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1. Introduction State of the Financial Market

a) Significance of Services for Switzerland

For a small country without significant raw materials or easy access to them, services play a crucial role in the economy. A stable political environment, a healthy social climate and peaceful labor relations contributed together with a pool of well-educated, highly skilled workers to Switzerland’s specialization in services. Today, the services sector accounts for 70% of the employment and is still increasing
. Financial Services, consulting and tourism have become strong pillars of foreign trade
. Switzerland is a highly developed and tightly knit economy. Its balance of payments surplus amounts to 13% of GNP
. Along with the aggregate European Union, Japan, and Norway, Switzerland is among the world’s largest net capital exporters. Switzerland accounts for approximately one-fifth of foreign direct investments in the EU and is therefore the EU’s second largest foreign investor, following the USA. Switzerland ranks among the world’s key exporters of goods (rank 16) and services (rank 13). The bank’s contribution is significant. The balance of payments clearly reflects the importance of the banking sector in foreign trade. In 2000, the balance on services amounted to a total of 23 billion Swiss Francs. 13 billion thereof were foreign bank charges, which include brokerage, fiduciary fees and underwriting revenues from foreign issuers. Income from cross-border interest margin business is not included in this figure. Technology services, which include in particular revenues from licensing agreements and patent rights as well as technical consultancy, occupy the nearest ranking asset position in the balance on services. This is hardly surprising: In relation to its population, Switzerland has the highest proportion of Nobel prize holders and the world’s most dense concentration of patents. The banking sector for example creates more export surpluses than the watch industry. The banks concentrate mainly on the export of asset management services (foreign private clients) and investment banking services (foreign groups), whereas in retail baking they continue to focus on the domestic market. In addition, Swiss banks offer worldwide consultancy services, primarily within private banking. Such services include in particular tax advice, inheritance consulting and pension plan counselling.

b) State of the Financial Market

The Swiss financial market has been undergoing profound changes since the entry into force of the GATS agreement. The driving force behind this worldwide trend is threefold: first, the advances made in the processing and the transmission of information; second, the trend towards the liberalization of financial markets; and, third the growing and increasingly diversified demand for financial services. These developments have led to a widening of horizons, to a proliferation of financial products, and to increasing international competition. Switzerland was well prepared to face the challenges of global markets, yet globalisation and world-wide competition did not leave our financial centre untouched. Structural adjustment and consolidation in the banking sector led to concentration and rationalization. The implications of this trend can be illustrated with the development of the banking sector in Switzerland: By the end of the year 2000 the number of banks had come down to 375 from 413 in 1995. In reaction to a changing market environment and stiffer international competition, many Swiss banks have placed more emphasis on their international business. Investment banking and asset management have gained in importance, whereas less lucrative areas, such as domestically-oriented retail banking, have lost part or their attractiveness. As for the expansion of investment banking, a number of acquisitions in foreign countries has tightened the ties between Switzerland and other financial centres. The expansion of asset management on the other hand has been much more domestically generated.

While employment in Switzerland stayed more or less at the same level (112’000 people were employed by banks in Switzerland in 2000 compared to 110’000 in 1995), a significant number of jobs were created – mainly by the two big banks – abroad. Within five years, Swiss banks abroad increased their personnel by almost 50% from 9’800 to 13’000 people. From an economic point of view, the effect of these developments is positive: The total assets of banks increased by 50% between 1995 and 2000 and the contribution of the financial sector to GDP now amounts to 10%
 with asset management accounting for more than half.

Because of its cross-cutting nature, the financial sector supports growth in other economic sectors. Insurance companies and banks play a crucial role in implementing and supporting complex transactions as they occur with the ongoing globalization of markets.

Unlike in the trade of goods, liberalization of financial services does not necessarily go hand in hand with deregulation. The Asian crisis in 1997 or the nearly collapse of the Long Term Credit Management (LTCM ) in 1999 have taught us that adequate supervision is crucial to avoid systemic risks in a global financial market. The following paragraphs will outline some of the recent developments and their impacts on the liberalization of financial services. Finally, a few suggestions for further discussion will be made.

