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The financial services chapter of the North
American Free Trade Agreement (NAFTA)
establishes a comprehensive, principles-
based approach to disciplining government
measures that reguiate financial services.
This approach draws heavily on the
insights gained during recent negotiations
on services in the Uruguay Round of the
GATT and is a notable departure from the
a-la-carte approach pursued under the
Canada-US Free Trade Agreement (FTA).
The NAFTA offers significant new
opportunities for Canadian providers of
financial services to enter the potentially
large Mexican market. However, Canada

and the United States missed an
opportunity to further liberalize trade in
financial services with each other and to
redress some of the imbalances contained
in the financial services chapter of the FTA.
The NAFTA's principles of “equality of
competitive opportunities” and “market
access” may lead (a) to the liberalization of
restrictions still facing the Canadian
financial industry in the United States:
(b) to pressure on Canadian financial
regulators to allow US banks to branch
directly inte Canada; and (c) to greater
regulatory harmonization within the NAFTA
countries.




Main Findings of the Commentary

The NAFTA offers significant new opportunities for Canadian providers of
financial services to enter the Mexican market — a market that is under-
branched, undermortgaged, underinsured, and has underdeveloped corpo-
rate lending and derivative markets, and hence has tremendous poiential for
future growth.

Canadian financial institutions are generally well positioned to benefit from
the opening of Mexico's financial markets since they are better capitalized
than most US banks and have greater expertise in operating large, multi-
branch networks. US securities and insurance firms may have a comparative
advantage over their Canadian counterparis because of their significantly
larger capital bases and greater recent experience in serving the Mexican
market.

Significant benefits will also accrue from the NAFTA's introduction of a
binding dispute seitlement mechanism for the financial services industry.
Canadian financial institutions that wish to enter the Mexican market should
keep in mind that, since Mexico will apply transitional markel-share limita-
tions in aggregate to Canadian and US firms as well as lo non-NAFTA firms
incorporaled in either couniry. If they do not act before those limits are
reached, Canadian firms may not be able to esiablish themselves in Mexico
until well into the next century, by which time securing market shares in a
deeper, more mature Mexican market would be more difficult and almost
certainly costlier.

The inability of Canada and the United States to further liberalize trade in
financial services with each other in the NAFTA is disappointing for the
Canadian financial community, which had pinned hopes on seeing the
trilateral agreement redress some of the imbalances contained in the financial
services chapter of the FTA.

The NAFTA incorporates the principles of “equality of competitive opportun-
ites” and “market access,” which may lead to increased pressures (a) to
liberalize restrictions still facing the Canadian financial industry in the United
States. (b) on Canadian financial regulators to allow US banks to branch
directly into Canada, and (c) for greater regulatory harmonization within the
NAFTA countries.




n August 12, 1992, the governments

of Canada, the United States, and

Mexico completed negotiation of the

North American Free Trade Agree-
ment (NAFTA). Formally signed by the leaders
of the three countries on December 17, 1992,
the NAFTA establishes a new {rading frame-
work for North America by providing a new set
of rules to cover investment and more than
$300 billion in three-way trade. If ratifled by
the three countries’ relevant legislative bodies,
the NAFTA will create the world's largest free
trade zone, encompassing some 360 million
consumers whose combined output of goods
and services amounted to some $7 trillion in
1991.1

Marking a significant departure in eco-
nomic relations between industrial and devel-
oping countries, the NAFTA extends to Mexico
the rights and obligations of the 1989 Canada-
United States Free Trade Agreement (FTA). It
also expands on the FTA, both by broadening
its coverage (to include, for instance, transpor-
tation and intellectual property} and by deep-
ening the treatment applying tc sectors and
issues already covered under the bllateral pact
{for example, by expanded disciplines for ser-
vices, investment, and rules of origin).

As a result of the NAFTA, the treatment of
the financial services sector was both broad-
ened and deepened. The financial services
chapter of the NAFTA represents an important
development in trade agreements because it
establishes, for the first time ever in this sec-
tor, a principles-based approach to trade Ub-
eralization — a notable departure from the
d-la-carte approach pursued under the FTA.
Furthermore, it provides for significant new
market-access opportunities for NAFTA finan-
cial service providers in the Mexican market.2

This Commentary examines the main fea-
tures of the NAFTA that pertain to financial
services. To do so, it addresses three Issues.
First, it reviews the reasons that prompted the
adoption of a principles-based approach to
lberalization, focusing in particular on the
perceived shortcomings of the FTA and on the
lessons drawn from the negotiations on finan-

clal services in the Uruguay Round of the
General Agreement on Tariffs and Trade
(GATT). Second, the paper describes the archi-
tecture of the NAFTA's financial service provis-
fons, focusing both on the key {rade principles
to which the three countries agreed, as well as
on the specific liberalization commitments
made by each country. Third, the paper offers
some thoughts on the possible implications of
the NAFTA for the operation of Canadian fi-
narncial institutions in the US and, especially,
Mexican markets.

Toward a Principles-Based
Approach to Liberalization

Unlike the FTA, or any other existing financial
services agreement, the NAFTA establishes a
comprehensive principles-based approach to
disciplining government measures that regulate
financial services. The adoption of a principles-
based approach to llberalization marks an
Important new development in the area of
financial services. It stems from the recogni-
tion — largely absent within the international
community of financlal regulators even a de-
cade ago — that the twin pursuils of business
globalization and trade liberalization require
that participating countries agree on a guiding
set of rules and disciplines relating to matters
of establishment, market access, standards of
treatment, transparency of regulations, and
dispute settlement.

Of all the sectors addressed by both the
FTA and the NAFTA, financial services stands
out as the one to which the NAFTA introduces
probably the greatest number of substantive
changes. This is hardly surprising given the
shared perception in both FTA countries’ in-
dustry and regulatory circles of the shortcom-
ings of the bilateral agreement's treatiment of
financial services (see Box 1). Chiel among
these are the absence of general rules or prin-
ciples enshrining the right to market access
and nondiscriminatory treatment, the absence
of disciplines on measures of subnational gov-
ernments and sell-regulatory organizations
(such as stock or futures exchanges), the lack
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Box 1:

The FTA chapter on financial services, crafled as
a serles of speclfic liberalization commitments,
exempted US and Canadian institutions from
certain existing regulations that appeared to be
significantly iImpeding bllateral trade and invest-
ment in financial services. The chapter’s provis-
fons govern bilateral trade in banking and
securities services but not insurance services,
which are subject to the chapter on trade in
nonfinancial services. This division came about
because, in the United States, the Department of
Commerce rather than the Treasury is responsi-
ble for regulatory oversight in the area of insur-
ance. This partition meant that only insurance
services benefited from principles-based liberal-
ization under the FTA, Including the agreement’s
binding dispute settlement provisions.

In terms of specific commitments, the FTA saw
Canada exempt US financial firms from certain
laws limiting the aggregate foreign ownership of
federally regulated financial institulions to 25 per-
cent, and individual ownership to 10 percent (the
so-called 10/25 rule). However, the individual 10-
percent ownership limitation continues to apply
to both US and Canadian Investors having equity
in a Schedule I bank. Additionally, US bank
subsidiaries operating in Canada gained other
concessions: exemption from the aggregate ceil-

Financilal Services In the Canada-US FTA

ing on the size of the foreign banking sector;
permission {o transfer Joans to their parent com-
panies, subject to ceriain prudential considera-
tions; exemption from the requirement to obtain
approval from the minister of finance prior to
opening additional branches within Canada; and
entitlement to nondiscrimination treatment with
respect to the establishment or acquisition of
federally regulated financial institutions. Canada
further agreed not to review US applications for
establishing subsidiaries in Canada in a manner
inconsistent with the agreement.

The United States, for its part, agreed to permit
domestic and foreign banks and bank holding
companies to deal In, underwrite, and purchase
without limitation Canadian government-backed
securities {including provincial government
debt). Previously, the US National Bank Act re-
stricted such practices to US government-backed
securities. The United States also agreed to
grandfather certain rights related to interstate
banking and nonbanking activities of Canadian
banks under the International Bank Act of 1978.
Finally, the Uniled Stlates committed to provide
Canadian financial institutions with the same
treatment as that accorded to US firms with
respect to any amendment to the Glass-Steagall
Act.

of any direct links to the agreement’s invest-
ment disciplines, the absence of a binding
dispute settlement mechanism, and the lack
of a built-in dynamic for future liberalization.3

The shortcomings described above owe
much to the unease felt by both countries’
finance officials in seeing the financial sector
subjected to trade policy disciplines. This, to a
large extent, helps explain the “stand alone”
nature of the FTA's financial services provis-
lons. Still, it is noteworthy that both countries
acknowledged the FTA's unfinished bilateral
agenda by admitting. in Articles 1702.4 and
1703.4 of the agreement: “[These parts] shall
not be construed as representing the mutual
satisfaction ol the Parties concerning the treat-
ment of their respective {inancial institutions.”

