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Abstr act

Thi s paper applies a gl obal general equilibrium nodel
to quantify the inpact on the global and regional
econom es of liberalising trade in financial services.
The paper uses recent estimtes of trade barriers for
financial services in both devel oped and devel opi ng
countries. The sinmulation results indicate that
l'i beralising trade in financial services would benefit
the world as a whole in ternms of increased rea
i ncome. Most regions are projected to gain as well,
al though the distribution of gains anbng regions is
not even. In general, regions with the highest
barriers, such as devel oping countries, benefit nost.
The anal ysis denonstrates that commercial presence of
foreign firms via foreign direct investnent (FD) is
a major source of gains from services trade
l'i beralisation.
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capital mobility, Computable general
equi | i brium nodel |'i ng

| . Introduction

Since the CGeneral Agreenent on Trade in Services (GATS)
was reached in 1993, progress has been nmade anong WO
menbers to open up their trade in sone key services
sectors. Despite the agreenent reached, barriers to trade
in many services sectors remain significant in nost
countries. This means potentially large gains for many
countries are possible from further liberalisation in
services trade. However, unlike trade in goods, trade
i beralisation in services is nore conplicated and
requi res careful assessnent. Enpirical investigation into
the economic effects of nultilateral services trade
l'i beralisation has been hanpered by | ack of reliable data
on services trade flows and barrier estinates, as well as
a proper analytical framework. A small literature has
emerged in recent years in which services trade
l'iberalisation is analysed within a general equilibrium
framework.' Most of these studies, however, treat
services trade as a whole, despite that trade
|'i beralisation under the GATS is conduced on a sector by
sector basis. This study contributes to this literature
by providing a sectoral analysis of nultilatera
i beralisation of trade in services. It focuses on a key
sector: financial services. Despite the fact that WO
nmenbers have al ready reached an agreenent on |iberalising
trade in banking and financial services, the current
schedul ed commitments of WO nmenbers represent only a

1See for exanple Brown et al. (1995), Petri (1997), Hertel (1999),
Mar kusen, Rutherford and Tarr (1999), MKibbin (1999) and Dee and
Hansl ow (2000).
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partial renoval of all the barriers to trade in financia
services (The Secretariat of the Council for Trade in
Services, 1998). By offering some insight into the likely
effects on global and regional economes of conplete
i beralisation of trade in financial services, this study
is intended to provide further inpetus for nore open
trade anmong WO nenbers in this inportant sector.

Many previous studies on quantifying the effects of
services trade liberalisation are based on the nodels
originally designed for trade in goodsrather than
servi es. Dee and Hansl ow (2000) address the |imtations
of such nmopdels for services trade analysis. They
i ncorporate bilateral foreign capital investnent in a
gl obal comput abl e general equilibrium (CGE) trade
nmodel , FTAP,? in order to capture services trade
generated by foreign firns in |local markets. Like sone
ot her studies, however, the aggregation of all services
i nto one sector confines their analysis to the regional
effects of liberalising trade in all services. This
study extends Dee and Hanslow s approach to
concentrate on distinctive features of trade in
i ndi vi dual services, with a special enphasis on
financial services.

The renmai nder of the paper is organised as foll ows.
Section |l highlights sonme unique features of services
trade and how they affect the key issues involved in
liberalising trade in financial services. Section III
outlines the analytical framework, the FTAP2 nodel, a
mul tiregion and nultisector general equilibrium nodel
incorporating FDI. Section |V discusses the database
used in this study. Section V explores the nature of
trade |iberalisation policies under the GATS. The
projected effects of trade liberalisation in financia
services are presented and di scussed in section VI, while
the final section sunmmarises the policy inplications of
this study and indicates avenues for future research.
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1. The GATS and Uni que Features of Services
Tr ade

The CGATS reached during the Wuguay Round of trade
negotiation(UR) is perhaps the most i mportant
devel opnent in the nultilateral trading system since
1948, when the Ceneral Agreenent on Tariffs and Trade
(GATT) came into effect. The GATS extends
internationally agreed rules and conmtnents into a
rapidly growing area of international trade, services.
To sonme extent, the GATS goes even beyond the GATT: it
extends the GATT's free trade principles to cover not
only border neasures, but also regulations relating to
access by foreign service suppliers to a host region' s
donmestic markets. In this regard, the GATS represents a
maj or step beyond the GATT. On the other hand, however,
unli ke the GATT, many of the GATS rules apply only to
sel ected sectors in which schedul ed comm tnents are nade
by the nmenbers (WO Secretariat, 1999).

Understanding the issues involved in services trade
li beralisation requires an assessnment of the unique
features of services trade. Services are different in
nature from goods. Unlike goods, services cannot be
separ at ed, geographically, and consuned away fromtheir
producer. International trade in services, therefore,
is different from international trade in goods.
According to the GATS, international trade in services
can be conducted in any of the four different nodes of
delivery: cross-border supply; consunption abroad;
conmerci al presence in the consumng country; and the
presence of natural persons (WO Secretariat, 1999).
Anong these four nodes, only the first one coincides
with trade in goods. Unlike trade in goods, however
cross-border supply is not the nost inportant node of
trade for many services. |If free access of foreign
firms to a country’s donestic market is granted,
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Figure 1. A diagranmatic illustration of the gains from
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services trade via comercial presence of foreign
suppliers is nost likely to expand, or exceed its
conventional trade via cross-border delivery.

This definition of trade in services is crucial for
under standi ng the theoretical and policy issues invol ved
in liberalising services trade. For instance, gains from
services trade liberalisation are closely related to the
nodes of delivery and the barriers inposed on different
nodes of delivery. The gains fromliberalising trade in
goods result al nost exclusively fromrenoval of barriers
to cross-border trade. The subsequent reall ocation of
domestic resources between sectors within a country
benefits both the liberalising country and its trading
partners, through changes in the conparative costs of
their production. However, the gains from liberalising
trade in services may not conme exclusively from the
renmoval of barriers to cross-border trade

Of all the barriers to services trade, border
restrictions may be the |east effective one. This is not
just because the nature of services makes it difficult
for governnents to nonitor and quantify the |evel of
cross-border trading activities, let alone to i npose any
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enforceable restriction on these activities. Mre
i mportantly, unlike traded goods, nany cross-border
traded foreign services do not conpete directly with
their domestic counterparts. For instance, a foreign
bank note sent from abroad is not the same product as
a donestic bank note for consuners. Moreover, cCross-
border traded services are usually conducted jointly by
both foreign and donestic financial providers on a
contractual or reciprocal basis. Such traded foreign
services are not a substitute for their donestic
counterparts. As a result, restricting cross-border
traded foreign financial services is unlikely to
benefits donestic producers, which is quite different
from that of restricting trade in goods. Restricting
cross-border traded financial services is unlikely to
shift donestic resources from other sectors into the
domestic financial services sector, sinply because
donmestic firnms cannot provide simlar services as those
provided by foreign firns across the border

Conpared with border neasures, donestic regul ations
have a nore fundanmental inpact in restricting trade in
financial services. This is because, unlike cross-
border delivered services, financial services provided
by foreign firns located in a donmestic market directly
conmpete with local financial firms. Any donestic
regul ati ons that grant nonopoly power to | ocal firms or
restrict the access of foreign firns to the |ocal
market will reduce the trade in financial services
delivered via foreign comercial presence.

