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I ntroduction

The efficient provision of financial
servicesisone of the basic prerequisites
for an efficient modern economy.
Businesses need high quality financial
services provided at a competitive cost
in order to operate effectively. Therange
of services that an efficient financial
services sector can provide is important
in enabling businessto managetheir risks
and in ensuring that the capital they
require to develop and grow is available
on terms and conditions tailored to their
needs. Liberalization of tradein financial
services is to be judged according to its
contribution to enhancing these
characteristics of an efficient financial
Services sector.

At the same time, the soundness of the
financial services sector isimportant for
the stability of the financial system and
ultimately of the whole economy.
Prudential considerations thus add a
unique dimension to the subject of
liberalization of trade in financial
services. This dimension is recognized
for exampleinthe provisionson financia
services in the WTO’s General
Agreement on Tradein Services (GATS)
affirming that commitmentsto liberalize
trade in financial services do not negate
the right of governments to enact and
maintain prudential measures designed to
ensure the stability and integrity of the
financial system, or to protect investors,
depositors and insurance policy holders.
The prudential dimension in turn
underlines the importance of close
cooperation between trade and finance
officials in any negotiations on trade in
financial services.

In addition to the benefits of liberalization
for service importing economies,

economies with

internationally
competitive financial services sectors
seek additional market access for their
service providersin order to exploit their
comparative advantage in this area.

As with other forms of trade, financia
services may be liberalized on either a
non-discriminatory or apreferential basis.
Non-discriminatory liberalization may be
undertaken either multilaterally, through
commitments under the GATS, or
unilaterally. Recognition of the benefits
of liberalizing trade in services has
encouraged a number of economies
including somein the APEC region such
as Korea and Singapore to undertake
unilateral liberalisationinthissector. On
the other hand, an advantage of the
multilateral approach is that binding
commitments under the GATS impart
added credibility to the liberalization
measures.

Liberalization viathe GATS

The essence of financial services trade
liberalization, as with other services, is
regulatory reform to provide enhanced
market access and national treatment for
foreign service suppliers, in this case,
banks and other financial institutions.
The GATS providesadetailed breakdown
of subsectorswithin thefinancial services
sector and also distinguishes between
four possible modes of supply, listed as
cross-border supply (mode 1),
consumption abroad (mode 2),
commercial presence (mode 3), and
presence of natural persons(mode4). In
fact, modes 1,2 and 4 are al different
forms of cross-border supply, in contrast
with mode 3 which generaly involves
investment in the service-importing
economy. The GATS is a very flexible
agreement allowing members to



determine the sectors or subsectors, and
the modes of supply within each sector
or subsector, in which they are prepared
to make liberalization commitments, and
also to impose limitations on each
commitment.

More commitments have been made in
thefinancial services sector than in most
services sector, although these
commitmentsare generally characterised
by a concern to allow foreign equity in
existing institutions and to protect the
position of incumbents rather than to
encourage new entry of additional foreign
institutions. The extent of new
liberalization effected by GATS
commitments on financial services is
somewhat limited, with many members
binding either at thelevel of their existing
practice or at a level lower than their
existing practice. In the latter cases,
GATS commitments were of course a
misleading indicator of the extent of
liberalization that had actually taken
place. Subsequent unilateral
liberalization by some memberswidened
the gap between GATS commitmentsand
actual practice. The “binding” of such
new unilateral liberalizationinitiativesis
a possible objective in the DDA
negotiationson services, and “ credit” for
such “autonomous liberalization” is an
important negotiating issue for those
economies that have engaged in it, for
example, Korea.

Issuesin Preferential Liber alization of
Financial Services

Preferential liberalization initiatives, in
the form of regional trading agreements
(RTAS) at the bilateral, subregional or
regional level, have recently been
proliferating in the Asia-Pacific region,
as elsewhere in the global economy. It

has become the norm for these
agreementsto include provisionson trade
in services, and in most cases these
include provisions on financial services.

The well-known advantages and
disadvantages of preferential relative to
non-discriminatory liberalization apply in
the case of trade in financial services as
in other forms of trade. Non-
discriminatory liberalization ensuresthat
the importing economy has access to the
services offered by lowest-cost, world-
class providers, whereas preferential
liberalization may discriminate against
such suppliers. Proliferation of RTAS
may create the risk of confusion arising
from overlapping RTAs with mutually
inconsistent provisions. At thesametime,
preferential liberalization, like
multilateral liberalization offers the
advantage of binding commitments that
may enhance the credibility of the
liberalisation measures. Ingenera, inthe
areaof financial servicesasin other aress,
RTAsmay be either “building blocks’ or
“stumbling blocks” for the achievement
of APEC objectivesand the establishment
of amore open, efficient global economy,
and it is important to identify the
conditions under which they are more
likely to serve as “building blocks”.

