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1. INTRODUCTION

Since 1999 the European Commission has been engagad ongoing programme of
Sustainability Impact Assessment (SIA) studies lbfEd) trade negotiations. Within this
programme a series of SIAs has been commissionethdéocurrent negotiations for a trade
agreement between the EU and the Mercosur trade @mposed of Argentina, Brazil,
Paraguay and Uruguay (with the inclusion of Venkzagace 2006).

The Trade SIA programme applies a standard apprmaclhnducting impact assessments.
This framework has two complementary elements:

e a balanced and integrated analysis of potentiah@oac, social and environmental
impacts;

» consultation with and dissemination of results #otpers and key stakeholders as an
integral part of the assessment process.

The first phase of the EU-Mercosur SIA programmestgted of a Preliminary Overview SIA
together with three sectoral studies (for Agricrdiu Automobiles and Forests). The
Preliminary Overview SIA identified a number of ethsectors and issues worthy of further
study in the final phase of the programme. Folf@vconsultation on the findings of Phase
One, Financial Services and Trade Facilitationensslected for two further sectoral studies
in the final phase, alongside a Final Overview SIA.

The sectoral SIA for Financial Services assesses pbtential economic, social and
environmental impacts of the proposed trade agreemeMercosur and EU countries, and
identifies measures for avoiding, preventing origating adverse impacts and enhancing
beneficial ones. This Mid-Term Report presentsréselts of the study to date.

An overview of the Financial Services sector in Ei¢ and Mercosur was presented in the
Inception Report for the final phase of the EU-Meur SIA programnte along with a
review of the status of financial services libesafion, and a discussion of the issues to be
addressed in the sectoral study. This providesbtdmas for the initial assessment that is
presented in this Mid-Term Report.

There are six sections in the report, including thiroduction. Section 2 describes the SIA
methodology, with particular reference to refinetseand adaptations for the assessment of
the financial services sector. Section 3 give®uattine of financial services in the EU and
Mercosur and of trade in the sector, and summatsesurrent status of the EU Mercosur
negotiations. Section 4 presents an initial impEgessment for the sector, and Section 5
describes proposals for three case studies thatbwilcarried out to illuminate the SIA
findings. Section 6 describes the further work thidl be undertaken to complete the study.

' |JARC (2008a)
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2. METHODOLOGY

2.1. Methodological framework

The methodological framework for Trade SIA is déssd in the EC’s Handbook for Trade
Sustainability Impact Assessménand its application to the EU-Mercosur negotiasids
described in the Mid-Term Report for the Final Giew SIA®. Causal chain analysis (CCA)
is the cornerstone of the SIA methodology, andseduo identify the significant cause-effect
links between the proposed trade measure and ient@s economic, social and
environmental impacts. The evidence that is uséimthe causal chain analysis is derived
from theoretical reasoning, economic modelling,eotquantitative analysis, the results of
prior studies and expert opinion from key stakebrdd

As applied to the financial services sector thesahuhain analysis can be represented in the
form of a causal chain diagram showing each ofntiaén linkages in their logical order of
causality (Figure 1).

Figure 1. Causal Chain Analysis of the Impact on Sustainable Development of Financial
Services Liberalisation

Removal of a barrier to
trade in financial services

y

Change in incentives and
opportunities

Systems for production and delivery of financial
services, other services and goods
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The removal of a trade barrier will alter the stawe of incentives and opportunities for

service users and suppliers in the markets thatliegetly affected by the measure. The new
structure of incentives and market opportunitiedl widuce a change in the economic

behaviour of enterprises (service producers or woess) and of households (consumers).
Changes within the financial services sector wilturn affect incentives and opportunities in
other economic sectors that use financial serviagh, potentially significant effects across

the entire economy. These changes in the systemnodiuction and delivery of goods and

services will have impacts on each of the threeedsions of sustainable development
(social, economic and environmental), with furtmpacts arising from interactions between
the three dimensions.

Figure 1 is a simplified illustration of the causddain approach which is used in SIA to
assess significant linkages and final impacts atastable development. It does not convey

2EC, 2006
% JARC (2008b)
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the full complexity of the linkages between eacigstin the causal chain or of the cross-
linkages between the social, economic and envirotahempacts. Further, the direct and

indirect impacts from individual trade liberalisati measures may have cumulative impacts,
which need to be considered in the appraisal oftthde agreement as a whole. The
mechanisms through which these cause-effect rakdtips operate may be numerous and
complex.

The effects illustrated in Figure 1 are essenti@§yamic in nature. They do not occur
instantaneously or simultaneously, and the speeadpfstment to a liberalisation measure
will vary in different parts and at different stage the causal chains. For financial services
liberalisation there may also be long term dynaefiects that continue beyond the period of
adjustment, resulting from structural changes ie &mtire socio-economic-environmental
system. These dynamic effects within the interaiiedand subsequent stages of the cause-
effect relationships will influence the nature andgnitude of both short term and long term
impacts on sustainable development.

2.2. Indicators

The impacts of financial services liberalisatioe assessed by evaluating the significance of
the linkages from the removal of a trade barrieth® changes in enterprise and household
behaviour, and to the consequent impacts on tha&oeac, social and environmental
dimensions of sustainable development. For thipgae the sectoral study uses the set of
nine core indicators defined in the SIA methodol¢gable 1).

Tablel. Core Sustainability Indicators

Sustainability dimension | Core indicator

Economic Real income
Fixed capital formation
Employment
Environmental Biodiversity

Environmental quality
Natural resource stocks
Social Poverty

Equity

Health and education

These core indicators (or themes) are used to dbh&lassessment process and to summarise
the impact of the trade measures on each of tlee timensions of sustainable development.
The SIA methodology also allows for the developnafrgecond tier indicators for each SIA
study, to describe results at a lower level of aggtion than the core indicators. These
second tier indicators measure the significancepacific impacts within each of the nine
core themes. For financial services they are ifledtthrough the causal chain analysis
described in the subsequent sections of the report.

