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ABSTRACT

The implementation of dtrategies for domestic policy reform, for Generd Agreement on Trade in
Services(GATYS) negatiationsand for bus ness devel opment in the services sector of devel oping economies
can be supported by the empirica work which is examined or proposed in this paper. The paper makes
the case for amore coherent gpproach to the design of reform policy in the services sector. 1t stressesthe
importance of consdering the interaction between services activities, between modes of supply and in
some cases between goods and services. It dso identifies limits to the progress towards the god of
coherent policy making in the services sector. These include lack of information and political economy
condraints.

Moreover, the paper contains areview of recent work on the measurement of impediments to trade
and investment, including research on banking, telecommunications, engineering, architecture, accounting,
legal sarvices, didtribution and maritime services. Thereisevidencein thiswork of sgnificant impediments
to entry into services activities by al modes of supply and of sgnificant discrimination againg foreign
suppliers. Theimplied price effects of these impediments in banking and telecommunications are high in
SOMe economies.

Furthermore, the paper dso presents one set of modelling results of the effects of liberaization. These
results highlight the vaue of a horizonta gpproach to policy making and the vaue of a focus on market
access compared to nationa treatment issues.  Suggestions are made about the next steps in a work
programme on the nature of services sector policy and its impact. This includes wider participation by
devel oping economiesinempirica projects, moretesting of methodol ogiesbeing employedin those projects
and the development of aframework for the congderation of issues of domestic regulation and the design
of competition policy. All this work will have important spinoffs for the effectiveness of participating
economiesin GATS negatiations.
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|. INTRODUCTION

Some years ago, a developing economy
policy-maker or business-person looking at export
opportunitiesin services might have concentrated
on transgport and tourism. They might aso have
expected to export labour services. However,
recent developments in technology and in the
organization of international business have
broadened the scope of developing economy
interests. Moreover, this year, negotiations on
services commitments in the GATS have
recommenced. Thispaper outlinessomeissuesfor
decision-makersto consder and aseriesof reated
research projects to initiate, as they respond to
dhifts in the market place and as they plan their
approach to the services negotiations.

The opportunities for developing economies
in services markets were highlighted recently by
the Globa Services Network (GSN). Thisgroup
identified a number of areas in which developing
economies have“ gained afoothold in knowledge-
based and labor-intensive services’. GSN
concluded that entry into these markets was
facilitated by the opportunities created by new
information technologies and subsequently by e
commerce. GSN cited the experience of some
economiesin establishing data processing sectors,
or cal centres, aswell as software supply groups.
In these cited examples, services were provided
inthe crossborder mode of supply, that is, without
the movement of either producer or consumer.
GSN went on to list other areas which are “ripe
for cross border trade.”* These areasincluded:

= Software programming;

= Data capture and repair;

Management of dectronic medica records;

Trandation sarvices,

Technica online supports services,

Database management;

Research & development;

Inventory management;

Website design and management;

Medicd transcription;

Legd transcription;

Backoffice servicesfor airlines, brokerage
firms, and credit card processing.

UNCTAD, for sometime, hasworked on the
scope for developing economies to expand
sarvicesexportsthrough al modesof supply. The
UNCTAD secretariat (1998) paper examined how
globdization, liberdization and new information
technologies are providing new opportunities for
tradein services. Case studiesincluded computer
services, back office services, environmental
services, hedlth care servicesand tourism services,
Moreover, UNCTAD has undertaken a series of
expert group meetingsin relation to these services?
The paper dso examined the conditions required
for developing economies to take advantage of
new opportunities in the services sector.  This
included reference to developing economies
participation in the negotiations associated with the
GATS. It dso induded mention of a variety of
measuresthat could betaken at the domesticleve.

Despite the emerging opportunities, some
commentators remain concerned that developing
economies have yet to establish themsdvesamong
the leading services exporters. Mashayekhi (2000)
for instance stresses that Snce the adoption of the
GATS, the developing countries share of world
services exports has only increased by 6 per cent
and that this share is mainly due to the
competitiveness of ASan developing economies.




Furthermore, Mashayekhi stressesthat developed
economies il account for three quarters of world
services exports and that most of the top 20
exporters are devel oped economies.

Whilether aggregate sharesmay below, there
IS evidence of the competitiveness of developing
economies in many global services markets.
Karsenty (1999) shows that many developing
countries, including some |east-developed
economies dready have ardatively high presence
in services transactions by various modes. He
showsthisgroup hasardaively high specidization
not just through the movement of naturd persons
but dso in terms of the ddlivery of servicesacross
borders and the export of servicesin the mode of
consumption abroad.®

Many issues are involved in expanding the
ability of developing economiesto take advantage
of these emerging opportunities in the services
sector. Market accessis one issue. But also the
openness of domestic services markets can help
build the capacity to participatein globa markets.
Liberalization increases the efficiency of the
operations of suppliersin intermediate servicesto
al export sectors. Liberdization dso brings in
capital and technology. New business
opportunities are not only influenced by policies
affecting market access a home and offshore, but
aso by other nationd policy initiatives.

The effective participation of developing
economiesin the current services negotiationswill
be a contributing factor to maintaining reform in
theservicessector. A number of papers, including
those by Hoekman and Messerlin (1999),
Mashayekhi (2000), Mattoo (2000), Hoekman
(1999) and Sauve (2000), have discussed the
priorities in the developing economies agendain
these negotiations.

Apart from participation in multilateral
negotiations and naiona policy initidtives, there
are other dements in a portfolio of srategies for

sarvices development.  These include the use of
regional strategies and regiona cooperative
arrangements.  These are topical and there is
consderable work in progress in the gpplication
of regional arrangements. Important ground-
breaking work, for example, is in progress in
APEC. However, detalled examination of specific
regional approachesto reformisacomprehensve
topic and is beyond the scope of this paper.*

The purpose of this paper isto review some
of the empirica work which can provide rdevant
inputs to the implementation of drategies for use
in the GATS negotiations and for domestic policy
reform. Section Il provides aframework for the
congderation of thet information. It reviewsaseries
of issuesrelaed to reform srategiesin the services
sector: it stresses the importance of considering
theinteraction between services sectors, between
modesof supply and in some cases between goods
and sarvices. Section 111 identifies someissuesin
making progresstoward thegod of coherent palicy
making inthe services sector. Theseissuesincude
lack of information and political economy
condraints. The find section examines, in more
detail, a series of practical matters for further
atention by decison makers in Government and
in busness.

