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CHAPTER I

INTRODUCTION

A. OVERVIEW

1. Since its establishment, UNCTAD has been deeply involved in specific service
sectors (notably transport, insurance and financing related to trade) and in ser-
vice issues related to the transfer of technology. This work has led to the negoti-
ations in UNCTAD of certain instruments, particularly in the area of maritime
transport,® and transfer of technology, as well as resolutions and guidelines in
this and other areas. The UNCTAD secretariat has also been executing technical
co-operation programmes with respect to these services, including those for the
least- developed countries. Service issues have also been addressed in the context
of UNCTAD's work on restrlctlve business practices, and are covered by the Set of
Principles and Rules.

2. UNCTAD's role with respect to services intensified in 1982 as a result of the
Trade and Develcopment Board's decision 250 (XXIV) in which it was agreed that when
dealing with factors of relevance to the issues of protectionism and structural
adjustment and policies influencing structural adjustment and trade, commensurate
attention should be paid to services. The first study undertaken by the UNCTAD"
secretariat in this context was presented to the twenty-sixth session of the Board,.

In turn, this led to the overall issue of services being dealt with in the doc-
umentation presented to the Conference under the item on international trade® and
in the report to the Board at its twenty-eighth session.® The Trade and Development
Board decided in resolution 286 (XXVIII) that in 1ts future annual review of prob-
lems of protectionism and structural adjustment, "commensurate attention should be
given, in accordance with Board decision 250 (XXIV), to the 51tuatlon 1n all sec-
tors, including agriculture, manufactures and services...'

3. - Within the United Nations system a number of organizations have been dealing
with issues in specific service sectors, some of which (i.e. the International
Telecommunications Union (ITU)) had been active in the area of a particular service
. activity long before the establishment of the United Nations. Many United Nations
Organizations (e.g., International Civil Aviation Organization (ICAO), Interna-
tional Maritime Organization (IMO)) have responsibility with respect to certain
services, while others (e.g. World Intellectual Property Organization (WIPQ)) deal
with issues pertinent to a variety of service sectors.® Issues relating to partic-
ular services such as transport and banking, have been addressed in the context of
regional and sub-regional integration movements and in regional and multilateral
forums such as the Latin American Economic System (SELA) and the Organization for
Economic Co-operation and Development (OECD).

! See for example "UNCTAD activities in the field of shipping" (TD/278 and Corr.
1.

? Multilaterally Agreed Equitable Set of Principles and Rules for the Control of
Restrictive Business Practices, adopted by the General Assembly on 5 December
1980. (For the text see TD/RBP/CONF/10/Rev.l, United Nations publication,
Sales No. E.81.I1ID.5).

? "Production and trade in services; pollc1es and other underlying factors
bearlng upon international services transations' (TD/B/941 and Corr. 1).
"Protectionism, trade relatlons and structural adJustment (TD/274).

® UNCTAD secretariat report "Recent developments in the context of global trends
in production and trade" (TD/B/981 (Part II).

¢ The Secretary-General of UNCTAD has circulated a letter to other United
Nations Organizations requesting information as to their activities which
could be considered relevant to a study of the role of services in the devel-
opment process. The responses to this letter have been circulated in
TD/B/1009, "Replies from internatiomal organizatioms concernlng their activ-
ities pertlnent to the consideration of the role of services in the develop-

ment proces s'
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f 4. Recently, however, countries have placed the 1nternat10na1 debate on services
| in an overall rather than a sectoral context.’ The underlying motives would seem
- varied, but some countries appear to be seeking to establish a multilateral frame-
work for liberalizing regulations affecting internaticnal trade in services, as
well as for facilitating foreign investment in the service sector. Certain devel-
oped countries pressed for the inclusion of a Work Programme on Services in the
GATT Ministerial Declaration of 1982. While agreement was not reached on this
aspect, the Declaration recommended that Contracting Parties undertake national
) studies on services and exchange information on such matters, iInter alia, through
international organizations such as GATT. In addition, Contracting Partles were to
review the results of these examinations along with the information and comments
- provided by relevant international organizations at the 1984 session, and to con-
51der whether any multilateral action on these matters was appropriate and desira-

ble.®

3. The developing countries have examined service issues in various forums includ-
ing the Fifth Ministerial Meeting of the Group of 77 as well as in different
regional groups. In the Buenos Aires Platform the developing countries sought spe-
cifically to set up a major study programme in UNCTAD to identify and establish
priorities regarding services of particular importance to developing countries and
to devise a programme which would enable the developing countries to participate to
a greater extent in international service transactions and to make recommendations
for mechanisms for multilateral cooperation to this end.®

9 6. The consideration of service issues in a universal and interdisciplinary forum
i is welcome and timely. Recent technological developments have given rise to
entirely new services and to interlinkages among services and between goods and

- services. These developments may have a revolutionary impact on the production and
- trade of both goods and other services as well as on world patterns of trade and
- development, thus justifying their examination in a universal and interdiscipli-
nary forum where the overall trade and development aspects could be taken into
account. Its timeliness also derives from the fact that there is an urgent need to
reassess the development process, and the international community's commitment to

: that process. In this context, a detailed examination of the role of services in
P the development process would seem to constitute an essential component of the for-
mulation of overall development strategies at the national, regional and multilat-

eral levels.

7. At Belgrade, the Conference, in its resolution 159 (VI), directed the UNCTAD
secretariat to continue its studies of service issues and agreed that UNCTAD would,
Inter alia, consider the role of the services sector in the development process,
keeping in view the special problem of the least developed countries. The Trade
and Development Board was invited to consider, at its twenty-ninth session, appro-
priate future work by UNCTAD on services. .

8. The present study is being conducted in response to that mandate. It should be
seen as an initial effort to establish a basis for considering services in a frame-
work which is both of an 1nterd13c1plinary and a development-oriented nature. It
has attempted to build upon previous UNCTAD documentation (notably TD/B/941)!° and
to take into account, to the extent feasible and practicable, recent studies, pub-
lications and governmental positions on the services issues. The conclusions drawn

7 Services as a general issue have been discussed in such meetings as the GATT
Ministerial Session, the OECD Ministerial Meeting, the Latin American
Council, the Latin American Economic Conference, the Group of 77, not to men-
tion UNCTAD VI, from whence this specific mandate emerged.

* GATT Mlnlsterlal Declaration, GATT, Basic Instruments and Selected Documents,
‘twenty-ninth Supplement, (Geneva, March 1983), pp. 21 and 22.

% See Buenos Aires Platform (TD/285), p. 26.

1% This study assumes that the reader is familiar w1th TD/B/9%41, op e¢it, in this
respect, it was not felt desirable to reproduce the statlstzcaI analysxs or -
definitional discussion contained in that document.” However, a revised and
up-dated version of the material contained in the annex to that study will be
prepared.
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are of a very preliminary nature, intended primarily to provide a greater focus to
the ongoing international debate, and to suggest areas for further study at the.
international, national and academic levels.

9. A number of background documents dealing with specific services sectors!! (mar-
itime transport, insurance, technology and transborder data flows) have also been
prepared, pursuant to paragraph 22 of Conference resolution 159 (VI), which
requests the Secretary-General of UNCTAD to continue his studies of the issues

involved.

10. Parallel to this exercise of preparing for the Twenty-ninth session of the
Board, a number of countries are conducting national studies of the role of ser-
vices in their own economies both with a view to reexamining their development
strategies and preparing themselves for discussiomns in international forums. Pur-
suant to Conference resolution 159 (VI), a questionnaire circulated by the Secre-
tary-General of UNCTAD in September 1983 had the dual objective of collecting
information and of stimulating the interest of governments in service issues. The
UNCTAD secretariat has received requests to collaborate with other international
bodies, in assisting countries, partlcularly the least developed countries, in the
preparation of national studies on services. -

B. Summary of replies of member countries to UNCTAD's questionnaire

11. At the time of writing this report, 29 replies had been received to the
note/questionnaire of the Secretary General of UNCTAD.!? All of them responded to
section A dealing with statistics on production and trade in services, while only
18 countries replied to section B dealing specifically with the role of services in
developnment. Most governments were unable to provide detailed information on the
aggregated figures for certain service activities in their national accounts sta-
tistics. In the case of balance-of-payments statlstlcs, very few countrles could
prov1de any detailed information on the composition of "other services", or on the
service component in the import and export of goods. ’

12. Out of the 18 replies concerning section B of the questionnaire, many develop-
ing countries emphasized the need to strengthen the development of social services,
such as health and education. Tourism, transportation and communications were also
regarded as very important by several developing countries. Some countries made
specific reference to the inter-linkage-criteria in selecting services which are
pivotal to their economy. In general, external factors as well as the lack of suf-
ficient capital were regarded as the main impediments to the development of the
service industries of the responding countries. Many countries, indicated the need
for an infant-industry criteria in the formulation of a services policy at the
national level.

!! See TD/B/1012, 1013, 1014.
'2 The following countrles have responded to the questionnaire: Australia, Aust-

ria, Bangladesh, Botswana, Cariada, Colombia, Chile, Cyprus,,Czechoslovakla,
Denmark, Finland, Guatemala, Guyana, Iran Islamic Republic of, Malaysia, Mal-
dives, Malawi, Norway, Panama, Philippines, Republic of Korea, Saudi Arabia,
Spain, Sri Lanka, Thailand, United Arab Emirates, United Kingdom, Uruguay,
Yugoslavia.
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CHAPTER II
MAIN ISSUES

13. This paper basically concentrates on two issues, the role of services in the
growth and development of the domestic economy, with emphasis on the'situation in
developing countries, and issues relating to services in the international context,
which may be relevant to the development process. It was also considered desirable
to examine the rationale behind regulations on services, at the national and inter-
national levels, as well as to summarize the current international debate on ser-
vices, in both governmental and non-governmental circles, in order to provide
delegations with the background information to facilitate the dellberatlons of the

Trade and Development Board.

14. The paper begins by recognizing that owing to the very special nature of their
production processes, most services have to be produced and consumed domestically.
In fact, some services even have to be consumed while they are being generated, or
"rendered" (e.g., transportation, entertainment, etc.). This would account inter
alia, for the relatively low level of "tradeable" services when compared with that
of other economic act1V1t1es Out of total world production of services, only 8
per cent was 'traded" internationally in 1980.!% Comparable figures were 45 per
cent for agricultures' GDP, and 55 per cent for mining and manufacturing's GDP.

15. It is further recognized that many services play a far more important role in
the development process than is indicated by their direct contribution to gross
. domestic product (GDP). Due to interlinkages with other activities several ser-
-vices generate substantial externalities which can dramatically affect the overall
‘development performance of countries. In this context, expanding and improving the
understanding of their role in the development process is of crucial importance.
Traditionally, however, the main focus of development efforts has concentrated on
the strengthening of the goods-producing sectors, mainly agriculture and manufac-
'tures, while insufficient attention has been paid to the tertiary sector as a
whole.

16. In addition, although most services are "non-tradeable' at present, the tech-
nological changes of the last two decades are rapidly changing that situation. As
a result of an improved international telecommunication infrastructure and new
developments in the handling of information, many services are in fact becoming
"tradeable". In addition, such changes have also facilitated enterprises in devel-
oping their operations world-wide. This has not only affected trade flows but has
also opened up new opportunities to enterprises for the direct supplylng of goods
and services in foreign markets through foreign investment.
17 The recent internmational debate on services has dealt prlmarlly with the
"trade" aspects of the services question. At the same time, some confusion has
been added to the discussions by attempting to treat foreign investment issues in
that context. This debate has so far failed to address development issues. Both
the complex linkage of many services with the rest of the economic and social appa-
ratus of countries, as well as the rapid pace of technological change affecting the
structure and import of services in the economy, requires careful understanding.
As a result, international matters, such as trade and foreign investment in ser-
vices, will have to be addressed from this overall development perspective. As
countries become more aware of the developmental implications of alternative ser-
vice policies and regulations in such a rapidly changing context, potential for
coherent international co-operation in this area should develop.

18. No consistent explanation exists of the determinants of the role of services
in growth and development. The so-called three step theory (Fisher/Clark theory)
in which the process of development moves from agricultural production to manufac-

13 This figure represents non-factor services debits as a percentage share of
domestically produced services.
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turing, and finally to a service economy (a "post-industrial state"), appears at

best a part1a1 explanation. Recent studies have emphasized the importance of cer-

tain services as inputs into the productive process (i.e., production of goods,

both 1ndustr1a1 and agrlcultural and other services), and the overall impact of
1ntegratlon or "interlinkages' among services.

19. The contribution of this latter phenomenon to growth and development is also
not clearly understood. To a certaln extent these are producer services, often
taking the form of the so-called "new'" or "information based" services, as well as
more traditional infrastructural services. On the one hand, the appearance of
those services may be a result of the reorganization of firms, which find that
their efficiency is enhanced by contractlng outside independent supples of such
services rather than relying on their "in-house" provision. On the other hand,

there would seem to be an opposing tendency of directly incorporating internally,
within enterprises services founded on information-based technologies. This proc-
ess has contributed to the growing 'capacity of firms to offer a greater variety of
services and an "integrated package' of & range of services and of goods combined

with services. .

20. Within this context, no clear-cut relationship has been established between
services and product1v1ty Tradltlonally, the shift of employment to the services
sector has been seen as a "drag" on productivity growth in the economy as a whole.
On the other hand, the appearance of certain services appears to provide a stimulus
to the efficiency of firms and it would appear that productivity is more a result of
the interlinkages among services than a contribution by individual services operat-
ing in isclation. In some cases, the service sector has also been seen in terms of
employment as a "buffer" in times of recession. .

-.21. Any serious attempt to analyse the contribution of services to growth and
development must somehow overcome the problems: arising from the inadequacy of sta-

" tistics, especially the lack of disaggregation in natlonal accounts. For example,

tee most dynamic services are lumped together in the flnanc1ng, 1nsurance, real
estate and business services' category, which constitutes a "basket item".

' 22. It seems unquestionable, however, that the service sector plays a different

role in developing than in developed economies. While the percentage of GDP and
employment arising from the services sector is comparable among developed market-
economy countries, it varies, to a greater extent, among developing countries,
although the overall average is lower. Figures for the socialist countries of
Eastern Europe are not comparable because of differences in accounting methods.

23. It seems possible, however, to conclude that the role of the various service
sectors within domestic economles dlffers between developing and developed coun-
tries. In particular, the "other services" category has been steadlly growing in
developed countries while remalnlng stagnant in developing countries. - In addition,
the existence of a large '"informal” sector in developing countries, mainly devoted
to the production of services, further distorts the comparability .of figures.

24, Since many services are believed to play a multifaceted role in the economic
development of countries, with complex interlinkage networks touchlng many areas of
concern to the development process, studies of services in economic development
need to examine such relationsips. A fuller understanding of the true impact of
key service industries in the overall efficiency of the economy, as well as on the
ability of countries to meet important social and cultural objectives, is a neces-
sary condition for the formulation of any coherent policy geared to improving. their
contribution to growth and development. Policies with respect to services have to
contend with many and sometimes conflicting goals such as economic growth, employ-
ment and foreign exchange generation, national sovereignty, protection of the con-
sumer and improvement in standards of living. The impact of different policies
needs to be systematically studied at the individual country level.

25. There is an urgent need for a better understanding of the contribution of ser-
vices to -the development process in developing countries, not only to enable devel-
oping countries to take part effectively in the current international debate on
services issues, but also, even more importantly, as part of a general reassessment
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of development strategies. While such an understanding could be facilitated by
more intensive study at the international level (in both governmental or non-go-
vernmental bodies), the most important contribution will likely come from examina-
tions conducted by individual developing country governments of .their own national
economies. For this reason, the carrying out of national studies, as advocated by
the GATT Ministerial Declaration for example, would seem to be a prerequisite for
any intensification of the continuing international debate. Such national studies
could be complemented by studies at the internatiomal level, such as those within
UNCTAD. It would also seem desirable that specialized agencies of the United
Nations system continue to focus on the development aspects of the services falling
within the area of their responsibility.

26. The determinants of trade flows in services are also areas requiring further
study. While some writers and governments have taken the position that the conven-
tional trade theories apply equally to trade in goods and services, a number of
economists are questioning this from an economic and conceptual perspective. More
research should be encouraged, given the major contribution which such studies
could make to an improved understanding of the services issue in the international
context, as well as to the assessment by individual _governments of the role for
services in their own economies.

27. Complications also arise in the analyses of the international market for ser-
vices. Such analyses have to rely largely upon balance-of-payments figures which
suffer from the same, if not greater, inadequacies as those of national accounts.

28. . As deflned by the International Monetary Fund (IMF) for balance of payments
purposes, '"'trade" in goods and services involves only those transactions which take

‘place between a re51dent and a non- re51dent of a country. Only the items commonly
., referred to as ‘'non-factor serV1ces (i.e. shlpment other transportatlon s

"travel', "official services" and "other private services' 'y are considered to be

'other
investment income") represent financial flows which result from payments to factors
of production (capltal and labour) and are not considered as constituting ''trade"

~In respect of "non-factor' services, there is again the problem of lack of dlsag-
-gregation, since the most dynamic service industries fall 1nto the residual item.

As in the case of national accounts, the improvement of ''trade" statistics in ser-
vices should be a matter of priority for the international community.

29. Balance-of-payments figures indicate that developed market-economy countries
dominate world service credits and debits, and that some experience large surpluses
on service accounts. Developing countries generally show deficits, although nota-
ble exceptions exist with respect to individual developing countries in respect of
specific categories of services, often attributable to geographical and historical
factors. .

30. Analysis is complicated by the inclusion of factor and non-factor services in
balance-of-payments statistics, and the non-inclusion of private transfers (i.e.,
a return on the labour factor) within the former category. In general, however,
the exclusion of factor services does not alter the overall situation. However,
differences do arise at the level of individual countries, for example, the United
States' position is far less dominant if only non-factor services are considered.

" 31. The fact that many services are non-tradeable, or traded with difficulty, is

one of the considerations which has led to an emphasis on foreign investment to
supply certain services in forelgn markets. Advances 1n technology, including
information technologies, are 1ncreasxng the "tradeability" of services. They have
also facilitated the supply of services in foreign markets, thus 1eading to
increased incentives to invest abroad in services production. From the point of
view of the maJor suppllers of serv1ces in the world market, the tramsnational cor-
Poratlons, trade and "investment" (which they tend to lump together in the term
'transactions”) are both alternative and complementary components of their overall
world market strategies. Regulatiomns Wthh restrict their freedom either to trade
or to invest are in consequence vViewed as "barriers to trade" in services.
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32. Though interrelated, some governments, however, tend to view trade and invest-
ment as two entirely different questlons, not to mention the third issue of labour
mobility whlch 1neV1tab1y arises in both contexts. In addition, the concept of
"barriers" to trade in services may also be viewed differently. For example, rath-
er than equating regulations with barriers, governments, in particular of develop-
ing countries, may find that restrictions on access to technology, on access to
information systems or other practices engaged in by enterprises in a dominant
position of market power present formidable obstacles to their participation in the
international market for services.

33. The implications of the technological revolution, telematics and the increased
tradeability and internationalization of services, have both economic and poli-
tical dimensions. This is further supported by the fact that most of the indus-
tries in which transborder data flows are important are those which are considered
to be the main growth industries of the future. Policy makers must become aware of
both the positive and negative effects that telematics can have on their country s
development strategy.

34. It is evident that transnational corporations are dominant suppliers of many
services in the world market. While, traditionally, certain banks and insurance
companies have been active on a worldwide scale, recent years have seen a rapidly
accelerating process in the transnatlonallzatlon of services. The result has been
the emergence of corporations supplying an "integrated package"” of services, or of
services and goods to the world market as a whole. Often the major customers of
such transnational service corporations have been other transnationals. The "life
blood" of such corporations are information services' and transborder data flows
(e.g., telematics).

35. The dominant position of transnational corporations (TNCs) in the supply of -
services is based on their ownership of factors such as technology, acquired know-
ledge and international information networks and their easier access to capital. A
greater participation of developing countries in the world market for services
would seem dependent on dccess to these factors. The TNCs could also make a major
contribution to stimulating and increasing the efficiency of key service sectors in
developing countries, while, for their part, benefiting from economies of scale in
their activities and a better knowledge of local conditions. It would be in such an
interdependent context that an appropriate framework at national and multilateral
levels should be considered, the purpose of which could be to ensure that access to
domestic markets (whether through trade or investment) by TNCs is balanced by
appropriate commitments on their part, for example, in the areas of transfer of
technology, use of informative systems and access to foreign markets.

36. It would seem that a much greater understanding of the role of certain key ser-
vices in the domestic economy of developing countries is required, as well as a
clearer idea of the difficulties to be overcome in obtaining access to the world
market for services. Given the dynamic role of technology, especially information
technology, in increasing the tradeability of services, a much clearer idea of the
effects of new technologies on service trade is also required, as well as the cost
effectiveness of these technologies in order to promote a framework, both at the
domestic and international level, adequate for the services and service trade of
the future.

37. Attempts have been made to stimulate trade in services among developing coun-
tries on a subregional, regional and inter-regional basis, with a certain degree of
success. While preferential arrangements could contribute to this process, greater
attention should be given to developing an infrastructural base to promote such
trade. .

38. Strengthening the contribution of services to development should be a major
focus of international co-operation in the years ahead. Supporting dynamlc and
well-balanced development of the service sector, in all countries and regions and
through such means increasing trade in services, offers wide potential for multi-
lateral co-operation. Training and research, technical co-operation, external
financing (via loans, and foreign direct investment), improved labour mobility and
access to transfer of technology, are just a few of the components to be included in
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any multilateral effort to develop the service sector especially of developing
countries, including both the "traded" as well as the "non-traded" components.
Also, service trade in the international as well as in the regional contexts offers
ample room for international co-operation.
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Chapter III

SERVICES IN THE GROWTH AND DEVELOPMENT CONTEXT
A. The role of services in the economy: changing views

39. The conventional theory of the role of services in the economy has tended to
suggest that the growth in the services sector has been a result of the development
process. 415 This has been explained by a number of factors, including the higher
income elasticity of demand for services as compared to goods. In the industrial-
ized countries, the process of development has been described as being composed of
three main phases: (&) the "pre-industrial" phase, in which the economy is primari-
ly extractive, based on agriculture, mining, flshlng, timber and other natural
resources including natural gas and oil; (b) the "industrial" phase, in which man-
ufacturing plays the dominant role: 1n thlS phase, a 51gn1f1cant shift occurs from
agriculture to 1ndustry, and (c) the "post-industrial' phase in which the economy
becomes. mainly a "service economy In addition, this theory stressed the inherent
low productivity of the service sector The Shlft of employment from the manufac-
turing sector to that of services was seen as contributing to a loss in productiv-
ity growth for the economy as a whole, a "drag" on the economy, which explalned to a
large extent the slowing down of growth in the main industrial economies during the

1970s.

40. The implication of this conventional theory was that (a) growth in the ser-
vices sector (in employment and GDP) would occur automatically, as a result of the
process of development, mainly due to higher per-capita incomes, (b) there was no
need for a services policy, or any policy measures to encourage the expanding of
the services sector, in fact, such expansion might even be undesirable as it could
reduce productivity and lead to a deceleration of the development process, and (c¢)
a logical international division of labour would emerge with developed countries
specializing in the production of services and developing countries in the export-
ing of goods.

41. Recent analyses, however, have called this theory into question. First, the
idea that the growth in services production and employment was led by the demand
created by higher personal incomes has been qualified by studies showing that dur-
- ing the 1960s and 1970s, changes in the occupational distribution of employment
have resulted more from changes in occupational structure within economic sectors
than from changes in demand patterns between them. These studies also showed that
increased demand for professional, technical, clerical and other specialized ser-
vice occupétlons relative to other employees within each sector accounts for much
more of the increase of employment in these types of occupatlons than does the
increase of demand for the products of services industries.

14 The question of the role of services in the economy has been addressed as far
back as Adam Smith and Fredrick Lizt. The maJor contribution to the theory,
however has been made by Allan Fisher (see "Capital and the Growth of Know-
ledge'", Economic Journal, September 1933. Other references include: The
Clash of Progress and Securlty, London, MacMillan, 1935; '"Primary, Secondary
and Tertiary Production', Economic Record June 1939; Economic Progress and
Social Security, London, MacMillan, 1945) and Colin Clark, The Condition of
Economic Progress, London, MacMillan, 1951.

1% Other more recent contributions have included Simon Kuznets: Modern Economic
Growth: Rates, Structure, Spread, Yale University Press, New Haven, 1966, pp.
96-97 and Economic Growth of Nations, Cambridge, Harvard University Press,
1971; Fuchs, V.R., The Service Economy, National Bureau of Economic Research,
New York, 1968 and Production and productivity in the service industries, New
York, National Bureau of Economic Research, Inc., Studies in Income and
Wealth Vol. 34, 1969.

1¢ 3. Gershuny and 1. Miles, The New Service Economy, Frances Pinter, London.
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42. Other studies have emphasized the growth of producer services. It has been
observed, for example, that firms have recently been undergoing a process of reor-
ganization, not only in terms of adjustment to changing economic conditions but,
more importantly, to technological innovations in the informatics area. This proc-
ess has involved what has been a double movement of externalization and internali-
zation of services!” On the one hand, firms were divesting themselves of
non-productive "in-house" services relying om outside contracts, a process which
has 1led to the creation of independent service firms. On the other hand, firms were
incorporating new, information-based services within their own structures and were
diversifying the services they could provide to customers.'?® The establlshment of
information networks enables firms to widen the range of service offered.

43 A recent study of this process in the United States ,economy, concludes that the
tertlary economy” cannot be reduced to the idea of a "service" or a "post-indus-
trial” economy, and observes that "productivity" has become less and less adequate
as a means of measuring the efficiency of an economy. This "efficiency" depends,

-to an ever increasing extent, upon the interlinkeages which are established among

the different productlve activities, and not only the productive conditions in the
activities themselves. :

44. In some developed countries, while employment in the manufacturing sector
dropped sharply during the recent decline in world economic act1v1ty, employment in
the service sector continued to grow, albeit at a reduced rate.

45, The increasingly rapid pace of technological development faces national plan-
ners in developing countries with a difficult range of choices in regard to the
pace at which these technological advances should be accepted or promoted lefer-
ent societies will adapt at different rates to the realities of "informatics" as
the dominant component in new services.?? To some extent the results of research
and development can be imported from the industrial countries which are responsible
for most basic research and product development. On the other hand, without broad-
ly based, thoroughly staffed research and development cadres spread broadly through
the industrial structure, developing countries are unlikely to make significant
progress. .

46. The impact of the application of the new technologically advanced services to
the production of goods and other services could well reduce labour-cost per unit
of output and thus, undermine the competitive position of developing countries in
the production of labour intensive goods and services. Data has been collected to
show that this effect is already evident in regard to the production of textiles

17 Robert B. Cohen, "Research into the Service Economy at the Corporate Level",
Columbia University, September 1979.

1% Mark Stevens describes this process with respect to the major US accounting
firms in The Big Eight, New York, Macmillan, 1981. It has also been studied by
the United Nations Centre on Transnatlonal Corporations (UNCTC) with respect
to advertising agencies in '"Transnational Corporations in Advertising"
(8T/CTC/8), United Nations Publication, Sales number E79:II:A2.