In addition to the nine core indicators for susahitity outcomes, the methodology also
allows for two process indicators which influendee tlong term economic, social and
environmental impacts of trade liberalisation:

» Consistency with sustainable development principles
* Institutional capacity for effective sustainablezelepment strategies
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The inclusion of process indicators allows for thgsessment of impacts on the key
procedures, processes and practices that are ndedetbnger-term advancement of
sustainable development.

2.3. Impact significance

The methodology defines the significance of an ichp@ terms of greater or lesser
significance:

» lesser significant impact — marginally significaot the negotiation decision, and if
negative, a potential candidate for mitigation

» greater significant impact — significant to the oiation decision, and if negative,
merits serious consideration for mitigation.

In evaluating the significance of impacts the ficiah services SIA takes account of the
following factors as defined in the SIA methodology

* The extent of existing economic, social and envitental stress in affected areas;

« The direction of changes to base-line conditions;

« The nature, order of magnitude, geographic extdatation and reversibility of
changes;

* The regulatory and institutional capacity to impésrh mitigation and enhancement
measures.

2.4. Scenarios

Two scenarios are used in assessing the potemtgddt on sustainable development of the
financial services negotiations:

* Base scenario: no change in the current negotiaéelé measures affecting EU and
Mercosur trade, including no agreement on the tildmkralisation measures being
discussed within the WTO Doha Development Agendgotiations. The baseline
scenario assumes, therefore, no change to the domnts on financial services that
have been made by each of the partners withiniegis TO agreements, and a
continuation of existing trends in financial seesdrade.

» Further liberalisation scenario: this represents strongest probable implementation
of the trade negotiations, including economic mimaglof removal of all barriers to
cross-border trade in financial and other servicesde 1). Negotiating options for
the actual trade agreement cover a range of inthatgescenarios, involving different
degrees of liberalisation for each component offithencial services sector.

2.5. Assessment of impacts

A fundamental difficulty in studying of the impaat liberalising trade in financial services is a
shortage of reliable data on trade and financ@/4l attributable to the sector. This limits the
statistical basis upon which the economic impadtidher liberalisation can be modelled. The
assessment of the further liberalisation scenaratudes quantitative estimates for Mode 1
liberalisation only, obtained from an integrated EE@odet. Further quantitative information
on the potential magnitude of impacts is deriveanfithe causal chain analysis using baseline
data and from other studies reported in the litgeat However, the lack of trade data and the

* The EU-Mercosur CGE model is described in the Médm Report for the Final Overview SIA.
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diverse nature of the financial services sector sueh that much of the assessment of
economic, social and environmental impacts is basegualitative analysis.

The main focus of the SIA is on the potential intpaat the regional level (EU and
Mercosur). However, the SIA also provides inforim@aton potential impacts at the
individual country level, where it appears thataatigcular country may be disproportionately
affected (positively or negatively), or where caigt are likely to respond in different ways.
Equally, social and environmental impacts may vsignificantly at the country or intra-

country level. Factors taken into account include:

« The level of economic development in each of thentaes;

» The specific financial services activities in whidberalisation is proposed,;

» The timescale over which further liberalisation \Wblie implemented;

» Current degree of access for foreign-based prowidkthe financial services
concerned;

* The existing balance between domestic and forevgned providers of the services;

* The existing importance of the services in theamati economy, including the
proportions of employment and capital investmenictvithey represent;

* The nature of financial services regulation innlatonal economy;

* The capacity of the economy to absorb further fonglrservices liberalisation in the
short and medium term.

The potential positive and/or negative impacts iified in the assessment are highlighted in
impact summary tables using the following symbols:

- Impact assessed to be non-significant comparétketbase situation

A Positive greater significant impact

7 Negative greater significant impact

¢¢‘ Greater positive and negative impacts likely to dgerience
according to context

1 Positive lesser significant impact

4 Negative lesser significant impact

o4 Lesser positive and negative impacts likely to beeégence
according to context

?or? Impacts uncertain

2.6. Mitigation and Enhancement

The SIA methodology allows for the assessment dfsiide preventative, mitigation or
enhancement measures, subsequent to the assesgnpeténtial impacts. These measures
will be categorised in the same way as for the [RDheerview SIA:

» Trade-related measures, which can be integratedhettrade agreement

* International and regional measures to improvepthiey environment and strengthen
national regulatory capacity

« National sectoral policy measures to remedy orletgunarket imperfections
« National policy measures to mitigate adjustmentsos

2.7. Consultation

Consultation is a key part of the SIA methodolagyd is being conducted as described in the
Mid-Term Report for the Final Overview SIA. Conwds on financial services have been
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targeted as part of the overall consultation pnogna. Their contributions have been taken
into account in the preparation of this report,dascribed in the Mid-Term report on the
Overview SIA.
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3. TRADE AND NEGOTIATION ISSUES

3.1. Financial servicesliberalisation by mode of service supply

Article 5 of the financial services Annex of the neéeal Agreement on Trade in Services
(GATS) defines financial services as insurance iasdrance-related services, and banking
and other financial services (excluding insuranck)surance and insurance-related services
include direct insurance (including life and noieliand co-insurance); reinsurance and
retrocession; insurance intermediation (such akdvage and agency); and services auxiliary
to insurance (such as consultancy, actuarial ssyidsk assessment and claim settlement
services). Banking and other financial servicegecall other financial service activities and
auxiliary services related to them.

The EU-Mercosur negotiations aim for additional coitments for services trade liberalisation
beyond those that have been made through the Waér @ATS. Services liberalisation
measures negotiated through the WTO follow a passitst approach, whereby countries
undertake commitments to national treatment andebaccess by specifying the type of
access or treatment offered for particular finareéavices or suppliers of financial services in
scheduled sectors. Sectors not included in a cgamtational schedule are not subject to
commitments. The EU-Mercosur negotiations follogirailar positive list approach, aiming
for further commitments beyond those that have laggaed multilaterally.