2. Recent developments

a) Structural changes in the financial markets

The scale of both gross and net capital flows between developed countries, developed and emerging economies and between emerging markets themselves has sharply expanded in recent years. In addition, there have been significant changes in the nature of the international banking and finance business: By the early 1990s, virtually all discrimination with regard to the right of establishment for foreign financial institutions in OECD countries had disappeared. Another important change is that securitisation, fading regulatory barriers and active risk management have served to blur the distinction between commercial and investment banking. In sum, financial transactions are being increasingly conducted on a multi-currency global level. The distinctions between various kinds of financial institutions are breaking down and the intensity of competition between firms continues to increase. 

The trend toward financial conglomeration and all-finance and One-shop services poses an additional challenge for the banking industry. More and more providers not only offer banking services, but all types of other financial services as well, notably insurance products. Traditional bank saving is competing with other forms of investment. Investment funds and insurances provide clients with a wide choice of individual payment, risk and earning profiles. Banks and insurance companies hope their one-shop strategies will help them achieve synergies in the area of distribution; above and beyond that, some groups are striving towards a global services network. In order to avoid a further sophistication of production patterns and to concentrate on their core business, financial intermediaries are increasingly outsourcing parts of the ever longer and more complex production processes. Worldwide established standards of electronic interface with customers and in networks (especially the internet) support the outsourcing trend. The integration entails a higher level of standardisation of production processes, which will coincide with an individualised distribution through a growing number of traditional and new distribution channels. In addition to banks and insurance companies, the process of integration covers also other competitors who – with the help of the internet and remote banking – are establishing themselves in the financial market
. 

Whether this strategy will become a commercial success is unclear and heavily debated among specialists. What is clear however, is that financial conglomerates are a challenge for the supervisors. Often, different rules apply to banking and insurance services and different authorities are in charge of supervision. The creation of an integrated financial supervisory authority is now being envisaged in Switzerland and other major financial centres. The United Kingdom has taken the lead in this respect with the creation of the Financial Services Authority (FSA).

The increasing number of transnational financial transactions in a liberalized market requires efficient settlement and clearing services. Yet, the netting of a large number of financial transactions during a business day leads to the accumulation of risks. The collapse of the Bank of Credit and Commerce International S.A. (BCCI) showed how contagious the failure of a single institution can be and what risks netting systems can create. 

Apart from single institutions that may run into problems, the settlement of foreign exchange transactions creates particular settlement risks that amount to an estimated 1500 billion US dollars a day. It would be naive to believe that such risks can be controlled by the market or that some market participants would be too big to fail. It must be acknowledged that uncontrolled liberalization of financial services can lead to systemic risks, thus threaten the financial system as a whole. 

Another important development with regard to settlement is electronic commerce and finance. Financial services are increasingly available through the internet. The internet is an additional channel of distribution that complements such existing channels as the bank counter or the cash dispenser. The opportunities offered by information technologies in the financial services area are enormous. In mid-1999 around half a million bank customers used the internet in Switzerland, which corresponds to 10 – 15% of all private bank customers, compared to some 30% in the USA
. Banks are facing new competition in the development of new electronic distribution channels. So-called non-banks or near-banks such as software companies and network providers have the potential of entering one day into lucrative segments of the banking business. 

In 1998, the Russian crisis almost triggered the collapse of the hedge fund Long Term Credit Management (LGTM). The Federal Reserve was able to prevent a severe world financial if not economic crisis by organizing a bail-out and calming financial markets. Yet, again the crisis made it all to obvious how fragile international bond markets have become. 

b) European Integration

The Agreement on Free Movement of Persons with the European Union will enter into force as part of the seven bilateral agreements that Switzerland concluded with the EU after the vote against the membership in the EEA. It liberalizes services that are provided for a period of up to 90 days.

Although Switzerland is not a member of the European Union, European integration has had a major impact on the financial services area. The opening of financial markets in Europe led to an adaptation of Swiss law in order to stay competitive. In the financial sector, services have been largely liberalized between Switzerland and the European Union. Similar developments are now taking place in the context of the bilateral agreements with regard to legal services. 

