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This paper sets forth a conceptual framework that can be used to
analyze the rules that should govern international trade in banking
services. A unique feature of this framework, embodied in the

—*BankingMatrix;~is-that-itrelatesthechoiceovfrulesbothto the—— o

means by which banking servicesare provided internationallyand
to the policy goals countries seek to achieve. The paper also
discusses the forum in which countries might adopt rules based on
this framework.
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Introduction

The Uruguay Round of trade negotiations within the General Agree-
ment on Tariffs and Trade that has been under way since 1986 includes
discussions on liberalization of trade in services in addition to trade in
gobds. The inclusion of services for the first time in GATT negotiations

- reflects- their-increasing-importance-in-international trade, especially

over the last decade. Financial services in general, and banking services

~ in particular, are now a significant component of international trade in

sefvices; it part because of the growing interdependence of national
financial markets. '

Principles in Use

The search for principles to govern the provision of financial ser-

.vices by foreign firms, whether located inside or outside the national

market of the customers, has taken place in a number of contexts in

.-addition to the GATT negotiations. These contexts have included unilat-

eral nafional policies toward foreign providers of financial services,
bilateral treaties such as the U.S5.—Canada Free Trade Agreement, the
supranational rules adopted by the Europeah Community (EC), and the
multilateral codes of the Organisation for Economic Co-operation and

Development (OECD). In the banking sector, the major industrial
countries have negotiated informal guidelines covering prudential mat-
ters such as minimum capital requirements under the auspices of the
Bank for International Settlements (BIS).

In this paper we focus on the principles for regulating the interna-
tional provision of banking services because of the unique character of
such services and because, despite the increasing internationalization of



financial services and markets, national regulatory systems still differ
substantially. The banking sector of a national economy is a particularly
sensitive one. Reserves held by banks have traditionally been used as an
instrument of monetary policy, and banks play a key role in the payment
system and in financing the real economy by intermediating between
savers and borrowers. The latter role depends in part on publié confi-
dence in the banking system. The failure of one bank can trigger
imitative runs on other banks or a chain reaction of failures through the

payment system or through default on interbank oblig'at'ic;'n's-. " This

phenomenon is often referred to as “systemic risk.”

For international trade in banking services, the most generally
accepted principle is national treatment, which seeks to ensure equality
of competitive opportunity for domestic and foreign firms providing

. “’v'ban’kin’g’SeerCE'Sin“a"hUSt”CﬁUﬁﬂ‘Y:'Uﬁﬂ@ffﬂ)fdﬁfy_ﬁ friational treatment; 77770

foreign banks are treated as nearly as possible like domestic banks: They
have the same opportunities for establishment that domestic banks
have, they can exercise the same powers in the host country, and they are
subject to the same obligations. But differences between regulatory and
institutional structures in home and host countries can make it difficult
to apply the principle of national treatment.!

Some of the most intractable problems stem from the lack of agree-

ment among the major industtial countries Fégarding the permissible
activities of banks. For example, the European Community finds it

difficult to accept U.S. restrictions separating commercial and irivest-

ment banking in the United States when the Community does not apply
such restrictions to the activities of EC banks. Problems also arise in
trying to apply to foreign branches capital adequacy and other require-
ments developed for the domestic banks of a host country. Moreover,
national treatment does not address the extent to which multinational
cooperation and agreement are necessary to regulate and supervise
financial activities conducted internationally.

Other principles for governing international trade in financial ser-
vices go beyond national treatment, that is, they presuppose national
treatment and seek something more. These principles have been ad-
vanced as the basis for requirements imposed by national reciprocity

policies or as obligations undertaken in connection with international
agreements or supranational regulation. Although these principles,
with labels such as mutual recognition and effective market access, are
not always precisely defined, they involve explicit or implicit harmoni-
zation of national regulatory structures, with concomitant changes in
the regulation of domestic as well as foreign banks.

The Banking Matrix

In this paper we develop a conceptual framework for analyzing the
principles that should govern the provision of international banking
services. To do so, we substitute for the conventional terminology more
basic, albeit less colorful, terms. National treatment and the principles

that go beyond it can be understood in terms of three basic components

that can be applied separately or in combination: (1) host_—c_;_g:_)ur_}_t:__x__j:y_g_gl_es;

(2) home-country rules; and (3) harmonized rules that apply in both
countries. For example, national treatment requires the nondiscrimina-
tory application of host-country rules to foreign banks. By contrast,
mutual recognition, which is the basis of the EC internal market pro-

ram, involves both harmonization of essential rules and, in the absence
g

of harmonization, acceptance by host countries of home-country rules.

~~Even if rules are harmonized, there is the question of who administers

the rules—the host country, the home country, or a supranational entity.

~Iri"the banking sector, this quigstion is particularly important because

harmonization does not by itself guarantee the quality of supervision.
The public policy question is what basic principle or combination of

principles—host-country rules, home-country rules, or harmonized

rules—should govern international trade in banking services. Our

analysis suggests that no single rule is appropriate for the provision of
all international banking services. The choice of a rule depends on the
interaction between two factors: the manner in which the service is
provided and the public policy goals underlying the regulation of
banking services. A bank located in one country (the home country} can

provide services to customers in another country (the host country) in’

three principal ways: across borders, that is, without establishing a



Banking Matrix

Rules to govern international trade in banking services,

for combinations of policy goals and methods of providing services

Method of providing banking services

Method of providing banking services

Subsidiaries
Branches ; : moting competitive markels, ensuring
Policy goal Cross-border Entry - Operation —is _ Operation ‘the safety and soundness of banks; pro-
tecting against systemic risk, and en-
Competitive Home-country Home-couniry Home-country Host-country Host-country suring adequate protection of consum-
markets rules rules and rules and ;ules and g ;u]es and d ers. .
i . armonize armonize
il:lr;;xomzed ?Slrgomzed rules S yiles | —Inregulating the international pro-
vision of banking services, countries
mustchoosefromamong thebasicprin-
Safety and Harmonized Harmonized Harmonized Host-country Host-country | ciples the ones most likely to promote
soundness rules, home- rules, home- rules, home- rules rules these policy goals, given the forms in
country country country which banking services are provided.
enforcement _enforcement enforcement - 1
of rules of rules of rules To help organize thinking about these
choices, we have constructeda “Bank=—"""""
‘ ing Matrix,” which sets forth the com-
- Avoidance of ... | Home-country---—Does ot ... Host-country | .- ,___D_c_gg_}s_’nqt H?st—country binations of public policy goals and
- . rules . . .
systenic risk rules apply rlélgi_‘f‘“ﬂ; PPy forms of provision of banking services.
aqaaiiona.
fequireiments for ~~--The entriesin the cells of the Bank-
foreign banks ing Matrix summarize the results of our
analysis. Forexample, the analysis sug-
_ : : gests that the best way to govern the
-Consumer- - Home-country Does not Host-country ru] | P0€s not Host-country entrv of foreien branches so as to pro-
protection; rules apply with additional ; | 2PPLY rules Y & |3
- DRPOSE - e e s requitements fof mote safety and soundness would be to
insurance foreign banks, apply harmonized rules that the home
agreines;r?lfrﬁci couniry would enforce. Similarly, con-
coun s
jurisdigtion ! sumers would be protected best if sub-
S o D ¢ I sidiaries of foreign banks operated un-
Consumer Host-country Does not Host-country 0€5 NO ost-country -
protection: rules apply rules apply rules der host-country rules. The matrix em-
Disclosure : phasizes a major theme of our analysis,

presence in the host country; through
branches established in the host coun-
try; or through subsidiaries, which must
be separately incorporated in the host
country. Countries generally have four -
principal policy objectives that affect
their regulation of such services: pro-




namely, that different principles may be appropriate for different forms
of provision of services or for different policy goals. Thus, the matrix
indicates that, with some important exceptions, home-country rules
should be applied to cross-border services, host-country rules to subsid-
iaries, and harmonized rules or special host-country rules to branches. It
also indicates that harmonized rules are particularly important for the
goals of promoting competitive markets and ensuring safety and sound-
ness. Although reasonable people may differ over the particular prin-

ciples we propose for each cell of the matrix, it is still valuable in relating... ... .

policy goals to methods of providing services.
The Appropriate Forum

Our analysis suggests that a fully satisfactory international frame-

work for trade in banking ééfi}'_icéé i_x;éoﬁld mr'e'q‘ui‘ré countries to agree
whether host, home, or harmonized rules should apply in particular
situations, and on the specifics of harmonized rules when harmoniza-
tion is the accepted principle. Since that effort would clearly go consid-
erably beyond the one currently under way in the GATT’s Uruguay
Round, the paper also discusses the characteristics of a forum in which
such agreements might be negotiated.

In principle, the forum would comprise primarily the most devel-

oped countries; it would have the participation of finance ministry

officials and financial service regulators; and it would possess the au-. .

thority to formulate proposals, monitor their implementation, and re-
solve disputes. No such forum exists at present. However, we suggest
that the OECD or the GATT might, with some modifications to their
current structure, serve as a broad forum for agreement on appropriate
principles and could participate in or coordinate the efforts of other
specialized fora, such as the BIS Committee on Banking Regulations and
Supervisory Practices, in arriving at harmonized rules.

