditions domestic preferences towards degrees of
capital adequacy rule severity and are useful control variables in order to assess the
influence of domestic bank preferences and institutions.

In particular, Ho argues that periods of economic instability and financial
sector distress should influence a state’s decision to implement the Accord. It may
argued that this instability conditions the preferences of regulators and commercial
banks towards the tightening of the regulatory regime. Yet it is not equally clear what
the causal directions of such effects are: should macroeconomic instability be
associated with a loose or strict interpretation of the Basel rules?

Ho explicitly addresses this question and is unable to find a solution. First, Ho
advances the argument that perhaps instability should be associated with states’
decision to not implement the Accord. The financial crises would make bank
compliance with a stricter capital code more costly and perhaps exacerbate the effects
of the crises on domestic banks. His regression analyses finds that instability is
negatively correlated with implementation and statistically significant in one of the
two models in which the variable is employed.41 This same logic would seem to hold
for looking at degrees of compliance with the Accord. A state would probably seek to
implement a fairly minimal interpretation of the Basel rules to allow domestic banks
to take advantage of a wide range of capital instruments in order to combat the effects

of the crisis on their balance sheets.

1 Ho (2002:674).
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Alternatively, an equally logical argument may be advanced to predict a
tightening of a state’s capital adequacy guidelines. Ho argues that perhaps the
macroeconomic instability could be endogenized into the argument so that we are left
with the proposition that regulators would implement the Accord because of
macroeconomic instability. Equally, regulators may choose to tighten solvency ratio
standards in reaction to instability, This hypothesis would seem to be consistent with
Andrew Walter’s (2002) observations that financial reform in the US during the 1980s
and in East Asia during the 1990s followed rather than preceded the onset of banking
crises in these regions.*”

A final way of conceptualizing the importance of this variable is generated
from the regulator’s dilemma model, discussed in Chapter 2. Kapstein (1989, 1991,
1994) and Singer (2002) argue that macroeconomic instability or microeconomic
distress in the banking sector contributes to the decision-making processes of
regulatory authorities. Their model assumes that the onset of economic instability
may require the intervention of political authorities. While seeking to maximize
votes, politicians will seek to shift blame to market actors’ irresponsible behavior or
imprudent regulatory oversight. In both events, regulatory authorities may experience
a loss of autonomy, prestige, and budget.* As a result, we may expect that economic
crisis will be strongly associated with a tightening of regulatory policy.

In associating economic instability to a degrees of compliance variable, the
theoretical literature does not provide a clear guide to predicting ou';comes. The

literature is sufficiently robust however to advance that the variable does seem

important.

2 walter (2002:7).

3 This argument is grounded in the neo-classical economics assumption that regulators are analogous
to firms and seek to maximize profits. As regulators pay may be performance related and contingent
on repulsing hostile takeover bids (from politicians) then regulators, as bureaucratic actors, will seek
autonomy. See Niskanen (1973) in Dunleavy (1991: 154).
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Hypothesis 4. The presence of economic instability will be systematically associated

with a state’s decisions to implement a strict or lax interpretation of the Basel rules

C. Political Institutions Theory

Studies of policy implementation have universally acknowledged the importance of
domestic political institutions to determine the likelihood of compliance with public
policy. If the macroeconomic environment conditions bank and regulators’
preferences, the political institutional environment structures the way these
preferences interact with one another in the production of policy. Ho’s study of the
determinants of state commitments with the Basel Accord found considerable support
for hypotheses gauging that the likelihood of compliance covaried with distinct
configurations of domestic political regimes and practices.44 In particular, his logit
regression analysis found robust statistical association between the likelihood of
compliance and:

1. Fragmentation in the political decision making regime

2. Degree of respect for the rule of law, the level of corruption, and the

presence of democracy

When indicators of this phenomenon were added to strict macroeconomic
explanations of implementation, the number of correctly predicted cases of
implementation increased from 87.72 percent to 96.97 percent.45

In applying Ho’s hypotheses to this study, it seems that only the first requires
explicit enumeration here. The second, concerning the rule of law and democracy, is
controlled for in the quantitative and qualitative analyses here as our sample includes

only OECD states that exhibit high degrees of convergence in measures of corruption

* Ho (2002: 659-664).
“ Compare the results of models (1) and (2) in Ho (2002: 673).
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and democracy. If we measure the democracy scores of our sample with the 10-point
scale, from Polity III data, that Ho utilizes we derive a standard deviation of 0.476,
with only two states failing to achieve the maximum score of 10.%

The first of Ho’s hypotheses, that the likelihood of implementation can be
expected to decrease as the fragmentation of a sample state’s political institutions
increases, seems highly applicable to this study.47 In this instance, political
fragmentation was measured as federalism, bicameralism, or a strong opposition party
or parties, to the executive, in parliamentary government. Though the latter of these
is not strictly an institutional variable, these features constrain the ability of a small
number of actors (the cabinet, for example) from wielding unchecked power through
the multiplication of the veto players in the policy-making process and provide a role
for particularistic interests to influence the policy-making process. Ho noted that,
“[a]s such constraints increase, politicians are more likely to face opposition from
regional and local governments, and more likely to satisfy concentrated banking
groups that may be negatively affected by the Basle Accord.”*®

Though Ho intended this hypothesis to explain a dichotomous implementation
process, it would seem to be of equal expository utility when looking at degrees of
compliance. As Coleman (1996: 67) noted, “financial institutions’ capacity to

constrain policy outcomes or command outcomes...depends on the political

institutional context in which they function.” If we first assume that domestic banks

“ For Ho’s sample of over 100 states, a comparative me