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Introduction

The financial services sector is crucial for the global economy as financial stability is at
the base of a good economic functioning system both at domestic and international level. For
this reason, it has always been subjected to regulation by governments, which at the same time
seek to ensure access to financing by economic operators and to financial services by those with
credit, and adopt prudential measures to guarantee the stability and integrity of financial
markets and protect consumers. Moreover, a further element confirming the fundamental role
of a stable financial system — and, thus, the importance of the research conducted in this work
— can be found in the 2030 Agenda for Sustainable Development!, where the necessity to align
global economic policies and financial systems is explicitly established, requiring the financial
industry to be shaped and oriented so as to be stable and sound, and capable of enhancing the

principles of the 2030 Agenda.?

1 UnGA, Transforming our world: the 2030 Agenda for Sustainable Development, Ris. A/RES/70/1, adopted 25
September 2015. For the UN 2030 Agenda see CHIussI, The UN 2030 Agenda on Sustainable Development:
Talking the Talk, Walking the Walk? in La Comunita Internazionale,Napoli, Editoriale Scientifica, Vol. 61, 2016;
LONGO, L’Agenda 2030 ed il principio di sostenibilita nel diritto internazionale, in Il diritto penale della
globalizzazione, 2017; MONTINI, L’interazione tra gli SDGs ed il principio dello sviluppo sostenibile per
[’attuazione del diritto internazionale del’ambiente, in www.federalismi.it, 9, 2019; MONTINI, VOLPE, Sustainable
Development Goals: “molto rumore per nulla”?, in Rivista giuridica dell’ambiente, 2015; NANDA, The Journey
from the Millennium Development Goals to the Sustainable Development Goals, in Denver Journal of
International Law and Policy, Vol. 44(3), 2016, pp. 389-412.

2 See United Nations’s Secretary General, Roadmap for Financing the 2030 Agenda for Sustainable Development,
2019-2021. Available at https://www.un.org/sustainabledevelopment/wp-
content/uploads/2019/07/EXEC.SUM_SG-Roadmap-Financing-SDGs-July-2019.pdf

With specific reference of the role of the UN 2030 Agenda in the EU trade policy review see BARONCINI, La
proposta europea di riforma dell’OMC, in MANZINI, VELLANO (eds.), Unione Europea 2020. | dodici mesi che
hanno segnato l’integrazione europea, Cedam, Milano, 2021, pp. 135-165.

See Goal 1. (End poverty in all its forms everywhere): “1.4 By 2030, ensure that all men and women, in particular
the poor and the vulnerable, have equal rights to economic resources, (...) and financial services, including
microfinance”.

Goal 2. (End hunger, achieve food security and improved nutrition and promote sustainable agriculture): 2.3: “By
2030, double the agricultural productivity and incomes of small-scale food producers, (...) including through
secure and equal access to land, other productive resources and inputs, knowledge, financial services, markets
and opportunities for value addition and non-farm employment”.

Goal 3. (Ensure healthy lives and promote well-being for all at all ages): 3.8: “Achieve universal health coverage,
including financial risk protection, access to quality essential health-care services and access to safe, effective,
quality and affordable essential medicines and vaccines for all”.

Goal 5. (Achieve gender equality and empower all women and girls): 5.a: “Undertake reforms to give women
equal rights to economic resources, as well as access to ownership and control over land and other forms of
property, financial services, inheritance and natural resources, in accordance with national laws”.

Goal 8. (Promote sustained, inclusive and sustainable economic growth, full and productive employment and
decent work for all): 8.3: “Promote development-oriented policies that support productive activities, decent job
creation, entrepreneurship, creativity and innovation, and encourage the formalization and growth of micro-,
small-and medium-sized enterprises, including through access to financial services” and 8.10: “Strengthen the
capacity of domestic financial institutions to encourage and expand access to banking, insurance and financial
services for all”.



http://www.federalismi.it/
https://www.un.org/sustainabledevelopment/wp-content/uploads/2019/07/EXEC.SUM_SG-Roadmap-Financing-SDGs-July-2019.pdf
https://www.un.org/sustainabledevelopment/wp-content/uploads/2019/07/EXEC.SUM_SG-Roadmap-Financing-SDGs-July-2019.pdf

The crises that hit the global economy in the last decades showed the fragility of such
system and, especially after the 2007-08 crisis, States considerably tightened their legislation
on financial services, introducing a series of very strict and extensive prudential measures.

Prudential measures are economic regulatory tools used to protect the financial system
from the risk of a financial collapse or at least mitigate its negative impact. Prudential
regulation, thus, protects the integrity of financial markets, the freedom and fairness of trade
and investment and businesses - which acquire constant access to sound credit and financing
on good terms -, but also the consumers and the society, which can count on a stable national
and global economy. However, this type of regulation is likely to restrict free trade in services,
which has been promoted first and foremost by the World Trade Organisation (WTO)? and its
General Agreement on Trade in Services (GATS)* The GATS promotes healthy global
competition between providers of services and a progressive liberalization of trade, taking into
account at the same time the need of consumer protection, market integrity and economic
stability. Specifically, the Agreement is integrated with an Annex on Financial Services which
contains a prudential clause — Paragraph 2(a) - allowing Member States to take measures for
prudential reasons, even if inconsistent with other GATS provisions. However, the scope and
application of the aforementioned provision is not clear and unanimously shared among the
WTO Members, also in the light that there has been only one dispute on the subject, the
Argentina - Financial Services case®, in which States were recognised the right to adopt
measures for prudential reasons, but that did not dispel all doubts concerning the qualification
and application of the prudential clause. And, nowadays, the crisis of the WTO Appellate Body
diminishes the chances that this issue could be easily solved within the WTO dispute settlement

framework.

Goal 9. (Build resilient infrastructure, promote inclusive and sustainable industrialization and foster innovation):
9.3: “Increase the access of small-scale industrial and other enterprises, in particular in developing countries, to
financial services, including affordable credit, and their integration into value chains and markets”.

Goal 10. (Reduce inequality within and among countries): 10.5: “Improve the regulation and monitoring of global
financial markets and institutions and strengthen the implementation of such regulations”; 10.6: “Ensure enhanced
representation and voice for developing countries in decision-making in global international economic and
financial institutions in order to deliver more effective, credible, accountable and legitimate institutions” and 10.b:
“Encourage official development assistance and financial flows, including foreign direct investment, to States
where the need is greatest, in particular least developed countries, African countries, small island developing
States and landlocked developing countries, in accordance with their national plans and programmes”.

Goal 16. (Promote peaceful and inclusive societies for sustainable development): 16.4: “By 2030, significantly
reduce illicit financial and arms flows, strengthen the recovery and return of stolen assets and combat all forms
of organized crime”.

3 WORLD TRADE ORGANIZATION, Marrakesh Agreement Establishing the World Trade Organization, Apr. 15,
1994, 1867 U.N.T.S. 154, 33 I.L.M. 1144 (1994) [hereinafter Marrakesh Agreement or WTO Agreement].

4 WORLD TRADE ORGANIZATION, General Agreement on Trade in Services (GATS), Apr. 15, 1994, Marrakesh
Agreement Establishing the World Trade Organization, Annex 1B, 1869 U.N.T.S. 183, 33 I.L.M. 1167, 1994,
https://www.wto.org/english/docs_e/legal_e/26-gats.pdf.

5 Argentina - Measures Relating to Trade in Goods and Services (Argentina — Financial Services), WT/DS453.
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https://www.wto.org/english/docs_e/legal_e/26-gats.pdf

The complex situation of the WTO has contributed to shift international negotiations
towards the Free Trade Agreements (FTAS) and, especially, towards the new generation of
trade agreements (the so-called Mega-Regionals), characterized by the fact that they include
extended world regions and regulate all major economic sectors, including banking and finance.
Concerning the financial services sector, these new agreements contains a chapter exclusively
devoted to their regulation and include a prudential clause, usually along the lines of the GATS
provision, but, as we are going to see, often with some improvements and consideration of the
current economic international panorama.

Finally, the “financial picture” is completed by the international standards developed by
supranational bodies (so-called standard-setting bodies) that provide for rules and guidelines
for the financial sector. However, the standardization process presents non-negligible problems:
first of all, international standards are qualified as soft law and, thus, are not legally binding
and appear an insufficient tool for implementing the measures necessary for the regulatory
objectives. Moreover, the compliance with them is difficult due to transparency and
representative issues as the standard-setting bodies have a limited membership and non-public
domain decision-making processes.

Despite considerable efforts on the part of all international players, the current
regulatory insufficiency of positive international law create uncertainty among economic
players operating in a crucial sector of the global economy, as its proper functioning supposes
a healthy and efficient market for investments and financial services.

This work analyses the financial services regime in WTO law from the perspective of
the difficult relationship between trade liberalisation, investment protection and prudential
measures and carries out an in-depth research to assess the scope of existing legal instruments,
to analyse the contribution made so far by international jurisprudence, as well as the
appropriateness of the new perspectives opened up by the Mega-Regional agreements and
modern attempts at standardisation to the widespread need for common international rules that
guarantee stability and fairly regulate financial activities globally.

The dissertation is divided in six parts. The first Chapter will examine the WTO legal
framework on financial services, presenting an analysis of the GATS Agreement with a focus
on its background and main principles, in order to establish a basic knowledge necessary to deal
with subsequent and more specific topics.

The second Chapter will address the concept of financial services, considering a general
definition and understanding and a specific definition resulting from the WTO legal framework,

through an analysis of the GATS Annex on Financial Services and the other auxiliary GATS



instruments to regulate the financial services sector. However, Paragraph 2 of the Annex will
be excluded from this Chapter, because, due to its relevance for the prudential regulation of
financial services, the subsequent Chapter will be devoted exclusively to it.

Indeed, the third Chapter will present an in-depth analysis of Paragraph 2 of the GATS
Annex on Financial Services, the provision also known as “prudential carve-out”, while
Chapter four will focus on the — limited - WTO jurisprudence on prudential regulation. In fact,
the prudential carve-out has been a matter of controversy among scholars since the adoption of
the text, because of its ambiguous wording and difficult implementation, and, to date, the WTO
adjudicatory bodies have yet to give a precise clarification of its scope and interpretation for
the WTO financial legal framework.

The fifth Chapter will examine the international scenario of the FTAs with respect to
the issue of financial and prudential regulation, focusing on a selected group of the new
generation of preferential agreements, commonly known as Mega-Regionals, in order to
evaluate similarities and differences between their provisions and the GATS model of
Paragraph 2 of the Annex on Financial Services.

The sixth — and last - Chapter will address the international standards for the financial
sector: on the one hand, it will analyse the major standard-setting bodies and the standards they
implement; on the other one, it will show the relationship among such standards and the hard

law of the WTO and the FTAs regimes and the possible solutions for future interactions.
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Chapter 1. The WTO Legal Framework on Services: the GATS Agreement

Summary
1. Introduction

SECTION I — The Historical Background of the GATS

2. The GATS Agreement: the rise of trade in services and the need for an ad hoc agreement
3. The establishment of the WTO: the historical background
3.1. The Uruguay Round negotiations

SECTION Il — Trade in Services and the GATS

4. The international trade in services: development and definitions
5. The structure of the GATS
5.1. The Scope of the Agreement “affecting trade in services”
6. The major commitments and obligations of the General Agreements on Trade in Services
6.1. The Most-Favoured-Nation treatment
6.1.1. The measures covered by Article Il GATS
6.1.2. The likeness requirement: “like services and service suppliers
6.1.3. Treatment no less favourable
6.1.4. The exemptions to the MFN clause
6.2. The National Treatment obligation of GATS Article XVII GATS
6.2.1. The scope of GATS Article XVII
6.2.2. The measures affecting the supply of services
6.2.3. The concept of “likeness” for services and service suppliers
6.2.4. The “treatment no less favourable” issue
6.3. Barriers to trade: Market Access regulation within the GATS
6.4. The Schedules of Specific Commitments
6.4.1. The structure of the Schedules of Specific Commitments
6.4.2. The interpretation of the Schedules of Specific Commitments
6.5. Others barriers to trade in services
6.6. The general exceptions of Article XIV GATS
6.7. The Security Exception of GATS Article XIVbis
7. WTO negotiations in services after the Uruguay Round: the Joint Initiative on Domestic
Regulation
8. Some conclusions on the GATS legal framework and the negotiations after the Uruguay Round
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1. Introduction

The first Chapter is devoted to a general presentation of the current WTO legal
framework on trade in services, unfolding a comprehensive review on the General Agreement
on Trade in Services (GATS).

The first part presents the historical background in which the GATS has been negotiated
and implemented, considering the major elements that lead to this unique outcome within the
WTO legal system.

The second part analyses the Agreement itself, starting from its structure to study the
main Articles of the GATS concerning the non-discrimination principle, the barriers to trade
and the exceptions to the Agreement. These provisions constitute the essential starting point for
the subsequent analysis of the more specific field of financial services and its prudential
regulation, that will be conducted in the following chapters.

In the light of the main goal of the WTO, which is the promotion of a model of
sustainable economic development, particular attention in our analysis will be given to the non-
trade values considered in the GATS Agreement, thus preparing the field for the subsequent

analysis that will be devoted to the prudential measures for the financial services.
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SECTION I — The Historical Background of the GATS

2. The GATS Agreement: the rise of trade in services and the need for an ad hoc

agreement

The General Agreement on Trade in Services (GATS)® is the first comprehensive
multilateral agreement on trade in services, concluded within the WTO system’ and binding on
all its Members, aimed at the progressive liberalization of trade in services.

It entered into force on January 1%, 1995 as a result of the Uruguay Round negotiations
to provide for the extension of the multilateral trading system to services. With a view to
achieving a progressively higher level of liberalization, pursuant to Article XIX of the GATS,
WTO Members are committed to entering into further rounds of services negotiations.

The GATS is an integral part of the Marrakesh Agreement Establishing the World Trade
Organization, included in its Annex 1B: the WTO Agreement is the principal source of WTO
law, but, having been drafted in a very concise manner, as it consists of only 16 articles, it is
completed by other 18 international agreements, called “Annexes”® and among which the
GATS, all aimed at eliminating barriers to international trade, that are considered a part of the

WTO Agreement itself and for this reason are binding on all 164 WTO Members.

6 World Trade Organization, General Agreement on Trade in Services (GATS), Apr. 15, 1994, Marrakesh
Agreement Establishing the World Trade Organization, Annex 1B, 1869 U.N.T.S. 183, 33 I.L.M. 1167 (1994)
https://www.wto.org/english/docs_e/legal_e/26-gats.pdf. For a presentation of the GATS agreement see World
Trade Organization, A Handbook on the GATS Agreement: A WTO Secretariat Publication, Cambridge University
Press, Cambridge, 2005; ALEXANDER, The World Trade Organization and Financial Stability: The Balance
between Liberalisation and Regulation in the GATS, CFAP, Cambridge Judge Business School, Cambridge, 2003;
ALEXANDER, ANDENAS (eds.), The World Trade Organization and Trade in Services, Martinus Nijhoff Publishers,
Leiden, 2008; MATTOO, STERN, ZANINI, A Handbook of International Trade in Services, Oxford University Press,
Oxford, 2010; MOLONEY, FERRAN, PAYNE, (eds.), The Oxford Handbook of Financial Regulation, Oxford
Handbooks, Oxford, 2015.

7 The World Trade Organization (WTO) - official name World Trade Organization (WTQO), is the international
organization that regulates trade at the global level. The organization was born in 1995, at the end of the Uruguay
Round negotiations (1986 - 1994) to replace the GATT (General Agreement on Tariffs and Trade) which from
1948 to 1994 was the instrument to facilitate and regulate international trade. The system is based on WTO
agreements, negotiated and signed by most of the nations of the world, so that today the WTO has 164 Members.
For the texts of the Agreement establishing the WTO see World Trade Organization, Legal texts: the WTO
agreements https://www.wto.org/english/docs_e/legal_e/final_e.htm. For a presentation of the WTO system see
FOOTER, An Institutional and Normative Analysis of the World Trade Organization, Martinus Nijhoff,
Leiden/Boston, 2006; LIGUSTRO, PICONE, Diritto dell ' Organizzazione Mondiale del Commercio, Padova, Cedam,
2002; MATSUSHITA, SCHOENBAUM, MAVROIDIS, HAHN, The World Trade Organization. Law, Practice and Policy,
Oxford Univrsity Press, Oxford, 2015; StoLL, World Trade Organization (WTQ), Max Plank Encyclopedia of
International Law, 2014; VAN DEN BOSSCHE, ZDouc, The Law and Policy of the World Trade Organization,
Cambridge University Press, Cambridge, 2017; VAN DE BOSSCHE, PREVOST, Essentials of WTO Law, Cambridge
University Press, 2021.

8 VAN DE BosscHE, PREVOST, op. cit., 2016, p. 6.

13


https://www.wto.org/english/docs_e/legal_e/26-gats.pdf
https://www.wto.org/english/docs_e/legal_e/final_e.htm

The GATS is based on the structure of the GATT, adapted with specific and innovative
elements to the services sector. International trade in services, that was considered of negligible
importance in the past, has become a fundamental sector for the economy both at national and
global level, representing around two-thirds® of global gross national product (GNP)°. For long
it has been regulated only at domestic level and not addressed at the international one before
the Uruguay Round, because, on the one hand, it was considered a politically sensitive sector
and, on the other one, the “intangibility” and “invisibility” typical of such trade rendered its
regulation difficult.'* However, in the last decades we assisted at the progressive liberalization
of trade and markets worldwide and at the fast advances and new discoveries of internet and
technological forms of communication and data transfer!?, that inevitably lead to the
development and growth of cross-border trade in services.

Services “carry far deeper messages than goods”, as they affect sectors strictly related
to social and professional fields that “are likely to shape the structure of a global society”.!3
Yet, although nowadays the majority of international actors are aware of the importance of
international trade in services liberalization, there are still many obstacles to its implementation:
conflicting economic and political interests, domestic policies and regulations, the lack of

knowledge and experience.

3. The establishment of the WTO: the historical background

The World Trade Organization became operational on January 1%, 1995 and, from its
start, it was subject to severe criticism. Critics especially claimed the lack of transparency and
participation — mostly from developing-countries Members — within the WTQO’s negotiation

and rule-making process.

® OECD, Services trade in the global economy, available at https://www.oecd.org/trade/topics/services-trade/

10 The GNP is the total domestic and foreign output claimed by residents of a country, consisting of gross domestic
product (GDP), plus factor incomes earned by foreign residents, minus income earned in the domestic economy
by nonresidents. See TODARO, SMITH, Economic Development, Addison-Wesley, Pearson, Boston, 2014, p. 44.
1 WOLFRUM, STOLL, FEINAEUGLE, WTO — Trade in Services, Max Planck Institute for Comparative Public Law
and International Law, Martinus Nijhoff Publishers, Leiden/Boston, 2008, preface.

12 _ow, The role of services, in ELMs, Low (eds.), Global Value Chains in a Changing Word, Fung Global Institute
(FGI), Nanyang Technological University (NTU), and World Trade Organization (WTQ), 2013, p. 61 ss.

13 ARUP, The World Trade Organization Knowledge Agreements, Cambridge, Cambridge University Press, 2008,
p. 168.
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The origins of the WTO lie in the General Agreement on Tariffs and Trade of 19474,
commonly known as GATT 1947, concluded after the end of the World War 1l. In order to
encourage post-war reconstruction and economic recovery, the then major international actors
(i.e. the countries that won the war) decided to create new international economic organizations
to promote a common ground between them and prevent future crisis. Three organizations were
planned: the World Bank, aimed at the monetary policy, the International Monetary Fund
(IMF), aimed at collecting and allocating funds for rehabilitation and the International Trade
Organization (ITO). The first two were established in a short time at the 1944 Bretton Woods
Conference, while the third one, aimed at the progressive elimination of international barriers
to trade, was met with opposition and in the end was never founded. In fact, in February 1946,
it was called a conference to draft a charter for an “International Trade Organization (ITO)”
and established a Preparatory Committee for the charter. After the first meeting in London in
1946, the Committee continued its work in Geneva from April to November 1947. During the
Geneva meeting, negotiators focused on three major issues: 1) drafting the charter for a major
international institution (the ITO); 2) negotiating a multilateral trade agreement for the
reciprocal reduction of tariffs on trade in goods; 3) drafting the “general clauses” of obligations
relating to the tariff obligations. The latter two issues would constitute the General Agreement
on Tariffs and Trade.'> By the end of October 1947 the GATT negotiators had reached the
agreement, while the ITO negotiations would have taken at least another year, as they resulted
to be more challenging than the GATT ones. Even if the GATT should have been attached to
the ITO Charter, it was decided to put the GATT alone into force immediately and to solve any
problem related to it, they signed the “Protocol of Provisional Application of the General
Agreement on Tariffs and Trade” (PPA), according to which Part I (MFN obligation and tariff
concessions) and Part 111 (procedural provisions) would fully apply, while Part Il only to the
extent that it was not inconsistent with the domestic legislation. Such “domestic legislation
exception”, also referred as “grandfather clause” was so convenient that the GATT 1947 was
never adopted by the Contracting Parties that kept on applying it through the PPA.

The ITO Charter was finished in March 1948, but it never entered into force because,
even if the United States have initiated the negotiations, the United States Congress could not

agree to approve it because it did not want to renounce — partially — to its sovereign power to

14 Article XV1:1 of the WTO Agreement states that “/e/xcept as otherwise provided under this Agreement or the
Multilateral Trade Agreements, the WTO shall be guided by the decisions, procedures and customary practices
followed by the contracting parties to GATT 1947 and the bodies established in the framework of GATT 1947 .
15 VAN DEN BOSsCHE, Zbouc, The Law and Policy of the World Trade Organization. Text, Cases and Materials,
Cambridge, Cambridge University Press, 2017, p. 83.
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decide its external trade policy, and no country was interested in establishing an international
organization for trade without the world’s leading economy.®

The GATT remained a technical protocol for lowering custom duties’ rate, without any
formal organization to support it, but, having remained the sole existing multilateral
“institution” for trade, it somehow transformed itself into a de facto international organization,’

to the point that many countries joined the GATT, reaching 124 signatories until 1994,

3.1. The Uruguay Round negotiations

In September 1986, at Punta del Este, a new round of negotiations was started by the
Contracting Parties. According to the 1986 Punta del Este Declaration the Uruguay Round
negotiations would cover trade in goods and, for the first time in history, trade in services. In
fact, the GATT 1947 covered mainly trade in goods, nevertheless, a trade agreement in services
has long been questioned and at the time the Uruguay Round started, many were the factors
that pursued in such direction. First, the fast growing of third sector activities, starting from
international finance, that have been largely open for centuries (in comparison with other
sectors, such as health and education, that are considered of government ownership and
control). Furthermore, the emergence of Internet and the related technological improvements
made cross-border transactions of services possible and removed distance-related barriers to
trade. In addition, many developed countries saw their comparative advantages in
manufacturing and industrial production declining and felt a growing competition from newly
industrialized countries. Between 1990 and 2000 developing countries services export,
consisting mainly of tourism and travel services, grew 3 per cent more rapidly per annum, on a
balance-of-payment basis, than developed countries export!®. At the same time, developed
countries maintained comparative advantages in key services such as telecommunications,
financial services, and business services, which they sought to exploit through international
trade.

As the importance of trade in services to the development of the world economy grew,
its regulation within the GATT-WTO framework started to be pursed, especially by the United

States, supported by other Members of the Organization for Economic Co-operation and

16 /AN DEN BOSSCHE, ZDOUC, op. Cit., p. 84.

17V AN DEN BOSSCHE, ZDOUC, op. Cit., p. 84.

18 A WTO Secretariat Publication, A Handbook on the GATS Agreement, Cambridge, Cambridge University Press,
2005, p. 3.
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Development (OECD)*. This initiative, however, was strongly opposed by the developing
countries, that were afraid that trade liberalization in services would damage their infant
industries at the advantage of the developed countries, able to supply “modern services” in a
more proficient way. Yet, since the US threatened to abandon the multilateral trading system if
services were not included, GATT Members agreed to include a negotiating mandate for trade
in services in Part Il of the Punta del Este Ministerial Declaration of 1986, which opened the
Uruguay Round, held from 1986 to 1993.

The establishment of a new international organization for trade was not among the
Round’s objectives. However, in February 1990 the then Italian Minister of Foreign Trade
Renato Ruggiero suggested it for the first time and some months later Canada formally
proposed the establishment of a World Trade Organization, that would contain all instruments
related to international trade, including the GATT and the GATS.?°

The services negotiations of the Uruguay Round took place within the Negotiating
Group of Negotiations in Services (GNS) and its sectoral sub-groups, that faced several
controversies throughout the negotiations, especially between developed and developing
countries. The GATS finally emerged as a compromise between the two camps, as the WTO
legal framework for the regulation and liberalization of financial services, and some of its
unique features can only be explained against this background. The Uruguay Round services
negotiations included negotiations on the legal framework of the GATS and on specific
commitments in various sectors, but, while the negotiations on the framework agreement and
most specific commitments could be completed by the negotiating deadline of 15 December
1993, some sectoral negotiations had to be continued after the end of the Uruguay Round itself.
The GATS started from the pre-Uruguay Round status quo?!, adapting the traditional GATT
rules to trade in services and further liberalising them, opening up trade in the services field for

the future.

19 The Organization for Economic Co-operation and Development (OECD) is an international organization that,
according to its website “works on establishing evidence-based international standards and finding solutions to a
range of social, economic and environmental challenges, providing for provide a unique forum and knowledge
hub for data and analysis, exchange of experiences, best-practice sharing, and advice on public policies and
international standard-setting.” To date 38 States are Members of the OECD: Australia, Austria, Belgium,
Canada, Chile, Colombia, Costa Rica, Czech Republic, Denmark, Estonia, Finland, France, Germany, Greece,
Hungary, Iceland, Ireland, Israel, Italy, Japan, Korea, Latvia, Lithuania, Luxembourg, Mexico, Netherlands, New
Zealand, Norway, Poland, Portugal, Slovak Republic, Slovenia, Spain, Sweden, Switzerland, Turkey, United
Kingdom, United States.

See https://www.oecd.org/about/

20 /AN DEN BOSSCHE, ZDOUC, op. cit, p. 86.

2l HOEKMAN, Assessing the General Trade Agreement on Trade in Services, in Martin, Winters (eds.), The
Uruguay Round and Developing Economies, Cambridge University Press, Cambridge, 1996, p. 88 ss.
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SECTION Il — Trade in Services and the GATS

4. The international trade in services: development and definitions

A definition of “services” has long been discussed among scholars, but to date no unique
outcome has been reached and the simpler way to define trade in services appears to be the
trade of products that is not trade in goods. For this reason, even the GATS does not include a
comprehensive and accurate definition of “services”, solely providing at Article I:3 the term
services “includes any service in any sector except services supplied in the exercise of
governmental authority”?? and then specifying that a “a service supplied in the exercise of
governmental authority” means any service which is supplied neither on a commercial basis,
nor in competition with one or more service suppliers”.?® Typical examples of “services
supplied in the exercise of governmental authority” are monetary policy operations, mandatory
social security systems or tax and custom administration.*

The difficulty to define services comes from their unique characteristics: first, services,
unlike goods, are intangible and this makes more difficult to follow international transactions
in services and to apply to them barriers to trade, such as custom duties and import quotas.
Secondly, there is a great variety of services: the WTO divides them into 12 sectors and 155
sub-sectors?®, each one with its own unique characteristics, which require specific barriers to
trade.

Moreover, while goods can be traded only through the cross-border supply mode, for
services GATS Article 1:2 establishes four different ways:
cross-border (Mode 1) concerns the supply of a service “from the territory of one Member into
the territory of any other Member”. This mode does not require the movement of the service
supplier or consumer across borders. Instead, only the service crosses the border. An example
would be the supply of banking services through the Internet or a legal service supplied by
telephone;
consumption abroad (Mode 2) defined as the supply of a service “in the territory of one Member

to the service consumer of any other Member”. In this case, a consumer moves from one WTO

2 GATS, Atrticle 1:3(b).

B GATS, Atrticle 1:3(c).

24 WTO TRADE IN SERVICES DIVISION, The General Agreement on Trade in Services. An Introduction, 31 January
2013, p. 4.

%5 For the services sectoral classification list, see World Trade Organization, Services Sectoral Classification List
https://www.wto.org/english/tratop_e/serv_e/serv_sectors_e.htm.
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4)

Member to the territory of another Member to consume a service there. Services supplied to
tourists—hotels, restaurants, excursions, etc—are typically associated with Mode 2;
commercial presence (Mode 3) relates to the supply of a service “by a service supplier of one
Member, through commercial presence in the territory of any other Member”. The commercial
presence of a foreign service supplier in the territory of a WTO Member usually involves the
establishment of a branch, affiliation, or a joint venture. Mode 3 is therefore associated with
foreign direct investment in services;

movement of natural persons (Mode 4) is the supply of a service “by a service supplier of one
Member, through presence of natural persons of a Member in the territory of any other
Member”. Trade in services through Mode 4 occurs when natural persons, for example doctors,
nurses, teachers, or engineers, move to another country to provide their service there.

The international law relating to trade in services is a new, but fast-growing element of
international economic law. It was based on the standards and principles governing trade in
goods and defined according to the aforementioned four modes of supply. However, the
approach to trade liberalization in services differs from that of goods because the barriers to
trade take different forms in the two sectors. In fact, while goods are mostly affected by taxes
and tariffs, services relate more to domestic measures, such as licensing and qualification
requirements.?® In fact, being the financial services sector a sensitive issue for the society and
the economy, States tend to preserve their regulatory autonomy in this field, potentially and de
facto raising conflicts “between the liberalization of trade in services and the protection of
domestic regulatory autonomy”?’.

Thus, services are at the basis of modern economies, especially in developed countries
they produce “two-thirds to three-quarters of the national income” and at least a third in
developing countries.?® At the same time, they are a very heterogenous sector, ranging from
capital-based activities, such as banking and finance, to people-based activities, such as
tourism, education transport services, to telecommunications and other services based on
technologies and computer science. Moreover, the modality of supply are very heterogenous
too: some activities are strictly controlled by the States, as for example education, while others
are left to the private sector, either in the form of multinational companies, as for the
telecommunication services, and to individual suppliers, for example for the legal services.
Consequently, it is not easy to give an unanimously definition of “services”, even if, as we saw,

we can agree on their major characteristics of being intangible, invisible, non-storable and

%6 KRAJEWSKI, Trade in Services, Max Planck Encyclopedia of Public International Law [MPEPIL], 2011, p. 1.
27 1bid.
28 |bid.
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transitory products of commercial value?, requiring simultaneous production and
consumption®°.

GATS Article I1:3(b) establishes that “services” includes any ‘“service in any sector
except services supplied in the exercise of governmental authority”. The first case in which the
obligations and commitments under the GATS were invoked before the WTO adjudicating
bodies was US-Gambling, where the Appellate Body stated that “(...) because the GATS covers
all services except those supplied in the exercise of governmental authority, it follows that a
Member may schedule a specific commitment in respect of any service (...)”.3! The dispute
concerned a US law prohibiting its own citizens to access gambling and betting services
supplied by other WTO Members, that the claimant, Antigua and Barbuda, argued was
inconsistent with the US commitments under the GATS and with the US Schedule of Specific
Commitments annexed to the GATS. In fact, the United States had made a specific market
access commitment in their schedule under the heading “other recreational services (except
sporting)” and Antigua and Barbuda claimed that gambling and betting services should have
been included within the scope of this entry. The Appellate Body looked at the Sectoral
Classification List (also known as document W/120) and the 1993 Scheduling Guidelines®? and
established that they were “supplementary means of interpretation” pursuant to Article 32(a) of
the Vienna Convention on the Law of Treaties®, rejecting the panel’s view that they were
“context” for the interpretation of the Members’ Schedules. Asaccording to VCLT Article
31:2(a). These 2 documents, that have been used by negotiators as a default model, categorize
“services” in twelve sectors: (1) business services, (2) communication services, (3) construction
and related engineering services, (4) distribution services, (5) educational services, (6)
environmental services, (7) tourism and travel related services, (8) health and related social
services, (9) tourism and travel related services, (10) recreational, cultural and sporting services,
(11) transport services and (12) other services not included elsewhere.

As we are going to see in depth in the next Chapter, these two documents have been and
are still used as model for services categorization and, especially, to classify services within the

Schedules on Specific Commitments. However, although the majority of WTO Members have

2 |pid.

%0 The requirement of simultaneous production and consumption is one of the key element that distinguishes goods
from services and is also the reason why, contrary to goods, the discipline for trade in services often apply to both
the service and the service supplier.

31 Appellate Body Report, United States - Measures Affecting the Cross-Border Supply of Gambling and Betting
Services (US-Gambling), WT/DS285/AB/R, adopted on 20 April 2005, para. 180.

32 The Sectoral Classification List and the 1993 Scheduling Guidelines are analysed in Chapter Two.

33 United Nations, Vienna Convention on the Law of Treaties, 23 May 1969, United Nations, Treaty Series, vol.
1155, p. 331, available at: https://www.refworld.org/docid/3ae6b3a10.html [accessed 16 June 2021]
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adopted them, there are completely voluntary, thus, they can be helpful for the definition of

“services”, but their scope is not mandatory.

5. The structure of the GATS

The GATS creates a rules-based framework for international trade in services,
establishing obligations and commitments for Members within the WTO framework and
delineating a legal structure to ensure compliance.

The Agreement consists a Preamble, 29 Articles, various Annexes and a schedule of
commitments for each WTO Member.

The Preamble states the main intentions that inspired the drafting of the Agreement. It
starts with the recognition of trade in services as a means of promoting economic growth and
development at international level and the objective to create a multilateral framework where
to pursue these aims, “under conditions of transparency and progressive liberalization (...)
through successive rounds of multilateral negotiations”. Further, the Preamble allows WTO
Members regulatory autonomy for the supply of services “in order to meet national policy
objectives”. Finally, it refers to developing and least-developed countries, recognizing the need
to facilitate their participation in trade in services, taking into account their economic situation
and necessities.

Starting from the Preamble, that gives the first tools for the interpretation of the GATS,
introducing its aims and scope, of the Agreement, we can move to the analysis of the
Agreement, whose main body consists of 29 Articles divided into six parts.

Part I includes only one article - Article | — defining “trade in services” and the scope of
the agreement. Part 11 (Articles 11-XV GATS) contains the general obligations, distinguishing
between unconditional obligations, which are legal obligations that apply immediately and
unconditionally to all WTO Members (Most-favoured-Nation, Transparency, Recognition,
Business Practices), and conditional obligations, meaning obligations that do not apply
automatically but are subject to certain conditions (Regulations, Monopolies, Payments and
transfers, Increased participation of developing countries). Part I11 (Articles XVI-XVI1II GATS)
addresses the specific obligations of market access and national treatment to which Members
can voluntarily commit themselves in their Schedules of Specific Commitments.3* Part IV

(Articles XIX-XXI GATS) focuses on the negotiations, structure, and modification of the

34 DELIMATSIS, International Trade in Services and Domestic Regulations. Necessity, Transparency and
Regulatory Diversity, Oxford University Press, 2007, p. 31.
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Schedules of Specific Commitments. Part V (Articles XXII-XXVI GATS) consists of the
institutional provisions, including the establishment of the Council for Trade in Services®,
technical cooperation and assistance to developing countries through the national contact points
and by the Secretariat®, and relationship with other international organizations®’. Part VI
(Articles XXVII-XXIX GATS) holds the final provisions, including the definitions necessary
for interpreting and implementing the Agreement.

The GATS framework is integrated by eight Annexes that are considered integral part
of the Agreement and, thus, binding on all WTO Members. They were included in the GATS
to deal with specific sectors, such as telecommunications and financial services, that required
an ad hoc regulation, other than the general provisions of the GATS for all services sector.
Finally, four protocols complete the GATS regime, however, as we are going to see, contrary

to the Annexes, their adoption is optional for WTO Members.

5.1. The Scope of the Agreement “affecting trade in services”

Article 1:1 GATS states that the Agreement applies to measures of WTO Members
“affecting trade in services”. The GATS does not define the term services, but indicates a broad
sectoral scope of application by including ‘any service in any sector except services supplied
in the exercise of governmental authority’ (Article I: 3 (b) GATS). It is almost a tautological
definition, that underlines the difficulties in properly defying and delimitating the scope of the
sector and of the agreement. In EC—Bananas the Appellate Body explicitly recognized the
broad scope of the GATS, stating that there was nothing in the GATS “to suggest a limited
scope of application for the GATS’3°. Hence, all services except those supplied in the exercise
of governmental authority and certain air traffic rights*® are covered by the GATS. Article
I:3(a), moreover, determines that the GATS applies to measures of central, regional, and local
governments as well as non-governmental bodies exercising delegated powers, such as self-

regulating bodies of professional service suppliers, which can issue binding regulations.

35 GATS, Article XXIV.

36 GATS, Article XXV.

3T GATS, Article XXVI.

38 GATS, Article XXVIII.

39 Appellate Body Report, EC—Regime for the Importation, Sale and Distribution of Bananas (EC—Bananas IlI),
WT/DS27/AB/R, adopted 9 September 1997, para. 200.

40 See World Trade Organization, General Agreement on Trade in Services (GATS), Apr. 15, 1994, Marrakesh
Agreement Establishing the World Trade Organization, Annex on Air Transport Service, 1869 U.N.T.S. 183, 33
I.L.M. 1167 (1994), section 2.
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In order to understand the meaning of Article I:1, three elements of its wording have to
be analysed, i.e. the meaning of “measures”; the attribution of such measures to a WTO
Member; and the characteristic of the latter as measures “affecting trade in services”.

The GATS defines the term “measure” at Article XXVII(a), according to which:
“Im]easure means any measure by a Member, whether in the form of law, regulation, rule,
procedure, decision, administrative action or any other form”. This is a general, open and
inclusive definition, that refers not only to substantive measures, but also to administrative ones,
in order to underline the fact that even administrative measures could constitute an impediment
to international trade in services. “Any other form” may potentially include among the measures
not only active, but also passive behaviour or deliberate omission. In any case, the measure
must be explicitly identified: a general reference to a “total prohibition” cannot be considered
as fulfilling the requirements of Article 1:1%%. Article XXXIV(c) GATS states that “measures
by Members affecting trade in services” include measures in respect of “(i) the purchase,
payment or use of a service; (ii) the access to and use of, in connection with the supply of a
service, services which are required by those Members to be offered to the public generally;
(iii) the presence, including commercial presence, of persons of a Member for the supply of a
service in the territory of another Member.” This list of measures refers to three potential
groups of measures, but it is purely illustrative and non-exhaustive: it seems that GATS drafters
wanted to leave maximal flexibility, to ensure maximal, current and future, scope of application.
In EC-Bananas Ill the Panel, recognizing that the list including Article XXVI(c)(i)(iii) is
merely illustrative, explains that “in other words, the term ‘in respect of” does not describe any
measures affecting trade in services, but rather describes what such measures might
regulate”.*? Moreover, it determined that “no measures are excluded a priori from the scope
of the GATS as defined by its provisions. The scope of the GATS encompasses any measure of
a Member to the extent it affects the supply of a service regardless of whether such measure
directly governs the supply of a service or whether it regulates other matters but nevertheless
affects trade in services”.*®

“By Members” implies that the measures subject to GATS should be conducted by the
Members themselves, or at least under their instruction, direction or control. We anticipated
that according to Article 1:3(a) GATS “/m]easures by members means measures taken by: (i)

central, regional or local governments and authorities; (ii) non-governmental bodies in the

41 panel Report, United States — Measures Affecting the Cross-Border Supply of Gambling and Betting Services
(US-Gambling), WT/DS285/R, paras. 6.152-6.158; see also Appellate Body Report, US-Gambling, paras. 116-
126.

42 Panel Report, EC —Bananas I, para. 7.280.

43 Ivi, para. 7.285.
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exercise of powers delegated by central, regional or local governments and authorities”. Thus,
the GATS applies to measures undertaken by its Members, including measures taken by organs
of the state and executive branches thereof. For example, in the dispute US-Gambling the
national measures at issue discriminated foreign service suppliers of internet gambling services,
compared to like domestic service suppliers. The Appellate Body in this case stressed that a
“nexus must exist between the responding Member and the ‘measure’, such that the ‘measure’
-whether an act or omission — must be attributable to that Member”.** The downside is that the
GATS cannot apply to measures taken by States which are not WTO Members, neither to trade
barriers applied by private parties, as, for example, a refusal by a private firm to hire individual
service supplier by a certain Member. According to this provision, the government of a Member
shall be held responsible for barriers to international trade in services infringing the agreement,
applied by lower levels of government. The government of a Member shall also be held
responsible for measures infringing GATS provisions, taken by non-governmental bodies,
exercising governmental authorities delegated to them. Such bodies could be associations,
institutions or other entities, regardless of their legal constitution, if governmental powers were
delegated to them, for example, private service suppliers collecting taxes for governmental
authority or conducting an administrative process for it. Such delegation of powers may
indirectly restrict the number of service suppliers who may act in the market. Thus, in China —
Publications and Audiovisual Products, the Chinese government delegated the powers to
conduct “content view” of cultural goods to a wholly owned governmental entity, refusing to
allow other entities to perform this function*®. The delegation of powers would normally be a
formal act. Therefore, measures of self-regulatory bodies, without expressed delegated
regulatory powers, should not be considered within the scope of the GATS.4

This provision, principally based on general international practice*’, considerably
deepens the level of responsibility expected from a Member according to the agreement.
However, the government responsibility is relative, being subject to two major conditions that
diminish the actual burden put on the governments by the same Acrticle, further providing: “/i/n
fulfilling its obligations and commitments under the Agreement, each Member shall take such

reasonable measures as may be available to it to ensure their observance by regional

4 Appellate Body Report, US — Gambling, para. 121.

45 Panel Report, China — Measures Affecting Trading Rights and Distribution Services for Certain Publications
and Audiovisual Entertainment Products (China — Publications and Audiovisual Products), WT/DS363/R,
adopted 19 January 2010, paras. 7.850-7.911.

46 KRAJEWSKI, National Regulation and Trade Liberalization in Services, Kluwer Law International, 2003, The
Hague/London/New York, p. 63.

47 KRAJEWSKI, 0p. cit., p. 64.
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governments and authorities and non-governmental bodies within its territory”. This means
that governments are not expected to take every possible administrative effort to avoid
infringing GATS disciplines, but only reasonable measures available to them. Closely
observed, this provision seems to somewhat deviate from the general international law-rule
concerning governments’ responsibility to the activity of all branches of power within their
jurisdiction. However, this is somewhat balanced read in conjunction with Article 22.9 DSU,
providing for the application of compensation and the suspension of obligation, where a
Member concerned has not been able to secure the observance of the agreement in its territory. 48

A practical difficulty underlying this provision stems from the great differences in
treatment of different public services in different Members, as the same public service may be
supplied in one Member by a government monopoly, while in another Member it is supplied in
a free market. The result in terms of this provision would be that GATS disciplines would apply
where the government, or governmental bodies, are supplying the service, but would not apply
to the same service in another Member, where it is supplied by private market forces.

Finally, the third element “affecting trade in services” must be interpreted as referring
to measures affecting services or service suppliers. The “supply of service” is broadly defined
in Article XXVIII(b) of GATS as including the production, distribution, marketing, sale and
delivery of a service. In order for GATS to apply to measures affecting service suppliers, it
should be established that these measures affect them in their capacity as service suppliers®.
These terms have been broadly interpreted by the WTO adjudicating bodies: in China -
Publications and Audiovisual Products, the Appellate Body, while examining the term
“distribution” noted that according to Article XXVIII(b) of GATS the meaning of this term
applies to both tangible and intangible products.®® “Service supplier”, instead, is defined in
GATT Article XXVIII(g) as “any person that supplies a service”. Footnote 12 of the GATS
adds to this definition that “/w/here the service is not supplied directly by a juridical person
but through other forms of commercial presence such as a branch or a representative office,
the service supplier (i.e. the juridical person) shall, nonetheless, through such presence be
accorded the treatment provided for service suppliers under the agreement. Such treatment
shall be extended to the presence through which the service is supplied and need not to be

extended to any other parts of the supplier located outside the territory where the service is

4 ORTINO, Regional Trade Agreements and Trade in Services, in LESTER, MERCURINO (eds.), Bilateral and
Regional Trade Agreements: Commentary, Analysis and Case Studies, Cambridge University Press, Cambridge
2007, n.11, p. 3.

4% KRAJEWSKI, op. cit., p.68.

50 Zpouc, Legal Problems Arising Under the General Agreement on Trade in Services — Comparative Analysis of
GATS and GATT, dissertation der Universitédt St. Gallen, 2002, pp. 132-133.
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supplied”. This definition is broad enough not to limit the discretion of Members when
determining whether a service supplier can be considered as such according to their national
laws and standards.

More in general, GATS drafters chose a broad scope of application for the Agreement
to achieve the aim of trade in services liberalization, however, inevitably affecting its legal
clarity and limits. Especially, an issue that emerged repeatedly in WTO disputes involving the
GATS is that of its possible overlap with the GATT. In both Canada—Periodicals®! and EC—
Bananas®?, the Appellate Body ruled that effectively there is an overlap between the scope of
the GATT and of the GATS Therefore, a measure can be subject to both Agreements, for
example a measure for trading a certain good that affect both that good and its distribution
service. The Appellate Body verified that neither the GATT nor the GATS contain clauses of
exclusion or of exclusive scope and, thus determined that in these cases both Agreements apply
simultaneously.

GATS Article 1:2 provides for the liberalization of trade in services through the four
modes of supply for services that we have already seen - (a) cross-border, (b) consumption
abroad; (c) commercial presence and (d) movement of natural persons -, however it does not
obliged Members to do so. Rather, each Member can choose the degree of liberalization, with
the consequence that service suppliers are free to choose the mode of supply they prefer only
as long as the Member has liberalised that specific mode of supply.>® The issue has been
mitigated by the Understanding on Financial Services through which Members agreed to
harmonize their liberalisation of the modes of supply, following a common format on a

reciprocal basis.>*

6. The major commitments and obligations of the General Agreements on Trade in

Services

For the aim of this research, it is not necessary to examine one by one all the provisions
of the GATS, as the literature already offers us comprehensive commentaries on the issue.>

Rather, the most important provisions concerning the regulation of trade in services, and whose

51 Appellate Body Report, Canada—Certain Measures Concerning Periodicals (Canada—Periodicals),
WT/DS31/AB/R, adopted 30 June 1997, Section 1V.

52 Appellate Body Report, EC-Bananas 111, para. 220.

58 Zpouc, op. cit., p. 105.

54 Zpouc, op. cit., p. 106.

55 See MUNIN, Legal Guide to GATS, Kluwer Law International, Netherlands, 2010; WOLFRUM, STOLL, FEINAUGLE
(eds.), WTO — Trade in Services, Max Planck Commentaries on World Trade Law, Martinus Nijhoff Publishers,
Leiden/Boston, 2008.
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knowledge is fundamental for the subsequent analysis of the discipline on financial services,
will be the subject of our study.

The first issue is the non-discrimination principle, as it is a key concept for international
trade. The Preamble of the WTO Agreement itself establishes the ‘“elimination of
discriminatory treatment in international trade relations” as one of the main means to pursue
the objectives of the WTO. Mirroring the GATT structure, the GATS disciplines non-
discrimination in two fundamental provisions: the Most-Favoured-Nation obligation (MFN)
and the National Treatment Obligation (NT), respectively at its Articles 11 and XVII (National
Treatment).

Secondly, we are going to examine the Market Access provision of GATS Article XVI
and the other barriers to trade in services.

To conclude, the major GATS exceptions of Article XIV and XIVbis, that will be
recalled in Chapter Three in order to make a comparison with Paragraph 2 of the GATS Annex

on Financial Services and discuss its legal qualification.

6.1. The Most-Favoured-Nation treatment

The most-favoured-nation principle has been conceived as a mean to liberalize trade®®,
as it creates a mechanism through which commercial advantages granted by a Member to a
state are automatically extended to the other states®’, obliging WTO Members to “accord
automatically and unconditionally to all WTO Members any trade advantage they have
accorded to another nation, irrespective of whether the latter is a WTO member or not”%8,

The MFN provision contained in GATS Article 11°° is based on its trade in goods
counterpart disciplined at Article 1:1 of the GATT 19948 according to which “(...) any

%6 MATSUSHITA, SCHOENBAUM, MAVROIDIS, HAHN, op. cit., p. 202.

57 WOLFRUM, Article Il GATS, in WOLFRUM, STOLL, FEINAUGLE (eds), WTO — Trade in Services, Max Planck
Commentaries on world Trade Law, Martinus Nijhoff Publishers, Leiden/Boston, 2008, p. 72.

%8 MAVROIDIS, Trade in Goods, Oxford University Press, Oxford, 2012, p. 129

9 1. With respect to any measure covered by this Agreement, each Member shall accord immediately and
unconditionally to services and service suppliers of any other Member treatment no less favourable than that it
accords to like services and service suppliers of any other country.

2. A Member may maintain a measure inconsistent with paragraph 1 provided that such a measure is listed in,
and meets the conditions of, the Annex on Article 11 Exemptions.

3. The provisions of this Agreement shall not be so construed as to prevent any Member from conferring or
according advantages to adjacent countries in order to facilitate exchanges limited to contiguous frontier zones
of services that are both locally produced and consumed.

80 with respect to customs duties and charges of any kind imposed on or in connection with importation or
exportation or imposed on the international transfer of payments for imports or exports, and with respect to the
method of levying such duties and charges, and with respect to all rules and formalities in connection with
importation and exportation, and with respect to all matters referred to in paragraphs 2 and 4 of Article 11, any
advantage, favour, privilege or immunity granted by any contracting party to any product originating in or
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advantage, favour, privilege or immunity granted by any contracting party to any product
originating in or destined for any other country shall be accorded immediately and
unconditionally to like products (...)”. While the GATT comprises all measures affecting trade
in goods, GATS Article Il obliges a WTO Member to treat services and service suppliers of
one Member no less favourably than it treats like services and service suppliers of another
Member, therefore prohibiting the discrimination of services and service suppliers from
different foreign countries if the standard of “likeness” is recognized. Moreover, even if the
GATS Article 11 does not directly address de facto discrimination, the WTO jurisprudence
determined that the provision covers both de jure and de facto discrimination, prohibiting not
only measures that distinguish products according to their origin, but also evaluating whether
the measures impact, in practice, on the treatment received by products originating from
different countries. The issue was discussed in EC — Bananas |11, where the Panel established
that the meaning of “no less favourable treatment” must read extensively in accordance with
GATS Article XVII, which covers both de jure and de facto discrimination. In fact, it
considered that Article XVII “is meant to provide for no less favourable conditions of
competition regardless of whether that is achieved through the application of formally identical
or formally different measures ... The absence of similar language in Article Il is not, in our
view, a justification for giving a different ordinary meaning in terms of Article 31(1) of the
Vienna Convention to the words ‘treatment no less favourable', which are identical in both
Articles 11:1 and XVI1:1.”%* The Appellate Body disagreed with the Panel’s finding because
“Article Il of the GATS relates to MFN treatment, not to national treatment”. Nevertheless,
they reached the same conclusion that GATS Atrticle Il also covers de facto discrimination, as
“(...) there is more than one way of writing a de facto non-discrimination provision. (...) The
obligation imposed by Article Il is unqualified. The ordinary meaning of this provision does
not exclude de facto discrimination. Moreover, if Article 11 was not applicable to de facto
discrimination, it would not be difficult -— and, indeed, it would be a good deal easier in the
case of trade in services, than in the case of trade in goods — to devise discriminatory measures
aimed at circumventing the basic purpose of that Article.” 62

The Most-Favoured-Nation obligation has been introduced in the WTO system by the
GATT (1947), but non-discriminatory trade liberalization has a more ancient origin: the term

MFEN appeared for the first time at the end of the XVII century and its provision was already

destined for any other country shall be accorded immediately and unconditionally to the like product originating
in or destined for the territories of all other contracting parties.

&1 Panel Report, (EC — Bananas Ill), para. 7.301.

62 Appellate Body Report, EC — Bananas I, paras. 231-234.
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1)
2)
3)

inserted in several trade treaties established between European states during the XIX century.
The League of Nations developed its formulation of the MFN clause on such treaties, and later
inspired the GATT drafters®.

GATS Article Il aims to ensure all WTO Members equality of opportunity to supply
services, regardless of the origin or destination of the services or the nationality of the service
suppliers®. Therefore, WTO Members cannot implement a measure inconsistent with the MFN
treatment obligation and, in order to assure compliance with the provision, GATS Atrticle I,
following the model of Article I:1 of the GATT 1994, provides that when analysing the respect
of such obligation, it must set out a three-tier test of consistency:
if the measure at issue is covered by Article Il GATS;
if the service or service suppliers concerned are “like”;
if the services or service suppliers of all WTO Members are accorded treatment no less
favourable than the like services or service suppliers of any other country®® and therefore, if

they are subject to “discrimination”.

6.1.1. The measures covered by Article Il GATS

GATS Article I:1 establishes that “[t]he Agreement applies to measures by Members
affecting trade in services”. The doctrine determined that “measure by a Member” includes all
these measures that are related to the exercise of governmental powers, meaning both measures
taken directly by central and local governmental authorities and those taken by non-
governmental bodies when they exercise powers delegated by governments or authorities.

Concerning the nature of the provision, GATS Article 1l does not explicitly address de
facto discrimination and the jurisprudence had to solve the issue of whether the different
formulation of GATS Article Il with respect to GATS Article XVII was intended to
contemplate only the de jure discrimination. As we saw, the Appellate Body in EC — Bananas
disagreed with the European Communities position that if GATS Article Il had covered the de
facto discrimination, the negotiators would have explicitly written the provision in such
wording, stating, instead that they interpreted the provision in the sense “to include de facto, as

well as de jure, discrimination.”®’

8 MAVROIDIS, op. cit, p 130.

64 VAN DE BOSSCHE, PREVOST, 0p. cit., p. 60.

8 VAN DE BOSSCHE, PREVOST, 0p. cit., p 61.

% VAN DE BOSSCHE, op. cit., p. 336.

67 Appellate Body Report, EC — Bananas Ill, para. 233.
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The second element of our analysis is the meaning of “measures affecting trade in
services”, a concept that has been long discussed until the clarification of the Appellate Body
in Canada — Autos®. In this dispute, the then European Communities and Japan complained
that an import duty exemption accorded by Canada only to the supplier identified by Canada
itself violated the most-favoured-nation clause of GATS Article II:1 as it accorded “less
favourable treatment” to the Members’ suppliers excluded from this exemption with respect to
those to which it was granted. The Panel agreed with the complainants, Canada appealed the
decision and argued, among the other things, that the measure at issue was not a measure
“affecting trade in services” and, as consequence, that GATS Article II did not apply. The
Appellate Body, first of all, had to determine the meaning of measure “affecting trade in
services” and identified two key requirements: (1) the “trade” has to be “trade in services” in
the sense of GATS Article 1:2; and (2) the measure at issue must “affects” such “trade in
services” within the meaning of GATS Article 1:1.%°

Since the term “service” itself is not properly defined in the GATS, as Article 1:3(b)
simply states that the term “services” includes: “any service in any sector except services
supplied in the exercise of governmental authority” 7°, the concept of “trade in services” was
only partially determined in the light of four modes of supply services according to GATS
Article 1:271, For expositive clearness I recall that these four modes are: (i) cross-border supply,
in which the service itself crosses the border, while the service supplier and the service
consumer remain each in its respective country; (ii) consumption abroad, in which the service
consumer crosses the border, moving to the country of the service supplier to receive the
service; (iii) commercial presence, in which the service supplier crosses the border, moving to
the country of the service consumer to offer the service through its own professional
establishment in loco; and (iv) natural person presence, in which the service supplier moves
temporarily and personally (or through a representative) to the country of the service consumer.

It comes to help GATS Article XXVIII(b) according to which the “supply of a service”
includes “the production, distribution, marketing, sale and delivery of a service”. In conclusion,
“trade on services” refers to the supply of the broad and vague concept of “services” — that we
suggest to consider as all tradable products that are not goods — through the aforementioned
four modes of supply. In turn, however, the four modes of supply are vaguely defined, with the

adjudicatory bodies having addressing the meaning only of two of them. The Panel in Mexico-

8 Appellate Body Report, Canada — Certain Measures Affecting the Automotive Industry (Canada - Autos),
WT/DS139/AB/R; WT/DS142/AB/R, adopted 31 May 2000.

8 Appellate Body Report, Canada - Autos, para. 155.

0 GATS Art. 1:3(b)

1 \VVAN DE BOSSCHE, PREVOST, 0p. Cit., p 62.
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Telecoms, in fact, was faced with the question of whether a US telecommunications service
provider could be considered as supplying its product to Mexican consumers through mode 1
(cross-border), without operating in Mexico. According to the US, the services at issue were
supplied in cross-border modality within the meaning of GATS Article 1:2(a) because providers
in the territory of the US delivered their services, for example a telephone call originated in the
US and terminated in Mexico, from their facilities in the US to the Mexican border where,
under Mexican law, the traffic was transferred to Mexican operators. Mexico, argued that, in
order for the supply to be cross-border, the supplier must itself transmit the customer data within
the territory of that other member. The Panel agreed with the US because according to GATS
Article 1:2(a) the ordinary meaning of the words cross-border “indicate that the service is
supplied from the territory of one Member into the territory of another Member”, but
“[sJubparagraph (a) is silent as regards the supplier of the service” and “[t]he use of the terms
‘present’ and ‘presence’ in this section are not intended to refer specifically to the supply of a
service through ‘commercial presence2, in the sense of Article 1:2(c)”. Thus, “[t]he silence of
subparagraph (a) with respect to the supplier suggests that the place where the supplier itself
operates, or is present, is not directly relevant to the definition of cross-border supply.”’?
Instead, for the commercial presence mode of supply the Panel stated that “[t]he definition of
services supplied through a commercial presence makes explicit the location of the service
supplier. It provides that a service supplier has a commercial presence — any type of business
or professional establishment — in the territory of any other Member. The definition is silent
with respect to any other territorial requirement (as in cross-border supply under mode 1) or
nationality of the service consumer (as in consumption abroad under mode 2). Supply of a
service through commercial presence would therefore not exclude a service that originates in
the territory in which a commercial presence is established (such as Mexico), but is delivered
into the territory of any other Member (such as the United States)”.”

The second key issue to determine the meaning of measure “affecting trade in services”
is what “affects” meaning with regards to trade in services. The concept of “affecting” has been
defined by the Appellate Body in the EC — Bananas |1l according to which “(...) the use of the
term ‘affecting’ reflects the intent of the drafters to give a broad reach to the GATS. The
ordinary meaning of the word ‘affecting’ implies a measure that has ‘an effect on’, which
indicates a broad scope of application. This interpretation is further reinforced by the

conclusions of previous panels that the term ‘affecting’ in the context of Article Il of the GATT

2 panel Report, Mexico - Measures Affecting Telecommunications Services (Mexico-Telecoms), WT/DS204/R,
adopted 1 June 2004, para. 7.30.
73 Panel Report, Mexico-Telecoms, para. 7.375.
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is wider in scope than such terms as ‘regulating’ or ‘governing’.”"* Thus, it is not required for
a measure to directly regulate trade in services, in order to affect it under GATS Avrticle I:1, but
it is sufficient that it has an influence, an effect on its trade. Lastly, we recall that GATS Article
XXVIII(c) provides for a non-exhaustive list of “measures by Members affecting trade in
services” including “(i) the purchase, payment or use of a service; (ii) the access to and use of,
in connection with the supply of a service, services which are required by those Members to be
offered to the public generally; (iii) the presence, including commercial presence, of persons

of a Member for the supply of a service in the territory of another Member; (...).”

6.1.2. The likeness requirement: “like services and service suppliers”

Once it has been fulfilled the first condition required by the three-tier test of GATS
Avrticle 11:1, establishing that the measures at issue are covered by the Agreement, it has to be
analysed the second one: whether the services or service suppliers concerned are “like services”
or “like service suppliers”. The concept of likeness is essential for the MFN obligation, because
the provision applies only if the services and service supplier are “like”, however, probably
because of its complexity, “likeness” has not defined within the GATS and the WTO
adjudicatory bodies had to face the issue.

To determine “likeness” of services and service suppliers, the starting point is the literal
meaning of the term.” “Likeness” was defined in first place with reference to goods: the
Appellate Body in EC — Asbestos quoted the New Shorter Oxford English Dictionary, stating
that “like” means “/hjaving the same characteristics or qualities as some other ... thing; of
approximately identical shape, size, etc., with something else; similar. This meaning suggests
that ‘like” products are products that share a number of identical or similar characteristics or
qualities.””® More precisely, in the dispute Japan — Alcoholic Beverages, the Appellate Body
established several criteria to define like products: “(i) the product's end-uses in a given market;

il) consumers’ tastes and habits; (iii) the product's properties, nature and quality”.”” Given
p prop q

4 Appellate Body Report, EC — Bananas Il1, para. 220.

S WOLFRUM, Article 1l GATS, in WOLFRUM, STOLL, FEINAUGLE (eds), WTO — Trade in Services, Max Planck
Commentaries on world Trade Law, Martinus Nijhoff Publishers, Leiden/Boston, 2008, p. 82.

6 Appellate Body Report, European Communities — Measures Affecting Asbestos and Products Containing
Asbestos (EC - Asbestos), WT/DS135/AB/R, adopted on 5 April 2001, paras. 90-91.

" Appellate Body Report, Japan - Taxes on Alcoholic Beverages (Japan — Alcoholic Beverages I1), WT/DS8/10;
WT/DS10/10; WT/DS11/7, adopted on 1 November 1996, para. 20; see also Appellate Body Report, EC -
Asbestos, para. 101; Panel Report, Indonesia — Certain Measures Affecting the Automobile Industry (Indonesia -
Autos), WT/DS54/R, adopted on 23 July 1998, para. 14.109; Panel Report, Panel Report, Philippines — Taxes on
Distilled Spirits (Philippines — Distilled Spirits), WT/DS403/R, adopted on 20 January 2012, paras. 7.31-7.37 and
7.124-7.127; Appellate Body Report, Canada — Certain Measures Concerning Periodicals (Canada —
Periodicals), WT/DS31/AB/R, adopted on 30 July 1997, pp. 21-22; Panel Report, Argentina— Measures Affecting
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the uncontroversial differences between goods and services, in Argentina-Financial Services’®,
the Appellate Body had to adapt these criteria to services and service supplier’®: (i) the
characteristics of the service or the service supplier; (ii) consumer habits and preferences
regarding the service or service supplier; and (iii) the classification and description of the
service in the United Nations Central Product Classification (CPC) system.® Moreover, the
Appellate Body noted that “the reference to ‘services and service suppliers’ indicates that
considerations relating to both the service and the service supplier are relevant for determining
"likeness™ under Articles I11:1 and XVII:1 of the GATS. The assessment of likeness of services
should not be undertaken in isolation from considerations relating to the service suppliers, and,
conversely, the assessment of likeness of service suppliers should not be undertaken in isolation
from considerations relating to the likeness of the services they provide. We see the phrase ‘like
services and service suppliers’ as an integrated element for the likeness analysis under Articles
I1:1 and XVII:1, respectively. Accordingly, separate findings with respect to the "likeness" of
services, on the one hand, and the "likeness" of service suppliers, on the other hand, are not
required. Because the "likeness™ analysis serves to assess the competitive relationship of the
"services and service suppliers™ at issue, the particular features of that competitive
relationship, in the circumstances of any specific case, will determine the relative weight to be
accorded in the analysis of "likeness™ to considerations relating to the service and the service
supplier, respectively. In any event, in a holistic analysis of "likeness", considerations relating
to both the service and the service supplier will be relevant, albeit to varying degrees,
depending on the circumstances of each case.”® In consideration of the difficulty to assess
“likeness” for services and service suppliers, thus, the Appellate Body concluded that the
likeness must be determined on the basis of competitive relationship of the services and service
suppliers at issue and that, in any case, it must be evaluated case-by case.

To date, Argentina — Financial Services is the most relevant case law that interprets the
concept of “likeness” in services. The dispute and the reasoning of the Appellate Body on the
matter will be analysed more in-depth in Chapter Four, devoted to the WTO jurisprudence on

Financial Services.

the Export of Bovine Hides and the Import of Finished Leather (Argentina — Hides and Leather), WT/DS155/R,
adopted on 16 February 2001, para. 11.167.

8 Appellate Body Report, Argentina - Measures Relating to Trade in Goods and Services (Argentina — Financial
Services), WT/DS453/AB/R, adopted on 9 May 2016, para. 6.32.

% VAN DEN BosscHE, The Law and Policy of the World Trade Organization. Text, Cases and Materials,
Cambridge, Cambridge University Press, 2017, p. 334.

80 See Chapter Two.

81 Appellate Body Report, Argentina — Financial Services, para. 6.29.
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6.1.3. Treatment no less favourable

Finally, the three-tier test requires that the services or service suppliers of any given
WTO Member must be accorded, “immediately and unconditionally, treatment no less
favourable” than the treatment accorded to like services and service suppliers of any other
country.

Immediately means “as soon as the granting party accords to any other country
favourable treatment within the scope of the subject matter of the clause”.®?

Unconditionally means “without equivalent compensation®® and it has been analysed
in-depth by the Panel in Canada — Autos®*, according to which “the ordinary meaning of
‘unconditionally’ is ‘not subject to conditions’.” However, in the Panel view Japan had
misinterpreted the meaning of the word “unconditionally” within the context of GATT Article
I:1, because “[t/he word ‘unconditionally’ in Article I:1 does not pertain to the granting of an
advantage per se, but to the obligation to accord to the like products of all Members an
advantage which has been granted to any product originating in any country. The purpose of
Article I:1 is to ensure unconditional MFN treatment. In this context, we consider that the
obligation to accord ‘unconditionally’ to third countries which are WTO Members an
advantage which has been granted to any other country means that the extension of that
advantage may not be made subject to conditions with respect to the situation or conduct of
those countries”. The Panel concluded its analysis stating that, in order for a treatment to be
granted “unconditionally”, it “must be accorded to the like product of all WTO Members
without discrimination as to origin”.8

It is recognised unanimously that treatment of services and service suppliers is less
favourable when a certain measure put in place by a WTO Member alters the conditions of
competition in favour of like services or service suppliers from any other country”®. In fact,
GATS Article II does not provide a definition of “treatment no less favourable”, however,
GATS Article XVII:3 states that “[flormally identical or formally different treatment shall be
considered to be less favourable if it modifies the conditions of competition in favour of services
or service suppliers of the Member compared to like services or service suppliers of any other
Member.” The provision has been interpreted in the sense that a measure constitutes less

favourable treatment if it modifies the conditions of competition and that both de jure and de

82 WOLFRUM, op. cit., p. 85.

83 WOLFRUM, op. cit., p. 86.

8 panel Report, Canada — Certain Measures Affecting the Automotive Industry (Canada - Autos), WT/DS139/R;
WT/DS142/R, adopted on 31 May 2000.

% Panel Report, Canada - Autos, para. 10.23.

8 VAN DE BOSSCHE, PREVOST, 0p. Cit., p 66.
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facto discrimination must be included. As we previously stated, this inclusion of both types of
discrimination has been extended to GATS Article Il, even if only GATS Article XVII
explicitly provides so.

In Argentina-Financial Services the Appellate Body concluded on the issue that “the
established legal standard for ‘treatment no less favourable’ under the non-discrimination
provisions of the GATS is whether a measure modifies the conditions of competition to the
detriment of like services or service suppliers of any other Member.”®” The Appellate Body
pointed out that this legal standard does not contemplate “the regulatory aspects” when
assessing the “treatment no less favourable”,® however specifying that their “analysis does not
suggest that any evidence relating to the regulatory aspects must a priori be excluded.
Consistent with the established approach to assessing ‘less favourable treatment’ under the
GATT 1994, an assessment of whether a measure modifies the conditions of competition to the
detriment of like services or service suppliers of any other Member must begin with careful
scrutiny of the measure, including consideration of the design, structure, and expected
operation of the measure at issue. In such assessment, to the extent that evidence relating to the
regulatory aspects has a bearing on the conditions of competition, it might be taken into
account, subject to the particular circumstances of a case, and as an integral part of a panel's
analysis of whether the measure at issue modifies the conditions of competition to the detriment
of like services or service suppliers of any other Member.”8°

In this dispute, the Appellate Body determined that the evaluation of the “less favourable
treatment” must be based on the measure at issue, while the regulatory aspects related to the
implementation of the measure itself, “cannot convert a measure’s detrimental impact on the
conditions of competition into ‘treatment no less favourable™.%

Nonetheless, the regulatory aspects are covered by the exemptions and exceptions of

the GATS, that give WTO Members space for their national regulatory concerns.