We begin our analysis by discussing the different, and sometimes
conflicting, public policy goals that form the vertical dimension of the
maftrix. Next, for each of the different forms of international trade in

banking services, the horizontal dimension of the matrix, we discuss
which of the three basic principles, or combination thereof, best furthers
each of the policy goals. We then summarize the results by providing
generalizations about the appropriate rule for a particular form of
provision of services or for a particular policy goal and identifying the
areas in which such generalizations break down. Our analysis makes it
clear that the provision of international banking services throughbranches
presents the most difficult public policy choices. Finally, we discuss the
forum issue, and draw some general conclusions.. ..




Complementary and Conflicting Policy Goals

In this section we review the goals countries generally pursue with
respect to banking services and examine how these goals may comple-
ment or conflict with one another.

Promoting Competitive Markets

It is generally agreed that free trade results in'competitive-and =~ 5
efficient markets that maximize consumer welfare. To achieve free trade
in banking services, then, what barriers must be removed? Clearly,
national rules that discriminate between foreign and domestic providers
of banking services constitute barriers to free trade. The principle of

national treatment, which applies host-country rules to foreign and_

domestic firms on a nondiscriminatory basis, is meant to ensure equality
of competitive opportunity by eliminating such discriminatory barriers.
It is generally understood that national treatment must be applied de
facto as well as de jure. For example, the OECD National Treatment
Instrument defines national treatment as treatment under host-country
“laws, regulations and administrative practices...no less favourable
than that accorded in like situations to domestic enterprises.” The
expression-“noless-faveurable” acknowledges that exact national treat- -
ment cannot always be achieved and that any adjustment should favor
the foreign firm. oo SR
But the appropriate market for achieving equality of competitive
opportunity for multinational banking institutions may be broader than
asingle country. Because such banks compete on a global scale, barriers
to international trade in banking services may also result from nondis-
- criminatory differences in national rules, that is, differences in national
rules that do not discriminate between domestic and foreign firms.
Fundamental differences in rules for permissible activities of banks or
for the products they may offer can create significant barriers to trade.
Even if they are nondiscriminatory, a country’s rules may be so much
more restrictive than those in other major countries that they create
market distortions and inefficiencies. For example, in the view of the

European Community, prohibitions on combining banking and securi-
ties activities in the United States and limitations on interest rates in
Japan restrict the ability of EC banks to compete effectively in those
markets.

Although market forces may foster regulatory convergence in the
longer run, in the short term removing nondiscriminatory barriers
among countries may beextremely difficult politically. However, within
the European Community, where political agreement on goals for regu-

~ latory convergence has alréady been reached, the elimination of nondis-

criminatory barriers to trade in banking services is a critical element of
the internal market program.? This liberalization is being carried out in
an environment of substantial coordination and of common obligations

‘established throtigh a supranational structure to which the member
states have already fransferred a significant degree of sovereignty. By

contrast, the OECD Codes of Liberalization and National Treatment

Instrument are concerned only with discriminatory barriers, a limitation
that reflects the absence of a comparable political consensus or degree of
integration among members of that organization. For this reason, a
GATT agreement on trade in services would have even more difficulty

in addressing nondiscriminatory barriers.

“Reverse discrimination” could occur if foreign banks were to re-
ceive treatment better than that granted to host-country banks—if, say,
a German bank were permitted to offer a service in France (even when

“Frenchbanks could not do~so) on the grounds that Germany permitted

the service o be offered. Under the EC internal market program, powers
permitted in the home country (provided such activities are listed in the
Second Banking Directive) will govern the provision of banking services
across borders and through branches. However, the expectation—indeed,
the overall EC strategy—is that any resulting competitive inequalities fora

host country’s banks will quickly force that country to conform its national
rulesto those of othermember states, Within the Community, such reverse

discrimination is essentially a strategy to produce harmonization and is-

predicated on political agreement on goals for convergence of national
regulatory systems.
Another dimension of national policies to promote competitive




markets involves adoption and enforcement of policies to prevent con-
centrations of market power (“antitrust policy” in the United States,
“competition pelicy” in the European Community). These policies gen-
erally support de novo entry by new competitors, and thus do not pose
obstacles to foreign banks offering cross-border services or establishing
branches or subsidiaries in host countries. They might prevent a foreign
bank that already has a substantial presence in a host country from
acquiring a bank of significant size in that country, but such restrictions
would apply equally to domestic banks, o T
Other considerations may sometimes modify—or even overrule—
the economic goal of promoting competitive and efficient markets. In
particular, developing countries often restrict competition from foreign
banks out of concern that those banks will dominate their less efficient
-.domesticinstitutionsTosuch-countries the efficiency-gains.achievable
through competition are outweighed: by the-loss in national control of
the banking sector. In some cases, such countries gradually open up
their markets as they become more confident about the ability of their
local institutions to compete. Industrialized countries are not immune
to similar considerations: France and Italy in effect protect some of their
major banks from foreign ownership through state ownership of these
institutions. The governor of the Bank of England has stated that in the

United-Kingdom,- which-is-generally-regarded-as-having-an-open-and....—— S N

competitive banking market, “it is of the highest importance that there

should be a strong and continuing British presence in the banking-- -

system. ...”?

Devising a policy to promote competition in the banking sector
through the entry of foreign banks is Complicated by the need to ensure
the safety and soundness of banks and to protect consumers of banking
services. Countries have often justified.limits.on. competition,.such-as. .
chartering restrictions, ceilings on deposit interest rates, and restrictions
on permissible activities, on prudential grounds. Some have argued that
less competition means fewer failures. In the international context,
countries may fear unfair competition from banks of other countries that
regulate their institutions less stringently. Lower home-country capital
requirements, for example, may allow foreign banks to operate on

10

narrower margins. Given the significance of financial services to con-
sumers, national legislation to protect consumers is also an important
factor. The line between legitimate host-country consumer protection
and anticompetitive policies is often hard to draw, particularly when the
service provider is foreign and thus may be beyond the reach of the local
authorities.

Ensuring Safety and Soundness
Because of concerns about systemic risk and consumer protection

countries seek to avoid bank failures through safety and soundness
policies. If, for example, capital adequacy requirements provided a 100

percent guarantee that-a-bank-would-never fail, other measures to deal-

with systemlc risk or depositor losses would be unnecessary. If a

country hasa dep051t protection scheme, capital and other requlrements

to ensure the safety and sourndriess of bafiks protect the insurer, and

possibly the taxpayer, not just the consumer of banking services. In this
paper, we view deposit insurance schemes as related primarily to the
goal of consumer protection. However, such schemes are usually justi-

fied also as ensuring the stab1l1ty of the bankmg system -By-providing-—

safety for the funds of individual depositors, these schemes protect
those who aré rélatively unsophisticated financially and also reduce the
systemic risk resulting from withdrawal of depositors’ funds not only

~.from troubled institutions but also from other banks. Some might argue

that to the extent a bank is experiencing difficulties solely because it
lacks liquidity, a deposit insurance scheme contributes to its safety and
soundness. But the U.S. experience suggests that the moral hazard of an
overly generous deposit insurance scheme can encourage excessive risk-
takmg by bank owners and managers and thereby, perversely, under-

mine the safety and soundness of individual banks.
National authorities impose a variety of rules to ensure the safety
and soundness of banks. These include capital requirements, limitations

on large exposures, liquidity requirements, restrictions on permissible

activities, requirements for accounting that accurately reflect the bank’s
conditionand help to prevent fraud, and requirements for reporting and

11



examination for regulatory and supervisory purposes. Ensuring the
safety and soundness of foreign banks providing services in its territory
poses special problems for a host country because it does not directly
regulate or supervise the foreign parent bank.

This issue frequently arises with regard to branches of foreign
banks, whose capital is essentially that of the foreign institution and
whose condition is monitored and supervised by home-country authori-
ties. Toaddress this situation, host countries often impose special quasi-

capital or liquidity requirements on branches-of foreign banks. How-

ever, these rules can unduly restrict competition. Unlike most countries,
the United Kingdom does not impose such requirements and instead
relies on procedures for screening of banks seeking to establish branches
in its territory and regular monitoring of branch activities.

foreign banks operating in a host country is to reach international

agreement on prudential rules, that is, the harmonization approach. In

general, the internationalization of financial services-and markets has.

both necessitated and facilitated international cooperation with regard
to supervxsmn and regulahon But the coordination and harmonization
of rules have been accomplished by bank regulatory authorities in a
relatively limited and informal way. For example, the 1988 Basle risk-

baSéd'éé"}":ii’féi’l"'tramework 1s an accord among the banking authorities of

the major industrial countries rather than a formal international agree-
ment or treaty It was negot1ated under the ausplces of the BIS Commit-
tee on Banking Regulations and Supervisory Practices, a committee
established in December 1974 as a mechanism for regular consultation
among the banking authorities of the Group of Ten countries.* Two
_earlier accords had been negohated in the same way: the 1975 Basle
Concordat, which sets forth general prmc1p1es regardmg the relative
roles of home- and host-country supervisors in an effort to ensure that all
banking organizations operating in international markets are super-
vised institutions; and the revised Concordat, released in 1983, which
incorporates the principle of supervision of multinational banking insti-
tutions on a consolidated worldwide basis.®
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-One promising approach to.ensuring the safety and soundness.of .. . . ;.