ENDNOTES

1 This material was distributed by e-mail to mem-
bersof GSN on 15 August, 2000. Subscriptionstothise-
mail service are available at
www.global servicesnetwork.com.

2A much wider range of issuesisinvolved in the
development of e-commerce. For adetailed discussion,
see UNCTAD (2000).

3 Dataon services FDI was not used in this study.

4For areview of different regional approachesto
reform within APEC, see Stephenson (2000a).
Stephenson (2000b) contains further discussion of re-
gional approachesto reform in the western hemisphere.




. ISSUESIN SERVICES SECTOR REFORM

A. Interactions between services activities

It was noted above that UNCTAD has
nominated areas such as computer services, back
office sarvices, environmenta services, hedlth care
services and tourism services for attention by
developing economies. One of the key issuesin
the reform of the services sector is dedling with
theinteractionsthat exist between dementsof that
sector. A successful outcome for one service
activity will usually depend on a package of
initiatives or a cross-sectoral approach to the
design of policy. TheUNCTAD secretariat (19998)
has aso examined these sorts of linkages. It held
that successinthe nominated areasrequiresaccess
to “world dasstdecommunicationsinfrastructure’,
aongsde financid support, the ability to move
people temporarily and access to skilled staff.
Failure to develop telecommunications
infrastructure will prevent developing economies
from gaining access to international markets
through eectronic commerce.!

There are other examples of these sorts of
linkeges. Reform of the air trangport system, for
example, irrespective at policiesapplying to airport
infrastructure may not change market outcomes:?
UNCTAD (1998) a0 citesadmilar issue within
tourism sectors. Even when tourism operationsin
devel oping economies are competitively desgned
they may nevertheless lose market share due to
the “pricing practices of monopoly trangportation
providers bringing tourigts to their markets” A
further example, cited in the same paper, aisesin
hedth insurance, where reform of theinternationa
health insurance market can help promote hedlth
touriam.®

Linkagesbetween servicesactivitiesmeanthat
outcomes of services negotiations might be more
effective if gppropriate bundles of services are
consderedin asociaion with each other.* Industry

groups make this connection. They argue for a
better grouping of activitiesin services negotiations.
For example the appropriate scope of energy
serviceshas been debated, with United Statesfirms
promoting a wide definition. There has also been
developed a concept of an expressfreight activity
that includes not just the transport component but
aso complementary on-ground services.® Debate
about the appropriate scope to be considered in
the definitions of tourism, hedth and environment
has aso emerged during the UNCTAD expert
group meetings on those activities.

The presence of interactive effects have led
to proposds for trestment in the policy making
processof clugtersof activities. Groupsof services
(and possibly goodsaswell) should be considered
together in order to desgn acomprehensivereform
programme. Clearly, some judgement on how to
package activities together and how to measure
the sgnificance of various forms of impediments
will be required.

B. Interaction between modes of delivery

Not only are there important interactions to
consder between servicesactivities, but also links
between the modes of supply. Neutrdity in terms
of mode is important in both static and dynamic
terms. Liberdization of onedelivery modewithout
atention to others will divert activity through the
more open mode.®

The UNCTAD secretariat (1998) hasargued
that the main emphasisunder the GATShassofar
been on improving market access conditions for
the establishment of commercid presence. It is
suggested the reason for this is that commercid
presence could contribute to building domestic
capacity and expanding services exports. The
Secretariat maintainsthat thismode also alowsfor




“more effective macroeconomic management and
supervisory and regulatory control.” Moreover, it
observes that most:

“Developing countries have not made use of
the possibility of imposing conditions of
access (e.g. performance requirements) on
foreign services and service suppliers,
provided for under Article XIX.2. Ingranting
further access to thair markets, developing
countries need to make full use of these
capacity building conditions to ensure
expansion of services exports.”

Biases induced by different trestments of the
modes of supply will be especidly important for
some sectors where there are more options for
supply. One example is education where
consumption abroad, cross border supply,
movements of naturd persons and establishment
are dl important, some becoming more so. Tight
regtrictions on one mode will shift consumersinto
others, for instance, redtrictive rules on foreign
establishment will push students offshore, with
implications for other policy issues, such as net
movements in foreign exchange and the extent of
“braindrain.”

It is dso clear that technologicd change is
creating more scope for substitution between
modes. As noted earlier, these changes are the
basis for some of the new opportunities for
developing economies. Restrictions on other
modes of ddivery will drive more peopleinto usng
distance education, the quality of which is

improving.

The UNCTAD secretariat (1998) has
provided a useful illustration of the importance of
the complementarities in the linkages between
modes of supply. Just asin trade in goods, there
are complementarities between investment and
trade flows. In this particular example, activities
in one mode lead to further activities in other
modes:

= “_..contract work in other economies
(mode 4) is often used to build domestic
capacity by encouraging professonas to

take short-term assgnmentsin economies
where skills are more highly specidized
and in-servicetraining is available.

= Returning professionds (in mode 4) with
enhanced skills can then launch cross-
border exports (mode 1) or meet foreign
vistors service expectations (mode 2)
more successfully.

= Budness trave (mode 4) is aso used to
complement cross-border supply (mode
1) in order to meet customer needs for
personal contact. Similarly, mode 3
(commercia presence) is often used to
build capacity for mode 2 (where the
consumer moves) or mode 1 (crossborder
supply) by leveraging soft technology
trandfer.

= |naddition, by atracting targeted foreign
direct investment (mode 3) in areas such
as software customization or health
fadilities management, devel oping countries
can build areputation for quality that can
be trandated into cross-border supply.”
(UNCTAD, 1998).

In summary, it is valuable to pay atention to
the linkages between modes. A simple principle
iSto seek neutrality between al modes of supply.

