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I. Introduction

Until recently, trade in services was mostly ignored by international economists, reflecting a
perception that services were nontradable. This has never been accurate: transportation and
travel, for example, have always been important economic activities. Since the early 1980s,

however, international service transactions expanded rapidly as new modes of supply have
materialized, as in the case of services transmitted over electronic networks. Trade in services

grew faster than trade in merchandise throughout the 1980s. In 1990, global services trade
(defined as non-factor services in the balance of payments minus government transactions)
stood at US $ 0.8 trillion, or 20 percent of global trade (in contrast with a 17 percent share by
1980). By 1995, services trade had reached roughly US$1.2 trillion per year, maintaining a 20
percent share in global trade (WTO 1996). Given that the most dynamic component of trade in
services -- services provided via telecommunications networks -- is not being properly captured
in conventional balance of payments statistics, growth of services trade is most likely being
underestimated.

Notwithstanding technological advances, many services remain difficult to trade.
Producers of such services generally must supply foreign markets through commercial presence,
especially foreign direct investment (FDI). FDI in services has also grown substantially over the
last fifteen years. As of the early 1990s, some 50 percent of the global stock of FDI was in
services activities. The share of services in annual FDI inflows into many countries has often
been much higher in recent years.! The internationalization of services is therefore reflected in
the growth of both trade and FDI flows. Both have been driven by innovations in information

and communications technology that allowed increasing specialization and product

! See UNCTAD and World Bank (1994) for data on FDI in services; Sauvant and Zimny
(1987), Blomstrom and Lipsey (1989), Li and Guisinger (1992) and Edvardsson et al. (1993) for
discussion of service multinationals.



differentiation, as well as government policies such as deregulation and liberalization.

This paper surveys some of the literature on trade in services, focusing on the policies
that are used to restrict such trade, the gains from liberalization, and the institutional mechanisms
that are adopted in the pursuit of liberalization. The discussion is mostly policy and empirically
oriented. The burgeoning theoretical literature is not discussed in detail here.? The plan of the
paper is as follows. Section II discusses some of the technological developments that have
fostered the growth in trade and investment in services, focusing on the “revolution” in
telematics. Section III summarizes the main policy instruments that are used to restrain trade in
services. Section IV surveys some of the work that has been done on the gains of liberalization.
Section V turns to the various institutional options that may be used to open service markets to

foreign competition. Section VI concludes.

I1. Technology and Internationalization of Services

Service transactions often require direct interaction between providers and consumers. In other
words, the time and space of the production and consumption of services cannot be separated in
most circumstances (Sauvant 1990). Sampson and Snape (1985), for example, used the physical
proximity of consumers and providers to classify service transactions.> Most international
transactions in services require either the consumer to move to the location of the producer (e.g.,
tourism) or that factors of production move to the place of consumption (e.g., foreign direct
investment to establish commercial presence or the temporary movement of labor). There are,
however, services that can be exchanged internationally in a similar fashion to trade in goods via

cross-border supply (i.e, without a movement either of consumers or producers). These services

2 The theory literature has been surveyed in Sapir and Winter (1994) and Stibora and de Vaal
(1995).

3 See also Bhagwati (1994).



are sometimes characterized as “separated” or “long-distance” services.

International telephony provides a good example of a service for which cross-border
supply is the dominant mode of delivery. International telephone traffic has bezn expanding at a
two-digit growth rate over the last two decades fostered by a sustained decrease in the costs of
communication.* Technological progress has been the key driver of this process, but the
economics of the expansion of cross-border services is also shaped by existing barriers to trade,
the influence of national regulatory regimes and the prevailing international rules that influence
competition (and cooperation) in the telecommunications sector.

The merger of telecommunications networks and computers is expected to continue to
foster dramatic shifts in the cost structure of the telecommunications industry. This process
started with the transition to customer-initiated dialing in the 1970s which not only has
significantly reduced the costs of international telephony, but also shifted the composition of
costs toward capital outlays, diminishing the importance of labor-related (variable) costs (Ergas,
1996). In a parallel development, the costs of transmission have been falling on a continuous
basis as the costs of production of fiber-optics cables fell by a factor of thirty over the last ten
years (Forge 1995). And an even more dramatic decrease in the costs of computing has occurred
over the last two decades with the cost of information processing falling by a factor of 10,000
(World Bank 1995). All these developments have increased the incentives for the
internationalization of the industry, the proliferation of new services, not to mention the
emergence of packet-switching networks (e.g., the Internet) as the costs of routers (computers)
fall in relative terms to the costs of transmission (MacKie-Mason and Varian 1993).

Rapid technological change in the telecommunications industry has a dual impact on the

economics of trade in services. First, as already noted, international telephony provides the

* The volume of international traffic grew from 4 billion minutes in 1975 to more than 60
billion minutes by 1995, averaging a growth rate of 15 per cent per year (ITU, 1997).

3



prime example of cross-border delivery of a service and technological progress is expected to
continue to promote its rapid expansion. Second, these developments tend to increase the
tradability of services to the extent that they make easier to unbundle the production and
consumption of information-intensive service activities -- e.g., research and development,
software development, data entry, inventory management, quality control, accounting, personnel,
secretarial, marketing, advertising, distribution and legal services.’

As noted in Primo Braga (1996), the impact of information technology on the tradability
of services is not limited, however, to increasing the feasibility of long-distance provision. The
introduction of new products (e.g., financial derivatives, computer reservation systems for
airlines, and telemedicine) and qualitative changes in the provision of existing services (e.g.,
distance education) are also being promoted by technological progress in information
technology. Moreover, as communication links improve, the incentives for specialization and
outsourcing of service activities expand. In this context, services are at the very core of the
process of internationalization of economic activities by providing connections (e.g., via
transportation and communication links) and by allowing the coordination (e.g., via “just-in-
time” inventory-management practices) of separate production processes. ®

In sum, technology is rapidly expanding the tradability of services. As the price-quality
mix of producer services (i.e., services that serve as inputs into the production of other goods and
services) improve this has a positive feedback effect in terms of the demand for services. It
allows firms to specialize in their core competencies and outsource needed inputs (either goods

or services), benefiting from improved communication and coordination links. At the same time,

’ For a discussion of the tradability of information-intensive services see Apte (1994).

