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Summary and Conclusions

Services are a critically important driver of economic growth and job creation in the APEC region. They
account for well over 50% of regional GDP and well over 60% of jobs. All APEC economies are
successfully exporting services of one kind or another. Nevertheless, many of the region’s Governments have
difficulty in expressing the importance of these services. They are not helped by the poverty of Services data,
which result in relative ignorance of the Services economy, and in policy defensiveness and reluctance to
open services markets to foreign business participation. New evidence confirms that the regional Services
economy suffers relatively high levels of government intervention, which raises business costs and hurts
competitiveness.

The sources of Services competitiveness and strong services export performance are relatively poorly
understood. Nor has the role of Services in global and regional value chains been adequately recognized or
researched. As a result, there are few advocates of the benefits of regional services benchmarking, nor of the
need to reform Services markets regulation. Too little attention is being given to how the governance of 21%
century trade and investment in services can be improved. The inter-governmental agenda lags badly behind
the fast changing realities of doing international business in Services.

In this paper we explore the importance of Services and the benefits for the regional economy of reducing
barriers to international Services transactions, including by implementing better regulatory practices. We
offer a variety of industry case studies based on corporate experience which underpin key business
messages. We consider that in the interests of regional growth, development and job creation, APEC
members should focus as a priority on finding immediate ways of reigniting services trade negotiations at a
regional and global level. We conclude with 3 new suggestions for action by APEC, summarized below.

Proposal 1: Launch a new and dedicated initiative specifically aimed at liberalizing and facilitating regional
services trade and investment. The new initiative should prioritize regulatory reform and it should cover all
services markets and all modes of delivery. The initiative should include drafting of joint APEC principles
for all-of-services best practice regulation, including with a view to generating global interest in
development of such principles.

Proposal 2: Commission an APEC-led tripartite (i.e. including the business community) “Services Expert
Group” to take a “back to basics” look at how to improve the global governance of services trade and

investment.

Proposal 3: Commit to substantially improve, in collaboration with relevant international organizations, the
region’s official statistics on services production, employment, productivity, trade and investment to ensure

the regional services economy becomes more “visible”.



1. Introduction

Services are talked of as “the mangy dog” of the spluttering Doha Development Round trade negotiations.
After more than 10 years of negotiations which have mostly focused on farm trade and trade in manufactured
goods, liberalization of our economies to trade in services has attracted negligible attention from negotiators.

By almost any rational measure, this is a puzzle, because for most of the world’s economies — and APEC is
no exception — services account for the majority of our GDP. For virtually all of our economies, the large
majority of new jobs to be created in coming decades will be services jobs. In spite of the negligible attention
paid to services trade liberalization by our trade negotiators, the Services sector is likely in the coming
decades to account for the large majority of our growth.

What accounts for this neglect? And how can it be remedied? This paper aims to address these issues. It
starts from a simple admission: most people have only the crudest idea of what services are, and why they

are so pivotally important.

The general public and the policy community perhaps recognize accounting services or legal services, but
are largely ignorant of the critically important services that are “embodied” in every manufactured item, or
“embedded” services linked with the provision of traded goods. Most ignore the critical role a strong
logistics supply chain plays in making manufactured goods available on a timely basis either within an
economy, or for trade. Most ignore the pivotal importance of a strong and trustworthy banking and financial
services economy for manufacturers or investors to have the confidence to lay roots in an economy. Many
governments (and some in business) harbor a chauvinism that “real men” make “stuff”, and that services are

of dubious value — “hamburger flipper jobs” in the words of a former US President.

Just as problematic, very little effort has been put into gathering services-related data — and what is not
measured almost always gets overlooked.

This study will first provide a picture of just how important services are for every one of our economies, and
why this importance is so ill-recognized. It will then identify key characteristics of services, trade in services,
and the distinctive barriers to services trade. Finally, it will examine how trade in services can be facilitated,
including how economies can build their capacity to compete in services trade. ABAC will conclude with a
number of recommendations for consideration.

In a nutshell, what is generally meant in this Report by “Services” or the “Services sector” consists interalia
of: Financial services (banking, insurance, securities), Telecommunications, Computer and IT services,
Professional and Technical services (Architecture, Engineering, Legal, Accountancy, Management
Consulting, Advertising, Market Research, Public Relations, Property Management), Education, R&D,
Health, Energy (generation, distribution etc), Mining Technology, Environmental services (including Water
supply and distribution), Tourism, Transport (Air, Maritime, Ground), Distribution services, Logistics,
Audiovisual services, Cultural and Entertainment services, Media and also Construction.



2. Importance of Services in APEC Economies
2. 1 Defining and Measuring Services

“Services” encompass a very broad and diverse range of activities, but tend to be intangible and difficult to
measure. In its broadest sense, the services sector has tended to be thought of negatively—that is, the sector
includes all economic activity that is not mining, manufacturing, agriculture, forestry, and fishing. Services
are generally poorly understood except as activities that do not produce tangible “things” or “goods”.

This view of services as some kind of “residual” is nonsensical in practice. Many service activities do, in
fact, result in production of a “thing”, e.g. a restaurant meal, a movie or a published consultancy report.
Similarly, significant services sector activities are embedded within all goods-producing industries. A more
positive and accurate definition of services is needed to focus attention directly on service activities in their
own right; this is essential if progress is to be made in identifying the drivers of competition and innovation
specifically in services and hence in defining a strategy to help meet the policy needs of actual and potential
service providers.

To describe what services are, rather than what they are not, some definitions focus on their intangibility. But
while all goods are indeed tangible, not all services are intangible, such as repair, transport, the delivery of
water or electricity, or construction. Other definitions place an emphasis on ownership, noting that services
provide temporary possession, rather than ownership, and that payments for services typically take the form
of rental or access fees. Yet other definitions focus on the intellectual property content of services. Elements
of each of these definitions are mirrored in the internationally agreed economic definition set out in the
System of National Accounts which says that services are “the result of a production activity that changes

the conditions of the consuming units, or facilitates the exchange of products or financial assets.” *

If defining services is conceptually complicated, devising appropriate methodologies for the collection of
national services statistics has proved no easier. In practice, a lazy solution has been adopted; the services
sector has simply been measured as a straightforward residual after allowing for agriculture, fisheries,
forestry, mining, and manufacturing. The evident result of this under-investment in the collection of services
statistics is that the sector is understated and lacks a good statistical database. One consequence, for all the
statistical figures provided in this paper, is that relevant, comparable, up to date data is not always available
across all APEC economies.

1 SNA (2008: section 6.17) identifies two major types of services: Transformation services which change the condition of consuming
units (goods or people) and Margin services which facilitate the exchange of goods or services. Neither are separate entities over
which ownership rights can be established—they cannot be traded separately from their production. By the time their production is
completed, the services must have been provided to consumers. SNA 2008 also identifies a range of Knowledge-capturing

services which have many of the same characteristics as goods in that ownership rights can be established and used repeatedly.
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To give one example, in many national statistical collections, “Utilities” including Energy, and Construction
(all obviously part of the Services sector) are still separated out in the National Accounts from the aggregate
statistics on Services. So we often end up with 4 or 5 sectors; Primary, Manufacturing,
Energy/Utilities/Construction and Services, with the contribution of the Services sector to GDP and
employment computed without the inclusion of Energy/Utilities and Construction. In Hong Kong, for
example, “Services” officially accounts for 92.6% of GDP and “Utilities and Construction” contributes
another 5.5%. So even simple exercises such as comparing, across APEC economies, the Services share of
GDP or employment are sometimes not so simple — as the official aggregate data may not be strictly
comparable.

The intangibility of many services and the fact that services can change in quality and nature quite rapidly
are consistently cited as the chief reasons for the lack of progress in improving measurement methodologies
in services. Constant improvements in technology add to the complexity of collecting data on services as
new services are developed in areas such as finance and communications. It is only in the last decade that
these various factors have been recognized as signals of innovation and hence relevant to productivity
measurement, justifying further public investment to improve the statistical database for services.

2.2. The Role of Services in Regional Growth and Job Creation

As shown in Figure 1, services are now the greatest contributor to economic activity in almost all APEC
economies. In 2009 Services value added contributed on average, around 56% of each individual APEC
members’ GDP.

Figure 1: Services Value-Added as % of GDP (2009 or latest available year)
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Source: APEC Statistical Database, World Bank's World Development Indicators Database, and author's calculations.
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We also know, as illustrated in Figure 2 for the APEC region, that as per capita income increases, most
countries witness a rising share of services in total output. The Services sector’s share of regional
employment has also grown vigorously and in 2007 contributed 61% of APEC employment, roughly double
the level of 30% in 20007 Services have become a central driver of economic growth and development in the
region.

Figure 2: GDP per Capita and Services Value Added (% of GDP, 2007)
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Many services industries provide the essential infra-structural networks for the goods-producing sectors; the
sector consequently plays a key enabling role across the whole economy. “Backbone” Services industries
essential to the productivity of the economy as a whole include education, health, energy, water, banking and
financial services, telecommunications, transport and logistics.

Efficiency in these infra-structural services is critical for competitiveness in goods-producing industries.
Some of these services, for example telecommunications and information technology are also essential
enablers of remote delivery (including cross-border) of other services, such as architectural services or e-
finance.

2 Atje and Mugijayani (2011)



Figure 3: Services are the dominant source of global growth
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One of the factors making services so important to the APEC regional economy is the consequent role that
services productivity growth plays in generating productivity gains across the whole economy (See Figure
3). The data available for productivity in services is as poor as the data available on trade in services.
Nevertheless, recent evidence has emerged that “multi-factor productivity” which used to be the un-
measurable residual which was generally labelled “technological change”, should be better understood as
“services innovation”. Recent analysis in the United Kingdom (UK) * provides evidence of an increase in the
value and use of intangible capital (services-related corporate intellectual property such as copyright,
business methodologies, brand names) in both absolute terms and relative to investment in machinery and
equipment.* The contribution of intangible capital deepening and growth in multi-factor productivity
contributed as much as 67% of the growth in labour productivity in the UK over 2000-2007.

It is important to note that services play a critical role in developing countries’ transition to middle income
status and the marked correlation between services sector growth and poverty reduction (Figure 4). A recent
World Bank study® looked at 136 countries over 2000-2005 and found a stronger correlation between
Services sector growth and overall GDP growth, than between Manufacturing growth and overall GDP
growth. The simultaneous trend over time to a higher Services share in the economy shows moreover that
higher real growth in Services has not been offset by price declines. Comparing the growth models in India
and in China, the study shows that Services growth in India has been led by export demand and that the rate
of growth of productivity growth in Services in India matches the levels of labour productivity growth seen
in Manufacturing in China. The study goes on to find, for a sample of 50 developing countries over the

® National Endowment for Science, Technology and the Arts (NESTA)
* McCredie et al (2010)

® Ghani and Kharas (2010)
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period 1990-2005, that growth in Services is more closely correlated with poverty reduction than is growth
in Agriculture. This evidence is further confirmed by a study of Indian state data, in which the services sector
is the only sector which shows growth that has a statistically significant association with a reduction of
poverty. This association applies to both rural and urban poverty.

Figure 4: Services Growth and Poverty Reduction (1990-2005)
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Source: Ghani and Kharas (2010)

The Services sector is also now the dominant regional employer. We are indebted to the work of the PECC-
ADBI Draft Services Taskforce® for drawing attention to and documenting, in their recent draft Report, the
extraordinary recent growth in jobs in the Services sector. The PECC-ADBI Draft Report shows that the
Services sector’s share of regional employment has doubled from 30% in 2000 to 61% in 2007. This is

illustrated, for all APEC member economies in Figure 5, drawn from the PECC-ADBI Draft Report.

® PECC-ADBI (2011)



10
Figure 5: Share of Services Employment in Total Employment (averaged over 1990-2000 and 2001-

2009)
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A very interesting study undertaken by Tcha for the PECC-ADBI Taskforce showed for Korea, set out in
Table 1, that the services industries create the largest number of new jobs when 1 billion won of new
investment is injected to each industry sector.

