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Summary

The Financial Services Action Plan (FSAP) is the European Union’s (EU)
blueprint, approved by the European Parliament, to transform the 25 member
countries' financial marketsinto asingle market. Thisplanned European regulatory
reform raises anumber of regulatory issuesfor American firms operating in Europe.
Partly because a significant part of U.S. and EU financia services transactions are
conducted through European financial institutions on-site in the United States and
Americaninstitutionson-sitein Europe, theHouse Financial ServicesCommitteehas
held ahearing on FSAP. Successful integration of EU financial servicesis expected
toincrease Europe’ seconomic growth. A European Commission study suggeststhat
the resulting competitive and flexible markets would cause a 1.1% permanent
increase in the European gross domestic product. More cost reduction should result
when the Single European Payments Area (SEPA) is created. Upon completion in
2010, this electronic payments system will allow individuals and corporations to
make electronic payments throughout the Eurozone as efficiently and as safely as
such paymentsare being made on the national level today. The European Parliament
had scheduled a December 12, 2006, vote on the Payment Services Directive, but
because of disagreements on regulatory issues, the vote was not taken.

The FSAP sets out severa “directives,” which call for national governmentsto
adopt laws to regulate their financial services industries. In addition, member
countries are expected to adopt related international standards like the international
accounting standards and the Basel |1 capital accords for financia institutions. The
directive oninvestments aimsto establish aregulatory framework for securities that
is expected to promote efficiency and transparency in this marketplace. However,
the EU transparency requirements are very costly to American firms in Europe.
Consequently, some in the U.S. securities industry warn that U.S. firms will
withdraw from Europe if this directive is not changed. The directive was changed.
The purpose of the conglomeration directiveisto contain and superviserisksarising
in cross-sector business groups containing securities firms, credit institutions, and
insurance companies.

As part of the FSAP, accounting standards are critical tools in enforcing
supervisory control over financial servicesinstitutions. OnJanuary 1, 2005, all 7,000
EU-listed companiesbegan following the International Accounting StandardsBoard
accounting principles in drawing up their consolidated financia statements. The
European Union has implemented Basdl 1l at the same time it is implementing the
Financia ServicesActionPlan. Theaccounting standardsregulationswereresolved
in time for the EU’s January 1, 2005, deadline, but regulatory issues concerning
Basel 1l remain on the national level. Despite these financial services firms
lingering concerns about FSAP and Basel |1, their regulators believe that higher rate
of economic growth will more than pay for the cost of these reforms. Consequently,
the EU is moving forward with these financial services reforms.

This report will be updated as devel opments warrant.
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European Union — United States:
Financial Services Action Plan’s Regulatory
Reform Issues

Introduction

The financial institutions of the United States and the financial institutions of
member nations of the European Union (EU) have had a long history of providing
financial servicesto their customers on both sides of the Atlantic. A significant part
of this business (banking, insurance, and securities) is conducted through European
financial institutionson sitein the United States and American institutionson sitein
Europe. Theregulation agreedtofor governing foreign institutionshosted in Europe
and the United Statesis called national trestment. National treatment mandates that
the host country extend to foreign financial institutions the same regulations and
supervision that they apply to their own institutions. The long-standing national
treatment agreement is being changed with the European Union’s reform of its
various national financial servicesregulatory and supervisory structures. The EU’s
financial services reform now opens up the possibility that instead of U.S. financial
servicesfirmsbeing hosted by 25 separate countries, they may haveto deal with only
one pan-European regulatory framework. At this stage, American authorities and
financial servicesfirmsexpect to shareinthe potential benefitsthereform offers. On
the other hand, they realize that the EU’ s financial services reform could adversely
affect U.S. financia servicesfirms' profitability in Europe. That was onereason the
Financial Services Committee of the House of Representatives held a hearing on
EU’s Financia Services Action Plan (FSAP) on May 22, 2002.