¢ See Jones and Kierzkowski (1990) for a discussion of the role of services in international
trade.



as the feasibility and importance of trade in services expand, the binding nature of explicit and
implicit barriers to trade becomes more evident. In the next section, we discuss the main

characteristics of such barriers.

III. Barriers to Trade in Services

Most countries pursue policies of one kind or another that restrict the access of foreign services
and service suppliers to domestic markets. Sometimes competition by fofeign suppliers is
prohibited. Alternatively, foreign suppliers may have to pay an "entry fee" or may be subjected
to market share restrictions. In this respect there is little difference between trade in goods and
trade in services. Indeed, the policy instruments that affect international trade in services are
similar to those used in the goods context, and consist of measures such as subsidies, tariffs,
taxes, quotas, and technical standards.” However, border measures in general, and ad valorem
tariffs in particular, are often difficult to apply to trade in services for the simple reason that
customs agents in many instances will not be able to observe the service as it "passes the
frontier." Customs agents will only observe service suppliers or consumers as they pass the
frontier. The value (or volume) of any service transactions that occur can not be known until
after they have been produced/consumed, and are therefore not known to customs and
immigration authorities.

The liberalization of trade in services entail measures that expand market access to
foreign service providers and/or diminish discrimination against them vis-a-vis domestic
suppliers. It is worth noting, however, that in the case of services, regulation can be an important
indirect barrier to trade and regulatory reform is often a necessary complement to trade

liberalization.

" See Hindley (1988) for a conceptual analysis of protection in service industries.
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Quotas, local content and prohibitions
Quantitative restrictions (QRs) are often used to restrict international trade in services, although
the intangibility and nonstorability of many services implies that quotas may be applied to

’ providers of services rather than services per se. Prominent examples of QR-type policies are the
bilateral air service agreements (ASAs) that regulate international trade in air transportation
services and the cargo sharing arrangements administered by the United Nations Conference on
Trade and Development (UNCTAD) Liner Code. The ASAs specify which airlines may fly on a
given route, the capacity (number of seats/flights) that may be provided in a given time period by
the airlines involved, and the amount of capacity that airlines from third countries are permitted
to offer on that route. In general ASAs are based on strict reciprocity and are company specific,
in that country A tends to grant laﬁding rights to a specific airline originating in country B only if
an airline from country A is offered reciprocal landing rights by country B. The UNCTAD Liner
Code is somewhat similar in that it specifies that in liner trade between any two states that are
signatories to the Code, the national shipping lines of those states shall have equal right to
participate in the freight and volume of traffic generated by their mutual trade, subject to the
condition that third-party shipping lines be given the right to acquire a "significant part, such as
20 percent” of such traffic.

In many instances trade is simply prohibited. Common examples where foreign access to
service markets may be reserved exclusively for domestic suppliers are the transportation of
goods within a country (whether by air, road, or water) and basic telecommunication service
providers (e.g., voice telephony). Many countries also require that activities such as legal,
insurance, educational, surveying or investment advisory services be provided by residents or
citizens of the country concerned. Prohibitions may be conditional, in that a country may decide

to prohibit trade in services for foreign policy reasons. For example, the U.S. government
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retaliated against the USSR in 1982 for the imposition of martial law in Poland by suspending
exports of technology and equipment used for construction of the trans-Siberian pipeline. The
U.S. embargo on licensed technology and equipment was applied to affiliates of U.S. firms
located in the EC as well to firms located in the U.S. One consequence was that crucial
telecommunications traffic - largely consisting of database services and data processing -
between a French affiliate involved in the pipeline project (Dresser Industrie) and its American
parent was shut down, thereby greatly reducing the feasibility for the French firm to continue its
design work and meet its contractual obligations.?

Restrictions on transborder data flows are by no means limited to such episodes of
economic sanctions and have been pursued by numerous countries in the context of import-
substitution industrialization policies (Sauvant, 1986a,b). More recently, this theme has gained
an additional dimension with the ex_pansion of computer-mediated networks (e.g., the Internet)
and the proliferation of computer conferences or electronic bulletin boards with participants from
different nations, operating under different legal regimes. Issues concerning privacy, control
over pornography, protection of minors and intellectual property rights as they apply to
cyberspace are being currently debated (Branscomb, 1995). Needless to say, these new
regulations -- which are at the very core of the discussions focusing on national information
infrastructures -- can evolve into indirect barriers to trade, generating significant transaction costs
for private participants and curtailing the advantages of market access brought up by this new

medium.

Price-based instruments

In the services context, tariffs are used primarily to affect trade that occurs via the cross-border

® See Griffin and Calabrese (1988) for a more detailed discussion as well as references to the
literature on this case.



movement of natural persons, taking the form of visa fees and entry or exit taxes, or
discriminatory airline landing fees and port taxes. All of these are analogous to specific tariffs.
In most countries such "tariffs" are low, QRs and immigration policies constituting the primary
means of restricting market access. Tariffs are potentially more important barriers to trade for
services that are either embodied in goods or for goods that are necessary inputs into the
production of services. Examples of the former include films, television programs, and computer
software on disk or tape, while examples of the latter include computers, telecommunications
equipment and specific advertising or promotional material.

Price controls may also be used. These involve either price-setting by government
agencies or government-sanctioned industry bodies and/or price monitoring and approval
procedures by government agencies for prices charged by industries for their products.
Frequently such controls will involve service provision by a government-owned or sanctioned
monopoly. Price controls frequently go hand in hand with capacity or quantitative restrictions,
the intention usually being to ensure that prices are not set at either market clearing levels or at
the monopoly level in cases where providers of specific services have substantial market power.
Major examples of service sectors subject to price controls are air transportation, financial
services and telecommunications, where government agencies frequently impose minimum or
maximum pricés, enforce a price setting rule or formula, or require uniform pricing.