6.1.4. The exemptions to the MFN clause

The GATS allowed its Members to exempt from the application of the GATS Article 11
by inserting the measure they want to exclude in the Annex of Article Il Exemptions before the

entry into force of the agreement itself — i.e. 1 January 1995 -. After this date, if a Member want

87 Appellate Body Report, Argentina — Financial Services, para. 6.115.
8 Appellate Body Report, Argentina — Financial Services, para. 6.111.
8 Appellate Body Report, Argentina — Financial Services, para. 6.127.
% VAN DE BOSSCHE, PREVOST, 0p. cit., p 66.
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to exempt a measure from the application of the MFN obligation under Article 11, it has to
obtain a waiver from the MFN obligation pursuant to Article IX:3 of the WTO Agreement.®!

GATS Article II:2 provides that “[a] Member may maintain a measure inconsistent with
paragraph 1 provided that such a measure is listed in, and meets the conditions of, the Annex
on Article Il Exemptions”. Exemptions have been made by around two-thirds of WTO Members
for over 400 exemptions in total, mostly concerning transport, communications, financial and
business services.?? The measures have to be inserted in a list of MFN exemptions with the
indication of some legal requirements: the description of the sector in which the exemption
applies and of the measure; the reason for the exemption; the coverage (meaning the country or
countries to which the measure applies) and the duration. In fact, Paragraph 6 of the Annex on
Article 11 Exemptions provides that exemptions should not exceed ten years, however, most
exemptions have no definitive date for termination and many continue to apply them, relying
on the permissive language of Paragraph 6 itself, according to which “in principle” exemptions
“should not” exceed ten years.

Regards to least-developed-countries Members, the 8" Ministerial Conference in
Geneva in December 2011 adopted the so called “LDC services waiver”®, that became
operation at the Bali Ministerial Conference in 2013% and allows to grant — temporarily-
preferential treatment to services and service suppliers from least-developed-countries
Members. %

During the Nairobi Ministerial Conference in 2015%, the duration of this waiver was
extended until 2030 by adopting a decision on the “Implementation of Preferential Treatment
in Favour of Services and Service Suppliers of Least-Developed Countries and Increasing LDC
Participation in Services Trade”. The waiver has received moderate success, as, to date, over

50 WTO Members have notified preferential treatment according to the provision.®’

1 Annex on Avrticle 11 Exemptions, para. 2.

92 https://www.mofa.go.jp/policy/economy/wto/mfn0105.html

9 Geneva Ministerial Conference, Preferential Treatment to Services and Service Suppliers of Least-Developed
Countries, Decision of 17 December 2011, WT/L/847, dated 19 December 2011.
https://docs.wto.org/dol2fe/Pages/SS/directdoc.aspx?filename=q:/WT/L/847.pdf&Open=True

% Bali Ministerial Conference, Operationalization of The Waiver Concerning Preferential Treatment to Services
and Service Suppliers of Least-Developed Countries, Decision of 7 December 2013, WT/MIN(13)/43, WT/L/918,
dated 11 December 2013.
https://docs.wto.org/dol2fe/Pages/SS/directdoc.aspx?filename=q:/WT/MIN13/43.pdf&Open=True

% VAN DEN BOSSCHE, ZDoUc, op. cit., p. 338.

% Nairobi Ministerial Conference, Implementation of Preferential Treatment in Favour of Services and Service
Suppliers of Least Developed Countries and Increasing LDC Participation in Services Trade, Decision of 19
December 2015, WT/MIN(15)/48, WT/L/982, dated 21 December 2015.
https://docs.wto.org/dol2fe/Pages/SS/directdoc.aspx?filename=q:/WT/MIN15/48.pdf&0Open=True

% https://www.wto.org/english/tratop_e/serv_e/ldc_mods_negs_e.htm
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6.2. The National Treatment obligation of GATS Article XVII GATS

Article XVII of the GATS introduces in the Agreement the national treatment
obligation, which constitutes the other pillar of the non-discrimination principle, together with
the most-favoured-nation obligation. The provision aims at eliminating discriminatory
treatments between foreign and domestic services and service suppliers, assuring that they are
all subject to the same conditions of competition. The provision differs both from the MFN
clause of GATS Article 1l and the national treatment obligation of GATT Article I111.%8 In fact,
respectively, the most-favoured-nation treatment of GATS Article Il applies in principle to all
measures affecting trade in services, unless the WTO Member has explicitly excluded such
application; GATT Article 11, instead, has general application to all trade in goods. On the
contrary, GATS Article XVII is a “specific commitment”, meaning that it applies only to the
measures affecting trade in the services sectors in which a Member has explicitly made a
commitment under the national treatment. The same procedure is established for the market
access obligation, as we are going to see, and requires that each Member inscribes its national
treatment and market access commitments in its schedule of specific commitment. These
schedules are mandatory for all WTO Members, because it is required a minimum level of
commitment for both provisions and are attached to the GATS, as part of the agreement itself®°.
Consequently, they must be interpreted in accordance with the customary international rules on
treaty interpretation of Articles 31 and 32 of the Vienna Convention on the Law of Treaties.'®

GATS Atrticle XVII:1 requires a Member to treat services and service suppliers of
another Member no less favourably than its own like services and service suppliers. Its
paragraph 2 explicitly establishes that the requirement of national treatment can be met through

formally identical treatment or formally different treatment, therefore including both de iure

% 1. The contracting parties recognize that internal taxes and other internal charges, and laws, regulations and
requirements affecting the internal sale, offering for sale, purchase, transportation, distribution or use of products,
and internal quantitative regulations requiring the mixture, processing or use of products in specified amounts or
proportions, should not be applied to imported or domestic products so as to afford protection to domestic
production.

2. The products of the territory of any contracting party imported into the territory of any other contracting party
shall not be subject, directly or indirectly, to internal taxes or other internal charges of any kind in excess of those
applied, directly or indirectly, to like domestic products. Moreover, no contracting party shall otherwise apply
internal taxes or other internal charges to imported or domestic products in a manner contrary to the principles
set forth in paragraph 1. (...) 4. The products of the territory of any contracting party imported into the territory
of any other contracting party shall be accorded treatment no less favourable than that accorded to like products
of national origin in respect of all laws, regulations and requirements affecting their internal sale, offering for
sale, purchase, transportation, distribution or use. The provisions of this paragraph shall not prevent the
application of differential internal transportation charges which are based exclusively on the economic operation
of the means of transport and not on the nationality of the product.

9 VAN DEN BOSSCHE, op. cit., p. 400.

100 VAN DEN BOSSCHE, PREVOST, op. cit., p 79.

37



and de facto non-discrimination. And paragraph 3 specifies that “[flormally identical or
formally different treatment shall be considered to be less favourable if it modifies the
conditions of competition in favour of services or service suppliers of the Member compared to
like services or service suppliers of any other Member”. Therefore, like the national treatment
standard of GATT Atrticle 111, GATS Article XV1I aims at the protection of a level playing field
between domestic and foreign services and service suppliers, as confirmed by the Panel that in
China—Electronic Payment Services stated that “Article XVI1I seeks to ensure equal competitive
opportunities for like services of other Members”.1%!

Moreover, the provision is completed by footnote 10 which specifies that the national
treatment obligation does not require the compensation for “inherent competitive disadvantages
which result from the foreign character of the relevant services or service suppliers”. In this
way, the drafters clarified that GATS Article XVII requires WTO Members to guarantee the
competitive relationship between domestic and foreign services and service suppliers, however
it is not their responsibility to make sure in advance that the economic preconditions are fair
and equal.

In Argentina-Financial Services the Appellate Body therefore held that “the standard
of ‘treatment no less favourable’ must be based on the impact on the conditions of competition
that results from the contested measure”.2?Moreover according to the Panel in EC — Bananas
111, “[i]n order to establish a breach of the national treatment obligation of Article XVII, three
elements need to be demonstrated: (i) the EC has undertaken a commitment in a relevant sector
and mode of supply; (ii) the EC has adopted or applied a measure affecting the supply of
services in that sector and/or mode of supply; and (iii) the measure accords to service suppliers
of any other Member treatment less favourable than that it accords to the EC's own like service
suppliers”.1%3 In the subsequent disputes China - Publications and Audiovisual Products and
China-Electronic Payment Services'%, the Panel agreed with EC — Bananas 11 on the three-
tier test to verify the consistency of a measure with the national treatment obligation. Moreover,
to the three requirements provided in EC — Bananas Il (i.e. (i) whether the measures affect
trade in services; (ii) whether the foreign and domestic services or service suppliers are “like

services” or “like service suppliers”; (iii) whether the foreign services or service suppliers are

101 panel Report, China — Electronic Payment Services, para. 7.700.

102 Appellate Body Report, Argentina — Financial Services, para. 6.104.

103 panel Report, EC — Bananas I, para. 7.314.

104 panel Report, China — Measures Affecting Trading Rights and Distribution Services for Certain Publications
and Audiovisual Entertainment Products (China-Publications and Audiovisual Products), WT/DS363/R, adopted
19 January 2010, para. 7.942.
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granted treatment no less favourable) was added the preliminary issue of verify whether the

measure fall within the scope of Article XVII.

6.2.1. The scope of GATS Article XV1I

As we previously stated, the national treatment obligation of GATS Article XVII,
contrary to both the corresponding provision of GATT Atrticle 111 and the MFN obligation of
GATS Article II, is a “specific commitment”, meaning that it does not apply generally to all
trade in services, but exclusively to those services sector to which each Member has decided to
grant national treatment in its schedule of specific commitments. Thus, when applying the
provision, the adjudicatory body has first of all to verify whether the measure at issue pertains
to a sector to which the Member that implemented the measure has granted national treatment.

The Panel in China - Publications and Audiovisual Products faced the issue, having to
decide whether the distribution of sound recording through electronic means was comprised
within the Audiovisual Services sector (sector 2.D), to which China had granted national
treatment. China argued that its entry was limited to the distribution of such services in physical
form, but the Panel, interpreting the entry in accordance with Articles 31 and 32 of the Vienna
Convention concluded that the national treatment covered both physical and electronic
distributions.0®

The Appellate Body agreed with the Panel, finding moreover that “interpreting the
terms of GATS specific commitments based on the notion that the ordinary meaning to be
attributed to those terms can only be the meaning that they had at the time the Schedule was
concluded would mean that very similar or identically worded commitments could be given
different meanings, content, and coverage depending on the date of their adoption or the date
of a Member's accession to the treaty. Such interpretation would undermine the predictability,
security, and clarity of GATS specific commitments, which are undertaken through successive
rounds of negotiations, and which must be interpreted in accordance with customary rules of

interpretation of public international law.”0®

6.2.2. The measures affecting the supply of services

The concept of “measure affecting trade in services” has been already discussed with
regard to the MFN obligation and the same interpretation can be applied to the national

treatment obligation. Thus, we recall that the Appellate Body in Canada — Autos, recognized

105 panel Report, China-Publications and Audiovisual Products, para. 7.1265.
106 Appellate Body, China - Publications and Audiovisual Products, para. 397.
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two key issues to define whether a measure “affects trade in services”: (i) the “trade” has to be
“trade in services” in the sense of Article I:2: that includes all services except those supplied in
the exercise of governmental authority; (ii) the measure at issue must “affects” such “trade in
services” within the meaning of Article I:1, evaluating “the conditions of competition in supply
of a service”1%” and determining whether the measure has an effect on the supply of that service:
by analogy, we can use the same interpretation given by the Appellate Body in EC — Bananas
Il concerning the term “affecting trade in services” and according to which “[t]he ordinary
meaning of the word ‘affecting’ implies a measure that has ‘an effect on’, which indicates a
broad scope of application. This interpretation is further reinforced by the conclusions of
previous panels that the term ‘affecting’ in the context of Article Il of the GATT is wider in
scope than such terms as ‘regulating’ or ‘governing’.”’'° The same reasoning was followed by
the Panel in China - Publications and Audiovisual Products that, having to rule on whether the
measures at issue affected the supply of reading materials distribution, established that the term
“affecting” is wider in scope than “regulating” or “governing”.1%

Finally, we recall also that the “supply of services”, as defined at Article XXVII(b),
includes “the production, distribution, marketing, sale and delivery of a service”, which means
that the measures affecting merely the consumption of services are not included, if we
considered that Article XXVIII(c) defines “measures affecting trade in services” as including

“(i) the purchase, payment or use of a service”.*1

6.2.3. The concept of “likeness” for services and service suppliers

The third element of the national treatment principle is the “likeness” between foreign
and domestic services and service suppliers. The problem is the same we faced for the MFN
provision: in order to apply GATS Article XVII, the services and service suppliers must be
“like”, but the meaning of “likeness” for trade in services within the WTO legal framework
remains vague. Just as for the MFN obligation, the starting point is the literal meaning of the
term, as quoted by the Appellate Body in EC — Asbestos from the New Shorter Oxford English
Dictionary: “like” means “[h]aving the same characteristics or qualities as some other ... thing;

of approximately identical shape, size, etc., with something else; similar. This meaning suggests

107 panel Report, EC — Bananas Il1, para 7.281; see also Appellate Body Report, Canada - Autos, para. 155.

108 Appellate Body Report, EC — Bananas 111, para. 220.

109 panel Report, China - Publications and Audiovisual Products, para. 7.971.

110 KRAJEWSKI, ENGELKE, Article XVII GATS, in WOLFRUM, STOLL, FEINAUGLE (eds), WTO — Trade in Services,
Max Planck Commentaries on world Trade Law, Martinus Nijhoff Publishers, Leiden/Boston, 2008, p. 399.
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that "like" products are products that share a number of identical or similar characteristics or
qualities.”

Like for the MFN, we must use the criteria established by the GATT jurisprudence on
like products under GATT Article 111 and adequate them to the GATS: first, the classification
of services according to the United Nations Central Product Classification (CPC) system?!, on
which the Services Sectoral Classification List is based, developed by the GATT Secretariat
during the Uruguay Round and contained in the W/120 list attached to the Scheduling
Guidelines. We could object, however, that the CPC has been developed for statistical purposes
and does not consider the competitive relationship between services, which is a key aspect for
national treatment and should be taken into account when determining the “likeness”. 2

Second, we have the end-uses of the service (ii) and the behavior of consumers (iii).
Services could be considered “like” if their prices and the demand for each of them are strictly
linked. However, these data are not always easily available. In the same way, it is problematic
to determine “likeness” between service suppliers: in EC-Bananas, the Panel stated that “to the
extent that entities provide these like services, they are like service suppliers”*® and the Panel
in Canada — Autos!'* agreed with this approach. However, this assertion could be criticized for
being almost tautological in define “like suppliers” those who trade “like services” and,
moreover, not giving a satisfying definition of “like services”. Thus, the WTO jurisprudence
kept addressing the issue: in China—Publications and Audiovisual Products, the Panel held if
the only element distinguishing between two entities is their origin, they can be considered “like
service suppliers” without any further analysis.’'® On the contrary, in China—Electronic
Payment Services the Panel first pointed out that the criteria used to define likeness for trade in
goods can’t be “simply transpose” to trade in services'!® because of the “important
dissimilarities” between the two areas of trade.'!’ Thus, the Panel, starting from the dictionary
definition of “like” according to which something is like in respect of something else,®
concluded that “like services are services that are in a competitive relationship with each other
(or would be if they were allowed to be supplied in a particular market).”'*®* Moreover, the

Panel established that the “likeness” must assessed case-by-case’?® and the determination

111 See Chapter Two.

112 KRAJEWSKI, ENGELKE, op. Cit., p. 402.

113 panel report, EC-Bananas, para. 7.322.

114 panel Report, Canada - Autos, para. 10.248.

115 panel Report, China - Publications and Audiovisual Products, para. 7.975.
116 panel Report, China—Electronic Payment Services, para. 7.698.

117 panel Report, China—Electronic Payment Services, para. 7.699.

118 \/AN DEN BOSSCHE, ZDOUC, 0p. cit., p. 406.

119 panel Report, China—Electronic Payment Services, para. 7.700.

120 panel Report, China—Electronic Payment Services, para. 7.701.
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“should be based on arguments and evidence that pertain to the competitive relationship of the
services being compared”.'? The same approach was followed in Argentina — Financial
Services, where the Appellate Body agreed that the analysis of likeness must determine whether
the services and service suppliers, respectively, are in a competitive relationship with each

other.122

6.2.4. The “treatment no less favourable” issue

The final issue concerns whether the foreign services and service suppliers are granted
a treatment no less favourable than that accorded to the domestic ones. Paragraphs 2 and 3 of
Article XVII clarify that the national treatment obligation is breached when a measure
discriminate the foreign services and service suppliers, granting better conditions for domestic
services and service suppliers. Both formally identical and formally different treatments are
equally — and explicitly — prohibited by the provision.

The typical form of discrimination is the de jure discrimination, according to which the
measure provides for a different treatment for a foreign service or service supplier based on its
origin, therefore modifying the conditions of competitions in favour of the domestic ones.
However, it is not sufficient for a measure to establish a formally different treatment towards
foreign services and service suppliers in order to be in breach of the national treatment, but it
has to concretely modify the conditions of competition in favour of the domestic services and
service suppliers.

The national treatment can also be violated through formally identical treatment, the so-
called de facto discrimination. In this case no distinction is made on the basis of origin, but
implementing measures - apparently neutral - the conditions of competition are modified in
favour of domestic service and service suppliers. The Panel in China — Electronic Payment
Services specified that “as regards the concept of ‘less favourable treatment’, Article XVII:3
provides useful clarification. It states that formally identical or different treatment is deemed
less favourable ‘if it modifies the conditions of competition in favour of Sservices or service
suppliers of the Member compared to like services or service suppliers of any other Member’.
We deduce from this that, subject to all other Article XVII conditions being fulfilled, formally

identical or different treatment of service suppliers of another Member constitutes a breach of

121 panel Report, China—Electronic Payment Services, para. 7.702.
122 Appellate Body Report, Argentina — Financial Services, para. 6.31.
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Article XVII:1 if and only if such treatment modifies the conditions of competition to their
detriment.”1?3

The Panel in Argentina — Financial Services had to established whether the measures at
issue were in breach of GATS Article XVII and found that, when interpreting the notion of
“treatment no less favourable” in the context of the mentioned article, “the relevant regulatory
aspects concerning service suppliers which have an impact on the conditions of competition”
should be taken into account. In fact, the “[c]onsideration of these regulatory aspects could,
depending on the case, mean that certain regulatory distinctions between service suppliers
established by a Member do not necessarily constitute “treatment less favourable” within the
meaning of Article XVII of the GATS.”*?* The Appellate Body reversed the Panel finding,
concluding instead that the treatment no less favourable “is focused on a measure's modification
of the conditions of competition. This legal standard does not contemplate a separate and
additional inquiry into the regulatory objective of, or the regulatory concerns underlying, the
contested measure.”?® However, the “regulatory standards™ are not completely irrelevant but,
moreover, “to the extent that evidence relating to the regulatory aspects has a bearing on the
conditions of competition, it might be taken into account, subject to the particular
circumstances of a case, and as an integral part of a panel's analysis of whether the measure
at issue modifies the conditions of competition to the detriment of like services or service
suppliers of any other Member”.*%6 Thus, it recognized that the possibility for Argentina
whether to have access to tax information on foreign services and service suppliers could have
an impact on the aforementioned competitive relationship between services and service

suppliers.t?’

6.3. Barriers to trade: Market Access regulation within the GATS

Trade can be restricted through two main categories of barriers to market access: tariff
barriers and non-tariff barriers but, while tariff barriers are fundamental for trade in goods, they
are of marginal relevance for trade in services, because of the nature itself of the product and
the way in which it is supplied. In fact, the primary source of trade restriction for services comes

from domestic regulations that governments impose over their production and consumption,

123 panel Report, China - Electronic Payment Services, para. 7.687

124 panel Report, Argentina — Financial Services, para. 7.493.

125 Appellate Body Report, Argentina — Financial Services, para. 6.106.
126 Appellate Body Report, Argentina — Financial Services, para. 6.127.
127\/AN DE BOSSCHE, PREVOST, 0p. cit., p 80.
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rendering more difficult trade relationships in services.*? They, moreover, are subject to many
non-tariff barriers, that contrary to tariff barriers - progressively reduced starting for the late
40s -, have gained a prominent role in regulating international trade.

The GATS disciplines two types of non-tariff barriers to trade in services: market access
barriers and other barriers to trade in services,'?® whose progressive reduction is without doubt
a fundamental tool to achieve the WTO objectives.

Within the GATS the market access provisions is laid down in its Article XVI¥°, that
requires a WTO Member to grant market access according to the terms, limitations, and
conditions specified in its Schedule of Specific Commitments. GATS Article XVI:2 specifies
that a Member may not maintain or adopt any of the measures specifically mentioned in its six
sub-paragraphs (XVI:2(a)-(f)) providing an exhaustive list of such limitations: (1) on the
number of service suppliers; (2) on the service transactions or (3) the total number of service
operations expressed in the form of numerical quotas, monopolies, exclusive service suppliers,
and the requirements of an economic needs test; (4) on the number of natural persons that may
be employed in a particular service sector or that a service supplier may employ; (5) on the
amount of foreign capital invested in service suppliers; (6) on the participation of foreign capital
on foreign shareholding or the total value of individual or aggregate foreign investment.*3

If a Member made a full market access commitment in a particular sector or subsector,
all measures mentioned in GATS Article XVI: 2 are prohibited. WTO Members may, however,
limit their market access commitment by listing those measures which would otherwise violate

the market access obligation in their schedules. In US-Gambling, the Panel (subsequently

128 See Chapter Two.

125 \/AN DEN BOSSCHE, ZDOUC, op. cit., p. 518.

130 1. With respect to market access through the modes of supply identified in Article I, each Member shall accord
services and service suppliers of any other Member treatment no less favourable than that provided for under the
terms, limitations and conditions agreed and specified in its Schedule.

2. In sectors where market-access commitments are undertaken, the measures which a Member shall not maintain
or adopt either on the basis of a regional subdivision or on the basis of its entire territory, unless otherwise specified
in its Schedule, are defined as:

(a) limitations on the number of service suppliers whether in the form of numerical quotas, monopolies, exclusive
service suppliers or the requirements of an economic needs test;

(b) limitations on the total value of service transactions or assets in the form of numerical quotas or the requirement
of an economic needs test;

(c) limitations on the total number of service operations or on the total quantity of service output expressed in
terms of designated numerical units in the form of quotas or the requirement of an economic needs test;

(d) limitations on the total number of natural persons that may be employed in a particular service sector or that a
service supplier may employ and who are necessary for, and directly related to, the supply of a specific service in
the form of numerical quotas or the requirement of an economic needs test;

(e) measures which restrict or require specific types of legal entity or joint venture through which a service supplier
may supply a service; and

(f) limitations on the participation of foreign capital in terms of maximum percentage limit on foreign share-
holding or the total value of individual or aggregate foreign investment.

131 VAN DEN BOSSCHE, ZDouc, op. cit., p. 518.
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upheld by the Appellate Body®?) considered the list of GATS Avrticle XVI: 2 as exclusive, but
interpretated the expression “numerical quota” of subparagraph b) broadly, including in its
meaning also the total ban of a particular service, considering the term “zero quota” as a
limitation “in the number of service suppliers ... in the form of quotas” within the meaning of
Article XV11:2.133

Finally, in Argentina — Financial Services the Appellate Body concluded that “that a
measure will be covered by Article XVI:2(a) of the GATS if it regulates ‘service suppliers’ as
such, that is, when the measure is aimed at persons in their capacity as service suppliers.”34

Apart from the limitations on foreign capital, all measures mentioned in GATS Atrticle
XVI: 2 are measures which can be applied both on a discriminatory and a non-discriminatory
basis.'®> However, since discriminatory measures are also covered by the national treatment
obligation, the application of Article XVI to non-discriminatory market access restrictions is of
greater practical importance. The provision is thus functionally equivalent to the market access
provision of GATT Article XI: in fact, both provisions address non-discriminatory barriers to
market access and complement the non-discrimination principles of most-favoured-nation
treatment and national treatment.

Currently, market access commitments for trade in services are very limited because the
majority of WTO Members have simply agreed to the existing level of market access, but, given
the importance of progressive liberalization of trade in services, negotiations on such matter are
part of the WTO agenda®®. In fact, a Working Party on Domestic Regulation was established
in 1999 with the mandate to develop generally applicable disciplines on domestic regulation
applicable to any services sectors within the scope of the GATS. Since then, WTO Members
have met regularly to work on the further liberalisation of trade in services, but due to COVID-
19, the last meeting to the time of writing, was held in March 2019.%%7

Moreover, at the Bali Ministerial Conference in 2013 the WTO Member States have
given the WTO an explicit mandate to continue the Doha negotiations'3® and it was adopted the

Trade Facilitation Agreement with the aim of reduce trade costs and boost global trade®*°. At

132 VAN DEN BOSSCHE, ZDouc, op. cit., p. 519, quoting Appellate Body Report, US — Gambling, para. 250.

133 Panel Report, US — Gambling, paras. 227-238.

134 Appellate Body Report, Argentina — Financial Services, para. 7.424.

135 /AN DEN BOSSCHE, ZDOUC, op. cit., p. 518.

136 \/AN DE BOSSCHE, PREVOST, op. cit., p. 100.

137 https://www.wto.org/english/tratop_e/serv_e/dom_reg_negs_e.htm

138 ALTEMOLLER, A Future for Multilateralism? New Regionalism, Counter-multilateralism and Perspectives for
the World Trade System after the Bali Ministerial Conference, Global Trade and Customs Journal, 10(1), 2015, p.
50.

139 See NEUFELD, Implementing the Trade Facilitation Agreement: From Vision to Reality, WTO Working Paper
ERSD-2016-14, 2016; CzAPNIK, The Unique Features of the Trade Facilitation Agreement: A Revolutionary New
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the 11th Ministerial Conference (MC11) in Buenos Aires in December 2017, groups of 70 to
80 Members — representing three quarters of world trade — launched “open plurilateral”
discussions on e-commerce, investment facilitation and services regulation,'4? while a group of
59 WTO members decided to advance discussions on domestic regulation in parallel to the
work of the Working Party on Domestic Regulation, issuing a Joint Initiative on Services
Domestic Regulation at the end of the Conference, that we are going to see in the next
paragraphs.

Finally, the lack of progress led many WTO Members towards plurilateral negotiations.
However, the risk with plurilateralism is to transform the WTO into a “club of clubs” of
differentiated trade integration.'*! The issue is analysed in-depth in Chapter Five, but we
anticipate, for example, that a group of 23 WTO Members has negotiated, between 2013 and
2016, a Trade in Services Agreement (TiSA), that, however, is on hold, since 2017.142

6.4. The Schedules of Specific Commitments

Avrticle XX:1 of the GATS requires each Member that joins the WTO, and consequently
the GATS, to submit a schedule of specific commitments, annexed to the agreement and viewed
as an integral part of it. The submission of a schedule of specific commitments is mandatory,
as each Member has to undertake at least some minimal commitments to apply the national
treatment and market access obligations. However, no threshold is established in the number or
level of a Member’s sectoral commitments.

The schedules submitted by the Members are lists that specify to which service sectors
and modes of supply a Member chooses to apply the national treatment and market access
obligations, according to the GATS and subject to what conditions. Thus, the schedules

represent a “bottom up”**® or a “positive list” approach applied by the agreement to these two

Approach to Multilateral Negotiations or the Exception Which Proves the Rule?, Journal of International
Economic Law, Vol. 18, Issue 4, 2015, pp. 773-794.

140 KooPmAN, HANCOCK, PIERMARTINI, The Value of the WTO, Journal of Policy Modeling, 42(4), 2020, p. 10.
141 BASEDOW, The WTO and the Rise of Plurilateralism: What lessons can be learned from the European Union’s
experience with differentiated integration? Journal of International Economic Law, 21(2), 2018, p. 412 quoting
Hoekman, Mavroidis, Embracing Diversity: Plurilateral Agreements and the Trading System, 1 World Trade
Review 14, 2015, at 101; Sutherland et al, The Future of the WTO: Addressing Institutional Challenges in the New
Millennium, Geneva: World Trade Organization, 2004; Warwick Commission, The Multilateral Trade Regime:
Which Way Forward?, Coventry: University of Warwick, 2007.

142 \/AN DE BOSSCHE, PREVOST, op. cit., p. 102.

143 See TUSELMANN, The Multilateral Agreement on Investment: The Case for a Multi-speed Convergence
Liberalization, Transnational Corporations 6(3), United Nations Publications, Geneva, 1997, p. 98.
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disciplines!*4. In the schedules Members may further specify additional commitments they
undertake: therefore, the schedules represent the minimum level of trade concession guaranteed
by a Member, that binds itself to the minimum level of market access specified in its Schedule,
but remains free to apply a more liberal regime.

Moreover, the schedules may be modified or withdrawn according to requirements laid
down in GATS Article XXI, after three years from the entering into force of the commitment.
The procedure to modify or withdraw a commitment in the schedule requires the Member to
notify its intention to the Council for Trade in Services, so that all the other Members are
informed and can request negotiations on compensation in the form of further commitments, if
consider to be affected by the modification or withdrawal. If the parties can’t reach an
agreement, the Member, that considers itself affected, can require an arbitration and the
“modifying” Member has to wait the end of the arbitration and comply with the compensatory
adjustment eventually established before implementing any modification or withdrawal. On the
contrary, if no arbitration is requested, the “modifying” Member can directly implement the
modification or withdrawal.14°

Moreover, the schedules may be modified at the end of every round of negotiations
established under GATS Article XIX¢ but they are subjected to two rules: standstill,
according to which a Member is not allowed to retrieve from the commitments already taken;
and rollback, according to which at each round of negotiations a Member is expected to
improve its commitments, enhancing trade liberalization.

The Council for Trade in Services adopted on 28 March 2001 the Guidelines and
Procedures for the Negotiations on Trade in Services'#’, but the negotiations made slow and
few progresses.*® The General Council presented in its Decision of 1 August 2004 the Doha
Work Programme!*® to enhance services negotiations and reiterate this necessity to the WTO

Member during the Ministerial Conference in Hong Kong in December 2005.%%° However, the

144 This approach was criticized for achieving a narrower scope of service trade liberalization than a “negative list”
one, that could have applied GATS disciplines automatically to all sectors and modes of supply, but those explicitly
excluded from its application. However, this approach does not only reflect the cautious approach which
characterized the first round of services trade negotiations. See FEKETAKUTY, Assessing and Improving the
Architecture of GATS, in SAUVE, STERN (eds), GATS 2000: New Direction in Services Trade Liberalization, The
Brookings Institution, Washington USA, 2000, pp. 85-98; see also VAN DEN BOSSCHE, ZDouc, op. cit., p. 520.
145 AN DEN BOSSCHE, ZDOUC, op. cit., p. 533.

146 WOLFRUM, STOLL, FEINAEUGLE (eds), WTO — Trade in Services, Max Planck Commentaries on World Trade
Law, , Martinus Mijhoff Publishers, Leiden/Boston, 2008, pp. 427-444.,

147 Council for Trade in Services, Guidelines and Procedures for the Negotiations on Trade in Services, S/L/93,
29 March 2001.

148 \VAN DEN BOSSCHE, ZDOUC, op. cit., p. 523.

149 General Council, Doha Work Programme, Decision adopted on 1 August 20004, WT/L/579.

150 Ministerial Conference, Ministerial Declaration, adopted on 18 December 2005, WT/MIN(05)/DEC.
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Doha Round negotiations deadlocked®®! to the point that in the 2015 report to the Trade
Negotiation Committee, the Chair of the Special Session of the Council for Trade in Services
expressed with great disappointment the impossibility “to agree on a work program in
services”'% and, for this reason, in December 2017, 59 WTO Members agreed to renew

negotiations on services and issued a Joint Initiative on Services Domestic Regulation'3,

6.4.1. The structure of the Schedules of Specific Commitments

The Schedules of Specific Commitments consist of a table in which the WTO Members
insert their commitments distinguishing them into two main categories: the horizontal
commitments and the sector-specific commitments. The horizontal commitments form the first
part of the schedule and indicate the measures that apply to all sectors included in the schedule
itself: in this way if a Member want to make the same commitment for all services, it can do it
with just one single entry, avoiding the repetition of the same information for each sector. On
the contrary, the sector-specific commitments (Part 11 of the schedules) refer to specific sectors
and modes of supply and the commitments so inserted cover only those specified by the
Member.

The structure of the Schedules of Specific Commitments is based on four columns: (1)
the first column identifies the services sector or sub-sector subject to the commitment; (2) the
second column contains the market access obligation, that requires that each Member specifies
the terms, limitations and conditions subject to which it applies this discipline to services
sectors and the modes of supply chosen; (3) the third column provides for the national treatment
obligation, according to which each Member specifies conditions and qualifications to which
the application of this discipline to each services sector and mode of supply is subject; (4)
finally, the fourth column is devoted to the additional commitments, taken according to GATS
Article XV, providing that such commitments may refer to the use of standards,

qualifications and licenses.

151 VAN DEN BOSSCHE, ZDouc, op. Cit., p. 524.

152 Council for Trade in Services, Special Session, Negotiations on Trade in Services, Report by the Chairman,
Ambassador Gabriel Duque to the Trade Negotiations Committee, TN/S/39, 30 July 2015.

153 World Trade Organization, Joint Ministerial Statement on Services Domestic Regulation, Ministerial
Conference Eleventh Session, Buenos Aires, 10-13 December 2017.
https://docs.wto.org/dol2fe/Pages/SS/directdoc.aspx?filename=q:/WT/MIN17/61.pdf&Open=True

154 Members may negotiate commitments with respect to measures affecting trade in services not subject to
scheduling under Articles XVI or XVII, including those regarding qualifications, standards or licensing matters.
Such commitments shall be inscribed in a Member's Schedule.
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1)

2)

3)

4)

The Scheduling Guidelines'®® establishes four possible degrees of commitment, among
which WTO Members have to choose:
Sfull commitment (“none”). the Member poses no limit to market access and national treatment,
by inscribing “none” in the column of its Schedule. In any case, if the Member listed limitations
in the horizontal section of the schedule, they applies and the “none” mark for a specific services
sector and mode of supply should be read as “none except the conditions set out in the horizontal
section”;
commitment with limitations (“none, except ... ). the Member chooses to limit its market access
and national treatment commitments, by specifying the measures in the ad hoc column of its
schedule and clarifying in which way they are inconsistent with Articles XV1 or XVII;
no commitment (“unbound”). the Member remains free to apply to the specific sector and mode
of supply to which this mark is attached any measures inconsistent with Article XVI and/or
Article XVII.
no commitment technically feasible (“‘unbound”): this mark is used to indicate that it is technically

impossible to supply a service in a certain mode of supply.

6.4.2. The interpretation of the Schedules of Specific Commitments

The interpretation of the Schedules of Specific Commitments is the key element to
understand the scope of the market access and national treatment obligations.

They are recognized as an integral part of the WTO agreements and the Appellate Body
in US-Gambling expressly stated that the schedules are to be interpreted using the standard
methods of treaty interpretation® according to Article 31 and 32 of the Vienna Convention,
while the intentions of the negotiators of the Member are not relevant, unless they were made
explicit in the schedules. In fact, in this case the Panel had to interpret the Services Schedule of
the United States in order to decide whether gambling and betting services were included or not
within the US schedule under the heading “other recreational services (except sporting)”, for
which it was provided no limitations on market access in mode 1. The Panel determined that
“gambling and betting services” were included in “sporting”, because what matters is the
common intent of all negotiating parties, that has to be determined by applying the rules of
interpretation set out in Articles 31 and 32 of the Vienna Convention and not the intentions of

the Member, if it hasn’t clarified them in its schedule.

155 Council for Trade in Services, Guidelines for the Scheduling of Specific Commitments under the General
Agreement on Trade in Services (GATS), adopted on 23 March 2001, S/L/92, paras. 41-47.
156 Appellate Body Report, US — Gambling, para. 160, n.11.
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Moreover, in order to help with the filling and interpretation of the schedules, the GATT
Secretariat prepared a guide, the Guidelines for Scheduling of Initial Commitments in Trade in
Services (Scheduling Guidelines of 1993)'%, that was revised in a second version, the
Guidelines for the Scheduling of Specific Commitments under the General Agreement on Trade
in Services adopted by the Council for Trade in Services (Scheduling Guidelines of 2001) and
that, to date, is still the major instrument to understand scheduling under the GATS. In US—
Gambling, the Appellate Body held that the Scheduling Guidelines of 1993 constitute an
element of the preparatory work of the schedules and are therefore supplementary means of
interpretation according to Articles 31 and 32 of the Vienna Convention on the Law of Treaties
(1969)*%8. This view was followed by the Panel in China—Publications and Audiovisual
Products'®®, according to which “document W/120 and the Scheduling Guidelines as important
elements of the preparatory work leading to the conclusion of the GATS, a position that is
supported by the Appellate Body in US — Gambling. In that case, the Appellate Body stated that
document W/120 and the 1993 Scheduling Guidelines ‘provided a common language and
structure which, although not obligatory, was widely used and relied upon’.” Thus, the Panel
China—Publications and Audiovisual Products - later confirmed by the Appellate Body -,
emphasized the role of the Scheduling Guidelines, together with another fundamental document
for scheduling and classifying commitments under the GATS: the Services Sectoral
Classification List of the WTO Secretariat, commonly known as W/120-list'¢°,

The W/120-list is indeed the most important document for the WTO classification of
services and is based on the United Nations Central Product Classification (CPC).16! These
tools for classifying services will be examined in the next Chapter, however we can anticipate
that the CPC identifies twelve broad services sectors, that are further divided into more than
150 sub-sectors: business services; communication services; construction and related
engineering services; distribution services; educational services; environmental services;
financial services; health-related and social services; tourism and travel-related services;
recreational, cultural and sporting services; transport services; other services not included

elsewhere. Moreover, this instrument is not mandatory®?, but the majority of Members

157 Council for Trade in Services, Guidelines for the Scheduling of Specific Commitments under the General
Agreement on Trade in Services (GATS), adopted by the Council for Trade in Services on 23 March 2001, S/L/93,
dated 28 March 2001.

158 Appellate Body Report, US — Gambling, para. 196.

159 panel Report, China—Publications and Audiovisual Products, para. 7.1225

160 Group of Negotiations in Services, Services Sectoral Classification List, Note by the Secretariat,
MTN.GNS/W/120, 10 July 1991.

161 An in-depth analysis of the classification of services is provided in Chapter Two.

162 This list did not become part of GATS because this could have complicated the procedures for the modification
of specific commitments undertaken by the Members. See Zbouc, op. cit., p. 107.
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followed the W/120 when scheduling their commitments and the Schedules present a similar
structure nevertheless.'®® Looking back to the US-Gambling dispute, it can be understood the
importance of the W/120 considering that the Appellate Body held that the US made a full
commitment in gambling and betting services because they used the W/120 list classification,
without specifying they wanted to exclude gambling and betting from the relevant sectoral

classification64,

6.5. Others barriers to trade in services

Trade liberalization, with its principles of non-discrimination and rules on market
access, often collides with the protection of social values and interests, such as consumer
protection, national security or the environment. For this reason, the GATS introduces several
provisions - other than market access - allowing WTO Members to adopt measures to protect
social values. These additional barriers to trade in services are disciplined at Article Il
(Transparency), Article VI (Domestic Regulation), Article VII (Recognition) and Article X1I
(Restrictions to Safeguard the Balance of Payments) of the GATS, supplementing the non-
discrimination (Articles 1l and XVII) and market access (Article XVI) clauses through
regulatory measures which are neither discriminatory nor market-restrictive, but may
nevertheless impede trade in services.'%

GATS Article Il contains a general transparency obligation which requires the prompt
publication of all measures of general application affecting trade in services and obliges
Members to establish enquiry points to provide information on laws and regulations affecting
trade in services. Moreover, it requires Members to notify the Council for Trade in Services, at
least once a year, in case they implement a new law or regulation, or modify an existent one, in
a way that affects trade in sectors where that Member has made specific commitments. In fact,
the absence of transparency can increase the complexity and the costs of supplying services,
while ensuring transparency can improve the fairness and equality of domestic policymaking
and regulation.16¢

Avrticle VI regulates the relationship between the domestic regulatory authority and the

individual service suppliers in terms of transparency requirements. Article VI:1 requires

163 VAN DEN BOSSCHE, ZDOUC, op. Cit., p. 527.

164 Appellate Body Report, US — Gambling, para. 213.

165 KRAJEWSKI, Article VI GATS, in WOLFRUM, STOLL, FEINAUGLE (eds), WTO — Trade in Services, Max Planck
Commentaries on world Trade Law, Martinus Nijhoff Publishers, Leiden/Boston, 2008, p. 171.

166 DELIMATSIS, Article I11 GATS, in WOLFRUM, STOLL, FEINAUGLE (eds), WTO — Trade in Services, Max Planck
Commentaries on world Trade Law, Martinus Nijhoff Publishers, Leiden/Boston, 2008, pp. 93-94.
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procedural transparency and adequate administration®®’, providing that: “[i]n sectors where
specific commitments are undertaken, each Member shall ensure that all measures of general
application affecting trade in services are administered in a reasonable, objective and
impartial manner.” Article VI:2 requires Members to maintain “judicial, arbitral or
administrative tribunals or procedures which provide, at the request of an affected service
supplier, for the prompt review of, and where justified, appropriate remedies for, administrative
decisions affecting trade in services.” It must be, however, assured an “objective and impartial
review” that is not “inconsistent with the constitutional structure or the nature of the legal
system” of the Member implementing it. Paragraphs 4 and 5 of Article VI provide, instead, for
the substantial content of the provision, establishing that the licensing and qualification
requirements and the technical standards relating to services sectors in which specific
commitments are undertaken must (i) be based on objective and transparent criteria such as
competence and the ability to supply service; (ii) not be more burdensome than necessary to
ensure the quality of the service; (iii) in the case of licensing procedures, not be, in themselves,
a restriction on the supply of the service. So, if the licensing or qualification requirements, or
the technical standards relating at issue do not respect such requirements, they have to be
modified to guarantee the commitments undertaken.

Article VII disciplines the recognition by a Member of “education or experience
obtained, requirements met, or licenses or certifications granted” in the territory of another
Member. However, “recognition” itself is not defined, nor we can find a definition in another
part of the Agreement. However, if we consider “recognition” as “the acceptance of regulatory
conditions for goods and services required in one country (exporting origin/nome country) as
equivalent to the conditions necessary in another country (importing country/host country)*68,
the provision appears as a tool for the harmonization of different systems. In fact, recognition
is, more in general, a helpful practice for progressive trade liberalization, however, detrimental
effects are not unavoidable if not all commercial partners of a country obtain the same level of
recognition. And for this reason, paragraphs 2 to 5 of GATS Article VII establishes the
substantial and procedural requirements for the recognition, setting the standard to which
conform the procedure for all.

Finally, Article XII allows Members “adopt or maintain restrictions on trade in services”
on which specific commitments have been undertaken, “including on payments or transfers for

transactions related to such commitments”, if they suffer financial difficulties. These measures

187 1vi, p. 104.
168 WOLFRUM, STOLL, FEINAUGLE (eds), WTO — Trade in Services, Max Planck Commentaries on world Trade
Law, Martinus Nijhoff Publishers, Leiden/Boston, 2008.
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must be implemented without discriminating among Members, nor they should be excessively
trade restrictive or put in practice a protectionist approach towards specific services sectors. In
order to avoid these negative effects, when a Member decide to implement a measure according
to Article XII, it is required to notify its decision to the General Council and the restrictions are,
moreover, periodically reviewed by the Committee on Balance-of-Payments Restrictions.

To conclude, the GATS provide a flexible framework in which Members negotiate
progressive trade liberalization through commitments and concessions, while, at the same time,
preserving their sovereign right to adopt regulatory measures for non-trade values they deem

important to protect.

6.6. The general exceptions of Article XIV GATS

The GATS contains a provision on “general exceptions” at its Article XIV, that allows
Members to deviate from their GATS obligations and commitments, when adopting and
implementing certain measures according to the conditions disciplined in the exception clause
itself.

GATS Atrticle XIV® follows the model of GATT Article XX70, but it presents a

relatively more flexible approach, allowing Members to take policy goals into account when

169 Subject to the requirement that such measures are not applied in a manner which would constitute a means of
arbitrary or unjustifiable discrimination between countries where like conditions prevail, or a disguised restriction
on trade in services, nothing in this Agreement shall be construed to prevent the adoption or enforcement by any
Member of measures: (a) necessary to protect public morals or to maintain public order; (b) necessary to protect
human, animal or plant life or health; (c) necessary to secure compliance with laws or regulations which are not
inconsistent with the provisions of this Agreement including those relating to:

(i) the prevention of deceptive and fraudulent practices or to deal with the effects of a default on services contracts;
(ii) the protection of the privacy of individuals in relation to the processing and dissemination of personal data
and the protection of confidentiality of individual records and accounts; (iii) safety;

(d) inconsistent with Article XVII, provided that the difference in treatment is aimed at ensuring the equitable or
effective imposition or collection of direct taxes in respect of services or service suppliers of other Members;

(e) inconsistent with Article Il, provided that the difference in treatment is the result of an agreement on the
avoidance of double taxation or provisions on the avoidance of double taxation in any other international
agreement or arrangement by which the Member is bound.

170 Sybject to the requirement that such measures are not applied in a manner which would constitute a means of
arbitrary or unjustifiable discrimination between countries where the same conditions prevail, or a disguised
restriction on international trade, nothing in this Agreement shall be construed to prevent the adoption or
enforcement by any contracting party of measures:

(a) necessary to protect public morals;

(b) necessary to protect human, animal or plant life or health;

(c) relating to the importations or exportations of gold or silver;

(d) necessary to secure compliance with laws or regulations which are not inconsistent with the provisions of this
Agreement, including those relating to customs enforcement, the enforcement of monopolies operated under
paragraph 4 of Article Il and Article XVII, the protection of patents, trade marks and copyrights, and the
prevention of deceptive practices;(...).
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shaping specific commitments.t’* The chapeau of Article XIV establishes that a measure
GATS-inconsistent can be justified under the GATS, in a manner that does not lead to
“arbitrary” or “unjustifiable” discrimination, or a “disguised restriction” on trade in services, in
the cases the article itself lists. In fact, the provision allows WTO Members to deviate from
GATS obligations under certain circumstances, to accommodate other policy goals pursued in
lines with domestic law and policy choices in accordance with societal values and preferences.

The exception of GATS Article XIV applies if both requirements of its two-tier
necessity test are fulfilled, namely (i) whether the measure is justified under one of the
conditions set in paragraphs (a)-(e) and (ii) whether the requirements of the chapeau are met,
verifying whether it is applied in a manner which constitute a means of arbitrary or unjustifiable
discrimination between countries where like conditions prevail, or a disguised restriction on
trade in services.

The two-tier test has been discussed by the Appellate Body in US — Gambling according
to which “Article XIV of the GATS, like Article XX of the GATT 1994, contemplates a ‘two-tier
analysis’ of a measure that a Member seeks to justify under that provision. A panel should first
determine whether the challenged measure falls within the scope of one of the paragraphs of
Article XIV. This requires that the challenged measure address the particular interest specified
in that paragraph and that there be a sufficient nexus between the measure and the interest
protected. The required nexus—or "degree of connection"—between the measure and the
interest is specified in the language of the paragraphs themselves, through the use of terms
such as "relating to" and "necessary to". Where the challenged measure has been found to fall
within one of the paragraphs of Article X1V, a panel should then consider whether that measure
satisfies the requirements of the chapeau of Article XI1V.”172

Thus, Article XIV contemplates a series of non-trade values, that allows WTO Members
to justify their measures otherwise inconsistent with the other GATS provisions: (a) protecting
public morals or maintaining public order; (b) protecting human, animal or plant life or health;
(c) securing compliance with laws or regulations — (i) to prevent deceptive and fraudulent
practices and (ii) to protect the privacy of individuals and (iii) safety -; (d) ensuring the equitable
or effective imposition or collection of direct taxes; (e) avoiding double taxation.

To notice that only paragraphs (a)-(c) provide for the necessity requirement to achieve the

policy objective.1’®

171 COTTIER, DELIMATSIS, DIEBOLD, Article XIV GATS, in WOLFRUM, STOLL, FEINAUGLE (eds.), WTO — Trade in
Services, Max Planck Commentaries on World Trade Law, Martinus Nijhoff Publishers, Leiden/Boston, 2008, p.
293.

172 Appellate Body Report, US — Gambling, para. 292.

173 VAN DEN BOSSCHE, ZDOUC, op. cit., p. 608.
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The requirement of paragraph (a) was examined by the Panel in US — Gambling, which
identified a two-tier test for the Member invoking this justification: (i) the measure aims at
protecting public morals or public order and (ii) is necessary to pursue such aim. The dispute
concerned the US laws prohibiting the remote supply of betting and gambling services from the
claimant Antigua and Barbuda, necessary according to the respondent to protect the public
morals and the public order. The Panel first examined the meaning of “public morals” and
“public order”. It based its analysis on the definition contained in the Shorter Oxford English
Dictionary,'’* concluding that “the term ‘public morals’ denotes standards of right and wrong

7175 while “public order” refers

conduct maintained by or on behalf of a community or nation
to “the preservation of the fundamental interests of a society, as reflected in public policy and
law. These fundamental interests can relate, inter alia, to standards of law, security and
morality.”*’® The Panel concluded that the measures at issue were indeed aimed at protecting
public morals and order, as Internet gambling and betting can be easily connected to “organized
crime, money laundering, fraud and other criminal activities; risks to children given the
availability of remotely supplied gambling and betting services to children; and particular
health risks.”'’” In second stance, the Panel moved to the necessity requirement and concluded
the respondent had not demonstrated that the measures at issue were necessary to achieve the
policy aim, because the United States had failed to find alternative solutions through
consultations on the matter with the claimant.’®

On appeal, the Appellate Body confirmed the interpretation of the terms “public morals”
and “public order” elaborated by the Panel'’®, but reversed the finding on the necessity
requirement, because evaluated that in practice consultations with Antigua to find alternative
solutions to regulate the internet gambling and betting services was not a reasonable possibility
for the United States.'®° As consequence, the Appellate Body concluded that the measures were
necessary for the protection of public morals and the maintenance of public order and were thus
justified under GATS Atrticle XIV(a).

Subparagraph (c) of Article XIV allows, instead, WTO Members to justify laws and
regulations otherwise inconsistent with the other GATS provisions if they concern (i) the

prevention of deceptive and fraudulent practices, (ii) the protection of the privacy of individuals

174 panel Report, US — Gambling, para. 6.463 ss.

175 panel Report, US — Gambling, para. 6.465.

176 panel Report, US — Gambling, para. 6.467.

177 panel Report, US — Gambling, para. 6.479.

178 \/AN DEN BOSSCHE, ZDOUC, op. cit., p. 611, citing Panel Report, US — Gambling, para. 6.531.
179 Appellate Body Report, US — Gambling, para. 296-9.

180 Appellate Body Report, US - Gambling, para. 317.
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or (iii) safety. The panels in both US — Gambling and in Argentina — Financial Services have
declared this list not to be exhaustive,®! interpreting the exception in such a way as to give
WTO Members more room for discretion in pursuing non-trade values, even if in violation of
other GATS commitments. Just as for paragraph (a), paragraph (c)*8? requires a two-tier test to
be invoked as a justification for a certain measure, meaning that (i) the measure aims at securing
compliance with laws or regulations and (ii) is necessary to secure such compliance.
Concerning the first requirement, the Appellate Body in Argentina — Financial Services
recalling its ruling in Mexico — Taxes on Soft Drinks, concluded that “[a] measure can be said
‘to secure compliance’ with laws or regulations when its design reveals that it secures
compliance with specific rules, obligations, or requirements under such laws or regulations,
even if the measure cannot be guaranteed to achieve such result with absolute certainty.”'8
The necessity requirement, instead, requires an examination similar to that provided for Article
XIV(a), thus the Appellate Body in Argentina -Financial Services observed that “[t]he second
element entails a more in-depth, holistic analysis of the relationship between the inconsistent
measure and the relevant laws or regulations. In particular, this element entails an assessment
of whether, in the light of all relevant factors in the ‘necessity” analysis, this relationship is
sufficiently proximate, such that the measure can be deemed to be ‘necessary’ to secure
compliance with such laws or regulations. We see these two elements as conceptually distinct,
yet related, aspects of the overall inquiry to be undertaken into whether a respondent has
established that the measure at issue is ‘necessary to secure compliance with laws or
regulations” under Article XIV(c) of the GATS.”18

Concerning the other paragraphs of Article XIV, paragraph (b) is devoted to the
protection of life or health of humans, animal and plants and, even if there is no case law to
date, we can assume that the same necessity test of paragraphs (a) and (c) would apply, since
they are drafted in a very similar manner. Paragraphs (d) and (e) exclude, instead, the necessity
test and their scope is narrower than the previous paragraphs, since they aims specifically at
justifying measures inconsistent with the MFN and the national treatment obligations.

Another important issue related to Article XIV, and that will be discussed further in

Chapter Three is that of the burden of proof. Moreover, the issue of the burden of proof for

181 See Panel Report, US - Gambling, para. 6.540; Panel Report, Argentina — Financial Services, para. 7.583.

182 Subject to the requirement that such measures are not applied in a manner which would constitute a means of
arbitrary or unjustifiable discrimination between countries where like conditions prevail, or a disguised restriction
on trade in services, nothing in this Agreement shall be construed to prevent the adoption or enforcement by any
Member of measures: (...); (c) necessary to secure compliance with laws or regulations which are not inconsistent
with the provisions of this Agreement (...).

183 Appellate Body Report, Argentina — Financial Services, para. 6.203.

18 Appellate Body Report, Argentina — Financial Services, para. 6.204-5.
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exceptions was clarified by the Appellate Body in US — Gambling*8, where it was established
that the respondent must prove the necessity of its measures in pursuing one of the objectives
of GATS Article XIV. In case the respondent makes a prima facie case for its measure, then
the burden of proof shifts to the complainant, who must demonstrate that the respondent could
have implemented an alternative measure, avoiding to violate its GATS commitments. If the
complaint succeeds, then the respondent must demonstrate that in its specific case the measure
proposed by the respondent was not an adequate solution.

In this way the opposite interests are balanced, according to the procedure established
by the Appellate Body in Korea — Various Measures on Beef'8, according to which the parties
must balance (i) the interests at issue and the challenged measures; (ii) the role of the measure
in the achievement of the interest®®’;(iii) the negative of the measure on international trade.'8®
Moreover, the fact that in a similar situation another WTO Member found a measure less
detrimental than that implemented by the respondent, does not render ipso facto the challenged
measure unjustifiable under GATS Article XI1V8, because every situation must be evaluated
case by case.

Finally, in order to be justified under GATS Article XIV, a measure that has been found
to respect the requirements of one of the five subparagraphs, further needs to comply with the
conditions set out in the chapeau of the provision, that requires that the measure at issue does
not constitute “a means of arbitrary or unjustifiable discrimination between countries where
like conditions prevail or a disguised restriction on trade in services”. The language of the
chapeau of GATS Atrticle XIV is very similar to that of the chapeau of GATT Article XX, thus
the panel in US — Gambling, looking at the GATT case law, established a “consistency
standard” for the measures to respect the chapeau requirement, meaning that the implementing
Member must apply the measures at issue in a consistent way to all services and service
suppliers that are in like conditions. In the dispute the panel found that the US had not respected
such standard as the application of the laws prohibiting online gambling and betting services
was “ambiguous”, having ban foreign suppliers, but not certain domestic ones.*® The chapeau,
thus, assure that the exception of GATS Article XIV is not excessively or abusively invoked

by WTO Members to justify purely protectionist measures.

185 1bid, paras. 309-311.

186 Appellate Body Report, Korea — Measures Affecting Imports of Fresh, Chilled and Frozen Beef (Korea —
Various Measures on Beef), WT/DS161/AB/R, WT/DS169/AB/R, adopted 10 January 2001, para. 172.

187 Appellate Body Report, Mexico — Taxes on Soft Drinks, WT/DS308/AB/R, para. 74.

188 Appellate Body Report, Korea — Various Measures on Beef, paras. 162-164.

189 Appellate Body Report, Korea — Various Measures on Beef, para. 181.

190 panel Report, US — Gambling, para. 6.588.
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6.7. The Security Exception of GATS Article X1V bis

Article X1V bis of the GATS provides for an exception related to the protection of
national and international security. The provision replicates GATT Article XXI allowing
Members to adopt and enforce trade-restrictive measures to protect its security interests,
requiring Members (a) to furnish any information, the disclosure of which it considers contrary
to its essential security interests and to prevent them from taking (b) any action which it
considers necessary for the protection of its essential security interests or (c) in pursuance of its
obligations under the United Nations Charter for the maintenance of international peace and
security.

To date, Article XIV bis has never been invoked before the WTO dispute settlement
mechanism to justify a measure taken to protect national or international “security interests”,
but, given the similarities with GATT Article XXI, we can look at the case law and
interpretation of the latter to examine the issue of “justiciability” of the security exceptions.
GATT Article XXI(b)*! allows WTO Members to take any action they consider “necessary
for the protection of their essential security interests”, limited, however, to the circumstances
listed in its subparagraphs — i.e. “(i) relating to fissionable materials”; “(ii) relating to the
traffic in arm”; “(iii) taken in time of war or other emergency in international relations”; or
“in pursuance of its obligations under the United Nations Charter.” The first part of GATT
Avrticle XXI(b) - “to prevent any contracting party from taking any action which it considers
necessary for the protection of its essential security interests” - has been qualified as the
chapeau of the provision?®?, similarly to that of GATS Article XIV. Moreover, GATT Atrticle
XXI requires a two-tier test to determine whether it can be invoked to justify otherwise GATT-
inconsistent measures:'* (1) the measures are “taken in time of war or other emergency in
international relations” and (2) are considered “necessary for the protection of its essential

security interests”. The provision was invoked by Russia in the dispute Russia — Traffic in

1 Nothing in this Agreement shall be construed (...) (b) to prevent any contracting party from taking any action
which it considers necessary for the protection of its essential security interests (i) relating to fissionable materials
or the materials from which they are derived; (ii) relating to the traffic in arms, ammunition and implements of
war and to such traffic in other goods and materials as is carried on directly or indirectly for the purpose of
supplying a military establishment; (iii) taken in time of war or other emergency in international relations; or to
prevent any contracting party from taking any action in pursuance of its obligations under the United Nations
Charter for the maintenance of international peace and security.

192 See Panel Report, Russia — Measures Concerning Traffic in Transit (Russia — Traffic in Transit), DS512,
adopted on 26 April 2019, para. 7.64

193 VAN DEN BOSSCHE, PREVOST, 0p. cit., p. 125.
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Transit!®*, where Ukraine challenged the Russian restrictions on traffic in transit of goods from
Ukraine to the Republic of Kazakhstan and the Kyrgyz Republic through the territory of the
Russian Federation, as consequence of the critical geopolitical relation between the two
countries, deteriorated especially after the accession of Crimea into Russia following the
referendum of March 2014. The Panel in this dispute recognized that the situation between
Russia and Ukraine could be considered as a “emergency in international relations” and, thus,
that GATT Article XXI(b)(iii) applied to the case and justified the Russian measure. Then, it
had to determine whether the security exception could be considered “justiciable”, in the sense
of the role of the panels and the Appellate Body when evaluating the measures the
implementing Member justifies under such exception!®® and concluded establishing that they
have in fact jurisdiction to objectively review whether the requirements of the provision are
met.1% Thus, the provision provides broad discretion to take national measures deemed
necessary to protect “essential security issues” and, contrary to Articles XX GATT and XIV
GATS, it does not even limit the Members range of action with a chapeau excluding its
application in bad faith. In conclusion, the Panel in Russia — Traffic in Transit, found that the
Russian Federation had met the requirements for invoking Article XXI(b)(iii) in relation to the
measures at issue.

In the same way, GATS Article XIVbis has been defined as a carve-out®®” allowing
WTO Members to derogate from any GATS provision in order to take measures for national
security reasons and the same reasoning of GATT Article XXI can be applied for the
justiciability of the GATS security exception: a Member can apply the measures it considers
appropriate to defend its essential security interests, however if such measure is contested by
another Member, the WTO adjudicatory bodies can and will determine whether the measure

has been taken respecting the requirements of GATS Article XIVbis.

7. WTO negotiations in services after the Uruguay Round: the Joint Initiative on

Domestic Regulation

WTO Members are committed, pursuant to GATS Article XIX, to enter rounds of trade
liberalizing negotiations subsequent to the Uruguay Round. As we previously stated, soon after

194 Russia — Measures Concerning Traffic in Transit (Russia — Traffic in Transit), WT/DS512/R, adopted on 26
April 2019.

195 VAN DEN BOSSCHE, ZDOUC, op. Cit., p. 620.

196 VAN DEN BOSSCHE, PREVOST, 0p. cit., p. 125.

197 DELIMATSIS, HRYNKIV, Security Exceptions under the GATS — A Legal Commentary on Article XIVbis GATS,
TILEC Discussion Paper, Tilburg University, 2020, p. 1.
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the Ministerial Meeting in Seattle, it was opened a new Round in January 2000: the Council for
Trade in Services adopted on 28 March 2001 the Guidelines and Procedures for the
Negotiations on Trade in Services!®, but the negotiations made slow and few progresses**® and
some months later the negotiations were embedded in the Doha Development Agenda. 2%

However, the Doha Round negotiations did not produce tangible results: the Hong Kong
Ministerial Declaration of December 2005 reaffirmed key principles of the services
negotiations and called on Members to work on them, while in July 2008 interested Members
met for an informal “Signalling Conference” during a “Mini-Ministerial” in Geneva to set the
basis for future services negotiations. However, the expected outcome was not reached and the
concluding statement of the Eighth Ministerial Conference, in December 2011, acknowledged
that the negotiations were at an impasse. The Doha Round negotiations could not exit such
impasse to the point that in its 2015 report to the Trade Negotiation Committee the Chair of the
Special Session of the Council for Trade in Services expressed with great disappointment the
impossibility “fo agree on a work program in services %1

In response to the Doha impasse, States have shifted towards plurilateral negotiations
in the form of Free Trade Agreements (FTAs)2°2, concluding several agreements that directly
address the issue of trade in services and even dedicate ad hoc chapter to the financial services.
However, this shift could have detrimental consequences for the multilateral trading system
and, consequently, at the Buenos Aires Ministerial Conference in December 2017, 59 WTO
Members agreed to advance negotiations on services and a Joint Initiative on Services Domestic
Regulation?®® was issued. Since then, they met regularly and in May 2019 issued a second Joint
Statement on Services Domestic Regulation, including a commitment to incorporate the
outcome of the Joint Initiative in their respective schedules of commitments.

On 14 November 2019 some participants to the initiative - Mexico, Indonesia, South
Korea, Turkey and Australia - organized a workshop, titled “Regulatory frameworks to
facilitate trade in services”, to discuss the role of domestic regulation in services: they

concluded that domestic regulation plays a central role for the efficiency of the trade

198 Council for Trade in Services, Guidelines and Procedures for the Negotiations on Trade in Services, S/L/93,
29 March 2001.

192 VAN DEN BOSSCHE, ZDouc, op. cit., p. 523.

200\WTO TRADE IN SERVICES DIVISION, The General Agreement on Trade in Services. An Introduction, 31 January
2013, p. 15.

201 Council for Trade in Services, Special Session, Negotiations on Trade in Services, Report by the Chairman,
Ambassador Gabriel Duque to the Trade Negotiations Committee, TN/S/39, 30 July 2015.

202 The issue of FTAs and their relationship with the WTO system is addressed in Chapter Five.

203 World Trade Organization, Joint Ministerial Statement on Services Domestic Regulation, Ministerial
Conference Eleventh Session, Buenos Aires, 10-13 December 2017.
https://docs.wto.org/dol2fe/Pages/SS/directdoc.aspx?filename=q:/WT/MIN17/61.pdf&Open=True
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liberalization, thus WTO Members should engage in a process of making their own national
regulation more transparent and homogenous and strengthening developing countries’
connection to the global economy, also in consideration of the fact that to date services account
for 60% of exports from both developing and developed countries.?%

On 18 December 2020 a “far advanced” negotiating text on domestic regulation
disciplines was circulated, disclosing that the major topics at discussion were the progressive
liberalization of trade in services and the creation of good regulatory practices to help mitigate
trade-restrictive effects of domestic requirements for the supply of services.2%

In 2021, WTO members participating in the negotiations on services domestic
regulation met online to discuss the implementation of disciplines to regulate authorization and
procedures for the supply of services in a way that they did not constitute unjustifiable barriers
to services trade and presented their implementation experiences: among the others, the
European Union illustrated the similarities between the disciplines under discussion and the EU
Services Directive2°®, which aims at removing all trade barriers, while assuring that all
suppliers, both domestic and foreign, are treated equally and fairly.

The United States, that until this moment was not part of the Initiative, joined the
negotations during the meeting held on 20 July 2021, while Singapore followed in September,
thus increasing the number of participants to 672°7 - that account for over 90 per cent of global
services trade -.

Finally, during the meeting held on 27 September 2021, the WTO Members
participating in the Joint Initiative agreed on a draft text containing the outcome of their
negotiations on services domestic regulation, titled “Reference Paper on Services Domestic

Regulation™?% and the negotiations were officially concluded on December 2, 2021.2%

204 WTO news, Workshop discusses domestic regulation role in facilitating trade in services, 14 November 2019
https://www.wto.org/english/news_e/news19 e/serv_14nov19 e.htm

205 WTO news, Chair of services domestic regulation talks issues revised negotiating text, 18 December 2020
https://www.wto.org/english/news_e/news20_e/serv_18dec20_e.htm

206 Directive 2006/123/EC of the European Parliament and of the Council of 12 December 2006 on services in the
internal market, O.J. L 376/36, 27.12.2006, p. 36-68.

207 The other participants are Albania; Argentina; Australia; Austria; Bahrain, Belgium; Brazil; Bulgaria; Canada;
Chile; China; Colombia; Costa Rica; Croatia; Cyprus; Czech Republic; Denmark; El Salvador; Estonia; European
Union; Finland; France; Germany; Greece; Hong Kong, China; Hungary; Iceland; Ireland; Israel; Italy; Japan;
Kazakhstan; Korea, Republic of; Latvia; Liechtenstein; Lithuania; Luxembourg; Malta; Mauritius; Mexico;
Moldova, Republic of; Montenegro; Netherlands; New Zealand; Nigeria; North Macedonia; Norway; Paraguay;
Peru; Poland; Portugal; Romania; Russian Federation; Saudi Arabia, Kingdom of; Slovak Republic; Slovenia;
Spain; Sweden; Switzerland; Separate Customs Territory of Taiwan, Penghu, Kinmen and Matsu; Thailand;
Turkey; Ukraine; United Kingdom and Uruguay.

208 World Trade Organization, Joint initiative on Services Domestic Regulation, Reference Paper on Services
Domestic  Regulation, Note by the Chairperson, 27  September 2021, INF/SDR/1,
https://docs.wto.org/dol2fe/Pages/SS/directdoc.aspx?filename=q:/INF/SDR/1.pdf&Open=True

209 https://docs.wto.org/dol2fe/Pages/SS/directdoc.aspx?filename=q:/WT/L/1129.pdf&Open=True
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According to the Reference Paper, the main issues of the Joint Initiative are:

1) transparency, in the form of prompt availability of information to service suppliers:
the WTO Members participating will be required to make available and clear the information
needed to comply with the requirements and procedures for authorization, as, for example, fees,
contact points or draft regulations;

2) legal certainty and predictability, meaning ensuring minimum regulatory and
procedural guarantees to be followed by competent authorities when dealing with applications,
for example, the timeframe for processing application, information on status of the decision on
applications, reasonable time between publication of measures and entry into force;

3) regulatory quality and facilitation, meaning good regulatory practices to facilitate
services suppliers, like acceptance of electronic application or authenticated copies of
documents, independence and impartiality of regulatory authorities when dealing with
applications.

In the negotiated text, Members agreed to the disciplines on Services Domestic
Regulation developed pursuant to paragraph 4 of Article VI of the Agreement, according to
which “[w]ith a view to ensuring that measures relating to qualification requirements and
procedures, technical standards and licensing requirements do not constitute unnecessary
barriers to trade in services, the Council for Trade in Services shall, through appropriate
bodies it may establish, develop any necessary disciplines.” The disciplines seek to ensure that
domestic regulation procedures for trade in services are clear, predictable and transparent and
do not unnecessarily restrain trade.