Canada's financial industry took particu-
lar exception to the FTA outcome, arguing that
the bilateral commitments exchanged between

Canada and the United States resulted in a deal
largely unbalanced in terms of effective market
access. Given the persistent asymmetries in
regulatory reform between the two countries
— which have actually widened during the
four years since the FTA's implementation4 —
the commitment to a nondiscriminatory re-
gime has had the effect of providing US finan-
cial institutions greater access to Canada’s
financial markets than vice versa.® For both of
the above reasons, the Canadian financial in-
dustry believed that the NAFTA could provide
a unique opportunily to redress the FTA's
Nlaws.

The adoption of a principles-based ap-
proach to liberalization resulted from the con-
fluence of several other factors. Chief among
these were the lessons drawn from a series of
parallel exercises conducted during the latter
part of the 1980s dealing with the Interplay
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between financlal market reform and trade
liberalization. These included wide-ranging
discussions of financial market liberalization
held within various committees of the Or-
ganisation for Economic Co-pperation and De-
velopment (OECD), as well as work on capital
adequacy standards and the harmonization of
other supervisory practices conducted by the
Comimittee on Banking Supervision of the
Bank for International Settlements (BIS). The
development of an integrated market for finan-
cial services within the European Community
— embodled in a number of directives on
regulatory harmonization in banking, insur-
ance, and other financial services — played an
equally pivotal role. More important still from
a NAFTA perspective, though clearly influ-
enced by the above exercises, were the Uru-
guay Round negotiations aimed at developing
a General Agreement on Trade in Services
[GATS).

Launched in 1986, the GATS talks encour-
aged a healthy rapprochement between the
trade and finance communities and provided
a ready-made laboratory in which to test and
fine-tune the application of trade policy con-
cepts and disciplines in the financial services
sector. Not surprisingly, the NAFTA provisions
on financial services — in both architectural
and substantive terms — draw heavily on the
Insights gained in the six years of GATS nego-
tiations. For example, all of the following pro-
visions were developed in the GATS context
pror to their adoption and further develop-
ment in the NAFTA: provisions dealing with de
Jacto national treatment (that is, the develop-
ment of a nondiscrimination standard to se-
cure equality of competitive opportunities
between domestic and foreign firms); commer-
cial presence; the carveout ol measures taken
for prudential considerations; the mutual rec-
ognition of supervisory practices; the right to
purchase financial services on a crossborder
basis; disciplines on payments and transfers
and on the movement of information and spe-
cialized personnel; as well as the tailoring of
dispute settlement procedures to meet the
needs of the financial sector.

Fallure to conclude the Uruguay Round on
schedule and, in particular, the inability of the
Group-of-Seven countries to gain from devel-
oping countries support for the financial ser-
vices provisions of the GATS ironically
strengthened the resolve of Canadian and US
officials to ensure that the NAFTA's financial
services negotiations “[did] it right.” In es-
sence, this meant reaching agreement on a
clear set of GATS-like trade principles, an
objective the Mexican negotiators also came to
share.

Two further factors strengthened the case
for a principles-based approach. First, the na-
ture of Mexico's regulatory environment — In
particular the traditional lack of procedural
transparency and the tendency for adminis-
trative and executive fiat when making regu-
latory changes — suggested the need for clear
and predictable rules. A second factor — of
some significance from a Canadian standpoint
— related to the willingness of US authorities,
particularly within the Department of the
Treasury, to use the NAFTA (and the GATS) as
a means of anchoring trade-liberalizing prin-
ciples in a legally binding treaty to which
future domestic legislation would need to con-
form. Following recent failures at gaining con-
gressional approval for overhauling the
country's financial system, the US Treasury
probably saw merit in a rules-based approach
for underpinning future attempts at domestic
financial reform.6

Key Features of the NAFTA's
Financial Services Chapter

The financial services provisions of the NAFTA
are composed of three related sections: a first
section dealing with general principles, a sec-
ond one describing the specific liberalization
commitments made by each NAFTA country,
and a third section outlining each country's
reservations — that is, those discriminatory
practices each wishes to retain after the
agreement's entry into force. Completion of the
third section will take up to two years, since
many nonconforming measures of subna-

C.D. Howe Institute Commentary / 5



tional governments remain to be listed, partic-
ularly in the United States and Canada, where
state and provincial governments have regula-
tory jurisdiction over some financial market
segments.” (In Canada, for example, securities
firms are regulated at the provincial level)
Under the NAFTA's negative-list approach to
coverage, fallure {o list a nonconforming mea-
sure within the agreed time frame implies its
full and iImmediate liberalization.

Principles

One of the main characteristics of the NAFTA’s
financial services chapter — its “principles”
approach — provides general rules that the
parties must observe. These encompass sev-
eral areas, as follows.

Scope

Unlike the draft financial services annex of the
GATS, which adopts a product-specific (or
“Ist-ol-services™ approach, the financial ser-
vices chapter of the NAFTA primarily follows
an Institutlonal approach. The chapter fo-
cuses thus on the provision of services by
regulated financial institutions. The specilic
financial services or products that dilferent
Institutions may provide varies in each coun-
try, so the chapter does not dwell on the
individual services.

A product-based approach has some con-
ceptual advantages, notably in addressing the
increasing blurring of institutional boundaries
between traditional financial institutions, as
well as the proliferation of [inancial services
offered by nonlinancial firms {such as non-
bank banks and retailers). Despite these, the
three countries opted for an institutional ap-
proach, based mainly on concerns that any lisi
of financial services faced a high risk of rapid
obsolescence given the dizzying pace of finan-
cial market innovation. Moreover, as in other
countries, the regulatory regimes of all three
NAFTA countries ultimately focus on {inancial
institutions rather than on the services they
provide. To mitigate some of the drawbacks ol

the institutional approach, the services of non-
financial firms were specifically dealt with as
“limited scope” financial Institutions, thereby
allowing those nonfinancial firms that provide
financial services in one NAFTA country but
not in others to be subject nonetheless to the
provisions of the NAFTA's financial services
chapter.

Establishment

Marking a significant departure from the a-la-
carie approach {o liberalization pursued under
the FTA — albeit without creating a legal obli-
gation to amend existing practices — the NAFTA
countries have agreed to recognize the follow-
ing market-access principles:

« Financial service providers of a party should
be permitied to establish financial institu-
tions in the territory of another party in the
juridical form determined by the provider —
thereby making direct branching a feasible
form of bank entry, for instance.

= Financlal service providers of a party should
be permilted to participate widely in the
markel of another party. by being able to
expand geographically within that territory
— thereby eliminating restrictions to inter-
state branching.

« Financial service providers of a party should
be allowed to provide in another party’s
territory a range of financial services
through separate financial institutions as
may be required by the host party — therehy
eliminating Glass-Steagall-type restrictions
affecting banking securities affiliations and
US restrictions on bank insurance linkages,
for instance.

Moreover, the NAFTA's establishment pro-
vislons note that when the United States “sig-
nificantly” liberalizes its existing measures to
permit commercial banks of another parly
located in its territory to expand throughout
all of the US market either through subsidiar-
les or direct branches, the partles will review
and assess market access provided by each
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party according to the principles described
above, “with a view to adopting arrangements
permitting investor choice as to juridical form
of establishment by commercial banks.” The
onus for setting in motion the liberalization
process embodied in the {inancial services
chapter’s provisions on establishment thus
rests on the United States.8

Crossborder Trade

Borrowing from the similar, albeit less ambi-
tious, language contained in the GATS' Under-
standing on Commiiments in Financial Services
— the more liberalizing provisions of which
complement the dralt agreement’s financial
services annex and to which GATS signatories
may accede on a voluntary basis — the NAFTA
countries have agreed to grant each other the
right to provide financial services from the
territory of another country {that is, without
establishment in the country where consum-
ers are located).

In general, the NAFTA countries have
agreed to permit their residents to purchase
financial services provided from the territory
of another party. However, the transaction
must be originated at the request of the con-
sumer, Without establishment, therefore, ser-
vice providers cannot actively solicit business
in the territory of another party. In an improve-
ment over both the FTA and drafi GATS pro-
visions, NAFTA countries have also agreed to
a standstill (a regulatory freeze) on the im-
pediments to crossborder trade that currently
exist. In other words, no new restrictions may
be imposed by a party. However, with respect
to crossborder trade in securities, Canada
(generally perceived to have the most permis-
sive set of regulations) did not commit to the
standstill — largely in response to a refusal by
US negotiators to grant Canadian securities
firms equivalent crossborder access into the
US market. Consequently, the United States
also declined to comimit to a standstill in the
area of crossborder trade in securities with
Canada, while they did commit to one vis-d-vis
Mexico.