1* A pertinent example is the manner in whlch supermarket chains have used the
data network established for inventory control, to support a variety of other
service activities (e.g., travel). ,

2%  Anton Brender, Agnes Chevallier and Jean Pisani-Ferry, £Etats-Unis:
croissance, crise, changement technique dans une économie tertiaire, CEPII,
Paris 1980. This debate continues, see International Herald Tribune, 27 June
1984, article by Leslie Wayne which implies that recent recovery of the United
States economy can almost entirely be attributed to growth in the service sec-
tor.

21 U.K. Ranga Chand, "The Growth of the Service Sector in the Canadian Economy"
Social Indicators Research, No. 13 (1983), D. Reidel Publishing Company.

22 For an important early discussion of these issues, see Nathan Keyfitz: "The
Interlocking of Social and Economic Factors in Asian Development", Canadian
Journal of Economics and Political Science, XXV, No. 1, Feb. 1959.
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and clothing.??® Given that this competitive advantage is likely to be further
reduced as a result of the adoption of new technologies in the developed countries,
developing countries may well be required to reexamine certain aspects of their
trade policies and development strategies.?®

2. Production and services in developed and developing countries

47. The service sector accounts for the largest share of GDP in most countries.?
Its share in 1979 ranged from around 40 per cent in least developed countries to
almost 67 per cent in developed market-economy countries. Moreover,.the variation
in the share of the service sector amongst country-groups is much smaller than in
the case of agriculture and industry. The share of agriculture ranged from 4.0 per
cent for developed market-economy countries to 49.0 per cent for least developed
countries, while the combined share of manufacturing, mining, construction and
utilities ranged from 9.3 per cent for least developed countries to 45.7 per cent
for oil-exporting developing countries.

48. While there may be less of a difference in the aggregate size of the service
sector between country groups, there are clear distinctions when this sector is
viewed on a disaggregated basis. Two services industries, "trade and finance" and
"other services', are most noteworthy in this regard. "Trade and finance" is the
largest service activity in developed and developing countries alike. However,
while this activity as a share of total services has remained relatively constant
throughout the 1970s at 44.7 per cent to 44.4 per cent in developed market-economy
countries, it has grown in developing countries from 44.6 per cent to 50.6 per
cent. On the other hand, the category "other services' has shown a completely dif-
ferent trend. The share of these activities has increased in developed market-
economy countries from 26.4 per ‘cent (1970) to 28.0 per: cent (1979). The share in
developing countries as a whole, however, has declined from 26.4 per cent (1970) to

19.2 per cent (1979).27

49. A cursory look at the available data therefore reveals the following points.
First, the size of the service sector is large and growing in both developed and
developing countries alike. Moreover, its share of GDP does not appear to vary
significantly between country- "groups, an observation which appears to be in contra-
diction with the ''three-stage' theory of development which suggests that the ser-

23 See discussion in Juan F. Rada: "Advanced technologies and development: Are
conventional ideas about comparative advantage obsolete?', T'rade and Develop-
ment - An UNCTAD Revzew, No. 5, 1984 (United Nations publication, Sales No.
E.84.11.D8)- : .

24 In fact, the so-called "new services" are believed to be the conditioning ele-
ment behind the global international competitiveness of industrialized econo-
mies. See Jacques Nusbaumer, Les services: nouvelle donne de 1'economie,
Paris, Ed. Economica, 1984, p.34,

2% Services are generally defined as consisting of all economic activities
excluding agriculture, mining, manufacturing, construction and electricity,
gas and water (utilities). Based on the International Standard Industrial
Classification of All Economic Activities (ISIC), services, therefore, con-
sist of trade and finance, transport and communication, public administration
and defense, and other services. This last catch-all category includes a vast
array of activities including educational services, medical and other health
services, _
religious organizations, welfare institutions, legal services, business ser-
Vices, motion picture production, distribution and projection, domestic ser-
vices, restaurants, hotels, laundry services, etc. See TD/B/941 op.cit.,
Chap. III, Sect. B.

26 These figures are drawn from TD/B/941, op cit.

27 For a further discussion on the composition of the service sector in developed
and developing countries, see annex I of this report, as well as document
TD/B/941, op.cit., Chap. III, Sect. D.
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vice sector grows in importance as economies develop and incomes rise. What dif-
fers among countries is the composition of the serv1ce sector. Although one would
& priori suspect that the 1mportance and size of '"trade and finance' would grow as
an economy develops, this is not borne out by available data. On the other hand,
the category '"other services'" shows differing tendencies in developed market-
economy countries and developing countries.

50. The above situation would seem to suggest the need for an indepth examination
of the contribution of services to growth and development A p0531b1e approach to
such a task might be to identify and measure the ' 1nter11nkeages between the pro-
duction of various services and between these services and the production of goods,
rather than attempting to measure the productivity of an individual service.

51. Services play a multifaceted role in the economic development of countries,
with complex interlinkage networks touching many areas of concern to the develop-
ment process. Ideally, a coherent services policy should be designed to take into
account the many and sometimes conflicting goals such as economic growth, employ-
ment and foreign exchange generation, national sovereignty, protection of the con-
sumer and standards of living. Also, in designing development strategies the
levels of productivity of various sectors, as well as their rates of change, con-
stitute important elements in decision-making. A full understanding of the true
impact of key service industries on the overall efficiency of the economy, as well
as on the ability of countries to meet important strategic, social and cultural
objectives, is a necessary condition for the design of any coherent policy geared
to improving their contribution to the development process.

C. Inter-linkages
(1) The concept

52. Services are interlinked with the rest of the economy in several ways. Ser-
vices such as transportation, telecommunications and radio, and utilities are a key
part of the general infrastructure of a country. Other services which can be pro-
vided in-house (i.e. legal services, advertising, accounting) play a key role in
the vertical integration of corporate activities. Similarly, the horizontal and
conglomerate expansion of corporate activities are also facilitated by certain ser-
vices. Telecommunication and telematics, for example, have facilitated the inter-
national finance industry to expand into other service activities, such as real
estate and insurance. As will be stressed throughout this report, services also
provide significant employment opportunities as well as allow for a better use of
the existing capital stock. Services are therefore inextricably llnked with the
rest of the economy. :

53. Although a great deal of empirical work still remains to be done, the newer
theories with respect to the link between services and growth and efficiency can
provide a point of departure in an effort to identify key issues with regard to
development strategies, recognizing that the importance of services goes beyond
that which can be captured by measures of labour productivity. While in many cases
development of tertiary production may not be a result of growth (or even its con-
commitant element), it may be one of its preconditions. An efficient and well-run
banking system, transportation sector, insurance industry, telecommunication net-
work and public administration, are all conditions indispensible for growth and
development.

54. Bottlenecks in the supply of services retard economic progress, especially if
these services are, by their nature, non-tradeable and cannot be imported. Ian
Little, Tibor Scitovsky and Maurice Scott observed in their study of industry and
trade in developing countries, that "...in some countries, the development of
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industry has been handicapped by underprovision, with a prevalance of rationing and
delays. '2® It should also be kept in mind that since services are frequently 'pub-
lic goods", 'a special responsiblity lies with governments to ensure the right bal-

ance.

55. Many services are oriented to final consumers, while others are used as an

input in the production of goods or in other services.?® The first category refers
1 . . . . R

to "marketed" services which are final consumer products.

56. The second category of services are those which serve as inputs into produc-
tive economic activities. These include services used in the physical production
of goods and other services, as well as those which facilitate their distribution
from the point of production to the point of consumption. These services would
seem to warrant further attention, as their contribution to growth and development
might not be accurately assessed by productivity alone without taking into account
the interlinkages among.them.

57. Likewise the production of goods is destined for intermediate or final con-
sumption. What makes sgrvices so essential to the productive sector, as well as to
the economy as a whole, is that products cannot reach consumers without the support
of services- Transportation, distribution, informing potential buyers of what is
available and 1letting producers know what buyers want are service activities.
Designing and deciding how to produce what buyers want are service activities.
Moreover, as trade expands (and production with it) risk is likely to increase
which is offset by the purchase of insurance and by obtaining legal and marketing
advice. In addition, capital requirements increase, as does the need for more
sophisticated communications technology.

2. The rcocle of Iinput-output analysis In identifyiﬁg Important interlinkeages in an
economy : ' Do

58. Understanding the role of services in the development process should be viewed
as a continuous exercise. The changing nature and socio-economic impacts of many
services is being accelerated by the rapid technological changes which affect many
service industries. The role and scope of traded services is also changing. As a
result, continuous reassessment of the institutional and regulatory treatment of
many services is thus required. As referred to in the following chapter, for many
new services, such as those derived from the informatic revolution, no explicit
national policy exists at the domestic level in many countries. As a result, in
many cases, there is no national regulation dealing with such industries. Once
their impact on the development process is fully understood, policies and regu-
lations can be formulated; including those dealing with its international ‘compo-
nents. ’ * -

59. To investigate the role of any intermediate input (good or service and trade-
able and non-tradeable alike), a useful starting point would be the input-output
tables of relevant economies. The information contained there would allow esti-
mation of the importance of the input in question and hence would permit a first
approach to the question of how a change in the conditions of its supply might
impact comparative advantage and structural change in the development process.

60. In the case of services, however, the use of input-output analysis confronts
major difficulties. The most obvious is that of obtaining sufficiently detailed
input-output data. (Even where detailed input-output tables are available, for
example in the United States, there are only 13 aggregated service categories (ex-

2% Tan Little, Tibor Scitovski and Maurice Scott, Industry and Trade in Some
Developing Countries, Development Centre of the Organisation for Economic
Co-operation and Development, Paris, 1970.

2% Greenfield, H.T., in his book Manpower and the growth of producer services,
New York, (1966) analyses producer-service activities, and outlines their
differences in relation to consumer services.
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‘cluding construction and services supplied by public agencies). For most develop-
ing countries. the categories are between 2 and 4.

61. The 1972 United States inQut—output data provide some insights into the dis-’
tinction of "consumer" versus 'intermediate" services. For instance, 82 per cent
of the output of business services was purchased by other industries as inputs.
Obviously, health, educational and social services are extremely important inputs
in an economy since they maintain the quality of the work force. However, the
input-output data do not capture the importance of such linkages for two reasons.
First, to the extent that these services are not directly financed by the industry,
they are not recorded as inputs. Second, input-output data only captures a static
picture of the situation. For instance, skills acquired in education prior to
employment are rewarded in the form of higher wages/salaries following employment.
Hence, this appears in the input-output data of the latter period in the
wage/salary component of the value-added. Input-ocutput data also reveal the total
output requirements in individual service items - direct and indirect - per dollar
of delivery to final.demand in varicus -industries. For example, to deliver one
dollars worth of final products, 74 sectors (out of 77 sectors covering
agriculture, mining, construction, manufacturing and services) required more than
1 cent of output in the transportation and warehousing sector. Again more than 1
cent of output required by between 75 to 77 sectors for electricity, gas, water and
sanitary services, wholesale and retail trade, finance and insurance, real estate
and rental, and business services. Furthermore, to deliver one dollar's worth of
final products, between 40 to 60 sectors required more than 5 cents of output from
transportation and warehousing, wholesale and retail trade, and business services.




- - TABLE I'

INTERMEDIATE PURCHASES OF SERVICES AND OUTPUT REQUIREMENTS IN SERVICES
FOR SECTORAL FINAL DEMAND IN USA, 1972

Lervice Sector ' Total intermediate Total output requirements in services -
(in parentheses percentage share in purchases as per- direct and indirect - per dollar of
toteal value-added) , centage of output ~dellivery to final demand (at producer's
of the sector prices) in agriculture, mining, construc-
tion, manufacturing and services (total
77 sectors) »
Number of sectors requiring the output of the service
Over 1 cent Over S5 cents
Transportstion, Communicaetion and Utilities
Transportation and warehousing { 3.8) 9.5 74 A0
Communications, except radio and TV ( 2.2) 43.1 40 : 1
Radio and IV broadcssting { 0.2) 100.0* 1 1
Electric, ges, wster and senitary
services ( 2.1) 58.2 75 14
Wholesale and Retail Trade
Wholesale and retail trade (14.0) 26.1 ) 75 53
Finsnce, Insurance and Resl Estate
Finance snd insursace ( 3.7) 45.6 77 1
Beal estate and reatsl (11.9) 3.1 17 24
Services
Hotels and lodging, personsl and
repsir services (except asuto) {( 1.5) 27.8 13 1
Business services ( 4.0) 82.0 17 60
Eating and drinking places (1.8) 24.9 52 1
Automobile repair and services (1.0) 1.9 18 1
Anusements . ( 0.6) 32.2 ‘ 4 2
Health, educationsl and social
services and nonprofit organiza- : .
tions . ( 4.9) 5.4 1 1

* Since radio snd TV broadcasting in

the US is financed by firms, not directly by consumers, it sppesrs to be solely an
intermediate input. :

Source: Table 1, The Use of Commodities by Industries, and Table 4, Commodity-by-Commodity Total Requirements; im The Input-
Output Structure of the US Economy, US Department of Commerce, 1979.

GT @%ed
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62. The appatent picture which emerges from studying the United States input-out-
put data is that while some services are used as inputs in most industries, their
share in the value of the final product is often small. First, this is not the
whole picture. In any particular industry, firms' purchases of services from out-,
side suppliers (which is the information that will at best be supplied by official
statistics) are likely to be a fraction of total purchases of services. Firms in
the manufacturing sector, for example, will typically maintain a variety of
in- house staff, and will go out-of-house for only part of their total need for ser-

vices.

63. Secondly, input-output data conceal the key role of services since, even if
some service inputs constitute only a fraction of the value of the final product,
the possibility of substituting other 1nputs for these services are. llmlted or

practically impossible.

64. Thirdly, service inputs affect the quality of output and service requirements
may depend on the scale of production. Successful export firms, in one country,
for instance, are likely to use such services as . air transport; maritime
transport; telecommunications; insurance; legal services; advertising or market-
ing agencies; design consultants or R and D; and probably a variety of other 'ser-
vices much more intensively than domestic oriented firms in that and other
countries. Hence the analyses based on the input-output data of the latter coun-
tries would underestimate the importance of services =~ whereas inadequate supply of
services may be the major problem to remedy. Conceivably some services - perhaps
accounting - will be used roughly in proportion to output. Nevertheless, this is
unlikely to be true for most service inputs. :

65. In using the input-output approach there are other statistical and methodolog-

-+ical problems in addition to the lack of detailed data. One such problem is that
.objective measures of the quantities of services are not normally available. It is
-only possible to measure the value of the services sold and the costs and quanti-

ties of the inputs used in their production. Next, in measuring the effects of pro-
tection or other interventions, there is the difficulty of estimating the tariff
equivalent of quantitative restrictions on imports, and the tax-equivalent of regu-

~lation and of other controls on domestic transactions. Finally, the statlstlcs for
- some services - especially financial services - are particularly imperfect.?

66. Despite all of these problems, input-output analysis and effective protection
remain a relevant conceptual framework. Because certain services have important
interlinkages with the rest of the economy it is important for countries to be able
to identify and rank these activities with regard to their level of economic impor-
tance. The input-output conceptual framework allows countries to identify those
particular service activities which have the greatest linkage and to rank them
accordlngly Because of the differing structure of each country's economy, analy-
sis must focus on the input- output relatlonshlp particular to that specific
ecorfomy. The limited disaggregation in a country's input-output tables, along with
the other above-mentioned limitations, may make it impossible to use existing

3% The proportion of out-of-house services purchased, moreover, is likely to vary
with specific national conditions, such as tax structures and unionization.
But as firms switch from internal to external sources of supply of services,
the measured role of services in value-added will rise without any real eco-
nomic change having taken place. Further, when protection or regulation of a
domestic service sector causes a firm to
choose in-house provision where it would really prefer to buy from an effi-
cient outside source, the statistics will record the role of services as less
important than they actually are, and hence will lead to an underestimate of
the negative effects of protection or regulation of services on the user
industry.

*! In the banking sector, the non-factor services of banks as financial interme-
diaries are not separated from the factor service income of banks as lenders.
In the insurance sector, statistics of flows of premium income, investment
income, and payment of claims are very hard to disentangle so as to reflect
the cost and value of insurance services provided to customers.
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tables for the analysis of service interlinkage. Nonetheless, countries can apply
the input-output conceptual framework by obtaining input-output data from a few
important industries and analyzing which services are key to the countries' domes-
tic production and international trade.

67. While services are integral to the development process, this does not carry
with it the implication that each developing country should aim to develop a full
range of indigenous service industries. On the contrary, recognition of the impor-
tance of services as an intermediate input implies that it is important that ser-
vices be provided to users on the best possible terms. An inefficient, protected
or over-regulated domestic service sector may slow down the development of more
important and efficient sectors. This includes domestic industries supplying non-
traded services which may find themselves starved of scarce resources as a result
of the protection of suppliers of traded services. This is not to suggest, of
course, that availability of such services at the most favourable possible combina-
tions of prices and qualities is a sufficient condition for the success of indus-
tries with an underlying comparative advantage. The availability of services can
only facilitate the exploitation of comparative advantage which might lie fallow
for a variety of other reasons. . °

68. Different countries and industries, however, are unlikely to require either
the same composition or the same level of services. If a country succeeds in moving
up the development scale, it will continue to require the skills and know-how need-
ed to establish new industries. It will also need a full range of services to sup-
port and facilitate the trading and producing operations of its established
industries. Some of these needs may be met by the development of domestic service
industries, in particular those services which are non-traded. However, the country
will probably continue to find it advantageous to import some skills.

3. Interlinkages: Examples

69. The following paragraphs illustrate interlinkeages between various services
and production, and the vital role of services in the production and distribution
of commodities.

(a) Shipping

70. The interlinkage of shipping with the process of development through trade is
clearly established by the fact that shipping services will not be demanded unless
there is cargo to be moved. More important, however, is the inverse relationship
that no trade can take place unless adequate shipping services are at the disposal
.of the trading community. Consequently, the shipping industry has not only reacted
to trading requirements but, in many cases, has created pre-conditions for the
expansion of world trade based on an intensified international division of labour.

71. However, it is not only the existence of a shipping industry as such that is a
pre-condition of the expansion of world trade, but rather the provision of services
adequate to the different needs of varjous trading interests. Such adequacy refers
to all facets of the qualitative characteristics of shipping services, i.e. the
availability of physically suitable ships responding to particular transport
needs, the frequency of services offered to avoid undue interruptions in commodity
flows, the pricing of such services in line with the ability of the goods traded to
bear the cost of transport. Experience has shown that countries which, for one
reason or another, have not been or have ceased to be provided with such adequate
shipping services have in consequence faced considerable setbacks in their foreign
trade coupled with corresponding interruptions of their development process.

72. Apart from providing a service to trade, shipping as an independent industry
has a direct bearing on the development process of a country. It helps to improve
the foreign exchange situation, creates®employment, fosters technology transfer
and economic integration. Apart from these direct effects, shipping investment
contributes substantially to the diversification of the economy of the investing
country as it requires a whole range of support industries and services. These
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include shipbuilding and repairing, suppiies, equipment, insurance and banking
services, telecommunications, etc. The role of shipping in the development process
is examined in greater depth in a recent study (TD/B/1013).

(b) Insurande

73. While insurance shows certain characteristics of a final service with a high
income elasticity of demand, it is also an essential producer service with inter-
linkeages with other parts of the economy. In an economy where the production of
goods and services is carried out by independent entities with limited financial
strength, insurance becomes a basic component of the production and distribution
process. Indemnification of losses by the insurer is made possible through the
pooling of a great number of similar exposures and the collection of corresponding
premiums. What would be a large and irregular loss for the individual or the firms
becomes a regular and relatively small premium, which can thus be incorporated in
the production costs. The role of insurance, however, does not stop there. Insur-
ance also plays a crucial interlinkeage role through the promotion and channelling
of savings, in credit facilitation, in the promotion of new economic activities and
the utilization of mew technologies and materials whose vulnergbility-to losses is

not exactly known.

[

74. The function of insurance in matters such as the promotion of non traditional
exports (through export credit insurance schemes) and of rural activities (through
making possible the use by farmers of new techniques and the cultivation of new
crops, as well as facilitating rural credit so vital in agricultural production)
has a direct bearing on foreign trade and on the balance-of-payments. Indeed, so
important is insurance in the trade and development matrix that the Conference at
. 'its first session, in 1964, formally acknowledged that "a sound insurance and rein-
- surance market is an essential characteristic of economic growth".3®? The role of
~‘insurance in the development process 1is further explored in a separate study

(TD/B/1014).

'D. Primary Commodities
1. Introduction

75. For most developing countries, primary commodity production is not only still
the most important source of national income but is also generally the principal
(and in some cases the only) generator of export earnings/foreign exchange
resources for development. Various services facilitate the production process and
can contribute to realizing the full potential that exists in the production of
primary commodities in particular countries. *

76. As finance plays an important role in investment and production decisions, the
services of banking and financial intermediaries (including marketing boards,
caisse de stabilization and informal sector finance) are crucial in primary commod-
ity production, whether in agriculture or mineral production. In minerals, since
production decisions usually involve large capital outlays (often with a large for-
eign exchange component) a major service is the intermediary role which domestic
-financial institutions (e.g., commercial and development banks) can play in mobi-
lizing both domestic and international financial resources. In agriculture, given
the nature and character of this sector in most developing countries, specialized
financial services are of major importance for the full realization of productive
potentials. Typically, production is undertaken by a fairly large number of peas-
ant farmers in rural areas. Outside his own savings, a farmer may lack access to
finance - especially for purchase of inputs such as seeds, fertilizers, pesticides,
gas and oil, etc. If the farmer is not able to obtain access to finance, this would
constrain his ability to undertake worthwhile investments, whether this be to

32 Recommendation A.IV.23 to the Final Act.
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expand acreage or to increase productivity. Rural development/agricultural devel-
opment banks can provide an important service by providing finance where it is

needed.

77. Even where ordinary access to credit may not be an obstacle, investments and
productivity improvements may still be hindered by the uncertainties arising from
the 1nstab111ty of earnings, especially in agricultural export commodltles The
vagaries of the weather or crop disease may reduce drastically a farmer's output
causing his earnings to decline sharply; or international prices may collapse
after investments have been undertaken, again resulting in an unexpected decline of
earnings. If measures to reduce price instability or to deal more directly with
earnings instability are not available, excessive income instability may deter
farmers who are unwilling to take risks from undertaking worthwhile' investment in
production and productivity improvements.®? In several cases, governments in
developing countries have had to set up marketing boards, caisses de stabilisation
or undertake other measures which have acted to reduce the price instability faced
by producers and to provide them with bridging (or rehabilitation) finance in the
face of sharp temporary earnings declines. However, government efforts (especially
in the case of developing countries) have been limited because of the lack of
funds. A government could, in principle, seek funds on international financial
markets; however, as discussed earlier, it is unlikely that private financial
institutions would be prepared to provide such finance at special (i.e. more
favourable) rates of interest. Yet, this specific type of financial service may be
of considerable importance.

78. In addition, there are infrastructural type investments such as in regional.
irrigation or flood control systems, road and transportation networks, and R and D
investments to improve crop yield or resistance to disease which often require
"financial services that private financial operators would not have incentives to
provide. Again, reliance on pr1vate markets may not be sufficient and government
initiatives may be important.

79. Apart from finance, there are the specific services that money can buy which
make efficient, or rather profitable, commodity production possible. These
include, for example, legal services for the negotiation of contracts (both invest-
ment and sales), managerial services for operating production units, as well as the
services of agronomists, agrobiologists, irrigation engineers and other special-
ists in the agro-industry sector, or mining engineers and other technical special-
ists in the extractive industries - mining extraction in some cases requiring
highly specialized engineering and technological services.

(1i1). Marketing and distribution of primary commodities®"*

80. Historically, international trade on a global scale indeed began as an
exchange of primary commodities. European merchants were the early prime movers in
this largely overseas trade. As demand for overseas products grew, the early mer-
chant-adventurers gave way to joint-stock companies which also became directly
involved in overseas production - in agricultural plantations (e.g., sugar,
tobacco, coffee, tea, etc.) and in extractive industries (mining). With coloniza-
tion of territories and the advancing industrialization of Europe, trade in primary
commodities experienced an extraordinary expansion on a global scale and has
‘remained the largest component of international trade (as a proportion of the value
of world trade) right down to the mid-1960s. Although in the seventeenth and eigh-
teenth century all major European port cities (e.g., Venice, Genoa, Antwerp, Amst-

33 Any measure that would tend to reduce the income instability of the producer,
thus allowing him to invest optxmally in productive act1v1t1es, could be
thought of as a kind of insurance service.

34 Descriptions of the marketing systems and related serV1ces_for a number of
individual commodities can be found in the series of studies prepared for the
Permanent Sub-Committee on Commodities by the UNCTAD secretariat
(TD/B/C.1/PSC 18-22 and 28-32).




TD/B/1008 .
Page 20

erdam, Hamburg, London, Marseilles, etc.) were important commodity centres - large-
ly stapling centres (i.e., breaking bulk, packaging, sorting, curing, roasting,
refining, quality control, etc.) ~ by the close of the nineteenth century, London
had become the international commodity trading centre par excellence. Today, Lon-
don and New York dominate (followed by Chicago, Paris and Amsterdam) as centres for
internationally traded commodities. These centres provide two general categories
of services important in modern commodity trade: (i) merchanting - that is, arrang-
ing the buying and selling, insurance, shipment and financing of raw materials,
usually between buyers and sellers in distant third countries all around the world;
and, (ii) organized commodity markets - that is, ones where dealing is organized
around a specific meetlng place The organized commodity markets are of two gener-
al kinds: a few are physxcal markets, on which commodltles are bought and sold;
and more are 'futures' markets (called 'terminal’' markets in London), whose main
function is to provide a mechanism by which those who trade in commodities can
ensure (hedge) against future changes in their prices.

81. Whereas there are specialized commodity trading houses, brokers, etc., (by
commodity or groups of commodities - e.g., sugar, cocoa, grains, metals, etc.)
involved in the activity of merchanting as such, many, in addition to dealing on
the spot or physical market on behalf of clients or on their own account, also pro-
vide a range of other services includin§ storage and warehousing, market informa-
tion, hedging advice and execution (on ' futures' markets), contract negotiatioms,

option trading, etc. Although arranged through commodity dealers, the actual
insurance, financing and shiping services are supplied by firms specialized more
specifically in these particular fields of activity.

82. In the case of commodities there is an important relationship between trade
and finance. For example, importers/processors may be willing to carry larger or
smaller inventories of raw materials, depending on the availability and costs
(i.e., interest rates) of finance. This has a significant impact on both the level
of and fluctuation in the demand for various commodities.>® Furthermore, lack of
adequate access to finance, especially for financing temporary storage of commod-
ities, may force exporters in producing countries to undertake distress sales, par-
ticularly during periods of price decline. Appropriate financial services can
therefore have an important impact on market stability in commodity trade.

83. Shipping and marine cargo insurance services are also important factors in
commodity trade. The lack of adequate shipping services can be a major constraint
on the expansion of commodity trade. For example, the need for specialized vessels
in the transport of many commodities, the inconvenience of established routes for
developing countries as well as the structure and practices of the world shipping

s For further discussion of these markets, see, for example, G.L. Rees, Brit-
ain's Commodity Markets (Elek Books Ltd. 1972) and Chicago Board of Trade,
Commodity Trading Manual (Chicago, 1980), and UNCTAD, "Commodity exchanges
and their impact on the trade of developing countries” (TD/B/C 1/248 and Corr.
1 and 3, May 1983). It should be noted, in addition, that prices established
on these markets serve as general reference prices for commodity transactions
around the world.