Protecting against Systemic Risk

The need to protect against systemic risk arises because prudential
controls may be ineffective in preventing liquidity or solvency problems
for a particular institution. In that event, the difficulties of one bank may
be transmitted to others, and ultimately affect the banking system as a
whole. For example, a failing bank may hold substantial interbank
deposits, either as a result of placements or through furnishing corre-
spondent payment services. This was a particular concern in the case of
the near failure of Continental [llinois Bank in the mid-1980s. Moreover,
if a bank that participates in a net settlement payment system, such as
CHIPS in the United States or EAF in Germany, is unable to settle its
position, other participating banks may incur losses.® A chain reaction

_could also occur. through withdrawal of depositors” funds from the

troubl_éd institution and from institutions that have claims on it or that

are perceived to be exposed to the same risks.
Domestic regulations may limit the participation of foreign banks in

inferbank markets or national payment systems in order to minimize the

possibility that a foreign bank failure could trigger a series of domestic

bank failures. The BIS, through its Committee on Interbank Netting

Schemes, has recently set out minimum standards for the design and
operation of cross-border and multlcurrency netting schemes, as well as
principles for cooperative central bank oversight of such schemes.” The

“major purpose of such standardsis to'minimize the possibility of settle-

ment failures and thereby to limit systemic risk.

Many countries seek to avoid systemic risk by rescuing failing
banks. They employ a variety of techniques: extensions of credit by the
central bank, injections of capital, arrangeméht o.f'mergers with healthy
institutions. Because such measures are designed torestore the solvency
of failing banks, they can be viewed as another aspect of policies to
promote safety and soundness. However, because they become neces-
sary only when a bank is in danger of failing, it is useful to distinguish
them from the normal prudential regulation and supervision that apply

to all banks. In countries with a govérnment—operated deposit insurance’

scheme, such as the United States, measures for dealing with failing

12



banks may be part of that scheme because the insurer has an interest in
the comparative costliness of alternative rescue measures. Nonetheless,
rescue measures are widely employed by countries without deposit
insurance schemes, and thus we consider such measures as furthering
the policy goal of avoiding systemic risk.

Ensuring Adequate Consumer Protection

Consumer protection measures in the banking area generally fall
into two broad categories. The first—primarily deposit insurance sys-
tems—consists of laws and regulations to limit losses of depositors.
Host-country branches of foreign banks may be required to participate
in such a system, particularly if they take domestic deposits in the host
country.® The second category of consumer protection measures con-

-sists-of diselesure rules--They-typically-apply-to termsof credit;interest—————-

raise the question of whether such policy can be effective. In a world of
economically interdependent nations, domestic monetary policy cannot
be made in isolation. Over the past few decades, in several fora, the
major industrial countries have sought to consult and cooperate with
regard to the formulation of macroeconomic policies; during the last five
years, among the Group of Seven couniries, the process has become
somewhat more formal® _

Theoretically, international banking activity should not interfere
with the conduct of domestic monetary policy in a large open economy.
Such activity would not render domestic monetary policy ineffective
even though it might change the responsiveness of interest rates to a
given change in the monetary base or modify the relationship between a
change ininterest ratés-and a change in nominal gross national prodiict.

_ The monetary authorities would still be able to achieve their targets; they

rates payable on deposits; charges for checks, and so on: Some countries
go beyond simply requiring disclosure and mandate certain provisions
in consumer contracts; some countries also try to protect the consumer
against unwarranted disclosure of personal financial information.
Consumer protection policies are often politically sensitive. In'the
European Community, where the basic approach to banking regulation
consists of a combination of harmonized and home-country rules with

would, in effect, adjust their'deci_sion making to take into account the

effect of the offshore activity. Because the offshore activity could, over

time, alter these relationships in unpredictable ways, the availability of
data on such activity is helpful. Thus, some countries collect and share

. mformation: for example, Canada and the United Kingdom provide the
United States with aggregate data on U.S. dollar-denomiinated deposits
of U.S. re51dents at banking offices in those countries.

In any event, host—country rules, with some degree of international

adoptecl by the host country. However, if such rules create barriers to

the provision of banking services by banks from other member states, ..

the host country must be able to justify the restrictions as necessary to
protect the “public interest,” a stringent standard established by the
European Court of Justice. The Court not only requires that host-state
restrictions apply equally to foreign and domestic firms, but also prohib-
its such restrictions if the public interest is already protected by the rules
of the home state orif less restrictive rules could achiéve the sameresalt:

Maintaining the Effectiveness of Monetary Policy
In the absence of a monetary union, domestic monetary policy is, of

course, set and implemented by host countries. Although the provision
of international banking services cannot change this basic fact, it does

14

coordination and cooperation, govern the conduct of monetary policy.
The-use-of-host-country-rules-is-not - dependent on the way in which
international banking services are provided, and monetary policy con-
siderations thus should not affect our analysis.

_Principles Applicable to Different Forms

of Trade in Banking Services

International trade in banking services, as we use the term, refers to

provision of banking services by a bank whose principal place of busi- . ..

ness is in one country to customers in another country. Providing

banking services to host-country residents from an office in another

15



country—cross-border provision of services—is analogous to trade in

_goods. But providing banking services may also involve direct foreign
investment if it takes place through a branch or subsidiary in the host
country. Thus, rules regarding both the establishment and the operation
of host-country offices of foreign banks play an important role in inter-
national trade in banking services, Because the different forms of
providing banking services pose distinct issues in terms of the public
policy goals discussed above, we consider each form separately.

Cross-border Provision of Services

Cross-border services are those offered by a bank located in one
country to customers in another country without establishing an office

__inthe customer’s country, the host country. In general, the liberalization .

of cross-border services has concentrated on removing exchange con-
trols. In recent years, however, increased attention has been given to
barriers in such areas as portfolio management and investment advice;
this shift has been particularly apparent within the OECD, where much
of the multinational work on international trade in financial services has
taken place. Examples of host-country rules that impede the cross-
border provision of services include restrictions on particular products

or instruments, prohibitions on the solicitation-of business.by foreign... ...

entities, and tax rules that favor transactions with domestic rather than
foreign offices.

The OECD principles for treatment of foreign providers of cross-
border services depend on whether the transaction takes place in the
host country or abroad. In the first case, the transaction may be signifi-
cantly regulated but only on a nondiscriminatory basis; in the second,
only advertising in the host country may be regulated, but discrimina-
tion is not forbidden. Because they are intangible, however, locating the
situs of banking services provided across borders is fraught with diffi-
culties. This issue typically arises with respect to tax treatment of cross-
border transactions and the choice of law governing a particular transac-
tion. For example, lenders and borrowers can easily adapt to formalistic
rules that make tax treatment turn on where a loan agreement is signed.

16

Competitive markets. In the interest of promoting competitive
markets, host countries should allow cross-border provision of services
under home-country rules without imposing any restrictions. This
practice would permit host-country consumers access to a broaderrange
of services and a larger number of service providers. On the other hand,
broader powers, lower capital requirements, subsidies, and other ad-
vantages offered by foreign governments may make for “unfair” compe-
tition in the context of cross-border services. As discussed below, the

Basle risk-based capital accord partially addresses this concern by set-

ting minimum capital requirements for banks in countries party to that
agreement.- However, if the only consideration were maximizing the
welfare of host—co_u_ntry consumers (but not producers), it might be

'pi“e'férable to allow them to benefit from, for example, more favorable
--pricing by foreign banks, even in the absence of additional harmoniza-

tion. In any event, for large business customers, host country limitations... .

on the provision of services would be largely ineffective since such
customers have easy access to banking offices located abroad. Thus, we
conclude that the goal of competitive markets can best be promeoted by
applying home-country rules, as the Banking Matrix indicates.

Safety and soundness. The host country has a concern with the
safety and soundness of foreign banks offering cross-border deposit
services to retail customers, who could be defined as those with deposits

~ of, say, under $100,000. Other customers, it is presumed, can protect

their own interests and, in any case, can more easily place funds in the
Euromarkets. If a foreign bank taking such retail deposits were to fail,
host-country customers would be at risk unless the deposit insurance
scheme in the home country protected them. However, absent at least

some international harmonization of deposit insurance schemes-{whieh:
we discuss below), a host country could not rely on the adequacy of such
a scheme in the home country, even if one existed.

In any event, prudential rules are the first line of defense against
bank failures,'énd the international harmonization of these rules is the

most promising approach for ensuring the safety and soundness of a

foreign bank providing cross-border services. Harmonization could
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occur through adherence to the Basle accord by a broader group of
countries or by the host-country conditioning acceptance of retail depos-
its on the home country’s adherence to the accord. To further the goal of
safety and soundness, we therefore envision international harmoniza-
tion, as depicted in the Banking Matrix.

Since the service provider is located entirely abroad, only the home-

country regulators could enforce the international standards. Ensuring

some degree of uniformity in the enforcement of such standards would

depend primarily on cooperation and consultation, among superwsors
In this regard, it should be noted that the “home-country” supervisors
might include not only those from the place of incorporation or location
of the entity providing the service but also those from the country in
which the banking organization as a whole has its principal place of
—business:—This-would-also-be-the- casewrth“respieﬂ to-braniches amd——
subsidiaries, discussed below.