The Reference Paper is divided into three Sections. Section | deals with the scope of
application of the discipline and the schedule modalities and requires participating Members to
inscribe the discipline on services domestic regulation in their respective services schedules. At
paragraph 3 it establishes that “Members recognize the right to regulate, and to introduce new
regulations, on the supply of services within their territories in order to meet their policy
objectives”, however with the major distinction: the provisions of Section II of the Reference
Paper, introducing the major commitments on services domestic regulation, must be inscribed
in the Members’ Schedules as additional commitments under Article XVIII of the Agreement,
the inclusion of “the alternative disciplines in Section Il for their commitments in financial
services” is left to the choice of each single participants.?!® More specifically, Section II
contains the horizontal discipline applicable to all services sector, while Section Il the

alternative discipline set exclusively for financial services. It is important to notice that financial

210 |vi., Section I, para. 7.
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services are the only services sector for which the participants in the Joint Initiative had
introduced an ad hoc section, emphasizing once again the fundamental role of the financial
services for both the global and domestic economies and the peculiarities and difficulties in its
regulation.

The discipline on financial services in the Reference Paper deals mainly with the
authorization procedure, meaning “the permission to supply a service, resulting from a
procedure to which an applicant must adhere in order to demonstrate compliance with
licensing requirements, or qualification requirements.”?!! In general terms, it establishes that
in case a Member requires authorization for the supply of a service, it ensures adequate period
of time?'2 and method (both in electronic format and copies of documents)?!? to submit the
application, as well as an adequate timeframe to process the request and communicate the
outcome of the procedure to the applicant.?

Moreover, Members shall made publicly available the requirements and procedures for
the aforementioned application?®® and its laws and regulations of general application it proposes
to adopt in relation to matters falling within the scope of paragraph 1 of this Section, allowing
the opportunity to those interested to comment on them before their entry into force.21¢

Finally, paragraph 19 requires that the measures relating to the authorization for the
supply of a service adopted or maintained by a Member shall be based on objective and
transparent criteria and on impartial and adequate procedures; and that the measures do not
discriminate between men and women, the first provision of its kind in a WTO negotiated
outcome.

The Reference Paper also provides more flexibility for developing countries
participating in the initiative. They can delay the application of the discipline in sectors in
which they face implementation difficulties: Paragraph 10 of Section | allows a 7-year ceiling
transitional period for developing countries in order to help them make the necessary
adjustment in their regulatory frameworks. Moreover, least developed countries that joined
the initiative are allowed to adopt the disciplines established at the end of the Joint Initiative

negotiations only once they graduate from their LDC status?!’.

211 |vi., Section IlI, para. 3.
212 |vi., Section Ill, para. 4.
213 |vi., Section I, para. 5.
214 |vi., Section Ill, para. 6.
215 |vi., Section Il, para. 11.
216 |vi., Section Il, para. 12.
217 |vi., Section Il, para. 11.
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As noted Jaime Coghi Arias, Chair of the Joint Initiative on Services Domestic
Regulation, this agreement represents a breakthrough for the negotiations.?*® Indeed, it was
welcomed enthusiastically by Director-General Ngozi Okonjo-Iweala who stated that “This is
the first set of rules on services in 24 years. It addresses a dynamic and fast-growing segment
of global output. This agreement has been completed despite the postponement of MC12. It
will save businesses, especially small businesses, USD 150 billion annually in costs according
to WTO and OECD research. It upgrades WTO rule making. It shows the WTO is up and
moving!”. 219

The Joint Initiative can represent the opportunity to inject new energy in the multilateral
trading system and the WTO as a negotiating forum: the hopes are that it will guarantee better
access to services markets and new export opportunities, especially in the post-COVID
economic recovery and it will give answer to long time due business needs, mostly concerning
the difficulties service businesses encounter in finding information on the requirements,
procedures and time to obtain a license abroad.

The new discipline on services domestic regulation will become a meaningful reference
point for countries aiming to undertake domestic regulatory reforms and the high level of
engagement in the Initiative among WTO Members, at different level of developments, will

guarantee a significant degree of application at global level.??°

8. Some conclusions on the GATS legal framework and the negotiations after the

Uruguay Round

The international legal framework on trade in services presents peculiar characteristics
in comparison with trade in goods, due to the nature of this type of products, that we discussed
in the first part of this Chapter. As consequence, the GATS legal system, even if based on the
GATT, contemplates significant distinctions in its regulatory approach, also taking into account
how the aim for liberalization in this sector should be strictly coordinated with the need for
consumer and market protection and with the important role of domestic regulation and

supervision.

218 \WWTO news, Participants in domestic regulation talks conclude text negotiations, on track for MC12 deal, 27
September 2021

https://www.wto.org/english/news_e/news21 e/serv_27sep21_e.htm

219 https://www.wto.org/english/news_e/news21 e/jssdr_02dec21 e.htm

220 WTO PUBLICATIONS, Services Domestic Regulation. Rationale, Potential Economic Benefits, Practice in
Regional Trade Agreements, 20 November 2020, p. 1.
https://www.wto.org/english/news_e/news20_e/sdr_factsheet_nov20_e.pdf
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The GATS framework resulted in a complex legal structure that attracted severe
criticism over the years. On one hand, a multilateral agreement on services appeared as a threat
for domestic autonomy, especially in sensitive sectors, as health or education; on the other hand,
it was necessary for a progressive globalisation and liberalization of trade in services.

We saw that the GATS is based on the model of the GATT, that was adapted to provide
for an adequate discipline for the services sector and the peculiarities of its trade. However, at
the end of the Uruguay Round, the dissatisfaction with the level of liberalization reached for
the financial services brought to further rounds of negotiations - exclusively for this sector -
that led to the adoption of the Second GATS Protocol in 1996 and the Fifth GATS Protocol in
1998.22!

Moreover, further attempts to advance negotiations on trade in services has been made
in the last years, remarkably, as we saw, the Joint Initiative on Services Domestic Regulation.
However, no new developments for financial services and prudential regulation have been
reached within the WTO scenario. To date we can still only on the Annex on Financial Services
that was adopted together with the GATS and that will be indeed the subject of the next Chapter.

221 See Chapter Two.
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Chapter 2. Financial Services and their Regulation in the International Scenario. The
WTO Legal Framework in the ad hoc GATS Annex.

Summary
1. Introduction

SECTION | — The Financial Services

2. The importance and the concept of financial services
2.1. The “traditional” financial services and their classification
2.2. The innovations in the financial services sector: FinTech, RegTech and future prospective

3. The classification of Financial Services according to the United Nations Provisional Central

Product Classification
4. Financial services and financial risks: the “too big and too (risk) connected to fail” issue
4.1. The financial prudential regulation: micro and macro perspectives

4.2. Future perspectives for an adequate prudential regulation: the role of international standards

in macroeconomic policy
4.3. The 2008 Financial Crisis
4.4. The regulatory picture after 2008

SECTION Il — The Financial Services Within the WTO Framework

5. The negotiations on the Annex on Financial Services: a conflictual relation between trade

liberalization and prudential regulation
6. The Annex on Financial Services: its structure and scope

6.1. Paragraphs 1 and 5 of the Annex on Financial Services: the meaning of “measures affecting
the supply of financial services” and the role of "services supplied in the exercise of

governmental authority"

6.2. Paragraph 3 of the Annex on Financial Services: the rules for the recognition of prudential

measures

6.3. Paragraph 4 of the Annex on Financial Services: the settlement of disputes concerning the

financial services and prudential measures
7. The other GATS Instruments on Financial Services

7.1. The Second Protocol to the General Agreement on Trade in Services: specific commitments

and exemptions from Article 11 GATS in the financial services sector

7.2. The Fifth Protocol to the General Agreement on Trade in Services: an attempt of further trade

liberalization by annexing the Schedules of Specific Commitments to the Protocol

7.3. The Understanding on Commitments in Financial Services: a model schedule for specific

commitments on financial services
8. Some conclusions on the financial services regulation

66



1. Introduction

Chapter Two is devoted to the analysis of the financial services sector and its regulation
within the WTO legal system.

The first part concerns the study of financial services at 360 degrees: it explores the
concept of financial services, their characteristics and their classification. The regulation of
financial services at international level is then considered, by examining the tools at disposition
for the progressive liberalization of trade in the financial services sector and the limits posed
by the prudential requirements, unavoidable, but necessary to assure a proper and safe
functioning of the system. Moreover, the Chapter examines the risks involved in the financial
services trade and the possible — negative — outcomes of such risks, through the analysis of the
2007-08 economic crisis, that severely affected the sector.

The second part focuses on the study of the financial services discipline within the WTO
system: it starts with a reconstruction of the negotiations of the Annex on Financial Services to
the GATS and goes on with an analysis of the Annex itself and the other auxiliary GATS
instruments to regulate the financial services sector. The prudential clause of Paragraph 2 of
the Annex on Financial Services, which is likely the most prominent provision of the Annex, is
excluded from this Chapter, because, due to the fundamental role of prudential regulation for

the international financial system, it will receive an ad hoc analysis in the Chapter Three.
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SECTION I — The Financial Services

2. The importance and the concept of financial services

The financial services sector is crucial for the global economy because is the primary
driver of a nation's economy, providing the free-flow of capital and liquidity in the marketplace.
Thus, when the sector is strong, the economy grows and companies in this industry are better
able to manage risk. But, on the other side, if the financial system fails, it can damage the whole
domestic economy. This is the reason why the financial services sector has always been
subjected to strict regulation by the States, which at the same time strive to ensure economic
operators and financial services freedom of exchanges and access to funds and take prudential
measures in order to ensure the stability and integrity of financial markets and to protect
consumers.

The financial system provides financial services performing two main functions for the
market economies into which it is rooted: the first one is that of “channelling funds” meaning
it provides funds for bank deposits, investments, trading operations, loans, borrowings, credits
to consumers; and, secondly, that of promoting “cashless payments”?%?, thus encouraging and
developing the use of other means of payments other than coins and banknotes, such as cheques
and, especially in the last decades thanks to the technological developments, payment cards and
electronic money.?*

Financial services can be defined as the products and services offered by financial
institutions of various kinds for the facilitation of financial transactions and other related
activities in the world of finance like loans, insurance, credit cards, investment opportunities
and money management as well as providing information on the stock market and other issues
like market trends. Therefore, financial services serve many functions within the international
economy and markets: first and foremost, they mobilize capitals and savings, allowing to
finance investments and facilitating transactions, in the form of exchange of goods and services
in the global economy.

However, over the past 30 years technological development has significantly changed
the face of financial services. We can, therefore, start from the traditional classification of

financial services and then move to financial innovations — comprising new products or

222 GorTs0s, Fundamentals of Public International Financial Law, International Banking Law within the system
of Public International Financial Law, Nomos, Baden-Baden, 2012, pp. 1-2.
223 vi., p. 43.
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services, new production processes, new organizational forms of the financial system (markets,

institutions, instruments and regulations).??*

2.1. The “traditional” financial services and their classification

The traditional classification of financial services distinguishes between banking
services, investment services and insurance services.

The banking industry is the foundation of the financial services sector and its central
role within financial services is undeniable among the scholars.??> Banks’ main activities are
money deposits and loans, and the revenue is based primarily on the difference between the
interest rates on credit accounts and the rates paid to depositors. Banking includes three main
sub-sectors: retail banking, commercial banking and investment banking.

Retail banking, also known as “personal banking”, offers its services to individuals,
rather than corporations, going from savings accounts, mortgages, loans and credit cards to
investment services.

Commercial banking, also known as “business or corporate banking”, on the other hand,
deals with small and large businesses and corporations. Like retail banking, it provides credit
products and account services, like deposits, credit and debit cards, loans, but tailored to the
specific needs of businesses. Commercial banks typically operate by taking deposits from the
public, of which they become owners, while the depositors become contractual claimants of
these money. Then, the banks issue loans with the capital so obtained in their own name and at
their own risk. Deposits of this nature function as a major funding vehicle for banks, as they
are used by banks to extend loans to the public.?%® In fact, depositors provide money to the bank
through short-term deposits, thus becoming creditors of the bank at very low interest rates or
even no deposit interest at all, while banks repackage this money in long-term loans from which
they receive high interest rates. This economic process, based on the fact that short-term interest
rates are usually lower than long-term interest rates, is called “maturity transformation” and
allows banks to earn an interest rate spread. And this is the key of the banks recycling function,
as they repackage the short-term deposits they receive in long loans. But this activity, which is

very lucrative, is at the same time very risky for banks: it is possible that borrowers do not repay

224 FRAME, WHITE, Technological Change, Financial Innovation, and Diffusion in Banking, prepared for BERGER,
MOLYNEUX,WILSON, The Oxford Handbook of Banking, Oxford University Press, Oxford, 2014, p. 1.

225 BoNGINI, The EU Experience in Financial Services Liberalization: A Model for GATS Negotiations, SUERF —
The European Money and Finance Forum, Vienna, 2003, p. 12.
https://www.suerf.org/docx/s_63dc7ed1010d3c3b8269faf0ba7491d4 217 suerf.pdf

226 DALHUISEN, Dalhuisen on Transnational, Comparative, Commercial, Financial and Trade Law, Volume 3,
Financial Products, Financial Services and Financial Regulation, Hart Law, Oxford, 2019, p. 505.
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the loans and/or the interest rates either at all or on time, creating the so-called “maturity
mismatches” and liquidity risk in banks??’, meaning that “there are more short-term liabilities
than short-term assets to cover the liabilities with.”?%®

The third sub-sector, investment banking, works in the capital markets, with deal makers
and high-net-worth individuals??°, not the general public.

In capital markets there is no banking intermediation in principle: entities in need of
capital — usually governments, companies and banks — issue bonds and shares to raise funds
directly from the public. Investors — both individuals and legal persons that want to invest their
savings — can choose to buy shares and bonds (which are typical capital market products) issued
in the market by different entities (banks, governments, commercial companies), instead of
making deposits with commercial banks that are in comparison less rewarding. Unlike
commercial banks, investment banks usually do not provide capital themselves and do not
become investors, taking no business risk in that sense. They operate for a fee, foremost as
investment advisers, brokers or fund managers for their clients: they underwrite deals, secure
access to capital markets, offer wealth management and tax advice, advise companies on
mergers and acquisitions, and facilitate the buying and selling of stocks and bonds. In these
activities, these intermediaries operate for their clients on a service basis for which they receive
a fee. This means that money, bonds, shares of their clients do not become their own as deposits
for commercial banks and they do not share in the risk of the recycling of money. However,
there may still be some bank involvement, in the form of investment banks that operate as
capital market intermediaries: they trade and offer prices to whomever wants to sell or buy
investment securities and take the attendant risk as traders, becoming counterparties to sellers
and buyers.

The second branch of the financial services sector is that of the investment services, the
services provided by financial intermediaries between the clients who want to invest money
and the financial products like stocks and bonds. These intermediaries facilitate the buying and
selling of securities, taking a commission for their efforts and they are strictly connected with
the asset management services, such as hedge funds, mutual funds, and investment partnerships
because they also invest money in the financial markets and collect management fees in the

process.

227 |vi., pp. 506-507.

28 CAMPBELL R. HARVEY, Maturity mismatch, Financial Glossary, 2011. https://financial-
dictionary.thefreedictionary.com/Maturity+mismatch

229 The term “high-net-worth individual” is used in finance to designate a person who owns liquid assets valued at
$1 million or more. See for example https://www.forbes.com/advisor/investing/high-net-worth-individual-hwni/

70



Finally, the third branch, that of insurance services, provides contracts, represented by
an insurance policy, in which the client receive money in case of losses of various kind, from

death to injury to property damage.

2.2. The innovations in the financial services sector: FinTech, RegTech and future

prospective

This first overview of the financial services and their traditional classification does not,
however, provide an adequate and complete representation of the width of the sector, which is
constantly evolving and transforming with technology and globalization. In the last years, the
financial sector has confronted innovation that, going alongside the “traditional” financial
activities based on typical capital and money market activities rendered by financial
intermediaries, has seen new developments in any elements of the financial system (markets,
institutions, instruments and regulations).?% Innovations include new payment systems like M-
Pesa?! and other mobile-first money transfer systems; alternative non-bank platforms for
payments such as Google, PayPal?%? or Apple Pay?33; open-source movements focused on new
cryptocurrencies like Bitcoin?34. All these new financial instruments could represent a threat
for traditional banking and financial activities as they introduce a different system of wealth
and responsibility within the financial sector.

Restructuring and adapting to technological changes is thus required. To date a major

outcome of this adaptation process has been that of FinTech?%®, The term FinTech originates

230 BLACH, Financial innovations and their role in the modern financial system-identification and systematization
of the problem, 2011, e-Finanse: Financial Internet Quarterly, ISSN 1734-039X, University of Information
Technology and Management, Rzeszoéw, Vol. 7, Issue 3, pp. 13-26.

231 M-Pesa is a mobile phone-based transfer service that was born in Kenya and then expanded to Tanzania,
Mozambique, DRC, Lesotho, Ghana, Egypt, Afghanistan and South Africa, targeting consumers without banks
account.

See https://www.investopedia.com/terms/m/mpesa.asp; see also https://www.safaricom.co.ke/personal/m-pesa/m-
pesa-home.

232 See https://www.paypal.com/us/webapps/mpp/aboutt#leadership.

233 Apple Pay is a contactless payment technology designed for Apple devices. It allows consumers to insert their
debit and credit cards are on their iPhone or Apple Watch, so that they can pay directly using their device instead
of physical wallets. See https://support.apple.com/en-us/HT204506. See also KIRK, How Apple Pay Really Works
and Why You Should Begin Using it Immediately, 2014 https://kirklennon.com/a/applepay.html; JEFFRIES, Apple
Pay allows you to pay at the counter with vyour iPhone 6, The Verge, 2014
https://www.theverge.com/2014/9/9/6084211/apple-pay-iphone-6-nfc-mobile-payment.

234 For a general overview on Bitcoin and cryptocurriencies see MAUPIN, Mapping the Global Legal Landscape of
Blockchain and Other Distributed Ledger Technologies, CIGI Papers No. 149, October 2017; NAKAMOTO,
Bitcoin: A Peer-to-Peer Electronic Cash System, 2009, available at https://bitcoin.org/bitcoin.pdf; PRIETO MUNOZ,
‘Crypto-investment’ in International Economic Law: A First Sketch, Global Jurist, July 14, 2020; WALCH,
Deconstructing “Decentralization”: Exploring the Core Claim of Crypto Systems, in Cryptoassets: Legal,
Regulatory, and Monetary Perspectives. Oxford University Press, 2020.

235 For an overview of Fintech see https://www.investopedia.com/terms/f/fintech.asp. See also HE, LECKOw,
HAKSAR; MANCINI-GRIFFOLI, JENKINSON, KASHIMA; KHIAONARONG, ROCHON, TOURPE, IMF Staff Discussion
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from the contraction of Finance (Fin) and Technology (Tech), as it is based on the use of digital
tools applied to the financial sector. Fintech covers a wide range of sector, from the
aforementioned mobile payment systems and the blockchain system?3® on which the
cryptocurrencies?®’ are based, to the Open Banking?®, a fintech application to banks allowing
third-party companies to create applications and services using the bank's internal data.

But this change requires policymaking to adapt to it, to balance the stability and the
efficiency of the existent system with the constantly evolutions of the international financial
markets. The FinTech thus requires a legal counterpart: the “RegTech”, a term born from the
contraction of “regulatory” and “technology” to address both the regulation of technology
applied to the economy and the markets and the use of technology to regulate and supervise
financial markets and their participants.?*® RegTech has the potential to revolutionize financial
regulation “in line with the transformation of financial market infrastructure”.?*® The main
challenge is to develop appropriate regulatory responses to “balance risk and potential
innovation”, monitoring and protecting at the same time the financial developments. The major
financial institutions, especially the Financial Stability Board (FSB)?*' together with the
International Monetary Fund (IMF) and the Bank for International Settlement (BIS), are
working in this direction, in order to identify and raise awareness of the fundamental role of
financial innovations at international level.?4?

The European Union, on its side, has already implemented the so-called Payment

Service Directive (PSD)?*#, that addresses digital payments, allowing innovative services to

Note, Fintech and Financial Services: Initial Considerations, 2017.
https://cdn.smefinanceforum.org/sites/default/files/post/files/sdn1705.pdf

23 Blockchain is a database with a peculiarity in its structure: it collects information together in groups, also known
as blocks, that hold sets of information till their full capacity. Once a block is full, it is chained onto the previously
filled block, forming a chain of data known as the “blockchain.” The blockchain used for bitcoins is decentralized,
thus making the data entered irreversible. For Bitcoin, this means that transactions are permanently recorded and
viewable to anyone. For further information see https://www.investopedia.com/terms/b/blockchain.asp.

237 Cryptocurrencies are digital currencies secured by cryptography and with a decentralized structure usually
based on blockchain technology.

23 Open banking is a banking practice that provides third-party financial service providers open access to
consumer banking, transaction, and other financial data from banks and non-bank financial institutions through
the use of application programming interfaces. See https://www.investopedia.com/terms/o/open-banking.asp.

2% ARNER, BARBERIS, BUCKLEY, FinTech, RegTech and the Reconceptualization of Financial Regulation,
Northwestern Journal of International Law and Business, Vol. 37 No. 3, 2017, p. 373-375.

240 World Economic Forum, The Future of Financial Infrastructure. An ambitious look at how blockchain can
reshape financial services, 2016.
http://www3.weforum.org/docs/WEF_The_future_of financial_infrastructure.pdf

241 See Chapter six on the international standard-setting bodies.

22 JoNes, Global Regulators Move Closer to Regulating Fintech, Reuters, 31 March 2016.
https://www.reuters.com/article/us-g20-regulations-fintech-idUSKCNOWX21J

243 Directive (EU) 2015/2366 of the European Parliament and of the Council of 25 November 2015 on payment
services in the internal market, amending Directives 2002/65/EC, 2009/110/EC and 2013/36/EU and Regulation
(EU) No 1093/2010, and repealing Directive 2007/64/EC, Official Journal of the European Union L 337/35.
https://eur-lex.europa.eu/legal-content/EN/T XT/PDF/?uri=CELEX:32015L.2366&from=EN
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access the markets new players, so-called TPPs (Third Party Payment Services Providers)?* to
compete, or rather cooperate, with the traditional players (banks, post offices, payment
institutions), and the General Data Protection Regulation (GDPR)?%>, managing privacy and
data protection aspects within economic institutions.

Acrtificial intelligence, electronic payments platforms, cryptography are changing the
financial services international scenario, providing new, innovative solutions for consumers.
Looking forward, FinTech and RegTech are an unavoidable and fundamental pillar of a future

international financial architecture.

3. The classification of Financial Services according to the United Nations Provisional

Central Product Classification

The idea of the Central Product Classification (CPC) originated within the United
Nations in the early 1970s to harmonize international classifications in economics and auxiliary
fields. The first version of the CPC was published in 1991 as an international standard to
classify all goods and services: “[t]he primary purpose of CPC is to classify the goods and
services that are the result of production in any economy”?*6 and, moreover, we can see a
helpful use of the CPC in analyzing transactions in goods and services, for example, to study
trade flows and how to implement them.

Several versions followed the 1991 CPC (1998, 2002, 2008) until the current one, the
CPC Version 2.1 of 2015. In all its versions, the CPC presents “a coherent and consistent
classification structure for products based on a set of internationally agreed concepts,
definitions, principles and classification rules?*’, which covers all goods and services,
representing “a standard format to organize detailed information on products according to

economic principles and perceptions™ 24

24 A third-party payment provider is a service that provides sellers with the ability to accept online payments
without requiring a merchant account. These organizations have their own merchant account, which they use to
process payments for online business owners. See https://blog.payop.com/payop/third-party-payment-provider/
245 Regulation (EU) 2016/679 of The European Parliament and of The Council of 27 April 2016 on the protection
of natural persons with regard to the processing of personal data and on the free movement of such data, and
repealing Directive 95/46/EC (General Data Protection Regulation), Official Journal of the European Union, L
119/1. https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32016R0679

246 United Nations, Central Product Classification (CPC) Version 2.1, Statistical Papers, Series M No. 77, Ver.2.1,

2015, New York, United Nations Publications, p. iii
https://unstats.un.org/unsd/classifications/unsdclassifications/cpcv21.pdf.

247 vi., p. 3.

248 |bid.
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Concerning the structure itself of the classification, the CPC?* is divided into ten
categories — (0) Agriculture, forestry and fishery products; (1) Ores and minerals; electricity,
gas and water; (2) Food products, beverages and tobacco; textiles, apparel and leather products;
(3) Other transportable goods, except metal products, machinery and equipment; (4) Metal
products, machinery and equipment; (5) Constructions and construction services, (6)
Distributive trade services; accommodation, food and beverage serving services; transport
services; and electricity, gas and water distribution services; (7) Financial and related services;
real estate services; and rental and leasing services; (8) Business and production services; (9)
Community, social and personal services -2°°, which are successively organized into more
detailed categories.

Thus, the CPC provides a section devoted to the financial services that includes detailed
list of all services that it classifies as “financial and related services”, spacing from banking
services to deposit and credit card loan services to insurance services?>L. To notice that in the
provisional version of 1991 it is Section 8, while in the most recent version of 2015 financial
services are classified in Section 7.

As we already stated, the GATS does not contain a definition of “services”, but its
Article I defines trade in services as the supply of services through the four modes of supply:
cross-border, consumption abroad, commercial presence and presence of natural persons.
However, the need for a classification of services, necessary to regulate its trade, already
emerged in the Uruguay Round to the extent that during the 1988 Montreal Ministerial
Declaration, the GATT Secretariat was requested to prepare a reference list of services.?%? In
1991, the Secretariat produced, in an informal Secretariat Note, the Services Sectoral
Classification List (MTN.GNS/W/120)2%3 also known as W/120, which served to facilitate the
Uruguay Round negotiations. The W/120 was based on the provisional version of the CPC and
can be defined as an abbreviated version of the it?>* aggregating the more detailed and

comprehensive listing and description of sectors/sub-sectors contained in the CPC.

249 CPC Version 2.1. https://unstats.un.org/unsd/classifications/Econ/cpc

20 1vi., p. 27.

21 See United Nations, Central Product Classification (CPC), at note 23.

252 ZHANG, Covered or not Covered: That is the Question - Services Classification and Its Implications for Specific
Commitments under the GATS, World Trade Organization Economic Research and Statistics Division, WTO
Working Paper ERSD-2015-11, 2015, p. 2.

253 WTO Documents, Multilateral Trade Negotiations. The Uruguay Round, Group of Negotiations on Services,
Services Sectoral Classification List, Note by the Secretariat, 10 July 1991, MTN.GNS/W/120.
https://docs.wto.org/dol2fe/Pages/FE_Search/FE_S S009-
DP.aspx?language=E&CatalogueldList=179576&CurrentCatalogueldIind%20ex=0&Full TextHash=&HasEnglis
hRecord=True&HasFrenchRecord=True&HasSpanishRecord=True

254 Classification in Services: An Overview of the Main Issues for Developing Countries, South Centre Analytical
Note
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The W/120 classification system is not mandatory for the GATS. However, the majority
of WTO Members have followed the W/120 when scheduling their services commitments and
the CPC in defining the sectoral coverage of their commitments. This system (W/120 + CPC)
appears not to be always adequate before technological developments?®, however, it is for now
the only services classification created for the purpose of trade negotiations.?®® The only
exception is represented by the financial services sector which is, up to date, the sole sector in
the GATS for which there are two classifications: the W/120 (+ CPC) one and the one
specifically included in the Annex on Financial Services.

The Annex is inspired by the W/120 document, but the two classifications contain some
differences:?’

1) the W/120 list accompanies each one of its sectors with the corresponding CPC
number, while we can’t find a similar reference in the Annex classification;

2) the W/120 distinguishes between life, accident and health insurance on the one
hand, and non-life insurance on the other, while the Annex put under “Direct Insurance” both
life and non-life insurance;

3) inthe W/120 “insurance broking and agency services” and other auxiliary services
to insurance have been regrouped together as a subsector of insurance services, while the Annex
distinguishes between intermediation services, such as brokerage and agency, on the one hand,
and services auxiliary to insurance, on the other;

4) the “services auxiliary to insurance” in the W/120 is labelled as “insurance
intermediation” in the Annex;

5) in banking and other financial services, the Annex follows the scheme of the W/120
but with some improvements: for example, can find an explicit indication of “credit card
services” under “all payment and money transmission services”.

A majority of Members have adopted for their Schedules either the classification
provided in the Annex on Financial Services or the W/120 classification, as it was the easier
path to follow. However, this led to a non-uniform scheduling of the Members’ commitments,
because some complemented the classification in the Annex with the CPC codes, others with

their original national classification, making the classification itself unclear and difficult to

January 2005, SC/TADP/AN/SV/11, p. 3
https://www.southcentre.int/wpcontent/uploads/2013/07/AN_SV11 Classification-in-Services_EN.pdf

25 ZHANG, op. cit., p. 3.

256 | bid.

257 World Trade Organization, Council for Trade in Services, Committee on Trade in Financial Services, Financial
Services, Background Note by the Secretariat, S/C/W/312 S/FIN/W/73, 3 February 2010, p. 41-43.
https://docs.wto.org/dol2fe/Pages/SS/directdoc.aspx?filename=Q:/S/FIN/W73.pdf&Open=True
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understand. As consequence, although the GATS classification of services provides a flexible
and comprehensive framework for scheduling commitments, well-adapting to the ongoing
changes in the financial services industries and market, some countries have encountered
difficulties in translating their domestic laws and making commitments in financial services for
the first time.

For this reason, at the meeting on 10 March 2021, the UN Statistics Division (UNSD)
and the WTO Secretariat provided a joint presentation on the new functionalities of the UN
statistical classification website helping Members navigate between the different CPC versions
as well as between the CPC and other classifications. The main aim of the presentation was
exactly that of explaining the correspondence between the CPC Provisional Version of 1991
and the later versions of the CPC, given that the Services Sectoral Classification List
(MTN.GNS/W/120) created for scheduling specific commitments under the GATS was based

on the CPC Provisional Version.2%8

4. Financial services and financial risks: the “too big and too (risk) connected to fail”

issue

We saw that the financial services sector comprises, on the one hand, commercial
banking services and, on the other one, capital market and investment services. In most
countries, commercial banking has long been regulated and supervised because of its
importance and the need for its proper functioning for consumers, markets and institutions. 2%
This is the issue of systemic risk, a fundamental aspect of financial stability. Systemic risk has
no unique definition: the European Union, for example, defines it as “a risk of disruption in the
financial system with the potential to have serious negative consequences for the internal
market and real economy”.?® Scholars?! have highlighted the main aspects on which the
concept is based:

1) the existence of institutions “too big to fail”;?6?

2) the “too (risk) connected to fail institutions”, in the sense of the necessity to avoid

the failure of certain financial institutions too interconnected to each other to the point that the

2% See table of correspondences at https://unstats.un.org/unsd/classifications/Econ/cpc

259 See note 225.

260 Eyropean Systemic Risk Board (ESRB) Regulation (EU) No 1092/2010, 24 November 2010, Official Journal
of the European Union 331/1, 2010, Art. 2.

261 CorreE, The Political Economy of the Dodd-Frank: Why Financial Reform tends to be frustrated and Systemic
Risk Perpetuated, in FERRAN, MOLONEY, HiLL, COFFEE, The Regulatory Framework of the Global Financial
Crisis, Cambridge University Press, Cambridge, 2012, p. 343.

262 See section 3.2. The 2008 Financial Crisis.

76



failure of one could lead to the failure of all and, as consequence, of the system, or even if the
other institutions do not fail, the failure of one can provoke intense stress for the others.

The major aim is, therefore, that of avoiding or at least containing the risks inherent in
banking, especially insolvency because it is dangerous for depositors, who may lose all rights
to repayment, but also for the recycling of money in general, that, as we know, is a fundamental
lucrative activity for banks. In fact, although bankruptcy does not shorten the maturities of
existing loans, banks can’t provide new credits. Moreover, problems in one bank may affect
other banks as they are all closely connected in the interbank credit and the payment system
(the too risk connected to fail issue).

The sources of such a financial instability, which may not all occur at the same time,
can be various and various can be their outcome: the 2008-2009 crisis highlighted the
possibility of systemic risk originating not only in one or more (commercial) banks but
elsewhere in the financial system, especially after the bankruptcy of Lehman Brothers, which
was an investment bank that had borrowed large amounts of money from commercial banks.
Financial regulation is supposed to help and provide an adequate framework within which
banks can move, remaining foremost in charge of their own fate. The problem is that it has
repeatedly been shown that the current system does not prevent crisis, nor there is guarantee it

will do better in the future.

4.1. The financial prudential regulation: micro and macro perspectives

The financial system is a sector heavily subjected, for its intrinsic characteristics, to
sector-specific regulation and supervision. Financial regulation should be seen as reinforcing
internal procedures and practices which banks and other financial intermediaries already have
in place to adequately manage their risk and conduct in order to achieve, on the one hand, a
sound operation of the financial system and, on the other one, to address and avoid future market
failures. Thus, financial regulation deals with elaborating prudential standards for financial
institutions, rules for the markets and adequate information and protection for consumers.

The first aim, that of regulating finance through prudential measures, traditionally
distinguishes between micro and macro prudential regulation.

Micro-prudential regulation aims at limiting the risk of failure of individual financial

institutions, thus achieving the prudential objective of consumer protection. It is rule-based?3

263 Being rule-based, it also means that micro-prudential regulation is enforceable through regulatory action under
court supervision aiming at the behaviour of banks and protection of the system or through civil court proceedings
at the protection of clients.
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meaning that regulators apply the rules to individual banks (micro-supervision means exactly
application to the single entity) in order to enforce their safeness and soundness, to limit their
exposure to financial risks and to increase their capacity to face such risks.?* Micro-prudential
regulation is based on three pillars: a) financial stability; b) the conduct of business, in the sense
of protecting the actors within its system (depositors, investors and borrowers) against exposure
to risks associated with it and c) market integrity.?® In order to put in practice an effective
micro-prudential regulation, it must be accompanied by micro-prudential supervision by
competent authorities based on a legal framework of risk management and capital adequacy
that aims at stabilising the system through legally enforceable rules and level playing field for
all. Thus, supervisory authorities evaluate, through both regular and extraordinary
examinations, financial institutions performances and compliance with prudential requirements
and rules on ensuring capital markets efficiency, and eventually impose sanctions.

However, the financial crisis led to increasing emphasis on a macro-prudential
approach, that is based on adopting policies to limit the exposure to financial systemic risk that
might damage the real economy. The macro approach abandons legal predictability in favour
of a policy to prevent or solve financial crises based on three different pillars: a) adoption of
macro-prudential regulation and set up of institutions and procedures to assure compliance with

them; b) supervision of micro-prudential regulation and c) eventual crisis management.2

Microprudential Macroprudential
Proximate objective limit distress of individual limit financial system-wide
institutions distress
Ultimate objective consumer (investor/depositor) | avoid output (GDP) costs
protection
Characterisation of risk ex0genous (in part) endogenous
Correlations and common irrelevant important
exposures across institutions
Calibration ~ of  prudential | in terms of risks of individual | in terms of system-wide
controls institutions; bottom-up distress; top-down

Source: Borlio, Towards a Macroprudential Framework for Financial Supervision and
Regulation?, Bank for International Settlement Working Paper n. 128, 2003, p. 2.
https://www.bis.org/publ/work128.pdf

264 GORTSOS, op. cit., p. 91.
265 DALHUISEN, op. cit., p. 524.
266 1pid.
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Traditionally, financial regulation was based on the institutional approach, meaning that
it assigns the regulator according to the type of legal entity. This is, for example, the approach
still in place in China, where the supervision of the banking sector has been transferred from
the People’s Bank of China to the China Banking Regulatory Commission in 2003.%57 Several
countries, however, has moved to a functional approach?®®, where the focus is on the type of
financial service or service provider on which the regulatory objectives and regimes are then
shaped. For example, in Italy the Bank of Italy sets the monetary policy and supervise the
banking sector, while the Companies and Stock Exchange Commission’s (Commissione
Nazionale per le Societa e la Borsa - CONSOB) is responsible for the investment services in
the public.?®® Then, we have the integrated or unified approach, also known as the “FSA
Model”, as the Financial Services Authority in the UK is the model for such approach based on
a single financial regulator responsible for the whole system.?’? Finally, several countries, such
as Switzerland and the Netherlands have adopted the so-called “Twin Peaks” approach, based
on the co-existence of two different regulators, that deals respectively with systemic stability
and market conduct and consumer protection.?”* In Switzerland, for example, the financial
stability supervision is up to the Swiss National Bank (SNB), while the Swiss Financial Market
Supervisory Authority (FINMA) deals with the supervision of the banking sector. The four
different approaches offer different guarantees that may have different results depending on the
structure of the countries in which they are implemented, although there seems to be an
increasing interest in the fourth approach — the Twin Peaks one - since it offers a sharp
separation between prudential supervision and market rules.?"2

Regardless of these classifications, we can, however, highlight several main aims of
macro financial regulation in general:

a) the minimalization of systemic risk: this issue is fundamental for the financial
stability and is based on preventing that the collapse of one financial firm can heavily affect the
others. It concerns primarily insolvency risk and is especially considered in commercial
banking, where all banks are closely connected and the failure of one may seriously affect
others. Traditionally less relevant in respect of investment services providers, the 2008 crisis

showed how they can be heavily affected when they become very large. So far, micro-

267 ScHMuLow, The Four Methods of Financial System Regulation: An International Comparative Survey, 26
UWA School of Law Research Paper 151, 2015, p. 152.

268 DALHUISEN, 0p. Cit., p. 534.

269 ScHMULOW, op. cit., p. 154,

270 ScHMULOW, op. cit., p. 155.

271 ScHMULOW, op. cit., p. 165.

272 ScHMuULOW, op. cit., p. 172.
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prudential regulation has been proven to be largely irrelevant to redress systemic risk or to
increase financial stability. A radical solution may be narrower discipline in banking, but it
could dramatically shrink the banking business, which is likely to have serious social
consequences in terms of growth and employment. Therefore, much stricter regulation of banks
at the top of the economic cycle as a matter of macro-prudential supervision, may be more
effective and efficient;

b) the integrity of markets: in terms of public policy, it can be considered as the
investment services’ equivalent of systemic risks. It does not deal with regulating markets as
such, but concerns adequate information on issuers and adequate price transparency, therefore
proper pre- and post-trading price information supply in these markets and, in a broader sense
absence of market abuse;

c) the protection of clients and customers against bankruptcy of the service provider
and, as consequence, the creation of a simplified enforcement system, that may introduce a
quick and cheap complaint procedure for the smaller customers or investors;

d) and final — and fundamental - the creation of a proper legal framework for financial
services: it deals with the minimisation of the legal risk. Regulatory concern in this aspect
should extend to the legal characterization and structure of financial products and services, in
order to provide for a new and more effective prudential supervision.

Therefore, we can sum up micro-prudential regulation in the dictum “for the financial
system to be sound, it is necessary and sufficient that each individual institution is sound”?"3,
while macro-prudential regulation has to take into account two different dimensions: the cross-
sectional dimension, meaning the distribution of the risk at a certain time; and the time
dimension, how the risk evolves over time.?”* The first aspect deals with risk exposures
common to all financial institutions and how the system can supervise them and introduce an
adequate regulation to avoid — or at least limit — systemic risks they may cause. For example,
following the 2008 crisis, Switzerland has introduced a “too big to fail” stricter regulation and
supervision for its main international banks, UBS and Crédit Suisse in order to “strengthen the
institutions’ resilience” and improve their resolvability.?’®
Concerning the time-dimension aspect, several efforts have been done in this direction,

in order to avoid that the risk becomes cyclical. Especially, the international focus is on the

273 BoRrI0, The Macroprudential Approach to Regulation and Supervision, in in GREEN, PENTECOST, WEYMAN-
JONES (eds.), The Financial Crisis and the Regulation of Finance, Edward Elgar, Cheltenham, UK/ Northampton,
MA, USA, 2011, p. 104.

274 Ivi., p. 105.

275 See Swiss FINANCIAL MARKET SUPERVISORY AUTHORITY FINMA, Too Big to Fail and Financial Stability
https://www.finma.ch/en/enforcement/recovery-and-resolution/too-big-to-fail-and-financial-stability/
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“existing arrangements”?’%, the standards developed by the standard-setting bodies and how
they can evolve over time to counter face systemic financial risks: an example overall is that of
the Basel standards, that have improved from Basel | through Basel 11 to Basel 111.%7

The issue of stability requires a macro-prudential component and, moreover, this macro-
prudential approach to financial supervision should be “international”: the financial services
sector has always been undoubtedly a heavily regulated service sector, but until the early 1980s
only at domestic level, because, on the one hand, the share of services produced and consumed
within the domestic market was predominant and, on the other one, because services were

traditionally considered ancillary to trade in goods.?"

4.2. Future perspectives for an adequate prudential regulation: the role of international

standards in macroeconomic policy

Governments face the difficult task of protecting their financial markets from disruption
and failure risks with interventions concerning macroeconomic policy management, trade
restrictions and prudential regulation. Thus, prudential regulation can assume different forms
from State to State, but there some types of prudential measures, especially in the banking
sector, that are considered to be “typical”: a clear example of that is the capital adequacy ratio.
The capital adequacy ratio (also known as CAR) is a measure of the bank’s capital based on

the bank’s ability to pay liabilities and respond to credit and operational risks. After the 2008

276 Bor10, The Macroprudential Approach to Regulation and Supervision, in GREEN, PENTECOST, WEYMAN-
JONES (eds.), The Financial Crisis and the Regulation of Finance, Edward Elgar, Cheltenham, UK/ Northampton,
MA, USA, 2011, p. 110.

277 Basel | and Basel 11 are two sets of international banking regulations put forth by the Basel Committee on Bank
Supervision (BCBS). Together with Basel 11l they form the Basel Accords. Basel | was implemented in 1988 and
sets out the minimum capital requirements of financial institutions with the goal of minimizing credit risk.
According to Basel I, banks that operate internationally are required to maintain a minimum amount (8%) of capital
based on a percent of risk-weighted assets.

Basel Il is a set of international banking regulations put forth by the Basel Committee on Bank Supervision, which
leveled the international regulation field with uniform rules and guidelines. Basel Il expanded rules for minimum
capital requirements established under Basel I, the first international regulatory accord, and provided the
framework for regulatory review, as well as set disclosure requirements for assessment of capital adequacy of
banks. The main difference between Basel Il and Basel | is that Basel Il incorporates credit risk of assets held by
financial institutions to determine regulatory capital ratios.

Basel 111 is a 2009 international regulatory accord that introduced a set of reforms designed to mitigate risk within
the international banking sector, by requiring banks to maintain proper leverage ratios and keep certain levels of
reserve capital on hand. Basel 11l was rolled out by the Basel Committee on Banking Supervision—then a
consortium of central banks from 28 countries, shortly after the credit crisis of 2008. Although the voluntary
implementation deadline for the new rules was originally 2015, the date has been repeatedly pushed back and
currently stands at January 1, 2022,

Finally, Basel 1V requirements have been agreed in 2017 and are due to implementation in 2023. They provide
some amendments of Basel Ill, from capital requirements, to operational risk standards, to capital treatment of
credit risk. https://www.bis.org/bchs/publ/d462.pdf

278 CANTORE, The Prudential Carve-Out for Financial Services, Cambridge University Press, Cambridge, 2018,
p. 6.
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financial crisis, stricter CAR requirements have been set for banks: especially, the Basel
Committee on Banking Supervision (BCBS) introduced the Basel Il accord to strengthen
regulation and supervision within the banking industry and with regards the CAR requirement
it was imposed a minimum of 8%.%”° Other important requirements to mention are those
concerning liquidity and transparency: the first one imposes banks to have a minimum level of
highly liquid assets to ensure they are able to meet short-term obligations (for example Basel
I11 imposes that banks have an amount of liquidity that is enough to cover cash outflows for 30
days)?8%; while the transparency requirements regard the information provided by banks on their
performance, capital solvency and liquidity, risk exposures and management, among the others,
in order to promote the safety and soundness of the banking system.

But in other cases, there may be differences of views as to whether certain measures can
be considered as prudential: for example, portfolio allocation rules for investments of financial
institutions in the US and Japan have shifted towards the adoption of prudent-person rules
providing flexibility in investment decisions, but even if they have prudential objectives, they
can be perceived as having non-prudential elements from the point of view of European
countries with a tradition of numerical restrictions for investments.

The efforts should — and have already partially — went towards the development of
international standards and codes of good practice in the areas of financial services and
accounting of financial transactions and institutions in order to reduce the perception of
domestic prudential standards from other countries as barriers to trade. The major standard-
setting bodies (known as SBBs) dealing with the key standards for a sound financial system are
the Financial Stability Board (FSB)?8., the International Monetary Fund (IMF)?2, the Basel
Committee on Banking Supervision (BCBS), the Committee on Payments and Market
Infrastructures (CPMI), the Financial Action Task Force (FATF), the International Association
of Deposit Insurers (IADI), the International Association of Insurance Supervisors (IAIS), and

the International Organization of Securities Commissions (I0OSCO) and the Organization for

279 BASEL COMMITTEE ON BANKING SUPERVISION, Minimum Capital Requirements for Market Risk, Bank for
International Settlements, January 2019 https://www.bis.org/bcbs/publ/d457.pdf

280 BASEL COMMITTEE ON BANKING SUPERVISION, Basel IlI: The Liquidity Coverage Ratio and liquidity risk
monitoring tools, Bank for International Settlements, January 2013 https://www.bis.org/publ/bcbs238.pdf

281 The Financial Stability Board (FSB) is an international body that monitors and makes recommendations about
the global financial system. The FSB promotes international financial stability by coordinating national financial
authorities and international standard-setting bodies as they work toward developing strong regulatory,
supervisory and other financial sector policies. It fosters a level playing field by encouraging coherent
implementation of these policies across sectors and jurisdictions. https://www.fsb.org/about/

282 The International Monetary Fund (IMF) is an international financial institution, headquartered in Washington,
D.C., consisting of 190 countries working to foster global monetary cooperation, secure financial stability,
facilitate international trade, promote high employment and sustainable economic growth, and reduce poverty
around the world while periodically depending on the World Bank for its resources. https://www.imf.org/en/Hom
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Economic Co-operation and Development (OECD).?83 Among the standards implemented, the
Basel Committee developed a series of prudential standards for the regulation of internationally
active banks (Basel | in 1988, Basel Il in 2004, and Basel Il from 2010); the FATF
implemented he FATF Recommendations and the international anti-money laundering and
combating the financing of terrorism and proliferation (AML/CFT) standards?®*; the 1AIS, its
Insurance Core Principles?® stipulating 26 principles to promote an insurance supervisory
authority that is independent, accountable and transparent and that can oversee a fair, safe and
stable insurance industry; the IOSCO its Objectives and Principles of Securities Regulation?3®
- 38 principles regulating securities markets and managing systemic risk in financial markets;
the OECD constantly updates its Model Tax Convention?®’, used as a standard for allocating
taxation rights between countries and the Transfer Pricing Guidelines for Multinational
Enterprises and Tax Administrations, the latest version of which (July 2017)28 incorporates the
approved Actions developed under the Base Erosion and Profit Shifting (BEPS), a project
devoted to end tax avoidance.?®®

Therefore, the recent efforts aim at the harmonization of financial regulation and
supervision, especially through, not simply the development of internationally accepted
standards, which, as we can see, has been already largely done and it’s an ongoing process, but
especially through their implementation and integration within the rules governing the
international scenario and the involvement of the private sector in the prevention and resolution
of financial crises?®, in order to strengthen the domestic financial system through international

collaboration and coordination.

4.3. The 2008 Financial Crisis

The timeline of the international economic scenario since World War Il can be
distinguished into three main periods.
The first-time frame, starting in the second post-war period, was one of extraordinary

growth, with a stable banking sector and flourishing capital markets. However, it ended with

23 See Financial Stability Board, Standard-Setting Bodies in the Compendium, available at:
http://www.fsb.org/what-we-do/about-the-compendium-of-standards/wssb/ (accessed April 2021).

284 See https://www.fatf-gafi.org/publications/fatfrecommendations/documents/fatf-recommendations.html

285 See https://www.iaisweb.org/page/supervisory-material/insurance-core-principles/

286 See https://www.iosco.org/about/pdf/IOSCO-Fact-Sheet.pdf

27 See  https://www.oecd.org/tax/treaties/model-tax-convention-on-income-and-on-capital-condensed-version-
20745419.htm

288 See https://www.oecd.org/tax/transfer-pricing/oecd-transfer-pricing-guidelines-for-multinational-enterprises-
and-tax-administrations-20769717.htm

289 See https://www.oecd.org/tax/beps/

2% DALHUISEN, op. cit., p. 348.

83



the oil crises in 1970s and in 1971 the Bretton Woods system collapsed, after the announcement
from President Nixon of the "temporary™ suspension of the dollar's convertibility into gold.
While the previous stability had left the financial sector aside of the major innovation flows,
the major consequence of these events from the perspective of financial regulation was the
elimination of cross-border capital controls in most developed markets, encouraging capital
mobility worldwide?®! that increased competition in the sector, but changed risk management
for the worse.?%?

The second wave is the period from 1980 ending with the financial crisis of 2008, during
which the major trend within the international economic scenario was that of promoting the
liberalization and freedom of international and transnational trade and exchanges.

The third period is the one following the 2008 crisis, which is characterized by the
absence of a clear guidance and view of its causes and by regulatory and monetary
experimentation, but also by a policy of regaining control over banks. As consequence, States
tightened up their legislation on financial services, introducing a series of very stringent and
cautious prudential measures.

The financial crisis of 2007-2008 (also known as Great Financial Crisis or GFC) is
considered by many economists to have been the most serious financial crisis since the Great
Depression of the 1930s. It began in 2006 with a crisis in the subprime mortgage market in the
United States, and developed into a full-blown international banking crisis with the collapse of
the investment bank Lehman Brothers on 15 September 2008.

The assumptions of the crisis date back to the early 2000s, when in the US it began to
increase in a significant way the supply of subprime (or high-risk) mortgages®®, that is the
granting of loans to customers who would not have obtained credit under normal circumstances,
not being able to provide sufficient guarantees. Factors that have stimulated the growth of the
subprime mortgage market are attributable, fundamentally, to the dynamics of the US real estate
market.

The first years of the XXI century, until mid-2006, were affected by a notable economic
growth in the United States. The reason behind it was to be sought in the accommodating

monetary policy of the Federal Reserve (FED)?%, that lowered the federal funds rate from 6.5%

291 TAFARA, Observations about the crisis and reform, in FERRAN, MOLONEY, HiLL, COFFEE, The Regulatory
Framework of the Global Financial Crisis, Cambridge University Press, Cambridge, 2012, p. XV.

292 Ivi., p. XVII.

293 A subprime mortgage is a loan given to borrowers that do not offer enough guarantees to obtain a conventional
mortgage. Subprime mortgages present a higher risk because subprime borrowers are more likely to default than
those who have higher credit scores. Thus, they charge interest rates above the prime lending rate.

2% The Federal Reserve System is the central bank of the United States. It was founded by Congress in 1913 to
provide the nation with a safer, more flexible, and more stable monetary and financial system. See BOARD OF
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in May 2001 to 1% in June 20032%, in order to boost the economy after the dot-com bubble
crisis?®® and the terrorist attack of the 11 September 2001. This made credit easily available,
even for borrowers who usually could not access to loans because of their low credit score and
poor guarantees — the so-called subprime borrowers —and who could take advantage of the low
mortgage rates to buy a house.?®” As consequences of the higher demand for housing, housing
prices grew, generating a real estate bubble. The mortgages granted by commercial banks were
then sold to investment banks, as the Lehman Brothers bank for example, that “repackaged”
them into financial instruments such as mortgage-backed securities that were offered to the
investors as short-term securities, both in the US and in Europe, creating the conditions for the
transmission of the crisis from the US economy to the European ones. The FED policy on low
interest rates increased the inflationary pressure and, at the beginning of 2004, the FED began
to raise interest rates back in response to the recovery of the US economy. Mortgages became
increasingly expensive: families often became unable to repay the loans and the demand for
real estate decreased, with the consequent bursting of the real estate bubble.

The first signs of the problem appeared in 2007 with the failure of the New Century, the
second largest US subprime mortgage lender, that filed for bankruptcy in April 2007.%°¢ Soon,
other financial institutions involved in the subprime mortgage market, among which the
Lehman Brothers Bank, recorded heavy losses. Short-term spreads sharply increased and both
the Federal Reserve and the European Central Bank tried to relieve pressure on market, the first
one by reducing again interest rates, while the second one providing short-term liquidity to its
Members’ banks. Nevertheless, the situation worsened. Some of the most important US credit
institutions avoided bankruptcy thanks to the intervention of the Treasury in concert with the
FED. The investment bank Lehman Brothers, however, did not receive state aid or support from
private individuals and initiated the bankruptcy proceedings on 15 September 20082%°. When
this happened, the international financial situation had fallen to the point that the International

GOVERNORS OF THE FEDERAL RESERVE SYSTEM, The Federal Reserve System: Purposes and Functions,
Washington DC, 2005, p. 1.
https://web.archive.org/web/20140111193753/http://www.federalreserve.gov/pf/pdf/pf_complete.pdf

2% See https://www.federalreserve.gov/monetarypolicy/openmarket.htm

2% The stock market downturn caused by speculation of Internet based companies that that lead to a loss of more
than $5 trillion in market value between March 2000 and October 2002. See https://time.com/3741681/2000-
dotcom-stock-bust/

297 According to the Financial Crisis Inquiry Commission, subprime mortgages rose from 8 % in 2003 to 20% in
2005 of the totals of mortgages. See Financial Crisis Inquiry, The Financial Crisis Inquiry Report: Final Report
of the National Commission on the Causes of the Financial and Economic Crisis in the United States, 2011,
Washington DC, p. 104 https://www.govinfo.gov/content/pkg/GPO-FCIC/pdf/GPO-FCIC.pdf

2% GREEN, “The Day the Music Died”: the Financial Tsunami of 2007-09, in GREEN, PENTECOST, WEYMAN-
JONES (eds.), The Financial Crisis and the Regulation of Finance, Edward Elgar, Cheltenham, UK/ Northampton,
MA, USA, 2011, p. 13.

299 http://news.bbc.co.uk/2/hi/business/7615931.stm.
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Monetary Fund expressed “serious doubts about the viability of a widening swath of the
financial system”.30°

The Lehman Brothers insolvency started a new phase of intense instability. In a short
time, the subprime mortgage crisis moved to the American and European real economy,
seriously affecting income and employment. Commercial interdependencies between countries,
finally, led to a heavy reduction in trade and investment at global level. States implemented
restrictive fiscal policies to prevent a possible collapse of the world financial system. The crisis
was nonetheless followed by a global economic downturn.

The worsening of the crisis led the American government to intervene with a rescue
plan for its financial system and large credit institutions, articulated both in nationalization
operations and in private securities purchase programs. In Europe, the crisis first hit Northern
Rock, the Great Britain fifth credit institute specialized in real estate mortgages, which was
saved through its nationalisation. Consistent rescue plans for banks in crisis were set up from
many European countries and, in addition to public rescue and nationalization interventions of
financial institutions in difficulty, in many jurisdictions, the securities regulators activated
urgent intervention measures, such as the prohibition of short selling of shares®®*. It emerged
the need to review the approach traditionally based on self-regulation in several sectors of the
financial market and to dictate more binding standards on governance of companies and market
access requirements.

Lastly, the crisis highlighted the need for a reform of the institutional arrangements for
financial supervision in Europe and the US. From this, following a wide and articulated debate,
a new international institutional architecture has been prospected, aimed at promoting
harmonized rules and uniform practices supervision and enforcement of the rules. Before the
economic crisis, those banks were considered “too big to fail”, an expression commonly used
to highlight that major banks should not have been allowed to fail because of the detrimental
effect on society as a whole and must therefore be saved. But the 2008 crisis showed that, on
the other hand, they might become too big even for governments to help them and this led to
policies to separate banks from governments. In fact, it has been observed by many that the

issue is not truly “too big to fail” but “too big to manage”3%, in the sense that managing their

300 INTERNATIONAL MONETARY FUND, Global Financial Stability Report: Financial Stress and Deleveraging —
Macro-financial Implications and Policy, Washington DC: IMF, October 2008, p. xi.

301 Short-selling, in the context of the stock market, is the practice where an investor sells shares that he does not
own at the time of selling them. He sells them in the hope that the price of those shares will decline, and he will
profit by buying back those shares at a lower price.

302 KRress, Solving Banking's 'Too Big to Manage' Problem, 104 Minnesota Law Review, 2019, p. 171 ss.
https://ssrn.com/abstract=3348593
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failure according to the small banks fashion is impossible due to the consequences it would

have on the economy.

4.4. The regulatory picture after 2008

When the Great Financial Crisis hit the global economy, especially affecting the
developed countries, there was, on the one hand, inadequate supervision of banks and, on the
other one, prudential requirements were too low for the risks financial institutions were taking
at that time. In theory, bank supervisors have great powers to investigate the activities of banks,
but often it has been retrieved they do not know what information exactly look for, what to do
with them or what actions implement in order to restraint banks risks, also considering that such
operations are judged as not politically attractive in times of economic growth and thus
discouraged. The consequence has commonly been complacency from supervisors and
regulatory bodies and therefore a lack of rigorous regulatory supervision. Moreover, we should
consider that micro-prudential regulation is often, but unavoidably, late, when dealing with new
financial products and practices, as their true risks become visible only after implementation
and use for a certain period of time, while macro-prudential regulation has been often placed
second to avoid the complications of a regulation that affects the system as a whole.

Thus, by 2008, the methodology of Basel | and Basel 113%, that reduced capital adequacy
to virtually zero and lead to availability of easy credit, proved inadequate. Availability of easy
credit in this sense is likely to promote bubbles, first of all, in real estate where banking crises
often start, as happened in the 2008 crisis, but stock exchanges, commaodity bubbles, wage and
benefit bubbles may follow. To understand the risk of such methodology, by the end of 2010
the crisis had reached Western governments and their borrowing capabilities, leading to the
southern European government debt.3®* The ultimate reaction to the crisis was a stricter
regulation, especially through Basel 1113%, that rose the required capital for banks to between
seven and nine per cent in respect of their risk assets.

In a financial crisis, it is common the demand for more regulation rises, while improper
deregulation in earlier periods is in retrospect assumed to have taken place everywhere. The
present form of financial regulation appears to be inadequate: micro-prudential regulation
within a pre-established legal framework has proved to not guarantee financial stability. Thus,

the expectations are on macro-prudential policy, that should be implemented or at least directed

303 See note 227.
304 DALHUISEN, op. cit., p. 614.
305 See note 227.
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at international level, possibly by the Financial Stability Board (FSB) or the International
Monetary Fund (IMF).3%8

Internationalisation of financial services is necessary for modern economies, but it
complicates the regulatory picture and no coherence in view emerged between the countries.

In the US, the Dodd-Frank Wall Street Reform and Consumer Protection Act3%’
(commonly known as the Dodd-Frank Act) was passed with the aim of reinvigorating financial
regulation. The Dodd-Frank Act set up a Financial Stability Oversight Council (FSOC)3%, one
of the main functions of which was to designate financial institutions with over $50 billion of
assets as systemically important and therefore in need of special treatment. In the banking
regulatory area, the Act concentrated on capital requirements, consumer protection and even
proprietary trading, that became the so-called Volcker Rule%®, which aimed at regulating banks
considered “too big to fail”, in order to restraint their risk-taking capabilities and avoid — or at
least limit — the future possibilities of their failure.

In the meantime, in the summer of 2012, proposals for a mini-international safety net
emerged in the EU for eurozone countries, in first instance inspired especially by the weakness
of Spanish banks, for which initially 100 billion euros had been set aside. The idea for the
banking union in the eurozone, expressed in the Single Supervisory Mechanism (SSM)31° of
2013, followed by a special Regulation creating the Single Resolution Mechanism (SRM)3%t
including a Single Resolution Board (SRB)3!? to be activated by the European Central Bank
(ECB), that decides whether a bank needs to be resolved, while the SRB will decide how to do
this. It was also agreed a Single Resolution Fund (SRF)3® to be built up by banks themselves

up to an amount of 55 billion euros. At the same time the Bank Recovery and Resolution

308 DALHUISEN, 0p. Cit., p. 628.

307 Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, § 929-Z, 124 Stat. 1376,
1871 (2010) (codified at 15 U.S.C. § 780) https://www.govinfo.gov/content/pkg/PLAW-111publ203/pdf/PLAW-
111publ203.pdf

308 https://home.treasury.gov/policy-issues/financial-markets-financial-institutions-and-fiscal-service/fsoc

309 Section 619 of the Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, 124
Stat.1376 (July 21, 2010) (“Dodd-Frank™ or the “Act”); Section 13 of the Bank Holding Company Act (“BHC
Act”), 12 U.S.C. § 1851.

310 Regulation (EU) No 468/2014 of the European Central Bank of 16 April 2014 establishing the framework for
cooperation within the Single Supervisory Mechanism between the European Central Bank and national competent
authorities and with national designated authorities (SSM Framework Regulation) (ECB/2014/17), Official
Journal of the European Union L 141/1. https://eur-lex.europa.eu/legal-
content/EN/TXT/PDF/?uri=CELEX:32014R0468&from=EN

311 Regulation (EU) No 806/2014 of the European Parliament and of the Council of 15 July 2014 establishing
uniform rules and a uniform procedure for the resolution of credit institutions and certain investment firms in the
framework of a Single Resolution Mechanism and a Single Resolution Fund and amending Regulation (EU) No
1093/2010, Official Journal of the European Union L 225/1.

312 See at https://srb.europa.eu

313 See at https://srb.europa.eu/sites/default/files/_def_srb_fund-web.pdf
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Directive for Banks and Certain Investment Firms (BRRD)3!* was agreed. The SRM, SRF and
SRB sit as a second pillar alongside the SSM as first pillar. The SSM itself was agreed by a
Regulation in October 2013 establishing the ECB as prudential supervisor of all significant
eurozone banks (to be identified by September 2014). However, the system will become

effective only by 2024.

314 Directive 2014/59/EU of the European Parliament and of the Council of 15 May 2014 establishing a framework
for the recovery and resolution of credit institutions and investment firms and amending Council Directive
82/891/EEC, and Directives 2001/24/EC, 2002/47/EC, 2004/25/EC, 2005/56/EC, 2007/36/EC, 2011/35/EU,
2012/30/EU and 2013/36/EU, and Regulations (EU) No 1093/2010 and (EU) No 648/2012, of the European
Parliament and of the Council Text with EEA relevance, Official Journal of the European Union L 173/190.
https://eur-lex.europa.eu/legal-content/EN/T XT/PDF/?uri=CELEX:32014L.0059&from=EN
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SECTION Il — The Financial Services Within the WTO Framework

5. The negotiations on the Annex on Financial Services: a conflictual relation between

trade liberalization and prudential regulation

The Annex on Financial Services of the GATS presents a complex negotiating history,
because during the Uruguay Round financial services were mostly discussed informally. As we
already considered, for long trade in services was not regulated at international level, because
until the early 1980s trade in goods was predominant, while services were mostly produced and
consumed within the domestic market. However, the technological developments of those years
led to a fast spread of trade in services across border, that fueled the discussion around its
regulation and liberalization. When the Uruguay Round started the United States were
enthusiastically in favor of an international agreement on trade in services, while the European
Union presented a more moderate position, and the G-10 and the majority of developing
countries were hostile to the possibility of negotiating the opening of their markets for trade in
services because they feared that they could not compete with the more developed economies.

During the negotiations, the issue of the conflictual relation between the need for
liberalization of trade in services and the loss of regulatory powers for domestic governments
emerged with force, progressively changing the attitude towards the negotiations themselves of
the major players. On the one hand, developing countries started to accept and consider an
inclusion of financial services in the new agreement, while, on the other one, the United States
started worrying that open markets could potentially harm rather than benefit domestic business
and progressively changed their position on the issue. In the end, the negotiators concluded the
GATS and, with regards to the financial services sector, the two Annexes on Financial Services
and the Understanding on Commitments in Financial Services. However, the negotiation period
— exclusively for financial services — was prolonged as they could not agree whether to extend
the MFN treatment on a conditional or unconditional basis. During the extended period it was
reached an agreement on the Second Protocol to the GATS (commonly known as the Interim
Agreement) and, lately, at the end of the Ministerial Conference that took place in Singapore
in 1996, Members agreed to resume financial services negotiations in 1997. In that same year,
Asia experienced a dramatic financial crisis, however, Members managed to conclude the Fifth
Protocol to the GATS at the end of 1997.

90



Thus, financial services have been regulated by the WTO through several instruments:
the GATS and especially the GATS Annex on Financial Services3®, the Schedules of Specific
Commitments, the Annex on Article 1l Exemptions3!6, the Second Protocol to the GATS
(commonly known as Interim Agreement)3'’, the Fifth Protocol to the GATS®®, the

Understanding on Commitments in Financial Services®?°,

6. The Annex on Financial Services: its structure and scope

The Annex on Financial Services is one of the eight Annexes to the GATS and an
integral part of the Agreement, thus binding on all Members. It is structured into five paragraphs
that applies and adapts the GATS provisions specifically to the financial services sector.

Paragraph 1 concerns “Scope and Definition” and it interprets the GATS scope, set out
at GATS Atrticle 1, with specific reference to the financial services sector; Paragraph 2 contains
the prudential carve-out under the title “Domestic Regulation”; Paragraph 3 is entitled
“Recognition”, and thus formulates the rules for recognition of prudential measures; Paragraph
4, “Dispute Settlement”, provides that panels for disputes on financial and prudential issues
shall have the necessary expertise relevant to the specific financial service under dispute; and,
finally, Paragraph 5, entitled “Definitions”, includes three descriptions on what WTO Members
agreed when using, in the multilateral context, the expression of financial service, financial

service supplier and public entity.

6.1. Paragraphs 1 and S of the Annex on Financial Services: the meaning of “measures
affecting the supply of financial services” and the role of "'services supplied in the

exercise of governmental authority"

Paragraph 1 specifies the scope and the application of the GATS in the financial services
sector. The Annex applies to “measures affecting the supply of financial services” (Paragraph

1(a)) and the second sentence defines the “supply of financial services” by simply incorporating

315 GATS: General Agreement on Trade in Services, Apr. 15, 1994, Marrakesh Agreement Establishing the World
Trade Organization, Annex 1B, 1869 U.N.T.S. 183, 33 I.L.M. 1167 (1994), Annex on Financial Services.

316 For the Schedules of Specific Commitments and the Lists of Article Il Exemptions see
https://www.wto.org/english/tratop_e/serv_e/serv_commitments_e.htm

817 World Trade Organization, Second Protocol to the General Agreement on Trade in Services, S/L/11, 24 July
1995 (95-2165). https://lwww.wto.org/english/docs_e/legal_e/2prote_sl11_e.pdf

318 World Trade Organization, Fifth Protocol to the General Agreement on Trade in Services, S/L/45, 3 December
1997 (97-5441). https:/lwww.wto.org/english/docs_e/legal_e/5Sprote_sl45_e.pdf

319 https://www.wto.org/english/docs_e/legal_e/54-ufins.pdf
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the general definition contained in GATS Article 1:2, according to which there are four modes
of supply for services:

(@) Cross-border (Mode 1) concerns the supply of a service “from the territory of one
Member into the territory of any other Member”. This mode does not require the movement of
the service supplier or consumer across borders. Instead, only the service crosses the border.
For example, when a bank issues by a written or oral communication a loan to a customer in
the territory of another WTO Member;

(b) Consumption abroad (Mode 2) defined as the supply of a service “in the territory
of one Member to the service consumer of any other Member”. In this case, a consumer moves
from one WTO Member to the territory of another Member to consume a service there. For
example, a customer travels abroad and takes out a loan at a foreign bank;

(c) Commercial presence (Mode 3) relates to the supply of a service ‘by a service
supplier of one Member, through commercial presence in the territory of any other Member’.
The commercial presence of a foreign service supplier in the territory of a WTO Member
usually involves the establishment of a branch, affiliation, or a joint venture. Mode 3 is therefore
associated with foreign direct investment in services, for example, a bank establishes a foreign
branch in the territory of another Member and accepts deposits;

(d) Movement of natural persons (Mode 4) is the supply of a service ‘by a service
supplier of one Member, through presence of natural persons of a Member in the territory of
any other Member’. Trade in services through Mode 4 occurs when natural persons, for
example a bank’s in-house counsel travels temporarily to another Member’s territory to begin
filing the paperwork necessary to open a branch or to conclude a contract.