Procedures agreed under auspices of the International Telecommunication Union (ITU) to
share revenues between national post, telegraph, and telephone companies (PTTs) related to
international telecommunications traffic provide another example of a price-related mechanism
that distorts trade in services. In this case, an internationally agreed system of cooperation
creates disincentives for further liberalization of international telephony. The origins of the
international accounting rate system go back to 1865. It was designed as a mechanism to share

revenues between origin, destination and transit countries at a time when international services



were provided in a “cooperative” manner by monopolistic carriers. The system relies on a dual
price scheme in which the carrier from the country that originates the call charges a retail price
(the collection charge) to the local consumer and agrees on a wholesale price (the accounting
rate) with the carrier of the country where the call is terminated. If over time there is an
imbalance in the outgoing and incoming traffic between the two countries, then the carrier that
generates more traffic compensates the other by applying the settlement rate (usually half of the
accounting rate) to the net imbalance.

The accounting rates provide a floor for retail prices in any given economy with respect
to international telephony. As countries begin to liberalize their telecom industries, competition
in the liberalized markets tends to drive collection prices down. To the extent that international
telephony typically faces an elastic demand (Ergas, 1996), this increases the volume of outgoing
calls in the liberalized market vis-a-vis incoming calls from monopolistic markets. And as the
accounting rate does not reflect the true cost of the service (which typically has been falling as a
consequence of technological progress), the size of the related distortions escalate. In this
context, the cartelized arrangements for international price determination create barriers to
further liberalization as they tend to bolster the producer surplus of monopolistic carriers by
promoting rent transfers from liberalized to monopolistic markets.

Service industries are also sometimes supported through explicit or implicit subsidies--
especially construction, communications, and transport. OECD data indicate that between two-
fifths and three-fifths of budgetary subsidies are sector-specific, and that much of the support
goes to declining non-service industries such as steel, shipbuilding, and mining (Ford and
Suyker, 1990). Of the service sectors, available statistics show that rail transport is often highly
subsidized, with rates of support varying between 15% and 180% of total value added produced
in this sector. Support for rail transport in many EU members was close to or over 40% of

sectoral value added in the 1980s.



Standards, licensing and procurement

To be able to provide services, suppliers often must obtain certification or licensing. This is the
case in particular for professional and certain business services (e.g., financial). Examples of
licensed professions include legal, accountancy, and medical services. The required licenses are
often accorded by the government or by the professional bodies concerned. Environmental
standards may also influence service activities, especially transportation and tourism. Thus,
transport may be subjected to emission or energy efficiency standards, while tourism may be
affected by environmentally-motivated zoning or land-use restrictions or limitations on the
number of visitors allowed to access a certain area.

In many instances regulation has been used to severely restrict entry by foreigners and
thus the supply of services, thereby allowing prices to be driven up. Thus, the licensing regime
that affects trade in professional services often acts to restrict entry into the industry, be it by
domestic or foreign persons. In the services context, the primary standards-type restrictions
affecting international trade relates to issues such as nonrecognition of imported services or
services procured abroad (e.g., diplomas obtained in foreign education or training programs) as
well as nonrecognition of the certification or professional qualifications of foreign service
providers. Alternatively, there may be discriminatory standards imposed upon foreign service
providers that are more stringent or more costly to meet than those affecting domestic providers
of similar services. A lack of uniform or mutually recognized standards and regulations may act
to protect domestic industries and may therefore have a negative impact on consumer welfare.

Government procurement and sourcing policies may also be designed to discriminate in
favor of domestic service providers. As government contracts comprise a large share of the
market for a number of services, the impact of discriminatory procurement policies on trade in
services may be large. For example, in the United Kingdom some 30% of billings of

management consultants are from government work (Sowels, 1989). Similarly, government
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accounts for a substantial share of construction contracts awarded in a given year in many
countries. The use and transparency of procurement preference policies varies across countries.
Under the Buy American Act, the U.S. government offers a six percent price preference to
domestic suppliers of goods and services, a 12 percent preference to small businesses and firms
located in regions with high unemployment, and a 50 percent preference for defense-related
contracts. This is supplemented by outright bans on foreign sourcing for certain types of
products.” Other countries do not employ specific, formal criteria such as price margins, but rely
on less transparent methods to favor domestic firms. For example, many countries have
"unwritten rules" under which accounting or advertising business go to local firms (Noyelle and
Dutka, 1988).

Government procurement discrimination is particularly important in services as
government entities frequently account for a significant share of total demand for some services.
For example, a recent study of U.S. government procurement that combines detailed data on
federal procurement with disaggregated input-output table and social accounting data concludes
that the importance of discriminatory government procurement regulations as a barrier to trade is
likely to be greatest for services such as education, data processing, and non-medical professional
services (Francois, Nelson and Palmeter, 1997). This is the case especially at the state and local
level, where entities have a significant presence in the construction and the maintenance and

repair market.

’E. g., requirements that civil servants on official business fly national airlines whenever such
airlines provide service to the relevant destination, that U.S. government property be transported
by U.S. flag carriers, or a 50 percent cargo reservation requirement for transport of surplus food,
military cargoes and Export-Import Bank financed cargoes (USITC, 1991).
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Discriminatory access to distribution networks

In order to offer/provide many types of services, suppliers need to be able to use existing
distribution and communications infrastructures, especially telecommunication networks. A
dominant telecommunication carrier - whether public or private - may discriminate across
users/demanders of their network services by imposing restrictions on the ability of new service
providers to attach specific types of equipment to the network or by forcing newcomers to build
additional infrastructure to reach interconnection points that are rationed by the incumbent.
Regulatory intervention is often required in these cases to guarantee that the incumbent provides
the needed information on the architecture of the network and allows for interconnection at any
point of the existing network.

In the case of air transport, discrimination with respect to the availability and cost of
ancillary services may substantially reduce the competitiveness of an airline in a particular
market. Not being listed in the computer reservation systems used by local travel agents may
result in an effective inability to compete; inadequate ground handling services may result in
long delays and customer dissatisfaction. Mention can also be made of access to marketing
channels. Restrictions on marketing (advertising) may have an analogous effect to limitations
regarding access to telecommunication networks as far as the ability of a foreign provider to
contest a market is concerned. For example, in the insurance industry limitations on advertising
are a prevalent form of limiting the ability of foreign service suppliers to compete (Senti, 1986).

