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Financial Services and the
GATS 2000 Round
P I E R R E S AU V É a n d
JA M E S G I L L E S P I E

T

HE FINANCIAL SERVICES Agreement (FSA) concluded in December
1997 under the auspices of the World Trade Organization’s (WTO) General Agreement on Trade in Services (GATS) represents without a doubt
one of the hallmark achievements of the Uruguay Round. The FSA is
unique in many respects. First, its rules now govern a sector of considerable economywide importance. An efficient financial sector ranks among
the very core of “infrastructures” without which modern economies simply cannot hope to function and prosper. It provides intermediation
between lenders and borrowers, allows firms to diversify and manage
risk, allocates capital across the economy, and provides many of the technical services necessary for both domestic and international commerce to
operate. In countries with weak economies, the development of a strong
financial sector is now recognized as one of the key ingredients of sustainable development.1

This paper expresses the personal views of its authors. Such views should not be attributed to the Organization for Economic Cooperation and Development or its member governments. The authors are particularly grateful for the assistance of Patrick Low in the
collection of data for this paper and to the staff of the World Trade Organization’s Economic
Research and Analysis Division.
1. See Mattoo (1998).
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Second, and an issue of some consequence as the multilateral community contemplates just how broad and ambitious the agenda of a possible
new negotiating round should be, is how the FSA responded, alongside
telecommunications, to the needs of business users for more competitively
priced, diverse, and efficiently delivered products. More than any other
voice heard in Geneva during the course of the Uruguay Round, the financial community (and particularly U.S. financial firms early in the GATS
crusade) was instrumental in imparting a welfare-enhancing, economywide “user” dynamic to services trade and investment liberalization. The
greater balance between producer and user (consumer) interests distinguishes the GATS from its brethren for goods.
Thanks to the GATS and the FSA, there is today much greater awareness that financial services are key inputs in the production of all that a
nation produces, brings to market, and trades in, be it goods, ideas, or
services. There is, similarly, much greater recognition that the ability of
efficient providers of financial services to deploy their competitive skills in
foreign markets and contest prevailing rents is key to their clients’ growth
and commercial success in those markets. That success, in turn, serves
the growth and development prospects—to say nothing of consumer
welfare—of host countries. Amidst considerably heightened capital mobility and occasionally severe financial market turmoil, both the GATS and
the FSA have lent support to continued efforts worldwide at pro-competitive domestic regulatory reform in the sector. Much of that reform has been
undertaken voluntarily in a unilateral manner. An important challenge for
the coming round is to see more of it locked in under the GATS.
A third distinguishing feature of the FSA relates to the strength of support
it drew—and the political legitimacy it ultimately derived—from a shared
sense of transatlantic purpose and commitment on the part of the financial
services industry itself. The sector was truly unique in that respect, and there
is little doubt among the trade policy community that private sector support
from the United States and the European Union was a determining force in
shaping and delivering the FSA. The strength of those ties has not diminished since the FSA’s conclusion. If anything, the industry’s resolve and
strategic focus going into the GATS 2000 round are striking when compared
to those prevailing on most issues that were on trade ministers’ plates at the
WTO’s December 1999 ministerial meeting in Seattle.
A key to the overall success of the next negotiating round is for that
sense of direction (and the channels of cooperation that underpin a broadly
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shared transatlantic vision in the sector) to be marshaled properly, indeed
to become contagious. This would encourage a greater overall dynamic
of liberalization within the WTO system as a whole and ensure that the
GATS (and the WTO more broadly) remains an efficient means of “civilizing” the growing integration of national economies in an orderly, predictable, fair, and transparent manner.
This paper considers some of the issues likely to feature prominently
in the next set of WTO negotiations in the financial services area. The
idea of launching a new round of multilateral negotiations on services
dates back to December 1993, when the curtain ultimately fell on the
Uruguay Round. Financial services remained a GATS outlier, since a
market-opening deal in the sector took four more years to broker. Moreover, owing to the implementation difficulties encountered in a number of
WTO members, the GATS rules governing the sector only entered into
effect on March 1, 1999, some twelve years after the launch of the
Uruguay Round! Accordingly, the FSA was a mere nine months old when
GATS negotiations resumed on January 1, 2000.
The paper is structured as follows. The first section sets the scene by
briefly recalling the scope and importance of financial services in the
domestic and global economies and the magnitude of trade and investment in the sector. The second section analyzes the structure of the General Agreement on Trade in Services and the provisions dealing
specifically with financial services. The third section describes the basis
from which the coming set of negotiations will be conducted. It does so
by reviewing the specific liberalization commitments undertaken by
WTO members in the financial services area during (and after) the most
recent round of multilateral negotiations. The concluding section turns
to the coming round of financial service negotiations and profiles some of
the issues to which policy officials and the private sector should accord
priority attention in the coming negotiations. It does so by contrasting
the dual challenge of rule making and liberalization as it affects countries that are members of the Organization for Economic Cooperation and
Development (OECD) and countries that are not.
Financial Services in the Global Economy
Financial industries constitute a large and growing service sector in
developed and developing economies alike. In industrial countries, financial
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services account for between 2.5 and 13.3 percent of gross domestic product (GDP) and an average of around 4 percent of the workforce. In several
developing countries, financial services make up more than 5 percent of
GDP. Moreover, because of its critical infrastructural role, the financial services sector is far more important than its direct share in the economy
implies.2
The General Agreement on Trade in Services defines four “modes” of
delivery by which services can be traded between states:3
—Mode 1. Cross-border supply (a service supplied from the territory of
one state into the territory of another).
—Mode 2. Consumption abroad (a service supplied in the territory of
one state to a consumer who is a resident of another state).
—Mode 3. Commercial presence (a service supplied within the territory
of one state through a permanent place of business maintained by a resident of another state).
—Mode 4. Movement of natural persons (a service supplied in the territory of one state through the presence of natural persons who are residents of another state).
Measuring the exact volume of financial services trade is difficult, but
some approximations are possible. Cross-border imports of financial services by thirty of the largest industrial and developing economies are estimated to have totaled some $54 billion in 1997. Of this figure, roughly
75 percent went to the ten largest importers.4 Global foreign exchange
transactions total approximately $600 billion daily—more than fifty times
the value of worldwide trade in goods and services. Much as data on
cross-border transactions are poor and incomplete (hence likely to underreport actual volumes significantly), they are only a partial estimation of
the true value of international financial services trade, as much of the
industry’s revenue is generated through the activities of a firm operating
directly within a foreign country—so-called establishment-related trade.
There is very little reliable information on the value of this foreign direct
investment–induced form of trade. For the United States, the value of
imports through commercial presence is more than ten times as large as
2. Kono, Low, Luanga, Mattoo, Oshikawa, and Schuknecht (1997), p. 8.
3. General Agreement on Trade in Services, Article 1, par. 2.
4. OECD (1998); IMF (1998); WTO Secretariat (1998).
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imports through cross-border trade, while establishment-related “exports”
of financial services dwarf cross-border transactions by a factor of fifteen.
The latter figure indicates the strong comparative advantage of internationally active U.S. financial firms.5
Three factors are particularly important in the recent growth of international financial services transactions:
—Changing market structures. Competition between different types of
financial institutions has increased rapidly in recent years (especially
disintermediation, putting bank lending in direct competition with capital
markets as a source of financing), and merger and acquisition activity
has increasingly been aimed at strategically positioning firms for global
operations.
—Domestic deregulation. Relaxation of restrictions on the provision
of financial services (especially banking), increasingly pro-competitive
stances by regulatory authorities, and liberalization of international capital
flows have decreased the national segmentation of the financial services
market.
—New technologies. Improved telecommunications, computing, and
electronic commerce have begun to revolutionize the provision of services, both wholesale and retail, reducing costs and allowing access to a
wider range of service consumers. These developments have particularly
important implications for the liberalization of cross-border trade, as the
Internet gives firms more opportunities to deal directly with consumers in
foreign markets and to manage much greater doses of information in real
time.
Increased trade in financial services benefits consumers and strengthens
the sector as a whole.6 As market access is granted to foreign firms, several
indicators of competitive pressure rise: banks experience shrinking net
interest margins, and many show lower returns on assets as their monopolistic profits are competed away.7 In almost all cases, the entry of foreign
competition is associated with technological modernization in domestic

