TD/TC/WP(2001)24/PART1/REV2


forthcoming in GATS: The Case for Open Services Markets, Paris: Organisation for Economic Cooperation and Development.
The benefits of open services markets: empirical evidence

1.
Aggregate gains from services liberalisation

· The global welfare effect of services liberalisation is deemed to be roughly of the same order of magnitude as that associated with full liberalisation of barriers to trade in merchandise (agriculture and manufacturing). A study by Dee and Hanslow (1999) finds that the world as a whole is projected to be better off by more than US$260 billion annually as a result of eliminating all post-Uruguay Round trade barriers. About US$50 billion of this would come from liberalisation of agricultural trade, and a further US$80 billion from liberalisation of trade in manufactures. The additional US$130 billion – that is, half of the overall welfare gain ‑ would come from liberalising services trade.

· Developing countries stand to gain relatively more than industrial countries from liberalising their services trade. The gains in welfare (expressed as a percentage of GDP) from a “hypothetical” 25 per cent reduction of a vector of service sector protection were estimated to represent 1.2 per cent for the United States and Japan and 1.0 per cent for the EU. The corresponding values were 3.0 per cent for the rest of South Asia, 2.9 per cent for ASEAN countries, 2.5 per cent for a group of newly-industrializing economies, and 1.4 per cent for India. The additional gains for OECD countries are relatively higher under services trade liberalisation than under goods trade liberalisation [Chadha (1999)].  
2.
 Evidence of the economy-wide effects of services 

· Services have the capacity to generate demand for goods and services in other sectors following an increase in their own output. A study conducted for the World Bank [Azad (1999)] finds that for a unit increase in the output of electricity, gas, transport, public administration and health in Bangladesh, additional demand-creation for the output of other sectors ranges between 30 to 43 per cent. Housing, construction and banking-insurance services spur demand for other sector's output to the tune of 15 to 20 per cent for a unit increase in their own output. 

· The study by Azad also finds that energy services (electricity-gas), banking and insurance as well as transport services are critically important inputs in the production of other sectors' output in Bangladesh. In addition, the contribution of services to ready-made garments industry production -- the largest foreign exchange-earner for Bangladesh -- ranges between 20-25 per cent. The importance of services as inputs for other sector's output implies that not only is their availability essential for production to continue in other sectors of the economy but a cheap and better supply of services will substantially reduce the costs of production of the goods in which they are used as inputs. 

· Another example concerns the experience of Chile and its development of vibrant exports of foodstuffs, especially fresh fruit and fish. A reduction in flag discrimination in shipping led to a 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, and invested in equipment with the appropriate refrigeration technology. As a result, most lines were able to adapt to the changed environment [Hoekman and Mattoo (1999)]. 

· A major benefit of liberalization is likely to be access to a wider variety of services whose production is subject to economies of scale. Consumers derive not only a direct benefit from diversity in services such as restaurants and entertainment, but also an indirect benefit because a wider variety of more specialized producer services, such as telecommunications and finance, can lower the costs of both goods and services production [Copeland (2001)]. In such circumstances, countries with smaller markets can be shown to have a strong interest in liberalizing trade in producer services since this can offset some of the incentives that firms have to locate in countries with larger markets [Markusen (1989)].

· An important defining characteristic of many services is that they may be costly to trade across borders (under modes 1 and 2 of the GATS), and hence if foreign providers are to enter a market they will most efficiently do so through investment or, in GATS terms, commercial presence (Mode 3). Markusen, Rutherford, and Tarr (1999) developed a model to examine the benefits that a liberalised investment regime for intermediate services can have on a domestic economy even when the foreign provider “imports” from its home country much of the services that it supplies, and economises on labour in the host country. Their results showed that: (i) liberalisation of restraints on inward foreign direct investment in the service sector has a very powerful positive impact on the income and welfare of the FDI importing country. The impact is much stronger than in traditional competitive models of goods trade; (ii) the increase in the variety of imported services leads to increased total factor productivity in downstream industries; and (iii) policies that aim to protect domestic skilled labour against competition from imported services can have the perverse effect of lowering the returns to domestic skilled labour. While the first two points are directly analogous to trade and investment in goods, the third point merits special attention. The model finds that even when foreign providers are engaged to supply services, the positive productivity and scale effects on the downstream industry can be sufficiently powerful that the real wage of skilled labour increases after the liberalisation. This implies that protecting a domestic service sector from foreign competition under Mode 3 could have adverse impacts not only on the various industries that consume those services, but also on service professionals themselves. 