Table 1: New Jobs Created in each industry sector in Korea, with 1b won new investment injection

Category 2000 | 2003 2005 2006 2007
Manufacturing industry 8.8 8.6 7.2 6.9 6.6
Electricity, gas, water services 4.7 3.9 3.2 3.1 3.1
Construction 14.6 16.3 14.8 15.2 14.8
Service industry 13.7 13.7 12.6 12.6 12.6

Source: (Tcha) page 6 of PECC-ADBI Draft Services Taskforce Report.
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A recent US study by Jensen’ provides valuable new data, showing that the business services sector alone
accounts for 25% of US employment -more than twice as many jobs as the entire manufacturing sector.
Employment in business services increased almost 30% over the decade 1997-2007, while manufacturing
employment decreased by over 20%. In addition, for 2007, average annual wages in business services were
more than 22% higher than manufacturing wages. Jensen shows moreover that exporter wage premiums in
business services are double what they are in manufacturing. Comparing services exporters and services non-
exporters, without taking into account which specific services industry they are in, the study finds that
exporters pay 40% higher wages. When exporters and non-exporters within specific services sub-sectors are
compared, exporters pay 20% higher wages.

Until the results of various country studies underway become available, the evidence base is perhaps not
sufficient to draw firm conclusions that Services growth necessarily always generates higher wages growth,
though we do know, for example, that male and female wages growth has recently been higher in India’s
Services sector than in Manufacturing or Agriculture. We also note the World Bank evidence that high
shares of employment in Services tend to be associated with high female participation rates (See Figure 6).2
This goes some way to explaining the relationship between Services growth and poverty reduction as
employment of women is known to play a special role in reducing poverty.’

The US International Trade Commission (ITC)™ has also undertaken a study on the impact on US domestic
employment of commercial presence abroad by US services companies. The study finds strong evidence that
intra-firm exports from the parent to the offshore foreign affiliate do in fact support jobs at the US
headquarters and throughout their US-based services supply chains. The ITC finds that establishment abroad
by US services firms supports around 700,000 US-based jobs.

7 Jensen (2011)
8 Ghani and Kharas (2010)
® Ghani and Kharas (2010)

0 7C (2012)



Figure 6: Service Employment and female participation rates (2005)
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3. Services Contributions to Trade and Investment

According to WTO data, Services constitute about 20% of international trade (See Figure 7). (This is known
to be a very considerable underestimate, as explained in detail in Chapter 4.)

Figure 7: Services exports as proportion of world total exports (1980-2010)
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Source: WTO Database.

For most APEC economies, services’ share of exports is still well under the global average. The services
share of APEC exports is on average 17% (See Figure 8).
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Figure 8: Services Share of Total Exports for APEC Economies (2010)
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In the early part of the last decade, the rate of growth of the APEC region’s exports of Services lagged
behind the global average. APEC economies’ share of global Services exports dropped from 42% in 2000 to
a low of 38% in 2007. Global trade in services proved more crisis-resilient than trade in goods, declining
much less in 2009 than the decline in trade in goods that year'. Importantly, the APEC region experienced
even less of a decline in Services exports than the global average, the outcome being that APEC economies
gained in percentage share of global Services exports in 2009, a trend that continued, indeed intensified, into
2010 (See Figure 9). In 2010, the APEC region accounted for 41% of global Services exports, almost making
up for the early decline.

1 Borchert and Mattoo (2009)
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Figure 9: Decade of Global and Regional Growth in Services Exports ($USb)
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Breaking Services trade into its components, the global share accounted for by Transport has been steady at
around 24% since 2000, the share of travel had declined to 25% by 2008, and “Other commercial services”
had risen to over 51% and have become the single fastest growing sector of international trade (See Figure
8). The biggest contributors to the recent growth have been the knowledge-intensive business services such
as telecommunications, computer and IT Services, R&D Services, financial services, legal, accountancy,
management consultancy services, architecture, engineering and other technical and professional services,
advertising, market research, media and energy and environmental services (See Figure 10).
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Figure 10: Composition of Services Exports (Example of the United States, 2007)
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The United States (US) is the world’s largest commercial Services exporter with a 14% share in 2010.
Business Services exports from China have been growing well over 10% a year for the last decade and in
2010, China was the world’s 4™ largest commercial Services exporter with a 5% share of the market,
followed by Japan (6"), Singapore (8"), Hong Kong (11") and Korea (14™).

Exporting Services is not an activity confined to the highest income countries. Countries at all stages of
economic development are successfully exporting Services and every APEC member has Services export
stories to tell. Chinese Taipei, Mexico and Russia are significant players in international construction
services. Chile is a successful exporter of retail, financial and environmental services. Thailand is a global
Tourism destination excelling in health services. The Philippines and Canada have captured a significant
share of the IT Services market. IT and other business services are important for Vietnam and for Peru.
Malaysia has seen success in higher education, Islamic finance, medical and airline Services. Indonesia and
the Philippines are achieving growth in workers’ remittances from contractual services suppliers such as
nurses and seafarers. Education, Tourism, Financial services, Legal services and a wide range of Business
Services are major foreign exchange earners for Australia and New Zealand; New Zealand is also a
successful exporter of audiovisual services.

12 China’s Computer and IT Services exports increased by an average 43% per annum over 2000-2008.



17

As discussed later in this paper, one way, indeed the dominant way, in which international business in
services has been taking place is “commercial presence” or “establishment” offshore, most commonly
measured on a proxy basis by Foreign Direct Investment (FDI). Given the nature of services — that they tend
to be rendered and consumed over the same period of time — it makes sense that services delivery via foreign
affiliates is so important.

World FDI growth has outpaced growth in both world trade and world GDP over the last three decades.
Global FDI today is more than 30 times that recorded in 1980, having grown around six times as fast as
world GDP (See Figure 11). Most of this growth in FDI is accounted for by services businesses. According
to the UNCTAD World Investment Report 2009, the services sector now accounts for three fifths of the
global stock of FDI.

Figure 11: Globalisation indices: FDI, world trade, world GDP
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Source: UNCTAD Database and author’s calculations.

Despite the impressive growth, the case remains that, on average across all APEC economies, only about
18% of Services industry value added™ is (measured as being) exported (See Figure 12). A few economies
stand out as exporting very much higher levels of their services industry value added - Singapore (67%),
Hong Kong (50%) and Malaysia (39%). So despite the increasing trade-ability of services, the percentage of
APEC-wide services value added that is actually traded, as shown in figure 11, is relatively small. The recent

13 The value added of an industry sector is the contribution it makes to overall GDP. Value added equals the difference between an
industry’s gross output and the cost of its intermediate inputs (including energy, raw materials, semi-finished goods, and services

that are purchased from all sources).
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study undertaken for the APEC PSU suggests that the chief explanatory factor is the existence of policy—
related barriers to international business in services™

Figure 12: Services Exports as % of Services Value Added (2008 or latest year)
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14 Shepherd and Van der Marel (2010)
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4. How International Services Providers engage in International Business
4.1 Trade in Services

To examine the apparent relative underperformance of Services firms in export markets, we also need to
understand the distinctive nature of trade in Services. Unlike manufactures — which can be put in a box, sent
across a country or half way round the world, and can be consumed by strangers who have never met, nor
need to know anything about, the manufacturing company — services tend to need a human being to deliver
them. New technologies have complicated this distinction, because an increasing number of services can
nowadays be delivered over the internet without the service provider ever leaving his or her office, but the
basic principle still applies: services tend to require a human hand. They tend to be labour-intensive, and
these hands are often quite knowledge- or skill-intensive.

This distinctive characteristic makes trade in Services very different from trade in goods. Services need to be
delivered to markets both by services firms and individual services suppliers in a number of different ways,
defined in the General Agreement on Trade in Services (GATS) in the WTO as four “modes” of delivery.

Mode 1: Cross-border supply covers services flows which are transmitted by a resident of one country
to a resident of another country via telecommunications and internet linkages (e.g. e-banking or e-health
services)

Mode 2: Consumption abroad refers to situations where a non resident services client (e.g. a tourist,
student or medical patient) travels temporarily into another country’s territory (that of the exporter) to

obtain a service abroad.

Mode 3: Commercial presence takes place where a services supplier of one country (the exporter)
establishes a local presence, including through ownership or lease of premises, in another country’s
territory to provide a service in that market (e.g. domestic subsidiaries of foreign insurance companies or
hotel chains). This activity may be picked up and measured and described as “investment” but
conceptually, from an international trade policy and trade law perspective, this activity constitutes
international supply of services. Services franchises are included under this mode.

Mode 4: Movement of natural persons consists of services providers of one country (the exporter)
travelling temporarily to the territory of another country to supply a service (e.g. accountants, lawyers,
engineers, architects, doctors, teachers, consultants, nurses, construction workers, housemaids).

The concept of four separate and distinct modes of international services delivery has never made much
sense in the business community. Most services firms are actually “multimodal” — they need to use all four
modes at the same time, in different combinations. Face to face contact between services provider and client
is consistently described by services firms as essential. Even for firms operating essentially via mode 1, a
certain amount of business still requires at least some face-to-face contact and personal client attention.
Commercial presence in offshore markets is one way to achieve the face to face contact required, but
offshore offices rarely replace fly-in/fly-out services provision entirely.
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4.2 Innovation and Export

Typically services firms find that because Services tend to be built upon relationships, they cannot sell in the
global market exactly the same set of Services they provide in the home market. Business case studies™
suggest that firms often find they can provide a subset of those services in which they have expertise but that
client expectations and other market conditions are sufficiently different that they must nevertheless innovate
in various ways in order to do offshore business. Services firms thus tend to have to innovate both in terms
of “product” and of corporate process, if they are to succeed as exporters.

Innovation tends to take place not in an R&D laboratory, but at the point where the company meets the
client, as the Services provider discovers the distinct problems that the client needs to solve and the
circumstances in which the problem must be solved. Providing the solution i.e. the Service, is therefore
frequently different from all previous such performances. The nature of Services innovation is consequently
highly collaborative involving many individuals across the firm. It is also typically on-going, sometimes in a
virtual “innovation zone” into which anyone in the firm can drop ideas. Free flow of information, including
across borders, is therefore important to the operations of Services firms, whether or not they deliver chiefly
via mode 1. Intellectual property protection is similarly especially important for Services exporters.

4.3 Services Value Chains

The concept of value-added is as relevant to Services activities as it is to merchandise production. Value
chains, including global value chains, exist not only in the goods sectors but also in the Services sector. In
new business models, enterprises are outsourcing not only the assembly of goods, but also many increasingly
fragmented services-related tasks.

This value chain story is not only about large global enterprises. Small and Medium Sized Enterprises are
actively involved and increasingly it is SMEs in the Services sector which are most engaged in global value
chains. OECD work shows evidence that since 1997, more Services SMEs have been involved in
international alliances than manufacturing SMEs; by the year 2000, there were nearly 4 times as many
Services SMEs engaged in international alliances than manufacturing SMEs enagaged in international

alliances.*®

To achieve competitiveness, Services firms, like goods firms, are seeking to go up the value chain, to focus
on core competency and to outsource all the rest. As Stanley Chia of ACER computers demonstrated in his
famous “Smiley Face” shown in Figure 13, the highest value added services activities such as
R&D/innovation or global logistics, increasingly dominate the value of traded merchandise.

5 McCreadie et al (2011)

16 pasadilla (2007)
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Figure 13: “Smiley Face” Model of the Shift to Services
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Source: Business Week Online Extra, May16, 2005. Stan Chia on Chinese Taipei and China from McCredie(2010)

IBM Corporation provides a dramatic example of corporate transformation from manufacturing to Services,
with the focus at the R&D/innovation end. As shown in Figure 14, for IBM the trend in profitability away
from manufacturing and towards Services was clear throughout the 1990s and by 2000 a sustained focus on
hardware was no longer commercially appropriate, software and services increasingly dominating the
group’s worldwide revenue. Corporate focus is now firmly at the “Ideation” end of the value-chain.
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Figure 14: IBM’s Business Transformation to “Ideation”
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The sourcing group Li and Fung illustrates the shift from manufacturing Services to more much complex
global logistics (See Box 1). In the garment sector, for example, the group no longer merely brokers between
a client and a producer, but orchestrates a sophisticated global network of suppliers of yarn, dyeing and
weaving operations as well as cutting, making and trimming, for just in time supply at the retail end.

Box 1: Li and Fung; Business Transformation to “Orchestration”

Li & Fung produces more than two billion pieces of apparel, toys and other consumer items every year. Li & Fung
now accounts for more than US$8 billion in garments and consumer goods for some of the best brands in the
world. By the time of its one-hundredth anniversary in 2006, Li & Fung had become the world’s largest sourcing
company, growing at a compound annual rate of 23 percent for the last 14 years.