5. Kono, Low, Luagna, Mattoo, Oshikawa, and Schuknecht (1997).
6. International liberalization often parallels domestic regulatory reform and, in some
cases, privatization of the financial sector itself. Although most studies attempt to disaggregate the effects of these various processes, the ultimate result may represent the influence
of several factors.
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banking systems and with increased sophistication of prudential regulatory
systems. Experience shows that the benefits of competition materialize
rapidly, both in industrial and developing markets. And the effects of foreign entry are felt even when foreign firms do not have a large market
share.8 Furthermore, multilateral agreements on market liberalization provide firms with a guarantee of long-term policy stability, thereby reducing the risks entailed in direct investment. Such commercial presence is
particularly vital in developing countries, as competition from foreign
firms represents an important means of bringing domestic firms’ technical skills up to world standards.9
Origins and Content of a WTO Regime for Financial Services
During the Uruguay Round, negotiators conceived the GATS as a
means of bringing the burgeoning sector of trade in services under the
umbrella of the multilateral trading system. The structure of the GATS and
the relevant provisions on financial services were established by the conclusion of the Uruguay Round in December 1993. As noted, putting
together a satisfactory package of liberalization commitments under the
GATS framework remained a contentious issue for another four years. The
United States particularly, and the European Union as well, viewed financial liberalization as a vitally important aspect of a successful negotiating
round. Developing countries, however, most of which did not have significant export interests in the sector, generally felt that opening financial
markets to foreign competition would inevitably occur at the expense of
fledgling domestic industries. Significantly, Japan tended to side with the
latter group of countries in resisting significant liberalizing commitments
during much of the Uruguay Round.
A notable feature of the WTO negotiations on financial services was
that they did not take place in the usual context of a multi-sectoral and
multi-issue negotiating round. This had, of course, been the original inten7. In developing markets, foreign banks tend to have higher profits and higher overhead
than domestic firms; the opposite is true in developed markets. Foreign banks, however, will
not necessarily dominate the market in developing countries, and because of branching
regulations or historical trends, they may make no headway at all. See Claessens, DemirgüçKunt, and Huizinga (1999); see also François and Schucknecht (1999).
8. See François and Schucknecht (1999).
9. Woolcock (1997).
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tion, despite the manifest reservations of finance ministry, central bank,
and other supervisory officials alike, but failure to complete the negotiations before the end of the Uruguay Round effectively turned financial services into a single-sector negotiation. This tended to divide countries into
two camps: those looking for export gains (mostly OECD countries and
particularly the United States) and those concerned chiefly with the question of enhancing (or not) conditions of competition in domestic financial
markets (most developing countries).
Mid-December 1997 was the deadline for completion of WTO negotiations on financial services. The immediate objective of satisfying this
deadline came as a result of the expiration of a July 1995 interim agreement on financial services. The interim agreement was put together when
agreement could not be reached on completion of the Uruguay Round
negotiations in the area of financial services at the time of the round’s conclusion in Marrakesh at the end of 1993. Failure to reach agreement was
the result of divergent expectations on the scope of tangible liberalization
commitments (a fate shared at the time by GATS talks on maritime transport and basic telecommunications services as well as on conditions governing the temporary movement of service suppliers).
At the time, a number of Asian and Latin American WTO members
had agreed to undertake (or “schedule,” in GATS terminology) liberalization commitments that they deemed in line with their developing- or
emerging-economy status. These offers were considered inadequate by a
number of OECD countries, chief among which the United States, whose
private sector had higher expectations and had made a significant political investment in the negotiating process since the early 1980s. It was
thus agreed to extend the negotiations for a further eighteen months. In
June 1995, forty-five WTO members (counting the fifteen members of
the European Union as one) improved on their earlier commitments, in
some cases substantially, but it was again impossible to reach a permanent most-favored-nation-based agreement rallying all major players.
Unwilling to tolerate the free riding and loss of negotiating leverage that
would result from a financial services agreement based on the principle
of most-favored-nation (MFN) treatment enshrined in the GATS, the
United States chose in June 1995 to retain the option of negotiating bilateral agreements rather than concluding a binding multilateral agreement.
The December 1997 outcome can be seen as vindicating the hard line
taken by the U.S. government and the country’s financial industry,
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although a desire to escape blame for yet another missed deadline and the
advent of the Asian financial crisis in mid-1997 tempered U.S. expectations (public and private) somewhat.
Still, the December 1997 agreement is a significant achievement. It covers more than 95 percent of trade in banking, securities, insurance, and
information services as measured in revenue. In all, 102 of the 132 member countries of the WTO now have multilateral commitments in the sector, including 70 improved market-opening commitments made during
the last round of negotiations. According to USTR (U.S. Trade Representative) and WTO estimates, these commitments encompass $17.8 trillion
in global securities assets, $38 trillion in world domestic bank lending
($8.6 trillion in foreign assets of deposit banks), and $2.2 trillion in gross
insurance premiums.10
At the heart of the WTO system lie three central concepts: the MFN
rule, national treatment, and transparency. The GATS transmutes these
principles into the realm of services trade, although with important modifications and restrictions. Indeed, the provisions of the GATS are subject to
potentially significant qualifications. Members may protect existing discriminatory practices by “scheduling” specific exemptions at the time of
ratifying the GATS. Transparency is limited to a requirement that regulations be published and available; there is no provision for marketrestrictive policies to be notified to the WTO; and countries were afforded
the (one-off) opportunity to derogate from MFN treatment with regard to
existing measures (subject, in principle, to a ten-year sunset clause).
Signatories to the GATS (“members”) deposit with the WTO a list
(“schedule”) of those service sectors, subsectors, or particular activities
they intend to liberalize and, within each service sector, schedule the
exemptions from MFN, national treatment, and market access (mainly
nondiscriminatory, access-inhibiting measures such as licensing restrictions and economic needs tests) they wish to maintain. Many OECD
countries resisted such a positive (or hybrid) approach to scheduling
liberalization commitments, arguing for a more exacting and inherently
liberalizing “negative list” approach, whereby all GATS provisions would
apply to a given sector or subsector unless a reservation was expressly
taken.

10. All figures relate to year-end 1995.

9550—10-Brks Wharton Ch 7 8/11/00 16:24 Page 431

Pierre Sauvé and James Gillespie

431

Developing countries successfully resisted the “negative list” model,
wanting to maintain some regulatory freedom and fearing the consequences of opening their market for services too rapidly to competitors
from more advanced states. The “negative list” approach, however, was
preserved in the Understanding on Financial Services (an addendum to the
GATS). Developed largely at the instigation of the G-10 countries, the
understanding can be voluntarily adopted by GATS members and commits
those states to deeper and more detailed market liberalization than the
GATS alone prescribes. The understanding contains provisions relating to
the supply of new financial services, information transfers, recognition
agreements, and the temporary entry of skilled financial personnel.11 To
date only OECD countries have adopted the understanding; the majority
of WTO members are bound by the less stringent general requirements
of the GATS.
For purposes of the GATS, financial services are defined very broadly,
and the financial services annex lists sixteen categories of activities that
fall under the financial services rubric:12
—Direct insurance (both life and nonlife),
—Reinsurance and retrocession,
—Insurance intermediation, such as brokerage,
—“Auxiliary” insurance services (consultancy, actuarial services),
—Acceptance of bank deposits,
—Lending of all types,
—Financial leasing,
—Payment systems,
—Guarantees and commitments,
—Trading, either for one’s own account or for others,
—Securities issues,
—Money brokering,
—Asset management,
—Settlement and clearing services,
—Provision of financial information or data,

11. Understanding on Commitments in Financial Services, Articles 1, 2, 7, 8, and 9.
12. Updating this list and providing for further disaggregation in light of the emergence
of many new product offerings flowing both from financial innovation and from the increasing blurring of boundaries between market segments will present negotiators with an important definitional challenge in the coming round.
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—“Auxiliary” financial services (research and advice, corporate
consulting).
It is important to note what has been included within this sector. The
combination of insurance with banking, and the inclusion of a wide range
of activities within the designation of “financial services,” was partially a
tactical negotiation technique—the greater the scope of the agreement, the
less chance that the negotiation would be “captured” by one of the industries at risk from foreign competition.
The GATS provisions relating to domestic regulation, in particular Article VI (domestic regulation) and Article VII (recognition) are particularly
meaningful for the financial services sector, given the pervasive nature of
regulatory activity in the sector in all countries. The GATS establishes that
domestic regulation shall be “administered in a reasonable, objective, and
impartial manner” and that states shall enter into consultation for the elimination of unnecessary regulatory barriers to trade.13 The annex qualifies
that requirement by noting that members are free to undertake “prudential”
regulation to protect consumers or to ensure the stability of the financial
system, so long as regulation is not used as a means of avoiding scheduled commitments.14 This prudential carve-out, which is nonetheless subject to dispute settlement procedures, was key to enlisting the support of
financial regulators, who had initially professed considerable caution (and
in some instances overt resistance) to the idea of subjecting financial services regulation to trade law.
OECD states took a significant step forward through Article 10 of the
Financial Services Understanding, which commits signatories to “remove
or limit” market access limitations imposed by nondiscriminatory regulatory measures. This provision has substantial implications for potential
regulatory harmonization. However, as yet there have been no dispute
resolution cases dealing explicitly with the regulatory carve-out. It is not
clear how forcefully member states will seek to police the regulatory provisions of their trading partners, nor how successful they will be in removing offending provisions through the WTO dispute resolution process.