The “financial services” are defined at Paragraph 5(a) as “any service of a financial
nature offered by a financial service supplier of a Member”. Then, the paragraph proceeds with
a list of financial services, divided into two sub-groups: insurance and insurance-related
services and banking and other financial services (excluding insurance). Even if extensive, this
list is not exhaustive, as it can be seen in its repeated use of formulations “such as”, “including”
and “all types/forms/kinds”.

Moreover, Paragraph 5(b) indicates that as “financial service supplier” it has to be
understood as “[...] any natural or juridical person of a Member wishing to supply or supplying
financial services, excluding public entities”. Unlike the general definition of “service supplier”
of GATS Article XXVIII(g), this definition explicitly includes potential service suppliers, by

using the words “wishing to supply”. This approach is based on the view that a potential supplier
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might be prevented from supplying a service due to the barriers to trade which the agreement
aims to abolish.

Finally, the term “affecting” is not defined neither in the Annex, nor in another GATS
provision, but the Panel in EC — Bananas |1l defined it for the purpose of the GATS, as to
include “any measure [...] regardless of whether such measure directly governs the supply of
a service or whether it regulates other matters but nevertheless affects trade in services”*? and
as, consequence, that there was “no legal basis for an a priori exclusion of measures within the
EC-Bananas import licensing regime from the scope of the GATS.”%?! This finding was
confirmed by the Appellate Body that held that no GATS provision suggests a limited scope of
application for the GATS, as “[t]he ordinary meaning of the word 'affecting’ implies a measure
that has 'an effect on’, which indicates a broad scope of application” wider than terms such as
“regulating” or “governing”. Moreover, the Appellate Body also noted that Article I:3(b) of the
GATS provides that “the term ‘services' includes any service in any sector except services
supplied in the exercise of governmental authority' and that Article XXVIII(b) of the GATS
provides that the "supply of a service includes the production, distribution, marketing, sale and
delivery of a service”. 322 Thus, the aforementioned provisions do not limit the scope of
application of the GATS, allowing service suppliers to invoke the agreement whenever the
measures at issue affect in any way the supply of financial services.

The Appellate Body in Canada — Autos added that a panel must assess first and foremost
whether a measure is “affecting” trade in services®> by examining the effect of the measure on
the relevant service or service supplier “in their capacity as services or service suppliers”, and
not simply by examining whether the measure violated Article 11 or Article XVII of GATS.3?
Following the Appellate Body in Canada — Autos, the Panel in Argentina — Financial Services
verified whether Panama had proved that “(i) there is ‘trade in services' in the sense of Article
I:1 of the GATS, and (ii) whether the measure at issue "affect[s]" such trade in services within

the meaning of Article I:1 of the GATS3?° and found that “a measure that applies to service

320 panel Report, European Communities — Regime for the Importation, Sale and Distribution of Bananas (EC —
Bananas Il1), WT/DS27/R, adopted on 25 September 1997, para. 7.285.

321 panel Report, EC — Bananas Ill, para. 7.286.

322 Appellate Body Report, European Communities — Regime for the Importation, Sale and Distribution of
Bananas (EC — Bananas I1l), WT/DS27/AB/R, adopted on 25 September 1997, para. 220.

323 Appellate Body Report, Canada — Certain Measures Affecting the Automotive Industry (Canada — Autos),
WT/DS139/AB/R, adopted on 19 June 2000, paras. 151-152 and 155

324 Appellate Body Report, Canada — Autos, paras. 164-166.

325 panel Report, Argentina — Measures Relating to Trade in Goods and Services (Argentina — Financial Services),
WT/DS453/R, adopted on 9 May 2016, para. 7.84.
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suppliers withdrawing a commercial presence is a measure that "affects” trade in services
within the meaning of Article I:1 of the GATS.”3?6

According to Paragraph 1(a) the supply of financial services for the purposes of the
Annex is based on the concept of “supply of services as defined in paragraph 2 of Article | of
the Agreement”?’, as we have just seen through the four modes of supply. Then, Paragraph
1(b) recalls GATS Article | paragraph 3(b) which specifies that the categories of “services”
regulated through the Agreement excludes the services supplied in the exercise of a
governmental authority and defines them “as any service which is supplied neither on a
commercial basis, nor in competition with one or more service suppliers”.2® Paragraph 1(b) of
the Annex thus agrees with the exclusion of the “services supplied in the exercise of a
governmental authority” from its discipline, but regulates them in a broader, more detailed way
than GATS Article I:3, as it includes:

i) activities conducted by a central bank or monetary authority or by any other public
entity in pursuit of monetary or exchange rate policies;

ii) activities forming part of a statutory system of social security or public retirement
plans;

iii) other activities conducted by a public entity for the account or with the guarantee
or using the financial resources of the Government.

To notice that “public entity” for the financial services sector is defined at Paragraph
5(c) as a governmental institution — including the government itself, a central bank, a monetary
authority and institutions owned or controlled by the government —which is principally engaged
in governmental functions or activities for governmental purposes, excluding any such entity
that is principally engaged in supplying financial services in commercial terms, that is, under
conditions aimed at private financial profit rather than the public interest.

Paragraph 1(c) states that anytime a Member allows its financial service suppliers to
compete with a public entity or another financial service supplier in any of the activities under
Paragraph 1 lit. b(ii) and (iii) of the Annex itself, “'services' shall include such activities.”. Since
GATS Atrticle 1:3(b) states that “'services' includes any service in any sector except services
supplied in the exercise of governmental authority;” which is, according to lit. ¢ “any service
which is supplied neither on a commercial basis, nor in competition with one or more service

suppliers”, Paragraph 1(c) of the Annex contains an exception to such definition, as it makes

326 WTO Analytical Index, GATS _ Article I (Jurisprudence), p. 4,
https://www.wto.org/english/res_e/publications_e/ail7_e/gats_artl jur.pdf

327 GATS Annex on Financial Services, Paragraph 1(a).

328 GATS, Article 1, paragraph 3(c).
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the activities so defined — exclusively related to the supply of financial services - to fall back
under GATS obligations. In this case, the negotiators evaluated as fundamental the presence of
competition, not the nature of the activity: where there is competition, GATS obligations apply
regardless of the nature of the competitors, even if they supply their activities “in the exercise
of a governmental authority”.32°

Paragraph 2(a) of the Annex, containing the so called “prudential carve-out” will be
analyzed later, together with the case law, in order to introduce the limited WTO jurisprudence
on the matter.

We anticipate that the prudential carve-out is the provision introducing the issue of
prudential regulation within the GATS framework. Paragraph 2(a), in fact, allows WTO
Members to take measures, even if inconsistent with their commitments under the Agreement,
as long as they are taken “for prudential reasons”. The provision has been drafted in a very
broad manner, probably to leave more space of manoeuvre to the WTO Members, but this has
made its implementation very difficult for the States, thus posing the issue of an adequate

interpretation of the provision, as we will see in the next Chapter.

6.2. Paragraph 3 of the Annex on Financial Services: the rules for the recognition of

prudential measures

Paragraph 3%° of the Annex specifies that a Member may recognize the prudential
measure of another country, regardless of whether it is a WTO member or not. For example, a
Member may recognize the requirements set by another country to supervise the activities of
the banks established in its territory. This provision parallels GATS Article V1I:1 regarding the
recognition of employment qualifications, as the recognition of prudential measures under
Paragraph 3(a) may be achieved through harmonization or may be accorded unilaterally or

pursuant to an agreement or arrangement between the host Member and another country. Such

329 \VON BOGDANDY, WINDSOR, Annex on Financial Services, in WOLFRUM, STOLL, FEINAUGLE (eds.), WTO —
Trade in Services, Max Planck Commentaries on World Trade Law, Martinus Nijhoff Publishers, Leiden/Boston,
2008, p. 632.

330 3(a) A Member may recognize prudential measures of any other country in determining how the Member's
measures relating to financial services shall be applied. Such recognition, which may be achieved through
harmonization or otherwise, may be based upon an agreement or arrangement with the country concerned or may
be accorded autonomously.

(b) A Member that is a party to such an agreement or arrangement referred to in subparagraph (a), whether future
or existing, shall afford adequate opportunity for other interested Members to negotiate their accession to such
agreements or arrangements, or to negotiate comparable ones with it, under circumstances in which there would
be equivalent regulation, oversight, implementation of such regulation, and, if appropriate, procedures
concerning the sharing of information between the parties to the agreement or arrangement. Where a Member
accords recognition autonomously, it shall afford adequate opportunity for any other Member to demonstrate that
such circumstances exist.

95



selective recognition of other countries’ prudential measures (unilateral or bilateral) has to be
on MFN basis®3, and Paragraph 3(b) specifies that where a Member recognizes the prudential
measures of another country, it must afford, depending on the circumstances, an adequate
opportunity for other interested Members to negotiate a comparable agreement or arrangement
or to demonstrate that their prudential measures should also be recognized unilaterally. Thus,
whenever a Member recognizes, in one form or another, the prudential measures of another
Member, any other interested Member must be afforded the opportunity to show that its own
prudential measures are also worthy the same recognition. Paragraph 3(a) and (b) of the Annex
seeks to facilitate bilateral and multilateral agreements amongst members that would work on
the basis of mutual recognition with an obligation not to exclude other members who commit
to adopt regulatory standards in compliance with the standards agreed between any members. 33

Paragraph 3(c)3* contains the so called “waiver of notice requirement”, according to
which a Member is not obliged to notify the Council of the opening of negotiations with another
country for the purpose of concluding an agreement or arrangement on the recognition of
prudential measures. However, the provision does not release the Member from the obligation
to notify the Council for Trade in Services of the recognition of prudential measures of another
country, accordingly to GATS Atrticle VII:4, even if Members are not obliged to notify the
WTO of the opening of negotiations with another country for the purpose of concluding an
agreement or arrangement on the recognition of prudential measures.33

Due to the fact that GATS Article VII:4 requires Members to inform the Council of
Trade in Services of the its existing recognition measures and state whether such measures are
based on agreements or arrangements, it is easier to track such recognition. Specifically, to date
83 notifications concerning the recognition of measures under GATS Atrticle V1I:4 have been

submitted to the Council of Trade in Services, of which six concerning financial services.3%

331 MARCHETTI, MAVROIDIS, | Now Recognize You (and Only You) as Equal: An Anatomy of (Mutual) Recognition
Agreements in the GATS, in LIANOS, ODUD (eds.), Regulating Trade in Services in the EU and the WTO: Trust,
Distrust and Economic Integration, Cambridge University Press, Cambridge, 2012, p. 423.

332 ALEXANDER, The GATS and Financial Services, in ALEXANDER, MADS (eds.), The World Trade Organization
and Trade in Services, Martinus Nijhoff Publishers, Leiden/Boston, 2008, p. 587.

333 (c) Where a Member is contemplating according recognition to prudential measures of any other country,
paragraph 4(b) of Article VII shall not apply.

334 Paragraph 3(c) of the Annex.
335https://docs.wto.org/dol2fe/Pages/FE_Search/FE_S_S006.aspx?Language=ENGLISH&SourcePage=FE_B_00
9&Context=Script&DataSource=Cat&Query=((%40Symbol%3dS%2fC%2fN%2f*+AND+%40Title%3d%22VI
1*9%22))&DisplayContext=popup&IlanguageUlChanged=true
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6.3. Paragraph 4 of the Annex on Financial Services: the settlement of disputes

concerning the financial services and prudential measures

Paragraph 4 of the Annex contains a specific provision for the settlement of disputes
concerning financial services, as it requires that the panel established for the case has the
necessary expertise in this field.3%¢ The financial services sector is the only sector within the
WTO legal framework for which a provision specifying the requirements for the establishment
of the panel was included. In fact, during the Uruguay negotiations the relationship between the
prudential carve-out and the WTO dispute settlement mechanism was highly debated, with
opposite views among the WTO Members. Especially, Malaysia submitted a paper, on behalf
of the SEACEN countries, comprising Indonesia, Korea, Nepal, Malaysia, Myanmar,
Philippines, Singapore, Sri Lanka and Thailand, presenting their position according to which
they did not believe disputes on prudential measures should have been considered within the
dispute settlement mechanism.3¥” On the other hand, the then European Communities3¢ and
Canada3®* openly expressed their worries towards such position, underline how the exclusion
of the measures taken for prudential reasons from dispute settlement procedures would have
provided too much regulatory discretion and, in the end, this position prevailed.

Paragraph 4 of the Annex integrates the discipline of Article 8 DSU on the composition
of dispute settlement panels. In fact, Article 8 DSU requires panels to “be composed of well-
qualified governmental and/or non-governmental individuals34° and that “selected with a view
to ensuring the independence of the members, a sufficiently diverse background and a wide
spectrum of experience.”®! The Panel in Mexico — Telecoms noted that "the diverse
backgrounds of the panellists™ ensured that the adjudicating body had and adequate knowledge
of the matter at issue, as it “was fully aware of the legal and technical complexity of the
regulation of services at issue in the dispute, including their rapid technological evolution, and
the drafting history of GATS provisions to which the disputing parties had referred
extensively.”**? Moreover Article 8.4 DSU requires that “[t]o assist in the selection of

panellists, the Secretariat shall maintain an indicative list of governmental and non-

336 Panels for disputes on prudential issues and other financial matters shall have the necessary expertise relevant
to the specific financial service under dispute.

337 MTN.GNS/FIN/3, Note on the Meeting of 13-15 September 1990, Working Group on Financial Services
Including Insurance, 16 October 1990, p. 1.

3% MTN.GNS/FIN/3, Note on the Meeting of 13-15 September 1990, Working Group on Financial Services
Including Insurance, 16 October 1990, p. 5, para. 12.

3% MTN.GNS/FIN/3, Note on the Meeting of 13-15 September 1990, Working Group on Financial Services
Including Insurance, 16 October 1990, p. 6, para. 15.

30 DSU, Article 8.1.

%1 DSU, Article 8.2.

342 panel Report, Mexico — Telecoms, para. 7.2.
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governmental individuals possessing the qualifications outlined in paragraph 1, from which
panellists may be drawn as appropriate. (...) Members may periodically suggest names of
governmental and non-governmental individuals for inclusion on the indicative list, providing
relevant information on their knowledge of international trade and of the sectors or subject
matter of the covered agreements, and those names shall be added to the list upon approval by
the DSB. For each of the individuals on the list, the list shall indicate specific areas of
experience or expertise of the individuals in the sectors or subject matter of the covered
agreements.” Thus, Article 8 DSU refers in general terms to the expertise of the individuals
chosen for the composition of the panel and Paragraph 4 of the Annex supplements such
provision, requiring specifically the expertise on prudential and financial issue for disputes on
such matters.

Moreover, Paragraph 4 of the Annex on Financial Services is included in the Appendix
2 DSU disciplining special or additional rules and procedures contained in the WTO
Agreements concerning dispute settlement. With reference to the relation between the DSU and
the provisions included in its Appendix 2, the Appellate Body in Guatemala — Cement | stated
that such special and additional rules apply de plano together with the DSU provisions, while
they result in the exclusion of the provisions of the DSU only in the case of "inconsistency™ or
a "difference" between these rules and the provisions of the DSU. In fact, the rules and
procedures of the DSU “shall apply subject to such special or additional rules and procedures
on dispute settlement contained in the covered agreements as are identified in Appendix 2 to
this Understanding”. And “these special or additional rules and procedures 'shall prevail’ over
the provisions of the DSU '[t]o the extent that there is a difference between' the two sets of
provisions. Accordingly, if there is no 'difference’, then the rules and procedures of the DSU
apply together with the special or additional provisions of the covered agreement. In our view,
it is only where the provisions of the DSU and the special or additional rules and procedures
of a covered agreement cannot be read as complementing each other that the special or
additional provisions are to prevail. A special or additional provision should only be found to
prevail over a provision of the DSU in a situation where adherence to the one provision will
lead to a violation of the other provision, that is, in the case of a conflict between them. An
interpreter must, therefore, identify an inconsistency or a difference between a provision of the
DSU and a special or additional provision of a covered agreement before concluding that the

latter prevails and that the provision of the DSU does not apply.”3*3

343 Appellate Body Report, Guatemala — Cement |, para. 65.
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In conclusion, the fact that Paragraph 4 of the Annex introduces within the WTO
framework a provision requiring that panels have the necessary expertise to adjudicate the
specific financial service under dispute, whether on prudential issues or on other financial
services matters, represents the drafters’ recognition that the financial sector is a highly
complex sector fundamental to WTO Members’ economy and thus requiring a specific
discipline and expertise.

Although it is not explicit whether all panellists, or perhaps only one of them, must have
such expertise, the fact that the provision contemplates “panels”, instead of “panellists”, suggest
that the requirement is indeed that at least one panel member be a finance expert. The level of
expertise is also not specified, but it seems reasonable to assume that the procedure foreseen in
Article 8 DSU, in conjunction with Paragraph 4 of the Annex, will suffice to ensure properly

qualified panellists.

7. The other GATS Instruments on Financial Services

7.1. The Second Protocol to the General Agreement on Trade in Services: specific

commitments and exemptions from Article 11 GATS in the financial services sector

There are four protocols to the GATS: the Second, the Third, the Fourth and the Fifth,
as the First was never drafted: it should have contained special concession for developing
countries Members, which were eventually incorporated into the Uruguay Round Schedules,
so that there was no need for a separate protocol.®** While the Third and Fourth Protocols relate,
respectively, to movement of natural persons and basic telecommunications and thus are not
relevant for the matter at issue, the Second and the Fifth relate to Financial Services. In fact, at
the end of the Uruguay Round in December 1993, not all controversies among negotiators have
been solved, especially those concerning market access commitments in the financial services
sector and, as result, they decided to extend the negotiations on financial services. The extended
negotiations concluded on June 30, 1995 with improved market access commitments that were
conveyed in the Protocols.®* The Second Protocol to the Agreement on Trade in Services was
reached on July 24, 1995 and entered into force on 1 September 1996. It is also known as the
“Interim Agreement” on Financial Services and its importance lies not on any new discipline

on financial services, as the text per se does not contain any regulatory provision, but rather,

344 STOLL, SCHORKOPF, Max Planck Commentaries on World Trade Law, Vol. 1, Brill, 2010, para. 593.
345 FReIBERG, World Trade Organization: Second Protocol to The General Agreement on Trade in Services
(GATS) and Related Decisions, International Legal Materials, Vol. 35, No. 1, 1996, pp. 199-206.
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on the fact that WTO Members “whose Schedules of Specific Commitments and Lists of
Exemptions from Article 1134 of the GATS committed themselves to annex to the Protocol a
Schedules of Specific Commitments and a List of Article 1l Exemptions for the financial
services sector. However, all commitments and exemptions annexed to the Interim Agreement,
except Morocco’s, have subsequently been replaced by new commitments and exemptions

annexed to the Fifth Protocol.

7.2. The Fifth Protocol to the General Agreement on Trade in Services: an attempt of
further trade liberalization by annexing the Schedules of Specific Commitments to

the Protocol

The Fifth Protocol to the General Agreement on Trade in Services is an agreement
reached in 1997 within the scope of Article I1:2 of the WTO Agreement. It entered into force
on 1 March 1999 and is commonly known as the “Financial Services Agreement”. The Fifth
Protocol is considered a “landmark agreement”**’ as it was negotiated and concluded during a
period of international economic turbulence, due to the financial crisis broken out in Asia and
spread around the world, demonstrating how WTO Members were nevertheless convinced of
the need to regulate the financial services sector within the multilateral trading system.

The Protocol was implemented to renew the previous commitments taken by WTO
Members for the financial services sector, by annexing their Schedules of Specific
Commitments and lists of Article Il Exemptions to the Fifth Protocol that replaced those
annexed to the Second Protocol, with the only exception of Morocco. However, the Fifth
Protocol did not expand trade liberalization, because even if the majority of WTO Members
have made commitments in the financial services sector — that can be found under the section
7 “Financial Services” of their Schedules of Specific Commitments - they maintained the
previous level of market access openness.348

The core of the financial services sector consists of direct insurance (both life and non-
life) for the insurance subsector and of acceptance of deposits and lending as well as securities-
related services, such as stock brokerage, for the banking and other financial services
subsectors. The first three modes of service supply under GATS Article 1:2 (cross-border,

consumption abroad and commercial presence) are more commonly used than mode 4

346 World Trade Organization, Trade in Services, Second Protocol to the General Agreement on Trade in Services,
S/L/11, 24 July 1995, (95-2165) https://www.wto.org/english/docs_e/legal_e/2prote_sl11 e.pdf

347 Committee on Trade in Financial Services, Welcome and Opening Remarks by Mr. Harsha V. Singh, DDG,
WTO, Workshop to Mark the Tenth Anniversary of the Fifth Protocol to the GATS, 31 March 2009, Geneva.
https://www.wto.org/english/tratop_e/serv_e/finance_e/workshop_march09_e/singh_e.pdf

348 VVON BOGDANDY, WINDSOR, 0p. Cit., p. 644.
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(temporary movement of natural persons) as it is almost uniformly limited to transfer of
management and specialists within the same company. Especially, commitments made in mode
3 (commercial presence) go significantly further and deeper than those in mode 1 (cross-border
supply) because companies prefer to have their own branch in the foreign country to supply
services; however, the growth nowadays in the online supply of services is leading to an
important increase in the level of commitments in mode 1.

The Fifth Protocol annexes the Members Schedules of Specific Commitments: in order
to asses a Member’s commitments in financial services, it has to be cross-checked any
horizontal commitments, which can be found either at the beginning of the specific sector,
usually meaning that they apply to all sectors, or at the beginning of the specific sector, usually
meaning that they apply to all subsectors within that sector. Furthermore, one should cross-
check to see whether commitments have been made under section 1 (business services) of the
Schedule of specific commitments, especially under professional or legal services. Mostly
developed Members have inscribed the Understanding on Commitments in Financial Services
in their Schedules of financial services commitments, thus binding them to that alternative
approach to scheduling. GATS Article XVII allows Members to negotiate commitments
relating to trade in services not subject to scheduling under Articles XVI or XVII and inscribe
them is their schedules: Members inscribed the Understanding inserting a headnote at the
beginning of the Financial Services portion of their Schedule or alternatively listing it in the
final column as an additional commitment. Many of these countries have come close to opening
their financial services markets as far as reasonably possible; in contrast, developing and least-
developed Members have generally made few or no commitments and remain sceptical about
liberalizing their financial sectors, despite safeguards such as the prudential carve-out in
Paragraph 2(a) of the Annex on Financial Services or the provision of GATS Article XI1, which
establishes some restrictions for WTO Members for balance-of-payments purposes.

The liberalization of financial services is not a simple aim: the stability and integrity of
markets are crucial to a state’s economy and they can be endangered by an excessive
liberalization, that, on the other hand is necessary and unavoidable for the economy to grow at
international level. Moreover, it has to be underlined that within the WTO system not all its
Members can afford the same conditions of trade competition: the disparity between developed
and developing countries is evident in the lack of resources and expertise of developing
countries, which is unavoidably detrimental to the role of developing countries that have less

capability to liberalize at the same pace of developed countries.
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7.3. The Understanding on Commitments in Financial Services: a model schedule for

specific commitments on financial services

The Understanding on Commitments in Financial Services is part of the Final Act of the
Uruguay Round but it is not an integral part of GATS and, as consequence, it’s not binding on
all WTO Members. The Understanding is the result of an initiative by the OECD countries to
provide for an “alternative approach” to scheduling specific commitments on financial services,
by laying down a “model schedule” of a pre-formed set of commitments that Members can use
to draft their own. Thus, its application is optional and must not conflict, under any
circumstances, with the GATS obligations, in the sense that Members cannot apply the
Undestanding to avoid other GATS obligations. The Members who decide to adhere to the
Understanding are bound to its provisions and its rules are incorporated in their Schedules of
Specific Commitments, either through a head-note in the financial services section or by adding
a specific commitment according to GATS Articles XVI and XVII. In fact, the Understanding
aims at opening and further liberalize the financial services markets through additional
commitments to GATS Articles XVI and XVII, which constitute Part 111 of the Agreement on
specific commitments.

The introductory clauses contain four limitations on the applicability of the
Understanding:

1. the approach of the Understanding must not conflict with the GATS provisions;

2. it does not exclude the Member’s right to schedule its specific commitments in
accordance with Part Il of the GATS;

3. commitments made by inscription of the Understanding must be on an MFN basis,
even with respect to WTO Members who have not inscribed the Understanding;

4. aMember’s inscription of this approach in its Schedule sets no presumptive degree
of actual commitments or liberalization under the GATS.

The Understanding is divided in four sections: Section A sets a standstill obligation to
refer only to existing measures in the financial services commitments; Section B regulates trade
liberalization and market access; Section C the national treatment of GATS Article XVII;
Section D provides the definitions necessary for the Understanding itself.

Section A introduces a narrower approach than that provided by GATS Atrticle 111 that
also refers to future measures, establishing that “[e]ach Member shall promptly and at least

annually inform the Council for Trade in Services of the introduction of any new, or any
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changes to existing, laws, regulations or administrative guidelines which significantly affect
trade in services covered by its specific commitments under this Agreement”.34°

Section B deals with trade liberalization, especially market access, through eleven
different sections that provide a specific discipline for the financial services with respect to the
provisions of the GATS, generally established for all services sectors.

Section B.1 requires WTO Members to list in their Schedules existing monopoly rights
in the financial services sector; Section B.2 provides that established>* foreign financial service
suppliers shall granted MFN and National Treatment when purchasing financial services from
public entities, so derogating to GATS Article XIII (on government procurement), which
exempts government procurement of services from the disciplines of MFN, market access and
national treatment.

Section B.3 of the Understanding allows WTO Members to “permit non-resident
suppliers of financial services to offer and supply, either as a principal, through an
intermediary or as an intermediary”, the financial services listed in the section, such as
insurance for maritime and air transport, goods in international transit, reinsurance,
retrocession, transfer of financial data and advisory and other auxiliary services.

Section B.4 provides that Members should allow their own residents to purchase in any
other Member’s territory the financial services listed in subparagraphs 3(a), 3(b) and 5(a)(v) to
(xvi) of the Annex. Thus, Section B.4 regulates the consumption abroad (Mode 2), while
Section B.3 deals with cross-border supply (Mode 1).

Section B.5 requires a Member to grant other Members’ financial service suppliers the
right of establishment and of further expansion of established firms, including through
acquisition of other institutions. The provision, on the one hand, allows Members to establish
their commercial presence without imposing specific forms or procedures, but, on the other
hand, it does not exclude the possibility for Members to impose terms, conditions and
procedures for authorization of the establishment and expansion of such commercial
presence.! However, the limits of the provision are further clarified by the subsequent Section
B.6 that explicitly allows Members to impose terms, conditions and procedures for

authorization of such establishment or expansion of a commercial presence, as long as they do

349 GATS, Atrticle 111:3.

350 «Established” must be read according to Paragraph D.2 of the Understanding as including subsidiaries,
branches, agencies and representative offices and assuming that established financial supplier means those with a
commercial presence in the territory of the host Member.

31 VON BoGDANDY, WINDSOR, Understanding on Commitments in Financial Services, in WOLFRUM, STOLL,
FEINAUGLE (eds.), WTO — Trade in Services, Max Planck Commentaries on World Trade Law, Martinus Nijhoff
Publishers, Leiden/Boston, 2008, p. 648.
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not “circumvent” either the obligation of Section B.5 and the other GATS obligations. The term
“circumvent” is not interpreted in the Understanding and some commentators suggest that it
should be interpret as equivalent to “avoid”, as used, for example, in the prudential carve-out
of the Annex.3%

Section B.7 requires Members to allow foreign services suppliers established in their
own territory to supply “new financial services”. According to subparagraph D.3, a “new
financial service” is not a service that has not yet been offered anywhere, rather it is sufficient
that it is not supplied not in the territory in the host Member, but it could be already supplied in
the territory of another WTO Member.

Section B.8 prohibits Members from taking measures to prevent transfer of information,
the processing of financial information or even transfer of equipment, subject to importation
rules consistent with international agreements. These prohibitions require that the transfer and
processing process must be necessary for the conduct of ordinary business of financial service
suppliers, limiting in this way their scope; and, moreover, that this obligation does not restrict
Members’ right to protect personal data, personal privacy and confidentiality of individual
records and accounts, as long as this right is not abused by the Member at stake to circumvent
its obligations under GATS.%3

Section B.9 establishes that Members shall allow the temporary entry of foreign
personnel in their territory (Mode 4 of supply) that is a) personnel of a foreign service supplier
“that is establishing or has established a commercial presence in the territory of the Member”
or b) “associated with a commercial presence of a financial service supplier of any other
Member”.

Section B.10 requires Members to remove or limit “any significant adverse effect” that
may affect the foreign financial service suppliers in its territory due to non-discriminatory
measures that (a) could, nevertheless, realize a de facto violation of the national treatment
obligation; (b) limit the expansion of the activities of the foreign financial services suppliers;
(c) for the securities services supply; and (d) other measures than in same way affect the ability
of foreign financial service suppliers to operate, compete or enter the Member's market. This
obligation is subject to the limit that any action taken by the host Member would not unfairly
discriminate against its own financial service suppliers.

Section B.11 complements the provision of Section B.10(a) and (b) by establishing that

the measures taken in compliance with the aforementioned subparagraphs do not “limit or

352 | bid.
353 The Section recalls the confidentiality provisions of Paragraph 2(b) of the Annex on Financial Services and
GATS Articles Il bis and XIV(c)(iii).
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restrict the present degree of market opportunities or the benefits already enjoyed by financial
service suppliers from other Members as a class in the territory of that Member, provided that
this commitment does not result in unfair discrimination against domestic service suppliers”.
Both paras should be read as seeking to obtain equivalence of regulation of financial service
suppliers, accounting for both the importing and the exporting Member’s regulation.

Section C disciplines the national treatment of GATS Article XVII with specific
reference to the financial services. According to subparagraph C.1, established foreign financial
services suppliers shall be granted in the territory of the host Member the access to the payment
and clearing systems and to the funding and refinancing utilities that are granted to domestic
financial services suppliers. According to Paragraph C.2, instead, foreign financial service
suppliers resident in the host Member shall be granted national treatment, “[w]hen membership
or participation in, or access to, any self-regulatory body, securities or futures exchange or
market, clearing agency, or any other organization or association, is required by a Member in
order for financial service suppliers of any other Member to supply financial services on an
equal basis with financial service suppliers of the Member, or when the Member provides
directly or indirectly such entities, privileges or advantages in supplying financial services”.

Finally, Section D provides the definitions for the Understanding. Section D.1 defines
a non-resident supplier as a provider operating in the territory of another Member, regardless
of the fact that it “has or has not a commercial presence in the territory of the Member in which
the financial service is supplied”. According to Section D.2, “commercial presence” means that
the foreign service supplier has its own seat in the territory of the host Member, “including
subsidiaries, joint ventures, partnerships, sole proprietorships, franchising operations,
branches, agencies, representative offices or other organizations”. Section D.3 defines a “new
financial service” as a service, which already exist, but has not been yet supplied in the territory
of the host Member and it is the foreign financial services supplier to introduce it within its
territory.

In conclusion, the Understanding provides WTO Members more flexibility when
determining their commitments to inscribe into their Schedules of specific commitments with
regard to the financial services sector, allowing the degree of openness of the sector itself they

deem more appropriate, leaving space for further developments.
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8. Some conclusions on the financial services regulation

The financial crisis of 2008 (also known as Great Financial Crisis “GFC”) was not the
first crisis since the Great Depression of 1929: the world had already faced the crisis in Latin
America in the 1980s, the Mexico crisis (known as Tequila crisis) in 1994 and the Asian crisis
in 1997, the Brazilian and Argentinian crisis respectively in 1999 and 2000.3%* However, the
international financial scenario was not prepared. There have been even some predictions on
the financial crisis, but they went unheard,®> probably because all prior crises concerned
developing areas of the world, considered as “periphery” to the global financial system, that,
thus, could not be considered responsible for the crises themselves, but rather the blame was on
the single states and their economic policies.3*® The GFC showed the world the problems are
within the system that requires adequate reforms.3%7

In the years that preceded the crisis several were the factors that led to the deregulation
of the financial sector: as we saw, competition in financial markets arose3®8; the United States
implemented rules that loosened the state regulatory oversight on financial markets3®; the
European Union introduced the Euro as single European currency, removing exchange rate risk
for cross-border providers of financial services (within the Union).3¢° Another factor was the
role of Credit Rating Agencies (CRASs), that allegedly inflated credit ratings of financial
products for their profit®®!, especially giving inaccurate high credit ratings to securities based
on mortgage loans, because, indeed, no proper prudential regulation was provided for this type
of agencies.36?

The financial crisis produced “a global consensus on the need for more effective, better-
coordinated macro and micro prudential supervision”®3, The crisis definitely stimulated the
reform of international actors towards the standard-setting bodies and of international

standards, that, even though being non-binding “soft law”, have gained a central role within

354 WAIBEL, Financial Crisis and International Law, in WAIBEL, The Legal Implications of Global Financial
Crises, Brill, Leiden/Boston, 2020, p. 8.

%5 See Bank for International  Settlement, 75"  Annual  Report, pp.  142-144.
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3% WAIBEL, Financial Crisis and International Law, in WAIBEL, The Legal Implications of Global Financial
Crises, Brill, Leiden/Boston, 2020, p. 8.

37 RODRIK, The Globalization Paradox: Why Global Markets, States and Democracy Can’t Coexist, Oxford
University Press, Oxford, 2012, p. xii.

3% EICHENGREEN, Hall of Mirrors: The Great Depression, the Great Recession and the Uses — and Measures — of
History, Oxford University Press, Oxford, 2015, p. 71.
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international financial regulation. When the WTO was created, no international organization
specifically dealing with financial regulation was founded, as States deemed it not necessary. 364
The World Bank and the International Monetary Fund were created, but mainly with the aim
of evaluating States’ compliance with the existing rules governing the international financial
scenario®®®, while informal networks, that later became the standard-setting bodies, came to life
to fill the void and worked more or less informally until the 2008 crisis. After the global crisis
governments became more involved and started coordinating more with such bodies, as the
GFC showed that this financial “architecture”, lacking an adequate legal skeleton, contributed
to the failure of the international system.3%® In order to delineate the actual complex
phenomenon, some scholars created the concept of “International Financial Architecture”
(IFA)%*7 which includes the standard-setting bodies, the IMF, the WB and all the major
institutions operating in this field, even if the legal nature of its institutions remains uncertain.
As we will see, the problem with the standard-setting bodies is exactly that, even though they
produce soft law, it does not mean they can’t introduce any legal change. ¢

The new regulatory framework must address systemic risk, but considering that risk-
taking is an unavoidable aspect of the financial sector. Thus, prudential regulation addressing
financial services assumes a fundamental role in balancing the two contrasting interests, with a
pre-existing international safety net as a necessary part of such a system. 39

As we saw, financial services are classified and regulated at international level, with
domestic authorities and law, however, still playing a central role. The WTO attempted to
address the issue of financial and prudential regulation, by introducing an Annex on Financial
Services to the GATS and other related complementary instruments (the Protocols and the
Understanding on Commitments in Financial Services). These legal tools show that negotiators
recognized the complexity of the financial services sector and the necessity for an ad hoc
regulation, not being enough the general provisions for trade in services. However, this
complexity and the fact that, given the economic weight of financial markets, States prefer to
preserve their regulatory autonomy in the field, led to the drafting of broad instruments.

Because of the general wording of international rules concerning financial services, States do

364 \VERDIER, The Political Economy of International Financial Regulation, Indiana Law Journal, Vol. 88, Iss. 4,
2013, p. 1427.

365 WAIBEL, op. cit., p. 13.

366 BENVENISTI, The Law of Global Governance, The Hague Academy of International Law, 2014, p. 48; citing
BRUMMER, Soft Law and the Global Financial System: Rule Making in the 21t Century, Cambridge University
Press, 2012, p. 73.

%7 DE VIDO, The Financial Stability Board and Other New Modes of Governance, in WAIBEL, The Legal
Implications of Global Financial Crises, Brill, Leiden/Boston, 2020, p. 48.

368 DE VIDO, op. cit., p. 58.

369 DALHUISEN, op. cit., p. 635-636.
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not have sufficient indications when adopting domestic measures protecting financial markets.
This creates uncertainty not only for the States but also for economic operators, when dealing
with such delicate and strategic issues.

In such a scenario, we may only rely on practice concerning the application of these
broad treaty provisions, thus on their interpretation and the limited case-law up to now
available.

The next Chapter, dedicated to Paragraph 2 of the GATS Annex on Financial Services
— the clause introducing prudential regulation for financial services within the WTO legal
framework -, will be focused on the interpretation of such a provision, showing the limits
encountered by negotiators and, consequently, the issues that Member States have to face
nowadays when interpreting and implementing the GATS provisions on financial services.

Chapter Four will then be devoted to the GATS case-law on the prudential carve-out.
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Chapter 3. The Prudential Carve-Out of the GATS Annex on Financial Services:
Interpretative Issues and the Difficult Implementation of the Prudential Regulation
within the WTO.

Summary

1. Introduction

2. Ananalysis of the prudential carve-out of Paragraph 2 of the Annex on Financial Services: an
escape — but bumpy - route for WTO Members and their prudential regulations

3. The negotiating history of the prudential carve-out: the rationale behind the ambiguous
wording of Paragraph 2 of the GATS Annex on Financial Services

4. The interpretative issues of the GATS prudential carve-out: scope of the “Domestic
Regulation” provision and its legal function

5. Exception or exemption? A comparison between GATS Article X1V, GATT Article XI and
Paragraph 2 of the GATS Annex on Financial Services

6. Some conclusions on the GATS prudential carve-out: an exception drafted according to its

scope
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1. Introduction

Chapter Three presents an in-depth analysis of Paragraph 2 of the Annex on Financial
Services, the provision also known as “prudential carve-out”, that has been a matter of
controversy among scholars since the adoption of the text, because of its ambiguous wording
and difficult implementation. In fact, the clause disciplines the possibility for WTO Members
to take measures, even if inconsistent with the other GATS obligations and commitments, as
long as they are implemented “for prudential reasons”. However, such drafting, that was left
deliberately open by negotiators, raised contrasting perspective on the meaning of the provision
to the point that WTO Members tended to avoid the application of the prudential carve-out in
defense of their measures and regulations before the WTO adjudicatory bodies, because of the
ambiguity and doubts of its scope.

This Chapter starts the analysis of the prudential carve-out from its drafting and
negotiating history in order to try and understand the reasons behind its complex and unclear
wording. Then, it moves to the interpretative issues of the provision, examining both its scope
and legal function, to determine an adequate qualification of the same and future opportunities
of application for WTO Members.
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2. An analysis of the prudential carve-out of Paragraph 2 of the Annex on Financial
Services: an escape — but bumpy - route for WTO Members and their prudential

regulations

Paragraph 2(a) of the Annex on Financial Services, commonly referred as prudential
carve-out, is perhaps the most significant provision in the Annex. It has been defined as a broad
exception to the obligations of the GATS®', as it holds that the GATS does not prevent WTO
Members from taking measures for prudential reasons including measures “for the protection
of investors, depositors, policy holders or persons to whom a fiduciary duty is owed by a
financial service supplier, or to ensure the integrity and stability of the financial system”. As
we are going to see more in detail, according to the Panel in Argentina—Financial Services,
however, in order to justify a measure under the prudential carve-out, it is required to
demonstrate the “rational relationship of cause and effect” between the measure at issue and
the prudential reason3'*.

In terms of substance, Paragraph 2(a) of the Annex provides that prudential measures
are meant to ensure the stability of financial institutes in the banking, insurance and financial
markets: this first sentence is the prudential carve-out itself, that allows a Member to take
regulatory measures even if they restrict trade in services, as long as they are taken for
prudential reasons. The second step is, therefore, the definition of “prudential reasons”: the
carve-out includes, on the one hand, the protection of investors, depositors, policyholders, or
persons to whom a fiduciary duty is owed by a financial service supplier and, on the other one,
the integrity and stability of the financial system. On a first reading, the prudential measures of
Paragraph 2 appear directed at protecting two groups: the “persons”, including natural persons
and juridical persons, who take the form of “investors, depositors, policy holders, persons to
whom a fiduciary duty is owed by a financial service supplier” and the “financial system”.
However, this list is non-exhaustive®’?, as it just gives an overall scope of the prudential carve-
out and provides some guidance for its application. The concepts themselves of “prudential
reasons” or “prudential measures” are not determined a priori, rather they evolve according to
the law and practices that States implement to regulate financial services, determining what, at
certain times, can be considered prudential. For example, a typical prudential measure for banks
is to impose a minimum requirement for the “leverage ratio”, which is a parameter used to

assess how much capital enters in the form of debt or the ability of a company to meet its

370 The issue of the qualification of the provision will be deepen in the subsequent paragraphs.

371 panel Report, Argentina — Measures Relating to Trade in Goods and Services (Argentina— Financial Services),
WTO/DS453/R, adopted 9 May 2016, para. 7.891.

372 See Panel Report, Argentina — Financial Services, paras. 7.580, 7.797, 7.868, 7.869.
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financial obligations, in order to determine the exposure to risk of the bank itself, since too
much debt can be dangerous both for the institution and its investors.3”® Thus, the imposition
of a certain value for the leverage ratio is a prudential measure, but such value is not fixed ab
origine, rather it is determined according to the circumstances and the economic needs: for
example, the Member States of the European Union adopted the Capital Requirement
Regulation (CRR)3"# according to which a leverage ratio®”® of 3% is binding in the EU starting
from 28 June 2021, while the US banks are required a minimum leverage ratio of 5%.%76

Moreover, guidance for the content of “prudential” could — and probably should - be,
potentially, drawn from financial institutions, external to the WTO, that set international
standards and best practices, as the Basel Committee for the banking sector, the International
Organization of Securities Commissions (I0SCO)%7” in the securities sector and the 1AI1S378 for
insurance, but the relationship between the multilateral system and the soft law standards of
such institutions is not straightforward, as we will see in Chapter Five.

The second sentence of Paragraph 2(a) qualifies the first one, stating that “Where such
measures do not conform with the provisions of the Agreement, they shall not be used as a
means of avoiding the Member's commitments or obligations under the Agreement.” It
establishes that prudential measures which do not conform with other GATS provisions shall
not be used as a means of avoiding GATS commitments and obligations, thus setting a good
faith standard that the prudential carve-out may not be used against GATS liberalization
purposes. However, the wording of such second sentence makes the scope of the prudential
carve-out ambiguous, as it does not clarify when a measures incompatible with a GATS
commitment is justified under Paragraph 2(a). In fact, unlike GATS Article XIV that requires
for a necessity test, meaning that a Member must prove that it is “necessary” to take the

measures at issue in order to justify them under the exception, the carve-out covers not

373 See Leverage ratio definition at https://www.investopedia.com/terms/I/leverageratio.asp

374 Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013 on prudential
requirements for credit institutions and investment firms and amending Regulation (EU) No 648/2012.

375 The leverage ratio is a parameter used to measure the assessment of institutions’ exposure to the risk of
excessive leverage, basically looking at how much capital enters in the form of debt or assessing the ability of a
company to meet its financial obligations.

376 See https://www.chapman.com/insights-sfi-28

877 The International Organization of Securities Commissions (I0SCO) is the international body that brings
together the world’s securities regulators and is recognized as the global standard setter for the securities sector.
See more information on the history of 10SCO at
www.i0sco.org/about/?subSection=joint_forum&subSectionl=history.

378 The International Association of Insurance supervisors (1AIS) was established in 1994 and results as a voluntary
membership organization of insurance supervisors and regulators from more than 200 jurisdictions, constituting
ninety-seven per cent of the world’s insurance premiums. It is the international standard-setting body responsible
for developing and assisting in the implementation of principles, standards and other supporting material for the
supervision of the insurance sector.
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“necessary” measures but any prudential measure, meaning that a necessity test is not a pre-
requisite for the application of the provision. The consequence is that a Member does not have
to prove that a prudential measure is necessary, because, as established by the Panel in
Argentina — Financial Services, it is sufficient to demonstrate the rational relationship of cause
and effect between the measures at issue and the prudential objective behind them.37

Finally, Paragraph 2(b) protects confidentiality and privacy stating that “Nothing in the
Agreement shall be construed to require a Member to disclose information relating to the
affairs and accounts of individual customers or any confidential or proprietary information in
the possession of public entities.” It means that no GATS provision should require a Member
to reveal information their public entities are in the possession of, relating to businesses,
products, services, documentation, data of financial services suppliers established or supplying
services in their territory. It is important to underline that the provision at issue refers
exclusively to the information in the possession of public entities, because the general exception
with regard to the protection of confidentiality of individual records and accounts is already
contained in GATS Article XIV(c)(ii), according to which Members can adopt measures
“necessary to secure compliance with laws or regulations” concerning “the protection of the
privacy of individuals in relation to the processing and dissemination of personal data and the
protection of confidentiality of individual records and accounts”, if they are not inconsistent
with the other GATS provisions.

The prudential carve-out allows states considerable regulatory discretion and policy
autonomy to adopt and implement prudential measures. However, this could potentially have
detrimental effects for trade in financial services, restricting or reducing cross-border flows: for
this reason, both Paragraph 2(a) and, more in general prudential regulation as a whole, have
become a major policy issue in recent years due to the increased globalization of financial
markets. The economic crises that succeeded each other in the last decades — first the Latin
America debt crisis of the 1980s%° and the 1997-98 Asian crisis®®?, and then the 2007-08 globall

37 panel Report, Argentina — Financial Services, para. 7.891.

380 Starting in the 1960s many Latin American countries obtained huge loans from international creditors,
exponentially increasing their debt to commercial banks. Then, the recession of the 1970s first and the oil crisis
later caused a contraction of world trade that brought to the Latin American countries’ insolvency of their foreign
debt. As consequence, their sovereign debt defaulted and Latin America’ GDP collapsed, severely impacting on
already weakened economies. For more information see PASTOR, Latin America, the Debt Crisis, and the
International Monetary Fund, in Latin American Perspectives, Vol. 16, No. 1, Sage Publications, 1989, pp. 79—
110; GERBER, The Latin American Debt Crisis, 1982-1989, in A Great Deal of Ruin: Financial Crises since 1929,
Cambridge University Press, Cambridge, 2019, pp. 92-117; OcAamMPO, The Latin American Debt Crisis in
Historical Perspective, in STIGLITZ, HEYMANN (eds.), Life After Debt. International Economic Association Series,
Palgrave Macmillan, London, 2014, pp. 87-115.

381 The Asian crisis started in Thailand in 1997 as a currency crisis and soon spread across East Asia as a financial
crisis that led many countries to deep recession. In response to the crisis, the international community granted huge
loans, while the countries involved implemented domestic economic reforms that improved the competitiveness
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crisis®® later, highlighted the importance of adopting a prudential regulation that protects the
safeness and the stability of the banking and financial systems, based on capital adequacy of
banks, transparent accounting framework and common standards for financial institutions. 383
However, the GATS has a limited impact on standard setting in financial regulation, as the
standardization has been mostly subjected to negotiations within international financial
standard setting bodies, such as the Basel Committee on Banking Supervision, the IOSCO and
the 1AIS, already recalled. Moreover, the adoption and implementation of prudential regulation
is the responsibility of national authorities, thus the GATS can influence domestic regulation
in the limits in which States allow it, making specific liberalization commitments under the
Agreement. 384

We shall stress once again the fundamental role of an adequate prudential regulation
and supervision as, on the one hand, it is a key instrument to contain the financial institutions’
exposure to risks because it balances the promotion of competitive markets with the protection
for consumers and providers of financial services and, on the other one promotes the
liberalization of financial markets, according to transparency and fair-market-competition
principles. However, an effective liberalization process would require a common regulatory
framework based on legally established prudential standards. The Uruguay Round negotiators
were aware of the importance of prudential regulation to the efficient and stable operation of
financial markets and presented the prudential-carve out as an issue to cover in the banking and
financial services regulation.3

In fact, the prudential carve-out ensures that, notwithstanding trade liberalization aims,
other economic and societal objectives, such as consumer protection and financial stability, can
be pursued, as it enables members not only to adopt measures in exceptional circumstances,
such as in a global financial crisis, but also on a day-to-day basis, as a part of prudent financial
markets regulations. For the time being, however, there is no international common-shared
definition of prudential regulation, making more difficult the application of the GATS

prudential clause to cross-border trade in financial services3®, as States encounter difficulties

and flexibility of their economies. For more information see International Monetary Fund, The Asian Crisis:
Causes and Cures, in IMFs World Economic Outlook, Vol. 35, No. 2, Washington, 1998
https://www.imf.org/external/pubs/ft/fandd/1998/06/imfstaff.ntm; CARSON, CLARK, Asian Financial Crisis, in
Federal Reserve History, 2013 https://www.federalreservehistory.org/essays/asian-financial-crisis.

382 See Chapter 2, para. 3.2. The 2007-2008 Financial Crisis.

383 ALEXANDER, The GATS and Financial Services, in ALEXANDER, MADS (eds.), The World Trade Organization
and Trade in Services, Martinus Nijhoff Publishers, Leiden/Boston, 2008, p. 583.

384 ALEXANDER, 0p. Cit., p. 562.

385 MTN.GNS/FIN/1, Note on the Meeting of 11-13 June 1990, Working Group on Financial Services Including
Insurance, July 5 1990.

386 ALEXANDER, op. Cit., p. 589.
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in drawing the line between measures taken for prudential reasons according to the GATS
prudential carve-out and measures inconsistent with other GATS provisions.

The lack of definition of “prudential reasons”, if, on the one hand, guarantees a sort of
“escape route” for WTO Members, allowing them both to take commitments and limit trade in
for financial services according to their regulatory needs,*®’ on the other one, complicates trade
relationship. The wording itself of the prudential clause of the GATS is ambiguous and would
require some clarifications by the WTO adjudicating bodies. Eventually, both the WTO Panel
and the Appellate Body in the case Argentina — Financial Services addressed this provision,
but, as we will see in the next Chapter, without the expected interpretative outcome. Shedding
some light on GATS rules on financial services could have positive implications for the

efficiency and stability of the financial systems.38

3. The negotiating history of the prudential carve-out: the rationale behind the

ambiguous wording of Paragraph 2 of the GATS Annex on Financial Services

The drafting of Paragraph 2 was included in the overall negotiations of the Annex on
Financial Services to the GATS. From the beginning, financial services were considered "the
Achilles Heel of the Uruguay Round negotiations3° because of the complexity of their
regulation: in fact, as we already stated, on the one hand States recognized the fundamental role
of financial services for the global economy and, thus, the need for an adequate and
homogenous discipline that would minimize economic risks, but, on the other hand,
governments were not willing to renounce to their regulatory autonomy. The negotiations were
conducted by the Group of Negotiations on Services (GNS), which debated the specific issues
of trade in financial services for the first time in September 1989, during their twenty-third
meeting.3*® The Chairman started the discussion exactly with the financial services, recalling
the two papers received by the Group: the first one, entitled Trade in Financial Services, came
by the Secretariat with the aim to provide for a background for the negotiations in financial

services, and the other one from the delegation of Mexico, that related mainly to banking and

387 DE MEESTER, Testing European Prudential Conditions for Banking Mergers in the Light of Most Favoured
Nation in the GATS, Journal of International Economic Law, Vol. 11, Issue 3, 2008, p. 643.

388 YokoI-ARAI, GATS Prudential Carve Out in Financial Services and Its Relation with Prudential Regulation,
International and Comparative Law Quarterly Vol. 57, Issue 3, 2008, p. 614.

389 SpeRo, Trade in Services: Achilles Heels of the Uruguay Round?, paper presented in London at a RilA and
TPRC Conference London, 1990.

3%0 Uruguay Round Doc. MTN.GNS/25, Group of Negotiations on Services — Note on the Meeting of 18-22
December 1989.
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securities-related services.3®* Overall, the participants expressed a common need for
transparency in the financial services sector, concerning both national regulations and the
activities of market operators,®°? but also at the international level3®, as transparency is a key
tool “for success in the liberalization process”.3** Relating specifically to the prudential
concerns, there was an overall consent about the necessity of leaving discretionary autonomy
to governments for prudential regulation3®®, with Sweden noting that “harmonization and
internationally accepted standards for the conduct of business and for prudential supervision
were important components in an effort to liberalize trade in the financial sector”,3%
anticipating a future and still actual debate within financial regulation.

In 1990, the need for a specific discipline on financial services led to the establishment
of the “Working Group on Financial Services Including Insurance”, with the mandate to discuss
the opportunity to negotiate an Annex on Financial Services to the GATS. The first meeting
was held between the 11 and the 13 of June 1990%’. Five options for the carve-out were
proposed:®*® the first one covered only the national treatment provision; the second option
included all reasonable prudential and fiduciary measures; the third one was just a list of
examples of prudential measures; the fourth option was an unlimited prudential carve-out and
the fifth one “aimed at defining as precisely as possible the prudential actions that would be
permitted so as to reduce legal uncertainties”®. It was clear from the beginning that, even if
the necessity to include a prudential clause in the Annex was wide shared, views among the
participants on the content of the provision differed. The discussion on the issue went on and
during the Brussels Ministerial Conference of December 1990, in which a first draft text of the
GATS was presented, and two proposals for a financial services Annex circulated. The first
one*®, submitted by Canada, Japan, Sweden and Switzerland contained a provision specifically

dealing with prudential measures, in the form of an addendum to GATS Atrticle X1V4°!, that

391 Uruguay Round Doc. MTN.GNS/25, para. 2, p. 1.

392 Uruguay Round Doc. MTN.GNS/25, see for example para. 5 (Mexico statement), see also para. 6 (Brazil).

3% Uruguay Round Doc. MTN.GNS/25, see for example para. 10 (Australia); see also para. 17 (United States).
3% Uruguay Round Doc. MTN.GNS/25, para. 11.

3% Uruguay Round Doc. MTN.GNS/25, see, for example, para. 15 (United States), para. 33 (European
Communities), para. 34 (Australia), para. 39 (Sweden), para. 44 (Brazil), para. 59 (Pakistan), para. 63 (Singapore),
para. 70 (India), para. 74 (Switzerland), para. 78 (Canada).

3% Uruguay Round Doc. MTN.GNS/25, para. 39.

397 Uruguay Round Doc. MTN.GNS/FIN/1, Working Group on Financial Services Including Insurance — Note on
the Meeting of 11-13 June 1990.

3% Ivi., pp. 77-78.

3% CANTORE, The Prudential Carve-Out for Financial Services, Cambridge University Press, Cambridge, 2018,
p. 196.

400 Yruguay Round Doc. MTN.TNC/W/50, Trade Negotiations Committee — Communication from Canada, Japan,
Sweden and Switzerland, 3 December 1990.

401 The "measures” referred to in the first sub-paragraph of Article XIV:1 of the Agreement include, in addition to
sub-paragraphs 1(a) and 1(b): "reasonable measures taken for prudential reasons, to assure the protection of
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establishes a general exception to all GATS provisions, according to which, under the
circumstances listed in the aforementioned Article, WTO Members are allowed to take
measures otherwise inconsistent with their GATS commitments and obligations to pursue non-
trade values The second version*%?, proposed by Malaysia on behalf of the countries part of the
South Asian Central Banks (SEACEN)*%, was very similar to the provision now in force4%4,
but in the form of an addendum to Article VI of the GATS. The discussion on the prudential
carve-out continued both at the meetings held respectively between the 10 and the 25 of July
19914% and between the 17 and the 27 of September 19914%, and on an informal basis, until
the meeting held on 20 December 1991, when the Chairman of the Trade Negotiations
Committee, Arthur Dunkel, issued a draft text for all the negotiating areas (the so-called Dunkel
Draft),*” that included the prudential clause now in force.

When discussing the prudential carve-out, negotiators in the Uruguay Round evaluated
the complexity of the financial services sector and its regulation. Its proper functioning and
integrity are fundamental for today’s economies and prudential regulation plays a major role,
also in the light of the fact that financial markets and instruments are continuously evolving,
thus requiring regulators to face issues not even assumed by the rules in force. As consequence,
negotiators understandably chose the broad drafting of the actual provision, leaving space to
national regulators to adopt the discipline they deem more appropriate in order to provide

stability to the financial system.4%

investors, depositors, policy holders or persons to whom a fiduciary duty is owed by a financial service provider,
or to ensure the integrity and stability of a party's financial system.

402 Uruguay Round Doc. MTN.TNC/W/50, Trade Negotiations Committee — Communication from Malaysia,
“Draft SEACEN Financial Services Annex”, 4 December 1990.

403 The South Asian Central Banks (SEACEN) is a group of Asian central banks, whose governors started meeting
in 1996 with the aim to exchange information and promote a better understanding of financial, monetary, banking
and economic matters that would benefit their respective economies and financial systems. The organization
comprises now 19 banks: Bank Indonesia; Bank Negara Malaysia; Nepal Rastra Bank; Bangko Sentral ng
Pilipinas; Monetary Authority of Singapore; Central Bank of Sri Lanka; Bank of Thailand; Central Bank of
Myanmar; the Bank of Korea; Central Bank; Chinese Taipei; the Bank of Mongolia; Autoriti Monetari Brunei
Darussalam; Reserve Bank of Fiji; Bank of Papua New Guinea; National Bank of Cambodia; State Bank of
Vietnam; People's Bank of China; Bank of the Lao PDR and Reserve Bank of India. For more information see
https://www.bot.or.th/English/AboutBOT/RolesAndHistory/pages/seacen.aspx

404 Notwithstanding any other provisions in the Agreement, a Party shall not be prevented from taking measures
for prudential reasons, including for the protection of investors, depositors, policy holders or persons to whom a
fiduciary duty is owed by a financial service supplier, or to ensure the integrity and stability of the financial system.
405 Uruguay Round Doc. MTN.GNS/44, Group Negotiations on Financial Services— Note on the Meeting of 10-
25 July 1991.

406 Uruguay Round Doc. MTN.GNS/45, Group Negotiations on Financial Services— Note on the Meeting of 17-
27 September 1991.

407 Uruguay Round Doc. MTN.TNC/W/FA, Draft Final Act Embodying the Results of the Uruguay Round of
Multilateral Trade Negotiations, 20 December 1991.

408 CANTORE, “Shelter from the Storm”: Exploring the Scope of Application and Legal Function of the GATS
Prudential Carve-Out, Journal of World Trade 48, no. 6, Kluwer Law International BV, The Netherlands, 2014,
pp. 1238-1239.
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4. The interpretative issues of the GATS prudential carve-out: scope of the “Domestic

Regulation” provision and its legal function

Paragraph 2 of the Annex on Financial Services is titled “Domestic Regulation”, thus
presenting the same heading of GATS Article VI, which, on its side, disciplines national
measures affecting trade in services, both from the procedural (paragraphs 1,2, 3 and 6) and the
substantive point of view (paragraphs 4 and 5). It seems appropriate to recall that, specifically,
Avrticle VI:1 requires the administration of all measures of general application affecting trade
in services to be undertaken “in a reasonable, objective and impartial manner”; Article VI:2
the review of “administrative decisions affecting trade in services” to be carried out by ad hoc
judicial, arbitral or administrative tribunals or procedures; Article VI:3 that Members carry out
the application procedures, where “authorization is required for the supply of a service on
which a specific commitment has been made” within a reasonable period of time; Article VI:6
that the procedures to verify the competence of professional service suppliers are adequate to
the matter at issue. On the other one, substantive obligations (Article VI1:4-5) relate to
qualification and licensing requirements and procedures and technical standards, that must
respect the criteria outlined in the provisions, but without constituting “unnecessary barriers to
trade in services”. Article VI is strictly linked to Articles XVI (Market Access) and XVII
(National Treatment) as Article XVI:2 regulates market-access commitments within the
domestic regulatory context, while Article XVII prohibits discriminatory measures between
domestic and foreign services and service suppliers. In this sense, Article VI complements
Articles XVI and XVII, disciplining the case of national regulatory measures that do not fall
within the scope of the two aforementioned GATS Articles, because they are not
discriminatory, nor market restrictive and nonetheless restrict cross-border trade in financial
services.4%®

Thus, GATS Article VI requires that domestic regulation is fair and objective and
respect the qualitative requirements established in the provision; financial services, however,
even if the two clauses present the same heading, are excluded from GATS Article VI, as

Paragraph 2 of the GATS Annex on Financial Services*'° directly provides for an ad hoc clause,

409 CANTORE, The Prudential Carve-Out for Financial Services, p. 65.

410 2. Domestic Regulation. (a) Notwithstanding any other provisions of the Agreement, a Member shall not be
prevented from taking measures for prudential reasons, including for the protection of investors, depositors, policy
holders or persons to whom a fiduciary duty is owed by a financial service supplier, or to ensure the integrity and
stability of the financial system. Where such measures do not conform with the provisions of the Agreement, they
shall not be used as a means of avoiding the Member’s commitments or obligations under the Agreement.
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allowing Members to adopt measures in pursuance of prudential policy objectives, even if
inconsistent with GATS commitments and obligations.

Nevertheless, the heading “Domestic Regulation” is the same and the most interesting
part is the way in which it has been interpreted. In fact, in the case Argentina — Financial
Services*!, Panama - the complainant - argued that, given the heading, the provision should
have covered exclusively measures constituting a "domestic regulation”. The Appellate Body,
however, rejected Panama’s argument and found that the provision does not restrict the types
of measures that may fall within the scope of this provision and could in principle be invoked
“to justify the violation of a member's obligations under all GATS provisions”. In fact, it
considered that the meaning and function to be attributed to the title should be consistent with
a proper interpretation of Paragraph 2(a) itself. The Appellate Body concluded that “[a]n
interpretation of paragraph 2(a) on the basis of its text, read in the light of its context and the
object and purpose of the GATS, indicates that paragraph 2(a) does not impose specific
restrictions on the types of ‘measures affecting the supply of financial services’ falling within
its scope” - as for example imposing a minimum capital requirement to banks or the disclosure
of information that guarantees the transparency of financial operations — but, “on the contrary,
‘covers all types of measures affecting the supply of financial services within the meaning of
paragraph 1(a)’ of the Annex”#'? and, thus, that such provision covers all GATS commitments.

Moving to the analysis of the text, the first line of the prudential carve-out states that
“[n]otwithstanding any other provision of the Agreement, a Member shall not be prevented
from taking measures for prudential reasons (...)”. A first issue that emerged in interpreting
the clause was that of its scope because it was questioned whether the prudential clause applies
exclusively to the Annex itself and to the GATS or includes also all the other specific
commitments listed by the Members in their schedules. 422 The fact that the provision explicitly
says “Nothing in this Agreement” and not ‘“Nothing in this Annex” extends without doubts the
reach of the clause to all GATS obligations binding on WTO Members. Instead, with regards
to Schedules of Specific Commitments, the broader approach prevails nowadays, in
consideration of the fact that according to GATS Article XX:3 “[s]chedules of specific

commitments shall be annexed to this Agreement and shall form an integral part thereof”, thus

(b) Nothing in the Agreement shall be construed to require a Member to disclose information relating to the affairs
and accounts of individual customers or any confidential or proprietary information in the possession of public
entities.

41 Argentina — Measures Relating to Trade in Goods and Services (Argentina — Financial Services),
WTO/DS453/R, adopted 9 May 2016, as modified by the Appellate Body Report WTO/DS453/AB/R.

412 Appellate Body Report, Argentina — Measures Relating to Trade in Goods and Services (Argentina — Financial
Services), WTO/DS453/AB/R adopted 9 May 2016, para. 6.4.5.

413 CANTORE, The Prudential Carve-Out for Financial Services, p. 66.
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including in “any other provision of the Agreement” also the specific commitments of each
single Member.

Then, the second sentence of Paragraph 2(a) establishes that “[w]here such measures
do not conform with the provisions of the Agreement, they shall not be used as a means of
avoiding the Member's commitments or obligations under the Agreement.”** This is an
expression of the good faith principle, that allows WTO Members to deviate from GATS
obligations due to prudential reasons, but without abusing the freedom so conferred. It has been,
however, underlined a problematic issue in coordinating the two sentences of the first part of
Paragraph 2, because it is not clarified the line between the Members’ prudential regulatory
autonomy and the abuse of their right to take measures for prudential reasons*!°.

The lack of clarity in the wording of the provision leads to a problematic interpretation
of the legal function of the prudential carve-out — i.e. either as an exception or as an exemption
-, that, as consequence, makes difficult its adequate implementation. In fact, “the classification
of a provision according to its legal function is not a mere formalistic issue”*'6, but has a
procedural impact, as it determines the allocation of the burden of proof4’. This issue was
addressed in the dispute US-Wool Shirts and Blouses**?, where the Appellate Body established
“a simple criterion to determine how to allocate the burden of proof: the burden rests upon the
party, whether complaining or defending, who asserts the affirmative of a particular claim or
defence”*'®, considering that is common sense that the burden of proof of a certain fact rests
upon the party to which that fact is essential of its claim or defence.*?® However, it is not an
easy task to determine “to what party's case a fact is essential?”*?* and the Appellate Body

itself was not able to develop a proper principle for the allocation of the burden of proof, merely

44 The drafting of this sentence has been replicated in the prudential clause of subsequent international trade
agreements, as Article 17.114* of the Agreement between the United States of America, the United Mexican States,
and Canada (USMCA)*“ and Article 184 of the EU-UK Trade Cooperation Agreement (TCA)*, that will be
analysed in depth in Chapter 4.

415 CANTORE, The Prudential Carve-Out for Financial Services, p. 67.

416 CANTORE, Shelter from the Storm, p. 1229.

417 For the burden of proof within the WTO see AHMAN, Trade, Health, and the Burden of Proof in WTO Law,
Alphen aan den Rijn, 2012; GRANDO, Evidence, Proof, and Fact-Finding in WTO Dispute Settlement, Oxford,
2009; HEADEN PFITZER, SABUNE, Burden of Proof in WTO Dispute Settlement: Contemplating Preponderance of
the Evidence, ICTSD Programme on Dispute Settlement, Issue Paper No. 9, April 2009; UNTERHALTER, Allocating
the Burden of Proof in

WTO Dispute Settlement Proceedings, Cornell Int. Law Journal, 2009, pp. 209-221.

418 Appellate Body Report, United States-Measure Affecting Imports of Woven Wool Shirts and Blouses from India
(US- Wool Shirts and Blouses), WT/DS33/AB/R, adopted on 25 April 25 1997.

419 UNTERHALTER, Allocating the Burden of Proof in WTO Dispute Settlement Proceedings, Cornell International
Law Journal, Vol. 42, Iss. 2, 2009, p. 210.

420 |bid.

421 \WIGMORE, Evidence in Trial at Common Law, Little Brown, Boston, 1981, p. 210.
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distinguishing claims and defences in different categories and determined for each of them a
rule of allocation.

The first category identified by the Appellate Body is the “positive rule”, a provision
that establishes an obligation for the WTO Members, meaning that, if a party — the claimant -
alleges the violation of a positive rule, it makes an affirmative claim that the challenged measure
is inconsistent with a WTO provision and, thus, has the burden to prove its claim.*?2

The second type is the “exception”, a provision that establishes an exception to the
obligation constituting a positive rule. In this case, is the defendant, invoking the exception in
defence of “the inconsistency of its measure with the primary rule”, who must bear the burden
of proof.

The Appellate Body, thus, established this fundamental distinction between “positive
rule” and “exception”, but the same definition of “exception” has been further discussed by the
WTO judiciary bodies, leading to a major distinction between “provisions that establish an
exception to a rule” (the proper exception), and “provisions that exclude the application of other
provisions” (also known as exemption).*? The different qualification of the provision according
to this distinction has substantial consequences for what concern the burden of proof: in case
of an exception, the burden of proof is on the defendant, who has to demonstrate that its
regulation, which in principle breaches one or more obligations of the agreement, satisfies the
conditions set up in the exception and therefore is still lawful; in case of an exemption, instead,
the burden is on the complainant, who must prove that the defendant was not entitled to benefit

from the provision invoked, “which excludes the application of the general rule”.4?*

422 UNTERHALTER, 0p. cit., p. 210.
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2009, p. 154.
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The majority of scholars agreed in classifying the prudential carve-out as an
exception.*?® As reminded by Cantore,*? among the scholars who classified Paragraph 2(a) of
the Annex as an exception, particularly noticeable is the analysis made by Mary McAllister
Shepro, who attempted to develop a legal standard for the provision itself.#?” According to
McAllister Shepro, “the carve-out was purposefully drafted as an exception provision, similar
to, but distinct from, the GATT XX and GATS XIV exceptions”*?® and “[b]ecause the carve-out
is a defence, it is up to a respondent state to invoke the carve-out in compliance with Article
6.2 of the Dispute Settlement Understanding (...) demonstrating that the challenged measure(s)
satisfy the carve-out’s requirements™*?°. Moreover, after the measure has been invoked, the
panel should proceed to interpret the carve-out, applying, first of all, “the traditional rules of
interpretation, set forth by the Vienna Convention” in its Articles 31 and 32.%%° She recalled
that “Article 31 of Vienna Convention requires any interpretation of treaty terms be done with
a view towards their context (the common intention of the parties) and in light of the object and
purpose of the treaty.” Second, and only if the text itself is “equivocal or inconclusive,” then
“confirmation of the correctness of the reading” may be sought from “object and purpose of
the treaty as a whole”*3!, while the negotiating history should be considered only as a
supplementary means of interpretation, according to Article 32 of the Vienna Convention.*?