Yet Li & Fung does not own a single factory. It is a flat business for a flat world. The company started as a trading
broker in Guangzhou (Canton) in 1906 during the Qing Dynasty and transformed itself into a Hong Kong—based
exporter and then into a multinational corporation. Finally, the company reinvented itself for the flat world in a new
role, as a “network orchestrator.” It is now the orchestrator of a network of more than 8,300 suppliers served by
more than 70 sourcing offices in more than 40 countries and territories. The company indirectly provides
employment for more than two million people in its network of suppliers, but only less than half a percent of these
are on Li & Fung’s payroll. With this lean structure, each of the company’s own employees generates about US$1
million in sales, earning a return on equity of more than 38 percent per year.

Source; Fung, Fung and Wind

These examples illustrate what appears to be a steady ongoing process of corporate transformation towards
Services. Some have described this as part of an inevitable trend to the new paradigm of “Services-Dominant
Business Logic” (See Figure 15).



Figure 15: The Emergence of Services-Dominant Business Logic
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5. Why the Importance of services is not properly recognized

5.1 Services Trade Statistics

The main reason the services economy is undervalued is because traditional measurement techniques do not
capture all aspects of services international engagement. The national statistical collections of most APEC
economies pay relatively little attention to trade in services. First, trade statistics are collected only for
extremely aggregated sets of services activities; most APEC economies publish services trade data only for
the few categories (Transport, Travel and “Other Commercial Services”) required by the IMF standards®’.
Second, no APEC member collects or publishes trade data by each of the 4 modes of supply. Third, not all
APEC members collect or publish any bilateral breakdown showing the geographic direction of services
trade.

Guidance for the compilation of Services trade statistics is set out in the Manual on Statistics of International
Trade in Services (MSITS) using two building blocks: the Balance of Payments (for modes 1, 2, 4) and
Foreign Affiliates Statistics (mode 3)."®

In principle, the Balance of Payments covers the aggregation of modes 1, 2 and 4, often described as “cross-
border trade in Services”. In practice, measurement of each of these modes is highly inadequate. Mode 2
transactions (consumption abroad) tend to be based on relatively unsophisticated and formulaic guess work
and estimation. Measurement of mode 1 (cross-border supply) is based on sample surveys and subject to the
vagaries of corporate self-declaration. There has effectively been no effort at all to date to measure mode 4
(contractual service suppliers, intra-corporate transferees and services business visitors). Many developing
countries use workers’ remittances as an imperfect proxy. The revised edition of MSITS includes a chapter
on how to measure mode 4 for the first time.

Even in principle, the Balance of Payments does not cover mode 3 (commercial presence) at all. Special
Foreign Affiliates Statistics (FATS) are required for this purpose. This is because by statistical convention,

as set out in the System of National Accounts, “imports” are services delivered by non-residents to residents,

17 «Other commercial services” includes; Construction, Insurance and Pension services, Financial services, Charges for the use of
intellectual property, Telecommunications, Computer and information services, Other business services, Personal, cultural and

recreational services and Government Services.

18 MSITS was revised in 2010 as was the Balance of Payments, 6" edition though few APEC members have yet adopted the new
statistical conventions. One new feature is the stricter application of the ownership principle, which saw certain items reclassified
from trade in goods to trade in Services and vice versa. For example, goods sent abroad for processing, without any change in
ownership of the inputs, were reclassified as "Manufacturing Services” (this includes oil refining, liquefaction of natural gas,
assembly of clothing and electronics, assembly, labelling, and packing: BPM6 para. 10.63) Repair and Maintenance costs were
also reclassified as Services. In contrast, Merchanting (where an ownership change takes place, although the good never enters

the country of the merchant) is now reclassified as trade in goods.
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and “exports” are services delivered by residents to non-residents. Mode 3 transactions are not considered
“exports” because they do not take place between residents and non-residents, the foreign affiliate being
considered a resident in the country in which it is located. Because the concept of mode 3 pushes awkwardly
up against the statistical conventions, in most APEC member economies it goes completely unmeasured; at
most 2 or 3 APEC members compile regular FATS statistics. FDI statistics are used as a proxy guide; but
this is increasingly imperfect as Services have come to dominate the FDI statistics.

The UNCTAD data that is available suggests that the value of services delivered to markets through foreign
affiliates is at least as high as the value of exports of services recorded in the balance of payments. WTO
research likewise estimates that commercial presence accounts for 55-60% of total global world trade in
services (See Table 2).*

Table 2: Share of Global Services Trade by Mode of Supply

Mode of Supply Relevant Statistical Domains Share of Services
Trade

Mode 1: BOP: commercial services (excluding travel 25-30%
Cross border supply and construction services)
Mode 2: BOP: travel 10-15%
Consumption abroad
Mode 3: FATS statistics—only US has regular survey 55-60%
Commercial presence BOP: FDI data, construction services; for

confidentiality reasons very little data is

available
Mode 4: Insufficiently covered <5%

Presence of natural persons = Construction services
BOP: commercial service (excluding travel)

BOP statistics: compensation of employees’
and workers’ remittances

Source: Magdeleine and Maurer (2008)

In 2006 the sales of foreign affiliates of US-based firms amounted to US$760 billion.?® A sectoral study
undertaken this year by the Australia Bureau of Statistics®, confirms the importance of mode 3. The study
shows that international sales of financial and insurance services by Australian companies are
overwhelmingly delivered through foreign affiliates, rather than through direct sales from within Australia.

19 (MSITS 2010:section 2.5)
2 TS Global (2010)

2L Australian Government (2011)



26
5.2 Embedded and Embodied Services

It is also important to take into account the fact that the services sector makes a much larger contribution to
exports than is recognized because services are often integrated or bundled with goods and trade indirectly as
intermediate inputs into merchandise production. These fall into two categories — “embodied”, and
“embedded” services. “Embodied” services are the services contained in products from the mining,
agricultural and manufacturing sectors (e.g. energy, transport, communications, insurance, accountancy,
design, software, and other technical expertise. Other Services are “embedded” at the point of merchandise
sale, for example financing, training, maintenance, repair and other after-sales service. For many
manufactured goods — especially expensive, high value ones — embedded or embodied services can account
for a surprisingly large proportion of the value of the goods. For trade purposes, however, the full export
value of embodied services is counted as manufactured exports, with no export value attributed to services.
For many consumer goods - combinations of merchandise with embedded services are becoming key
methods of merchandise differentiation in the market and key methods of achieving higher overall value-
add.

Traditional measurement techniques completely overlook the value of these “embodied” and “embedded”
services. Embodied Services alone are thought to account for a rapidly growing proportion of global
merchandise exports, now estimated around an average of 25% (See Figure 16).

Figure 16: Embedded services growing as a percentage of OECD area manufactures

OEarly 1970s AMid-1970s AEarly 1980s AMid-1980s AEarly 1990s A Mid-1990s
%

30
5 | #
A 'y
LA A
20 A : s 4
15 | 5 4 4
10 | E
5 | i
0 H i
2 N X Q)
R & 4 @ @"’0 &
S 82 ¥ ) g
.{\‘0 \ol O
0(\

Source: OECD (2005)

Outside the OECD area, one recent estimate for Indonesia puts embodied services similarly at around 25%
on average of Indonesia’s manufactures (See Figure 17).%

22 Atje, Rahardja and Maidir (2010)



Figure 17: Embodied Services; Estimates for Indonesia
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A 2010 study undertaken to measure the extent of embodied services in Australia’s exports, as distinct from

production, shows that services are nearly twice as important to Australian export performance as exports
services recorded in the balance of payments suggests (See Box 2).% Services are embodied in

of
all

merchandise exports, even the apparently least transformed, as the example in the box on Australian coal

production demonstrates.

Box 2: Embodied Services are 24% of the value of Australian Coal

To extract $100 worth of coal in 2005-06, the Australian Bureau of Statistics Input-Output Tables show
that the average mining company spent $11.40 on wages and other labor on-costs, and $30.50 on
intermediate inputs. Intermediate inputs are the goods and services that mining companies buy to enable
its miners to extract coal with the company’s plant and equipment.

The average company spent $6.10 on goods — timber for construction, diesel fuel for its mobile plant,
explosives, prefabricated buildings and new machinery. It also spent $24.40 on services— specialist
mining expertise such as geotechnical and mining engineering services, electricity to power the fixed
plant and equipment, construction and maintenance of the plant, rail transport and property and business
services such as legal services and accountancy.

Over 80% of the intermediate inputs used to extract coal were services. Intermediate services accounted
for 24.4% of the final value of the coal produced in 2005-06.

Source: ITS Global (2010)

% DFAT (2010)
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Another study® drew attention to the increasing importance of embodied Services as a component of value-
add in regional and global supply chains for many elaborately transformed manufactures. The study
suggested that for any global location, over 50% of the average cost of manufacturing an automobile is
embodied R&D, engineering and quality assessment Services. For one particular “American” car, it was
shown that quite apart from the 17.5% of value from high tech components from Japan, 4% for minor parts
from Chinese Taipei and Singapore and 30% for assembly in Korea, 7.5% of value was added in Germany
(design) and 2.5% in Ireland or Barbados (data processing). Similarly the Texas Instruments
telecommunications chip was conceived in Sweden, designed in France with software instruments developed
in the USA, produced in Japan and the USA and tested in Chinese Taipei. And the Barbie Doll is made in
APEC (See Box 3)!

Box 3: The Barbie Doll Value Chain

Designed in California;

Oil is refined into ethylene in Taiwan and formed into plastic pellets that are used to produce the doll’s body;
Barbie’s nylon hair — Japan;

Barbie’s wardrobe cloth — China;

Clothes are made in Mexico;

Moulds for doll, paint pigments and cardboard for packaging — California;

Assembly — Indonesia and Malaysia;

Quality testing and marketing — California

Source; Pasadilla (2007)

The business reality that high-value-adding services are pivotal to the elaborate transformation of
manufactures needs to be much better understood in trade policy circles. Figure 18 shows, for example, how
more than 50% of the iPod’s value has nothing to do with merchandise components and everything to do
with the Services activities involved in conception, design, retail and distribution.

2 pasadilla (2007)
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Figure 18: Embodied Services exceed 50% of the value of the iPod
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The iPhone is an even stronger example; in this example, as shown in Figure 19, merchandise components
represent less than one third of the total value of the final product, suggesting that Services account for two
thirds; though exactly how much value is added by each of the individual services components such as R&D,
software development, engineering, marketing, transport, packaging etc is not clear. A somewhat more
detailed cost breakdown is available for the Nokia N95. In this case, as shown in Box 4, merchandise
components account for one third of the total cost, value added in Nokia’s internal support functions
represent another one third and distribution and retail together account for one sixth of total cost; the
remaining one sixth is licenses, final assembly and operating profit.

Such simple examples demonstrate vividly not only that current trade statistics massively overstate the value
in trade attributable to goods, at the same time understating the size of trade in services; they also
demonstrate massive distortions in overall trade balances. Work by the ADB Institute shows that under
current statistical practices, China exported US$2.2 billion worth of iPhones to the US in 2009, based on an
import cost of just under $180 per phone and accounting for almost 1% of China’s export surplus with the
US. Once the value chain is broken down, and the true value attributable to China (final assembly amounting
to less than US$6 per phone) is used to calculate the trade balance, then China’s US$1.9 billion trade surplus
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in iPhones is transformed into a trade DEFICIT of UsS$48 million. %

% Xing and Detert (2010)



Figure 19: Identifying the Value of Embedded Services in the Apple iPhone 4
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Box 4: Identifying Embedded Services in the Nokia N95 Value Chain
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The official balance of payments data is completely unable to capture the business realities behind these
various examples. One study®® based on 2004 data concluded at a global level, that taking embodied Services
into account would reduce the manufacturing sector’s share in world trade from 74% to 47% and increase
the share of services from 17% to 39%. Another recent study measuring the linkages between Services and
manufacturing,?’ based on 2007 data, shows that while cross-border services exports are variously estimated
at around 20-27% of world trade, the share of Services rises to almost 50% if merchandise trade flows are
measured in terms of direct and indirect value added content rather than on the basis of the gross value of
goods crossing the border.

The ITS Global study mentioned above suggested that, on the basis of IMF forecasts of global GDP and
trade volumes, total embodied services exports could increase to $47.2 billion by 2014-15. ITS Global points
out that the outlook for embodied services exports will depend on any shifts in the intensity with which
intermediate services are used to produce and deliver merchandise exports. Every percentage point increase
in the intensity of intermediate services use in merchandise production is estimated to add over $1 billion to
embodied services exports each year. The study notes the evidence that a convergence in production systems
in manufacturing and services is well underway, with embodied Services intensity increasing. It observes
that if the increase in the intensity of services use which occurred between 1998-99 and 2005-06 were to be
repeated over the period to 2014-15, embodied services exports would be around $53 billion a year in real
terms by the end of the period.

