World Trade Organization

SYMPOSIUM ON ASSESSMENT OF TRADE IN SERVICES

Services Export Capacity in Developing Countries

Dr. Dorothy I. Riddle, CMC

Service-Growth Consultants Inc.

Vancouver, Canada

DRiddle@compuserve.com

15 March 2002


1.  The Context

One of the main challenges in negotiating under the General Agreement on Trade in Services is a lack of accurate information on the services trade activities of developing countries.  Assumptions have been made that developing countries are net importers of services, with the possible exception of tourism, and that exporting of business and professional services occurs primarily through the movement of individual professionals to work abroad.  Assertions have been made that the main benefit of services trade liberalization for developing countries is to create a more attractive environment for foreign investment.

In all of these discussions, the ongoing foreign-exchange generating activities of small service firms is invisible.  More importantly, if assumptions continue that such activity does not exist or is minimal, policy decisions will be taken, and negotiating positions developed, that undermine rather than enhance the competitiveness of such firms.  This is particularly true if the focus is primarily on attracting foreign investment without regard for the potential loss of business for domestic service suppliers due to the establishment of major foreign competitors in key service industries.

What the research shows is that countries at all levels of development are already exporting a wide range of “other services” (i.e., other than transportation and tourism), in particular business and professional services.  LDCs average 30 different service exports, most of which are still unknown to their governments as trade development initiatives do not focus on services.  Much of the export activity is south-south, particularly with regional partners, but these service firms are also exporting into North America and Europe.  In facilitated private-public sector dialogues in LDCs, small service firms have consistently pushed for much more market openness than their governments thought they would want.

This paper focuses on the export activities of small, very small, and micro service firms in developing countries, with particular emphasis on LDCs – i.e., sales by service firms to foreigners in their countries or abroad.  This paper purposely does not focus on “trade” via the migration of service professionals or skilled workers from developing to developed market economies.  Factor movement, while being more visible, does little to generate economic multiplier effects or job creation in the home economy.

Finally, it is helpful to keep in mind the implications of the likely size distribution of service exporters in developing countries.  In the absence of specific size data from these markets, data from Canada are presented in Table 1 showing a distribution heavily weighted to very small and micro service firms.  During negotiations, private sector interventions tend to be from large service firms with government relations staff and a vested interest in commercial presence abroad.  The interests of very small and micro service firms are seldom heard, in part because they don’t have staff time for extensive government consultations and in part because they are often assumed not to be exporting.

Table 1:  Size Categories Based on Canadian Business Registry Data

Number of Employees in the Service Firm
% of Canadian Service Firms
Cumulative Percent
Suggested Category

Less than 5
57.0%
57.0%
Micro

5-9
17.8%
74.8%
Very small

10-19
12.5%
87.3%


20-49
8.5%
95.8%
Small

50-99
2.5%
98.3%
Medium

100+
1.7%
100.0%
Large


Source of data:  Statistics Canada Business Registry, June 2000.

2.  Business and Professional Services in Developing Countries
Global production of business and professional services was estimated at US$3 trillion for 2001, or approximately ten percent of global GDP.  Exports of business and professional services for 2001 were projected (based on IMF balance of payments data) to be US$733.6 billion, or 24 percent of total global production.
  Developing countries already account for approximately one-quarter of global exports of business and professional services.  Since 1990, growth in the export of business and professional services from developing economies has been 50 percent higher than that from developed market economies B 10.5 percent average annual growth versus 6.9 percent average annual growth.

Global demand for business and professional services, especially specialised services, is very high as every organisation B  whether public or private, for-profit or non-profit, large or micro-enterprise B has support functions that are critical to its survival and competitiveness but that are not their core mandate or competency.  Examples include accounting (in non-accounting firms), training (in non-training institutions), market research (in non-market research firms), and computer services (in non-IT firms).  No organisation, no matter what its size, can operate for long without functions like these as they improve the management and productivity of the enterprise.

Research in Latin America by UNCTAD in the 1980s determined that one of the critical differentiating factors between developed and developing economies was the availability of high quality, specialised business and professional services.  This finding has been confirmed by the author in research over the past 16 years in 30 developing economies (with detailed studies in Malaysia, Indonesia, and Vietnam).  If such services are not available from an external domestic provider, then the enterprise will either import the services or produce the services internally.