These regional developments could serve as catalysts for liberalizing services in a broader context. Yet, Article V (1)(a) GATS does not allow a “cherry-picking” approach in preferential agreements, but requires substantial sectoral coverage
. Substantial sectoral coverage is defined both in quantitative and qualitative terms
. Furthermore, preferential trade agreements must not result in more severe barriers to trade for third member states of the WTO. This issue is of particular relevance in the financial sector because exclusion from these agreements may not only result in competitive disadvantage but also in a widening technology and knowledge gap between “insiders” and “outsiders”.

Therefore, Switzerland has a profound interest in further advancing the liberalization of services under the GATS. 

3. Responses to new developments

International agreements in the area of banking and finance are the natural by-product of the dismantling of quantitative restrictions on domestic financial markets and international capital flows. As a rule, the have one of three purposes: First, they may serve to facilitate the conduct of cross-border business. Agreements on technical standards, standardized contracts (master agreements), codes of conduct, harmonized accounting and disclosure standards, arrangement for cross-border payment, netting and custodial services fall under this category.

Second, international agreements may have as one of their objectives the deliberate expansion of cross-border competition. The GATS is an example.

The third purpose of international agreements is to promote or maintain financial stability. Agreements reached under the leadership of the Group of Ten at the Bank for International Settlements (BIS) are particularly important in this regard. The Basel Committee on Banking Supervision and the Committee on Payment and Settlement Systems are the most relevant in our context.

Generally speaking, domestic provisions are no longer adequate because they ignore international competition, i.e. they do not address the joint issues of level playing fields and regulatory competition. Agreements to facilitate the conduct of cross-border financial transactions have in large measure been driven by private sector agents. Conversely, agreements to deliberately encourage the expansion of cross-border competition and to promote and maintain financial stability have been led by the public sector. 

All these objectives are complementary: Agreements to expand competition must at the same time ensure that the standards required to facilitate cross-border transactions and minimize systemic risks are in place. Efforts to expand international competition must recognize the transitional costs that may be imposed on domestic financial institutions. On the other hand, measures to ensure systemic stability must not do so at the price of excessively constraining competition in the private sector. 

a) Activities within the BIS framework

Experience shows that domestic deregulation and technological advances have increased the scope of risk-taking by market participants. New instruments and globalization of markets have increased the complexity of deals and substantially reduced transparency. Individual countries cannot regulate or supervise their domestic institutions and markets without recognizing the implications for international competitiveness. Therefore, considerable work was done by the Basel Committee to establish an international agreement to enhance financial stability.

The BCCI affair in the early nineties made it clear that the laws of different countries need to be harmonized in some way. In 1997, the Asian crisis was seen as a direct product of financial market openness combined with poor monetary policy and insufficient banking supervision in these countries.

The Basel Committee established a coherent set of rules for netting systems, which includes the harmonization of bankruptcy laws with regard to financial institutions. In the wake of the Asian crisis, the Basel Core Principles for Effective Banking Supervision were released in September 1997. The 25 principles deal inter alia with methods of prudential regulation
 and cross-border banking
. They also contain specific provisions for licensing and structure
. After intensive negotiations, the Basel Capital Accord was revised in 2001 to meet the need for more effective risk management and allow for more flexible approaches instead of “one size fits all”. Of particular importance in the context of services liberalization is the third pillar of the new framework that aims at bolstering market discipline through enhanced disclosure by banks. Because effective disclosure is essential to ensure that market participants can better understand banks’ risk profiles and the adequacy of their capital positions the new framework sets out disclosure requirements and recommendations in several areas. The core set of disclosure recommendations applies to all banks, with more detailed requirements for supervisory recognition of internal methodologies for credit risk, credit risk mitigation techniques and asset securitisation.

In order to address the settlement problem, the Committee on Payment and Settlement Systems (CPSS), published Core Principles for Systemically Important Payment Systems in 2001. While these principles are applicable mainly to central banks, a private initiative in order to reduce settlement risks in foreign exchange transactions, was launched in the late 1990s: The Continuous Linked Settlement System (CLS) was established by the private sector with support by the Basel Committee and central banks. The participation in this system involves considerable resources and will not be possible or feasible for every bank. CLS is expected to start during the year 2002.