Transparency

In a significant improvement over the FTA,
particularly in view of the highly regulated
nature of many financial market activities, the
NAFTA signatories have agreed to abide by
several provisions to publish all measures of
general application; to allow for prior consul-
tations wherever possible on propased changes
to existing measures or the introduction of
new ones; to render administrative decisions
within 120 days where possible on completed
applications for licenses lodged by foreign fi-
nancial institutions; and, finally, to ensure
that enguiry points exist by 180 days alter the
NAFTA's entry into force, to which all “reason-
able” inquiries may be directed. The transpar-
ency obligations agreed to under the NAFTA
should prove particularly useful for Canadian
and US [irms operating in Mexico's financial
markets, given the long-standing complaint
that Mexican authorities often enact regula-
tory changes without prior consultation with
the private sector.

National Treatiment

The NAFTA also borrows from the GATS {or its
national treatment standard, which was
largely developed in the GATS financial ser-
vices working group. The core liberalizing prin-
ciple of national treatment is defined in the
NAFTA's financial services chapter in terms of
“equality of competitive opportunities,” or de
Jacto national treatment. Unlike the tradi-
tional, GATT -like, de jure standard of national
treatment, de facto national treatment takes
Into account the potential inequality in the
effects of regulatory requirements, even if ap-
plied equally to domestic and foreign institu-
tions. De facto national treatment may allow
laws and regulations applied to foreign finan-
cial institutions to differ from those applying
to domestic firms, so long as their effects are
equivalent and do not place the former at a
competitive disadvantage in the host-country
market.
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To make these two concepts clear, assume,
for example, that all banks (domestic and for-
elgn) established in a particular country were
to pay a certain tax if they engaged in trade
financing. This law would constitute de jure
national treatment because it applies equally
to domestic and foreign banks. However, now
assume that trade financing in this particular
couniry is exclustvely (or mostly) done by for-
elgn banks. While not viclating de jure national
treatment, it could be argued that the effect of
this law contravenes the principle of de facto
national treatment.

This potential dichotomy of interpretation
could also be directed to the eflects of the
Glass-Steagall Act, which restricts all banks
established in the United States from engaging
in securities activities. Although this law cer-
tainly complies with de jure national treat-
ment, it is seen by some non-US financial
institutions as placing them at a competitive
disadvantage.

In this regard, a complaint voiced by some
Canadian financial institutions relates to the
“Section 20" limited exemption from Glass-
Steagall restrictions.? The so-called Section 20
subsidiaries of banks or bank holding compa-
nies are permitted to underwrile, deal, and
distribute ineligible debt (Including equity se-
curities) as long as the revenues from this
source represent no more than 10 percent of
the total gross revenues obtained {rom both
ineligible and eligible securities activities. For
the purposes of this test, eligible securities
Include both US government securities as well
as Canadian government securities.

While clearly not in conflict with de jure
national treatment, some Canadian financial
institutions have expressed concerns about
their opportunities to compete on an equal
footing vis-a-vis US firms, which have a com-
paratively larger base of eligible securities (re-
sulting from thelr significantly larger holdings
of US government securities). Legislation pre-
venting foreign banks from branching directly
into Canada has similarly been viewed as in-
hibiting effective access into the Canadian
market. 10

Given the inherently subjective nature of
such interpretations, it is doubtful that the
principle of de _facto national treatment could
be administered in practice without a binding
and enforceable dispute settlement mechanism.

Most-Favored-Nation Treatment

A second core Instrument of nondiscrimina-
tion, the most-favored-nation (MFN) treatment
principle, provides for the [ull and immediate
sharing of the benelfits of liberalization by en-
suring that any NAFTA country must extend
Lo all other NAFTA countries any advantage it
grants to any other country, whether or not
that country is a party to the NAFTA.

Mutual Recognition

Building on language developed in the finan-
cial services annex of the GATS, the NAFTA
would allow regulators of any two countries to
negoliate bilateral arrangements providing for
regulatory or supervisory harmonization.
Such arrangements may involve special treat-
ment being granted to certain [inancial insti-
tutions. In an agreed departure from the MFN
principle, any two countries agreeing to such
special treatment need not extend this treat-
ment automatically to the other signatory
country if the prudential measures of the latter
are deemed unequivalent. For example, bilat-
eral arrangements between the US Securities
and Exchange Comrnission (SEC) and Canada's
provincial securities commissions granting
unique treatment to Canadian securities firms
in the United States could remain in place
under the NAFTA without necessarily being
extended to Mexico. However, the NAFTA af-
fords each signatory country the opportunity
to negotiate access to a mutual recognition
pact that the other parties may have negotl-
ated (including those with non-NAFTA coun-
tries) il its prudential measures do become
equivalent.
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Prudential Carveout

Also drawing on a related GATS provision, the
NAFTA's financial services chapter guarantees
that, notwithstanding any other provision of
the agreement, each country retains the right
to take “reasonable” prudential measures, in-
cluding measures to protect depositors and
safeguard the safety and soundness of the
financial system. This provision aims to en-
sure that the obligations of the agreement do
not in any way impinge on the ability of regu-
latory authorities to take necessary action
when they do so for prudential reasons.!! No
attempt was made in the NAFTA to develop
criteria for determining what constitutes a
“reasonableness” test, though such criteria
could emerge, if required, through recourse to
the chapter's dispute settlement procedures.

New Financial Services

The NAFTA negotiators opted for somewhat
less liberal language than that contained in
the GATS' Understanding on Commitments in
Financial Services, which would authorize fi-
nancial service providers — established in a
CATS country acceding to its provisions — to
offer any new financial service. In contrast, the
NAFTA countries have agreed to permit the
financial institutions of any party to provide
any new financial service — but only so long
as the host NAFTA country already allows a
similar service to be offered. Host countries
retain the right under the NAFTA to determine
the juridical and institutional forms through
which a new financial service may be provided
and may require authorization for the provi-
sion of the service. Decisions to authorize the
provision of a new financial service must be
made promptly and may only be based on
prudential considerations.

Rules of Origin

The financial communities of non-NAFTA
countries pald careful attention to the rules-
of-origin provision throughout the trilateral

discussions. This provision focuses on the
ownership rules that a firm established in any
of the three countries must observe to qualify
for NAFTA benefits. Both Mexico and the
United States opted for a liberal approach by
choosing to apply the criteria of “country of
incorporation.” This means, for example, that
a wholly owned European or Japanese finan-
cial firm incorporated in the United States or
Mexico qualifies for NAFTA treatment in both
countries.? In keeping with its more restric-
tive domestic legislation, Canada retained a
“de facto” control test for determining the own-
ership of a financial firm when dealing with
limitations on total domestic assets of foreign
bank subsidiaries in Canada. Thus, a US- or
Mexican-incorporated financial institution,
ultimately controlled by Japanese or Euro-
pean capital, would be deemed by Canada to
be Japanese or European, 13

The chiefl concern of most financial insti-
tutions from non-NAFTA countries relates to
their ability to share equally — that is, on a
nondiscriminatory basis — in the benefits of
the far-reaching opening of Mexico's financial
markets. However, Mexico's declision to allow
outside firms to benefit from NAFTA treatment
through expansion into Mexice from their Ca-
nadian or US operations has largely allayed
fears over the creation of a “Fortress North
America” in financial services. /4

Nonetheless, given that the gradual opening
of Mexico's financial markets will involve the
maintenance of aggregate foreign-market-share
limitations, the treatment afforded by Mexico
to non-NAFTA firms could prove controversial.
This could be the case in instances during the
transition period, when the aggregate ceflings
are close to being met, if Mexico were to give
precedence to Canadian or US financial insti-
tutions over non-NAFTA applicants. !5

Dispute Settlement

In addition to encouraging informal concilia-
tion, mediation, and consultation, the NAFTA
marks a significant and welcome improvement
over the FTA by providing for formal dispute
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settlement procedures applicable to all types
of financlal services, including banking, secu-
rities, and insurance. While following the
general rules of the NAFTA's generic dispute
settlement process, these procedures have been
tallored to meet some of the particularities of
the financial services sector. especially with
regard to ensuring appropriate panel expertise.