It is also worth noting that in the case of branded products (like automobiles), distribution
arrangements (e.g., the establishment of a dealer network) may play the role of indirect barriers
to market access. In the case of automobiles, for example, it has been shown that established
dealers tend to be conservative in their willingness to switch franchises. Accordingly, market
penetration by new manufacturers require significant investments in building-up dealer networks

to contest existing markets (Audet, 1996).
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IV. Gains From Liberalization

There is substantial evidence that policies that reduce competition in service industries are very
costly. Producer services , in particular, play a crucial role in the development and growth
prospects of any nation. Losses of agricultural output due to poor transportation and storage
facilities and the impact of substandard communication networks on the costs of doing business
are familiar examples in this context. In the case of manufacturing, access to global networks in
communication and transportation is a necessary condition for international competitiveness.
Products are becoming increasingly time sensitive, both because of shorter product life-cycles
and because of the pervasive use of ‘just-in-time’ production management techniques. Foreign
buyers must be assured that a supplier can deliver to specification and on time. This latter
requirement in particular may be difficult to meet if producer services are of low quality or high-
cost.

Experience illustrates that restrictions on services trade and investment is costly and that
liberalization can bring large efficiency and welfare gains. Some examples are helpful to
illustrate this point. In the U.S. foreign shipping firms are prohibited under the Jones Act from
transporting goods or people from one U.S. location to another (White, 1988). The purported
rationale for this restriction insofar as coastal shipping is concerned is the need to maintain an
adequate marine capacity to meet defense needs. However, in this it has not proven to be very
effective, as illustrated during the 1990 Gulf War, where “America's subsidized merchant fleet
had directly contributed only six aging ships to the armada of more than 460 that transported
military materials into Saudi ports” (Quartel, 1991). Estimates of the price increasing effect of
the Jones Act range from a low of 100% (USITC, 1991) of the average world price to a high of
300% (White, 1988). Recent studies conclude that the welfare costs of this protection (assuming
a conservative 100% price difference) comprise at least $3 billion a year (Francois et al., 1996).

Abolishing the prohibition on trade would increase cabotage traffic and demand for services
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incidental to water transport (port services, etc.), while the decline in domestic employment in
the cabotage sector would be more than compensated by increased employment in other sectors
(Ibid.).

A study of the effects of flag discrimination and cargo preference policies maintained by
Chile until the late 1970s is representative of the qualitative effects of these restrictions.
Although the policy expanded the size of the Chilean flag fleet, it was inefficient, imposing
higher costs on shippers than would have been available in a competitive environment.
Moreover, the restrictions limited the availability of efficient/specialized ships required to
transport new products developed by Chilean industries during the 1970s such as fresh fruit and
fish. Subsequent liberalization of flag discrimination (in part outright abolition, in part a shift
from quota-type restrictions to taxes on the use of foreign shipping lines and price preferences for
domestic suppliers)!° led to substantial diversification of Chilean exporters away from domestic
shipping lines, allowing products to be shipped at significantly lower cost. Many Chilean
shipping lines shifted to flags of convenience, thereby eliminating the need to employ high—cost
labor. As a result, most lines were able to adapt to the changed environment.!!

Additional examples of the benefits of services liberalization and deregulation and their
influence on international trade are provided by the experiences of Chile and Mexico with
respect to port services. Elimination of barriers to competition in the provision of port services
in Chile led to substantial reductions in operating costs (by about 50 percent over two years).

The same occurred in Mexico when entry into the relevant service activities was made free,

" Under a price preference, local producers are allowed to exceed prices available on world
market by a certain amount. As long as domestic prices do not exceed a specified maximum
(relative to world prices), local suppliers are to be awarded a contract. '

" Indeed, only one shipping line went out of business. See Bennethan et al. (1989) for an
extensive discussion of this case. See also Bohme (1989) on the UNCTAD Liner code and
maritime transport.
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service market segmentation was eliminated, and firms were allowed to subcontract freely and
set prices according to market forces. In one year the cost of services in the port of Veracruz
declined by some 30 percent, while container turnover went up by almost 50 percent. As noted
by the World Bank, “the deregulation of transport services in Chile and Mexico has had an
imporiant effect on those countries' ability to compete internationally. By reducing the costs of
shipping by almost 50 percent, small and medium sized firms that would otherwise be marginal,
have been able to expand their export activities” (World Bank, 1993, p. 90).

Labor productivity at AEROMEXICO more than doubled following privatization and the
introduction of foreign equity, while MEXICANA, the second airline, registered labor
productivity gains of some 50 percent.'? In Argentina privatization and the introduction of
foreign equity in the two telecommunications companies in the early 1990s, had significant
impacts on investment in upgrading infrastructure with a view of improving the quantity and
quality of services. Telefonica added some 66,000 lines to its network in the eleven months up
to September 1991, and another 276,000 lines in 1992. Telecom, the other company created in
the privatization of the telephone monopoly ENTel, added 51,000 and 222,000 lines,
respectively. This greatly exceeded the investment level required under the terms of the
operating licenses granted to the two firms. In addition to this net expansion of their networks,
both firms also upgraded their technology, moving towards digital systems. Telecom installed
some 420,000 lines in 1992 alone, of which 95 percent were digital. The rival company also
expanded the share of its lines that were digital. For purposes of comparison, ENTel had only

added 98,000 lines a year in the five years before privatization.!* Many other examples can be

2 What follows draws on World Bank (1993).

" See Hill and Abdala (1993).
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given,'

Foreign direct investment in certain intermediation services, and financial services in
particular, can make a significant contribution to a country's economic growth. Such investment
is likely to have positive effects in terms of transfer of technology, introduction of new products,
price reductions, and quality improvements. Moreover, intersectoral linkages will usually be
large, as finance and insurance are important components of developing and maintaining a
competitive export sector. Examples of the beneficial effect of financial sector liberalization
abound. For example, an empirical investigation of the determinants of agricultural output in
India found that expansion of commercial bank networks and availability of services had a very
substantial positive effect on private agricultural investment.!* Australia provides an example of
the effects of banking liberalization in an industrialized country.'® Liberalization led to large
financial inflows and a transformation of the market for financial services. The entry of foreign
banks increased competitive pressures and led to a reduction in profit margins; fees and lending
rates. Foreign entry did not result in the elimination of domestic incumbents: after two years,
foreign firms accounted for only 10 percent of the market. In part this reflects the costs of
establishing a broad-based network of retail outlets (or alternatively, the costs of

mergers/takeovers), but it also reflected the adaptation of local firms to competition.