This inplies that gains from trade in financial
services conme, nost likely from renoving barriers to
foreign comercial presence rather than remaing
barriers to conventional cross-border trade. As
foreign comercial presence is associated with the

SFTAP2 is detailed in Verikios and Zhang (2001).
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novenment of foreign factors of production such as
capital and |abour, the gains from trade can then be
seen as accruing from the reallocation of factors of
production across the border. Conpared with cross-
border supply, financial services delivered through
foreign conmmercial presence potentially represents a
much | arger portion of total trade in this sector,
Renovi ng barriers to the commerci al presence of foreign
firms could bring about significant gains for the
liberalising country in terns of nore efficient use of
foreign resources. The increased conpetition could
| oner the price and inprove the quality of services for
consunmers as well.

The essence of analysing trade in services, therefore,
is to understand the gains from the market access of
foreign firms or the novenment of factors across the
border, in addition to the gains fromconventional trade
or the novenent of products across the border. The gains
fromfactor nobility can be illustrated using figure 1.

Let capital be the only internationally nobile factor.
| mposing a barrier to foreign commercial presence
distorts the capital market. Figure 1 illustrates the
impact of a barrier to foreign capital on the investing
country and the host country, and the gains fromrenoving
this barrier. The figure conbines the capital markets of
two countries, A and B. The horizontal axis neasures the
total capital stock for this two-country world. The total
capital stock is divided between two countries as
indicated by the vertical supply curve Si K,y is owned by
country A while Kz is owned by country B. The vertical
axis neasures the rate of return to capital (or the value
of marginal product of capital). The two downwar d- sl opi ng
curves Dy and Dg represent the demand for capital in
country A and B, respectively. Labour is assuned to be

“Note that net foreign debt for a region can be positive or negative.
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Figure 2. Allocation of capital by a honme region
Source: Mdified from figure 2.3 of Hanslow, Phanduc and
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fixed and imobile between the two countries.

By assunption, country A is nore capital-abundant
than country B. If foreign investnent is prohibited in
country B, the rate of return to capital in country B
is rg which is above that of country A ra If this
barrier is renoved, country A will Kkeep investing in
country B until the rates of return in both countries
are equalised at r*. At the equilibrium point E,
country A's supply of capital exceeds its donestic
demand, whereas country B's supply of capital is |less
than its domestic demand. Country A's investnment in
country B is neasured by the distance EH (FDI).

5t should be enphasised that the expected rate of return referred to
here is risk-adjusted. Capital investnent involves uncertainty and
ri sk. An observed high nmarket rate of return nmay include a high risk
premum inplying that the probability of earning such a high rate
of return is low. Therefore, when naking decisions investors have to
adjust the observed rate of return by the probability of not
receiving it. The rate of return that the capital owner responds to
here is defined as the risk-adjusted rate of return or the expected
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Figure 3. Structure of demand for firmspecific products by a
host region
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It can be seen that with barrier in place world
incone is |ower as neasured by the shaded triangles D
and C, which represent the losses to country A and
country B, respectively. This inplies that when the
barrier to foreign capital is renoved and capital is
all owed to nove between country A and country B, both
countries gain in terns of these triangles. These gains
represent a nore efficient use of capital worldw de

The above discussion suggests that the financial
servi ces sector has uni que characteristics that nust be
di stingui shed from trade in goods. Analysing the
effects of liberalising trade in this sector requires
a clear sectoral perspective to accompdate these
differences. To quantify the global and regional inpact
of liberalising trade in these services in a consistent
manner, requires a general equilibriumframework. This
framewor k should incorporate not only cross-border
trade flows but also bilateral foreign capital
allocation at the sectoral level, so that services
trade via both cross-border supply and foreign
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comercial presence is adequately captured.

[11. Analytical Franmework

The nodel used in this study is FTAP2, a nodified
version of the FTAP nodel applied in Dee and Hansl ow
(2000).3 The original nodel was devel oped from the GIAP
nodel (Hertel 1997). The follow ng discussion of the
FTAP2 nodel structure highlights only the extension from
the GTAP nodel

The nodel distinguishes three econom c agents in each
region: firms, a representative household and a
governnment. The household owns all primary factors of
production: |and, natural resources, capital and
| abour. Land and natural resources are used only in the
primary industries sector in each region and are not
nobil e between sectors. Labour is nobile between
sectors but not across regions. Capital is nobile
bet ween sectors in a region and between regions
t hensel ves. Firns purchase primary factor services
from the household to produce goods and services for
domestic sales or exports.

Unli ke the GIAP nodel, in each sector of a region
there are two types of firms: domestic firnms and
foreign affiliates. Thus, firms in FTAP2 are
identified by location (sector and host region) and
by ownership (home region). Foreign affiliates
represent commercial presence of foreign suppliers.
In each sector, goods or services can be produced by
donestic firns and foreign affiliates simnultaneously.

"The donestic-inport substitution elasticities for simlar services
sectors are also considered to be zero in other CGE nodels. See, for
i nstance, Dixon and R mmer (2001) and Peter et al. (2001).

8The values are for taken Dee and Hanslow (2002). Also note that the

conmuni cations sector is assumed to have the sane elasticities of
substitution (levels one and two in figure 3) as the financial
services sector.
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Li ke donestic firms, foreign affiliates have their
own cost structure for intermediate inputs and
primary factors. They also have their own donestic
sal es and exports. Foreign affiliates conpete wth
donestic firms and with each other, not only in the
host region’'s donestic markets but also in foreign
mar kets for their exports. Firms are assumed to
source capital from their home regions and other
factors of production from host regions. G ven input
prices and output demands, firnms are assumed to

Table 1. Inward FDI stocks by host region and sector,
1995

(US$ million)

Regi on Priz Sec® Con® Tt ¢ Cm® Fib" Gsr? Total
Australia 14,20713,137 524 12,274 627 388 5,030 46, 188
New Zeal and 1,700 3,134 79 207 138 3,576 478 9,312
Japan - 16,230 101 5,332 289 61,720 4,315 87,987
Kor ea - 4,216 63 218 169 868 1,858 7,392
I ndonesia 77,550 5,305 218 537 33 181 434 84, 258
Mal aysi a 6,946 7,272 608 1,545 21 27 292 16,711
Phi | i ppi nes 3,178 862 20 156 22 397 210 4,845