The move towards e-trade means that an increasing number of services can be traded more cost-effectively, and the export opportunities have become almost limitless.  All else being equal, service firms in developing economies have a competitive edge in that, with equivalent professional qualifications, they can offer a price advantage as compared with the billing rates of similar firms in developed market economies.  But “all else” is not equal, and the competitive challenges faced by developing country service suppliers can be either mitigated or exacerbated in the digital economy.  The leading issues for business and professional service firms are not legal concerns or credit card acceptance; rather, they focus on marketing and infrastructure. The Web environment makes it possible to reach customers around the global with little incremental cost.

3.  Strengthening Domestic Services Capacity
Service industries already contribute the largest percentage of gross domestic product (GDP) in virtually all economies, ranging from 44 percent in an economy like Vietnam to 93 percent in an economy like Antigua and Barbuda.  Within the service sector, from 38 to 50 percent of production is “intermediate services” or services sold to other businesses, of which business and professional services are a further subset.  These are services that provide not only functional benefits but also generic (cross-functional) benefits such as increased strategic flexibility (through moving service provision from a fixed to a variable cost), optimized use of skilled resources for the core business, improved operational efficiency, and increased value-added.  All business services themselves use other business services, so that the quality and availability of a particular type of business service has an effect on the quality and availability of all other business services.

Characteristics of suppliers.  There is generally a bimodal size distribution of local business service suppliers in developing markets.  Most private sector suppliers are small or very small themselves, with the notable exception of the large governmental agencies and the large foreign multinationals (major accounting firms, engineering firms, market research firms, etc.).  Private sector business service suppliers may be either generalists or specialists in a particular business service.  If specialty firms have developed, it is usually by acquiring foreign clients (either locally based or in export markets) in order to have sufficient demand to sustain the maintenance of specialty skills.  Private sector business service suppliers may be sole proprietorships, partnerships, or affiliates of foreign multinationals (as is often the case for accounting firms).  Some business service suppliers are “subsidiaries” of larger organizations ( e.g., executive training provided by universities, market research provided by government trade development agencies ( and so are protected from market forces.

Availability.  In order for markets to function optimally, business services need to be available to enterprises across geographic regions, either on-site or virtually through the Internet.  Most business service suppliers in both developed and developing economies are concentrated in urban areas in order to be near a critical mass of potential customers.  This geographic distortion curtails the availability of business services in rural areas for both formal and informal sector enterprises.  The rapid growth in on-line service availability, however, offers a creative solution as long as enterprises have cost-effective Internet access.

Quality. “High quality” services (i.e., being of consistently excellent technical quality, delivered on time, error-free, with a rapid initial response rate) are typically difficult to find in developing economies.  Successful small businesses, however, do solve this issue over time.  As one Vietnamese respondent put it, “There’s good quality out there if you have the patience to look for it.  It took us two years of experimenting, but now we have some very good suppliers.”  Despite international assumptions that developing countries’ comparative advantage is lower labour costs, most firms studied reported that they competed internationally based primarily on quality or “value for money” rather than simply on lowest price.  Access to quality business service inputs, therefore, has a direct impact on competitiveness.

Specialty services and customer orientation.  The business services that are available in developing countries tend to be generic or basic in nature.  It is common to find local business service firms described as not understanding how to assess potential customers’ needs and adapt their services accordingly.  Foreign-owned firms often report difficulty in training local staff to customize service provision appropriately.  It would appear that, while there is difficulty convincing client firms to purchase generic business services (rather than self-serve), there is a market for specialty services if they were available and matched to client demand.

Competition from government agencies and NGOs.  Private sector business service suppliers typically face competition from public sector agencies as well as donor-funded NGOs.  The “crowding out” is most apparent for training, consultancy, and market research services.  Firms in these sectors survive mainly through foreign corporate clients or as contractors to the donor community itself.  The smaller the business service firm, the stronger the need for foreign customers in order to survive.  The degree of competition from government agencies depends in part on the policy environment ( e.g., whether public/NGO provision is subsidized and therefore cheaper, or whether public sector provision is mandated (as is often the case for government departments or for private sector firms wishing to gain a given credential). 

Competition from self-production.  The primary competition faced by private sector suppliers, however, is not government or NGO provision but rather in-house production (self-service).  Due to concerns about confidentiality or professional standards, firms in developing economies show a pattern of high reliance on internal resources for services like market research and accountancy/audit services.  Enterprises are most likely to turn to outside resources for training and computer services.  Service firms are noticeably less likely to use external consultancy services, both because they are critical of the quality of assistance available and because they have difficulty finding consultants knowledgeable in issues facing the managers of service firms.