General equilibrium aspects

The foregoing examples were anecdotal. Unfortunately, limited empirical work has been done in

" See e.g., Kessides (1993), Kaspar (1988), Wellenius et al. (1989), World Bank (1993),
Galal (1994), Pipe (1994), Taylor and Vidal (1994), Schware and Hume (1994), Smith and
Staple (1994), and Hanna (1994).

" See Binswanger et al. (1993).

' What follows draws upon UNCTAD and World Bank (1994, 108-109).
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this area. In principle, such work should focus on the general equilibrium impact of services
liberalization. As services are an input into production of most industries, an inefficient service
sector can be very costly to the economy as a whole. Such general equilibrium implications of
service sector protection have tended to be neglected in both academic analyses (theoretical and
empirical) and in practical policy reform programs. For example, even if a country were to
engage in a reform program that would reduce tariffs of goods to zero, if this program did not
include the service sector, distortions would continue to persist and resource allocation would be
affected. Indeed, as nations move to reduce tariffs and other barriers to trade substantially,
effective rates of protection may become negative for manufacturing industries as they lose
protection on their goods but continue to be confronted with input prices that are higher than they
would be if services markets were contestable. From this perspective it is therefore not
surprising that liberalization and deregulation of service markets began to emerge as high profile
policy reform issues--manufacturing industries needed to have access to low cost, high quality
service inputs in order to be competitive on both the domestic and world markets. Standard
mercantilist pressures to increase access to export markets were a factor in bringing services on
the agenda of a GATT trade round (the Uruguay Round, 1986-94), but it must be recognized that
the potential economic gains from unilateral (autonomous) liberalization are also significant.
How important are different services in the economy? What matters in this connection is
not only the share of services in GDP--which is about 70 percent in high-income OECD
countries and as low as 26 percent in some low-income economies--but the service intensity of
production. Measures of the value of the services provided to (bought by) all other sectors of the
economy in principle can be obtained from input-output tables. While this source of information
has a number of inadequacies--e.g. the nontradability of many services ensures that they are often
provided in-house, so that they are not measured correctly--analysis of input-output tables

provides some insights regarding the inter-sectoral relationships that exist in different economies.
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An analysis of input-output tables for 26 countries at varying levels of economic development by
Park and Chan (1989) reveals that the relative importance of producer (or business) services--as
measured by the dependence of the manufacturing sector on such service inputs--increases with
per capita incomes.!” Indeed, the relative importance of producer services in developed countries
was three times higher on average than for low income countries. Conversely, the relative
importance of distribution -- retail and wholesale trade -- tends to be greater in developing
countries than in developed ones. A more recent analysis of the role of services in the structure
of production and trade of 15 countries by Francois and Reinert (1996) confirms Park and Chan’s
results. Any analysis of the relative importance of services for output, employment and trade
creation in an economy must take into account the in-house provision of services by
manufacturing establishments. Francois and Reinert (1996) conclude that as per capita income
increases, the share of services in total trade increases. Indeed, for high income countries,
services (both arms-length and intra-firm/in-house) account for 60 to 80 percent of all exports, as
compared to some 20 percent or so for low income economies.'®

A number of attempts have recently been made to undertake computer general

equilibrium (CGE) analyses that incorporate services liberalization. The problem affecting all

7 See also Uno (1989).

8 Consumption-induced feedback effects may also be important. These consist of indirect
and direct demand effects resulting from the expansion of a given sector. The demand for
various information-intensive services--whether provided in-house or through markets--is
increasingly driven by households as well as businesses. Examples include financial services,
insurance, telecommunications, legal services, real estate, travel services, education, and so forth.
If an attempt is made to take into account not only in-house provision of services by
manufacturing establishments but also consumption-induced feedback effects, the relative
importance of service sectors increases further. See Englebrecht (1990) for an analysis of
Japanese input-output tables that incorporates both in-house provision of information services
and consumption effects. He concludes that the dependence of services on manufacturing (and
vice versa) is approximately equal, and that the indirect employment effects of expansion of the
manufacturing sector are to a large extent realized in service sectors.
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such attempts is that there are no reliable data on the impact of the policies that restrict trade and
investment. They are therefore useful primarily as devices to illustrate the possible economy-
wide impact of services barriers, and the inter-sectoral re-allocation of factors of production that
might follow opening up the service sectors to greater foreign competition. For example, Brown
et al. (1996) conclude that welfare gains associated with the Uruguay Round cuts in industrial
tariffs might have been three times higher if services barriers had been cut by 25 percent as well.
In the absence of CGE studies of services liberalization (or protection), a second-best approach to
exploring the impact of an inefficient service sector is to calculate how protection in services
affects effective rates of protection (ERPs). These are a measure of the extent to which trade
barriers protect domestic value added in production.’”® It is important to recognize that the ERP is
not a measure of the cost of protection, since all it does is to provide information on differences
in the level of protection across industries without taking into account the quantity of output that
is protected (industry size) or divergence between private and social costs for each marginal unit
of output. Still some interesting insights can be derived from such analyses.