Avoiding systemic risk. A host country has minimal concern with
systemic risk in the provision of cross-border services. The risk for
individual domestic banks of holding deposit.s. with foreign banks can be
addressed by regulating such exposure directly rather than by imposing
restraints on foreign banks. Cross-border services do not directly in-

volvea foreignbankin the paymenit system of the lost COUntry, noristhe
failure of a foreign bank likely to trigger imitative runs on domestic
banks. If such runs were to occur, they would, in any case, have little
relation to the foreign bank’s provision of cross-border services. Thus,
home-country rules should apply with respect to systemic risk, as noted
in the matrix.

Consumer protection. For.cross-border services, deposit insurance
must necessarily be provided under the home country’s scheme. The
host country could, of course, best protect its consumers if basic ele-
ments of deposit insurance schemes were harmonized among nations.
But achievement of this goal, although highly desirable, seems unlikely
given the vast disparities in these schemes. Furthermore, the enormous
effort that would be required to achieve harmonization does not seem
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justified by the host country’s policy concern with insurance of its
residents’ deposits in foreign offices of foreign banks. Therefore, home-
country rules, without any harmonization, should govern deposit insur-
ance for cross-border provision of services.

By contrast, host-country rules can be used for disclosure require-
ments or mandatory contract terms. For example, host countries could
require a foreign bank fo disclose whether its deposits are insured and,
if so, by whom and on what terms, If the deposit were denominated in

""a foreign currency, disclosure of the currency risk might also be re-

quired. Such rules would not impose extra requirements on foreign
banks because they would be associated with the nature of the transac-
tion, not with the nationality of the provider. Thus, domestic banks that

offer'éd"fbi'é'ign currency deposits would be subject to the same disclo-
.- sure. rules about exchange risk. . In contrast to the OECD approach,
determining the situs for provision of the service would not be impor-__

tant. If host countries were to impose overly burdensome disclosure
requirements or mandatory contract terms, there might be a need to
harmonize these measures to avoid an adverse impact on competition.
However, for purposes of this paper, we assume such harmomzatlon

would not be necessary.

“Branches

“Traditionally, analyses-of issues relating- to-internafional trade in
banking services have distinguished between providing services across
borders, on the one hand, and providing them through the establish-
ment of subsidiaries or branches, on the other. But a further distinction
is useful because, unlike a subsidiary, a branch is an integral part of the

foreign bank and is not separately incorporated in the host country
Recently, the special characteristics of branches have been given in-
creased attention in international fora such as the OECD. Moreover, the
European Community has in effect drawn a line between financial
services provided through subsidiaries (which are subject to nondis-
criminatory host-country rules) and those provided through branches
and cross-border services (which are governed by home-country rules
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and enforcement, based on harmonization of essential rules). Our
analysis seeks to identify the rules that should be applicable to the
establishment (entry) of branches and to their operation.

Entry. Only two of the policy goals we have identified seem relevant
for the entry of branches of foreign banks: competition, and safety and
soundness.

CoMPETITIVE MARKETS. Some countries limit or prohibit entry by

branches of foreign banks by, for example, applying quotas or. limita-.. ...

tions on geographic location that do not apply to domestic banks.
Developing countries often impose restrictions out of fear of foreign
domination, although developed countries may .also restrict branch

entry. Canada, for example, prohibits the establishment of branches of
foreign banks, although it would ]ustlfy the prohlbltlon on grounds of

‘safety and souindness.

Because branches can operate on the basis of the consohdated capital

of the foreign bank and are often a more efficient method of doing . . .

business than operating through subsidiaries, permitting branch entry is
important in promoting competition among foreign and domestic banks
in a host-country market. This consideration suggests that, for competi-
tive purposes, branches should be allowed to enter under home-country
rules; that is, if the home country authorizes a bank to establish a foreign

regard to the establishment of branches, as reflected in the Banking
Matrix. Thus, home-country rules would be used to determine whether
a foreign bank was permitted to establish branches in the host country.

Harmonization of prudential standards would remove the safety and -

soundness justification for discriminatory host-country restrictions.
Harmonization is included under the goal of competitive markets fo
deal with a different issue, namely, the elimination of nondiscriminatory
barriers to branch entry.

~ SAFETY AND SOUNDNESs.” Prudential concerns regarding entry of for-
eign branches cannot be allayed by the nondiscriminatory application of
host-country law. Allowing entry by a foreign branch is inherently
different from permitting a domestic bank to open a branch. Branching

~ by a domestic bankis predicated on initial approval for the establish-
_ment of the bank itself, and establishment of a branch is merely incre-

mental. Moreover, domestic banks are subject to domestic (host-coun-

branch, the host country would be required to accept that decision.

Safety and soundness concerns would be addressed by harmomzatlon

of prudential standards (see discussion below). -

A further problem arises with respect to hondiscriminatory restric-
tions imposed by a host country. For example, a host country such as the
United States may restrict intranational branching of its own banks and,
accordingly, also place geographic limitations on the establishment of
branches of foreign banks.--Even if they-are nondiscriminatory;-such
limitations may be anticompetitive and create barriers to the provision
of banking services, both on an intranational and international basis.
This type of problem could be resolved through international harmoni-
zation of rules for intranational geographic expansion.

In view of these considerations, home-country and harmonized
rules appear to be the best way to promote competitive markets with

M

try) regulation for safety and soundness, whereas a forelgn bank estab-
lishing a branch is not. The host country therefore needs to assure itself
on this point in permitting entry for a foreign branch.

... When a country permits entry by a foreign branch, it is implicitly or

explicitly accepting the adequacy of home-country regulation-and su=

pervision, including enforcement of those rules. But why should it
accept the adequacy of regulation and supervision by all home coun-
tries? Some degree of harmonization of rules—say, by adherence to the

--Basle-accord-or-other-internationally-agreed-standards—might be re-

quired before permitting entry. Even if rules were harmonized, a host
country might have reservations about the quality of enforcement in a
particular home country; but conditioning entry on the quality of super-
vision would be extremely difficult unless home-country supervision
was extraordinarily lax. The only answer may be sufficient cooperation

and consultation among natlonal supervisory authorities to establish an
atmosphere of mutual trust.

The approach of harmonization with home-country enforcement is
reflected in the Banking Matrix. By removing the safety and soundness
justification for discriminatory restrictions on entry, international har-

monization of prudential rules would enable nations to permit branches
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of foreign banks to enter under home-country rules, and would thereby
promote competitive markets.

Operation. In contrast to eniry, the operation of branches raises
issues for all four of the policy goals.

CompermvE MARKETS. Competition within a host-country market
would be promoted by allowing branches of foreign banks to engage in
the same activities permissible for domestic banks, that is, by a policy of

national treatment. However, competition could be further promoted if -

branches of foreign banks were allowed to engage in any activities their
home countries permitted. If home-country rules were the more liberal
ones, host-country banks would suffer reverse discrimination that could
be removed only by a change in the host-country rules. However, if
home-country rules were more restrictive than host-country rules and

the honiém‘"c'd_untiﬂy épplfed identical rules to its banks’ foreign and

domestic activities, branches of home-country banks would be at a
competitive disadvantage in the host-country markets.

The Furopean Community is using the home-country approach, but
bases that approach on agreement among countries regarding conver-
gence of national rules. Thus, the EC’s Second Banking Directive in-
volves both harmonization and home-country rules.® It sets forth a list

of activities subject to mutual recognition; a host country is required to_ .

permit a bank from another member state to engage, through a branch or

through the cross-border provision of services, in any activity on thelist - - -

that the home country permits. Without implicit or explicit agreement
onsucha list, it would be politically impossible, either within or beyond
the Community, to allow branches of foreign banks to operate under
‘home-country rules for permissible activities.

- Home-country rules combined with harmonization of basic rules
for permissible activities would best promote competitive markets for
operation of branches, and this is reflected in the Banking Matrix. Such
harmonization could be explicit, as in the European Community, or it
could occur de facto through unilateral changes in national rules to
conform to the more liberal rules in other countries. However, a broader
group of countries may find it difficult to agree on permissible activities,
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especially securities activities or insurance activities (the latter are not
even included on the EC’s list). Countries have different traditions and
experience in this area. Some view expansion of bank powers as a
positive promotion of competition; others have concerns about safety
and soundness, potentially anticompetitive concentrations of power, or
conflicts of interest.

At present, two major countries with restrictive rules for permissible
activities—Japan and the United States—are considering proposals for

~change. However, adoption of these proposals would not produce the

harmonization necessary to allow branches of foreign banks to operate
under home-country rules for permissible activities. The reason is that
the proposals envision that securities and insurance activities would be

...conducted. in-affiliates.of the bank rather than in the bank itself. This

approach contrasts with that of the European Community, discussed

“above, undér which securities activities (though not insurance activities)

could be conducted-in-the bank.-As aresult,-a.second-bestalternative to
the entry in the Banking Matrix—that is, home-country and harmonized
rules for permissible activities of branches—would be host-country
rules for permissible activities of branches combined with harmonized
rules for permissible activities of bank affiliafes. Such harmonization
would, in effeét?féquire tmplicit or exp'lici't”égreement on a list of
permissible activities for bank affiliates. There would also need to be

“agreement that foreign banks could operate such affiliates in addition to

branches in a host country.