The concept of “Made in the World”, coined recently by the WTO and IDE/JETRO in their groundbreaking
collaborative work on Trade in Tasks/Supply Chain Trade®, is very slowly coming to be understood in
policy circles with respect to merchandise production and trade. This cutting-edge study, in its bilateral

% Daudin et al (2011), based on GTAP data for 2004.
2 WTO data for 2007; see Cristen, Francois and Hoekman (2011)

% WTO and IDE/JETRO (2011)
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breakdown of the production networks and intra-firm activity behind for example the Boeing 787
Dreamliner, radically challenges traditional concepts behind measurement of bilateral goods trade flows (See
Figure 20). Disappointingly however, even this recent study effectively ignores the contribution of the
Services sector, including its dominant role in FDI flows. Services, including supply chain management
services, tend to be discussed only in terms of the decisive enabling role they play in connecting the
fragments of the goods value chains. Only fledgling work has yet been started that aims to improve
understanding of how services activities themselves are fragmented along Services value chains.

Figure 20: The Boeing 787 Dreamliner is Made in the World
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Fortunately, ABAC itself has been a major contributor on this front with its ground-breaking work to
develop an integrated conceptual framework covering supply chains and value chains not only in the goods
sectors but also in the services sector. ABAC’s work, by carefully identifying the nature of the components
of the value chains for both goods and services, will be instrumental in enabling policy attention to be better
focused on addressing the key choke points to regional integration at each stage of the chain. ABAC’s
conceptual framework is illustrated in Figure 21. It also helps to clarify the many links between goods and
services in terms of embodied and embedded services. The degree to which services are now embodied in
goods as they are manufactured or embedded with goods as they are traded, is so high that it is very difficult
for goods to flow through supply chains without embodied and/or embedded services.
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Figure 21: ABAC Integrated Supply Chain Conceptual Framework
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6. Distinctive Barriers to Trade in Services

The distinctive nature of services means that barriers to services trade are much more diffused and less clear.
For a company selling manhole covers, for example, ability to sell into a country will normally be clear-cut,
depending on compliance with local standards, and being willing/able to pay whatever border tariff is in
place. Ask that company whether it can sell manhole covers to a particular country, and the company can
normally give a quick “yes” or “no” answer. Conversations with services providers about their ability to sell
services into a market are much less clear-cut. Few will say a market is completely closed. Rather, they will
talk about the many convoluted arrangements they have had to make to circumvent or comply with local
regulations, or to obtain specific licences.

The barriers to delivery of their services are much more subtle and diffused than barriers to the delivery of
goods. To the extent that they occur “at the border”, they tend to involve restrictions on commercial presence
or FDI (mode 3) and visa restrictions on inwards movement of natural persons (mode 4) rather than
restrictions on internet transfers of information (mode 1) or restrictions on purchases which can be made by
residents when travelling offshore (mode 2).

The barriers “at the border” tend not to be sector or industry specific but to be generally applicable i.e. they
affect all services activities in varying degrees. For this reason, these barriers tend to be described as
“horizontal” or “cross-cutting”. Foreign Investment regimes, for example, often include “horizontal” barriers

to trade in services.

Sector-specific barriers to trade in services also occur “beyond” or “behind the border” in the form of
regulatory e.g. licensing regimes which in a myriad of different ways can constrain a foreign firm’s scope of
business in the host country market. Sometimes, in services, trade restrictions can also be a function of the
absence of regulation, for example the absence of transparent and objective rules for licensing. These
situations sometimes lead to the worst of regulatory instruments: discretionary authority.? Differences in
Services standards and technical regulations can also diminish services business’ ability to connect across the
border. Major departures or disconnects from commonly accepted international or regional regulatory
practice can also constitute effective barriers to doing international business in services.

Behind the border regulatory barriers are typically less transparent and harder to describe or to detect than
barriers at the border. Below is a list of classic of barriers experienced by businesses

e nationality and residency requirements
e commercial presence requirements

e licensing and qualification requirements
e membership of professional bodies

e restrictions on incorporation

e restricted eligibility for contracts, including government procurement

2 Mamdouh (2011)
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e restrictions on FDI and ownership

e restrictions on number of expatriate staff

e requirements related to employment of local staff

e visas/work permits conditions and other temporary entry arrangements
e restrictions on advertising

e restrictions on using firm name

e existence of exclusive suppliers

Box 5: Barriers to Trade in Services

Barriers to trade in services are classified in the WTO into one of three categories:
Market Access Impediments

e Limitations on the number of service suppliers (numerical quotas, monopolies, exclusive service
suppliers).

e Limitations on the total value of services transactions or assets in the form of numerical quotas or the
requirement of an Economic Needs Test.

e Limitations on the total number of service operations or on the total quantity of service output.

e Sector specific Economic Needs Tests or limitations on the number of persons that can be employed.

e Measures that restrict or require specific types of legal entity or joint venture through which a service
may be provided.

e Limitations on the participation of foreign capital in terms of a maximum percentage limit on foreign
shareholding or the total value of individual or aggregate foreign investment.

National Treatment Impediments
e Measures which affect nationals differently from foreigners (e.g. taxation/incentive measures, local

content requirements, other performance requirements).

e Measures which affect established foreign companies differently from established nationally-owned
companies

Most Favoured Nation Impediments

e Measures which affect service providers from any one trading partner differently from service
providers from any other trading partner.

Unlike trade in goods, the WTO rules for international trade in services do not focus on removing these
barriers (See Box 5). The General Agreement on Trade in Services (GATS) is structured around the four
basic principles: Transparency, Non-Discrimination, Market Access and National Treatment. Only the first
two are mandatory. The second two are a matter of the specific legal schedules submitted by each WTO
member under the GATS. So there is no one rule on Services. Each WTO member makes its own individual
commitments on opening up to competition from foreign service suppliers.

This means the GATS schedule shows a positive list of commitments (which vary enormously from country
to country) but provides no information at all about the extent or nature of barriers remaining in services
sectors, or for modes of delivery for which no commitment is made. Where there is no GATS commitment
or “binding”, the country remains free to introduce a new restrictive measure in future; this introduces an
element of unpredictability into the business environment which can itself be considered a barrier to trade
and investment in services.
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Given that there is no single rule and hence no single guideline as to best practice in trade in services, the
question arises as to how restrictive a regulatory regime has to be to constitute a “barrier” to trade, justifying
business complaint and inter-governmental action. It can be hard to judge for example, just how open a
particular nation is to foreign services and services providers, since the barriers are so thoroughly mixed in
with domestic regulation, standards and business practices. To answer this question, it can be useful to first
establish a benchmark of what full liberalisation in services might look like.

Full liberalization with respect for example to Commercial Presence (mode 3) and Movement of Natural
Persons (mode 4) might be expected to involve a high degree of transparency in investment and visa
approvals processes and readily to permit:

e Up to 100% foreign ownership and control, including through joint ventures, of an existing business

e Establishment of a new wholly owned foreign owned and controlled business

e Short-term temporary entry for business visitors of up to 90 days

e Temporary entry and stay of contractual service suppliers

e The right of spouses of services suppliers that enter temporarily (for more than 12 months) to work
for a period for a time equivalent to that available to the services supplier

e Temporary entry and stay of intra-corporate transferees, for a maximum stay of four years, with
possibility of extension

Any departure from the above “liberalized” benchmark, could justifiably be claimed by business to
constitute a restriction to market access in modes 3 and/or 4. It follows that any market access negotiations
on services will necessarily have to go beyond discussions on cross-border commerce and to involve a mix
of rules on FDI and movement of persons.

The past four decades of trade liberalization negotiations have tended to focus on lowering or eliminating
border tariffs. But the challenge of identifying, measuring and lowering barriers to trade in services is clearly
much harder — and has only barely begun.
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7. Measuring the Barriers

The last three decades have seen a transformation in the services economy, away from the old model, where
services were often government functions provided by public-utility entities, towards a new paradigm of
private sector-led competitive markets where services are exchanged, and traded, on a commercial basis. The
role of governments has fundamentally changed. Instead of being the provider of the service, it has become
the supervisor or regulator responsible for protecting public interest.

Given this history, the services sector is by far the most heavily protected sector globally, burdened with the
highest degrees of government intervention. While tariffs have come down in goods trade, a wide range of
opaque regulatory and other impediments to international business continue to distort regional trade and

investment in services.

The OECD is undertaking important work to create a Services Trade Restrictiveness Index and the results for
the Asia Pacific region should become available during 2012. The World Bank is currently compiling

survey-based data which will also shortly become available.

The data is classified according to regions of the world which do not correspond neatly to the APEC
membership. “East Asia and Pacific” corresponds closely to the East Asian membership of APEC; 5 of the 7
countries in this category are APEC members. In addition there are 2 APEC members in the “Latin America”
Group and 6 APEC members in the “OECD” group. It is not appropriate, therefore, to draw firm conclusions
from this aggregated data about APEC as a whole. What is clear is that services policies in “East Asia and
the Pacific” are relatively restrictive compared with other regions and even with the world average. The level

of restrictiveness is considerably higher than in Latin America — or even Africa (See Figure 22).

Figure 22: World Bank Trade Policy Index on Services:
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The World Bank data provides some industry breakdown into financial services, telecommunications,
maritime transport, retail and professional services. In all of these services industries, the “East Asia and the
Pacific” region is more restrictive than other regions and more restrictive than the world average. Retail
services are relatively less restricted than the other sub sectors; but the story is nevertheless not rosy; the only
region in the world with more restrictions on retail is South Asia. Everywhere in the world professional
services are by far the most restricted (See Figure 23).

Figure 23: World Bank trade policy indices by sector.
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More disaggregated World Bank data will come on stream early in 2012. But the story is already clear. There
is much work to be done, especially in East Asia. And as shown in Figure 22, there is an important stock of
best practice in the region, which APEC members need to draw upon.

The work is worth doing. There is extensive economic modeling evidence to demonstrate that liberalization
of barriers to the international delivery of services would provide substantial gains for the world economy.
One study commissioned by the United States Coalition of Services Industries® suggested that full services
sector liberalization could result in global gains in GDP of US$1.7 trillion. This was more than double the
potential gains from global liberalization of trade in industrial goods, and 31 times the projected gains from
liberalization of agriculture.

Box 6 sets out the underlying economics explaining why the gains from liberalizing barriers to services trade
and investment are relatively so large. For the services sector, regulatory reform in particular tends to
improve the business environment for both domestic firms and foreigners. Services trade liberalization

% ¢Sl (2006)



40

consequently tends to be win-win rather than win-lose. The evidence is that the domestic services sector
tends to grow, rather than decline, when the sector is opened up to increased competition. This is unlike the
situation in goods markets, where trade liberalization may lead to a decline in former heavily protected
industries. This suggests that regulatory reform should figure high in trade in services liberalization
priorities; but this is only part of the story.

Box 6: The Productivity Win-Win of reducing Barriers to Services

It is widely accepted by economists that services trade liberalisation, like goods trade liberalisation, improves
an economy’s efficiency and productivity. Some kinds of services trade barriers create rents (like tariffs do).
Rent-creating (or tariff-like) measures include for example quantitative restrictions that limit market entry,
thereby raising the price of the service and generating “rents” for incumbent suppliers. Other kinds of
services trade barriers increase the costs of supply. Cost-increasing measures are for example those
associated with regulatory compliance and other burdens generated by inefficient regulation, which raise the
cost of, and sometimes prohibit, service delivery, thereby dampening productivity.

The process of liberalising both kinds of barriers is illustrated in simplified form in the graphs below. The
diagrams plot standard (downward sloping) Demand and (upward sloping) Supply curves on P=Price and
Q=Quantity axes. Liberalising rent-creating (tariff-like) services trade barriers shifts the Supply curve to the
right; producers lose as prices fall but consumers gain as quantities consumed increase; the net economic
gain in the efficiency of resource allocation is the shaded triangular area in the first diagram. There would
also be redistributive effects away from incumbent firms to new entrants. So far, this is exactly the same as
the analysis of the gains for trade in goods.

P

The second diagram shows what happens, in addition, when liberalisation of cost-increasing barriers to
services trade takes place. This time, an equivalent shift of the Supply curve to the right generates a much
larger productivity gain (saving in real resources) as shown in the shaded rectangular area in the second
diagram. Importantly, this could raise returns to incumbent services providers while also lowering prices for
users.