13. GATS, Article VI.
14. Annex on Financial Services, Article 2(a).
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Assessing the Results of the FSA
A quantitative analysis of the impact of the FSA is, at the moment,
almost impossible to piece together. In part, this difficulty stems from
the nature of the positive list approach: signatories to the agreement are
required to notify the WTO only of market restrictions within their scheduled sectors, and so information on unscheduled sectors—where
presumably the most distortional or access-impairing measures are maintained—is systematically lacking. More important, the access restrictions listed in the schedules are generally quite broad, making it difficult
for analysts to assess their real economic magnitude. In addition to creating statistical challenges, the lack of transparency in the GATS has real
implications for global trade and investment: the more difficult it is for
suppliers to assess the barriers they face, the greater the risks and costs
involved in engaging in such trade.
Another problem, arising from the mercantilist instincts of trade negotiators on the goods side, has also manifested itself in the services schedules: the gap between “bound” and “applied” rates of protection. In goods
trade, this manifests itself as “water” in the tariff schedules—a legally
bound rate of protection that is higher than the rate actually applied by
the importing country. In services trade, the bound/applied spread occurs
when states refuse to bind the actual degree of market access afforded by
the country’s regulatory stance. This is problematic for future negotiations:
it is very difficult to determine which sectors are actually subject to the
highest level of applied protection. 15 It is also potentially disruptive of
trade and investment in services. Service providers rely on multilateral
obligations to enforce stability in a state’s regulatory structure. If, however,
a WTO member does not fully bind its existing level of market openness
and undertakes commitments at less than the regulatory status quo, then
foreign service suppliers are potential hostages to arbitrary changes in policy, increasing their uncertainty and the risk of doing business abroad.
Despite such difficulties, a number of studies have begun to categorize
and evaluate some of the commitments made under the FSA, indicating the
15. Since WTO members only notify the secretariat of market restrictions beyond the
level of their commitments, the WTO has no information on market access policies that
exceed those requirements.
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outlines of the agreement that has been reached and pointing toward several key areas for future negotiations.16 The commitments are generally
discussed according to three criteria: the sector involved (insurance, banking, securities), the preferred mode of supply, and the economic status of
the country lodging bound liberalization commitments (see table 1).17
Fifty-two WTO members guaranteed broad market access terms across
all insurance sectors—encompassing life, nonlife, reinsurance, brokerage, and auxiliary services—while another fourteen committed to open
significant subsectors of the industry. Fifty-nine countries will now permit 100 percent foreign ownership of subsidiaries or branches in banking, while forty-four countries will do the same in the securities sector.18
Most signatories to the FSA made commitments in all three of the
“core” areas of insurance, banking, and securities. A large majority
(roughly 80 percent) of the limitations on commitments, however, were
made in banking and other noninsurance sectors. Insurance (and particularly reinsurance) was subjected to relatively lighter entry and operation
restrictions, many of which involve regulatory measures that might, in fact,
have been exempt from scheduling under the agreement’s regulatory
carve-out provisions (such scheduling was very much of a precautionary
nature). Banking services, particularly retail banking where concerns
about consumer protection are paramount, were typically scheduled with
heavy qualifications and restrictions on commitments.19
In all sectors, the majority of commitments (although with many limitations) were scheduled with regard to mode 3 (commercial presence),
confirming the precautionary stance that domestic regulatory authorities
exhibited in what was for them a new (and at times alien) environment.
Mode 1 (cross-border transactions) and mode 2 (consumption abroad)

16. The majority of these studies are “frequency analyses”—they count the absolute
number of scheduled limitations, regardless of that limitation’s economic importance. As an
estimate of real market restriction, such studies can give only a broad impression. A comprehensive frequency analysis of all FSA commitments is currently being produced by the
Trade in Services Division of the WTO Secretariat and is expected to be available in early
2000.
17. WTO Secretariat (1998).
18. U.S. Trade Representative, “Statement by Secretary Rubin and Ambassador Barshefsky Regarding the Successful Conclusion of WTO Financial Services Negotiations,” press
release (Washington, D.C.: White House, Office of the Press Secretary, December 13, 1997).
19. See WTO Secretariat (1998), p. 17.
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Table 1. Commitments by Sector in the Financial Services Agreement, as of
December 1998
Number of states scheduling
commitments

Percent of FSA signatories
scheduling commitments

Insurance
Life
Nonlife
Reinsurance
Intermediation

69
73
78
57

68
72
76
56

Banking
Deposits
Lending
Foreign exchange trading
Derivatives trading

82
83
62
44

80
81
61
43

Securities
Securities trading
Underwriting

68
63

67
62

Other
Asset management
Financial information

63
58

62
57

Sector and subsector

Source: WTO Secretariat (1998), table 9; calculations of the WTO Secretariat.

were frequently either bound completely, without limitations, or were not
bound at all.20 Mode 4 (movement of natural persons) was dealt with by
almost all states in “horizontal” commitments affecting all GATS sectors
equally. In the main, mode 4 (liberalization) was insignificant, reflecting
the political sensitivities arising at the interface of trade, immigration,
and labor market policies.
In general, industrial countries scheduled significantly more comprehensive commitments than developing ones and placed fewer limitations
on those sectors that they did schedule. With few exceptions, their schedules were prone, as well, to reflect the regulatory status quo. Quite apart
from maintaining significant gaps between applied and bound levels of
trade and investment protection in the financial sector, developing countries placed greater emphasis than industrial ones on licensing requirements and regulations concerning the legal structure of financial firms (for
example, requiring entry via subsidiaries rather than branches or limiting
commercial presence to representative offices).

20. Qian (1999).
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Reflecting preferences for regulatory proximity, many countries, both
industrial and developing, scheduled existing requirements that foreign
firms supplying services in their markets maintain a local presence (either
a branch or a subsidiary) through which they conduct their business and by
which they are subject to domestic auditing, oversight, and control. Such
requirements are one important reason explaining the relatively small
aggregate level of cross-border trade that takes place in many (but not all)
financial market segments.
Developing countries exhibited some misgivings about mode 3 (commercial presence) commitments, although such commitments were significantly greater in number than those pertaining to cross-border supply.
Direct foreign establishment in a host country leads to the greatest increase
in competition and hence the greatest economic gains—the foreign firm
has control of the management and often can bring in trained personnel
from abroad and offer a broad range of financial instruments to local customers. There is some evidence, however, that in making market-access
commitments, many developing countries have chosen to allow foreigners only minority equity participation in existing firms, rather than permitting outright competition through de novo entry by newcomers.21 Such
a policy preference may ultimately redistribute monopoly profits from
domestic shareholders to foreign shareholders but will not maximize
allocative efficiency.
Like most developed countries, developing nations also failed to offer
many commitments on cross-border competition, possibly due to regulatory concerns and fears of unrestrained capital inflows (see table 2).
Nonetheless, it seems clear that developing countries viewed the FSA as
a means of injecting foreign capital into domestic financial institutions
rather than as a tool for increasing competition in their financial markets.
One of the major goals of the GATS was to enhance the transparency
of domestic regulatory regimes governing services trade and investment.
The current rules arguably do not fulfill this requirement in an adequate
manner. As noted, signatories to the FSA are not required to notify the
WTO of the actual state of their market access restrictions where no commitments have been lodged. Similarly, there are no policies for tracking
the implementation of FSA commitments—particularly important in
developing countries, where implementation might show a tendency
21. Mattoo (1998).
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Table 2. Market Access Commitments of Select Developing Countries in the
Financial Services Agreement, as of February 1998
Commitment

Banking

Insurance

Securities

Status quo plus

Malaysia, Mexico

Brazil, Indonesia,
Japan, South Korea,
Philippines, Mexico

Brazil, Indonesia,
South Korea,
Malaysia,
Philippines

Status quo

Argentina, Brazil,
Chile, India, Indonesia,
Japan, South Korea,
Thailand

Chile, India,
Thailand

Argentina, Thailand

Philippines

Malaysia

Chile, India

Less than
status quo

Source: Dobson and Jacquet (1998), p. 93.

toward administrative delays for technical and other reasons (including
protectionist foot-dragging). Service providers have no assurance that the
scheduled commitments represent the applied regulatory regime at the
moment or that the applied regime is legally guaranteed.
The FSA does, however, commit signatories to future negotiations and,
in some cases, to specific future liberalizing measures.22 Article XIX of the
GATS requires that signatories enter into further rounds of negotiations for
progressive liberalization within five years of ratification of the agreement.
Thus to an extent the rules provide a built-in mechanism for incremental
broadening of market-opening commitments. The effect of such negotiations, however, will depend entirely on the political will of the participants
and the perceived benefits of earlier liberalization measures.
The Seattle ministerial meeting of the WTO was intended to determine
the immediate future of financial services liberalization within the multilateral sphere. In some regards, any progress at all would have been
remarkable: the last round of negotiations ended less than two years ago,
and most participants are still suffering from negotiating fatigue. Nonetheless, industry calls for moving forward, on both the rule-making and liberalization fronts, are being voiced increasingly loudly, most notably on
both sides of the Atlantic.

22. See Mattoo (1998) for examples of liberalizing commitments scheduled for dates in
the future. These commitments are legally binding under WTO law.
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However brief, the period since the conclusion of the first round of
financial services negotiations has witnessed profound changes in information technology. Such changes portend significant implications for the
operation of financial markets around the world, for the range of product
offerings, for the ways of delivering them to customers at both the wholesale and retail end of the market, and of course for the regulatory
approaches to such markets and products.
The coming round offers a unique opportunity, particularly for developed countries, to begin to make sense of financial services trade in the
Internet Age. The paper’s concluding section looks to some of the challenges negotiators will have to tackle in the coming round, which many
WTO members (and especially the Quad countries—the United States, the
European Union, Canada, and Japan) feel should be relatively short in
duration. What workable agenda may usefully be pursued in the financial
services area in the next few years?