McAllister Shepro also clarifies that “[a]ny dispute involving the prudential carve-out
requires the Dispute Settlement Mechanism to answer three questions. First, did the member

state adopt a measure non-conforming with their GATS commitments? Second, was the

425 See ALEXANDER, op.cit., p. 585; DELIMATSIS SAUVE, Financial Services Trade after the Crisis: Policy and
Legal Conjectures, Journal of International Economic Law, Vol. 13, 2010, p. 851; DE MEESTER, Testing European
Prudential Conditions for Banking Mergers in the Light of the Most Favoured Nation in the GATS, Journal of
International Economic Law, 2008, p. 643; DE MEESTER, Liberalization of Trade in Banking Services — An
International and European Perspective, Cambridge, Cambridge University Press, 2014, pp. 206 ss.; LEROUX,
Trade in Financial Services under the World Trade Organization, Journal of World Trade, 2002, pp. 430 ss.;
MARCHETTI, The GATS Prudential Carve-Out, in DELIMATSIS, HERGER (eds), Financial Regulation at the
Crossroads: Implications for Supervision, Institutional Design and Trade, Kluwer Law International, Alphen aan
den Rijn, 2011, p. 285; DIETRICH, FINKE, TIETJE, Liberalization and Rules on Regulation in the Field of Financial
Services in Bilateral Trade and Regional International Agreements, Institute of Economic Law, Transnational
Economic Law Research Center (TELC), Halle-Wittenberg, 2010, p. 16; VAN AAKEN, KuRTz, Prudence or
Discrimination?: Emergency Measures, the Global Financial Crisis and International Economic Law, Journal of
International Economic Law, 2009, Vol. 12, p. 876; VON BOGDANDY, WINDSOR, Annex on Financial Services, in
WOLFRUM, STOLL, FEINAUGLE (eds), WTO — Trade in Services -Max Planck Commentaries on World Trade Law,
Martinus Nijhoff Publishers, Leiden, 2008, p. 634; WINDSOR, The WTO Committee on Trade in Financial
Services: The Exercise of Public Authority within an Informational Forum, German Law Journal, 2008, p. 1821.
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428 MCALLISTER SHEPRO, 0p. Cit., p. 26.
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41 MCALLISTER SHEPRO, 0p. cit., pp. 29 quoting US—Shrimp, at para. 114.
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measure used to avoid said commitments? Lastly, was the measure taken for prudential
reasons?”.433

Concerning the first question, a negative answer ends the inquiry, while a positive one
would require the panel to move to the secondo step - whether the measures were used to avoid
GATS commitments -. In this regard, “Member states should act, when implementing
prudential measures, in good faith” according to the WTQO’s clarifying note on financial
services.*** In fact, even if the Paragraph 2(a) does not directly address good faith, “[g]ood faith
is a core principle [underlying] the WTO Agreement”43 and, more in general, the international
legal order.**® However, good faith must be interpreted according to the time, context and
situations in which it is invoked, leaving broad discretion for the judiciary bodies. Thus,
according to McAllister, the respondent must adopt the prudential measures in good faith, while
the complainant must demonstrate that the respondent had acted through abuse of its right.*¥’

Finally, the third question — whether the measures are taken for prudential reasons - is
fulfilled as long as the measures at issue have a “plausible objective or reasonable relation to
the prudential reason advocated”*%. McAllister points out that the language of the clause was
left so broad “to give national regulators*® the deference they merit in such a volatile,
technical, and important sector”#4%, However, she concluded arguing that States do not want to

be considered “unreliable trading partner” and this could lead them “to behave in good faith

433 MCALLISTER SHEPRO, op. cit., pp. 37-38.
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Services. Financial Services — Background Note by the Secretariat, 3 February 2010.
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ways, from its central role for civil law contractual legal conduct to common law reasonable commercial standards
to name a few. It is, moreover, a central concept of International Public Law, that has been integrated in the UN
Charter in its Article 2 and in number of treaties, among which the Vienna Convention of the Law of Treaties that
laid down the good faith in Articles 18, 26 and 31. For some the good faith principle see KoLB, Good Faith in
International Law, Hart Publishing, Oxford, 2017; KoLg, La Bonne Foi en Droit International Public, Graduate
Institute Publications, Genéve, 2000; KOTzUR, Good Faith (Bona fide), Max Planck Encyclopedia of Public
International Law [MPEPIL], 2009; MITCHELL, SORNARAJAH, VOON, Good Faith and International Economic
Law, Oxford Scholarship Online, 2015; REINHOLD, Good Faith in International Law, UCL Journal of Law and
Jurisprudence, 2013, pp. 40-63; TANzI, Introduzione al diritto internazionale contemporaneo, Cedam, Padova,
2021, pp. 68 ss.; VIRALLY, Notes and Comments: Review Essay: Good Faith in Public International Law, The
American journal of international law, Vol. 77, 1983; WHITE, The Principle of Good Faith, in LOWE, WARBRICK
(eds.), The United Nations and the Principles of International Law: Essays in Memory of Michael Akehurst,
Routledge, 1994, pp. 235-36.
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when enacting prudential measures because ‘doing so will encourage other States to do the
same’ ¥

Moreover, the prudential carve-out has been qualified as an exception several times by
the WTO: in the first version of the Scheduling Guidelines of 1993, under paragraph D.
Exceptions, it is clearly stated that “any prudential measure justifiable under paragraph 2:1 of
the Annex on Financial Services constitutes an exception to the Agreement and should not be
scheduled™44?, and the second version of 2001 similarly states at paragraph D. Exceptions that
“any prudential measure taken in accordance with paragraph 2(a) of the Annex on Financial
Services constitutes an exception to the Agreement and should not be scheduled.”** As
consequence of this classification, the WTO never scheduled prudential measures, as it was
deemed not necessary because the Scheduling Guidelines were considered as a vademecum for
negotiators with the aim of explaining how to make offers and requests and how to clearly write
their initial commitments. Again, the prudential clause was classified as an exception in the
“Background Note” on Financial Services, which paragraph 28 begins with “[t]he Annex
provides for a specific exception for measures taken for prudential reasons”.444 It was provided
a list of prudential measures that the Secretariat stressed was “non-exhaustive”. Moreover, the
Secretariat provided an interpretation of the final clause as an “anti-abuse” device, in the sense
that it should be interpreted as an “obligation in good faith” which Members have to comply

with when overcoming the GATS obligations and commitments.

5. Exception or exemption? A comparison between GATS Article X1V, GATT Article
X1 and Paragraph 2 of the GATS Annex on Financial Services

Through the excursus of the previous paragraph, we clearly stated that the major
approach towards the prudential carve-out, both from the academics and the WTO framework,
is its classification as an exception-type provision. The major GATS exception is represented

by its Article X1V General Exceptions. We have already analysed such provision in Chapter 1,

441 MCALLISTER SHEPRO op. Cit., p. 64, quoting ALFORD, The Self-Judging WTO Security Exception, 2011 UTAH
L. R. 697, 2011, p. 63.

442 Group of Negotiations in Services, Multilateral Trade Negotiations, The Uruguay Round, Scheduling of Initial
Commitments in Trade in Services: Explanatory Note, 3 September 1993, MTN.GNS/W/164, p. 5, D.13
“Exceptions”.

43 World Trade Organization, Guidelines for The Scheduling of Specific Commitments under the General
Agreement on Trade in Services (GATS), adopted by the Council for Trade in Services on 23 March 2001, S/L/92,
para. D.20.

444 World Trade Organization, Council for Trade in Services, Committee on Trade in Financial Services, Financial
Services, Background Note by the Secretariat, S/C/W/312, SIFIN/W/73, 3 February 2010, p. 8.
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but, in order to understand the reasoning under the interpretation of the carve-out, it seems
appropriate to go over its main features again. GATS Article XIV allows Members to deviate
from their GATS obligations and commitments, when implementing certain measures
according to the conditions disciplined in the exception clause itself. The provision opens with
a chapeau, establishing that GATS-inconsistent measures can be justified under the exception,
in a manner that does not lead to “arbitrary” or “unjustifiable” discrimination, or a “disguised
restriction” on trade in services, in the cases the article itself lists. The advocates of the
qualification of the prudential carve-out as an exception compares the last sentence of the carve-
out - “[w]here such measures do not conform with the provisions of the Agreement, they shall
not be used as a means of avoiding the Member's commitments or obligations under the
Agreement” — to the chapeau of Article XIV. In fact, they both require WTO Members not to
use the measures as disguised restriction to trade in services. On the other hand, however, such
parallel could be criticized looking at the structure of the two provisions: while GATS Article
XIV opens with the aforementioned chapeau and requires a necessity test that the measures are
“necessary”’ to achieve their objective, Paragraph 2(a) does not have a chapeau, provides only
for a non-exhaustive list of prudential reasons and does not require any necessity test.

In opposition to the majority of scholars, that qualified Paragraph 2 as an exception,
Cantore attempted the definition of the prudential carve-out as “provision that excludes the
application of other provisions” 44°, which is, essentially, the definition of an exemption. He
asserted that the prudential clause, rather than providing for a defensive instrument that justify
measures that otherwise would be considered inconsistent with the GATS commitments, seems
to highlight that measures adopted in pursuance of a prudential objective are not covered by the
discipline of the GATS, as there is nothing exceptional in the behaviour of governments
pursuing prudential regulation. Moreover, the heading “Domestic Regulation” suggests that the
provision is an addendum to GATS Article VI that allows Members to implement prudential
measures for the regulation of financial services, pursuing national policy objectives.*4¢ Cantore
argues that if the “Uruguay Round participants really wanted to draft an ‘exception’ (or add
the PCO*' language to the list of exceptions), nothing would have prevented them from doing
s07*® and, moreover, that “all the other provisions of the Annex on Financial Services
correspond to a specific article in the GATS”: Paragraph 1 (Scope and Definition) corresponds

to GATS Article | (Scope and Definition), Paragraph 3 (Recognition) corresponds to GATS

445 CANTORE, The Prudential Carve-Out for Financial Services, p. 215.
446 CANTORE Shelter from the Storm, p. 1240.
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Article VII (Recognition), Paragraph 4 (Dispute Settlement) corresponds to GATS Atrticle
XXII (Dispute Settlement and Enforcement) and Paragraph 5 (Definitions) corresponds to
GATS Atrticle XXVIII (Definitions), following the order of the GATS provisions alluded to.
As consequence, if they wanted the prudential carve-out to complement GATS Article X1V, “it
should have come after Paragraph 3 (Recognition) and before Paragraph 4 (Dispute
Settlement), following the order of provisions in the GATS.”#4?

It is, thus, appropriate to recall also a WTO provision that is commonly qualified as an
exemption: GATT Article XI, titled “General Elimination of Quantitative Restrictions”. The
provision prohibits, at its paragraph 1, WTO Members from eliminating or restricting the
importation, exportation or sale of export products and, then, in its paragraph 2, lists the
measures that are excluded from such ban: those (a) “applied to prevent or relieve critical
shortages of foodstuffs or other products essential to the exporting contracting party”; (b)
“necessary to the application of standards or regulations for the classification, grading or
marketing of commodities in international trade”; (c) “import restrictions on any agricultural
or fisheries product (...) necessary to the enforcement of governmental measures”. The
Appellate Body in China — Raw Materials made clear the distinction between the exception of
GATT Article XX and the exemption of GATT Article XI, stating that “Members can resort to
Article XX of the GATT 1994 as an exception to justify measures that would otherwise be
inconsistent with their GATT obligations. By contrast, Article X1:2 provides that the general
elimination of quantitative restrictions shall not extend to the items listed under subparagraphs
(a) to (c) of that provision. This language seems to indicate that the scope of the obligation not
to impose quantitative restrictions itself is limited by Article XI:2(a). Accordingly, where the
requirements of Article XI:2(a) are met, there would be no scope for the application of Article
XX, because no obligation exists.”**® Subsequently, the Appellate Body in Indonesia — Import
Licensing Regimes clarified that the restrictions of Article XI:2(c) are “are not disqualified from
being quantitative restrictions”, nevertheless they are “exempted from the prohibition under
Article XI:1 because they are necessary to the enforcement of certain governmental measures.
While it is the function of Article XI:2(c) to carve out certain quantitative restrictions from the
prohibition contained in Article XI:1, this does not change the fact that they are quantitative
restrictions™#°%, Thus, the WTO judiciary body itself defined GATT Article X1 as an exemption

carving-out the measures listed in Article XI:1 from its scope and, as consequence, the
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obligation to prove that the requirements contained therein have not been met will be on the
state that may complain about a restriction on the export of essential goods by another state.*%?

In our analysis we should remember that the GATS was concluded as a compromise
between the international willingness of progressive liberalization of trade in services and the
necessity to protect consumers and the soundness and stability of markets and economies
through regulation. The specific discipline of the Annex on Financial Services reflected even
more this attitude of the Uruguay Round negotiators, who did not want to renounce the
autonomy of national regulators.

Cantore classifies the prudential carve-out as a provision that excludes the application
of other provisions, especially relying on the fact that the provision presents a different structure
with respect to typical exception-like provisions and that it has been drafted as an addendum of
GATS Article VI, instead of GATS Article XIV. He, moreover, compares the prudential carve-
out to a lex specialis that allows WTO Members to adopt domestic measures for prudential
reasons in the field of financial services, “without the obligation to fulfil the more stringent
requirements of the traditional WTO general exceptions”3, likewise Article IV of the GATT
1994, that “grants WTO members a limited right to restrict the showing of films of foreign
origin”, arguing that the provision is not formulated as an exception, but rather as “a lex
specialis dealing specifically with films™ that “establishes a special legal regime for internal
quantitative regulations relating to cinematograph films, which partly differs from general
rules” and requires the complainant “to invoke Article 1V as being violated and bear the burden
of proof in that regard”.*** In the same way, he considers Article 5.7 of the SPS Agreement,
that has been classified as an autonomous right of the importing Member#%, allowing WTO
Members to provisionally take sanitary or phytosanitary measures they deem appropriate, when
they do not have sufficient scientific evidence of the risks.*¢

In consideration of the analysis made by Cantore, we shall go through the main features
of Paragraph 2 again, in order to give our own evaluation on the legal qualification of the
provision. The first element to take into account is the chapeau — or rather, the lack thereof -:
from the comparison made between the Paragraph 2 of the Annex and GATS Atrticle X1V, it is

emerged that the two provisions could play a similar role, even if formulated differently. In
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fact, the chapeau of GATS Article XIV is the ultimate step to benefit from the exception and
not be considered in violation of a GATS provision. On the other hand, the prudential clause
reaffirms the principle according to which Parties should not abuse their rights, but it does not
require them to refrain from implementing measures in a discriminatory or arbitrary manner. It
remains, however, that the parallel between the last sentence of the prudential carve-out and the
chapeau of Article X1V is easily displayed: the former can be seen as an assertion of the abus
du droit, a general principle of international law, according to which Parties to a treaty should
not abuse their rights deriving from the treaty itself; the chapeau of the GATS Article XIV, on
its part, requires that measures do not constitute a disguised restriction to trade, in order to avoid
that Members abuse their rights to deviate from their substantive obligations. And, as pointed
out by Mavroidis, “the concept of ‘disguised restriction’ provided by the chapeau of Article XX
of the GATT (and identical to that included in Article XIV of the GATS), has been interpreted
in WTO case law in a way which is reminiscent of the French doctrine of abus du droit.”4’

In second stance, the drafting of the prudential carve-out is characterized by the fact that
it contains a non-exhaustive list of what can be considered “prudential reasons” for financial
services, leaving to the Member States a significant scope to deviate from trade obligations and
commitments. The reason behind such formulation lies in the complexity of regulating financial
services, that requires more flexibility than other services sectors because of the reasons already
stated: first, the fundamental role of financial services for the integrity and stability of markets
and the global economy; secondly, it is a field in continuous evolution and, thus, requiring the
discipline itself to respond in the most adequate and fast possible way to new challenges and
needs. Moreover, we should recall that even GATS Article X1V, which is without doubt an
exception, contains a non-exhaustive list of policy objectives at its subparagraph c: in US —
Gambling, in fact, the Panel found that Article XIV/(c) provides a non-exhaustive list of laws
or regulations "which are not inconsistent with the provisions" of the GATS.*® And, in the
same way, the security exception of GATS Article XIVbis contains a non-exhaustive list of the
essential security interests with the aim to preserve Members’ freedom of action in areas
relating to national defense and security.

Finally, the last element to consider in our analysis is the burden of proof. With regards
to this aspect, Cantore recalls that, if the prudential carve-out is an exception, the burden of

proof falls on the defendant, who has to demonstrate that its regulation, which in principle
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breaches one or more obligations of the agreement, satisfies the conditions set up in the
exception and therefore is still lawful. As consequence, if the defendant achieves its task, then
it’s up to the claimant to prove that the defendant has enacted its regulation in bad faith and
this, intuitively, it would be not easily achievable, due to the “disproportionate allocation of
the information between the parties in a dispute”. 4% Instead, in case of an exemption, the burden
is on the claimant, who must prove that the regulation of the defendant is not justified under the
carve-out and thus must be considered inconsistent with the GATS provision invoked in the
specific case. However, as Joost Pauwelyn stated in his work “Defenses and The Burden of
Proof in International Law” #°, often, before tribunals, the distinction exception/exemption has
little to no relevance because the burden of proof itself is not taken into account. “Indeed,
burden of proof matters only in exceptional cases where the evidence is in equipoise. If it is not,
and the tribunal is convinced one or the other way, who bears the burden of proof plays no
practical role. If anything, it is WTO jurisprudence that too often over-indulges in complex
analyses on burden of proof that neither add clarity to the exercise nor ultimately have practical
importance.”#6!

Finally, an issue remains regarding the use of the term “carve-out”, because Paragraph
2 is commonly known as “prudential carve-out” — and in this work we often refer to the
provision in this way -, however the definition of “carve-out” itself is not unanimously shared
by scholars. In fact, some scholars consider “carve-out” as a synonym for “exemption”, among
which particularly noticeable is the same Pauwelyn, who clearly distinguished between
“exceptions” and “exemptions”, including in the latter “reservation, carve-out or alternative
rule”.%62 However, the majority of scholars considers Paragraph 2 an exception*3, while
defining it “prudential carve-out”, thus we should consider the term as having blurred lines.

Nevertheless, it remains some room for a different approach to the prudential carve-out,
but it shall be evaluated on conjunction with the possibility for an innovation in the way in

which financial and prudential measures are regulated within the WTO system.
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6. Some conclusions on the GATS prudential carve-out: an exception drafted according

to its scope

Closing the circle, in this Chapter we analyzed Paragraph 2 of the GATS Annex on

Financial Services, underlying its main features as a provision that introduces in the WTO

system a way for Members who want to implement measures for prudential reasons.

The main issue that emerged with regard to the clause is that of its qualification either

as an exception or an exemption. An exception is a deviation from the general rule, as GATS

Article X1V, that allows measures necessary to protect values and interests worthy of legal

protection, even if inconsistent with other GATS obligations. On the other hand, an exemption

is the non-application of a rule, as GATT Article XI, which, in principle, prohibits quantitative

restrictions to imports and exports, but excludes the measures listed in its paragraph 2 from

such prohibitions.

GATT Article Xl

Paragraph 2(a) of the Annex

GATS Article XIV

1. No prohibitions or restrictions
other than duties, taxes or other
charges, whether made effective
through quotas, import or export
licences or other measures, shall be
instituted or maintained by any
contracting party on the importation
of any product of the territory of any
other contracting party or on the
exportation or sale for export of any
product destined for the territory of
any other contracting party.

2. The provisions of paragraph 1 of
this Article shall not extend to the
following:

(a) Export prohibitions or restrictions
temporarily applied to prevent or
relieve critical shortages of foodstuffs
or other products essential to the
exporting contracting party;

(b) Import and export prohibitions or
restrictions  necessary to  the
application  of  standards  or
regulations for the classification,
grading or marketing of commaodities
in international trade;

(¢) Import restrictions on any
agricultural or fisheries product, (...).

(@ Notwithstanding any other
provisions of the Agreement, a
Member shall not be prevented
from taking  measures for
prudential reasons, including for the
protection of investors, depositors,
policy holders or persons to whom a
fiduciary duty is owed by a financial
service supplier, or to ensure the
integrity and stability of the financial
system. Where such measures do not
conform with the provisions of the
Agreement, they shall not be used as
a means of avoiding the Member's
commitments or obligations under
the Agreement.

(b) Nothing in the Agreement shall be
construed to require a Member to
disclose information relating to the
affairs and accounts of individual
customers or any confidential or
proprietary information in the
possession of public entities.

Subject to the requirement that such
measures are not applied in a manner
which would constitute a means of
arbitrary or unjustifiable
discrimination between countries
where like conditions prevail, or a
disguised restriction on trade in
services, nothing in this Agreement
shall be construed to prevent the
adoption or enforcement by any
Member of measures:

(a) necessary to protect public morals
or to maintain public order;

(b) necessary to protect human,
animal or plant life or health;

(c) necessary to secure compliance
with laws or regulations which are not
inconsistent with the provisions of
this Agreement (...);

(d) inconsistent with Article XVII,
provided that the difference in
treatment is aimed at ensuring the
equitable or effective imposition or
collection of direct taxes in respect of
services or service suppliers of other
Members;

(e) inconsistent with Article I,
provided that the difference in
treatment is the result of an agreement
on the avoidance of double taxation
or provisions on the avoidance of
double taxation in any other
international agreement or
arrangement by which the Member is
bound.
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From a visual comparison Paragraph 2 appears drafted in a more similar way to the
exception of GATS Article XIV than the exemption of GATT Article XI. In fact, while GATT
Article XI preliminary establishes the ban of any measures that exclude or limit imports or
exports and, then, indicates the measures to which the provision does not apply, GATS Avrticle
X1V directly provides for the measures that Members are allowed to adopt even if inconsistent
with the other GATS provision. Similar to the latter, Paragraph 2(a) allows Members to adopt
measures for prudential reasons even if inconsistent with the other provision of the Agreement.
The major objection that the structure of Paragraph 2, lacking of a chapeau, differs from that
typically used to draft an exception can be answered underlying that there is no unique
established way to draft an exception%* and that, nevertheless, an obligation of good faith for
WTO Members is provided in the second sentence of Paragraph 2, even if it lacks to address
the requirement of not constituting “means of arbitrary or unjustifiable discrimination between
countries where like conditions prevail, or a disguised restriction on trade in services” and the
necessity test that the measures are “necessary” to achieve their objective.

A final point is that of the heading “Domestic Regulation” that leads to consider
Paragraph 2 as an addendum not of the exception of GATS Article XIV, but of GATS Article
VI. However, it shall be pointed out that, just as GATS Article VI is not an exception, it is
neither an exemption (or provision excluding the application of other provisions), but it states
the “legitimate right of Members to regulate for public policy reasons, while ensuring that such
measures do not constitute unnecessary trade barriers™*%. Truth be told, the negotiations
behind the Annex were conducted mostly in an informal way, thus we do not have a clear vision
of the negotiators’ reasons behind such choice, but we can suggest that they decide to reconnect
the scope of Paragraph 2 to that of GATS Article VI, which addresses the implementation of
domestic regulations affecting trade in services generally, while Paragraph 2 of the Annex
makes specific reference to the financial services. And such choice does not exclude the
qualification of the prudential carve-out as an exception-type provision, even if it is not an
addendum to GATS Avrticle XIV.

In conclusion, the prudential carve-out of Paragraph 2 of the GATS Annex on Financial
Services has been drafted in a broad and vague manner to allow governments more regulatory
autonomy. Up to now the provision has not received a univocal interpretation from WTO
Members that, consequently, tended to avoid the application of the prudential carve-out in

defense of their measures and regulations before the WTO adjudicatory bodies, because of the

464 See CHOUKROUNE, NEDUMPARA, International Economic Law. Text, Cases, Materials, Cambridge University
Press, Cambridge, 2021, p. 408.
465 CHOUKROUNE, NEDUMPARA, 0p. Cit., p. 358.
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ambiguity and doubts of its scope. In spite of the hesitation of WTO Members in the application
of Paragraph 2, we may nevertheless rely on a WTO jurisprudence — even if limited - on the

issue, that we are going to analyze in the next Chapter.
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1. Introduction

Chapter Four presents an analysis of the WTO jurisprudence on financial services and
the prudential regulation of Paragraph 2 of the GATS Annex on Financial Services.

In the panorama of disputes initiated before the WTO adjudicatory bodies since 1995,
there have been only 32 disputes involving claims under the GATS out of a total of 612 WTO
disputes, as of the beginning of 2022.46¢ The reason behind such limited case-law on trade in
services, despite the fundamental role of the services sector for the world economy, can be
found in the nature of the commitments involved. In fact, while GATT 1994 obligations apply
in general to all trade in goods, GATS obligations are distinguished between general obligations
— that apply unconditionally to all WTO Members - and specific commitments, for which
Members have to voluntarily inscribed commitments in their Schedule of Specific
Commitments and that include the Market Access and National Treatment provisions. The
consequence is that disputes on trade in services appear more complex than those related to
trade in goods because they often deal with the interpretation of single commitments taken by
WTO Members in their Schedules*’, thus making States less prone to start disputes on the
matter.

To date, Paragraph 2 of the GATS Annex on Financial Services has been invoked only
in one case, Argentina — Measures Relating to Trade in Goods and Services, commonly known
as Argentina — Financial Services*®®, However, even in this case, the provision has been only
partially examined by the WTO Appellate Body. The findings — or their lack of, especially with
regard to the interpretation of the prudential carve-out - will be examined, with a view on what
is advisable for future regulation of financial services and prudential measures, even looking
beyond the WTO context. Moreover, in another occasion, the Panel Report of China —
Electronic Payments, Paragraph 2 has been cited in the context of the explanation by the Panel
of the role of prudential regulation and the right to regulate enjoyed by WTO Members*6°. This
dispute will be considered in the first place in this Chapter in the interests of an exhaustive
analysis of the prudential carve-out within the WTO jurisprudence, keeping in mind, however,
that the only dispute in which the provision has been examined is Argentina — Financial

Services.

466 See WTO website, Dispute Settlement: the disputes,
https://www.wto.org/english/tratop_e/dispu_e/dispu_agreements_index_e.htm

47 HOEKMAN, MEAGHER, China — Electronic Payment Services: Discrimination, Economic Development and the
GATS, European University Institute Working Paper 2013/68, p. 1.

468 panel Report, Argentina— Measures Relating to Trade in Goods and Services (Argentina — Financial Services),
WTO/DS453/R, adopted 9 May 2016, as modified by the Appellate Body Report WTO/DS453/AB/R.

469 panel Report, China — Certain Measures Affecting Electronic Payment Services (China - Electronic Payment
Services), WT/DS413/R, para. 7.569.
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SECTION I - The China—Electronic Payment Services Case

2. The China—Electronic Payment Services case: the Panel hints at the prudential carve-

out while considering domestic access to foreign credit cards

On 15 September 2010 the United States requested consultations with China concerning
China’s regulation of its Electronic Payment Services (EPS) market. In fact, in the first years
of the XXI century China had adopted several measures to regulate electronic payments within
its territory that favoured the Chinese EPS company - China UnionPay Co. Ltd. (commonly
known as CUP) - at the expense of the other major global suppliers of electronic payments
services such as Visa, MasterCard, and American Express.*’® The United States claimed that
the electronic payment services at issue should have been included within the category of “all
payment and money transmission services” for which China had inscribed commitments in its
Schedule of Specific Commitments and, consequently, that China the market access and
national treatment obligations under the GATS.#"! The final report of the Panel agreed with the
United States with respect to the classification of the services at issue and the national treatment
claim, but rejected the market access one, as under Mode 1 (cross-border) China had not
undertaken market access commitments in its Schedule, while with respect to Mode 3
(commercial presence) it was the claimant itself that failed to establish that China’s measures
imposed a limitation on market access in this sector in the form of a monopoly or exclusive
service supplier.472

The Panel Report dealt with the interpretation of the Members’ Schedules according to
the existing WTO jurisprudence on the matter and applied it for the first time to the financial
services sector as disciplined by the GATS Annex on Financial Services. For the purpose of
my research, this dispute is interesting because it represents the first time in which the GATS
Annex on Financial Services has been directly addressed by the WTO judiciary bodies, even if
the prudential carve-out was not part of the legal aspects of the dispute and, thus, was only

recalled in support of the Panel’s findings on the matter at issue.

2.1. China — Electronic Payments: background of the dispute and procedural history

China acceded to the WTO on 11 December 2001 and soon after the State Council and

the China’s central bank (People’s Bank of China) created the aforementioned Chinese

470 HOEKMAN, MEAGHER, op. cit., p. 1.
471 1bid.
472 |bid.
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electronic payment services company - China UnionPay (CUP) — in the form of a jointly owned
venture between the major Chinese banks.4”® The problem came not from the structure of the
company itself, which is indeed common in many countries*’4, but from the fact that the
Chinese government decided to implement a series of measures to favour the newly created
national system. Specifically, it was imposed that all electronic transactions within China would
go through the CUP system, that all electronic cards showed the CUP logo (although it was
possible to bear more than one brand) and that all commercial terminals should accept CUP
cards; while, it was prohibited the use of non-CUP payment cards for transactions between
differents banks. In the same period China assisted a rapid growth of its economy that, as
consequence, led to an exponential increase in the domestic use of electronic payment, meaning
that in its first years CUP grew “to become one of the largest global bankcard processing
network in terms of number of cards issued and transactions processed.”*"®

Moreover, China had listed in its Schedule of Specific Commitments exceptions to full
market access for payment services, meaning that the CUP system could not be threatened by
the entry of potential foreign providers. However, exceptions listed by new WTO members
expire five years after its accession to the WTO, thus, starting from 1 January 2007, the
measures pertaining to CUP could potentially constitute a market access violation and this was
exactly the main issue of the dispute.

During the five-year market access limitation period, foreign credit card companies in
China that wanted to issue cards for local payements were obliged to jointly brand with CUP,
as it was the only system permitted for eletronic transactions, to the point that around one-
quarter of all of CUP cards were co-branded with foreign companies and at the same time CUP
had concluded arrangements with foreign card providers to give holders of CUP cards access
to payment services when they travel abroad.*’® In 2005 CUP started to promote a new strategy
in order to attract new clients internationally, offering those who adhered to its system an
exemption from foreign exchange processing fees. Since the major providers such as Visa or
Mastercard usually require a currency transaction fee of at least 1% or more of the value of the
transaction, in 2009, Visa started complaining with UnionPay that this practice was in violation

of the WTO commitments and obligations. CUP, however, disagreed with Visa and excluded

473 HOEKMAN, MEAGHER, 0p. cit., p. 2.

474 1bid.

475 HOEKMAN, MEAGHER, 0p. cit., p. 2, quoting JOHNSON, China’s UnionPay Payment Network Launches Its First
Card Issued in the US, Dow Jones Newswires, 30 April, http://www.foxbusiness.com/news/2013/04/29/china--
unionpay-payment-network-launches-its-first-card-issued-in-us/.2013.

47 1bid.
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the company from its business*’” and, as consequence, in August 2010, Visa imposed a huge
sanction - a penalty for infractions of $25,000 per transaction — on its member banks globally
that kept using the CUP system for processing transactions outside China.*’® Finally, on 15
September 2010, the United States requested formal consultations with China before the WTO,
but, as the consultations were not fruitful for the resolution of the dispute, the United States
requested the establishment of a panel on 11 February 2011. The final report was released on
16 July 2012 and, since it was not appealed within the time limit of 60 days, it was adopted on
31 August 2012.

2.2. China — Electronic Payments: the Panel Report

The United States brought before the WTO adjudicatory bodies the claim that the
Chinese law relating to electronic payment services violated the obligations under Articles XVI
(Market Access) and XVII (National Treatment) of the GATS, because only CUP cards allowed
for electronic payments, while less favourable treatment was granted to foreign financial service
suppliers.*”® More specifically, according to the United States, China required that all electronic
payment transaction within the country denominated and paid in renminbi (RMB)* had to be
processed through the China UnionPay; that bank cards issued in China for RMB purchases in
China had the CUP logo and that automated teller machines and POS terminals were obliged
to accept CUP cards, without having any equivalent requirements for non-CUP cards, indirectly
forcing institutions that issued payment cards to consumers to pay CUP to access their system;
moreover, the country prohibited the use of domestically issued non-CUP payment cards where
the issuing bank and acquiring bank were different and, at the same time, that all inter-bank
transactions for all bank cards be handled through CUP.

China had made commitments relevant to the dispute in in Sector 7B, where, under the
heading of “Banking and Other Financial Services”, it undertook specific market access and
national treatment commitments for “(d) all payment and money transmission services,
including credit, charge and debit cards, travellers’ cheques and bankers’ drafts (including
import and export settlement).”*! The United States considered the electronic paymenent

services at issue included within the “electronic payment services for payment card

4T MCcMAHON, US Card Companies Shrug at China’s Monopoly, Wall Street Journal, 2 March 2011,
http://online.wsj.com/article/SB10001424052748703749504576172484098156162.html.

478 XIANGYANG, Visa Takes on China UnionPay, Economic Observer News, 3 June 2010,
http://www.eeo.com.cn/ens/homepage/briefs/2010/06/03/171735.shtml.

479 panel Report, China — China Electronic Payment Services, para. 2.2.

480 The renminbi (hereinafter RMB) is the official currency of China. The yuan is the basic unit of the renminbi,
but the word is also used to refer to the Chinese currency generally, especially in international contexts.

481 panel Report, China — Electronic Payments, para. 7.63.
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transactions™#8? and, thus, inconsistent with the provisions of GATS Article XVI (the market
access) and Article XVII (national treatment), to the extent of China’s commitments with
respect to these services. China counterargued that the services at issue were covered by
“paragraph 5(a), subsector (xiv), of the GATS Annex on Financial Services (subsector (xiv)),
which covers ‘[s]ettlement and clearing services for financial assets, including securities,
derivative products, and other negotiable instruments’, a sub-sector for which no commitments
have been made in China's Schedule.”483

The Panel determined that China’s commitments were to be interpreted in accordance
with Article 31 and 32 of the Vienna Convention*: first, it examined China’s Specific
Schedule of Commitments to verify whether the measures at issue could fell within the
commitments listed in it; second, it considered whether such measures; second, it evaluated the
effects of such measures and whether they were inconsistent with GATS Articles XVI and
XVII.

Concerning the first issue, the Panel examined the meaning of “all payment and money
transmission services” according to the aforementioned Vienna Convention provisions and
concluded that their ordinary meaning referred to services that “manage”, “facilitate” or
“enable” the act of paying or transmitting money, thus including services supplied “by
institutions other than banks” and rejecting China’s argument that the heading of “banking
services” was intended to limit the scope of subsector (d) to services provided exclusively by
banks.*® China, on its side, have argued that the services at issue fell within the definition
contained in paragraph 5(a)(xiv) of the GATS Annex on Financial Services, which refers to
“settlement and clearing services for financial assets, including securities, derivative products,
and other negotiable instruments” and that services set out in this paragraph were not subject
to any commitment. The Panel applied once again the Vienna Convention in order to intepret
the ordinary meaning of the provision at issue and established that electronic payments
instruments were not covered by subsector (Xiv), because it refers “to financial assets that share
the common characteristic of being negotiable*#, which is not a characteristic of payment
cards and payment card transactions, because “they are neither transferable nor can they cbe
traded on a market”.*8” Thus, the panel concluded that the electronic payments services at issue

fell under subsector 7.B(d) of China’s Schedule of Specific Commitments, which, including

482 panel Report, China — Electronic Payments, para. 2.1.

483 panel Report, China — Electronic Payment Services, para. 7.64.
484 panel Report, China — Electronic Payment Services, para. 7.12.
485 panel Report, China — Electronic Payment Services, para. 7.524.
486 HOEKMAN, MEAGHER, op. cit., p. 10.

487 panel Report, China — Electronic Payment Services, para. 7.155.
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“all payment and money transmission services”, had a broader scope than paragraph 5(a)(xiv)
of the Annex on Financial Services.*®

The panel next turned to the question of whether the Chinese measures were inconsistent
with GATS Articles XVI1 and XVII, as alleged by the United States.

China’s Schedule regarding Article XVI GATS contains no limitations on foreign
eletronic payments services suppliers in China for Mode 1 and Mode 3. According to the US,
the measures at issue, however, granted CUP a monopoly position as electronic payment
services supplier and, therefore, were inconsistent with GATS Article XVI, that prohibits
limitations on service suppliers through, among others, monopolies. 4&°

China’s Mode 1 commitment for subsector (d) was inscribed with “Unbound” and the
Panel concluded that China commited no violation as it had taken no commitments for payment
and money transmission services for Mode 1.4°° Concerning Mode 3 of supply, instead, the US
submitted China’s Schedule provided no market access restriction for EPS under it because
China’s market access limitations were to be eliminated by December 2006. China, however,
interpreted its commitments for EPS under Mode 3 as relating to covering also banks and
finance companies.*** The Panel observed that foreign financial institutions (FFIs) include EPS
suppliers, concluding that they could supply services under Mode 3, in accordance with section
C of China's Mode 3 market access entry, but China may impose prudential authorization
criteria.*®> Additionally, in accordance with the preamble to the GATS, it was confirmed by the
Panel that “China retains the right to regulate, and to introduce new regulations on the supply
of services to meet domestic policy objectives, (...) including for example, non-discriminatory
licensing, qualification and technical requirements.””*%® Finally, the Panel directly addressed
Paragraph 2(a) of the GATS Annex on Financial Services, recalling that the provision “provides
that, notwithstanding any other provisions of the GATS, a WTO Member may take measures
for prudential reasons, including for the protection of e.g. investors and depositors, or to ensure
the integrity and stability of the financial system”.4%* Thus, the Panel concluded that foreign
financial institutions covered, according to China’s Schedule, foreign companies supplying
financial services, including EPS suppliers and that such financial services suppliers were

subject to prudential control.#% The Panel, in conclusion, recognized that the Chinese measures

488 panel Report, China — Electronic Payment Services, para. 7.169.
489 panel Report, China — Electronic Payment Services, para. 7.508.
4% panel Report, China — Electronic Payment Services, para. 7.520 — 7.538.
431 panel Report, China — Electronic Payment Services, para. 7.540 — 7.542.
4%2 panel Report, China — Electronic Payment Services, para. 7.569.
4% panel Report, China — Electronic Payment Services, para. 7.569.
4% panel Report, China — Electronic Payment Services, para. 7.569.
4% panel Report, China — Electronic Payment Services, para. 7.570.
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were inconsistent with GATS Article XVI1:2(a) with regards to Mode 3 because they granted
CUP a monopoly for the clearing of certain RMB payment card transactions, however it
rejected the general claim from the United States that CUP was a cross-border monopoly
supplier for the processing of all domestic payment card transactions.

On the contrary, with regard to Article XVII of the GATS, the Panel established that the
measures were inconsistent with the national treatment obligation because they failed to accord
to services and service suppliers of any other Member treatment no less favourable than China
accorded to its own like services and service suppliers.

The United States was overall considered successful in the dispute*®, even though it did
not prevail on its market access claims, showing the difficulties in interpreting WY O Members’
specific commitments to the GATS.

In conclusion, the Panel Report of China — Electronic Payments did not give a
significant contribution to the WTO jurisprudence on the major issue of this work, the financial
services and prudential regulation. In fact, Paragraph 2(a) of the Annex on Financial Services
was solely quoted, as, in the typical fashion of WTO case law, prudential regulation happens to
be addressed in relation to or to support another GATS provision, but the prudential clause per
se was never studied and directly invoked previously than the Argentina — Financial Services

case.

4% HoEKMAN, MEAGHER, op. cit., p. 20.

141



SECTION Il - The Argentina — Financial Services Case

3. The Argentina — Financial Services case: the Appellate Body considers the scope of

the prudential carve-out

The prudential carve-out was interpreted for the first time in the case Argentina —
Measures Relating to Trade in Goods and Services, commonly known as Argentina — Financial
Services.

The dispute concerned eight financial, taxation, foreign exchange and registration
measures imposed by Argentina, mostly*®” on services and service suppliers from countries
which Argentina termed “countries not cooperating for tax transparency purposes”*%,
according to the classification of a country as a “cooperating” or “not cooperating for tax
transparency purposes™®® provided in Decree No. 589/2013.5%

Amongst different claims, Argentina argued, during the Panel proceedings, that the
prudential exception of Paragraph 2(a) of the Annex applied to measures 5 (requirements on
foreign service suppliers and service suppliers of non-cooperative countries that they must meet
in order to be able to gain access related to reinsurance services) and 6 (requirements on stock
market intermediaries®®* for them to be able to engage in transactions ordered by persons from
non-cooperative countries) implemented by Argentina.>%? Measure 5 essentially banned the
supply of reinsurance services from countries not cooperating for purposes of tax transparency,
and the global fight against money laundering and terrorist financing according to the criteria
defined by the Financial Action Task Force.>* Measure 6 banned stock market intermediaries
from transacting (e.g. public offering on negotiable securities, forward contracts, futures or
options of any nature or other financial instruments or products) with persons from non-

cooperative countries.>%

497 panama had claimed that two of the eight measures at issue (measures 2 and 3) also affected trade in goods.
4% Hereinafter non-cooperative countries]. The Panel noted that, in its arguments, Panama referred to “beneficiary
countries” and “excluded countries” when referring to what Argentina called “cooperative countries” and “non-
cooperative countries”, respectively. The Panel had, however, decided to use the terminology employed in Decree
No. 589/2013.

499 [Hereinafter, cooperative country].

500 Decree No. 589 of the Federal Public Revenue Administration of 27 May 2013 (Decree No. 589/2013).

501 «Stock market intermediaries” means the persons indicated in Article 1 of the Rules of the National Securities
Commission (CNV), including “bargaining agents, liquidation and compensation agents, distribution and
placement agents, and collective investment management agents”.

502 Argentina — Financial Services, paras. 7.781, 7.808.

503 |d., paras. 2.23 — 2.34.

504 1d., paras. 2-35 — 2.36.
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According to the aforementioned decree, in order to be considered “cooperative” a
country should have meet several requirements: the country should have “(i) (...) signed with
Argentina a tax information exchange agreement or an international double taxation
convention with a broad information exchange clause, provided that the information fwas/
effectively exchanged; or (ii) initiated with Argentina the negotiations necessary for concluding
such an agreement and/or convention”.5% Under measures 5 and 6 Argentina imposed different
treatments on service providers depending on whether or not they were established and
registered in cooperative countries.5% For the matter at issue, the Panel found that measure 5
and 6 were not justified under Paragraph 2(a) of the Annex because, in the absence of a rational
relationship of cause and effect between the measures and the prudential reasons, they were not
taken “for prudential reasons”. Although the Panel was favourable to Panama on this matter,
the country appealed nevertheless this part of the Panel Report, arguing that the panel erred in
not limiting the scope of the prudential carve-out clause to “domestic” regulations.>®” The
Appellate Body disagreed with Panama’s assertion that Paragraph 2(a) of the Annex covers
only measures constituting “domestic regulation”, finding, instead, that the provision does not
restrict the types of measures which may fall within the scope of this provision, confirming the
ruling of the Panel that “paragraph 2(a) of the Annex on Financial Services covers all types of
measures affecting the supply of financial services within the meaning of paragraph 1(a)*% of
the Annex:%% the prudential carve-out, thus, covers not only regulations exclusively applied
within the territory of the States implementing it, but every measure that in some way affects
the supply of financial services, even if beyond national borders.

At its meeting on 9 May 2016, the Dispute Settlement Body adopted the Appellate Body
Report and the Panel Report, as modified by the Appellate Body Report.

The Report paved the way for a stronger development in international trade law as the
meaning of the clause is concerned and its practical application has become majorly important

in the aftermath of the financial crisis.

505 Unctad, Multi-year Expert Meeting on Trade, Services and Development, Fourth Session (Geneva, 18-20 May
2016).

506 panel Report, Argentina — Financial Services, para. 7.907.

507 See Notification of an Appeal by Panama, Argentina — Financial Services, WT/DS453/7 (Oct. 30, 2015).

508 panel Report, Argentina — Financial Services, para. 7.863.

509 See also https://www.wto.org/english/tratop/_e/dispu_e/cases_e/ds453_e
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4. Argentina — Financial Services: background of the dispute and the main issues
brought before the WTO judiciary bodies

In the last decades of the XX century the Argentine economy has been characterized by
recurring macroeconomic crises and weak economic governance. Following excessive
spending and unsustainable fiscal deficits, Argentina defaulted on around US$ 91 billion in
external debt in 2001, which led to a complicated and drawn out process of debt restructuring
over the subsequent decade. During this period, the economy was effectively cut off from
international capital markets to the point that Argentina was only able to borrow internationally
again in 2016°°. The balance of payments crisis motivated a variety of policies to control
imports and retain foreign exchange, including formal and informal measures to limit foreign
currency purchases for savings and investment abroad. Stringent restrictions on imports were
imposed, including extensive import licensing and policies requiring importers to balance what
they brought into the country with an equivalent value of exports and foreign exchange. At the
same time, the share of the public sector in total expenditures rose rapidly in the period pertinent
to this dispute. General government primary spending increased from 26% to 39% of GDP
between 2007 and 2015, with much of the increase going towards public sector wages,
pensions, and subsidy programs. Government revenues also grew, from 28% to 34% of GDP
during this period, with the tax burden rising to a quarter of GDP, one of the highest ratios in
Latin America. The combination of the economic crisis, the fiscal deficits and the exclusion
from the global capital markets incentived capital flight and tax evasion.®'* In order to face such
a problematic situation, Argentina adopted several stringent tax and financial measures that
restricted the access to its market for financial service suppliers based in countries that
Argentina had qualified as “non-cooperating” because they did not exchange information with
the Argentine tax administration. Panama had been classified as a “non-cooperating” country
and contested the measures imposed because they penalized the bilateral financial flows with
Argentina.

In this same period international bodies have initiated a concerted effort to combat
money laundering and tax evasion through international transparency and comity
mechanisms.5!2 Both Argentina and Panama were part of this process and both referenced the

international standards of tax transparency that had been agreed among participating countries,

510 International Monetary Fund (IMF) (2016), Argentina: Selected Issues, IMF Country Report No. 16/347,
Washington, DC: IMF.

511 BERGMAN, Tax Evasion and the Rule of Law in Latin America: The Political Culture of Cheating and
Compliance in Argentina and Chile, University Park, 2009, Penn State University Press.

512 See Chapter Six on international standards.
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thus, bringing with this dispute for the first time befor the WTO the issue of compatibility
between WTO commitments and prudential measures, if they are based on international
standards.

For the purpose of my research, it is of fundamental interest that this is the first dispute
brought before the WTO Appellate Body in which the prudential clause of Paragraph 2(a) of
the Annex on Financial Services has been invoked. The Panel ruled against the prudential
defense of Argentina, but the country did not appeal against this finding. Thus, even though
Panama appealed the part concerning the Panel's finding on the scope of measures falling under
a prudential regulation defense, the Appellate Body did not go further in its analysis, missing
the opportunity to clarify the role of the prudential clause within the WTO system and the

international trade scenario.

5. Argentina — Financial Services: the report of the Panel

On 12 December 2012, Panama requested consultations with Argentina pursuant to
Avrticle 4 of the Understanding on Rules and Procedures Governing the Settlement of Disputes
(DSU), Article XXI1 of the GATT 1994 and Article XXII of the GATS with respect to the eight
financial, taxation, foreign exchange and registration measures adopted by Argentina.

The measures at issue were summarized as following by the panel53;

Tax treatment in the collection of gains tax on certain transactions involving non-
cooperative countries (hereinafter withholding tax on payments of interest or remuneration)

Tax treatment imposed on entry of funds from non-cooperative countries (hereinafter
presumption of unjustified increase in wealth)

Valuation of transactions with persons from non-cooperative countries (hereinafter
transaction valuation based on transfer prices)

Criteria for applying deductions (hereinafter payment received rule20 for the allocation of
expenditure)

Measures affecting trade in reinsurance and retrocession services (hereinafter requirements
relating to reinsurance services)

Measures affecting trade in financial instruments (hereinafter requirements for access to the
Argentine capital market)

Requirements for the registration of companies, branches and shareholders of certain
foreign service suppliers (hereinafter requirements for the registration of branches)

Measures affecting the repatriation of investments (hereinafter foreign exchange
authorization requirement)

The eight measures challenged by Panama reflected the distinction between cooperative

and non-cooperative countries established by the aforementioned Decree No. 589/2013.

513 Panel Report, Argentina — Financial Services, p. 17.
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Panama requested the Panel to find that:

a. Measure 1 (withholding tax on payments of interest or remuneration) was
inconsistent with Argentina's obligations under GATS Article I1:1 because it modified the
conditions of competition between like services and service suppliers by according less
favourable treatment to services and service suppliers of non-cooperative countries.

b. Measure 2 (presumption of unjustified increase in wealth) was inconsistent with
Argentina’'s obligations under the MFN and National Treatment obligations of GATS Articles
I1:1 and XVII, because it altered the conditions of competition between like services and service
suppliers of cooperative countries and Argentina, on the one hand, and those of non-cooperative
countries, on the other one; and Article I:1 of the GATT 1994, inasmuch as the advantage,
favour, privilege or immunity accorded to payments received from cooperative countries for
exports to those countries was not accorded to exports of like products to non-cooperative
countries.

c. Measure 3 (transaction valuation based on transfer prices) was inconsistent with
Argentina’s obligations under: (i) GATS Avrticles 11:1 and X VI for the same reasons of Measure
2; (ii) Article 1:1 of the GATT 1994, because imports/exports of products from/to cooperative
countries were valued as transactions in line with normal market practices or prices, unlike
imports/exports from/to non-cooperative countries, which were subject to the transfer pricing
valuation regime; (iii) Article 111:4 of the GATT 1994, as the measure put products imported
from non-cooperative countries in a less favourable position than that of like domestic products;
and alternatively, (iv) Article XI:1 of the GATT 1994, as the measure established limiting
conditions on the import/export of products from/to non-cooperative countries.

d. Measure 4 (payment received rule for the allocation of expenditure) was inconsistent
with

Argentina's obligations under GATS Article 1I:1, as it limited the possibility of
deducting payment for services provided by service suppliers of non-cooperative countries,
according them less favourable treatment than that accorded to like service suppliers of
cooperative countries; and Article XVII, inasmuch as, with regard to the full commitments
made by Argentina on national treatment, the current restriction on deducting payments for
services provided by service suppliers of non-cooperative countries accords them less
favourable treatment than that accorded to domestic like services and service suppliers.

e. Measure 5 (requirements relating to reinsurance and retrocession services) was
inconsistent with Argentina's obligations under GATS Atrticle 11:1, because the access to the

Argentine reinsurance market for suppliers of non-cooperative countries was subject to
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compliance with conditions not required to those of cooperative countries, thus altering the
conditions of competition; and Article XVI:1 and XVI1:2(a) as Argentina restricted the number
of foreign service suppliers and accorded them treatment less favourable than that specified in
its Schedule of Commitments.

f. Measure 6 (requirements for access to the Argentine capital market) was inconsistent
with Argentina's obligations under Article 11:1 of the GATS, inasmuch as it accorded to service
suppliers of non-cooperative countries, seeking access to the Argentine capital market in order
to provide their services, treatment less favourable than that accorded to like service suppliers
of cooperative countries.

g. Measure 7 (requirements for the registration of branches) was inconsistent with
Argentina’'s obligations under GATS Atrticle 11:1 because it established additional requirements
altering the conditions of competition and accorded less favourable treatment to service
suppliers of non-cooperative countries compared to service suppliers of cooperative countries.

h. Measure 8 (foreign exchange authorization requirement) was inconsistent with
Argentina's obligations under GATS Article I1:1 of the GATS, inasmuch as it accorded service
suppliers of non-cooperative countries seeking to repatriate their investments in Argentina less
favorable treatment than that accorded to like service suppliers of non-cooperative countries.

Argentina requested that the Panel rejected Panama's claims in their entirety, claiming
that its measures were justified under the exceptions relating to services in Articles X1V(c) and
XIV(d) of the GATS and Paragraph 2(a) of the GATS Annex on Financial Services, as well as
the exception of Article XX(d) of the GATT 1994 with regard to the claims under this

Agreement.

5.1. The main arguments of the parties

The Panel chose a claim-by-claim analysis, starting with the threshold question of
whether the GATS was applicable to the measures at issue.

Panama submitted a number of claims under the GATS with regard to the eight
measures, contending that the Agreement applied to all of them because “they all affected trade

in services" within the meaning of GATS Article 1:1514. Panama asserted that in order to

514 Article | of the GATS, entitled Scope and Definition, provides that:

1. This Agreement applies to measures by Members affecting trade in services.

2. For the purposes of this Agreement, trade in services is defined as the supply of a service:

(a) from the territory of one Member into the territory of any other Member;

(b) in the territory of one Member to the service consumer of any other Member;

(c) by a service supplier of one Member, through commercial presence in the territory of any other Member;

(d) by a service supplier of one Member, through presence of natural persons of a Member in the territory of any
other Member.
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determine whether a measure "affect[s] trade in services" two key legal questions had to be
examined, namely: (i) whether there is "trade in services" within the meaning of GATS Avrticle
I:2; and (ii) whether the measure "affect[s]" such trade in services within the meaning of GATS
Article 1:1. As regards the first question, Panama argued that "trade in services" is defined as
the "supply of a service" through one of the four modes as defined in specified in GATS Article
1:2(a)-(d). Consequently, for trade in services to exist a service must be supplied under one of
the four modes and Argentina argued that Panama had not provided sufficient evidence of the
effective trade between the two countries under the aforementioned modes of supply, thus not
demonstrating the existence of "trade in services™ among them.

Panama responded that the requirement of the existence of effective trade had no legal
basis in the text of the GATS as, neither Articles | and XXVIII of the GATS nor the case law
require the exhaustive enumeration of each and every one of the services possibly affected by
a measure in order for the GATS to be applicable. According to Panama, accepting Argentina's
argument would have meant that any illegal measure would be immune from the disciplines of
the GATS, because in preventing effective transactions between the complaining party's
suppliers and the defending party's consumers, the GATS would never be applicable. Moreover,
the context provided by other GATS rules and the history of its negotiation show that it was the
negotiators' intention to give the GATS the broadest possible scope to the point that the
Appellate Body had already stated that nothing in the GATS suggests that its scope is limited. >

The Panel agreed with Panama because “it cannot be inferred from the wording of
Article 1:1 that the GATS is only applicable between two Members when there are actual flows
of services between them or when ‘suppliers of specific services attributable’ to a Member seek
to supply services in the market of the defending Member. The ordinary meaning of Article I:1
of the GATS rather indicates that the GATS applies to measures which affect ‘trade in services’,
defined in the following subparagraph as the supply of services through four modes. The

wording of Article 1:1, therefore, does not refer to measures that specifically affect actual

3. For the purposes of this Agreement:

(a) "measures by Members" means measures taken by:

(i) central, regional or local governments and authorities; and

(if) non-governmental bodies in the exercise of powers delegated by central, regional or local governments or
authorities;

In fulfilling its obligations and commitments under the Agreement, each Member shall take such reasonable
measures as may be available to it to ensure their observance by regional and local governments and authorities
and non-governmental bodies within its territory;

(b) "services" includes any service in any sector except services supplied in the exercise of governmental authority;
(c) "a service supplied in the exercise of governmental authority"” means any service which is supplied neither on
a commercial basis, nor in competition with one or more service suppliers.

515 panel Report, Argentina — Financial Services, para. 7.71, quoting Panama's second written submission, paras.
2.15-2.17.
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services and service suppliers of the complaining Member or of any other Member.175%6
Moreover, the Panel noted that, for each of the eight measures at issue, Panama had identified
the relevant services and modes of supply, as showed in the table attached to its submissions®’.

Concerning the second question, whether the measures at issue “affect” trade in services
within the meaning of Article I:1 of the GATS, Panama contended that nothing in the GATS
suggested that its scope is limited because the word “affect”, in its ordinary meaning, denotes
a measure that has “an effect on” a service which implies a broad scope of application.
Argentina responded that, inasmuch as Panama had failed to prove that the relevant services
were supplied from the territory of Panama — or of any other Member — to the territory of
Argentina through modes 1 and 3, Panama had not shown that there was trade in services and
modes which may be “affected” by the measures challenged in this dispute. The Panel,
however, concluded that the eight measures at issue in this dispute “affect trade in services”
within the meaning of Article I:1 of the GATS and, as consequence, that the GATS was

applicable to them.

5.1.1. Panama's claims

I. Article 11:1 of the GATS

Panama claimed that the eight measures at issue were inconsistent with GATS Article
I1:1 because they accorded less favourable treatment to services and service suppliers of non-
cooperative countries than that accorded to like services and service suppliers of cooperative
countries. In fact, according to Panama, the regulatory distinction established by the Argentine
measures at issue was based solely and exclusively on the origin of the service supplier and, as
consequence, the likeness was presumed and there was no need to make casuistic
demonstrations that the services and service suppliers were like or to examine the competitive
relationship between services and service suppliers.

Argentina responded that Panama had not demonstrated the less favourable treatment,
nor that the services and service suppliers were like. In fact, Argentina asserted that the
regulatory distinction between cooperative and non-cooperative jurisdiction was legitimate,

since it affected the way in which the supplier supplies the service and thus the competitive

516 panel Report, Argentina — Financial Services, para. 7.88.

517 See in particular Panama's second written submission, paras. 2.90 and 2.91 (measure 1); paras. 2.254 and 2.255
(measure 2); paras. 2.401-2.403 (measure 3); paras. 2.507 and 2.508 (measure 4); paras. 2.594 and 2.595 (measure
5); paras. 2.692-2.694 (measure 6); para. 2.730 (measure 7); paras. 2.776-2.779 (measure 8). Moreover, Panama
has also provided examples of actual supply by suppliers from Panama and/or non-cooperative countries for
various measures. See in particular Panama's second written submission, paras. 2.93-2.99 (measure 1); paras.
2.256-2.261 (measure 2); paras. 2.405 and 2.406 (measure 3).
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relationship. The cooperative or non-cooperative nature of a jurisdiction is "an essential feature
of the service which consumers of services are seeking when they choose to do business in a
non-cooperative jurisdiction™, according to Argentina, therefore, countries -and their respective
suppliers — were distinguished according to their origin, but origin had to be considered as a
relevant factor in determining likeness as it may affect the characteristics of the service supplier.

The Panel established that according to the MFN principle of GATS Article 11, Panama
should have demonstrated that the measures at issue were covered by the aforemntioned article;
that the relevant services and service suppliers were "like"; and that the measures at issue

accorded "immediately and unconditionally™ "treatment no less favourable™ to like services and
service suppliers.

Starting its analysis of the likeness requirement from the existing jurisprudence on trade
in services, the Panel recalled China — Electronic Payment Services dispute, which had
undertaken a very detailed analysis of the concept of likeness, considering that the difference
in treatment was not exclusively linked to the origin of the service suppliers but to “other
factors”. After examining the ordinary meaning of the term “like” and the context of the
expression “like services” in GATS Article XVII, the Panel concluded that “like services are
services that are in a competitive relationship with each other (or would be if they were allowed
to be supplied in a particular market)”. The Panel agreed with the China — Electronic Payment
Services interpretation of the expression “like services and service suppliers” as based on the
ordinary meaning of its terms, taking into account the context of Article Il itself, as well as
other provisions of the GATS and determined that the same “likeness” interpretation could be
used in this case, even though it was developed in relation to GATS Article XVII.

Thus, Panama claimed that origin was the only reason for the differences in treatment
and therefore requested the Panel to apply the presumption of likeness, while Argentina
considered that the issue was not just that of the origin of the service or service supplier, but
also had to do with the characteristics intrinsically linked to the origin of the said service or
supplier, specifically the aspects of the regulatory framework relating to tax transparency. As
the Panel explained in China — Electronic Payment Services, therefore, it was to determine
whether the difference in treatment may also be due to “other factors”.

The Panel, first, examined whether the difference in treatment between cooperative and
non-cooperative countries was due exclusively to origin or if “other factors” had to be taken
into account.

According to the Panel, even though the origin rule is applied in the form of a list of

cooperative countries, it is not origin per se which determines that certain countries are on the
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list and others not, but the regulatory framework inextricably linked to such origin. In order to
determine the existence of “other factors” explaining the difference in treatment, the Panel
decided to follow previous case law on trade in services. Again, it looked at the China —
Electronic Payment Services case, in which the panel stated that any determination of likeness
must be made on a case-by-case basis. The Panel examined how Decree No. 589/2013 - the
Argentinian law that established the measures at issue - had been implemented in practice and
noticed several discrepancies in the list of cooperative countries, as it included both countries
that have not signed a double taxation convention or an information exchange agreement and
with which there was no exchange of tax information, as well as countries which had in fact
concluded such conventions or agreements and, therefore, exchanged tax information with
Argentina®®. As consequence, the Panel concluded that the difference in treatment between
cooperative and non-cooperative countries was due to origin and that Panama had proved that
services and service suppliers of cooperative and non-cooperative countries were like by reason
of origin.

Then, the Panel should have analyzed the third requirement of the legal standard under
GATS Atrticle 11:1, namely, whether Panama had proved that the measures at issue did not
“immediately and unconditionally” accord “treatment no less favourable” to like services and
service suppliers. But, since it had already concluded that Panama had demonstrated that the
eight measures at issue were covered by the GATS and that they did not accord treatment no
less favourable to services and service suppliers of non-cooperative countries in comparison
with the treatment accorded to like services and service suppliers of cooperative countries, it
established it was not necessary to pursue further the analysis and simply stated that the eight

measures were inconsistent with GATS Article 1.

. Articles XV1:1 and XVI:2 of the GATS

Panama claimed that measure 5 was inconsistent with GATS Articles XVI:1 and
XVI:2(a) because Argentina restricted the number of foreign service suppliers and accorded

them treatment less favourable than that specified in its Schedule of Commitments.

518 The Panel took as example the cases of Panama and Germany. These two countries belonged to the category
of cooperative countries. Argentina had signed a double taxation agreement with Germany, which has been in
force since 25 November 1979, giving it access to tax information. In the case of Panama, however, Argentina had
no access to tax information as it had not signed any agreement on exchange of tax information with Panama. In
the same way as Panama, Hong Kong had initiated negotiations but neither of the two exchanges tax information
with Argentina as there is no agreement or convention in force to cover such exchange. While Panama had the
status of cooperative country, however, Hong Kong was still considered a non-cooperative country. Panel Report,
para. 7.183.
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Argentina responded that the measure was not inconsistent with the two articles because
it was not covered by those obligations, as Article XV1:2(a) refers exclusively to limitations on
the number of service “suppliers”, while measure 5 was not aimed at limiting the number of
reinsurance service "suppliers” but at regulating reinsurance "operations”, therefore falling
outside the scope of Article XV1:2(a) of the GATS.

The Panel agreed with Argentina and, moreover, disagreed with Panama'’s claim under
GATS Article XVI:1 because Panama had not established a prima facie case of inconsistency

in this regard.

I11. Panama'’s claims under Article XVII of the GATS

Panama claimed that measures 2, 3 and 4 were inconsistent with GATS Article XVII
because they accorded services and service suppliers of non-cooperative countries treatment
less favourable than that accorded by Argentina to its own like services and like service
suppliers. Argentina did not present specific arguments on such claim, but put forward the same
one used for GATS Atrticles Il and XVII.

However, the finding of the Panel for the national treatment obligation was opposite to
that of the Most Favoured Nation claim because it concluded that Panama had proved that
measures 2, 3 and 4 "affect[..] the supply of services” within the meaning of GATS Article
XVII and that Argentine services and service suppliers were like services and service suppliers
of non-cooperative countries for the purposes of the analysis of GATS Article XVII. However,
Panama had not proved that measures 2, 3 and 4 did not accord services and service suppliers
of non-cooperative countries “treatment no less favourable” than that accorded to Argentine
“like services and service suppliers” and that, therefore, the measures were not inconsistent
with GATS Article because they accorded to services and service suppliers of non-cooperative
countries treatment no less favourable than the treatment accorded to Argentine like services or
like service suppliers, in respect of the relevant services and modes on which Argentina

undertook specific commitments.

5.1.2. Argentina's defence

I. Article X1V(c) and Article XIV(d) of the GATS

In the event that the Panel found that six of the eight measures (measures 1 to 4, 7 and
8) were inconsistent with the GATS provisions cited by Panama, Argentina invoked the
exception of GATS Article XIV(c). Specifically, Argentina contended that its defensive tax

measures were “necessary to secure compliance” with Argentina's tax laws and regulations
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within the meaning of GATS Article XIV(c), including the “prevention of deceptive and
fraudulent practices” of subparagraph (i) commonly associated with transactions with non-
cooperative tax jurisdictions. In fact, Argentina maintained that it had followed the
recommendations of the OECD's Global Forum in establishing a comprehensive regulatory
framework to address the risks posed by harmful tax competition to the integrity and stability
of its tax system. The Panel found that the measures were not covered by the exception in GATS
Article X1V because their application constituted arbitrary or unjustifiable discrimination
within the meaning of the chapeau of the provision.

Alternatively, Argentina claimed that its measures were justified under GATS Atrticle
XIV(d) as measures which establish “that the difference in treatment is aimed at ensuring the
equitable or effective imposition or collection of direct taxes in respect of services or service
suppliers of other Members”. However, the Panel refrained from ruling on whether the
measures were covered by GATS Article XIV(d), as it has already found that the measures
were not inconsistent with GATS Article XV1I, inasmuch as they accord to services and service
suppliers from non-cooperative countries treatment no less favourable than that accorded to
Argentine like services and like service suppliers, for the relevant services and modes on which

Argentina made specific commitments.

5.1.3. The prudential exception of Paragraph 2(a) of the Annex on Financial Services

Argentina claimed that in the event that the Panel were to find measure 5 to be
inconsistent with GATS Articles I1:1, XVI:1 and XVI:2(a) and measure 6 to be inconsistent
with GATS Article I1:1, its measures would be covered by Paragraph 2(a) of the GATS Annex
on Financial Services.

With regard to the scope of the prudential exception, Argentina argued that Paragraph
2(a) provides an exception for GATS-inconsistent measures that are taken for prudential or

precautionary purposes.

l. Argentina

Argentina did not agree with Panama’s argument that the prudential exception only
applies to “domestic regulation” measures taken under GATS Article VI, as it was a narrow
interpretation in direct contradiction with the text of Paragraph 2(a) of the Annex on Financial
Services. Furthermore, Argentina considered that the words “[n]otwithstanding any other
provisions of the Agreement” clearly indicate that Paragraph 2(a) relates to any violation of the

GATS, provided that it affects trade in services. Moreover, this interpretation is confirmed by
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the context of the second sentence of Paragraph 2(a), which states that “[w]here such measures
do not conform with the provisions of the Agreement”, thereby indicating that the first sentence
applies to measures which are otherwise inconsistent with some provision of the GATS. In
addition, Argentina considered that the reference to “[n]othing in the Agreement” in Paragraph
2(b) of the Annex on Financial Services indicates that the prudential exception is broad in its
scope and applies to violations of any of the provisions of the GATS.

With respect to the legal standard to be adopted under the prudential exception,
Argentina argued that, in assessing its defence, the Panel should proceed in “three successive
steps”, namely: (i) establish whether the measure in question is a measure “affecting the supply
of financial services” within the meaning of Paragraph 1(a) of the GATS Annex on Financial
Services; (ii) determine whether the measure has been taken “for prudential reasons” — and
Argentina considered that “this question requires the existence of a 'rational relationship’
between the measure and its prudential objective>'®; and (iii) determine whether the measure
is being “used as a means of avoiding the Member’s commitments or obligations under the
Agreement”. With regard to this latter aspect of the proposed legal standard, Argentina asserted
that the second sentence of the prudential exception performs the same function as the preamble
to GATS Article X1V, i.e. to prevent abuse in the use of the exception and requires that WTO-
inconsistent measures taken for prudential reasons not be, in actual fact, measures whose
objective is to avoid the disciplines of the GATS. According to Argentina, this provision is
aimed at determining whether the measure is genuinely being applied in a manner consistent
with its prudential objective and not for the purpose of avoiding a Member’s commitments or
obligations under the GATS.