Si ngapor e - 11,682 329 2,981 42 268 59 15, 361
Thai land 1,550 4,002 1,227 2,024 11 1,213 673 10,701
Chi na 3,902 15,557 289 905 2 47 5 418 26, 120
Hong Kong 4,315 5,691 336 3,572 916 9,127 546 24,503
Tai wan - 11,823 12 554 61 268 1,218 13,937
Canada 5,610 47,006 4,104 7,503 155 9,866 2, 741 76, 987
USA 28,89913;;97 2,215 93, 630 7, 153 35, 39352, 637 35ﬁ;90
MVexi co 5 680 10,714 86 6,217 225 7,918 494 31,335
Chile 9.757 995 52 934 106 107 400 12,351
Rest 8. 182 32,968 297 5,332 523 8 342 2,286 57,931
Cai rnsh
Eur op Union14i§8122%526 ~  50,53613, 58672, 066 4, 583 522585
Rest of 109, 30 200, 04
et 47,43819% %% 2,163 23,222 20 3,479 14,405 °%;
367, 73654, 14 526,68 715, 25 1,598,

Wddpite this segtor i gel udidg/Adn-tpnandallBerviges 98s Odék i neslg by
b ool : ot

services is generalised to the whole sector in this study. Throughout
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Tabl e 2. Qutward FDI stocks by hone region and sector,
1995
(US$ million)

Regi on Pri2 Sec® Con® Tt ¢ Cm® Fib' GCsr? Total

Australia 9,807 6,622 550 1,293 498 358 2,326 21,453

New 695 1,459 82 568 48 110 330 3, 293
Zeal and

Japan 49, 987 87, 043 2,058 53, 845 8,585 0 8; 27, 973276, 309
Kor ea 4,508 1,340 26 178 12 124 104 6, 292
Indonesia 217 775 41 261 23 116 89 1,523
Mal aysi a 247 781 30 369 - 5 89 1, 520
Phi 1 p- - 144 12 77 5 41 362 642
pi nes

Si ngapore 1,797 3,933 174 1,191 73 869 694 8,731
Thailand - 120 25 170 14 124 102 554
Chi na 548 129 49 115 3 29 37 910
Hong Kong 6,625 14,614 289 1,829 170 6 066 3,808 33,400
Tai wan 100 5, 282 - 324 - 267 316 6,290
Canada 12,721 33,478 - 5804 114 1D 7}1 7.548 71, 380
USA 84, 235 161, 5; 370 50,749 5,494 °° 82 5. 222366, 505
NVEXi CO 177 433 21 261 14 138 73 1,117
Chile - 177 7 51 2 31 30 299
Rest 657 1,519 72 487 30 203 284 3, 341
Cai rnsh

Eur op 140, 86 235, 81 86, 04

o 4,160 76,714 9,001 29, 642582, 246
Y%t a conbinati8n of inputs to mininmse the costs

of production. As capital is internationally nobile,
firms are able to mnimse the costs of their
production by allocating productive activities across
regions, or between their donestic parent firm and
their overseas affiliates.

The commercial presence of a firmis determ ned
jointly by the supply of capital in its home region
and by the demand for its output in the host region.
Figure 2 shows how capital owned by a regional

For conplete docunmentation refer to Verikios and Zhang (2001).

2The dwel lings sector is assuned to have no FDI.
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Table 3. Share of FDI in financial services capital
stock by region

(per cent)

Regi on Share
Australia 0. 38
New Zeal and 9. 65
Japan 1.39
Kor ea 0.55
| ndonesi a 0.25
Mal aysi a 0.18
Phi | i ppi nes 1.91
Si ngapor e 1.26
Thai | and 2.26
Chi na 0. 05
Hong Kong 12.90
Tai wan 0.42
Canada 4,62
United States of America 0. 85
Mexi co 4.14
Chile 0.35
Rest of the Cairns G oupa 0.98
Eur opean Uni on 1.65
Rest of the Wrld 0. 37
Wrld 1.35

3This region consists of Argentina, Brazil, Colnbia and Uruguay.

Source: FTAP2 dat abase

household is allocated to |ocal firns across sectors
and how local firms allocate their capital across
regi ons.

Each region has a given stock of wealth. The wealth
owner, the representative household, is assuned to
maxi m se returns by allocating wealth to its donestic
firms across sectors. Wealth is conposed of productive
assets net of foreign debt.* Productive assets include
| and, natural resources and physical capital. Wth the
ratio of net foreign debt to regional incone being
constant, the allocation of regional wealth is

B3Total net outward FDI stocks are the sum of regional net outward FDI
st ocks.
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effectively reduced to allocating physical capital

only.
Capital is first allocated to home firnms across
sectors. The honme firmin a given sector will then

all ocate the capital received to donestic operations or
its foreign affiliates |ocated in other region in order
to mnimse the cost of production. The househol d
maxi m ses returns by noving capital from low rate of
return sectors to high rate of return sectors until the
expected rates of return on its capital stocks
all ocated in all regional firms, including their
affiliates abroad, are equalised.® The enclosed area in
figure 2 indicates the location of the firns.

In equilibrium the expected rates of return on
capital are assunmed to be equalised for firnms fromthe
same hone region, but not for firnms operating in the
same host regions. This is because capital assets owned
by different regions may not have the sane quality or
conposition. For instance, foreign affiliates in a
regi on may have superior technol ogies or new products,
whi ch generate higher rates of return than those earned
by their | ocal counterparts. The concept of
‘knowl edge capital’ may account, in part, for the
apparently high rates of return enjoyed by
mul ti nati onal corporations in many devel oping
countries.®

The location of a firmis also influenced by the
demand for its output, particularly by consuners in the
host region where the firmis located. This is crucia
for services providers. The products of donmestic firns
and foreign affiliates located in the sane region are
assunmed to be inperfect substitutes in consunption

3To the extent that the novenment of natural persons is associated with
the location of production abroad and this novenent is greater than
one year, this novenment is assuned to be accounted for in FTAP2 by
FDI flows. Transactions associated with the tenporary (less than one
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Consuners in each region will maximse utility by
selecting a particular bundle of differentiated goods
and services to suit their needs. As foreign affiliates
compete with donestic firns in the local narket, the
demand for a given good or service also determ nes the
| ocation or commercial presence of foreign affiliates.
The demand structure of the nodel is represented in
figure 3.