3¢ See, for example, the report by the UNCTAD secretariat "Contractual marketing
of commodities" (TD/B/C.1/PSC/34 and Corr. 1 and 2).

37 Note should be taken though of the fact that some large commodity trading
firms are affiliated with banking entities, and insurance and shipping compa-
nies. For further discussion, see: UNCTAD Marketing and distribution arrange-
ments In respect of export and Import transactions: structure of international
trading channels(UNCTAD/ST/MD/25, November 1981).

3% As an illustration, the recent weakening of commodity markets due to the eco-
nomic recession in major consuming countries has been exacerbated by the
simultaneous concurrence of high interest rates which have forced importers of
many commodities to reduce further their demand (on account of reduced normal
stock holding) beyond the usual economic activity elasticity effect. Also,
high interest rates have meant high costs of obtaining credit against export
sales, thus compounding the difficulties faced by primary commodity
producers.



TD/B/1008
Page 21

industry.?®? (including the existence of differential transport rates for raw and
processed commodities) have an important bearing on the potential for trade expan-
sion, especially of the developing countries, and in processed commodities in par-
ticular. '

84. The internal marketing and distribution system, which brings products to final
end-users or consumers in importing countries, is an important element in the over-
all marketing and distribution of primary and processed commodities. In this con-
nection, product promotion through advertising (whether brandname or gemeric)
plays an important role in market development and demand growth in consuming coun-
tries. Traditionally, domestic processors and retailers have been the main provid-
ers of internal marketing and distribution services. However, nowadays,
transnational trading companies, which are involved not only in the overseas pro-
duction and international marketing of particular commodities but also in their
processing, have also become involved in domestic marketing and distribution to
final consumers, worldwide. Indeed, for certain commodities, most of the ancillary
services connected with commodity production, trade, processing, marketing and
distribution have become internalized in vertically integrated transnational

firms.*®

3* For further discussion of the world shipping industry and services, see
TD/B/1013, op.cit.. .

*% For further discussion see, for example, the study by the UNCTAD secretariat,
Fibres and Textiles: Dimensions of Corporate Marketing Structures
(Tb/B/C.1/219 and Corr. 1, November 1980, United Nations publication, Sales
No. E.81.I1.D1), Chapt. II, and UNCTAD/ST/MD/25, op.cit.
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Chapter IV

PUBLIC INTEREST CONSIDERATIONS AND THE ROLE OF SERVICES REGULATIONS

A. Introduction

85. In previous chapters it was recognized that a strong, well-balanced and effi-
cient service sector can make a substantial, and in many cases, a crucial contrib-
ution to the development process. In this context services not only constitute a
direct input into a wide range of economic activities, but they also have a major
impact on the attainment of a variety of cultural, strategic and social goals. On
account of the economic and social externalities as well as the strategic impor-
tance of certain key services and their interlinkeages with other sectors of the
economy, their contribution to GDP in terms of direct value-added understates thelr,
real importance to the development process.

86. Services such as education ultimately lead to a more skilled, mobile and pro-
ductive workforce. The aim of health and housing'services is to improvVe standards
of living of the society in general and of the workforce in particular,. Thus they
also contribute directly to productivity. .

87. When dealing with services, however, countries not only face economic consid-
erations, but also have to confront social, political and strategic goals and hence
‘must establish priorities between them. Perceiving employment opportunities is a
priority in all countries, whether developed or developing. Many services such as
railways, telephone and telegraph, electricity generation and port operations - let
alone public administration itself - are major employers and governments sometimes
rate employment considerations higher than economic efficiency.

88. In many cases, public policy reflects the balance between various interest
group pressures. This is particularly evident in the agricultural sector where
employment in agriculture has declined and erstwhile agricultural workers have
moved into services, in particular, employment considerations as well as the pur-
suit of other social goals have led to conflicts which have acted as a break on the
process of structural change. Insufficient appreciation of the role of services in
the development process, is likely to result in inadequate attention being paid to
an assessment of the costs and benefits of employment changes in the services sec-
tor. One way in which conflicts between social and economic policies are tackled
is through the social welfare system.

89. There are often other reasons for supporting or protecting the production of
certain service activities. Among such measures are national security, protection
of cultural values, reduction in dependency and infant industry considerationms.
For certain service industries such considerations may well be paramount in deter-
mining public policy. National security reasons are clearly of prime importance in
the case of air and maritime transport and communications for many countries and,

in particular, for island and least-developed countries. Banking, because of its
close links with a country's monetary policy, raises questions of dependency and
hence national sovreignty. In attempting to reconcile sometimes conflicting goals,
manuy countries have seen the need for regulating key service industries.

B. Domestic regulations

90. It is very striking that at the domestic level in almost all economies, the
service sector is regulated to a degree that is quite different from ‘intervention
in other sectors. The motivation and nature of this regulation deserves close
scrutiny. First, it may reveal a genuine need for intervention specifically tar-
geted at services or at particular service activities. If this is the case, it is
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necessary to investigate whether such interventions should affect international
trade to a greater or lesser extent than domestic trade, and, finally, to investi-
gate the implications for international trade of regulation which exists and is

likely to continue to exist.

91. Overwhelmingly, it is services which are subject to economic '"regulation"

control of the rates charged by utilities; control of entry into and of rates
charged in, various modes of transport; control by licensing and/or numerical
restriction of entry into many services such as the law, accountancy, medicine,
hairdressing, taxi-driving; government ownership or control of
telecommunications, broadcasting, and other media, detailed supervision of the
structure and practlces of banks, insurance companies, security traders and other
financial companies.

92. One argument advanced is that the advantages of competition are ocutweighed by

public welfare considerations as in the case of transportation services. Another

consideration is the large fixed costs and fluctuating demand in certain services

which if not regulated would lead to frequent bankruptcy, to a poor availability in

the services offered to consumers and given the interlimkages between production’
services and could generate unsurmountable bottlenecks in the economy as a whole.

A related argument is that some firms may supply only the most lucrative markets,

and hence deprive the less lucrative markets of these services.

93. The second major argument for regulation turns on the imperfect information
available to buyers, a problem that may be greater when it is an intangible service
rather than a tangible good which is being purchased. For example, available
information can be too complex to interpret (e.g., the balance sheets of insurance
companies). In such cases, where certain basic information is required by all buy-
ers, governments or professional bodies (or both) assume the responsibility.

94, A case for regulation ex1sts when it is necessary to inform all potential buy-
ers of the fact that a company's qualifications have fallen below the required lev-
els, for example to take deposits, to sell insurance, to provide a passenger
service or to perform certain functions such as a lawyer, architect, engineer or
accountant.

95. Whereas a regulatory agency can forbid a supplier of goods to sell
"sub/standard" items while permitting it to continue to sell its other items, in
respect of many services it is difficult to make the distinction between the stand-
ard of the service supplied and the person supplying it. Accordingly, the need
arises for regulating entry in specific services industries. :

96. A general comment should be made about the cost of regulation. It appears that
any system of regulation has certain inherent costs and disadvantages. There is
not only the direct cost associated with carrying on the regulatory function, but
also the loss of flexibility for the industry, reduction of incentives for
cost-cutting and innovation, inducing a resource allocation which is not always
consistent with economic optimality, etc. Against this must be set the benefits of
regulation in terms of consumer protection or avoidance of the harmful effects of
oligopolistic situations.

C. Service regulation in the international context

97. Given the existence of a case for government intervention, the central ques-
tion is whether international transactions should be treated differently from
domestic transactions. On the face of it, there is no such case. If consumers need
protection, they require protection independently of the nationality of the suppli-
ers. It must be recognized, however, that this is a counsel of perfection: in prac-
tice, even a well-intentioned government will find it hard to regulate service
industries in ways that do not incidentally discriminate against foreign compet-
itors. For example, a common requirement in the banking and insurance sectors is
that a firm should have an adequate capital base relative to its level of
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operation. To require that a foreign supplier show evidence of his assets and, at
the same time, to allow him to use his foreign-held assets to meet solvency
requirements, exposes one to the danger that if the same assets are used to guaran-
tee the solvency of several indepenent operations, they may be inadequate as cover
against the independent risks to which the transnational bank, as a whole, is sub-

ject.

98. The banking sedtor is extensively regulated in all developed countries and
most developing countries. The main controls generally cover entry to the
industry, liquidity and reserve ratios, minimum deposits, fixing of maximum inter-
est rates, mergers, restrictions on the type of business to be undertaken and
investments that may be made, although there are variations from one country to
another. Many countries limit the shares that may be held by banks in industrial
enterprises and place ceilings on resident and non-resident shareholdings in the
banks themselves. Maximum rates of interest on deposits are fixed in some coun-
tries e.g., Japan.

99. An additional aspect is that governments may decide to favour domestic firms,
for example to reduce dependency ‘Extreme dependency in the supply of certain
vital services can create serious economic problems, for example, where foreign
suppliers do not wish to provide an adequate shipping service. This can both
inhibit foreign trade and lead to interruptions in the development process.

100. The most appropriate way of avoiding such disruptions and to ensuring the
availability of adequate shipping services has been found by most countries to
require a certain minimum engagement in shipping. National carriers usually main-
tain a closer link with the particular trading interests of their countries than

_foreign carriers. Furthermore, by controlling substantial tonnage in its natiomnal

foreign trade, a country can exercise a countervailing power against practices of

" foreign carriers that are possibly detrimental to its interest in the trade con-
‘cerned. This is particularly relevant since the 1nc1dence of transport costs tends

to fall upon developing countries.

'101. Another valid reason may be the infant industry argument. For example, until

the second half of the twentieth century, banking regulations in developing coun-

‘tries were mainly concerned with the securlty of their financial systems. However,
'since about 1960, there has been an increase in measures of an 'infant-industry"

nature designed to increase the share of banking under indigenous ownership and
control. This trend was doubtless the consequence of such factors as decolonisa-
tion and the need for a response to the renewed expansion of the foreign networks of
banks in developed market-economy countries. As a result, by 1979, 73 per cent of

. developing countries had regulations which restricted foreign ownership in the

banking sector.

102. In the case of foreign ownership in the banking sector, restrictions may
apply to both initial entry and the expansion of networks of branches and offices.
Restrictions on financial operations have taken many forms applying to both assets
and liabilities. For example, access to local deposits is often limited in various
ways, and both lending and reserves may be subject to special controls or regu-
lations. However, only a relatively small number of developing countries seem to
exclude foreign ownership in the banking industry. Various reasons may explain
this situation. For example, where foreigh banks have traditionally held dominant
positions in developing countries, it clearly takes time for an 1nd1genous banking
sector to develop. Furthermore, there may be a link between a country's capacity
to attract capital from abroad 1n the forms of both bank loans and direct invest-
ment and the presence of foreign-owned banks.

103. Governments are increasingly finding it necessary to intervene in the ser-
vices sector to control the use by enterprises of restrictive business practices.
Since regulation frequently involves enterprises engaged in similar activities
coming together to establish standards for the provision of services (e.g., control
over entry into the industry), this can create the opportunity for enterprises to
engage in practices restricting trade at both the domestic and international level.
To a certain extent, the limited competitive conditions in the world market for
services may be attributable to the existence of such practices, which, in turn,
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reflect the exercise of market power and are often aimed at excluding competitors
from a given market. Restrictive business practices by a single enterprise with
dominant market power involve restrictions imposed upon its distributors, the fix-
ing of resale prices, exclusive dealing and other restrictive conditiomns, such as
the prohibition to sell for re-export. All these practices are very common in the
wholesale and retail trades.

104. The other important .types of restrictive business practices are those which
involve a group of enterprises acting in concert. These involve the setting up of
domestic, import, export and international cartels which seek to fix prices, allo-
cate markets, and to exclude outsiders from joining the arrangements entered into.
A common practice in construction, consulting and engineering services sectors is
collusive tendering at both national and international levels. Market-sharing and
non-competition arrangements may clearly involve enterprises in banking and
finance, insurance, transport, communications, health, motion picture and other

service industries.

105. Export cartels in one form or another are permitted in virtually all coun-
tries. For example, the "Certificate of Review", recently granted under the Export
Trading Company Act 1982 in the United States to INTEX (International Trading Co.),
is a joint venture among some 15 specialized consulting engineering firms created
‘for the purpose of joining efforts in identifying and preparing bids for foreign
projects.®? '

106. Monopoly power with regard to exports at the national level is sometimes
translated into virtual monopoly at the international level, especially if the
enterprises in the national export cartel account for the bulk of world trade in
the goods or services in question. In the field of motion picture distribution,
.for example, it is known that the three export cartels in the United States (Afram
Films Inc., American Motion Picture Company (Africa) Inc., and Motion Picture
Export Association of America, Inc.), account for the bulk of world trade in films.

107. Collusion at the domestic level can also have adverse effects on services
offered by foreigners, since such practices are intentionally aimed at excluding
outsiders from the market in question. Domestic cartels, therefore, are always
potentially restrictive as regards imports of goods as well as services.

108. Moreover, domestic cartels involving distributors of goods, in other words
the wholesale and retail trade, may clearly adversely affect the imports or exports
of such goods. For example, in the Netherlands the Pharmaceutische Handelsconventie
(PHC), an association which grouped almost all the manufacturers and dealers of
pharmaceuticals in that country and accounted for 80 - 90 per cent of total sales of
pharmaceuticals, used to fix prices including those of imports, and provided col-
lective and reciprocal exclusivity among its members, making parallel imports by
. outsiders virtually impossible. PHC was dissolved following intervention by the
Commission of the Eufopean Communities.“?

109. Enterprises in the services sector have also followed the general trend
towards concentration of market power witnessed during the last 20 years. Large
mergers in the insurance sector include Connecticut General's § US 1.9 billion pur-
chase of INA, Amerlcan General's § US 1.5 billion acquisition of NLT and Prudential
Insurance Co.'s acqulsltlon of the Bache Group in the United States.“® In 1979 the
largest insurance broker in the world, Marsh and McLennan of the United States, bid
for C.T. Bowring in the United Kingdom.““ These bids followed numerous mergers and
joint ventures in the insurance sector between the largest firms in the United
States and the United Kingdom and in other countries, including the Netherlands and

“1 Bureau of National Affairs Inc. (USA), Antitrust and Trade Regulations Report,
Vol. 45, No. 1138, 3 November 1983.
42 Commission of the European Communities, Eighth Report on Competition Policy,

Brussels, Luxembourg, April 1979, p.72.
“3 See UNCTAD, "Annual report 1982 ‘on legislative and other developments in the

control of restrictive business practices", (TD/B/RBP/11) para. 145.
“% Ibid. (TD/B/831), para. 70.
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the Federal Republic of Germany."*®

110. Large corporations have also created an enormous captive insurance market
with premium incomes of § US 7 billion in 1982 and growing at an annual compound
growth rate of 62 per cent since 1970. This market is based on monopolistic condi-
tions on the supply side, as well as on the demand side. Such a situation offers no
opportunity to other developed market- economy suppliers, much less to those from
developing countries and thus captures all benefits from such operations within
the limits of the corporatiom.® -

D. Regulations and the efforts to liberalize trade in services.

111. Trade in services may often be affected by regulations which are primarily
addressed to the domestic, social and economi¢ situation (e.g., consumer
protection, competition policy questions, immigration, investment and reduction of
dependency). There are internationally-agreéd principles or mechanisms such as the
customs tariffs for affording protection to domestic service provisions. As a con-
sequence, it is difficult to discuss regulations in 1nternatlonal forums by using
concepts derived from trade relationms. For example, deregulatlon policies could
conceivably create pressures for more ''protection'" as their implementation could
make it easier for foreigners to export to that market. Even where there is not
specific discrimination in regulations against foreign suppliers of services, the
existence of any regulatlons may be perceived by service exporters .in other coun=-
tries as protectlon Pressures for international negotiations on services are
llkely to intensify as countries adopt different approaches to the regulation of

-service industries.

E. Examples of regulation

'112. In most industrialized countfies, for most of the present century, if not

most of the period since the end of the Napoleonic wars, certain important service
industries - shipping, banking, insurance, other financial services (e.g., dealers
in the stock market), various communications services (e.g., post, telegraph, tele-
phone, radio), railway and other surface transportation, medical, legal, engineer-
ing, architectural, accounting services - have been regulated as to establishment,
rates, service standards, financial viability, geographical areas of operation and
right of entry. The type of regulation has varied with the country concerned and
service sector at issue. For many, if not most, of these service sectors, there
have been, in the developed countries, severe restrictions on the import,of the
service, and/or the establishment of foreign-controlled firms competing in the
domestic market.

113. In shipping, for example, exclusion of foreign ships (and crews) from inland
and coastal navigation has been common. Because of this considerable negotiating
effort was devoted to making certain rivers and important inland waterways into
international waterways in a legal sense (e.g., the Rhine and the Danube). Simi-
larly, Canada and the United States worked out arrangements (Treaty of Washington,
1871, St. Laurence Seaway agreement) to internationalize effectively the use of the
St. Laurence Waterway, subject of course to regulations as to vessel size and
equipment. Other than these specific arangements, many navigable inland waters
still remain reserved for national carriers. Most countries have reserved coastal
shipping (cabotage), that is shipping between two domestic ports, for national car-
riers and, in some cases, for national carriers operating domestically constructed
vessels with domestic crews (e.g., United States Jones Act). .

“S Ibid. (TD/B/831), para. 70.
“$ See Financial Times, 9 September 1983.
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114. In international shlpplng, .some governments tacitly accept self- regulatlon,
at the industry level, by groups of firms organized into "conferences', which
impose rates and service standards. The international community has expressed con-
cern with the monopoly practices of liner conferences, the escalating freight
rates, arbitrary decisions on services, and the imbalance in the obligations
between shipowners, shippers and conferences. However, developing countries which
gained their independence in the 1960s had more deeply ingrained grievances. They
felt that the international shipping system that had evolved during the colonial
era was so structured as to force on them unacceptable reliance on foreign opera-
tors thus preventing them from developing their own service industry and thereby
confining their role in the international economy to one of passive suppliers of
raw materials without affording them the opportunity to compete freely in the down-
stream activities which the shipping industry offered.

115. The "common measure of understanding' reached with the developed countries in
1964 concentrated on the liner trades (which were then those services in-which
developing countries were largely interested), particularly since in these trades a
cartel-type system of "liner conferences" existed. This led to the establishment
of the UNCTAD Committee on Shipping "and to the negotiation of various multilat-
erally accepted solutions, including the Code of Conduct on Liner Conferences.

116. In banking, early experience with joint stock banks in the United States, for
example, led to increased control by the authorities, primarily to protect the
interests of depositors in particular banks, and to ensure the stability and credi-
bility of the currency and of the financial institutions. In virtually all juris-
dictions banks are regulated as to establishment, financial viability and the range
of services they may offer. The techniques of regulation vary widely. In the Unit-
ed Kingdom, for example, an important segment of the overall system of control is
operated informally - that is, without reference to statutory authority - by the
central bank (the Bank of England). In other countries, control may be exercised
© by the central bank in regard to certain aspects (the United States and Canada) and
by a regulatory commission or government official in regard to others. In Canada,
for example, supervision of the establishment of banks, and the viability of exist-
ing banks, is the responsibility of the Inspector-General of Banks, operating under
the terms of a relatively detailed statute, which is revised every 10 years.

117. Insurance is strictly regulated in all countries. Although insurance costs
in developing countries should reflect essentially the domestic cost of insurance
and the reinsurance costs, in many developing countries, there are two main ele-
ments which distort this situation. First, the internationalization of the insur-
ance industry and the many corporate strategies and financial linkeages that make
the insurance sector dependent upon the financial transnational entities inside and
outside the countries concerned impose strict constraints on the adoption of
rational decisions based on relative production costs."’ Second, many developing
countries regard insurance institutions locally incorporated as an essential ele-
ment of their economic independence and which should accordingly be given special
encouragement. The "infant industry" argument has also been used in this context.

Countries may find themselves cut off from international insurance and reinsurance
markets in times of international political tensions and hence avoid a total reli-
ance on international insurance in order to prevent the consequences of a total de
Jure or de facto blocade. Hence, the importance attributed to the existence of a
local insurance market and to the building of such a capacity may be dlctated not
only by considerations of costs, balance- -of-payments and technical capacity.*

w7 Examples and obV1ous cases of the suggested influences are generally set out
in a blennlal "Review of developments in the field of insurance in developing
countries' which is regularly submitted by the UNCTAD secretariat to the Com-
mittee on Invisibles and Financing related to Trade.

“®* In 1972, Conference resolution 42(III) affirmed that 'developing countries
should take steps to enable their domestic insurance markets to cover... the
insurance operations generated by their economic activites" and considered
that this objective might be achieved more easily 'by establlshlng and
strengthenlng domestic 1nsurance and reinsurance organizations. "
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118. In the case of consulting and engineering, many countries provide preferen-
tial treatment to domestic sup liers. Several Latin American countries, for
1nstance, apply a lee National" which can be viewed as an extension of the widely
used "Buy Natlonal campaigns. Furthermore, the ANDEAN Pact has established a norm
related to "technological package dissaggregation' with the following purposes:

- adaptation of the project's design to the national economic, employ-
ment, technical as well as natural conditioms, thus contrlbutlng to
hlgher quality and lower cost;

- maximizing the use of local inputs and labour;

- promoting technlcal solutlons which maximize the value-added gener-
ated domestically.*

119. There is a growing recognition that information technologies, transborder
information flows, constitute a new, revolutlonary force in the evolution of
national economies. Access to 1nternatlona1 data ' grlds provide the means of sup-
plying a variety, or more accurately, a 'package' of services combining banking
services, engineering and consultancy services. In fact, some international banks
and other corporations appear to be pursuing a comprehensive, all purpose, services
capability.®® In this context, ‘the existing regulatory structure is gradually los-
ing its relevance and effectlveness

120. The role and Scope of traded services is also changing very rapidly with many
services becoming "tradeable" in world markets. As discussed in the previous chap-
ter, such developments might also require a continuous effort to bring up to date
the institutional and regulatory treatment of many services. The inadequate and
inappropriate regulations of certain key service industries with strong inter-

-"linkeages with. the whole economy, for example transborder data flows may have seri-

ous longterm repercussions.

121. Countries, especially developing ones, are having difficulty in responding to
these rapid new developments. One exception is Brazil which has introduced a com-
prehensive regulatory approach dealing with economic transborder data flows (and

~the role of transnational corporations in those flows), an approach that is embed-
ded in the broader framework of an industrial development policy. The Brazilian

regulations are directed to the objectives of (a) maximizing information resources
located in Brazil, be they imported or locally produced; (b) acquiring and main-
taining national control over the decisions and technologies relating to Brazilian
industries; (c) broadening public access to information; and (d) administering
information resources in such a manner that they enhance the country's cultural and
political standing. A case study conducted by the United Nations Centre on Trans-
national Corporations, found that the application of the country's transborder data
flows policy has eliminated a number of potentially harmful effects of such data
flows; that it has led to an increased location of computers, software, data bases
and skilled human resources in the country and better national control over them;
and that it has contributed positively to the emergence of a national data lndustry
(especially its data-base segment) and to the country's overall socio-economic
development.

4% "Servicio de Ingenieria de Consulta y Construccion en América Latina", Study

~ prepared for the SELA secretarlat by S C. Seproin, (mimeo, May 1984).

®% See Harald B. Malmgren, Negotlatlng International .Rules for Services", a
paper presented to the meetlng on "Restrictions on Transactions in the Inter-
national Market for Services', hosted by the Trade Policy Research Centre,
Ditchley Park, United Kingdom, April 1983.
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CHAPTER V

SERVICES IN THE INTERNATIONAL CONTEXT

122. One of the problems in dealing with services in the context of 1nternat10nal
trade is that services have frequently been erroneously equated with "invisibles.
This stems in part from the use of balance of payments data. By definition, the
balance of payments records all financial flows between countries. The invisibles
account covers all transactions which relate neither to goods nor to caﬁltal move-
ments, but includes both the so-called '"factor services"®! and "non-factor
services".®? Only non-factor services strlctly speaklng constitute trade in ser-
vices as defined by the IMF.®?® "Factor services' are payments to factors of pro-
duction (i.e. labour, capital and technology) between residents and non-residents.
Though they also involve financial flows, factor services do not constitute trade
in services and should not be considered as such.

A. The World Markét for Services
1. General profiles

123. The size of the world market for services and the identification of the main
- suppliers to it, can be derived from balance-of-payments statistics.®* These are
subject to various inadequacies, one being their inability to identify more than
absolute levels of payments (without indicating flows), another being the lack of
disaggregation, especially in the crucial categories of "other private services"

124. 1In 1980, world trade in services was $ US 435.5 billion®® This represented an
18.8 per cent compounded average annual growth rate over the 1970 level of § US 8
billion. Merchandise trade during this period grew at a slightly higher average
anual compounded growth rate of 20.8 per cent, rising from $ US 261.2 billion
(1970) to $ US 1,724.1 billion (1980). Over the decade, however, the share of trad-
ed service payments (as a percentage of current account debits) declined slightly
from 20.7 per cent (1970) to 18.0 per cent (1980). This is in contrast to the expe-
rience of both factor services and merchandise trade whose respective shares rose
from 7.8 per cent and 69.4 per cent in 1970 to 9.6 per cent and 71.1 per cent in

1980.

125. Developed market-economy countries are by far both the largest producer and
consumer of traded services, accounting for 86.5 per cent of the credits and 82.5

*! Factor services normally include "direct investment 1ncome and "other invest-
ment income" Private transfers or "labour income" are generally reported
separately.

52 Non-factor or "traded" services include shipment (freight plus insurance),
other transportation (port services plus passenger services), travel, offi-
cial services, and other private services. This last catch-all category
includes diverse activities such as non-merchandise insurance,
communications, advertlslng, brokerage, management, subscription to period-
icals, processing and repair, merchanting and professional and technlcal ser-
vices. See TD/B/941, Chap. IV, Sect. A.

*3 See IMF Balance of Payments Hanua] Fourth Edition, Washington D. C., 1977.

*% See annex I below and TD/B/941.

5% World traded service debits were § US 435.5 billion while world traded service
credits were $ US 388.0 billion. As discussed in TD/B/941, the bulk of the
discrepancy between world credits and debits in traded (non-factor) services
is due to the under-reporting of credits, in particular in the case of ship-
ping transactions. See TD/B/941, para. 60 and footnote 1l4.
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per cent of the debits in 1980. The balance in traded services for these countries
has shifted from a $ US 1,324 million deficit (1970) to a § US 9,814 million surplus
(1980),5%% reflecting the larger decline in the trend share of debits relative to
credits. The member states of the European Economic Community (EEC), the United
States and Japan were the largest exporters and importers of services.

126. The deficit in traded services by developing countries rose from § US 3,802
million (1970) to an overwhelming $ US 57,298 million (1980). 0il exporting devel-
oping countries have been primarily responsible for these deficits (recording a §
US 2,300 million deficit in 1970 and a § US 51,200 million deficit in 1980). Non-
oil exporting developing countries, nonetheless, have consistently recorded defi-
cits (8§ US 1,500 million in 1970 and § US 6,100 million in 1980).