With respect to the first element of the proposed legal standard, Argentina recognized
that the measures in question are undoubtedly measures “affecting the supply of financial
services” within the meaning of Paragraph 1(a) of the Annex on Financial Services. In fact,
both “reinsurance and retrocession services” and trading “transferable securities” are
specifically mentioned in the definitions of financial services in Paragraph 5(a) of the Annex
on Financial Services.

With respect to the second element of the proposed legal standard, Argentina believed
that a prudential measure, or one taken “for prudential reasons” within the meaning of the
prudential exception is a measure intended to prevent an outcome contrary to an objective
previously established or envisaged by the corresponding authority which could have adverse

consequences for the rights protected by that authority. According to Argentina, the list of

519 Panel Report, Argentina — Financial Services, para. 7.783.
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measures that could serve prudential purposes establishes in first sentence of Paragraph 2(a) of
the Annex on Financial Services is non-exhaustive and “does not contain a priori any limitation
on the kinds of measures that a WTO Member can adopt for prudential reasons”.>% The scope
of the GATS-inconsistent measures that could potentially be subject to the prudential exception
is therefore, very broad. For Argentina, it included, at the very least, measures that protect the
interests of consumers or the general public with respect to the provision of financial services,
as well as measures that seek to ensure the integrity and stability of the financial system, such
as measures aimed at preventing a run on the banks or the systemic failure of the financial
institutions or at protecting the financial system against moral hazard. Argentina presented the
two measures in question are preventive measures that seek to protect the insured and the
consumers of financial services from risks that could undermine public confidence and affect
the functioning of Argentina’s financial markets — and, especially, measure 5 is directly and
specifically related with the need to preserve, as fittingly as possible, the soundness of the
Argentine financial system.%?

So, according to Argentina, measure 5 was a measure taken for the prudential reasons
mentioned in Paragraph 2(a) of the Annex on Financial Services, namely (i) to ensure the
integrity and stability of the financial system; (ii) the protection of policy holders or persons to
whom a fiduciary duty is owed by a financial service supplier; and (iii) the protection of
investors and depositors, because a crisis in the insurance and reinsurance sector involving a
loss of insurance or reinsurance capacity could quickly erupt and damage financial stability and
the real economy.

While, concerning measure 6, Argentina argued that the objective is “the protection of
investors ... [and] the integrity and smooth functioning of the Argentine capital market”,
essential “for the smooth functioning of financial markets to safeguard the financial health of
the securities intermediaries and protect investors from systemic failures involving financial
intermediaries”, as securities operations with noncooperative jurisdictions could expose the
Argentine financial market to greater risk of systemic failure, money laundering, tax evasion
and non-payment of securities transactions, since in transactions of this type the Argentine
regulator is unable to obtain access to information concerning the effective ownership of the
party ordering the transaction and the legitimacy of the source of its funds, nor is it able to

establish whether the foreign entity is subject to adequate supervision in its home jurisdiction.

520 panel Report, Argentina — Financial Services, para. 7.785.
521 Panel Report, Argentina — Financial Services, paras. 7.786 - 7.787.
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With regard to the third element of the proposed legal standard, Argentina argued that
its reinsurance and securities regulations were not used as a means of avoiding its commitments
or obligations under the GATS. These measures were aimed at countering systemic risks which
only arise in connection with transactions involving entities located in non-cooperative
jurisdictions and are not applied if there are no such risks. In both cases, the “access to
information allows the regulatory authority to exercise effective supervision and control in
order to prevent the capital market from becoming a vehicle for money laundering, tax evasion,
market manipulation and abuse and other harmful practices and thus ensure the integrity of

the financial system by reducing the systemic risk.”

1. Panama

Panama argued that Argentina had failed to establish that measures 5 and 6 were covered
by the prudential exception. Panama considered that Paragraph 2(a) of the Annex on Financial
Services “is in the nature of an exception”, as it is clear from its initial sentence
“[n]otwithstanding any other provisions of the Agreement” and, therefore, any WTO Member
that seeks to justify the inconsistency of a measure under the prudential exception bears the
burden of proof and will have to show that the measure meets all the requirements of that
provision.

Panama argued that Argentina had failed to discharge its burden of proof under the
prudential exception, had proposed a legal standard that omits relevant aspects and, in general,
had disregarded the customary rules of interpretation of public international law.

With regard to the legal standard to be adopted under the prudential exception, Panama
suggested that four elements needed to be verified: (i) that the measure affects the supply of
financial services; (ii) that the measure constitutes a “domestic regulation” and is covered by
the prudential exception; (iii) that the measure has been adopted for “prudential reasons”; and
(iv) that the measure in question is not being used as a means of avoiding commitments or
obligations under the GATS.

Concerning the first element, Panama considered that the respondent bears the burden
of proving that the measure it seeks to justify is covered by the Annex on Financial Services.

With regard to the second element of the legal standard, Panama considered that the
respondent must prove that the measure in question qualifies as a domestic regulation because
Paragraph 2 of the Annex is titled “Domestic Regulation” and, as such, it confines it to the type
of measures envisaged in Article VI of the GATS, which is also entitled “Domestic

Regulation”.
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With respect to the third element of the legal standard, Panama considered that the
respondent has to show that the measure satisfies the requirements of the first sentence of the
prudential exception, that is, that the domestic regulation measure has been adopted “for
prudential reasons”. Panama pointed out that the prudential exception mentions two prudential
reasons: “the protection of investors, depositors, policy holders or persons to whom a fiduciary
duty is owed by a financial service supplier”; and “to ensure the integrity and stability of the
financial system”. Panama recognized that although the list of reasons is not exhaustive,
whatever the reason for its adoption the measure must, in any event, be precautionary or
“prudential”.

In analysing what constitutes a “motivo cautelar” (prudential reason), Panama pointed
out that the ordinary meaning of the Spanish word “motivo” is “causa o0 razon que mueve para
algo” (moving cause or reason for something), while the word “cautelar” means “preventivo,
precautorio”, “dicho de una medida o de una regla destinada a prevenir la consecucion de
determinado fin o precaver lo que pueda dificultarlo” (preventive, precautionary, said of a
measure or rule intended to prevent a particular outcome or guard against that which might
impede it). In its turn, the ordinary meaning of the Spanish verb “precaver” is “prevenir un
riesgo, dafio o peligro, para guardarse de él y evitarlo” (to forestall a risk, injury or danger, to
protect oneself from it and avoid it). Panama considered that it follows from these definitions
that measures which are “cautelares” or taken “por motivos cautelares” “are those adopted for
a specific ‘cause or reason’, namely, ‘to forestall a risk, injury or danger’ that might
materialize, in order thus to avoid it and safeguard legitimate interests”. Panama proposed that
the term “medidas cautelares” (prudential measures) should be equated with “medidas
provisionales” (provisional measures) because “within the context of public international law,
Spanish-speaking jurists appear to use 'medidas provisionales' as a synonym of, and
interchangeably with, ‘medidas cautelares’”. In addition, Panama based itself on Article 41.1
of the Statute of the International Court of Justice (ICJ), which empowers the Court to indicate
“any provisional measures which ought to be taken to preserve the respective rights of either
party”. Panama considers that this article allows the Court to indicate “[prudential] measures
only when considers that circumstances so require”. Panama, finally, also pointed out that the
ICJ believes that “one of the distinctive characteristics of these measures is their objective of
preserving or protecting the rights or legal interests at risk.”%%?

Moreover, Panama argued that in order to adopt prudential measures at least two legal

requirements have to be met: fumus boni iuris and periculum in mora. The fumus boni iuri

522 panel Report, Argentina — Financial Services, para. 7.798.
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(likelihood of success on the merit of the case) requirement calls for the claim to have a certain
degree of plausibility, the actual existence of a risk and the possibility of its materialization.
The second requirement (periculum in mora, i.e. danger in delay) is related to the risk of an
imminent legal injury being suffered as a consequence of a delay in the adoption of the measure.
It is precisely the risk of imminent injury that generally lends prudential measures their urgent
character.

With respect to the two prudential reasons envisaged in the first sentence of the
prudential exception, Panama considered that the first part, referring to the “protection of
investors, depositors, policy holders or persons to whom a fiduciary duty is owed by a financial
service supplier” covers the protection of financial services consumers in general. In EC —
Asbestos the Panel stated that “the notion of ‘protection’ [implies] the existence of a risk”: for
Panama this “fits in perfectly with the requirement of periculum in mora for the adoption of
prudential measures”, because “for prudential measures to be adopted for the protection of
financial services consumers there must be a 'risk’ of the supplier failing to fulfil its fiduciary
duty and causing pecuniary injury to the consumer.”

With regard to the second prudential reason, which consists in “ensur[ing] the integrity
and stability of the financial system”, Panama considered that this objective would cover
measures aimed at preventing the imminent disintegration and destabilization of the financial
system. This means that the definition covers only measures directed at avoiding serious and
systemic “risks” and not any type of measure relating to financial services which, in one way
or another, has some relationship with the financial system.

In conclusion, according to Panama, when a panel assesses whether the measure adopted
by a Member is for prudential reasons within the meaning of Paragraph 2(a) of the Annex on
Financial Services, it should examine whether there is a real risk of imminent injury if that
measure is not adopted or if its adoption is delayed.

With respect to the fourth element of the proposed legal standard, Panama argued that
the purpose of the second sentence of Paragraph 2(a) is to limit the possibility of measures
being freely taken for allegedly prudential reasons. For this condition to be satisfied, Panama
considered that there must be a relationship of means and ends between the measure taken and
the prudential objective pursued. The second sentence, prohibiting to use prudential measures
as a means of avoiding commitments and obligations, is equivalent to a good faith obligation
and is intended to prevent abuses. Panama considered that in analyzing compliance with the
last part of the prudential exception a panel should examine whether the design, structure and

architecture of the measure (or its application in practice) correspond with the prudential
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reasons on which it is allegedly based. In other words, it should examine whether there is a
genuine relationship of means and ends between the measure and its stated objectives. Thus, if
ameasure is not suitable, fit or appropriate for achieving its presumed prudential objective, then
it should be understood that its utilization is inconsistent (wholly or in part) with the objective
pursued and therefore prohibited under the second sentence of Paragraph 2(a) because the
measure is being used as a means of avoiding commitments or obligations under the GATS and

it is not be justified by the prudential exception.

I11.  The Panel

The Panel agreed with the parties interpretation of the provision as an “exception”,
meaning that the burden of proof lied with Argentina, which had to demonstrate that its
measures 5 and 6 are covered by that provision. Then, considering the second sentence
according to which “[w]here such measures do not conform with the provisions of the
Agreement, they shall not be used as a means of avoiding the Member's commitments or
obligations under the Agreement”, the Panel established that the respondent must demonstrate
that two requirements have been met in order to justify the measures under the exception,
namely: (i) that the measure in question was taken for prudential reasons and (ii) that the
measure is not being used as a means of avoiding its commitments or obligations under the
GATS.

Panama considered that, being the prudential exception preceded by the heading
Domestic Regulation, “after proving that a measure falls within the scope of the Annex on
Financial Services, a responding Member must prove that the measure in question qualifies as
a ‘domestic regulation>?, which means that it must be proven that the measure is “a
supplier’s technical standard, qualification or licence, such as those ‘relating to, for instance,
the quality of the service supplied or the ability of the supplier to supply the service "%,
Panama cited the Panel Report of US — Gambling®®® in order to affirm that the heading
“Domestic Regulation” forms part of the text of the prudential exception and informs the
interpretation of the prudential exception by confining it to the type of measures envisaged in
Article VI of the GATS, also entitled “Domestic Regulation”.

Argentina opposed to Panama’s narrow interpretation as in direct contradiction with the
text of Paragraph 2(a) because the words “[n]otwithstanding any other provisions of the

Agreement” clearly indicate that Paragraph 2(a) refers to any violation of the GATS, provided

523 Panama’s second written submission, para. 2.651.
524 Panama’s second written submission, para. 2.651 (citing Panel Report, US — Gambling, para. 6.304).
525 panel Report, US - Gambling, para. 6.304.
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that it affects the supply of services. Argentina considered that this is confirmed by the context
of the second sentence of Paragraph 2(a) beginning “[w]here such measures do not conform
with the provisions of the Agreement”, which “clearly indicates that the first sentence applies
to measures which are otherwise inconsistent with some provision of the GATS”. Likewise,
Argentina considered that the reference to “[n]othing in the Agreement” in Paragraph 2(b) of
the Annex “also indicates that the prudential exception is broad in its scope and applies to
violations of any of the provisions of the GATS " .52

The Panel started examining the text of the exception. It agreed with Panama regarding
the relevance of the title of a provision for interpreting its content, but decided to verify two
issues: (i) whether the reference to “domestic regulation” in the heading of Paragraph 2 of the
Annex on Financial Services has the same significance as the similar reference in the title of
Article VI of the GATS, as pointed out by Panama; and, (ii), whether the concept of “domestic
regulation”, referred to in Article VI of the GATS and also - according to Panama — in Paragraph
2, covers only measures relating to qualifications, technical standards and licensing.

First, it was examined the second issue. A careful reading of Article VI of the GATS
revealed that measures relating to qualifications, technical standards and licensing are
mentioned only in paragraphs 4 and 5 of Article VI, while the other paragraphs refer to other
“domestic regulations”, such as “measures of general application affecting trade in services”
(Article VI:1), “administrative decisions affecting trade in services” (Article VI:2) and
“authorization ... for the supply of a service” (Article VI:3). Before the Panel it appeared that
the universe of “domestic regulation” is broader than that relating to technical standards,
licensing and qualifications and considered erroneous Panama’s characterization of what
constitutes a “domestic regulation” covered by Article VI of the GATS.5%’

Established Panama’s erroneous characterization of “domestic regulation” under Article
VI, the Panel examined the first issue. In order to interpret correctly the heading of Paragraph
2 with respect to the content of the provision itself, it recalled the Appellate Body in US —
Gasoline that stated that “interpretation must give meaning and effect to all the terms of a
treaty” and “[a]n interpreter is not free to adopt a reading that would result in reducing whole
clauses or paragraphs of a treaty to redundancy or inutility.”5?® The Panel explained that in
case the wording of Paragraph 2(a) would be interpreted as referring solely to measures that

constitute domestic regulation under Article VI of the GATS, we could be reducing to inutility

5% Argentina’s second written submission, para. 81.

527 Panel Report, Argentina — Financial Services, para. 7. 838.

528 Appellate Body Report, United States — Standards for Reformulated and Conventional Gasoline (US —
Gasoline), WT/DS2/AB/R, adopted on 20 May 1996, p. 23.
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the explicit reference to “any other provisions of the Agreement” which appears to relate to any
other provision of the GATS and not only to Article VI and considered Panama’s argument
implausible.>?® Moreover, Panama argued that an objective interpretation of the GATS “cannot
give a divergent meaning to two provisions that explicitly cover the same subject, unless the
terms used are expressly intended to have a different meaning”, but the Panel replied that not
in all the cases in which there may be a correlation between the headings of paragraphs of the
Annex and those of the provisions of the GATS the matters dealt with are also identical. For
example, Paragraph 2(b) of the Annex itself deals with the right of Members to maintain the
confidentiality of certain information, an issue that is not addressed in Article VI of the GATS,
but rather in Article 111bis of the GATS.%° Thus, the Panel concluded the concept of “domestic
regulation” in the heading of Paragraph 2 of the Annex on Financial Services has a scope
different — and greater - from that of the similar concept in the heading of Article VI of the
GATS and, as consequence, that the provision covers all types of measures affecting the supply
of financial services within the meaning of Paragraph 1(a) of the said Annex and not only those
measures that could be characterized as “domestic regulations” within the meaning of Article
VI of the GATS. Having ruled on the preliminary question raised by both parties, the Panel
proceeded with analysis of whether measures 5 and 6 are covered by Paragraph 2(a) of the

Annex on Financial Services and did it following the order proposed by the parties themselves.

II1.1 First requirement: measures 5 and 6 are measures “affects the supply of financial
services”?

In order to justify measures 5 and 6 under the prudential clause, the first requirement
that Argentina had to meet was that the measures were measures “affecting the supply of
financial services” in accordance with Paragraph 1(a) of the Annex on Financial Services. In
determining the issue, the Panel recalled the jurisprudence of the Appellate Body, specifically
of the dispute EC — Bananas I, in which in discussing the interpretation of the words
“measures by Members affecting trade in services” in GATS Article I:1, the Appellate Body
considered that “the ordinary meaning of the word ‘affecting’ implies a measure that has ‘an
effect on ™, which indicates a broad scope of application. This interpretation has been further
reinforced by the conclusions of previous panels that the term “affecting” in the context of

Article III of the GATT 1947 is wider in scope than such terms as “regulating” or

529 Panel Report, Argentina — Financial Services, para. 7. 841.
530 panel Report, Argentina — Financial Services, para. 7.846.
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“governing”.%®! Moreover, the Panel, while examining the consistency of the measures with
Article 11:1, had already concluded that the eight measures at issue affact trade in services
within the meaning of GATS Atrticle I:1. Then, it had to establish whether the services whose
supply was affected by measures 5 and 6 are “financial” in nature: Argentina claimed that the
measures in question were measures “affecting the supply of financial services” within the
meaning of Paragraph 1(a) of the Annex on Financial Services because both “reinsurance and
retrocession services” (regulated by measure 5) and the trading of “transferable securities”
(regulated by measure 6) are specifically listed under the definitions of financial services in

Paragraph 5(a) of the Annex on Financial Services and the Panel agreed.

111.2 Second requirement: measures 5 and 6 were taken for prudential reasons?

Established that measures 5 and 6 affect the supply of financial services within the
meaning of Paragraph 1(a) of the Annex on Financial Services, Argentina had to demonstrate
that measures 5 and 6 were taken for prudential reasons.

The needed consequence is to determine the meaning of “measure taken for prudential
reasons”. Panama used the terms “measures taken for prudential reasons” and “prudential
measures” as synonyms, but the Panel was not convinced as Paragraph 2 explicitly refers to
“measures taken for prudential reasons” and not “prudential measures”, and, therefore,
considered that it is the reason which must be “prudential” and not the measure per se. In fact,
Paragraph 2(a) does not exempt specific type of measures from the obligations and
commitments under the GATS, but, instead, makes it possible to exclude any measure affecting
the supply of financial services that has been taken for prudential reasons.

The Panel, however, analyzed the meaning of “prudential reasons”, taking into
consideration not only the English version, but also the Spanish “motivos cautelares” and
French “raisons prudentielles” and concluded that whatever the official language the
expression “prudential reasons” tend to be charactized as ‘“causes” or “reasons” of a
“preventive” or “precautionary” nature. Moreover, the list of prudential reasons set out in
Paragraph 2(a), unlike the exception of GATS Article XIV is not exhaustive, allowing WTO
Members “sufficient freedom to define the prudential reasons that underpin their measures, in

accordance with their own scales of values”>32, in accordance with the Preamble to the GATS

531 Appellate Body Report, European Communities — Regime for the Importation, Sale and Distribution of
Bananas (EC — Bananas 1), WT/DS27/R/, adopted on 25 September 1997, para. 220.
532 panel Report, Argentina — Financial Services, para. 7.871.
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that recognizes “the right of Members to regulate, and to introduce new regulations, on the
supply of services within their territories in order to meet national policy objectives” 5

Then, once established that “prudential reasons” refers to those causes that motivate
financial sector regulators to act to prevent a risk, injury or danger that does not necessarily
have to be imminent, the Panel moved to examine the question of when a measure is taken for
prudential reasons. For Argentina, a measure taken “for prudential reasons” is a measure
“intended to avoid an outcome that conflicts with an objective established or envisaged by the
corresponding authority, which may have adverse or pernicious consequences for the rights
protected by that authority”>3*, while for Panama the measures must have been taken for a
“specific cause or reason”.5® The Panel decided to to interpret the text of the provision on the
basis of the ordinary meaning of its terms, in their context, while taking into account the object
and purpose of the GATS.5% The Panel studied the word “for” in the three official languages:
in English, the Shorter Oxford dictionary defines the preposition “for” as “[a]ffecting, with
regard to, or in respect of” or “[h]aving (the thing mentioned) as a reason or cause™*’; the
Spanish Royal Academy defines the preposition “por” as “[d]enota causa" (denoting cause)>3;
while, in French, the dictionary Le Petit Robert defines the preposition “pour” as “destiné a
(qgn, qqch.)”®%* (intended for someone, something) or “a cause de” (because of). Thus, the
meaning is similar in all three languages: a measure taken for prudential reasons shall be
considered as a measure with a prudential cause, because “the use of the word ‘for’in the phrase
‘measures for prudential reasons’ denotes a rational relationship of cause and effect between
the measure and the prudential reason. Thus, the Member taking the measure in question must
demonstrate that in its design, structure or architecture there is a rational relationship of cause
and effect between the measure it seeks to justify under Paragraph 2(a) and the prudential
reason provided.” And this rational relationship “can only be determined on a case-by-case
basis, taking account of the particular characteristics of each situation and each dispute.”%*

Finally, the Panel examined whether the two measures were taken “for prudential

reasons”.

533 panel Report, Argentina — Financial Services, para. 7.872.

53 Argentina’s first written submission, para. 560.

5% Panama’s second written submission, para. 2.661.

536 panel Report, Argentina — Financial Services, para. 7.886.

537 Shorter Oxford English Dictionary, 6th edition, A. Stevenson (ed.) (Oxford University Press, 2007), p. 1010.
538 Diccionario de la Lengua Espafiola, 23rd edition, Real Academia Espafiola (Espasa Calpe, 2014), Vol. Il, p.
1756.
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Argentina argued that the prudential purpose for which measure 5 was taken was to
protect the financial consumer, in its different variants, including insurance, from the
distortions, manipulations and abusive situations that may arise precisely when the institution
responsible for reinsuring a particular risk is not known, for lack of an effective exchange of
information. In fact, if a reinsurer is located in a non-cooperative jurisdiction, the Argentine
authorities will not have access to information necessary for proper control and supervision.
Secondly, measure was presented as related to preserve the soundness of the Argentine financial
system, due to the importance of the insurance sector as the second largest institutional investor
in the Argentine capital market.>*

Panama replied that Argentina had not explained why its measure should be considered
to have been taken “for prudential reasons™ because the vague and extremely general references
to “distortions, manipulations and abusive situations” suffered by consumers and to “many
suspected money-laundering operations” are far from constituting an adequate explanation of
the specific risks that Argentina seeks to avoid by means of the measure relating to reinsurance
services. The mere assertion that a measure has been taken to protect consumers and the
financial system cannot suffice to show that it is in fact a prudential measure, but, moreover,
Argentina should have explained, for example, what would be the specific risk or risks to which
the Argentine consumers would be exposed by contracting for reinsurance services with non-
cooperative country suppliers, or what systemic risk created by non-cooperative country
reinsurers could affect the stability of the Argentine financial system, or how the imposition of
“additional requirements” on non-cooperative country reinsurers could be considered to be a
measure designed to deal with and “mitigate the [existing] risks” by preventing them from
materializing.5*?

The Panel first examined whether the reasons identified by Argentina with respect to
measure 5 were prudential within the meaning of Paragraph 2(a) and determined that the
reasons identified by Argentina with respect to measure 5 — to protect the insured, to ensure the
solvency of insurers and reinsurers, and to avoid the possible systemic risk of the insolvency
and failure of direct insurance companies — were prudential in nature and in conformity with
the panel interpretation of the expression prudential reasons in Paragraph 2(a) of the Annex on
Financial Services.

Secondly, the Panel had to determine whether measure 5 was taken “for” these

prudential reasons, that is whether there is a rational relationship of cause and effect between

541 Panel Report, Argentina — Financial Services, para. 7.894.
542 panel Report, Argentina — Financial Services, para. 7.896.
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the measure and these prudential reasons, recalling that a central aspect of this rational
relationship of cause and effect is the adequacy of the measure to the prudential reason, that is,
whether the measure contributes to achieving the desired effect. In theory, Argentina had
imposed different treatment on reinsurance service providers depending on whether or not they
are established and registered in cooperative countries. However, according to Decree No.
589/2013 even the jurisdictions with which Argentina was in the process of negotiating tax
information exchange agreements were considered cooperative despite the fact that Argentina
did not have access to tax information. Thus, the Panel considered that measure 5, and in
particular the fact that Argentina did not require relevant information from the insurance
regulators of jurisdictions which are officially cooperative but have not concluded an
information exchange agreement or effectively exchanged information, did not have a rational
relationship of cause and effect with the prudential reasons identified by Argentina and, hence,
that the country had not demonstrated that measure 5 was taken for prudential reasons within
the meaning of Paragraph 2(a) of the Annex on Financial Services.

Concerning measure 6, Argentina argued that it was intended to protect investors from
the distortions, manipulations and abusive situations that occur when the beneficial owner of
the securities operation is unknown for lack of an effective exchange of information, and to
preserve the integrity and smooth functioning of the Argentine capital market, because
securities operations with non-cooperative jurisdictions expose the Argentine financial market
to increased risk of systemic failure, since in transactions of this kind the Argentine regulator
is unable to obtain access to information about the effective ownership of the party ordering the
transaction and the legitimacy of the source of its funds, and neither can it know whether the
foreign entity is subject to appropriate supervision in its home jurisdiction.

Panama argued that, since Argentina had sought to justify the restrictions on the
reinsurance and capital markets concurrently under the prudential exception, its justification of
the discriminatory measure affecting access to the Argentine capital market suffers from the
same defects identified with respect to the measure relating to reinsurance services, meaning
that the general references to “distortions, manipulations and abusive situations” suffered by
consumers or to “many suspected money laundering operations” did not suffice clearly and
understandably to explain the nature of the specific risks that Argentina seeks to guard against
by means of the measure, which discriminates between portfolio managers of different origins,
but Argentina should have explain what would be the specific risk for consumers and the

financial system.
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As with measure 5, the Panel first proceeded examining whether the reasons identified
by Argentina with respect to measure 6 were “prudential” within the meaning of Paragraph
2(a) and concluding they were indeed prudential in nature and in conformity with its
interpretation of the expression “prudential reasons”. Then, the Panel moved to determine
whether measure 6 was taken “for” these prudential reasons and, as for measure 5, concluded
that the fact that measure 6 did not impose specific requirements on persons who order or effect
stock market operations in Argentina and come from jurisdictions which are officially
cooperative but have not concluded an information exchange agreement or effectively
exchanged information, does not have a rational relationship of cause and effect with the
prudential reasons identified by Argentina and, therefore, that the measure at issue was not
adopted for the prudential reasons identified by Argentina.

In conclusion, the Panel found that the reasons identified by Argentina in relation to
measures 5 and 6, respectively, were “prudential” reasons within the meaning of Paragraph
2(a) of the Annex on Financial Services, but they were not covered by the prudential clause as
they were not taken for prudential reasons within the meaning of that provision. As consequence
of this finding, the Panel decided to not examine whether Argentina had demonstrated that
measures 5 and 6 have not been used as a means of avoiding Argentina’s commitments or
obligations under the GATS.

The final outcome of the Panel analysis of Paragraph 2(a) of the Annex was that the
provision was classified as an “exception”, accordingly to the majority of scholars, but it was

not provided for a more in deep evaluation of its meaning and range of application.

6. Argentina — Financial Services: the report of the Appellate Body

The Panel Report of the dispute Argentina — Financial Services was appealed both by
the claimant Panama and the respondent Argentina, each with regards to several issues and

legal interpretations developed in first instance. Specifically, Panama appealed:

I. the interpretation of “treatment no less favourable” with respect to GATS Atrticles 11:1

and XVII;

ii. the finding that measures 1,2, 3, 4, 7 and 8 were not inconsistent with GATS Article

I1:1, arguing an incorrect analysis of the relevant aspects of such measures by the

Panel;

iii. the finding that measures 1, 2, 3, 4, 7 and 8 were “necessary” to secure compliance

with the relevant Argentine laws or regulations;
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iv. the interpretation of Paragraph 2(a) of the GATS Annex on Financial Services in
finding that this provision covers all types of measures affecting the supply of financial
services within the meaning of Paragraph 1(a) of the Annex.

Argentina, on its side, appealed:

I. the interpretation and application of the term "like services and service suppliers™ with
respect to GATS Articles 11:1 and XVI1I:1;

ii. the allocation of the burden of proof the prove that the eight measures were
inconsistent with GATS Article 11:1;

iii. the prima facie case of "likeness" for Panama in the absence of evidence and legal
argument;

iv. whether the Panel acted inconsistently with Article 11 of the DSU in finding that the
services and service suppliers at issue are "like" under both GATS Articles 11:1 and
XVII:1.

6.1. The “likeness” requirement: Article II:1 and Article XVII of the GATS

Argentina appealed the Panel's findings that the services and service suppliers at issue
were "like" under both Article 11:1 and Article XVII of the GATS.

With respect to Article 11:1, the Panel found that services and service suppliers of non-
cooperative countries were "like" services and service suppliers located in cooperative countries
and, as consequence, that the measures at issue were inconsistent with Article 11.

Argentina alleged that the Panel erred in its interpretation that the measures at stake
were like because the differential treatment reserved to services and service suppliers of
respectively cooperative and non-cooperative countries was "exclusively on the basis of origin”,
without going further in its analysis. The Appellate Body agreed with Argentina because it was
evident that it was not origin itself but the regulatory framework linked to such origin that
required differences in treatment. The Panel, indeed, had evaluated such issue, but concluded
that Argentina had used inconsistent, if not incoherent criteria to differentiate between
cooperating and non-cooperating jurisdictions and, thus, that the claim could not be held. The
Appellate Body, instead, examined the issue, arguing that the Panel failed to discuss the
possibility that access to tax information was a decisive relevant factor impacting on the
competitive relationship between services and service suppliers of cooperative and non-
cooperative countries, especially before the evidence brought by Argentina that this affects the

competitive relationship, in particular the choices made by consumers.
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In conclusion, the Appellate Body reversed the Panel's threshold finding that services
and service suppliers of non-cooperative countries were like services and service suppliers of
cooperative countries. However, and this was a poignant lack in the final report, the Appellate
Body did not make a finding that the services were not “like”: it only overturned the panel’s
method as flawed, missing the occasion to shed some lights on the concept of likeness for

services.

6.2. Treatment no less favourable: Article 11:1 and Article XVII

Panama claimed that the Panel erred in its interpretation and application of the term
“treatment no less favourable” under GATS Articles II:1 and XVII in finding that the
assessment of whether a measure modifies the conditions of competition under these provisions
in this dispute also “has to take into account regulatory aspects relating to services and service
suppliers that may affect the conditions of competition”, that in this specific case was whether
Argentina could access to tax information on foreign suppliers. Panama supported its position
alleging that WTO jurisprudence had consistently found that a measure accords “less
favourable treatment” when it modifies the conditions of competition in the relevant market
without taking into account any regulatory aspects. According to Panama, the Panel erred its
interpretation of the term “treatment no less favourable” in Article II:1 — and, as consequence
Avrticle XVII -, because it misinterpreted the context of this term, misunderstood the object and
purpose of the GATS, and failed to take into account the relevant jurisprudence. Panama further
submitted that the Panel's ultimate conclusion under Article 11:1 should have been based
entirely on its preliminary finding that the measures at issue modified the conditions of
competition to the detriment of services and service suppliers of non-cooperative countries.

In response, Argentina submitted no substantive arguments regarding the interpretation
and application of the term “treatment no less favourable” in GATS Articles II:1 and XVII,
but, rather, it contended that Panama's appeal should have been resolved on the grounds of
“likeness” because the Panel did not err in its findings concerning the importance of regulatory
distinctions to a proper interpretation of the provision.

The Appellate Body conducted an articulate analysis of the term “treatment no less
favourable” concluding that under GATS Article II:1 and Article XVII, a measure fails to
assure treatment no less favourable if it modifies the conditions of competition to the detriment
of services or service suppliers of any other Member in comparison to like services or service
suppliers of, respectively, any other country or the Member imposing the contested measure.

The Panel used an erroncous legal standard of “treatment no less favourable” whereby,
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depending on the analysis of the regulatory aspects, a measure that modifies the conditions of
competition to the detriment of services or service suppliers of any other Member could
nonetheless be found to confer “treatment no less favourable”. In other words, under the Panel's
standard, the “regulatory aspects” identified by the importing Member could convert “less
favourable treatment” into “treatment no less favourable”.

As a consequence of the recognition of the Panel's interpretive errors on the matter, the
appeal reversed the Panel's findings on “likeness”, concluding that the findings on “treatment
no less favourable” lacked a proper basis and could not stand. Thus, the Appellate Body also
reversed the Panel's conclusion that the eight measures at issue were inconsistent with GATS
Article 11:1, as well as its conclusion that measures 2, 3, and 4 were not inconsistent with GATS
Article XV11.54

6.3. Article X1V/(c) of the GATS

Before the Panel, Argentina argued that, even if measures 1, 2, 3, 4, 7 or 8 were found
to be inconsistent with its obligations under the GATS, these measures were justified under the
exception of GATS Article XIV(c) because they were “necessary to secure compliance” with
GATS-consistent Argentine laws or regulations. Having found each of these measures to be
inconsistent with GATS Article 11:1, the Panel proceeded to consider Argentina's affirmative
defense and found, on a preliminary basis, that the measures were “necessary to secure
compliance with laws or regulations” within the meaning of GATS Article XIV(c), however,
they were not justified under the exception because “their application constitutes arbitrary and
unjustifiable discrimination within the meaning of the chapeau of Article X1V of the GATS”.

Such finding had not been appealed by Argentina, but Panama alleged that the Panel
erred in finding that measures 1, 2, 3, 4, 7, and 8 were provisionally justified under Article
XIV(c). According to Panama, in analysing whether these measures were designed and
necessary to secure compliance with the relevant Argentine laws and regulations, the Panel did
not examine “the differential treatment” accorded by Argentina to services and service
suppliers of non-cooperative countries that formed the basis of each of its findings of
inconsistency with GATS Article 11:1.

However, the Appellate Body found that Panama had not demonstrated that the Panel
erred in its application of GATS Article X1V(c) by finding that measures 1, 2, 3, 4, 7, and 8

were designed and necessary to secure compliance with the relevant Argentine laws or

543 Appellate Body Report, Argentina — Financial Services, para. 6.154.
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regulations under Article XI1V(c). The Appellate Body recalled that, in order to verify whether
a measures is necessary to secure compliance, “an initial examination of the relationship
between the inconsistent measure and the relevant laws or regulations” is required and “a
measure can be said ‘to secure compliance’ with laws or regulations when its design reveals
that it secures compliance with specific rules, obligations, or requirements under such laws or
regulations, even if the measure cannot be guaranteed to achieve such result with absolute
certainty”.%* In the case at issue, Argentina identified four legal instruments: the Gains Tax
Law, the Law on Tax Procedure, the Criminal Tax Law, and Argentina's Constitution®*, that
the Panel recognized as the fundamental tools for the Argentina’s regulatory framework to
collect taxes®*® because they essentially discouraged simulated transactions between related
parties. Panama appealed that the Panel failed to assess whether these transactions were
inconsistent — or pose a threat of non-compliance — with the relevant provisions of the
aforementioned four laws®*’ going “beyond what is necessary to secure compliance with such
laws or regulations in respect of fraudulent transactions, because the measures also capture
legitimate transactions”.%*® However, the Panel had argued that “if the Argentine authorities
could distinguish ex ante between transactions with a legitimate purpose and those which
involve fraudulent manoeuvres, the measures in question would not be necessary”®*° and the
Appellate Body agreed with this reasoning®®. Then, evaluating whether the measures were
“necessary” to secure compliance, the Appellate Body recalled its statement in Korea — Various
Measures on Beef, according to which it should be taken into account “the extent to which the
measure contributes to the realization of the end pursued, the securing of compliance with the
law or regulation at issue”.%%* Consequently, the Appellate Body verified that the Panel had
“included an appropriate analysis of the contribution made by the measures to securing
compliance with specific rules, obligations, or requirements>%? and agreed with the Panel’s
finding that the measures were “necessary to secure compliance with the relevant Argentine

laws or regulations under Article XIV(c) of the GATS.”®53

54 Appellate Body Report, Argentina — Financial Services, para. 6.203.
%45 Appellate Body Report, Argentina — Financial Services, para. 6.207.
546 Appellate Body Report, Argentina — Financial Services, para. 6.207 quoting Panel Report, para. 7.636.
47 Appellate Body Report, Argentina — Financial Services, para. 6.211.
548 Appellate Body Report, Argentina — Financial Services, para. 6.214.
549 Appellate Body Report, Argentina — Financial Services, para. 6.214, quoting Panel Report, para. 7.726.
550 Appellate Body Report, Argentina — Financial Services, para. 6.214.
551 Appellate Body Report, Argentina — Financial Services, para. 6.227.
552 Appellate Body Report, Argentina — Financial Services, para. 6.233.
553 Appellate Body Report, Argentina — Financial Services, para. 6.241.
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6.4. Paragraph 2(a) of the GATS Annex on Financial Services

Panama requested the Appellate Body to reverse the Panel's finding that Paragraph 2(a)
of the GATS Annex on Financial Services “covers all types of measures affecting the supply of
financial services within the meaning of Paragraph 1(a)” of the Annex.

Argentina had invoked Paragraph 2(a) before the Panel in order to justify measure 5
(requirements relating to reinsurance services) and measure 6 (requirements for access to the
Argentine capital market). Having found measures 5 and 6 to be inconsistent with GATS Article
I1:1, the Panel proceeded to examine Argentina's defence under Paragraph 2(a) and, ultimately,
concluded that the measures were not justified under the prudential clause because, even if they
fell within the scope of the clause, they were not taken for prudential reasons, as Argentina had
not proved the rational relationship between the two measures and the prudential reasons.
However, the fact that the Panel rejected Argentina’s defense based on the prudential carve-out
was not subject to appeal, as the only issue, with regards to this specific provision, brought
before the Appellate Body was the range of its scope.

Paragraph 2(a) contains three requirements that must be fulfilled for a measure to be
justified under the provision: first, there is the preliminary question of what types of measures
may potentially fall within the scope of Paragraph 2(a); second, a measure must have been taken
“for prudential reasons”; and third, under the second sentence of Paragraph 2(a), the measure
“shall not be used as a means of avoiding the Member's commitments or obligations under the
Agreement.” Obviously, only if the first condition is met, the other two need to be evaluated.
And this was exactly the problem with such appeal: Panama limited its claim to the threshold
question of what types of measures may potentially fall within the scope of Paragraph 2(a),
thus, excluding a priori the interpretation of the other requirements.

Panama alleged that the Panel failed to give the adequate consideration to the fact that
the provision is titled “Domestic regulation”, which, according to Panama, is a clear indication
that the provision covers exclusively measures related to domestic regulation.

The Appellate Body analyzed the provision, underlined the fact that the word
“measures” appears in both sentences of this provision, but neither of them identifies a
particular type of measure that may fall within the scope of Paragraph 2(a). Furthermore, they
noted that Paragraph 1(a) of the Annex on Financial Services establishes in genereal terms that
the Annex “applies to measures affecting the supply of financial services”, without drawing
any specific line. Therefore, the Appellate Body concluded that Paragraph 2(a) does not impose
specific restrictions on the types of measures falling within its scope and that, according to the

introductory sentence “[n]otwithstanding any other provisions of the Agreement”, a Member is
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not prevented from taking measures for prudential reasons, provided that such measures fulfil
all requirements of Paragraph 2(a).

With respect to the title of the clause, “Domestic Regulation”, the Appellate Body
considered that the meaning and function of the title should be interpreted in accordance with
the content of the provision itself. Given that neither the Annex on Financial Services nor the
GATS contain a definition of the term “domestic regulation”, the Appellate Body looked at the
context provided by GATS Article VI, which is itself entitled “Domestic Regulation” and
established that the meaning and function of the title of Paragraph 2(a) should be considered in
a broad sense and not as a mean to restrict the types of measures falling under that provision.
Thus, it concluded that “[a]n interpretation of paragraph 2(a) on the basis of its text, read in
the light of its context and the object and purpose of the GATS, indicates that paragraph 2(a)
does not impose specific restrictions on the types of ‘measures affecting the supply of financial
services’ falling within its scope, provided that they also fulfil the other requirements of
paragraph 2(a)”.%%* The Appellate Body, therefore, disagreed with Panama's argument that the
title of Paragraph 2(a) “delimits the scope of this provision” or “defines the type of measures
that may be covered by the prudential exception” and, on this basis, agreed with the Panel's
interpretation that Paragraph 2(a) of the Annex on Financial Services “covers all types of
measures affecting the supply of financial services within the meaning of paragraph 1(a)” of
the Annex.>»®

Finally, the Appellate Body turned to address some errors that Panama alleged the Panel
made in its analysis of Paragraph 2(a). Spefically, Panama claimed that the Panel failed to
identify correctly the interpretive issue before it, because it believed that it had to decide
whether Paragraph 2(a) covers only measures that constitute a domestic regulation within the
meaning of GATS Article VI, while according to Panama the Panel should have verified
“whether the reference to ‘domestic regulation’ in the heading of Paragraph 2 of the Annex on
Financial Services has the same significance as the similar reference in the title of Article VI
of the GATS”%%¢, However, the Appellate Body found that, even if the Panel rephrased the issue,
the two different formulations concern the same substantive point raised by Panama, that is,
whether the scope of Paragraph 2(a) of the Annex on Financial Services is limited to the types
of measures envisaged in GATS Article VI, given that both provisions are entitled “Domestic
Regulation”. Thus, contrary to Panama's argument, the Panel did not erroneously identify the

issue before it and in its analysis of the text of Paragraph 2(a), it considered that, if it were to

554 Appellate Body Report, Argentina — Financial Services, para. 6.272.
555 Appellate Body Report, Argentina — Financial Services, para. 6.272.
556 Panel Report, Argentina — Financial Services, para. 7.836.
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interpret Paragraph 2(a) as referring solely to measures that constitute a domestic regulation
under GATS Article VI, as Panama had argued, it could render certain parts of Paragraph 2(a)
inutile. Specifically, the explicit reference to “[n]otwithstanding any other provisions of the
Agreement” in the introductory clause of Paragraph 2(a) would be reduced merely to
“[n]otwithstanding Article VI of the Agreement” and, morecover, Panama's interpretation
“would drastically reduce the scope of the prudential exception, since it would provide an
escape valve only for those ‘domestic regulations’ which do not conform with Article VI of the
GATS and not for those measures which may be covered by other provisions of the GATS (such
as those relating to market access, national treatment or MFN treatment).”%’

The Appellate Body concluded that an interpretation of Paragraph 2(a) of the Annex on
Financial Services on the basis of its text, read in the light of its context and the object and
purpose of the GATS, supports the view that the provision does not impose specific restrictions
on the types of “measures affecting the supply of financial services” that fall within its scope,
provided that such measures fulfil all of the requirements of Paragraph 2(a). The Panel did not
err in finding that “paragraph 2(a) of the Annex on Financial Services covers all types of
measures affecting the supply of financial services within the meaning of paragraph 1(a)%® of
the Annex.

In conclusion, the Appellate Body limited its action to review the interpretation of the
provision provided by the Panel. It is interesting to notice that while the Panel had classified
Paragraph 2 as an exception, the Appellate Body decided to not express a position on the issue,
leaving space for further interpretations. It was certainly a missed opportunity for the Appellate
Body to shed some light on the uncertainties surrounding the provision. Specially, it did not
clarify the concrete meaning of the expression “prudential measures”, nor did it explore the
range of application of the second sentence of the carve-out, leaving unclear what kind of

scrutiny WTO Members can expect under the final sentence of the provision.

7. Some conclusions on the GATS prudential carve-out jurisprudence and the unsolved

issues of the Argentina — Financial Services Report

The main purpose of this Chapter was the analysis of the GATS discipline on prudential
regulation for the financial services within the WTO jurisprudence. Argentina — Financial

Services is to date the only dispute in which the prudential carve-out has been invoked, thus

557 Panel Report, Argentina — Financial Services, para. 7.848.
558 Appellate Body Report, Argentina — Financial Services, para. 6.272.
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giving the adjudicatory bodies of the WTO the chance to investigate and interpret a provision
that has, at the same time, the most ambiguous wording of the Agreement and a fundamental
role for the interactions between domestic prudential regulation, GATS commitments and
international trade relations.

There were great expectations towards the final report of this dispute, in the hope that
the Appellate Body would have disclosed the two major issues with the prudential carve-out
interpretation, i.e. the meaning and range of application of the concept “for prudential reasons”
and the second sentence of the provision. Those expectations were disappointed as the
Appellate Body did not investigate such issues because they were not part of the appeal and,
thus, preferred to avoid entering into a legal reasoning that was difficult from a strictly
theoretical point of view and politically sensitive, given the role of the financial services sector
and prudential regulation for the international economic scenario and trade relations.

Concerning the first issue, for defining the meaning of “for prudential reasons” a three-
step analysis was used: (a) establishing that are the reasons that must be prudential, not the
measure itself; (b) analyzing the term “prudential reasons”, and (c) analyzing the word “for”
separately.5°

Concerning the first requirment, that “reasons must be prudential”, the Panel Report
found that in order to justify a measure under Paragraph 2 of the Annex, the reasons for which
the measure has been taken must be prudential.>° Panama observed that Paragraphs 3 and 4 of
the Annex refer to “prudential measures” and “prudential issues” and argued that the key term
is the word “prudential” not “reasons”.%®! On the contrary, the Panel emphasized that the text
refers to the reasons being prudential, not the measures®®? and that Panama’s interpretation
“would not give meaning to the term ‘reasons’ used in that provision”,* thus, finding that the
text did not justify the use of the term “prudential measures” interchangeably with “prudential
reasons”.5¢4

Second, “prudential means ‘preventative’ or ‘precautionary’”’. The Panel Report had to
determine the meaning of “prudential reasons”. It consulted the dictionary definitions of
prudential reasons in English, Spanish and French and held that the ordinary meaning of “reason”

is “moving cause or reason for something”, while “prudential” is ‘“preventative” or

559 panel Report, Argentina — Financial Services, paras. 7.859 — 63.
560 panel Report, Argentina — Financial Services, para. 7.863.
%61 panel Report, Argentina — Financial Services, para. 7.860.
562 panel Report, Argentina — Financial Services, para. 7.861.
563 Panel Report, Argentina — Financial Services, para. 7.862.
%64 Panel Report, Argentina — Financial Services, paras. 7.859 — 63.
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“precautionary”.®® The Panel, moreover, recognized that “this understanding of the concept
‘prudential reasons’ as referring to ‘preventive or precautionary reasons’ finds support in the list
of prudential reasons set out in paragraph 2(a) of the Annex on Financial Services”, which “should
be regarded as indicative and not exhaustive”®: in fact, the words “preventative” or
“precautionary” are vague and their meaning and interpretation in accordance with the “prudential
reasons” vary over time, leaving WTO Members “sufficient freedom to define prudential reasons
that underpin their measures, in accordance with their own scales of values”.>®’

The Panel also found that the broad interpretation of the word prudential “corresponds
to the object and purpose of the GATS, as set out in its own preamble, which recognizes ‘the
right of Members to regulate, and to introduce new regulations, on the supply of services within
their territories in order to meet national policy objectives .58 Therefore, in its conclusion of
the analysis of the word “prudential” the Panel Report stated that a broad interpretation is
“consistent with the concerns of the international community regarding the nature and impact
of the financial risks and the consequent need to preserve sufficient flexibility when determining
the prudential reasons to which the regulation should respond”.%%

Finally, concerning the “rational relationship” between the measure and its prudential
objective, in order to establish the meaning of the word “for”, the Panel began to interpret it
looking at its ordinary meaning.5’® As we already stated, it looked into the Spanish, English and
French vocabularies and found that the meaning indicates a causation®’!, meaning that “/a/
measure taken ‘for’ prudential reasons would be a measure with a prudential cause.”®’? Thus, for
a measure to be adopted “for” prudential reasons, there must “be a rational relationship of cause
and effect between the measure and the reason for it.”%"3, and “a central aspect of the rational
relationship of cause and effect is the adequacy of the measure to the prudential reason, that is to
say, whether the measure, through its design, structure and architecture, contributes to achieving
the desired effect”.5

The other major problematic issue of Paragraph 2(a) regards the relationship between
its first and second sentences. We recall that in order to justify a measure under the prudential

carve-out, a Member must identify a prudential reason for which it is implemented. Then, it has

%65 Panel Report, Argentina — Financial Services, paras. 7.865-867.

566 panel Report, Argentina — Financial Services, para. 7.868.

567 panel Report, Argentina — Financial Services, para. 7.871.

568 panel Report, Argentina — Financial Services, para. 7.872, quoting GATS Preamble, supra note 24).
569 panel Report, Argentina — Financial Services, para. 7.875.

570 panel Report, Argentina — Financial Services, para. 7.886.

571 Panel Report, Argentina — Financial Services, para. 7.887.

572 panel Report, Argentina — Financial Services, para. 7.888.

573 Panel Report, Argentina — Financial Services, para. 7.889.

574 panel Report, Argentina — Financial Services, para. 7.911.
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to assure than the measure so implemented respects the good faith requirement of the second
sentence, meaning not using the provision with the aim of “avoiding the Member’s
commitments or obligations under the Agreement”. However, the line between a measure taken
for prudential reason and a measure taken for protectionistic or abusive reasons has not been
defined clearly and this makes more difficult acommon-shared implementation of the provision
itself. Paragraph 2(a), in fact, does not define the concept of “prudential”, nor clearly identify
the relation between the carve-out and the GATS obligations and the Appellate Body decided
to not examine the second part of the sentence, leaving the concept of “means of avoiding the
Member's commitments or obligations under the Agreement” to future interpretation by the
WTO jurisprudence. We can solely speculate that “means of avoiding” may require an inquiry
into the Member intention in applying the measure, but, nevertheless, the provision leaves WTO
Members space for interpreting the clause in the way they consider more convenient.

The objective of the GATS regime is to enhance competition in financial services in
order to build stronger financial institutions, eliminate discriminatory regulatory practices,
reduce the obstacle to trade in financial services and lead to a better regulated market for the
exchange of financial products between consumers and investors. At the same time, being the
financial services sector a politically sensitive sector due to its weight for the national and
international economy, domestic authorities are permitted discretionary power to impose
regulatory controls for prudential purposes that could restrict the trade in financial services and
capital flows. This regulatory discretion is provided at Paragraph 2(a) of the Annex on Financial
Services, that gives Members the right to derogate from their commitments by imposing
regulatory measures that may restrict cross-border trade in financial services if such measures
are taken for prudential reasons. The ordinary meaning of the prudential carve-out and the
context in which it is placed suggest that Members have substantial regulatory freedom in the
domain of prudential measures and are limited only by an obligation of good faith, however its
ambigous wording prevents an adequate understanding of its scope and implementation.

Due to this complexity, WTO Members rarely applied the provision. Moreover, if we
look at the bigger picture, States did not even try to achieve some level of harmonization of
their prudential regulation within the WTO framework. We can assume that the WTO does not
appear the best forum for such a commitment. Indeed, the need to rethink trade rules has shifted,
on the one hand, States’ effort towards Free Trade Agreements (FTAS) negotiations and, on the
other one, to the use of international financial standards, that could be the solution for a uniform

— or at least harmonized — position on prudential regulation and measures.
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The new perspectives of both the context of Free Trade Agreements and the
international standards can be the way to make the GATS prudential carve-out more efficient

and adequate to present prudential necessities. This issue will be discussed in the next Chapters.
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Summary

1. Introduction
2. The Regional Trade Agreements and the New Mega-Regionals Agreements
3. The FTAs within the WTO legal framework

SECTION I — The FTAs Involving the United States

4. The North America Free Trade Agreement (NAFTA)
5. The Agreement between the United States of America, the United Mexican States, and
Canada

SECTION Il — The EU FTAs

6. The Comprehensive Economic and Trade Agreement between Canada and the European
Union (CETA)
6.1. The prudential regulation in the CETA
6.2. Dispute settlement for financial services in the CETA
The Trade in Services Agreement (TiSA)
The EU-UK Trade Cooperation Agreement (TCA)
9. The major EU trade agreements with the Asian continent
9.1. The Free Trade Agreement between the European Union and the Republic of Korea
(EU-Korea FTA)
9.2. The EU-Vietnam Free Trade Agreement (EVFTA)
9.3. The EU — Singapore Trade and Investment Protection Agreements
9.4. The EU — China Comprehensive Agreement on Investment (CAI)

o ~

SECTION Il — Non-western FTAs

10. The Comprehensive and Progressive Agreement for Trans-Pacific Partnership (CPTPP)

11. The Association of South East Asian Nations (ASEAN)
11.1. The ASEAN-Australia-New Zealand (AANZFTA) and the ASEAN-Republic of
Korea Free Trade Area

12. The Regional Comprehensive Economic Partnership (RCEP)

13. Some conclusions on the financial and prudential regulation in the FTAS: a new opportunity
or a threat for the multilateral system?

178



1. Introduction

Chapter Five examines the international scenario of the Free Trade Agreements (FTAS)
with respect to the issue of financial and prudential regulation. Thus, it focuses on the new
generation of FTAs, commonly known as Mega-Regionals, in order to evaluate similarities and
differences between their provisions and the GATS model of Paragraph 2 of the Annex on
Financial Services.

Due to the large number of agreements signed to date, the Chapter presents only the
most significant ones, in order to properly analyse the level of negotiation and drafting achieved
by the prudential clauses. Specifically, | selected the agreements that have a major impact on
the international and economic trade relations and at the same time present the most innovative
provision on the side of financial and prudential measures.

The first section is devoted to the US FTAs, with the NAFTA playing a central role
before being replaced by the USMCA; the second one to the EU FTASs, with a focus on the
CETA provision due to the novelties introduced by the agreement; finally, the third section
deals with some non-western agreements, which represent a new but fundamental element for

future developments in financial regulation at international level.
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2. The Regional Trade Agreements and the New Mega-Regionals Agreements

The history of financial regulation is a discontinuous and fluctuating path, characterized
by periods of intense economic boom and liberalization alternating economic crisis and
financial protectionism. The world was shocked by the 2008 financial crisis and its main
economic actors — first and foremost the United States and the European Union — reacted to it
vehemently, enacting a series of stringent and cautionary measures.

The main legislative act adopted by the US was the Dodd-Frank Act, containing
numerous provisions targeting the sectors of the financial system more involved in the 2008
financial crisis, including banks, mortgage lenders and credit rating agencies.>"®

The European Union, for its part, decided to implement a 360° reform of the financial
markets to promote the stability of the banking sector through the harmonization of the financial
regulation within the Union, adopting in July 2013, the Capital Requirements Directive®’® and
Regulation®’ that introduced new requirements for financial institutions and banks. Moreover,
the EU adopted three legal instruments to strengthen the financial market infrastructure: the
Markets in Financial Instruments Directive (MiFID)%"8, the Markets in Financial Instruments
Regulation (MiFIR)°", the European Markets and Infrastructure Regulation (EMIR)%® and the
Regulation on Central Securities Depositories (CSDs)%.

But, at this same time, the international scene witnessed the proliferation of a new type

of international trade and investment agreements that are now referred as Mega-Regionals®®?,

575 See Chapter 2.

576 Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on Access to The Activity
of Credit Institutions and The Prudential Supervision of Credit and Investment Firms, amending Directive
2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC, OJ L 176, 27.6.2013, p. 338.

577 Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013 on Prudential
Requirements for Credit Institutions and Investment Firms and Amending Regulation (EU) No 648/2012, OJ L
176, 27.6.2013, p. 1.

578 Directive 2014/65/EU of the European Parliament and of the Council of 15 May 2014 on Markets in Financial
Instruments and Amending Directive 2002/92/EC and Directive 2011/61/EU, OJ L 173, 12.6.2014, p. 349.

578 Regulation (EU) No 600/2014 of the European Parliament and of the Council of 15 May 2014 on Markets in
Financial Instruments and Amending Regulation (EU) No 648/2012, OJ L 173, 12.6.2014, p. 84.

%80 Regulation (EU) No 648/2012 of The European Parliament and of The Council Of 4 July 2012 on OTC
Derivatives, Central Counterparties and Trade Repositories, OJ L 201, 27.7.2012, p. 1.

%81 Regulation (EU) No 909/2014 of the European Parliament and of the Council of 23 July 2014 on Improving
Securities Settlement in the European Union and on Central Securities Depositories and Amending Directives
98/26/EC and 2014/65/EU and Regulation (EU) No 236/2012, OJ L 257, 28.8.2014, p. 1.

582 For an overview of Mega-Regionals Trade Agreements see RIFFEL, Mega-Regionals, Max Planck Encyclopedia
of Public International Law, December 2016
https://opil.ouplaw.com/view/10.1093/law:epil/9780199231690/law-9780199231690-e2177?print=pdf; see also
RENSMANN, Mega-Regionals Trade Agreements, Springer, Cham, Switzerland, 2017; GRILLER, OBWEXER,
VRANES, Mega-Regional Trade Agreements: CETA, TTIP, and TiSA. New Orientations for EU External Economic
Relations, Oxford University Press, Oxford, 2017; AbINOLFI, Gli Accordi Preferenziali di Nuova Generazione
Dell’Unione Europea, Giappichelli Editore, Torino, 2021.
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The term has been chosen to underline their trade coverage®® to the point that they have been
defined as “deep integration partnership between countries or regions with a major share of
world trade and foreign direct investment8, as they involve world regions and sub-regions
more extended than traditional Regional Trade Agreements (also known as RTAs).%8®

Agreements between two or more States to regulate their trade relations are not a new
phenomenon: the earliest versions of similar arrangements date back to the eighteenth century,
however the first modern trade agreements were concluded in the first half of the twentieth
century and flourished especially after the end of the WWI158, first and foremost the GATT
1947. These “modern” international trade and investment agreements are treaties concluded by
States that accord to the parties the elimination of trade barriers and offer preferential access to
markets on a reciprocal basis, in order to attain between them trade liberalisation often wider
and deeper than that offered by the WTO system. Thus, in this work the term we prefer use is
Free Trade Agreements (FTASs) in order to indicate “free trade areas, customs unions,
‘economic integration agreements’ liberalizing trade in services, and ‘preferential trade
agreements’ between developing countries”>?'.

Starting in the early 1990s, we assisted to an increase in the number of FTAs concluded
with 350 agreements now ratified to the WTO58, of which 179 cover trade in services.%®°
However, in the last decades, the trend shifted towards “mega-regionals” negotiations, fuelled
by the failure of the Doha Round®®: despite its aim to facilitate global trade, lowering trade
barriers and encouraging the harmonisation and mutual recognition of domestic regulation, the

Doha Development Round®® brought very few improvements to the multilateral framework,

583 SToLL, Mega-Regionals: Challenges, Opportunities and Research Questions, in RENSMANN (eds.), Mega-
Regionals Trade Agreements, Springer, Cham, Switzerland, 2017, p. 5.
%4 HIrsT, What are mega-regional trade agreements?,  World Economic  Forum,
https://www.weforum.org/agenda/2014/07/trade-what-are-megaregionals/.
585 RIFFEL, Mega-regionals, Max Planck Encyclopedia of International Law, 2016, p. 1.

586 ESTER, MERCURIO, DAVIES, World Trade Law. Text, Materials and Commentary, Hart Publishing,
2018, p. 332; see also GLICK, ROSE, Currency Unions and Trade: A Post- EMU Reassessment, European Economic
Review, 87, 2016, pp. 78— 91; BAIER, BERGSTRAND, Do firee trade agreements actually increase members’
international trade, Journal of International Economics, 71(1), 2007, pp. 72-95.
87 World Trade Organization, General Council Decision establishing the Committee on Regional Trade
Agreements WT/L/127, Doc No 96-0473.
%88 See http://rtais.wto.org/Ul/publicsummarytable.aspx (accessed 20 August 2021).
%89 See http://rtais.wto.org/Ul/publicsummarytable.aspx (accessed 20 August 2021).
%% The Doha Round is the latest round of trade negotiations among the WTO membership. Its aim is to achieve
major reform of the international trading system through the introduction of lower trade barriers and revised trade
rules. The Round was officially launched at the WTO’s Fourth Ministerial Conference in Doha, Qatar, in
November 2001.
591 For the subject of services, see Doha WTO Ministerial Declaration Adopted on 14 November 2001, para 15:
“The negotiations on trade in services shall be conducted with a view to promoting the economic growth of all
trading partners and the development of developing and least-developed countries. We recognize the work already
undertaken in the negotiations, initiated in January 2000 under Article XIX of the General Agreement on Trade
in Services, and the large number of proposals submitted by Members on a wide range of sectors and several
horizontal issues, as well as on movement of natural persons. We reaffirm the Guidelines and Procedures for the
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preventing further GATS negotiations. As consequence, faced with difficulties of reaching
higher level of trade liberalization under the WTO system, governments opted for using their
resources for bilateral and plurilateral negotiations. The Mega-Regionals agreements,
specifically, provide a series of more favourable conditions with respect to the WTO: the level
of liberalization aimed for in Mega-Regionals exceeds that of the WTO, for example, with
regard to technical barriers to trade or government procurement and, moreover, Mega-
Regionals have explicit rules on trade and related topics, such as labour and the environment,

which may influence the exegesis of the agreement as a whole. At the same time, however, the

99592 29593

“ambition”>”* showed by negotiators, who aimed at “highly ambitious”>*° projects to set a “gold
standard”>%* fuelled a lot of criticism around the Mega-Regionals.

For the financial services sector, RTAs traditionally have dealt mostly with investment-
related issues. However, the most recent mega-regional trade agreements expanded towards the
“unfinished businesses” of the GATS, such as regulatory harmonization, mutual recognition or

sensitive sectors®®, one above all the financial services>%,

3. The FTAs within the WTO legal framework

WTO Members are required to notify to the organization the FTAs of which they are
part. The WTO legal framework, in fact, allows FTAS as exceptions to the most favoured nation
requirement through two main provisions: GATT Article XXIV, that explicitly allows
Members to conclude Preferential Trade Agreements and GATS Atrticle V, developed along
the lines of GATT Article XXIV during the Uruguay Round in order to regulate specifically

trade in services.

Negotiations adopted by the Council for Trade in Services on 28 March 2001 as the basis for continuing the
negotiations, with a view to achieving the objectives of the General Agreement on Trade in Services, as stipulated
in the Preamble, Article IV and Article XIX of that Agreement. Participants shall submit initial requests for specific
commitments by 30 June 2002 and initial offers by 31 March 2003. Available at
https://docs.wto.org/dol2fe/Pages/FE_Search/FE_S S009-
DP.aspx?language=E&CatalogueldList=37246&CurrentCatalogueldindex=0&Full TextSearch=.

92 STOLL, Mega-Regionals: Challenges, Opportunities and Research Questions, op. cit., p. 19.
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Agreementsand their Effect on Trade and Value Added, World Bank Group Policy Research Working Paper, No.
9608, 2021; SINGHAL, Do negotiated agreements foster trade in services? Evidence from PTAs, in SAUVE,
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Northampton, 2014, pp. 68-98.
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GATT Article XX1V:4 establishes that Members are allowed to conclude voluntary
agreements in order to achieve a “closer integration between the economies of the countries
parties to the agreement” with the aim of “facilitate trade” and “not to raise barriers to the
trade”. In a similar way, GATS Article V:4 states that RTAs “shall be designed to facilitate
trade between the parties to the agreement and shall not in respect of any Member outside the
agreement raise the overall level of barriers to trade in services”.

Both the GATT and the GATS provisions contain an internal trade requirement
concerning the coverage of the agreement. GATT Article XXIV provides at paragraphs 8(a)(i)
and 8(b) for the elimination of “duties and other restrictive regulations of commerce” with
respect to “substantially all the trade” between parties of an RTA. Nonetheless, Members could
not agree on the meaning of “substantially all trade” or of “other restrictive regulations of
commerce”, thus the provision has never been applied in concrete. On its part, GATS Article
V:1 provides an internal condition according to which it defines a permissible regional
integration agreement as one which has “substantial sectoral coverage”. A footnote stipulates
that substantial sectoral coverage is understood in terms of number of sectors, volume of trade
affected, and modes of supply; and, furthermore, that “agreements should not provide for the a
priori exclusion of any mode of supply”. In the covered sectors, GATS Article V:1(b) GATS
states that the agreement must provide for the “absence or elimination of substantially all
discrimination” between the parties in those sectors “in the sense of Article XVII” GATS and
that non-discrimination may be achieved by the elimination of existing discriminatory measures
and the prohibition of new or more discriminatory measures; and further, that this may take
place either at the entry into force of that agreement or on the basis of a reasonable time-frame.

According to the Understanding on the Interpretation of Article XXIV of the General
Agreement on Tariffs and Trade 1994, WTO Members are required to notify their intention to
enter an RTA to the Council for Trade in Goods, that transmits the notification to the CRTA in
order to verify the compatibility of the RTA at issue with the multilateral framework. But, while
GATT Article XXIV:7(a) requires a Member to notify the contracting parties its decision to
enter a PTA, in practice the majority of PTAs have been notified after their completion, thus
transforming the intended ex ante review in an ex post one.>%’

However, the work of the Committee has been substantially revised as a result of the
General Council Decision of 14 December 2006, which established a “Transparency
Mechanism for Regional Trade Agreements”, introducing a new procedure for WTO Members

participating in new negotiations aimed at the conclusion of an RTA and that the CRTA must

597 LESTER, MERCURIO, DAVIES, op. cit., p. 341.
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implement for RTAs falling under GATT Article XXIV and GATS Article V. The
Transparency Mechanism for RTAs has been established on a provisional basis, however
during the 10th Ministerial Conference in Nairobi in 2015, WTO members agreed to work
towards the transformation of the current provisional Transparency Mechanism into a
permanent mechanism.5%

Finally, regards to the specific issue of the regulation of financial services and prudential
measures, traditionally the relation between RTAs and the WTO legal framework was based
on an exclusive competence of the latter on the matter. In fact, in the beginning trade agreements
were drafted using generic exceptions, without any reference to prudential regulation and
focusing at protecting solely and exclusively investor rights. Gradually, however, these
instruments began to be perceived differently and they started to deal with public policy and its
regulation, to the point that nowadays more than 95 per cent of FTAs regulating financial
services contains a prudential exception®®. The trend in Mega-Regionals with regard to
prudential exception in the financial services sector is to replicate, or at least to base®%, their
own provision on that of the GATS Annex on Financial Services. However, it can be observed
a progressive degree of differentiation: the FTAs drafters have access to a series of tools to
reduce the degree of uncertainty that characterizes the GATS prudential carve-out®®! and
recently the classification of PCO as “exception” has been challenged.®%? For example the
CEPA (EU — CARIFORUM States) contains at Article 104 a provision that does not restrict
the possibility to adopt measures for prudential reasons, as it does not mirror the second
sentence of paragraph 2 that limits the adoption of such measures stating that they “shall not be
used as a mean of avoiding the Member’s commitments or obligations™.

Prudential carve-outs allow parties to the agreement to take measures in the financial
services sector “for prudential reasons” that would be otherwise prohibited in order to respect
the obligations and commitments of the agreement itself. In this way States partially maintain
their regulatory autonomy, the level of which depends from provision to provision, especially

considering whether it has been contemplated or not a temperament of the clause, on the line

% World Trade Organization, Nairobi Ministerial Declaration, WT/MIN(15)/DEC, adopted on 15 December
2015.

59 CANTORE, The Prudential Carve-Out for Financial Services in The Prudential Carve-Out for Financial
Services: Rationale and Practice in the GATS and Preferential Trade Agreements, Cambridge International Trade
and Economic Law, Cambridge University Press, Cambridge, 2018.

600 See for example, the EVFTA, Art. 8.42 and EU-Singapore Free Trade Agreement (EUSFTA), Art. 8.50 (section
3.5).

01 MITCHELL, HAWKINS, MISHRA, Dear Prudence: Allowances Under International Trade and Investment Law
for Prudential Regulation in the Financial Services Sector, Journal of International Economic Law, vol. 19, 2016,
n.4, pp. 787-820.

602 See Chapter 3.
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of the second sentence of Paragraph 2(a) of the GATS, stating that in any case, the measure
taken according to the first sentence of the prudential carve-out shall not be used as a mean of
avoiding GATS commitments and obligations.

