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ABSTRACT

The service sector isthe most important sector for most developing economies. It isthe
largest contributor to gross domestic product, production and employment. Since it is such an
important sector, devel oping economies need to identify their comparative advantage in services
and potential export markets.

Developing economies have a comparative advantage in labour services. They have an
abundance of low and semi-skilled labour that is a major input into tourism, construction and
transport services. New potential export opportunities are also emerging in communications and
computer services. However, the export of many of these servicesislimited by many restrictions
on the temporary movement of labour imposed by their trading partners through domestic
regulation. Devel oping economies can improve their export revenues by specifically identifying
these restrictions and, where amovement of |abour isrequired, promote the benefitsto potential
export markets of services trade liberalization.

Developing economies are projected to be better off by US$ 130 billion from services
trade liberalization. Consistent with similar modelling exercisesfor tradein goods, whilethereare
some benefits from improving market access to foreign markets, most of the benefits come for
liberalizing one’s own market. As developing economies remove their restrictions, their service
sectors develop, primarily funded by foreign directinvestment, and they become major exporters
of services. The main restrictions on service suppliers that are preventing devel oping economies
from redizing these benefits are limits on foreign direct investment, stringent licensing
requirements and restrictions on expanding operations.
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INTRODUCTION

The economic and trade performance
of an economy is dependent on the efficiency
of its service sector. Not only do economies
derive the bulk of their employment and in-
come from the service sector, but also many
services — financial, telecommunications
and transport — are vital intermediate inputs
for other sectors. The international competi-
tiveness of traditional sectors of developing
economies is heavily dependent on access to
services at world prices. The best guarantee
that services will be supplied at world prices
is to open an economy to the pressures and
opportunities of international competition or
trade and investment liberalization.

Developing economies benefit from
liberalization by gaining market access and
exporting those services in which they have
arelative strength or comparative advantage.
Access to foreign services markets is impor-
tant for developing countries to enable them
to improve their export earnings and the em-
ployment opportunities of their nationals, as
well as increase the efficiency in their own
economies so as to mobilize resources for
development. Global economic integration
and technological developments have in-
creased international trade in services and are
providing many export opportunities for de-
veloping economies.

Developing economies have the po-
tential to reap greater benefits from liberali-
zation than developed economies, primarily
by liberalizing their own service sector. Do-
mestic liberalization permits resources to be
allocated to their most efficient uses. A more
efficient allocation of resources improves the

price, choice and quality of services, and
overall economic capacity, which facilitates
trade in agriculture and manufacturing — a
traditional export earner for developing
economies. Central to building economic
capacity and progressing development is an
efficient financial services sector. Liberal and
appropriately regulated financial services
sectors efficiently mobilize savings for in-
vestment, provide payment mechanisms for
business transactions and improve the stabil-
ity of financial institutions.

Sophisticated general equilibrium
modelling of liberalizing trade in services
provide insights into the projected real-in-
come gains from a more efficient allocation
of resources for development. The results
establish a framework for negotiating priori-
ties when the gains from liberalizing trade
in services are compared with those for agri-
culture and manufacturing. They also provide
valuable information to negotiators and
policy makers on the potential gains from
improved market access as well as on ap-
proaches to liberalization.

The greatest benefits will come from
liberalizing all services markets — domestic
and foreign. Politically, this is extremely dif-
ficult, but a multilateral framework that
achieves market access in foreign markets
can be an impetus for liberalizing one’s own
market. While this paper covers market ac-
cess in foreign markets, results from empiri-
cal research indicate that most of the gains
are from domestic liberalization — what you
do for yourself is more important than what
others do for you.




I. AN OVERVIEW OF INTERNATIONAL TRADE IN SERVICES

In 2000, world exports of services
were US$ 1,435 billion, or approximately 20
per cent of total world exports (WTO,
2001a). As would be expected, the flow of
exports and imports of services is the great-
est for Asia, North America and Western
Europe (see figure 1). These three regions
account for more than 88 per cent of service
exports — the European Union (45 per cent),
North America (22 per cent) and Asia (21
per cent). Asia and the “Rest of the world”
are the largest net importers of services.

The production of services typically
accounts for the largest share of gross do-
mestic product (GDP) and employment in
developed and developing economies. The
service sector is about 40 to 60 per cent of
GDP and employment for developing econo-
mies and 60 to 80 per cent for developed
economies (Hardin and Holmes, 1997).
While the proportion of GDP attributable to
services is generally lower in developing than
in developed economies, the rate of growth
of service sectors in developing economies

Figure 1. World exports and imports of services for selected regions,>-¢ 2000
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*  Comprehensive data on trade in services are only available for the cross-border mode of supply (see box 1).
Data cover commercial services, defined as all services other than government services. Commercial serv-
ices are subdivided into transport, travel and other commercial services.

> North America comprises Canada and the United States. Western Europe comprises Croatia, the European
Union member States, Iceland, Malta, Norway, Slovenia, Switzerland, Turkey and the former Yugoslavia.
The rest of Europe comprises Central and Eastern Europe, the Baltic States and the Commonwealth of
Independent States. The rest of the world comprises Africa, Latin America and the Middle East.

¢ Data for some economies are not available.




The major distinction between interna-
tional trade in goods and international trade in
services lies in the movement of the factors of
production — mainly, labour and capital. For
trade in goods, the factors of production are
typically fixed in a specific location and the
product is transported to the foreign market.
For example, a motor vehicle manufacturing
plant is usually located in the domestic market
and motor vehicles are transported to the for-
eign market.

For trade in services, the factors of pro-
duction move such that services can be sup-
plied in four ways. The World Trade Organi-
zation’s General Agreement on Trade in Serv-
ices (GATS) describes the four ways or modes
of supply for trade in services — cross-border,
consumption abroad, commercial presence and
the movement of people.

Mode 1: Cross-border

In the same way as goods are traded, services
can be traded across borders. There is thus a
clear geographical separation between the
buyer and the seller. For example, a United
States stockbroking firm may buy or sell shares
for a Japanese resident over the Internet. The
United States is exporting financial services
across the border to Japan and Japan is import-
ing financial services from the United States.

Box 1. How are services traded?

Mode 2: Consumption abroad

Services can be traded by the consumer mov-
ing or travelling to the foreign market. For ex-
ample, a United States fee-paying student may
travel to Japan to study at a Japanese univer-
sity. Japan is exporting its education services
to the United States and the United States is
importing education services from Japan.

Mode 3: Commercial presence

Services can be traded by the capital of the
exporter moving to the foreign market. For ex-
ample, a United States telecommunications
company may establish a company in Japan.
The sale of telecommunications services in
Japan is an export from the United States to
Japan and Japan is importing telecommunica-
tions services from the United States. Most
services are traded in this way.

Mode 4: Presence of natural persons (or move-
ment of people)

Services can be traded by the producer or serv-
ice supplier moving to the foreign market. For
example, an accountant who is a United States
citizen may temporarily work for a Japanese
company in Japan. The United States account-
ant is exporting professional services to Japan
and Japan is importing professional services
from the United States.

is faster than that in developed economies
(OECD, 1999).

The importance of services to an
economy is even greater than that reflected
in direct sectoral shares of GDP and employ-
ment because services are important inputs
for all aspects of processing and production.
The growth of an economy’s service sector
is strongly associated with product speciali-
zation, income growth and economic mod-
ernization. Services provide much of the nec-
essary infrastructure for investment and eco-
nomic growth, ensuring that their efficient
delivery is an important means of improving
an economy’s overall productivity.

Global economic integration and tech-
nological developments have led to a con-
tinual expansion of a range of traded serv-
ices which are defined as including both
transactions between residents and non-resi-
dents, and transactions across geographical
borders. International transactions, which in
earlier times would have been impossible or
prohibitively expensive, have now become
commonplace because of the ease with which
people can move and communicate across
international borders. For example, the fall
in the cost of international air services in re-
cent decades has made many tourist services
tradable. These services were previously
available only to domestic consumers. Box
1 outlines how services are traded.




