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Financial services, the WTO and global financial reform
Published in SUNS #6768 dated 7 September 2009
 
Geneva, 4 Sep (Kanaga Raja) -- The ongoing global financial crisis and the so-called "Bretton Woods II" processes under way to reform national and global regimes for governance, stronger regulations and their stricter enforcement will be incomplete and may even prove unsuccessful unless there are parallel efforts in the WTO and its ongoing Doha Round, in particular on trade in financial services, where negotiations are being conducted on faith and failed theory due to a striking lack of statistical data.

 

This is the central message of an Intergovernmental Group of Twenty-Four (G24) paper titled "Financial Services, the WTO and Initiatives for Global Financial Reform" by Mr Chakravarthi Raghavan, Editor Emeritus of the South-North Development Monitor (SUNS). [The paper, a background document for the Group of 24 Technical Group meetings here on 7-8 September, is available at: www. g24. org/TGM0909. htm]

 

The paper argues that a reformed global regime on finance will be incompatible with a trading system outcome of liberalized trade in financial services and capital movements, and stresses the need for developing-country governments to accord attention to this area at the highest levels.

 

According to the paper, a major push in the Doha Round from the US, EU, Japan, Switzerland and Canada on the developing countries has been to explicitly or implicitly seek scheduling of commitments on the basis of the Understanding on Commitments in Financial Services (which is a top-down, negative list approach) and for the national treatment and removal of restrictions on the introduction of new financial services - including various kinds of credit derivatives now seen as mainly responsible for the financial crisis and the meltdown of the system.

 

The paper however points out that in the wake of the current financial-cum-economic crisis in the US and other major developed countries, it may be difficult to contend that liberalized international trade in financial services, and locking developing countries into such a model, via WTO/GATS trade rules and highly legalistic dispute settlement and enforcement processes, would promote or further the development of developing countries.

 

"There is simply no empirical evidence, and the data cited are dubious," says the paper, adding that the current financial crisis and the need for stronger regulatory structures and governance for enforcement, make some of these questions even more crucial.

 

And given the scale of government interventions and public funding and ownership of financial institutions in the US, UK and some other major centres, and given the proposals and moves for course reversal and stricter regulatory regimes on banking and financial sector activities, there may be need for developing countries to pause and weigh their own options in the Doha Round, particularly in the GATS-financial services negotiations.

 

The paper recommends developing countries not to sign on to the Understanding to schedule commitments, and may even need to be wary of adopting the broad headings of classifications, while scheduling commitments. They should also resist attempts in any Free Trade Agreement negotiations to agree to liberalized financial services trade commitments, whether in the trade or investment dossiers of these FTAs.

 

At a minimum, says the paper, developing countries need to await the outcome of the planned reforms in international governance regimes in money and finance that are still in their preliminary stages, some of which may need complementary changes in the GATS-Financial Services Agreement regimes, and then, to judge the wisdom of liberalization.

 

The paper also calls for revisiting the issue of a methodology for collection, at national and international levels, of statistics on trade in services in the four modes, as provided in the GATS. There should be no more commitments until a satisfactory statistical database can be evolved, it says.

 

The 75-page paper details the overall structure of the WTO and the GATS and its key provisions. It also explains the GATS and the Financial Services Agreement and highlights the 1995 interim accord on financial services and the 1997 Financial Services Agreement.

 

One of the key issues highlighted by the paper is the gaps in the statistical data on trade in services. The paper says that in the preparatory process and in discussions at the GATT prior to the launching of the Uruguay Round at Punta del Este in 1986, and during the negotiations themselves in the Group of Negotiations on Services (GNS, in the Uruguay Round), a constant and recurring issue on the agenda of every meeting was the non-availability of statistical data on trade in services. It was widely recognized that without such data, the objectives of a framework agreement on trade in services could not be achieved.

 

When the GNS set out its plan of work, every participant recognized that data and statistics constituted the pre-requisite for informed and meaningful discussions. The issue was a recurrent agenda item at the GNS, which consulted with statistical experts of UNCTAD and the UN system, as well as the IMF, World Bank and the OECD.

 

According to the paper, at the instance of the then Director of the UNCTAD Division on Statistics, statisticians within the UN system discussed the issue and how to meet the needs of negotiators in their periodic meetings. At a very early stage, the statisticians pointed to the difficulties in providing the statistical data in the absence of a clear definition or understanding of trade in services, and the lack of adequate resources (budgetary and human) to address the problems.