The following sections analyse the prudential carve-out in some of the most important
Mega-Regionals treaties. To properly examine similarities and differences both with regard to
the GATS provision and with regard to the different approaches according to the geographic
areas of the parties to the FTA, | propose an analysis of the Mega-Regionals classified in three
macro-areas: the FTAs involving the United States, the FTAs promoted by the European Union

and FTAs concluded outside the western sphere.
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SECTION I — The FTAs Involving the United States

4. The North America Free Trade Agreement (NAFTA)

»

The “American'’ Agreement - no longer in force - that implemented a “reasonable

prudential exception

For long, the United States pursued an international trade policy of liberalization
exclusively on a multilateral basis through the GATT mechanism, as it was considered that
regional trading arrangements were deeply discriminatory and would eventually lead to the
break-up of the world trading system into small regional groups pursuing protectionist policies.
However, the slow pace of GATT negotiations on services first, and the block and subsequent
failure of the Doha Round later, shifted the US attention towards bilateral and regional treaties.

The first free trade agreements concluded were the Canada — U.S. Free Trade
Agreement (CFTA)®® and of the North America Free Trade Agreement (NAFTA)%4. The
CFTA dates back to 1989: it was a regional trade agreement concluded between two
industrialized countries — the US and Canada — with similar economies with a large share of
financial services, that reached a high level of liberalization through the removal of barriers in
financial trade. The NAFTA was concluded five years later, in 1994, by the US, Canada and
Mexico and included the previous CFTA provisions, that, as consequence, ceased to exist. The
NAFTA was greeted with enthusiasm as it marked an important step towards the economic
integration between developed and developing economies. The agreement further liberalized
trade within the trilateral trade bloc so created and, since the US and Canada came from the
previous agreement, especially Mexico had to open its market to foreign financial by reducing
or eliminating trade barriers in order to benefit from the agreement and enhance economic
integration. Furthermore, the NAFTA paved the way for the future market liberalizations
policies for the Latin America countries, one above all of such regional integration, the Mercado
Comuin del Sur (MERCOSUR) 6%,

Part Five of the NAFTA, titled “Investment, Services and Related Matters”, contains a

603 Canada — U.S. Free Trade Agreement, January 2, 1998, U.N.T.S., T.LLA.S. No 27 ILM, p.281 (hereinafter
CFTA).

604 North American Free Trade Agreement Between the Government of Canada, the Government of the United
Mexican States and the Government of the United States of America, Dec. 17,1992, 32 ILM 289 (1993), 612
(hereinafter NAFTA).

805 Mercosur is the common market of South America established in 1991 with the Treaty of Asuncion and
comprises as full members Argentina, Brazil, Paraguay, Uruguay and Venezuela, while Bolivia, Chile, Colombia,
Ecuador, Guyana, Peru and Suriname are associated countries. See https://www.mercosur.int/en/
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specific discipline on financial services in its Chapter 14. The negotiations of the
aforementioned Chapter were carried on by officials of the Treasury Department from the US
side, officials of the Finance Department for Canada, while Mexico was represented by a trade
official at the head of a team of officials of the central bank and various branches of the
government. 8% The NAFTA approach towards financial services appears less flexible than that
provided in the GATS®Y because it is the result of the opposite position between the US and
Mexico: while the latter wanted to protect its financial sector, gradually opening it up over ten
years, the US aimed at the liberalization of the sector as fast as possible.®%

Within Chapter 14, Article 1410%% introduces a prudential exception. The heading of
the provision specifies that “[n]othing in this Part” shall be construed to prevent a party from
adopting measures for prudential reasons. Part 5 of NAFTA (“this Part”) includes Chapters 11
to 16, meaning investment, services, telecoms, financial services, competition, and temporary
entry for business persons. Therefore, under the NAFTA prudential exception, the host state
can invoke prudential concerns related to protection of depositors and financial markets,
maintenance of safe and sound financial institutions, and integrity and stability of the host
state’s financial system in adopting measures that might otherwise violate NAFTA investment
protections. The second paragraph of the article, moreover, permits non-discriminatory
measures of general application implementing monetary and credit or exchange rate policies.

The NAFTA prudential carve-out presents a different structure and wording than the
GATS corresponding provision, nevertheless the main aim remains that of guaranteeing the
Parties to the Agreement to adopt measures for prudential reasons. However, contrary to the
GATS, the NAFTA specifies that the measures must be “reasonable”. Defining the concept of
“reasonableness” represent another issue, as the meaning is not unanimously agreed on among
the scholars.®? Generally speaking, reasonableness in international economic law is defined as

the limit to the discretionary power of States, that can’t impose unfair and discriminatory

608 CANTORE, op. cit., p. 122, quoting CAMERON, TOMLIN, The Making of NAFTA — How the Deal Was Done,
Cornell University Press, Ithaca (New York)/London, 2000.

807 SCHEFER, International Trade in Financial Services: The NAFTA Provisions, Kluwer Law International, The
Hague/Boston, 1999, p. 119.

898 FRASER, GARCIA, Conflict Analysis of the NAFTA Negotiations, Kluwer Academic Publishers, Group Decision
Negotiations 3, 1994, p. 376.

809 Nothing in this Part shall be construed to prevent a Party from adopting or maintaining reasonable measures
for prudential reasons, such as:

a) the protection of investors, depositors, financial market participants, policyholders, policy claimants, or
persons to whom a fiduciary duty is owed by a financial institution or cross-border financial service provider;

b) the maintenance of the safety, soundness, integrity or financial responsibility of financial institutions or cross-
border financial service providers; and

¢) ensuring the integrity and stability of a Party’s financial system.

610 CANTORE, op. cit., p. 128.
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measures, especially on foreign products and suppliers.6** Ortino, moreover, distinguishes
between substantive and procedural reasonableness, further elaborating the first type into three
sets of tests: (a) means/ends or suitability test, (b) cost effectiveness or necessity test, and (c)
cost/benefit or proportionality test.52 The first test enquiries whether the measure (the means)
are adequate with respect to the aim pursued; the second one enquires whether the measure is
necessary to achieve the aim; the third whether the measure is proportionate to the aim. On the
other hand, “procedural reasonableness” essentially means transparency and participation, in
the sense that the needs of the parties are taken into account when drafting the measure at
issue.513

The term “reasonable” has been interpreted in the context of the WTO law in the light
of its ordinary meaning of “something not irrational, absurd or ridiculous”.%** More
specifically, in the dispute Mexico — Telecoms, the Panel stated that “[t]he dictionary meaning
of the word ‘reasonable’ means ‘being in accordance with reason’, ‘not extreme or excessive’.
The word ‘reasonable’ implies a degree of flexibility that involves consideration of the
circumstances of a particular case. What is ‘reasonable’ in one set of circumstances may prove
to be less than ‘reasonable’ in different circumstances. The elements of ‘balance’ and
‘flexibility’, as well as the need for a ‘case-by-case analysis’, are inherent in the notion of
‘reasonable’” %5 Applying such definition to the prudential clause, we can consider a
prudential measure reasonable if it is appropriate for the prudential reason for which it has been
implemented. In this sense, the interpretation of ‘“reasonable measures” recalls the
interpretation of Paragraph 2(a) of the GATS Annex on Financial Services given by the Panel
in Argentina — Financial Services, according to which the expression “measures taken for
prudential reasons” refers to a rational relationship of cause and effect between the measure
and the prudential reason®®, which in turn requires the adequacy of the measure to achieve the
prudential reason for which it has been implemented.5’

The prudential clause of the NAFTA has been invoked only in one dispute: the case

Fireman’s Fund Insurance Company vs Mexico®® decided in 2006 by an Arbitral Tribunal

811 ORTINO, From ‘Non-discrimination’ to ‘Reasonableness’: A Paradigm Shift in International Economic Law?,
Jean Monnet Working Paper, New York University School of Law, New York, 2005, p. 33.

612 ORTINO, Op. cit., pp. 33-34.

613 ORTINO, Op. cit., pp. 36-37.

614 NATENS, ZIMMERMANN, Prudential Carve-outs for Financial Services in EU FTAs, in HAHN, VAN DER LOO
(eds.), Law and Practice of the Common Commercial Policy. The First 10 Years After the Treaty of Lisbon, Brill,
Leiden, 2021, p. 270.

615 Panel Report, Mexico — Telecoms, para. 7.182.

616 Panel Report, Argentina — Financial Services, para. 7.891.

617 Panel Report, Argentina — Financial Services, para. 7.905.

618 Fireman’s Fund Insurance Company v Mexico, ICSID Case No. ARB(AF)/02/01, Award, 17 July 2006.
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constituted under Chapter Eleven of the NAFTA. During the 1994 financial crisis, the Mexican
government adopted a series of measures to support banks and investors and thus prevent the
collapse of the Mexican financial system. Based on one of these measures - the Capitalisation
and Portfolio Acquisition Programme (Programa de Capitalizacion y Compra de Cartera) -, the
government purchased portfolios of non-performing loans from participating banks, issuing
government bonds with interest, to improve the banks' financial conditions. Fireman's Fund
Insurance Company (FFIC), a US-based insurance company, held bonds in one of the
participating banks. FFIC accused the Mexican government of acting in violation of the
expropriation provision of NAFTA Article 1110 by only facilitating the purchase of bonds
denominated in Mexican pesos and owned by Mexican investors under NAFTA, and not also
those owned by FFIC (which was denominated in US dollars). Mexico argued that the FFIC
extended the concept of expropriation far beyond any concept hitherto recognized as
expropriation under international law and defended itself by arguing that the measure was
reasonable and adopted for "prudential reasons" as provided for in Article 1410(1) of NAFTA
itself.

The arbitral tribunal found that the measures at issue did not constitute expropriation
under the NAFTA, thus not examining whether the measures have been taken for prudential
reasons. It did, however, make some interesting observations with respect to Article 1410 by
clarifying, first, that this provision was an exception, since it permitted a measure otherwise
contrary to NAFTA, provided it was qualified as a “reasonable measure taken for prudential
reasons”. Second, the court ruled that a discriminatory measure could also be so qualified, as
the exception covered all NAFTA provisions applicable to financial services. However, it did
not go so far as to give a definition of “reasonable measures” or “prudential reasons”.
Concerning the dispute, FFIC clearly demonstrated the loss of its investment, but none of its
claims satisfied the concept of expropriation as understood in NAFTA and international law
generally. In fact, FFIC undertook a risky investment both in terms of the economic conditions
in Mexico at the time and in terms of the specific financial institution that issued the dollar
bonds purchased by FFIC. NAFTA, like other free trade agreements and bilateral investment
treaties, did not provide insurance against the types of risks assumed by FFIC, and Chapter
Fourteen addressing cross-border investment in financial institutions places additional limits
on the scope of state-investor arbitration. Thus, the Tribunal rejected Fireman's claim, simply
because the evidence presented did not establish a right to compensation under NAFTA Article
1110, but it was not excluded that the Claimant had been subjected to discriminatory and

possibly unfair treatment.
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To conclude the analysis of the NAFTA prudential clause, nothing has been explicitly
stated on the qualification of the provision, however we shall notice that Article 1410 was titled
“Exceptions” and moreover that, as we just saw, in the case Fireman’s Fund the arbitrators

defined the provision as an exception.

5. The Agreement between the United States of America, the United Mexican States,

and Canada
The “new” NAFTA with a prudential carve-out drafted a la GATS

The NAFTA has been recently replaced by a new agreement: the Agreement between
the United States of America, the United Mexican States, and Canada (USMCA) or generally
called NAFTA 2.0.%1° The States parties to the NAFTA started the renegotiations in 2017 and
concluded them on 1%t October 2018. During the 2018 G20 Summit, that was held in Buenos
Aires between the 30 of November and the 1%t of December 2018, the USMCA was signed by
the U.S. President Donald Trump, the Mexican President Enrique Pefia Nieto and Canadian
Prime Minister Justin Trudeau. Finally, the agreement came into force on 1%t July 2020, after a
revised version was signed on 10 December 2019 and ratified by all three countries.

Concerning the prudential regulation of financial services, the USMCA introduces a
prudential exception at Article 17.115%0 titled “Exceptions” than notably differs from the
NAFTA provision of Article 1410, following, instead, a new trend that the United States have
taken in recent preferential trade agreements when dealing with the financial prudential
regulation.

The drafting of the provision appears as a combination of the GATS and the NAFTA
prudential carve-outs (see Table 1 for a visual comparison between the provisions). In fact,
USMCA Article 17.11 states that it applies to the whole Agreement (like the GATS), but then

excludes specific sectors from its application (similarly to the NAFTA). More specifically,

619 Agreement between the United States of America, the United Mexican States, and Canada (USMCA), Office
of the United States Trade Representative, 7/1/20. Text available at https://ustr.gov/trade-agreements/free-trade-
agreements/united-states-mexico-canada-agreement/agreement-between.

620 Notwithstanding the other provisions of this Agreement except for Chapter 2 (National Treatment and Market
Access for Goods), Chapter 3 (Agriculture), Chapter 4 (Rules of Origin), Chapter 5 (Origin Procedures), Chapter
6 (Textiles and Apparel), Chapter 7 (Customs Administration and Trade Facilitation), Chapter 9 (Sanitary and
Phytosanitary Measures), Chapter 10 (Trade Remedies), and Chapter 11 (Technical Barriers to Trade), a Party
is not prevented from adopting or maintaining a measure for prudential reasons,6 including for the protection of
investors, depositors, policy holders, or persons to whom a fiduciary duty is owed by a financial institution or
cross-border financial service supplier, or to ensure the integrity and stability of the financial system. If the
measure does not conform with the provisions of this Agreement to which this exception applies, the measure must
not be used as a means of avoiding the Party’s commitments or obligations under those provisions.
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NAFTA Article 1410 opens the provision with “nothing in this Part”, which (Part 5 of NAFTA)
includes Chapters from 11 to 16 (Investment, Services, Telecoms, Financial services,
Competition, and Temporary entry for business persons), while USMCA Atrticle 17.11 directly
establishes that it applies to the whole Agreement with the exclusion of Chapter 2 (National
Treatment and Market Access for Goods), Chapter 3 (Agriculture), Chapter 4 (Rules of Origin),
Chapter 5 (Origin Procedures), Chapter 6 (Textiles and Apparel), Chapter 7 (Customs
Administration and Trade Facilitation), Chapter 9 (Sanitary and Phytosanitary Measures),
Chapter 10 (Trade Remedies), and Chapter 11 (Technical Barriers to Trade). In this way, even
if using opposite methods — the NAFTA directly indicating the scope of application, while the
USMCA restricting the scope of application of a provision in principle applicable to the whole
Agreement, both provisions obtain the same result of excluding certain sectors from their
application.

Concerning the content of the prudential carve-out, bearing in mind that the list of
prudential reasons in all the agreements examined is not exhaustive, Article 17.11 is drafted a
la GATS, as it includes the two exact sets of measures spelled in Paragraph 2(a) of the Annex
on Financial Services of the GATS (the protection of investors, depositors, policy holders or
persons to whom a fiduciary duty is owned by a financial service supplier, and the integrity and
the stability of the financial system as a whole), but then the third category of “the maintenance
of the safety, soundness, integrity or financial responsibility of financial institutions or cross-
border financial service providers” of NAFTA Article 1410 is similarly reproduced in footnote
6 to USMCA Article 11.17, according to which “ [t]he Parties understand that the term
“prudential reasons” include the maintenance of the safety, soundness, integrity, or financial
responsibility of individual financial institutions or cross-border financial service suppliers as
well as the safety, and financial and operational integrity of payment and clearing systems.”

Finally, the USMCA prudential carve-out replicates the second sentence of Paragraph
2 of the GATS Annex on Financial Services, establishing that “the measure must not be used

as a means of avoiding the Party’s commitments”.

Prudential | GATS NAFTA USMCA

carve-out Annex FS Para. 2(a) Article 1410 Article 17.11

Title Domestic Regulation Exceptions Exceptions

Text of the | (@) Notwithstanding any | 1. Nothing in this Part shall be | Notwithstanding the other provisions

provision other provisions of the | construed to prevent a Party | of this Agreement except for Chapter
Agreement, a Member shall | from adopting or maintaining | 2 (National Treatment and Market
not be prevented from taking | reasonable = measures  for | Access for Goods), Chapter 3
measures  for  prudential | prudential reasons, such as: (Agriculture), Chapter 4 (Rules of
reasons, including for the Origin), Chapter 5  (Origin
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protection  of  investors,
depositors, policy holders or
persons to whom a fiduciary
duty is owed by a financial
service supplier, or to ensure
the integrity and stability of
the financial system. Where
such measures do not conform
with the provisions of the
Agreement, they shall not be
used as a means of avoiding
the Member's commitments or
obligations under the
Agreement.

(a)the protection of investors,
depositors, financial market
participants,  policy-holders,
policy- claimants, or persons
to whom a fiduciary duty is
owed by a financial institution
or  cross-border  financial
service provider;

(b)the maintenance of the
safety, soundness, integrity or
financial  responsibility — of
financial institutions or cross-
border  financial  service
providers; and

(c)ensuring the integrity and
stability of a Party's financial
system.

Procedures), Chapter 6 (Textiles and
Apparel), Chapter 7 (Customs
Administration and Trade
Facilitation), Chapter 9 (Sanitary and
Phytosanitary Measures), Chapter 10
(Trade Remedies), and Chapter 11
(Technical Barriers to Trade), a Party
is not prevented from adopting or
maintaining a measure for prudential
reasons, including for the protection
of investors, depositors, policy
holders, or persons to whom a
fiduciary duty is owed by a financial
institution or cross-border financial
service supplier, or to ensure the
integrity and stability of the financial
system. If the measure does not
conform with the provisions of this
Agreement to which this exception
applies, the measure must not be used
as a means of avoiding the Party’s
commitments or obligations under
those provisions.

Prudential
reasons
(content)

Two groups of measures:

1) the protection of investors,
depositors, policy holders or
persons to whom a fiduciary
duty is owned by a financial
service supplier;

2) to ensure the integrity and
the stability of the financial
system as a whole.

Three groups of measures:

1) the protection of investors,
depositors, policy holders,
policy claimants, or persons to
whom a fiduciary duty is
owned by a financial
institution or  cross-border
financial service provider;

2) the maintenance of the
safety, soundness, integrity or
financial  responsibility  of
financial institutions or cross-
border  financial  service
providers;

3) ensuring the integrity and
the stability of a party’s
financial system.

Two groups of measures:

1) the protection of investors,
depositors, policy holders or persons
to whom a fiduciary duty is owned by
a financial service supplier;

2) to ensure the integrity and the
stability of the financial system as a
whole.

Requirement
for the
measure

Not avoiding commitments
under the Agreement

Reasonable measures

Not avoiding commitments under the
Agreement

Table 1.
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SECTION Il - The EU FTAs

6. The Comprehensive Economic and Trade Agreement between Canada and the
European Union (CETA)

A “reasonable” prudential carve-out innovating the EU FTAs scenario

The Comprehensive Economic and Trade Agreement®2t, commonly known as CETA,
was officially signed by the European Union and Canada on 30 October 2016 at the end of a
long process of negotiations that begun in 2009.

The Agreement entered into force on a provisional basis on 21 September 2017: it was
classified as a "mixed" agreement®??, meaning that it needs ratification by the national
parliaments of each EU member state to enter into force completely and definitively.5%

The Agreement aroused a complex debate among experts in the field of international
economic law because of its legal complexity and the innovations it introduced in the field of
trade in services. With regards to the financial services sector specifically, the CETA provides
for a chapter - Chapter 13 — exclusively devoted to them, in order to regulate a constantly
expanding sector which, due to the specificity and extent of the type of services offered, requires
an ad hoc discipline. Chapter 13 of the CETA allows financial institutions and investors from
the EU and Canada to benefit from a fair and level playing field in their respective markets,
applying provisions that are fully compliant with prudential and regulatory standards in force
in the legal system of the parties to the Agreement. In addition, financial services firms can
offer their services cross-border uniquely in a limited number of areas, such as insurance and
banking, thus enabling the EU and Canada to protect the safety and integrity of their respective
financial systems.5%4

The liberalization of services in the CETA, as in the GATS, is achieved through a series

of key obligations on market access, national treatment and the most-favored-nation principles

621 Official Journal of the European Union, Comprehensive Economic and Trade Agreement between Canada and
the European Union (CETA), 14 January 2017, L 11/23 https://eur-lex.europa.eu/legal-
content/EN/TXT/?uri=CELEX:22017A0114(01).

622 The agreements that the European Union negotiates at the international level with third parties are classified as
“mixed” when they involve decision-making areas which, according to the Treaties, do not fall within the exclusive
competence of the Union (such as, for example, the EU's monetary or common policy), but include at least some
content which is the specific competence of the Member States (for example, clauses for the protection of human
rights).

623 Concerning Chapter Thirteen of the Agreement (Financial Services) the provisions that are not provisionally
applied (as they concern portfolio investment, protection of investment or the resolution of investment disputes
between investors and States) are paragraphs 3 and 4 of Article 13.2, Article 13.3 and Article 13.4, Article 13.9
and Article 13.21.

624 WEeBB, CETA: the EU-Canada Free Trade Agreement, Briefing paper Number 7492, 12 September 2017.
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to which both parties are committed. Concerning the approach to the liberalization of services
in trade, the CETA follows the negative list approach, according to which all sectors are
liberalized by default and the parties list the sectors or sub-sectors they wish to limit or exclude
from the obligations (contrary to the positive list approach, in which only those service sectors
that a party wishes to liberalize are listed). The choice of the negative approach is a novelty in
the panorama of free trade agreements signed by the EU and which can be found only in

previous Canadian/US agreements such as NAFTA.

6.1. The prudential regulation in the CETA

The first provision regarding the prudential regulation we encounter in Chapter 13 of
the CETA is Article 13.5%%%, that, mirroring Paragraph 3 of the GATS Annex on Financial
Services, introduces the recognition of prudential measures adopted by third countries. Article
13.5 offers each party the possibility of recognizing a prudential measure of a third country,
either (a) according unilaterally such recognition to the third country, (b) through harmonization
procedures or (c) on the basis of an agreement concluded with the third country itself. However,
the recognition of a prudential measure of a third country does not oblige the Party (e.g. Canada)
that recognized it to automatically extend such recognition on the basis of most-favoured-nation
treatment to the other Party (in this case the European Union). Instead, the Party that recognized
the prudential measure must provide the other Party with adequate opportunity to obtain the
same recognition, by demonstrating the existence of circumstances to guarantee the same
treatment (paragraph 2). Finally, if the recognition has been achieved through an agreement or
an arrangement (paragraph 1(c)) between the Party and a third country, and the circumstances
of paragraph 2 apply, the Party that concluded the agreement shall offer the other Party adequate
possibility to negotiate access to it, or to negotiate a comparable agreement.

The prudential clause itself is disciplined at Article 13.165%¢ of Chapter 13. In its

625 1. A Party may recognise a prudential measure of a third country in the application of a measure covered by
this Chapter. That recognition may be:

(a) accorded unilaterally;

(b) achieved through harmonisation or other means; or

(c) based upon an agreement or arrangement with the third country.

2. A Party according recognition of a prudential measure shall provide adequate opportunity to the other Party
to demonstrate that circumstances exist in which there are or will be equivalent regulation, oversight,
implementation of regulation and, if appropriate, procedures concerning the sharing of information between the
Parties.

3. If a Party recognises a prudential measure under subparagraph 1(c) and the circumstances described in
paragraph 2 exist, the Party shall provide adequate opportunity to the other Party to negotiate accession to the
agreement or arrangement, or to negotiate a comparable agreement or arrangement.

626 1. This Agreement does not prevent a Party from adopting or maintaining reasonable measures for prudential
reasons, including:
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drafting, the negotiators did not follow the model of Paragraph 2(a) of the GATS Annex on
Financial Services because, while the latter established that “[n]otwithstanding any other
obligation” Member States can adopt measures for prudential reasons, the CETA prudential-
carve out states the Members’ right to regulate with the opening words “[t]his Agreement does
not prevent”, affirming the power for the parties to implement reasonable prudential measures
that the Agreement cannot prevent them to seek. Instead, the structure of the provision appears
similar to the NAFTA®27 prudential carve-out®?8, as it provides for a peculiar setting mainly
following NAFTA negative-list approach. The first paragraph of the provision recalls Article
1410 NAFTA, by including the requirements of “reasonableness"” and introducing the same
three sets of measures: “(a) the protection of investors, depositors, policy-holders, or persons
to whom a financial institution, cross-border financial service supplier, or financial service
supplier owes a fiduciary duty; (b) the maintenance of the safety, soundness, integrity, or
financial responsibility of a financial institution, cross-border financial service supplier, or
financial service supplier; (c) ensuring the integrity and stability of a Party's financial system.”
Thus, the CETA prudential carve-out introduces an additional example of prudential reason
with respect to the GATS prudential carve-out, i.e. “(b) the maintenance of the safety,
soundness, integrity, or financial responsibility of a financial institution, cross-border financial
service supplier, or financial service supplier”, that has been considered to add legal certainty,
even if it is currently discussed whether this additional prudential reasons could be included
under the more generic “(c) ensuring the integrity and stability of a Party's financial system”.629

Paragraph 2 introduces the possibility for one party to require the registration of
financial instruments and financial service providers of the other party, due probably to the
differences in the markets of both signatories. Paragraph 3 acknowledges the evolution within
the financial sector, granting to each other time and space of regulation for newly advanced
financial instruments.

Article 13.16 CETA must be read in conjunction with Annex 13-B (Understanding on

(a) the protection of investors, depositors, policy-holders, or persons to whom a financial institution, cross-border
financial service supplier, or financial service supplier owes a fiduciary duty;

(b) the maintenance of the safety, soundness, integrity, or financial responsibility of a financial institution, cross-
border financial service supplier, or financial service supplier; or

(c) ensuring the integrity and stability of a Party's financial system.

2. Without prejudice to other means of prudential regulation of cross-border trade in financial services, a Party
may require the registration of cross-border financial service suppliers of the other Party and of financial
instruments.

3. Subject to Articles 13.3 and 13.4, a Party may, for prudential reasons, prohibit a particular financial service
or activity. Such a prohibition shall not apply to all financial services or to a complete financial services sub-
sector, such as banking.

827 On the other hand, we should recall that the USMCA (or NAFTA 2.0) drafted the prudential clause a la GATS.
628 NAFTA, Article 1410.

629 NATENS, ZIMMERMANN, 0p. Cit., p. 266.
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the application of Articles 13.16.1 and 13.21), that constitutes a guidance for both regulators
and arbitration panels in understanding the application of article 13.16 and 13.21 (which deals
with a binding mechanism in investment disputes over prudential measures similar to the
NAFTA). In the Preamble, the parties recognize the role and strength of prudential measures
with regard to domestic financial systems, and their attitude to encourage sound, efficient and
robust institutions, markets and infrastructure, and promote international financial stability.
Furthermore, paragraph 8 of the Annex 13-B, under the section titled “High Level
Principles "%, the signatories provided the principles for each party to determine its appropriate
level of prudential regulation, specifically providing for an even higher level of protection than
those set out in international fora; to consider the urgency of the situation and the information
available to the Party when adopting a prudential measure; and, lastly, they acknowledged the
highly specialized nature of the prudential regulation. In this regard, at paragraph 8 lit. c. of the
Annex, the parties stated that “those applying these principles shall defer to the highest degree
possible to regulations and practices in the Parties’ respective jurisdictions and to the decisions
and factual determinations, including risk assessments, made by financial regulatory
authorities. ”% In so doing they acknowledged national authorities to have better positions to

detect financial trouble and enact measures that can grant the system with integrity and

630 para. 8(a) of Annex 13-B - High level principles

The Parties agree that the application of Article 13.16.1 by the Parties and by tribunals should be guided by the
following principles, which are not exhaustive:

(a) Party may determine its own appropriate level of prudential regulation. Specifically, a Party may establish
and enforce measures that provide a higher level of prudential protection than those set out in common
international prudential commitments;

(b) relevant considerations in determining whether a measure meets the requirements of Article 13.16.1 include
the extent to which a measure may be required by the urgency of the situation and the information available to the
Party at the time when the measure was adopted;

(c) given the highly specialised nature of prudential regulation, those applying these principles shall defer to the
highest degree possible to regulations and practices in the Parties’ respective jurisdictions and to the decisions
and factual determinations, including risk assessments,made by financial regulatory authorities;

(d) (i)except as provided in subparagraph (ii), a measure is deemed to meet the requirements of Article 13.16.1 if
it:

(A) has a prudential objective; and

(B) is not so severe in light of its purpose that it is manifestly disproportionate to the attainment of its objective;
and

(ii) a measure that otherwise meets the requirements of subparagraph (i) does not meet the requirements of Article
13.16.1 if it is a disguised restriction on foreign investment or an arbitrary or unjustifiable discrimination between
investors in like situations;

(e) provided that a measure is not applied in a manner which would constitute a means of arbitrary or unjustifiable
discrimination between investors in like situations, or a disguised restriction on foreign investment, that measure
is deemed to meet the requirements of Article 13.16.1 if it is:

(i) in line with international prudential commitments that are common to the Parties;

(ii) in pursuance of the resolution of a financial institution that is no longer viable or likely to be no longer viable;
(iii) in pursuance of the recovery of a financial institution or the management of a financial institution under
stress; or

(iv) in pursuance of the preservation or the restoration of financial stability, in response to a system-wide financial
crisis.

831 |bid. at 8.c.
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soundness. Moreover, a measure falls under the provision of Article 13.16 if it has a prudential
objective, is proportionate towards it and it not used as a disguised restriction on foreign
investment or an arbitrary or unjustifiable discrimination between investors in like situations.
In conclusion, provided that the measure is not applied in a unjustifiable or arbitrary
discriminatory way between investors in comparable situations, it is deemed to meet the
requirements of Article 13.16 in four cases: 1) if the measure is in line with international
prudential commitments common to the Parties; 2) if the measure is taken in pursuance of the
resolution of a financial institution that is no longer viable or likely to be so; 3) if it is adopted
in pursuance of the recovery of a financial institution or the management of a financial
institution under stress; or 4) if it is taken in pursuance of the preservation or the restoration of
financial stability, in response to a system-wide financial crisis. In order to update the
understanding over time, the parties also indicated the Financial Services Committee, by
consent of both Parties, to amend the understanding at any time and provided for a review
mechanism of at least every two years. In more details, the Committee is entitled to develop a
common understanding of the prudential carve-out on the basis of the discussions held in the
body and mindful of the international prudential standards.

These principles provide the parties a certain policy space in regulating prudential
protection, as they aim at justifying national measures as under the agreement prudential
exception in a high number of scenarios. Therefore, the CETA prudential exception combines
elements of Paragraph 2(a) of the GATS Annex on Financial Services and Article 1410
NAFTA: on the one, it provides for the same definition of financial services as in GATS (even
if the definition of financial services supplier is narrower because it is required that the person
is already engaged in the activity); on the other one, it puts the obligations to the parties in the
context of investment protection, meaning that even if the obligations of the parties have no
direct effect on service suppliers, their violation may lead to claims that can be enforced by a
private investor within an investment dispute. In addition, CETA imposes anti-abuse language
precluding a prudential measure that is “manifestly disproportionate to the attainment of its
objective” or that “is a disguised restriction on foreign investment or an arbitrary or
unjustifiable discrimination between investors in like situations”32,

To conclude, the negotiators enhanced the drafting of the prudential carve-out in the
CETA compared to the standard clause of Paragraph 2 of the GATS Annex on Financial
Services, because they extended the “prudential measures” not only to the protection of

investors and depositors and the stability of the financial system as a whole, but also to the

832 See also the ‘chapeau’ to GATT Article XX and GATS Article XIV.
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security and integrity of individual financial institutions. However, the final paragraph could
limit many other financial regulation initiatives, as it states that “[s]ubject to Articles 13.3
[National Treatment] and 13.4 [Most-favoured-nation treatment], a Party may, for prudential
reasons, prohibit a particular financial service or activity. Such a prohibition shall not apply
to all financial services or to a complete financial services sub-sector, such as banking.”
Furthermore, paragraph 8 lit. d) point i) of the Annex specifies that in order to qualify for
inclusion under the prudential carve-out, a measure must be proportionate to the objective

pursued.

6.2. Dispute settlement for financial services in the CETA

Another novelty introduced by the CETA concerns the resolution of disputes arising in
the financial services sector. Paragraph 4 of the GATS Annex on Financial Services requires
that “[p]anels for disputes on prudential issues and other financial matters shall have the
necessary expertise relevant to the specific financial service under dispute.” The CETA takes
a step further in requiring the establishment of an ad hoc arbitral tribunal with the adequate
expertise on financial matters. Specifically, Article 13.20 regulates the procedure for settling
disputes between states, providing for the establishment of an ad hoc list of at least fifteen
arbitrators with “expertise or experience in the field of financial services legislation or
regulation or in the exercise thereof, including also regulation relating to financial services
providers” for disputes arising under the chapter and required to comply with the code of
conduct in Annex 29-B, which sets out the responsibilities and obligations for arbitrators and
mediators. Paragraph 5 of Article 13.20 states that a Party may suspend benefits towards the
other Party in the financial services sector upon a determination by the arbitration panel that
the other party's measure is inconsistent with the agreement. However, the suspension of
benefits is limited to the sector affected by the measure in question, thus not allowing for cross-
sector retaliation in the financial services sector.

Moreover, Article 13.21 deals with the settlement of disputes in investment matters
when it relates to the financial services chapter or the prudential exception is invoked by a party
in its own defence. In this case, within sixty days after the filing of a complaint by investors
under Section F of Chapter 8 on Investment, an arbitration panel shall be established based on
the list of experts established pursuant to Article 13.20. If the list has not been established
pursuant to Article 13.20 at the time of the filing of the complaint, the Secretary General of the
International Centre for Settlement of Investment Disputes (ICSID) shall select the members

of the panel from the candidates proposed by one or both Parties, in accordance with the

198



qualification requirements set forth in Article 13.20.

Any dispute in which a Party has invoked a prudential defence shall be reviewed by the
Financial Services Committee, whose role is further clarified in the aforementioned 13-B. The
intent of this provision is for the financial authorities to jointly determine whether a measure is
indeed consistent with the prudential exception set in Article 13.16 of the CETA and, if so, to
prevent the dispute from continuing. Thus, Article 13.21 adapts CETA's investor-state dispute
resolution provisions to the financial services sector, recognizing the Parties' right to adopt
prudential regulations. Of particular note is the establishment of a filtering mechanism whereby
any measure for which the prudential exception has been invoked is examined separately by
the financial authorities of both Parties to assess whether the prudential exception of Article
13.16 applies. If the challenged measure is found to be prudential in nature by such financial
authorities, such determination shall be binding on the arbitral tribunal and the measure in

question shall not be subject to a claim by the investor.

7. The Trade in Services Agreement (TiSA)

The lack of progress on innovating trade in services during the Doha Round pushed 23
WTO Members to propose negotiations for a new trade in services agreement, called “Trade in
Services Agreement” (TiSA). These 23 countries, also known as the “Really Good Friends of
Services”, are the EU and other 22 States: Australia, Canada, Chile, Chinese Taipei, Colombia,
Costa Rica, Hong Kong, Iceland, Israel, Japan, Liechtenstein, Mauritius, Mexico, New Zealand,
Norway, Pakistan, Panama, Peru, South Korea, Switzerland, Turkey and the USA - that
together represent 70% of global trade in services.

The negotiations for TiSA were launched in 2013, with the aim of further liberalise trade
in services in comparison with the GATS status quo. For this reason, WTO Members, who are
not part of the negotiations, have the possibility to join later. The EU imagined TiSA as a
multilateral agreement to incorporate in the WTO system, thus the architecture of the agreement
is based on the GATS and all negotiated provisions are compatible with the GATS, such as
scope, definitions, disciplines related to market access and national treatment, as well as
exceptions.

However, in 2016 TiSA negotiations have been put in pause and it is still not clear if
they be resumed sooner or later.

In 2014, the draft of the Chapter on Financial Services circulated following the leaks of

Wiki-Leaks. According to the them, the prudential carve-out in TiSA, contained in Article
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X.16, is clearly inspired to that of the GATS, as the heading of the provision mirrors the GATS
one, stating that “[n]otwithstanding any other provision of the Agreement, a Party shall not be
prevented from [taking for the EU,; maintaining for the US]” measures for prudential reasons,
including for (...)”, followed by the same non-exhaustive list of Paragraph 2(a) of the GATS
Annex (i.e. “(i) the protection of investors, depositors, policy holders, or persons to whom a
fiduciary duty is owed by a financial service supplier, and (ii) to ensure the integrity and
stability of the financial system”).

Moreover, the EU proposed an Annex on Financial Services for the TiSA, which
notably differs from that of the GATS, as it would require the Parties a “best endeavours”
obligation to ensure the implementation of international standards on financial services. The
list of standards provided is in turn non-exhaustive and include, among the others, those adopted
by the G20, the Financial Stability Board, the Basel Committee on Banking Supervision, the
IAIS, the IOSCO, the FATF and the OECD.

It is noteworthy that in the EU’s proposal the prudential carve-out is contained in the
Annex on Financial Services - that mirrors the GATS structure - excluding developments and
enhancements introduced in the more recent EU FTAs. For example, in some recent FTAs, the
language of the prudential carveout has been expanded to explicitly include measures to
maintain the safety, soundness, integrity or financial responsibility of individual financial
service suppliers; include prohibitions of particular financial services or activities for prudential
reasons, provided such prohibitions are applied on a non-discriminatory basis and to remove
the qualification that the prudential measure not be used to avoid commitments or obligations
under the Agreement.

For example, the CETA Annex 13-B includes a set of high-level principles to guide the
interpretation of the prudential carve-out, explicitly stating that interpreters ought to defer “to
the highest degree possible” to the decisions and determinations of domestic financial
regulatory authorities. Or the EU-Singapore FTA that provides that prudential measures “shall
not be more burdensome than necessary to achieve their aim”, and that they “shall not
constitute a means of arbitrary or unjustifiable discrimination against financial service
suppliers of the other Party”.

Since these elaborations were not considered in the EU’s proposal, several countries
have required some addition to the text, as the TiSA represents an important opportunity to
update the vague and ambiguous language of the existing GATS prudential carveout.

However, the leaked text represents exclusively a draft proposal. In the hope that TiSA

negotiations will be resumed, it can be assumed that the definitive formulation of the clause
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would be influenced by the subsequent development in the field and a major suggestion for its

improvement may be to add specifically the “consumer protection” as a prudential measure.%3

8. The EU-UK Trade Cooperation Agreement (TCA)

On 21 January 2021, the United Kingdom officially left the EU Single Market Union
and Custom Unions, as consequence of the United Kingdom European Union membership
referendum of 2016 with which the UK decided for its withdrawal from the European Union,
commonly known as “Brexit”. In order to regulate their future economic relations with the UK
as third country for the EU, they negotiated a “divorce agreement”, a unicum within the
international scenario, called the EU-UK Trade Cooperation Agreement (TCA)®34,

After the referendum of 23 June 2016, the EU and the UK agreed on a Withdrawal
Agreement®®, that entered into force on 1 February 2020, officially ending the UK Membership
of the EU. This Agreement provided for a transition period lasting until 31 December 2020,
during which the parties negotiated the conditions for their future relations and partnership. The
Trade and Cooperation Agreement was signed on 30 December 2020, was applied provisionally
as of 1 January 2021 and entered into force on 1 May 2021.

Concerning trade in services, the EU and the UK have agreed to a level of openness
going beyond the provisions of the WTO General Agreement on Trade in Services (GATS),
but reflecting the fact that the UK will no longer benefit from the freedom to supply services
across the EU.

Financial Services are regulated in Section 5 (Financial Services) of Chapter 5
(Regulatory Framework), Title Il (Services and Investment).

The prudential carve-out is disciplined at Article 184, which is precisely titled
“Prudential carve-out”. The wording is very similar to that of Paragraph 2(a) of the GATS
Annex on Financial Services: “1. Nothing in this Agreement shall prevent a Party from adopting

or maintaining measures for prudential reasons, such as: (a) the protection of investors,

633 Beuc, The European Consumer Organisation, Analysis of The TiSA Financial Services Annex &
Recommendations to The Negotiators, September 2016, https://www.beuc.eu/publications/beuc-x-2016-
086_lau_beucs_analysis_financial_services_tisa_september_2016.pdf

834 Trade and Cooperation Agreement Between the European Union and the European Atomic Energy Community,
Of the One Part, and the United Kingdom of Great Britain and Northern Ireland, of the Other Part, Official
Journal of the European Union, L 444/14, 31 December 2020. https://eur-lex.europa.eu/legal-
content/EN/TXT/PDF/?uri=CELEX:22020A1231(01)&from=EN

835 Agreement on the Withdrawal of the United Kingdom of Great Britain and Northern Ireland from the European
Union and the European Atomic Energy Community, Official Journal of the European Union, C 384 I/1, 12
November 20109. https://eur-lex.europa.eu/legal-
content/EN/TXT/PDF/?uri=CELEX:12019W/TXT (02)&from=EN
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depositors, policy-holders or persons to whom a fiduciary duty is owed by a financial service
supplier; or (b) ensuring the integrity and stability of a Party’'s financial system.” In the same
way, the second sentence®® replicates the good faith requirement of the GATS prudential carve-
out to not use the prudential measures as “a means of avoiding the Party's commitments or
obligations under this Agreement.”

Title I of Part Six of the TCA “Dispute Settlement and Horizontal Provisions” dictates
the discipline for the settlement of dispute, that, with regards to financial services, must be read
in conjunction with the separate Annex 48 that sets out the specific procedural rules under an
ad hoc arbitration. The TCA provides for an exclusive mechanism meaning that neither the EU
and UK courts have jurisdiction to resolve disputes under the Agreement. Concerning the
composition of this ad hoc arbitration tribunal Article 741 “Requirements for arbitrators” of the
Agreement establishes that:“All arbitrators shall: (a) have demonstrated expertise in law and
international trade, including on specific matters covered by Titles | to VII, Chapter 4 of Title
VIII, Titles IX to XII of Heading One of Part Two or Heading Six of Part Two, or in law and
any other matter covered by this Agreement or by any supplementing agreement and, in the
case of a chairperson, also have experience in dispute settlement procedures; (...)”. Hence, an
expertise in Financial Services is required for the arbitrators, as they are regulated in Title II,
Chapter 5, Section 5.

Moreover, the Parties have negotiated a Memorandum of Understanding on Financial
Services, in order to adequate applies the provisions on trade in the financial services sector,
but it has not been signed yet and thus is not available for the public.

Finally, a novelty introduced in the TCA — and that we can find in the latest FTAs — is
the explicit reference to international standards. In fact. Article 186 TCA established that the
“Parties shall make their best endeavours to ensure that internationally agreed standards in
the financial services sector for regulation and supervision, for the fight against money
laundering and terrorist financing and for the fight against tax evasion and avoidance, are
implemented and applied in their territory.” Among the standards, the article at stake lists the
major ones: those adopted by the G20, the Financial Stability Board, the Basel Committee on
Banking Supervision, the IAIS, the IOSCO, the FAFT, the Global Forum on Transparency and

Exchange of Information for Tax Purposes of the OECD.

CETA TiSA TCA

836 Where such measures do not conform with the provisions of this Agreement, they shall not be used as a means
of avoiding the Party's commitments or obligations under this Agreement.
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Title

Article 13.16
Prudential measures

Article X.17

Avrticle 184
Prudential carve-out

1%t condition
(GATS: a party is

A party is “not prevented”
by the agreement to adopt

A party is “not prevented” by
the agreement to adopt and

Nothing in this Agreement
shall prevent a Party from

“not prevented” by | and maintain measures for | maintain measures for | adopting or maintaining
the agreement to prudential reasons. prudential reasons. measures  for  prudential
adopt and maintain reasons

measures for

prudential reasons)

Prudential reasons GATS list + additional | It is not clear to what extent | GATS list + additional

(GATS: (i)
protecting
investors,
depositors, policy
holders, or persons
to whom a fiduciary
duty is owed by a
financial service
supplier, and (ii)
ensuring the
integrity and
stability of the
financial system.)

example of a prudential
reason, i.e., maintaining the
safety, soundness, integrity,
or financial responsibility of
an individual  financial
service supplier.

this prudential reason is not
already covered by “ensuring
the integrity and stability of the
financial system”. The issue is
currently being discussed in
the context of the negotiations
of TiSA. A number of States
have proposed a footnote
clarifying that “it is understood
that the term “prudential
reasons” includes the
maintenance of the safety,
soundness, integrity, or
financial  responsibility  of
individual financial service
suppliers as well as the safety
and financial  operational
integrity of payment and
clearing systems”. There is still
no agreement on this point,
with some negotiators
opposing the entire footnote,
and others (including the EU)
opposing the last mention of

example of a prudential
reason, i.e., maintaining the
safety, soundness, integrity,
or financial responsibility of
an individual  financial
service supplier.

“safety and financial and
operational integrity  of
payment and clearing
systems”.
Application of the | Understanding on  the
carve-out Application  of  Article
13.16.1 and 13.21 providing
that the application of the
prudential carve- out by
parties and by ceta dispute
settlement tribunals should
be guided by inter alia five
high- level principles.
Second condition Reasonable measures Not avoiding Not avoiding
(to read bottom to commitments Commitments +
top) Not more
burdensome
GATS than
Not avoiding necessary

commitments
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The ceta prudential carve-
out sensu stricto (i.e., the first
paragraph of Article

13.16 of ceta — further
referred to as “the ceta
prudential  carve- out”)
provides

that the agreement does not
prevent a party from
adopting or maintaining
reasonable  measures
prudential reasons.

The fourth and fifth high-
level principles of the ceta
Understanding provide two

for

alternatives to the legal
standard of the ceta
prudential carve-  out.

Finally, the ceta prudential
carveout

sensu lato (i.e., the entire
Article 13.16 of ceta)
provides a third alternative

for non-  discriminatory
measures.

The Understanding does not
apply to the

ceta prudential carve- out
sensu lato.

A measure can thus be
justified under the ceta
prudential carve- out if it
fulfils any one of four sets of
elements of the second
condition, i.e., those of

(@) the text of the prudential
carve- out, (b) the fourth
principle of the
Understanding,

(c) the fifth principle ofthe
Understanding,

(d) the exception for

non- discriminatory
prohibitions.

The TiSA prudential carve- out
repeats the second condition of
the prudential

carve- out in gats: where the
measure does not conform with
the provisions

of TiSA, it shall not be used as
ameans of avoiding the party’s
commitments

or obligations under tisa.

The second condition in the
GATS and TiSA prudential
carve- outs should thus be
interpreted identically, but it is
not yet clear whether the
second condition in the GATS
prudential carve- out would be
interpreted as a chapeau- like
test, or more like a necessity
test.

The measures taken

for prudential reasons: [...]
shall not  be more
burdensome than necessary
to achieve their aim, and
where they do not conform to
the other provisions of this
Agreement, they shall not be
used as a means of avoiding
each Party’s commitments or
obligations  under  such
provisions.

A measure can only be
justified if it complies with
two cumulative elements,
i.e., (i) the second condition
of the gats prudential carve-
out and (ii) the second
element of the second
condition of the prudential
carve- out in the EU-
Singapore fta.
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9. The major EU trade agreements with the Asian continent

9.1.The Free Trade Agreement between the European Union and the Republic of Korea
(EU-Korea FTA)

The EU-Korea Free Trade Agreement®3’ has been provisionally applied since July 2011
and was formally ratified in December 2015. It goes further than any previous agreements in
lifting trade barriers and was also the EU's first trade deal with an Asian country.

The agreement eliminates duties for industrial and agricultural goods in a progressive,
step-by-step approach. The majority of import duties had been removed in 2011, while the
remaining ones — with the exception of a limited number of agricultural products — were
removed after 5 years on 1 July 2016. The FTA also addresses non-tariff barriers to trade,
specifically in the automotive, pharmaceutical, medical devices and electronics sectors. The
agreement creates new opportunities for market access in services and investments, and
includes provisions in areas such as competition policy, government procurement, intellectual
property rights, transparency in regulation and sustainable development. Also, the service
liberalisation level reached high degree boosting the EU exports to more than 15 billion of US
dollars in 2017 only®%,

Financial services are disciplined in Section E “Regulatory Framework”, sub-section E
which contains a prudential provision at Article 7.38%% titled “Prudential carve-out”. The
provision follows the GATS approach, but while Paragraph 2(a) of the GATS Annex on
Financial Services provides that a party is “not prevented” by the agreement to adopt and
maintain measures for prudential reasons, Article 7.38 of the EU-Korea FTA establishes that
party “may” adopt and maintain such measures. However, although “not prevented” may seem
like more forceful language than “may”, there does not appear to be a legal difference between

both formulations. The measures, in any case, must be taken “for prudential reasons”, like in

837 Free Trade Agreement between the European Union and its Member States and the Republic of Korea, signed
6 October 2010, entered into force 13 December 2015 (OJ L 127, 14.5.2011, pp. 6-1343), available at https://eur-
lex.europa.eu/legal-content/EN/TXT/?uri=LEGISSUM%3Arx0032 (hereafter ‘EU-Korea FTA”).

638 Elaboration of data available at https://ec.europa.eu/trade/policy/countries-and-regions/countries/south-korea/.
639 1. Each Party may adopt or maintain measures for prudential reasons, including:

(a) the protection of investors, depositors, policy-holders or persons to whom a fiduciary duty is owed by a
financial service supplier; and

(b) ensuring the integrity and stability of the Party’s financial system.

2. These measures shall not be more burdensome than necessary to achieve their aim, and where they do not
conform to the other provisions of this Agreement, they shall not be used as a means of avoiding each Party’s
commitments or obligations under such provisions.

3. Nothing in this Agreement shall be construed to require a Party to disclose information relating to the affairs
and accounts of individual consumers or any confidential or proprietary information in the possession of public
entities.
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the GATS: Article 7.38 reports the same non- exhaustive list of prudential reasons of the GATS
(i.e. “(i) protecting investors, depositors, policy holders, or persons to whom a fiduciary duty
is owed by a financial service supplier, and (ii) ensuring the integrity and stability of the
financial system "), but then footnote 40 adds as example of a prudential reasons “maintaining
the safety, soundness, integrity, or financial responsibility of an individual financial service
supplier.”

Paragraph 2 of Article 7.38 includes the second sentence of the GATS provision to not
use the prudential carve-out to avoid other commitments under the agreement, introducing,
however, an additional requirement: the measures “shall not to be more burdensome than
necessary to achieve their aim”. Hence, the EU-Korea provision requires a necessity test to be
carried out between the measure and its aim, introducing a requirement unknown to the GATS,
but similar to that of the NAFTA prudential carve-out.54°

Interestingly, footnote 39%4! adds a unique requirement and clarification. It states that if
a measure is applied to a financial service supplier of a party and it is not regulated under the
supervisory authority of that party then it is deemed to be a prudential measure. Moreover, it
states that every such measure shall be taken in line with the Article. The EU-Korea FTA
prudential carve-out is a unique provision among the agreements examined in specifying that
measures “applied” to financial services suppliers “not regulated and supervised by the
financial supervisory authority” of the territory in which they are established are “deemed to
be” prudential measures. The issue is to determine whether the provision apply in the complete
absence of any kind of regulation or supervision in the host territory or if the absence of a
specific regulation in the sector in which the measure is applied is sufficient. Scholars prefer
the latter interpretation, which basically means that if the national authority does not regulate a
certain financial service and the state applies to foreign service suppliers a specific measure,
this measure can be qualified as a prudential tool. However, the measure must respect the anti-
abuse requirement that they “not be more burdensome than necessary to achieve their aim” .

Concerning the settlement of dispute regarding financial services, Article 7.45, in the
same way of Article 13.20 of the CETA requires the Trade Committee, no later than six months

after the entry into force of the Agreement, to establish a list of 15 individuals with an expertise

640 NATENS, ZIMMERMANN, 0p. cit., p. 271.

841 Any measure which is applied to financial service suppliers established in a Party’s territory that are not
regulated and supervised by the financial supervisory authority of that Party would be deemed to be a prudential
measure for the purposes of this Agreement. For greater certainty, any such measure shall be taken in line with
this Article.

40 It is understood that the term “prudential reasons” may include the maintenance of the safety, soundness,
integrity of financial responsibility of individual financial service suppliers.
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or experience in financial services law or practice, that will form the arbitration panel.

Finally, Article 7.46 regulates the recognition of prudential measures: paragraph 1 deals
with the recognition of prudential measures of the other Party to the Agreement, which can be
“achieved through harmonisation or otherwise, may be based upon an agreement or
arrangement between the Parties, or may be accorded autonomously”, while paragraph 2
establishes that in case a Party recognizes a prudential measures of a third party through “an
agreement or arrangement of the type referred to in paragraph 17, it “shall afford adequate
opportunity for the other Party to negotiate its accession to such agreements or arrangements,
or to negotiate comparable ones with it, under circumstances in which there would be

equivalent regulation, oversight, implementation of such regulation (...).”

9.2. The EU-Vietnam Free Trade Agreement (EVFTA)

The European Union and Vietnam signed a Trade Agreement and an Investment
Protection Agreement on 30 June 2019 titled EU-Vietnam Free Trade Agreement (EVFTA) 642,

The EU-Vietnam trade and investment agreements are the most ambitious and
comprehensive ones that the EU has ever concluded with a middle-income country. As such,
they set a new benchmark for Europe’s engagement with emerging economies. They also
represent a great opportunity for European exporters and investors. Vietnam has a vibrant
economy of more than 90 million consumers, a growing middle class and a young, dynamic
workforce. It is a market with great potential for the EU’s agricultural, industrial and services
exports. Vietnam is also one of the fastest growing countries of the Association of Southeast
Asian Nations (ASEAN), averaging a GDP growth rate of around 6% for the past two decades
and projected to maintain this growth rate in the coming years. Trade-wise, Vietham has
climbed to become the EU’s second biggest trading partner in ASEAN after Singapore and
ahead of Malaysia, with trade in goods between the EU and Vietnam worth € 48 billion.

The FTA, on the one hand allows exporters and investors from both parties to accede
the respective markets and create new opportunities for growth and development on both sides
— for example, by making cuts in customs duties which will come into force quickly, while
protecting those sectors which are especially sensitive.

The agreement contains a prudential exception at Article 8.42543 which is similar in its

642 Free Trade Agreement between the European Union and the Socialist Republic of Viet Nam (EVFTA) available
at https://policy.trade.ec.europa.eu/eu-trade-relationships-country-and-region/countries-and-
regions/vietnam/eu-vietnam-agreement_en

8431, Nothing in this Agreement shall be construed to prevent a Party from adopting or maintaining measures for
prudential reasons, such as:
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wording to the GATS provision: a party is “not prevented” by the agreement to adopt and
maintain measures for prudential reasons, of which is provided the same non-exhaustive list of
the GATS prudential carve-out (i.e. ““(a) the protection of investors, depositors, policy-holders
or persons to whom a fiduciary duty is owed by a financial service supplier; or (b) ensuring the
integrity and stability of a Party's financial system.”)

Concerning the second condition for the application of prudential measures, the EVFTA
only provides that the measures taken for prudential reasons “[...] shall not be more
burdensome than necessary to achieve their aim”, thus not excluding the GATS requirement

of not constituting a mean to avoid the other commitments under the Agreement.

9.3. The EU - Singapore Trade and Investment Protection Agreements

The European Union and Singapore have negotiated a Free Trade Agreement and an
Investment Protection Agreement signed on 19 October 2018. The Trade Agreement®# entered
into force on 21 November 2019, while the Investment Protection Agreement will enter into
force after the ratification by all EU Member States®4°.

This agreement is a great opportunity for exporters on both sides, as it provides new
opportunities for companies and investments, for the European Union strengthening its
relationship with one of the economic powers and one of its most important partners within the
ASEAN region and, moreover, making it easier and safer to trade and invest among the two
parties of the agreements.

Concerning the prudential regulation, this trade agreement contains a prudential carve-

(a) the protection of investors, depositors, policy-holders or persons to whom a fiduciary duty is owed by a
financial service supplier; or

(b) ensuring the integrity and stability of a Party's financial system.

2. The measures referred to in paragraph 1 shall not be more burdensome than necessary to achieve their aim.
3. Nothing in this Agreement shall be construed as requiring a Party to disclose information relating to the affairs
and accounts of individual consumers or any confidential or proprietary information in the possession of public
entities.

4. Each Party shall endeavour to ensure that internationally agreed standards for regulation and supervision in
financial services and for the fight against tax evasion and avoidance are implemented and applied in its territory.
Such internationally agreed standards are, inter alia, the Core Principle for Effective Banking Supervision of the
Basel Committee, the Insurance Core Principles of the International Association of Insurance Supervisors, the
Objectives and Principles of Securities Regulation of the International Organization of Securities Commissions,
the Agreement on Exchange of Information on Tax Matters of the Organisation for Economic Cooperation and
Development, the Statement on Transparency and Exchange of Information for Tax Purposes of the G20 and the
Forty Recommendations on Money Laundering and the Nine Special recommendations on Terrorist Financing of
the Financial Action Task Force.

644 Free Trade Agreement Between the European Union and The Republic of Singapore, O.J. L 294/3, 14.11.2019
available at https://eur-lex.europa.eu/legal-content/EN/T XT/PDF/?uri=CELEX:22019A1114(01)&from=EN

645 https://policy.trade.ec.europa.eu/eu-trade-relationships-country-and-region/countries-and-
regions/singapore/eu-singapore-agreement_en
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out at Article 8.50%%. Similar to the EVFTA prudential provision, Article 8.50 of the EU-
Singapore FTA establishes that a party shall “not be prevented” to adopt and maintain measures
for prudential measures, but with the addition of the reasonableness requirement: the measures
at issue must be reasonable. As in the CETA and the EU-Korea FTA, the prudential carve-out
at issue contains the two prudential reasons listed in the GATS, i.e., “(i) protecting investors,
depositors, policy holders, or persons to whom a fiduciary duty is owed by a financial service
supplier, and (ii) ensuring the integrity and stability of the financial system” with the additional
example of “maintaining the safety, soundness, integrity, or financial responsibility of an
individual financial service supplier.”

Then, paragraph 2 of Article 8.50 of the EU-Singapore FTA establishes that the
measures taken for prudential reasons “shall”, other than not constituting ““a means of arbitrary
or unjustifiable discrimination” like in the GATS prudential carve-out, “not be more
burdensome than necessary”, mirroring the EU-Korea provision in this additional requirement.
It means that the prudential carve-out of the EU-Singapore FTA can be invoked only if the
measure at issue (1) is reasonable, (2) is not more burdensome than necessary to achieve its aim
and (3) does not constitute a means of arbitrary or unjustifiable discrimination or a disguised
restriction on trade in services.%*’

Finally, the EVFTA contains a fundamental innovation for the prudential provisions,
that we can find also in the TCA and in the CAL: the explicit reference to international standards.
In fact, paragraph 3 of Article 8.50 requires each Party to ensure the implementation of the

“Basel Committee's ‘Core Principles for Effective Banking Supervision’, the standards and

646 1. Nothing in this Agreement shall be construed to prevent a Party from adopting or maintaining reasonable
measures for prudential reasons, such as:

(a) the protection of investors, depositors, policy-holders or persons to whom a fiduciary duty is owed by a
financial service supplier;

(b) the maintenance of the safety, soundness, integrity or financial responsibility of financial service suppliers; or
(c) ensuring the integrity and stability of the Party’s financial system.

2. These measures shall not be more burdensome than necessary to achieve their aim and shall not constitute a
means of arbitrary or unjustifiable discrimination against financial service suppliers of the other Party in
comparison to its own like financial service suppliers or a disguised restriction on trade in services.

3. Nothing in this Agreement shall be construed to require a Party to disclose information relating to the affairs
and accounts of individual consumers or any confidential or proprietary information in the possession of public
entities.

4. Each Party shall make its best endeavours to ensure that the Basle Committee's “Core Principles for Effective
Banking Supervision”, the standards and principles of the International Association of Insurance Supervisors and
the International Organisation of Securities Commissions' “Objectives and Principles of Securities Regulation”
and the internationally agreed Standard for transparency and exchange of information for tax purposes as spelled
out in the 2008 OECD Model Tax Convention on Income and on Capital are implemented and applied in its
territory.

5. Subject to Article 8.6 (National Treatment) and without prejudice to other means of prudential regulation of
cross-border trade in financial services, a Party may require the registration or authorisation of cross-border
financial service suppliers of the other Party and of financial instruments.

847 NATENS, ZIMMERMANN, 0p. cit., p. 270.
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principles of the International Association of Insurance Supervisors and the International
Organisation of Securities Commissions' ‘Objectives and Principles of Securities Regulation’
and the internationally agreed Standard for transparency and exchange of information for tax

purposes as spelled out in the 2008 OECD Model Tax Convention on Income and on Capital”.

9.4. The EU — China Comprehensive Agreement on Investment (CAl)

The European Union and China have a strong trade relation, fundamental for both
economies as the EU is China’ biggest trading partner, while China is the EU’s second trading
partner after the US.%4® However, their trade relation lacks of reciprocity in market access, as
China is, according to the Organisation for Economic Co-operation and Development (OECD),
one of the most restrictive countries for foreign direct investment (FDI).54° Thus, the two parties
launched in 2013 the negotiations for the EU — China Comprehensive Agreement on
Investment,®! with the aim of better regulate trade relations between them, remedy to the lack
of reciprocity in access to the Chinese market and protect their respectively investors and
investments. The CAI should provide for a uniform legal framework for EU-China trade
relations, replacing the BITs between China and the single EU Member States. 652

The negotiations were concluded on 30 December 2020 and the ‘“agreement in
principle” was submitted for the legal scrubbing. However, do date such revision has not been
concluded yet and the agreement has still to be translated in all EU official languages and
formally submitted to the Council of the European Union for approval and to the European
Parliament for consent. The draft agreement contains a section — sub-section 3 of Section IlI
“Regulatory Framework™ devoted to Financial Services, that follows the GATS Annex on

Financial Services model. Especially, the prudential carve-out, discipled at Article 2% of the

648 European Commission website, Trade Policy, China. https://ec.europa.eu/trade/policy/countries-and-
regions/countries/china/

649 GRIEGER, EU-China Comprehensive Agreement on Investment. Levelling the playing field with China,
European Parliamentary Research Service, Briefing International Agreements in Progress, March 2021, p. 2.

850 European Parliament resolution of 9 October 2013 on the EU-China negotiations for a bilateral investment
agreement (2013/2674(RSP)), https://www.europarl.europa.eu/doceo/document/ TA-7-2013-
0411_EN.html?redirect

81 EU - China Comprehensive Agreement on Investment (CAI), Agreement in principle, 22 January 2021,
available at https://trade.ec.europa.eu/doclib/press/index.cfm?id=2237

652 GRIEGER, op. cit., p. 1.
https://www.europarl.europa.eu/RegData/etudes/BRI1E/2021/679103/EPRS_BRI(2021)679103_EN.pdf

853 1. Notwithstanding any other provision of this Agreement, a Party shall not be prevented from adopting or
maintaining measures for prudential reasons7, including for the protection of investors, depositors, policy-holders
or persons to whom a fiduciary duty is

owed by a financial service supplier, or to ensure the integrity and stability of the financial system.

2. Where such measures do not conform with the provisions of the Agreement, they shall not be used as a means
of avoiding the Party’s commitments or obligations under the Agreement.
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aforementioned sub-section 3, perfectly mirrors the GATS provision of Paragraph 2 of the
Annex, establishing in the first sentence that “[n]otwithstanding any other provision of this
Agreement” the Parties to the Agreement are not prevented “from adopting or maintaining
measures for prudential reasons, including for the protection of investors, depositors, policy-
holders or persons to whom a fiduciary duty is owed by a financial service supplier, or to ensure
the integrity and stability of the financial system.” Moreover, the second sentence of Article 2
replicates the second sentence of Paragraph 2(a) introducing the good faith obligation to not
use the prudential provision as a mean to avoid other commitments under the Agreement.

While the prudential clause itself does not deviate from the GATS model, the sub-
section on financial services of the CAl Agreement introduces two major innovations: the first
one is the explicit reference to international standards in Article 3%* on “Effective and
transparent regulation”. The provision requires each Party to apply “internationally agreed
standards for regulation and supervision and for the fight against tax evasion and avoidance
in the financial services sector” and, for completion, it presents a list of the major standards,
that exactly mirrors that contained at Article 186 of the TCA®%5: “those adopted by the G20, the
Financial Stability Board (FSB), the Basel Committee on Banking Supervision” (BCBS), in
particular its “Core Principle for Effective Banking Supervision”, the International
Association of Insurance Supervisors (IAIS), in particular its “Insurance Core Principles”, the
International Organisation of Securities Commission (IOSCO), in particular its “Objectives
and Principles of Securities Regulation”, the Financial Action Task Force (FATF) and the
Global Forum on Transparency and Exchange of Information for Tax Purposes”.

The other novelty is represented by Article 5 “Specific Exceptions”% that safeguards

public welfare initiatives, allowing the Parties to provide in their own territory services such as

3. Nothing in this Agreement shall be construed to require a Party to disclose information relating to the affairs
and accounts of individual consumers or any confidential or proprietary information in the possession of public
entities.

854 Each Party shall make its best endeavours to ensure that internationally agreed standards for regulation and
supervision and for the fight against tax evasion and avoidance in the financial services sector are implemented
and applied in its territory. Such internationally agreed standards are, inter alia, those adopted by the G20, the
Financial Stability Board (FSB), the Basel Committee on Banking Supervision” (BCBS), in particular its “Core
Principle for Effective Banking Supervision”, the International Association of Insurance Supervisors (IAIS), in
particular its “Insurance Core Principles”, the International Organisation of Securities Commission (I0SCO), in
particular its “Objectives and Principles of Securities Regulation”, the Financial Action Task Force (FATF) and
the Global Forum on Transparency and Exchange of Information for Tax Purposes.

855 See Paragraph 3, Section Il of this Chapter.

856 1. Nothing in this Agreement shall be construed to prevent a Party, including its public entities, from conducting
or providing in its territory activities or services forming part of a public retirement plan or statutory system of
social security, except when those activities may be carried out, as provided by the Party's national regulation, by
financial service suppliers in competition with public entities or private institutions.

2. Nothing in this Agreement shall be construed to prevent a Party, including its public entities, from conducting
or providing in its territory activities or services for the account or with the guarantee or using the financial
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public retirement plan or statutory system of social security, “except when those activities may
be carried out (...) by financial service suppliers in competition with public entities or private
institutions”, in order to allow the possibility of competition from private entities in the sector

the parties themselves choose.

resources of the Party, or its public entities except when those activities may be carried out, as provided by the
Party's national regulation, by financial service suppliers in competition with public entities or private institutions.
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SECTION Il — Non-western FTAS

10. The Comprehensive and Progressive Agreement for Trans-Pacific Partnership
(CPTPP)557

The Comprehensive and Progressive Agreement for Trans-Pacific Partnership
(CPTPP), also known as TPP-11, is a free trade agreement between Australia, Brunei, Canada,
Chile, Japan, Malaysia, Mexico, New Zealand, Peru, Singapore, and Vietnam, the countries
that originally signed the TTP, excluding the United States. In fact, the TPP has never been
signed due to the withdrawal of the US, thus, in May 2017 the remaining parties agreed to
revive the partnership. The final agreement has been reached in January 2018 and includes most
of the Trans-Pacific Partnership (TTP), “rescuing” to a certain degree the original TPP.

The Agreement is comprehensive, meaning that it includes various sectors, among
which trade, investment and intellectual property. It is called progressive as it is meant to go
beyond the reduction of costs for businesses and also because it collects the parties’
commitment to preserve labour and environmental standards among the Asia-Pacific area.

The financial services chapter provides a level-playing field between states parties
through a framework of general rules tailored to the unique nature of the financial sector,
including core obligations such as market access, the national treatment and the most-favoured-
nation treatment, as well as new cross-border commitments. Concerning specifically the
prudential regulation, Article 11.11%%® provides a prudential carve-out which mirrors the
structure of the prudential clause of the USMCA (Article 17.11), safeguarding the right of
CPTPP parties to take prudential measures to protect investors, depositors and policy holders
and to maintain the integrity and stability of the financial system as a whole, without violating

the relevant chapters of the Agreement®°.

7 Comprehensive and Progressive Agreement For Trans-Pacific Partnership (CPTTP) available at
https://www.dfat.gov.au/sites/default/files/tpp-11-treaty-text.pdf

858 1. Notwithstanding any other provisions of this Chapter and Agreement except for Chapter 2 (National
Treatment and Market Access for Goods), Chapter 3 (Rules of Origin and Origin Procedures), Chapter 4 (Textiles
and Apparel), Chapter 5 (Customs Administration and Trade Facilitation), Chapter 6 (Trade Remedies), Chapter
7 (Sanitary and Phytosanitary Measures) and Chapter 8 (Technical Barriers to Trade), a Party shall not be
prevented from adopting or maintaining measures for prudential reasons, including for the protection of investors,
depositors, policy holders, or persons to whom a fiduciary duty is owed by a financial institution or cross-border
financial service supplier, or to ensure the integrity and stability of the financial system. If these measures do not
conform with the provisions of this Agreement to which this exception applies, they shall not be used as a means
of avoiding the Party’s commitments or obligations under those provisions.