The modes of service supply set out in GATS are:

* Mode 1: cross-border trade

* Mode 2: consumption abroad

* Mode 3: commercial presence in the territory oftaapcountry

* Mode 4: presence of natural persons (representiogeagn-based service provider).

For financial services there is often considerabierlap between the four modes. GATS
distinguishes between services provifiedn the country of the service supplier (Mode 1) and
those providedh the country of the service supplier (Mode 2). fioancial services the
dividing line between these two modes of supplydsalways clear. Because financial
services are intangible, assigning a geographatilme to their provision across borders can be
difficult. For this reason some analysts combirmas 1, 2 and 4 into a single category of
cross-border trade, defined as “the provisionmdrficial services by a financial firm located in
one country to a customer residing in another ayumithout the establishment of a
commercial presence” The country where the firm is located need mowhere it is
headquartered, but may be a third country wherasta subsidiary or branch office. Mode 3
is clearly distinguished from the other three made$at it does require a commercial
presence.

Mode 3 liberalisation also differs from the othlerete modes in the implications for regulation
and for capital transfers. Cross-border tradénarfcial services (particularly Mode 1)
typically requires a higher degree of capital act@mpening than commercial presence.
Commitments to Mode 3 liberalization require oriig tiberalisation of capital inflows related
to the fzﬁreign investment, whereas Mode 1 requibesalisation of both inflows and
outflows’.

> OECD (1999)
® Contreras and Soonhwa (2004)
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Cross-border trade also generates needs for arldglyese of regulatory symmetry than may
be necessary for Mod€.3Foreign financial institutions established watcommercial

presence normally have to abide by domestic regulatusually on a national treatment basis,
whereas for cross-border transactions it may nalde which of the home and host country
regulation and supervision systems apply. The @osbmplying with different regulations

may put either domestic or foreign suppliers abmpetitive disadvantage with respect to the
other. At least as importantly, asymmetries irutajons or any uncertainty in their
applicability may hamper supervision and monitoramgl hence increase systemic risks. The
development of effective regulatory mechanismbesdfore a key factor in financial services
liberalisation, particularly for Modes 1, 2 and 4.

3.2. Financial Servicesin the EU

Strengthening the convergence of supervisory mestibetween Member States is the
overarching objective of internal EU policy for theancial services sector. The White Paper
on Financial Services of December 2005 set outGbmmission’s objectives in financial
services policy for the period to 201.Qvith emphasis on financial integration and insezh
coherence and consistency in regulation and sugpernvi A review of progress towards
achieving these objectives was undertaken in 2007

Integration of EU financial services markets isgmessing across the board, but at a very
different pace for different products and end-userg/holesale markets are generally
characterised by a high level of integration, whié€ail financial markets remain nationally
fragmented. The financial integration review reép@cognises that greater integration can
strengthen competition and offer better opportanitior financing and risk diversification,
but identifies risks associated with corresponditrgctural changes in the financial system.
In parallel with measures for increased convergemitien the EU, it therefore calls for the
development of adequate safeguards to ensure falatability.

The EU policy also recognises ways in which finahdnstability can be transmitted

internationally, and seeks to strengthen regulatmg related dialogue with the EU’s main
trading partners. These include the United Stalapan, and emerging financial services
markets in China, India, Russia and elsewheres @lilogue is expected to be a significant
factor in the negotiation of a joint EU-Mercosurregment on liberalisation of financial

services.

In relation to the US sub-prime crisis and otheerd instabilities, the 2007 integration report
confirmed the importance of the ongoing revisiorpnidential frameworks, and stressed the
importance of dialogues on financial services ratyolh between the EU and its major
financial partners.

3.3. Financial Servicesin Mercosur
During the past decade the Mercosur countries katfered from several financial crises.
These crises have had significant consequencesdorfinancial systems, which vary from
country to country. The following review summasdbe situation in each of the Mercosur
countries at the beginning of 2008.

Argentina

" Contreras and Yi ibid
8 Commission of the European Communities (2005)
® Commission of the European Communities (2007)
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The crisis that affected Argentina between 2001 2000 ended a period of liberalisation in

certain sectors of the economy. Regarding the Giadusector, the advantages, inter alia, that
were lost may be mentioned here: the eliminatiorexdhange control; exporters had no

longer the obligation of sending the convertiblerency back to Argentina; firms were able

to have access to medium term loans both throwgfal nd foreign financial markets, and

could thus equip and modernise their productioadjmirgentine banks had access, through
their correspondents, to credit facilities at veoynpetitive interest rates.

The strong devaluation that became inevitable when crisis exploded brought very
traumatic consequences, both social and econorei@ We shall only refer to those related to
the financial system.

1) Dollar deposits were confiscated, and were latstored in (devaluated) Argentine
pesos by means of an interest rate establishechdygdovernment, for those who
accepted this option. Other clients decided tollggiemand that their deposits were
restored in the original currency (dollars).

2) On the other hand, firms and individuals with loam&JS dollars were able to cancel
these obligations in Argentine pesos, by means rofinelex established by the
government. This situation, called asymmetric deatbn, created serious problems
regarding banks’ book values and annual balan@ssdts, a state of affairs that still
exists.

3) In view of the fact that the State had declaredribe payment of the external debt,
followed by its renegotiation, a number of bankepped complying with their
obligations vis-a-vis banks and financial instibuts abroad. Within the foreign trade
sector, this was the first time that Argentine mdid not repay loans made by their
foreign correspondents regarding export pre-finagnador did not cancel letters of
credit.

4) The Central Bank again enforced the rule that eep®had to send their convertible
currency back to Argentina; in case of non comgiaaxporters are subjected to the
exchange penal system.