Awareness barriers to purchase.  Another challenge for suppliers of business services is a lack of awareness among their potential clients about the costs associated with the (often unconscious) choice to self-produce business services in an unskilled fashion.  Most small firms show little awareness of the opportunity and economic costs associated with:

a) Diverting skilled resources from producing core revenue-generating products and services to self-producing business services.

b) Using generalist rather than specialist business services expertise.

c) Purchasing low-cost and low-quality business service inputs “to save money.”

At the same time, business service suppliers are not themselves necessarily well-informed users of other business services, with few able to articulate supplier selection criteria and many themselves self-producing.  Thus, while current demand may be modest, educational programs (run by service industry associations) can activate latent demand.
There are two additional issues that need to be addressed in strengthening domestic capacity.  The first is the matter of skills training.  Service firms need access to staff that are comfortable working online, have excellent communication and problem-solving skills, and are willing to adapt their working hours to accommodate a 24x7 digital environment.  Managers of service firms need access to training in services marketing and services operations management, not the existing business courses which are goods focused.

The second issue is the licensing process for professionals.  Quality of service is controlled in large part through licensing.  What is needed is a licensing process that reviews education and training credentials, as well as ethical behaviour, and requires continuing professional education in order to maintain or renew a license.  In some developing economies, not all professions are licensed.  A related issue is the matter of whether or not government supports the professional service associations in enforcing professional codes of ethical conduct.

4.  Misconceptions about Domestic Service Capacity

Perhaps because of their invisibility, the critical role of service industries in developing economies is often underestimated. Services provide the infrastructure and specialised inputs for all economic activities, as well as the health, education, cultural, and recreational supports for quality of life.  Many developing countries have abundant natural resources that could be exploited, but their populations remain at subsistence level because of inadequate services infrastructure support. In terms of human resources, most developing countries experience brain drain, under-employment for a significant portion of the work force, and under-utilisation of women due to low literacy levels.  Development of exportable services capabilities can create skilled, value-added jobs throughout the rural and urban domestic economy, reduce services import dependence, and diversify export revenues.

One of the myths that continues to undermine effective services development planning is that developing economies, particularly LDCs, are predominantly agricultural economies.  When development of service industries does get mentioned in country overviews, the immediate focus is usually on tourism rather than on the broad range of service industries needed for efficient economic functioning.  Donor agencies continue to undermine the competitiveness of indigenous private sector business-to-business services, which form the backbone of a growing economy, by subsidising programs to create business services in the public and non-profit sectors.  Internationally-financed export development programs focus on goods production rather than on the potential for exporting a range of services.

Three examples may help to underscore the unwitting role that international organisations have played in perpetuating misconceptions about service sector capacity.  First, a recent economic review of St. Lucia by the IMF focused on the “banana-based” economy.  In reality, 85.5 percent of GDP and 81.9 percent of exports come from services.  While 23.5 percent of St. Lucians may be employed in agriculture in general, 26.1 percent are employed in wholesale and retail trade (including hotels and restaurants); and service firms provide employment for 67 percent of the population.  Financial services rank #1 in GDP per worker, while agriculture ranks #12.  St. Lucia’s single most important export is tourism, not bananas.

Second, USAID and the Government of Egypt have had a 25-year relationship in terms of economic development.  According to USAID, Egypt’s top industries are textiles and food processing and top exports are crude oil and petroleum products, cotton, textiles, metal products, and chemicals.  In actuality, at least 56 percent of Egypt’s GDP is from service industries, and service firms employ 57.2 percent of the population.  Egypt’s actual top exports are listed in Table 2.  Incorrect perceptions of the economic structure could lead to sub-optimal resource allocation for economic development initiatives.

Table 3:  Egypt’s Top Five Exports - 2000

Rank
Export
Amount in US$ millions

1
Tourism (travel)
$4,345

2
Workers’ remittances*
$2,852

3
Commercial services
$2,697

4
Petroleum**
$2,632

5
Suez Canal fees
$2,012

Source:  International Monetary Fund, Balance of Payments Statistics Yearbook 2001.

*Services traded through the travel of workers abroad.

**Data from Egypt’s Monthly Economic Digest (February 2002) as reported on the Ministry of Foreign Trade’s website (www.economy.gov.eg).
Third, in the preparations for UNLDC-III, UNCTAD released its Least Developed Countries 2000 Report with recommendations on exiting the external debt trap.  Nowhere in the report is there mention of service sector development as a priority or of service exports as a means of generating foreign exchange earnings, though a “lack of business support services” is noted as a growth constraint.   Unless service industries, particularly business and professional services, are recognised and promoted as levers of economic development and economic growth, any Anew deal on international development cooperation” is unlikely to be successful.