659 https://international.gc.ca/trade-commerce/trade-agreements-accords-commerciaux/agr-acc/cptpp-
ptpgp/chapter_summaries-sommaires_chapitres.aspx?lang=eng
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11. The Association of South East Asian Nations (ASEAN)

The Association of the South-East Asian Nations (ASEAN) begun in 1967 as a political
organization meant to avoid the threat of insurgencies during war period. When the war of
Vietnam was over in 1970 and the Cambodian one in 1980s, the attention shifted towards
regional political and economic integration, through initiatives such as the ASEAN Free Trade
Area (AFTA), the ASEAN Economic Community (AEC), the ASEAN Political-Security
Community and the ASEAN Socio-Cultural Community. 60

ASEAN today has become a key element of the fast-changing economic environment
that characterized Asia-Pacific region and it is committed to boost international investment
within its region, attracting and supporting investors. For this reason, the association has
concluded several trade and investment agreements with other Asian countries: the ASEAN-
Australia-New Zealand (AANZFTA); the ASEAN-China Free Trade Agreements; the
ASEAN-India Free Trade Area; the ASEAN — Japan Free Trade Area; the ASEAN-Republic
of Korea Free Trade Area and the ASEAN — Hong Kong, China Free Trade Area.

Among the mentioned agreement only the ones concluded respectively with Australia
and New Zealand (AANZFTA), on the one hand, and Korea on the other one, contain a

prudential clause.

11.1. The ASEAN-Australia-New Zealand (AANZFTA) and the ASEAN-Republic

of Korea Free Trade Area

The ASEAN-Australia-New Zealand (AANZFTA)®! disciplines its prudential

regulation at Article 3%2, presenting a provision in line with the GATS Annex on Financial

860 A recent study suggested that large Asian economies, in terms of real GDP, near balanced trade, and divergent
regulatory frameworks are more likely to negotiate services agreements with each other. See SAUVE, SINGHAL,
Why do Countries Enter into Preferential Agreements on Trade in Services? Assessing the Potential for Negotiated
Regulatory Convergence in Asian Services Markets, Asian Development Review, Vol. 33 No. 1, 2016, p. 69.

861 Agreement Establishing the Asean-Australia- New Zealand Free Trade Area (AANZFTA), 27 February 2009,
available at https://aanzfta.asean.org/agreement-establishing-the-aanzfta

862 1. Notwithstanding any other provision of this Agreement, a Party shall not be prevented from taking measures
for prudential reasons, including for the protection of investors, depositors, policy holders or persons to whom a
fiduciary duty is owed by a financial service supplier, or to ensure the integrity and stability of the financial system
or to ensure the stability of the exchange ratel subject to the following:

(a) where such measures do not conform with the provisions of this Agreement, they shall not be used as a means
of avoiding the Party’s commitments or obligations under this Agreement;

(b) for measures to ensure the stability of the exchange rate such measures shall be no more than necessary and
phased out when conditions no longer justify their institution or maintenance; and

(c) for measures to ensure the stability of the exchange rate such measures shall be applied on a most-favoured-
nation basis.

2. Nothing in this Agreement shall be construed to require a Party to disclose information relating to the affairs
and accounts of individual customers or any confidential or proprietary information in the possession of public
entities.
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Services. The first part of the provision allows the parties to take measures for prudential
reasons (they are “not prevented from taking measures for prudential reasons ), extending the
GATS non-exhaustive list of prudential measures (i.e. (i) the protection of investors, depositors
and policy holders and (ii) the integrity and stability of the financial system) to a third category:
“to ensure the stability of the exchange rate”. However, while for the first two categories, it is
exclusively required that they are not used to avoid other commitments or obligations under the
Agreement, mirroring the GATS provision, with regard to the third category the measures must
be necessary to achieve their aim and, moreover, they can’t be implemented to protect a specific
sector.

The prudential carve-out in ASEAN-Korea is contained at Article 2 of its Annex on
Financial Services, that mirrors the provision of the AANZFTA, adding the objective of
ensuring the stability of exchange rate and including to prevent speculative capital flows.
Moreover, the provision adds extra requirements, as in order to adopt for prudential reasons
concerning the exchange rate, such measures shall not only be no more than necessary, but also
“phased out within one year or when conditions no longer justify their institution or

maintenance”.

12. The Regional Comprehensive Economic Partnership (RCEP)

The Regional Comprehensive Economic Partnership (RCEP)% is a free trade
agreement concluded between the 10 ASEAN Member States (Brunei, Cambodia, Indonesia,
Laos, Malaysia, Myanmar, Philippines, Singapore, Thailand, and Vietnam) and 5 states in the
Asia-Pacific (China, New Zealand, Australia, Japan, South Korea).

During the 19th ASEAN Summit, held in Bali from the 14 to the 19 November 2011, it
was launched the idea of an economic partnership to incentive and liberalize trade and
investments in the ASEAN and Asia-Pacific region, including at the end of the negotiations 15
countries that to date account for about 30% of the world's population (around 2.2 billion
people) and 30% of global GDP ($26.2 trillion) as of 2020, making it the biggest trade bloc in
history. The negotiations officially started during the 21 ASEAN Summit held in in Phnom
Penh (Cambodia), between the 18 and the 20 November 2012 and, after long rounds of
negotiations, the parties finally reached an agreement that was signed on 15 November 2020.

The RCEP entered into force on 1 January 2022, even if at the time only ten countries had

663 Regional Comprehensive Economic Partnership Agreement (RCEP), available at https:/rcepsec.org/legal-
text/#
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already ratified the agreement.®%4 Later, on 1 February 2022 it took effect for the Republic of
Korea and on 18 March 2022 for Malaysia.

The proposal of an FTA among Asian countries had a great significance for China, that
wanted to counter the United States that, on its part, had excluded China from the TPP and to
create an integrated market to facilitate trade and make it easier for products and services to be
available across this “region”. The agreement can be considered a “geopolitical win for the
participating countries”®®, as this economic cooperation will definitely create important
advantages for the region, both from an economic and political point of view. On the one hand,
the 15 Members have the chance to strengthen their economic power and relationship; on the
other one, the agreement brings together traditionally antagonistic countries, such as China,
Japan and South Korea, especially contrasting the US attempt to isolate China.

The agreement contains 20 chapters, covering from trade in goods to trade in services
and digital trade, rules of origin, sanitary and phytosanitary measures, technical standards,
investment, intellectual property, to cite few of the major topics, but it does not include any
provision on the environment and labour protection.®6®

Concerning specifically the financial services sector, the RCEP devotes its Annex 8A
to Chapter 8 to the trade in services and introduces a prudential carve-out at Article 4%7 of the
aforementioned Annex. The provision mirrors Paragraph 2 of the GATS Annex on Financial
Services, however, the second sentence of the clause, requiring the parties to not use the clause
as a mean to avoid other commitments under the Agreement, is complemented by Article 856,
which specifies that the Annex must not prevent a Party from implementing national regulation,

“including those relating to the prevention of deceptive and fraudulent practices or to deal with

664 Australia, Brunei, Cambodia, China, Indonesia, Japan, South Korea, Laos, Malaysia, New Zealand, Philippines,
Singapore, Thailand, Vietnam.

%65 Eyropean Parliament, Short overview of the Regional Comprehensive Economic Partnership (RCEP), Briefing
Policy Department for External Relations, Directorate General for External Policies of the Union, February 2021,
p. 12.

866 ESTRADES, MALISZEWSKA, OSORIO-RODARTE, SEARA E PEREIRA, Estimating the Economic and Distributional
Impacts of the Regional Comprehensive Economic Partnership, Policy Research Working Paper, World Bank
Group, February 2022, p. 4.

87 Notwithstanding any other provision of this Agreement, a Party shall not be prevented from adopting or
maintaining measures for prudential reasons,3 including for the protection of investors, depositors, policy-
holders, or persons to whom a fiduciary duty is owed by a financial service supplier, or to ensure the integrity and
stability of the financial system. Where such measures do not conform with the provisions of this Agreement, they
shall not be used as a means of avoiding the Party’s commitments or obligations under this Agreement.

868 For greater certainty, nothing in this Annex shall be construed to prevent a Party from adopting or enforcing
measures necessary to secure compliance with laws or regulations that are not inconsistent with this Annex,
including those relating to the prevention of deceptive and fraudulent practices or to deal with the effects of a
default on financial services contracts, subject to the requirement that such measures are not applied in a manner
which would constitute a means of arbitrary or unjustifiable discrimination between Parties or between Parties
and non- Parties where like conditions prevail, or a disguised restriction on investment in financial institutions or
trade in financial services.
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the effects of a default on financial services contracts”, provided two conditions are verifiable:
1) such measures are not inconsistent with the Annex itself and 2) they “are not applied in a
manner which would constitute a means of arbitrary or unjustifiable discrimination” or “a

disguised restriction on investment in financial institutions or trade in financial services.”

13. Some conclusions on the financial and prudential regulation in the FTAs: a new

opportunity or a threat for the multilateral system?

The international trade agreements are conquering a central role for the regulation of
financial services, especially after the vacuum left by the failure of the Doha Rounds.

The economic cycle is characterized by periodical expansions and contractions of the
markets to which governments respond, adjusting their regulatory and financial systems,
implementing domestic financial programs and international regulatory tools. In fact, since the
establishment of the WTO, financial markets have had a complex history, hit by recurrent
market shocks: just two years after the entry into force of the Marrakesh Agreement, the world
had to face the Asian financial crisis of 1997, then, at the beginning of the 21st century, the
2007-2008 crisis, which has been the worst economic crisis the world has experienced since
1929 and, finally, the Covid-19 pandemic at the beginning of 2020, that had a huge impact on
the financial services sector, especially accelerating the trend towards FinTech and digital
financial services, with possible negative financial stability implications due to the complexity
and opacity of these types of activities.56°

These financial crises have underlined the need for a (macro)prudential regulation,
based on common standards and measures and capable of guarantee a sound regulatory
framework for the financial market. But, at the same time, governments maintain — and want to
maintain — a certain degree of freedom and autonomy in this field: domestic regulation and
national protectionism, in fact, still plays a central role in prudential regulation and the level of
cooperation depends on the choices of national legislators. Thus, the issue to be addressed is
that of finding a way to combine strict regulatory provisions, cooperation at the international
level in the field of financial services and liberalization of the markets.

One way out could be precisely the conclusion of new generation of Free Trade
Agreements which started to be negotiated in the aftermath of the probably most severe

financial crisis after the ‘29 crisis, with the main difference that the modern interconnected

669 See Financial Stability Board, Fintech And Market Structure in the COVID-19 Pandemic. Implications for
Financial Stability, 21 March 2022, available at https://www.fsh.org/wp-content/uploads/P210322.pdf
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financial global system made it easier for the crisis to spread its consequences worldwide in
comparison with the former.

For this reason, they are drafted in a more complex and comprehensive way than
traditional RTAs, including ad hoc chapters to discipline investment, trade in services,
sustainable development and environmental issues, among the others. The majority of these
new trade agreements, moreover, dedicates an ad hoc chapter to the financial services and
include a prudential provision. The majority of the RTAs selected — with the exception of the
NAFTA and, to some extent, of the USMCA and the CETA - follows the GATS model, but
with a latest trend to enhance the drafting of the prudential carve-out to better pursue the
prudential aim and progressively reduce the level of uncertainty of the existing text of
prudential carve-outs.

The shift of the major economies from multilateral negotiations to the FTAsS, raised the
issue of overlap among the disciplines and regulations: indeed, FTAs can regulate trade in
financial services among two or more parties and, consequently, they can integrate the
respective WTO discipline with complementary provisions or can introduce new obligations
that could result incompatible with the pre-existing WTO commitments.

Nowadays, the official position of the WTO is that FTAs are legitimate within the
Marrakesh system and should be used to promote the liberalization of trade at global level®7°
and to influence the multilateral agenda positively.6”* However, they remain complementary to
the multilateral trading system as clearly stated in the Nairobi Declaration 0f 2015: “We
reaffirm the need to ensure that Regional Trade Agreements (RTAs) remain complementary to,
not a substitute for, the multilateral trading system. In this regard, we instruct the Committee
on Regional Trade Agreements (CRTA) to discuss the systemic implications of RTAs for the
multilateral trading system and their relationship with WTO rules. With a view to enhancing
transparency in, and understanding of, RTAs and their effects, we agree to work towards the
transformation of the current provisional Transparency Mechanism into a permanent
mechanism in accordance with the General Council Decision of 14 December 2006, without
prejudice to questions related to notification requirements.”®’> Many FTAs provisions, in fact,
are more ambitious than those in the WTO, but their role has to be define yet: on the one hand,

they could have an “harmonization role”®"3, especially by forging new regulatory approaches

670 |_ESTER, MERCURIO, DAVIES, op. cit., p. 333.

671 LESTER, MERCURIO, DAVIES, op. cit., p. 334.

672 \WTO, Nairobi Declaration and Decisions, WT/MIN(15)/DEC, 21 December 2015, para. 28.
673 OECD, Regionalism and the Multilateral Trading System, 2003, p. 13-17.
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that could be adopted in future by the WTO itselfé’4; on the other one, FTAs are a source of
“divergence” at international level, because their content can vary from an FTA to another. And
the fact that regulation can differ from country to country can damaged “the feasibility of trade
[and] the welfare impacts of trade liberalization”.67

Actually, the majority of FTAs inspired its financial services provisions to the GATS, 67
so that do date the chances of contrasting disciplines are unlikely, however, if States keep
following the path of plurilateral negotiations, it could become a problem in the future.

In fact, the most recent trend among the FTAs is that of going beyond GATS
commitments, even for the financial services sector®’’: a first example is represented by the
CETA, that introduces unprecedented novelties, such as the rules for the establishment of the
board of directors of financial institutions®”® or the dispute settlement mechanism to solve the
Investor-State disputes®’®. Secondly, but not less important, some of the latest FTAs started to
make explicit reference to international standards: the TCA, the CAIl and the EU-Singapore
FTA establishes that the parties to the agreement shall implement, as far as possible,
internationally agreed standards in the financial services sector. In fact, the FTAs are not the
only competitors to the WTO: a growing number of international bodies and entities (the so-
called standard setting bodies®®) deals with financial regulation, establishing standards that,
even if qualified as soft law, could represent a main driver for reform in the financial services
sector, supporting — and even affecting — the WTO discipline on the matter.

How and to what extent those standards interact with legally binding norms of
international economic law, meaning the WTO regime and the preferential trade agreements is
not easy to define. To date, the only way through which international standards can enter the

WTO system is the interpretative action of the WTO judiciary bodies. However, the block of

674 LAMPRECHT, MIROUDOT, The Value of Market Access and National Treatment Commitments in Services Trade
Agreements, OECD Trade Policy Papers no. 213, 2018, p. 19.

675 FRANCOIS, HOEKMAN, Services trade and policy, Journal of Economic Literature, 2010, Vol. 48 No. 3, p. 653.
676 ARAUJO, Regulating Services Trade Agreements: A Comparative Analysis of Regulatory Disciplines Included
in EU and US Free Trade Agreements, Trade Law and Development, 6(2), 2014, p. 406-407.

77 HoEKMAN, MATTOO, Liberalizing Trade in Services: Lessons from Regional and WTO Negotiations, EUI
Working Papers, No. 34, 2013, p. 4. See also GARI, Recent Preferential Trade Agreements’ Disciplines for
Tackling Regulatory Divergence in Services: How Far beyond GATS?, World Trade Review, 2020, 19, p. 2; Roy,
MARCHETTI, LIM, Services Liberalization in the New Generation of Preferential Trade Agreements: How Much
Further than the GATS?, World Trade Review, 6(2), 2007, pp. 1455-93; MARCHETTI, ROY, Services Liberalization
in the WTO and in PTAs, in MARCHETTI, ROy (eds.), Opening Markets for Trade in Services: Countries and
Sectors in Bilateral and WTO Negotiations, Cambridge University Press, 2008, pp. 61-112; FINK, JANSEN,
Services provisions in regional trade agreements: stumbling or building blocks for multilateral liberalization? in
BALDWIN, Low (eds.), Multilateralizing Regionalism, Cambridge University Press, 2009.

678 CETA, Article 8.

679 CETA, Article 10.

680 Examples are the Basel Committee on Banking Supervision (BCBS), the International Organization of
Securities Commission (I0SCO), the International Association of Insurance Supervisors (IAIS), the Financial
Stability Board (FSB).

219



the Appellate Body on the one hand, and the fact that financial services provisions have rarely
been challenged before the WTO on the other one, makes this outcome difficult to reach within
a short timeframe. Moreover, we saw that the only WTO dispute in which the interpretation
and application of the prudential carve-out has been addressed - Argentina-Financial Services
case - did not shed any light on the issue.

On the other hand, the most recent Mega-Regionals are taking a path opposite to that of
the WTO, including for the first time an explicit reference to the international standards,
requiring the parties to the agreements to take them into account when dealing with their
prudential regulation. This is a powerful signal of the increasingly prominent role of standards
in the prudential regulatory panorama and the need for their more active inclusion to allow for
greater harmonisation at international level. Progress has been made but the process is very far
from being finished: after the 2008 crisis, governments are aware of the need for an adequate
international cooperation in the field of trade in services, yet they are reluctant to give up their
sovereignty when it comes to prudential rules to undertake in the financial market.

Thus, two main challenges appear for the future: first, to elaborate a common
international approach to prudential regulation, which are still determined first and foremost by
domestic authorities protecting national interests in contrast with the international financial
services system; and, second, to determine the role that FTAs and international standards could
play within the international scenario of trade in services.

The fear is that States pursuing these new legal instruments will lose interest in the
multilateral agenda. It has to be seen how plurilateral negotiations and standardization could
evolve together with the WTO system. Thus, the next and final Chapter is devoted to the
analysis of the main international standards and their role within national and international trade

policies.
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Chapter 6. The International Financial Standards: Financial and Banking Regulation

between Soft Law and the Need for Harmonization at International Level
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1. Introduction

Chapter Six examines the framework of international standards concerning financial
service and prudential regulation. In the last decades, a growing number of international bodies
and entities (called “standard setting bodies™) have started dealing with financial regulation,
establishing standards that, even if qualified as soft law, could represent a main driver for
reform in the financial services sector. This Chapter will present first the general framework of
international standards, questioning their nature of “soft law” and the way they interact with
binding international “hard law”. Then, we will analyze, one by one, the standard-setting bodies
chosen for the aim of this research, starting from those considered as “political” bodies, i.e. the
G20 and the Financial Stability Board (FSB), and then moving to the technical bodies that
develop in concrete the standards implemented at the international level — i.e. the Basel
Committee on Banking Supervision, the International Organization of Securities Commissions
(I0SCO), the International Association of Insurance Supervisors (IAIS) and the Financial
Action Taskforce (FATF).

In fact, the standard-setting bodies selected are those that could be labelled as the “most
important” within the international scenario, because they have the major participation rates
from states and other international organization fundamental for the global economy — such as
the World Bank or the International Monetary Fund — and/or because they set the standards
implemented by the majority of regulators across the globe, in some cases even if the national
state is not Member of the body setting the standard.
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2. The relevance of soft law standards for the prudential approach

After the entry into force of the GATS, WTO Members took different views on the
scope of the prudential carve-out. During the meetings held by the Council for Trade
Communities and the Council for Trade in Services at the beginning of 2000s, the European
Union proposed the use of international standards from standard setting bodies such as the Basel
Committee, the International Organization of Securities Commissions (IOSCO) and the
International Association of Insurance Supervisors (IAIS) to supplement the notion of
prudential regulation.®®! On the other hand, however, there were Members reluctant to accept
them as a guide for their prudential regulation, as they were not part of the standard-setting
process®?. Especially, “[m]embers such as Malaysia have strongly opposed the use of
standards that ‘were voluntary by nature’ to be applied for the interpretation of the prudential
carve-out.58 Thus, the discussion on the definition or interpretation of the prudential carve-out
has been repeatedly avoided by members, and instead the imperativeness of strengthened
transparency of the prudential measures is being emphasized”.%8* Academics have argued that
prudential regulation should be interpreted within the context of a broader international
framework of banking supervision that has been established by various International Financial
Institutions (IFIs), including the standard setting bodies and the International Monetary Fund. 58
In fact, because domestic prudential regulation is constantly and increasingly influenced by
international standard setting bodies, the WTO and its dispute settlement should make reference
to the prudential standards which are adopted by international financial standard setters, such
as the Basel Committee on Banking Supervisions to determine the content and substantive
requirements of prudential regulation under the GATS.58

In the case Argentina — Financial Services, the Appellate Body did not analyse the
interaction between WTO rules and international standards: specifically, Argentina adopted the
measures at issue in the dispute on the basis of international good practices and guidelines to
combat tax evasion, corruption and money laundering, distinguishing countries in cooperative

and non-cooperative ones. Argentina tried to justify its national law according to the prudential

881 Council for Trade Communities, Special Session, Communication from the European Communities and Their
Member States, GATS 2000: Financial Services (S/CSS/W/39), 22 December 2000, para. 20.

682 Basel Committee is a group of G10 financial regulators. There are regional supervisors' fora that discuss the
Basel Committee findings. The participants of IOSCO and IAIS are more global, making their consensus building
more time consuming than the Basel Committee.

83 Council for Trade in Services, Special Session, 'Report of the Meeting Held on 3-6 December 2001’
(S/ICSS/M/13, 26 February 2002) para. 275.

884 |bid. paras 267-72. Japan, Australia, EU, Norway, Korea and the US.

885 AL EXANDER, The Gats and Financial Services: Liberalisation and Regulation Inglobal Financial Markets, in
ALEXANDER, ANDENAS (eds.), The World Trade Organization and Trade in Services, Brill, Leiden, 2008, p. 588.
886 ALEXANDER, op. Cit., p. 588.
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carve-out of Paragraph 2 of the GATS Annex on Financial Services, but the defence was
rejected because it was not demonstrated that the measures were taken for prudential reasons
and the criteria according to which countries were qualified as cooperative or non-cooperative
was not clear. It was a missed opportunity for the Appellate Body to address the issue of the
role of international standards in the decision-making process of the Argentinian law and their
legal value at the international level.

The WTO jurisprudence had, however, addressed in the past issues concerning the role
of international standards and their interaction with WTO law and domestic regulation.
Specifically, the WTO explicitly referred to international standards in two agreements: the
Sanitary and Phytosanitary Measures agreement (SPS) and the Technical Barriers to Trade
agreement (TBT.)

The SPS Agreement entered into force on 1 January 1995 and concerns the application
of food safety and animal and plant health regulations. At its Article 3, paragraph 1, the
Agreement establishes that “to harmonize sanitary and phytosanitary measures on as wide a
basis as possible, Members shall base their sanitary or phytosanitary measures on
international standards, guidelines or recommendations, where they exist, except as otherwise
provided for in this Agreement, and in particular in paragraph 3”. Moreover, paragraph 2 states
that “Sanitary or phytosanitary measures which conform to international standards, guidelines
or recommendations shall be deemed to be necessary to protect human, animal or plant life or
health, and presumed to be consistent with the relevant provisions of this Agreement and of
GATT 1994.”. This provision essentially states that a SPS measure adopted according to
international standards on the matter shall be considered as compliant to the WTO law: is a sort
of presumption of compliance in the specific situation established by the provision. Finally,
Paragraph 3 allows Members to adopt “sanitary or phytosanitary measures which result in a
higher level of sanitary or phytosanitary protection than would be achieved by measures based
on the relevant international standards, guidelines or recommendations, if there is a scientific
justification”, but its second sentence limits WTO members’ freedom to adopt measures “which
result in a level of sanitary or phytosanitary protection different from that which would be
achieved by measures based on international standards” to those not inconsistent with the other
provisions of the SPS Agreement.

The purpose of Article 3 has been identified by the Appellate Body in EC — Hormones®®’

in the harmonization of the SPS measures, “to prevent the use of such measures for arbitrary

87 Appellate Body Report, European Communities — Measures Concerning Meat and Meat Products (EC —
Hormones), WT/DS26/AB/R, adopted 13 February 1998.
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or unjustifiable discrimination between Members or as a disguised restriction on international
trade, without preventing Members from adopting or enforcing measures which are both
‘necessary to protect’ human life or health and 'based on scientific principles', and without
requiring them to change their appropriate level of protection®, Concerning the content of
the provision, in the same dispute the Appellate Body determined that the term “based on” is
less strict than “conform to” (thus rejecting the Panel finding that equated the two expressions),
as it cannot be assumed that within through provision “sovereign states intended to impose upon
themselves the more onerous, rather than the less burdensome, obligation by mandating
conformity or compliance with such standards, guidelines and recommendations”.%8® And with
respect to the phrase " Members shall base their sanitary or phytosanitary measures on
international standards, guidelines or recommendations, where they exist”, the Panel in EC —
Hormones interpreted it in the sense that it has only to be verified whether international
standards on the matter at issue exist.5% Moreover, the Appellate Body clarified the relationship
between Articles 3.1, 3.2 and 3.3 of the SPS Agreement identifying in them three different level
of compliance to international standards: partial conformity of Article 3.1; full conformity of
Article 3.2 and not conformity — but pursuing higher protection — of Article 3.3.%%!

The TBT Agreement, instead, deals with technical regulations, standards and
conformity assessment procedures, ensuring they are non-discriminatory, nor they pose
unnecessary obstacles to trade, and in a similar fashion to the SPS Agreement, directly refers
to international standards. Specifically, Article 2 of the TBT requires Members to “ensure that
in respect of technical regulations, products imported from the territory of any Member shall
be accorded treatment no less favourable than that accorded to like products of national origin
and to like products originating in any other country” (Paragraph 1) and that such technical
regulations do not create “unnecessary obstacles to international trade” (Paragraph 2).
Moreover, Paragraph 4 establishes that “where technical regulations are required and relevant
international standards exist or their completion is imminent, Members shall use them, or the
relevant parts of them, as a basis for their technical regulations except when such international
standards or relevant parts would be an ineffective or inappropriate means for the fulfilment
of the legitimate objectives pursued, for instance because of fundamental climatic or

geographical factors or fundamental technological problems”.

688 Appellate Body Report, EC — Hormones, para. 177.
889 Appellate Body Report, EC — Hormones, para. 165.
8% pPanel Reports, EC — Hormones (Canada), para. 8.72; and EC — Hormones (US), para. 8.69.
891 Appellate Body Report, EC — Hormones, para. 189.
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Article 2 of the TBT has been interpreted similarly to Article 3 SPS: international
standards shall be taken into account by States in the policy-making process and in case a
national law is based on such international standard there is a presumption of conformity to the
WTO legal system. And this is the more general taken-home lesson that emerges from these
two WTO Agreements. However, the financial services framework differs from the one of the
aforementioned agreements: in fact, while the TBT and SPS agreements directly refer to
international standards and invite WTO Members to comply with them, the GATS makes no
mention of financial international standards. And an explanation can be found in the fact that,
in comparison with other sectors®®?, the financial one suffers more from the poor transparency
and representation of the decision-making process. Thus, international financial standards are
soft law instruments to which no compliance is required to WTO Members and that difficulty
could withstand a challenge in a dispute settlement proceeding. Panels might use internationally
accepted standards as a benchmark for determining whether a Member’s national law has
indeed been taken for prudential reasons and, more in general, that Members comply with
prudential requirements for the regulation and supervision of financial institutions.

Prudential regulation has no unique definition worldwide and national authorities can
implement broad regulatory frameworks to protect domestic economies, but with possible
negative impacts for the free trade on financial services and the efficiency of the system as a
whole. International financial standards could provide for adequate criteria of accountability
and legitimacy for national regulators, however this objective requires a process of
harmonisation of the international financial framework to make it more transparent and

inclusive.

3. The regulation of international standards: “political commitments that are not

law, but can lead to law”

In the last decades international standards for prudential regulation and more in general
for international finance proliferated before the increasing difficulties in coordinating domestic

regulation and international financial operations.5%® International trade in financial services, just

892 For example, for the food sector the SPS and the TBT relies on standards established the Codex Alimentarius
Commission, which presents a stable structure and works with the FAO, the UN and the WHO, allowing
membership to all Members of the aforementioned organizations, but also to non-Members through a specific
procedure, thus appearing more inclusive and transparent in the decision-making procedure.

698 GKouTzINIS, How Far is Basel From Geneva? International Regulatory Convergence and the Elimination of
Barriers to International Financial Integration, in ALEXANDER, ANDENAS (eds.), The World Trade Organization
and Trade in Services, Brill, Leiden, 2008, p. 635.
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as trade in goods and trade in services other than financial one, is inevitably affected by
domestic regulation and practices, especially eventual trade barriers that could be implemented
and differ from State to State.

In the previous chapters we saw that WTO Members agreed on progressively liberalize
trade by reducing or eliminating trade barriers among them. However, for the financial services
the situation is different because the prudential carve-out of the GATS Annex on Financial
Services allows Members to deviate from their obligations and commitments for prudential
reasons. This means that States can implement measures that, in theory, are inconsistent with
their non-trade barriers obligations, but that, in practice, they can justify as measures that
protect, for example, their economy, or their financial system, or the consumers, or any other
reason focused on financial safety and stability, which is qualified as prudential according to
Paragraph 2(a) of the Annex.

The first problem with the international standards is their nature of “soft law”®%. For
international law, soft law includes international acts that are not legally binding rules, in the
sense that their non-observance does not generate international responsibility of the offending
party, but which, nevertheless, may contribute to the development of law and cooperation in
the international community.5%

And in fact, standard-setting bodies lack the power to impose legal obligations on States
and their standards are established outside of any international legal source. Thus, they are not
binding, but States voluntarily choose to implement them or to adequate to them their domestic
regulation. Before going into an in-depth analysis of the major international standards
regulation, it is necessary to understand what it means to be soft law — against the hard law.

According to legal positivism, the main difference lays in the binding (hard law) or non-

69 For the soft law, see ABBOTT, SNIDAL, Hard Law and Soft Law in International Governance, in International
Organization, 2000, pp. 421-456; BOTHE, Legal and Non-Legal Norms - A Meaningful Distinction in International
Relations?, in NYIL, 1980, pp. 65-95; BoYLE, Some Reflections on the Relationship of Treaties and Soft Law, in
ICLQ, 1999, pp. 901-913; CHINKIN, The Challenge of Soft Law: Development and Change in International Law,
in ICLQ, 1989, 850-866; CULOT, Soft Law et droit de I’OMC, in RIDE, 2005, pp. 251-289; Dupuy, Soft Law and
the International Law of the Environment, in Michigan JIL, 1991, pp. 420-435; FRANCIONI, International Soft
Law: A Contemporary Assessment, in LOWE, FITZMAURICE (eds.), Fifty Years of the International Court of Justice
- Essays in Honour of Sir Robert Jennings, CUP, Cambridge, 1996, pp. 167-178; HOLLGENBERG, A Fresh Look at
Soft Law, in EJIL, 1999, pp. 499-515; LipsoN, Why Are Some International Agreements Informal?, in International
Organization, 1991, pp. 495-538; SCHACHTER, The Twilight Existence of Nonbinding International Agreements,
in AJIL, 1977, pp. 296-304; SHELTON (ed.), Commitment and Compliance: The Role of Non-Binding Norms in the
International Legal System, OUP, Oxford, 2000; TANzI, Introduzione al diritto internazionale contemporaneo,
Cedam, Padova, 2021, pp. 162 ss.; THIERRY, L’évolution du droit international - Cours general de droit
international public, in RCADI,1990, vol. 222, pp. 70-76; WEIL, Vers une normativité relative en droit
international?, in RGDIP, 1982, pp. 5-47; THURER, Soft Law, in Encyclopedia of Public International Law, vol.
4, pp. 452-460.

8% BARONCINI, Il Treaty Making Power della Commissione Europea, Studi di Diritto dell’Unione Europea, Napoli,
2008, p. 64.
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binding (soft law) nature of the legal instruments. However, such a definition may sound
simplistic and redundant as soft law is by definition non-binding. Moreover, hard law has been
defined as “a regime relying primarily on the authority and power of the state in the
construction, operation and implementation of arrangements at international, national or
subnational level®%, thus focusing on the source of the legal instrument at issue. Soft law, in
contrast, have been considered to rely also on non-governmental actors in the construction,
operation and implementation of arrangements and lacks of the authoritative power of the
state®%’, even if States and inter-governmental organizations too make systemic use of the soft
law.

The term “soft law” was invented by Lord McNair to describe “instruments with extra-
legal binding effect”®%®, but today it is used to define instruments such as principles,
declarations, resolutions and standards that apply to international relations — and that have a
legal relevance to same extent -, even if they are not codified among the sources of international
law, according to Article 38 of the ICJ Statute and thus are not legally binding. Soft law
instruments are “political commitments that are not law, but can lead to law”%, In fact, the
process of setting international standards comes from informal arrangements’®, however, “a
basic form of procedural governance”™ has been established for the definition,
implementation and monitoring of the standards.

A precise and unique definition of the legal concept of soft law remains difficult to
achieve because it gathers those rules, lato sensu, developed by different subjects of
international law which are not legally binding but still have a legal relevance. And this is the
main problem surrounding the international standards we are going to analyze: within
international economic law, international organizations and institutions have progressively
elaborated principles and standards, especially to regulate the financial system and guarantee
the market stability. Members to these organizations — and even non-members — implement the
aforementioned standards, on voluntarily basis. However, the same standard-setting bodies
increasingly devise supervision procedures to evaluate the level of compliance to their
standards and, sometimes, (as we will see in the case of FATF), even to sanction the lack of

cooperation.

6% KIRTON, TREIBILCOCK, Hard Choices, Soft Law, Routledge, London/New York, 2016, p. 9.
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4. The main international standard-setting bodies

International cooperation on financial regulation started in the last decades of the XX
century, with the aim of promoting financial stability through the creation of a system based on
the creation of common principles and, specifically: “(1) the development of an international
consensus on the key elements of a sound financial and regulatory system by representatives of
the relevant economies; (2) the formulation of sound principles and practices by international
groupings of technocratic authorities with relevant expertise and experience, known to
international relations theorists as ‘policy networks’; (3) the use of market discipline and
market access channels to provide incentives for the adoption of sound supervisory systems,
better corporate governance and other key elements of a robust financial system; and (4) the
promotion by multilateral institutions such as the IMF of the adoption and implementation of
sound principles and practices”.”%?

The process has gone through several steps: first of all, the establishing of such standard-
setting bodies, then the concrete operation of establishing the international standards and,
finally their implementation and the monitoring and the evaluation of their outcome.

It started with the establishment of the Basel Committee on Banking Supervision in
1974, but developed especially in the ‘90s, when the then FSF (now FSB) was created and the
major institutions, as the IMF and the WB engage themselves in standard-setting. %

The international standard-setting bodies can be distinguished into two main categories:
coordinating or political bodies and technical or specialized bodies. The first category is
represented especially by the Group of 20 (G-20) and the Financial Stability Board (FSB), in
which political leaders discuss and set up the main financial objectives; the latter includes,
among others,

the Basel Committee on Banking Supervision (BCBS), the International Association of
Insurance Supervisors (IAIS) and the International Organization of Securities Commissions

(10SCO0), that provide for the specific standards implemented at the international level.

4.1. The Group of Twenty (G20)

The Group of Twenty (G20) is the main political body for international economic

702 \WWARNER, TAYLOR, The Global Financial Crisis and The Financial Stability Board: Hardening The Soft Law
of International Financial Regulation?, UNSW Law Journal, VVol. 32(2), 2009, p. 491-492.
703 WARNER, TAYLOR, 0p. Cit.., p. 493.
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cooperation, led by heads of States, finance ministers and bank governors.”® Nineteen States’®
plus the European Union participate to the G20, representing around the eighty per cent of the
world’s economic output, two-thirds of global population and three-quarters of international
trade. The G20 was established in 1999 after the Asian crisis at the G7 Finance Ministers'
meeting on 26 September 1999, as it was considered that the G77% was too small and excluded
emerging economies necessary to address and solve international economic issues.

In the first decade of its activity, the G20 kept a low profile within the international
standard-setting process. It was only after the 2007-08 financial crisis that the G20 emerged as
a leading forum for the reform of the financial system: in the three meetings following the
outbreak of the crisis (Washington in 2008 and London and Pittsburgh in 2009), the leaders of
the G-20 acknowledged their will to take whatever action it was necessary to guarantee a more
stable international financial system in the future’®’. In particular, after the Pittsburgh summit
held in September 20097%, they released an official statement in which, among other things,
they agreed to focus on sound and effective requirements for capital and liquidity (already put
in place by the Basel Committee). Furthermore, they agreed “to reform the global architecture
to meet the needs of the 21st century”’® and, in order to do so, they established the Financial
Stability Board, recognizing that its effort to monitor progress are essential to the full and
consistent implementation of needed reforms.

Today, the mission of the G20 is to promote the international dialogue on economic
issues and strengthen the functioning of the international financial architecture, mainly through
improving the financial regulatory system based on financial standards agreed upon at the
international level. However, the body does not have a stable structure, as it changes with the
country that holds the presidency, neither a stable voting system because it was created as a
discussion forum on international financial regulation for world leaders. Now the Group meets
around four or five time per year and allows non-G20 members, in a maximum of five per
meeting, to participate in order to take into account also their position and needs on fundamental
international economic issues. The meetings can be held in the form of summits, ministerial

conferences or working group conferences: the summits gather the heads of States and the

794 HAINAL, The G20: Evolution, Interrelationships, Documentation, Global finance series, Ashgate, Farnham;
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finance ministers, thus, being the highest level meeting, are not public; the ministerial
conferences, instead, require the participation of finance ministers and central bank governors
that usually disclose the content of their discussion in highly technical documents called
“Reports of Ministers of the G20”; finally, the working groups deal with administrative issues,
assisting ministers and head of States in meeting concerning highly specialized issues: for
example, the Trade Finance Experts Group and the International Monetary System Reform
Working Group.

The G20 carries on its role of leading forum of the political discussion on international
financial regulation interacting constantly with the major international economic institutions,
namely the World Bank and the International Monetary Fund that, in turn, participate to the
G20 summits and ministerial conferences and cooperating with the main “technical” standard-

setting bodies, especially the Basel Committee, the IOSCO and the 1AIS.

4.2. The Financial Stability Board

The Financial Stability Board (FSB) succeeded the Financial Stability Forum (FSF)
which was founded in 1999 by the G-7 Finance Ministers and Central Bank Governors to
enhance cooperation among national and international financial regulatory institutions and
supervisory bodies. The FSB was created in 2009 and, in continuity with the FSF, promotes
financial stability “by coordinating national financial authorities and international standard-
setting bodies as they work toward developing strong regulatory, supervisory and other
financial sector policies”.”1

The composition of the Financial Stability Board includes ministries of finance, central
banks, and supervisory and regulatory authorities - for the G20 countries - plus four other key
financial centres - Hong Kong, Singapore, Spain and Switzerland. In addition, it includes
international bodies, including standard-setters and regional bodies like the European Central
Bank and European Commission. Differently from the G20, the FSB has a hierarchical
structure, consisting of Plenary, Steering Committee, Standing Committees, Working Groups,
Regional Consultative Groups, Chair and the Secretariat.

The Plenary is the assembly of all members of the FSB, in which they meet twice per
year and decide by consensus, assisted by three main Standing Committees dealing with i)
supervision and regulatory cooperation; ii) assessment of vulnerabilities and iii) monitoring the

implementation of the FSB agenda and standards. The Steering Committee is the main decision-

10 Mandate of the Financial Stability Board, see https://www.fsb.org/about/#mandate.

231



making body and is appointed by the Plenary according to the Chair’s recommendation. The
Chair itself is appointed by the Plenary as the spokesperson of the FSB and chairs both the
Plenary and the Steering Committee, while the Secretariat is a body composed by around twenty
officials in charge of the administrative work. Finally, the Plenary and the Steering Committee
are assisted by Working Groups and Regional Consultative Groups: the first ones provide
specific-areas competences, while the latter promote the cooperation with non-G20 States.

The FSB plays the role of a coordinating body for international standard setting and,
more in general, for the global policy agenda of progressively strengthening the financial
system. Thus, it works essentially as a discussion forum for its members, that can exchange
information and policies proposals. However, the policies agreed are not legally binding, rather
they can serve as a guide for the national regulatory processes.

The FSB has elaborated a Compendium of Standards’! in which are listed the “various
economic and financial standards internationally accepted as important for sound, stable and
well-functioning financial systems”.”*? In the Compendium the FSB included both the standards
designated as “key standards” for international financial stability and other standards,
complementary and specialized to specific areas and functions. However, the critics moved to
the G20 has been addressed as well to the FSB: lack of transparency in the decision-making
process and restricted membership that limits its “international” dimension in the sense that

many countries are left out from the process of standard-setting.

4.3. The Basel Committee on Banking Supervision

The Basel Committee on Banking Supervision (BCBS) was created in 1974 by the
central bank Governors of the Group of Ten (G10)"*® and represents today the primary global
standard setter for the prudential regulation of banks. Before the establishment of the BCBS,
financial regulation was exclusive domain of each State, but at the end of 1974 severe financial
disruptions (especially the bankruptcy of Bankhaus Herstatt, a German financial institution)
convinced of the need for a supranational entity devoted to bank supervision and cooperation.

Initially it was established as the Standing Committee on Banking Regulations and
Supervisory Practices and headquartered at the Bank for International Settlements in Basel.
Later it changed its name to Basel Committee on Banking Supervision and progressively

expanded its membership from the 10 of the G10 to now 45 members from 28 jurisdictions

"1 https://www.fsb.org/work-of-the-fsb/about-the-compendium-of-standards/

12 https://www.fsb.org/work-of-the-fsb/about-the-compendium-of-standards/

13 Belgium, Canada, France, Germany, Italy, Japan, Netherlands, Sweden, Switzerland, the United Kingdom and
the United States.
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comprising central banks and bank supervisors with prudential supervision responsibilities.”*

The BCBS structure comprises a Chair, which direct the work of the Committee, four
standing groups - the Risks and Vulnerabilities Assessment Group, the Supervisory
Cooperation Group, the Policy and Standards Group and the Basel Consultative Group — and
the Secretariat. It also has an oversight body, the Group of Central Bank Governors and Heads
of Supervision (GHOS), that is in charge of appointing the Chair and supervises the Committee
work.

Concerning its technical work, the BCBS is a standard-setter: this means that it does not
have enforcing powers on its members, but support financial stability and international
cooperation towards the adoption of common standards and best practices. In particular, the
BCBS adopted a series of policy recommendations concerning banking supervision and capital
adequacy of financial institutions: on the one hand, through the establishment of “Core
Principles for Effective Banking Supervision” and, on the other one, through the Basel Accords
on banking regulation. With regard to the Core Principles, in 1997 the BCBS published twenty-
five “Core Principles”’*® which included: preconditions for effective banking supervision;
licensing and structure, prudential regulations and requirements, methods of ongoing bank
supervision, information requirements, formal powers of supervisors and cross-border banking.
And in 1999 released another document called “Core Principles Methodology”’*® with the
intent to give uniform interpretations to its 1997 Core Principles. After the 2007-08 economic
crisis these principles have been revised and the new version was released in 2012 by the BCBS.
The new document takes account of the lack of adequate prudential regulation (which was at
the heart of the crisis) and the inefficiency of the previously revised Principles in capturing and
preventing all the risks stemmed from bank exposure to transactions and instruments such as
derivatives and unclear financial products. Thus, they focus on the need for a systemic approach
on supervision of financial institutions.”*” Concerning, instead, the Basel Accords, the first
version, called Basel I, was adopted in 1988 and introduced a series of rules on banks’ capital
adequacy with the aim to prevent bank failure and consequently financial instability "8, that
were implemented in the G10 countries in 1992. Basel | was replaced by Basel Il in 2004, that

introduced a new capital adequacy framework based on “three pillars:

14 GlovaNoLl, The Reform of the International Financial Architecture after the Global Crisis, Journal of
International Law and Politics, VVol. 42:81, New York, 2009, p.116.

715 See more at https://www.bis.org/publ/bcbsc102.pdf.

716 See more at https://www.bis.org/publ/bcbs61.pdf.

17 CANTORE, The Prudential Carve-out for Financial Services, Cambridge University Press, Cambridge, 2018, p.
23.

18 CHEY, HYOUNG-KYU, International Harmonization of Financial Regulation? The Politics of Global Diffusion
of the Basel Capital Accord, Routledge, London, 2014, pp. 23-32.
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minimum capital requirements, which sought to develop and expand the standardised rules set
out in the 1988 Accord;
supervisory review of an institution's capital adequacy and internal assessment process;
effective use of disclosure as a lever to strengthen market discipline and encourage sound
banking practices”.™*®

Basel 1l was in the process of being implemented when the global economy was hit by
the 2007-08 crisis and the BCBS had to set a new accord — Basel Il — to face its consequences.
Basel I1I consisted in a “capital and liquidity reform package”’?° that introduced new higher
capital and liquidity standards for banks and strengthened the three pillars established by Basel
I1. Specifically, concerning: 7%
minimum capital requirements: it imposed stricter requirements, attributing a central role to
common equity and introduced rules to avoid excessive leverage, which is a financial practice
based on the investment of borrowed capital to increase the potential return of an investment,
enlarging the firm’s asset base.
Risk management and supervision: financial institutions were required to have strong internal
governance and to strengthen the role of the board of directors in the control and
implementation of effective risk management systems; 22
market discipline and sound banking practices: it introduced additional requirements for the
effective use of disclosure.

The BCBS standards are soft law instruments, that States choose voluntary to implement
in their jurisdictions, however the rate of compliance to them is very high as States seek a
certain degree of harmonization for financial and banking regulation in order to interact
between each other in a competitive way, to the point that even States that are not part of the
BCBS implement these standards. Moreover, the compliance to these recommendations is
subject to the scrutiny of other international organisations such as the International Monetary
Fund and the World Bank. In fact, part of their task is to analyse the stability and conditions of
the markets of those countries that have complied with the standards and have voluntarily
agreed to be subject to such scrutiny. The timely implementation of these standards is a key
point for a better regulated international regulatory system and to work for its efficiency

members of the Financial Stability Board have given their consensus in order to report and

19 https://www.bis.org/bchs/history.htm

720 https://www.bis.org/bchs/history.htm

21 BCBS, Basel I11: A Global Regulatory Framework for More Resilient Banks and Banking Systems (2011), para
4, available at www.bis.org/publ/bcbs189.pdf.

722 CANTORE, op. Cit., p. 25.
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update the status of the implementation of the standards through ““a peer-review mechanism”723,
However, just like the other standard-setting bodies the BCBS is criticized for the lack
of transparency in the decision-making process as the membership is limited and its members

meet informally and keep limited record of their meetings.

4.4. The International Organization of Securities Commissions (I0SCO)

The International Organization of Securities Commissions (IOSCO) is the international
body devoted to the standard-setting, implementation and adherence to internationally
recognized standards for securities regulation’?*. The IOSCO was created in 1983 as a regional
association of eleven American agencies for the regulation of the security market, but was later
transformed in an international (private) organization to which securities regulators from all the
world participate and has its headquarters in Madrid. Today the IOSCO regulates more than
95% of the world's securities markets in more than 130 jurisdictions and cooperate with the
G20 and the FSB on the agenda for global regulatory reforms.’?°

The aim of the organization is essentially the same that led to the institution of the
BCBS: to avoid the effect that negative outcomes of a market’s failure may have onto other
markets, as well as constrain the differences of effective information between countries’
domestic rules.

IOSCO members are distinguished between ordinary, associate and affiliate: the
ordinary members (130) includes the national securities commissions and governmental
authorities for securities or derivatives markets in their respective jurisdictions; associate
members (34) are usually supranational governmental regulators, national governmental
regulators, intergovernmental international organizations and other international standard-
setting bodies for the securities market; affiliate members (69) are self-regulatory organizations,
securities exchanges, financial market infrastructures, international bodies other than
governmental organizations dealing with securities regulation, investor protection funds and
compensation funds.’?

The organization is structured in a Presidents Committee, the IOSCO Board, the Growth
and Emerging Markets Committee, Regional Committees and the Affiliate Members

Consultative Committee. The Presidents Committee is composed of all the Presidents (Chairs)

2 DE MEESTER, Liberalization of Trade in Banking Service - An International and European Perspective
(CUP:2014) 388, at p. 86.

724 See more information on the history of 10SCO at
www.i0sco.org/about/?subSection=joint_forum&subSectionl=history.

725 https://www.iosco.org/about/?subsection=about_iosco

726 https://www.iosco.org/about/?subsection=about_iosco
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of ordinary and associate members and meets once a year during the Annual Conference, but
the body that effectively develops the standards is the IOSCO Board, which is composed of 33
securities regulatory authorities’?’. The Growth and Emerging Markets Committee (GEM) is
the largest Committee within 10SCO, comprising 91 members and 22 non-voting associate
members, and deals with the development of emerging securities and futures markets through
the establishment of minimum standards, training programs and technical assistance for
members and facilitating the exchange of information and transfer of technology and expertise.
The Regional Committees (the African/Middle East Regional Committee, the European
Regional Committee, the Asian-Pacific Regional Committee and the Inter-American Regional
Committee) take care of regional issues on securities markets. Finally, the Affiliate Members
Consultative Committee is the body for the affiliate members of IOSCO, since they can’t be
part of the Presidents Committee.

Regards to the standard-setting activity, the 10SCO adopted in 1998 the so-called
I0OSCO Principles, a comprehensive set of Objectives and Principles of Securities
Regulation”, which are now recognized as the international regulatory benchmarks for all
securities markets. The document provides for thirty-eight principles which are based upon
three main objectives of securities regulation: the protection of investors; ensuring that markets
are fair, efficient and transparent; the reduction of systemic risk. In order to protect investors,
the I0SCO’s Objectives and Principles requires issuers to provide a full, accurate and timely
disclosure of financial results, risk and other information relevant to the investors’ cautious and
reasoned decisions. As for ensuring the fairness, transparency and fairness of the markets, the
Principles suggest for regulators to have comprehensive inspection, investigation and
surveillance powers as well as comprehensive enforcement powers; while, for the reduction of
systemic risk, they suggest for the implementation of sound procedures for dealing with the
failure of a market intermediary in order to minimize the damage and loss to investors and to
contain systemic risk.

The 10SCO, moreover, adopted another important document, the Memorandum of
Understanding Concerning Consultation and Cooperation and the Exchange of Information

(MMoU), which was last revised in May 201272°. Endorsed as the benchmark for international

27 Argentina, Australia, The Bahamas, Belgium, Brazil, China, Egypt, France, Germany, Hong Kong, India,
Ireland, Italy, Japan, Kenya, Korea, Malaysia, Morocco, Nigeria, Ontario, Pakistan, Portugal, Quebec, Saudi
Arabia, Singapore, Spain, Sweden, Switzerland, Turkey, United Kingdom and the United States.

728 ]JOSCO Objectives and Principles of Securitiecs Regulation, May 2017, available at
https://www.iosco.org/library/pubdocs/pdf/IOSCOPD561.pdf.

2% |0SCO Multilateral Memorandum of Understanding Concerning Consultation and Cooperation and Exchange
of Information, available at https://www.iosco.org/library/pubdocs/pdf/IOSCOPD386.pdf.
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cooperation among securities regulators, the MMoU was designed to facilitate cross-border
enforcement and exchange of information among international securities regulators.

The Memorandum contains specific requirements for the information its signatories can
request: the content and the type of information, the modality of exchange, the legal capacity
to request and share information. The major activities included under the scope of the MMoU
are “insider dealing and market manipulation; misrepresentation of material information and
other fraudulent or manipulative practices relating to securities and derivatives; solicitation
and handling of investor funds, and customer orders; the registration, issuance, offer, or sale
of securities and derivatives; the activities of market intermediaries, including investment and
trading advisers who are required to be licensed or registered, collective investment schemes,
brokers, dealers, and transfer agents; and the operations of markets, exchanges, and clearing

and settlement entities”.730

4.5. The International Association of Insurance Supervisors (I1AIS)

The International Association of Insurance Supervisors (IAIS) was established in 1994
to regulate the insurance market at international level, through the development and
implementation of principles, standards and other supporting material for the supervision of the
insurance sector. The membership is voluntary and today comprises insurance supervisors and
regulators from more than 200 jurisdictions, constituting ninety-seven per cent of the world’s
insurance environment.

The structure of the IAIS comprises several committees - the Executive Committee
(ExCo), the Audit and Risk Committee (ARC), the Budget Committee (BC) and the
Implementation and Assessment Committee (IAC), the Macroprudential Committee (MPC)
and the Policy Development Committee (PDC) — and is assisted by a Secretariat.

The 1AIS developed two main documents documents to pursue its goal of international
cooperation for the securities sector: on the one hand, the Multilateral Memorandum of
Understanding (MMoU)"3!, which was adopted in February 2007 (and last revised in July 2014)
and represents a global framework for in the field of information exchange between insurance
supervisors; on the other one, The Insurance Core Principles’3? adopted in October 2011 (last

revised in November 2019) that provide for a global framework of the major principles and

730 https://www.iosco.org/about/?subsection=mmou

3L |AIS The Multilateral Memorandum of Understanding on Cooperation and Information Exchange, available at
https://www.iaisweb.org/index.cfm?event=getPage&nodeld=25287

32 |AIS Insurance Core Principles Standards Guidance and Assessment Methodology Oct. 2011 (updated Nov.
2018).
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standards.

4.6. The Financial Action Taskforce (FATF)

The Financial Action Taskforce (FATF) was established in 1989 by a Group of Seven
(G7) Summit in Paris” to coordinate international efforts in fighting money laundering and
terrorist financing. Today the organization counts 39 full members’3* plus observer members
(namely Indonesia and 28 international organisations, among which the IMF and the WB) and
associate members, that are nine regional organizations’® devoted to money laundering. The
FATS aims at preventing these illegal activities through supervision and the development of
international standards. The monitoring activity is put into force through its Mutual Evaluation
Programme, within which each member country is examined by the FATF on the basis of an
on-site visit conducted by a team of legal, financial and law enforcement experts drawn from
other member governments.

In second stance, the FATF is a policy-making body and developed a series of standards,
known as FATF Recommendations, that address the risks connected to organised crime,
corruption and terrorism and are constantly evolving to keep up with new risks, such as the
regulation of virtual assets and cryptocurrencies.’”®® The organization monitors the state of
implementation of its recommendations among its members and for this reason it adopted a
document, “Methodology for Assessing Compliance with the FATF Recommendations” (last
updated in 2021), that provides the criteria to establish a country’s compliance to its standards.
And in case the FATF identifies countries uncooperative and/or with deficiencies in the
implementation of its standards, they are inserted in the FATF “black list” or “grey list” and
are subject to stricter surveillance. Specifically, the black list countries, or properly “high-risk
jurisdictions””37, are those with significant strategic deficiencies in their regimes to counter

money laundering and terrorist financing: high-risk countries are, thus, required to apply

8 G7  Research  Group, Economic  Declaration,  Paris, July 16,  1989.  See
http://www.g8.utoronto.ca/summit/1989paris/communique/index.html

3 The European Commission, the Gulf Cooperation Council, Argentina, Australia, Austria, Belgium, Brazil,
Canada, China, Denmark, Finland, France, Germany, Greece, Hong Kong, China, Iceland, India, Ireland, Israel,
Italy, Japan Luxembourg, Malaysia, Mexico Netherlands, New Zealand, Norway, Portugal, Russian Federation,
Saudi Arabia, Singapore, South Africa, South Korea, Spain, Sweden, Switzerland, Turkey, the United Kingdom
and the United States.

735 Asia/Pacific Group on Money Laundering (APG), Caribbean Financial Action Task Force (CFATF), Eastern
and Southern Africa Anti-Money Laundering Group (ESAAMLG), Eurasian Group (EAG), Council of Europe
Select Committee of Experts on the Evaluation of Anti-Money Laundering Measures (Moneyval), Financial
Action Task Force of Latin America (GAFILAT), Inter-Governmental Action Group against Money Laundering
in West Africa (GIABA), Middle East and North Africa Financial Action Task Force (MENAFATF) and the Task
Force on Money Laundering in Central Africa (GABAC).

736 https://www.fatf-gafi.org/about/whoweare/

787 To date the Democratic People's Republic of Korea (DPRK) and Iran.
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enhanced due diligence and, if necessary, to apply counter-measures to protect the international
financial system. Grey list countries, or “jurisdictions under increased monitoring”’%, instead,
are those with strategic deficiencies in their regimes to counter money laundering and terrorist
financing, but that have committed to solve them and are actively working with the FATF to

reach this objective.

5. Some conclusions on the international standards for financial and prudential
regulation: self-standing regulatory instruments interacting with the international

hard law

After the 2008 economic crisis the need for national regulators to cooperate dramatically
increased, * starting from the final communiqué of the G20 London Summit issued on 2 April
2009, with which the parties committed themselves “to establish the much greater consistency
and systematic cooperation between countries, and the framework of internationally agreed
high standards, that a global financial system requires”74°.

In fact, the standard-setting bodies have become the centre of coordination for
international financial regulation, achieved through soft law instruments that, as we saw, on the
one hand, have the advantage of being more flexible and adjustable to the fast-changing need
of international finance, but, on the other one, are not mandatory for the States.

A first prospected solution is that of “hardening the soft law of international financial
regulation”, through the establishment of a “treaty-based, hard law regime for international
standard-setting”.”* However, it is a highly problematic solution as it would require a 360°
harmonization of national regulations. To date, on the one hand, there is the WTO that provides
an international framework for the financial services but lacks of an adequate — prudential -
regulation to address financial stability; on the other one, among the major trade agreements a
recent trend has emerged to include a provision requiring to take into account international
standards in the financial services sector for regulation and supervision.

Standards present some advantages in comparison to hard law: in particular, they make

it easier to reach a compromise between States as they leave more discretion in adopting

738 Albania, Barbados, Burkina Faso, Cambodia, Cayman Islands, Haiti, Jamaica, Jordan, Mali, Malta, Morocco,
Myanmar, Nicaragua, Pakistan, Panama, Philippines, Senegal, South Sudan, Syria, Turkey, Uganda, the United
Arab Emirates, Yemen.

739 G20, Global Plan for Recovery and Reform, (2009) [14] http://www.g20.0rg/Documents/finalcommunique.
Pdf, 8 August 2009.

740 WARNER, TAYLOR, The Global Financial Crisis and The Financial Stability Board: Hardening The Soft Law
of International Financial Regulation?, UNSW Law Journal, Vol. 32(2), 2009, p. 488.

4L WARNER, TAYLOR, 0p. cit., p. 500.
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national policies’#?, thus facilitating the negotiation and regulation, in detail, of sensitive sectors
as the financial one; and, secondly, their development and implementation procedures are
simpler than those required for laws and treaties, thus making the standards more flexible and
adaptable to the always changing international economic framework. For this reason, especially
after the 2007-08 crisis, the approach adopted by the major setter bodies has been that of
strengthening their powers, by enlarging their membership, developing adequate standards and
monitoring their implementation. However, they are not hard law, nor principles of customary
law, neither opinion juris, thus being more political commitments than legally binding
obligations. Yet, this does not mean that they do not have legal relevance, as standards can have
both a role in the law-making process and in the implementation of national policies.’* And
the process of “soft” legal convergence contributes to free international financial markets’#
from legal barriers to financial flows and to economic integration.

In fact, the notion of economic globalization refers to the global process of economic
integration among nations based, on the one hand, on the progressive facilitation of the flow of
goods, services, capital and persons; and, on the other one, on the progressive elimination of
barriers to trade.”®

The progressive international regulatory harmonization of the financial system requires
both a process of “deregulation” and a process of “re-regulation”’46, in the sense that, on the
hand, States have to eliminate national laws that prevent the free flows of capital and services
across borders; on the other one, it requires new rules — even in the form of international
standards — to set a common ground to (re)regulate markets. International standards are self-
standing regulatory instruments for the financial services, however they inevitably interact with
international hard law, in the form of the WTO law and the FTAs. And even if they are non-
binding, they are implemented by a great number of actors, from international organizations
such as the World Bank and the International Monetary Funds to banks and governments, that,
as we saw, even started to make direct reference to standards in their international agreements
(for example the TCA) or even in some legislation, such as the European Capital Requirement
Regulation (CRR) and the Capital Requirement Directive IV (CRD V).

42 ABBOTT, SNIDAL, Hard and Soft Law in International Governance, International Organization, Vol. 54, No. 3,
2000, p. 449.

3 PAUWELYN, Is it International Law or Not and Does it Even Matter?, in PAUWELYN, WOUTERS, WESSEL (eds.),
Informal International Lawmaking, Oxford University Press, Oxford, 2012, pp. 125-161.

744 GKOUTZINIS, op. cit., p. 638.

45 GKOUTZINIS, op. cit., p. 640.

746 GKOUTZINIS, op. Cit., p. 696.
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However, such cross-fertilization between hard and soft law does not follow precise
schemes or processes, making more difficult to define the role of international standards for
international rule-making for financial services. It is, nevertheless, evident the need for common
rules in the financial sector and the international standards themselves could represent a
possible solution, through an adequate reform of the standard-setting bodies and activities that

would guarantee transparency and large international participation in the decision-making
process.
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Conclusions

The international economic scenario witnessed in the last decades recurring economic
crises that severely hit its stability and showed the fragility of the system. Especially after the
2007-08 crisis, regulators, governments and economic institutions started to discuss the
possibility of a systematic reform in order to be able to face properly future economic
challenges and risks. For the global economy, the financial services sector is one of its major
sectors, as it moves the larger amounts of capitals around the globe, but it is, at the same time,
one of more exposed to economic risks.

The idea at the base of the research was that of presenting a comprehensive and clear
picture of the actual regulation of financial services and prudential measures at the multilateral
and regional level. We started from the WTO legal framework, focusing on the trade in services
regulated in the GATS and, especially, on its Annex on Financial Services which contains a
prudential clause. This provision has been subject to an in-depth analysis because prudential
regulation is fundamental for the stability of the financial system as a whole. We saw that
prudential regulation imposes requirements for the financial institutions operating in the market
and allows, under certain circumstances, governments to take measures that restrict trade in
services, if they are taken for prudential reasons. However, the exact meaning of “prudential
measures” and “measures taken for prudential reasons” is not unanimously shared and the WTO
jurisprudence declared that they are always-evolving concepts that adapt to the needs and
characteristics of the economic markets and trade. The prudential provision of Paragraph 2, in
fact, is ambiguous in its wording and the only tentative of an interpretation in the dispute
Argentina — Financial Services did not solve the doubts about its meaning and scope of
application. It has been suggested that the prudential carve-out was purposely drafted in a vague
way to allow more space to WTO Members who wanted to implement measures for prudential
reasons. The outcome, however, has been that of a provision that appears very uncertain to
apply and invoke to defend trade-restrictive measures as its scope has not been defined. And,
nowadays, the WTO Appellate Body crisis makes it unlikely that the WTO itself would provide
some clarification concerning the GATS rules on financial services.

In second stance, the analysis moved to the FTAs, in light of the fact that the new
generation of FTAs — the Mega-Regionals — contain provisions or even ad hoc chapters
disciplining trade in financial services and their prudential regulation, often recalling the GATS

prudential carve-out. However, these prudential clauses do not solve the concerns related to the
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GATS provision, as they are drafted similarly with vague and open-to-interpretation wording.
And even if they provide for some additional requirements, they do not clarify the meaning of
prudential measures, nor a unique procedure through which verify whether the measures have
been taken for prudential reasons. Finally, another issue related to the FTAs is that they bind
only the countries parties to the agreements, thus realizing a very fragmentated regulatory
system.

The last part of the research focused on the international financial standards, as a tool
that, on the one hand, self-regulates the financial trade and, on the other one, could interact both
with the WTO and FTAs regimes, launching a well-needed process of reform. Indeed, as we
saw, the international “hard law” already interacts with international standards: the WTO
contemplates the international standards in its Technical Barriers to Trade agreement (TBT)"4’
and Sanitary and Phytosanitary Measures agreement (SPS)"*8, but does not make any specific
reference to international financial standards, nor its jurisprudence had addressed the issue. On
the contrary, a new trend among the FTAs is exactly that of making explicit reference to
international financial standards, requiring the parties to the agreement to “ensure that
internationally agreed standards in the financial services sector for regulation and supervision,
for the fight against money laundering and terrorist financing and for the fight against tax
evasion and avoidance, are implemented and applied in their territory”74°.

To sum up, from the research carried out it emerges the need for a common effort
towards a regulation of financial services that is prudential, but, at the same time, guarantees
the free flow of capital and services. The task is not an easy one and it is made more difficult
by the fact that there is no unique forum for the discussion and development of new rules and
guidelines. International financial standards might play a fundamental role in this sense. In fact,
even if they are not-legally binding norms, nowadays they are recognized a legal value, as they
are respected from many national regulators and even become “hard law” when are included
into domestic laws, as it happens for example for the Basel standards.

Due to the unique characteristics of the financial sector, a precise categorization of
prudential measures might be counterproductive for the efficiency of the system, that requires
to adapt and interpret the concept of “prudential” to each single case and circumstance. Rather,

in order to guarantee more stability and surveillance to the financial system, while preserving

47 World Trade Organization, Technical Barriers to Trade agreement (TBT), Jan. 1 1995, 1868 U.N.T.S. 120.
748 World Trade Organization, Sanitary and Phytosanitary Measures agreement (SPS), Jan. 1 1995, 1867 U.N.T.S.
493,

9 Article 184, Trade and Cooperation Agreement Between the European Union and the European Atomic Energy
Community, Of the One Part, and the United Kingdom of Great Britain and Northern Ireland, of the Other Part
(TCA), Official Journal of the European Union, L 444/14, 31 December 2020.

243



the freedom of trade and investments, it is advisable a reform that would allow direct interaction
and integration with the world of economic traffics and the main fora where concrete and
present issues are discussed and solved, even if in the form of soft law. Suggestions for such a
reform shall envisage a way through which international standards could gain mandatory value
and commonly shared recognition. A first solution may be that of reinforcing the structure of
the major standard-setting bodies, enlarging their membership and making the decision-making
procedure public and transparent, in order to extend the implementation of international
financial standards to the majority of international actors across the globe. Conversely, a more
“Institutional” solution may be that giving international standards direct access to the WTO
system. In this sense, we can suggest either the introduction of another Annex to the GATS,
devoted to prudential regulation and that would make specific reference to international
standards, as minimum but indisputable threshold to consider a domestic measure prudential;
or a completely new initiative that following the steps of the Joint Initiative on Services
Domestic Regulation”° would negotiate a new comprehensive legal framework for financial
services trade and prudential regulation, capable of responding adequately to the needs of
economic stability and regulatory harmonization for the financial services sector.

Finally, in order to create an international legal framework for prudential measures
which is effective, sustainable and fair, the participation of civil society to these reform
processes appears of fundamental importance. It requires discussion and negotiation modalities
based on the principle of transparency’® in order to produce informed and shared proposals for
a reform of the financial and prudential regulation capable of creating adequate ground for

effective results and responses to the need for a stable and sound international financial system.

750 World Trade Organization, Declaration on The Conclusion of Negotiations on Services Domestic Regulation,
WT/L/1129, 2 December 2021, available at
https://docs.wto.org/dol2fe/Pages/SS/directdoc.aspx?filename=q:/WT/L/1129.pdf&Open=True

51 With specific reference to the principle of transparency see BARONCINI, La proposta europea di riforma
dell’OMC, in MANZINI, VELLANO (eds.), Unione Europea 2020. | dodici mesi che hanno segnato [’integrazione
europea, Cedam, Milano, 2021, pp. 135-165; BIANCHI, PETERS (eds.), Transparency in International Law,
Cambridge, 2013; Biukovic, Transparency Norms, the World Trade System and Free Trade Agreements: The
Case of CETA, Legal Issues of Economic Integration, 2012, pp. 93-107; CAFARO, Cittadinanza e democraticita
dell’Unione europea, in DI STASI (eds.), Cittadinanza, cittadinanze e nuovi status: profili internazionalistici ed
europei e sviluppi nazionali, Napoli, 2018, pp. 263-276; HOFMANN, LEINO-SANDBERG, An Agenda for
Transparency in the EU, European Law Blog, 23 October 2019; ORGAN, EU Citizen Participation, Openness and
the European Citizens Initiative: The TTIP Legacy, Common Market Law Review, 2017, pp. 1713-1747.
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