For concreteness, the example of Egypt is used in what follows. The import-weighted
average tariff in Egypt is currently 30 percent (Table 1). At 70 percent (Table 1, last column),
the average ERP is significantly higher than the average nominal rate. Effective rates are higher
than nominal ones for 17 industries, all of which are final goods sectors. The structure of
protection in Egypt is therefore skewed towards final goods. The service intensity of Egyptian

industries varies substantially, ranging from a high of almost 90 percent for crude petroleum/gas

P What follows draws on Hoekman and Djankov (1997). The basic formula for
calculating the ERP is (V-V*)/V*, where V is the domestic value added per unit of the a good
at domestic (tariff inclusive) prices, and V" is valued added at world prices (zero tariffs).
Value added per unit is defined as the gross value of output minus the cost of inputs used in
production, i.e., V=tfPf— tiPiX, where ¢fand ¢; are the tariffs on a good and its inputs, Pf and
Pj are the prices, and X is the amount of inputs used to produce a unit of the good. Value
added at world prices is V*=Pf- P;X, as tariffs do not apply.
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extraction to a low of 12 percent for cotton ginning and pressing (Table 1, column 3). Industries
that are particularly dependent on services include "other" manufacturing, extractive activities,
paper and printing, clothing, transport equipment, wood products, and rubber/plastics. If account
is taken of the fact that service inputs used by Egyptian industry are less efficient and more
costly than they might be (because of lack of competition), the magnitude of the ERP for most
manufacturing industries falls significantly -- from an average of 70 to 51 percent (Table 1,
column 4).2° Analogous to tariffs on traded inputs, the higher the tariff-equivalent of regulatory
policies for services, the lower the effective protection for industries that use the service inputs
involved. Indeed, for some industries it becomes negative, implying that the tariffs on
intermediates combined with the implicit tariffs on service inputs outweigh the tariff protection
applying to the goods produced. That is, the regulatory regime results in the effective taxation of
Egyptian industry. The costs associated with service protection are not limited to direct price-
increasing effects. Insofar as their effect is to reduce quality of services, users are also
confronted with an implicit tax.

Egypt is in the process of negotiating a free trade agreement with the European Union
(EU). Table 2 reports calculations of the ERP that will apply in Egypt once free trade in
merchandise with the EU has been achieved. It is assumed that the cost inefficiency of the
services industry is addressed to varying degrees (ranging from a 25 to 100 percent reduction in
the assumed tariff equivalents). It can be seen that the manufacturing average ERP becomes
positive only if these price wedges are reduced by at least 40 percent. In short, in the absence of
a significant program of services liberalization, free-trade in goods with the EU will translate into

a much greater shift in the terms of protection under which the Egyptian manufacturing industry

% The tariff equivalent for services is assumed to be 15 percent. This is a quite conservative
estimate given studies that have been undertaken of the Egyptian service industries. See
Hoekman and Djankov (1996) for details.
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is operating than what is suggested by its current structure of nominal protection.

V. Unilateral, Regional, and Multilateral Liberalization

Many countries have been pursuing unilateral liberalization and competition-increasing policies
in services. Examples abound involving both industrialized high-income countries and
developing economies.?! The political economy of liberalization of trade in services is analogous
to merchandise trade liberalization in that export-oriented industries and consumers will tend to
support it, while import-competing firms can be expected to oppose it.** Notwithstanding this
basic similarity, there are some important differences.

First, as many services are not tradable in the standard sense of the term, foreign service
providers that desire to contest a market must be able to establish a physical presence in that
market - be it temporarily or on a longer-term basis. Liberalization then requires the
reduction/elimination of both barriers to cross-border trade flows and to the movement of foreign
service providers or consumers. Thus, establishment/commercial presence (e.g., via FDI)
appears on the negotiating agenda. This has potential consequences for the political economy of
liberalization. In the short run, it is generally assumed that sector-specific factors of production
employed in inefficient protected industries will oppose liberalization of market access. In the
services-context this may not be the case. To the extent that establishment is the most efficient
mode of contesting a service market, sector-specific labor may be less opposed to liberalization,
insofar as it is expected that net employment in the sector concerned will not change much upon

liberalization due to the establishment of foreign-owned firms. This is likely to be the case in

*! For a detailed analysis of unilateral liberalization efforts see UNCTAD and World Bank
(1994).

% What follows draws on Hoekman (1994; 1995).
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particular when natural barriers to trade are prohibitive, as establishment is then the only feasible
mode.

Second, as barriers to trade in services often take the form of regulations, regulatory
agencies enter into the picture as players more prominently than in the case of trade in goods.
Regulators may have objections to liberalization of cross-border trade, as it is generally more
difficult to control industries that are located in foreign jurisdictions. Indeed, regulators may
prefer that establishment by foreign firms is required, as this ensures that they will maintain their

control of the activity involved (insurance is an example).

Regionalism, discrimination and services liberalization
Regional or preferential agreements to liberalize both trade in goods and international
transactions in services have been prominent in the late 1980s and early 1990s. Examples
include the United States-Israel Free Trade Area, the Canada-United States Frée Trade
Agreement (CUSFTA), the Australia-New Zealand Closer Economic Relations trade agreement
(CER), the EC-1992 program, numerous agreements between the EU and neighboring countries,
the North American Free Trade Agreement (NAFTA) and Mercosur (the Southern Cone
Common Market). All of these agreements are recent, the oldest having been negotiated in the
mid 1980s. In 1994, regional agreements to liberalize trade in services were complemented by a
new multilateral agreement to liberalize trade in services, the General Agreement on Trade in
Services (GATS). |

What might explain the prevalence of preferential agreements? In regional talks,
governments may be more like-minded with respect to the general objectives underlying at least
a subset of the regulatory regimes applying to service industries, especially if - as is often the
case - the countries involved have similar cultures and per capita incomes and are in geographic

proximity. Negotiation of mutual recognition agreements for standards and qualifications, for
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example, may be easier, facilitating liberalization of access to service markets in a regional
context. Tradeoffs across issues may be more feasible as well, as the countries involved may
have concerns in areas such as foreign or environmental policy that may be linked to market
access (Hughes Hallet and Primo Braga 1994). Issue linkage or "sidepayments" also may be
more feasible, facilitating agreement. In a regional setting there may also be less uncertainty
confronting interest groups regarding the valuation of the set of policy packages. The closer are
the regulatory objectives and specific regimes of countries for individual sectors, the smaller may
be concerns regarding free riding of competitors in potential partner countries. The smaller the
required changes in regulatory regimes and the greater the confidence that regulations will be
enforced in all jurisdictions, the more certain are the conditions of competition ex post.
Geographic proximity may also imply that firms have more information on existing and potential
competitors located in neighboring countries, making monitoring of regional integration
agreements less costly than multilateral efforts.