II. MARKET ACCESS FOR DEVELOPING ECONOMIES

Market access in services is inherently
more complex than market access for trade
in goods. For trade in goods, market access
is about reducing mainly border measures
such as tariffs that are imposed on goods as
they enter a market. For trade in services,
market access is about reducing government
policy interventions which are less visible
and may be applied after a service supplier
has entered the market. These measures take
the form of government regulations that are
usually aimed at domestic policy objectives
rather than trade policy objectives. There is
usually little consideration of the effects of
such measures on trade and market access
for foreign service suppliers.

Exploiting market access in services,
as for trade in goods, requires identification
of the relative strength or comparative ad-
vantage and specialization in the production
and export of those services. Developing
economies can assess comparative advantage
independently of others, but maximizing their
export revenues requires identification of
restrictions in foreign markets and skillful
negotiation of their reduction or removal.

A. Developing economies and compara-
tive advantage

The modern economy fundamentally
depends on specialization and trade between
economies. The principle of comparative
advantage is the fundamental analytical ex-
planation of the “gains from trade”. The
theory states that an economy should special-
ize in the production and export of services
in which it has a relative advantage and im-
port services in which it has a relative disad-

vantage. International trade on this basis will
mean that services will be produced by the
relatively least cost world producer and the
quantity of services consumed will be opti-
mal.

The determinants of an economy’s
comparative advantage are the endowments
of the factors of production and technology.
Factor endowment is the amount of resources
— land, labour or capital — held by an
economy that can be used for production.
Technology entails the productive use of re-
sources. An economy may have abundant
factor endowments of unskilled labour and a
comparative advantage in labour-intensive
services — construction and tourism serv-
ices. On the other hand, an economy may
have a small quantity of highly skilled labour
such that it has a comparative advantage in
legal services.

Developing economies clearly have a
comparative advantage in labour services or
services where labour is a major input, such
as tourism. Some developing economies also
have a comparative advantage in construc-
tion and transport services, although this is
more variable between economies. New ex-
port opportunities are also emerging for de-
veloping economies in communications and
computer services.

B. Market access and the movement of
natural persons

Developing economies’ comparative
advantage and the export potential of their
services predominantly lie in the movement
of low- and semi-skilled labour services or




the movement of people. Statistics on the
movement of people, although imperfect,
suggest that developing economies are net
exporters and developed economies are net
importers of labour services (WTO, 2001b).

Trade conditions for the movement of
people tend to be more restrictive than for
any other mode of supply (Drabek and Laird,
2001). Many developed economies are capi-
tal-intensive and permit the entry of highly
skilled labour, but not the entry of low-skilled
workers from labour-abundant developing
economies. Developed economies permit the
entry of highly skilled personnel and profes-
sionals for a limited duration but not the en-
try of unskilled and low-skilled workers such
as construction workers (Stewart, 1993).

The restrictiveness of this mode of
supply is also reflected in GATS commit-
ments. Market access conditions tend to be
significantly more restrictive for the move-
ment of natural persons mode of supply than
for any other mode (WTO, 2001b). Most of
the commitments apply to all service sectors;
and, rather than aiming to expand market
access, commitments are usually less than the
status quo. Commitments also specify the
type of person that can enter a market — ex-
ecutive, manager or specialist — and the pur-
pose of the entry — business networking, ne-
gotiating sales or establishing a commercial
presence.

There are many constraints on the
temporary migration of labour that are im-
posed through domestic regulations, and are
mainly administrative in nature. There are
four main types of restrictions on the move-
ment of natural persons:

* Immigration regulation on the entry.
These restrictions include eligibility con-
ditions for the granting of work permits,
cumbersome application procedures, and
limitations on the length of stay and
transferability of employment.

* Regulation on the recognition of quali-
fications, work experience and training.
Recognition requirements prevent mar-
ket access for foreign service suppliers
or limit the scope of work that can be
performed. There is also some discretion
in granting recognition for certification
or licensing of foreign persons.

» Differential treatment of domestic and
foreign service personnel. There are usu-
ally stringent qualification and eligibil-
ity conditions — citizenship or residency
requirements — imposed on foreign serv-
ice suppliers.

»  Entry conditional on commercial pres-
ence. The entry of foreign personnel is
usually conditional on some form of es-
tablishment. Developing economies usu-
ally have limited resources to enter
through commercial presence and are
thus, unable to provide labour services.

Improved market access for develop-
ing economies will increase export earnings
and improve employment opportunities for
their nationals. The temporary nature of trade
in the movement of people also improves
domestic human capital. People returning
from a foreign services market have acquired
anew range of skills and knowledge that can
be used to build capacity in the domestic
economy.

In gaining market access, primarily
from developed economies, developing
economies need to promote the benefits and
address the concerns of such trade for devel-
oping economies. Developed economies can
acquire similar skills and knowledge from
less expensive foreign personnel, which can
alleviate pressures on inflation through de-
mands from nationals for higher wages.
Wages are around 80 per cent of the cost of
production and lower labour costs provide
developed economy firms with larger profit
margins, which in a competitive market could
be reinvested in research and development
to produce more innovative products.




Economies often have many, mainly
political, concerns about the liberalization of
their labour services markets. It is difficult
for Governments to embrace the benefits of
importing less expensive labour in the face
of vocal domestic lobby groups describing
such a policy as a “threat” to domestic jobs.
The fears of a few from the importing Gov-
ernment need to be weighed against the sub-
stantial benefits for the overall economy.
Governments and lobby groups may need to
be educated about the benefits. As in the case
of any liberalization, short-term adjustment
costs will also occur as resources in a previ-
ously protected labour market are reallocated,
but in the long term substantial benefits will
accrue to the economies importing (and ex-
porting) labour services.

Governments and lobby groups also
raise concerns about employment and per-
manent migration. Measures affecting natu-
ral persons seeking access to the employment
market or measures regarding citizenship,
residence or employment on a permanent
basis are not covered under the GATS. The
latter aims to promote liberalization of la-
bour services but at the same time gives WTO
Members the freedom to regulate the entry
and temporary stay of natural persons, which
includes the implementation of measures
necessary to protect the integrity and ensure
the orderly movement of natural persons
across their borders.

Restrictions on the movement of peo-
ple in some economies may prohibit the en-
try of foreign persons. However, market ac-
cess can still be achieved by switching to the
next best alternative, and usually less effi-
cient, mode of supply. In recent years, India
has developed a growing software services
industry that delivers services over the
Internet or via the cross-border mode of sup-
ply. The industry competes internationally
even though developed economies continue
to impose restrictions on the movement of
Indian nationals (Chadha, 2001). Developed
economies may also be more amenable with

labour being embodied in a service supplied
to the domestic market rather than labour
entering directly and supplying a service
within the domestic market.

The GATS also provides provisions
aimed at enhancing market access for devel-
oping economies (see box 2).

C. Market access and tourism services

Tourism generates the largest export
revenues for developing economies. It is one
of the largest and fastest-growing service
sectors, accounting for over 35 per cent of
world services exports (WTO, 2001b). It is
highly labour-intensive and is an important
employer in developing economies.

Natural attractions and inexpensive
destinations are the determinants of compara-
tive advantage in tourism for developing
economies. Foreigners are drawn to devel-
oping economies by their differences in terms
of natural attractions and culture. Most of the
largest exporters of tourist services are small
island nations. Foreigners from developed
economies also find visiting a developing
economy relatively inexpensive and a “value
for money” holiday.

Market access for tourist services is
primarily the responsibility of a developing
economy. Tourists travel to the foreign (or
export) market to consume such services.
Market access for tourist services is about
permitting foreign persons’ access to the
country. Measures imposed by developing
economies that limit their ability to maximize
their export revenues from tourism are re-
strictions on the issuing and length of visas
and currency movements for individual tour-
1sts.

Maximizing export revenues from
tourism is very dependent on the necessary
and efficient infrastructure being in place.
Tourists rely on efficiently operating trans-




The General Agreement on Trade in
Services (GATS) is the first multilateral legally
enforceable agreement on international trade
in services. Its objective is progressive liber-
alization of international trade in services
through successive rounds of negotiations.
Generally, the GATS covers all services (ex-
cept those provided by a governmental author-
ity), services delivered through the four modes
of supply (see box 1) and all measures affect-
ing trade in services. The important principles
in the GATS, as in other WTO agreements, are
most-favoured-nation, transparency, market ac-
cess and national treatment.