If a party chooses to initiate a formal pro-
ceeding under the NAFTA, 1€ the panel that will
hear the dispute would generally consist of five
members chosen from a roster of up to 30 ex-
perts in international trade and from a roster
of up to 15 with additional expertise in finan-
cial services law or practice. The parties will
appoint such experts by consensus for terms
of three years. Where the parties agree that a
maltter is financial in nature, the panel may be
composed entirely of financial service experts.
The NAFTA also provides for mixed panels to
address issues that are both financial and non-
financial in nature, such as taxation matters.

The dispute settlement provisions of the
financial services chapter stipulate that retal-
latory action taken pursuant to a panel deci-
sion must be confined to the linancial services
sector to the exient to which the measure in
question affects that sector.17

The chapter on investment provides pri-
vate investors with the right to seek recourse
— and to avail themselves of the chapter’'s
investor-state arbitration mechanisms — in
the f{inancial services area with respect to a
limited number of measures governed by the
chapter, such as expropriation. However, if the
defending country argues that the investment-
related measures are taken for prudential rea-
sons and the Financial Services Committee
established under the NAFTA (see “Other Pro-
visions” below) agrees, then normal state-to-
state dispute settlement procedures apply.

Other Provisions

The chapter on financial services contains a
number of other trade-facilitating provisions.
Recognizing, for instance, the central import-
ance of Information technology to the efficient

and cost-effective provision of financial ser-
vices, the NAFTA permits financial institutions
to transfer information in electronic form into
and out of a parly’s territory for purposes of
data processing. The chapter also handles a
typical impediment faced by financial firms in
deploying their key personnel, by prohibiting
a NAFTA signatory from requiring that a finan-
cial institution of another party hire individ-
uals ol any particular nationality as senior
managerial or other essential personnel. More-
over, no country may require that more than
a simple majority of the board of directors of a
financial firm of another NAFTA party be na-
tionals or residents of the host country.

The NAFTA also provides for the establish-
ment of a Financial Services Committee to be
composed of representatives ol the finance
ministries of each NAFTA country (as well as
olficials [rom the US Department of Commerce
for insurance-related matters). The committee
will supervise the implementation of the finan-
cial services chapter and its further elabora-
tion; consider issues regarding financial
services that are referred to it by a party:
participate in certain dispute settlement pro-
ceedings: and examine technical issues under
the chapter. This committee is required to
meet annually and inform the Free Trade Com-
mission of the resuits of such meetings.

The [inancial services chapter allows a party
to request consultations with another party
regarding any matter under the agreement
that affects financial services, including mat-
ters relating to the extraterritorial application
of a country’s regulatory regime. The identifi-
cation of issues on which NAFTA parties may
wish to consult will be facilitated by the trans-
parency obligations to which they have agreed.
By providing for expert consuliations in the first
instance, the chapter's consuliations’ provis-
ions also serve as a means of dispute avoidance,

Country-Specific Commitmenis

Mexico

Marking a signilicant departure from past pol-
icies, which have traditionally protected do-
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mestic financial institutions, Mexico agreed in
the NAFTA to sweeping liberalization of its
financial markets {see Table 1). Financial firms
organized under the laws of another NAFTA
country will be able to establish wholly owned
subsidiaries in Mexico — subject to certain
market-share limits, both aggregate and firm-
specific — that will apply during a transition
period ending by the year 2000. Thereafter,
Mexico may apply certain temporary safe-
guard provisions in banking and securities. 18

In banking, the aggregate market share
that Canadian or US firms may capture —
expressed as a percentage of the capital of all
Mexican commercial banks!9 — will increase
from a limit of 8 percent at the time the agree-
ment enters into force to 15 percent on Janu-
ary 1, 2000. For securities, the analogous
aggregate market-share ceilings are 10 and
20 percent, respectively. Banks will also be
subject to individual market-share limitations
of 1.5 percent during the six-year transition
period, while securities firms will face individ-
ual limits of 4 percent. Except for what they
can achieve through internal growth, individ-
ual foreign banks will face a pertnanent size
limit of 4 percent of the capitalization of
Mexico’s domestic banking system. This limi-
tation aims principally at preventing takeovers
of Mexico's largest banks by Institutions incor-
porated in the United States or Canada.

The opening of Mexico's market for insur-
ance services provides Canadian- and US-
based firms with three routes of access. First,
those with a current ownership stake in a
Mexican insurance company of at least 10 per-
cent may move to 100 percent ownership by
January 1, 1996. Second, firms forming joint
ventures with Mexican insurers may increase
their foreign equity participation in such ven-
tures in steps, from 30 percent in 1994 to 51
percent by 1998 and to 100 percent by the year
2000 (with incremental Increases in interim
years). Such firms will not be subject to aggre-
gate or individual market-share limits. Third,
foreign insurers may establish wholly owned
subsidiaries, subject to aggregate limlits
scheduled to increase from 6 percent of market

share in 1994 to 12 percent in 1999 and to
indtvidual market-share caps of 1.5 percent.
Both types of limitations will be eliminated on
January 1, 2000. When the NAFTA comes into
force, Mexico will allow intermediary and aux-
fliary insurance services firms, such as bro-
kers, claims adjusters, providers of actuarial
services, to establish subsidiaries with no own-
ership or market-share limits,

Mexico will also extend national treatment
to Canadian and US nonbank financial insti-
tutions engaged in consumer lending, com-
mercial lending, mortgage lending, and credit
card services. Such limited scope finance com-
panies will, hawever, be subject to aggregate
(but not individual} market-share limitations
during the transition period.2% NAFTA factor-
ing and leasing companies will be subject to
the same transition limits on aggregate market
share as those applying to securities firms, but
with no firm-specific limitations. Meanwhile,
the NAFTA will allow financial institutions
such as bonding companies, foreign exchange
houses, mutual funds management compa-
nies, and financial warehouses to enter Mexico
free of ownership or market-share limitations
when the agreement enters into force.

In the establishment of wholly owned sub-
sidiaries in Mexico, the NAFTA requires mini-
mum capital levels identical to those applicable
to Mexican financial institutions, In the case
of securities firms, for instance, the minimum
capital currently required equals about
US$10 million, roughly the same as that ap-
plying to banks.

The number of foreign financial institu-
tions abie to establish wholly owned subsidi-
aries in Mexico between 1994 and 2000 will
depend on whether individual firms use only
the minimum capital required or choose to
utilize the maximum level allowed.

Canada and the United States

in what the financial industries of both coun-
tries have already described as a disappointing
cutcome, Canadian and US negotiators were
unable to secure any new liberalization com-
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Table 1:

Transition Limits for Entry

by NAFTA Financlal institutions into Mexico

Aggregate Forcign Individual Firm
Limit on Industry Limit on Industry Subsequent
Type of Institution Capitalization Capitalization Aggregate Safeguard
Limit to increase in Limit in force only Safeguard applics between
steps between 1994 between 1994 and 2000 and 2007 (Mexico has
and 2000. 2000. one opportunity to frceze
aggregatc capital share if it
Limit subsequently reaches a safeguard threshold
removed. between 2000 and 2004, The
[reeze may not exceed
3 years).
Banks B8-15% 1.5 25%
Securities dealers 10-20% 4.0°: 30%:
Insurance companies
Options for de novo
cstablishment:
(a) Foreign-controlled 6-12%" 1.5% na.

(b) Joint ventures Firms entering Mexico with a Mexdcan partner are not subject to aggregate or
individual market capital-share limitations. However, they are limited In terms of
their equity participation in the joint venture. Such firms may enter with a maximum
30 pereent equity, and they may hold a controlling Interest by 1998. In the year

2000, all restrictions are climinated.

Facloring and 10-20% n.a. .
leasing companies
Other financial Financial warchousing firms, bonding companies, foreign exchange houses, and

institutions mutual fund management companies will be permitted to establish subsidiares free

of ownership or market-share iimitations when the agreement goes into cflect.

Afler 2000, bank acquisitions may be subject to an individual 4 percent capital-share limitation on the size of the
resuliing institution.

These lower numbers reflect the fact that they do not include cither joint ventures or previously established insurance
companiecs from NAFTA countries in Mexico. Those with a current ownership stake in a Mexican insurance company
of at lcast 10 percent may move to 100 percent ownership by January 1. 1996.

Source: NAFTA, Annex VL
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mitments from each other in the NAFTA.2! The
NAFTA, therefore, introduces no changes to
the specific bilateral commitments exchanged
in the FTA (see Box 1). However, the commit-
ments made in the context of the FTA are now
subject to dispute settlement — a welcome
change.