Focusing on Deliverables: A 2  2 Agenda for the Next Round
A first order of business facing the financial community—or at least
those segments of it that hope to see some forward movement in the coming round—is to “deliver” financial services negotiators. Most government
officials who fought the bruising battles of the FSA find it hard to believe
that, less than a year after the agreement’s entry into force, they must prepare for battle yet again. Indeed, many within the community of finance
officials conversant in trade issues are asking what could possibly need to
be negotiated or reopened so soon after the conclusion of the FSA.
The answer holds in four letters and two words: a lot!
Indeed, much new work beckons in the GATS 2000 talks in the financial area. This is true both in terms of rule making and liberalization. To be
sure, the post–Uruguay Round negotiating agenda on financial services
will be highly differentiated: between countries at different levels of development; between modes of supply (cross-border versus establishment);
or between market segments (banking versus securities versus insurance),
despite the fact that the neat lines of demarcation that used to prevail
between such segments are fast eroding.
A useful way of focusing cooperative efforts in the area of financial services (at both the governmental and private sector levels) is to distinguish
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between the challenges of liberalization and rule making as they concern
OECD and non-OECD countries. This distinction can be graphically
depicted in a simple, 2 by 2, matrix (see table 3).
As the analysis that follows aims to show, although there is work to be
done on both fronts for both groups of countries, the nature of that work,
the technical difficulties it entails, the regulatory challenges it raises, and
the political calculus it gives rise to are all noticeably different. Establishing a clear, explicit hierarchy of negotiating priorities early on will be
important in addressing these challenges, as will a skillful deployment of
diplomatic efforts in countries that may, legitimately or tactically, question
the wisdom, relevance, and price tag (in terms of “concessions” in areas of
priority export interest to them) of forward trade and investment liberalization in the financial sector.
Challenges in OECD Countries
We start first with OECD countries, where by far the greatest challenge
of the coming round will be to adapt the FSA (and the GATS) to the
unfolding landscape of e-commerce and the possibilities it opens up for
genuine liberalization of cross-border trade in financial services. The FSA
largely predated the advent of electronic commerce, and some measure of
catching up is a first-order priority if the FSA is to retain its nascent
credibility.
The e-commerce agenda carries both a liberalization dimension and a
rule-making dimension that OECD countries must productively explore.
On the rule-making front, the most pressing challenge will be to foster
the requisite degree of regulatory “buy-in”—in effect delivering financial
regulators—without whom a more commercially meaningful set of liberalization commitments on cross-border trade in financial services, particularly at the retail end of the market, cannot be envisaged.
The greater intensity (and historical antecedents) of regulatory cooperation across the Atlantic, and the resulting level of mutual trust and understanding such cooperation affords, means that the United States and the
European Union, both governments and private sector firms, are uniquely
placed to assume a leadership role in this area.
Much as OECD countries on the whole (unlike most developing and
transition economies) bound the regulatory status quo in the financial sector under the GATS, they displayed considerable regulatory caution with

Non-OECD countries
—Improve domestic prudential standards and
supervisory rules before trade and investment
liberalization in financial services, but precommit to
future liberalization
—Experiment with financial services–specific
safeguard provisions
—Lock in the regulatory status quo (that is, reduce the
wedge between bound liberalization commitments
and prevailing regulatory conditions where
commitments are undertaken voluntarily)

—Focus predominantly on mode 3 (commercial
presence); repeal barriers to entry and establishment;
broaden the range of permissible operations once
established
—Experiment with formula-based approaches to
liberalization across types of barriers (ownership;
economic necessity; range of service offerings;
geographical expansion)
—Have recourse to phased-in liberalization
(appropriate transition periods) and precommit to
future liberalization where possible

OECD countries
—Establish regulatory dialogue among trade and
finance regulators in a WTO setting (involving BIS,
IOSCO, and IAIS as well as developing countries)
—Promote regulatory buy-in: seek the least-restrictive
ways of securing legitimate prudential and consumer
protection concerns
—Clarify the scope of prudential carve-out; define
“necessity” test for prudential measures
—Experiment with financial services–specific
safeguard provisions
—Enshrine the right of nonestablishment
—Focus primarily on subsectoral pro-competitive
regulatory disciplines
—Consider the scope for open, plurilateral recognition
agreements in areas of greater regulatory
convergence or lesser regulatory burden
—Focus predominantly on cross-border trade in
financial services (mode 1—cross border
provision—and mode 2—consumption abroad)
—Use GATS as a means to lock in prior domestic
repeal of nondiscriminatory or structural barriers to
entry and operation in financial markets