The reform is being conducted through an overarching Financial Services
Action Plan (FSAP). Under this blueprint, there are directives, which are the
legidlative proposals for regulating specific financial services, institutions, or
business organization formats. The directives are to be adopted by each member
country in the form of national laws. This report provides a brief examination of
some of the regulatory issues surrounding the most important of the EU’ s financial
services directives from the EU and the U.S. perspectives, using the same basic
format for each directive. The report also examines two new additional financial
servicesstandards— theInternational Accounting StandardsandtheBasel 11 Capital
Accord — that are to be adopted in conjunction with the FSAP.
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Background

The European Unionisin the process of transforming its 25 member countries
financial markets into a single market through directives — laws to be adopted by
member countriesregul ating financial services. Only the 15 existing member nations
are voting on these directives, however, the 10 new members are expected to adopt
these directives in time. The purpose of these directives is to make the European
financial system more efficient by modernizing and providing greater uniformity for
the member countries’ financial regulatory and supervisory regimes. This would
enable them to operate as one, integrated, financia system. For example, the new
framework would, among other things, assure regulatory equivalencein all member
countries and allow one country’s financial institutions to operate in another’s
marketplace asif they were based in that host country, with no additional layers of
supervision. Thisnew coordinated supervisory systemwould replacethedivided and
often anachronistic existing system. When implemented, the directivesare expected
to promote competition in financial services by removing barriersto intra-EU trade
in financia services. At the same time, the new system is intended to ensure the
safety and soundness of the overal EU financial system by protecting it from
systemic risk.

A successful European Union financial integration would have a significant
impact on U.S. financial institutions operating in Europe and EU financia
institutions operating in the United States. Considering only the banking industry,
there were 34 U.S. banking organizations operating in the European Union, as of
September 30, 2003, with aggregate assets of $747 billion. On the other side, there
were 68 EU banking organizations with assetsin their U.S. offices of $1.8trillion of
which $937 billion were banking assets while $871 billion were nonbanking assets.*
Overadl, the U.S. financia firms (banks, securities, insurance, and others) appear to
view the EU financia integration effortsasa“win-win” for the European and world
economies. U.S. financia firms, which are among the leading playersin the global
financial market, are expected to be major beneficiaries of EU integration.

Theintegration of financial servicesregulationsisexpectedtoincrease Europe’'s
economic growth. A study by the European Commission suggests that the resulting
competitive and flexible markets would pool Europe-wide liquidity, which would
benefit the equities and corporate bond markets. That alone is estimated to
permanently reduce the costs of equity capital by 0.5 %, triggering a 0.5% increase
in investment and employment, which would result in a 1.1% increase in European
gross domestic product.?

! Mark W. Olson, The European Union’ sFinancial ServicesAction Plan, Testimony Before
the Committee on Financial Services, U.S. House of Representatives May 22, 2002, p. 1.
[http://www.federal reserve.gov/boarddocs/testimony/2002/20020522/default.ntm]. Data
updated by the Federal Reserve Board. Since some of the nonbank entities file on an
annual basis, thenonbank financial dataarethe most recent avail able since December
31, 2002.

2 European Commission, “Proposal for Directive on investment services and regulated
markets — frequently asked questions,” EU Institutions Press Releases, 1P/02/1706,
(continued...)
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The Financial Services Action Plan (FSAP)

TheFSAPistheoverall framework to integrate Europe’ scapital markets by the
middle of thisdecade. Now approved by the European Commission, FSAP seeksto
modernize prudential supervision and regulation of financial services providers
through 42 complex measures. It would establish a single apparatus intended to be
capable of the following:

e responding to new regulatory challenges,

e eliminating capital market fragmentation;

e promoting closer coordination among supervisory authorities; and

e developing an integrated EU infrastructure for wholesale and retail
financial services.

The FSAP measures include state-of-the-art prudential rules and supervision,
which the European Commission considered to be much needed in some member
countries. The plan also addresses disparities in tax treatment, and is intended to
establish an efficient and transparent legal system of corporate governance, capital
adequacy, and protection against money laundering.

