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Chapter 6  
Trade in financial services:
liberalization in the GATS Agreement and insufficient assessment of the risks
The General Agreement on Trade in Services (GATS) is the only agreement at the international level which regulates and liberalizes trade in financial services as well as investment of financial services providers. The GATS agreement was negotiated in the Uruguay Round (1986-1994) and since 1995 had to be applied by all the WTO members (144 at the end of 2003). GATS is part of the World Trade Organisation (WTO), including the WTO's decision-making and dispute settlement structures. Liberalization of financial services is also dealt with in many regional and bilateral trade agreements but will not be analysed in this chapter; many points of analysis might however be the same.

The general principles and rules of the GATS agreement also apply to financial services. In addition, the GATS agreement has special instruments that only relate to financial services, as explained below.

This chapter also includes an analysis of the risks that financial service liberalization and GATS rules entail for financial instability and wider society issues in developing countries. These risks are not widely or publicly discussed in the current GATS negotiations and brushed aside by Western financial services negotiators.

6.1. The GATS instruments to liberalize financial services

The GATS agreement has different ways to liberalize services, in casu financial services. First, it is necessary to clarify what kind of trade in (financial) services is covered by GATS, because it includes investment by foreign (financial) firms. 

6.1.1. The rules of the GATS Agreement

6.1.1.1. The definitions of “trade in services”

According to the GATS agreement, trade in services can take different forms:

· Mode 1: cross-border movement of the service or "cross border trade": e.g. a financial firm established abroad is allowed to provide services to nationals such as banks deposits via internet banking.

· Mode 2: cross-border movement of the service consumer or "consumption abroad": e.g. an Indonesian art trader is allowed to take a loan from a bank based in the Netherlands.

· Mode 3: cross-border movement of the corporate service provider through investments or "commercial presence": e.g. a country allows foreign banks to buy up domestic banks or to open up branches in its territory.

· Mode 4: "cross-border movement of persons": e.g. a Brazilian manager of a Dutch bank is allowed to work at the offices of the Dutch bank in Amsterdam or New York.

6.1.1.2. Liberalization of services under GATS

One part of the GATS agreement deals particularly with liberalization of (financial) services, i.e. opening up markets to allow services and services providers to enter the country. A country can decide which (sub)sectors it liberalizes, or "makes commitments" in, by adding them to its GATS list ("schedule"). For instance, a country can fully or partly liberalize its financial services under GATS. A country's GATS schedule specifies which (financial) sub-services are liberalized for which "modes", and can include exemptions to some GATS rules. A country can decide not to make a commitment in financial services by not adding financial services to the schedule. 

The decision to open up, or not, certain services sectors is an important part of the GATS negotiations. A country receives "requests" from other WTO members, i.e. lists of services for which other countries demand market opening. A country then replies with an "offer", a list of services it is prepared to liberalize. Subsequently bilateral secret negotiations follow in which countries bargain between each other's offers and requests. Although this process is supposed to be a give and take exercise, power games and arm-twisting happen. At the end of the bilateral negotiations between the many WTO members, each country includes a schedule of services for which it grants new market openings in the GATS agreement and which is valid for all WTO members (Most Favoured Nation Principle). 

6.1.1.3. The GATS rules and obligations that apply to financial services 

The GATS agreement is based on the assumption that many barriers to trade in services and limitations on the operation of foreign services' firms come from government regulations, measures and administrative decisions. The GATS agreement has a set of rules and obligations that governments have to implement to allow foreign service providers to operate more freely. It includes the following disciplines, which also apply to financial services:

(1.) General obligations that a country has to implement even if it has not liberalized any (financial) services under GATS:

· treating all foreign (financial) services equal (Most Favoured Nation / MFN) (Art. II);

· transparency: openness and notification of all measures and new laws on (financial) services to other WTO members (Art. III);

· facilitate the increasing participation of developing countries in world trade in services through negotiating specific commitments and establishment of contact points by developed countries (Art. IV).

(2.) Specific obligations applying to (financial) services that have been liberalized, i.e. committed in the GATS schedule of each WTO member:

· due treatment of foreign services suppliers when taking administrative measures or giving authorization to supply a (financial) service (Art. VI.1.,2.,3.);

· ensure that standards, licensing and qualification requirements do not constitute a barrier to trade (Art. VI.4.,5.): more disciplines need to be negotiated;

· no restrictions on international payments for current transactions related to committed (financial) services (Art. XI), except in case of balance of payment problems (Art. XII);

· no measures that limit the operation or ownership of (financial) services e.g. limitation on the number of branches (market access obligations in Art. XVI);

· equal treatment of foreign and national financial service providers (national treatment according to Art. XVII);

· a GATS commitment to liberalize can only be reversed by a country after three years and the WTO trading partners can request compensation that needs to be negotiated (XXI).

(3.) Continuous liberalization negotiations
Under Art. XIX, the WTO members agreed to periodically start new negotiations to further liberalize the service sectors of each country, while respecting national policies. The first such negotiations started in 2000 and have been included in the Doha Round of negotiations (start November 2001). However, the negotiations started without duly implementing Art. XIX.3. that calls for carrying out an assessment of the experience in trade in services.

During the current GATS negotiations, leaked "requests" from the EU make clear that market opening mostly means eliminating national laws and regulations that are seen as barriers to trade or in fact just a barrier to make maximum profit by the foreign (financial) services firms. 

Regarding GATS rules, difficult negotiations are still underway on domestic regulation (Art. VI.4.), emergency safeguard measures (Art. X), subsidies that can be allowed or not (Art. XV), and procurement of services by and for governments (Art. XIII). Developed and developing countries have opposing interests, which constantly delays the negotiations and agreed deadlines.

6.1.2. The Annex on Financial Services 

The Annex on Financial Services is fully part of the GATS agreement and provides some specification on how authorities can take measures relating to financial services. In addition, the Annex (Art. 5.) provides a non-exhaustive list of insurance, banking and other financial services that are subject to GATS rules and commitments.

The Annex describes which "services supplied in the exercise of governmental authority" are exempted from the GATS agreement (Art. 1), such as activities by central banks or by the public retirement systems. 

Prudential carve-out

Art. 2 of the Annex specifies that WTO members can take measures for prudential reasons such as protecting investors and depositors, and ensuring the stability and integrity of the financial system even if such measures do not conform with GATS rules. However, prudential measures should not be abused to circumvent GATS rules nor commitments made under GATS.  

In case of a financial services trade dispute, the WTO panel has to have the necessary financial expertise. 

The Annex (Art. 3) specifies how countries can make agreements to accept each other's prudential measures.

6.1.3. The GATS agreement includes a model for swift liberalization

The financial services have received a special separate text belonging to the GATS agreement to promote their quick and full liberalization through several means: The Understanding on Commitments in Financial Services. If a WTO member agrees to open up its financial services according to the 'Understanding', then it has to make the commitments as described below, with a right to schedule exemptions. All industrialized countries have accepted the Understanding as the basis of their commitments and see it as a minimum for others, but only very few developing and emerging market countries have joined in. In total only 30 countries have opened up their financial services according to this Understanding.

6.1.3.1. A model for extensive market access

The Understanding (Part B.) provides a set of market openings to be applied by WTO members that implement the Understanding.  Such market opening relates to:

1) cross-border trade (mode 1) for a few insurance services and for services in support of banking and investment (e.g. advice), 

2) the right of consumers to purchase abroad (mode 2) financial services mentioned for mode 1 as well as all other banking or financial services,

3) the right of establishment and expansion by all foreign service financial providers (mode 3), including through acquisitions, and the right of governments to impose some conditions,

4) the temporary presence of managers and specialists in financial services (mode 4).

Moreover, any new conditions to the above market opening may not be more restrictive than those already existing (standstill in restrictions - Part A.). 

Members can include this set of market opening in their schedule or still choose to make up their own GATS schedule in which they open up some (financial) services to foreign suppliers. 