At the top node of the nesting in figure 3, the
consumer chooses between conmposite goods from
donestically produced goods and inports. On the inport

Table 4. Estimted tax equival ents of post-UR barriers
to trade in financial services (per cent)

Regi on .OJt put - ?api tal -
Donesti c For ei gn Donesti c For ei gn
Australia - 1.4 - 43. 3
New Zeal and - 1.9 - 8.5
Japan 5.8 7.7 - 3.0
Kor ea 14.9 18.6 - 80.7
| ndonesi a 5.3 16. 3 - 81.0
Mal aysi a 6.7 24.6 41.7 97.4
Phi | i ppi nes 3.5 13. 4 24.0 109.9
Si ngapor e 8.0 20. 4 - 62.7
Thai | and - 7.3 - 58.4
Chi na 14.9 24.7 60. 6 140.7
Hong Kong 2.6 4.9 - 6.4
Tai wan 8.6 14. 7 - 48. 8
Canada 0.0 2.3 - 13.4
United States of
ATEr i Cca 0.0 2.4 - 8.1
Mexi co 0.0 2.2 - 21.8
Chile 7.7 11.3 39.0 57. 4
Rest of Cairns 0.2 9.0 8.1 33.2
G oupa
Eur opean Uni on - 2.3 - 12. 3
Rest of the Wrld - 8.2 6.4 51.5
aThis region consists of Argentina, Brazil, Colonbia and Uruguay. -

NHot h of these studies use the standard GTAP nodel for their analysis.
S &TAPTABAe0ai888SRot di stinguish foreign affiliates from donestic

firms in a host region. Thus the effect of trade liberalisation can
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side, the consuner can choose between inports from
different source regions. For inmports from the sane
regi on, the consumer can choose between goods produced
by different firms. For donestically produced goods, on
the other hand, the consumer can choose between
products produced by foreign affiliates or by donestic
firms.

The bottom node of the nesting in figure 3 assunes
that the good produced by a representative firmin a
sector is a conmposite of all the varieties that
i ndi vidual firms produce within that group. This
inplies firmlevel product differentiation associated
wi th | arge-group nonopolistic conpetition as devel oped
by Francois, MDonald and Nordstrom (1996).

The above consumer choice is nodelled in a nest of
CES utility functions. The values for the elasticities
used for the first and second nodes of the denmand
nesting (levels one and two in figure 3) are discussed
bel ow. The values used for the elasticity of
substitution between goods produced by firms from
different hone regions but located in the host sane
region (level three in figure 3) is 7.5. The val ues
used for the elasticity of substitution between
different firmtypes (level four in figure 3) is set
at 15.

Goods and services produced by a firmcan be exported
to a foreign region via cross-border trade or via
comercial presence of its affiliate in the foreign
region. As nentioned in section Il, a unique feature
of cross-border supplied financial services is that
they are not substitutable with financial services
provided by local firns. As a result, the elasticity
of substitution between domestic and cross-border
supplied financial services (level one in figure 3) are
assuned to be close to zero for internediate input
usage and final demand. For the sanme reason, financial
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services inported across the border from different
regions (level two in figure 3) are also assunmed to be
non-substitutable with each other, so these
elasticities are also set to close to zero.’ The
nonsubstitutability of domestic and cross-border
supplied financial services inplies that donestic
suppliers of these services do not directly conpete
with foreign service suppliers in cross-border trade.
However, they do conpete with each other in the host
region’s domestic market, which is captured in
comercial presence of foreign affiliates.
Finally, the elasticities of substitution between al

i nported and donestically produced goods and non-
financial services (in levels one and two in figure 3)
are set at 5 and 10, respectively.?®

| V. Mbdel Database

The starting point for the FTAP2 database is an updated
version of the database used in Verikios and Hansl ow
(1999), which fully inplements the UR agreenents. This
dat abase divides the world into 19 regions® and each
regi onal econony into eight sectors. six of which are
services sectors. These are: construction; (wholesale
and retail) trade and transport; conmunications;
finance, insurance and business services; ! other
services; and dwellings. Non-services sectors are
reduced to two aggregated sectors: prinary and secondary
i ndustri es.

Thi s database does not contain all the detail to
support the theoretical structure of FTAP2. To nodel
foreign comrercial presence in services and other
sectors and liberalising trade in services the database
must contain information on bilateral FDI stocks by
region and sector; FD rentals by region and sector;
and barriers to the establishnent and operation of
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Table 5. Projected effects on real GNP of three
multilateral trade |iberalisation scenarios for
financial services

. National treat- Mar ket access Conpl gt e I i ber -
Regi on nment % al i sation
% %

Australia 0.04 0.01 0. 05
New Zeal and 0.42 -0.01 0. 40
Japan 0.01 0.01 0.01
Kor ea 0.08 -0. 01 0. 36
I ndonesi a 0. 59 -0. 09 0.70
Mal aysi a 0. 17 -0. 03 0. 27
Phi |'i ppi nes 0.70 -0.51 0.93
Si ngapor e 0.29 0. 00 0.73
Thai | and 1.00 -0.01 0. 96
Chi na -0. 00 0.04 0. 06
Hong Kong 0.12 0. 26 0. 27
Tai wan 0.02 -0. 04 0.03
Canada 0. 07 -0. 04 -0.01
United States of

ATEri ca 0.01 -0.01 -0. 02
Mexi co 0.74 -0. 04 0. 69
Chile 0.04 0.14 0.24
Rest of Cairns 0.54 0.01 0.70
G oupa

Eur opean Uni on 0. 07 -0.01 0.05
Rest of the Wrld 0.16 0. 00 0.17
Wrld 0.09 0.00 0.09

donmestic firms and foreign affiliates.

Bilateral FDI stocks at the sectoral |evel are
estimated from APEC (1995), UN (1999) and a wi de range
of publications by various international organisations
as well as individual countries. Al data are based
on statistics for the md-1990s. These sources provide
information on total inward and outward FD stocks by
region and broad sectors. As this information is
limted and inconplete, a RAS procedure is used to
generate a consi stent database of bilateral FD stocks
by region and sector. The resulting inward and outward

YETAP2 is inplenented using the GEMPACK software suite (Harrison and
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FDI stocks by region and sector are summarised in
tables 1 and 2. The FDI stocks database specifies the
comrercial presence of foreign affiliates by origin
(home region) and destination (sector of a host
regi on).

Tables 1 and 2 show the sources and destinations of
FDI stocks in seven of the eight sectors in the
dat abase. > The European Union (EU), the USA and Japan
are the main sources of FDI, accounting for 36, 23 and
17 percent of total outward FDI stocks, respectively.
Both the EU and the USA are also the main destinations
of FDI, receiving about the same anmount of FDI as they
I nvest abroad. Unlike the EU and the USA, however
Japan’s outward FDI far exceeds its inward FD . Japan
is the source of 83 percent of total net outward FDI, '3
making it the single nost inportant net FDI exporter
in the world. Anong devel opi ng countries, Indonesia is
the |l argest recipient, receiving 29 percent of the
total net inward FDI stocks.! The next nost inportant
net FDI inporters are Mexico (10 percent), China (9
percent) and Ml aysia (5 percent).

Services sectors make up 36 per cent of all FD
stocks, conmpared with 23 per cent for the primry
sector and 41 per cent for the secondary sector. O the
services sectors, the trade and transport sector has
the largest share (14 percent) followed by financia
services (13 percent) and other services (6 percent).