5) There also exists a reserve ratio of 30 percentafiofinancial loans coming from
abroad.

6) Regarding Argentine exports of capital goods, tla@eeno mechanisms that allow the
exporter to give long term credit facilities to ithelients, as occurs in other countries
(Eximbank in the US, Hermes in Germany, CofaceranEe, etc.).

In view of the foregoing, added to the legal ins@guthus created, we can briefly state the
following:

1) At present there are exporting and importing sectbat have ready access to credit
facilities either directly from abroad or from thewn suppliers. These are the big
firms such as grain exporters, automobile compapiefirms, etc.

2) Exporting SMES, however, face huge difficultiesarder to obtain credit facilities
locally for their working capital needs (pre-finamg) or post-shipment invoice
discounts (international factoring), when they aoé covered by financial instruments
that in turn cover the risk related to the forelgryer, such as letters of credit, bank
letters, etc.

3) Within the Argentine financial system there arepogsibilities of obtaining financing
in order to support medium or long range plans waitview to increasing production
capacity, infrastructure, logistics, etc.
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Brazil

Even if in the late nineties Brazil had been undblenaintain its rate of exchange (January
2001), the consequences of its devaluation wereasdtaumatic as those in Argentina (in
2002). It should be borne in mind that the baclugbof Brazil as an exporting country is

essentially different vis-a-vis Argentina, its masiportant Mercosur partner. We may here
mention some of the differences between the twattEs in this respect:

1) Brazil has adhered to a coherent policy regardorgign affairs. It has maintained
clear trade rules with those countries that cautstiits traditional export markets,
especially as far as the US is concerned. Thferdifrom the situation in Argentina,
where the relationship with the US was given tojorjiy during the nineties, while
today two trade partners have established veryedies with Argentina: Bolivia and
Venezuela.

2) In Brazil there exists lasting cooperation betwéesm business community and the
public sector in order to develop and carry outdbentry’s export policies, and even
to carry out business operations.

3) Argentina, as has been already mentioned, has elimifinancial instruments
supporting capital goods exports. Brazil has thetiadal Development Bank
(BNDES™) that shows an active participation side by sidta exporters.

4) Brazil has also a law dealing with Trading Companiehrough these export engines,
small and medium sized producers — of Brazil's rimé regional economies - are
allowed to sell their own products benefiting fréine same tax advantages as if they
were themselves actually exporting. These tradorgpanies are important firms with
access to credit facilities in both the local amel foreign financial market.

5) Apart from being among the world’s leading exp@idBrazil has the advantage of
having a significant domestic market. Both thesekets — domestic and foreign -
create a level of demand that allows business trabe at competitive production
levels, which is in turn a dynamic factor assodatath business opportunities for
their industries and one that offers a more aitragcenario for banks when it comes
to evaluating credit requirements.

These factors give an indication of the importaBecazil grants to those financial services
related to foreign trade.

Even if in the late nineties devaluation had itgaieve consequences — some banks simply
disappeared and others were forced to repositiemskelves. Today the following positive
aspects may be mentioned:

1) Most banks are already beyond the emergency statactively take part in foreign
trade financing.

2) However, it is fair to point out here that therscahre difficulties when it comes to
evaluating credit risk regarding SMEs, owing (aghie case in Argentina) to their
inability to show their repayment capability.

3) With a positive interest rate - 11 percent agaan3tpercent rate of inflation - there is a
considerable flow of foreign capital for both conraial and financing loans; in Brazil
there is no such thing as a 30 percent reserve aatin Argentina, where the interest
rate is negative. According to non-official figures 2007 there were over 30 billion
US dollars of foreign capital flowing into Brazil.

O BNDES = Banco Nacional de Desenvolvimento EconéreiSocial
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4) There is a policy geared towards supporting festl Brazilian companies seeking to
acquire firms in Argentina, Paraguay and Uruguaysectors such as steel, cement,
meat, oil and other significant sectors of the ntheee Mercosur Member Countries.
This is also true in the banking sector, such as#ise of Brazil’s Itau, which acquired
an Argentine bank (Banco del Buen Ayre) and isvatfi participating in the
Argentine domestic market.

5) There is a flow of banks and funding institutiomsning into Brazil. These institutions
too, have an active participation as far as Braziforeign trade is concerned.

Uruguay

Being quite a small country both in square milesl am number of inhabitants, when
compared with neighbours such as Brazil and Argantand having also suffered political,
economic and financial difficulties, Uruguay islte credited with having solved the above
problems without the traumatic consequences tlfiattatl Argentina.

The financial system has always held a relevanitipnswithin the Uruguayan economic
scenario, and the administrations that successiedlyhe country were always very careful
when it came to announcing their programmes reggrthe financial system. The signals
sent — always clear - spoke of trust and seriossrteg basic elements as far as financial
services are concerned.

Some of the following characteristics confirm theee:

1) As from 1974 there are no restrictions regardirggftbw of capital, either inbound or
outbound.

2) Maintenance of bank secrecy is sacred.

3) Income tax: if a company operating in foreign trdwde its domicile in Uruguay, but
actually trades with other countries (except Uryguthey pay no income tax. This
rule allows the functioning of financial investmerporations. This has been a legal
form very much in use by foreign companies to thase, but which will be legally
discontinued as from 2010.

4) Local Free Trade Zones: this has been an extremggrtant instrument used by
Uruguay and Brazil as far as foreign trade is come the possibility of importing
goods from abroad, adding value to them and re+éixgathe product with costs well
bellow those that would result from operating ire thational territory, or the
opportunity to store merchandise that can be wsrdaimn favour of a financial
institution, thus obtaining financing, are sometlué advantages the local free trade
zones in Uruguay offer, and which turn them intop@ompetitive trade platforms.