6.1.3.2. Erosion of the exemption from GATS rules 

The Understanding (Part. B.1.- 2.) asks WTO members not to apply exemptions allowed by the GATS agreement to financial services! This means that regulations about procurement of financial services by public entities should be in conformity with the principles of national treatment and most favoured nation while this is not necessary according to Art. XIII. The Understanding also requires each WTO member to list in its schedule monopoly rights provided to financial services and strive to eliminate them (while they are allowed under GATS Art. VIII) as well as list and eliminate financial activities conducted by a public entity for the account of the government (allowed in the Annex on Financial Services Art. 1.(b).(iii)).

6.1.3.3. Eliminating all barriers to trade in financial services

The Understanding (Part B.10.) also requires members to remove any obstacle to foreign financial services that remains even if all the provisions of the GATS agreement have been respected. Following on, the Understanding provides guarantees that

foreign financial service suppliers: 

· are permitted to introduce any new financial service (Part B.7.),

· are not hindered in the transfer of information (Part B.8.),

· have access to payment and clearing systems operated by public entities (except lender of last resort facilities) (Part C.).

Foreign financial companies see the lack of such guarantees as (non-tariff) barriers to their trade. 

6.1.4. After the Uruguay Round: the Fifth Protocol to the GATS

At the end of the negotiations of the GATS agreement in 1994, some WTO members and especially the VS (read: its financial lobby) were not satisfied with the commitments made by WTO members on financial services.  It was decided to continue the negotiations on financial services specifically, which lasted until the end of 1997. The Fifth Protocol to the General Agreement on Trade in Services contains the lists of countries that agreed upon more market openings for financial services than in 1994. Although the Protocol entered into operation in 1999, several members have postponed their acceptance of the protocol, amongst others Brazil.
6.2. Assessing the risks for developing countries 

6.2.1. Liberalisation of financial services under GATS

6.2.1.1. GATS negotiations reinforce the interests of Western financial firms

The opening of markets for financial firms from the US and other Western countries has been one of the key forces behind the GATS negotiations during the Uruguay Round (1986-1994). Under pressure from its financial lobby, the US was unwilling to give most favoured nation (MFN) status to countries that did not open for US financial services, one of the reasons why exceptions to MFN were allowed. The US dissatisfaction with financial services market openings during the Uruguay Round lead to complementary GATS negotiations on financial services. The latter were concluded at the end of 1997 (see above: Fifth Protocol) after the US had been pushing much harder for market opening than the EU. The lobby of the world's major financial firms was strongly present behind the scenes and was even involved at the highest level through the Financial Leaders Group.
 Afterwards, the EU negotiator, who had phoned them from the negotiating room according to a lobbyist, openly praised the EU financial lobbyists. 

Especially the emerging market countries were under pressure to open up their markets even though the Asian financial crisis had already erupted in 1997. The WTO and others argued that liberalization of financial services would not enhance the financial crisis but rather strengthen the 'weak' financial sector in crisis-stricken countries. Some observers claim that additional market opening was forced by the US in return of financial packages to help countries survive the financial crisis. 

Again during the GATS negotiations that started in 2000, the basic negotiation position of the EU and other Western countries is to aggressively open up more markets for their financial services. The leaked requests of the EU to developing countries
 read like a wish list of European financial firms by which all governmental measures that hamper their expansion and profit making would be removed. For example, a recurring demand in the EU requests is that developing countries give up their restrictions on full foreign ownership of banks such as compulsory joint ventures. The EU argument is that full ownership results in better allocation of resources than in financial firms that must involve local elements. However, increased full foreign ownership of banks raises many issues, as explained below. The ultimate examples of industry lobbying are where the leaked requests state "EU industry raises this issue" (e.g. in request to Thailand).

The financial services in 'emerging markets' and higher-income developing countries are again a major target of the EU requests, although the EU has also addressed financial service requests to 20 least developed countries and 30 low-income countries.
 The US strategy is presumably the same or even more aggressive but details remained secret. The financial market of Russia, which is negotiating to become a member of the WTO, is an important target of the American insurance industry. The American Council of Life Insurers
 stated that it would oppose Russia's accession unless Russia guarantees market access to foreign life insurance companies. Developing countries have little financial services to export so that the market opening demands of the Western financial firms dominate the current financial services negotiations. 

The liberalization negotiations on financial services in GATS fit neatly with the consolidation strategy of the world top financial industry (see chapter 2) and will reinforce it. The GATS negotiations do not only provide the financial industry with access to more markets and improved chances of full ownership of banks worldwide through mergers and acquisitions. The GATS agreement also guarantees that this liberalization is difficult to reverse (Art. XXI) and that national measures that hamper profit making and consolidation are being restricted (e.g. Art. VI, XVI and XVII). The 'Understanding on Commitments in Financial Services' (see above) clearly underpins the interest of financial conglomerates that are engaged in cross-border and cross-sector consolidation. The EU requests many developing countries to open up according to this 'Understanding'.

6.2.1.2. Little instruments to deal with increasing concentration

As explained in chapter 2, some sub-sectors of financial services have a high level of concentration with a few companies dominating world wide, such as in investment banking, derivative services and rating agencies. Financial firms from emerging markets and developing countries have no capacity to compete in those concentrated sectors at the national or international level. In five East Asian countries, American and European banks have been able to dominate in capital market services
 (incl. investment banking) and large syndicated loans
.

When opening up these financial sub-sectors, WTO members have to be aware that foreign firms will easily dominate. However, it might be too costly for national authorities to support the development of national service providers in these sectors.

Concentration of financial services leaves governments – which need private finance – and customers with too little choice. It opens the way to abuse of economic and market power such as tacit price-fixing and high prices that are detrimental to development. Secret price-fixing occurs but seldom comes to light as happened in Germany by the insurance companies
 and in Kenya where a cartel of foreign banks fixed high interest rates.

The GATS agreement has only very weak instruments to tackle problems related to concentration and consolidation (see also chapter 2). GATS Art. IX recognizes that business practices may restrict competition and trade in services but does not contain real competition policy measures. Only when restrictive business practices occur at the national level by foreign service providers can the domestic authorities ask for consultations. The home country should only give "sympathetic consideration" to such requests and non-confidential information.  Moreover, the negotiations on emergency safeguard measures to protect the local (financial) services industry from being overwhelmed by foreign services, are being opposed and constantly postponed by Western countries.

► Critical issues

How far will consolidation go?

Further liberalization under GATS is likely to increase consolidation and concentration. It is however not discussed up to what level consolidation will be allowed at international level. Will supervisory authorities intervene in trade policies when banks become too difficult to monitor and “too big to fail”? Financial firms will argue that further consolidation is the most important strategy in current international competition. In case the same few top financial firms will compete in all countries and thus form a worldwide oligopoly, can WTO members reverse their liberalisation under GATS without paying compensation?

6.2.1.3. The arguments behind liberalization of financial services

In the literature
 and in discussions, many arguments can be found in favour of, as well as against presence of foreign banks.

The arguments put forward by those in favour of liberalization are:
· reduction in overhead expenses and profit-taking by domestic banks due to increased competition by foreign banks;

· increased efficiency and diversity of financial services;

· spill-over effects of foreign bank entry, such as the introduction of new financial services and of modern and more efficient banking techniques, and the improvement of domestic bank management;

· improvement in bank regulation and supervision due to the entry of new financial service providers and new financial services;

· less interference by governments in the financial sector, to cover up bad practices;

· training by foreign banks, resulting in more experienced personnel in the financial sector of a country;

· the presence of foreign banks stimulates domestic investment in the host countries;

· foreign banks may attract (other) foreign direct investments and enhance a country’s access to international capital;

· well capitalized foreign banks may be able and willing to keep lending to domestic firms during adverse economic conditions, while domestic banks would probably reduce the credit supply;

· foreign bank entry leads to better lending terms (lower interest rates, lower fees, longer maturities) for all but larger firms.