The U.S. Perspective. U.S. officias and business interests are generally
supportiveof the EU’ sFinancial ServicesActionPlan. U.S. officialswant the FSAP
to become aredlity that is consistent with an open, global financial system inwhich
EU markets reward the most efficient firms operating, no matter what their country
of origin. Earlier in the process, some Americans suggested that the Europeans
model their system after the United States, which arguably has the best-functioning
capital market in the world. But, after the Enron, WorldCom, and other recent
scandals, the Europeans considered the U.S. framework as not the most transparent
disclosure regime in the world and have developed some alternative mechanisms,
leading to some U.S. concerns. Thetransparency requirementswould require firms
to publish annual and half-yearly reports, including consolidated financial statements
based on international accounting standards. American securities firms assert that
these transparency requirementswould be costly and difficult for U.S. firmsto apply
inthe EU financial services marketplace.® In addition, some U.S. analysts point out
that on-site examinations of financia institutions are not emphasized in the FSAP,
while these examinations are a critical part of the U.S. financial services regulatory
structure. Because of the lack of on-site examinations of the financia institutions
operations, they are concerned that regulatory enforcement could be applied with a
bias against American firms.

The EU Perspective. Political backing of the FSAPinthe EU isvery strong
andwidespread. The mainreasonsarethat the governments of the member countries
believe that the plan isfeasible and that it could help boost EU economic growth in

2 (...continued)
Brussels, Nov. 19, 2002, p. 2.

3 Arthur Rogers and Joe Kirwin, “EU Passes Investment Bill to Give Firms Cross-Border
Access, Protect Consumers,” p. 2.
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thelong run. Many Europeans believe that the dismantling of barriers to financial
services could result in the EU becoming a significant rival to U.S. financia firms
in the global financial market. The chalenge for the European Parliament and the
Council of Financial Ministersisto transpose the plan into the national laws of the
member countries. Given the huge diversity that currently exists in the member
countries financial regulatory architecture, the EU is expected to allow some
flexibility in implementing the plan. However, this flexibility could lead to
enforcement difficulties later if significant regulatory differences remain because
national legislatures insist on maintaining specia privileges for certain firms.

The Financial Conglomerate Directive (FD)

One of the primary proposals under the FSAP is the directive on the
consolidated supervision of financial conglomerates. Thisdirectivewould establish
minimum requirements for group-wide supervision of financial conglomerates and
mixed financia holding companies (firms with financial services as well as
commercial operations) doing business in the European Union. This form of
financial institutionismorecommon in Europethan inthe United Stateswhere, until
recently, such mixes were prohibited.*

The purpose of this directive is to contain and supervise the risks arising in
cross-sector business groups containing securities firms, credit institutions, and
insurance companies. It imposes prudential supervision on a group-wide basis of
financial conglomeratesand mixed financial holding companies. Inshort, it attempts
to address concerns that there could be athrest to the EU’ sfinancial stability if any
firm within alarge financial conglomerate were to experience financial difficulty.

The U.S. Perspective. TheFinancial Conglomerates Directiveissomewhat
controversial because it requires EU authorities to determine whether a non-EU
parent financial conglomerateis subject to equivalent consolidated supervisioninits
(non-EU) homecountry. If equivalent supervisionisnot confirmed, thedirectivesets
out several requirementsto ensureappropriate supplementary supervision. American
firms argue that these requirements would raise their cost of doing business in the
European Union. For example, if the EU authoritiesfound no equivalent supervisor,
they could impose additional capital requirements, levy more regulatory scrutiny on
the risk profiles of the group, or test the qualifications of key personnel. The
American firmswould prefer U.S. supervisory authoritiesto play arolein deciding
whether or not thereis supervisory equivalency. The EU Commission and the SEC
agreed that for companies with no recognized federal regulator the SEC would be
designated their federal regulator.®

The EU Perspective. Unlikethe American rule-based financial supervisory
framework, the Europeans are in the process of setting up a single supervisory
framework that is mainly based on principles, not rules. They expect this new
financial services regulatory framework to be capable of responding to evolving

* See CRS Report RL30375, Major Financial Services Legisation, the Gramm-Leach-
Bliley Act (P.L. 106-102): An Overview, by F. Jean Wells and William D. Jackson.