An implication of the foregoing is that the benefits of regional services integration may
be more easily internalized. More interestingly, a number of service activities may generate
network externalities, or be associated with agglomeration and other scale effects. If these
effects are regional in scope this may strengthen preferences for regional liberalization efforts.
There is some reason to think this may be the case in practice. For example, various distribution-
related activities are subject to scale economies (e.g., multi-modal transport, warehousing,
marketing), and, for small countries in particular, these may be regional. Agglomeration
externalities may be important for tradable services that are not highly tied to specific
manufacturing activities (e.g., financial intermediation or consulting). Network externalities are
particularly important for telecommunications and information services.

These are just some of the possible arguments that might make preferential agreements to

liberalize services more attractive than multilateral efforts. It is not clear at all, however, how
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significant these conceptual considerations are in practice. What matters from an economic
perspective is to what extent preferential arrangements actually result in significant liberalization.
Here the evidence to date is mixed. In the case of the EEC, where liberalization of services was
to be achieved under the provisions of the 1957 Treaty of Rome, little progress was made for
decades. Indeed, the Single Market or “1992" initiative was to a large extent about achieving
liberalization of services. Many of the recent regional agreements that include services do very
little, if anything, to liberalize trade and investment. An example are the Euro-Mediterranean
Partnership agreements that have been concluded between the EU and a number of
Mediterranean countries. These simply make reference to the multilateral obligations embodied

in the WTO’s General Agreement on Trade in Services (GATS).

Multilateral liéeralization efforts
As mentioned, at the same time that many nations began to pursue services liberalization in a
plurilateral context, efforts were also initiated to agree to multilateral rules of the game. After
almost 8 years of intensive discussions, the Uruguay Round of multilateral trade negotiations
were concluded in April 1994. Participating countries agreed to establish a new World Trade
Organization (WTO), which, among other things, is to administer three multilateral trade
agreements: the already existing General Agreement on Tariffs and Trade (GATT), as amended
during the negotiations (the so-called GATT 1994), as well as the new General Agreement on
Trade in Services (GATS) and the Agreement on Trade-Related Intellectual Property Rights
(TRIPs). Under the GATT, recurring rounds of negotiations during the last five decades have
helped to gradually bring down average tariffs to very low levels and discipline the use of
nontariff measures. With the creation of the GATS, nations are starting down a similar path.
The GATS contains two sets of obligations: (1) a set of general concepts, principles and

rules that apply to al/l measures affecting trade in services; and (2) specific negotiated obligations
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that constitute commitments that apply to those service sectors and subsectors that are listed in a
member country's schedule. The Agreement applies to four "modes of supply:" (1) cross-border
supply of a service (that is, not requiring the physical movement of supplier or consumer); (2)
provision implying movement of the consumer to the location of the supplier; (3) services sold in
the territory of a Member by (legal) entities that have established a presence there but originate in
the territory of another Member; and (4) provision of services requiring the temporary movement
of natural persons (service suppliers or persons employed by a service supplief who is a national
of a country that is a party to the agreement).

Unconditional MFN is a core general obligation of the Agreement: each service or service
supplier from a Member must be treated no less favorably than any other foreign service or
service supplier. MFN applies to all trade in services, except if a member has invoked an
exemption for a specific measure. Such exemptions are in principle time-bound (lasting no
longer than ten years) and are subject to periodic review and negotiation in subsequent trade
liberalizing rounds. MFN exemptions may be invoked only once, upon joining the agreement.
The general obligations of the GATS, of which MFN is the most important, are complemented
by specific commitments on market access and national treatment. Market access is not defined
in the GATS. Instead, agreement was reached on a list of six measures that in principle are
prohibited. These consist of limitations on: (i) the number of service suppliers allowed, (ii) the
value of transactions or assets, (iii) the total quantity of service output, (iv) the number of natural
persons that may be employed, (v) the type of legal entity through which a service supplier is
permitted to supply a service (e.g., branches vs. subsidiaries for banking), and (vi) participation
of foreign capital in terms of a maximum percentage limit of foreign share holding or the
absolute value of foreign investment. National treatment for foreign services and service
suppliers is defined conventionally as treatment no less favorable than that accorded to like

domestic services and service suppliers. Specific commitments apply only to listed service

25



sectors and subsectors, and then only to the extent that sector-specific qualifications, conditions
and limitations are not maintained. Any or all of the six types of measures that are prohibited in
the market access article may continue to be applied to a sector that is listed by a country as long
as these measures are also listed. Moreover, these measures can pertain to any or all of the four
modes of supply.

The impact of the GATS very much depends on the content of the specific commitments
made by countries. Analyses of these commitments conclude that most countries scheduled only
a part of their service sector--often a small part--and continue to maintain numerous measures
that violate national treatment or market access (as defined in the GATS). High-income
countries (HICs) made commitments of some kind for 47.3 percent of the total possible, as
compared to 16.2 percent for developing countries (Hoekman, 1996). This largely reflects the
fact that many developing countries made very limited commitments. Indeed, over one-quarter
of developing countries scheduled less than 3 percent of all services (i.e., 22 out of 78 countries).

Commitments made by large developing countries, arbitrarily defined as those with GDP of US
$40 billion or more, were substantially higher than the developing country average, accounting
for 38.6 percent of the maximum possible. If commitments are weighted so as to discount the
"value" of sector-specific commitments where restrictions on national treatment or market access
continue to apply, the average weighted coverage of commitments for the HIC group is 35.9
percent; that for developing countries 10.3 percent; and that for large developing countries 22.9
percent. Perhaps the best measure of the state of liberalization that is embodied in the specific
commitments is the share of commitments where no restrictions are maintained on either market
access or national treatment. The figure for HICs is 24.8 percent of all services, and that for the
other countries, 6.9 percent. These numbers vividly illustrate how far away GATS members are
from attaining "free trade" in services, and the magnitude of the task that remains. Market access

commitments by OECD countries tend be restrictive with respect to activities where developing
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countries have a comparative advantage -- i.e., both low- and high-skill labor-intensive activities

that require either temporary entry or establishment/work permits.”