C. Movement of natural persons

While neutrdity between modesisimportant,
deve oping economiesretain their traditiond strong
interest in mode 4. In Contrast, Adlung (1999b)
notesthat full bindingsinthe GATSonmode4 are
rare. He observes that the most frequent entries
in this mode are “unbound” to which some
narrowly defined exceptions are added. He says
the focus of these exceptions is on senior
executives and other experts who transfer within
acompany, but that only limited commitmentsare
made to untrained or saf employed people. He
notes, therefore, that most members have turned
the negetive gpproach generdly used for scheduling
moda commitments into a positive or bottom-up




approach. TheWTO secretariat (1998) provides
more details of the commitmentsin this mode.

Pakistan, in apaper totheWTO onthisissue
(WT/GC/WI/131), noted the modest extensions
to commitments since the outcome of negotiations
in the Uruguay Round and argued the case for
further coverage of this mode. Pakistan stressed
the difference between GATS provisions and
migration (adiginctionwhichisaso conggtent with
the Annex to the GATS on the Movement of
Natura Persons Supplying Services under the
Agreement). In order tofacilitate further progress,
Pekistan recommended:

a) There should be a horizonta gpproach to
economic needstests goplied to thismode;

b) A review of the design and implementation
of visaregimes would be useful;

¢) Deveoping countriesshould participatein
the design of disciplines on qudifications
and licenang.

Mashayekhi’ s (2000) assessment of progress
on liberdization of this mode, is thet a feature of
the GATSisthe“lack of commercidly meaningful
commitments (except on intra-corporate
transferees) on the movement of natura persons’.
Moreover, shearguesfor greater trangoarency with
respect to measures affecting this mode of supply.
An issue of particular concern is not just the
presence of the economic needs tests but the
manner of ther implementation. Her comments
and thosefrom the Pakistan paper support thecase
for further work on the analysis of policy regimes,
and their operation, gpplying to this mode.

D. Goodsand servicesinteractions

Deardorff (1999) indicates how trade
liberdizationinwhat he cals“trade services’ (e.g.
trangport) can create benefits, by facilitating trade
ingoodsor other services, that arelarger than might
otherwise be expected. Moreover, he points out
how lower cost services can facilitate the
fragmentation of production and participation of

economies in production processes according to
muchfiner definitionsof activities. Thisobsarvation
applies to goods production and aso to services
productionitsalf. Anexampleistheapplication of
internet technology that will enable developing
economies to participate in services sector
activities’

The interaction between goods and services
sector reforms is aso important.  For example,
the scope to pursue competitiveness in data
processing or andyss will be inhibited if the cost
of the hardware required is increased by
protection. Remova of impediments to trade in
goods may have little effect on economic welfare
if the distribution system for the product is
protected by legidation restricting market access.

There are many examples of the importance
of an efficient services sector for effective
agricultural reform, especially in developing
economies (Anderson, 1999). A magjor trade
reform programme in India in the early 1990s
removed biases againgt agriculture. However,
Gulati (1998) argues that the agricultura supply
response was weak due to policies that remained
in place and which led to restrictionsin the supply
of credit, transport and communications Sservices.
Similar conditions are expected in an agriculturd
reform programme in China  The progranme
removed restrictions on farmer choice of
agricultura production but failed to cresteapolicy
environment in which the international market
system, for fruit and vegetables for example, was
invigorated (Findlay and Watson, 1999).

The APEC process provides an illusiration
of these linkages between goods and services
issues and their impact on policy development.
APEC members are focussing on the notion of an
APEC food system. This system is designed to
remove barriers to the growth of two-way trade
in agricultura products. 1t consdersexplicitly the
services whose supply at world pricesis required
to maximize and bring forward the advent of
benefits to local communities in importing
economies from the liberalization of product
markets. It proposes, in particular, to integrate




the construction of infrastructure with the
liberdization process in importing economies?

E. Qualification

The theme of the remarks so far is that
widespread reform and a movement toward
uniformity in the goplication of policy, isavaduable
principle. Thereisaqudification to thisargument,
sSnce some sarvices sectors might contribute in a
gpecid way to growth and development. In other
words, thereis a qudification due to the presence
of externdities® Differentid levdsof support might
be justified on the grounds that some sectors
produce costs or benefits that are not taken into
account by decision-makers operating in markets
for those activities. This support might be
implemented in a variety of forms. The obvious
formisto subsdizethe activity which isgenerating
the externd effect.

Even where specific sectoral support is
judtified, trade policy isrardy the best instrument
touse. Anderson (1999) stressesthisobservation,
among others. He summarizes “five lessons of
relevance’ for deding with non-trade concerns,
namdy:

= Wherethereare severa policy objectives,
an equa number of policy indruments is
typicaly required to ded with them;

= The mog efficient indrument for deding
with aparticular objective, such assolving
a market failure problem, is that which
addresses the concern mogt directly;

= Trade reform will be welfare improving
when optima domestic interventions to
dedl with non-trade concernsarein place;

» Trade measures are rarely the best
instrument for dealing with non-trade
concerns,

= Whenever Governmentsintervenethereis
arisk of Government failure (due to many
factors, induding insufficient information or
ddiberate action in response to |obbying).

These generd principles are relevant to the
assessment of al policy choices, proposed on
market falure grounds. However, even if these
principlesaremet, optionsremain for aningrument
of intervention. Some judgement will ill be
required about whether the policy chosen is a
reasonable response to an identified problem, or
whether it is more interventionist that necessary
and as aresult, protectionist.

For example, licensing and other accreditation
schemes are often imposed to deal with problems
associated with consumers lack of information
regarding sarvices suppliers. A number of questions
arise. Are these actudly solving the problems or
are they unreasonable impediments to market
access? Should foreign suppliers go through a
morestringent accreditation processthan domestic
suppliers?