®> Regulatory Roundup, American Banker, Feb. 12, 2004, p. 5.
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market conditions and structures to make a more efficient market environment for
better decision-making. Under this framework, regulatory cooperation among
supervisory authoritiesiscritical to ensureeven handed enforcement. The American-
type rules system leaves less room for interpretation and is, therefore, less flexible.
For most EU-member countries, regulatory rulesareexpected to play anincreasingly
important role in their financial framework.®

The Investment Services Directive (ISD)

The investment services directive is another critical directive and is the
legidlativeframework for theregulation of firmsinthe securitiesindustry. Anearlier
version of thisframework was adopted in 1993. It established the conditions under
which authorized investment firms and banks provide specified services in other
member countries on the basis of home country authorization — European-wide
national treatment, or the one passport framework. However, it left standing most
restrictions to cross-border investment services activities in Europe. The new
directive as reviewed by the Committee of European Securities Regulators (CESR)
and now approved by the European Parliament prescribes a set of flexible market
oriented principles that are expected to deliver increased innovation and
competition.” The committee believesthat parts of the European capital market are
still too fragmented into national securities markets that do not alow international
competition. Inaddition, in recent years moreinvestors have become activein these
markets offering a more complex range of financial services and instruments.

Like the other regulatory directives, this new directive on investments aims to
establish a uniform regulatory framework for securities that is expected to promote
efficiency and transparency in this marketplace. To accomplish this, the EU plans
to devel op a25-country integrated financial trading infrastructure for securities, and
to establi sh mechanismsthrough which the necessary cooperation among supervisory
authoritieswill bepossible. Furthermore, agreater emphasisthaninthepastisbeing
placed on protecting investors and fostering market integrity. Whilethe scope of the
ISD is broad (covering 25 countries), the directive pays a great deal of attention to
details. It includes principles for policing conflicts of interest, organizational
requirements for multifunction firms and trading facilities, and requirements for
client-order handling, and large dealer-brokers making public their bid and offer
prices for specific transactions.

The U.S. Perspective. U.S. authorities broadly welcome the European
Union’s Investment Services Directives as aregul atory framework that could bring

¢ Joe Kirwin, “U.S. Regulators Initiate Effort to Avert Conflicts, Regulatory Problems,
BNABanking Report, June 14, 2004, p. 1. [http://ippubs.bna.com/IP/BNA/bar.nsf/
SearchAllView/024904D7F23C851E85256EB0007B6338?0pen& highlight=EU,COMM
ISSION]

" Arthur Rogers and Joe Kirwin, “EU Passes Investment Bill to Give Firms Cross-Border
Access, Protect Consumers,” BNA Banking Report, April 5, 2004. p. L
[http://pubs.bna.com/nwsstnd/ip/BNA/BAR.NSF/ecdc890eaf c6d5bd85256b57005946be/
8dbe96020a307d8285256e6h0016ad58?OpenDocument]
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increased innovation and competition to the European securities marketplaces.® The
Securities and Exchange Commission (SEC) has been particularly active in
cooperating with the European Commission on developing this directive. U.S.
businesses also welcome this directive and have commented extensively on the
documents themselves. The American Chamber of Commerce commented that the
directive was too detailed, covering provisions that were functionally unnecessary.
To illustrate, the directive places a blanket pre-trade transparency requirement on
brokers. The Chamber of Commerce argued that this requirement does not give the
brokers the necessary flexibility to work order execution most efficiently for their
customers. SomeintheU.S. securitiesindustry have even suggested that U.S. firms
will withdraw from Europe if this directive is not changed. They argue that the
regulationswill be costly, difficult to apply and could drive business out of Europe.’

The EU Perspective. The European Union is trying to establish a
comprehensiveregulatory regimegoverning the execution of transactionsof financial
instruments regardless of trading methods or country of trade origination. The
Europeans believe that it would provide a coherent risk-sensitive framework for
regul ating order-execution arrangementsin all EU financial markets. However, in
order to get agreement on this framework, it must be flexible because the existing
national regulations often serveto protect narrow local interests. Consequently, the
directive’s emphasis on market integrity and investors' protections are its main
selling points among participants in the European marketplace. But the fact that
exemptionsto already agreed-upon provisions are given to certain financial services
sectors by the European Commission is an indication that the EU is not fast
approaching agreement on the ISD.