TG ARETY AND SOUNDNESS. ™ The “igsuie of 'safety “and soundness with

regard to operations of branches of foreign banks in a host country is
similar to that with regard to entry. Once a branch was permitted to
enter, its safety and soundness would continue to be determined largely
by harmonized standards enforced by the home country. If, in the

absence of amore widespread international agreement, adherencetothe

Basle standards by the parent bank had been a condition of entry,
continued adherence should be included as part of the condition. Asin
the case of entry, the issue of adequate enforcement of harmonized
standards could be dealt with through cooperation and consultation
among national supervisors. In the extreme case, branch activities could
be terminated by host-country authorities.
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Systemic risk.  Considerations of systemic risk are of particular
significance for branches of foreign banks because the failure of a foreign
bank necessarily means that its branches cannot continue to operate,
The inability of a branch that played a significant role in host-country
financial markets to meet its obligations could lead to a chain reaction of
failures of other banks through the interbank market or payment and
settlement systems or through imitative runs on branches of other
foreign banks and on domesticbanks. Ifa home country rescues a failing

bank, systemic risk can be avoided; but host ¢éiinitries cafifiot count 6~

such rescues. The decision of a country to rescue a failing bank depends
on a variety of considerations, including the immediate financial cost
and the longer-term potential for increasing moral hazard.

If necessary, the interbank market problem can be addressed by

___prudentiai regulation of domestic banks,.for. -example, by limiting large.....

exposures to less creditworthy banks, whether domestic or foreign, The
risk to domestic banks from the failure of a foreign bank would generally
not increase because funds were placed with a host-country branch of
that bank rather than with the foreign bank inits home country or w1th
a branch in a third country.

The payment and settlement system of a host country is subject to
two risks from foreign branches. First,a foreign branch might default on

a settlement. position. through-failure-to- cover-uncollateralized-over-—

drafts on its clearing account with a central bank, incurred in connection
with the use of a central bank payment system, such as FedWire in thie
United States. Such a failure might result in a loss for the central bank.
Second, the failure of a foreign branch to meet its uncollateralized
settlement obligations in a net settlement system, such as CHIPS in the
United States, could expose other bank participants to losses.

. Given that the ability of foreign branches to meet their settlement
obligations depends ultimately on the solvency of the bank as a whole,
which is regulated by the home country, host countries may be reluctant
to allow foreign branches to participate in their payment systems on the
same terms as domestic institutions. In addition, branches of foreign
banks may have more difficulty than domesticinstitutions doin promptly
covering settlement shortfalls: They may be less able to fund themselves

.24 .

quickly in host-country money markets, and home-country markets
could be closed. The costs of settlement failure could be avoided if a
central bank were to extend lender-of-last-resort facilities to the failing
bank. But it is not clear whether any central bank would make these
facilities available in such a situation. And then, which central bank
would do so—that of the home country of the failing bank or that of the
country in which the payment system operates?

The risks that participation by branches of fore1gn banks pose to a

~ payment system could be controlled by a variety of measures. The BIS

Report has formulated minimum standards for the G-10 countries that
are designed to minimize the possibility of a settlement failure in net
settlement systems. These standards would affect all participants in

“such systems, whether branches of foreign banks or domestic institu-
tions. . Although adoption of these standards will decrease the risk of

settlement failure, it will not eliminate it. Moreover, the standards do

notapply to use of central bank gross payment systems, such as FedWire,
so that other policy measures will still be required.

One approach is to exclude branches of foreign banks from direct
participation in the payment system by requiring them to clear pay-

ments through domestic participants. France, for example, permits only

domestic banks to participate in Sagittaire, its net settlement system for

‘cross-border payments. Alternatively, branches of foreign banks could

be subject to special position limits or collateral requirements. Although

- such requirements could be viewed as discriminatory, they may be the

only practical alternative to a system under which the host country’s
central bank may be forced to act as a lender of last resort for such
branches. The Banking Matrix therefore indicates that host-country
rules should apply with respect to systemic risk, with the qualification

that the rules for branches of foreign banks may be different-fronmthese———

for domestic banks.

Harmonization might be used to avoid special requirements for
branches. For example, the Federal Reserve Board in the United States
now allows branches of foreign banks to participate in FedWire on terms
closer to those afforded to domestic institutions, provided the home

country of the foreign bank adheres to the Basle capital accord. Adher- -

e



ence to the accord would give host-country authorities greater confi-
dence in the safety and soundness of the foreign bank. This approach,
however, does not address the issue of systemic risk that arises when a
foreign bank with a branch in the host country actually fails. Under our
framework, capital requirements would already have been harmonized
for purposes of safety and soundness for the entry and operation of
branches. Extra measures would be needed to avoid systemic risk 1f this
first line of defense proved inadequate.

CONSUMER PROTECTION. If a branch of a foreign bank accepts deposits ™

of host-country residents, the host country has an interest in protecting
the depositors against the possible failure of the foreign bank. To this
end, a host country could require branches of foreign banks, or at least
those that take “relail” deposits, to participate in its deposit insurance
system. The problem Wlth V_this approach, that is, using host-country

rules, is that the exposure of the host—country insurer is dependent on
home-country regulation and superv1510n of the bank. Harmomzatlon
of rules for safety and soundness could make this situation more accept-
able; but because such rules cannot provide a 100 percent guarantee
against failure, the host country might still be required to pay for the -
ineffectiveness of the home country’s supervisory policies. :

One solution to the problem of potential losses by the hos't~country
insurer is to permit the host country to require branches of foreign banks -

Moreover, the effectiveness of these measures assumes that the host-
country authorities have the legal power to seize branch assets and
control their disposition, either through realizing on the pledge or
putting the branch into liquidation. This assumption is not free from
doubt. It depends on whether a branch is treated as a separate entity in
a liquidation (host-country jurisdiction) or there is unity of the bank-
ruptey (home-country jurisdiction). If the home-country receiver asserts
a claim to the assets of the entire bank, including the assets of foreign

~branches, the host country may not be able to dispose of the assets of the

branch without causing conflict with the home country.
In practice, host countries may try to liquidate a branch of a failing
foreign bank as if it were a separate entity. For example, in the United

-5tates; -state- or-federal-authorities-have-seized assets (in one case a

building, inanotherlargelocal interbank deposits) and used them topay

to pledge readily marketable assets as a condition for insurance. In_

addition, the host country might require that branches of foreignbanks

maintain total assets that exceed total liabilities and that the assets not be
excessively risky, a quasi “capital” requireinent. In the event that a
foreign bank failed, the pledged assets would be immediately available
to host-country authorities to cover or reduce the losses of the insurer, or
they would be available directly to uninsured local depositors. Al-

though other branch assets wotild be subject to host-country liquidation,

the “capital” requirement would help to ensure that such assets were
sufficient to cover the claims of branch creditors, including those of the
insurer. However, special host-country requirements for branch assets
might unduly constrain the ability of the bank as a whole to operatein an
efficient manner and, given harmonized capital requirements, would be
unnecessary to maintain the safety and soundness of the bank.

[ ¥

off local depositors and creditors; in one instance, a surplus was sent to

the home-country authorities. Nonethelgss; the home-cotintry receiver
may well consider all of the assets of the failed bank—including those
booked at its foreign branches—to be within the jurisdiction of the home
country. In the case of the 1974 near failure of Franklin National Bank,

U.S. authorities persuaded the U K. authorities to allow- the UsS- receiver -

to take control of the London branch of the U.S. bank.
There is 1o generally accepted interinational rule in this area. The
Basle Concordat deals with supervisory issues (it assigns primary re-

-.sponsibility. for.solvency.to.the-home-country.and liquidity to the host

country) and does not address assignment of responsibilities in the
event of bankruptcy. Financial institutions are not covered by a bank-
ruptcy convention recently agreed upon in the Council of Europe or by
a draft EC convention still in longstanding negotiations.

If the home country has the legal power to control the disposition of

all of the assets of a failed bank, including those at its foreign branches,
the pledge and quasi capital requirements of the host country would be
rendered ineffective. In this situation, a host-country insurer would be
fully exposed to the risk of inadequate supervision by the home country.

To reduce this exposure, the host country would need to have jurisdic- -

tion over the disposition of the branch assets. Thus, the use of host-
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country rules for deposit insurance requires use of host-country rules for
bankruptcy (that is, the separate entity approach):

There are, however, significant drawbacks to this approach. Home-
country depositors, or their insurers, may be deprived of claims to assets
booked at foreign branches, and it is far from clear why host-country
claims to such assets should be superior. Since the bank as a whole has
gone bankrupt, fairness suggests that claims should be resolved in one
collective proceeding in which similarly situated creditors are treated

alike. In addition; dismemberment of the bank: through host-country -

liquidations of branch assets may effectively prevent the home country
from restructuring or selling the bank, thus interfering with the preser-
vation of the bank’s overall value. Nonetheless, the fact remains that it
would be exceedingly difficult to achieve an international agreement

providing for exclusive home-country jurisdiction over bank bankrupt-

cies. e : :
As an alternative to host-country deposit insurance, deposits in a

branch of a foreign bank could be covered under the deposit protection -

scheme of its home country. For host countries, this raises the question
of what amount of protection provided by the home-country scheme
would be acceptable; for example, the level of coverage, the degree of
risk-sharing by depositors, the types of deposits covered, and the speed

.and convenience of payouts. This question is further complicated by the._

fact that the lack of uniformity in deposit protection schemes is not the

only factor contributing to differences among-countries-in-protecting -

depositors. Other factors that can be equally important to host countries
include government ownership of banks and central bank lending to or
government recapitalization of private banks.