· One of the most immediate results of service sector reforms, reported in many empirical studies, may be a fall in the profitability of incumbent firms. Declining profits at early stages of reform could in fact be viewed as a natural corollary of any adjustment process leading to more efficient production and marketing systems. Where internal reform efforts have foundered, for example due to cost rigidities or poor strategic management (for instance, a failed airline alliance), new entities have in many countries tended to emerge from take-overs, mergers or new business set-ups [WTO (1998a)].
3.
Sectoral Studies

(i) Telecommunications 

· Key indicators for the telecommunications sector confirm the significant role played by the Agreement on Basic Telecommunications (ABT) in the opening of markets for telecommunications services. The example of mobile telephony is a case in point. Global revenue from this sector reached $US192 billion in 1999, and $US230 billion in 2000, an annual increase of 25 per cent. There were 650 million mobile cellular subscribers world-wide in 2000, compared with 214 million in 1997, a number the ITU predicts will grow to 1 000 million by 2005 [ITU (2000)].

· A recent OECD study revealed another dimension to the overall picture of mobile telephony by documenting the differentials in output growth and prices between liberalised and highly regulated countries over the 1990s [OECD (2000)]. In liberalised markets, the density of mobile phones grew much faster and prices have fallen more rapidly. The principal conclusions of the study (for the OECD area) were that productivity (defined as cellular subscribers per industry employee) generally increases with liberalisation, even before markets are actually liberalised, but average prices decline only once pro-competitive legal frameworks are put in place [Nicoletti (2001)].

· The real cost of placing a seven-minute call to Japan in 1982 was $23.64 (denominated in 1999 dollars), but a consumer using the cheapest AT&T rate paid just $3.36 in 1999 — an 85.8 per cent reduction. The cost of a US-UK call fell by an astonishing 95.0 per cent during the same period. The steepest reductions came in 1997, the year that the WTO successfully concluded the extended negotiations on market access for basic telecommunications services. In the thirteen years from 1983 to 1996 the rates for calls to Japan and the UK dropped by 55.7 and 60.3 per cent, respectively, but in just one year they dropped by another 67.3 and 86.8 per cent [Van Grasstek (2001)].

· In 1994 Chile introduced competition into its domestic and international telecommunications sector, resulting in rapid modernisation of its infrastructure, new services, and prices that are among the world’s lowest. Prices for local telephone calls dropped by 36 per cent between 1989 and 1994, 38 per cent for long-distance calls and 50 per cent for international calls [Wellenius (2000)]. Similarly, in El Salvador, the telecommunications sector underwent infrastructural upgrading and service quality improvement as a result of the 1998 sale of a majority stake in the country’s public telecommunications operator and the auction of a second cellular license, in conjunction with the introduction of competition. The entire country is now covered for cellular service, and the delay for connection of a fixed line has been reduced from up to six years to just a couple of days [Mann (2000)].

· The results of reforms in the Philippines telecommunications sector have been unambiguously positive: the number of telephone lines has risen from just over 1 million before the introduction of the new programme in 1993 to 6.5 million by the first half of 1998. Cellular telephony has grown rapidly as well and the spread of telephone services throughout the country have improved. The proportion of municipalities serviced by telephones has increased from 20 per cent to 37 per cent since 1992 as the number of participants, including many local-international partnerships, has increased significantly [APEC (1998a)]. 
· Deregulation combined with infrastructure upgrading and increases of FDI have resulted in the cost of international telephone calls falling by 66 per cent in the last four years in Bermuda.
 
· The Internet is making contact within Africa and between Africa and the outside world significantly more affordable. E-mailing a 40-page document from Madagascar to Côte d’Ivoire costs 20 cents, faxing it about $45, and sending it by courier $75. More and more African newspapers now post on-line editions, using foreign news found on the Internet.

(ii) Financial services

· Trade and investment liberalisation in the financial services sector can boost income and growth. A study of deregulation of US intrastate branching, i.e., where states relaxed restrictions on intrastate bank branching by allowing bank holding companies to consolidate bank subsidiaries into branching and permitted banks to open branches anywhere within state borders, found that this would stimulate growth by 0.3-0.9 per cent of GDP for the 10-year period following deregulation and 0.2-0.3 per cent thereafter [Jayaratne and Strahan (1996)].

· In Chile, reforms of the financial sector resulted in a robust banking system in which suppliers and consumers operate with greater confidence. Bank deposits grew from $US 350 million in 1989 to $US 12.2 billion at the end of 1997; loans per employee rose from $US 27 000 to $US490 000 and real interest rates decreased from over 40 per cent to approximately 9 per cent during the same period. Benefits to society as a whole include improved banking services, enhanced access to loans, the more efficient channelling of funds into productive economic activities, such as agriculture and livestock, previously considered too risky. Those two sectors taken together for example, received loans of only $US 54 million in 1990. During 1997 they obtained loans totalling $US 440 million [APEC (1998b)].
· Market expansion in all financial services has expanded employment in South Africa significantly. In addition, foreign entrants across all segments of the market have played an important part in growing the country into a regional financial center. This has developed partly because of their use of South Africa as a regional base, but also because their entry has improved the competitiveness of the financial services market by cutting prices, expanding the range of products and improving service [Hodge (1998)].
· Mauritius’s regulatory, legislative and fiscal reform in the areas of investment funds, investment holding and international trading, established to support the development of the offshore sector, resulted in a significant increase in the total number of approved offshore entities in 1998, generating total direct and indirect benefits of approximately 2.5 per cent of GDP. Its double taxation agreement with India, combined with the gradual liberalisation of the Indian economy, generated estimated investment of US$ 6 billion in India through Mauritius in 1997, representing 32 per cent of India’s total FDI inflows and foreign portfolio investment that year [UNCTAD (1999a)].