Because of its leading role in the establishment of settlement and payment system, Switzerland has been heavily involved in these works. The Swiss Interbank Clearing (SIC), launched in 1987, was the first Real Time Gross Settlement (RTGS) system and a precursor of many payment systems around the globe. The latest development is the virt-X, established by the Swiss Exchange in London last year, creating the first internationally fully integrated electronic exchange. Finally, first studies that were undertaken in the aftermath of the terrorist attacks on September 11 show that a global financial crisis could be avoided thanks to the creativity of the people involved who made extensive use of existing efficient payment and settlement systems that allowed the fast transfer of funds to financial institutions in need. Yet, as these first preliminary studies show there is still room – and need – for improvement.

b) Responses within the GATS framework

The mentioned developments underpin the need for appropriate domestic policies and regulations if financial services liberalization is to be undertaken consistent with financial market stability, including stability-oriented monetary policies, sound fiscal and exchange rate policies, and measures related to the prudential regulation and supervision of financial institutions. 

While the GATS allows for prudential measures, little has been done to define where the line between prudential measures and trade restrictions must be drawn given recent developments on the financial markets.

The electronic supply of financial services is only marginally addressed by the GATS. The classification of financial services allows for flexibility and certain new financial products may be classified under one of the existing categories. Yet, the mentioned convergence between banking and insurance activities tend to make the current distinction obsolete. 

We have noted that restrictions on market access and national treatment in financial services have been substantially reduced in OECD countries. While discriminatory measures have largely disappeared in these countries, the focus of governments has shifted to non-discriminatory measures, such as licensing requirements, which may have the effect of creating difficulties for foreign suppliers to make headway in the market. Some of these concerns are addressed by the Understanding para. B.10. The Understanding also contains provisions for the supply of new financial services and for transfers and processing of information. Yet, so far it has been ratified by only 30 members.

4. Implications on Commitments

How are the identified key developments in the financial markets reflected in the commitments of member countries?

The current level of liberalization of financial services stems from the commitments assumed following the Uruguay Round, supplemented by the commitments resulting from the negotiations completed in 1997 with the acceptance of the Fifth Protocol. So far, 64 countries have accepted the fifth protocol
.

a) Financial Services in general

Looking at the specific commitments, the establishment of a commercial presence (mode 3) seems to be considered as a precondition for the supply of financial services. Although significant reservations apply with regard to legal form, authorized participation of foreign capital, number of suppliers and economic needs test, the commitments for mode 3 outnumber the other modes by far. The significantly lower number of commitments for cross-border supply (mode 1) and consumption abroad (mode 2) suggests a lower degree of liberalization. For mode 3 improvements were made during recent negotiations by relaxing limitations on foreign ownership of local financial institutions, limitations on the juridical form of commercial presence and limitations on the expansion of existing operations. For Switzerland, many of these developments were triggered by the need to adapt its legislation to developments in the European Union. Yet, the different levels of commitments for the different modes do not reflect the interrelationship between them on the market. 

In addition, electronic commerce in financial services although offered by most financial institutions is only dealt with marginally in the GATS. The GATS agreement is neutral from a technological point of view. Thus, the distribution procedure does not matter for the application of commitments. This means that the liberalization of electronic trade depends on the members’ specific commitments in the different sectors. According to the Understanding, such services could qualify as “new” services. It must be possible to supply all new services according to the commitments of members. A broader ratification of the Understanding is therefore crucial to encompass e-commerce. Furthermore, taking on more commitments for mode 1 and 2 would enhance e-commerce and contribute to its growth. 

b) Banking Sector

While the banking sector as a whole is largely liberalized, there are few commitments on brokerage, asset management, settlement and clearing services and the provision and transfer of information. The reason lies partly in the fact, that liberalization and deregulation in these areas needs to be accompanied by appropriate prudential and transparency rules as well as measures to prevent anti-competitive practices. Because innovative financial markets and efficient settlement mechanisms are connected and the latter are crucial for the stability of the financial system, this issue needs to be addressed within the framework of the GATS. The current imbalance between market developments and the legal framework is not sustainable.