The Directive on Insurance (DI)

National insuranceregulationsare till in placeinthe EU, even though there are
several recently adopted EU insurancedirectives. Inearly 2002, the European Union
adopted two directives increasing solvency margin requirements for both life- and
non-life-insurance firms, in an update of previously adopted directives. Work has
just started on a fundamental review of the insurance solvency system (dubbed
Solvency I1). According to the European Commission, which initiateslegislationin
the EU’s legidative process, the review’s objectives will parallel those of the
revisions of the Basel Capital Accord. Theframework directive wasto be presented
in early 2005, but has yet to be presented. In late 2002, the European Union adopted
alife assurance directive which simplified into asingle text all previous directives
in the area of “life assurance.” But there are still disagreements among the EU
members.’°

8 See the EU Committee of American Chamber of Commerce in Belgium, “Position Paper
on Investment Services Directive,” The EU Committee, March 24, 2003, p. 1.

% Patrick Blum, “Pressure mounts on EU over new securities rules,” Financial News, Feb.
2, 2004, p. 1.

10 Patrick Tracey, “ European Regulators Say Rulesfor Insurance ContractsFall Short,” BNA
Banking Report, Aug. 11, 2003, p. 1.
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The U.S. Perspective. Even though the U.S. financia servicesindustry as
awhole has not expressed concern with the final version of the new directive, there
may be cost provisions related to the guarantee fund and solvency margin
requirements that would limit some U.S. companies’ interest in taking advantage of
thenew provisions. Whilethedirective’ slanguageisworrisometo many U.S. firms,
it has been standard language in many of the EU financial services directives since
the late 1980s. It has never been invoked other than as a negotiating tool in the
global financial servicesnegotiations. However, it istaken seriously asapossibility,
particularly because of the considerabl edifferencesininsuranceregul atory structures
between the United States and European Union. U.S. insuranceregulationiscarried
out at the state level with only rough coordination through the state-based group, the
National Association of Insurance Commissioners (NAIC). By contrast, EU
regulation is at the national level and, increasingly, the rules are set in a pan-EU
framework. A Financial Conglomerates Directivewould requireregulationin every
EU country under a single supervisory coordinator if an insurance entity operates
within a financial conglomerate. But there has been little new movement on this
reform package.

The EU Perspective. Theinsurancedirectives provideindividual members
with more powerful meansto retaliate against non-EU countrieswho do not provide
national treatment to EU insurance firms. The insurance directives include a
reciprocal national treatment clause providing for procedures in the event that EU
firmsaredetermined to be denied comparable competitive opportunities. Under rules
set out in the directives, possible actions range from negotiations with the third
country to seek national treatment by the European Commission on behalf of the
European Union, to placing restrictions on firms from that country in the EU market
until the situation for EU firms in its home country is resolved. Consequently,
denying one EU member national treatment could cost the denying country’s
insurance companies opportunitiesin all EU countries.

International Accounting Standards (IAS)

Accounting standards are critical tools in enforcing supervisory control over
financial institutions, particularly in terms of corporate governance. The European
Union made January 1, 2005 the deadline by which all estimated 7,000 EU-listed
companies must follow the International Accounting Standards Board accounting
principlesin drawing up their consolidated financial statements. At the sametime
that deadline was set, the U.S. Financial Accounting Standards Board and the
International Accounting Standards Board pledged cooperation in achieving
convergence of U.S. and international accounting rules. On March 12, 2004, the
European Commission announced that the U.S. Securities and Exchange
Commission (SEC) would recognize foreign companies use of the International
Accounting Standards (1A S) whenreporting financial results. However, the SEC and
European Commission arein ongoing accounting standardstalks. The United States
uses generally accepted accounting principles (GAAP) in contrast to the European
Union’scountry-modified IAS. Themaindifferenceisthat GAAPIs rule-based and
IAS is a principles-based standard, which is more flexible than GAAP. With the
implementation of the Sarbanes-Oxley Act, the European Commission engaged in
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aregulatory dialogue with U.S. authorities, in particular concerning equivalence in
corporate governance.™

The U.S. Perspective. Even though the SEC has agreed to accept IAS for
EU companies listed on the U.S. stock exchanges, the SEC would like to see more
discrete rules concerning the accounting for financial derivatives.*? U.S. financial
services firms expect to benefit from the uniform IASinthe EU. Both U.S. and EU
firms are currently incurring additional costs to doing business in the European
financial markets because of multiple accounting standards.