The arguments put forward for those opposing foreign entry are:

· domestic banks are not able to cope with increased competition, and may stop operating, which can cause disruptions and political concerns about increased foreign control of the financial market;

· trying to cope with increased competition from the foreign banks and implementing new techniques may raise costs for local banks in the short term, which they would then finance by raising their profit margins, in turn leading to price increases for consumers;

· foreign banks get higher interest margins;

· foreign banks' entry into the market of loans to corporations does not decrease the margins and profits in the personal loan market;

· foreign banks will not provide additional credit during an economic downturn in a host country;

· foreign banks will leave the country when the profitability is too low, which can undermine stability in financial services;

· changes in economic conditions in the foreign bank’s home country may have a negative effect on bank activity in the local market;

· foreign banks only provide credit to large and often foreign-owned (multinational) firms, and tend to lend less to small firms and poor consumers;

· domestic supervisory and monetary authorities often fear that their influence on banks’ behaviour may diminish as supervision of foreign banks' branches is done by the authorities of the home country.

6.2.1.4. Experiences of financial services liberalization in developing countries

The evidence of liberalization of financial services in developing countries seems to be mixed. The literature provides mainly evidence from banking and some few other financial sub-sectors or from a particular perspective. Many data are missing to provide a full picture. In order to guide negotiators, economic models do not exist to assess the full impact of future financial services liberalization. Moreover, no overall assessment of the experience in trade in (financial) services was carried out as GATS Art. XIX.3. calls for.

From the literature and research done by SOMO, the experiences of developing countries seem to be well reflected in the assessment of trade liberalization in financial services made by China
 which included the following issues.

(a) Positive effects:

· Improving efficiency, functioning and management
Foreign banks have been improving the functioning of the financial system in China: they are promoting the competitiveness of domestic banks and bringing in new experience in risk management, internal controlling, incentive mechanisms, business innovation and accounting.

In Sub-Saharan Africa, experience of increased foreign participation in the domestic banking sector to date has shown such benefits as improved quality, pricing and supply of financial services and in risk management, accounting and transparency as well as increased competition.
 Especially in poorer developing countries where the banking system is considered inefficient and unreliable, the entry of foreign banks is claimed to make domestic banks more efficient and avoid the high economic cost of inefficiency that prevent development, trade and investment.
 

Research findings differ whether domestic banking efficiency increases by a large number of new foreign entrants or by (a few) new entrants with large market shares.

· Increased access to foreign capital
In China, foreign financial firms have increased foreign capital inflows and the investment environment has improved.

· Introducing new financial services and innovations
Foreign financial services companies have provided more advanced services and financial innovations to consumers in China. In insurance, a major US insurance group (American International Group) introduced an insurance marketing system, stimulated the domestic insurance market, strengthened the idea of customer-oriented service among Chinese insurance companies, and promoted the development of the personal life insurance market. 

(b) Negative effects: 

· “Cherry picking”

China has experienced that domestic banks loose especially rich clients (“high end consumers”) to foreign banks. Since such rich clients provide most of the profit for a bank (according to Chinese statistics: 80% of the profits come from the richest 20% of the clients), domestic banks are losing profitable clients and are left with the less profitable ones. This can further undermine their capability to compete with foreign banks, which in turn are not interested in serving poorer clients.

In Turkey, for instance, foreign banks have chosen aggressive strategies to only focus on large lucrative clients (e.g. multinationals, governments) and projects (e.g. privatization).
  In Sub-Saharan Africa and elsewhere (e.g. India), foreign firms use their financial power and international status to focus on the most lucrative transactions and lure rich and middle class customers. These findings confirm a case study of the Dutch bank ABN Amro in Brazil, which showed that it was not more efficient than domestic banks which had survived many financial crises but many people trusted its status as a foreign bank which attracted richer people who were willing to pay more.
 

An important question is whether this cherry picking by foreign financial firms mobilizes more domestic savings or rather increases capital flight. 

- Undermining poverty eradication
This cherry picking and market segmentation is undermining poverty eradication (see chapter 1) as foreign financial firms are hardly interested to expand their services to the poor. As was researched in Kenya
, the situation is similar for foreign health insurance companies. These companies tailor their services to the wealthy city-dwellers who are already able to pay their hospital bills. They charge high premiums, unaffordable to poor patients. They refuse to accept patients who suffer from illnesses such as HIV/AIDS. This is in sharp contrast to the government’s public health insurance system, which is obligated to accept all patients. 

► Critical issue

GATS 'flexibilities' not used

During the previous GATS negotiations, Kenya agreed to liberalize its financial services without fully realizing that it was also subjecting the health insurance sector to the GATS rules. Article XVI prohibits governments from taking six specific kinds of measures to place limitations on companies, such as economic needs tests and restrictions on the number of service suppliers. During the negotiations, the Kenyan government could have reserved the right to impose a universal service requirement for foreign insurers only, but did not do so. The government can now require foreign companies to insure poor and vulnerable (HIV-positive or terminal) patients only if it also sets the same requirement for Kenya-based insurers, according to the GATS principle of non-discrimination and national treatment (Article XVII). Whether countries will impose universal service obligation is another matter, as it is considered to have an unfavourable impact on the financial firms’ profitability and stability, and thus discourage investments.

· Widening the gaps
In China, the imbalance of economic development between the eastern and western regions is widening further as more foreign investments and their banking services flow to the more developed eastern part of the country. Taiwan equally experienced that foreign financial firms stayed in the capital areas and did not go to the non-profitable rural areas.

When foreign banks are easily dominating the most lucrative services as is the case in South East Asia for investment banking and syndicated loans, domestic banks might specialize in catering to the credit needs of small and medium-sized firms and households. In such situation, liberalizing financial services may not result in the proclaimed improvement of competitiveness and efficiency of the domestic financial service industry through transfer of new sophisticated financial technologies.

► Critical issues
Undermining lending to non wealthy borrowers

In case local banks do not survive the competition from large foreign banks, their expertise and capacity to borrow to small producers and poorer households will be lost. This can enhance the divide between small and rich producers, make poverty eradication more difficult, and have an impact on the whole economy.

Widening the gender gap

If cherry-picking is common practice by foreign financial firms, it has also gender implications in developing countries. Women constitute the majority of the poor and are often very small producers or entrepreneurs. Although the female rate of repayment of loans is high, their lack of collateral means that they often have to rely on micro-credit systems for financing. If financial services liberalization does not provide them with better access to finance while larger entrepreneurs are better financed, their fight against poverty might be undermined and the gender gap increased. 

The experience of 80 countries between 1988 and 1995 shows that foreign banks in developing countries tend to have greater profits, higher net interest margins and higher tax payments than domestic banks.
 

► Critical issue

Transferring wealth from poor to rich countries : Foreign financial firms that make profits from richer clients in developing countries and transfer that profit abroad, are thus transferring some of the wealth from developing countries to the rich home countries. Moreover, Art. XI of GATS does not allow restrictions on profit repatriation.

· Brain drain from local to foreign banks

In China, domestic banks are losing many capable senior executives and key personnel. This leads to a lack of experienced executives in domestic banks and further undermines the swift development and improvement of these banks. Such experience contradicts the argument that foreign presence of banks lead to transfer of know how.

(c) Challenging problems 

· Swift expansion of foreign financial services

During the second half of the 1990s
, there has been a dramatic and very rapid increase in foreign ownership of banks and foreign banking activities in many developing countries and in China. Figures indicate
 that the presence of banks from developed countries increased:

· by more than 59% in East Asian countries
 between 1996 and 2001, 

· by 364% in Latin America
 during the period 1996-2000, and 

· by 85% in Central and Eastern Europe
 during 1996-2000. 

In Tanzania, liberalization for foreign banks increased their presence from 5% before 1980 (when policies where restrictive) to 76% in 2002. 

The entrance of foreign insurance companies has also shown a dramatic expansion of these companies in a short period of time in China. 

It is difficult to establish whether the GATS agreement on financial services (1997) had an influence on this large increase of presence of Western banks. There was a general trend towards opening up financial sectors during that period -which was reflected in some GATS schedules
- alongside the strategy of many internationally operating financial firms towards global consolidation.  

The EU (and US?) requests during the current GATS negotiations to eliminate restrictions on full foreign ownership in small or poor developing countries can easily lead to domination by foreign banks. What are the consequences for monetary and development policy when foreign financial service providers control more than 75% of the banks, as is the case of Tanzania, and more than 80% of private financial assets, as is the case of Mexico?