Liberalising cost-increasing measures can therefore be expected to enhance national welfare far more than
removing rent-creating measures. What this means is that services trade liberalisation that removes cost-
increasing measures provides a “win-win” outcome. There need be none of the traditional fear of “win-lose”

typically associated with liberalization of trade in goods.

Source: Dee, Findlay and Pomfret (2007)
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A more recent Australian study* assumed the overnight liberalization on 1 January 2011 of mode 1 (cross-
border supply) and mode 3 (commercial presence) barriers to trade and investment in services, for all
countries and regions. Developing countries experienced on average a 0.9% gain to real GDP; developed
countries experienced an average gain of 0.2% of GDP.

Given the greater height of the barriers, liberalization of barriers to investment in services was shown to
deliver greater economic gains than liberalization of barriers to cross-border supply of services.
Liberalization of barriers to investment in services accounted for 52% of the real GDP gain for developed
countries and 89% of the GDP gain for developing countries. Another important study®® has looked at the
impact on the volume of trade in services of restrictiveness in FDI regimes in services sectors. Figure 24
shows the costs imposed on business as a result of FDI restrictions and the negative associated impact on

services trade flows.

Figure 24: Quantifying the Negative Impact of Services Trade of Restrictions on FDI
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A study undertaken this year for the APEC Policy Support Unit (PSU)* quantifies the gains from
liberalization, including investment liberalization, in specific services sectors; air transport, maritime

® CIE (2010)
%2 Christen, Francois and Hoekman (2011)

* Findlay (2011)
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transport, rail transport, electricity and gas and telecommunications. The modeled package of reforms
generated US$175b a year in additional real income APEC-wide and productivity improvements in the range
of 2-14%. The largest productivity gains accrued in Indonesia, Malaysia, Mexico, the Philippines, Chinese
Taipei and Viet Nam. APEC-wide, the projected gains from reforms in just these few services sectors were
almost twice as big as the gains from further liberalization of merchandise trade. The study showed, for
example, that full openness in air transport would lead to an average reduction in air freight prices for all
APEC economies of 15%. For maritime transport, full liberalization for all APEC economies would on
average reduce maritime freight rates by about 20%.

Another Australian study® summarizes, in Box 7, the academic literature documenting the negative impact
of restrictions on Professional services, including Legal Services and Accountancy, and highlights the gains
available from regulatory reform.

3 Source; Nguyen-Hong (2000)



Box 7: Effects of Restrictions on Professional Services

Effects of restrictions on professional services

Past studies of regulations in various professions have tended to find that regulations
lead to higher prices for services. Cox and Foster (1990) reviewed a number of studies
that analyse the effects of regulations on various professions and occupations — such
as accountants, lawvers, physicians, optometrists, dentists and pharmacists. In ten
studies on price effects, licensing restrictions on advertising and commercial practice
were shown to result in price increases of various ranges, between 4 per cent and
33 per cent. A more recent study (Kinoshita 2000) found that entry regulation in legal
services in Japan (strict bar exam) has a price effect from 14 to 100 per cent.

Some evidence also indicates that removal of restrictions can lower service prices.
Baker (1998) reported a fall in conveyancing fees of 17 per centin New South Wales in
the early 1990s resulting from opening up the legal market to non-lawyers with
appropriate qualifications and the removal of fee scales and advertising restrictions.
Domberger and Sherr (1995) found that the threat of competition, following
government announcements to end lawvers’ monopoly on conveyancing in England
and Wales in 1984, led to a 33 per cent reduction in conveyvancing fees.

Previous research also found the effects of restrictions in improving service quality to
be ambiguous. Of the eleven studies on quality effects discussed in Cox and Foster
(1990), only two found quality effects of regulations to be positive, while the rest
reported quality effects to be neutral or negative. A recent study on State accountancy
regulations in the United States detected no relationship between audit service quality
and variations in sfrictness of regulations. Audit quality is related to firm size,
suggesting that market forces, rather than regulation, are effective in addressing
information asymmetry problems {Colbert and Murray 1899).

Some empirical work, however, suggests that market factors play the dominant role in
the pricing of legal services (Lueck et al. 1995 and Rosen 1992). Lueck et al. {1995)
reported results that showed regulations (such as the bar exam) to have no significant
effects on price and incomes of the legal profession in the United States. In contrast,
Bortolotti and Fiorentini (1998) found that entry restriction imposed by professional
examination is effective in preserving monopoly rents in the accountancy market in
Italy. The admission policy, which is administered by the professional body, is strongly
influenced by market conditions and, in particular, past levels of professional incomes
(rather than objective requirements to achieve high quality of services).

The studies on professional services have adopted various methods to analyse the
effects of different types of regulations. Because of this, care should be exercised in
drawing detailed conclusions. Nevertheless, the bulk of the literature indicates that
restrictions can increase prices without offsetting benefits of improved quality.

Recent research in other service sectors has presented cross-country evidence of the
price-raising effects of restrictions (Findlay and Warren 2000). In banking,
telecommunication and maritime services, trade barriers — as measured by the trade
restrictiveness index — have raised prices through restrictive effects on bank interest
margins, telecommunication service output and trading margins. In sum, restrictions
can significantly affect market competition and the efficient provision of such services.

43
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8. Capacity-building to improve services sector competitiveness
8.1 Competitiveness Framework

Given that relatively less progress has been made to date in liberalizing trade in services compared with trade
in goods, despite the gains on offer, we take a look at some of the root causes and the extent to which they
could be addressed by APEC capacity building efforts.

Policy makers in many developing APEC economies often claim to have difficulty seeing where their
national interests in services lie. This would go some way to explaining the apparent reluctance to open up
domestic services sectors to higher levels of foreign competition. It might especially explain the reluctance to
make binding commitments and the apparent preference to retain discretionary policy space for possible
“industry policy intervention”. Officials often seem unaware, moreover, of their significant existing export
interests in services or that with the right reforms in place, efficiency, productivity and competitiveness
would significantly boost foreign exchange earnings from services.

It is not easy to work out where an economy’s competitive strengths in services might lie. We attempt to set
out, from a business perspective, a preliminary framework of factors which appear to have a determining role
in services competitiveness. The framework draws on recent firm-level evidence emerging from business
associations in the APEC region®, and on early empirical results from a variety of developing country case
studies being undertaken by the World Bank.*

Framework of 8 Factors relevant to international competitiveness on Services

1. Endowments, especially Human Capital (talent, education, skills, ideas, culture of customer focus)
e Dbusiness stakeholder interviews refer to the importance of vocational training
o firms refer to the importance of multi- and cross-disciplinary education, including languages
e World Bank work shows tertiary enrolment is significant in affecting services exports.
2. Investment in Intangible Assets (corporate IP e.g. copyright, business methodologies, brands)
e analysis in the UK provides evidence of intangible capital deepening contributing the bulk of growth
in labour productivity
o firms refer to the importance of a supportive environment for innovation, including business process
innovation
3. Enabling Digital Infrastructure
e World Bank confirms the importance of the quality of the telecommunications network and
e extent of internet penetration (though this is not always critical)

% ASR 2010

% Saez 2011
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4. Quality of Institutions

World Bank work identifies transparency/degree of corruption/rule of law as being relevant

World Bank identifies the economic freedom index

firms refer to the role played by institutions which undertake independent analysis of the costs and
benefits of regulatory regimes

5. Efficiency of Domestic Regulation

firms refer to constraints imposed by the complexity of the business environment

rigidity or other inefficiencies in employment laws; for services companies, human capital costs are
often 70-80 % of total cost, everything to do with recruiting, training and deploying people is critical
firms refer overwhelmingly to the burdensomeness of regulatory compliance costs

firms refer to the need for an environment which gives them flexibility to adjust to rapid change

6. Connectedness with the International Market

two-way trade and investment openness

firms refer to the quality of export promotion efforts and tool kits and opportunities to connect with
supply chains

firms refer to the need for mutual recognition and interoperability of standards

firms are increasingly concerned about seamlessness of regulation across markets

7. Services Business Stakeholder Consultation

World Bank work suggests that services business groups (such as NASSCOM in India and BPAP in
the Philippines) play a positive role

firms stress the importance of stakeholder consultation mechanisms, for example the newly formed
Indonesian Services Forum

8. Policy Focus

firms refer to the need for better services statistics

firms refer to the need for inter-agency coordination

existence of a vision and roadmap for services

World Bank work is inconclusive about the role, if any, of specific sub-sectoral targeting
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Box 8: Skills are relevant to Competitiveness in Services

Human resource inputs are overwhelmingly important for IT services firms. Decisions on where to
source work, at what level of value-add, will depend on access to numbers of trained people, the quality
of training and the associated likely wage structures.

India 2400 2,000,000
China 2000 950,000
Philippines 2900 380,000
Mexico 1400 137,600
Ireland 19500 43,200
Malaysia 7200 30,000
Singapore 16500 12,500

Offshore location: India offers the best package
USD p.a. (ongoing costs), per employee
India Philippines Malaysia China Russia
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Source; Chanda, R and Pasadilla, G (2011)

The World Bank concludes that differences between countries are not static and evolve depending on the
policy choices a country makes. The problem remains that there is relatively little literature available on how
to grow a services industry, or a hub of services excellence. Or how to train, attract and retain services skill
sets. Or facilitate services innovation, collaboration and customer orientation. Which enabling infrastructure
to provide — and which regulatory settings to ensure interoperability across the value chain (See Box 8).

Some of these issues could be addressed through a reinforced focus in APEC capacity building programs on
services productivity issues, for example in the following key areas;
e Benchmarking of services regulation via regional regulatory dialogue;
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e Enhancing the “soft” infrastructure for services (Information and communications technology and
education and training); and

e Promoting services SME innovation and export/onshoring.

These three key capacity building needs are addressed in turn below.

8.2 Regulatory Coherence

The work of cutting unnecessary regulatory red tape should always have high economic priority, given the
strong international evidence of links between regulatory reform & productivity growth. For services firms,
inefficient regulatory regimes constrain the international competitiveness of domestic firms as much as they
constrain foreign participation. Services regulators in APEC economies need to get together for more regular
structured dialogue, on a whole-of-services basis. The objective would be to gain deeper insights, from being
exposed to a wide variety of other services sectors, on regulatory pitfalls and inefficiencies as well as best
regional practices.

In many APEC economies, the regulatory regimes for many services industries are opaque, unduly complex,
uncoordinated, overlapping, duplicative and excessively burdensome for business. There is rarely a one stop
shop, and each step in the process adds to business costs. This has real negative economic consequences,
because so many services activities are infrastructural or “enabling” of competitiveness in other industries
and other sectors. Where the regulations allow for a high degree of discretion with respect to
implementation, the regulatory environment can also become prone to corrupt practices.

Typically, many administrations do not have a close understanding of all the exact details of their own
regulatory frameworks; many Trade Ministries are unaware of the exact requirements imposed by other
Ministries. Any one government agency, including the agency responsible for trade policy, will rarely know
the full extent of the regulatory regime applicable to any particular services sector.

Sometimes, of course, governments do know, but they lack the capacity needed to implement badly needed
reforms. Sometimes governments need technical solutions. Sometimes they need reform strategies.
Sometimes governments just need some simple principles to guide reform; e.g. “one regulation in - one

regulation out”. Sometimes new processes are needed; sometimes new institutions.

APEC members do not currently work closely enough together to benchmark appropriate and efficient
regulatory practice for services. APEC trade officials only rarely meet with APEC regulators, either
domestically or in the regional context. Many line agencies with responsibility for the international
dimension of services policy appear to work in a vacuum, without input from the Ministry responsible for
Trade.

The absence of sufficient regular focused regulatory exchange on best practices, whether on an all-of-
services basis, or sector by sector, means that inadequate progress is made in working conscientiously
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towards greater convergence of regulatory practice or more rapid implementation of mutual recognition of
services standards across the APEC region.

What private sector services stakeholders repeatedly say is that they want to do business in each others’
economies the same way they do business at home. This is fundamental to cutting business transaction costs
and facilitating trade. It is fundamental to growing the regional services economy.

8.3 Building Services Infrastructure

One way to improve services productivity is to create a positive climate for investment in the services
infrastructure essential to 21* century economies. Education and ICT are themselves both services industries
as well as essential enablers of all other services activities. Attracting investment into both of these sectors
inevitably requires reform of border measures as well as behind-the-border regulations. APEC members
already engage in regulatory dialogue on telecoms; and share experience and perspectives on education and
training needs. Both agendas should be broadened specifically to include trade officials and a sharing of
experience on the costs and benefits of greater openness to foreign participation.