In the area of financial services, the chiel
US negotiating objective consisted of obtaining
the right for US banks to branch directly into
Canada (where establishment is now possible
only via the subsidiary route).22 Canada’s key
negotiating chjectives vis-¢-vis the United States,
on the other hand, consisted of obtaining relief,
through either regulatory or legislative means,
from Glass-Steagall Act restrictions affecting the
US operations of Canadian bank-linked securi-
ties firms (and bank-linked insurance firms} and
from McFadden Act restrictions on interstate
branching, Recognizing that a full repeal of either
of the above regulatory impediments was unlikely
in the NAFTA negotlations, Canada had sought
to obtain specific regulatory accominodation
almed at allowing Canadian financial institu-
tions to widen the scope of their US operations.

Asregards the treatment of Mexican [inan-
cial institutions in the markets of their north-
ern nelghbors, Canada has agreed in the NAFTA
Lo accord Mexico the same treatment granied
to the United Stales under the FTA. Canada
will thus exempt Mexican firms and individu-
als from its prohibition against nonresidents
individually and collectively acquiring 10 and
25 percent, respectively, of the capital of do-
mestic financial institutfons. 23 Similarly, Mex-
ican firms will not be subject to the combined
12 percent asset cefling applying to non-
NAFTA banks; nor will they be required o seek
the approval of the minister of finance in order
to operate multiple branches in Canada.

The United States, for its part, has agreed
to permit any Mexican financial group that has
lawfully acquired a Mexican bank with opera-
tions in the United States to continue to oper-
ate a securities firm there for five years after
the acquisition.?? It will not permit a Mexican
bank's US securities affiliate to expand the
scope of its activities or acquire other securi-

ties firms in the United States during the
five-year period, and its operations will be
subject to Glass-Steagall restrictions on trans-
actions between it and its affiliates. The United
States will not be providing the same conces-
sions to Mexico under the NAFTA as some of
those granted to Canada under the FTA. In
particular, the United States willi not be
amending its National Bank Act to permit do-
mestic and foreign banks and bank-holding
companies to deal in, underwrite, and pur-
chase without limitation Mexican government-
backed debt securities. The United States wiil
not, moreover, exempt Mexican-based broker-
dealers that conduct securities activities in the
United States from the requirement to main-
tain reserves in the United States.23

Implications for Canadian
Financial Institutions

With Respect to the United States

With no new liberalization commitments se-
cured from the United States under the NAFTA
(beyond those agreed to in the FTA), the impact
of the agreement on the US operations of
Canadian financial institutions will likely be
marginal through the medium term.

Nonetheless, Canadian financial institu-
tlons de stand to derive gains from the clearer
“rules of the road” Nowing [rom the adoption
of a principles-based approach and, especially,
from the development of a binding mechanism
to arbitrate future disputes. Canada's finan-
cial industry also stands to gain (in both the
Uniled States and Mexico) from the “ratchet”
elfect provided by the NAFTA's freeze on the
introduction of new discriminatory practices
at the federal and subnational levels (except in
the area of securities).

Because the NAFTA parties have formally
committed only to recognizing the agreement's
market-access principles and to reviewing them
at a future time if US interstate branching
restriclions are “significantly” curtailed, the
impact of the agreement's establishment pro-
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visions is difficult to assess. While Canadian
financial institutions have legitimate concerns
about the lack of new market opening commit-
ments by the United States in the NAFTA, they
are likely to view the liberalization dynamic
embodied in the agreement’s financial services
chapter as an improvement over the approach
of the FTA. This is so largely because the
NAFTA places much of the burden for further
regional liberalization on US shoulders by mak-
ing US financial market reform the triggering
mechanism for further liberalization. The logic
of the NAFTA's establishment provisions may,
similarly, increase pressure on Canada to
allow US banks the right to branch directly
into Canada, since this right is now recognized
as a trade-liberalizing principle. This signals a
potentially significant departure from past Ca-
nadian regulatory practices.?6 Finally, both
parilies may invoke the agreement's de facto
standard of national treatment — including
recourse to dispute settlement — to challenge
a number of current regulatory practices
viewed as impediments to effective access to
both countries’ financial markets.

With Respect to Mexico

The far-reaching financial market liberaliza-
tion agreed to by Mexico in the NAFTA provides
Canadian flnancial institutions with new op-
portunities to enter a dynamic market with
strong growth prospects. Until quite recently,
Mexico had kept its financial markets virtually
closed to foreign competition. Foreign minority
ownership has been permitted since 1989,
allowing for an aggregate of 30 percent of
foreign equity in the case of banks and secu-
ritles firms (although no single investor can
hold more than 10 percent of the equity).
However, full foreign ownership of domestic
financial institutions has until now been se-
verely restricted.??

Although notable changes have resuited
from the process of domestic financial reform
launched In the late 1980s,28 foreign compe-
titlon could increase both the depth and the

efficiency of Mexico’s financial markets, in sev-
eral areas. Note the following:

» Mexico remains significantly under-
branched In the area of retail banking,
with one branch serving an average of
18,500 people, compared with roughly one
branch per 2,000 people in both Canada
and the United States. It is further esti-
mated that only 8 percent of Mexicans have
chequing accounts. The less-intensive use of
financial services in Mexico stands out even
in large cities, where significant segments of
the population enjoy relatively high In-
comes. Many of those living outside the
major cities have no banking relationship at
all. Rising incomes and the greater eco-
nomic stability expected to derive from the
NAFTA, as well as recent institutional re-
forms almed at raising Mexico's level of
aggregate savings, should sharply increase
demand for financial services.?’

» The market for mortgages Is almost non-
exisient, largely because of the very high
inflation and interest rates experienced dur-
ing the 1980s. It is estimated that only
1 percent of Mexican households now have
morigages. Significantly lower inflation and
continued strong growth in residential con-
struction in Mexico should fuel a rising
demand for mortgage-related products.

» Mexican firms and individuals are signifi-
cantly “underinsured.” For example, it is
estimated that, out of a population of some
86 million people, only 1.5 million — or less
than 2 percent of the country’s population
— have life insurance policies.

+ Large Mexican corporations typically by-
pass the country's capital markets — where
high nominal and real interest rates, large
spreads between deposit and lending rates,
and lagging financial innovation have been
the norm — to finance themselves in the
Euromarkets.

= Smaller enterprises have only limited access
to domestic financing, owing in part to the
banks' limited experience in assessing com-
mercial risks. During most of the 1980s,
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bank lending to the private sector was nearly
nonexistent, since commerclal banks were
burdened with large reserve requirements
used to finance government deficits.3°

* Mexico’s regulatory authorities are currently
planning to create a full-fledged domestic
derivatives market. f

Reflecting the large rents typically associ-
ated with heavily protected markets, Mexican
financial institutions have been highly profit-
able. The average return on equity in 1992 for
Mexico's 12 largest banks was 27.2 percent,
while the average return on assets for these
banks was 1.7 percent. This compares favor-
ably with figures of 12.7 percent and 0.9 per-
cent respectively in the United States (all
banks). Similarly, return on equity averaged
9.7 percent for Canada’s six largest banks
during 1991-92, while return on asseis aver-
aged 0.5 percent during the same period.3!
The anticipated prolfitability of financial inter-
mediation in Mexico was fully evident when
the Mexican government reprivatized the
country's banks: Mexican investors paid be-
tween 2.5 and 5.3 times book value for the
banks' shares.?2 The securities business has
produced equally impressive profits, with the
ten largest Mexican brokerage houses showing
a nearly 180 percent rise in profits in the
second quarter of 1992, compared with a year
earlier.33

Mexico's financial system is, in some re-
spects, similar to that of Canada; this should
enhance the opportunities open io Canadian
institutions. The similarities include a signifi-
cant concentration of institutions in the bank-
ing and securities sectors;34 few restrictions to
branching throughout the country's whole ter-
ritory; and a financial sector currently in the
process of restructuring in the wake of domes-
tic financial reforms.33

Canadian financial institutions are gener-
ally well positioned to take an active part in the
further development of Mexico's financial mar-
kets — and to benefit from the effort. While
Mexican banks seek to establish large retail
banking networks and to broaden the range of

wholesale and corporate lending services avalil-
able to businesses, they generally lack the
technological expertise and capital required to
do so most efficiently. Mexico’s weak compet-
itive environment has, indeed, contributed to
the relative inefflciency of the country’s domes-
tic financial institutions, Operating expenses as
a percentage of banks' assets for 1991 provide
evidence of such inefiiciency: 4.6 percent in
Mexico versus 2.6 percent in Canada.36 The
average Mexdcan branch employs 54 percent
more employees than its Canadian counter-
part.?7 Furthermore, Mexican financial pro-
viders typically lag in their technological
development, which is the key to offering efll-
cient wholesale banking and securities ser-
vices. Thus, Mexico's needs can be seen as
matching Canada's banking strengths: rela-
tively strong capital positions — stronger in
fact than many US competitors — and greater
experience than most of their US counterparts
in operating large and integrated multibranch
networks. The need of Mexican banks and
securities firms to upgrade their information
technology also offers Canadian financial
firms — and their software suppliers — new
market opportunities, though competition
from US and foreign flrms will likely be flerce
in the area of software services.38