Table 3 reports the share of FDI in the capital
stocks of each host region’s financial services sector.
Devel oped regions usually have a |arger foreign
comerci al presence than devel oping regions. The size

8The results for China can be explained by the very low foreign
conmercial presence in financial services prior to liberalisation.
Despite the renoval of significant barriers to national treatnent,
the small initial market penetration by foreign affiliates in China's
financial services narket limts the gains from subsequent increase
in FDI. In addition, these small gains are largely offset by the
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of foreign commercial presence may be closely
correlated with trade barriers, especially barriers
that discrimnate against foreign firnms. The | ow
foreign presence in many devel oping regions are |ikely
to be the result of high barriers. On average, however,
the share of FDI in the sector is quite small
accounting for less than 1.5 per cent of the tota
capital stock in this sector.

The expected rates of return to capital used in FTAP2
are obtained from the updated database produced from
the work of Verikios and Hanslow (1999). FD rentals
are thenderived by multiplying FDI stocks by the
corresponding rates of return. The FDI capital rental
shares are then used in splitting the total output of
each sector in the updated database into production by
domestic firnms and foreign affiliates.

Theresul ti ng dat abase does not contain barriers to
trade and foreign investnent in financial services.
These have to be injected into the dat abase separately.
Estimates of the tax equivalents of these barriers for
financial services are taken from Kalirajan et al.
(1999). The barriers to financial services are inposed
using the technique of Malcolm (1998).

Commerci al presence and cross-border supply are two
i mportant nodes of international trade in financia
services, and barriers to trade in this sector are
usual |y inposed via these two nodes of delivery.?®
Estimating the effects of these barriers is inportant
for nodelling the effects of trade liberalisation in

The percentage changes in real GNP are analysed using the GIAP
wel fare deconposition (Huff and Hertel, 1996) which is nodified to
account for cross-border capital flows (Hanslow et al., 1999)

2In theory, the ‘product variety' effect is associated with consuner
utility, not with products thenselves. In an applied nodel, however,
wel fare changes or consunmer utility can be quantified as change in
real G\NP. As such, changes in real GNP in the nodel include not only
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Tabl e 6. Sources of changes in real G\P of conplete trade
l'iberalisation in financial services

(US$ mllion)
Net
Al | oca- .
. tive Ternms  capi - Pr od- Net EDI
Regi on . of t al uct ) Row sum
effi- ) i ncone
i tradec endow variety
ci ency
nent
Australia 2 126 14 1 11 154
New Zeal and 117 -15 210 66 -158 218
Japan -2 672 1 348 -4 618 -2 350 8 592 354
Kor ea 796 -578 1 826 663 -1 229 1 468
I ndonesi a 753 =340 2 245 549 -1 943 1 250
Mal aysi a 262 -112 150 70 -144 226
Phi | i ppi nes 796 -820 1 146 331 -853 591
Si ngapore 326 -259 460 205 =290 440
Thai | and 703 -266 2 311 453 -1 797 1 396
Chi na 1 221 -1 157 104 322 -106 384
Hong Kong -1 340 -260 -87 281 275
Tai wan 88 -188 240 82 -151 71
Canada 22 -108 31 -10 27 -38
United States ;519 1 704 -5 720 -1 555 5 887 -1 091
of America
Mexi co 1 004 -540 3 249 719 -2 718 1 701
Chile 178 -96 142 37 -124 136
Rest of Cairns 3492 749 11839 283 .0 6 625
G oupa 296
European Union -1 529 1 775 -3 880 -1 749 8 739 3 375
Rest of the
Vor | db 2 817 =172 4 676 1527 -3 728 5 108

this sector. A common effect of any barrier to trade
in a service is to restrict the supply of the service
and increase the price for its users. In a general
equilibrium framework, there are two possible
interpretations with regard to the effects of barriers
on economc activity. The first views these barriers
purely as cost-increasing for users, with no
corresponding increase in the price received by
producers. This allows the renoval of the barrier to
be nodelled via a productivity improvement. The
productivity inprovenent reduces the price for users,
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| eading to an increase in consunption and production of
the service. This is the approach adopted in Hertel et
al. (1999) and Hertel (1999), in which the barriers
push up the cost for firms using inported services as
i nternedi ate inputs.'® Renpval of trade barriers is
assumed to creates ‘inmport-augmenting technica

change’ for firnms in a host region, which is equal to
the measured tariff equivalent.

An alternative approach to nodelling barriers to trade
in services is by linking the expected reduction in the
cost of the service for users to a fall in the price
received by producers. This is simlar to the loss in
tax revenue when inport tariffs are renoved. In this
case, the barriers are both cost-increasing for users
and rent-creating for producers. The barriers create
rents to factors used in the sector in which trade is
restricted. These factors earn supranornal rates of
return compared with their counterparts in other
unrestricted sectors. For the econony as a whole, the
barriers create net losses in allocative efficiency.

Model I i ng the renoval of these barriers then involves
renoval of these rents. The loss in rents for producers
inthe restricted sector ‘pays’ for the increase in the
real incone of factor owners or consuners el sewhere.
For the econony as a whole, however, net gains accrue
from the gains in allocative efficiency. This is the
approach adopted by Petri (1997) and Dee and Hansl ow
(2000). This approach is nore inline with trade theory
on the effects of limting market entry. This is also
the approach adopted in this study.

As services are traded via various nodes there are
also various ways that trade barriers can be inposed.
These barriers can be categorised into two broad types:
restrictions inposed on the delivery of the service
itself and restrictions inposed on the use of primary
factors in producing the service. These barriers create
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distortions in the nmarkets for services or for factors.
Accordingly, trade barriers in the model are
represented as an ad val orem tax equival ent inposed
either on the price of firnms’ output or on the rate of
return to capital used by firns. The former mneasures
barriers to ongoing operations of a firm while the
| atter neasures the barriers to the establishnent of a
firm Donestic firns and foreign affiliates in a region
may face different barriers to ongoing operations and
establishment. Thus there are, altogether, four
different tax equivalent estimates for trade barriers
in the nodel database. These tax equivalents for all 19
regions are listed in table 4. These estimtes are
representative of barriers which were in place in 1997.

As the barriers to firns’ ongoing operation and
establ i shment capture the effects of all barriers to
trade in these services, no additional border
restrictions are necessary in nodelling the effects on
cross-border trade of restrictions on ongoing
operations. This includes both export and inport taxes
on financial services.