8.4 Promotion of SME Innovation and Export

Services SMEs deserve particular attention because the bulk of services firms are SMEs, and the bulk of
SMEs provide services. APEC members need to design new capacity building exercises to share experiences
on how to facilitate services innovation and on how to promote services exports, with a special focus on
SMEs. The objective would be to boost international engagement on the part of SME services firms in all
APEC economies.

Most services firms are SMESs. Some can achieve commercial presence offshore; some can compete on a fly-
in/fly-out basis. But increasingly, most need also to master the art of attracting supply chain “tasks” onshore

and operating via mode 1. This generally requires innovation of some kind - and new promotional tool Kits.

APEC members need to ensure that their policy approaches, both to services innovation, and to services
export promotion are benchmarked to best practice, because both are totally different from innovation and
export promotion for goods. Services export promotion requires different skills from goods export promotion
and a whole new toolkit. A few agencies in APEC economies are making significant progress, and have
much to share with other APEC Members, if activities were planned at APEC level to facilitate this.

Given the way in which services firms engage internationally, services export promotion requires a new
focus on facilitation of movement of people (skill sets) both onshore and offshore and a new focus not only
on attracting foreign direct investment but of facilitating commercial presence/establishment offshore for
local services firms, often via joint venture type arrangements. Sometimes the effective promotion of
services exports (e.g. offshore workers) requires the development of new regulatory bodies. In cross-border
trade in services, the objective is usually to attract global work on-shore, preferably higher value—added
work. The process of attracting global work on-shore into local “centers of excellence” can seem very
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different from the process of attracting a foreign buyer for a container load of onions or garments, given the
very different manner of offshore delivery. It tends to require that firms undertake significant business
process innovation, in order to enter the relevant global supply chains. SMEs in particular need public efforts
to facilitate such innovation.

Efforts to facilitate SME entry into regional and global supply chains will continue to prove ineffective
unless simultaneous efforts are made to ensure connectivity at the technical level. Without ensuring cross-
border connectivity in every sense of the word, small services firms will continue to struggle to move up the
value chain and to meet the challenges of the international market. The business reality is that any disconnect
between standards generates a chokepoint in the cross-border supply chain. Such chokepoints add to the
operating cost of all firms. For SMEs, they often make cross-border business impossible.

Innovation policy, standards setting and export promotion tend to be handled by different government
agencies, each with limited links and understanding of each other. Insights need to be built on how services
firms work, with the emphasis on SMEs (See Box 9). Improvements in competitiveness, through innovation,
and demonstrated by higher export performance, requires a more concerted whole-of-government
understanding to be brought to bear; APEC capacity building could assist in nurturing a services trade policy
mind-set.

Box 9: Domestic Inter-agency Coordination matters for Services

Everywhere in the world, the international dimension of the work of all government Ministries and
agencies is increasing. International trade matters impact on all these Ministries and are increasingly
relevant to them. Some of these Ministries have line responsibility for individual services sectors, such
as telecommunications or for individual industries such as banking and hence have a critical role in
sectoral regulation and consequently also in trade policy formulation. Others have responsibility for
horizontal, cross-sectoral matters relevant to trade such as investment, immigration, intellectual
property or government procurement.

In all countries, the Ministry of Trade or its counterpart needs some sort of institutional mechanism
through which to communicate and consult with all these other relevant Ministries and agencies.
Sometimes the best mechanism is formal; sometimes it operates satisfactorily on an informal, working
level basis. But ultimately, for communicating a trade policy position both domestically and in an
international organization such as APEC or the WTO, a coordinated and coherent “whole-of-
government” trade policy position is essential.

It is commonplace for Ministries which have traditionally seen their responsibilities as purely
“domestic” to be reluctantly surprised by the recent need to relate more closely to Ministries
responsible for Trade. It is similarly commonplace for Ministries responsible for Trade to find it
difficult to maintain technical expertise across all sectors especially of the Services economy. It is
everywhere throughout the APEC region becoming more and more evident that Ministries need to
learn to work together to ensure policy coherence. International experience has many potential lessons
to share, which could be shared through capacity building efforts.

It is not just in isolated pockets of APEC administrations that trade policy coordination problems can
be identified. On the contrary, when it comes to the Services sector, the problem is truly endemic. Nor
is there any supportive regional whole-of-services regulatory dialogue, which if it existed, might help
galvanize potential domestic champions for change.
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9. Facilitating Services-related Trade, Investment and People Movement
9.1 Lack of Progress in the Doha Development Agenda

It is now quite clear to most of the business community that the current negotiations on services in the WTO
are not going to deliver commercially meaningful outcomes. Even if a “solution” of some kind or other is
stitched together to bring the Doha Development Agenda as a whole to some kind of resolution, the business
community no longer expects there to be much, if any, negotiated commitment to meaningful new
liberalization in services trade and investment.

Figure 25 below illustrates the fact that the services policy bindings which are being negotiated in the WTO
(the Green line) have very little to do with anything going on in the actual market place. The figure maps the
World Bank’s Services Trade Restrictiveness Index of actual barriers to trade (in red), DDA offers (in green)
and existing Uruguay Round commitments (in blue). It is clear from the figure that the reduction in bound
levels of liberalization which the DDA might achieve are still significantly inferior to actual levels of
intervention - and hence deliver no new liberalization.

Figure 25: WTO Commitments, Doha Offers and Actual Policies
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Businesses are keen to harvest all new “bindings” which have been offered, as they reduce, to a degree, the
level of policy uncertainty faced in the market. But it is difficult to expect that businesses would get very
excited about these offers given that they involve no new actual market opening and that no new trade or
investment is actually likely to flow as a result of them.
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The simple fact is that governments everywhere are retaining a vast amount of “discretionary policy space”
which, especially in light of the “win-win” of services trade reform, makes no economic sense whatsoever.
APEC economies should start cutting into actual levels of restrictiveness if they are to unlock the sought-
after productivity gains from increased services trade and investment flows.

This does not mean that the business community has given up on finding ways of harvesting the services
offers that have been made or might yet still be tabled in the DDA. But it does mean that the business
community senses that the negotiations are merely fiddling at the margins of the constraints faced by
business in the actual market place.

After 10 years of DDA negotiations, and at a time of immense global change in business realities, businesses
would prefer to see specific results. Below is a brief discussion explaining some general business priorities
on regulatory reform, commercial presence and temporary movement of people.

9.2 Intensifying Regulatory Reform

Every services industry is affected by government decisions on who can do business and how business must
be conducted. If a country’s regulatory house is not in order, domestic competition is impaired and export
potential is prejudiced. The biggest challenge that governments and policy-makers face in the transformation
of the services sector is the regulatory challenge.

One of the GATS' important conceptual bases is the distinction between liberalization and regulation.
Liberalization under the GATS, in sectors where commitments are made, means granting market access and
removing all forms of discrimination. Apart from that, governments and regulators are free to decide the
shape and content of the remaining regulatory framework. While the GATS does not interfere with the
regulatory agenda, nor does it provide much guidance on how to pursue a sound regulatory approach.

An effective approach to sound regulation normally emanates from a clear policy vision for the services
sector concerned, its role in the economy, its contribution to society and the direction that the process of
reform needs to take. A number of different commentators, chiefly from the business community, have
begun to call for international development of an agreed set of whole-of-services sector guiding principles
for regional best practice. There is much that could be done in this direction in the APEC region, given the
stock of best practice available across many economies and the ready way in which APEC capacity building
mechanisms allow for regional focus on benchmarking.

It is worth noting that at their meeting in Busan, Korea in 2005, APEC Ministers adopted an important tool,
developed in cooperation with the OECD, in the form of an Integrated Checklist for Regulatory Reform®’.
This is essentially a Questionnaire, designed to assist APEC members go through a regulatory self

87 APEC, 2005
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assessment or audit process to improve regulatory practice across all sectors of the economy. It is an
extremely simple and useful tool, the application of which now needs to be intensified and extended.

The services sector, moreover, requires specific separate focus, for the simple reason that the history of
government ownership and intervention in so many services sub-sectors means that levels of regulatory
intervention for public policy purposes are much higher than in other sectors. Informed commentators® are
beginning to suggest that dealing with the regulatory challenge may require agreement on principles that
could serve as an introductory step towards better practice.

One model might be the WTO Telecommunications Reference Paper, which is a negotiated set of principles
which provides essential guidance and discipline to telecommunications regulation. Whole-of-services
principles might provide guidance, for example, not only on regulatory content, but also on design and
scope. They might also cover the institutional framework with principles focused on functions and modus
operandi, independence and accountability, resourcing and coordination with other governmental and non-
government institutions.

9.3 Facilitating Services-related Commercial Presence

This is an area where questions sometimes arise as to why there is a need for policy focus specifically on
services—related commercial presence, rather than liberalization of investment regimes impacting on all
sectors. Ultimately, from a business perspective, the policy focus should be on freeing up all investment. But
there are currently no binding multilateral obligations which provide a framework within which to achieve
this, unlike the GATS which does provide a binding multilateral legal framework which specifically
disciplines barriers to commercial presence for services firms.

There is moreover, strong evidence to suggest that mode 3 is the dominant mode of trade in services and has
been the fastest growing. This evidence underlines the importance for services firms in establishing a
physical presence in overseas markets. Commercial presence in Services warrants a dedicated APEC focus,
independently from and in addition to, the APEC work underway on Investment.

There has been much public and media conjecture in recent years about whether the foreign activities of
domestic firms create jobs at home or whether they erode them. The US International Trade Commission
(ITC) released a groundbreaking study in August 2011 on the relationship between investment in
commercial presence abroad by US services companies, and their employment in the US. The study*®, finds
that intra-firm or intermediate services exports from the parent to the foreign affiliate are supporting jobs at
the US headquarters and throughout their US-based services supply chains. The largest flows of intra-firm
services exports were in intangible intellectual property, business, technical and professional services and
management and consulting services. The ITC finds that these intra-firm exports by US services firms to

% See for example Mamdouh (2010)

®TC (2011)
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their offshore affiliates support around 700,000 US-based jobs. The ITC concludes that domestic
employment and foreign activity in services are complements. In banking services alone, the study suggests
that establishment abroad creates 45,000 new US jobs across all sectors of the economy.

9.4 Temporary Movement of Providers of Services

Mode 4 is the supply of a service through temporary presence of natural persons. In some policy circles, the
question has arisen as to why liberalization of temporary movement of people for business purposes should
be limited only to the Services sector. NAFTA for example, and many of the US FTAs which followed,
experimented with going further by covering the temporary movement of a person who is engaged in trade in
goods, the provision of services or the conduct of investment activities. Domestic political sensitivities over
perceived potential job losses brought this experimentation on the part of the US to an abrupt end after
completion of the US/Chile FTA, which was the last US FTA to include provisions on temporary movement
of business personnel. The fact remains that the GATS is the only multilateral agreement which sets out legal
disciplines in the area of movement of natural persons.

Quite wrongly, Mode 4 has come to be perceived as a north-south deal-breaking issue. Developing countries
certainly have strong commercial interests in Mode 4 liberalisation, as the importance of worker remittances
testifies for so many developing APEC members. But developed economies have equally strong commercial
interests in Mode 4. Despite these interests, and irrespective of level of development, all APEC economies
are defensive in their approach to Mode 4 liberalisation. Paradoxically, some of the most active mode 4
demandeurs, are themselves restrictive in this area.

The awkward reality is that the difficulties in liberalizing this area are unlikely to be overcome until the
scope of mode 4 is sufficiently clarified to enable it to be distinguished, in the minds of regulators, from
immigration policy. Despite — or perhaps because of - all the sensitivities, the APEC region should attempt to
make some headway. “Fly—in/Fly-out” business is so fundamental for services firms, given the imperative

for face to face contact with the client, that no other mode of supply can ever fully replace it.*

Some commentators have suggested “* that there is an important role that the private sector could play in
helping governments move away from the purely defensive mind-set regarding mode 4 and to focus on the
benefits they stand to gain in this area. For example, there could be agreement on regulatory collaboration
arrangements between sending and receiving countries. Sending countries could contemplate undertaking
obligations, such as establishing pre-screening arrangements, providing guarantees for return of citizens to
ensure temporariness of stay, as well as assume other responsibilities (including social-security
arrangements) vis-a-vis mode 4 citizens residing in “export” markets. The Philippines has made great
headway on this front in dealing with Hong Kong. It should be possible to come up with agreements that

0 ASR (2010)

1 Mamdouh (2010)
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effectively cover many of the concerns raised by receiving countries and hence facilitate more widespread
progress with mode 4 services market access.