Developing economies can use the
GATS to help them gain market access. Under
Article IV, the GATS aims to increase the par-
ticipation of developing economies in the
world trading system. Developing economies
can request developed economies to provide
them with opportunities for their service ex-
ports. Article IV requires WTO Members to

Box 2. Developing economies, market access and the GATS

mies in the world trade by:

increase the participation of developing econo-

*  Strengthening the domestic services capac-
ity of developing economies and its effi-
ciency and competitiveness through access
to technology on a commercial basis;

* Improving their access to distribution
channels and information networks; and

» Liberalizing market access in services that
are of export interest to developing econo-
mies.

WTO Members were also requested to
establish contact points for service suppliers
from developing economies in order to facili-
tate access to information about supplying
services in developed economies. Special pri-
ority is to be given to market access and infor-
mation requests from least developed econo-
mies.

port, telecommunications and financial serv-
ices. The domestic economy requires reliable
transport services for tours and sightseeing,
telecommunications services for organizing
tours and financial services for currency ex-
change. Many developing economies need to
develop these essential input services for the
benefit of tourism and other sectors.

D. Market access and new export oppor-
tunities

Developing economies also have an
opportunity to expand their service export
bases. These include semi-skilled knowl-
edge-based services in a range of communi-
cation and computer services. Advances in
information technology and electronic com-
merce have created these opportunities. For
example, India has in recent years developed
a high-quality and low-cost software devel-
opment industry (Chadha, 2001).

Potential comparative advantage for
developing economies lies in a number of
business services. These include a wide range
of:

* Computer services, including software
programming, database management,
online support services, and Internet site
design and management;

* Professional services, including low-cost
architecture, consulting engineering, le-
gal research and market research serv-
ices;

* Technical assistance for other develop-
ing economies, including low-tech and
medium-tech production processes, in-
dustrial engineering, industrial design,
and research and development; and

*  Cultural or linguistic services, including
multilingual offshore call centre services
(UNCTAD, 1998, 2001).




Developing economies have a poten-
tial comparative advantage in these services
— as in many other services — because of
their low-cost labour services, and thus mar-
ket access is dependent on the movement of
people. These new opportunities are also sub-
stantial generators of new employment.
There are worldwide labour shortages in
some of these services, in particular software

development. Restrictions on work permits
and visas limit the ability of the shortages to
be addressed via the importation of labour
from developing economies (WTO, 1998).
As mentioned above, developing economies
can take advantage, to a lesser extent, of some
of these opportunities by supplying these
services via a mode of supply other than the
movement of people.




III. WHAT’S AT STAKE FOR DEVELOPING ECONOMIES?

Measuring the economy-wide impact
of trade liberalization requires a global gen-
eral equilibrium framework, which captures
intersectoral effects for an economy and links
between economies. This enables an assess-
ment to be made of the impact of sector-spe-
cific policies on an economy as a whole.

Numerous general equilibrium stud-
ies analyse the economic impacts of policies
affecting trade in goods, but relatively little
work has been completed on assessing the
potential gains from alternative liberalization
scenarios in services. The past difficulties
arise from inadequate information about in-
ternational service transactions and a lack of
comprehensive measures of restrictions on
trade in services. Modelling of services trade
also requires the development of a different
modelling structure from that used for goods
trade in order to incorporate the various
modes through which services are supplied,
that is, to account for the movement of fac-
tors of production (OECD, 2000a, 2000b).

A significant amount of methodologi-
cal thinking is still required on modelling
services trade liberalization, but a number of
studies have analyzed the effects (Benjamin
and Diao, 1998, 2000; Brown et al., 1996;
Chadha, 2001; Chadha et al., 2000; Dee and
Hanslow, 2000; DFAT, 1999; Hertel et al.,
1999; and Robinson et al., 1999). The results
are similar in a number of respects:

* There are always substantial global real-
income gains from services liberaliza-
tion. In many studies, the gains in terms
of real income are similar to or greater
than those derived from liberalization of
trade in agriculture and manufacturing
combined.

* Developing economies gain more than
developed economies. Economies with
greater restrictions or, mainly, develop-
ing economies reap the greatest benefits
from liberalization.

* Liberalization of trade in services has
powerful impacts on agriculture and
manufacturing through intersectoral link-
ages in an economy. Services are essen-
tial inputs to other sectors, and substan-
tial productivity gains accrue to other
sectors when liberalization improves the
efficiency of the service sector.

Dee and Hanslow (2000) use one of
the most sophisticated general equilibrium
models to analyse the effects of liberalizing
trade in services. The model simulates the
benefits of liberalizing restrictions on all
services and indirectly incorporates the ben-
efits from liberalizing restrictions on the
movement of natural persons. It also has the
capability to simulate the effect of removing
certain types of restrictions. It can examine
the impact of full and partial multilateral lib-
eralization of services trade. Itis a 19-region
(covering Asia, North and South America and
the European Union) by 3-sector (agriculture,
manufacturing and services) computable gen-
eral equilibrium model of the world economy
known as the FTAP model. It was developed
from the Global Trade Analysis Project
(GTAP) model (Hertel, 1997), with the ad-
dition of the structure necessary to support
the analysis of services liberalization.

One of the distinguishing features of
FTAP is the inclusion of foreign direct in-
vestment (FDI). The treatment of FDI allows
for examination of the comprehensive re-
moval of restrictions on all modes of service




supply, including restrictions on services
delivered via FDI. Hanslow et al. (1999) fully
documents the structure of the FTAP model.

Dee and Hanslow used FTAP to find
that the world as a whole is projected to be
better off by more than US$ 260 billion an-
nually as a result of eliminating all post-Uru-
guay Round trade restrictions. About US$
133 billion would come from liberalizing
services trade, US$ 51 billion from agricul-

tural liberalization, and US$ 83 billion from
liberalization of manufactures (see table 1).
These are the projected gains in real income
about 10 years after liberalization has oc-
curred and the associated resource adjust-
ments have taken place.

Developing economies are projected
to be better off by US$ 130 billion. The serv-
ices sectors in most developing economies
are projected to expand. As their relatively

Table 1. Effects of liberalizing trade in services*®
(Percentage and US$ millions)

Change in real income

Percentage change

Absolute change in US dollars

Primary and Tertiary Total Primary and Tertiary Total
secondary secondary

Developing economies

Chile 0.7 0.4 1.1 45 330 375
China 3.4 14.6 18.0 14 088 90 869 104 957
Indonesia 0.7 5.1 59 1451 2 470 3921
Malaysia 3.7 0.7 4.5 3532 1015 4547
Mexico 0.3 0.1 0.4 -83 357 274
Philippines 5.1 0.4 5.5 1 601 1236 2 837
Republic of Korea 1.5 0.1 1.6 8784 1 886 10 670
Taiwan Province of China 2.7 0.2 3.0 11 659 -142 11 517
Thailand 2.6 0.2 2.8 4 063 1 698 5762
Rest of the Cairns Group 1.2 0.1 1.3 12 766 6970 19 736
Rest of the world 1.1 0.8 1.9 11 324 23 039 34 363
Total 69 230 129 728 198 959
Developed economies

Australia 0.2 0.0 0.2 1 994 2 098 4092
Canada 0.1 -0.1 0.0 -539 -499 -1 038
European Union 0.1 0.0 0.1 6 394 -6 169 225
Hong Kong (China) -0.2 1.0 0.9 916 5896 6812
Japan 0.3 0.0 0.3 20 964 4130 25 094
New Zealand 1.2 -0.1 1.1 4400 257 4 657
Singapore -0.3 -1.3 -1.5 7421 -247 7174
United States 0.2 -0.1 0.1 22 734 -1 809 20 925
Total 64 284 3 657 67 941
World 133 514 133 385 266 900

Source: Dee and Hanslow (2000).

*  Figures may not add up to total because of rounding.
b

resource adjustments have taken place.