 

The paper notes that despite the lack of statistical data to make informed judgements, the GATS framework was settled after lengthy negotiations: principles and rules for the framework agreement on trade in services (to some extent drawing on concepts in the trade in goods) including the definition of the trade in services in four modes of delivery, and the positive list approach for scheduling market access commitments.

 

Both for the Uruguay Round and the current Doha Round, the only available data to judge the value of a market access concession or commitment a country will make via Mode 3 or commercial presence (a GATS euphemism for capital investment - fully or partially foreign owned service enterprise, operated as a branch or locally incorporated subsidiary) are those derived from the IMF balance of payments data. And by definition, the IMF's BOP and EBOP (extended balance-of-payments data) reflect transactions between residents and non-residents, whereas the "trade in services" via commercial presence (as defined by GATS) involve transactions between local consumers and foreign "residents" suppliers of the services.

 

The paper contends that the data on trade in services used or cited by the WTO, UNCTAD, UN and IMF-World Bank to promote liberalization of the services trade and its benefits are misleading and distort policy-and decision-making processes, particularly in developing countries.

 

Statistical data are an important ingredient in terms of both trade negotiations, and subjects covered in the trade agreements, including those in GATS. Given that the Marrakesh Treaty and the rights, obligations and market access commitments in various areas such as agriculture, non-agricultural goods and services, is a Single Undertaking, as is the current Doha Round, the importance of international statistical data cannot be overemphasized, the paper stresses.

 

Even the new manual adopted by the UN Statistical Commission and the UN General Assembly, Mr. Raghavan says in the paper, has ignored the GATS criteria and definitions of trade in services and in four modes of delivery, and any data collected and collated, national and international, will not serve the needs and purposes of trade negotiators. Developing countries using such data to assess costs and benefits of their services trades (imports and exports), will really be "chasing a black cat, in a dark room, blindfolded".

 

Another key section of the paper deals with the current negotiations in the Doha Round. It says that a new round of negotiations on trade in services (as mandated by Article XIX: 1 of GATS) technically began on 1 January 2000 and was formally set in motion by the General Council decision at its meeting on 7 February 2000 with the negotiations conducted at Special Sessions of the Committee on Trade in Services (CTS). In March 2001, the CTS adopted Guidelines and the Procedures for the Negotiations on Trade in Services.

 

According to the paper, prior to the setting of guidelines and procedures by the CTS, the WTO Secretariat (Services Division) produced a report for the CTS, which acknowledged that data on trade in services continue to suffer from a variety of shortcomings. Further, the report added, while improvements in data collection and processing as a long-term process are in sight, it will never be possible to attain a level of reporting in services that is comparable - in breadth, depth and accuracy - to current statistics in merchandise trade.

 

The report "Review of Statistics on Trade Flows in Services", admitted that the "gaps in data" made assessments difficult, but nevertheless advocated negotiations and commitments on the basis of efficiency of resource allocation.

 

This proposition of the WTO secretariat, that trade negotiations are not about analysing and balancing trade flows in individual sectors, is a clear contradiction of the practices in negotiating commitments in the 50-year history of the GATT multilateral trading system, the paper argues, adding that no country over this 50-year period has ever negotiated market access concessions or made commitments without a careful analysis of the costs and benefits to the country, and its exporters and importers.

 

The services negotiations were rolled over and made part of the single undertaking of the Work Programme and Negotiations launched at Doha in November 2001. The Doha Ministerial Declaration confirmed the CTS guidelines set in March. Current negotiations for further liberalization of the trade in financial services are part of this exercise; some of the issues covered in the general negotiations on services have implications for the trade in financial services too.

 

[In a separate comment to the SUNS, Mr Raghavan said that even prior to the launch of the Doha Round, the GATS Council on Trade in Services has adopted (May 1997) in respect of "accountancy services" the Guidelines for Mutual Recognition Agreements or Arrangements in the Accountancy Sector, and following that, in December 1998, by the Disciplines on Domestic Regulation in the Accountancy Sector. These will become effective as part of the Doha single undertaking. While accounting and auditing services constitute the core activities of accountancy firms, a wide range of additional services may also be offered, most notably merger audits, insolvency services, tax advice, investment services and management consulting.