While the NAFTA provides Canadian finan-
cial institutions with attractive new market-
access opportunities, individual firms will have
to weigh a number of factors in deciding on the
scope and form of a possible foray into the
Mexican market. Among these are questions
relating to the direction of corporate strategies.
Coinciding with the end of the decade-old
Latin American debt crisis, which saw Cana-
dian banks incur significant losses on their
sovereign loan portfolios, the NAFTA comes
after many Canadian banks have completed a
significant curtailment of their already limited
presence in Latin America.3? By offering scope
for expansion of a substantially different na-
ture — that is, through the establishment of
full-fledged financial operations, as opposed to
loan booking through representative oflices —
the NAFTA poses an interesting dilemma for
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Canadian financial institutions: Should they
take a second look at their international cor-
porate agendas just when many of them have
concerns about their domestic operations?

For many Canadian and US firms, large
investments in Mexico may indeed be delayed
because of impalred domestic profitability. The
nonperforming assets of Canadian banks have
risen sharply during the current recession,
with problem loans in the commercial real
estate sector having made the single largest
contribution. To cover problem loans, banks
have increased their loan-loss provisions sig-
nificantly, thereby reducing both overall prof-
itability and the capital available for
investment in Mexico. These considerations
may limit the ability of Canadian firms to take
advantage of the opening of Mexico's market
and may also influence the form of entry they
choose; for example, they might opt to invest
in a joint venture rather than establish a wholly
owned subsidiary.

Matters relating to “familiarity” and client
relationships will also likely affect corporate
decisions. In Mexico, Canadian financial insti-
tutions face a language and corporate culture
that are far less familiar to them than to
US institutions based in Texas, California,
and Florida, or even in Illinois and New York.
Except for those few Canadian-owned banks
that have already aggressively expanded their
non-US international businesses and may
choose to establish wholly owned subsidiaries
in Mexico, many Canadian financial institu-
tions interested in a Mexican foray may opt to
form a Hmited partnership with a domestic
firm.40 One such example, Scotiabank, re-
cently announced the acquisition of a 5 per-
cent stake In Inverlat, Mexico's fourth-largest
financial group. Inverlat controls a securities
firm, and recently purchased the commercial
bank Comermex {the country’s fourth-largest
bank).4! Because Inverlat — and particularly
Comermex, which controls about 6 percent of
Mexican banking assets — constitutes a mid-
dle-sized Mexican financial organization,
Scotiabank will not have the option of acquir-
ing control over its Mexican partner. The rules

agreed to in the NAFTA do not allow [or total
acquisition of a Mexican bank or securities
firm if 1t accounts for more than 4 percent of
the market. (In the case of banks, this limit will
be retained permanently.) This suggests that
Scotiabank's undertaking in Mexico could be
limited to a minority joint venture, unless it
uses this vehicle to gain the experience and
exposure to the Mexican market it needs if it
wants to establish an independent presence.

Canadian securities firms have also had a
very limited Involvement in Mexico, and their
participation in the recent surge of Mexican
placements of equity and bond issues in inter-
national capital markets has been modest.
Since 1990, Mexico has launched over 40 in-
ternational bond issues, raising more than
US$6 billion in the process. In 1991, nearly
US$10billion in foreign portfolio equity Invest-
ments were placed in Mexico’s stock market or
in Mexican funds traded primarily in New
York. The underwriters in these placements
have predominantly been US firms.

The Mexican market for insurance-related
services — which ranked first in Latin America
and twenty-seventh worldwide with US$3.5 bil-
lion in life and nonlife premiums in 1991 —
offers strong growth potential. Sales of life
insurance, in particular, offer potentially sig-
nificant new opportunities for Canadian and
US insurers. Demand for new nonlife and
reinsurance products may similarly exhibit
strong growth in the face of surging three-way
trade and rising demand for insurance of
transportation equipment, particularly auto-
mobiles. The liberalization of the Mexican in-
surance market was particularly welcomed by
the US industry, whose size and prior experi-
ence in the Mexican market combine with
geographical proximity to give it a distinct edge
over Canadian insurance providers — most of
which have had little or no exposure to the
Mexican market, 42

A [urther consideration, setup costs, may
also alfect how Canadian financial institutions
— particularly securities firms — enter the
Mexican market. A number of Canadian secu-
rities firmns have indicated informally that the
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US$10 million in capital required to establish
a subsidiary in Mexico is too large an amount
to consider establishing wholly owned opera-
tions, noting that the largest Canadian dealer
in the United States has a capital of only about
three times that amount. 3 The validity of this
argument will be tested over time as individual
firms evaluate these setup costs against ex-
pected returns. Although for many of Canada’s
smaller securities dealers, this minimum cap-
ital threshold may indeed represent a prohib-
itive amount, it still constitutes less than
5 percent of domestic capital for at least six of
the larger Canadian securities dealers. For
Canadian banks, the minimum capital thresh-
old required to establish wholly owned opera-
tions in Mexico should not prove unduly
onerous,

The dampening effects of factors such as
familiarity and setup costs can be expected to
subside over time as both financial and nonfi-
nancial Canadian businesses become better
acquainted with the market opportunities in
Mexico. The limited presence of Canadian fi-
nancial institutions in Mexico is, after all,
hardly surprising given the fairly anemic pre-
NAFTA trade and investment links between
the two countries and the past restrictions on
access to Mexico's flnancial markets.

The issue of the speed with which Cana-
dian f[inancial institutions enter Mexico's fi-
nancial markets is far from trivial since
transitional market-share limits in Mexico will
apply in aggregate to Canadian and US finan-
cial institutions. The aggregate cap means that
Canadlian {irms must act before their US com-
petitors capture the overall limit. Moreover, the
liberal rules of origin accepted in the agree-
ment (see “Principles”™ mean that non-NAFTA
institutions incorporated in the United States
or Canada could fill Mexico’s quotas. Given the
keen interest in Mexico expressed by the United
States — which sees the NAFTA outcome on
financial services as a major achievement —
as well as the European and Japanese finan-
cial communlities, failure to act quickly may
have the eflect of forcing Canadian (inancial
institutions to wait until well into the next
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century before establishing wholly owned sub-
sidlaries in Mexico.

Concluding Remarks

The most obvious impact of NAFTA on Cana-
dian financial institutions will come as Mexico’s
financial markets open up. However, signifi-
cant benefits will also accrue from clearer
“rules of the road™ and especially from the
introduction of a binding dispute settlement
mechanism. The adoption of a principles-
based approach to financial market liberaliza-
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tion marks an important new development in
trade agreements and a significant improve-
ment over the terms of the Canada-US Free
Trade Agreement.

The inability of Canada and the United
States to agree toc new lberalization com-
mitments vis-d-vis each other in the NAFTA
represents a disappointing outcome for the
Canadian financial community, which had
hoped to see the trilateral agreement redress
some of the imbalances contained in the finan-
clal services chapter of the FTA, The NAFTA
may nonetheless add to domestic pressure in
the United States to renew efforts at a com-
prehensive relorm of the country’s financial
system by making such reform the trigger of
further regional liberalization. The national
treatment and establishment principles Incor-
porated in the NAFTA may also lead to in-
creased pressure on Canadian financial
regulators to allow US banks to branch di-
rectly into Canada, thereby signalling a poten-
tially significant departure from past
Canadian regulatory practices. The adoption
of a principles-based approach to liberaliza-
tion may also heighten interest in — and pres-
sure for — greater regulatory harmonization
within the NAFTA countries,#4 much as has
been the case in the European Community as
a result of further [inancial market integration
among its member states.

Canadian financial institutions are gener-
ally well positioned to benefit from the opening
of Mexico's financial markets. However, a
number of considerations — ranging from do-
mestic prolitability to the level of setup costs
— will likely condition both the ability of Ca-
nadian financial institutions to enter the Mex-
ican market and the corporate form they take
to do so. On the one hand, both the existing
structure of Mexico's financial markets and
the nature of its liberalization commitments
under the NAFTA appear to favor the entry of
Canadian banks into Mexico's banking sys-
tem, particularly as they are better capitalized
than most US banks and have greater exper-
tise in operating large multibranch networks.