Moreover, dominance by foreign banks makes these countries vulnerable to strategies of financial conglomerates that leave the country when profits decline. This makes it more difficult for the authorities to monitor the financial system.

► Critical issues

Difficulties to keep up with the rapid changes

Rapid increase of foreign financial firms make it difficult for domestic financial firms to meet the fierce competition, while the supervisory and regulatory authorities have trouble keeping abreast of the developments and their risks.

Allocating more savings of developing countries to the rich countries?
Foreign financial conglomerates have more expertise on how to allocate domestic savings and capital in Western investments than the domestic financial firms in developing countries. It might be too costly for foreign financial service providers to fully explore new investment opportunities in the host country. When developing countries have liberalized their financial services and capital account, more of their savings get allocated to the North (e.g. Northern company shares) and not in domestic investments. In this way, domestic economic development opportunities are lost and the global imbalance of capital allocation reinforced. As more and more developing countries' banks are being privatised, governments have fewer opportunities to prioritise the financing of domestic (service) industries.

· Little capacity to export financial services

GATS has also provided for China’s financial firms the opportunity to establish abroad, but Chinese financial services lack the competitive edge (and still need a lot of restructuring) to expand abroad to the extent that foreign financial services are capable of entering the Chinese market. This adds to a deficit in services trade, and to balance-of-payments problems.

In Africa, the insurance sector has so far remained underdeveloped and without the necessary backing from governments. Lack of capacity and expertise has prevented the sector from starting viable commercial relations among African countries and making them fully prepared for international competition at home and on international markets.

· Need for new regulatory and supervisory bodies

After opening up its financial services sector under GATS, China needed to introduce new regulatory bodies for supervising the insurance and securities' sectors, alongside those regulating and supervising the banking sector. This can strengthen the financial sector and its stability. However, given the required swiftness, cost and expertise, many developed and developing countries have not yet finalised their regulatory and supervisory reforms (see chapter 5). Note that in the West, regulators and supervisors have come to the conclusion that banking and insurance supervisory bodies are not adequate and need to be integrated because financial firms increasingly integrate banking, insurance and securities (see chapter 5: these reforms have not yet fully taken place in all developed countries).

-    How much progress in efficiency?

In Sub-Saharan Africa, the presence of foreign banks increases loans by both domestic and foreign banks, but the variability of the loan supply decreases. Foreign banks in Sub-Saharan Africa do not necessarily have fewer bad performing loans nor are they better capitalized than local banks – although better capitalization is often claimed as an advantage they enjoy, making them more resistant to financial crises. Foreign banks can out-compete locally owned banks in smaller economies because they can recover their high set-up costs from profitable operations elsewhere.

The high presence of foreign banks Latin America
 shows that the stimulus for domestic banks to increase efficiency through lower overhead expenses and less profit taking only works out in countries at the lower levels of economic development (e.g. Peru, Colombia, Ecuador and Bolivia), but not for the more developed countries such as Brazil. Note that “more efficiency” by local banks means “less profit”. Less profitability and greater competition can avoid abuses but also lead to more risky lending practices by smaller local banks.
 

-    Risks of financial instability

The risks of financial instability in developing countries resulting from financial services liberalization and GATS rules are being analyzed below as follows:

1. too little awareness that new financial services require new prudential measures

2. foreign financial services increase cross-border capital flows and financial instability

3. GATS articles advance cross-border capital flows and capital account liberalization

4. GATS articles challenge measures to deal with destabilising capital flows

5. GATS articles undermine prudential measures and regulations domestic authorities take

6. GATS articles affect the management of the financial industry and instability risks

6.2.2. The risks of financial instability in developing countries  

While the GATS negotiations in financial services are about liberalization of financial services, they affect the national (de)regulation of financial markets and financial services, as well as measures that manage large capital transactions ("capital account"
). The latter two sets of measures are nonetheless the domain of finance authorities and affect the financial stability and economic situation of a country, especially in developing countries. The experience with the recent financial crises in Asia and Argentina has indicated that capital account liberalization has increased the risk of a financial crisis in developing countries that failed to develop a strong regulatory and supervisory framework prior to liberalization. Foreign banks contribute to a financial crisis by using capital account liberalisation for imprudent short-term lending policies and “herding behaviour”, and by hoping –mostly successfully- that governments will support repayment of commercial debt. 

Developing countries have already expressed their concerns that market opening and GATS rules might result in capital movements that create financial instability and affect governments' decisions to institute prudential measures to avoid a financial crisis. The devastating effects of a financial crisis should prioritize negotiators' attention to assess the risks and address the concerns. However, these concerns are not much publicly discussed and hardly acknowledged by developed countries. As the World Bank puts it: Access to financial services is what matters for development, not who provides it.

6.2.2.1. Too little recognition of the need for new prudential measures

During the current GATS negotiations, many developing countries are not well informed what policy responses and prudential measures to take that avoid the risks of greater liberalization of financial services. The WTO Committee on Trade in Financial Services discusses some of these issues, including experiences of the range of new financial measures and bodies introduced by some developing countries (e.g. Turkey, Malaysia, China). However, many developing countries have no capacity to participate in the Committee or to engage all relevant financial authorities back home.

There is no widely accepted conceptual framework to make econometric estimates of financial services liberalization, and statistical data are inadequate to predict future impacts.
 

Sudden intensification of competition by foreign new comers may encourage previously protected domestic financial institutions to take short-sighted risky responses
, such as reckless lending. Also foreign financial firms might engage in risky strategies to gain new shares of the market. For instance, Argentina allowed large foreign ownership of banks that failed to lend to small and medium-sized enterprises. The lack of safeguards to lend to domestic firms prevented the Argentina economy to pick up after its first growth wave ended in the 1990s.

In order to compete and attract more clients, financial conglomerates constantly introduce new products and more complex hybrid financial products. After GATS negotiations, foreign financial firms are likely to sell new and complex financial services in developing countries. If countries liberalise under GATS according to he Understanding on Commitments in Financial Services (see above), the host countries have to give permission to "any new financial service" that foreign financial service providers introduce.

New services might include banking through internet and e-mail, 'e-banking', which poses problems of supervision on money laundering and fraudulent activities, consumer protection and avoidance of systemic failure.
 

Other new services might be derivative products and mutual fund management, instruments that involve a significant speculative component. 

Regulators and supervisors in developing countries will be challenged to take the necessary measures and avoid the problems that occurred in Western countries, which are supposed to have the best regulatory and supervisory regimes. As explained above, Western countries had to revise regulations after problems of too much speculative investment by pension funds and insurance companies. They also had to impose fines for scandals of misusing knowledge, the creation of a stock market bubble and charging too high fees.

China's experience
 with foreign financial firms shows that transaction techniques have become more complicated. As a result, China’s financial institutions are experiencing tremendous changes, which increase the risk of instability. China has gradually reformed its regulatory framework to adapt to international practice, but admits its administrative capacity of the regulatory authority still falls far behind that of many developed countries and that continuous reform and improvement is needed. This adds to the difficulties and the high costs of administering the financial system.

In the future, Basel II rules might transform financial services markets in developing countries (see above chapter 5). For instance, Basel II rules might make it more difficult for domestic banks to compete against international banks that enter their market under GATS commitments. Authorities will have to adapt to the situation and take necessary measures.

6.2.2.2. Foreign financial services increase cross-border capital flows and instability

One way by which foreign banks tend to import financial instability is by lending in foreign currencies. In China for instance, foreign banks have become important channels for bringing in foreign capital, by loans in foreign exchange amongst others. This has had a major effect on China’s monetary policy, and has strained the macro-regulatory mechanisms of its financial system.

The payment and repayment of loans in foreign exchange increase the rate of inflow and outflow of international capital. When this results in an imbalanced exchange between local and foreign currencies, it puts the exchange rate and foreign exchange reserves under pressure, particularly if those loans are short-term. Too much demand for foreign exchange increases the balance of payments deficit and with it the risk of exchange rate and financial instability. 