In view of the foregoing, we consider the Uruguaymancial system to be firmly
established, and benefiting from a considerablev flof capital, especially coming from
Argentina and Brazil. All this said, it is importat® point out that in Uruguay banks — as far
as foreign trade is concerned - are oriented t@auing the big firms, especially those
multinational companies that operate in Argentind Brazil, but which have an operational
office in the Uruguay. These firms, however, haceeas to credit facilities through other
banks or funds abroad. These circumstances turbthguayan financial marketplace into a
rather competitive scenario.

And here again, exporting SMEs are afflicted byrtbe/n balances and financial statements,
which render assistance by banks always a diffexndieavour.
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Paraguay

Traditionally, Paraguay has been an agriculturdl @attle-raising country, plus one involved
in the production of wood products; the extent lo¢it forest area is a measure of the
country’s commitment to this particular field. Rediag agriculture, in recent years, soybean
has become a significant component of its exports.

Paraguay suffered two crises — in 1995 and in 1:9@@ich had a significant effect on its

economic activity, owing to the plunge in depos#sd the tardiness regarding loan
repayment. The Central Bank had to actively inteeven the case of a number of banks,
exchange companies, credit cooperatives, etc.nahd few of these institutions had to stop
operating altogether. The consequences of botte tbeses were felt during the following

years. However, little by little, the financial $s grew stronger owing to the participation
of foreign banks plus the controlling activity bghi to bear by the Central Bank.

But in 2002 the crisis that shook Argentina alsd ha impact upon the Paraguayan financial
system. The economy deteriorated, inflation grdwe,guarari (Paraguay’s local currency)
was devaluated and fiscal unbalance increased.eThese all factors which triggered
massive withdrawal of deposits by the public, adat flight of capital to other countries and
were responsible for the fall of one of their miogportant institutions, the German Bank.

The Government turned to the IMF, requesting adstanloan of 200,000,000 US dollars.
The loan was granted on condition that a certainias enforced (Law N° 2334); which was
in fact enforced in December 2003, and deals with key issues: deposits guarantee and
financial agents’ regulations. This law gave Paeg(s Central Bank the legal support
needed in order to apply a more firm control over financial system’s institutions. This in
turn contributed to restoring the financial systesolidness. Today the system is normalised.

It is worth expressing that also in Paraguay mattonal exporting firms have access to
foreign credit facilities.

3.4. Status of Financial ServicesLiberalisation
Barriers to trade in financial services are tygictiose defined in GATS Atrticle XVI:

* limitations on the number of service suppliers;

» limitations on the value of service transactionsssets;

« limitations on the number of service operationgwantity of output;

« limitations on the number of people employed iradipular service;

« measures which restrict the types of organisahahmay supply a service;

* limitations on the participation of foreign capjtad terms of a limit on foreign
shareholding or the total value of individual ogegpate foreign investment.

As noted in the previous section the integratiorEbf financial services markets has been
progressing across the board, but with significesstidual constraints on trade between
Member States as well as on inputs from third ceemt A similar situation applies in
Mercosur.

The foreign investment regimes of the Mercosur toes have been significantly liberalised
in the last 15 years, and are now considered t@dmeluctive to attracting large foreign
investment. Significant constraints do howeveragmnin place, for instance in Brazil, where
restrictions to foreign investment apply in a numbkareas. Also, commercial presence of
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foreign entities or individuals is restricted imdincial services, where the establishment of
new financial institutions is subject to case-bgecapproval. In Argentina, in the setting of a
steadily growing economy, a degree of politicabifgrence has to some extent conspired
against foreign investment flows during 2007. Othignificant financial services issues

include:

» Lack of financing for project development;

» Lack of private sector banking owing to a numbecaises

* Bureaucratic inefficiency associated with the legdirole of public banking
institutions in agreements

* Lack of management and management training

In addressing these issues, the experience in theok cooperation between regions,
provinces or municipalities may hold useful lessfuamdMercosur.

The EU-Mercosur negotiations aim for additional coitments for financial services

liberalisation beyond those that have been madeighr GATS. Table 2 presents the GATS
commitments made by Argentina, Paraguay and Urug@sagummarised in WTO Trade
Policy Reviews (TPR).

Table2. Summary of specific commitmentsunder the GATS

Market access National treatment
M odes of supply:
Cross-border supply 1 1
Consumption abroad 2 2
Commercial presence 3 3
Presence of natural persons 4 4
Commitments (m full; O partial; o no commitment; - does not appear in the Schedule)
Argentina
A. Allinsurance and insurance-related services u] mi
(a) Life insurance services o o m o o o - o
(b) Non-life insurance services o o 1] C C C - o
Maritime transport insurance services . . i C - - - o
(c) Reinsurance and retrocession " " m o - - - o
B.  Banking and other financial services = =
(a) Acceptance of deposits and other repayablesfund o | | u] u] ] ] i
from the public
(b) Lending of all types by financial institutionand mi | | u] u] ] ] i
financing of commercial transactions
(c) Financial leasing services i [ [ u] u] [ ] [ ] i
(d) All payment and money transmission services mi [ [ u] u] [ ] [ ] mi
(e) Guarantees and commitments mi [ [ u] u] [ ] [ ] mi
() Trading for own account or for account pf o | | u] u] ] ] i
customers, whether on an exchange, in an overijthe-
counter market or otherwise, the following: money
market instruments; foreign exchange; derivative
products; exchange rate and interest fate
instruments; transferable securities; other
(9) Participation in issues of all kinds of seties and mi [ [ u] u] [ ] [ ] i
provision of services related to such issues
(h) Money broking i [ [ u] u] [ ] [ ] i
(i) Asset management [ [ [ u] u] [ ] [ ] mi
(j) Settlement and clearing services for finahassets u u u u] u] [ ] [ ] i
(k) Advisory and other auxiliary financial serg& i u u u] u] [ ] [ ] i
() Provision and transfer of financial infornzti mi [ [ u] u] [ ] [ ] mi
New financial services mi mi i o o u] o mi
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Market access National treatment