APEC has already demonstrated a major success in this arena, in the form of the APEC Business Travel
Card scheme. APEC could go the next step, perhaps on a pathfinder basis, to experiment with possible
solutions to the apparent deadlock on mode 4, so destructive of wider progress on services market access
issues. Practical measures of this kind, which is APEC’s forte, are of real interest to business as they visibly

cut trade transaction costs and facilitate international business.
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10. ABAC proposals

In light of the insights arising from this study, we set out some potential practical measures that could
realistically be taken in APEC to address some of the key problematic issues raised. ABAC considers that in
the interests of regional growth, development and job creation, APEC members should seek ways of
reigniting services trade negotiations at a regional and global level.

Proposal 1: Launch a new and dedicated initiative specifically aimed at liberalizing and facilitating regional
services trade and investment. The new initiative should prioritize regulatory reform and it should cover all
services markets and all modes of delivery. The initiative should include drafting of joint APEC principles
for all-of-services best practice regulation, with a view to generating global interest in development of such
principles.

This Proposal 1 should be “visible” to the business community. The initiative should cover infrastructural or
backbone services industries but it should also include all professional services, which have been shown to
be the most restricted everywhere. The initiative should go beyond “commercial services” and include
government services, in order to unlock innovation and efficiency in the provision of vital citizen-centric
services. It should bring together under a “Services” umbrella fragmented work already underway in both the
Committee on Trade and Investment and the Economics Committee and add separate but related components
designed to achieve the following;

e enhance domestic inter-governmental coordination on services trade
e experiment at a regional level with ways of bringing services regulators together with trade officials,
both sector-by-sector and at whole-of-services level, to:
o identify the barriers to regional integration,
o share regulatory experience,
o raise awareness of regulatory incoherence,
o consider options for improving regional practice
o implement improvements including build new institutions and
o benchmark progress
e reenergize advocacy and use of the APEC-OECD 2005 Integrated Checklist on Regulatory Reform,
including as a model of voluntary regulatory audit for adoption beyond the region.
e initiate drafting of joint APEC principles for all-of-services best practice regulation, with a view to
generating global interest in development of such principles
e design practical regulatory mechanisms, in consultation with the business community, to increase
recipient country confidence regarding mode 4 supply of services
e deepen consultation with private sector stakeholders on regulatory/technical chokepoints in regional
Services value chains
e deepen policy understanding of the role of Embedded Services in goods production networks and the
value for goods producers of reforming Services regulation.
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The new initiative should also encompass capacity building exercises oriented to promoting innovation and

export by services SMEs. Export promotion efforts need to be better directed to attracting SME onshoring of

higher value added tasks in regional and global supply chains.

Proposal 2: Commission an APEC-led tripartite (i.e. including the business community) “Services Expert

Group” to take a “back to basics” look at how to improve the global governance of services trade and

investment.

The “Services Expert Group” should examine whether the inter-governmental negotiating process in the

GATS might itself be contributing to the lack of progress in services trade negotiations and what sort of

adjustments could be designed that might help®. The terms of reference for this study group should therefore

include a critical assessment of the impact of:

the request-offer modalities and the associated incremental approach

the absence of an official inventory of quantitative measures of services barriers
the confidentiality/public opacity of services offers

the private sector stakeholder consultation mechanisms in place in Geneva

the negotiating location in Geneva

The terms of reference for this study should also include a critical assessment of the desirability and

feasibility of:

recommencing stand-alone services negotiations as mandated in the Uruguay Round built-in agenda
(on a “critical mass”, plurilateral, mfn-basis or other basis*)

negotiation of a new multi-modal services accord (such as a standstill and rollback type deal, with or
without individual schedules of commitments, on either a positive, negative or hybrid list basis)
finding ways of bringing the regulators to the negotiating table

negotiation, with the regulators, of a generic cross-sectoral Services Reference Paper (modeled for
example on the Telecoms Reference Paper) setting out pro-competitive principles including

transparency and dialogue

*2 The nature of a multilateral “round” and the WTO concept of a “single undertaking” have perhaps themselves impacted negatively

on the prospects for services, given that the DDA negotiating focus to date has been on agriculture and manufactures. Some

commentators also consider aspects of the GATS and the GATS negotiating modalities to be problematic, for example: the

technical complexity of GATS schedules; the unintelligibility of the GATS itself and its disconnect from business reality;

uncertainties in GATS interpretation given the relative absence of dispute settlement case law; and the absence of any “formula”

by which to quantify progress in reducing services barriers and the public opacity of services “offers”.
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Some commentators suggest a plurilateral approach might be more effective, given that only a third of WTO members have

submitted a DDA services offer. Questions arise as to what a services plurilateral might look like, why it might have any

likelihood of success and what would constitute a “critical mass”. The WTO Information Technology Agreement has been cited

as a potential MFN-based model; another WTO model cited is the Agreement on Government Procurement which operates on a

reciprocal basis among the signatories.
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e Instituting permanent ongoing (“living”) services negotiations accompanied by a regulatory
benchmarking dialogue (with stakeholder consultation opportunities)
e Calling for establishment of GATS working groups on movement of natural persons and on
technical standards causing choke points in international services value chains.
e Calling for intensified WTO work on global governance on investment and competition.
e Calling for WTO technical support enabling intensified domestic attention to regulatory audits and
regulatory institution building
The terms of reference should also cover how services negotiations can capture insights from the
forthcoming OECD and World Bank Services Trade Restrictiveness Indices.

Proposal 3: In collaboration with relevant international organizations, commit to substantially improve the
region’s official statistics on services production, employment, productivity, trade and investment to ensure

the regional services economy becomes more “visible”.
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Annex: Case Studies

A number of case studies are set out below to highlight, from a business perspective, how important services
trade liberalization, including regulatory reform, is for domestic growth and development. The case studies
are drawn from a variety of representative services sectors and from economies at different levels of
development across the APEC region. Each example has been chosen for its relevance in demonstrating
aspects of ABAC’s case for greater regional progress with services trade and investment liberalization. The
objective, in setting out these examples, is to demonstrate how the absence of policy effort to reform the
regulatory environment and open up in Services is prejudicial to domestic productivity and competitiveness -
and how on the contrary, determined steps to liberalize have led to quantifiable domestic gains.

Case Study 1: Benefits from Telecommunications Reform

There is evidence that countries with substantial liberalizing WTO telecoms commitments have experienced
a more rapid rate of growth in telecom sector investment and revenues, and more rapid and deeper reduction
in call costs, than those without such commitments. In low-income countries in Europe and Central Asia,
telecom sector revenue in countries with liberalizing WTO commitments grew from 1.5% to more than 4%
of GDP in the years following the WTO Agreement on Telecoms (1997-2002), while the figure was
essentially flat during the same period for countries that made no liberalizing commitments. Analysis by the
World Bank has shown that for every 10 percentage-point increase in the penetration of broadband services,
there is 1.3 percentage-point increase in economic growth.*

A recent study for the PSU* shows that as of 2009 the majority of APEC economies had adopted full market
entry liberalization. However, it is still a common practice to limit foreign investment from gaining dominant
positions in fixed-line operators. Similarly, by 2009 all APEC economies had liberalized their mobile
telecommunications sectors. In most economies new licenses are granted based on market-oriented
approaches unless limited by the availability of spectrum. APEC members have undertaken — as required by
their respective GATS treaty commitments — to allocate spectrum in an objective, timely, transparent and
non-discriminatory manner.

A liberalization program began in Chinese Taipei in 1997, first in mobile then in fixed-line services. The
subsequent change in performance has been remarkable in comparison with its APEC peers. Mobile
penetration in Chinese Taipei exceeds 100%. Fixed-line penetration exceeded that of Australia and Japan in
1998 and of the USA in 2003: it peaked at 65% in 2005. Broadband penetration is at the same level as these
comparator economies.

Fixed-line development in Viet Nam has also been outstanding. Prior to 2003 Viet Nam had a similar level
of fixed-line penetration as Indonesia and the Philippines of around 5%. Starting from 2003, access has

* Global Services Coalition (2010)

* Findlay (2011)
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jumped. In fixed-line availability, Viet Nam is now at 35% and mobile penetration is at 80%. Monthly
subscription charges for mobile services had fallen to zero by 2004, compared to $US17 in 1999. Structural
reform efforts contributed to this outcome, including the establishment of the universal service fund.

The introduction of competition into the mobile sector in PNG has led to near universal coverage, following
a rise of 700% in the number of mobile subscribers since mid 2007 and a wider variety of services. Charges
have fallen by 11% in the peak times for domestic calls and 51% in off-peak periods. In an economy like
PNG with such a difficult terrain, the benefits cannot be underestimated. Social interaction, such as the rate
of response to medical emergencies, is better and mobile banking initiatives are now underway. The
provision of market pricing information for rural commodities through mobile phone services will be
valuable because the livelihood of the bulk of the population is from agricultural and fishing activities.

The biggest consumers of digital services and the networks over which they travel are other services
industries, such as financial services, healthcare providers and professional service providers. All of these
services are enabled by liberalizing the telecommunications sector.

Case Study 2: Take-off in Philippines BPO

Since 2004, services exports have strongly outperformed goods exports in the Philippines, with growth
concentrated in Business Process Outsourcing (BPO)-related services. BPO-related exports soared from
1.7% of GDP in 2004 to some 4.5% in 2009 (See Figure A). The Philippines is now the third largest player
in the global BPO market, accounting for 15% of the market, after India (37%) and Canada (27%).*°

Figure A: Services exports are growing faster than goods
(% growth compared to 1999, 1999=0)
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The BPO industry has a long history; HSBC has outsourced to the Philippines since the 19" century and
IBM since the 1950s. The early focus was in data entry, especially accounting. In addition to low relative

i (2011)
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labor and land costs, more recent liberalization of telecommunications turned out to play a critical enabling
role by lowering communication costs and allowing a shift to higher value-added services. With improved
global connectivity, call centers, followed by software development and other back office functions, are now
the industry leaders. Rapid advancements in technology have seen other new BPO products enter the market,
including IT management, engineering and even R&D.

According to the Business Processing Association of the Philippines, industry revenues have soared by
nearly 400% over the past five years, from US$1.5b in 2004 to US$7.2b in 2009. The industry had 515 IT-
BPO firms in 2009, including 279 foreign firms. Demand has expanded from the traditional US market to
Europe, Japan and South Korea.

Compared to leading BPO markets like India where labor has become relatively more expensive, the
Philippines offers lower labor costs in combination with relatively good infrastructure. Companies also
report the Philippines as especially attractive for their customer component services due to the country’s
good language skills, culturally attuned attitude towards the West, and generally strong educational
performance (See Figure B).

Figure B: Factors accounting for the Philippines’ success
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Despite the Global Financial Crisis, the Philippines reported a growth rate in BPO employment of 19% in
2009.*" Overall, in 2009 the Philippines presented a higher industry revenue growth rate in total BPO
services than India: 18% in the Philippines against 16% in India. India’s largest BPO companies have
themselves now demonstrating an interest in offshoring activities to the Philippines. There are also signs of

#7 Shepherd and Van der Marel (2010)
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increasing value-added activities in the Philippines. During the recession in 2009, the Knowledge Process
Outsourcing (KPO) sector increased by 35% and currently the Philippines is diversifying its offshoring
sector to more quality oriented industry-specific service activities. The global BPO market was estimated at
US$120-150b in 2005 with a current penetration rate of merely 8%. Huge additional untapped potential
awaits.

Case Study 3: Liberalizing Retail Services in China, PRC

Virtually every good or commodity makes its way to the market through distributors, wholesalers, retailers,
commissioned agents and franchisers who provide the domestic infrastructure for moving goods to
consumers. The value added in the distribution stages can greatly exceed the value added in production; the
value created in distribution accounts for 70% of total value for textiles and over 75% for food products,
according to UNCTAD.*

On entry to the WTO, China made significant commitments, on a 5 year transition basis, on distribution
services - providing market access and national treatment advances in all four modes, including
commissioned agents, wholesaling, retailing and franchising. China also agreed to phase out restrictions on

foreign firms’ establishment of Joint Ventures.*

The transition period expired in 2005, and in that single year, according to Ministry of Commerce data, a
total of 1,027 foreign firms were granted approval, three times the total number approved during the 12
previous years. The contracts, worth US$1.82b, involved the opening of 1,660 shops covering 4.7m squares
meters. Most of these firms were in wholesale; only 187 were in the retail sector, including Wal-Mart,
Staples, B&Q, Carrefour, Auchan, Metro and OBI. An impact study by the China Chain Store & Franchise
Association, covering 27 cities, showed that foreign firms subsequently accounted for 23% of stores in big
shopping outlets, but still only for a mere 6% of the total number. Ministry of Commerce data showed
foreign firms accounting for less than 5% of total retail sales. By 2008, FDI inflow into wholesale and retail
trade (US$4.4b) was the fourth highest of all services activities. National Bureau of Statistics data shows
growth in annual per capital retail sales of consumer goods from 184.5 Yuan in 1979 to 9119.85b RMB
Yuan in 2008.