F.  Interaction with competition policy

UNCTAD hasstressed itsconcern over risks
asociated with the lack of competition in some
international services markets. For example, the
UNCTAD secretariat (1998) argued that:

“Many markets for services are dominated
by relatively few firmsand thetrend in merg-
ers, acquistions and drategic aliances has
exacerbated thisStuation. Thereisaneed to
develop national competition rulesaswel as
multilateral mechanisms to strengthen coop-
eration amongst competition authorities to
ded with transfer pricing, exclusve deding
arrangements, dliances, mergers and acqui-
stions and export cartels. To provide for
competition safeguards, the example of the
reference paper on basi ¢ teecommunications
sarvices could be followed in other services
sectors.”

UNCTAD’ s expert group meeting on air
trangport was aso concerned with competition
policy issues (UNCTAD, 1999). One of its
conclusions held that the WTO reference paper
on telecommunications be examined as a mode
of how competition policy issues might be dedlt




withinar trangport. Issuesinarr transport include
the use of subsidies, denid of access to essential
sarvices, rules on the dlocation of arport space
and so on.

Fink, Mattoo and Neagu (2000) conclude
that while unilatera policy action in the maritime
sector can remove trade restrictions and while the
GATS can be used to bind those commitments,
“there is also a need to ded with the possible
private anti-competitive practices of internationa
maritimecatds” They obsarvethat dthoughlarger
countriesmay be ableto effectively ded withthese
issuesthrough their own competition laws, smdler
countries without enforcement capacity will be at
a disadvantage. These conclusions are based on
an analysis of bilaterd data on trade in textile
products on shipping routes to the United States.
They find that remova of redtrictive cargo policies
would reducetransport pricesby 11 per cent. But
removing the price-fixing agreements between
carriers would reduce prices by 38 per cent.

Francois and Wooton (1999a) report smilar
results with respect to shipping services. They
build a modd in which they smulae both tariff
cuts on goods shipped (agricultural exports from
developing economies, for instance) and changes
in the extent of competition in the shipping sector.
They examine the effects of areduction in tariffs
and find that when tariffs are cut, shippers with
market power can replace thetrade-tax wedgeto
some extent with a higher mark-up of their own.
They ds0 examine some numerica examples. At
one extreme, they find that “agpproximatey one-
haf of the gainsfrom full and unconditiona market
access can be lost by producers to the shipping
industry when the latter is concentrated and fully
exploitsits market power.”

Although liberdization, in some cases, might
remove regulatory constraints on the operation of
firms with market power, it can also remove
congtraints on entry. An important feature of
sarvice reform is therefore that changes in rules,
for example, on the terms of market access will
affect the gtructure of the market in which the

services are provided. A greater degree of
openness (acrossal modes of ddivery) isexpected
to lead to more competitive markets.

The effect of reform on the nature of
competition wasmoddled inair transport markets
by Johnson et al (2000). In apartid equilibrium
modéd, the authors captured the effects of entry
not only on the costs of supply but dso on the
mark-ups which were observed in those markets.
Costs of supply were affected in this modd by
comparative advantage factors and also by
dynamic efficiency effects (a consequence of
competition wasto force competitorscloser totheir
cost frontiers). They were adso able to capture
the opportunitiesfor greater flexibility and therefore
the efficiency gainsthat more open marketscreated
(by removing the constraints on networking
asociated with bilaterdism).

G. Overview

In summary, some of the principles which
emerge from this review of the issues are;

» |t pays to am to pursue a top-down
gpproachtoreform, that is, to work harder
to reducetheleve s of assistance provided
to highly asssted activities,

= |t paysto seek neutrdity between modes
of supply;

= |t pays to congder bundles of activities
which are closdy related to each other.
Moreover, the gppropriate bundling may
well include some goods producing
activities.

Because of their nature, services o attract
a condderable regulatory load. This being the
case, dtention to regulatory reform, including the
building of institutional capacity, which
complementsliberdizaionisimportant. Thereare
aso important interactionswith competition policy.
Openness can aso contribute to competition policy
goas, however more efficient instruments for




deding with competition policy issues may have
to be devel oped.

Asthe UNCTAD secretariat (1998) stated:
“thesefeaturesincreasetheimportance of coherent
policy and regulatory frameworks for both the
different services sectors and the interlinkages
between the goods and services sectors.” While
the case for greater coherence in policy desgniis
undeniable, Sgnificant condraints are encountered
before getting to that outcome. The next section
examines anumber of such issues.

ENDNOTES

1 See Thompson (1999) for athorough discussion
of classification issues in the GATS related to e-com-
merce.

2 |ssuesinthereform of air transport systemshave
been examined by UNCTAD (1999).

3 Health services has al so been the topic of an ex-
perts group meeting — see Zarilli and Kinnon (1998).

4 This point is the same as the argument for the
consideration of effective rates of protection, or assist-

ance. Hoekman and M esserlin (1999) also stressthevalue
of an “effective rate of assistance” perspective on the
design of services reform. This approach would take
account of impediments to trade and investment apply-
ing to al inputsto particular activities.

5 TheWorld Services Congressincluded asession
on “How the Energy Services Industry Can Use Trade
Negotiations to Secure and Expand Markets” in which
the abstract of the session read “ Energy servicesarefor
the first time being considered subject to multilateral
trade negotiations both in the US and EU. But issues of
definition need to be resol ved: which servicesand prod-
ucts should be defined as energy services? What are
the most important goalsfor energy services companies
and energy producing countries?” The Congress also
considered the definition of expressfreight services.

6 See for example, UNCTAD’ s work on digitizable
products.

7 The Chairman’s summary of the UNCTAD expert
group meeting on international trade in health services
provides moreillustrations.

8 An update on the APEC Food System is avail-
able at the site of the APEC secretariat at
www.apecsec.org.sg (in Task Forces under APEC Fora
in APEC Activities).

9 Thesameissueishighlightedin UNCTAD (1998).




IIl. PROBLEM —HOW TO GET THERE

A. Policy transparency

One problem associated with formulating a
more coherent gpproach to policy-making is the
lack of transparency of current policy. Although a
number of methods have been used to assessthe
extent of protection afforded various services
sectors, more work remains to be done.