Rule-making challenges

Liberalization challenges

Challenge

Table 3. Negotiating Challenges of the GATS 2000 Round in Financial Services for OECD and Non-OECD Countries
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regard to cross-border trade in financial products. As a result, commitments under modes 1 and 2 (cross-border supply of services and consumption abroad) were far less common, and significantly more narrowly
drawn, than were commitments scheduled under mode 3 (commercial
presence). Indeed, the relevant obligations of the Understanding on Financial Services Commitments, which most OECD countries used as the basis
for scheduling commitments in the sector, cover only a very limited range
of insurance activities and auxiliary/advisory services (and, even there,
mostly on the demand side—consumption abroad—rather than on the supply side).
Delivering the regulatory community is easily preached. Doing so in
practice is quite another matter. A strong push from the private sector,
which has the most to gain from market opening, will likely prove instrumental in this regard. The task of leaders within the world’s financial community must indeed be to encourage regulatory officials to launch a
process of regulatory cooperation that aims to strike a sensible balance
between legitimate prudential concerns, on the one hand, and the promotion of greater doses of effective market access, on the other.
Institutionalizing closer regulatory contacts between the Bank for International Settlements (BIS), International Organization of Securities Commissions (IOSCO), International Association of Insurance Supervisors
(IAIS), and their constituents in national capitals, on the one hand, and
trade officials, on the other, is key to ensuring that commitments to open
up cross-border trade in financial services are properly underpinned by
pro-competitive disciplines on matters of regulatory cooperation, recognition, and prudential supervision. This would best be done in a WTO
setting, which has become more familiar territory to finance officials as a
result of the FSA.
Some measure of clarification of the boundaries of the “prudential
carve-out” negotiated at the insistence of finance officials in the first round
of GATS negotiations may be inevitable in this regard. Indeed, to this
day, the meaning of what constitutes a “necessary” prudential measure
(as opposed to an unduly burdensome or potentially trade- or investmentrestrictive one) remains unclear.
Much as prudential supervision legitimately requires flexibility and
regulatory discretion (it is more art than science), such work would be of
great assistance to future WTO panelists whose task may be to interpret
the FSA in cases of alleged nullification or impairment of benefits under
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the agreement. A strong argument can indeed be made that it would be far
better (in terms of regulatory legitimacy) for such a clarification to arise
from a negotiated understanding among regulators than from a panel ruling (regardless of the degree of financial expertise panelists might have).
It is important to note that OECD countries are still very much in discovery mode in this area. In most countries, the domestic regulatory implications of the e-commerce revolution have only begun to be addressed,
let alone their international ramifications. Work on the latter issue has only
recently started in various international forums, including the OECD’s
Committee on Financial Markets.
A major objective of a short negotiating round should thus be to set up
the institutional machinery conducive to healthy regulatory dialogue on
these issues in a trade policy setting. The Committee on Financial Services
established under the GATS could create a subcommittee dedicated to
this work. Stakeholders on both sides of the Atlantic (and especially on the
U.S. side, who tend to profess less patience in these matters than stakeholders in Europe, given the latter’s considerable experience in regulatory incrementalism) should be under no illusion that the regulatory
journey ahead will be easy or lead to quick fixes. Yet without determined
business prodding and leadership, it is doubtful that the process of regulatory convergence and an interest in striking commercially meaningful
recognition agreements can be set in motion.
An important related question is whether regulatory cooperation can
meaningfully be pursued in a WTO-like, generic manner. Stated differently, is it possible (or indeed desirable) to devise disciplines that would be
applicable across-the-board to all financial services? Or should WTO
members alternatively seek to develop pro-competitive and “market access
friendly” regulatory disciplines for each of the three core areas of banking,
securities, and insurance?
The latter route raises obvious concerns of potential industry capture
and may ultimately run against the grain of future approaches to financial
market regulation (regulation along functional or product mix lines rather
than along traditional market segment ones). At the same time, given prevailing regulatory divergences at the national level and the dispersed
nature of international regulatory cooperation in banking, securities, and
insurance, opting for the narrower subsectoral route may offer better
prospects for useful steps forward in the coming round (and for the considerable demonstration effects that often flow from incremental progress).
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A further rule-making challenge of priority interest to OECD countries
(although not exclusive to them, given the export potential that e-commerce
liberalization offers a number of developing countries in sectors other than
finance) concerns the need to contemplate the adoption of a new discipline. This could be either FSA- or GATS-specific and would aim to
enshrine, subject to GATS-like positive undertakings, a right of nonestablishment. That is, governments should wherever practicable refrain from
mandating the establishment of a commercial presence in the host-country
market as a prerequisite for delivery of a service. Such an approach was
pursued successfully in the services chapter of the North American Free
Trade Agreement (NAFTA) and would be a natural complement, indeed
possibly an essential ingredient, of a stronger push on cross-border trade
in financial services. It would also help to focus the attention of—indeed
put extra pressure on—regulators over the need to seek the least traderestrictive routes to satisfy legitimate prudential concerns. It may well be
that such routes do not always exist or can only be taken by a few countries.
Still, the key should be to determine what is practicable in this area.
A third rule-making challenge concerns the controversial area of emergency safeguards, whose alleged liberalizing virtues (and countervailing insurance policy features) have hitherto been championed mostly by
developing-country members of GATS. The community of financial regulators is likely to share, on prudential grounds, many of the reasons that
are commonly voiced in favor of developing GATS-specific safeguard
measures. Should this prove to be the case in the coming round when
attention turns to cross-border issues, the financial community may prove
instrumental in unblocking—and seeking workable solutions—to negotiations that have lingered inconclusively for the better part of five years.
On liberalization-related matters, the key in the coming round will be
for OECD countries to determine the scope that may exist for greater commitments in the area of cross-border trade in financial products. That is
where the greatest restrictions to trade are currently found, even while their
nature may be more prudential than overtly discriminatory in character.
Much attention has been devoted in recent months to thinking about novel
ways of achieving greater degrees of liberalization while economizing on
scarce negotiating resources. To this end, a number of OECD countries
have begun to explore the scope for packaging or clustering liberalization
initiatives, either across sectors or across commonly found types of restrictions (for example, ownership or licensing restrictions and economic needs
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tests). OECD countries should seek every opportunity to pursue such
formula-based liberalization in the financial sector.
Candidates for speedier progress in the financial area include those
where regulatory convergence across countries has been greatest (wholesale banking; nonlife insurance, such as maritime, aviation, or travel insurance; and reinsurance) or where the regulatory burden is perhaps lighter
(information and financial advisory services). These are also areas where
efforts at setting a process of mutual recognition in motion (foreseen under
Article VII of the GATS as well as under Article III of the annex on financial services that was appended to the GATS) could be explored.
Finally, calls are often heard for addressing structural barriers, such as
those emanating from the regulatory segmentation of banking and insurance or banking and securities (for example, Glass-Steagall-type regulation), and other nondiscriminatory barriers, such as those arising from
differences in corporate governance regimes (which remain important barriers to effective competition in a number of OECD financial markets by
deterring entry and preventing mergers and hostile takeovers). Nevertheless, there is little the WTO can realistically do to curtail such impediments. Domestic regulatory reform is the key, and the WTO is most useful
as a device for periodic, subsequent lock-in. It cannot, and is unlikely
ever to, substitute for the politically charged process of domestic regulatory reform that typically precedes international bindings.
Challenges in Non-OECD Countries
As with OECD countries, the GATS 2000 round will likely entail a
combination of rule-making and liberalization challenges in the financial
sector when it comes to developing countries. Given the prevailing nature
of regulation in emerging markets, the widespread (if slightly disingenuous and inaccurate) belief that recent financial market turmoil may have
been caused by trade and investment liberalization in the sector and by
the need to enhance the soundness of domestic financial markets and
improve the quality of prudential oversight and financial supervision,
developing countries are not likely to be offensive players in the next
round of financial services negotiations.
With the likely exception of countries with highly developed financial
centers (Singapore, Hong Kong, China), they are similarly unlikely to be
prominently focused on the liberalization of cross-border trade issues,
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despite the clear welfare gains to be derived by domestic users of such services. Rather, the main North-South focus of the coming round will likely
concern the more “classic” repeal of barriers to entry and establishment
and of discriminatory post-establishment barriers to operation within
foreign financial markets. Priority attention will therefore be devoted to
mode 3 of the GATS and to a broader set of commitments relating to
national treatment (Article XVII) and market access (Article XVI).
As for OECD countries, there is much to be said for devising formulabased approaches to liberalization of investment barriers and restrictions
on the range of services affecting foreign providers in developing-country
financial markets. The pursuit of formula-based approaches to liberalization can in fact be facilitated given the commonality of ownership and
operating restrictions found in many developing-country markets.
Given the acute financial turmoil that a number of developing countries have recently experienced, further market openings might take a back
seat to improvements in regulatory oversight systems. OECD countries
will need to show patience in this regard, a commodity often in short supply in business circles. Helping developing countries to enhance their
systems of prudential supervision through proper technical assistance and
encouraging them to phase in liberalization over appropriate transition
periods will be needed. This can be done, for example, through precommitments to future liberalization, which send a clear signal to established
players, domestic and foreign, that their rents will be contested over time.
Although a proper sequencing of reform holds the key to a sustainable
liberalization path, it is important that developing countries be reminded of
the empirically observed fact that the presence of foreign financial firms
can contribute to raising prudential standards and better measuring risk,
hence allocating resources more efficiently. Precommitting to future liberalization may also be useful in ensuring that stronger prudential supervision does not become an excuse for covert trade and investment
protectionism in the sector.
On the rule-making front, developing countries will clearly link OECD
country demands for further market opening to the development of GATSspecific safeguard measures with a view to mitigating, under conditions of
multilateral surveillance and nondiscrimination, potentially adverse (and
unforeseen) effects arising from the liberalization process. The financial
area offers potentially interesting prospects for experimenting with safeguard measures as a type of insurance policy complement to liberalization
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in the sector. The NAFTA experience, which pursued a safeguards-based
opening of the hitherto closed Mexican financial market, has shown that
such insurance value can be of great political value in promoting the
process of progressive liberalization.23
There remains, as well, the challenge of securing a level of liberalization in the financial market (and in other service sectors as well) that locks
in the regulatory status quo in emerging markets. Nothing in the GATS
compels any country to undertake bound liberalization and reflect them
in its schedule of commitments. Yet where such commitments are undertaken voluntarily, they should be required to reflect (and lock in) prevailing regulatory conditions governing entry and operation in markets.
Anything less is of little commercial value to foreign service providers—
and indeed of limited benefit to the great majority of smaller developing
countries that have tended to maintain large wedges between the level of
their GATS commitments and the regulatory status quo. That wedge is
considerable for many developing-country members of GATS and has in
fact become wider still in the wake of liberalization induced (and at times
mandated by the IMF) by the financial market turmoil of recent years. All
that can be done to reduce that wedge, including through rule making, is to
be welcomed, all the more so as doing so will ensure a greater overall quality of liberalization in the future.
There remains, finally, the battle over ideas, namely those required to
convince developing countries that making greater use of the GATS, both
as a means of anchoring past regulatory reforms and of signaling those
reforms that are coming, can lead to sustained improvements in growth
and development prospects. There is every reason to recall the strong case
to be made for a greater (albeit progressive) degree of trade and investment liberalization in the financial sector (see box 1). However, in stating the case for greater financial market openness, it is important to
assuage a number of concerns and misgivings that tend to surface in policy debates over the pros and cons of market opening and that the financial turmoil experienced in recent years by a number of emerging
countries has clearly revived. Six of these concerns are addressed in the
appendix.

23. See Sauvé and González-Hermosillo (1993).
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Box 1. Documenting the Benefits of Open Financial Markets
There will be gains from trade and investment in financial services,
both static and dynamic, as there are gains from opening up trade and
investment in goods and other services. Two broad categories of benefits
can be emphasized: first, easing access to foreign savings can contribute
to financing a higher level of investment; second, competition with foreign financial institutions and more liberal conditions governing foreign
entry can produce efficiency gains and promote technology transfers, thus
leading to a modernization of domestic financial systems and an improvement in the quality of investment. Perhaps the most important benefit conferred by an open financial system stems from the positive spillover
effects on savings and investment and on the allocation of productive
resources. By increasing the rate of capital accumulation and by increasing the efficiency with which capital, technology, and labor are combined in production, it follows that those financial systems that provide
better services also contribute more to economic growth and development. By increasing the efficiency of financial intermediation, greater
openness heightens the ability of the financial system to direct funds
where the marginal product of capital is highest.
Increased competition lowers the cost of financial services faced by
households, businesses, and governments and, which is especially important, eases access of firms, notably small and medium-size enterprises, to
sources of external finance and financial innovation. It thus raises the
overall competitiveness of the nonfinancial sector. Levine and Claessens
and Glaessner argue that liberalizing the entry of foreign banks can significantly bolster financial development.1 Foreign intermediaries can be
expected to provide higher-quality, lower-cost services; to spur quality
improvement and cost-cutting in the domestic banking sector; to promote better accounting, auditing, risk management, and rating institutions; and to increase pressures on governments to enhance legal,
regulatory, and supervisory systems and to improve disclosure rules. Liberalizing entry also improves access to international capital markets and
can contribute substantially to the development of a skilled domestic labor
force in the sector.2 Finally, opening up can also help countries to build up
an export sector in financial services, an expressed desire of a number of
countries in Asia (such as Singapore, Hong Kong, and Malaysia).
1. Levine (1996); Claessens and Glaessner (1998).
2. Jacquet (1997).
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APPENDIX