These are the projected gains in real income about 10 years after liberalization has occurred and the associated

10



high restrictions on entry are removed, their
services sectors develop, primarily funded by
FDI, and they become major exporters of
services. China is expected to benefit by US$
91 billion from the removal of particularly
stringent restrictions.

While developing economies will re-
ceive a greater share of the expanding global
services market, services sectors in econo-
mies with moderate restrictions will expand
but their share of the global services mar-
kets in the long run will be smaller. Australia,
New Zealand, Canada and the United States,
as well as the European Union, are expected
to gain but relatively less than developing
economies. In part, this is because of in-
creased competition via cross-border trade
from the newly expanded Asian service sec-
tors.

For some economies — the European
Union, the United States, Canada, Singapore
and the Taiwan Province of China — the
contribution of multilateral services trade lib-
eralization is expected to be negative (Dee
and Hanslow, 2000). There are a number of
reasons that contribute to this result, but one
of the more interesting insights is the effects
of liberalization on foreign direct investment
(Productivity Commission and the Austral-
ian National University, 2000). FDI can lead

to an expansion or contraction in the capital
stock located within a region, leading to a
positive or negative contribution to income
generated within a region from this change
in national endowments. For many countries,
after the restrictions on FDI in foreign econo-
mies are removed, the owners of the foreign
capital receive a lower return.

Dee and Hanslow also projected the
benefits of partially liberalizing services
trade. The results show that the greatest glo-
bal benefits will come from liberalizing non-
discriminatory or, mainly, market access re-
strictions rather than discriminatory or,
mainly, national treatment restrictions (see
table 2). Removing all restrictions on estab-
lishment would be better than removing all
restrictions on ongoing operations.

The results show, however, that it is
difficult to find an outcome where at least
some economies gain and none lose from
partial liberalization, when it involves re-
moving only one class of restriction (non-
discriminatory, discriminatory, national
treatment, establishment or ongoing opera-
tions).

This suggests that the best strategy for
liberalization may be to negotiate gradual
reductions in all types of restrictions simul-

Table 2. Effects of partial liberalization on world real income*
(USS billion)

Removal of non- Removal of Both®
discriminatory discriminatory
restrictions restrictions
Removal of restrictions on establishment 56.8 3.7 64.2
Removal of restrictions on ongoing operations 25.6 12.9 393
Both? 98.8 19.3 133.4

Source: Dee and Hanslow (2000).

*  Figures may not add up to total because of rounding. These are the projected gains in real income about 10 years

after liberalization has occurred and the associated resource adjustments have taken place.

> Because of interaction effects between types of partial liberalization, the figures for “Both” are not additive.
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taneously. Non-discriminatory restrictions on
all service suppliers should be reduced or
eliminated before the removal of discrimi-
natory restrictions on foreign service suppli-
ers. Dee et al. (2000) argue that reducing non-
discriminatory restrictions on all service sup-
pliers is a better approach than only reduc-
ing discriminatory restrictions on foreign
service suppliers. Reducing discriminatory
restrictions on foreigners alone can have a
negative impact on the level of services sup-
plied by domestic firms. This will result in
lower prices and higher total sales, but do-
mestic service suppliers will end up with a
smaller share of the service sector. However,
if restrictions that affect foreign and domes-
tic service suppliers equally are reduced, all
service suppliers will have the same oppor-

tunities to increase the amount of services
they supply in an expanding market.

Verikios and Zhang (2001) also used
the FTAP model to analyse the sectoral im-
pacts of removing all restrictions on trade in
financial and communications services. They
found that the total gain in world income
from liberalizing both sectors is US$ 48 bil-
lion. About US$ 24 billion of this would
come from liberalizing communications serv-
ices, with most of the gains coming from re-
moving non-discriminatory restrictions. US$
24 billion is likely to accrue to financial serv-
ices, with almost all the gains coming from
removing discriminatory restrictions. How-
ever, the gains from most regions are the
highest when all restrictions are removed.
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IV. WHAT ARE THE RESTRICTIONS AND THEIR EFFECTS?

The modelling results show greater
benefits from liberalization for developing
economies than for developed economies.
Most of these gains arise from liberalizing
the domestic service sector, not from seek-
ing better market access to foreign services
markets. This raises the question of the na-
ture and extent of restrictions on trade in
services that are preventing developing
economies from achieving these gains.

Identifying and measuring restrictions
shows the extent of restrictiveness of differ-
ent economies and which economies, poten-
tially, have the most to gain. Converting
qualitative information on restrictions to a
quantitative index measure of trade restric-
tiveness, based on coverage and some initial
judgements about the relative stringency of
the different sorts of restrictions, provides for
ease of comparison for economies. These
results can then be used to estimate the ef-
fect of restrictions on the prices and costs of
services.

Measuring the effects of restrictions
on trade in services has, until recently, been
considered too difficult. This has mainly been
because of the difficulty in identifying restric-
tions on services. Restrictions on trade in
goods usually take the form of a tariff, while
restrictions on trade in services usually take
the form of government regulation and a cer-
tain level of regulation is usually justified for
meeting regulatory objectives. These diffi-
culties have, to a certain extent, been over-
come with advances in economic thinking
and the collection of information on restric-
tions. In recent years, researchers have de-
veloped a methodology that generally in-
volves:

* Measuring how restrictive a service sec-
tor is in an economy by using a trade re-
strictiveness index; and

» Estimating the effect of restrictions, as
measured by the trade restrictiveness in-
dex, on the economic performance —
price, cost and/or price-cost margins —
of service suppliers (McGuire, 2000).

These estimates of the effects on re-
strictions can be used to project the economy-
wide and global benefits of removing restric-
tions on services using a computable general
equilibrium model. Dee and Hanslow (2000)
used some of these measures to model the
benefits of liberalizing trade in services.

A. Measuring restrictions on trade in
services

Restrictions on trade in services can
be measured using a trade restrictiveness in-
dex. This index is a sophisticated frequency
measure that estimates the restrictiveness of
an economy’s trading regime for services on
the basis of the number and severity of re-
strictions.

Information on restrictions is first
gathered and then classified. The informa-
tion on restrictions is drawn from a number
of sources, including material produced by
Asia-Pacific Economic Cooperation (APEC),
the OECD, the WTO and the United States
Trade Representative. A comprehensive da-
tabase of restrictions can be compiled from
these sources, but it is possible that some
service sector regulation and developments
are not captured. That said, the information

13



compiled on restrictions is significantly more
comprehensive than that provided in the
GATS schedules of WTO Members. The
process also highlights the types of restric-
tions that are imposed on services which is
very helpful for negotiators.

Restrictions can be classified in two
ways. The first is by whether a restriction
applies to:

» Establishment — the ability of service
suppliers to establish physical outlets in
an economy and supply services through
those outlets; or

* Ongoing operations — the operations of
a service supplier after it has entered the
market.

Restrictions on establishment often
include licensing requirements for service
suppliers or firms, restrictions on direct in-
vestment in existing firms and restrictions on
the permanent movement of people. Restric-
tions on ongoing operations often include
restrictions on firms conducting their core
business, the pricing of services and the tem-
porary movement of people.

The second way a restriction can be
classified is by whether it is:

* Non-discriminatory — restricting do-
mestic and foreign service suppliers
equally; or

* Discriminatory — restricting only for-
eign service suppliers.

This two-by-two classification is simi-
lar to that used in the GATS schedules of
commitments (WTO, 1994). Restrictions on
establishment (or commercial presence) in-
clude those affecting services delivered via
FDI. Restrictions on ongoing operations can
affect services delivered by cross-border sup-
ply, consumption abroad or the presence of
natural persons (other modes of supply rec-
ognized under the GATS). Non-discrimina-
tory restrictions are similar to the GATS limi-
tations on market access and discriminatory
restrictions are similar to limitations on na-
tional treatment. Table 3 provides an exam-
ple of how trade restrictions on banking serv-
ices are classified.