127. To put things in perspective, the traded services deficit of developing coun-
tries of § US 57,300 million along with a deficit of $ US 29,200 million in factor
services, placed their overall "invisibles'" account into a deficit of § US 86,500
million in 1980. This was offset by a surplus of $ US 111,900 million in their mer-
chandise trade account which resulted in an overall current account surplus of § US
29,400 million for that year.

128. This result is, however, heavily biased by the performance of the oil-
exporting developing countries. Their traded services deficit of § US 51,200 mil-
lion together with a small deficit of § US 1,100 million in Factor services.
resulted in an "invisibles" deficit of § US 52,400 million. This was overwhelming-
ly offset by the $§ US 155,800 million surplus in the merchandise account which
caused the current account to be in surplus by $ US 97,200 million. Non-o0il export-
ing developing countries, however, did not fare so well. They not only experienced
a deficit in traded services of $ US 15,000 million, but also deficits in factor
services ($ US 28,100 million) and merchandise ($ US 43,900 million). Hence, their
overall current account balance was in deficit by § US 67,800 million. _

129. TFor developed market-economy countries, the catch-all "other private
services" was both the largest overall traded service activity (recording credits
of § US 105,600 million and debits of § US 91,400 million in 1980) and by far the

‘largest contributor to the overall surplus in this account (providing a surplus of

$14,200 million). '"Other transportation" and '"travel" offset this surplus to a
small extent by recording deficits of § US 4,800 million and $§ US 3,200 million,
respectively. These items also accounted for the number two and three position,
respectively, for total traded services credits and debits. "Official services"
and "shipment' both recorded small surpluses. :

130. Developing countries recorded deficits in every sub-item in their traded ser-
vices account, except for "other transportation' which was in balance. "Shipment"
was overwhelmingly the largest deficit item ($ US 31,200 million in 1980) with "of-
ficial services' takin% second position (with a deficit of $ US-19,700 million).
"Other private services' and "travel" recorded deficits of $ US 3,400 million and §
US 2,600 million, respectively. Far more important, however, was the performance
of the sub-groups of developing countries. For oil-exporting developing countries,
"official services" (a deficit of $ US 18,800 million) and "shipment" (a deficit of
$ US 16,200 million) were also the two largest deficit items. However, 'travel"
and "other private services' recorded sizeable deficits of § US 8,700 million and $
US 7,000 million, respectively. '"Other transportation” was in balance. While
non-oil exporting developing countries recorded a large deficit in "shipment' ($§ US
15,000 million in 1980) and a small deficit in "official services" (§ US 900 mil-
lion in 1980), they recorded surpluses elsewhere. 'Travel' in 1980 brought in a
surplus of § US 6,100 million while "other private services' recorded a surplus of
$ US 3,700 million. "Other transportation" was in balance.®’ :

®¢ Underestimate of shipping credits leads to a discrepancy in the balance for
world traded services, for example, in 1982 both developed market-economy
countries and developing countries were in deficit by over $30 billion.

®7 The particular situation of Latin American countries has been examined by ECLA
in F. Prieto: "El Comercio Internacional de Servicios: El Caso de América
Latina y el Caribe", (E/CEPAL/SEM.15/R.3). '
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131. In sum, while developed market-economy countries recorded growing surpluses
in traded services over the decade, developing countries (in Particular, the oil
exporting developing countries) recorded sizeable deficits. ''Other private ser-
vices" was the largest and growing surplus item for the developed market-economy
countries, while "shipment" was the most significant deficit item for developing
countries.®® Within this context, however, it should be noted that several devel-
oped market-economy countries show major deficits in service trade, although this
can usually be attributed to large deficits in one or two individual services
. (e.g., Federal Republic of Germany on travel account). Certain developing coun-
tries have major exports of specific services (Singapore - other transport, Mexico
- travel, Egypt - other private services); as noted below, relatively few showed
overall surplusses on service account as a whole.

2. The Importance of traded services to particular countries

132. Though world trade in services may only be a small percentage of world pro-
duction in services, traded services may nonetheless be important in the case of
particular countries. During the period 1979-1981, 38 out of 120 countries
reviewed had a surplus in their traded services account.’? Of these countriesi 17
were developed market economy countries®® and 21 were developing countries.®* In
the case of developed market-economy countries, the United Kingdom ($ US 9,945 mil-
lion), France, ($ US 9,662 million), Spain (S US 6,067 million), Italy ($6,053 mil-
lion) and the United States ($ US 4,009 million) all ran particularly sizeable
surpluses in traded services. Developing countries such as Singapore ($§ US 2,902
million), the Republic of Korea ($§ US 1,425 million), the Bahamas ($§ US 674
million) and Panama ($ US 436 million) ran smaller, though important surpluses in
.traded services as well. .

133. Most of the countries reviewed are characterized by international specializa-
tion in one particular service activity. For developed market-economy countries,
"travel"” was the overwhelming surplus item for Austria ($ US 3,337 million or 102
per cent of the surplus in traded services), Italy (§ US 7,010 or 145 per cent), and
Spain ($ US 5,717 million or 97 per cent). The catch-all category "other services"
was the dominant item for the United Kingdom ($ US 8,348 million or 97 per cent),
the United States ($ US 6,572 million or 98 per cent) and Belgium ($ US 1,855 mil-
lion or 106 per cent. '"Shipment" was the primary surplus item for Norway ($§ US
4,698 million or 328 per cent) and Denmark ($ US 990 million or 82 per cent, while
"other transportation'' was paramount in the case of the Netherlands ($ US 3,664
million or 447 per cent).

134. TFor developing countries, 'other services'" was of prime importance to the
Republic of Korea ($§ US 1,234 million or 86 per cent) and to the Philippines ($ US
419 million or 91 per cent). ''Travel' was particularly important in the case of the
Bahamas (S US 513 million or 76 per cent) and Tunisia ($ US 577 million or 114 per
cent), while "other transportation" is important for Panama ($ US 480 million or
110 per cent). :

*% Official services was the second largest deficit item for developing countries
as a group. However, oil-exporting developing countries accounted almost
entirely for this deficit, with non-oil exporting developing countries. having

. @ deficit of less than $ US 1 billion.

®% "Surplus" countries in the context of this report are those which experienced
a surplus in their traded service account for at least two out of the three
years considered.

§° Austria, Belgium-Luxembourg, Denmark, Finland, France, Greece, Iceland, Isra-
el, Italy, Netherlands, Norway, Portugal, Spain, Sweden, Switzerland, Turkey,
United Kingdom and United States.

®! Bahamas, Barbados, Colombia, Cyprus, Egypt, Fiji, Jamaica, Kenya, Lesotho,
Malta, Mexico, Netherland Antilles, Nicaragua, Panama, Paraguay, the Philip-
pines, Republic of Korea, Romania, Singapore, Tunisia and Turkey,
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135. Very few countries had a broad-based traded service sector. Notable
exceptions were France, which had a sizeable surplus in other services" ($ US
3,710 million), "ravel" ($ US 2,230 million) and ' shlpment ($ US 990 million),
and Sw1tzerland which recorded p051t1ve net balances in "travel" (§ US 2,230 mil-
lion) and "other services' ($ US 1,130 million).®? Singapore was the primary devel-
oping country which had several 1mportant traded activities, namely 'other
transportation” ($ US 1,696 mllllon), "travel”™ ($ US 1,016 million) and "other
services" (§ US 511 mllllon)

136. Special attention must be drawn to the cases of the least developed
countries, and particularly the small island countries. In these countries, traded
services play an especially important role. The prime reason for this is that an
important constraint imposed by their small size is the limited opportunity to take
advantage of economies of scale. While these economies can be exploited through
trade in some activities, this is not usually possible in many areas, particularly
those of services such as administration, health, education, training, agricul-
tural extension, research, storage and marketing. Small countries thus have to
devote a higher share of their resources to providing basic infrastructural ser-

- vices than larger countries. Some of the infrastructural services can be shared by

neighbouring countries in the case of small countries which are continental or very

close to continents, but for small islands the cost of providing them increases

very rapidly with distance; archipelagic countries are particularly ‘disadvantaged
in this respect, having to duplicate certain basic services in several islands.

137. The assessment that 'the economic characteristics of a mini-state are that
goods which are produced tend to be exported, goods which are sold in the
mini-state tend to be imported, and those activities which are both produced and
consumed within the -mini-state tend to be services"®* is thus basically correct,

with the essential qualification that a number of small developing countrles, par-

" ticularly island developing countries, also export services.

138. A second reason is the observed fact that small countries have a high depend-
ence on trade, and particularly in the case of island developing countries, on

. exports of invisibles (including emigrant remittances).

139. Empirical studies® have observed statistically significant inverse

relationships between the size of an economy (as measured by natlonal income) and
levels of intermational trade. For small developlng countries®® for which data is
available the ratio of visible imports to GNP is 75.9 per cent, and for small island
DCs the value of visible imports actually exceeds GNP, whereas for developing coun-
tries as a whole imports are 22.7 per cent of GNP.

140. In the context of this dependence on trade, a large proportion of the foreign
exchange earnings of island developing countries is made up of invisibles. On
average, income from services represents 51.1 per cent of the exports of goods in
41 island developing countries (excluding the 3 major oil exporters among them) for

2 Though the United Kingdom had a surplus in travel" ($ US 479 million) and
"shipment”" ($ US 1,899 million), "other services" was clearly the dominant
traded serv1ce surplus item ($ US 8,348 mllllon)

$3 The "Centre d'etudes prospectives et d'information internationales" (CEPII),
based in Paris, has attempted to quantify the concept of specialization by
examining the evolution of the services components of current payments of
individual countries and groups of countries, with a view to identifying tend-
encies toward international specialization among services and between goods
and services. This approach has the advantage of considering services in the
overall context of all items contributers to the balance-of- payments situ-
ation of a given country.

€4 Khatkate, D R. and Short,B.K., 'Monetary and Central Banking Problems of
Mini-States", World DeveJOpment 1980 Vol. 8, No. 12, p.1018.

€% See for example Kuznets, S., Economic Growth of Natzons, Cambridge, Mass.
Harvard University Press, 1971 and Chenery, H.B., and Syrquin, M., Patterns of
Development , London, Oxford University Press 1975.

¢S With populations of less than 1 million in 1981.
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which data is available, as compared to 37 per cent in all developing countries
(excluding major petroleum exporters). For the smaller island developing countries
this percentage is even higher (61.6 per cent). This appears to be a character-
istic which is related more to insularity than to smallness, since the 10 small
non-island developing countries®’ for which data is available have a much lower
percentage (29.7) of exports of services to exports of goods.

141. This large share of service credits is partly due to the well-known
attraction of islands as tourist destinations. Thus in about half of the 18 small
island developing countries for which information is available, gross receipts from
tourism are larger than all visible exports put together.®® An extreme case is that
of the Seychelles where for 1982 earnings from tourism were almost ten times those
of merchandise exports. Another reason is the strategic location of many islands
which make them particularly suitable for providing logistic services such as stag-
ing posts, refueling stations, siting of communication, meteorological and other
observation facilities. This often extends to military or para-military
facilities. Other types of invisible export are offshore financial and administra-~
tive services, which are concentrated mostly in the Caribbean area. Finally, there
is a surprising variety of other export-oriented services, which includes educa-
tional facilities, postage stamps (for philatelic purposes), and even the sale of
shipping services (Maldives). '

B. Conceptual issues
1. Tradeable services

142. The balance-of-payments accounting system, and to a considerable extent, the
current international debate on services, have tended to obscure the international
dimension of service activities.®® The term "international transactions' in ser-
vices has inappropriately combined activities which involve direct export/import
with those which involve foreign ownership but which are provided directly in the
domestic market.’? While the same service may be provided by both methods, it is
essential to draw a clear distinction between these two different forms of

exchange.

143. For the purposes of defining export and imports of goods and services, the IMF
considers only transactions between residents and non-residents to be relevant.
With regard to the specific components in the balance-of-payments, therefore, trad-
ed services comprise the following two areas.’! First, services which physically
cross international borders would obviously be included. This would include: "ship-
ment", "passenger services" and most of the catch-all category in the IMF balance-
of-payments, 'other private services".’? Second, certain services which are
consumed by foreign residents in the "home' country as well as by domestic resi-
dents while in a foreign country. For example, in the case of tourism the
"customer" travels to his desired consumption location and fulfils his housing,

€7 Excluding the four small countries which are major petroleum exporters,
namely: Brunei, Gabon, Oman and Qatar. If these countries are included the
percentage falls to 13.7.

€% TD/279 (Part II), table 4.

®% The same is true of the UNCTAD secretariat's initial analysis in TD/B/941.

7" As noted below, from the point of view of transnational corporations, trade
and/or investment in services i.e. "transactions may be interchangeable or
alternative means of supplying the world market for services; from the point
of view of governments, trade and investment raise different policy questioms.

7! For a detailed discussion of each of the components in the balapce-of-payments
see the IMF Balance of Payments Manual and TD/B/941.

72 As discussed below, this includes, inter alia, certain activities within
accounting, advertising, engineering, communication, data processing and
motion pictures.
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food and entertainment needs accordingly. In the case of port and airport
services, international ships and aircraft temporarily harbored in a foreign coun-
try must meet their fuel and servicing needs in the foreign market place. In both
cases, it is the location of the customer which designates where and how the pro-
vision of the international service activity will take place. While no actual
"across-border export” in the traditional sense takes place, the transaction is
still between the resident of a country and non-residents. Together these two cat-
egories constitute private traded services. To this can be added "official ser-
vices" which would provide total traded services (private and official). This
figure corresponds to total "Non-Factor Services' in the balance-of-payments.

2. Non-tradable services

144. Even though the thrust of this chapter is on services in the intermational
context, mention must be made of the non-traded service sector. Chapter three of
this report provides a detailed discussion of this aspect and presents aggregate
national data on production and employment in services is presented. For analyt-
ical purposes, non-traded services are all those activities which are produced and
consumed by residents of the same country. The fact that most services cannot be
"stored" in the classical sense of the word (hence, no significant time span exists
between the production and the consumption of the service), place most services in
a position where they cannot be traded internatiomally.

145. One cannot argue, however, that these services are inherently non-tradeable
activities. In fact, the improvement of international infrastructure, as well as
the development of "new' international carriers (i.e., those generated by combining

. telecommunication and computer science), has contributed tc the development of

activities which in the past were 'non-tradeable”, but today have become

"tradeable". This increase in the tradeability of services is rapidly accelerating
due primarily to developments in the telematic field. Transborder data flows are
facilitatin§ the supply of various services "across-borders" to residents of other

"countries.’

" 146. There are certain situations in which the differentiation between non-trada-

ble and tradable services may be blurred. However, from a conceptual standpoint, a
clear distinction is possible. Take, for example, the case of construction, engi-
neering and consultancy. In one case, the consultant may fly to the consumer-coun-
try, become a "temporary" resident, provide his service and then return to his home
country. In another case, the amount of business in that country may be such that
the consulting firm would prefer to set-up a permanent office so that it could have
closer contact with its customer as well as be in a better positiocn to expand its
business base. In the former case the transaction would be an export/import or
"trade" in the correct semse, while in the latter case it would be considered as a
domestic service provided by a resident foreign national and hence would not be a
"trade" concern. If, in the latter case, the office was simply a representative arm
of the company and the bulk of the actual "service' was produced abroad and simply
channelled through the foreign office, then it would be nothing more than a dis-
guised import. The trade/investment distinction is being further complicated by
developments in information technology and, in particular, telematics.’*® There
are, therefore, grey areas where activities which might come under the guise of
trade, are in fact, really foreign investment issues and should be dealt with
accordingly.’® Two possible criteria to help in this regard would be: (i) whether
the ultimate transactions is between residents and non-residents, and (ii) whether
or not the majority of the value-added is exchanged between residents and non-resi-

73 Examples are still limited to a few cases, but the increasing use of the global
credit card is another illustration of this phenomenon.

7% United Nations Centre on Transnational Corporations (UNCTC): "Services and
Development in Latin America': Internatiocnal Transactions in datd flows, June
1984. Prepared at the request of the Permanent Secretariat of SELA.

Pertinent to this discussion is all the literature on internationally agreed
principles on "rules of origin".
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dents.
2. Determinants of international trade in services’

147. The question obviously arises, what determines trade? The determinants of
trade flows and international competitiveness in services, long neglected in aca~
demic studies, are now becoming the subject of serious analysis, prompted largely
by the current international debate on service issues.

148. An approach adopted by a number of writers, (and governments) has been simply
to assume that the same economic theory which explains the determinants of trade in
goods can mutatis mutandis be applied to trade in services. In consequence, unilat~
eral liberalization is regarded as beneficial to the country concerned, and multi-
lateral liberalization’’ would be beneficial to all, as Spec1a11zatlon would take
place on the basis of comparative advantage. ‘

149. Several economists have chosen to test this approach on the basis of econo-
metric analysis. Notable recent studies are those conducted by Sapir and Lutz
under World Bank auspices.’® Others have been undertaken with respect to countries
and groups of countries.’’ The major difficulty encountered in these analyses has
been the absence of sufficiently disaggregated statistics. The chief problem is
that balance-of-payments statistics indicate only payments for services, not trade
flows,®® and statistics are aggregated to an extent rendering them meaningless in
certain cases,®! in particular, the lumplng together of a heterogeneous group of
1nternatlona11y important services in the basket category ‘'other private
services' As a result these analyses have addressed those services where data is
more meanlngful e.g., shipping and tourism, drawing not surprising conclusions
such as the ’comparatlve advantage' of certaln countries in these sectors.

150. A third approach, and the most recent, has been to examine serlously the con-
ceptual issues involved, to determine what modifications would be necessary to
apply conventional trade theory to trade in services. Several studies in this area
have only recently appeared and many apparently are still underway. Some authors
argue that the notion of competition itself, as understood by the international
trade theory, looses much of its significance, and the theory itself ceases to be
fully applicable, to exchanges in services.

C. Information technology and trade in services

76 See also discussion in TD/B/941.

77 The Trade Policy Research Centre (TPRC), hase combined trade and investment
together in the "liberalization concept” using the term "transactions" (see
Draft Statement on the Liberalization of International Transactions in Ser-
vices'", presented to the Conference on Restrictions on Transactions in the
International Market for Services, May/June 1984). The Umited States national
study, noted below, draws a distinction between trade and investment issues.

7® Andre Sapir and Ernst Lutz: "Trade in Non~Factor Services: Past Trends and
Current Issues' and "Trade in Services: Economic Determinants and Development
Related Issues. World Bank Staff Working Papers No. 410 and 480,

respectively. .
7® See Nicolas Outton: "International Trade in Service Industries: Comparative
Advantage of European Community Countries', TPRC, London (presented to

above-mentioned Conference).

*" Professor Sapir has also attempted to identify North/South flows in services
trade in the paper presented to the above-mentioned TPRC Conference.

'l See discussion in annex I and proposals for 1mprovements

$2 See, for example, J. Nusbaumer op.cit., Louis Reboud "L'importance &conomique
des services in "Le March& Commun des services', Centre Universitaire de
Recherctes Europ€ennes et Internationales (CUREI), Grenoble, 1984.
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151. The methods by which traditional service industries (i.e., banking,
insurance, consulting and engineering) deliver their products are being revolu-
tionized by the impact of technological developments. These service industries are
able to offer a greater range of services, at greater speed, and at lower cost,
because of the availability of computers, of specialized programmes and of improved
delivery systems involving radically expanded and improved telecommunications
links (e.g., satellite transmission, digital networks).

152. The number of transnational computer communication systems®® as well as the
number of network terminal p01nts has grown rapidly in recent years. These
transnational systems are used in two main ways. First, transnational corporations
rely on transborder data flows to link their headquarters with their various for-
eign affiliates. Second, independent firms use transborder data flows to facili-
tate their operations.'5 The latter case involves arm's length market transactions
and is considered to be "commercial" transborder data flows.®® However, commercial
transborder data flows are growing and are likely to continue to grow in importance
throughout the years ahead.

153. The major effects of developments in information technologies on trade in
services are (a) increases in the tradeability of services-and (b) changes in the
economies of scale of services.

154. Tradeability of services is greatly increased by telecommunications and tele-
matics. Data services such as data processing, software and access to computerized
data bases, can be transported through information networks to virtually anywhere
on the planet. The tradeability of these services also contributes to the facility
and profitability of those international services operations which depend on the
supply of these services.

155. The second contribution of information technology is the changes in economies
of scale. It is a costly matter to construct a world-wide information grid. Howev-
er, once such a grid is installed, the incremental cost of transmitting additional
data is very small thus, the lncremental cost of adding services which are informa-
tion-based is very low.

156. Transborder data flows and the data industry are heavily concentrated in the

'3 According to Karl Sauvant, data on the number of transnational computer-commu-
nication systems are scarce. Estimates point to 100 to 150 such systems in
Western Europe in 1978. For Japan, the number is 150 for 1979, and for Brazil
21 in 1982. If one takes the conservative estimate that the United States has
at least as many systems as Western Europe, then the total number of systems
was about 500 for the year 1979. In the last three years, their number has
probably at least doubled. See Tramsborder data flows: Iimportance, Iimpact,
policies, p.5, 0167-5265/84, Elsevier Science Publishers, Bv. (North
Holland), 1984.

$4 "In Western Europe, the number of network-termination points ‘is expected to
increase from about 393,000 in 1979 to 1,620,000 in 1987. Over the same time,
the number of terminals is expected to rise from 625,000 to nearly four mil-
lion. Furthermore, because of improved access to networks, the volume of data
transactions on an average working day is projected to increase from 136 mil-
lion in 1979 to about 800 million 1987. Of these .the share of international
transactlons is expected to rise from 10 to 15 percent." See "Transborder data
flows", Ibid., p.8.

'S The link between transborder data flows and the role of transnationals in ser-
vices trade is discussed in the following section.

%€ In the case of Canada, for example, some 90 per cent of transnational data and

information processing consists today of corporate transborder data flows,

the rest of commerc1a1 TDF. (Sauvant, op.cit., p.5).

See H. Malmgren, "Negotiating Internat10nal Rules for Serv1ces s paper submit-

ted to the Trade Policy Research Centre, April 1983, J.. Rada, op cit. This

also effects the barriers to entry to the 1nternatlona1 market which may be
lowered, if all that is required is to connect or "plug in" to the network, or
greatly raised when an independent world-wide information grid is required.

87
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developed market economy countries. At the same time, these countries serve as the
home of the vast majority of transnational corporations. Equally important, the
geographical distribution of data-transmission networks, network-terminal points,
computer services and data bases are also concentrated in these countries.®® Since
the industries in which transborder data flows are important are considered to be
the primary growth industries of the future, the market concentration and revo-
lution in telematics has both economic and political implications. The underlying
issue is the future position of each country in the international division of
labour and in the international system itself. At the same time, developing coun-
tries will soon face a new world radically altered by the revolutlon in telematics.
It is therefore essential for policy makers to study and become aware of both the
p051t1ve and negative effects that telematics can have on their country s position
in the international market for serV1ces :

157. These developments also serve to reduce the autonomy of forelgn controlled
subsidiaries, whether in the goods producing sector or the '"services" sector.

Informatics makes detailed control of operations from the centre much more feasible
and less costly. The, impact of improvements in communications has gradually but
- steadily increased the scope for centralized control of decision-making. However,
what is occurring with the advent of sophisticated computer communications links is
an abrupt increase in the scope for control from one central point. This is true in
regard to continuous process functions, as in oil refining or chemical production,
through the use of real-time systems. It is true in regard to detailed engineering
design and project control through computer-aided-design and graphics systéms. It
is also true in regard to the operation of such services as those conducted in
series, such as banking services, insurance sales, airline reservations and hotel

room bookings.

158. The sharp increase in centralization raises a number of policy issues. It
. raises a practical question of whether manufacturing or service industry subsidiar-
ies of parent firms located in other countries can realistically be expected to
exercise independent functions, such as research, product design and development
and marketing decisions. As described in more detail below, it can also lead to
inter-firm division of labour according the less sophisticated tasks to developing

" countries. The increasing centralization clearly reinforces situations of degend-

ence, including those of access to computer links with the parent company.
centralization of control derived from the increasing use of computer-communica-
tions systems will inevitably heighten dependence and could lead to attempts to
insulate the peripheral economy from access to vital information.

D. Transnational corporations and services

»
- .

159. As has been noted above, the developed market-economy countries, partlcularly
the member States of the EEC, the United States and Japan, are the major traders
in services. It is also clear that the transnational corporations are major 'sup-
pliers" of services either through direct "exports' or through investment abroad to
supply foreign markets. This dominant position appears to be attributable to a new
dynamism of many corporations, including those which have attained the capability
of offering a variety of services on a world-wide basis, as well as other firms, not
traditionally transnationals, but which have more recently been projected into the
international arena.

160. The observed dynamism of the transnational corporations can be attributed to

** Sauvant, op cit., p.10.

*® Their dependence has béen recently illustrated by the "Dresser" case, an epi-
sode in which the United States authorities required the severance of the com-
puter link between the parent firm in the United States and its subsidiary in
France, as a sanction for the French firm hav1ng failed to obey an order
regardlng exports from France of products made in France of technology origi-
nating in the United States.
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several factors. One is simply the need to seek new markets abroad. The fact that
services constitute over 60 per cent of world GNP but only 8 per cent of services
produced are traded, gives a clear idea of the attractiveness of foreign markets.
While, in certain service sectors, transnationals have had a lengthy invelvement in
international operations, such as shipping and insurance, recently there has been a
growing tendency both to export to and/or invest in foreign markets for the pro-
duction of services. Notable among these has been the banking sector, where it is
reported that several major United States banks, for example, have seen foreign
profits, as a percentage of total profits, triple over the last decade rising to
over 70 per cent in some cases.

161. As already noted, these foreign operations are greatly enhanced by develop-
ments in information technology, especially telematic and the existence of world-
wide information networks. Transborder data flows have become the "life blood" of
transnational corporations, leading not only to a greater tradeability of services,
but also the facilitation of production of services in foreign subsidiaries abroad.
°l In this respect they have led not only to a greater exportability of services,
e.g., services can be provided directly from a central data base, but have also-
encouraged transnational corporations to seek to establish to a greater extent in
foreign countries, given the increased ability to serve the foreign market.

162. This process of internatiomalization has accelerated because many service
corporations have found it necessary to expand their international operations to be
able to continue to serve their major clients. This phenomenon has characterized
not onlg the operations of banks and insurance companies but also advertising com-
panies and has extended to professional services such as accounting.’® Needless
to say, such services depend on transborder data flows, which also provide the

medium for interlinkeages on a global scale.

'163. A further contributory factor to the dominant position of transnationals in

the world market for services has been their ability to offer a wide range of ser-
vices. As noted in the discussion of the domestic context , this has been prompted
by a more competitive situation, and has been facilitated by information technolo-
gies that enable firms to offer an 1nte§rated package of services once the neces-

% This need to offer a variety of services
has been one of the factors behind the tendency toward mergers between service com-
panies or between goods and service companies. What is new about these mergers is
their hybrid nature, involving banks, other financial institutions, companies nor-
mally associated with goods (e.g., mining) construction and consultancy engineer-
ing firms, etec. Such mergers have enabled these transnational service
conglomerates to acquire a capacity to penetrate new foreign markets with a variety
of services or a combination of goods and services. These mergers diversify risks,
help to obtain new expertise, and acquire better access to finance. Another con-
sideration has been the possibility of maximizing the utility of information 'sys-
tems or the ability.to integrate sales of turnkey projects, engineering services

°% E.g., Chase Manhattan and J.P. Morgan, 70 and 72 per cent respectlvely in
1982. See F.F. Clairmonte, J H. Cavanagh "Transnational corporations and ser-
vices: the final frontler , Trade and Development an UNCTAD Review, No. 5
(United Nations Publication, Sales No. E.84.11.D.8).