M odes of supply:
Cross-border supply 1 1
Consumption abroad 2 2
Commercial presence 3 3
Presence of natural persons 4 4
Paraguay
A. Insurance
(Excluding reinsurance and ression) O O u o | o ] o
Reinsurance and retrocession ] ] ] a [ | | | o
B. Banking
Acceptance of deposits and otepayable funds from o - o o o - o
the public
Lending of all types, includingnsumer credits, o o - o o o - o
mortgage credit, etc.
Other services auxiliary to fical intermediation [ ] [ ] [ ] i ] [ ] [ ] [ ] i |
Uruguay
A. Insurance and insurance-related services
a. Directinsurance
Life insurance and personal insurance _ _ _ _ _ _ _ _
Motor vehicle insurance O O o O ™ ™ ™ O
Transport insurance O O m O ] ] ] O
Freight insurance O O o O ] ] ] O
b. Reinsurance and retrocession — — _ _ _ — _ _
c. Insurance intermediation - - - — - - - _
d. Services auxiliary to insuranc
Insurance and pension consujtaecvices u u u u u u u m|
Actuarial services u u u o u u u O

B. Banking services

a. Acceptance of deposits and other repayable fundg " o O n n n O
from the public

b. Lending of all types

Personal instalment loans ™ ™ ] m] ] ] ] [}

c. _ Financial leasing with purseaption u u i ] u n n m]

d. All payment and money trarssitn services
Credit card services ] ] 1] a ] u ] m]
e. Guarantees and commitments — — — — — — — —

C. Securities - — - — — — _ _

Source: Trade Policy Reviews, WTO, 2005, 2006, 2007

General information on Brazil's GATS commitmentsgisen in the 2004 TPR for Brazil
(WTO, 2004). Most commitments are in mode 3 (comumé presence), with no
commitment in mode 1 (cross-border supply). Hariab market access limitations have
been scheduled regarding commercial presence (IBpdee movement of natural persons
(mode 4), investment and subsidies. For mode Zkehasccess is guaranteed only to
specialised staff working under temporary contraetsd special conditions apply to the
appointment of managers to affiliates of foreigmpanies. Brazil has also retained the right
to require foreign service suppliers to be orgahise legal entities under Brazilian law. The
installation of new financial institutions is subje¢o case-by-case approval. The participation
of foreign capital in financial institutions is gabt to conditions of national interest,
international agreements and reciprocity, failingichh the establishment of new branches of
financial institutions or an increase in foreignrtm#pation is not allowed. Cross-border
supply of insurance services is not allowed, altfiothe purchase of insurance from outside
Brazil may be authorised under special conditions.
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In Argentina legislation is governed by the prieipf national treatment for foreign capital
(WTO, 2007). Significantly more commitments haweib made under GATS than in the
other Mercosur countries. Uruguay has a relatilibgral financial system but has included
numerous limitations in its GATS schedules, inahgdguantitative limits for several types of
financial service (WTO, 2006). Paraguay’s commitiseon financial services under GATS
include commercial presence for savings and loaxkdyaand modes of supply 1, 2 and 3 for
financial consultancy services, loan intermediatod foreign exchange (WTO, 2005).

As noted in the Phase 1 SIA report Mercosur hasredf more ‘new’ sectors in the EU-

Mercosur negotiations than the EU, but since tlienmo free provision of services between
Mercosur member countries this offer is less ditracthat it otherwise would have been.
Pena (2005), summarizing the services proposal®ssthat the value of the Mercosur offer is
concentrated in the value of the Brazilian contiiiny especially in telecommunications and
financial services. The offers made by each cquiotr financial services are summarised in
Table 3.

Table 3. Comparison of specific commitments and offers for financial services
liberalisation

Argentina Brazil Paraguay Uruguay EU
M/ M/ M/ M/ M/E
UR | Doha EU UR | Doha EU UR | Doha EU UR | Doha EU UR | Doha U
20 20 21| 11* 11*| 35* 5 5 10f 3% 3 267 22 22 22

UR: Uruguay Round, Doha: Initial offers presentediha Negotiations, M/EU: offers presented atititeteral
process

* The countries did not undertake their commitmeatsording to the classification of W/120, thus panison
can not be made between commitments of varioustdes.

Source: Pena, 2005

3.5. Key Issues

The overall preliminary trade SIA undertaken in flease 1 study concluded that financial
services liberalisation offers the potential fayrsficant economic benefits in both the EU and
Mercosur countries, but needs to be coupled wigngthened regulation and supervision in
order to achieve those benefits. Such actionsis essential to avoid the potential pitfalls. In
consequence both the EU and Mercosur countriesegpected to adopt a cautious and
sequenced approach, in which the benefits wouldebésed incrementally over a phased
programme of selective liberalisation.

The Phase 1 study identified the following key esstor investigation in more detail:

» influence of liberalisation on the stability of tfieancial system in both the EU and
Mercosur;

« potential costs and benefits to Mercosur industpasticularly exporting industries;

* potential benefits and hazards for SMEs in Mercosur

» effects of inter-country differences in economid &inancial structures;

* needs for regulation, supervision and developmentamagement skills.

A preliminary examination of these issues is presiim the following section.
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4. PRELIMINARY IMPACT ASSESSMENT

4.1. Economic modelling results

The immediate effect of reducing a trade barridr génerally be a change in market price, or
a change in the availability of a service or it@lgy. The market response can be modelled
in much the same way as for goods, by making assanspabout the demand for services
that were not previously available, or whose qualg different from that of a local
equivalent. In Computable General Equilibrium (QGBodels that were originally
developed for trade in goods, these factors mallmved for by estimating the tariff
equivalents of the qualitative trade restrictions.