5.  Benefits from Services Exporting

Business and professional services, in addition to telecommunications and commercial education and training, are the main competitive inputs for both goods exporters and service exporters.  Detailed research by the author in Indonesia, Malaysia, and Vietnam underscored the fact that traditional inputs (such as transportation, finance, and insurance) take a back seat to these main inputs.  To be competitive in a global market, service exporters have to meet international quality standards.  This enhanced quality of exported services improves the competitiveness of domestic goods and service suppliers that use those inputs.

Main benefits of services exporting, in addition to generating foreign exchange earnings, are the potential for import substitution and for developing a broad enough customer base to develop specialty service offering.  In addition, service exporters create skilled jobs and can help reverse “brain drain.”

From an economic development perspective, services can play a unique role in helping to create jobs throughout an economy and thus encourage people to stay in smaller communities rather than migrate to large urban areas.  Using information and communication technologies, support services can be provided to foreign clients from anywhere.

6.  Challenges for Service Exporters
Service exporters in developing countries report that lack of international credibility and profile are their greatest barrier to growth.  Their own governments are unaware of their capabilities, national websites make no mention of worldclass service exports, and international donor agencies consistently overlook the expertise that they have to offer.  Numerous success stories exist B such as the Ugandan engineering firm that won an international contract for regional hydro power management in open competition against the major international engineering firms B but these stories are not being told.

In fact, developing country business and professional service firms face major competition within their own economies.  Donor agencies unwittingly undermine their growth by funding new market entrants in markets where the demand base is already slim.  In order to secure external funds, governments agree to “tied aid” in which the professional services are provided by firms from the donor country without any requirement to partner with local professionals.  When large projects and specialty work are consistently awarded to foreign firms, it makes it extremely difficult for local professionals (who have often been trained and licensed in those foreign countries before returning home) to maintain their specialised expertise.

Government departments are also themselves often unaware of the expertise that does exist in their private sector.  Government officers may offer market research services, for example, in direct competition with private sector market research firms or offer export consultation and training services that duplicate private sector offerings.  In addition, there are often requirements that government departments purchase their business services from other government agencies rather than from private sector suppliers.

Another major constraint is barriers to temporary business travel.  Since developing country capabilities are not being promoted either by their own governments or by donor aid agencies, professionals in particular need to travel abroad to conferences and other venues where they can meet potential international clients and demonstrate their competence.  For most developing countries, however, there are stringent and time-consuming procedures for obtaining temporary entry visas -- a process that may take several weeks and that prevents business persons from engaging in time-sensitive travel.  Often host countries require that the business person present a letter of invitation or provide financial statements from their bank or tax authority.  Since the terrorist attacks in the U.S. on September 11, entry into the U.S. in particular has become even more difficult.

Business and professional service firms depend on human resources to design and deliver competitive services.  Most developing country service firms are severely constrained in finding staff with at least a high school education and proper skills.   Review of the education and training portions of national development plans indicates a lack of awareness on the part of both national governments and the donor community of the types of skills (communications, problem solving, customer service, learning how to learn, computer and online skills) that are needed by business and professional service firms.

The costs of doing business are typically very high for developing country business and professional service firms.  The Internet and telecommunications networks are the main infrastructure through which services are exported, yet access to these networks is often very expensive.  While Internet access has spread through all the LDCs studied, often service firms pay long distance charges to servers in neighbouring countries in order to ensure reliable Internet and e-mail access.  With the increase in multi-media files and the need to engage in extranet environments,  these firms need high speed, broad band access.  Cable TV is now available in many developing countries, yet the obvious solution of cable modem access has not yet been made available.  Often national development planning focuses on transportation infrastructure, forgetting the importance of telecommunications and Internet access for services exports.

Other associated costs include the opportunity costs of power outages and poor equipment maintenance services, as well as high import duties on computer and office equipment.  Maintaining international quality standards is often not valued by government contractors in particular, making it difficult to recoup the costs of quality management systems.  In addition, none of the 46 developing countries researched provided export financing except for capital projects or secured by professionals’ personal assets.  The common practice in developed markets of securing overdraft facilities with accounts receivable is not available.  In addition, many of these developing country government are very slow to pay their domestic service suppliers, sometimes taking up to 18 months.

Professional associations serve an important function by setting professional standards, enforcing a professional code of conduct, and providing ongoing professional education.  In most developing countries, such associations do not yet exist.  Where they do exist, their focus tends to be on domestic regulatory matters rather than on supporting export initiatives by their members through mutual recognition agreements with sister associations in export markets.  In fact, LDC representation is woefully lacking in international debates on issues such as mutual recognition of professional credentials.