Other products that foreign financial firms introduce with financial market opening are for instance "capital market products" such as investment instruments (e.g. mutual funds, advise for management of shares portfolio). These instruments often offer domestic residents to diversify their investments in shares and bonds issued by companies abroad in addition to domestic ones.
 Such services result in more cross-border capital movements and can move in and out swiftly, especially when no capital movement restrictions are in place. 

New risk mitigation services and derivatives can also involve allocating money abroad. While such services diversify risks, they are also speculative and it is difficult to estimate by how much capital movements will increase and change direction. 

When cross border capital flows reach significant volumes and a high velocity, or lead to a balance of payments deficit, they can increase financial instability in the host country. Speculative financial products can also import financial crises from abroad. 

In addition, cross-border e-banking and buying foreign products -or even securities- through internet ("mode 1" under GATS), typically involve cross-border capital movements and foreign currencies. The lack of transparency in e-banking makes countries uninformed how it will facilitate large destabilising cross-border capital movements, especially in small countries.

What is difficult to predict
 is how branches or subsidiaries of foreign financial firms and their headquarters will behave in times of financial crises in developing countries. Would they panic and move out all at once at the first sign of crisis as they did in 1997? Or will they be able to resist the crisis with capital flowing in from the headquarters? In the current Argentinean crisis, foreign banks refuse to recapitalize their branches and subsidiaries.
 Will they help transfer national savings abroad as in Argentina? Or will they provide capital from abroad to finance current account imbalances? Most East Asian countries have not been able to borrow in their own currencies, which means that they are continuously exposed to problems that triggered the crisis in 1997. Smaller economies such as in Sub-Saharan Africa are more vulnerable to capital movements which result in financial volatility and destabilization of domestic bank credit.

6.2.2.3. GATS articles promote cross-border capital flows and capital account liberalization

Some articles of the GATS agreement play a role in increasing the risks of destabilising financial flows related to foreign financial service providers. 

GATS Art. XI.1.
 does not allow countries to restrict international transfers and payments for current financial transactions that are related to services in sectors that were liberalized under the Agreement. That means, first of all, that a country cannot prevent profit repatriation by foreign service providers in sectors in which a country has made GATS commitments. For instance, the EU requests from Chile in the current financial services negotiations that Chile eliminates the "restriction" that prior authorization by the Central Bank is required before transferring dividends from Chile abroad because this is in breach of Article XI. Thus, if a country has liberalized the financial sectors, foreign banks and insurance companies can transfer their profits abroad without reinvesting them in the country. In countries that have small economies and/or large foreign investors in all sectors, profit transfers affect negatively the balance of payments and exchange rate.

Moreover, Art. XI.1. has a special effect in relation to financial services provided by foreign banks, insurers, investment bankers and asset managers which have established themselves in countries that made GATS commitments in these services (Mode 3). These financial service providers might view cross-border financial flows as "related to" or essential to their services in cases such as:

· lending in foreign currency; 

· buying securities abroad to balance the risks in pension fund management or to increase the rate of return of asset management services (e.g. mutual funds) for local clients or insurance companies; 

· providing investment bank services related to foreign stock exchanges (underwriting shares of domestic firms listed abroad) or related to foreign companies (acquisitions abroad); 

· offering international derivatives; and 

· using international credit risk mitigation mechanisms. 

Such cross-border capital flows can go beyond current account transfers and undermine  management of the capital account aimed at avoiding financial instability and crises (see box). If certain capital account restrictions frustrate the transactions of committed services sectors, they could be challenged under GATS XI (see also below). In countries that have already liberalized their capital account, GATS commitments in certain financial sub-sector will increase instable capital flows. They might also discourage reversing capital account liberalisation where considered necessary to avoid financial crises. Developing countries that keep a high level of capital control are not likely to attract foreign financial firms as the latter avoid unpredictable local currency convertibility and capital withdrawals.
 

	Market opening in financial services and its impact on international capital movements and financial stability 

Article XI of the GATS is intended to guarantee the primacy of IMF rules in the area of international capital movements. Obligations as to the liberalisation of cross-border transactions in the WTO are linked to the commitments to market access included in a country’s schedule and are designed to prevent their frustration in practice through restrictions on the capital transactions necessary for their fulfilment. However, the decoupling in the GATS of market opening for financial services from liberalization of capital-account transactions generally none the less leaves substantial scope for connections in practice. This is most easily seen for the hypothetical example of a country which enters into commitments to no limitations regarding Modes 1, 2 and 3 for all the activities mentioned in the Annex on Financial Services. To ensure effective implementation of such commitments the country would be obliged to undertake comprehensive liberalization of capital-account transactions. Moreover a country - not that in the hypothetical example just described - whose commitments were made through the Understanding on Commitments in Financial Services would also be making an open-ended commitment to the liberalization of such transactions required by its obligation to “permit financial service suppliers of any other Member established in its territory to offer in its territory any new financial service”. Although commitments as to market opening for financial services often carry associated obligations as to the liberalization of capital transaction, the country making them will have to depend on guesswork for the estimation of the size of the capital movements which are likely to ensue.
 The difficulty of reaching estimates here is increased by the pace of change in the financial sector, which is adding to the range of possible transactions under the different modes of delivery of the GATS.

Source: A. Cornford, The  multilateral  negotiations  on  financial  services : current issues  and  future  directions, 2003.




GATS Article XVI (“Market Access”) includes footnote 8 that commits a country to allow a number of cross-border flows when it has opened up its market for particular (financial) services: the country must allow inflows and outflows of capital that are considered "essential" for (financial) services in mode 1 (e.g. e-banking) and allow inflows "related" to mode 3 (i.e. foreign services provided by firms established in the country). Thus, countries can only regulate the outflow of capital except for mode 1, if they have not already deregulated capital flows by liberalizing the capital account as many developing countries have done. 

So far, the interpretation and impacts of Art. XI.1. and footnote 8 of Art. XVI in relation to financial services are a little discussed area about which experts do not always have a clear answer. This is reflected in discussions that have taken place
 in the WTO about opening up financial services that do not have a presence in the country but rather provide their services from abroad (mode 1). Financial “products” such as lending of all types and asset management provided by financial firms abroad can have a destabilizing effect because they involve cross-border financial flows in foreign currency. In the view of Brazil, the above mentioned footnote 8 of the GATS agreement could be tantamount to capital account liberalization and deregulation of major transfers of money, even if a country has not fully liberalized its capital account system. Such cross-border capital transfers could affect the balance of payments and the whole financial stability of a country. The European Union, the US and other western countries downplay the importance of the impact of opening up Mode 1 in financial services, but too little research has been done to date on this issue. 

6.2.2.4. GATS articles undermine measures to deal with destabilizing capital flows

Financial authorities need to have the capacity to carefully monitor changes in cross border capital flows that result from financial services liberalization. They may want to take measures to prevent too much financial instability, especially in small countries where swift flows can have a major impact. But GATS rules do not only influence what cross-border capital flows are permitted, they also influence how restrictions on those flows are managed.

Formally, GATS does not prevent any country from taking prudential measures to protect depositors, investors or to ensure the integrity and stability of the financial system.

Art. XI.2. states that "nothing in the GATS agreement shall affect the rights and obligations of the members of the international Monetary Fund under the Articles of Agreement of the Fund". This legitimates controls over capital transactions since the IMF's articles continue to permit policy autonomy regarding such controls.
 These rights and obligations, however, are subject to the condition that "a member shall not impose restrictions on any capital transactions inconsistently with its specific commitments regarding such transactions". In other words, IMF rights cannot undermine GATS commitments. 

WTO members are allowed to not apply Art. XI.1-2.  In case of serious balance of payment problems, Art. XII allows countries to restrict their market opening in (financial) services sectors (financial or other services sectors) for which they made liberalization commitments, and to restrict cross-border money transactions related to committed sectors.  However, a country that invokes these restrictions is bound to fulfil a number of conditions, including: 

· use criteria of non-discrimination and least-harmful effects on foreign service providers;

· be consistent with the Articles of the IMF; 

· limit the period the measures are in place;

· undertake consultations with WTO members.