The trade restrictiveness index score
is calculated for each economy using a meth-
odology of weights and scores (McGuire et
al., 2000). Scores are assigned for each re-
striction on the basis of a judgement about
how stringent it is. The more stringent the
restriction, the higher the score. For exam-
ple, an economy that restricts the number of

Table 3. An example of classifying trade restrictions on banking services

Establishment Ongoing operations
(commercial presence (cross-border, consumption abroad and
mode of supply) movement of natural persons modes of supply)
Non- The number of banking licences is Banks are restricted regarding the manner in
discriminatory restricted. which they can raise funds.

Discriminatory The number of foreign bank

licenses is restricted.

Foreign banks are restricted regarding the
manner in which they can raise funds.

Source: McGuire (2000).
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banking licences is assigned a higher score
than an economy that issues new banking li-
cences with only prudential requirements.

The restriction categories are then
weighted together according to a judgement
about their relative economic cost subject to
reasonably available information. For exam-
ple, restrictions on banking licences are
weighted more heavily than restrictions on
the temporary movement of people. The
weights are generally chosen so that the to-
tal restrictiveness index score ranges from 0
to 1.

In calculating an overall economy
score, it is not determined which restrictions
might be justified for enhancing the effi-
ciency of a service sector and which might
not. In general, trade restrictions, by reduc-
ing competition in a services market, will
reduce the efficiency of that market. How-
ever, sometimes regulation which limits com-
petition is necessary to deal with “market
failure” and to meet particular social objec-
tives. No assessment is made of the merits
or otherwise of the restrictions covered by

the trade restrictiveness index. It is extremely
difficult to make an assessment about the
merits of regulation for economies with dif-
ferent regulatory objectives and structures.
Furthermore, multilateral trading agree-
ments, such as the GATS, aim to reduce re-
strictions while recognizing the freedom of
trading agreement members to regulate to
meet national policy objectives. Govern-
ments generally set their own regulation ob-
jectives — efficiency, transparency, stability
and adequate disclosure.

An index score is calculated sepa-
rately for domestic and foreign service sup-
pliers. A foreign index is calculated in order
to measure all restrictions that hinder foreign
firms from entering and operating in an
economy. It covers both discriminatory and
non-discriminatory restrictions. A domestic
index represents restrictions that are applied
to domestic firms and it covers non-discrimi-
natory restrictions. The difference between
the foreign and domestic index scores is a
measure of discrimination against foreigners.
Figure 2 provides an illustration of the re-
sults from the trade restrictiveness index.

Figure 2. An illustration of the results from the trade restrictiveness index
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Foreign index A measure of restrictions
0.40 1 | A measure of non- K— that apply only to foreign
discriminatory and service suppliers.
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0.20 | on foreig.n se.rvice §uppliers. Domestic index
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Source: McGuire (2000).
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Figure 3. Banking services?
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Source: McGuire and Schuele (2000).

* Based on available information on restrictions in place as at 31 December 1997.

1. Trade restrictiveness index results for
developing economies

The results from the trade restrictive-
ness indices show that developing economies
tend to have higher trade restrictiveness in-
dex scores than developed economies. Many
of the economies experiencing financial dif-
ficulties in recent years, mainly Asian and
South American economies, have medium to
high restrictiveness index scores. These
economies were also found to be the most
discriminatory against foreign service sup-
pliers.

Figures 3 to 7 show the results for se-
lected service sectors from the trade restric-
tiveness indices for low- and middle-income
economies (LMIEs) (or developing econo-
mies) and the average for high-income
economies (HIEs) (or developed economies).
The World Bank (2001) provides the group-
ings for LMIEs and HIEs.

The Productivity Commission (2001a)
provides data for each service sector with

greater economy coverage and data disaggre-
gation for the trade restrictiveness indices.
Insufficient information is available for cal-
culating trade restrictiveness indices for a
number of developing economies.

The commentary on each service sec-
tor for each economy provides an overview
of the type of restrictions imposed. More
specific details are available from the rel-
evant identified papers.

Brazil, India, Indonesia, Malaysia and
the Philippines are the most restricted mar-
kets for banking services in this grouping (see
figure 3). These economies are all character-
ized by very tight entry controls and restric-
tions on business operations. Generally, they
limit new foreign bank entry, strictly limit
foreign equity participation and prohibit
banks from expanding their existing opera-
tions.

Chile, the Republic of Korea, Thai-
land, Turkey and Uruguay are moderately
restricted. These economies have at least one
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significant restriction that limits foreign ac-
cess to their markets. This includes either a
restriction on licensing foreign equity par-
ticipation in domestic banks or restrictions
on their operations, such as opening new
outlets and street branches.

Argentina, Colombia, South Africa
and Venezuela are the least restricted in this
grouping. They have fewer restrictions on
licensing, and foreign equity participation.

Brazil, India and Indonesia have the
most discriminatory restrictions against for-
eigners for banking services as measured by
the large difference between the foreign and
domestic index scores.

India, Indonesia, Malaysia, the Phil-
ippines, the Republic of Korea and Thailand
are the most restricted markets for distribu-
tion services (see figure 4). Some of these
economies are characterized by one or more
of the following — foreign firms being pro-
hibited from participating in retail distribu-
tion, limits on the number of import licences

granted to foreigners, and limits and perform-
ance requirements on foreign equity partici-
pation in domestic firms. The Republic of
Korea imposes on all distributors non-dis-
criminatory restrictions that limit the avail-
ability of land and the ability of firms to es-
tablish large-scale stores.

Brazil, Chile, Colombia and Turkey
are moderately restricted. These economies
have a number of restrictions on ongoing
operations. They typically impose restrictions
on opening hours and promotional activities,
impose licensing requirements on manage-
ment and restrict the movement of people.

Argentina, Mexico, South Africa and
Uruguay are the least restricted. They require
screening of foreign investment and licens-
ing of management.

Malaysia, the Philippines and Thai-
land have the most discriminatory restrictions
against foreigners with regard to distribution
services.

Figure 4. Distribution services?
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Source: Kalirajan (2000).

* Based on the available information on restrictions in place as at 30 June 1999.
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India, Indonesia, the Philippines, the
Republic of Korea and Thailand are the most
restricted markets for maritime services (see
figure 5). These economies all have several
significant restrictions on maritime services.
They permit the formation of liner confer-
ences, require ships to use specified suppli-
ers for port services and restrict ownership
of shipping service suppliers.

Brazil, Chile and Malaysia are mod-
erately restricted. These economies require
foreigners to have a commercial presence in
the form of a joint venture with a domestic
supplier, non-commercial cargoes to be car-
ried by a government-owned shipping line
and the majority of crews on national flag
vessels to be nationals.

Argentina, Colombia, Mexico and
Turkey are the least restricted in this group-
ing. They permit liner conferences and im-
pose minor restrictions on foreign vessels,
with some economies requiring the manda-
tory use of certain port services.

The Philippines, Thailand and the
United States have the most discriminatory
restrictions against foreigners with regard to
maritime services.

Indonesia, Malaysia, Mexico, the
Philippines and Turkey are the most re-
stricted markets for professional services (see
figure 6). These economies require national-
ity and residency requirements for the deliv-
ery of professional services. In some profes-
sional services, they require foreign firms to
enter the market through joint ventures with
local firms, apply economic needs tests to the
number of professionals admitted to practise,
limit the form of establishment and limit for-
eign investment in local firms.

Brazil, Chile, India, the Republic of
Korea and Thailand are moderately re-
stricted. These economies usually have mod-
erate residency requirements, licensing of
professionals, restrictions on the form of es-
tablishment and limits on non-professionals
investing in professional services firms.

Figure 5. Maritime services?
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* Based on the available information on restrictions in place as at 31 December 1998.
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Figure 6. Professional services2b
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Source: Nguyen-Hong (2000).

Based on the available information on restrictions in place as at 30 June 1999.
® The results for professional services are the average results of the trade restrictiveness
indices for accountancy, architectural, engineering and legal services.

Argentina and South Africa are the
least restricted. They generally have liberal
requirements regarding residency and foreign
ownership, and recognize foreign qualifica-
tions.

Indonesia, Malaysia and the Philip-
pines have the most discriminatory restric-
tions against foreigners with regard to pro-
fessional services.