Addressing Concerns Over the Effects of
Financial Market Opening
THIS APPENDIX ADDRESSES six concerns related to the effects of financial
market opening.24 First, measures that restrict trade and investment in the
financial sector and retard innovation and the adoption of the best production methods impose real costs on domestic economies. Cross-country
empirical evidence suggests that the limited degree of financial openness
offered by Asian economies to date has been costly, producing slower
institutional development, more expensive financial services, and more
fragile financial systems. For eight Asian countries, the costs of financial
services and the fragility of the domestic financial system are negatively
related to the domestic market’s degree of openness to foreign financial
operators. Conversely, the efficiency of financial services provision and the
institutional development of the financial sector are positively related to
openness.25
Second, the case for open markets is as robust in the financial sector
as it is in any other sector. In all likelihood, it may even be stronger given
the central role performed by the financial sector in infrastructure and its
influence on overall economic growth and efficiency. Just as the removal
of barriers to trade in goods allows for specialization according to comparative advantage and encourages formerly protected producers to
improve their efficiency, so too can foreign involvement in markets for
financial services improve the functioning of domestic financial systems.
An abundant literature has documented the tangible economywide benefits of trade- and investment-induced competition in financial services.
From a market access—that is, a trade and foreign direct investment liberalization—perspective, what matters is that nothing inherently “special”
about the financial sector suggests that financial institutions should be
domestically owned and controlled or shielded from foreign competition.
There is scant evidence to back up the oft-expressed infant-industry or
sovereignty-impairing fears that foreign financial institutions might come
24. This appendix draws on Sauvé (1999).
25. Claessens and Glaessner (1998).
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to dominate the domestic industry, are inherently footloose, or will concentrate solely on profitable market segments. Experience shows that
some of the potential costs of—and hence legitimate concerns arising
from—market liberalization can be minimized through means other than
restricting the entry of foreign financial firms or inhibiting the crossborder provision of financial services.
Third, GATS commitments in the financial area do not in any way question or impair what are universally regarded as the sector’s unique features—that is, the fiduciary nature of many of the functions that financial
institutions assume and the need for governments to take prudential measures to ensure the integrity and stability of domestic financial systems,
so long as these are applied in a nondiscriminatory manner and do not constitute a disguised restriction to trade and investment. Liberalization of
financial services trade and investment under the GATS cannot similarly
be alleged to undermine the conduct of macroeconomic policy. Several of
the agreement’s provisions explicitly respond to such regulatory concerns. This includes provisions dealing with the so-called prudential carveout, the explicit exclusion from GATS of services supplied in the exercise
of government authority (including those in pursuit of monetary or
exchange rate policies), as well as the possibility of resorting (once more
in a nondiscriminatory manner) to temporary safeguard measures in the
event of serious balance-of-payments disequilibria. What is more, the
incorporation in the GATS of the principle of “progressive liberalization”
reflects a collective acceptance that liberalization under the WTO is a gradual process. Asian governments made full use of (indeed, some might be
tempted to say abused) the built-in flexibility of the GATS on the liberalization front in the latest financial services negotiations. They can and
should do the same in the next negotiating round, all the more so as the
GATS provides them the opportunity to precommit or phase in future market opening commitments in a way that signals to foreign investors and
domestic institutions both the desire to lock in reforms (and thus prevent
subsequent policy reversals) and to prepare for (and adjust to) a more competitive market environment. Equally important, precommitting to future
liberalization provides regulators with a clear timetable within which to
develop or strengthen the necessary supervisory framework.26

26. Mattoo (1998).
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Fourth, it is important to be clear about the differences between trade
and investment liberalization, on the one hand, and capital account liberalization, on the other. Trade and investment liberalization relates to the
elimination of discriminatory and market access–impairing measures
affecting the ability of foreign financial institutions to contest domestic
financial markets, whereas capital account liberalization involves the
removal of capital controls and restrictions on the convertibility of a currency. The Asian crisis (and before it the Mexican peso crisis of late 1994)
clearly gave capital account liberalization a bad name. Concerns over the
potentially destabilizing effects of high and increasing capital mobility,
particularly short-term flows, have fueled a lively debate over the desirability of a regulatory (and mobility-restraining) response. 27 It would be
wrong, however, to hold back trade and investment liberalization on such
grounds. For one, as the case of Chile has shown, promoting nondiscriminatory conditions of competition does not require moving to a fully open
capital account. That said, the degree of capital account liberalization
will have some bearing on the potential gains and benefits from greater
market access. A number of cross-border financial transactions simply
could not be carried out without some degree of free capital movement.
That such transactions are expected to experience strong growth in the
wake of the e-commerce revolution suggests that pressures to curtail capital restrictions are unlikely to abate. Reducing the controls on international capital movements can help to lower the cost of capital by providing
better access to foreign savings and allowing greater diversification of risk.
The quality of a country’s financial system is a central factor in helping it
reap the gains—and mitigate the potentially adverse consequences—arising from greater capital mobility.28 Capital account liberalization thus
needs to be accompanied by—and can usefully complement—the
strengthening of domestic financial systems. And experience shows that
the greater presence of foreign financial institutions can assist in this task
insofar as foreign operators may transfer improved systems of risk management to host countries’ financial systems.29
27. See Martin Wolf, “Flows and Blows,” Financial Times, March 3, 1998, p. 22. Institute of International Finance (1998); Bhagwati (1998).
28. Both by being a source of stable funding in the face of significant market turbulence
and by introducing (higher) global standards and practices in risk assessment and
management.
29. Levine (1996).
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Fifth, the twin processes of opening up financial markets to foreign
competition and of carrying out domestic financial reform should be pursued in tandem. Indeed, it is essential that opening be seen as part of the
domestic reform effort.30 Recent work at the OECD and elsewhere on the
economywide and sectoral dimensions of regulatory reform in the financial sector has shown that a pro-competitive domestic regulatory framework can play a key role in spreading the gains from opening up to the
outside world.31 Otherwise, countries and domestic financial institutions
that are saddled with excessive and burdensome regulations can find themselves at a competitive disadvantage and will likely resist efforts at market opening. Domestic reform efforts should focus on the twin objectives
of allowing market forces to assume greater prominence in credit allocation decisions and changing the nature of state intervention more broadly.32
Openness to foreign competition complements such efforts by enticing
domestic firms to be more efficient, to broaden the range and quality of
service offerings and lower their cost, and to tap into the best production
and marketing methods and technologies available abroad. Studies show
that foreign entry can enhance the quality of domestic regulatory frameworks by creating a constituency for sound macroeconomic policies,
improved regulation and supervision, better rules of disclosure, and an
improved legal framework for the provision of financial services.33
Finally, it is important to assuage fears that financial crises are the
inherent consequence of efforts at domestic financial reform and financial
market opening. Much of the recent financial turmoil in East Asia can be
traced to home-grown factors, including the lack of a well-functioning
system of prudential oversight. Yet market liberalization and economic

30. Not only is market opening one of the dimensions of reform, but it interacts with all
regulations that affect the functioning of domestic financial systems in developing countries:
interest rate and security market regulations, quantitative investment restrictions on financial
institutions, credit allocation policies, line-of-business regulations, restrictions on ownership
links among financial institutions, and controls on international capital movements and
foreign exchange transactions.
31. See OECD (1997).
32. The main challenge is not so much to reduce the role of the state, much as that may
be desirable in some instances, but rather to change the nature of state intervention in the
financial sector. Although direct forms of government intervention (such as directed lending
programs) should be curtailed, recent events in many emerging markets recall the importance of strengthening the prudential function of financial market supervision.
33. Claessens and Glaessner (1998).
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turmoil are often perceived as close associates. As with trade and investment liberalization more broadly, such perceptions tend to fuel a steady
erosion of public support for policies that engage market integration further. Such popular perceptions are not altogether groundless. Indeed, one
recent study of banking crises finds that in eighteen of twenty-five cases
reviewed, financial liberalization (understood mainly as involving domestic regulatory reform) had occurred some time in the previous five years.34
However, looking at the factors that lie behind twenty-nine of the world’s
largest bank insolvencies witnessed during the past fifteen years, another
study identifies poor supervision and regulation as the chief culprit in
twenty-six cases. 35 The fact that recent important banking crises have
taken root in countries that had, until recently, taken a very timid stance
with respect to foreign opening (for example, Mexico, Japan, Korea) is
strongly suggestive that foreign opening per se cannot be held responsible for banking and financial crises. These results reinforce the point that
opening markets to foreign competition requires a concomitant strengthening of the supporting institutional framework.36 A central lesson of the
Asian crisis is that sound, credible, and effective supervision and prudential regulation is a core ingredient of financial market opening. Financial
reform, whether domestic or international, always and everywhere entails
risks. This is especially the case if governments seek to regulate financial
systems after reforms in the same way as they did before reforms: with
institutions and supervisory systems that have not been modernized and
strengthened to evaluate the risks inherent in a more complex, marketoriented environment. Once more, experience has shown (for instance, in
the aftermath of Mexico’s 1994–95 peso crisis) that the presence of foreign
financial institutions can be instrumental in helping host countries to navigate troubled waters.37

34. Kaminsky and Reinhart (1996).
35. Caprio and Klingebiel (1996), p. 91.
36. Herring and Litan (1995); Goldstein (1997).
37. Dobson and Jacquet (1998).
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Comments and
Discussion