Ultimately, the assessment of the IMF of the financial situation of the country determines whether the restriction measures are to be allowed (Art. XII.5.(e)).

6.2.2.5. GATS articles undermine prudential measures and regulations

Art. 2 of the GATS Annex on Financial Services (see above) permits domestic regulations and prudential measures that protect a country against financial instability and foreign exchange exposure. This article does not define prudential measures but stipulates that such measures are authorised to contravene other GATS provisions ("prudential carve-out"). However, the article states that prudential measures should not be used to avoid market openings or obligations under the GATS agreement. These conditions attached to the prudential carve-out measures may prevent countries from taking measures, which, while contravening GATS commitments, are nevertheless the most effective for dealing with financial instability. 

The vagueness of what a prudential regulation may entail allows a WTO member to challenge a measure of another WTO member as being not a prudential measure, but rather a way to avoid GATS commitments or obligations. For instance, Western countries robustly challenge prudential measures by China during current negotiations and WTO reviews with the argument that they undermine financial services commitments.
 In case of disputes brought before the WTO, a panel must in such case decide what prudential measure is permitted or trade restrictive to the foreign financial industry. Although the GATS Annex on Financial Services (Art. 4.) specifies that a panel must have the financial expertise necessary for the dispute, still, central banks and other regulators lose their full freedom to impose the prudential regulations they see as essential.

6.2.2.6. GATS articles affect the management of the financial industry and instability risks

GATS rules are oriented to protect foreign, in practice Northern, financial firms against governmental measures that limit their expansion and profit making. As a result, some GATS articles affect measures that especially developing countries have taken to avoid abuses and risks taken by national or foreign financial firms, or to strengthen the domestic financial industry before opening up to foreign competition.

Art. XVI on market access specifies six categories of measures which governments are not allowed to carry out for those (financial) services on which they have made GATS commitments. Governments sometimes use the prohibited measures in the financial sector (which is central to its economy) for economic, sovereignty or prudential reasons. Art. XVI prohibits:

· limitations on the number of service suppliers (Art. XVI.a.) or service operations (Art. XVI. c.)

· limitations on the value of service transactions or assets (Art. XVI.b.), 

· measures that require specific types of legal entity or joint ventures (Art. XVI.e.), and 

· limitations on foreign ownership capital (Art. XVI.f.). 

Governments can only carry out such limitations for committed financial sectors if they specify them as exemptions in the GATS "schedules" of their country.

Art. XVII on national treatment requires that foreign financial firms be treated not less favourably than national firms. One of the implications of this GATS principle is that official support for national financial firms in order to avoid financial instability, or to restructure after a financial crisis, also needs to be given to foreign financial firms. There could be a ‘chilling effect’ if national support is not given because of potential conflicts with Art. XVII.

Licensing, qualification requirements and technical standards are part of ensuring the integrity of the financial sector in some countries. They are being disciplined by Art. VI.4-5 on domestic regulation to ensure that they are not more burdensome than necessary nor trade restrictive. As the latter principles still need to be developed, current requirements and standards in financial services can be attacked as trade restrictive. This is already the case with the EC’s requests for market opening for financial services to different developing countries (see below). Eight small island countries
 in the WTO have heavily complained that footnote 3 of Art. VI.5. refers to international standard setting bodies while small and developing countries have no say in many of these bodies which impose costly regulation.

Interestingly, during the previous GATS negotiations, some countries have tried to safeguard their freedom to take the regulations they see as necessary. They made explicit references in their GATS ‘schedules’ to their prudential policy in order to be protected against any GATS provision or commitment.

6.2.3. Who will decide on what prudential regulation and capital account policies? 

The contradictions between promoting trade and the interests of the financial service industry on the one hand, and strengthening the national and international systems, highlights many important issues that require an urgent answer.

6.2.3.1. The EU’s attack on financial regulations of developing countries

The current GATS negotiations to further open markets for financial services are mostly done bilaterally between WTO members and based on ‘request lists’ and ‘offers’ (see above). These negotiations are in principle secret but the requests of the EU were leaked.
 These texts demonstrate that the EU aims at eliminating many governmental regulations which it considers trade restrictive for its financial industry. Developing countries consider these regulations to be prudential or necessary for the country's economy or financial industry. 

Discouraging the strengthening of the domestic financial sector

Malaysia
 has explained to the WTO that it has a 10-year programme to strengthen its financial services sector after the financial crisis. The programme includes gradual liberalization without undermining financial stability, and measures that limit access by foreign financial firms to the Ringgit. They EU request to Malaysia wants
 to remove the latter measures such as "the prevention applied to foreign banks from having access to local currency capital market". 

Undermining domestic capital reserves 

The EU requests to several countries to take away measures that compel banks to keep reserves in the host country and not by the international parent bank at international level (e.g. "allow branches to use parent's capital to meet prudential requirements", and "take fully into account the guarantee extended by the branch's head office or by another foreign bank for additional lending").  Such requests underestimate the need to allocate reserves in the host country. Especially in times of world wide financial crisis, the parent bank might not fulfil its guarantee for additional lending (as was the case in Argentina in 1994-1995
), might not have enough reserves for all its branches and subsidiaries world wide, or might have its requested liquidity in foreign currency (adding to the complexity of the crisis). It is easier and cheaper for financial conglomerates to keep capital reserves central rather than divided in the countries of the different branches.  

Encouraging tax evasion and off shore centres?

The EU made a request to Thailand to take away its limitation that foreign banks with an offshore license cannot get access to the Thai market through full branch license. Most foreign financial conglomerates are operating in 'offshore centres' such as the Cayman Islands or Switzerland, which allow evasion of taxes and low cost transactions. As the amount of money passing through offshore centres is huge, transactions with these centres can be unreliable and volatile, and cause or transmit financial instability. How does this EU request match the EU's own policy to confront offshore centres?

Interestingly, the US, Canada and Japan warned their financial firms to be wary of doing business with he Caribbean offshore centres. The concerned Caribbean countries have threatened to use the WTO dispute mechanism because when they considered these warnings as restrictions on trade in financial services with those centres.

Limiting the scope to regulate in favour of poverty alleviation

In its request, the EU raises questions about the requirement applied to all banks in Malaysia to provide quotas for low-cost housing and considers that it is a limitation that should be scheduled. This means that measures to provide poorer families with the financial resources needed for housing are not considered falling under the GATS "right to regulate”, but rather as a trade barrier (read profit making restriction) that must be exempted from the GATS agreement (Art. XVI), and ultimately eliminated.

► Critical issue

Regulations that oblige banks to finance or invest in poor communities are not popular with financial conglomerates. The EU request indicates that the secret bilateral GATS negotiations might be a way to put pressure on such regulations and ultimately to eliminate them. GATS rules might also undermine schemes that reserve rural banking services to domestic banks, such as in the Philippines.
 The right to regulate in the GATS preamble seems to be open to interpretation, even for poverty related measures. This might be in contradiction with policies to achieve the UN Millennium Goals.

Exporting the problems of European pension fund managers?

The EU request many countries to liberalize their pension fund management services. The European pension fund managers have however proven to be not very proficient by over-investing in the stock market and reduce their financial reserves for pensioners to a level that regulators had to intervene. At a time when many private pension funds are still in financial problems and privatization of pension funds is contested in Europe (Italy, France) it would be politically inadvisable for the EU to promote private pension fund management in developing countries.

► Critical issue

Experience in Latin American countries shows that the benefits of pension reform and privatization have been overestimated, and that the administrative costs are high.
 From a poverty perspective, the question is whether European pension fund managers will be cheaper, make additional pension insurance available to more poor workers or focus on the richest clients (cherry picking)?

The danger of secrecy and power plays in the GATS negotiations

So far is unclear how the different interpretations of necessary and prudential financial regulations will play out during the negotiations. The EU has claimed that regulatory and supervisory issues will be discussed during the bilateral negotiations but argues that its requests are targeting trade restrictions. How will the EU handle the IMF’s assessment that the regulatory system in Thailand is not yet efficient enough and that further liberalization entails systemic risks for that country? 