V. Policy Options

Services trade |iberalisation under the GATS requires
WIO nenmbers to ensure market access and nationa
treatment for foreign services and service suppliers.
In the schedul ed comm tnents, menber countries nust
specify conditions for foreign services or service
suppliers to gain access to their donestic markets.
Article XVI of the GATS, which deals with market
access, stipulates that each nenber gives no |ess
favourable treatnment to service suppliers of other
menbers than is provided in its schedule of conmtnents
(WIFO Secretariat 1999). In regards to national
treatnment, Article XVII of the GATS states that in the
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sectors covered by the schedule and subject to any
conditions and qualifications set out in the schedul e,
each menber shall give treatnent to foreign services
and service suppliers no |less favourable than it gives
toits own donestic services and service suppliers (WO
Secretariat 1999). Based on these requirenents, three
trade l|iberalisation scenarios are analysed in the
following section: renmoving only restrictions on
national treatment, removing only barriers to market
access and conpletely renoving all barriers.

Restrictions on national treatnment are discrimnatory
in nature as they are biased against foreign services
and service suppliers only. These barriers distort the
prices of foreign services and the returns to foreign
capital. Two types of discrimnatory barriers are
t herefore nodelled: one on the price of foreign
affiliates’ output and the other on the returns to
foreign capital used by foreign affiliates. Ganting
foreign service suppliers national treatnent requires
the host region to lower the barriers for affiliates to
the sane level as for donestic firns. This inplies that
all discrimnatory barriers on both affiliates’ output
and capital are renmoved. This is nmodelled in the
nati onal treatnent scenarios. It should be noted that in
these scenarios, non-discrimnatory barriers, if any,
still apply.

Mar ket access barriers are non-discrimnatory in
nature, inposed on both donestic and foreign service
suppliers. Simlarly, tw types of non-discrimnatory
barriers are nodelled: one on the returns to capita
used by all firnms and the other on the price of all
firms’ output. In this scenario, barriers are reduced
equal ly for domestic firnms and foreign affiliates in a
host region. Barriers to domestic firms will be
conpl etely renoved, |leaving only discrimnatory barriers
to foreign service suppliers intact.
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Table 7. Projected effects on sectoral output of conplete
trade liberalisation in financial services
(per cent)

Regi on Pri2 Sec® Con® Tt @ Cm® Fib Gsr9 Dwe"

Australia _ 0.15 -0.09 -0.16 -0.05 0.00 0.04 0.04 0.01
New Zealand 0.88 1.15 0.68 0.70 0.50 0.76 0.36 0.65
Japan -0.61 -0.90 -0.43 -0.74 -0.61 2.06 -0.93 -0.72
Kor ea -0.37 1.38 0.89 0.30 0.32 4.85 -0.34 -0.33
I ndonesi a 0.61 4.82 1.84 2.12 1.50 3.81 1.55 1.17
Malaysia  -0.27 0.57 0.97 0.91 0.44 2.97 0.63 0.18
Philippines 0.98 7.32 3.77 5.45 1.82 5.12 4.34 0.65
Singapore  0.90 0.93 1.62 2.28 0.52 3.12 2.23 -0.32
Thai | and 0.30 3.84 1.45 3.25 1.24 2.94 1.41 1.33
Chi na -0.37 0.46 0.82 -0.16 0.16 3.31 -0.12 0.27
Hong Kong  -0.34 -1.17 -1.53 -0.13 -0.17 0.63 -0.30 -0.50
Tai wan 0.11 0.37 -0.02 -0.02 0.08 1.28 -0.20 -0.02
Canada 0.18 -0.07 -0.29 0.02 -0.01 0.16 0.02 -0.13
USA -0.05 -0.36 -0.45 -0.14 -0.10 -0.05 -0.02 -0.19
Mexi co 0.96 3.83 0.88 1.76 1.21 1.79 0.99 1.64
Chile 0.00 -0.20 1.66 0.25 0.16 4.61 0.03 -1.77
Rest of 1.59 3.04 2.03 1.72 1.09 2.38 0.86 0.72
Cai rnsi

European 4 o4 _0.31 -0.42 -0.16 -0.06 -0.02 -0.01 -0.08
Uni on

Rest of 0.09 0.61 0.32 0.31 0.23 0.77 0.24 0.05
Worl d

Wrld 0.04 0.02 -0.12 -0.06 -0.06 0.61 -0.07 -0.06
%rimary industries. PSecondary industries. “Construction. “Trade and

trayspor ¢ FebecauEm 47! 0% aFiganghal| yereces-n *Ghel oyeguicem
Dwel.lings..'This region consjsts, of Argentina, Brazil, Colonbia.and
8ANLdy fium cont ext. AS °t fie a.afy5|s I's conparative
Sduadei cyoddl he nrleswhs. s of these scenarios show the
difference between two alternative equilibrium
conditions: one with all trade barriers in place and
the other with some or all barriers renoved. The
difference is solely the result of reallocation of
exi sting global resources. As no growth of resources is
considered, the results could be interpreted as
i ndi cative of the m ni mum changes that may occur under
different scenarios of financial trade |iberalisation.

VI. Sinmulation Results
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This section exam nes three nultilateral trade
|l i beralisation scenarios for the financial services
sector: two partial (national treatnment and nmarket
access) and one conplete.!” Table 5 details the
aggregate changes in regional and world real gross
nati onal product (GNP) brought about by each of the
three nmultilateral I|iberalisation scenarios for
financial services. Complete |iberalisation of
financial services is expected to generate a gain in
worl d real GNP of US$23 billion, or about 0.1 per cent.
This is equal to the conbined gains from the two
partial |iberalisation scenarios. The projected gl obal
gains from national treatment and market access
i beralisation are about US$22.6 and US$0.4 billion
respectivel y.

The gl obal gains from conplete liberalisation mainly
come fromthe renoval of discrimnatory barriers. This
result seems influenced by the incidence of the
barriers and the share of FDI in this sector. Firstly,
not all regions have non-discrimnatory barriers in
financial services, so their global inpact tends to be
modest. Secondly, the most significant non-
discrimnatory barriers exist only in regions in which
foreign firms have a |ow penetration rate in the
domestic for financial services (see Tables 3 and 4).
Therefore, the removal of these barriers is not
expected to lead to large reallocation of capital and
| arge associated gains for the world as a whole. In
contrast, all regions have discrimnatory barriers to
nati onal treatment, with some having very high
discrimnatory barriers to establishnment. Therefore
removal of these barriers is expected to lead to |arge
gains for the world as a whole, conpared with the
renoval of non-discrimnatory barriers.

In the scenario of renobving discrimnatory barriers
to national treatnment, all regions are expected to gain
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except China, which remains unchanged.® The biggest
wi nners are Thailand, Mexico, the Philippines and
I ndonesia. Al these regions have high discrimnatory
barriers. Relatively liberalised and outward-investing
regi ons also benefit from better market access to
i beralising regions. These include the three |argest
i nvestors: Japan, the USA and the EU

The renoval of market access barriers for financial
services has a negligible effect on real G\P for nost
regions. This is due to the fact that nany regions do
not have nmarket access barriers, while all regions do
have barriers to national treatnent.