Comments by Claude Barfield: At the American Enterprise Institute we
have been part of the Brookings Institution and the Kennedy School group
of studies. As part of that effort, we have commissioned a series of studies on individual sectors, including two in the financial services area. It
may be the wave of the past or the wave of the future, but we divided financial services into two areas: (1) banks and securities and (2) insurance.
We also have papers on energy services, entertainment, accounting, and
transportation. Our work complements the kind of analysis that Sauvé
and Gillespie have done in this paper. In our case, we pushed the authors
to think beyond the particular years of the upcoming trade round, because
we thought that the round was going to be a holding action anyway and
that it was important to think beyond it.
I would like to commend Sauvé and Gillespie on their paper. It is a clear
discussion of the complicated negotiating process that is occurring in services right now in the World Trade Organization (WTO). The paper makes
a very complicated structure as understandable as possible.
In my own mind, sooner or later, the so-called modes of commitment
are going to have to be collapsed, because I think that ultimately they are
too complicated. I also think that, with the Organization for Economic
Cooperation and Development (OECD) countries, the negotiations in the
near term are going to be related to modes 1 and 2—cross-border delivery of services and consumption abroad—vis-à-vis the developing countries, where the real pressure is going to continue to be on the questions
of establishment.
I have two comments. First, Sauvé and Gillespie push, particularly for
the non-OECD countries, what they call experimentation with formula453
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based approaches to liberalization across types of barriers. They also list
examples of ownership, tests of economic necessity, the range of service
offerings, and geographic expansions. This may be a failing of mine, but I
have never understood how one can use formula-based approaches in the
negotiating process. I do not know how you get equivalence as to whether or
not some package of ownership or range of services that is offered by one
country equals another package offered by the other. So when Sauvé and
other trade negotiators or trade economists talk about this, I am not in sympathy. I do not understand how the approach would work in practice.
Second, the paper could use some more detail on the point about phasing in liberalization. The authors imply that there is an optimum phase-in
of liberalization. Again, I would like to know what this means. The paper
suggests that there is a best way or a better way of doing this. I am not
sure that either the trade side or the financial institutions side knows
what that is.
I would like to spend the rest of my time discussing one of the papers
that we have at the American Enterprise Institute because it goes beyond
the next three years. Let me give you a little background as to where we
are in these negotiations. Certainly, the U.S. business community, and I
think this is probably true with many elements of the services sector in the
European Union, has become, if not transfixed, certainly quite interested
in what happened in the WTO telecommunications agreement. Business
appears to see the telecommunications agreement—which consists of a
set of rules and principles concerning competition that nations have to
sign—as the model for the services agreement. To the astonishment even
of our own negotiators, a number of countries also have signed the annex
to the agreement and are in the process of liberalizing their telecommunications sectors. The annex contains very detailed and fairly precise
rules about dealing with monopolies and about entering markets in which
there is either a monopoly or one or two dominant firms.
U.S. firms, including financial services firms, ultimately have made it
clear that they would like to see something similar in their sector. I think
that is true in a number of sectors. There is a question as to whether there
really is a point of diminishing returns. Whether the WTO goes forward
or not, you have this whole series of regulatory principles that are specific
to sectors. Many sectors would like to see an annex at some point—maybe
not in the three-year period, but at some point down the road—if not for
insurance, at least for financial services.
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The paper that we did on insurance lays out some of the details to give
some sense of what would be on the table. Basically, the document would
be called a competition document in relationship to regulatory principles.
There would be four traits: adequacy, impartiality, minimum intrusiveness,
and transparency.
Under the rubric of adequacy, nations would enact and enforce laws that
provide a framework for competition within their own nation and insurance markets. They would enforce laws that establish reasonable solvency
standards and regulations that protect the public. Beyond this, government should establish, make public, and enforce appropriate and consistent rules and procedures for identifying financially troubled insurers.
They should have an insurance regulatory agency that is independent and
can partially enforce insurance laws. Those are the kinds of things that
fall under adequacy.
Under impartiality, nations would establish a kind of national treatment.
That is, the government should ensure that insurance regulation and
enforcement are applied with consistency and impartiality between competitors irrespective of nationality.
Regulation would be minimally intrusive. And here the point is that,
subject to regulatory oversight essential to protect the public, government
should allow the market to determine what financial services (for example,
insurance products) are developed and sold, the methods by which they are
sold, and the prices at which they are sold.
The other side is that government should also have consumer protection
laws that allow the consumer to have adequate information to make
informed and independent judgments.
And then, finally, in terms of transparency, what is put forward is essentially an administrative procedures act. Insurance laws should allow comment on proposals and time for interested parties to appeal, and insurance
regulatory agencies should provide justification for their decisions, which
themselves could be appealed.
In effect, the insurance industry in the United States would like a competition policy or regulatory policy document, for which nations would
sign up and be responsible. Ultimately, this would be a set of rules by
which nations could be brought to the bar, as it were, in the WTO.
Comments by Harry Freeman: I am an advocate of trade in services
from the point of view of organizing private sectors around the world. I am

9550—10-Brks Wharton Ch 7 8/11/00 16:24 Page 456

456

Brookings-Wharton Papers on Financial Services: 2000

the head of the Mark Twain Institute, which is a virtual institute with about
fifteen consultants on the payroll looking at the future of some economic
scenarios.
In 1975 Pan American, which was still there, and American International Group (AIG) took a shot at trade in services. In 1979, I was in New
York with the American Express Company and was in charge of strategic
planning and acquisitions. We were having problems, which we now call
market access problems (we did not have this kind of terminology at that
time), in thirty or forty countries. We had no remedy under the trade laws
or under the General Agreement on Tariffs and Trade (GATT), which only
covered goods.
To make a long story short, we decided that we would have to change
that, which meant starting a new round of trade negotiations including services. My boss, Jim Robinson, chief executive officer (CEO) of American
Express, asked me to start a new trade round as soon as possible. He asked,
“How long will it take?” I said, “I don’t know, ten years maybe. I don’t
know. I have never done it. I am just reading this book by Ken Dam called
the GATT.”1 He said, “Well, do it as soon as you can.” I said, “I need some
money.” He said, “Don’t worry about money. This is so important, you will
have an unlimited budget.” If there was one phrase that really pushed trade
and services, that was it. We put a person in Brussels, a person in Tokyo,
two or three people in Washington, three people in New York, and so forth.
We enlisted the aid, which was really important, of Citicorp and also
AIG. John Reed came along a few years later as CEO. We had an alliance
in which Jim Robinson of American Express, John Reed, and Hank Greenberg of AIG were working together. I was the go-between.
Having those three men with a lot of staff was the key. We went from
zero probability of success to having a chance. We went to the ministerial
meeting in 1980, 1982, 1984, and 1986, and the Uruguay Round started.
The negotiations lasted an awfully long time. My colleagues in financial
services groups and advocacy groups here are calling for a three-year
round. They should remember that if the Uruguay Round had ended on
time, services would have been dropped. The round almost collapsed in
1990, and we finally got services in right before 1993, at the end of the
Uruguay Round.