The EU Perspective. Currently, national financial servicesmarketsin Europe
have no uniform accounting standards. Consequently, the adoption of thelASfor all
listed companiesin the EU from 2005 onward helped to eliminate barriers to cross-
border tradingin securitiesby ensuring that company accountsthroughout the EU are
more transparent and can be easily compared. This automatically increases market
efficiency by reducing the cost of raising capital for firms. But the European banking
and insurance industries earlier refused to comply with IAS Board rules concerning
fair value accounting principles for derivatives, and European Commission and the
SEC werewilling to exempt European companies from compliance with theserules.
But, on November 19, 2004, the EU Commission gave final approval to the
controversial internal accounting standards dealing with financial instruments such
as derivatives. While some American firms argued that the EU has instituted a
weaker standard than what is being applied in the United States, they consider it a
significant step forward.*®

The Basel Il Capital Accord

Basel 1l isaseparate set of capital requirementsfor financial institutions which
could be adopted by any financial business in the world. The European Union,
however, intended to implement Basel 1I* at the same time it implements the
Financial Services Action Plan. However, the EU wound up implementing Basel 11
first, while plans moved ahead after the Europan Parliament voted to move to Basel
Il on September 28, 2005. All EU financial institutions, regardless of size, have
started operating under the Basel |1 capital standards since late 2005.%

1 European Commission, “ Nine months|eft to deliver the FSAP,” Eighth Progress Report
on the FSAP, June 3, 2003, p. 14.

12 pPatrick Tracey, “European Accrual Accounting ldea gets Cautious Welcome From
IASB,” BNA Banking Reports, Mar. 22, 2004, p. 2.

13 Steve Burkhol der, “ Securities Industry Group Seeks Reform of Derivatives Accounting,”
BNA's Banking Report, Dec. 6, 2004, p. 1. [http://ippubs.bna.com/IP/BNA/bar.nsf/
SearchAllView/E8A3979F5E51CB7885256F600017FBFE?Open& highlight=EU,COM
MISSION]

14 See CRS Report RL 31984, The New Basel Capital Accord: A Returnto Bank Supervisory
Judgments, by Walter W. Eubanks, for more details on the implementation of Basdl 11.

> BNA, “European Commission Lauds Basel 11 Vote by Parliament, Urges Member States
(continued...)
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Basel 1l isanew financial supervisory framework that regul ates the amount of
capital that the owners of a financial institution must set aside as their financia
institution takes on additional risk. The accords are rules based on the notion that a
financial institutionislesslikely tofail if itsownersare required to put more of their
own money at risk as the institution takes on additional risk. Basel 11 is generaly
seen asan improvement over Basel |, whichisthecapital framework most devel oped
countries’ financial institutions are currently operating under. The improvement in
Basel 11 comes from a more comprehensive risk-sensitive measurement framework
that isableto adjust capital adequacy morerapidly than Basel |. Basdl 1l reliesmore
heavily on financia institution managements and regulators judgments of the
methods used in determining risk and required capital than the set formulaapproach
of Basdl I.

The U.S. Perspective. As with the EU directives, there are concerns for
some, mostly small, U.S. financia institutions if U.S. regulators join the EU and
require all U.S. financia institutions to operate under Basel Il. The smaller
institutions would face significant costs in setting up and operating capital models
that could pass supervisory scrutiny, and are widely expected to remain under the
simpler rules of the older Basel | accord in the United States.’* The blanket
application of Basel Il to EU financial institutions is intended, in part, to assure at
least minimum uniformity across what are otherwise very unlike institutions with
respect to capital standards. That position is different from the one taken in the
United States. The United States' intended limited adoption of Basel 11 has created
some friction with EU regulators.

U.S. financial regul ators, headed by the Federal Reserve (Fed), intend torequire
Basdl 1l for only the most important, internationally active institutions and presume
that other major ingtitutions (mainly banks) will also join the system. The Fed
expects 20 large banks will be operating under Basel 11 by the implementation date
at theend of 2008. Those 20 banks account for about 99% of the foreign assets held
by the top 50 domestic banking organizations and approximately two-thirds of U.S.
domestic banking assets.'” Regulators will allow other banks to choose whether or
not to apply Basal Il or retain the Basel | standards. Because of the cost and
complexity of Basel 11, especialy for smaller banks, thisregulatory decisionimplies
that the overwhelming majority of the roughly 8,000 U.S. banks are not likely to be
operating under Basel 1. Instead, these small banks are likely to be operating under
Basel | or under Basel IA, anew capital standard which is more sensitive than Basel
I, but not as costly or complicated as Basel 1I. The regulators are reviewing
comments from the industry on the Basel |A proposal. Since U.S. implementation
will follow the Europeans’ implementation, and sincethe Basel 11 and |A isexpected
to use capital more efficiently, the European Basel 11 bankswill enjoy the benefits of

15 (_..continued)
Approval,” BNA Banking Report ,October 10, 2007, p. 1.