The gains from the two partial |iberalisation
scenarios do add up for the world as a whole, but not
for individual regions. Table 5 shows that conplete
liberalisation tends to benefit liberalising regions
nore than others. In the two partial |iberalisation
scenari os, however, the distribution of the gl obal
gains is not always in favour of |iberalising regions.
For exanple, the removal of barriers to national
treatment leads to a mnor fall in real GNP for China
and a rise in real GNP for Hong Kong, which is the
| argest investor in China. This is because renoval of
barriers to national treatment |eaves market access
barriers in place, which continues to transfer rents
from China to other regions that have invested in
China. This mtigates sonme of the gains that China
receives fromnational treatnment liberalisation. It is
only when conplete |iberalisation is undertaken that
the negative effects of existing barriers can be
avoided for the liberalising regions. This suggests
that, regions with high barriers to renmove will benefit

nore from conplete l|iberalisation than from the
combi nation of separate partial |iberalisation
scenari 0s.

Overall, most regions are expected to gain from
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complete liberalisation of trade in financia

services. The biggest wi nners are Sout h-East Asian and
Latin American economes. The USA and Canada are the
only countries projected to be slightly worse off.
Deconposing the changes in real GNP helps trace the
sources of these gains or |osses for each region.

The percentage change in real G\P for each region can
be deconposed into various contributing factors.'® For
anal yti cal convenience, these factors are grouped into
five effects: allocative efficiency effects, terns of
trade effects, net capital endowrent effects, product
variety effects and net foreign incone effects.

Al l ocative efficiency effects neasure changes in
resource allocation as a result of policy changes.
Terms of trade effects measure the changes in the
relative price of exports and inports for a region. The
net capital endowrent effect refers to the changes in
the rental value of the net capital endownent | ocated
within a region, which is nmade up of the donestically-
owned and foreign-owned capital. Product variety
effects refer to the benefits that the increased
variety of a particular good or service may provide for
consuners. It is captured by an increase in the size
of a sector, which can be interpreted as the nunber of
firms in that sector.2® Net foreign income effects
enbrace three different fornms of foreign income for a
region: the net capital rentals and the net barrier
rents received by the owners of capital froma region’s
overseas affiliates, and the interest paid on net
foreign debt.

The contributions of the five effects to the change
in regional and world GNP are presented in table 6. The
results are taken from the conplete |iberalisation
scenario. The row suns of the five contributors, listed
in the last colum, equal the change in real GNP, which
are consistent with the percentage change results
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represented in table 5. It can be seen in the table
that, for the world as a whole, only changes in
al l ocative efficiency, net capital endowrents and
product variety contribute to the changes in real G\P.
These three effects can be referred to as ‘incone
generating’ factors. The other two effects do not
change world total GNP, and can therefore be referred
to as ‘incone redistributing’ factors. For the world as
a whol e, whether a policy change is beneficial or not
depends on income generating factors rather than i ncome

redi stribution factors. At the regional |evel,
however, both types of contributing factors are
I mportant.

Table 6 indicates that conplete liberalisation of
financial services trade is expected to increase world
real GNP by around US$22 billion. The nost inportant
contributor tothis gainis the increase in net capital
endownent s, which accounts for about 63 per cent of the
proj ected change in world real GNP. This is the result
of alternative allocation of capital across regions,
which is influenced by two factors. Firstly, al
regi ons have discrimnatory barriers to nationa
treatment in financial services, which restrict
capital nobility. Secondly, foreign affiliates have a
hi gh market penetration rate in many region’s donmestic
market for financial services prior to liberalisation.
As a result, financial services liberalisation tends to
causes a large proportion of the world capital stock
to be reallocated across regions, especially in the
financial sector. The gains from this capital
real l ocation, nmeasured as the contribution of net
capital endowrents, dominate the gains in world real
G\P.

Gains in allocative efficiency (US$6 billion) and
product variety (US$2 billion) contribute to 29 and 9
per cent of the changes in world real GNP,
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respectively. The distribution of allocative
efficiency gains across regions tends to favour
|'i beralising regions relative to some |arge and
relatively liberalised regions, such as Japan, the USA
and the EU

Two subeffects determne allocative efficiency: the
effect of changes in output and the effect of changes
in capital usage. The large and relatively liberalised
regi ons experience a decline in allocative efficiency
due mainly to their outflow of capital. By contrast,
all liberalising regions experience a gain in
all ocative efficiency from increased capital usage,
due largely to the inflow of capital. Conbined with a
gain fromincreased output, they experience an overal
gain in allocative efficiency.

The terns of trade effects fromtrade |iberalisation
normal ly transfer real income from |iberalising
regions to others. Liberalising regions experience a
worsening of their terns of trade, while relatively
l'i beralised regi ons experience an inprovenent in their
terms of trade (see table 6). This is because the
barriers in liberalising regions restrict the supply of
financial services and raise the price of exports
relative to the price of inports. Wen the barriers are
renoved, the relative price of exports to inports tends
tofall inliberalising regions and rise in |liberalised
regi ons, dissipating barrier rents flowing from the
fornmer to the latter.

The net capital endowrent effect reflects the change
in the rental value of the capital endowrent in each
region. An increase in the net capital endownent in a
region results in arise inits real output. Financial
services liberalisation tends to increase FDI for all
regions as they all have sone discrimnatory barriers
to renove. The renoval of these barriers provides an
incentive for inward FDI in all regions. However,
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whet her a region’s overall net capital endowrents rises
or falls is determ ned by what happens to its donestic
capital and inward FDI. For large and relatively
i beralised regions, such as Japan, the USA and the EU,
financial trade |iberalisation encourages them to
I ncrease investnment in liberalising regions. Their
outward FDI is financed from their donestic capital
stocks. The results show that the negative effect of
their donestic capital reduction, due to outward FDI

out wei ghs the positive effect of increased inward FDI,

causing an overall fall in their net capital
endownents. This has a negative effect on their rea
GDP. On the other hand, l|iberalising regions experience

no such a negative effect. On the contrary, their net
capital endowrents increase as a result of inflows of
FDI, contributing to rise in their CDP

The change in product variety is indirectly
determ ned by changes in net capital endowments.
I ncreased net capital endownent |eads to increased
output. As the variety of products available to
consuners is related to the output of an industry, an
increase in the output means nore varieties for
consuners and increased welfare. Table 6 show that
product variety effect and the net capital endowrent
effect nove in the same direction.

The contribution of the net foreign inconme effect to
regi onal real GNP depends on whether the region
concerned is a net FDI investor or recipient, and al so
whet her the region has net foreign debt. Qur results
show that net FDI rental incone tends to be a nore
i mportant factor than net FDI rents or net debt paynent
in determining this net foreign income effect for
alnost all regions. As before, This is again the result
of reallocation of capital between |iberalising
regions and relatively liberalised regions after the
policy change. As table 6 shows, major investing
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regions are expected to be the receiver of net foreign
i nvestment i ncone from other regions.