One method for assessing the extent of
protection in servicesisto look at gross operating
marginsin different sectors. Hoekman (1999) cites
theresultsfrom astudy of marginsin sectors (using
the Worldscope database). As Hoekman
observes, a number of factors will affect margins
and not just high barriers due to Government
policy. However, a correlation between barriers
and margins across countries can be expected.
Hoekman uses manufacturing margins as a
reference point, but as he dso points out, foreign
entrants in many cases have to establish a new
base to supply servicesand so marginsin services
can be expected to be higher to someextent. The
results show that operating marginsin the services
sector are generdly 10-15 points higher than in
manufacturing. Furthermore, after areview of the
sectoral data he concluded that “in many
developing economies (services) margins are
ggnificantly higher than in indudtridized netions.”

Another methodology, used by Francois and
Hoekman and also quoted in Hoekman (1999),
was to gpply agravity modd to tradein services.
They used datafor trade between the United States
and its partner countries. By comparing observed
trade with benchmarks, they estimated tariff
equivalents in trade by sector. They found
considerable variation between economies in
implied tariff equivaents in busness and financid
sarvices and much higher rates in construction
SEIViCes.

Another much smpler approach, used the
commitments documented in the GATSto develop
inventories of impediments. Recent examples of
this gpproach include the work by the OECD ina
number of servicesareasindudingwholesdetrade,
retail trade, tourism and environmental goods
(OECD 20003, b, c and d).

Further work has extended the earlier
research of Hoekman (1995) which examined the
frequency of occurrence of various types of
impediments, based on information in the GATS.
For example, PECC (1995) reported the
application of this methodology to APEC
economiesand Marko (1998) used this approach
to evauate the telecommunications agreement
under the GATS.

Work of thistype has been extended in joint
research a the Audtrdian Nationd University and
the Australian Productivity Commission (see
Findlay and Warren, 2000).> The methodology
used in these impediments to trade in services
gudiesis summarized in Figure 1.

Policy information is collected from avariety
of sources, including from the GATS and other
industry information sources. Policy gpplyingtoa
sarvicesactivity isthen broken downinto anumber
of dimensions (for example, restrictions on
establishment, rules on on-going operations,
restrictions on movement of natura persons, etc).
Each dimensonisgivenaweight for thecaculation
of an index. The weight represents the
researchers view of the economic significance of
the rule from the perspective of the supplier of the
sarvices. The degree of redtrictiveness of each
agpect of policy for each economy included inthe
sample is then given a score of zero for open or
one for most restrictive. An index value is
cdculated usng the weights for each eement of




Figurel
Research methodology in studies of impediments to services trade and investment
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Source: Derived from work reported in Findlay and Warren (2000)

policy. In some casesit is possible to go further
and relate the calculated index values to market
outcomes, such as prices of services in each
economy or quantitiestraded. Thisgtatistical work
dlows for the influence of other factors likdly to
affect those variables. If the policy variable is
sgnificant in these questions, its coefficient can be
applied to work out the likely effects of
liberdization on prices in each economy. If the
policy varigble is not sgnificant, then dternative
welghtsor anew scoring system can be devel oped
and the model tested again.

Figure 2 shows the egtimates of the effects
on prices of regtrictions on trade and investment
by groups of economieson banking (in 1997) and
telecommunications (in 1998) services derived
from this gpproach.? Economies are grouped
according to categories used in theWorld Bank’s
World Development Report. The sample sizes
aregenardly largest for the high income economies
and then fal to smal numbers of the low income
economies. Therefore, therdiability of resultsvary
between income groups.

The results indicate that the price effects of
the impediments are Sgnificant. They range from
5 per cent to 55 per cent in banking and from O
per cent to 138 per cent in telecommunications.
Out of asample of 38 economies, 11 in banking
and 4in telecommunicationshad price effectsover
30 per cent.

A dgtriking festure of the chart is that the
average price effect within eachincomegroup rises
as the category of the economies shifts from high
to low income. Therefore, according to the data,
theimpact of impedimentsis much higher in lower
iNcome economies.

The mgority of work on price effects, hasso
far concentrated on banking and
telecommunications. However, index vaueshave
been estimated for a number of other service
activities. Figure 3 showsthe vaues of the policy
index messuring the extent of impediments applying
to foreign suppliersinbanking, tedecommunications
and maritime services. The index values for
banking and telecommunications were used to
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Figure2

Price effectsin banking and telecommunications services
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cdculate the price effectsin Figure 2. Price effect
estimates in this format are not available for
maritime services necesstating index vauesto be
presented instead.

Figure 3 shows the rising trend in the index
values of restrictiveness for banking and
telecommunications as the income category shifts
to lower levels. The index vaues for maitime
sarvices follow the same trend. The columns
indicate higher degrees of redtrictivenessin lower
INCOMe economies.

Policy indices have adso been estimated for
professond and digtribution services. These are
showninFigure4. Thelevelsof redtriction appear
to be smilar for dl income groups in the case of
engineering, architectureand legd services. There
is, however, some evidence of risng degrees of
redrictiveness in impediments gpplying to foreign
suppliers of accounting services and didtribution
SErvices.

The dructure of policy impedimentsissmilar
in dl the listed professons, making it possible to

use the indices to formulate comparisons across
activities. The data reported in Figure 4 indicate
that the degree of redtrictions gpplying to foreign
suppliers is relatively low for engineering and
architecture but higher for accounting and lega
SEIViCes.

Themethodology applied dlowsimpediments
to be divided into two groups, those applying to
establishment and those applying to on-going
operations. The contribution of thesetypesto the
average scoresover dl economiesfor al activities
covered in thiswork is shown in Figure 5.

The data indicate that typicdly the relative
importance of these two types of impedimentsis
similar for banking, telecommunications and
digribution services. But for dl other services,
the restrictions on establishment tend to bethemore
important contributors to the overal index vaues,
while for maritime services a larger contribution
comes from restrictions on on-going operations.
However thisvariationismainly areflection of the
weights usad in the calculation of the indices, and
these weights reflect the judgement of the

Figure4
Foreign supplier index vaues for listed professions and digtribution by income group
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Figure5

Contributions of restrictions on establishment compared to operations to average index values
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reseachers about the importance of various types
of impediments.