1. Dam (1970).

9550—10-Brks Wharton Ch 7 8/11/00 16:24 Page 457

Pierre Sauvé and James Gillespie

457

The notion of “let’s do this quickly” is fine. It is desirable. All kinds of
things are desirable. But it is very unrealistic, and it may be detrimental
to the interests of services.
Another thing that we had to deal with very, very early on is the meaning of financial services. The first thing we did in 1979 was to coin the
phrase. You will not see the term “financial services” before 1979. We did
that by asking everybody in the company to talk about financial services
particularly with the media, and in about two years the term financial services was part of the lexicon.
It is always difficult to determine the meaning of financial services company. What does that mean? Everybody talks about banks, insurance companies, and securities companies, and they are part of it. But what about
H&R Block, which is one of the largest accounting firms in the United
States and operates in about twenty countries? That is a financial services
company, I think. EDS, which does back-office work for American
Express Bank, Citibank, and others around the world, also is a financial
services company. Credit card processors, such as MBNA, Reuters Information, Standard & Poor’s, which operates in 100 countries or something
like that, and asset management companies are all financial services companies. That is a partial list. We were quite successful in the Uruguay
Round in defining financial services as “any service of a financial nature.”
This allowed us to have more and more allies, and you have to take care
of your allies.
Incidentally, as you read the media and other papers, you always see the
phrase “goods and services.” That phrase came about in the early 1980s
when I wrote at least 1,600 letters. Every time they would say the phrase
“goods,” I would give the clip to my office manager and say, “Write this
reporter, sign my name, and say that he left out the term ‘services.’ ” And
that worked. It was a simple, but laborious, thing to do. Fortunately, those
were the days of Wang, so it was not so bad.
Our greatest problem in trade and services is that most people do not
know what we are talking about. How do you compute the export of services? At American Express, three teams spent one day each examining
the annual report and computing the company’s exports. One came back
with something like $1 billion, one came back with $2 billion, and one
came back with $4 billion. Pick one!
It is one thing for a lawyer to send the bill to do some work for, say,
Deutsche Bank. He sends the bill, and money comes back. Lawyers are
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in the service sector. That is an export. It is much harder to think about
banks. This has been a major conceptual difficulty.
We have statistics on services being exported by the United States but
also on services being imported by the United States. There is some excellent information on U.S. majority-owned affiliates operating abroad, like
IBM U.K. or EDS U.K., and selling to Germany. Those services are not
U.S. exports, but the amount of services being sold by majority-owned
U.S. firms abroad is almost the same as the amount of services being
exported by the United States: $240 billion to $250 billion a year.
I will not belabor the point about understanding trade in services, but
it is probably our biggest problem. Most people do not understand what we
are talking about.
Sauvé and Gillespie’s paper is outstanding, and I commend them for
drawing the road map for where we should go. Let me make some points
on it. We have yet to convince most of the countries of the world, particularly developing countries—the hundred-plus countries of the 136 countries of the WTO—that services are part of the necessary infrastructure
for development. That is the essential theme. We are trying to advance
that theme in all kinds of ways, but we are not doing very well at it. It
will take perhaps another five or ten years before we can accomplish this.
Our argument is that this is good for developing countries. They do
not always agree. They are not so happy sometimes with the American
Express offices, or Bank of America, or Chase in their countries. They do
not know why they need these foreign banks and foreign financial experts.
To us, free competition helps development. They do not always agree. We
will win this battle, but it will take many, many years of discussion, scholarly writing, and all kinds of communication.
The U.S. private sector on trade in services is probably the most powerful trade lobby, not only in the United States but also in the world. I
would tend to disagree with Sauvé and Gillespie somewhat regarding the
amount of work that has been done by our transatlantic partners, particularly the European Union. They only recently formed any kind of organization and pitched in.
At the close of the Uruguay Round, we lobbied and lobbied. We had
about 400 people from the U.S. private sector. There were perhaps four
Canadians and nobody from any other private sector. The private sector
advocacy operations in the U.S. government are radically different from
those in every other government in the world.
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You have working relationships, and you see these people, and you see
the U.S. Trade Representative and the Treasury Department, and the relationships are good. U.S. government trade negotiators went to Seattle
knowing exactly what they wanted in financial services. I do not think
that is true in other countries. Sauvé said that we have to deliver the trade
negotiators. That is true, but it is not applicable to the United States. We
have a fifty-page wish list, and we meet with our trade negotiators as often
as weekly.
The ultimate problem with the prudential carve-out for financial services trade is that it can mean anything. There is no remedy. You cannot go
to the courts under the U.S. Administrative Procedures Act and file a lawsuit, and say, no, you are wrong. You could go to the WTO, and they will
study it for a couple of years and say that they do not know. It is a wideopen concept. The problem, as I say, is to adjudicate a controversy over a
prudential carve-out. That is a very serious problem.
Three years constitute a good negotiating time frame with which to
start.
One of the things that distinguish the American private sector from the
rest of the world again is its relationship to the media, which is very good.
All kinds of events are held with the U.S. media and sometimes the foreign
media in attendance. This is very, very important. We do not see this anywhere else in the world.
I would like to make a minor point. I wrote a letter to the editor of the
Financial Times a few weeks ago saying that the idea of a Millennium
Round is sort of stupid. I do not plan to live that long. I suggested that people might like to have a Development Round instead.
Let me mention another point. I call this stamina. Will the negotiators in
the U.S. private sector and their transatlantic partners stay the course, and
who are going to be the CEO type of leaders? I would be surprised if John
Reed came back after having spent so much time in negotiations. We desperately need prominent leaders, whether they are CEOs or senior management in private sector corporations, to come and say that we won the
battle over the North American Free Trade Agreement (NAFTA) with
allies. Larry Bossidy, who is a great guy, said, “Okay, in NAFTA, this is
what we are going to do; follow me.” And Robinson and Reed and Greenberg did that in the Uruguay Round. I do not see anybody in leadership
right now. Maybe some leadership will develop. Without that type of leadership, we will not get far. We need stamina. We need to say that this may
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take ten years, but we are going to spend the ten years. I am very worried
by the apparent lack of business leadership. There is no battle right now,
but if a battle were imminent, perhaps leaders would emerge.
We need to say what we want. We want absolute free trade in services
around the world, and we think that is good for everybody. But this is a
negotiation, so most of the developing countries will say, “We will phase
in free trade and financial services in all of our countries. What are you
going to give us for that?”
In services, there is not much to give: perhaps another 10,000 U.S. visas
to Indian software experts. We do not have much to give. In 1993 agriculture was sold down the river. Recently, agriculture people came to me
and said, “Are you going to sell us out again?” I do not have the answer,
but I would not say yes or no, absolutely. The developing countries want
agriculture. They want market access for agriculture, and some of them
want it for textiles. So the services people may have to go over and get
some of their allies in other industries to give up something so that services
can be liberalized. This is not an easy task.
We are going into a round for the first time in which we have 136 countries. The Uruguay Round started with something like sixty countries and
grew to seventy or eighty. I do not know how to run a negotiation with
this number of people. I hope it works. But the WTO of today is very different from the GATT of ten years ago in the number of countries involved,
their different economies, and their method of negotiating. It is a whole
new ball game without firm rules yet.
I would like to recommend a recent article written by Peter Drucker.2
He is ninety years old now, and it is a fabulous piece. It is not very optimistic. It describes the decline and fall of the financial services industry.
He believes that e-commerce, information technology, and all of this technology are making it possible for a business to locate anywhere and that
bank and insurance companies’ products will become commodities. Banks
and other insurance companies will start having lower and lower profit to
earnings ratios and, hence, become takeover targets. Banks will begin to
think that they are in the position of acquiring other companies, because of
the Glass-Stegall legislation, and may find themselves to be the acquiree
rather than the acquirer.
2. Peter Drucker, “Drucker on Financial Services: Innovate or Die,” Economist, September 25, 1999, p. 25.
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Another book is worthy of mention. The Institute for International Economics recently published a book by Catherine Mann that is really startling.3 She alleges that the service sector consumption of imported services
goes way up as incomes rise in countries other than the United States.
However, the U.S. percentage of consumption remains the same as U.S.
income rises. There is an asymmetry in demand for services between the
United States and other countries.
As the economies of those other countries grow, if we had total liberalization of trade and services, our trade deficit would probably be in balance, and there would be 3 to 5 percent growth of gross domestic product
in the world. This is a startling piece and looks to be well researched with
a lot of the data from the Organization for Economic Cooperation and
Development.
General Discussion: Daniel Tarullo disagreed with the authors’ implicit
proposition that the optimal way to achieve liberalization of financial services necessarily is through the WTO. He anticipated that there will be disputes between national trade representatives and financial regulators on the
question of how to arbitrate what is and what is not a permissible activity
by domestic supervisory authorities, as was seen in the case of food safety.
Tarullo also questioned whether those interested in financial services liberalization will always be in favor of harmonization.
Tarullo added that another reason why the WTO may be ineffective in
facilitating the liberalization process in financial services is the fact that
trade negotiations tend to be premised on reciprocal exchange of concessions. The very nature of the negotiation process may therefore undermine
efforts to gain acceptance of unilateral liberalization of the financial services regime in many developing countries. He cited as an example the
unexpected failure to facilitate the acceptance of the international banking standards that Morris Goldstein and others have developed. Tarullo
explained that the main reason for the failure was that developing countries
did not want to agree at the time to something that they might be able to
give away as a reciprocal concession in the future. He concluded by posing the dilemma of how it might be possible for trade negotiations to apply
pressure on financial regulators to move collectively toward more liberal-

3. Mann (1999).
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ization and more market access without having the trading system supplant
the role of the regulators themselves.
Sauvé responded by clarifying that the WTO is not supplanting the
Bureau for International Settlements (BIS) or the International Organization of Securities Commissions (IOSCO) in determining the global standards of regulatory conduct. The main interest of those participating in
WTO is ensuring that prudential regulations satisfy the core principles of
nondiscrimination, transparency, and fairness to facilitate the promotion of
businesses in the international marketplace. Sauvé does not see the WTO
negotiations as constituting a hostile takeover of finance by the trading system, but rather as a limited additional contribution of the trade negotiation system toward ensuring that the growth of new technologies and
markets is accompanied, if not underpinned, by some basic civilizing
forces that add fairness to the international marketplace. Furthermore, the
fact that disputes may arise from time to time about prudential regulation
of financial services should be welcomed because these arguments confront policymakers with the need to move toward regulatory convergence.
Policymakers also should draw comfort from the fact that these disputes
will be arbitrated by financial services experts, not by trade negotiators
with no knowledge of the issues at stake.
Michael Pomerleano agreed with the paper’s emphasis on the importance of a sound financial sector to economic growth. He pointed to the
East Asian economies as an example where, despite an apparently healthy
real sector, restructuring has been slow because of weaknesses in the financial sector, specifically in deep and fluid markets for distressed assets.
Pomerleano added that financial policymakers in developing countries
need to realize that the penetration of foreign finance companies is beneficial both for the domestic economies as well as for the foreign competitors, because foreign participation facilitates the development of financial
services industries in the developing countries.
Robert Litan and others expressed serious concerns regarding the treatment of U.S. insurance regulations in any future trade talks. They noted
that if the issue is brought to the WTO negotiating table, a debate is likely
to ensue between trade negotiators, who will want both liberalization and
deregulation of insurance rates to facilitate entry, and consumer groups in
some countries, which now oppose insurance rate deregulation. A further
problem, noted one participant, is that the European Union so far has been
quite negative toward more liberalization of the insurance sector—both
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property casualty and life—primarily because its members view the primary aim as being to open markets in developing countries, where governments traditionally have not looked kindly on open competition.
Tarullo also confirmed that it may be very difficult to convince other countries to change their domestic regulation of the insurance industry. Sauvé
expressed a different view, suggesting that, to his knowledge, the European
countries have been quite supportive of pursuing liberalization and open
competition in this sector.
Peter Russell commented that one of the great gains of the Financial
Services Agreement following the Uruguay Round was the platform and
the base it established for all ascension candidates. China is a prime example. He also speculated that the focus of the next round of negotiations will
shift from emerging markets to issues relating to cross-border supervisory coordination involving the Organization for Economic Cooperation
and Development countries. Sauvé agreed, but noted that this will complicate the next round enormously despite the goodwill that exists in the
financial sectors across the Atlantic. He therefore thought that a three-year
negotiating horizon on issues such as mutual recognition, minimal harmonization, or movement on regulatory issues is too short and unrealistic.
Harry Freeman remarked that the biggest problem in trade and financial
services negotiations for the United States is that the domestic politics surrounding trade liberalization in general are not likely to be conducive to
much action for some time. Trade negotiators are accustomed to having
very clear political guidance. However, Freeman noted, there is no consensus on Capitol Hill as to how trade negotiations ought to proceed.
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