Finally, there is little in the way of export development support.  National export development plans typically focus only on goods exports and perhaps tourism.  Special incentives for exporters or for small firms are typically only for goods producers or again perhaps tourism.

7.  Summary of the Trade Effects of Regulatory Policies and Administrative Practices

Not all of the issues described in this paper are the subject of trade negotiations, but they do form the framework for “strengthening domestic capacity” which is an objective of the GATS.  For the purposes of the GATS negotiations, there are four areas of policies and practices that have an impact on the competitiveness of service exporters in developing countries.

First, there are at least eight types of domestic regulations that affect competitiveness:

a) Excessive bureaucracy and inefficient government procedures.

b) Monopolies or exclusive service providers (e.g., finance, telecommunications, air transportation) that artificially raise the cost of doing business.

c) Restrictions on the form of business (e.g., incorporation, multi-disciplinary firm).

d) Policies that do not support payment of domestic service suppliers by government within 45 days.

e) Policies that favour the awarding of aid-funded contracts to foreign suppliers rather than domestic suppliers.

f) Policies that force government departments to purchase their support services from other government departments.

g) Requirements for hardcopy documentation of transactions (rather than e-files).

h) Licensing requirements that restrict virtual partners (in an age of e-trade).

Second, there are issues with regard to recognition of professional credentials.  As mentioned earlier, some countries may need to develop adequate professional licensing procedures before opening their markets.  Then there are ongoing issues with:

a) Harmonising education/training requirements.

b) Developing a solution for cross-border professional accountability.

c) Developing international (rather than bilateral) mutual recognition agreements (MRAs) to reduce the burden of compliance on small professional service firms.

d) Enforcing existing MRAs.

Third, there are issues related to temporary business travel.  Mode 4 discussions have focused primarily on individuals travelling abroad for employment or intra-corporate transfer, rather than the more common situation of employees of services firms travelling abroad to attend conferences, conduct business development, report to clients, or deliver services.  There are at least four ongoing issues:

a) “Visa free” or “visa-at-border” entry for business development purposes, which may require the engagement of immigration officers in services trade negotiations.

b) Common service standards for the processing of temporary entry visas.

c) The training of immigration/customs officers regarding the business traveller.

d) The admittance of business visitors who are partners or clients of domestic service suppliers.

Fourth, there is the matter of adequate services statistics.  It is said that one can only manage what one can measure.  It is certainly true that one can only negotiate responsibly in areas where one can measure current (baseline) activity and the impact of trade negotiations.  All developing countries are challenged in their gathering of adequate services statistics.  Comparisons of actual service exports with published trade statistics confirms gross under-reporting of most business and professional services trade.  Bilateral services trade statistics in these countries are almost non-existent, though negotiations proceed in large part on a bilateral basis.  Technical assistance is needed to ensure that developing countries have a clear and accurate picture of their service sector capabilities and exporting activity.

The research summary below is based on competitive analyses and work with service exporters by the author in 30 developing countries in Africa (Kenya, Tanzania, Uganda), Asia (Bangladesh, China, India, Indonesia, Malaysia, Nepal, Pakistan, Philippines, Sri Lanka, Thailand, Vietnam), the Caribbean (Antigua & Barbuda, Barbados, Dominica, Grenada, St. Kitts & Nevis, St. Lucia, St. Vincent & the Grenadines), Latin America (Argentina, Bolivia, Chile, Ecuador, Mexico, Peru, Venezuela), and North Africa and the Middle East (Egypt, Jordan).  The author has also validated the results of in-depth work in the 30 countries listed above with competitive analyses of an additional 16 least developed countries:  Benin, Bhutan, Burkina Faso, Cambodia, Djibouti, Ethiopia, The Gambia, Guinea, Haiti, Madagascar, Malawi, Mali, Mauritania, Mozambique, Vanuatu, and Zambia.








�Accurate statistics on trade in business and professional services are difficult to obtain for two reasons.  First, statistical agencies (particularly in developing countries) have difficulty capturing the data as there is no customs point through which the service passes.  Second, service firms are not necessarily aware that they are exporting services, especially if they are selling their services locally to foreigners (Mode 2 under the GATS).


     2The International Trade Centre UNCTAD/WTO has just published a handbook, Offshore Back Office Operations: Supply Support Services to Global Markets, illustrating that virtually any business service is now offered through distance delivery by business service firms in developing countries.
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