India, Indonesia, the Republic of Ko-
rea, Thailand and Turkey are the most re-
stricted with regard to telecommunications
services (see figure 7). Some of these econo-
mies are characterized by one or both of the
following —major limitations on FDI in fixed
network and mobile phone services. They
tend to have greater restrictions on FDI in
fixed network services than mobile phone
services. They also have varying levels of
restrictions on access to leased lines and net-
works.

Colombia, Malaysia, Mexico, the
Philippines, South Africa, Uruguay and Ven-
ezuela are moderately restricted. These
economies have moderate limitations on FDI
in telecommunications service suppliers.
Their restrictions on access to leased lines
and networks are similar to those of the most
restricted economies.

Argentina, Brazil and Chile are the
least restricted. These economies were found
to have few restrictions on FDI and cross-
border trade of telecommunications services.

Malaysia, the Republic of Korea and
Thailand have the most discriminatory re-
strictions against foreigners with regard to
telecommunications services.

2. Restrictions on services and GDP per
capita

A comparison of the foreign trade re-
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Figure 7. Telecommunications services?b
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* Based on a 1998 International Telecommunication Union survey (ITU, 1999).
® The results are calculated from Warren (2000a). This is a subset of trade restrictiveness
indices. Warren also calculated a number of results for other developing economies.

strictiveness index scores with GDP per
capita suggests that economies with less re-
stricted service sectors tend to have higher
GDP per capita. Data on GDP per capita at
purchasing power parity for 1997 are sourced
from the World Bank (2001).

The average foreign index scores for
five service sectors — banking, distribution,
maritime, professions and telecommunica-
tions — and GDP per capita shows that
economies with greater discriminatory and
non-discriminatory restrictions tend to have
lower GDP per capita (see figure 8). India,
Indonesia, Malaysia, the Philippines, Thai-
land and Turkey have particularly high aver-
age foreign index scores and some of the low-
est levels of GDP per capita. Other econo-
mies are relatively close to the trendline.

In banking and telecommunications
services, a number of developing economies
in Asia and South America have particularly
high restrictions and low GDP per capita (see
figure 9 and 10). Developing economies have

particularly high foreign trade restrictiveness
index scores and low GDP per capita. There
are also a number of economies that are away
from the trendline. In banking services, the
Republic of Korea and Singapore have rela-
tively high restrictiveness scores and medium
GDP per capita income. Argentina, Colom-
bia, Mexico, South Africa and Venezuela
have relatively low restrictiveness index
scores and medium per capita income. In
telecommunications services, Thailand and
Turkey have high restrictiveness index scores
and low GDP per capita. The Republic of
Korea, Singapore and Canada have medium
restrictiveness index scores and GDP per
capitas. Chile has a low restrictiveness in-
dex score and GDP per capita.

Many other studies find similar rela-
tionships between the openness of service
sectors and income. Mattoo et al. (2001)
found a positive relationship between open-
ness in financial and telecommunications
sectors and long-run economic growth. The
growth of economies with fully open tel-
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ecommunications and financial services is
1.5 per cent higher than that of other econo-
mies. Levine (1997) found that economies
with financial systems that are better at per-
forming key financial services functions tend
to be economically developed, have higher
income per capita and grow at a faster pace
than those that are less developed. The Pa-
cific Economic Cooperation Council (1995)
found a positive relationship between wealth
and openness, in that APEC member econo-
mies with a higher number of GATS com-
mitments also tend to have higher GDP per
capita.

B. The effect of restrictions on the price
and cost of services

The results from the trade restrictive-
ness indices can be used to estimate the ef-
fect of restrictions on the economic perform-
ance of service suppliers — prices and costs
or price/cost margins. Restrictions on trade
in services can have the effect of being:

*  Price-increasing — restrictions protect
incumbent firms from competition, and
allows firms to increase their prices and
expand their price/cost margins;

Figure 8. GDP per capita at PPP and average foreign trade restrictiveness index

scores for the service sectora?
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* The average foreign trade restrictiveness index scores are the average scores for banking, distribution, maritime,

professions and telecommunications.
b

The “line of best fit” (or the regression line) is a very simple econometric exercise. Restrictions on trade in services

are only one of many determinants of GDP per capita. That said, the r-squared of 0.52 is high for cross-sectional

analysis. Greene (1990) states that r-squared values of 0.50 are relatively high for cross-sectional analysis.
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Figure 9. GDP per capita at PPP and foreign trade restrictiveness index scores
for banking services?

(Score and GDP per capita at purchasing power parity)

0.70 -
& Malaysia
0.60 - ¢ India
Indonesia ¢ e
& Philippines .
0.50 | & Brazil
Sl ¢ Uruguay
RN & Rep. of Korea
0.40 4 Thai]ana\&\ & Chile
© & Turkey & Singapore
“0.30 - R
& Colombia R
0.20 A o South Africa Tl < Japan
Venezuela g o Tl
Mexico Tl
& Australia
0.10 1 , Hong Kong (China)e "~ switzerland
¢ Argentina * * Tl *
New Zealand EU ~ Canada United States
0.00 T T T T T T T T T T T 1
0 2500 5000 7500 10000 12500 15000 17500 20000 22500 25000 27500 30000 32500
GDP per capita

Sources: World Bank (2001); Productivity Commission (2001a).

* The “line of best fit” (or the regression line) is a very simple econometric exercise. Restrictions on trade in
services are only one of many determinants of GDP per capita. That said, the r-squared of 0.48 is high for cross-

sectional analysis.

* Cost-increasing — restrictions prevent
potential or existing firms from operat-
ing efficiently and thus push up business
costs; or

* A combination of cost-increasing and
price-increasing.

Econometric techniques can be used
to estimate these different effects. This gen-
erally involves developing an econometric
model from economic theory that includes
all the relevant determinants of economic
performance of service firms in that service
sector — firm-specific and economy-wide
influences — plus the trade restrictiveness

index as a measure of restrictions on trade.
The econometric model is then used to esti-
mate the determinants of economic perform-
ance in that service sector and the effect of
restrictions (McGuire, 2000).

1. Results from the price and cost esti-
mations

The price and cost effect measures for
most developing economies are up to 150 per
cent higher than what they would be in the
absence of restrictions. These effects show
the extent to which restrictions, as measured
by the trade restrictiveness index, increase
the price and/or cost of services. As expected,
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Figure 10. GDP per capita at PPP and foreign trade restrictiveness index scores
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* The “line of best fit” (or the regression line) is a very simple econometric exercise. Restrictions on trade in
services are only one of many determinants of GDP per capita. That said, the r-squared of 0.49 is high for

cross-sectional analysis.

the results are similar to those from the trade
restrictiveness index because they reflect, to
a certain extent, the restrictions captured in
the index.

The average price and cost effect
measures are significantly higher for devel-
oping economies than for developed econo-
mies (see tables 4 and 5). The average for-
eign price effect in developing economies for
banking services is 33 per cent as compared
with 7 per cent in developed economies.
Thus, restrictions in developing economies
increase the price of banking services 33 per
cent above what they would be in the absence
of restrictions.

Restrictions on establishment contrib-
ute the most to increasing the price and cost
of services. These are mainly restrictions on
market access that include restrictions on the
licensing of new firms and on FDI, as well
as requirements for foreigners to enter the
market through a specific type of legal en-
tity.

The foreign and domestic cost effect
measures for distribution and engineering
services are significantly lower than the price
effects. These restrictions increase the costs
of service suppliers, but by a lesser extent
than the price effects.
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2. Benefits of removing restrictions on
market access

The price and cost effect measures can
show the benefits of removing certain types
of market access restrictions for developing
economies.! The most common types of re-
strictions on market access are:

» Restrictions on foreign direct investment;

* Licensing requirements for foreign serv-
ice suppliers; and

* Restrictions on the form of establishment
or type of legal entity for foreign service
suppliers.

Restrictions on FDI are estimated to
increase the price of services in developing
economies by up to 13 per cent for banking
and up to 56 per cent for telecommunications
(Productivity Commission, 2001a). In addi-
tion to the direct reductions in price, liberal-
izing FDI regimes will bring many dynamic
benefits to developing economies. FDI is a
major source of capital, technology transfer
and improved managerial skills which sig-

! There are implications in the sequence of remov-
ing certain restrictions. Dee and Hanslow (2000) note
that some approaches to partial liberalization can
worsen disparities in protection and real income by
moving resources further away from a pattern in a
world free of distortions.

nificantly contributes to building economic
capacity in developing economies.