Comparing the GATS to Preferential Arrangements
The GATS extends multilateral disciplines to the area of trade in services. The immediate
implications in terms of services liberalization are limited as much remains to be done to expand
its coverage. The main impact of the agreement is that it involves a standstill promise with
respect to protectionist policies toward services (i.e., a commitment not to introduce new
distortions). In evaluating the GATS, it is helpful to compare it to regional liberalization efforts
such as the NAFTA.?* There are fairly significant differences between the GATS and NAFTA.
In the GATS national treatment, market access or the right of non-establishment (i.e. the right to
provide cross-border services without an established presence) are not general obligations,
whereas they are under the NAFTA. Moreover, no distinction is made regarding modes of
supply as far as rights and obligations are concerned in the NAFTA. The NAFTA employs a
negative list approach to coverage (i.e. all services are covered unless they are explicitly
excluded in an annex); the GATS employs positive lists (i.e., obligations apply only to listed
services). A negative list is significantly more transparent because it forces governments to
reveal all non-conforming measures and excluded sectors.

NAFTA also goes beyond the GATS as far as government procurement is concerned.

GATS does not cover government procurement of services, simply calling for negotiations on

* See Hoekman (1996) for a detailed discussion of the methodology used to derive the
numbers reported above. Hoekman and Primo Braga (1996) discuss the explanatory role of
levels of development, size of the domestic market and FDI stock with respect to market access
commitments under the GATS.

** See Hoekman and Sauvé (1994) for an in-depth comparison.
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this issue to be initiated within three years of the entry into force of the agreement.2s NAFTA

requires covered entities to open public contracts to North America-wide tendering. Disciplines
of openness, transparency and competitive bidding are to apply to the purchases by public
entities of goods and services, including construction services. This is significant in that

| procurement typically represents the most direct and immediate means of liberalizing the
provision of many services -- such as computer services, consulting engineering, or construction
-- that are otherwise subject to few or no cross-border impediments.

The NAFTA illustrates that regional arrangements to liberalize trade and investment in
services have the potential to go significantly beyond the GATS. In addition to NAFTA, the EU
is of course the foremost example. At the same time, there is quite a lot of overlap between the
GATS and “deeper integration” regional schemes. With the exception of the EU, regional
arrangements invariably embody many exceptions and loopholes. Indeed, in terms of sectoral
coverage the “sensitive” sectors (such as transport) tend to be the same. It can also be recalled
that the GATS is just the first step taken on services in the multilateral context. Over time, the
coverage of the agreement can be expected to expand, and greater liberalization will hopefully be

pursued.

VI. Concluding Remarks

Liberalization of trade in services has become an important policy issue over the last ten years.
Pressure from export-oriented service industries, regional experiments with deep integration and
the inclusion of services in the Uruguay Round of multilateral trade negotiations contributed to

increasing the profile of services trade as a policy issue. This trend is likely to be maintained as

% It should be noted that the GATT Government Procurement Agreement (GPA) was
expanded to include services as of 1997. However, the GPA is a plurilateral agreement that
binds only signatories (mostly OECD countries).
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technological progress further promotes the tradability of services.

Research with respect to the welfare implications of services liberalization is still in its
infancy. In the same vein, the routes (unilateral, regional and multilateral) toward liberalization
have only recently began to be trailed. As suggested by this review, however, the benefits of
such a journey can be substantial and the challenges ahead are to further document the costs of
protectionism in the services sector and to improve the available estimates of the welfare effects

of services liberalization.
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Table 1 : Protection in Egypt, 1994

Nominal Share of Current ERP, | Current ERP,
tariff  [services in total] with tariff | without tariff
l inputs equivalents for | equivalents for
services services
hemicals and products, excl. petroleum 15 32 -12 21
lothing 68 44 147 162
otton ginning and pressing 7 12 9 14
otton spinning and weaving 29 22 38 51
rude petroleum and natural gas 9 89 21 7
'ood processing 36 23 59 72
urniture 56 26 107 118
lass and products 34 26 91 109
ron, steel, other base metals 28 25 9 14
ather products excl. shoes 35 28 13 28
achinery and appliances 27 27 20 38
ineral products, n.i.e. 19 19 21 33
ther extractive industries 13 54 25 -3
ther manufacturing 30 62 23 34
aper and printing 31 52 52 920
etroleum refining 13 32 45 83
orcelain, china, pottery 37 34 98 115
ubber, plastic and products 24 7 16 33
‘ootwear 56 24 267 301
ransportation equipment 40 43 65 90
ood, wood products, excl. furniture 33 37 54 66
VERAGE 31 36 51 70

Source: Hoekman and Djankov (1997).
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Table 2: Impact on ERPs in Egypt of Reducing Tariff Equivalents for Services
(Assuming Full Elimination of Tariffs on Imports From EU)

SECTOR Service 0% Cut 25% Cut 50% Cut 75% Cut 100% Cut
Share

Chemicals and products excl. petroleum 32 -64 -56 -48 -40 -32
Clothing: assembled and pieces 44 77 81 84 88 92
Cotton ginning and pressing 12 -23 -22 -20 -19 -18
Cotton spinning and weaving 22 -24 -20 -17 -14 -11
Crude petroleum and natural gas 89 -29 -22 -15 -8 -1
Food processing 23 -11 -8 4 -1 2
Furniture 26 -10 -7 -4 -1 2
Glass and products 26 4 9 13 18 22
Iron steel other base metals 25 2 3 4 5 7
Leather products excl. footwear 28 -22 -18 -14 -10 -6
Machinery and appliances 27 -28 -24 -19 -15 -10
Mineral products n.i.e. 19 -10 -7 -4 -2 1
Other extractive industries 54 -25 -19 -14 -8 2
Other manufacturing 62 -8 -5 -2 0 3
Paper and printing 52 -29 -20 -10 -1 9
Petroleum refining 32 -25 -15 -6 4 13
Porcelain china pottery 34 36 40 44 48 52
Rubber plastic and products 37 -10 -6 -2 2 6
Footwear 24 33 42 50 59 67
Transportation equipment 43 -10 -4 2 8 15
Wood, wood products excl. furniture 37 -10 -7 -4 -1 2
Mean 33 -9 -4 1 5 10
Standard Deviation 17 29 28 28 28 28

Source: Hoekman and Djankov (1997).
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