




TRADE IN SERVICES

ties, intended to gain or maintain preferential credit access
or other privileges, are also less feasible in a liberalized
environment. All these changes can reduce the operational
costs of providing financial services. Competition then
forces institutions to pass on cost-savings to consumers, and
the spreads between lending and deposit rates, commissions
or insurance premiums go down.

Liberalization can also improve service quality. With in-
creased competition, financial institutions are more likely to
be attentive to the needs of consumers, and to advise clients
on how best to tailor financing packages to meet their
specific needs.  In  large insurance projects, for example,
support services for prevention, engineering and risk man-
agement can be very valuable, and competition is likely to
improve such services (Carter and Dickinson, 1992). De-
positors are also likely to benefit from better advice on
investment strategies as financial institutions compete for
their savings.

International trade can create significant benefits from the
transfer of knowledge and technology. This includes knowl-
edge on best practices in management, accounting, data
processing and in the use of new financial instruments. Such
benefits largely depend on the commercial presence of for-

eign banks and insurance companies (Zutshi, 1995; Agosin,
Tussie and Crespi, 1995).

The range of available services is likely to increase with
more open markets, as consumers seek out ways of optimiz-
ing their financing and insurance packages. The emergence
of many new financial instruments should be seen from this
perspective. In a liberal environment, companies can more
easily choose the optimal combination of equity, bonds or
loans to finance their activities. Derivatives allow economic
agents to hedge against the risk from interest or exchange
rate fluctuations. Edey and Hviding (1995) report that
banks have started making more money from securities trade
relative to traditional bank credits, as they have ventured into
new areas of business. Companies switched to bond financ-
ing when this was cheaper than traditional credit-financing,
and small savers started investing in various types of funds
to benefit from higher returns than in classical savings
accounts.

Trade in financial services can also reduce the systemic
risk for small financial markets which are less able to absorb
large shocks. Liberalization can help to deepen and broaden
financial markets by increasing the volume of transactions
and the spectrum of services, thus reducing volatility and the

Liberalization of financial services trade in the European Union

The liberalization of financial services in the European Union (E.U.) has been
part of the E.U.’s broader strategy to create a single market for goods, services,

labour and capital. First efforts to create a single European financial market date
back to the 1970s. At that time, some countries already removed their restrictions
on capital movements. In the late 1980s, the creation of a single market was put
at the top of the policy agenda of the then European Community. Meanwhile, a
series of directives has completed liberalization of trade in banking, insurance and
investment services.Liberalization in the E.U. is based on three fundamental
principals: first, minimum harmonization of standards at the E.U. level; second,
mutual recognition of national laws and regulations between E.U. Member
States; and third, supervision of companies in their (E.U.) country of registration
(home country control). The regulatory framework has been completed by the
entry into force of the Second Banking Directive in 1993, the Third Life and
Non-Life Insurance Directives in 1994, and the Investment Services Directive in
1996. These directives are complemented by a series of other directives defining key concepts and establishing essential
prudential requirements. This framework grants E.U. companies and incorporated foreign subsidiaries in the E.U. the
right of operation in all E.U. countries when they are registered in just one (“Single Passport”).

The single market initiative has strongly influenced the financial sector in the E.U. It has had its greatest impact on
wholesale and corporate markets, whereas the impact on retail business in banking or insurance has been relatively small
(until 1997). Cross-border branching by E.U. banks and credit institutions increased by 50 per cent between 1993 and
1996, with institutions taking advantage of the Single Passport. Third-country financial institutions branched out their
activities from existing (E.U.-incorporated) subsidiaries rather than from their parent firms. Between 1993 and 1996, 43
foreign banks from 12 non-E.U. countries notified their intention to establish subsidiaries in the E.U. The single market
has also intensified competition within the E.U. This has encouraged consolidation within the sector and a growing number
of cross-border mergers and acquisitions. Profit margins have been squeezed and consumers have benefitted from lower
prices.

The process of market integration, however, is still continuing. In the insurance sector, for example, a 1995 survey shows
that considerable further benefits from liberalization are yet expected. Three quarters of the surveyed insurance companies
expect better services and better value for money for corporate customers in the future. Sixty per cent also expect private
customers to benefit from further market integration. Products will become more customized and flexible, with companies
offering more complementary financial services. Telecommunication-based trading is on the increase. Consolidation in
the financial service sector is likely to continue with positive effects on costs and efficiency. A new impetus to financial
service trade within the E.U. can be expected from the introduction of the single currency. This will further lower
transaction costs and improve transparency to the benefit of consumers.
Sources: Loheac, (1991); WTO, (1995 and 1997); Weidenfeld, (1996); and Financial Times, 1 and 9 July, 1997.

EU consumers are benefitting from more
competion through lower prices for finan-
cial services, including insurance. (ILO)
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