Therearenow alarge number of RTAsIn
the Americas and East Asia. Analysis of
RTAs in the Americas by Patricio
Contreras and Soonhwa Yi shows that
there is a wide range in the degree of
liberalization achieved, from “GATS-
plus’ to “GATS-minus’. Thereisalso a
wide variation in the modalities adopted
for liberalization of trade in financial
services. Insomecases, financial services
are covered by a specialised text in a
separate chapter or annex of the
agreement, designed to take account of



the special sensitivities of the financial
services sector. In other cases, financial
services are covered by sector-specific
disciplinesof avery general naturewithin
the chapters on services and/or
investment, with a commitment to
develop more detailed disciplines in
future. In still other cases, financial
services are covered by the general
provisions on services without being
specifically mentioned.

There are two main models of services
tradeliberalization evident in these RTAS.
Some, for example, Mercosur and the
EU-Chile FTA, follow a “GATS-type”
model, distinguishing between the four
modes of supply used in the GATS, and
using the same “positive list” approach
toward identifying the sectors, subsectors
and modes of supply in which
commitments are to be made. The
aternative, more commonly found inthe
Americas and exemplified also by the
US-Singapore FTA, is the “NAFTA-
type” model, following the NAFTA
approach of having one set of
commitments covering al “ cross-border”
modes of supply (modes 1,2 and 4 in
GATS terms), while “commercial
presence” (GATS mode 3) is covered
separately intheinvestment chapter. The
“NAFTA-type” model also involves a
“negative list” approach whereby
commitments on services trade apply to
all sectors and subsectors except those
specificaly listed asexceptions. “Hybrid
models’, embodying some of thefeatures
of models, are also possible, an example
being the EU-Mexico FTA. In the case
of some agreements, for example,
Mercosur and the Andean Community,
moves have also been made toward
harmonization of financial regulations.

There is considerable variation in the

degree of liberalization achieved by the
financial servicesprovisionsof the RTAs
analysed by Contrerasand Yi. Whileitis
possible in principle to achieve the same
degree of liberalization under either
model, FTAs employing the “NAFTA-
type” model appear to have achieved
greater liberalizationin practice. Inmany
cases, thereislittle new liberalization but
the RTA has enabled members to “bind”
their existing practice. In general,
significant new liberalisation is achieved
only in agreements where financial
services are covered by separate
specialized text. Where new
liberalization has occurred, it is
predominantly inthe areaof cross-border
supply (GATS modes 1,2 and 4).
Liberalization of cross-border-supply
raises important questions both on
regulatory cooperation and harmonization
and aso on the degree of capital account
opening that isneeded to accompany such
liberalization. While regulatory
cooperation may become increasingly
important, and the use of international
standards may help to counter regul atory
confusion, itisalso clear that the primary
responsibility for ensuring stability and
efficiency in domestic financial markets
continuesto rest firmly with the domestic
regulatory framework.

Of the RTAs analysed by Contreras and
Yi, it isthe US-Chile and US-Singapore
FTAs that exhibit the greatest degree of
new liberalizationinthefinancial services
sector. Compared to the other RTAs
analysed, these two FTAs exhibit
* deeper opening of investment,
including provisionsto allow
branching and greater opening of
the insurance sector
* deeper opening of cross-border trade
* deeper disciplines on transparency
* deeper opening of financial



services supplied by non-regulated
financial institutions

* limitations on capital flow
restrictions, to accompany the
enhanced opening of cross-border
trade

A survey of Singapore's international
commitments on financial services by
Chia Siow Yue indicates the wide range
of commitmentsthat may be entered into
by asingle economy in different contexts.
Unilateral liberalization by Singapore in
the wake of the East Asian crisis has
proceeded well beyond its GATS
commitments, which are subject to very
extensive limitations. Commitments in
its RTAs range from replication of its
GATS commitments in its agreement
with New Zealand, to modest “GATS-
plus’ provisions in its agreements with
Japan and Australia, to much deeper
commitmentsin its FTA with the US, as
noted above.

Contreras and Yi also discuss issues
relating to the choice of partner in RTAs
in which financial services are to be
liberalized. An FTA witha“world-class’

supplier of financial servicesmay provide
benefitssimilar to unilateral liberalization
of financial services, although the
limitation on competition from other
“world-class” suppliers may be a
disadvantage. Since developing
economies can expect to be primarily
importers of financial services, it can be
argued that partnerships with developed
economies are their best option, at least
in relation to financial services.
Questions might arise, however, as to
whether the “market-opening” priorities
of the devel oped partnerswill necessarily
coincide with development priorities,
including the need for capacity building.
An aternative argument isthat it may be
easier to achieve regulatory cooperation
and harmonisation in the context of
subregional integration initiativesamong
devel oping economies, such asMercosur
and the Andean Community, and that this
approach may be a useful “stepping
stone”, preparing the financial sectors of
the devel oping economiesfor the tougher
competition they will face as a result of
wider regional or multilateral
liberalization.
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