The CETM modelling study undertaken in Phase lthef SIA indicates that Mode 1
liberalisation of the services sector as a whol@ld@@ccount for about 8% of the projected
real income gains from EU-Mercosur trade libergiisain both the EU and Mercosur
Table 4 shows the total welfare gains in each ef dbuntries and the gain attributable to
Mode 1 services liberalisation.

Table4. Changesin economic welfare from EU-Mercosur trade liberalisation

Argentina Brazil Paraguay | Uruguay EU15 EU10

Total change (goods, | 0.50% 1.50% 10.00% 2.10% 0.109% 0.10%
services and trade

facilitation)

All services (Mode 1) | 0.05% 0.10% 0.19% 0.12% 0.02% 0.01%

The modelling study did not disaggregate the welfahanges for service sub-sectors.
However, the contribution from financial servicasunlikely to be more than about half the
total for the services sector as a whole. Thecstaelfare gain from Mode 1 financial
services liberalisation is therefore estimateddddss than a tenth of a percent in any of the
Mercosur countries, and less than a hundredth pdreent in the EU. The main economic
benefits of financial services liberalisation akpected to come from dynamic effects rather
than from the static efficiency gains of traditibtrade theory.

There are inherent difficulties in the economic elbdg of services trade. Because the
barriers to services trade are essentially quaigatn nature, major assumptions and
approximations have to be made in order to modek thffects. A review by the OECD
Trade Directorate concluded that quantitative miodgltechniques can be valuable in
providing an order of magnitude estimate of thee@H, but that the results should not be
taken as any more than indicafite

This caveat applies to the modelling estimatesfi@anges in sectoral output as well as the net
effect on economic welfare. The percentage outpanges projected by the CETM model
are significantly larger than the welfare changesticularly in Mercosur countries, where
EU-Mercosur trade is a much larger proportion @irthotal trade. The modelling results are
shown in Table 5, indicating a decline in domedti@ancial services output in all the
Mercosur countries. The corresponding increaseutput from EU service suppliers is
projected to be less than 0.1% of the size of tdeséctor, and too small to be significant.

X Mode 1 only was covered in the model estimates
2 Dihel (2002)
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Table5. Projected changesin Financial Servicesoutput in Mercosur countries

Argentina Brazil Par aguay Uruguay

Change in output % -2.1 -1.4 -23.1 -0.6

The decline in output projected for Paraguay issaered large enough to be of major
significance to the (small) domestic financial seeg industry. The result should be treated
with caution, however, as the data uncertaintiesHaraguay are particularly high. The
projections for the other Mercosur countries amgdaenough to be significant, but at the
minor significance level only. However, the indiga nature of the results is such that actual
impacts of greater significance cannot be ruled paticularly for Argentina and Brazil.

4.2. Financial stability

The potential benefits of financial services libsation depend strongly on effective

regulatiort®. The experience of the Asian financial crisid€ @97 demonstrated the dangers of
financial liberalisation which is not supported @ystrong regulatory framework. The crisis
can be ascribed to liberalising prematurely, lomgrt foreign borrowing, fragmented

financial regulation and supervision, unclear donsof responsibilities, and a restrictive
regime regarding foreign bank entry. It has beejued that in Africa restructuring was

insufficient to change the behaviour of the finahadnstitutions, that uncontrolled fiscal

deficits combined with liberalisation to increaseblic debt, and that regulatory and
supervision mechanisms were inadequate to motieowbrking of the systeth

The World Bank’s report on Finance for Growtpresents a strong case that entry of foreign
financial institutions improves the efficiency dfet domestic financial sector, strengthens its
stability, and increases access to lending for lsavad medium-sized enterprises (SMES).
The report cites Argentina as a prime example efabsitive impact foreign entry has had on
the efficiency and competitiveness of local banksygtems, and as a case where foreign-
owned banks have proved a stabilising force. Tpertevas written in 2001, shortly before
the Argentinian economic crisis. It has been adgihat domination of Argentina’s domestic
banking industry by foreign ownership, and its cédunce to lend to SMEs, played a major
role in the collaps8. Domestic banks may be more sensitive than intiemel ones to local
cyclical pressures for credit management, and rilcely to address gaps in the credit system
for disadvantaged groups and regions. Strong régaolaand a controlled pace of
liberalisation are likely to be key factors in rgdting potential adverse impacts.

To the extent that financial services trade liheation may be associated with a high level of
short-term capital flows, the threat to financi@lkslity may be significant. Financial services
liberalisation that encourages short term lendiag tigger more volatile flows which, in a
context of poor macroeconomic management and weelndial systems, can aggravate
financial sector difficulties and lead to a finaalatrisis. The Asian and Mexican crises have
been attributed to such cauSes

Financial service liberalisation may therefore hageere adverse effects on financial stability
unless accompanied by greater international integrasophistication and complexity of the
regulatory regime. No clear empirical evidence kat emerged of the extent to which

13 Brownbridge and Kirkpatrick 2002
* Hodge (2002)

!> World Bank (2001)

18 Stiglitz (2002)

" Contreras and Soonhwa (2004)
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liberalisation may have contributed to the currglabal financial crisis or ameliorated its

effects. Nontheless, joint action between the Bd Blercosur to strengthen the financial
services regulatory regime will be an essentialiiregnent to reduce the risks associated with
liberalisation.

4.3. Potential costs and benefitsto Mercosur industries

The main economic benefits of financial servicé®dalisation are expected to come from
dynamic effects rather than from static efficiemayns, with the EU and Mercosur countries
both standing to benefit. The different levelsdefrelopment of the sector in the two groups
are such that the potential positive impact in Mstr is likely to come in the longer term
through increased competition from EU service piexs, with relatively small adverse
effects in the shorter term through loss of madtetre by domestic providers. In the EU a
small positive impact is expected in both the skemin and the long term, through increased
market access for European financial service peygid

In the short term domestic financial services outpexpected to decline in all the Mercosur
countries, particularly in Paraguay, and to a lessdent in Argentina and Brazil. A
corresponding gain will be experienced by userfinaincial services that choose to switch
from Mercosur providers to EU providers with loveasts or better performance.