Trade negotiations on impediments to trade
and investment in services made a distinction
between impediments to market access which
goply to dl suppliers, domestic and foreign and
those which discriminate againgt foreign suppliers.
The index methodology also captures this
distinction. The foreign index scores include
impediments which gpply to al potentia entrants
and aso includes any specid provisons gpplying
toforeigners. Figure 6 summarizesthe contribution
of thediscriminatory component to thetotd foreign
index vaue.

Figure 6 shows that in most cases the
discriminatory component accounts for the bulk
of the overdl vaue of the index representing the
degreeof redtrictivenessgpplying toforeigners. For
a number of sectors (maritime, engineering,
digribution, legd and architecture), this dement
accounts for about two thirds of the tota vaue.
Its contribution is especidly high for banking.
However, the discriminatory dement is datively
low for tedecommunications and accounting. The
significance of the discriminatory element in
professond servicesisamilar to theweght placed
onthose sortsof measuresin theindex caculations.
The ggnificance of the discriminatory dement for
digiribution, banking and maritime serviceismuch
higher than itsweight intheindex. Inthosesectors
therefore, theimpediments observed arere aively
highly concentrated among the discrimantory
ingruments.

Smilar methodology has been gppliedin other
research on the effect of policy on the performance
of various activitieswithin the services sector. The
work of Fink, Mattoo and Neagu on maritime
services has aready been referred to and the
impact of redtrictive trade policies on prices was
reported to be sgnificant and of the order of 11
per cent. In another trangport sector study, Gonene
and Nicoletti (2000), the performance of the air
transport industry in OECD economies is
examined. They found that stricter regulatory
regimes are associated with higher values of

estimates of the degree of inefficiency in the
indudtry in particular economies. A number of
economies have highly redtrictive regimes which
are associated with expected inefficiency levels of
the order of 40 per cent. Higher inefficiency is
expected to be correlated with higher prices. At
theroutelevd, they find that the policy environment
also contributes to significant effects on fares
through its contribution to actual and potential
competition.

The following key observations are results
from research which isrdaively now. Thereisa
Subgtantia research agendawhich can hdp confirm
these results and the find section of the paper
outlines some options for its development.

= There are Sgnificant impediments to trade
in services, particularly in
telecommunications, banking and transport
aswdl assomeof theprofessiona services.
High levds of impediments in these fidds
arelikdy to havesgnificant effectson other
goods and services exporters. A services
sector reform programmewhichignoresthe
highly protected sectors could even reduce
the efficiency of thealocation of resources;

= |n policy goplying to the services sector,
there is usudly significant discrimination
against foreign suppliers, although in
telecommunications, general market access
conditions are rdaively more important;

= The relative importance of barriers to
establishment and operation vary between
sectors, with establishment barriers being
more important in the professions;

= |n generd, impediments to internationa
sarvicestransactionstend to fal asincome
rises, except in some professiona services
activities. Thus, developing economies,
even if they wish to focus on various cross
border activities, aso face some important
domestic palicy chdlenges to reduce the
burdens that are now carried by those
exportable sectors.

14



B. National treatment ver sus market
access

Impediments to trade in services may be
divided into market access restrictions and
derogations from nationd treatment.®* Part 111 of
the GATS explicitly introduces the concepts of
market access and national trestment into the
international services trade architecture.
Surprisingly, as Warren and Findlay (2000) point
out, the GATS does not specificdly define market
access. Article XVI (1) of the GATS, smply
obliges members to grant market access to
scheduled industry sub-sectors, while article X VI
(2): (8)-(f) contains alist of measures consdered
to be limitations on market access. Article XVII
(1) defines nationd trestment as treestment no less
favourable than that accorded to like domestic
services and services providers subject to the
limitations and conditions set out in the country’s
schedule of commitments.

The implication of Part Il is that market
accessand national treatment are broader in scope
than were the corresponding market access and
netiond trestment provisonsinthe GATT. Tobegin
with, the GATS provison on naiond trestment
does not draw a distinction between frontier and
interna congraints but embraces dl policies that
might discriminate between domestic and foreign
suppliers. In contrast nationa treatment in the
GATT extended to mattersof interna taxation and
regulation only. In effect, the GATS article on
national treatment encompasses both national
treatment and market access as normally defined.

Moreimportantly, the GATSarticleon market
access extends beyond traditional concerns of
accessfor foreign services suppliersto encompass
al policieswhich redtrict accessto amarket. This
isamgor extengon of multilaterd trade disciplines
into the relm of domestic palicy, in paticular,

competition palicy.

Within the GATS sructure, commitmentsare
sought in both areas of market access and nationd
treatment. Arethere priorities? Some indication
of the impact of the different prioritiesin areform
programme is available in the modeling work by
Dee and Hanslow (2000).# As previously
explained, impediments can be divided into those
affecting establishment and those affecting ongoing
operdions. The barriers affecting establishment
are modelled as a tax on capital. Barriers to
operation gpply to foreign owned firmswho supply
the services sector in the host economy. They dso
affect foreign firms who supply services across
national borders and also affect local firms
supplying their home market. These impediments
are moddled as atax on output.

There is a further two-way split between
barriers affecting accessto the market whether by
locd or by foreign firms, thet is, impediments to
entry into services markets by whatever mode
which are non-discriminatory and barriers which
are discriminatory. Box 1 contains examples of
the types of impediments that might be involved,
with reference to accounting servicess

The results of Smulations of various patterns
of reform examined by Dee and Handow are

Box 1
Examples of impediments (in the accounting services sector)

going operation

gualifications

Market access National trestment
Barriersto Rules about the form of | Restrictions on who can be
establishment corporate organization | an owner of an accounting
for accounting firms firm
Barriersto on- Requirements that parti- | Restrictions on the services

cular services be provided
by saff with specific

that foreign accounting firms
can and cannot provide
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Tablel
Partial reform in the services sector:
gains as a percentage of the gain from comprehensive reform

Market National Both
access treatment
Barriersto 43% 3% 48%
establishment
Barriersto ongoing 20% 8% 2004
operation
Both 76% 13% 100%

Source:  Dee and Hanslow (2000)

reported in Table 1. Four partial reform
programmes are examined, reflected by the cells
of thetablewherethe percentagereferstothesize
of the gain rdativeto the gain from comprehensive
reform.