®! See United Natioms Centre on Transnational Corporatioms (UNCTC) Tramsborder
data flows: Access to the International on-line data-base market (ST/CTC/Al),
United Nations publication, Sales No. E.83.II1.A.1.

%2 See (ST/CTC/8), op.cit. This study notes the extent to which the large United
States-owned transnational advertising agencies are dependent on foreign
earnings, e.g., McCann-Erikson operates in 58 countries, gaining 70 per cent
of its income (of § US 162 million in 1977) from outside the United States.

®3 Mark Stevens (op cit), describes how the major United States accounting firms
have won or lost major accounts in relation to their ability to convince their
.transnational clients of their international capabilities. It-is estimated
that the firm Peat, Marwick, Mitchell employs over 23,000 people in 66 differ-
ent countries, with total fees slightly less than $ US 1 billion.

% It is estlmated that over 1,000 such intra-firm networks currently exist.
UNCTC: "Services and Development in Latin America, op.cit.
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with comprehensive financing.?®

164. It has been reported that the most successful corporations with respect to
their ability to offer an overall package of goods and services have been the Sogo
Shoshas of Japan. These nine large corporations offer a variety of services, trade
and financial and each deal in over 20,000 products. Their combined sales in 1982
have been estimated at over $§ US 340 b11110n with Mitsubishi, Mitsui and C. Itoh

accounting for half of this total.

165. It is difficult to estimate how much of the returns on investment actually
constitute returns on investment in services. Figures collected by the United
Nations Centre on Transnational Corporations on foreign direct investment on ser-
vices by the United States, the Federal Republic of Germany, the United Kingdom and
Japan, have shown a higher rate of growth in investment in services than in invest-
ment as a whole, partlcularly with respect to the latter two countries.

166. Experience shows that, as in the case of agriculture and manufactures, a
strong domestic service sector is the basis for developing a strong service posi-
tion in the international market. This would be the case of most services which
lend themselves to international trade or what have been described as ''tradeable"
services. Strong service sectors are generally inter- llnked with a strong primary
and secondary sector. In this case, "absolute advantages' would then arise from an
overall higher level of development in the natiomal economy as a whole.?’ In turn,
the inherent strength of many service industries in developed market-economy coun-
tries is further reinforced by the utilization of relatively new forms of organiza-
tion and management in the international operation of some key service industries
(i.e., transnational corporations), and their ownership of essential technology
and acquired knowledge.

167. The dynamism of the TNC's in the service sector can provide opportunities for
developing countries, particularly in the field of data technologies. Such oppor-
tunities can be seized through the adoption of appropriate p011c1es and measures to
strengthen the domestic data base, offering a sharing of economies of scale with
foreign firms through the linking up of these respective operations. °%# In turn,
these economies of scale should be reflected in smaller unit costs for both
parties. Hence, the main concern here would be to assure that these lower unit
costs not only reward the producer of such servides but also benefit the users. The
same argument can be made in support of regionally integrated service industries in
the case of developing countries. Integration might be the best means to achieve
adequate economies of scale in the provision of key services.

168. On the other hand, this process of transnationalization of services oper-
ations includes serious rlsks for developlng countrles one of these being the dan-
‘ger of their being allocated the "bottom rung' of the 1ntra -firm and. international
division of labour, as suppliers of relatively unskilled labour (i.e., card punch-
ing) and merely as marketing and distributional outlets for transnational corpo-
rations. Given the high skilled labour involved in traded services, an approach
designed to avert such a situation would have to depend not only on a regulatory
structure to deal appropriately with the activities of transnational corporations
but also policies aimed at upgrading the domestic technical and educational infra-
structure.

*% Methods by which developing countries can counter the more unfavourable
effects of this latter approach are suggested by Hernando de Soto in "The
Importance of Engineering and Financing Services for the  Developing
Countries”, (mimeo).

*¢ See United Nations Centre on Transnational Corporations: Services and Develop-

ment in Latin America, op.cit.

%7 The idea of "absolute advantage” has also been developed in . Nusbaumer, op.
cit.

°% From United Nations Centre on Transnational Corporations: Services and Devel-
opment in Latin America, op. cIit.
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E. Observations

169. As noted in chapter IV, there is an essential difference between "trade" in
services (involving transactions between residents of a country and non-residents)
and transactions between residents of the same country which might fall into the
category of "investment in services" Scme confusion between these two concepts
still appears to exist in -the 1nternatlonal debate on services, which seems to
reflect the perceptions of the transnational corporation, for which, as has been
noted, the decision to supply a given foreign market through investment or export
from the home country or a third country should be a matter of corporate strategy
taking into account the tradabilty of the service, recalling that the large majori-
ty of services are still not tradeable. Therefore, any regulations which interfere
with such decisions can be considered to constitute ' restrictions to international
transactions in services". From the point of view of governments, however, espe-
cially host governments, foreign investment raises & wide set of questions having
to do with its impact on domestic productive and export capacity and on the role of
domestic entrepreneuership in economic development.

170. A further complication is 1ntroduced by the impact of new technologles Onie
major effect of information technologies is their role in greatly 1ncrea51n§ the
transportabiity of services.The development of world wide information 'grids" and
of telematics have made it possible to provide an ever increasing number of ser-
vices to customers throughout the world.These technologies led to increased tradea-
bility of services on a scale previously " unknown, affecting .traditional
international services such as shipping and insurance as well as those which in the
past had been relatlvely localized (e.g. legal and medical services). In addition
it has led to trade in "new" services such as data processing, computer assisted
de51gn (CAD), etc.

171 A second feature is the extent to which such 1nformatlon systems permit firms

which have access to them to offer a great variety of serV1ces, extendlng beyond
that traditionally associated with a particular service "sector”. Once a world
information grid is built, the incremental cost of processing or transmitting addi-

" -tional information in that grid is very small. Thus, the incremental cost of adding
"services which are information based is very low. Examples given are the offering

of non-banking services by banks and the undertaking by other transnationals of
activities generally associated with banks.

172. It has been pointed out that these phenomena add a new dimension to interna-
tional trade in services, for whlch neither the intermational legal system nor pol-
icy makers are yet prepared °? One of the implications is that transnational
corporations can greatly increase their scope of operation and their competitveness
in markets around the world. It also means that their subsidiaries established in
other countries, especially developing countries will, so long as their links to
the international data grid are not interrupted, retain a tremendous edge over
local competitors attempting to offer the same services without access to the said
grid. Such a situation would oblige the domestic producers of services to secure
links to such international systems. This, however, could lead to problems of
dependancy which will be discussed below.

173. Another implication of this SLtuatlon 1s that it is 11ke1y to become rather
difficult to continue to speak of "trade" or "trade relations" in specific services
in the intergovernmental sense refered to above, as it would seem that policies
would have to be directed more to the activities of firms regardless of whether
they were established in the domestlc market or not. In a large number of cases it
would appear that the only "service' belng 'traded” 1s pure 1nformatlon, the trans-
border data flows,which constitute the '"'raw material" which is processed into a
service.

174. As has been noted by several authors and in studies by international organ-
izations such as the United Nations Centre on Transnational Corporations:  (UNCTC),

®® Juan Rada, op.cit., "Advanced Technologies...".
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the trade in data also has serious implications for developing countries.A tendency
to depend upon data provided from data banks organized and maintained in a few
developed countries can lead to a serious situation of dependancy and even an
undermining of national sovreignty.!®? The ever-diminishing cost of telecommuni-
cation has made it more economic for many firms located in developing countries to
have their problems of design, calculations and routine research data processed in
the developed countries, leading to what has been described as an electronlc brain

draln J1e1

175. Such a situation places developing countries in a dilemma. On the one hand
they require inputs of certain services for their development, to retain their com-
petitive position in the production of manufactures and even agricultural products.
On the other hand, acquisition of efficient, modern services from abroad can exa-
cerbate their already dependent position. A necessary response to this challenge
would seem to call for a more complete understanding of the role of services in the
development of the national economy, and an improved awareness of the effect of
technology and other factors on the rapidly changing world market for services and
how their efforts can be reconciled with development needs.

176. It should be noted that the expansion of trade in advertising and accounting
and other professional services, and the major position of a relatively small num-
ber of firms in these areas, have implications different from the more strictly
economic affects of the existense of the same phenomena in more traditionally
international sectors such as banking, shipping and insurance. Advertlsln% has
obvious cultural implications which have led to disputes between countries. The
power of the accounting firms is their intimate knowledge of the workings and
.. financial situation of major comganles which give them their unlque access to
~ financial and ecoromic knowledge.

177. Two other observations arise from this discussien. One is in respect to cer-
tain ideas which have been Dut forward suggestlng that the new division of labour
- should be based upon the '"export" of services from developed countries in return
for the continued growth in the exports of manufactures from developing countries.
! This approach would seem to flow from the three stage theory of economic develop-
" ment and the idea of a "post-industrial soc1ety As has been noted however, most
traded services consists of intermediate services required by developing countries
to retain their capacity to compete on world markets for manufactures and even
agricultural products. The scenario implied by this theory might entail, in cer=-
tain cases, developing countries losing control over the inputs into thelr own
development process as well as their ability to export manufactured products,®®*
whilei on the other hand, the need for access to these services appears unquestion-

able.

178. The preceding discussion gives rise to the question of the extent to which
trade or foreign investment in services contribute to the development process, or
more specifically, the type of considerations which could lead developing countries
to adopt a "services-development" policy supportive of their overall development
strategies. As noted above a much clearer idea than generally exists at present
would have to be obtained of the role of various services in the domestic develop-

190 See, for example, (Paris, La Documentation francaise, 1978), S. Nora and A.
Minc, L'informatisation de la soci&té,

181 Juan Rada, The impact of micro- -electronics and information technology: Case
studies in Latin America, UNESCO, 1982.

192 F g., the United States, Canada, see reference footnote 126 of this report

193 gee Stevens, op cit.

184 Andre Sapir, "The role of services in the international division of labour
between the industrialized and the developing countries". Paper submitted to
the Trade Policy Research Centre, June 1984.

195 Brazil is one developing country which seems to have successfully developed an
appropriate regulatory mechanism for dealing w1th this dilemma, at least in
the areas of transborder data flows, see UNCTC, "Transborder Data Flows and
Brazil". Brazilian Case Study (ST/CTC/40), United Nations publication, Sales
No. E.83.I1.A.31.
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ment context, and a conception of the extent to which technological and other fac-
tors could be expected to influence the world services economy. Given this clear
understanding it would seem that the supply aspect should be accorded priority,
i.e. how to obtain those services capable of making the greatest contribution to
various growth policies in the economy. The preceding discussion has implied that
their are key infrastructural and producer services which are required to increase
and even to maintain the competiitive position of key sectors of the economy .
wl .

179. Whether these services are supplied through "trade' or through other options,
including foreign investment, could be decided in light of other factors, such as
the share in the longterm costs for the balance-of-payments, the employment
effects, the impact on national sovreignty and the extent to which the supply of
the service could lead to an effective transfer of technology to the national econ-
omy as a whole. In other words the developing country government would look at a
series of factors in deciding its strategy in the same fashion as the transnational
corporations with which it would inevitably be dealing.

180. Such a development policy in the service sector would have to take into
account the possibility of -exporting services from the developing country. In the
absense of peculiar natural or historical factors (which have resulted in certain
developing countries earning substantial credits) an understanding would have to be
gained of the factors contributing to comparative advantage in this area, as well
as an assessment of other barriers to entry to the world market. From the point of
view of developlng countries ( or any new entrants to the world market for
services) ''barriers' to such entry may not only be foreign regulations but also
such other factors as lack of access to technology and 1nformatlon networks,

restrictive business practices, the dominant position of TNC's, and lack of neces-

sary skills.

181. Certain developing countries have demonstrated their competitiveness in the .
supply of a limited range of services such as consultancy engineering and con-
struction. To a large extent these may have benefited from their high labour con-
tent (i.e.workers supplied with construction projects), or their special
’famlllarlt with tropical conditions; neither factor presents solid advantages in

"exporting' to developed market-economy countrles or to the soc1allst countries of
‘Eastern Europe. However, the limited number of "success stories' among developing
- countries deserve to be studied in detail. But, as noted above, any strategy by
developing countries to penetrate the world market for services would have to be
drawn up in full recognition of the importance of technology, information, and of
acquired special knowledge in competing in the international market for various
services, and the way in which information-based technologies have enabled transna-
tional corporations to expand greatly their competitiveness and the geographical
scope of their activities by developing the capacity to supply an integrated pack-
age of services for the world market.




TD/B/1008
Page 43

CHAPTER VI

POLICY ISSUES: THE EXISTING FRAMEWORK AND CURRENT PROPOSALS FOR FUTURE ACTION
A. A review of existing bilateral and multilateral frameworks.

182. While no comprehensive multilateral contractual or normative framework exists
to deal with services in general, countries have in specific, limited cases fol-
lowed certain guidelines and accepted particular obligations in this area. The
purpose of this section is to comment briefly on the existing structure of obli-
gations and rights concerning trade in services as well as those affecting foreign
investment in the domestic production of services. There is already a substantial
body of literature, essentially of a descriptive character, covering this subject.
196 This section attempts to be analytic and critical.

1. Existing bilateral arrangements dealing with trade and foreign investment in
services

183. Many bilateral treaties addressed to economic and commercial issues deal with
aspects of services trade and foreign investment. While bilateral treaties apply
primarily to goods and consist of little more than a simple most-favoured-nation
clause with consultation provision, the detailed bilateral treaties negotiated by
the United Kingdom and the United States, the two principle service economies among
developed countries, are of particular importance, especially those negotiated

recently.

184. The Treaties of Friendship, Commerce and Navigation (FCN treaties) negoti-
ated by the United States, contain broad "national treatment" provisions, both for
persons and for companies. They do not provide for right of establishment, but
rather that persons and firms of the one country doing business and being present
in the other shall be treated on the same basis as national persons and companies.
In these treaties such provisions typically apply to service activities as well as
to persons and firms engaged in other types of activities. The United States Study
reports'®’ that there are eleven treaties signed by the United States since 1953
providing for national treatment with respect to the operation of business firms.
However, it is of importance that certain of these bilateral FCN treaties, to which
the United States is a party, specifical%y exclude such major service sectors as
banking, communications, transportations.!®?

185. Various bilateral treaties with some relevance to services are in force
between the United States and certain developing countries (Egypt, the Republic of
Korea, Liberia, Argentina, Bolivia, Chile, Costa Rica). The Liberian treaty
appears to be the broadest in that it refers to freedom of investment. The United
States is negotiation of a series of bilateral investment treaties, three such
treaties have been signed (Panama, Egypt and Senegal).!®® These bilateral invest-
ment treaties are cast in terms of the exchange of most-favoured nation (MFN)
rights and national treatment. For example, the treaty with Panama gives Panamani-
ans the right to invest in the United States under the same terms as United States

1%¢ The two most substantial descriptive reviews are to be found in Ronald Kent
Shelp: Beyond Industrialization/Ascendency of the Global Services Economy,
- (New York, Praeger, 1981), and in the United States National Study on Trade in
Services, Office of the United States Trade Representative, Washington D.C.,
‘December 1983 (referred to in this report as the "United States GATT Study").
197 United States GATT Study, op.cit., p. 76.
19% Shelp, op.cit., p. 155-156.
189 United States' GATT Study, op.cit., p. 76.




TD/B/1008
Page &4

persons, and similarily, for United States persons the right to invest in Panama on
the same terms as Panamanians. The form of the Treaty, however, provides for the
exclusion from the scope of national treatment provision of various key sectors,
many of them in the services sector. The need for this exception arises because the
relevant United States and Panamanian legislation specifically prohibits or limits
participation or ownership by foreigners. The service industries excluded from the
national treatment obligation on the United States side are: banking, insurance (in
these two areas there is partial or complete regulation at the state level in the
United States), air transportation, shipping (cabotage and international); radio
and television broadcasting, submarine cable services and sattelite communications
and customs brokers.

186. The United States has indicated that attention will be given by the United
States authorities to extending the scope and number of investment treaties that
provide ownership rights and FCN-type treaties that provide national treatment
rights in regard to persons and firms, including those in services sectors. It is
clear, however, that both types of treaties deal with aspects of direct foreign
investment and almost no mention is made to trade in services.!!®

187. The United Kingdom has also used the MFN concept and national treatment con-
cept in regard to persons and firms including those in the services sectors, in
bilateral treaties. The most notable is the Treaty of Commerce, Establishment and
Navigation negotiated in 1955-1962 with Japan. Considerable attention has focussed
on this treaty because of its special discriminatory "safeguards' arrangements,
which was the main subgect dealt with in the United Kingdom government statement
explaining the treaty.'!! However, the treaty covers many other matters in great
detail, including such issues as freedom of worship and the burial or cremation of
the dead, the latter being subject only '"to any non-discriminatory, sanitary or
‘medical requirements laid down by the authority of that territory”. The whole
‘thrust’ of the treaty is to ensure MFN treatment, when appropriate; and, in regard
to persons and companies ("all legal persons except physical persons') national
treatment to the extent feasible (e.g., cabotage, Article 20 (5)). Establishment
issues are dealt with on an MFN basis. Article (1) provides that "the companies of
one Contracting Party shall in any territory of the other be accorded treatment not
‘less favourable than that accorded to the companies of any other foreign country in
‘all matters relative to the carrying out of all kinds of business, including
finance, commerce, industry, banking, insurance, shipping and transport, as well as
in all matters relative to the establishment and maintenance for such purposes of
branches, agencies, offices, factories and other establishments appropriate to the
‘conduct of this business'. If no rights of this sort have been granted to others,
then the MFN clause conveys no substantive right; except that it is a guarantee
of non-discrimination for the future.

2. The Existing multilateral framework

188. An important category of international agreements or arrangements in the ser-
vices sector is that which set out standards or norms of behaviour (perhaps only in
the form of recommendations) which all signatories are to follow. Such an approach
is regarded as necessary in order to ensure the functioning of international trade
in certain services - e.g., maritime and air transport and telecommunicationms.
These arrangements may also go further and create specific rights, which are called
into existence because of broad agreement that such rights should be created for
functional purposes. An example of this is the right of cargo-sharing in the Cen-
vention on a Code of Conduct for Liner Conference, which treats rights related to
the equitable distribution of carriage division of conference cargoes.

119 ynited States GATT Study, p.77.
'11 London, HMSO, Government Statement on the Anglo-Japanese Commercial Treaty,
Cmnd. 1875, Nov. 1962.
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189. The International Civil Aviation Organization (ICAQ) (the "Chicago.
Convention', as revised)!!? and the International Telecommunications Union (ITU)
are important examples of services sector agreements that are drafted with the
objective of setting norms of conduct in the sector and promulgating standards for
adoption by national governments. Much of the work of ITU is of this character.
For example, the ITU originates standards which govern the interface of computers
with other computers linked by telecommunications systems. These 'interface"
standards are promulgated by domestic legislation. In the air transport area,
there is a four-way functional split. The ICAO agreement lays down a number of bas-
ic standards of conduct necessary to ensure that there will be functionally effec-
tive international air transport. Like the ITU provisions, these do not normally
involve MFN or national treatment formulations, but rather are cast in the form of
rules which signatories adopt to govern their own conduct. At the level of the car-
riers, standards or norms (for example, what are to be standard charges for cabin
services) are agreed in the world-wide industry association: the International Air
Transport Association (IATA). These are primarily private rules to regulate or
limit competition. A third component is the bilateral air route and air service
allocation agreement, negotiated as between governments, allocating routes and
prescribing the number of national carriers on each route. These agreements are
frequently re-negotiated, given the changes in the pattern of air tramsport, and
are usually described in terms of reciprocal or "balanced" packages of air route
and service rights of comparable value. Given the growth of air transport, these
special service sector agreements are considered by governments to involve major
negotiating considerations. The fourth component is national regulation. Such
regulation covers a variety of international aspects: the licensing of foreign-pro-
duced aircraft, and the approval of foreign airline fares for services to the coun-
try concerned. .

190. On 9 April, 1984, the Secretary-General of UNCTAD wrote to the executive
Heads of eighteen international organizations of the United Nations system,?!!?
Requesting information about their respective activities, including technical
assistance, that are pertinent to an examination of the role of services in the
development process. As of 21 June 1984, ten answers had been received by UNCTAD.
These replies emanated from the Food and Agricultural Organization (FAO), Interna-
" tional Labour Organisation (ILO), International Monetary Fund (IMF), International
Maritime Organization (IMO), United Nations Educational, Scientific and Cultural
Organization (UNESCO), Universal Postal Union (UPU), International Atomic Energy
Agency (IAEA), General Agreement on Tariffs and Trade (GATT), the Internatiomnal
Bank for Reconstruction and Development (IBRD), International Monetary Fund (IMF)
Joint Development Committee, World Health Organization (WHO) and United Nations
Centre on Transnational Corporations (UNCTC).''® The following organizations indi-
cated that they considered certain of their activities pertinent in this context.

191. The International Monetary Fund does not have a particular work programme or
study in preparation on services. Trade in services, although naturally dealt with
by the Fund, is not treated any differently than other forms of trade.

112 Convention on International Civil Aviation, Sixth edition, ICAO document
7300/6.

113 The organizations contacted were : Food and Agriculture Organization (FAQ),
International Civil Aviation Organization (ICAQ), International Finance Cor-
poration (IFC), International Fund for Agricultural Development (IFAD),
International Labour Organisation (ILO), International Maritime Organization
(IMO), International Monetary Fund (IMF), International Telecommunication
Union (ITU), United Nations Educational, Scientific and Cultural Organization
(UNESCO), Universal Postal Union (UPU), International Bank for Recomstruction
and Development (IBRD), World Health Organization (WHO), World
Intellectual Property Organization (WIPO), World Meteorological Organization
(WMO), International Atomic Energy Agency (IAEA), United Nations Industrial
Development Organization (UNIDO), General Agreement on Tariffs and Trade
(GATT), and the IBRD/IMF Joint Development Committee and the United Nations
Centre on Transnational Corporations was also contacted.

11% These replies are reproduced in extenso in document TD/B/1009.
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192. The reply from GATT was to the effect that, in response to the invitation of
the Contracting Parties at their 1982 Ministerial Session, a number of Contracting
Parties were engaged in a process of national examination of issues in the area of
services, and that an informal meeting of delegations was held in March 1984 to
exchange views and clarify information about the two national studies made avail-
able on Canada and the United States, respectively.®!?®

193. FAO, through its activities in research, training, policy and planning
assistance, public ‘administration in agriculture, marketing, credit, information
networks and early-warning systems often had to deal with service-related issues.

194, UPU was devoting its activities almost entirely to the area of services. As
far as technical assistance was concerned, these activities concentrated on train-
ing, personnel management and technical improvement of postal administration. Spe-
cial efforts were also directed towards financial instruments and savings, and the
highest priority was given to the needs of the poorest countries.

195. ILO activities have led this organization to deal in significant detail with
‘several service areas : maritime transport (focusing on the development of manpower
resources and maritime labour legislation, with technical assistance projects in
Cyprus and Mauritius) , new technology (which was an object of particular attention
by ILO's Joint Committee on Public Services in 1983; the effect of new office tech-
nologies, including word-processing, on the employment of women was also studied;
another study'!® was completed that discusses the possible implications of new
information technologies on the pattern of the international division of labour
with special reference to services) , tourism (including hotel and catering ser-
vices; three aspects were stressed: co-operation with international, regiomal,
national and professional bodies, standard-setting and research activities, tech-
nical co-operation activities), public administration, banks, commerce and insur-~
ance.

196. UNESCO ¢onfirmed that some of the sectors concerned might have somé future
activity in the area of services. Should this be the case, UNCTAD would be

informed.

197. WHO underlined that its activities could be considered to be, in their
entirety, aimed at extending technical co-operation and services to the member
States in the development process in the field of health, but did not relate to
trade policies and practices.

198. UNCTC indicated that since its first session, the Commission on Transnational
Corporations has requested the Centre to carry out studies in the area of services,
and especially on banking, insurance, shipping and tourism, and, more recently on
"computers and related services'". In order to fulfil this mandate, the Centre had
.completed a number of technical papers and studies, including those on advertising,
shipping, tourism, reinsurance, banking and transborder data flows. Several major
on-going projects of the Centre related to services; they concerned banking (nature
and extent of transnational banking, local operations of transnational banks in
host developing countries, with particular emphasis on regulatory aspects), trans-
border data flows (including case studies in Brazil, Poland, the Federal Republic
of Germany, Mexico and the United States); the Centre has also collaborated with
other organizations like the Conference of Latin American Authorities in Informat-
ics and SELA in their on-going work concerning Transborder data flows (TDF), con-
struction and engineering, international computer-service industries, and
international telecommunications industry as areas of significant involvement by
transnational corporations. The Centre was also focusing on the regulatory environ-
ment. of the service sector, as requested by the Commission. Certain parts of the
on-going project of a code of conduct for transnational corporations (the finaliza-
tion of which was currently one of the main objectives of the Centre) were partic-

11% Subsequently, the national studies of the United Kingdom (described in chapter
V) and the Netherlands have also been received by the GATT secretariat.

118 J. Rada International Division of Labour and New Information Technology with
Special Reference to Services , ILO Geneva 1984.
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ularly relevant to the service sector (national treatment)). Within the context of
its technical co-operation programme, UNCTC provided training and advisory assist-
ance through a number of projects of which many were service-related (foreign
investment, international loan agreements, tourism).

(a) Shipping

199. UNCTAD's activities in the economic, commercial and trade-related aspects of
shipping are designed to contribute to the orderly development of the world mer-
chant fleet and consequently of world seaborne trade, to provide the necessary
environment conducive to increasing developing countries' part1c1pat10n in world
shipping commensurate with the comparatlve advantage they enjoy in producing such
services and to the protection of shippers' interest.

200. For this purpose the activities of UNCTAD have addressed the subjects of pro-
tection of shippers' integest, merchant fleet development, port development, mul-
timodal transport and containerization and related legal regimes. The problems
related to these issues were addressed from a universal perspective as well as tak-
ing into account’ the specific needs of developing countries. In its early years
the main thrust of the work of the Committee on Shipping was directed towards pro-
viding a framework for developing countries vessels to operate in liner services
and to share in the formulation of conference policy, for their shippers to partic-
ipate more meaningfully in consultation procedures. Attention was also given to
the improvement of port operations and connected facilities and to the reduction of
the costs of cargo-handling in ports. The overall economic aspects of shipping and
its practices, and their impact on the economy and development of developing coun-
tries fleets, were studied in parallel and in greater intensity from the early
1970s onwards. The relative priority of investment in shipping, the facilitatiom
of funds for building and acquisition of vessels, the net effect of shipping oper-
aticns on on balance of payments, and shipping as a factor in national employment
policies and as instrument for the promotion of exports, formed important subjects
of investigation and research.