 

[One of the elements identified as having facilitated the current financial crisis has been the nexus between accountancy firms and the financial firms, they not only audit, but provide a range of other services - the most lucrative aspect of these firms. The same accountancy firms are retained over long periods of time, and sometimes only a new set of auditors uncover problems. This is what happened in the Parmalat scandal in Italy, where statutorily auditors have to be changed after nine years. If countries, members of WTO/GATS, attempt to introduce such provisions in their statutes on audit and accounting of firms, it may be violative of the agreed Disciplines on Domestic Regulation in the Accountancy Sector, said Mr Raghavan.

 

[Similarly, said Mr. Raghavan, some of the proposed disciplines on domestic regulations, if adopted as part of the Doha Round, may come in the way of regulatory actions on rating agencies, whose actions too on securities based on sub-prime mortgages, which were given AAA rating on the basis of the issuers, appear to have contributed to the crisis.]

 

Besides the proposals and demands for expansion and liberalization of financial services, through pressure on developing countries to commit themselves to increased commercial presence without limitations and in any form the supplier deems appropriate, there are also demands for liberalization of accounting, auditing and other professional services. Each and every one of these will have an effect on the trade in financial services.

 

"In fact, US and European services coalitions are pressuring their governments to get more market access in the developing world in the services sectors and, in view of the increasing difficulties and road-blocks in agriculture and non-agricultural market access, to separate the services negotiations from the Doha single undertaking!"

 

According to the paper, in terms of the current GATS negotiations, particularly over financial services, a whole range of new regulatory issues - at both national and international levels, such as the functioning of the US-sanctioned oligopoly of global rating agencies - have come up, with calls for regulating them.

 

These agencies routinely issue ratings, solicited or unsolicited, and these move the markets; US courts have even held that the unsolicited ratings issued by these firms, despite the severe financial and economic damage they may do, are immune from legal action on the ground they are protected by the US Constitution's First Amendment.

 

The paper says that at least in hindsight, the source of the current financial crisis - whose contours and extent are still not clear, but which is overall estimated to involve a few trillion dollars of "assets" - appears to be in many cases, "the alphabet soup" of credit swaps, collateralised debt obligations, "insurance contracts" guaranteeing their values and payments, and several trades in derivatives, whose markets are unregulated and non-transparent.

 

Developing country negotiators and their governments acted in good faith in concluding the GATS framework in 1993, and undertaking related market access agreements, including the FSA (financial services agreement) in 1997.

 

In the current Doha Round, but before the outbreak of the current financial and economic crisis that calls into question the drive for financial services liberalization and globalization, many developing countries who participated in the July 2008 Signalling Conference on Services provided indications of what they would offer as market access commitments in financial services, depending on a satisfactory outcome for them in other areas of the Doha Round such as agriculture, non-agricultural market access and services, including on Mode 4.

 

According to the paper, a question that needs to be seriously weighed in country capitals now, and more so in capitals of developing countries, is the real implications of GATS as an "agreement" of the WTO system. Within it, the wisdom of further market access openings and concessions - more so in mode 3, and to some extent, in modes 1 and 2, in a wide range of financial services, without reaching a clearer understanding, and arriving at prior agreements to strengthen and enforce regulations rather than reducing them - is also a question. Even the wisdom of financial globalization and its benefits would need to be re-assessed in capitals.

 

The Doha Round of negotiations are at an impasse (Chakravarthi Raghavan, "Trade: The Round no one wanted, now proving difficult to end", SUNS #6622, 21 January 2009), with major public attention focussed on agriculture and non-agricultural market access issues. Notwithstanding the efforts to shift the focus away from financial sector reforms to the trade front, it is probable that the trade negotiations may not reach a conclusion for a year or two.

 

This gives developing countries time and opportunity to examine their own particular situations, think through their particular needs, and, if needed, revisit proposals and partial tentative accords in the trade negotiations, including on financial services and GATS rules.

 

In theory, WTO governance structures and consensus decision-making, with every member having the theoretical right to object, enables developing countries to have an equal voice.

 

However, in practice, while developing countries and their groups have been able to prevent certain actions and policy courses, they have not been so successful in prevailing in a positive way. Preserving the status quo will not be beneficial to the developing world, the paper concludes. +