During the secret bilateral negotiations, when the pressure to liberalize is the highest, it will be a matter of the having most (economic) power to push for, or resist, the removal of particular prudential measures. Prudential measures might be overlooked when trade deals are made at the end of the Doha Round negotiations in order to achieve market access in GATS that balances off other concessions (e.g. in agriculture by the EU and the US). Harsh pressure to open up financial services takes also place during negotiations for new membership of the WTO, as was the case with China.

6.2.3.2. Should the WTO handle disputes on prudential regulation?

Beyond those bilateral GATS negotiations on commitments, the question is what role the WTO will or should play in prudential regulation. The negotiators have already discussed the ‘prudential carve-out’ (see above) of the GATS Annex on Financial Services. Some industrialised countries have proposed clearer definitions or closer links with international standard setting bodies
 or with supervisory activities of the IMF
. This could entail that these standards or activities would be considered un-challengeable under GATS and others not. In contrast, developing countries are more interested in keeping a broad prudential carve-out that does not constrain their policy making. 

A. Kern
 puts the issue as follows: “[There is a] need to define prudential regulatory standards in a manner that promotes a synthesis between trade and regulatory values. The issue becomes whether the WTO should play a role in this process, and if not which international bodies or organisations should be deferred to in setting international standards of prudential regulation. The absence of a definition in this area means that finding such a synthesis will be left to the adjudication proceedings of the GATS, and potentially within the legislative jurisdiction of the WTO. The evaluation will also cover the issue of the adequacy of the current international prudential mechanisms as benchmarks for assessing a member’s prudential regulatory measures. This does not prepare for a promising integration of the financial systems. It only stands to disturb the constitutional balance of the international economic system by rendering GATS the de facto ultimate arbiter of international financial regulation.” …“[T]he ambiguities surrounding the interpretation of the concept of prudential regulation and its scope of coverage in the ‘prudential carve-out’ of the Financial Services Annex will likely result in many trade disputes regarding the validity of prudential measures taken by members to ensure the protection of investors, policyholders, shareholders, and to promote integrity and stability of the financial system."  …"[T]he WTO’s dispute settlement mechanism is an inefficient mechanism to determine the right balance between free and open trade and prudential safeguards.”

One of the issues that have not been clarified is whether measures to restructure domestic banks after the Asian financial crisis, including injecting state money, are distorting competition and discriminating against foreign financial service suppliers. Already, the South Korean bank reform has been challenged in the WTO as a breach of the WTO Agreement on Subsidies and Countervailing Measures, not under GATS!  It raises questions about the coherence between the WTO and the work of the IMF.

► Critical issue

Danger of 'chilling effect' on Tobin Tax and other anti-speculative measures

The lack of clarity of what is allowed under the prudential carve-out of the GATS raises the danger of a chilling effect on new measures that prevent a financial crisis and its devastating effects on (poor) societies. For instance, in case a WTO member made financial services commitments and introduced a currency tax (e.g. “Tobin tax”) to stop volatile cross-border capital flows, the tax could be accused by another WTO member of not being a prudential measure (as opponents of the Tobin tax argue) or restricting international transactions related to committed financial sectors (i.e. breaching of GATS Art. XI). Other WTO members might refrain from introducing such tax fearing challenges under GATS.

6.2.4. Little link between the GATS negotiations and national financial authorities

Notwithstanding the above described risks of financial instability and ambiguities about prudential measures, the GATS negotiations make little links between the functioning of the financial regulatory and supervisory system of a country on the one hand, and the "requests" and "offers" on financial services on the other. No international body is stopping requests for market opening in financial sectors, which are too risky in a particular country.

The GATS negotiations on financial services liberalization have often not involved officials from the ministries and supervisory agencies working on reforms at the national level or at international level (“the international financial architecture”). Especially in the EU and other Western countries, the negotiations have been largely conducted by the ministries responsible for trade or officials interested in supporting the domestic (or EU) financial industry. This raises the question in how far countries liberalize financial services under GATS to complement other financial reforms aiming at a more efficient and diversified financial sector? “Trade [in the financial sector] should not be liberalized for trade’s sake.”

The IMF and other international institutions have recognized that considerable and costly capacity building is often required to educate regulators, supervisors, legislators and the judiciary in order to create the appropriate framework for financial services. This means that opening up financial services can only be successfully implemented when accompanied by an orderly and well-designed policy and enough human and financial resources. The IMF has a programme
 in place to monitor the reforms and the strength of financial-sector regulation and supervision in many developing and emerging market countries. But as the US representative put it during a WTO meeting of the WTO’s Working Group on Financial Services, it is up to the negotiators of each country concerned to deal with the issue themselves.
 The EU requests also show little coordination with the assessments of the IMF's programme. Developing countries wishing to liberalize financial services could be fully using GATS exemptions and flexibilities, but capacity to do so is often lacking.

GATS liberalization provisions go beyond wisdom gained after financial crises

Financial services liberalization in line with all GATS rules and the 'Understanding' disregards the global recognition after the Asian financial crisis that the stability of national and international financial systems relies on the scale and sequencing of domestic financial reforms. A gradual and considered approach to the deregulation of financial services and financial flows is needed to make financial liberalization beneficial for the economy.
 While the World Bank, IMF and Western countries argue that financial services liberalization increases financial stability and strengthens prudential soundness of developing countries, they recognize that a well-sequenced capital account liberalization and domestic reform of the financial sector needs to be in place as well as appropriate regulatory and adequate supervision. The financial crisis of 1997-98 has even convinced the IMF that swift capital account liberalization can lead to a financial crisis and that sequencing of such liberalisation is necessary.

The setting up or acquisition of more establishments by foreign banks undermines supervision by the host country while the lessons of the financial crises emphasise the need for more transparency. Foreign banks might shift key decision-making and risk management of their foreign establishments to the parent banks as is the case in emerging market countries.
 This reduces information available to host country supervisors. Moreover, the Basel Committee (see chapter 5) agreed that the authorities of the home country of the bank supervise foreign establishments of banks, especially branches. Foreign supervisors might have ample experience in monitoring foreign branches but are mainly interested in avoiding bankruptcy of the bank
 and less concerned about the needs of the country in which their banks operate. Although cooperation between home and host country supervisory authorities does exist
, experience has learned that regulators and supervisors of countries in which foreign banks operate might not have all the information they need. Central bank officials have recently called for better cooperation between supervisors in order to avoid risks by liberalization of financial services in emerging market economies.

6.2.5. Too little coordination between GATS negotiations and international stability fora

There is a worrying deficit in concern about the GATS agreement in institutions which have competence regarding international finance regulation and supervision. Only a few (informal
) contacts and discussions have taken place between the GATS negotiators and international institutions such as the IMF, the Basel Committee on Banking Supervision, and the International Association of Insurance Supervisors. An EU official claimed he had difficulties to draw the attention of international supervisors' bodies to the GATS negotiations

The current GATS negotiations take place at a time when the reform of the international financial system announced after the Asian financial crisis has bogged down while far from finished. This underscores the importance of prudential measures and capital account management at the national level. The problem is that national measures and supervision might not be enough to deal with the effects of financial services liberalization. Financial conglomerates connect many financial markets worldwide.

In East Asia
, the increasing domination of Western financial firms in capital market services, that connect East Asia with the global capital markets, would not be a problem if there were enough prudential regulations at the global level. There is no effective system of liquidity provision that should enhance the stability and efficiency of the global financial system in which East Asian countries are embedded. 

For developing countries, there is no effective mechanism of globally monitoring all services and transactions by particular financial conglomerates that are operating in their markets.
 International mechanisms to deal with potentially destabilizing effects of increased international capital movements by foreign firms are still weak and not involving all countries. 

No efforts to achieve more transparency in the financial services industry

Ironically, the GATS agreement makes greater transparency of government regulations and decisions a priority (e.g. Art. III, VI.3., VII.4., VIII.3.- 4., X.2) but it does not address the lack of transparency of financial conglomerates, which poses many problems to host country financial authorities. 