201. The work was deliberately directed to assisting all parties interested in
shipping to obtain a clearer insight into the economics of the industry. Greater
transparency of its inner workings - in particular of the rate-making process and
its underlying principles - was aimed at in order to dispel the general apprehen-
sion which prevailed on the subject, and to prepare the ground for greater mutual
trust between the suppliers and users of shipping services in negotiations. The
Committee acted primarily through resolutions. These were, of necessity, addressed
to governments, and for efficacy had perforce to rely on the willingness. of the
appropriate national authorities to accede to the requests that were made, and in
turn on the success of efforts to persuade conference and shippers to respond to
the Committee's requests. The outcome of the resolutions was found to be largely
ineffective in terms of specific expectations. Persuasion and voluntary compliance
having failed, the developing countries felt constrained to act through the Commit-
tee so as to make its decisional procedures more concrete. Hence a subsidiary
body, the Working Group on International Shipping Legislation, was created in 1969
and from the early 1970s worked through the medium of international conventions and
model rules or norms to bring about the recommended changes in law or practice.

202. To date three Conventions have been adopted under the auspices or with the
participation of UNCTAD. The first multilateral agreement was the United Nations
Convention on a Code of Conduct for Liner Conferences which was adopted in 1974 and
entered into force in October 1983. The United Nations Convention on the Carriage
of Goods by Sea (Hamburg Rules) was adopted in 1978 and the United Nations Conven-
tion on International Multimodal Transport of Goods in 1980.

203. Instability, restrictive practices, structural overtonnaging'in the shipping
industry and barriers to the free and fair entry of developing countries to ship-

ping continue to present problems for governments and the industry in the current
decade.
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204. At its Sixth session, in 1983, UNCTAD took stock of the situation in world
shipping, reviewed the activities of UNCTAD in this field and adopted without dis-
sent resolution 144 (VI). This resolution provided a forward-looking approach to
new areas of vital interest to developing countries and the maritime community at
large in that it launched a process to study and investigate certain areas partic-
ularly with regard to protectionism and monopolistic practices, investment behav-
iour and support policies (subsidies) in world shipping industry and an indepth
analysis of ship and ports financing. Through this resolution the Conference also
lent its support and provided an impetus for the on-going work programme of UNCTAD
in the field of shipping, ports and multimodal transport. In so doing, the Sixth
session of the Conference has made a contribution towards diffusing the existing
tensions in the shipping service industry by reaffirming its faith in the supremacy
of international negotiatory processes for settling major points of dlspute among
states.

(b) Imsurance

205. The objectives which the work of the SPI seeks to attain are those established
for it by the resolutions adopted by UNCTAD and' the Committee on Invisibles and
Financing related to Trade. At the most fundamental level, the SPI, in accordance
with UNCTAD resolutions seeks to help developing countries in creating and
strengthening their national insurance.

206. To accomplish this the SPI attempts to help developing countries in:

- devising insurance systems better adapted to their fundamental
needs, taking into consideration the diversity of their culture and
socio-economic environment and not merely copying what is belng done in
the industrialized countries, and

- improving the terms and conditions of insurance and reinsurance ser-
vices that these countries have to buy on the international market.

207. Two UNCTAD resolutions are of 1mportance here. The first, adopted in 1964,
formalized the belief that a "sound national 1nsurance and reinsurance market is an
essential characteristic of economic growth (recommendation A.IV.23). This
recommendation called upon developed countries to: give their full co-operation to
the developing countries to encourage and strengthen their national insurance and
reinsurance markets; and to continue and increase the technical assistance and
training facilities which they provide. It further stipulated that technical
reserves and guarantee deposits of insurance and reinsurance companies or insti-
tutions should be invested in the country where the premium arises and called on
developed countries to encourage such investment by removing all obstacles to the
achievement of this aim.

208. The second resolution, adopted without dissent in 1972, was addressed more to
the developing countries and invited them to take a series of measures geared to
promote two objectives. The first was the need to minimize, to the extent
feasible, the dependence of developing countries on international insurers and
reinsurers. Second, it was implicitly recognized that total independence of for-
eign insurance and reinsurance markets was not possible and, therefore, that
efforts should be made to secure the most appropriate terms and conditions at the
lowest cost commensurate with the risks involved.

209. The resolution specifically:

- affirmed that developing countries should take steps to enable their
domestic insurance markets to cover in these markets - taking into
account their national economic interest and the insured interest. - the
insurance operations generated by their economic activities, including
their foreign trade, as far as technically feasible;

-~ considered that developing countries might achieve these objectives
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by establishing and strengthening their domestic insurance and rein-
surance organizations, where the size of the insurance market permit-
ted it;

- recommended that developing countries should take steps to ensure
that technical reserves accruing from insurance and reinsurance oper-
ations carried out in their countries were invested in the same coun-
tries, taking into account all the relevant characteristics and
technical requirements of the risks involved and the kind of insurance
and reinsurance cover provided, as well as the criteria of security,
liquidity and income;

- recommended that nationals of developed countries, when investing in
developing countries, should, while observing the requirement of
natlonal legislations, call upon the insurance services of these coun-
tries' national insurance markets, whenever these markets could pro-
v1de appropriate cover;

- recommended that developing countries should establish closer co-
operation between their insurance and reinsurance institutions on a
regional and/or sub-regional basis; and

- invited governments of developed countries to continue, and where
appropriate, increase the technical assistance and training facilities
which they provide to developing countries in order to assist in devel-
oping their domestic insurance and reinsurance systems. Insurance and
reinsurance institutions of member countries were also invited to con-
tinue and, if possible, expand their technical assistance efforts.

210. To assist developing countries in achieving the above objectives, the Special
- Programme on Insurance undertakes studies, provides technical assistance and par-
ticipates in and organizes training and educational activities. Furthermore, the
SPI regularly follows current insurance issues that may be of importance to devel-
oping countries, such as insurance legislation supervision in developing
countries, reinsurance problems, insurance of large risks in developing countries
etc.

(c) Technology

211. A brief description of various research, technical assistance activities and
international negotiations on issues relating to technology having a bearing on
services is given below.

212. First, work relating to technological services covers primarily design, con-
sultancy and engineering services in the context of strengthening the technological
capacity of developing countries. Emphasis has been placed on the link between
consultancy firms and capital goods producers in order to determine the role of the
former both as a support to the national capital goods industries and as promoters
of exports of machinery and equipment. This is an ongoing programme. Attention
will also be devoted to technological co-operation and interlinkages among develop-
ing countries in design and engineering services.

213. Secondly, work on technological information services covers three inter-re-
lated areas: namely: (a) assistance to developing countries in obtaining access to
relevant information on the range and sources of technologies available from small
and medium-sized public and private enterprises in both developed and developing
countries; (b) examination of ways and means whereby developed. and developing
countries can obtain the fullest and freest possible access to technology in the
public domain; and (c) utilization and commercialization of United Nations system
funded research and development results as well as those funded or supported by
Governments.,
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214. Thirdly work on the question of international flow of skills in terms of (a)
the outflow of skllled manpower from the developed to developing countries, a phe-
nomenon known as the ''reverse transfer of technology” or in more popular terms 'the
brain drain"; and (b) the skill flows that take place among developing countries
referred to as "co-operation exchange of skills"

215. Fourthly, work is being initiated concerning the incidence of frontier or
newly emerging technologies or the provision of goods and services. and interna-
tional trade. The studies published so far relate to technology issues in elec-
tronics and on renewable energey; a major programme is planned to examine new
issues and areas arising from technological advances in micro-electronic technolo-
gies, bio-technology and genetic engineering and material technology.

216. Another facet of UNCTAD's activities in the domain of technological service
transactions relates to the work on the regulatory and promotional aspects of tech-
nology both at the national and multilateral level. The negotiations on an inter-
national code of conduct on the transfer of technology under the auspices of UNCTAD
falls within this framework. The code of conduct will, inter alia, facilitate an
adequate transfer and development of technology so as to strengthen the scientific
‘and technological capabilities of all countries, particularly the developing coun-
tries. For the purpose of the code, transfer of technology is conceived as the
transfer of systematic knowledge for the manufacture of a product, for the applica-
tion of a process or for the rendering of a service. It flows from the very defi-
nition of transfer of technology that the code has a wide scope of application
covering all or almost all technological service transactions.

217. With the exception of the chapters dealing with restrictive practices and

"applicable law and settlement of disputes, agreement has been reached on almost all
the provisions of the other chapters of the code. The agreed portions of the inter-
national code of conduct constitute a significant body of principles relating to
international transfer of technology transactions, including rights and obli-
gations of parties, as well as a broad framework for international collaboration in
this area. In this respect, the code of conduct will represent an important multi-
lateral arrangement dealing with broad areas of trade in services.

'(d) Restrictive business practices

218. It should be noted that the set of multilaterally agreed equitable principles
and rules for the control of restrictive practices adopted by the General Assembly
in 1980, applies equally to goods and services. Moreover, the Intergovernmental
Group of Experts on Restrictive Business Practices; set up to monitor the imple-
mentation and application of the set, is undertaking a study on restrictive busi-
ness practices in relation to the de51gn and manufacture of plant and equipment by
consulting firms and other enterprises.

(e) Services and economic co-operation among developing countries (ECDC)

219. Economic co-operation in services has been a matter of concern to developing
countries. The report of the Mexico City Conference on ECDC included a specific
chapter on services and it was also dealt with in the Caracas Programme of Actiom,
paragraphs 12 and 13. More recently, in the Buenos Aires Platform it was sought to
set up a major study programme, in UNCTAD, to identify and establish priorities
regarding services of particular importance to developing countries and to devise a
programme which would enable developing countries to increase their participation
_in international trade in services and to make recommendations on mechanisms for
multilateral co-operation to this end.

220. Programmes and schemes for economic and technical co-operatién have been
adopted and implemented by developing countries at the regional level in Asia,
Africa and Latin America, especially in transport and communications. Under the
auspices of the Economic Commission for Latin America (ECLA), the subject of inter-
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national trade in services for the Latin American countries and the Caribbean has
been identified as an important issue for discussion. Furthermore, the Quito Dec-
laration and Plan of Action adopted by the Latin American Economic Conference (Qui-
to, Ecuador, 9-13 January 1984) devoted an entire section to strengthening economic
co-operation in the services sector,'!’ with particular reference to transporta-
tion, insurance, reinsurance and engineering consultancy.

221. At the Group of 77 level, the Guatemala Export Group Meeting on Services
related to Trade'®® was the first interregional gathering among developing coun-
tries entirely devoted to discuss the issues of South-South co-operation in the
priority service areas of transportation, insurance (reinsurance) and communi-
cations, in accordance with the provisions of the Caracas Programme of Action. In
addition, the Group was able to identify four additional service activities of key
importance for the development of developing countries: banking, engineering and
consultancy services, computer services and computer data flows, and communication
media and advertising.

222. Economic co-operation among developing countries on services is a two-dimen-
sional proposition. The first one relates to the identification of priority sec-
tors- for further research work as well as the drafting, negotiation and
implementation of specific propdsals and schemes for enhancing their mutual co-
operation at the subregional, regional and interregional levels. The second dimen-
sion is more concerned with the drafting, negotiation and adoption of concerted
regional positions - and their coordination at the interregional level - in order
to strengthen developing countries' bargaining power vis & vis developed countries
in international negotiations in multilateral forums.

223. To reach the first goal, the undertaking of national studies in priority ser-
vices sectors - and their interlinkages with other services and production activ-
ities - including an analysis of an expansion of these activities on the gross
domestic product, income distribution, employment and balance-of-payments of each
individual country and of the group as a whole, is a pre-requisite. This would also
allow for the formulation at the national level of an integrated and coherent set
of policies for the services sectors as a whole, and in particular, for the priori-
ty areas chosen for co-operation, as well as their coordination and/or harmoniza-
tion at the subregional/regional levels. It may also imply the exchange of
information and experiences, the joint undertaking of R and D, the organization of
workshops and seminars and the provision by the international community and, par-
ticularly, the relevant United Nations organizations, of technical assistance and
training activities for human resources development.

224. The second goal - the adoption of concerted regional positions and their
coordination at the interregional level - might be pursued, e.g., through the spon-
soring and organization of intergovernmental expert group meetlngs, negotiating
conferences and informal ~group contacts.

B. Proposals for negotiation

225. Since the end of the Tokyo Round, the United States Administration has pur-
sued, at both the domestic and international levels, the objective of liberalizing
trade in services and pressed for internatiomnal negotiations. In April 1981, the
Trade Policy Committee announced a services work programme which included (a) the
full use of existing bilateral arrangements w1th other governments to resolve cur-
rent trade problems brought to the government's attention by the private sector;

117 See A/39/118, annex, Section V of the Plan of Action.
1% Guatemala City, Guatemala, 23-28 January, 1984.
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(b) domestic and international preparations for future multilateral negotiations
on services; (¢) review of domestic legislative prOV1510ns relating to the
achievement of reciprocity for United States Service industries.?®

226. The announced policy of the United States Government is '"'to develop both the
domestic and international consensus required before trade officials can effec-
tively negotiate international agreements on services'. On the domestic side this
approach has been manifested in various forms including government industry advi-
sory groups (most notably a Services Policy Advisory Committee in which chief exec-
utives of major service corporations participate), support for seminars, private
working groups, etc., on service issues.

227. Several bills dealing with trade and negotiations in services are currently
before Congress. Some of these bills aim at setting a requirement for bilateral
reciprocity between the United States and its trading partners.'2?! Such legislation
has been described by United States officials as constituting a bargalnlng chip"

in negotiations on services.

228. One of these proposals was aimed at expanding significantly the scope of Sec-
tion 301 of the Trade Act of 1974. This section authorizes enquiry. into any com-
plaint that a foreign government is 1ndu1g1ng in an "unfair trade practice"

Section 301(a) directs the President to "take all appropriate and feasible actlon
within his power to obtain elimination of any act, policy or practice of a foreign
government which is determined to  be unJustlflable, unreasonable or
dlscrlmlnatory, and which burdens or restricts United States commerce". This pro-
vision is not, of course, confined to goods; commerce presumably includes trade in
services. A common feature of a number of recent proposals for legislation has
been to amplify and extend this provision; one obvious proposal for change is to
-extend the power to take retaliatory action to United States serv1ces imports. At
present, section 301 encompasses complaints about other countries' practices in the
?ggvices area, but the retaliatory power has been limited to imports of goods.'??

119 A clear insight into the United States' position regarding trade in services
is provided by the statement of Senator Brock before the Sub-Committee on
International Finance and Monetary Policy of the Senate Banking, Housing and
Urban Affairs Committee (November 1981).

128 On the international side, a major effort to establish the "consensus"” advo-
cated by Ambassador Brock has been made by the Trade Policy Research Centre of
London, which has organlzed at least two high-level conferences on '"Re-
strictions on Transactions in the International Market for Services', the lat-
est held in May/June 1984.

12! For example, Section 205b, presented to the 97th Congress, was aimed at fully
integrating the service sector trade issues into overall United States economy
and trade policy, and identified barriers to trade in serV1ces such as "barri-
ers to the right of establishment in foreign markets , and restrlctlons on
the operatlon of enterprises in forelgn markets , including "transfer of
information" and "use of data processing facilities"

122 gection 301 has been used in a number of 51tuat10ns involving services. One
was the case (Docker 301 - 15) involving action by Canada inhibiting Canadian
firms from advertising on United States television stations which directed
their broadcasts to a Canadian audience; there are a number of such stations
in the United States close to the border with Canada. Hearings were held
under the authority of Section 301 into complaints by United States television
companies and proposals were formulated for compensatory action. Because of
the limitation in 301 on compensatory action which can be taken by the Presi-
dent to the area of traded goods, most of the proposals in this case involved
legislative action. Another case involved a complaint against the marine
insurance practices of the Soviet Union. After the hearing, which found the
complalnt justified, an agreement was worked out Wlth the Soviet Union; the
investigation was then "suspended" (not "terminated") pending the first annu-
al joint review of the agreement, which was never held.
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229, The current bill before the United States Con%ress for extension of the Unit-
ed States generalized scheme of preferences (GSP)*?* might also be considered to be
relevant to the international services debate, given the link that would be drawn
between "competition levels" for 'graduating" countries and the access Erovided by
the latter countries for United States goods, services and investment. 128127

230. The proposal to negotiate some sort of "improved" framework of rules regard-
ing traded services, and p0551b1y regarding the foreign investment issue in
relation to service industries, is, essentially, a proposal of the United States
although other developed market-economy countries appear to have accepted the pro-
position that the United States proposal should be studied effectively in various
multilateral forums. The clearest statement of this proposal was that presented by
the United States Special Trade Representative in a personal statement published to
coincide with the holding of the 1982 GATT Ministerial Session. The summary in
Ambassador Brock's article??® is the fairest way of presenting his views:

"Objectives: The basic goal of any future negotiations should be to

123 Another case involved a complaint as to the marine insurance practices of
Argentina. The published report stated: '"The investigation revealed that a
number of developing countries with incipient insurance industries malntaln
policies which are similar or identical to the Argentine Practice'. The
investigation was "suspended" when Argentina "agreed to participate in multi-
lateral negotiations, one of the
objectives of which would be to work towards an agreement to apply the princi-
ple of nat10na1 treatment in the insurance sector. The Government of
Argentina's undertaking is conditional upon the w1111ngness of a 51gn1f1cant
number of less developed countries to participate in such a negotiation"
More recently Section 301 has been invoked against the satellite launching
services provided by the European Space Programme (Ariane).

124 gection 171b, 98th Congress.

125 An experienced Washington observer, one-time Deputy Trade Representative,
Ambassador Harald Malmgren, commented recently as follows on Administration
views:

"The Administration also proposed to introduce a new concept of
reciprocity to the eligibility tests (for GSP treatment). Devel-
oping nations that liberalize protection of their own home mar-
kets would be given more favourable consideration than those
nations maintaining high levels of import protection. Thus, the
Administration wants authority to negotiate eligibility not only
on a product-by-product basis, but also a country-by-country
basis, to seek improved access for American goods and services in
developing country markets. (Text continued in following foot-
note.) N

126

Included in the new Administration objectives would be reduction
of tariff and non-tariff barriers, but also elimination of per-
formance requirements on foreign investment, improved protection
of American intellectual and technology rights in those
countries, and non-discriminatory treatment of American firms
providing such services as insurance, banking and accounting. It
is hoped that this carrot and stick approach, offering potential
for increased American exports, will persuade Congress to grant
continuation of GSP on imports from developing countries. What,
this boils down to is that eligibility for GSP will be harder to -

127 gain and harder to keep. (Text continued in following footnote.)

It means that advanced developing countries will have to negoti-

ate for eligibility by offering liberalization of their own

treatment of foreign goods, foreign serv1ces and foreign firms

that want to establish operations locally.'

See, Harald Malmgren: World Trade Outlook, No. 1, 1984, Washington, D.C.

124 "A Simple Plan for Negotiating on Trade in SeIV1ces s The World Economy, Vol.
5, No. 3, November 1982.
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expand the opportunities for trade, making possible the economic gains
that can be obtained from trade based on comparative advantage. A
closely related objective should be to ensure that barriers to trade in
services do not become a major obstacle to trade in goods. 1In order,
then, to expand the opportunities for trade, such negotiations should
focus on, first, the development of a stable institutional environment
for trade in services, providing 'predictability" in governmental
actions and an orderly way for dealing with the problems that: arise;
and, second, the development of a negotiating process for reducing or
eliminating barriers to trade in services, which to a large extent
means addressing government regulations that discriminate between
domestic and foreign suppliers or services.

"We should recognize the right of every government to establish its own
social objectives for the regulation of services and the obligations of
foreign suppliers of services to adhere to such regulations. At the
same time, though, governments should assume an obligation to minimise
the extent to which such regulations distort trade beyond the minimum
necessary to achieve legitimate social objectives. Where such regu-
lations are meant to protect domestic service industries, they should
be clearly notified as trade restrictions.

"Principles: Future negotiations might be guided by some of the fol-
lowing principles. Restreictions on trade in services should be made
explicit and should be negotiable. All government regulations that are
not notified as barriers should be applied on a ""mational treatment"
basis. Where national treatment is difficult to apply for technical or
regulatory reasons, governments should commit themselves to minimise
the distortion of trade inherent in such regulations. Government
-monopolies should operate on a commercial basis where they are in com-
petition with foreign commercial enterprises and they should offer
foreign and domestic customers the same reliability, quality and pric-
es; that is, they should observe the principle of national treatment.

"Procedures: Governments should be willing to consult with each other
when problems arise with respect to their mutual trade in services and
if they cannot resolve their differences on the basis of such consulta-
tions they should have access to a dispute-settlement procedure. New
regulations that offset foreign suppliers should be notified in a time-
ly way and foreign suppliers should be given an opportunity to discuss
technical problems related to the application of such new regulations.
Foreign suppliers of services should have the same access to government
officials and to local courts as domestic suppliers of services.

"Rights and obligations: Commitments entered into by governments as a
result of negotiations should result in contractual rights and obli-
gations. Governments should agree not to take other actions that would
deny foreign countries the benefits of negotiated concessions, except
under agreed circumstances. Where governments act in violation of
their commitments, efforts should be made to reach a new understanding
on the issues involved; otherwise, affected countries should have the
right to take compensatory actions that would re-establish a balance of
commitments.

"Organization of Future Negotiations: A considerable amount of staff
work is needed before we can develop any concrete propositions for
future negotiatiomns. Within a common framework of principles, rules
and procedures, negotiations could be organised either along sectoral
lines or in terms of issue-oriented codes such as the GATT standards
code negotiated in the Tokyo Round deliberations. We might be able to
develop, for example, a regulatory code that could be patterned on the
standards code."

231. Another proposal for negotiations is contained in a policy statement by the
International Chamber of Commerce (ICC). The ICC Commission on Trade Policy and
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Trade-Related Matters issued their "Position Paper on Liberalization of Trade in
Services".'?® This was the most sweeping proposal that has yet been formulated.
The ICC proposed that:

(a) All services trade be "conducted according to the principles of
fair and open international competition”.

(b) Traded services be treated on an MFN basis.

(¢) Restrictions on the purchase of foreign source services be reduced
. s . . 1t
"in as far-reaching and as reciprocal a manner as possible'.

(d) Derogations be subject to review and negotiations.

(e) New restrictions be avoided 'as far as possible”, and any new
restrictions "be temporary and subject to prior consultation and nego-
tiation".

(f) The extension of the GATT to include trade in services; specif-
ically, barriers to trade in services "should be tackled in a similar
manner to the non-tariff barriers discussed during the Tokyo Round".

(g) "Industry-specific" negotiations to provide liberalization in the
shorter term.

(h) Service contracts to be covered by the Tokyo Round Government Pro-
curement Code, and the list of procurement entities made''as wide as

possible'.

(i) "National treatment" be accorded to foreign service firms.
1. Statements by the Commission of the European Communities (EEC)

232. Statements by Commission officials and a report to the Commission by an "In-
terservice Group on International Trade in Services'' indicate that in drawing up
its position the Community is guided by the following considerations: (a) the dif-
ference in views among member States and the regulation of services; (b) the domi-
nant position of the Community (36 per cent) and other Western European countries
(18 per cent) in world service exports and the uncertainty as to whether so-called
liberalization would strengthen or undermine this position; (c) the importance of
the link between trade in goods and trade in services; (d) the need to differen-
tiate between trade in services and investment issues, and (e) the growing impor-
tance of telematics.

2. The Latin American Position

233. At the Latin American Economic Conference held at the level of Heads of State
in Quito in January 1984, the Latin American and Caribbean countries reaffirmed
decision 153 of the Latin American Council which called for a joint regional posi-
tion with respect to discussions on services in multilateral forums. The Quito
Declaration also contains agreements with respect to intra-regional co-operation
in key service sectors such as engineering and consultancy, transportation, insur-
ance and reinsurance. A Latin American Co-ordination meeting will be convened by
SELA in August 1984 to arrive at a joint position for the consideration of service
issues in UNCTAD and GATT in September and November 1984 respectively.

129 International Chamber of Commerce, Paris, Document No. 103/34, Rev. C1, 1981.
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3. ASEAN/Australia

234. The ASEAN-Australia Joint Research Project has addressed itself to service
issues in Australia-ASEAN trade, examining the situation in specific services such
as aviation and consultancy services as well as services within the economies of
several ASEAN countries.!??

4. Non-governmental views

235. In addition to these (and other) official statements, a variety of ideas
regarding negotiations on services have been put forward by prlvate authors. For
example, two United States lawyers have advocated a ''services code'. Michael Cohen
(Manager for Public Affairs of the American International Group, the American
insurance group of companies) and Thomas Morante, at one time an American Express
fellow at the Georgetown University Law Centre, argue that much of the difficulty

" in initiating discussion is due to the lack of an agreed definition of services, to

the absence of a proper catalogue of barriers to trade in services, and to the
absence of adequate data. They go on to argue that the United States should act to
improve its bargaining position: the anti-dumping and countervailing duty laws
should be extended to services, and Section 301 of the Trade Act of 1974 (dealing
with other unfair trade practlces of governments) should be expanded. The essence
of their proposal is that: "Such measures would indicate to the United States'
trading and negotiating partners that the United States recognizes the importance
of its services sector and is prepared to engage in protective practices, similar
to those employed by other countries, to promote and direct its services sector.
If the United States demonstrates to other countries its interest in promoting its
services sector... negotlatlons will more likely be undertaken and successfully
concluded”", and later: '"Because few developing countries can realistically make
major advances as exporters of services to developed country markets, the developed
countries may have to adopt a policy of making concessions that favour goods
exported by’ developed, nations in return for reductlons of non-tariff barriers
(NTBS) to services exports from developed nations"

236.« Over the years, the United States Council on Foreign Relations has been a
source of pronouncements on trade pollcy In a seminar held in Washington, D.C. in
1982, a paper ("Negotiating issues in international services transactions') was
presented by William Diebold, a senior Fellow of the CounC1l and Helena Stalson,
on the services issue.3! Diebold and Stalson say: "It should be an American
objective to keep services issues, both in general and so far as possible in regard
to partlcular services practices, from being treated as items in the North-South
agenda'. And later: "The United States should not let the pursuit of the liberali-
zation of services ... divert attentlon and energies from work on trade.in goods"
They also address the issue of "unfair" practices in services and the question of
reciprocity, stating that: "There may be times when retaliation against foreign
restrictive practices in services will be the best course, and when some degree of
reciprocity will be a reasonable formula for arranging the mutual removal of
restrictions'.

237. Mr. Jeffrey J. Schott, then of the Carnegie Endowment for International
Peace, and now with the Institute for Intermational Economics, argues that GATT,
not OECD, should be the forum for services negotiations. He attributes the reluc-
tance of developing countries to become engaged in a new round of negotiations to
three considerations: (1) other trade issues are more important - safeguards, tex-

139 This prOJect is co-ordinated by the Economic Planning Unit of the Prime
Minister's Department, Kuala Lumpur, Malaysia, and the Australian National
University, Canberra. The studies prepared under the ausplces of the Project
include: K. Tucker, G. Seow, M.Sandberg, ''Services in ASEAN-Australian
trade’.

131 Subsequently published in William R. Cline (ed.): Trade Policy in the 1980s,
{(Washington, D.C., Institute for International Economics, 1983).
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tiles, agricultural products; (2) new rules regarding traded services may put many
develoglng countrles into a permanently inferior position; they want to protect
their "infant'" service industries; (3) restrictions on trade and investment in
services by developing countries are used to obtain techneclogy from developed coun-

tries.