16 Roger W. Ferguson, Jr. Basel I1: Scope of Application in the United Sates, statement
before the Institute of International Bankers, New York, New York June 10, 2003,
[http://www.federal reserve.gov/boarddocs/speeches/2003/200306102]

Y 1bid.
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these new standards putting U.S. banks at a disadvantage until the United States
implements its capital standards at least a year later (in 2008) than the Europeans.

The EU Perspective. Asmentioned above, the European Unionisplanning
to issue a revised capital requirement directive due to come in force at the end of
2006 to parallel the Basel 1 implementation. All financial institutionsinthe EU will
eventually be required to operate under Basel Il regulations. The financial
ingtitutions of Austria, Belgium, Finland, France, Germany, Greece, Ireland, Italy,
Luxembourg, the Netherlands, Portugal, and Spain are currently operating under
Basel | and will convert to Basel 1l quickly. It is not clear, however, that Cyprus,
Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta, Poland, Slovak
Republic, and Slovenia currently comply with Basel I. As aresult, the European
Union is now reviewing capital standards and adequacy in all member countries,
particularly the 10 new members, as part of the EU Financia Services Action Plan.*®
The main objective of the review isto bring the existing regulatory frameworks of
these countriesinto linewith therest of the European Union. Eventually, thealigned
system under Basel Il is expected to foster a comprehensive, risk-sensitive
management environment throughout the European Union.

Severa reasonsaregivenfor planning to universally adopt Basel |1 for al banks
and other financial firms. First, the EU’s monetary authorities believe Basel 11 is
superior to Basel I. Second, Basel 11 isrelatively easier for the European Union to
adopt than for the United States. There are fewer ingtitutions in the EU. For
example, in most EU countries fewer than 10 banks account for more than 90% of
their banking assets. Furthermore, amost all EU banks conduct asignificant amount
of international banking, and many are owned or operated by foreign banks.
Conseguently, most European financial institutions are international, and Basel Il is
expected to help create alevel competitive playing field.

The Payment Services Directive (PSD)

The European Union is developing an electronic payments system to allow
national financial services providersto offer EU-wide electronic payment services.
This system could haveimplicationsfor U.S. banks mainly becauseit could cut U.S.
international banking costs. SEPA isexpected to allow individual sand corporations
to make el ectronic payments throughout the Eurozone as efficiently and as safely as
in the national context today. SEPA isto have similar unifying effectsin electronic
payments as the Euro banknotes and coins have had since their January 2002
introduction. Because of that introduction, businesses and individuals in the
Eurozone are able to make cash payments within and across 13 countries using a
singlepurseof currency. Sincetheuse of paper checksand cashissignificantly more
costly that el ectroni c payments, the EU banking systemisexpected to besignificantly
more efficient and less costly with SEPA.

8 European Commission, “Capital Requirements: Commission Publishes Consultation
Results,” [http://europa.eu.int/comm/internal_market/regcapital/docs/qis3/2003-05-quis3-
results_en.pdf]
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The European Parliament had planned to take aDecember 12, 2006, vote on the
Payment Services Directive that the European Commission published in 2005, but
because of disagreementson regulatory issues among the member countries, thevote
was not taken. Thisdirectiveisaimed at facilitating SEPA by removing most of the
legal and regulatory barriersinthe Eurozone. The European Commissionfound huge
pricedifferencesin providing payment services. Thedifferencewasashigh aseight
times among member payments systems. In addition, in some Eurozone countries
the standard execution time for payments is one day while in others it takes up to
three days.