Improved transparency by operating internationally banks is a key issue in the reform of the financial system. Lack of information about too much short-term foreign currency loans is seen as an important cause of the financial crisis. Publishing more information should increase “market discipline” in the financial markets because it allows investors and customers to better assess the bank’s state of affairs and, presumably, to act accordingly. In addition it opens up more opportunities to supervisory authorities to play their role. A review of fifty-four international banks in 2001 showed that the required disclosure is still unsatisfactory.
 There is however nothing in the GATS agreement that requires governments to impose more transparency from the (foreign) financial firms whose ownership structures, services and transactions remain often hard to scrutinize for developing countries.

Need for more input from developing countries

There are thus overlaps between the work of the WTO and work in other international institutions regarding international financial stability and the reform of its architecture. It is high time that the linkages and contradictions between the international and national efforts for financial stability and the GATS rules are fully discussed in many fora, based not on theory but on concrete experiences and situations in developing countries. Better participation of developing countries in international supervisory and standard setting bodies would enrich the discussion and, hopefully, cater for their needs. The aim should be to avoid any unforeseen consequences with detrimental economic, social and environmental effects, as was the case during the Asian crisis. Better insights in the risks for financial instability might allow all developing country governments to take the necessary accompanying actions within the GATS negotiations and outside, or to wait for further market opening until they have defined their financial needs and established the necessary mechanisms.
6.3. Summary with conclusions and critical issues 

-  Prioritizing swift liberalization

Opening markets for foreign financial services and investment by foreign financial firms has been a priority in past and current GATS negotiations.  The limited provisions under the GATS agreement to deal with the special nature and systemic risk of financial services are subordinate to commitments to liberalize.  The special appendix, the 'Understanding on Commitments in Financial Services', in the GATS agreement even provides a model for the swift and full liberalization of financial services ensuring no trade barriers or obstacles to profit making by foreign financial firms are left. 

-  GATS fits neatly with the interests of the Western financial industry

The top financial industry lobby in the West has been very active during GATS negotiations. The GATS agreement and current GATS negotiations fit neatly with the expansion ("consolidation") and profit-making strategies of the top financial conglomerates. In contrast, the GATS agreement has no provisions to strengthen universal access to financial services nor to tackle ‘cherry picking’, improve the quality of financial services to all customers, and increase financing opportunities for poorer individuals and entrepreneurs.  The GATS agreement does not link up with intergovernmental declarations that promote sustainable development or poverty eradication or with corporate social responsibility initiatives.

-  Increasing competition and concentration

Increased competition following further GATS liberalization is likely to reinforce and orient the financial industry toward high profit making, concentration and consolidation. The GATS agreement only has weak instruments (art. IX) with which to tackle market abuse and restrictive business practices that will follow concentration and consolidation.  

There is no discussion within GATS on how far financial services concentration can go and on when financial conglomerates should not become ‘too big to fail’. 

The GATS agreement focuses on more transparency from governments but fails to improve the transparency of the complex financial industry. GATS should compel all signatories of GATS to legislate the transparency of financial firms operating in their country. This would somewhat enhance fair competition.

-  GATS stimulates the gaps between rich and poor 

The liberalization of financial services is claimed to improve efficiency in the financial industry and the economy. The experiences of liberalization in developing countries show that there is much more at stake than increased efficiency, choice of products and access to capital.

· Foreign financial firms widen the gap between rich and poor by targeting the richest clients, the most developed regions and the best personnel from their host countries. 

· This undermines the competitiveness and efficiency of developing country banks that have more expertise to cater for the needs of the poorer clients or to invest in the domestic industry. 

· As soon as developing country governments open their markets, foreign firms often rapidly take over a large part of the domestic financial industry. 

· Due to rapid foreign expansion, host countries must spend additional resources for regulatory and supervisory measures to handle changes and risks. 

· Profits made off rich clients in poor countries are siphoned off to the home countries in the North. GATS prevents government restrictions on profit repatriation.

· Foreign firms provide rich clients in poor countries with more opportunities to channel their money to the North and invest in Western companies. 

· Host country governments have less leeway in directing the development of their domestic market, and have much less influence in integrating sustainable development practices. 

· The EU has even been using the GATS negotiations to question developing country measures that support poverty alleviation. 

-  GATS increases the risks of financial crisis

The liberalization of financial services as such poses many threats to the financial stability of the host developing countries and the international system. GATS reinforces those threats, and both limits and challenges governments anz central banks to develop independent policy. While GATS is not supposed to liberalise capital flows, GATS liberalization of financial services in practice does. 

What is worrying is that Western negotiators brush aside concerns raised by developing countries while the risks of financial instability in developing countries are not fully analysed or discussed.  The negative consequences felt by the poor and the environment due to liberalization and GATS rules are so significant that reducing the risk of financial crises is paramount. 

The risks to financial instability come from:

· New financial services can have significant destabilizing effects on a developing country’s financial system. Increasing cross-border capital flows or risky financial strategies necessitate that the right regulatory and supervisory systems be in place.

· GATS articles promote cross-border capital movements and financial instability by limiting government restrictions on profit repatriation and capital flows related to committed (financial) services (see Articles XI.1. en XVI (footnote 8)).  

· GATS rules permitting restrictions on unstable capital flows and (financial) services are limited by many conditions. These conditions prioritize the interests of foreign-service providers rather than the capacity of a developing country to deal with problems in its financial system.

· The vagueness of financial prudential measures which GATS permits leave many developing countries' regulations open to challenges by WTO disputes, or bullying by the hardliners during the secret bilateral GATS negotiations (the EU is doing this). The vagueness and questions of GATS interpretation could result in countries refraining from introducing national legislation for fear of future WTO disputes (i.e. the Tobin Tax)  

-  Limiting policy space

In countries where the domestic financial sector needs improvement or is not yet capable of competing with foreign competitors, GATS articles XVI, XVII and VI limit the government’s ability to make this a priority.  Governments can set out exemptions to GATS articles which would allow regulators and central banks to maintain their policy space. However, the process to do so is complicated and difficult for some developing countries to negotiate.  

-  Trade negotiators prevail

Too little coordination between the trade negotiators and the institutions responsible for the national and international financial system, is a problem in most countries.  As a result, especially western GATS negotiators ignore the experience of previous financial crisis. Namely, the liberalization of cross-border financial flows and financial services of developing countries needs to be gradual and well sequenced; building capacity and institutions to monitor the financial system is costly and takes time.    

As well, lessons learned from the IMF Financial Sector Assessment Programme or other financial scandals in the West (e.g. mismanagement of pension funds' capital) have not informed the GATS negotiations.  The latter continue without fully considering the difficulties in regulating complex financial conglomerates. 

-  Where are the International financial safeguards?
No adequate safety nets or international financial safeguards against the increasing instability risks from GATS liberalization exist. Some Northern countries have promoted the use of international standards in the GATS. However, various southern countries feel these standards do not address their needs as they were originally developed by northern countries. 

Better coordination between the GATS negotiations and the international financial stability institutions is necessary but with the reforms of the global financial architecture far from complete, it is most important to support capacity building and increased participation from developing countries at all these fora. 

-  Need to change direction

Ideally, the current GATS negotiations in financial services should be stopped. 

A different negotiation model should at least include the international standard setting bodies where developing counties have full representation, the UN and civil society groups. The aim of the new model would be to ensure that the financial service sector works for the poor and for small and medium business, and promotes sustainable development and issues raised by corporate social responsibility initiatives.

Any form of liberalization of financial services, which does not serve the needs of the poor or does not promote sustainable development, is a dangerous strategy that increases global inequalities as well as increasing global instability.  

Requests for financial services liberalization from the west on southern countries are disproportionate and most countries economies’ are not ready to be fully liberalized.  There should be much more open public and political discussions to avert the risks identified in this report and stop unfair requests by the West. No commitments should be made during the bilateral GATS negotiations, unless there is a full guarantee by both sides that the necessary safeguards are in place, nor should the West insist on any such commitments in financial services. 

If developing countries want to liberalize financial services under the GATS they should not make further commitments unless they get major concessions during the WTO negotiations in services and other areas so as to compensate for the risks of financial instability, higher regulatory and supervisory costs and reduction in domestic financial sectors.
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