238. An economist, Professor H. Peter Gray, has argued in favour of negotiations
in selected services sectors, of "national treatment” on a basis of reciprocity,
and that negotiations should, in the first and prior stage, take place among devel-
oped countries, and therefore not in the GATT but rather in the OECD. In his view,
if a number of nations can agree on national treatment as between themselves,

excluded countries will have a powerful incentive also to agree to natlonal treat-

ment. 132

239. The most detailed analysis of services negotiating issues by a private writer
is the book by Ronald K. Shelp, a vice- pre51dent of American International Group,
the United States insurance group of companies,'®® which essentially constitutes a
survey of the 11terature the state of pla , and the issues. He concludes by argu-
ing for what he calls a 'shotgun approach" - in doing what ‘can be done in OECD, in
GATT, in specific services sector bodies, in order to move gradually to detailed
and comprehensive rules. However, he does not address the question of the role of
services industries in the development process, nor examine whether developing
countries could realistically be expected to undertake meaningful obligations in
regard to traded services, or the establishment of foreign firms. Mr. Shelp notes,
however, that barriers to trade in services imposed by developed countries, and a
few of the more advanced developing countries, are the most significant. He says:

"The assumption that barrlers to services originates almost exclusively in develop-
ing countries is misguided...™.?3*

240. A proposal of a different sort, calling for bilateral sector negotiations, is
advanced by a Canadian writer, Rodney de C. Grey. In a recent study, he assesses
the advantages and disadvantages a common market in transborder data processing
between Canada and the United States.!®® He asserts that the proposal makes sense
for Canada and the United States and perhaps for certain other developed countries,
because the interests of users of modern data processing, who need access to infor-
mation and processing on the widest possible scale, are more important than the
interests of firms in the computer services sector. He arrives at this conclusion,
of course, only in regard to Canada, and his proposal is essentially addressed to
Canadian interests. He emphasizes that, given the role of data processing as an
intermediate input to other service industries, such as banking, insurance, con-
sultlng englneerlng, dealing with this sector is deallng with a good deal of the
"services issue". He notes that two difficult issues could arise, first, the
threat of the extenmsion to this and other service sectors of the contingency appa-
ratus designed to deal with unfair trade practices (anti-dumping, countervailing
duties, Section 301); and proposes that Canada drop any plan for a Canada/United
States traded computer services agreement if it is proposed to extend these devices
to this service area. Second, Grey notes the relevance of the United States posi-
tion on services (both in regard to data processing as a service and in regard to

132 H. Peter Gray, "A Negotiation Strategy in Trade in Services", Journal of World
Trade Law, No. 5, Sept/Oct. 1983.
133 Ronald K. Shelp, Beyond Industrialization Ascendancy of the Global Service
" Economy , New York, Praeger, (1981).
13k Tbid., p.124.
135 Rodney de C. Grey: Traded Computer Services, (Montreal, Royal Bank of Canada,
1983)
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establishment of service companies) to the United States assertions of extra-terri-
torial jurisdiction in the anti-trust, security regulation and export controls
area; he states that, in his view, these assertions are at complete variance with
the United States services proposals.!3®

241. A recent article by Messrs Geza Feketekuty and Jonathan Aronson addresses the
question of international negotiations on services in the context of transborder
data flows.'®? Their main concern appears to be that in the absence of an interna-
tional framework of principles, rights and obligations, governments will introduce
regulations in this area, which intentionally or unintenticnally will provide pro-
tection to domestic producers. The authors suggest that the problem be addressed
in the ITU, OECD and GATT (e.g., through a GATT Code covering trade in services).

C. Debate in international Forums

1. OQECD -

242. OECD instruments contain certain commitments relevant to trade (and invest-
ment) in services. These are embodied in: the Code of Liberalization of Current
Invisible Operations, which provides for freedom of transactions and transfers and
directly covers a number of service sectors; the Code of Liberalization of Capital
Movements, which provides for freedom of financial operations of the goods and ser-
vices sectors; and the National Treatment Instrument, which provides natiomal
treatment for foreign-controlled firms operating in member countries, in the goods
and service sectors.

243. The Invisibles Code and the Capitals Code are based on the objective of liber-
alizing the operations covered by their provisions (free trade), coupled with mem-
ber governments' commitment to comply with their obligations. They embody the
concept of non-discrimination (in the unconditional sense). In both Codes, liber-
alization measures are supplemented by a provision covering internal measures lia-
ble to frustrate liberalization and thus damage another member's interests. In
some sectors, the provisions with regard to the liberalization of the transactions
specified are accompanied by provisions concerning access and the treatment of for-
eign sellers under certain internal regulations.

244. The Invisibles Code coverage mainly concerns transactions (transfrontier
trade), but for certain sectors it also provides for the eventuality of trade based
on establishments in the specific form of branches. The Capital Movements Code
covers the admission of foreign investments (goods and services). The liberali-
zation obligations of the Code with regard to direct inward investment have just
been extended to cover certain elements of the right of establishment and those
most closely related to inward foreign investment. It may be noted that the' ini-
tial establishment of a subsidiary would be covered by that Code. The national
treatment instrument covers enterprises already established and also new invest-
ment by those enterprises.

245. For several years the OECD has been conducting studies on individual service
sectors,'®?® particularly since the decisions taken at its Ministerial Meeting of
1982. These studies have been conducted in a '"trade policy" context aimed at mak-

13% On the other hand, the Consultative Committee on the Implications of Telecom-
munications for Canadian Sovereignty has estimated that the importation of
data processing and computer services will cost § Can 1.5 billion and result
in a loss of 23,000 jobs in 1985. See Telecommunications and Canada (Canadian
Government Publishing Center, Ottawa, March 1979). .

Geza Feketekuty and Jonathan Aronson: '"Meeting the Challenges of the World
Information Economy", The World Economy, 1984.

'3% See, for example, Trade in International Services: Insurance, Paris, OECD,

1983.
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ing "progress in the investigation of obstacles and problems and in the consider-
ation of approaches that would improve international cooperation, given the fact
that it is in countries' interest to ensure that conditions conducive to the dynam-
ic development of trade in services should prevail.???

246. The OECD Trade Committee itself, which was responsible for initiating the
global approach, concentrated on the question of whether a general framework appli-
cable to trade in services could be defined that would include certain concepts and
criteria to study the relevance and applicability of a range of fundamental con-
cepts which might serve as a reference for the liberalization of trade in services
(such as those relating to market access, transparency, non-discrimination and

national treatment).

247. In carrying out this examination, OECD has encountered the inevitable diffi-
culty of applying concepts which related to trade in goods, to issues more properly
belonging in the area of 1nvestment or even of 1mm1gr ation. It proved difficult to
conceptualize the idea of "access' to markets in services without resorting to con-
cepts such as "right of establlshment which relate exc1u51ve1y to investment, and
in identifying the point "trade" in services becomes "investment' in service 1ndus-
tries. Problems also arose with the concept of national treatment, where it was
recognized that "National Treatment in the OECD sense applied to firms and not
actual services,'*’® while "National Treatment' in the sense of GATT article III, is
a means of ensuring the validity of negotiated levels of tariffs applied at the
border and thus could not be transposed to serv1ces As a result, some attempt has
been made to identify new concepts, such as "right of presence s equlvalent treat-
ment" or "reasonable regulations”. Work in OECD continues in this area.

248. At the QOECD Council of 18 May 1984, the Ministers adopted the following state-
ment:

"Recognizing the importance of the issues raised by international
trade in services, Ministers noted that as further analysis proceeds,
the Organization would increasingly focus its efforts on ways to remove
unjustified impediments and improve international co-operation. They
expressed support for the efforts, under the aegis of the Trade Commit-
tee, to relate broad concepts relevant to trade in services to the
problems identified in specific sectors. They also encouraged contin-
ued work to strengthen existing OECD agreements applicable to
services. Ministers requested the Secretary-~General to submit a
report including action propeosals to Council within two years." %2

139 OECD Activities, Paris, OECD, 1983, p.16.

14° It must also be noted that a fundamental contradiction exists between the lat-
ter principle of national treatment (under which foreign-owned firms are to be
treated on the same basis as those owned by nationals) and that of extra-ter-
ritoriality, under which foreign subsidiaries are required to conform to the
laws of the country in which the parent corporation is established.

141 In the London Economic Declaration, the Heads of State or Government of the
seven major industrialized countries agreed, 1nter alia, to-accelerate the
completlon of the 1982 GATT work programme and "to press forward with the work
on trade in services in the international organlzatlon . (A/39/304, annex.
Para. 9(x)).

142 See para. 31 of the Communique (OECD Press Release A (84) 28).
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2. GATT

249. As noted in the introductory chapter, the question of a general role for GATT
in the area of services was introduced in the context of the preparatory work for

the Ministerial Session of the Contracting Parties in 1983. These initiatives sti-

mulated studies of the extent to which the General Agreement applies to services.
#3 The main services which have been touched upon by GATT include:

(a) films: article VI permits screen-time quotas;

(b) insurance: an unsuccessful attempt was made in the late 1950s to
develop a set of rules regading transport insurances. Insurance and
freight 1is also covered by article VII and its interpretative
agreement, to the extent that c.i.f. customs valuation is permitted;

(¢) services incidental to government procurement of goods are covered
by the Agreement on Government Procurement (article 1 (a)) while the
possibility for broadenlng the coverage of the Agreement to include’
service contracts as presently being considered as provided in its

article IX(p);

(d) repairs of aircraft are free of duty under the Agreement on Trade
in Civil Aircraft;

(e) items relating to the provision of services on terms more favour-
able for exports than domestic goods (e.g., taxes and charges, trans-
port and freight charges) are prohibited under the illustrative list of
export subsidies annexed to the Agreement on Subsidies and Counter-
vailing Measures.

A number of essentially service issues, relating primarily to shipping and insur-
ance, were included in the GATT Inventory of Non-Tariff Measures but not negotiated

during the Tokyo Round. .

250. The work undertaken in the -OECD context has also examined how various GATT
principles could be applied to services. In addition to natxonal tz:eatment"“‘5
mentioned above, the OECD Trade Committee has examined "reciprocity" and 'non- dls-
crimination". The Commlttee seemed to favour a framework based on 'conditional"

non-discrimination, that is "conditional MFN", for example, as applled by certain
developed countrlrd in the context of several of the Tokyo Round Codes.

143 As opposed to studies of the extent to which the Agreement could be applied to
services, which are described in the following section. .

144 R. Krommenacker, "Trade-Related Services and GATT", Journal of World Trade
LaW Vol. No. 6, November/December 1979, p.13.

145 "National treatment" in the sense of article III of the GATT refers to the
treatment of imported goods after they have cleared customs. ''National treat-
ment" in the OECD context refers to the OECD decisions relating to interna-
tional investment, which are applicable to firms producing goods and to those
providing services.

148 The International Law Commission has prepared a history of the concepts, ana-
lyzed the important international jurisprudence and the national jurispru-
dence and prepared a draft document of principles regarding the MFN clause.
These will be found in Yearbooks of the Commission for 1969, 1970, 1973 and
1978, respectively. The "conditional" clause of MFN was condemned by inter
alia the League of Nations and
implicitly in the 1979 Decision of the GATT Contracting Parties on the results
of the Multilateral Trade Negotiations (MIN). The implementation of this
Decision is being examined in the Work Programme established in the GATT Min-
1ster1a1 Declaration of 1982, (see discussion in UNCTAD secretariat report

"Multilateral trade negotlatlons" TD/B/913).
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251. In response to the invitation of the Contracting Parties at their November
1982 Ministerial Session, a number of Contracting Parties are engaged in a process
of national examinations of issues in this area. Four of them (Canada, the United
States, the United Kingdom and the Netherlands) have made available their national
studies which have been transmitted to all Contracting Parties. Two informal meet-
ings of delegations have been held to exchange views and clarify information pre-
sented in these studies, as part of the process of information exchange provided
for in the Ministerial Decision. Further consultations will be held in the light
of information submitted by other interested delegations.

D. "National studies”
1. The United States "'national study': a summary

252. The extensive United States' submission, prepared under the "direction" of
United States Special Trade Representative (USTR), contains five sections. Section
One addresses the importance of services in the world economy, emphasizing the
importance of new services (e.g. informatics), as well as the link between trade
in services and trade in goods. Section Two, the only part of the "national" study
addressing itself to domestic issues, examines the role of services in the United
States economy, especially the employment and technology aspects, and describes the
regulatory regimes applying to various domestic service industries and the ration-
ale behind such regulation. It is concluded that with certaln exceptions (notably
air and maritime transport and direct broadcast signals) "the United States market
is generally open to forelgn service providers who are, with few exceptioms,
accorded national treatment'

253. While Section Three is entitled. "Conceptual Issues related to Trade in Ser-
vices", the discussion therein is confined to the issues of (a) competition between
private firms and public service monopolies, (b) distinguishing between trade in
services and investment in services, and (c¢) immigration and labour questions
linked to transactions in serv1ces This ana1y51s of concepts, however, does not
brlng 1nto questlon the "working assumption” (stated in the 1ntroduct10n) that
"trade'" in services is governed by the same economic rules as trade in goods.

254, Section Four describes the existing bilateral and multilateral mechanisms
appllcable or potentially appllcable to services trade. Con51derab1e emphasis is
given to the treaties of "Friendship, Commerce and Navigation" (FCN Treaties) as
well as the new Bilateral Investment Treaties programme which to date has resulted
in agreements with a few developing countries. The examination of multilateral
agreements mentions ICAC, IATA, IMO, OECD, WIPO, ITU, and examines in considerable
detail the p0551b1e appllcatlon of the pr1nc1p1es of the GATT and the Tokyo Round
Codes to "trade" in services. In particular, the principle of "national treatment"

(article III of GATT), and those applicable to state-trading enterprises and subsi-
dies, as well as the Codes on Government Procurement (where the possibility of
application to services is specifically provided for) and on Technical Bariers to
Trade are mentioned. The application of the MFN principle would take account of
the de51rab111ty of allowing countrles to undertake higher levels of obligations
on services vis & vis each other"

255. Sectlon Five considers various approaches for establishing a "services trade
regime", examining the combinations of bilateral/multilateral agreements dealing
with individual/all service sectors. The main conclusions of this section are (a)
that while specialized multilateral organizations w1th expert secretariats are
useful in draw1ng up specific rules and dealing w1th techn1ca1 problems in a mean-
ingful way", they tend to have "too narrow a focus' which can produce results that
fail to take account of broader national and international objectives"; (b) bllat-v
eral sectoral agreements may be inevitable in certain cases but tend to be trade
restrictive” in nature, and thus to the extent possible such agreements should "re-
flect the greatest degree of competition achievable given the structure of the par-
ticular sector", and "be governed by a set of principles under which trade should
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be conducted'; much more preferable are (c) bilateral agreements covering all ser-
vice sectors, no such agreements exist at present but the FCN and Bilateral Invest-
ment Treaties could serve as ''models'. Such bilateral agreements should stipulate
the rights and obligations that could be established in an eventual multilateral
accord and include such principles as non-discrimination, national treatment, and
transparency, and be followed by sector specific arrangements under which the
"right of access' would be guaranteed in certain areas. While recognlzlng that
this approach would involve abandoning MFN treatment in favour of "a preferentlal
system based on reciprocal opportunities', such bilateral agreements "'might never-
theless operate as models for developlng the basic rlahts and understandings appro-
priate for a healthy multilateral services trade regime"

256. The final subsection elaborates on the United States ideas regarding such a
"healthy" multllateral regime, Wthh would involve a "multilateral understanding
covering all sectors" within which "services trade would operate under a common
framework by whlch countries could resolve individual problems pertaining to dif-
ferent sectors”. The United States considers that "structually the GATT is strong-
1y pOSLtloned to manage such a framework" The basic principles of such an
umbrella ‘understanding would include: nat10na1 treatment, that regulation be as
"less trade restrictive’ as possible, "non-discrimination” (defined so as to mean
"conditional” MFN), '"right to sell", "transparency', 'due process'. Dlspute set-
tlement provisions (based on GATT articles XXII and XXIII) would permlt 'appropri-
ate compensation action' once a determination were made that a practice did not
comply with the understanding: the umbrella (i.e., GATT) agreement would act as an
alternative forum to consider issues where the more spec1allzed agreements do not
include provision for dispute settlement.

~257. The appendices to the United States Study contain a brief analysis of the use-

fulness and inadequacies of IMF data on services, and describe the efforts being
taken by the United States to- improve its own data in this respect. They also

~include a series of sectoral papers on individual services sectors, each of which

outllne the United States ideas on how to address the key issues in each sector.
The "possible approaches" include the application of GATT principles and of the

-various GATT/MIN Codes. The appendices contain sections on (a) telecommunications,
‘data processing and information services, (b) engineering and construction and
related consultancy services, (c¢) maritime services, (d) banking and related finan-

cial services, (e) insurance services, (f) professional services, (g) advertising
services, (h) motion pictures, (i) travel and tourism services, (j) franchising
services, (k) lodging services, and (1) aviation services.

2. The United Kingdom 'national study': A summary

258, The United Kingdom's submission ("Trade in services: The UK's national exam-
ination"), prepared under the auspices of the Department of Trade and Industry,
includes four descriptive sections and an annex. Chapter A, the introduction and
summary, highlights the importance of trade in services to the United Kingdom and
discusses the basis for the United Kingdom's natlonal examination. It stresses
that the next step should be the emergence of a "consensus on what problems should
be con51dered further and how their solution could be negotiated," which could
point 'the way to an internationally agreed framework, similar to that which has
been the GATT s purpose to achleve in trade in goods, within which liberalisation
in services can take place.' -

259. Chapter B provides a general overview of United Kingdom service activities.
It discusses services within the United Kingdom domestic economy as well as the
contribution of internationally traded services to the country's economy. In par-
ticular, civil aviation, construction and consultancy, financial and allied ser-
vices (including banking and insurance), sea transport and travel are listed as
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being the most important services in terms of international trade. The chapter
concludes with a brief account of the 19 sectors involved in international service

trade.'*7 . .

260. Chapter C provides an account of the regulatory framework in the United King-
dom and refers to its annex A for an outline of the principal statutes and regu-
lations governing service sectors in the United Kingdom, and the powers of United
Kingdom regulatory bodies in that area. The chapter stresses that the main objec-
tive underlying the country's statutory framework are the protection of the consum-
er, the maintenance of standards, the encouragement of competition, the
facilitation of sound investment, and in certain areas the protection for national
security. It notes that in a number of service sectors these objectives are
authorized to some extent by European Community regulation or by other interna-
tional obligations which are implemented by United Kingdom law. The chapter con-
cludes by emphasizing that many United Kingdom service sectors have a long standing
tradition of self-regulation. ’ .

261. Chapter D discusses '"isfues of concern'- and notes: that +the nature of
restrictions varies with the type of service and the-.nature of the market. The
chapter divides the different focus of restrictions into the following categories:
(a) restrictions on the movement of finance, (b) restrictions on the movement of
labour, (c) restrictions on the flow of information, (d) restrictions on customers,
(e) discrimination in public. procurement and (f) other discrimination in favour of
indigenous enterprises. These restrictions apply in varying degrees both to
cross-frontier trade and to trading within markets. The chapter concludes that
"any international approach to services problems should consider.services as a
whole rather than simply addressing the special problems of individual sectors" and
that "(i)t will be necessary in particular to examine carefully the possible appli-
cation to trade in services of existing international provisions governing trade in
goods and the experience gained in preparing and operating those provisions.'" It
is argued that this overall framework offers the best chance of progress towards
genuine liberalization of trade in services'.
262. Annex A (which accounts for 40 per cent of the submission) provides an outline
description of United Kingdom regulations and practices in 17 service activities.
It also discusses the role of competition legislation, most notably the 1973 Fair
Trading Act, the 1976 Restrictive Trade Practices Act, the 1980 Competition Act and
the European Community's competition policy.

3. The Canadian ""national study”. A summary

-

263. The Canadian national study was, carried out by a special Task Forcg on Trade
in Services, whose terms of reference were "to report by early Summer 1982" (i.e.,
before the GATT Ministerial Session)" on Canada's. interests in regard to prospec-
tive multilateral negotiations on trade in services". ~This study is divided into
an introduction and seven chapters. Chapter B, on "The Services Ecomomy', by way
of definition looks at some characteristics of services. It then discusses the
difference between trade in services (where the service is transferred from the
home country) and '"trade'" by way of investment or establishment in a host country.
The task force identifies the former as the object of its study, but notes that the
latter also emerged as a matter of considerable importance and for that reason was
considered in the Report. The relationship of goods and services is then examined
and four categories of relationships are posited. Major problems in regard to the
data on services trade are identified. The last part of this chapter makes a number
of observations on services in the economy, including such elements as proportion

147 These are accountancy, advertising agencies, banking, building societies,
civil aviation, commodity traders and other merchanters, computing services,
construction services and consultancy services, distribution services, educa-
tional services, film and television, franchising and royalties, insurance,
legal services, medical services, shipping services, stock exchange, telecom-
munications and postal services, and travel and tourism.
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of GNP, employment, productivity and other factors.

264. The subsequent chapter examines 'Canada's Trade in Services'; noting that
Canada's international services account includes a number of items other than
"tradeable" services - notably income from investment. Recognizing the inadequa-
cies of current account figures of the balance of payments The chapter also exam-
ines the components of Canada s trade 1n "tradeable" services, i.e., travel;
freight and shipping; and "other services', as well as service sector trade orien-
tation and brings out the point that whereas trade propensity of goods has
increased significantly in recent decades, that of services has remained constant,
resulting in a decline for services as a proportion of Canadian external trade.
The fourth part of this chapter examines what would happen if the constant deficit
on tradeable services were reduced and, not surprisingly, suggests that there could
be some interesting economic effects.

265. Chapter D outlines Sector Profiles of the major sectors examined by the Task
Force. Consulting and other business services, engineering, construction and
related consulting services, education services, health services, telecommuni-
cations and computer services, oilfield services, financial institutions, trans-
port, cultural services, tourism, other service sectors. .
266. '""Horizontal Issues" are dealt with in chapter E, which notes the imminence of
negotiations on services in the context of the Government procurement Code. The
second part of this chapter looks at the issues of investment and "right of estab-
lishment" which have emerged as major subjects in connection with the issue of
negotlatlng on services internationally, and concludes that Canada should adopt a
"carefull" approach to these issues - whether they emerge in the investment or in
the services contexts. Parts 3, 4 and 5 of this chapter look at assistance to ser-
vice exports, taxation questions and immigration issues. Part 6 is a brief review
of the.Canadian import regime as it touches on services, including the provision in
the import policy white paper for an examination of problem imports. Part 7
describes several studies commissioned by the Task Force to deal with statistical
issues, in particular the classification of services and the availability of data.
Part 8 reports the feeling among certain business groups - and some provinces =

. that more of a concerted effort might usefully be made to improve domestic policy

and programmes on services w1th1n Canada.

E. Observations

267. This chapter has attempted to summarize the proposals being put forward with
respect to "'international trade' in services and to demonstrate the extent of the
interest which has been stimulated in the international official, academic and.
business communities, and the state of play of work being undertaken by national
governments and in various international forums.

268. To date, only a few countries have been included in this debate, the services
issues have almost exclusively been discussed and analysed in a 'trade policy"
framework, using the terminology derived from GATT, other trade agreements and con-
ventional trade theory, and rarely focused on the existing policy framework for
international transactions in specific services. :

269. As has been noted in the two preceding chapters, some studies are available on
the role of services or particular service sectors in growth and development of
national economies, both developing and developed. Furthermore, as noted in chap-
ter III, services have a critical importance in the overall development context.
Trade issues are also important yet they tend to play a rather subsidiary role in
the whole services question, as most services are not traded internatioinally,
although the tradeability of services is increasing, stimulated by technological
advances. Therefore emphasis should be placed on the search for new ways of
improving and strengthening the contribution of services to development. However,
the development aspect does not seem to have been taken into account in the current
debate on international service issues. The problems of developing countries are
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only referred to in the context of the GATT-analogy (i.e., "infant industry", "dif-
ferential and more favourable treatment'). The following important issues seem to
have been virtually ignored: the impact of the various services on the economies of
developing countries, the possibilities these countries might have in increasing
their share of the world market for services, and the obstacles to trade that these

countries may be facing.

270. The same might also be said of the aspects of trade in services relating to
technological developments and the role of transnational corporations. While
in-depth studies on various aspects have been undertaken by academic, research
institutes and international organizations (notably UNESCQ and the United Nationms
Centre on Transnational Corporations), the '"trade'-oriented debate has not yet
seriously integrated these aspects in its search for a possible negotiating frame-
work.

271. The attempts to introduce services conceptually into a trade policy framework
have been unable to delineate trade from foreign investment issues; efforts to
equate trade concepts such as "access to markets', with investment concepts such as
"establishment" have further obscured the debate. Issues involving labour
- mobility, and access to capital and technology, have not been examined. As already
noted, there is a difference in perception as between transnational corporations
which view the world as a single market for services, and governments. To TNCs the
issues of trade and investment ("access” and "establishment") are elements of their
global strategy. To governments trade and investment are two distinct issues.

272. Furthermore, & number of issues pertaining to the global question of interna-
- tional cooperation in the area of service development have not been covered in the
" recent international debate on services. A comprehensive multilateral-cooperation

framework for the development of the service sector will have to include, among
. others, specific goals in the areas of training and research, external financing,
the transfer of adequate technology, technical assistance as well as agreed princi-
- ples on migration. The existing intermational institutional infrastructure and
. resources will also have to be reassessed.

©273. The corresponding function of each of the institutions involved in the imple-
mentation of a multilateral cooperation scheme in the area of services, will have
to be defined. Hence, there is a clear need for a cohereht approach to interna-
tional cooperation in services, in which the "trade" debate can only form one part.
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ANNEX I
DATA ON SERVICES IN THE DOMESTIC AND INTERNATIONAL CONTEXT

1. This annex provides a brief review of the salient data and issues with regard to
services in the domestic and international context. In what follows references
will be made to the appropriate sections of TD/B/941 for a more detailed discussion
of the particular issues involved.! In discussing data on national accounts (for
services in the domestic context) and the balance of payments (for services in the
international context), the following two areas are highlighted: what the account-
ing systems do and do not cover with respect to service transactions, and what the
size of the corresponding service activities are, as well as any relevent trends.

A. Data on national accounts

1. What the system of national accounts reveals about services in. the domestic
context )

2. The System of Natiomal Accounts (SNA) provides a comprehensive and detailed
framework for the systematic and integrated recording of transaction flows in an
economy.? It provides, inter alia, a detailed breakdown of final expenditure on
gross domestic product into nine sectors.® Services are most commonly defined as
all economic activities excluding agriculture, mining, manufactures, construction
and utilities.*

:Statistical limitations

3. Three statistical limitations with regard to the national income accounts were
discussed in TD/B/941.° First, the commonly used national accounting systems® vary
considerably in their definition and classification of service activities. 1In
addition, individual countries often adjust the coverage and classification of
their system to meet their particular needs. For the purposes of international com
parison, however, these differences are a significant impediment. Second, only a
few developing countries have adequate time-series data. This, in turm, limits the
analysis of long-term trends in the domestic production of services. Third; there
is a 1lack of statistical disaggregation at the sectoral level in.the national
accounting systems. For example, 'other services" includes diverse activities such
as education, medical and health activities, religious organizations, welfare
institutions, legal services, business services, motion picture production, dis-
tribution and projection; domestic services; etc. While adequate disaggregation
may be possible at the national level, it is not possible at the international lev-

! Production and trade in services: policies and their underlying factors bear-
ing upon international services transactions’ (TD/B/941 and Corr. 1), to be
issued as a United Nations publication.