" The concerns of the host country about the adequacy of depositor
protection-afforded by the home country could be resolved only by
harmonization of deposit protection schemes. Indeed, the EC Comunis-
sion is now considering whether to propose the home-country approach
for Community branches of EC banks and, if so, what harmonization
such an approach might entail. Beyond the Community, whether
sufficient harmonization of deposit protection schemes exists or could
ever be agreed upon is far more uncertain. = .0
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If harmonized and home-country rules were used for deposit insur-
ance, home-country rules could then be used for bankruptcy. Because
host-country authorities would not be providing insurance for deposits
at branches of foreign banks, the host country would no longer need to
have jurisdiction over the liquidation of the branch. Thus, home-
country deposit insurance would work in tandem with home-country
bankruptcy jurisdiction and avoid the drawbacks of the separate entity
approach to bankruptcy. Whether, and if so to what extent, acceptance
of the principle of the unity of the bankruptey would require harmoniza-
tion among nations on priorities of creditors is beyond the scope of this
paper. Within the European Community, the Commission has proposed
a “winding up” directive that would give home-country authorities
exclusive réSpOnSiBﬂitj}' “for winding up branches of EC banks; this
approach would work effectively with home-country deposit protection

if that were to be proposed.

For deposit insurance, the Banking Matrix envisions a second-best
solution: the application of host-country rules with special require-
ments for branches of foreign banks and agreement that, in the event of
bankruptcy, the host country would have jurisdiction over the disposi-

tion of the assets of branches of foreign banks. Although this approach

is theoretically inferior to the use of harmonized and home-country rules
for deposit insurance and bankruptcy, we do not believe the alternative
is realistically achievable in the foreseeable future. We would be happy

“to be proved wrong. "

Subsidiaries

Unlike branches, subsidiaries are separately incorporated under the

laws of host countries and are therefore similar to-domestically ewned———

banks. Subsidiaries of foreign banks have their own capital, which is
within the regulatory and supervisory jurisdiction of host-country au-
thorities. Because such subsidiaries are part of a multinational organiza-
tiont, however, a host country might still be concerned with the condition
of a parent bank and the extent to which it might serve as a source of

strength by standing ready to inject capital into its host-country subsidiary. -
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Entry. As with branches, the relevant policy goals for entry of
subsidiaries are competition, and éafety and soundness.

ComPETITIVE MARKETS, Promoting competitive markets requires that
foreign ownership of domestic banks not be prohibited. But two major
competitive issues do arise with respect to the establishment of subsid-
iaries. The first is whether nonbanking firms can establish banking
subsidiaries in the host country. Some countries that limit the nonbanking

powers of banks also limit the ownership of banks by nonbanking firms.

The prohibition against nonbank ownership of banks has been justified
on the grounds of either safety and soundness or competition, The
arguments are that nonbanking parents cannot serve as a source of
strength for their subsidiaries as well as banking parents can, and that
the prohibition of ownership by nonbanks prevents concentrations of

‘powerandcontlicts of interest. TheTssue 6f owniership of banks, like the -

question of nondiscriminatory restrictions on branch entry, might best
be addressed through international harmonization of rules.

The second competitive issue regarding entry for subsidiaries is
whether foreign banks can establish subsidiaries at multiple locations
within the host country when domestic banks are not fiee to do so. Such
geographic restrictions, even if applied to foreign banks on a nondis-
criminatory basis, could be viewed as anticompetitive. This problem,

like that which arises for branch entry, could be solved by international

harmonization of intranational rules, for -example, by proh1b1t1ng geo~

graphic restrictions.

When a country has a federal structure other difficulties appear. If
it permits subnational governments, such as states or provinces, to
define the scope of interstate banking, as the United States does for
subsidiaries, certain problems may arise in dealing with foreign banks.

Foreign banks may, for examiple, neéd to be “domesticated” by being

assigned to a home state or region for the purpose of the application of
host-country rules. A more serious problem arises if subnational gov-
ernments discriminate between foreign and domestic banks, for ex-
ample, by permitting only domestic banking organizations to acquire
banks within their jurisdiction. Such policies violate the principle of
nondiscriminatory treatment, and host countries with federal 'systems

may have to resort to federal statutory or constitutional changes to
resolve such problems.

Our approach to promoting competitive markets for the establish-
ment of subsidiaries calls for host-country rules and harmonized rules,
as indicated in the Banking Matrix. Harmonization may be necessary
with respect to rules relating to ownership and geographic location. In
other respects, application of nondiscriminatory host-country rules to
the establishment of sub51d1ar1es—m contrast to the establishment of
branches—does not seem to cornpromlse competltlon Moreover, un-
like the establishment of branches, the creation of host-country subsid-
jaries requires compliance with the corporate laws of the host country.

SAFETY AND SOUNDNESS. The goal of safety and soundness prov1des a

“justification for the host country to impose certain conditions on entry,
-.such-as capital requirements equivalent to those applied to domestic
_banks. If the source-of-strength doctrine is accepted, the host country’s.. .

interest in the safety and soundness of the subsidiary’s foreign parent is
similar to its interest when the host-country entity is a branch. As a
result, the host country may have an interest not only in the capitaliza-
tion of the subsidiary but also in the capital adequacy of the parent

banking institution. For example the Federal Reserve Board requires
foreign banks seeking to establish or acquire banking operations in the
United States to meet “the same general standards of strength, experi-
ence and reputation” as are required of domestic banking organizations

and to serve ona continuing basis as a source of strength to their banking
operations in the United States.” Application of the source-of-strength
doctrine would be facilitated by more widespread international harmo—
nization of capital standards.

The Basle accord, in conformity with the earher BIS agreement on
consolidated supervision, envisions that for supervisory purposes horre

countries will apply bank capital requirements on a consolidated basis.

Such consolidation would complement, but not replace, the capital
requirements applied to a subsidiary by the host country. The purpose

of applying home-country capital requirements on a consolidated basis

is to ensure that the group as a whole has adequate capital to support all

of its activities; and these requirements may affect the activities of
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subsidiaries. But a host country would nonetheless want to ensure that

the subsidiary itself had adequate caplital to support its activities. Thisis
consistent with the host country’s interest in the safety and soundness of
its own banks.

The Banking Matrix, therefore, reflects our view that, to ensure
safety and soundness, host-country rules should apply to the establish-
ment of subsidiaries. But because we have recommended international
harmonization of captial standards for branch entry, most countries

would already be adhering to the same standards.

Operation. Bothgoals relevant toentry of subsidiaries—promoting
competitive markets and ensuring safety and soundness—are, of course,
also relevant to their operation’. In general, the same considerations and

T ulegapply e T T o

COM]’ETIT!VE MARKETS, One addltlonal issue arises w1th respect to

permissible activities of subsidiaries. Competition in a host country
would be promoted by permitting subsidiaries to engage in at least the
same activities as domestic banks; but it would be even further enhanced
by permitting subsidiaries to conduct the same activities they are pet-
mitted at home. As in the case of branches, basic rules for permissible
activities would need to be harmonized to avoid competitive inequali-
ties. These considerations suggest that the entry in the matrix could be the

critical element of this entry whether it occurs through de facto market
pressures, through convergence resulting from negotiated harmoniza-
tion only for branch activities, or through explicitly negotiated harmoni-
zation about the permissible activities of subsidiaries. We have entered
host-country rather than home-country rules where harmonization has
not occurred primarily on practical grounds because subsidiaries, un-
like branches, are separately incorporated host-country entities.

OTHER POLICY GOALS., Because subsidiaries are separately incorpo-

--rated in-the host- country; the-remaining- policy- goals—avoiding sys-

temic risk and consumer protection—can be furthered by treating the
subsidiaries under host-country rules exactly like domestically owned
banks. Measures to deal with systemic risk as well as consumer protec-

-tjon measures can be applied without regard to the ownership of a bank.

same as that for branches, that is, home-country rules and harmonization.