Restrictions on the number of licences
for foreign service suppliers are estimated to
increase the price of services in developing
economies by up to 15 per cent for banking
and up to 5 per cent for engineering services
(Productivity Commission, 2001a). Remov-
ing these restrictions contributes to a greater
number of service suppliers, innovation and
wider consumer choice.

Restrictions on the form of establish-
ment of a foreign service supplier are esti-
mated to increase the price of services in
developing economies by up to 5 per cent for
banking and by up to 2 per cent for engineer-
ing services (Productivity Commission,
2001a). Permitting service suppliers to enter
a market via the most suitable legal entity
provides them with the ability to structure
their business and supply services in the most
efficient way. Restrictions usually require
foreign service suppliers to enter only as a
representative office, branch, partnership,
subsidiary or through a joint venture with a
domestic service supplier.
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V. LIBERALIZATION, EFFICIENCY AND
THE DOMESTIC SERVICE SECTOR

The greatest benefits from liberaliza-
tion are achieved through domestic reform
or liberalizing one’s own service sector, ir-
respective of the efforts of other Govern-
ments to liberalize their service sectors. This
is reflected in the empirical research on the
effect of restrictions on the prices and costs
of service suppliers and the real-income gains
for developing economies. The processes that
produce these gains are complex, but mainly
involve removing restrictions so that re-
sources can be mobilized or allocated to their
most productive uses.

The most gains from trade reform
come from the economic efficiencies created
when an economy opens itself to the pres-
sures and opportunities of international com-
petition, irrespective of the trade restrictions
which may prevail abroad (Productivity
Commission, 2001b). McKibbin (1997) es-
timated that the gains to Australia from uni-
laterally meeting its own APEC commit-
ments would account for almost 90 per cent
of the gains which would accrue to it if all
APEC countries met their commitments.

As mentioned above, liberalizing
trade in services is about reforming regula-
tion that restricts trade, so as to improve na-
tional welfare. While it is necessary for Gov-
ernments to maintain regulation to meet so-
cial and economic objectives, certain regu-
lation may intentionally or unintentionally
restrict trade in services. Such restrictions are
likely to reduce economic efficiency and
hence national welfare by limiting the extent
to which economies specialize in providing
services according to their comparative ad-
vantage.

There is substantial empirical evi-
dence to show that significant benefits ac-
crue to those economies undergoing trade lib-
eralization, whether it is in the traditional
area of goods or the important growth area
of services. Sachs and Warner (1995) found
a close association between trade openness
and economic growth in developing econo-
mies. From 1970 to 1989, “open” develop-
ing economies grew at an average annual rate
of 4.5 per cent, while “closed” economies
grew at a rate of 0.7 per cent. Dollar and
Kraay (2001) found a strong positive effect
of trade on growth. Srinivasan and Bhagwati
(2001) found that, after accounting for nu-
merous economy-specific factors, “trade does
seem to create, even sustain, higher growth”.

Liberalization increases competition,
lowers prices and improves the quality of
services. Competition, especially interna-
tional competition, is the best guarantee that
domestic service suppliers are and will re-
main efficient. Competition forces service
suppliers to reduce waste, improve manage-
ment and become more efficient. Costly rent-
seeking activities, for the purpose of gaining
or maintaining preferential access to a serv-
ices market, are also less feasible in a liber-
alized environment. These pressures reduce
the operational costs of providing services.
Competition then forces service suppliers to
pass on cost savings to consumers in the form
of lower prices. The excess profits of serv-
ice suppliers are reduced and the number of
service suppliers is increased.

An increase in the number of service
suppliers increases the choice of services for
consumers and businesses. More service sup-
pliers are attentive to the needs or demands
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of consumers, and provide services in line
with these demands. Innovations produce
new services where existing services previ-
ously met consumer demands inadequately.
Also, consumers will be more attentive to
purchasing “value for money” services and
the quality of services supplied will improve.

FDI plays a key role in services trade
and development. Establishing a commercial
presence in an economy, often through di-
rect investment, is an important mode of de-
livery for most services, particularly where
ongoing contact with consumers is important
or the nature of the services means that other
modes of supply are not feasible or viable.
FDI is a major source of capital, technology
transfer and improved managerial skill in
host developing economies (see box 3).

Liberalization not only introduces
competition and improves the quality of serv-
ices in developing economies, but also im-
proves their economic capacity and facilitates
trade in goods — a traditional export earner
for developing economies.

The prosperity of many developing
economies is hampered by inefficient, unre-
liable and expensive service sectors. Some
service sectors — telecommunications, fi-
nancial and transport — not only provide fi-
nal consumer services, but also are essential
inputs for the production of other goods and
services. Financial services facilitates an ef-
ficient transformation of savings into invest-
ment, ensuring that those resources are de-
ployed to their most productive uses. Tel-
ecommunication services disseminate infor-
mation and knowledge. Transport services
distribute goods within an economy and with
international trade partners. Developing
economies often supply these essential serv-
ices through government monopolies. Such
services are provided at extremely high prices
and cripple the ability of other sectors of an
economy to compete internationally. Liber-
alization of services, including institutional
changes, promotes the competitiveness of

many downstream activities while improv-
ing overall economic performance.

Services also complement goods
trade. Inefficiencies in the service sector of
a developing economy impact negatively on
the export competitiveness of its agriculture
and manufacturing sectors, and thus contrib-
ute to an unfavourable balance of trade. In-
ternational trade in goods depends on the
performance of a number of essential serv-
ices. Telecommunications services are re-
quired in order to communicate with the im-
porter on prices and quantities of goods to
export, financial services are required to ar-
range payment and insurance, and transport
services are required to transport goods to
the foreign market. A competitive and effi-
cient transport service sector is particularly
important for international trade in goods —
approximately 95 per cent of goods for in-
ternational trade are transported via maritime
services.

In reducing protection, economies
expose their service sectors and employees
to short-term adjustment and transition costs.
Less efficient service suppliers with high
operating costs are likely to suffer from com-
petition, and domestic production may de-
cline in the previously protected service sec-
tor as resources are reallocated. There may
be strong resistance by some minority groups,
but the resistance of a few should not limit
or deprive the whole community of the sub-
stantial benefits from liberalization.

There is clearly a role for government
to balance the benefits of liberalization
against these costs and to provide appropri-
ate assistance to those adversely affected.
Adjustment costs from changing interna-
tional competitiveness can only be delayed
or shifted to others within the economy, they
cannot be avoided. By strengthening the
overall economy, trade liberalization adds to
an economy’s ability to maintain and improve
living standards while dealing with pressures
for change (Productivity Commission,
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Box 3. Foreign direct investment and developing economies

Developing economies are increas-
ingly recognizing the role of foreign di-
rect investment (FDI), both inward and
outward, in economic development. FDI
represents a source of long-term capital,
employment in more technologically com-
plex activities and, most importantly, tech-
nology and know-how. It serves as a con-
duit for exports from the host country even
as they increase competition in domestic
markets.

A number of developing economies
have been highly successful in pursuing a
development strategy based on FDI in
their economies. In these cases, FDI has
been associated with rapid industrializa-
tion and an expansion of increasingly tech-
nologically sophisticated manufactured
exports. The benefits of FDI usually mani-
fest themselves in the host economy’s
trade performance. In the short term, in-
ward investment by foreign firms influ-
ences the pattern of trade and the type of
goods and services that are exported. In
the long term, transfers of technology and
linkages with the domestic economy en-
hance the competitiveness of domestic
firms in world markets.