The competitiveness of firms in open economiesetemnined in part by access to low-cost
and high-quality financial intermediation, and fhexrformance of the financial services sector
is an important contributor to sustained economiowgh. Comparative studies have
indicated that in countries whose financial sersieed telecommunications sectors are both
fully open to international trade, growth has basrmuch as 1.5% a year faster than in other
countries®. There is no clear evidence whether opennessdrasbuted to faster growth, or
growth has stimulated greater openness, but thiabiliy of efficient financial services has
been shown to be a key input to economic advanceten

This will be particularly important for exportingdustries, in which significant investment is

needed in order to achieve the economies of sbaleare necessary to compete in world
markets. Provided that the stability of the finahsystem is secured, the greater efficiency
resulting from liberalisation of financial servicean be expected to make a significant
contribution to export growth.

4.4. Impact on SMEsin Mercosur

Small and Medium Sized Enterprises (SMEs) accoontifmajor proportion of production
and employment in both developed and developingtci®s, and are widely believed to be
key determinants of economic groth SMEs contribute about 60 percent of manufacturin
production in Brazil and over 30 percent in theeotNercosur countries, except Venezuela,
where the oil industry is the main produégiTable 6). In all five countries SMEs make an
even bigger contribution to employment. In ArgeatiSMEs provide about 70 percent of
total employmerff, while for manufacturing the share ranges frompéécent in Paraguay
and Venezuela to over 65 percent in Brazil (Table 6

18 Mattoo et al (2001)

19 Jalilian, Kirkpatrick and Parker (2006).
2OWorld Bank (2004)

L peres and Stumpo (2000)

?2\World Bank (2002)
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Table 6. Share of SMEsin manufacturing production and employment

Production % Employment %
Argentina 35.9 44.6
Brazil 60.8 66.8
Paraguay 31.0 41.0
Uruguay 39.7 57.9
Venezuela 13.8 39.5

Source: Peres and Stumpo (2000)

The distribution between different industrial sests shown in Table 7 for Argentina, Brazil
and Venezuela. About 20 percent of total SME petida is in food and beverages, about 15
percent in chemical products, and about 10 pelodeitiles and clothing.

Table7. Structureof SME industrial production in Argentina, Brazil and Venezuela

Argentina Brazil Venezuela
Food and beverages 21.9 18.7 21.2
Chemical products 13.9 18.9 12.9
Textiles 6.6 7.2 2.6
Garments 3.7 2.7 5.5
Metal products 7.1 9.4 8.0
Nonelectrical machinery 6.7 7.0 4.9
Electrical machinery and equipmemnt 6.0 5.8 3.2
Transport equipment 5.4 3.5 3.0
Plastic products 5.3 4.7 6.8
Printing 4.7 2.5 5.8
Building materials 3.7 4.2 6.5
Paper 3.5 4.3 1.9
Iron and steel 2.5 - 6.3
Furniture 2.2 2.6 3.1
Wood and wood products 2.0 15 1.7
Footwear 1.6 1.8 3.4
Leather 1.2 1.8 0.9
Scientific equipment 1.1 1.3 0.8
Tobacco 0.2 0.3 0.1
Others 1.0 1.7 1.4

Source: Peres and Stumpo (2000)

In many countries, including the Mercosur countree¢ack of appropriate finance for SMEs
is widely believed to be a serious barrier to tligivelopment, and hence to the development
of the whole econonfy. The problem of “credit rationing” can arise whbanks have
difficulty in distinguishing good risks from badsks and in monitoring borrowéfs The
recent sub-prime mortgage crisis may be regardednasxample of the consequences of
banks failing to ration credit appropriately in $lkecircumstances. The characteristics of
SMEs are such that credit rationing may be morersethan for larger companies.

It has been argued that the liberalisation of fai@nservices improves access to finance for
SMEs through greater sophistication in the risk agg@ment methods of foreign financial
institution$®. The sub-prime crisis raises doubts about th&asf§ of these methods.

23 OECD (2006)
24 Stiglitz and Weiss (1981)
% World Bank (2001)
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Changes in international bank policy following tleesis may strengthen the counter-
argument than dominance by foreign banks can deenedher than increase the availability
of credit to SME®.

The evidence from past performance in Mercosur t@mis inconclusive on whether
foreign banks have proved better or worse than dtmkanks in providing credit to SMEs
Meanwhile, bank lending may itself be relativelyraportant. SMEs often obtain funds from
informal sources rather than from formal financmbrkets, whose rates for SMEs are
typically higher than those available to larger pames. Common sources include internally
generated funds or loans from family and friendsloater rates than are commercially
availablé®. The use of bank loans by SMEs in Brazil is amthreglowest in Latin America,
with a considerable use of personal savings. dtbeen argued that SMEs that rely more on
personal funds may have better chances of surtheal those that rely on bariks

It may therefore be concluded that the overall iohéd financial services liberalisation on the
performance of SMEs in Mercosur will be determinagdmarily by the impact on the
economy as a whole rather than through any distificience on SMEs themselves.

4.5. Effects of inter-country differencesin economic and financial structures

The size of Brazil's economy gives it global sigrahce, with a large population and a higher
income per capita than other highly populated atesitsuch as China or India. Argentina
also has a relatively large economy in regionamgrwith the highest income per capita
among the Mercosur countries. Paraguay and Uruguay much smaller, and differ

considerably from each other in economic structugeuguay has a fairly diverse economy
with the highest level of urbanisation of the Mexgo countries, whereas Paraguay’'s
population remains largely rural with the lo