On the other hand, US securities and insur-
ance firms would appear to enjoy some degree
of comparative advantage over their Canadian
counterparts in view of significantly larger
capital bases and greater recent experience in
serving the Mexican market.

Since transitional market-share limita-
tions in Mexico will be applied in aggregate to
Canadian and US firms, in addition to non-
NAFTA firms incorporated in either country,
Canadian financial institutions must not delay
entering the Mexican market for too long, lest
the overall quota be captured by their chiefl
international rivals. Procrastination could well
mean that Canadian firms would have to wait
until well into the next century before estab-
lishing themselves in Mexico. By then, secur-
ing market shares in a deeper, more mature
Mexican market would be more difficult and
almost certainly costlier.

Finally, one should note that, despite its
promising growth prospects, Mexico's finan-
cial market remains comparatively small; in
1991, the entire Mexican banking Industry
had assets amounting to only US$140 billion,
compared with US$2.5 trillion In the United
States and about C$550 billion in Canada.
Although the NAFTA suggests a positive out-
come for Canadian financial institutions, this
should not deter Canada from aggressively
pursuing its trading interests in the financial
services area on a number of fronts. Chief
among these is the Uruguay Round, the suc-
cessful outcome of which would multilateralize
the benefits of a principles-based approach to
financial market liberalization and provide Ca-
nadian financial institutions with significant
new opportunities in a host of emerging mar-
kets (particularly in Latin America and South-
east Asia) as well as some developed country
markets (Japan's, for example) that have hith-
erto been heavily protected. On a final point of
consideration, one should note the paramount
importance to Canada’s financial community
of achieving greater effectlve access in the
US market.
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Notes

The views expressed In this paper are solely those of its
authors and should not be attributed to the Bank of
Canada, the Department ol External Affairs and Inter-
national Trade, or the Government of Canada. The
authors are indecbied to Mericl Bradford, Rory Edge,
Patricia Evanoff, Jonathan Fried, Clyde Goodlet, Bruce
Montador, Sean O'Connor, Brian O'Reilly, Joanne Os-
endarp, Dan Roseman, Bruce Stockfish, and Frank
Swedlove for helplul comments and discussions.

1 1f, as expected, the NAFTA is ratified by the three
countries’ legislatures during the course of 1993, the
agreement will come into force on January 1, 1994,

2 The far-reaching liberalization of Mexico's financtal
markets appears all the more significant when one
considers, first, the strategic importance of the finan-
cial sector (o a country that, until fairly recently, was
prone to experiencing notable macroeconomic instabil-
ity and, second, the political sensitivides raised by the
almost simultaneous pursulit of domestic financial de-
regulation cum privatization and trade liberalization.

3 Summarizing Canadian [inancial industry views on the
FTA, an officlal of the Canadian Bankers' Association
recently noted that "a further shortcoming of the FTA
with regards to inancial services is that it is a ‘one-shot”
deal....As it stands, the FTA is a static document,
allowing little room for change and offering no real
incentives for further liberalization or regulatory coop-
eration.” Robyn Gafford, “Threc for Free Trade,” Cana-
dian Banker 99 (March-April 1992): 10.

4 For a review of recent reform measures that have
further increased the scope of activitles avallable to
federally regulated financial institutions in Canada, see
Fred Danlel, Charles Freedman and Clyde Goodlet,
“Restructuring the Canadian Financial Industry,” Bank
of Canada Review (Winter 1992-93), pp. 21-46.

5 To be specific, Canada's and Mexico's financial indus-
tries view Glass-Steagall restrictions on affiliations
between banks and securities firms, as well as inter-
state branching restrictions for banks, as constituting
significant impediments to effective (or comparable)
market access in the Uniled Stales. Sce Canadian
Bankers' Association, A Canadian Banking Perspective
on Trade in Financial Services under a Notth American
Free Trade Agreement (Toronto, December 1991).

€& Two of the market-aceess provisions contained in the
NAFTA dcal with the right to provide the full range of
linancial services permitted by the host country, as well
as the right to expand geographically throughout the
host country. These provisions target obstacles to reg-
ulatory reform that both the US Treasury and its
NAFTA partners have sought to alleviate or remove in
recent years: the Glass-Steagall Act restrictions on
affiliations between banks and securitles firms and the
McFadden Act restrictions on interstate branching.

7 Canada has underiaken lo complete its list of existing
nonconforming measures maintained at the provincial

level by the time the NAFTA comces into lorce. The
United States has agreed to list by then the noncon-
forming measures maintained by those states account-
ing for much of the country’s international financial
market activity: California, Florida, Illinois, New York,
Ohlo, and Texas. The United States will list the existing
nonconforming measures of all other states by Janu-
ary 1, 1995.

8 From Canada's perspective, the possibility of allowing
direct branching as a form of bank entry into Canada
would only be reviewed iIfUS interstate branching restric-
tions and Glass-Steagall limitations were eliminated,

9 Scction 20 of the Glass-Steagall Act prohibits a member
bank from being afliliated with a company that (s
“engaged principally” in underwriting and dealing in
bank ineligible securities.

10 The United States views Canada’s subsidiary require-
ment for direct bank entry into Canada as "the most
significant remaining barrier to equality of competitive
opportunity for U.S. banks in Canada.” Sce United
States, Department of the Treasury, National Treat-
ment Study (Washington, DC, 1990), p. 122,

11The chapter on financial services groups prudential
carveout, under "Regulatory Measures,” with a provision
to exclude from the agreement all "non-discriminatory
measures of gencral application taken by any public
entity in pursuit of monetary and related credit policies
or exchange rate policies.” This means that discrimina-
tory actions against nonnationals taken by central
banks, for example, could be subject to dispute settle-
ment. Thus, the NAFTA requires that all central banks
must adhere to clear criteria concerning admissible
counterpartics In arcas such as foreign exchange op-
crations, swaps transactions, and so on.

12 Given Mexico’s current rules restricting the establish-
ment of non-NAFTA loreign financial institutions, such
institutions will be able to establish whelly owned
subsidiaries in Mexdco only by incorporating first in the
United States or Canada.

13The flnancial services rules of origin adopled by the
United States in the NAFTA also entrench the right ol
nen-NAFTA financial institutions established in a
NAFTA country to benefit (alongside Canadian and
Mexican firms) from any future liberalization of US
regulatory practices,

14To be sure, non-NAFTA financial institutions, particu-
larly from OECD member countries, would have pre-
ferred to see Canada exiend NAFTA privileges on a
most-favored-nation basis, an issue Canada has indi-
caled It was prepared to discuss in the Uruguay Round
context.

15Mexico's financial services reservations under the
NAFTA suggest that, in administering license applica-
Uons, the Mexican authorities will attempt to ensure,
inter alia, that thcy do not deny benefits to enterprises
controlled by US and Canadian nationals because of
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expansion in Mexco of institutions controlled by non-
NAFTA parties. A recent publication of the US Chamber
of Commicree gives a clear indication of the expectations
of the US financial industry In this regard, noting that
“in cases where Mexico's market share limit {s being
neared, US- or Canadian-owned firms would gain ac-
cess over foreign-owned subsidiaries.” See US Cham-
ber of Commerce, A Guide to the Nerth American Free
Trade Agreement: What it Means for U.S. Business
(Washington, DC, 1992), p. 14.

16 Disputes between or among parties arising from the
financial services chapters of both the NAFTA and the
GATS may be scttled under either agreement’s dispute
resolution provisions, upon their enactment.

17 Specifically, a complaining party under the NAFTA is
authorized to suspend benclits of equivalent effect only
in accordance with the following: (f) il the measure
affects only the financial services sector, the complain-
ing party may suspend benefits only In the financial
services sector; (ti} il the measure affects the inancial
scrvices sector and any other sector, the complaining
party may suspend benclits in the financial services
scetor to the degree to which only the financial service
scctor has been affected: (i) if the measure affects only
a sector other than Lhe financial services sector, the
complaining party may not suspend benefits in the
financial scrvices sector.

Upon request by any dispuling party, the Free Trade
Commission responsible for oversceing the overall
agreement must establish a pancl to determine if Lthe
level of benefits suspended by a party {s "manifestly
excessive.”