The data in Table 1 underscore that
widespread reform ismore efficacious than partia
reform, Sncethereturnsto join reforms (the column
or row marked “both”) are greater than the sum
of theparts. If amore specific choiceisnecessary,
then the moddling reaults illudrate the following
posshilities

1. Thelargest gainisavailablefromthereform
of market access rules relating to
establishment, followed by market access
rules affecting ongoing operations.

2. Rdativedy large gains are available from
reform of al arrangements that violate
market access compared to those which
affect nationd trestment.

3. Reform of policies affecting both
establishment and operations for either
market access or nationa trestment (that
is, down the columns) are much greater
than the sum of the parts.

AsDeeand Handow note, it issurprising that
the returns to market access reform are so high,

given therdaively greater Sgnificance, ingenerd,
of the digtortions to nationd trestment (evident in
Figure6). Theproblemisthat removing distortions
on nationd treatment in the presence of digtortions
elsewhere can shift resources in the wrong
direction. For example, this occurs when policy
applied to domestic firms does not change but
extra digortions are removed from foreign firms.
The foreign sector gets bigger, supply increases,
market price fals and the domestic sector could
dhrink even further.®

Furthermore, this set of results suggeststhere
isgrester benefit in goplying areform programme
that affects a category of barriers (especialy
market access) and applying the reform to dl
modes of ddivery (that is, moving down the
columns in Table 1). The relative Sze of thee
payoffsisclearly an interesting topic to monitor as
further modd ling results are released.

C. Political economy

A familiar argument for a commitment to
uniformity is thet it helps congrain the forces of
politica economy that will otherwise bias policy
choices. As Tar (1989) explains, in the context
of tariff policy:

“A uniform tariff conveys a number of
advantages, the most important of which is

16



thet if thetariff isuniform, the gainstoindustry
lobbying are much smaller (and may be
negative), creating a kind of free-rider
problem for the lobbying industry and
dramatically reducing the incentive to lobby
for protection. Then: (1) theleve of protection
is likely to be lower; (2) there is a direct
saving of resources from the reduced
lobbying; (3) the reduction to the gains from
lobbying for protection provides a vastly
improved signd to vauable entrepreneurid
talent which will thusbe encouraged to creete
better and cheaper products; and (4) the
reduction in resources devoted to lobbying
will result in less corruption in Government,
which may have positive spillover effectsinto
other dimengons of Government activity.”

Impedimentsto servicestransactions, because
of their quota characterigtics, tend to creste rents
for incumbent suppliers. Barriersof thetypeusudly
used to protect the services sector will create
privileged positions for insider suppliers.
Incumbents retain the revenue that might have
accrued to Governments through a tariff, if one
had been gpplicable. Governments could capture
the rents in protected services by auctioning the
rights to supply, athough this option is rarely
chosen. The presence of theserentswill strengthen
the incentive of incumbents to argue to retain
protection.

The “indders’ in these markets include not
only loca firmsbut dsoforeign firms. Liberdizaion
of al modes of a services sector in a developing
economy will cregte efficiency gains, reduce rents
earned by incumbentsand a so reducerentsearned
by foreign suppliers (through cross border trade
and establishment). Conversely, partial
liberdization can have offsetting effects; for example
aremovd of redrictions on establishment while
retaining restrictions on cross border supply (and
aso impedimentsto market access by locd firms)
might smply transfer rentsto foreignersand reduce
nationd welfare.

A topic for further empirica work is to
establish the sze of the rent transfer in various
circumstances and to congder the implications of

the results for the design of reform Srategies”

Thepolitical economy of servicesnegotiations
is more complicated than smply an dignment of
domestic interests againgt the owners of foreign
capital. The current Structure of protection can
lead to theformation of aliances between domestic
and foreign incumbents, both opposed to further
reform.® Thisgtuationissmilar tothat whicharose
inrelaion to quotaprotectionin textileand dothing
markets or where foreign investors have
established plants behind tariff barriers.

In the Situations just described, there could
be congraintsfrom the political processto reform.
At the sametime, theinteractions discussed earlier
between goods and services markets, and amongst
services markets, create opportunitiesto mobilize
political support for reform. This support could
come from those with interests in other markets
and who gain from reform, for examplein markets
inwhichthey buy inputs. Packaging of sectors, or
clustering of activities, is dso important for these
political economy reasons. Overdl, therefore, the
politica economy consderations reinforce the
case on efficiency groundsfor auniform gpproach

to policy making.

ENDNOTES

1 Some key results were recently summarized for
the OECD in a note by the Commission; see the OECD
paper TD/TC/WP(00)26. The World Bank has launched
aprogramme of research on trade in services, including
adatabase on measures affecting tradein serviceswhich
can be used in further quantitative work on their impact
(see the World Bank’s note to the OECD TD/TC/WP/
RD(00)7). UNCTAD isdeveloping adatabase of policy
measures called MAST.

2 The Productivity Commission reports datain a
standard format. The original sources are McGuire and
Schuele (2000) and Kalirajan, McGuire, Nguyen-Hong
and Schuele (2000) for banking and Warren (2000a and
b) for telecommunications.

3 For en early example of thiskind of distinctionin
servicessee UNCTAD and the World Bank (1994), chap-
ters4-7.

4 The OECD (2000¢€) has recently provided a re-
view of anumber of modelling projectsof different types.
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Here, thefocusison one of themodelling exerciseswhich
uses the impediment measures described in the previ-
ous part of this section.

5 For more detail, see White (1999) and Colecchia
(2000)

6 This possibility isillustrated in Dee, Hardin and
Holmes (1999). Dee and Hanslow point out that the re-
sults summarized in Table 1 do not apply to al econo-
mies but that for 13 of the 19 regions in the model, the
removal of market access restrictions on establishment

(the top left cell in the table) is the best partial reform
option.