The U.S. Perspective. SEPA isawork in progress on a number of fronts.
Consequently, it is difficult to know all the implications of its existence for U.S.
banks. However, if the rule to exclude non-European banks from the construction
of the system is extended to non-member use of the systemitself, SEPA might have
negatively impact U.S. banks’ profits. It isgenerally expected that SEPA will offer
U.S. banks located in the Eurozone alevel playing field to compete with European
national banks due to the long-standing policy of national treatment. But, since
member states in the Eurozone might amend the provisions of the directive to
accommodate individual member countries infrastructures and practices, U.S.
banking might be disadvantaged by resulting modifications or amendments. U.S.
banks Eurozone operations could become more costly with SEPA if U.S. banking
institutions are forced to provide 13 different sets of consumer notifications, for
example. Onthe other hand, since U.S. banks aretechnologically competitivein the
Eurozone, U.S. banksmight be capabl e of expl oiting opportunitiesmorequickly than
their European competitors.

The EU Perspective. The European Union’s government in Brussels
supports SEPA, while the national member statesare divided in their support mainly
because the national banking systems will have to make investments in advanced
technology beyond what they are currently undertaking on the national level. While
thenational governmentsarelikely to benefitsinthelong run, the short-run costsare
not being supported or subsidized by EU government in Brussels. From the
European banking industry’ s perspective the strongest incentivesto create SEPA is
the prospect that cross-boarder payments will increase beyond the 3% that is
occurring now. At the sametime, SEPA isexpected to bemorecompetitiveallowing
other national banksto competein the national paymentsmarkets. Thus, established
national banking institutions would be exposed to competition from other EU
banking institutions. Even though more EU-wide transactions and more
opportunities for banking business and profitswill exist, someinstitutionsarelikely
to be made worse off with SEPA.

19 [http://www.europarl.europa.eu/omk/sipade3?PUBREF=-//EP//
NONSGML+REPORT+A6-2006-0298+0+DOC+PDF+VO0//
EN&L=EN&LEVEL=2& NAV=S& L STDOC=Y]

2 |pid., p 2.7.
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Conclusion

The European Union hasinitiated its Financial Services Action Planin order to
receivetheeconomic benefitsthat are expected fromremoving theremainingbarriers
to intra-European trade in financia services. The Europeans expect as much as a
1.1% permanent increasein the European Union’ s gross domestic product (GDP) as
aresult of FSAP. United States regulators have generally supported the regulatory
reform mainly because U.S. financial services firms have had a long-standing
business presence in Europe. Consequently, U.S. businesses expect to share in the
economic benefits that could result. Yet, there are areas of the action plan about
which American financial services firms have some serious concerns. The sameis
true for the electronic payments system, SEPA.

Of highest concernisthat thesereformsare very likely to increase the costsfor
all financial servicesfirms of doing businessin the European Union. The costs are
the results of compliance with the additional regulations of the reforms. For
example, thereform callsfor additional transparency in providing financial services.
Some argue that the increased documentation could be a significant expense for
Americanfirmsespecially when considering themultiplelanguagesthat arerequired.
In addition, Basel 11 could require additional capital from American firms doing
businessin Europe.

The Americans are also concerned that the European plan emphasizes
cooperation among financial institutions' regulators and flexibility in enforcing the
provisions of the FSAP. Throughout the plan, the emphasis is on principles, not
rules. Many analysts believe that rules are more easily enforced than principles
because rules are often | ess subjective than the application of principlesto concrete
situations.

The European Union believesthat the built- in flexibility is more suited for the
European Union framework, wherefinancia servicesregulationsfall under different
national and sub-national ministries. In order to get the directives adopted by the
national governments, the regulatory framework must be able to accommodate
compromise through a cooperative process. Because of this flexibility, some
Americans are more skeptical about the European regulatory framework producing
amorelevel playingfieldfor al financial servicesprovidersin Europe. For example,
under theInternational Accounting StandardsBoard rules, securitiesderivativesmust
be valued using acertain methodology. But the European Commission has provided
exemptionsto thoserulesto many large European financial servicesfirms. Another
exampleisthat American and European financial servicesfirmsin the United States
are subjected to on-siteexaminations. On-site examinationsdo not play asignificant
role in the FSAP blueprint so far. Consequently, enforcement of regulatory
requirementsisfeared likely to be less stringent in the EU. Despite these concerns,
both the Europeans and the Americans' regulators believe that the higher rate of
economic growth and profits will more than pay for the cost of these reforms.