In summary, nost liberalising regions benefit from
increases in allocative efficiency, net capita
endownents and product variety, while nost relatively
| i beralised regions would gain frominprovenents in the
terms of trade and increases in net foreign incone.
Al t hough the change in real G\P for individual regions
depends on which of these effects dom nates, the
overall majority of regions are expected to gain from
complete liberalisation of trade in financia
servi ces.

The USA and Canada are the only regions that may not
benefit from financial trade liberalisation. The USA
has significant conmercial presence in many regions,
some of which have substantial barriers prior to
l'i beralisation. The USA therefore had benefited from
other regions’ trade barriers in the forns of rents
earned by its foreign affiliates prior to
| i beralisation. When other regions liberalise their
financial services sectors, the USA benefits from
i ncreased FDI inconme from liberalising regions, but
| oses barrier rents as well as net capital endownents
and output. As the world |argest investor, the |osses
may exceed the gains, resulting in a slight fall inits
real GNP. Canada is affected apparently due to its
close ties with the US econony.

The projected effects of conplete l|iberalisation of
trade in financial services on sectoral output in all
regions are presented in table 7. World financial
services are projected to increase by 0.61 per cent,
above all other sectors. As expected, the regions with
the highest barriers to trade in financial services
experience the biggest expansion in their financial
sectors. These include the Philippines, Korea, Chile
and Indonesia. Only the USA and the EU experience a
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slight fall in the output of their financial services
sectors. In fact, these two regions experience a fall
in the output of all sectors. This is a direct result
of reallocating their capital from donestic sectors to
other regions, in response to other regions' trade
l'i beralisation

Li beralising regions, on the other hand, generally
record positive growmh in alnost all other sectors.
This result can be explained by the conbination of
three factors: the share of the financial services
sector in their gross donmestic product (GDP), the
i mportance of financial services as an internediate
i nput into the production of other goods and services,
and the expansion of capital endowrents.

The share of financial services in world GP is 13.9
per cent. Financial services also contribute to a
| arger proportion of GDP in many regions, including the
three | argest investing regions, Japan, the USA and t he
EU. The average share of financial services in GDP in
these three regions is 16.3 per cent. This high share
causes a large proportion of the capital stock to be
reall ocated fromthese regions to other regions after
trade liberalisation. Such a large outflow of capital
can only be accommodat ed by reduci ng their own donestic
capital. This is observed in the results for both the
USA and the EU. A simlar result is not observed in
Japan as its relatively high market access barriers
serve to constrain a substantial outflow of capita
after trade liberalisation. Instead, the demand for
capital by Japan may even increase, which encourages
Japan to withdraw capital fromits affiliates abroad.

Anot her inportant effect explaining the sectora
results, especially in liberalising regions, is the
i nportance of financial services as an internediate
input into production. The average share of financial
services in production costs for the world as a whole
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Is 8.8 per cent. Thus, renobving a given barrier in
financial services will lower the production costs and
the output prices of all sectors using them as their
internediate inputs. Sectoral outputs are expected to
respond to the changes in their prices.

The | argest reductions in the price of financial
services occur in the regions with the highest
barriers. As output prices in liberalising regions
fall, the demand for their exports increases in other
regions. This helps drive a strong output expansion in
both the financial services and other sectors in
i beralising regions. Mreover, the rise in the rea
GNP of |iberalising regions also pushes up their
consunption demand for all goods and services, which
further re-enforces the expansion of domestic output
and inports from other regions.

Table 7 shows that the primary goods sector
experiences the second | argest output expansion when
barriers to trade in financial services are renoved.
The effects of capital reallocation across regions
cause the rates of return on fixed factors of
production to diverge between |iberalising and
relatively liberalised regions, with higher rates of
return to fixed factors in the former and | ower rates
of returnin the latter. The changes in rates of return
affect the relative prices of primary goods in these
regi ons and change the patten of trade patterns between
them with the price of primary goods falling in
| iberalised region relative to liberalising regions.
On average, this causes exports of primary goods from
relatively liberalised regions to those |iberalising
regions, to increase, and exports of primmary goods
from |iberalising regions to decrease. while
i ndustrial goods tend to be traded in the opposite
direction.
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VI1. Concl usion

This paper uses a multi-region and multi-sector CCE
nodel , FTAP2, to quantify the possible effects on the
regional and world economes of |iberalising trade in
a key sector, financial services, for which WO nenbers
have made comm tnents for trade |iberalisation. As
current commitments represent only a partial renoval of
all the barriers, by nodelling the effects of conplete
l'i beralisation, this study could provide inpetus for
further trade liberalisation in this inportant sector.

The results of trade |iberalisation depend, to a
| arge extent, on how trade barriers affect the regi onal
and gl obal econom es. The GATS identifies two types of
barriers to trade in services: barriers to market
access and national treatment. The fornmer restrict the
establ i shnment and ongoi ng operations of all firnms and
the latter restrict the establishment and ongoing
operations of foreign affiliates. The enpirica
studi es have showed that barriers to trade in financial
services are generally much higher in devel oping
regions than in devel oped regions. Discrimnatory
nati onal treatnment barriers are nore significant in
financial services trade than non-discrimnatory
mar ket access barriers.

Renmoval of barriers to trade in financial services
will benefit liberalising regions by attracting nore
foreign investnment into their econom es and increasing
competition between donestic and foreign firns, which
eventual ly provides better services for consuners at
| ower prices. On the other hand, renoving barriers to
trade in financial services affects relatively
i beralised regions by increasing inconme earned from
outward FDI, reducing the prices of inports from
| i beralising regions, and thus the cost of using these
i mports as intermediate inputs or for final
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consunpti on.

The results show that, for the world as a whole, the
gains from conplete liberalisation come al nmost
exclusively from renoving discrimnatory barriers to
national treatnent. For individual regions, however
complete |iberalisation is still the preferred
strategy as it tends to bring nore benefits for nost
regi ons, especially those regions with relatively high
barriers.

The results al so show that the nost inport sources of
gains fromfinancial services trade |iberalisation may
cone from increased commercial presence of foreign
services providers, or efficiency inprovenent due to
real | ocating capital across regions. This result may
have inportant policy inplications for I|iberalisation
of trade in other services.

The results presented in this study capture only the
static gains from trade liberalisation. In reality,
there are dynamc gains as well, such as increased
savings and capital accunulation. To capture such
dynam c effects, the nodel and the database need to be
extended to incorporate sone key dynam c features, such
as investnent behaviour and capital accunul ation over
time. Moreover, the results depend also on the
reliability of the information used to conpile the
services sectors of the database. As nore information
on regional services sectors becomes avail abl e,
greater sectoral detail could be incorporated into the
nodel 's dat abase, which will mke it possible for
extending the current analytical franework to estinmate
the effects of trade liberalisation in other services
sectors as well.
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