But even the European Community is using. host-country.rules— .

that 1 is, a policy of national treatment—for subsidiaries. However, the
national treatment policy for subsidiaries is somewhat misleading. The
Community relies on home-country rules—subject to the constraint of
-an agreed list of activities—to determine the permissible activities for
branches and banks providing cross-border services. This serves as a
tool for teguilatory convergence. The alinost ifievitdable harmonization of
rules for permissible activities that will result from this process will also
affect subsidiaries. Similarly, beyond the Community, if home-country
and harmonized rules were used for branches, there would effectively
be harmonized rules for subsidiaries.
The Banking Matrix reflects our choice of host-country and harmo-
nized rules for operations of subsidiaries. We view harmonization as the

P

Overview of the Matrix "~

Our analysis, whose conclusions are set out in the Banking Matrix,

_relates the choice of rules governing international trade in banking

services both to the means by which such services-are-provided-and to
the policy goals countries seek to achieve. The most obv1ous co;tclusmn
is that no single rule can be applied to all the combmatlons of methods
and goals. Moreover, with the exception of dlsclosuﬁrequlrements no

-single-rule-can-suppert-a.particular policy-goal for every method by

which the banking service is provided. The analysis also demonstrates
that of all the goals, promoting competitive markets and ensuring the
safety and soundness of banks depend most heavily on harmonization.

With some important exceptions, our analysis suggests that home-
country rules should be applied to cross-border services, host-country

rulesto sub51d1ar1es, and harmonized rules or special host-country rules

- to branches. For cross-border services, in general, host-country regula-

tion—that is, national treatment-—is not appropriate. Those services
should be governed by home-country rules: They enhance competition,
the systemic risk is small, and only the home country can provide
depositinsurance. However, even for cross-border services, home-coun-

33

r




try rules do not adequately address safety and soundness and the
disclosure aspect of consumer protection. If foreign banks solicited
retail deposits from host-country residents, the host country would have
a concern with safety and soundness that could be addressed through
international harmonization of prudential standards. However, if the
home country provided, through its own deposit insurance system,
protection to such depositors that the host country considered adequate,
the host country’s concern with the prudential standards applied to the
foreign bank would be lessened. . This consideration serves to highlight
a more general point about the analysis: The choice of rules for one
combination of goals and methods may affect the choice for another.

_. In contrast to the rules for cross-border services, host-country rules
are generally appropriate for subsidiaries. The reason is that subsidjar-
ies can, for the most part, be regulated just as their domestic counterparts

are without raising any spec1a1 concerns about safety and soundness,

systemic risk, or consumer protection. Application of the source-of-
strength doctrine would be facilitated, however, by more widespread
international harmonization of capital standards. In any event, as the
matrix indicates; international harmonization of rules may be necessary
to promote competitive markets with respect to both entry and opera-
tion of subsidiaries. Harmonization seems the most useful solution to

the competitive problems raised by host-country restrictions_on_the

ownership of subsidiaries conducting a banking business, on the geo-

graphic locations at-which they can be initially. established. or-subse- - -

quently operated, and on the services that they can provide. But
harmonization would not be easy to accomplish: For example, it could
require the United States to remove its restrictions on interstate banking,
and it could require Japan and the United States to permit banks to offer
securities services. :

The treatment of forelgn branches raises the most comphcated
questions. These arise because branches, though located and doing
business in a host country, are an integral part of banks located in the
home country. Thus, by their very nature, branches are subject to
conflicting regulatory regimes that can be reconciled for the most part
only through harmonized rules.
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Qur analysis suggests that ensuring safety and soundness and
competitive markets when services are provided by branches of foreign
banks requires harmonized rules, home-country rules where harmoni-
zation is not deemed necessary, and home-country enforcement. This is
the EC approach under the Second Banking Directive. Competition,
particularly with regard to geographic location and permissible activi-
ties, would be enhanced by this approach. The goal of safety and
soundness requires harmonization of prudential regulations, but such

-regulations ultimately must be enforced by the home country. Harmoni-

zation of prudential rulesis also important because it permits greater use
of home-country rules to promote competitive markets. Once the goal of
safety and soundness is assured, the main rationale for discriminatory

-restrictions on competition is. removed. This is another example of the

interdependence among the rules selected for the various combinations

of methods and goals.

Our-analysis-further suggests-that-host-countries-might-justifiably
apply different rules to branches of foreign banks than to domestic banks
for purposes of avoiding systemic risk and protecting depositors. Argu-
ably, such policies might not be truly “discriminatory” because domes-
tic banks and the branches of foreign banks might not be in "like
situations,” at least for these purposes. In any event, special treatment
may be necessary to avoid the potential risk arising from participation
by branches in host-country payment systems. Requiring branches to
pledge or maintain marketable assets mlght also be ]ust1f1ed to cover

potential losses of host-country depositors or insurers. But such rules

would be ineffective without host-country jurisdiction over the disposi-
tion of branch assets in the event of bank bankruptcies. Application of
special host-country rules to protect host-country depositors could be
avoided through harmonization of deposit insurance schemes and ap-

plication of the home-country scheme to deposits-in-hest-eeuntty———-

branches; in that event, home-country rules should also be used for
bankruptcy. Although this alternative is theoretically preferable,' wedid
not adopt it in the matrix because of the considerable practical difficul-
ties in achieving harmonization of deposit insurance schemes and in

reaching an agreement providing for exclusive home-country ]urlsdlc—
tion over bank bankruptcies.
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We can also analyze the way in which international banking services
are provided from the perspective of each of the policy goals. For
example, for systemic risk and deposit insurance, the matrix shows that
quite different rules may be required for different forms of operation.
Systemic risk is of minimal concern for cross-border services. For
subsidiaries, systemic risk can be handled by the rules applicable to
domestic banks because the subsidiaries are regulated for safety and
soundness by the host country. In the case of branches, the host country

must apply special rules.

With respect to deposit insurance, for cross-border services, home-
country rules must govern because the foreign bank has no presence in
the host country. Although the host country can require that domestic
deposits at branches of foreign banks be insured, it then has an interest

in ensuring that the branch has_sufficient assets to.cover potential

payouts to depositors. As discussed above, these interests could be
addressed by an agreement on host-country jurisdiction over branches
in the event of bankruptcy. For separately incorporated subsidiaries,
host-country rules for deposit insurance can readily be applied.

Harmonization of rules is important with regard to the policy goals =

of safety and soundness and competitive markets. Harmonized pruden-
tial rules help protect depositors or insurers against bank failures. The

Basle accord. indicates-that this approach-is-feasible,-but harmonized— - — -

capital requirements are only a first step. Other aspects of prudential

supervision, such as-examination and reporting requirements; are-also~ 1"

important. Harmonized rules with respect to the powers of banks and
the geographic locations at which they can operate would clearly pro-
mote competitive markets. This is true both for subsidiaries and branches
of foreign banks. In theory, one could allow subsidiaries to be govérned
by host-country rules; but as a practical matter, harmonizing rulés that
govern competition for branches will necessarily result in the same rules
for subsidiaries if competitive equality between domestic banks and
branches of foreign banks is to be maintained.

In stressing the need for harmonized rules for competition, we do
not mean fo prejudge the content of such rules. In other words, we are
not using harmonization as a code word for deregulation.. With regard
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to entry, however, harmonization for competitive purposes should
involve removal of restrictive measures that limit market access. With
regard to branch operations, efforts to harmonize competition rules
might result in agreement to permit the same powers to banks as now
specified by the EC’s Second Banking Directive. If so, the result would
be liberalization of existing rules in the United States and Japan. Al-
though broadening powers would generally enhance competition if
safety and soundness concerns were addressed, it might not always be

-possible politically. Nevertheless, without convergence of rules for pow-

ers of banks, problems in this area may continue to arise, with the risk of
retaliatory actions that could curtail competition.”? In the case of safety
and soundness, harmonization could involve reregulation, such as

strengthening capital requirements. R

The Appropriate Forum

QOur analysis suggests that an international framework for the provi-
sion of international banking services would require agreement both on

basic principles—thatis, whether host, home, or ‘harmonized-rules— - -

should apply in particular situations—and on the specifics of harmo-
nized rules when that is the accepted principle. Achievement of sucha
framework, which goes considerably beyond the effort currently under

—way-in-the-Uruguay-Round;would; of course; require an international

forum. In this section, we consider the ideal characteristics of such a
forum and the extent to which existing international fora—the General
Agreement on Tariffs and Trade, the Organisation for Economic Co-
operation and Development, and the Bank for International Settle-

ments—meet these criteria.

Characteristics of a Forum

Anappropriate forum might (1) include only countries whoselevels

of development were sufficiently alike that they had similar interests in
the liberalization of banking services; (2) include the relevant financial
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service regulators and finance ministry officials from such countries;
and (3) have authority to formulate proposals, monitor their implemen-
tation, and resolve disputes. These characteristics flow directly from our
previous analysis.

The appropriate group of countries. As our analysis shows, compe-
tition and safety and soundness considerations are important in estab-
lishing a conceptual framework for international banking. Thus, at the
outset, the forum should perhaps consist primarily-of developed coun-
tries that have a common interest in the extent to which their home-
country banks can operate in each other’s markets. It may be extremely
difficult to get more than a few developing countries to accept the same
competitive principles as developed countries, particularly with respect

to the entry of foreign banks. Many of these countries are quite con-

cerned with foreign domlnatlon and they see little to gain from liberal-

ization of the terms of entry of their banks into developed countries.
Moreover, developed countries may be particularly concerned with
safety and soundness problems that could arise from éntry by banks
from developing countries. - - e

. The forum should nevertheless hé\fe suffic.iéﬁt.ﬂexibility t6 aécéin—
modate a growing number of countries. For example, if a host country

conditions entry for fg;giggﬂh@g}g__s__gn,,hgme:g,o,,u_ntr}{,,,a,cs:,eptance, and___

observance of certain internationally agreed supervisory standards,
banks from countries not in the initial group but subsequently meeting-

such standards might be given the same rights of entry as those in the
initial group.