2 The VYearbook of National Accounts Statistics, 1981 (United Nations
publication, Sales No. E.83.XVII.3), Vol. I, Part 1, p. ix.

? Agriculture (forestry, fishing and hunting), manufactures, mining, con-
struction, utilities, transport and communications, trade and finance, public
administration and defence, and other branches.

* For a fuller discussion and various possible definitions of services, see
TD/B/941, chap. III, sect. B.

 Ibid., chap. III, sect. A.

 The United Nations System of National Accounts, the Courcier System of
National Accounts, and the Material Product System of National Accounting.
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el. International comparability of data is therefore limited by this lack of ade-
quate disaggregation, as well as by the fact that the definition of services varies

from country to country.

4. In addition to the three statistical limitations cited above, three additional
limitations are noteworthy The SNA does not account for the unrecorded activities
of the so-called "informal" sector. While there is an informal sector of of a cer-
tain size in developed market-economy countries,’ as well as in soc1allst
countries,® it seems to be far more common and important in developlng countries.

It is also generally believed that the share of service activities in the informal
sector is somewhat greater than that in the formal sector of the economy of many
?eveloping countries, especially in those countries with large urban populations.

5. This failure to record the transactions of the informal sector concerns not
only "consumer" services such as laundry, food preparation and clothing repair,
which usually are generated within the household economy and hence technically not
traded in the market. More importantly, it also concerns many other service activ-
ities which, though marketed, escape any form of registration. A wide range of
services, such as machine and equipment repair, minor transport and removal ser-
vices, car washing, minor retail trade, many domestic services, fall within this
category, being carried out in small workshops or other unrrecorded premises.

7 Activities not covered by the national accounts have probably been most fully
studied in the United States: see, inter alia, E.F. Denison, Is U.S. Growth
understated because of the Underground Economy? (Bureau of Economic Analysis,
Washlngton D.C., 1981). France is another well-studied case: see P. Drouin
L'autre economze, Le Monde, 21-22-23 June 1982. In developed market-economy
countries, the debate on the unreported economy has been somewhat sterilized
by sophisticated and inconclusive studies about the problems
of its measurement; see V. Tan21, The Underground Economy in the United
States: Estimates and Implications'”, Banca Nazionale del Lavoro Quarter%y
Review, 135 (1980), E.L. Feige, Mg ot Big is the Irregular Economy?',
Challenge, No. 22 (1979), P. Gutmann, "Statistical I'llusions, Mistaken Poll-
cies”, C%a]]enge, No. 22 (1979), and W W. Pommerrehne and B.S. Frey, "Les
modes d’evaluation de 1’ economze occulte”, Futurzb]es December 1981.

' About the situation of the "economy of the shadow", or "second economy" in
socialist countries, see I.R. Gabor The Second (secundary) Economy, Acta
Qeconomica (1979 - N.3-4).

* The methods for evaluating and integrating in national accounts the "informal
production" of developing countries have been discussed, for instance, by J.
Charmes (Comment mesurer la contribution du Secteur non structure a la pro-
duction nationale des pays du Tiers-Monde"?, The Review of Income and Wealth,
December 1983 and Derek Blades, (The Subterranean Economy and the National
Accounts, OECD, Paris, 1982. The quite special case of India has been studied
by P. and S. Gupta (Estimates of the Unreported Economy in Indla, Economlc and
Political Weekly, 16 january, 1982).

1% The most extensive study of the "urban informal sector" is the ILO WOrld
Employment Programme series of inquiries and analytlcal papers published in
1981. See, for instance, The Urban Informal Sector in Developing Countries:
Employment, Poverty and Environment”, edited by S.V. Sethuraman, Geneva, ILO,
1981. This study shows that the share of the urban labour force in the
informal sector of major cities in developing countries varied from one fifth
in Colombo and Singapore to up to one half or more in Lagos, Calcutta and
Ascension. A certaln number of case studles confirm the hypothesis that. the
relative size of the "informal sectors" increases with the degree of urbaniza-
tion services in an economy. See, for instance, _

Secteur Informel et petite production marchande dans les wvilles du

Tiers-Monde, special issue of Revue Tiers-Monde, vol. XXI, No. 82, April-June
1982. The proximity of industrial areas from large urban areas has also
facilitated ‘the fact that, in periods of slower industrial growth, migrants
from rural areas unable to find jobs in the industrial sector become active in
the informal urban sector. See Demissoes na industria aumentam numero de tra-
balhadores autonomos, O Globo, (Sao Paolo) (6 september 1981).
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Hence, in dealing with only the formal or recorded service sector, the SNA under-
states the true size of the total service sector in developing countries.

6. Fifth, the service inputs in agriculture, mining and especially manufacturing
have been rapidly increasing together with the complexity of products, production
techniques and the complexity of society itself. These developments have been
matched by the increasing number of firms supplying a substantial portion of their
own service inputs. Since in-house production of services is recorded as output of
the goods sector, the share of services is substantially underestimated in the sta-
tistics. However, since these service inputs are critical for production, inabili-
ty to quantify and analyze them is a much more serious shortcoming than the
underestimation of the overall share of services in GDP.

7. Some data on in-house produced services do exist in many countries which under-
take a census of industries. These data are, however, rarely used to revise
national accounts where an enterprise's output and value-added are allocated to the
branch of activity classified according to its major product line.

8. Some rough estimates of in-house production of services may never the less be
obtained from the industrial censuses. For instance, there are usually separate
statistics on the number of shop-floor employees (or employees directly involved in
the production process) and the number of managerial and technical staff in busi-
ness establishments (or at least a distinction is made between "white collar" and
"blue collar" workers). In many countries statistics are available on the educa-
tional background and the wage and salary structure of the labour force - from
which some inferences can be drawn concerning the magnitude and structure of
in-house service production. ~

9. Sixth, important limitations arise from the difficulties in obtaining adequate
and comparable figures for the value-added in many service industries. Unlike the
case of manufactures of a given product where total output can be measured in phys-
ical terms, the output of most services cannot be so measured. This difficulty
- accounts for the arbitrary use which different countries make of different and
alternative modes of recording output in services. In most cases, however, the
" -value-added of a service industry can only be estimated by summing up all the fac~-
tor payments made. Such an evaluation method would imply that the greater the
inefficiency in the use of factors for a given activity, the greater would be its
measured contribution to GDP.

3. The size of, and relevant trends in, the domestic production of services
(a) Production of services

10. The service sector accounts for the largest share of GDP in most countries,
ranging from 41.7 per cent in least developed countries!® to 67 per cent in devel-
oped market-economy countries. Moreover, the variation in the share of the service
sector among different groups of countries is much smaller than for agriculture and
industry. The share of agriculture in 1979 ranged from 4.0 per cent for developed
market-economy countries to 49.0 per cent for the least developed countries while
the share of industry ranged from 9.3 per cent for the least developed countries to
45.7 per cent for oil-exporting developing countries.

11. The variations among country groups are, however, more pronounced when it
comes to considering particular service activities. The sectors-"trade and
finance" and "other services' are most noteworthy in this regard.

1 In the least developed countries, agriculture accounts for the largest share
of GDP (approximately one~half).
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12. '"Trade and finance" is the largest service activity in developed and develop-
ing countries alike. However, while the share of this activity has remained rela-
tively constant throughout the 1970s at 38-39 per cent of total services in
developed market-economy countries, it has grown in developing countries from 38.8
per cent to 42.5 per cent. For non-oil exporting developing countries this share
has risen from 39.4 per cent (1970) to 46.3 per cent (1979). The relatively larger
share in developing countries of a sector seemingly important to the development
process such as trade and finance appears to be paradoxical. However, in many
developing countries, retail and intermediate trade have long been recognized as
being an overstaffed and inefficient service industry. It has traditionally served
as a buffer for higher unemployment among the relatively well-educated labour force
unable to find employment in other sectors of the economy. In addition, the low
capital requirements, the importance of family connections in many small scale
units and the unregulated entry conditions have enhanced the ability of inadequate-
ly educated workers to get better "white-collar" jobs within existing retail trade
organizations, or to set up new shops of their own. *2

13. The share of the miscellaneous category 'other services' has increased in
developed market-economy countries from 22.9 per cent in 1970 to 24.3 per cent in
1979. The share in developing countries as a whole, however, has declined from
22.9 per cent in 1970 to 16.1 per cent in 1979. Similarly, the share in non-oil
exporting developing countries declined from 23.8 per cent to 16.4 per cent during
this period. Hence, the relative importance of domestic production of these activ-
ities has declined in developing countries.

14. The share of public administration in developed and developing countries alike
was approximately 14 per cent in 1979. The share in developed market-economy coun-
tries decreased by only one percentage over the decade, while for developing coun-
tries as a whole it increased by one percentage point. However, in the case of oil
exporting developing countries and the least developed countries, the share was
much higher (19.2 per cent and 20.0 per cent, respectively). None the less, these
shares remained relatively constant throughout the decade. .

15. For "Transport and communications' there are no big differences in shares of
total services among the different country groupings. Developing countries as a
whole appear to have a slightly higher portion of total services generated by this
activity, but all country groupings show a moderate downward trend in the indus-
try's share of total services.

4. Services in the socialist countries of Eastern Europe

16. With regard to the socialist countries of Eastern Europe, it should be borme in
mind that their national accounts cover only part of total services, namely, "mate-
rial" services, i.e., transportation, communications, trading and certain other
services such as water supply, material utilities etc. There may be some small
differences among the individual socialist countries with regard to the concept of
material services, but they do not influence significantly the overall picture.

17. The concept of material or productive services is used to reflect primarily
the role of services which are associated with the production process and the dis-
tribution of goods. Available statistics on material (productive) services do not,
however, include those services provided in-house by industry, construction, agri-

‘culture and forestry. Hence, if the figures for services in the aggregate output

of socialist countries are taken on the basis of their national accounts, not all

12 In fact, it has been found that in five our of seven Latin American countries
for which data are available, the relative output per worker dropped substan-
tially in the "trade and finance" industry between 1950 and 1970. This has
been attributed to the impact of labour excess supply-led growth in industry.
See M. Mamalakis, '"Una Estrategia de Desarrollo Relacionada con 1los
Servicios", El Trimestre Econdmico, June-September 1983.
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"material" services will be covered. If allowance is made for this omission, it is
probable that the official estimates for (material) services would need to be
increased by about 10 per cent.

18. Efforts are underway, at both the national and the international level, to
adjust the national accounts of the socialist countries to make them comparable to
those of the developed market-economy countries (SNA). In some socialist countries
of Eastern Europe - Poland in particular - relevant estimations are available,
though in an irregular manner. (For example, in Poland the last year for which
estimates are available is 1977.) From this work on the Polish national accounts
it appears that if the SNA concept is used, the share of both material and non-ma-
terial services in GNP comes to over 27 per cent (against 22 per cent on the basis
of the MPS). That is still, however, with the exclusion of (in-house) industrial
services. If such services are included, the share would be some 33 - 35 per cent.
However, an important .reservation concerning prices has to be made. For social
policy reasons the prices charged for non-material services are kept low and, in
addition, most of these services are non-marketed services. Because of such dis-
tortions, the contribution to the economy of services in the socialist countries of
Eastern Europe is not best measured on the basis of national income/GNP figures.
Rather, figures for employment, investment and the balance of payments should be

used, 3¥

19. Industry and construction remain the largest sectors of economic activity in
the socialist countries of Eastern Europe, accounting for more than half of NMP.!*
An increase in the share of industry and construction has occurred in all these
countries except Czechoslovakia, where the share fell slightly over the past two
decades. ‘

~ 20. There have also been major changes in the relative importance of the other two

major sectors. While in 1960 agricultural production played a significantly great-
er role in the national economies than services (except for the German Democratic
Republic), the development of services had, by mid 1970s, displaced agriculture to
third in rank. In 1982, material services made up the second largest economic

f‘activity, and ranged from a share of 15.2 per cent in Romania to 24.6 per cent in
“Hungary. Calculations for the intermediate years confirm this trend for services

to increase their shate at the expence of agriculture.

21. . As regards the distribution among the various service sectors, "trade and
technical and material supplies' consistently rank as the largest service activity
in the socialist countries, varying in 1982 from 6.2 per cent of net material prod-
uct for Romania to 17.8 per cent for the USSR, followed by "transport and communi-
cations" ranging from 4.2 per cent of the net material product (NMP) in
Czechoslovakia to 6.8 per cent in Hungary. 'Other material services' is the-small-
est service sector in the socialist countries of Eastern Europe, which varies from
0.4 per cent of NMP in Czechoslovakia to 3.0 per cent in the German Democratic
Republic. , :

22. As noted above, non-material services are not included in NMP but are provided
and financed through the re-distribution of net material product. Increased mate-
rial production is closely interrelated with the consequent increase in the service
sectors, accounting for both material and non-material services. A higher techno-
logical level of the means of production and development of industrial specializa-
tion and co-operation requires a larger network of transport and communication
facilities, better trained and educated personnel, more health and leisure facili-
ties, etc. Therefore the CMEA countries have been allocating larger shares of net
material product to public consumption funds, with consequent growth of the number
of working places in the sectors of educational, scientific, medical .and personal
services.

13 For further statistical information, including the share of material services
in national income, as well as a discussion of production of services in the
socialist countries of Eastern Europe, see TD/B/941 and Corr.1l, op.cit.

14 The data referred to in this section comes from Statistical Yearbook of the
CMEA Member States, Moscow, 1983.
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B. The balance of payments

1. What the balance of payments reveals about services in the international con-
text '

23. Countries members of the International Monetary Fund (IMF) report to the Fund
their international transactions in services in the context of the Fund's overall
balance of payments statistics. The balance of payments is divided into a capital
account and a current account. The capital account contains all transactions of a
purely financial nature,!® while the current account is composed of a merchandise
trade account and an invisibles account. The merchandise account covers exports
and imports of '"goods" (i.e. the tradeable output of the agriculture, mining and
manufacture sector). The invisible account, on the other hand, covers all other

current transactions.

24, As discussed in-chapter IV of the present report, there has been much confusion
over the definition and measurement of services in the context of intermational
trade, compounded to a large extent by inappropriate references to balance-of-
payments data. By definition, the balance-of-payments records all financial flows
between countries, comprising both the financial flows which result from trade as
well as those which result from payments for factors of production (both capital
and labour).!® Confusion has arisen over the synonymous —use of the term
"invisibles™ with '"international trade in services'. The "invisibles" account
includes both the so-called "factor services'".!’ and "non-factor services''!® Only
non-factor services comprise international trade in services as defined by IMF.
Factor payments involve financial flows between residents and non-residents, but

-they do not constitute international trade in services. Many studies have mistak-

enly included the service-related activities of both factor and non-factor items in
the balance of payments as international trade in services. However, factor ser-
vices fundamentally involve foreign ownership of domestic production.

'2. Statistical limitations

'® The capital account comprises all transactions in an economy's foreign finan-
cial assets and liabilities together with some specified changes of other
kinds that may affect its foreign assets and liabilities, and the counterpart
to those changes. See IMF, Balance of Payments Manual, Fourth Edition (Wash-
ington D.C., 1977), p.118.

'¢ In the case of "capital", payments arising from foreign ownership of domestic
affiliates and receipts from domestic ownership of foreign affiliates (i.e.
dividends, interest earninﬁs of unincorporated affiliates and reinvested.
earnings) are recorded as 'direct investment income." Similarly, receipts
received by banks and other domestic residents on loans to non-residents and
from holdings of foreign equity
and debt securities, as well as payments abroad of interest by domestic banks
and other residents and dividends paid to non-residents holding domestic equi-
ty (and debt) securities are recorded under "other investment income.”" In the
case of labour, income earned by persons working in an economy (and for a res-
ident of the economy) other than the one in which they reside, is recorded
under "labour income" or "private transfers." .

'7 Factor services include 'direct investment income" and "other investment

income". Private transfers, or "labour income", are generally reported sepa-
rately. -
1'"Non-factor services include "shipping", "other transportation', 'travel",
. + N 13} . n s
official services’, and "other private services.” The miscellaneous catego-

ry "other services" includes such diverse activities as non-merchandise
insurance, communications, advertising, brokerage, management, subscriptions
to periodicals, processing and repair, merchanting and professional and tech-
nical services.
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25. Five statistical limitations with regard to international trade in services
and the balance of payments were discussed in TD/B/941.'° First, there is a wide
variation in the reliability of data on specific international service activities.
The existence of open-registry fleets, different methods of reporting freight tran-
sactions, and lack of distinction between goods and passenger transport, both by
sea and by air, impede intermational comparability of balance-of-payments statis-
tics. In fact, this problem appears to account for the large discrepancy between
world debits and credits in traded services. Second, there is a lack of statis-
tical disaggregation at the sectoral level. In particular, the item "other goods,
services and income' includes a wide range of important service activities, such as
non-merchandise insurance, communications, advertising, management services, bro-
kerage, professional and technical services. This 51gn1f1cant1y hinders any mean-
ingful detailed discussion of trade in individual service activities.

26. Third, the value of traded services is often incorporated in the date on mer-
chandise exports, since manufacturers often provide services to their foreign cli-
ents in connection with their trade activity (e.g., engineering or training
activities), but include the value of these services in the reported value of their
exports of goods. This tends to understate the size of international trade in ser-
vices. Fourth, while IMF does provide 'direction of trade' data for agriculture
and manufactured goods trade, comparable data do not exist for services. This lim-
its the analysis of trade with particular countries, groups of countries or
regions, as well as that of general macro-economic and trade policy. Last, as in
the case of national accounts data, few developing countries have data covering
long periods of time. This, in turnm, 1nh1b1ts any analysis of longterm trends in
international trade in services.

" 27. In addition to the five statistical limitations mentioned above, two addi-
* tional limitations are particularly noteworthy: First, many services are "unre-
" ported" and understate the true value of total traded services.
Balance-of-payments data rely largely on ''reporting" by governments, customs,
firms, etc., rather than on estimates. In the case of shipping, for instance, the
existence of open-registry fleets explains part of the dlscrepancy observed between
~world credits and debits for this partlcular act1v1ty 2% It is more partlcularly in
" the developing countries that there is a large unreported sector". In tourism
areas, for instance, many services are provided "informally" to visitors by resi-
dents, and are aften a significant unreported source of foreign exchange. Given
the characteristics of this unreported sector, it is reasonable to assume that,
especially in urban areas, it is essnetially service activities that are involved
and which are not reflected in balance-of-payments statistics.

28. Second, the socialist countries of Eastern Europe also profides a clear limi-
tation on the use of IMF balance-of-payments statistics for any world-wide economic
analysis of service transactions. Apart from Hungary and Romania, who are members
of IMF, the socialist countries of Eastern Europe are not included inh IMF statis-
tics. National balance-of-payments statistics in these countries generally do not
include factor payments or private transfers. Moreover, significant price dis-
tortions are induced in these statistics by the existence of specific price
arrangements (or barter) for intra-CMEA trade.?

1? One other limitation of the balance-of-payments data was also mentioned there,
namely 'lack of data on service-related forelgn investment." This limitation
is not relevant to international trade in services, however, but only to
issues involving foreign ownershlp of domestic production. ’

2% See para. 60 and footnote 14 in TD/B/941 for a discussion of other statistical
problems in the area of shipping.

Z! For a more general discussion of the comparability of accounting systems, see
TD/B/941, para. 53.




TD/B/1008/Annex
Page 8

ANNEX II

THE NEED FOR NATIONAL STUDIES ON SERVICES

A. The purpose of national studies on services

29. The ultimate purpose of national studies on services is to provide the neces-
sary information to governments to enable them to formulate effective policies
influencing or governing supply and demand conditions in individual service
sectors, both in the context of the domestic economy and of intermaticnal trans-

actions.

30. Natiomal studies on services should be conceived as ongoing projects for a
number of reasons. First, due to the scarcity and low quality of present data on
services, .conclusions drawn can only be tentative. Hence, the studies should con-
tinually be refined, parallel with improvements in the collection and processing of
statistics. A further reason is that many services, especially those which are
inputs into the production of goods and other services, are changing rapidly in
nature as a result of technological innovation. Finally, national policies in ser-
vices need to take account of the developments and changes in policies of other
countries thus necessitating a continuous monitoring and reassessment of policies
governing services.

31. Given the longer-term perspective, one of the major issues that national stud-
ies should tackle is the identification and solution of problems concerning the
measurement of services.

32. National studies of the service sectors can be expected to highlight the fol-
lowing broad subjects:

‘(a) The "interlinkage' of particular service activities with the rest
of the economy and their importance to national development; its impor-
tance to the development of the country.

(b) The role of certain service activities in the fulfilment of social
goals (e.g., employment, income distribution, dependency, etc.);

(c) The extent to which particular services can only be provided domes-
tically and not through foreign trade; :

(d) The importance of foreign investment in the domestic production of
services.

- Foreign direct investment and the role of transmational corpo-
rations
as suppliers, users and exporters of services;
- Intra-firm transactions in services;

(e) The role of telematics in revolutionizing domestic production and
foreign trade in services;

(£f) Services as a means for technological development: transfer of
technology from abroad, its diffusion within the domestic economy, and
technology exports;

(g) General information on services:

- Services as a source of employment;
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- Services in the context of national income accounts;
- importance of non-tradeable service activities to
development;
- consumer versus producer services;

- 1mportance and 1dent1f1cat10n of major activities under the
category "other services";

- Services in the context of the balance of payments;
- payments and receipts in "traded" or non-factor services;

- 1mportance and 1dent1f1cat10n of major activities under the
category "other services"

- prominence of déficits in particular traded services;

- import substitution;
- integrated regional schemes;

(h) The scope for strengthening services domestlcally, taking into
account interdependence;

(i) Determination of a national position on services in interna-
tional discussions and possible negotiations;

(j) Possible avenues for multilateral co-operation;

_iB. Issues pertaining to the assessment of the role of services in the development

33.

process

The following list identifies issues which should ideally be explored in any

study of the role of services in the national economy, although it is evident that
data do not yet exist to permit many of these points to be addressed adequately.

1.

A Statistical profile of services: construction of a consistent (time series)

data base from available national accounts, balance-of-payments, 1ndustry and
trade statistics, with a view to identifying and analyzing the following:?

(a) Services in gross domestic product (GDP):

Share of services in GDP; breakdown of the services sector, identifying
its main components;

22

In addition to published statistics, maximum use should be made of data
already compiled but not reported at a detalled level; such as small sample
surveys to arrive at "benchmarks" or to make "level adJustments The level
of aggregation and the applicability of the items listed will necessarily be
dictated by data availability.
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- Trend of the share of the services sector in GDP and growth rates of its
components; sectoral variations. .

(b) Services and employment:

-~ Employment and employment trends in the various sectors of the economy, and
in the various service sectors.

(¢) The informal services sector:

- Share of the informal sector in GDP and employment, share of services in
the informal sector, and trends. (Using results of. existing country stud-
ies on the informal sector; mapping developments in the informal sector
through its inputs to the formal sector.)

(d) Pfoductivity of services:

-
.

—  Productivity in the services sector as a whole and in its components,
trends and comparisons with levels and trends in in agriculture, mining and

manufacturing;

(e) Investment in services:

— Gross, fixed capital formation in service industries, trends and compar--
isons with other industries;

(f) Services in the balance of payments:

- Share of services as a whole in the balance of payments current account,
and that of individual service items including those related to interna-
tional labour and capital movements, in particular foreign direct invest-

ment;

- Trends in the balance of services. Identification of main deficits and
surpluses. Growth rate of payments and receipts and variations in the bal-
ance. Relationship between GDP and the balance of services. .

2. A mapping of policies and intermational agreements pertaining to services:

(a) Ownership (public, private, domestic =~ foreign) of the establishments
supplying services; '

(b) General policies affecting the domestic supply of and demand for services;
(c) Specific regulations affecting particular service industries;

(d) General and specific regulations concerning foreign direct investments in
service industries;

(e) Regulations on the import and export of specific tradeable services;
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(f) Bilateral and multilateral agreements which influence trade and investment
in services;

3. Assessment of the contribution of individual service items to growth and devel-
opment:

(a) Consumer versus producer services, and backward and forward linkages per-
taining to service sectors:

- Individual service items in final demand, in gross capital formation, and
as intermediate inputs in the production of goods and other services in key
sectors of the economy. (Using the available input-output tables and case
studies, and reliable data compiled for other purposes; as well as small

sample surveys);

(b) Incremental GDP/output, GDP/employment, capital/output and
capital/employment ratios in major service industries:

— Trends in these ratios;

— Comparisons with other industries.

(c) Consumer vs. producer services in international trade;

(d) Service imports, exports and export potential:

— - Services imported or exported and services with unexploited export poten-
tial (i.e., services in which the country in question may have a compar-

ative advantage);
(e) Products with export potential and their service components (inputs);

(f) Demand and supply conditions, i.e., price, quantity and quality in indi-
vidual service items, market structure (including restrictive business prac-
tices):

— Domestic demand;
- Domestic supply;
— External supply;

—  Export markets;
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(g) Services which constitute bottlenecks in investments and in the production
and export of goods and other services; .

(h) Sectoral and case studies:

— In-depth studies of sectors and firms which produce or use intensively spe-
cific "key" services, making maximum use of the results of existing case

studies;

- Comparisons using results of studies pertaining to other countries;

(i) Transfer of technology and foreign investment:

— Technology transferred through trade and foreign investment in the pro-
duction of services as distinct from the production of goods;

— Technology imports and export potential;

— Costs and bhenefits of capital expenditure on high technology in services.

4. Analyses of targets, goals and policies pertaining to services:

(a) Services to be procured from abroad or supplied domestically for reasons
of externality, protection of infant industry, public interest, national sov-
ereignty and security, etc.;

— Cost-benefit analyses, taking into account the potential competitiveness
of the country in various service industries, foreign supply conditions,
employment and balance-of-payments effects, size of domestic market, mini-
mum optimal scale of production/operation, possibilities of regional co-
operation, capital/skill/technology requirements and their availability;

(b) Review of .the foreign trade and investment regimes in goods in the context
of services;

(c) Optimal forms of supervision or regulation of individual service activities
in the domestic context and in international transactions, in particular with
reference to foreign direct investment;

(d) Monitoring technological changes and policies of other countries which per-
tain or relate to service industries (mainly by following the international
studies in this field) and identifying the possible impact of such changes, and
of transfer of technology, on the international pattern of comparative advan-
tage and on the existing national production structure in the country;

(e) Identification of appropriate national objectives in international dis-
cussions and negotiations with respect to individual service sectors;
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(f) Remedies to improve the quality and coverage of data on services in the
domestic context and in international transactions: ;

— Explicit and detailed treatment of services by institutions respomnsible
for data compilation, e.g., detailed formats for data compilation in indus-~ -

try censuses, etc.;

- More extensive reporting routines and obligations (especially for banks,
financial and clearing institutionms);

- Incentives for reporting;

- Large-scale surveys;

— Independent surveys using different samples and methods to check reliabil-
ity of data. : .