18 Under the terms of the agreement, Mexico may reim-
pose market-share caps If the speciflc foreign owner-
ship thresholds agreed to — 25 and 30 percent, respece-
tively, for banks and securities firms — are reached
before 2004, Mexico may only have recourse to such
market-share limitations onece during the 2000-04 pe-
riod and may only impose Lthem for a three-year period.
Under no circumstances may such measures be main-
tainced after 2007,

19 Transitdon Umils for any given category of financial
services — including banking, securities, and insurance
— arc framed In terms of the capital of foreign firms
relative to that of the comresponding Mexican financial
seclor. Mainly because of prudential requirements,
firms’ assets tend to represent a more-or-less constant
multiple of thelr capital, with multiplying lactors differ-
ing for each type of financial service provider — for
example, an 8 percent risk-welghted capital-asset ratio
in the case of banks. Accordingly, market-asset sharcs
are often used as an approximation of capital in
Mexdco's liberalizatlon schedule for financial services.
It should be noted, however, that where no well-defined
leverage limits (assct-capital ratio cap} exist for some
financial activitics, market shares could differ signifi-
cantly from capital shares. This may be the case for
certain types of Insurance and sccurlties activities,

20These limitations have been set at 3 percent of the
combined aggregate asscts ol all commercial banks and
all limited-scope Ainance companies in Mexico, exclud-
ing lending by afMliates of automoblle manufacturers.

21 Shawn Cooper, vice-president of financial services at
the Canadian Bankers' Assoclation was quoted as say-
ing recently that “there has been very little tangible
improvement in our opportunities in the US [with
respect to the NAFTAL" (Financial Post, August 14,
1892).

22 According to Canadian regulalors — as codified in the
Bank Act and supervisory practices — entry through
subsidiaries provides the most prudent way to regulate
the activities of foreign banks. In addition, the subsid-
fary form constitutes an important clement of Canada’s
financial legislation, which relies fundamentally on
corporale governance.

23 Canada’s "widely held” rule, by which no single indi-
vidual ecan own more than 10 percent of the equity In
a Schedule [ bank, continues to apply to both nationals
and nonnationals.

24 Such acquisition must occur before the NAFTA comes
into force. In additfon, the bank and securities firm
involved must have been operating in the US market
on January 1, 1992 and June 30, 1992, respectively.
This US commitment is important to Mexico because a
number of the recently privatized Mexican banks with
US operations have been acquired by flnancial groups
that also operate securities firms.

25The broker-dealers’ excmption secured by Canada
Nows from prudential recognition agreements reached
between the US Securitics and Exchange Commission
and provincial securtfes commissions.

26 The significance of this polential departure rests on the
fact thal “when a country permits [bank] entry by a
forelgn branch, itis implicitly or explicitly accepting the
adequacy of home-country [in this case the Uniled
States or Mexico] regulation and supervision, including
cnforeement of those rules.” Sydncy J. Key and Hal S,
Scott, International Trade in Banking Services: A Con-
ceptual Framework, Occasional Paper (Washington, DC:
Group of Thirty, 1991), p. 21.

27 Cifbank, which operates scven branches in Mexico, is
the only forcign bank currently established in the
country. Though it set up lis Mexican operations In
1929, Citibank docs not enjoy full banking powers In
Mexdco.

28The process of domestic financial reform in Mexco
procecded in four stages: first, the abolition, in 1989,
of controls on inlerest rates and on the allocation of
credit; second, the climination, in 1991, of foreign
exchange controls, a move destined to allow Mexican
banks and securities firms to engage more frecly in
international transactions; third, the streamlining,
during 1990-92, of the country’s regulatory and super-
visory regimes; and, fourth, completion, in July 1992,
of the privatization of 18 Mexican banks nationalized a
decade earlier al the onset of the country’s debt crisis.

20 / C.D. Howe Institute Commentary



Privatization has resulted in the creation of Jarge finan-
cial service conglomeratcs offering universal or multi-
scrvice banking.

29For example, under a new government-sponsored
pension-fund system, firms will deposit a percentage
of each employee’s salary into a bank account.

301In 1991, the government climinated marginal reserve
requirements for commercial banks, which had reached
80 percent in the mid- 1980s. Also, the Mexican govern-
ment’s overall fiscal position is currently in surplus.

31 Data on Mexico and the United States comes from
E. Laderman and R. Moreno, “NAFTA and U.S. Bank-
Ing,” Federal Reserve Bank of San Francisco Weekly
Letter, no. 92-40 (November 13, 1992), p. 3. Data on
Canadian banks comes [rom the Globe and Mail (To-
ronto), January 18, 1993, p. Bl.

32Canadian banks, in contrast, trade at between lour-
fifths and one and one-half times book value. The large
premium applying to the valuation of Mexican banks
owes In part to the rents that Mexican buyers antici-
pated in the lHght of pre-NAFTA restrictions against
foreign bank entry. The [ar-rcaching opening of
Mexico’s financial markets in the NAFTA may be ex-
pected both to exert downward pressures on the cur-
rent level of rents and to heighten the need for Mexican
banks to improve the overall efliciency of their opera-
tions. The Increase In competition arising from the
NAFTA and the need to enhance efficlency may in turn
encourage some Mexican financial institutions to seek
forelgn partnerships.

33 El Financiero International, August 10, 1992,

34 Mexico's three largest Institutions control about 60 per-
cent of the country's total banking assets. In Canada,
the five largest banks control over 90 percent of total
banking assets (including forelgn assets).

35In the recently concluded privatizaton of Mexico's
commercial banks, the investors who control the secu-
ritics firms acquired most of the banks. The resulting
partnerships have begun to form “financial groups®
providing all types ol financial services (although *Chi-
nese walls® theoretically exist between different types
of flnancial institutions). Thus, although under a
slightly different structure than in Canada (where the
subsidiary form {s required), Mexican banks can also
be linked with securities firms and insurance compa-
nies under a modified "universal banking™ model based
on a holding company structure.

36 See The Banker (August 1992),

37 It should be noted, however, that differences in relative
wages arguc In favor of greater labor Intensity In Mex-
ico. A low capital-labor ratio, induced by relatively low
wages, may have also contributed to the slow pace of
technological change in Mexico's financial industry.

38 Beyond the direct effects of Mexico's commitment to
liberalize its financial markets, the greater economic
stability that the NAFTA should encoumnge In Mexico
will foster important positive externalities for Canadian
financial institutions. One example relates to the an-

ticipated Increase in foreign direct investment into
Mexico by nonfinanclal firms, resulting from the
agreement's strong investment disciplines and the
opening of many seclors previously closed to cutside
competition. This will provide a strong incentve for
Canadian financial institutions to follow their corpo-
rate clients. Moreover, because forelgn direct invest-
ment typically generales strong trade multiplier effects,
investment liberalization can be expected to open up
new opportunites in trade financing. An additdonal
benefit from the NAFTA relates to Mexico's strengthen-
ing links with the rest of Latin America. Canadian firms
that locate or expand into Mexico also stand to gain
better access to Central and South America,

39 Whercas many large US banks and securitlies frms
have maintained close links with their Mexican clients
— in both the public and private sectors — the Cana-
dian presence, which at best has always been small
and concentrated in banking, has been further diluted.
In the carly part of the 1980s, Canada’s five largest
banks had representative offices in Mexico; today there
are three (Bank of Montreal, Royal Bank, and
Scotlabank). One other Canadian bank (CIBC) keeps
only a secrctary to take messages. Others (notably
Toronto Dominion but also CIBC) sold nearly all of their
Mexican portfolio at adiscount in the secondary market
for developing country debt In the latter part of the
1980s,

401t Is interesting to note that the Canadian banking
presence in Spain and Chile, with financial markets
fully open to foreign participation and comparable in
many respects to the Mexican market, is limited to one
branch in Spain (Royal Bank) and one minority owner-
ship in Chilc (Scotlabank with 25 percent equity in
Banco Sudamericana),

41 Sce Globe and Mall (Toronto), August 29, 1992. Scolia-
bank s the only Canadian financial institution to have
suggested publicly what route it would take {n Mexico
as a result of the NAFTA. Although the option of holding
a minority position in a domestic {inancial institution
predates the NAFTA, having been avaidlable to foreign
financial Institutions since 1989, {t may now appcar
more attractive as a result of Mexico's improving eco-
nomic prospects under the NAFTA.

42 Many of the largest US Insurance companies, such as
Chubb Group, Actna Life and Casualty, American Inter-
national Group, and Cigna Corp., already have a pres-
ence in Mexico as minority partners in joint ventures.

43In Canada and the Uniled States, there are several
categories of securities dealers, engaging iIn different
activities and requiring different minimum levels of
capital. Mexico has only one category of securities
dealers that may engage In all types of securities activ-
Ities. Mexico agreed to review, within two years of the
NAFTA coming into force, the possibility of permitting
some imited-scope securities dealers (to which smaller
minimum levels of capital would apply).

44 Even more pressure will come to bear il other countries
become signatories of the NAFTA.
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