· Korea’s financial liberalisation has addressed a number of financial vulnerabilities and strengthened the overall competitiveness of the financial sector. In the banking sector, foreign equity participation in existing domestic banks has helped to raise the external credibility of Korea. The inflow of foreign capital increased the demand in the securities markets, thus making it easier for corporations to raise long-term financing, improve their financial structures, and raise their profitability. Thus, liberalisation of the capital market contributed to economic recovery in the wake of the 1997 Asian financial crisis.

· A study conducted for the World Bank and the WTO shows evidence of benefits from increased entry of both domestic and foreign banks in the Colombian banking system [Barajas, Steiner and Salazar (2000)]. The study shows that after 1990 competition was enhanced as a result of the announcement of the opening of new markets to new entrants, and that interest spreads decreased and loan quality (i.e. the share of non-performing loans in banks’ balance sheets) improved as a result of improvements in banking regulation and supervision.

(iii) Transport services

· The price of average airfares in the United States, the first country to engage in far-reaching airline deregulation, has dropped from 14.4 cents per mile in 1970 to 7.89 cents per mile in 1997 (in 1982 dollars) [Hufbauer and Warren (1999)].

· Further liberalisation of international air transport services could offer large benefits. Removal in 1993 of bilateral restrictions on the free access to other EU markets for air transport services, price restrictions and slot allocations resulted in the issuing of nearly 800 new operating licenses, notably to small airlines. Thanks to lower and more flexible fares, demand for air transport has in turn risen about 20 per cent [Commission of the European Communities (1996)].

· In the two years following a bilateral “open skies” agreement between the United Kingdom and Ireland, economy-class fares between London and Dublin were almost halved, whereas flights between Dublin and other EU capitals remain much more expensive [Hufbauer and Findlay (1996)]. 

· The ongoing removal of bilateral quota restrictions on access to other EU countries, and the elimination of delays associated with frontier controls in the road transport sector have so far cut the costs of border-crossing for haulers by 5-6 per cent for a standard trip of 1000 km [Commission of the European Communities (1996a)].

· According to a study by the Productivity Commission (1998) in Australia, the estimated reduction in prices resulting from the entry of another carrier into routes to and from Australia ranges from 2.4 to 7.7 per cent. Both Australian and foreign welfare increases. Airline profits fall and consumer surplus increases and the net gain is about $A30 million. Total net passenger movements increase by nearly 4 per cent (in the second of the 2 years in which the simulation was run, and by 2 per cent in the first year). The Commission also examined the effects of the introduction of an Open Club approach to aviation liberalisation. In their example, the club included Australia, China, Hong Kong and Japan. The total benefits of openness accruing to club members was estimated at $A253m in 1997. 

· Privatisation, regulatory reform, upgrading of human resources as well as international co-operation in port services in Sri Lanka increased the importance of the transportation sector in the economy, with net surplus generated by the country’s air, shipping and port services increasing at an annual rate of 13 per cent in recent years. Over the period 1979-1997, container throughput grew nearly one hundred-fold [UNCTAD (1999a)].

(iv) Education services

· The overall contribution of international education to New Zealand’s economy is estimated at $545m, representing some 0.5 per cent of GDP. In comparison, the fishing industry accounts for 0.3 per cent of GDP, oil and gas exploration for 0.7 per cent and horticulture for 0.9 per cent. Employment directly attributable to foreign student expenditure in the country is about 4 500 full time positions. The economic flow-on effects raise this total to over 10 000 jobs [Infometrics Consulting (2000)].   
· In the United States, the education sector is ranked fifth in terms of services export revenue, accounting for 4 per cent of total services revenue in 1999
 and over US$14 billion of export receipts in 2000.
 In Australia approximately 150 000 foreign students attended the country’s universities in 2000, and in the year 1999-2000 education services exports reached an estimated US$3.2 billion.
 

· In 1998, the United States hosted 32 per cent of foreign students within the OECD area, followed by the United Kingdom (16 per cent), Germany (13 per cent), France (11 per cent) and Australia (8 per cent) [OECD (2000a)].

· ICT education and competence is as important as technology in addressing digital divide problems. A recent OECD study showed that in the Netherlands in 1999, those with higher vocational or university level education had significantly higher rates of access to both personal computers and the Internet than those with secondary education only [OECD (2000a)]. Insufficient educational levels have been identified as one among several factors (others are age, race and geographical location) that can lead to technological marginalisation, even within countries that have above average rates of Internet usage [Mann (2000)].
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