- Officials participating in the forum. The officials from the countries
involved in devising an international framework would ideally include
regulators of banking and other financial services (inchuding central
bankers) and finance ministry officials. Because of their expertise and
previous experience in devising harmonization measures, such as those
developed by the BIS Committee on Banking Regulations and Supervi-

- sory Practices, banking regulators are clearly essential to the develop-

ment of the more extensive harmonization envisioned in our analysis.
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Moreover, with regard to the goal of safety and soundness, banking
regulators are the officials who would implement any agreed-upon
rules.

An important part of an effort to develop the international frame-
work we envision would involve a determination of the powers that
foreign banks may exercise in host countries. As we have indicated, this
determination turns upon questions of competition as well as those of
safety and soundness. If banks are to be permitted to offer a broad range
of financial sérvices, the expertise of nionbahking régiilators, such as
securities and insurance regulators, will also be important in formulat-
ing international rules.

Moreover, in most countries, government officials other than regu-
lators, such &5 those in finance ministries, deal with the formulation of

_ policies regarding the basic structure of the financial system. To become

effective, these policies often require legislative changes, and finance

officials often take the lead in such a process. Although regulators

clearly have an important role, their policy choices are frequently cir-
cumscribed by the broader legal framework for which the other govern-
ment officials are responsible. Some of the harmonization issues that we
have discussed, such as additional powers for banking organizations,
would require legislative changes and would be highly political. These

~ issues have the potential to affect the political and economic interests of

the participating countries and thus require the involvement of finance
ministry officials a5 well as financial service regulators.

Authority of the forum. Ideally, the forum would be more than a
meeting place. It would be an international institution with delegated
authority from participating countries that enabled it to reach decisions
binding on participants and that permitted it to monitor implementation

of its rules and resolve significant disputes about them. The supranational
character of the European Community, as discussed above, has been
important to the ability of the EC countries to harmonize certain features
of their banking laws as part of the internal market program. Though the
supranational structure of the Community goes far beyond what would

be required for an international regulatory forum, any forum undertak- -~
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ing international harmonization would be strengthened to the extent it
possessed some supranational authority.

As our analysis demonstrates, the forum would inevitably confront
issues that go beyond banking, at least as narrowly conceived. It would
have to deal with whether banks should have the power to offer securi-
ties and insurance services, and with the appropriate structure for
regulating banks offering such services. These issues would necessarily
overlap with other issues regarding such services—for example, disclo-

sure requirements for cross-border securities offerings or capital re- .

quirements for nonbank securities firms. There would also be overlap
with the macroeconomic measures required to realize the full benefits
from developing an international framework for banking services—for
example, liberalization of rules relating to capital movements.

The ideal international forum would have authority to deal with all

issues iftvolving financial services, but in practice it would be difficultto -

find one forum with such broad authority. Even on a national level,

many countries have found it difficult to integrate different types of .

financial service regulation. A second-best, but more realistic alterna-
tive would be to have several fora whose efforts would be coordinated
by a broader forum. For example, the BIS might deal with harmoniza-
tion of capital requirements for securities activities of bartks and coordi-
nate with abroader forum that dealt with the powers of banks generally.

countries, many of whom have little interest in liberalizing rules for
financial services. In particular, few of the developing countries in the
GATT are likely to agree to be bound by the same principles as devel-
oped countries. However, inaccordance with an approach that has been
suggested in the GATT negotiations on financial services, the developed
countries and some of the more industrialized developing countries
could try to reach agreement émong themselves before trying to resolve
their differences with other developing countries. Moreover, principles
agreed to by a primary group of countries, in the GATT or elsewhere;,
might subsequently be applied to other countries whose banks are
seeking to enter markets of countries in the original group. This broad-
ening of application has already occurred in some instances with respect

. tO'the"BﬁSle’aCCOrd"' R R e it o i T

Another problem with the GATT as a forum s that, for the most part,

Similarly, the Internationial Monetary Fand or the OECD mighit sérve as

aspecialized forum for rules govermng capital movements. In pr1nc1p1e,

a specialized forum could also serve as the broader forum.
The Choice among Existing Fora

The creation of a new forum for developing an international frame-
work. for banking services along the lines we have:suggested-merits
consideration. In the absence of a new institutional framework, the most
likely fora for undertaking the effort are the GATT, the OECD, and the
BIS. How well do these fora meet the ideal criteria?

The GATT. The GATT falls short of the ideal forum in several ways.
One problem is that it comprises a large number of economically diverse
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the part1c1pat1ng officials are experts in trade in goods rather than in

" banking or other financial servicés. This empha51s Was natural because,

before the Uruguay Round, the GATT dealt solely with trade in goods.
As this paper has suggested, liberalization of international trade in
banking services raises complicated issues that are best handled by

specialists-If the somewhat autonomous GATT FinancialServices Body

being discussed in the Uruguay Round negotiations were to be estab-

. lished, it could conceivably play a role in the development of an interna-

tional framework for banking sexvices of the sort suggested here.

The BIS. Though itis closer to the ideal forum for international trade
in banking services than the GATT is, the BIS also has some drawbacks.
The G-10 countries that are represented on the BIS Committee on
Banking Regulations and Supervisory Practices have a common level of
development; but the group may be too narrow because it excludes a

number of developed countries with similar interests in international
banking services. On the other hand, the BIS Committee includes
banking regulators with substantial expertise and experience in harmo-
nizing banking rules on an informal and nonbinding basis; they have

negotiated the risk-based capital accord, the Concordats, and the mini- -

mum standards for interbank netting schemes. However, the BIS does
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not formally include other financial service regulators or finance minis-
try officials, whose participation would be necessary to reach govern-
ment-to-government agreements as opposed to understandings among
bank regulators.

The BIS could play an extremely useful role in the international
regulatory framework we have described as a specialized forum for
issues involving safety and soundness and systemic risk. Other coun-
tries could be brought into the discussions of these issues after the BIS
had formulated preliminary proposals. The proposals of the expanded
group of banking officials could then feed into a broader forum that
included government officials more attuned to competition and con-
sumer protection considerations. Similar input to the broader forum
could also be made by other financial service regulators.

The OECD. The OECD has some advantages as a forum for the

although its rules are legally binding, the OECD lacks a strong mecha-
nism for settling disputes. If it were to play the role of the broad forum,
its ability to resolve disputes would have to be greatly strengthened, a
move that would involve a major change of style for the organization.
The OECD would also need to find ways of including nonmember
countries that meet certain criteria based, for example, on regulatory and
supervisory standards as well as liberalization of access.

Conclusion

- Thi$ paper sets forth a conceptual framework for analyzing interna-
tional trade in banking services and uses it to suggest rules applicable to

countries at relatively similar levels of development.”® Also, most of the
relevant government officials from the finance ministries, central banks,
and supervisory authorities regularly attend meetings of its committees
or the working groups established under its committees. o

. The OECD also has some experience with nonbmdmg harmomza-
tion of national laws. In the 1970s, the Committee on Financial Markets

issued recommendations that came _close to harmonization of rulesin_____ ..

the area of operation of unit trusts (mutual funds) and disclosures

applicable to publicly offered securities: In addition, the Committee on- -

Fiscal Affairs has developed a model tax convention to avoid double
taxation. FFor the most part, however, the OECD has sought to establish
the principle of nondiscriminatory application of host-country rules
rather than dismantle nondiscriminatory barriers that could involve
- changes-in the regulatory framework of a host country. Some of the
' latter work could be carried on by specialized fora such as the BIS. The
OECD could thus be the broad forum that coordinated the efforts of
other groups.
One problem with the OECD is that its members, unhke those in the
European Community, have not surrendered any sovereignty to it.
_ Decision making, as in the GATT, must be unanimous... Moreover,
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purposes discussed in this paper. Currently, it comprises twenty-four |

various forms of such trade. Determining the appropriate rules requires

- systematic examination of the policy goals involved in the regulation of

banks, as well as of the methods by which international bankingservices

are provided. Our framework—with the principles of host-country,
home-country, or harmonized rules—enables one to go beyond conven-
tional verbal formulations, such as national treatment or effective mar-

ket -access, that often avoid or paper over underlying concerns and the

complexities of the issues. Although reasonable people may differ over
the details of our analysis and the solutions we propose for each combi-

~nation of policy goals and methods of providing services, the systematic

approach embodied in the matrix that relates the choice of rules to both

~the goals and the'methods remmaing tseful. Indeed, a similar approach

could be used for other financial services, such as securities and insur-
ance.

From the perspective of this paper, the establishment of an appro-
prlate international regulatory framework for trade in banking services
is an ongoing, long-term effort. The current efforts of the Uruguay

Round could be viewed as an important beginning. Our analysis
suggests that consideration should be given to continuing this work in

the OECD or the GATT, either of which could serve as the forum for ... ...

agreement on the appropriate principles and could participate in or
coordinate the efforts of other specialized fora in arriving at harmonized
rules where they are deemed necessaty.
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