"Dee and Hanslow under extreme assumptions
about the distribution of rents find significant losses
from servicessector reform for the prominent home econo-
mies of services sector foreign direct investment.

8 The distribution of rents earned by foreign and
local suppliers in various policy scenarios is modelled
by Francois and Wooton (1999b).
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V. CONCLUSION

Aspreviouswork in UNCTAD has stressed,
developing economies are offered new
opportunities for gains from trade and investment
insarvices. Thereareanumber of issuesinvolved
intaking up those opportunities, induding theterms
of accessto internationa marketsfor suppliersand
investors from developing economies. However,
market access at home also matters. The
discussion in this paper has focussed on the
contribution of the openness of the domestic
sarvices sector in developing economies to the
competitiveness of the outward oriented
producers. For the purpose of achieving grester
gains from a move towards a higher degree of
openness, some principles of services sector
reformwere stressed, including thevaue of a“top-
down” approach, the importance of neutrality
between modesand thevaueof bundling activities.
Interactions between services reform and policy
development in other areas were aso highlighted,
especidly the importance of palicy in reation to
competition and regulation. Impediments to
domestic reform were noted, included the lack of
policy transparency and political economy
condraints. Recent empirica work onthe patterns
of impediments was reviewed. Some points on
secting policy prioritiesbetweeniinitiativesrdated
to market accessand nationa trestment wereaso
made, based on modelling results.

A theme of the paper is that the key to the
development of coherent policy isto make more
transparent the effects of current policy and of the
likely impacts of alternatives. Some work on
assessing services sector policy and assessing its
impact has been completed and part of that body
of work has been reviewed above. There are
some directions in which it would be useful to
extend that work

A. Samplesizes

Thefirg of these sepsisto increasethe size
of the samples of economiesintheempirica work
linking policy indices to market outcomes. The
data setsare dominated by devel oped economies,
since they tend to have more transparent policy
regimes. Greater participation by developing
economies will provide their policy-makers more
information about the nature of policy in their
economy and itsimpact on other services sectors.
It will help policy-makers establish priorities for
attention, negotiation and commitment. For
example, atourism promotion strategy might have
asitsfirgt step nationd initiativesto reform the air
transport and telecommunications sectors.  This
work will aso facilitate developing economies
participation inthe negotiationsin WTO processes,
or in regiona arrangements, on market access.

B. Impact study coverage

Another target is to study the impact of
impediments in a larger number of services
activities. So far, as noted dready, this work is
more extensive in relation to banking and
telecommunications. Further work on transport
sectors to yield country specific results would be
useful. Other sectors can be added to the list.
These could include not only the professons and
distribution but also the areas nominated by
UNCTAD for specid atention. Education services
could also be added to the list. Further work on
impacts will dso help the design of clusters of
services to be consdered concurrently.*

C. Sensditivities

Changes in the specifications of the policy
indices could have sgnificant effects on results of
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impact sudies. Neverthdess, the sengtivity of the
results to these changes has not been tested
extensvey. Changesinweightsor scoring sysems
could be tested against awider range of opinion,
including busi ness peoplewith aknowledge of the
markets. The weights should aso be compared
between the perspectives of developed and
developing economy business sectors. The
statistical work could be extended to test for
changes in results, under different assumptions
about the importance of the various dements of

policy.

D. Templates

A further possihility isto focusthis activity to
promote trangparency by developing a negative
ligt reporting exercise.  Hoekman and Martin
(1999) observe that negotiators are not likely to
change the way that commitments are scheduled
inthe GATSto anegativelist and that indeed such
an approach could be counter-productive. Instead
they suggest that a less binding reporting process
might be possble. The process of congructing
the policy indices used in the work reported here
will fecilitate the implementation of this reporting
goproach. It will help thereporting of impediments,
for example, inthe form of modd templates. One
of the benefits of moving toward anindex gpproach
to describe a set of policies is that it forces the
adoption of the “three ¢'s” - consistency,
comparability and completenessinto the collection
and recording of data. Theweghtsand the scoring
systems applied to the caculation of the indices
can dways be debated, although if these are not
agreed, a key contribution of the overdl index
gpproachisitscontribution to trangparency through
the“threec's”

E. Mode4

Policy indices, constructed so far, record
impediments at aggregate levels. Further
disaggregation is possible. A key interest of
developing economies is to break down
impediments by mode of supply. Particular
atention could then bepaid to mode4. Evenusing
the existing data, this disaggregation could be

provided and the extent of impedi ments compared
across policy aress.

F. Domestic regulation

A further impediment to reform is the set of
genuine concerns about the sequencing and design
of servicessector reform. Some of these concerns
relate to the design of domestic regulation and
whether the appropriate regulatory sructureisin
place. Aspects of the application of domestic
regulation to the service sector were discussed
previoudy.

The chdlengeisto design the right sequence
of change in reform palicies, without losing the
momentum of reform. A prescription that dl the
right policy inditutions must be in place before
liberaization occurs will only provide excuses to
“godow”.

Case dudies of successful reform, in whole
economies or particular sectors, are one method
of transferring knowledge about the sequencing
andinditution building chalengesin services sector
reform.2 Thisis particularly important in relaion
to the design of policy to ded with market fallure
problems, such as lack of information among
consumers about service supplier characterigtics,
or market power problems. There are important
pin-offsfrom thiswork for the GATS negotiations
on issues related to domestic regulation.

ENDNOTES

1 Hoekman and Messerlin (1999) outline how this
approach might be implemented.

2The Pacific Economic Cooperation Council in
conjunction with the APEC Studies Centres prepared
two services sector studies, one on telecommunications
inthe Philippinesand the other on thefinancial sectorin
Peru. These studiesincluded details of the experiences
of particular firms that could be used to illustrate the
impact of reform and the business opportunities created.
These studies can be downloaded from the site of the
Australian APEC Studies Centre. Chadha (1999) and
Tohamy (1999) report other interesting case studies at
economy level.
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