In addition to increasing exports,
technology transfers result in improved
productivity that promotes economic
growth. A recent study of 69 developing
economies found that FDI stimulates eco-
nomic growth and investment by domes-
tic firms. FDI is seen as contributing to
growth through two channels. First, it adds
to the stock of capital in the host economy.
Second, it is more productive than domes-
tic investment. Rather than crowding out
domestic investment, FDI has been found
to stimulate such investment. The ultimate
effects on growth depend importantly on
human resource considerations in host

Source: Adapted from OECD (1998).

economies, with the greatest benefits ac-
cruing to those economies with the high-
est educational attainment. FDI flows di-
rected towards services is close to 60 per
cent.

Foreign firms operating in develop-
ing economies also pay higher wages than
domestic firms — for example, wages paid
by foreign manufacturing firms are up to
38 per cent higher than those paid by do-
mestic firms in Hong Kong (China), China
and Singapore. Data for Thailand in 1990
suggest that wages, average labour produc-
tivity and capital intensity were, on aver-
age, higher in foreign firms than in domes-
tic firms.

Firms from developing economies
are becoming major outward investors in
their own right. Hong Kong (China), Tai-
wan Province of China, Singapore and
China ranked among the top 20 source
countries for FDI during the 1990s. Many
of these investments flow to other devel-
oping countries and involve activities in
which the home country no longer enjoys
a comparative advantage. An increasing
share of this FDI is invested in the service
sector, where developing countries are be-
coming increasingly competitive.

The benefits from FDI are enhanced
in an environment characterized by open
trade and investment, an active competi-
tion policy, macroeconomic stability, pri-
vatization, regulatory reform and flexible
labour markets. In such environments, FDI
plays a key role in improving the capacity
of the host economy to respond to the op-
portunities offered by global economic in-
tegration, a goal increasingly recognized as
one of the key aims of any development
strategy.
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2001b).

A. The importance of the financial
services sector

The financial services sector is typi-
cally the largest service sector of an economy
and is vital in mobilizing savings for invest-
ment and facilitating business transactions.
All economic transactions require, to vary-
ing degrees, efficient and reliable access to
financial services. The development of mod-
ern economies relies on diversified interme-
diation and risk management services pro-
vided by the financial system. A healthy and
stable financial system, underpinned by
sound macroeconomic management and pru-
dential regulation, is an essential ingredient
for sustained growth (Kono et al., 1997).
Levine (1997) finds a strong positive link
between an open and efficient financial sys-
tem, and long-run economic growth.

Liberalization of a financial sector is
likely to contribute more to economic growth
than any other service sector. Like trade in
other services, competition in financial serv-
ices reduces prices, improves quality and
widens consumer choice. Liberalizing trade
in financial services reduces prices through
the transfer of technology and knowledge.
New and innovative financial instruments
improve management and risk assessment
techniques. Financial services also directly
facilitate trade by providing trade finance,
transport insurance and foreign exchange
services.

Competition forces financial service
suppliers to increase their efficiency and
adopt new technologies for the delivery of
their services at the lowest costs. Financial
reform in many economies between 1972 and
1992 resulted in improvements in most indi-
cators of bank operational efficiency (OECD,
1995, 1997; Kono et al., 1997). Improved
technology and greater competition result in
cost and efficiency savings being passed on

to bank customers. New delivery channels,
such as Internet banking, reduce the cost of
providing financial services. For example,
the cost of an average payment transaction
over the Internet is as low as US$0.01, com-
pared with US$0.27 for an automatic teller
machine, US$0.54 using telephone banking
and US$1.07 through a bank branch (Kono
etal., 1997).

Consumers and businesses also ben-
efit from liberalization by having a greater
choice of financial services. Financial inno-
vation produces new services in areas where
existing services inadequately meet customer
demands. Effective competition forces finan-
cial service suppliers to provide services in
line with customer demands. The range of
financial services increases as customers
search for financial services which better
meet their needs. Financial services liberali-
zation within the European Union increased
the number (and choice) of cross-border bank
services by 58 per cent between 1993 and
1995 (OECD, 1998).

A strong interdependence exists be-
tween the trade regime, macroeconomic man-
agement and financial regulation. An open
financial services sector is likely to improve
a host economy’s macroeconomic policies
and encourage the Government to rely on
more effective prudential regulation. Liber-
alization of financial services usually entails
the removal by monetary authorities of less
efficient prescriptive controls on interest
rates and credit lending, and greater use of
market-based instruments for influencing
economic activity. Market-based policy in-
struments, including open-market transac-
tions in securities, place pressure on Gov-
ernments to maintain economic stability
through appropriate monetary, fiscal and ex-
change rate policies. The implementation of
monetary policy through these instruments,
rather than through the use of prescriptive
interest rate controls, is considered less dis-
tortional and is likely to better develop fi-
nancial markets.
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The existence of foreign banks also
adds to the stability of the financial system.
Foreign banks provide a stable source of
funding and are able to draw on capital of
the parent company for liquidity during times
of difficulties (OECD, 1998). Foreign banks
also improve the regulatory framework in
their host economy. Claessens and Glaessner
(1998) argue that foreign banks exert pres-
sure on domestic regulators to improve regu-
lation and supervision, including intensify-
ing linkages with foreign regulators.
Goldstein and Turner (1996) report that rela-
tively high shares of foreign ownership con-
tributed to maintaining stable banking sys-
tems in Chile, Hong Kong and Malaysia.

B. Unilateral and multilateral liberaliza-
tion

Multilateral liberalization is a neces-
sary complement to unilateral liberalization.
Unilateral liberalization, whereby Govern-
ments liberalize trade regardless of the ef-

forts of other economies, plays an important
role in reforming service sectors. Reform
often takes place as Governments realize the
benefits of promoting competition and estab-
lishing an efficient supply of services. These
benefits accrue to the liberalizing economy
and are largely independent of whether trad-
ing partners choose to liberalize or not.

Multilateral liberalization under the
General Agreement on Trade in Services
(GATS) complements the efforts of Govern-
ments to liberalize unilaterally (Sorsa, 1997).
GATS commitments and ongoing negotia-
tions can advance services liberalization in
a non-discriminatory manner within interna-
tionally enforceable rules. The multilateral
system can help to lock in unilateral reforms
to limit possible backsliding by Governments
in the future. However, the effectiveness of
the GATS in meeting these objectives, at least
in the short run, will depend in large part on
the extent to which WTO Members have
bound their existing policies, or preferably
committed themselves to new liberalization.
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VI. CONCLUSION

The economic modelling results put
the importance of liberalizing or removing
restrictions on services into perspective. The
global gains from liberalizing services are
similar to those from liberalizing agriculture
and manufacturing combined. The projected
real income gains for developing economies
are expected to be US$ 130 billion. The larg-
est gains will accrue to those economies with
the greatest restrictions.

Gaining market access to foreign serv-
ices markets is important for developing
economies, but relatively greater real-income
gains will be achieved by liberalizing serv-
ices independently of others. Liberalization
introduces service suppliers to the pressures
and opportunities of international competi-
tion, which forces them to allocate resources
efficiently to their most productive uses for
economic development.

These benefits of liberalizing inde-
pendently are not confined to the service sec-
tor. Some service sectors — telecommuni-
cations, financial and transport — not only
provide final consumer services, but also are
essential inputs for the production of other
goods and services. This interlinkage be-
tween the service sector and other sectors
produces substantial benefits beyond the
service sector that directly feed into improv-
ing an economy’s trade and economic per-
formance.

The effects of restrictions on trade in
services are complex and recent economic
modelling provides an indication of the real-
income gains, but more research is needed.
There are a large and varied number of re-
strictions on trade in services, and it is often
difficult to capture all the effects of restric-
tions on the prices and costs of services.
General equilibrium models also need to be
developed further to incorporate more de-
tailed services trade data and accurately
simulate price and cost effects.

Liberalization is beneficial for an
economy, but this raises issues about the pace
and sequencing of reform. Many economists
believe that faster is better, but it is a fact
that rapid liberalization may have short-term
structural adjustment and hence political
costs. This suggests that it is important to
have a comprehensive package of measures
in place, including some kind of social safety
net to facilitate change. The “right” environ-
ment also needs to be developed to foster lib-
eralization. In the service sector, an adequate
regulatory framework is needed, which is
lacking in many developing countries, in or-
der to provide certainty for foreign service
suppliers and to encourage investment in in-
frastructure.
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