c) Insurance sector

With regard to insurance services, only reinsurance is largely liberalized, often within the limits of the Understanding. Few members made commitments for insurance intermediation and auxiliary services. This situation is in sharp contrast with market developments where insurance and banking services are converging. Given the fact that insurance activities will continue to develop significantly because of the new products associated with pension fund management and asset management, future negotiations should focus on incorporating these changes into the existing commitments.

d) Prudential regulation and supervision

As mentioned, the liberalization of trade in financial services must be accompanied by solid prudential regulation and supervision in order to ensure the stability of the financial system as a whole. 

“12. The need for strengthening supervision of banks has particularly been stressed as a major priority since it is now widely recognised that weaknesses in banking systems have been at the core of financial crises in many countries over the last decade. As current banking crises affect many countries, both developed and emerging economies, the monitoring of banking systems becomes both more critical and more challenging for supervisors. As a result, and in order to minimise the risk of contagion, developed and emerging countries are being strongly urged to adopt and effectively implement sound supervisory methods.”

Efficient supervision has become a highly complex issues, with the assessment of risks being one of the most delicate issues. Given the extensive work that has been done within the BIS framework, there is no need to reinvent the wheel here. Because the standards adapted within the BIS represent a universal consensus and the state of the art, they should also be considered when interpreting the GATS. More studies will however be necessary to define what exceptions can be invoked in relation to prudential regulation. 

5. Summary: Need for Coherence

From a Swiss point of view the key issues that should be studied further can summarized as follows:

· The classification of financial services and in particular the different treatment of banking and insurance services within the GATS needs to be reconsidered in order to reflect recent developments on the market.

· Member states should consider their commitments so as to ensure that they capture recent market developments. In particular, a new effort to increase the ratifications of the Understanding should be launched.

· Increasing regional integration could be used as a catalyst for international liberalization. Member states should be encouraged to examine whether their regional commitments could be expanded.

· The standards for prudential regulation and supervision developed within the BIS framework should be considered for interpreting the GATS. Close cooperation with the Basel Committee and related organizations is necessary.

· Special attention should be given to improve commitments on brokerage, asset management, settlement and clearing services and the provision and transfer on information in the banking sector. For the insurance sector, its close relationship to banking services and its increasing significance for an efficient financial market should be considered when examining existing commitments.

***

� 	Statistisches Jahrbuch der Schweiz 2001, at 152 and T.3.2.2.6 at 1889.


� 	Christian Etter, Das Dienstleistungsabkommen der Uruguay-Runde, in: Thomas Cottier (ed.), Gatt-Uru�guay Round, Bern 1995, 91-107, 95. Peter Zweifel (ed), Services in Switzerland, Structure, Performance and Implications of European Economic Integration, Heidelberg 1993.


� 	Source: Swiss National Bank, Zahlungsbilanz der Schweiz 2000.


� 	Statistisches Jahrbuch der Schweiz 2001, at 213 Fig. 4.2. This is about double the percentage in Germany, France and the United States.


� 	Examples for companies that grant loans to and accept deposits from their customers are Volvo, Renault, Volkswagen, Marks and Spencer, Royal Dutch Shell or General Electric.


� 	Estimates by EUROPAY poll 8/1999. 


� 	See Thomas Cottier, The Challenge of Regionalization and Preferential Relations in World Trade Law and Policy, European Foreign Affairs Review 2:149-167, 1996.


� 	“This condition is understood in terms of number of sectors, volume of trade affected and modes of supply. In order to meet this condition, agreements should not provide for a priori exclusion of any mode of sup�ply.” Footnote ad Article V(1)(a) GATS.


� 	Principles 6-15.


� 	Principles 23-25.


� 	Principles 2-5.


� 	Bolivia, Brazil, Dominican Republic, Jamaica, Philippines, Poland and Uruguay have not yet accepted the fifth protocol.


� 	Basel Committee on Banking Supervision, Core Principles Methodology, 1999, para. 12.
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