A recent study at the University of International Business and Economics in Beijing® documents the decline
in barriers to foreign retail services and the positive impacts of this opening up. The study explains that
foreign retailers have brought significant benefits to consumers in the form of greater choice at lower prices,
more attentive services and higher product quality. The adoption by foreign firms of multiple retail formats,
including hypermarkets, supermarkets and discount stores has meant greater opportunities for a wider

8 Findlay et al (2010)

0 Other than mail-order, commercial presence is the most important mode of supply in distribution and a number of both horizontal
and sector—specific barriers remain in place, for example minimum registered capital requirements and measures affecting

commercial land. Largely non-discriminatory regulatory restrictions also impact on location and size of different kinds of outlets.

% Ying Fan (2010)
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number of market segments, including lower income groups. There has also been large scale foreign retail
investment into the poorer western regions of China, promoting local growth in these under-developed areas.

The study notes that entry of foreign firms has, moreover, had a “huge catfish effect” in that heightened
competition in the domestic retail market has generated improvements in the general level of quality of local
Chinese retail enterprises.

Foreign retail groups have proved to be critical role models in demonstrating the improvements in overall
business efficiency offered though innovation. Most local Chinese enterprises have now followed suit by
setting up more efficient modern satellite systems and commercial networks, adopting Bar Code technology
and implementing Point of Sale Management, Electronic Data Interchange, Management Information and
Global Positioning Systems. The study suggests that application of IT and e-commerce and other
improvements in business and marketing management has helped local firms make up their “late comer

disadvantage” more quickly than would otherwise have been possible.

In addition to this beneficial transfer of technology, the study notes that the experience of watching the
process of inward foreign investment through cross border mergers and acquisitions has been an important
source of reference for domestic Chinese retail businesses as they implement a “going out” strategy of their

own.

Liberalization of distribution services has also created jobs. Retail draws employees primarily from the lower
economic strata and provides training, job security, good wages and often the first opportunity for
management experience. In 2008, there were 7.37m people employed in the distribution sector in firms over
a designated size i.e. 9.3% of total employees in China, including a relatively high number of management
personnel.

Very importantly the study shows that opening up of the distribution sector has also impacted positively
upstream on local merchandise producers who have benefitted from a wide variety of opportunities including
foreign retail firms’ linkages to offshore markets.

The study shows that the opening up to foreign retailers has had the effect of attracting major new
procurement opportunities for Chinese producers. More than 40 of the world’s top 50 retail groups now
purchase nearly $USL.5trillion in China, through procurement centers which account for 60% of total
procurement in Asia.

Of course, the study concludes, there is still more work to be done — to achieve greater transparency of
domestic regulations, smoother administrative procedures and clearer foreign investment guidelines.

Case Study 4: The Domestic Regulatory Frameworks for Health Tourism

“Health tourism” involves patients going to another country for urgent or elective medical procedures,

including rehabilitation and recuperation. The main services providers are private hospitals and clinics.
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Health tourism demand is rising. The global market for “spa wellness” and “medical tourism” combined was
estimated in 2005 at US$40b (Monitor Group 2005) and expected to grow to $100b in 2012. Greater
awareness of alternative medicines and natural healing is driving demand for “spa wellness”, longer hospital
waiting times and increasing domestic costs are driving “medical tourism” and ageing populations are
driving associated “silver/retirement services”.>" Developing countries are offering advantages of cost,
speed, quality of service and attractive locations. The main health tourism destinations in APEC are
Thailand, Singapore and Malaysia.

In 2005, medical tourism generated respectively US$470m, US$915m, US$94m and US$333m. Singapore
aimed to expand its medical tourism export market to US$3b by 2012, Thailand to US$2b and Malaysia to
US$1b. Two-thirds of foreign patients in Thailand are Japanese, three-quarters of Singapore’s foreign
patients are from Indonesia and Malaysia and three-fifths of Malaysia’s are from Indonesia.

Health tourism in Malaysia has been llargely private sector driven, coordinated by the Association of Private
Hospitals of Malaysia. Foreign investment has been strong; private hospital numbers grew by 350% between
1980 and 2005 and links to global health supply chains deepened, with new systems of referrals and cross
referrals between regionally and internationally-linked hospitals and clinics. The regulatory environment has
been supportive: the government has recognizing 35 private hospitals as facilities for health tourism and
provides associated fast track clearance for patient visas.

The Philippines has recently entered the market, with medical tourism arrivals from Indonesia, the US,
Guam and South Korea and anticipated spa wellness arrivals from Japan and China, PRC (See Box A). (The
Asian Eye Institute in the Philippines offers cataract implants at US$1,000-1,500, compared with US$3,000
in the US.)

Box A: The Philippines has potential competitive advantage in Health Tourism

Table B.1.1. The Philippines' competitive advantages Table B.1.2. Medical treatment costs (US$)

Traditional Filipino massage products such as "hilot" and Treatment us India Philippines
"dagdagay" , recently have gained more international Dental implants 2,000 600 400-500
Spa Wellness recognition Root canal 500 50 3050
IO, ther?ph'em Porcelain-Medtal crown/bridge 600 70 30-40
o SR T PO Lasik surgery 7000 12004,700 1,600-1,800
Medical tourism Low costs on medical treatments
High quality medical services provision Botox 350-500 365 230400
Large pool of medical professionals
A pool of expert surgeons in major hospitals Registered doctors 109,043
(e.g. Asian Hospital, St. Luke's Medical Center Registered nurses 413,047
and Medical City, Asian Eye Institute) Other medical professionals 74,025

Source: Foundation for Rural Enterprise and Economic Development (2006), “National Strategy and Policy Framework for Cross-

Border Health and Wellness Professional Services, ” the Philippines, in Yi (2011)

* Yi (2011) and Findlay (2011)
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For the industry to take off, the business environment needs to be improved, including reducing corruption
and simplifying procedures to start a business. Hospitals need to tie up with travel agents to provide a one-
stop service to arrange for medical and travel packages for prospective customers.

In other important tourist destinations such as Australia, which are not attracting medical tourists; local
industry associations are advocating a targeted approach to attracting a share of this significant growth

market, including significant domestic regulatory reform.

Industry Example: Factors preventing medical tourism from taking off in Australia

The medical tourism market in Australia is small and scattered. Australia’s share of the global tourism
market is 0.6% by visitors and 3.3% by visitor expenditure, but Australia’s share of the medical tourism
market only around 0.001%. In 2010, visitors for medical reasons comprised only 0.23% of total visitors to
Australia.

The number of medical visitors is growing rapidly however; between 2005 and 2010, the average annual
growth rate of medical tourists was 14% compared to 2% for all tourists. And medical tourism is high value-
add; conservative estimates suggest that the average medical visitor spent about 14 nights in Australia,
spending A$3,973 on airfares, accommodation and other activities, including medical treatment and care. In
contrast, the average visitor to Australia stayed for around 34 nights in total and spent a total A$3,276.

The reasons for Australia’s relative under performance in this sector lie not only in lack of price
competitiveness but also in underinvestment in infrastructure, in inadequate medical and other health
workforce skills training and the absence of development of commercial or regulatory facilitators. Industry
representatives also point to regulatory gaps and the relative absence, compared with other regional
destinations, of government support.

Visa application processes for medical tourists are relatively slow and tight compared to competitors with an
expedited visa process. Relative to competitors, Australia has lower levels of government support. For
example India imposes lower import duties on medical equipment; Thailand, Singapore and Korea offer tax
breaks; some other competitors offer subsidies on prime land for health facilities. Together these factors have
prevented the emergence of a coordinated industry with sufficient critical mass to be globally competitive.
Australian tourism industry representatives are of the view that a sustainable competitive advantage is
unlikely to emerge unless there is a government policy decision to intentionally target these issues.

Business stakeholders suggest the major regulatory issues relate to medical insurance and liability. In the
context of no internationally accepted legal framework to regulate medical tourism, it is unclear who is liable
in the case of medical treatment provided abroad. In Australia in particular, there is no mandatory policy that
an international patient seeking medical treatment in Australia must purchase medical insurance. The short
stay and long stay medical treatment visas to Australia require only that a person provides evidence that they
have enough money to support themselves and any accompanying friends and family while in Australia and
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that adequate payment arrangements are in place for the treatment. The process for a patient from the US is
likely to be that their primary physician and insurance provider endorses their choice to travel overseas for
surgery, so it is unclear as to who is liable if the patient suffers post-surgical complications after returning
home (i.e. whether it is the primary care doctor, the surgeon or the insurance company). There are also
uncertainties surrounding whether the patient, after accumulating unexpected out-of-pocket costs for
treatment of the complications, sue domestically or abroad.

One suggestion for an international regulatory framework is that all clients arranging international healthcare
with the assistance of a medical tourism company should be required to purchase compulsory medical travel
insurance. These issues of legal recourse by medical tourists would clearly need to be resolved if
development of the medical tourism industry in Australia is to take off (See Table A).

Table A: The Importance of Insurance Coverage for Health Tourism

Importance of

Category Market Requirements Insurance converage Major players
Mostly in alternative = The US, Thailand,
Natural endowment and skilled medicine (e.g. Singapore,
Spa Wellness tourism Hot springs theraphists acupuncture) Indonesia, Austria
Thailand, India, the
Second opinion/ Medical specialists, language US, Malaysia,
Medical tourism Diagnostics and cultural affinities Yes Australia
Skilled manpower (surgeons,
Medical, dental, nurses, specialists), a higher
plastic surgery level of technology, language  Yes, excluding plastic India, Thailand,
operations and cultural affinities surgeries Cuba, Malaysia

Specialized surgical Skilled manpower (surgeons,

treatments using  nurses, specialists), a higher The US, Singapore,
advanced level of technology, language the UK, Australia,
technology and cultural affinities Yes India
Therapeuticintervention, the US (Florida) and
Rehabilitation language and cultural affinities Yes the Caribbean
Long stay (more Medical capacity and language Thailand, Malaysia,
Retirement tourism  than 6 months) and cutural affinities Yes the Caribbean
Medical capacity and language The US (Florida),
Immigration and cutural affinities Yes Spain, Canada,

Source: Foundation for Rural Enterprise and Economic Development (2006) in Yi (2011)

Case Study 5: The Role of Air Transport Liberalization in Boosting Tourism in the
Philippines

Compared with regional neighbors such as Malaysia, Thailand, Indonesia and Vietnam, tourism is
underperforming in the Philippines. The average growth rate of tourist arrivals was 9% over 2006-9; this
compares poorly with Indonesia at 13% and Malaysia at 18%. Many factors are contributing to this outcome,
including safety and security concerns, health and hygiene concerns, ineffective branding and marketing,
institutional and regulatory gaps, as well as insufficiently well organized private sector stakeholder policy
input. This case study focuses specifically however on the weaknesses in air transport infrastructure — and
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even more specifically the gains that might be achieved from liberalizing air transport services, leading to
easier accessibility to the Philippines and lower airfares.

The Philippines offers a potentially attractive holiday destination. The country’s strengths lie in its natural
resources (rank 23" in the Travel & Tourism Competitiveness Index 2009 in terms of the number of World
Heritage sites), price competitiveness (rank 16™), particularly in hotel prices, low ticket taxes and airport
charges and ease of obtaining a visa (rank 3"™). Nevertheless, tourism export receipts and employment have
flattened over the past two decades and been overtaken in importance by the BPO sector which, following
liberalization of telecommunications, has taken a quantum leap forward (Figure C).

Figure C: Decreasing travel earnings (proxy for tourism) and increasing information and business
services (proxy for BPO sector), as % of services exports

80%

70% N\

60% \\
50%

40%

o,
30% Travel K
20% Information and business service

10% ﬁ—
O% T T T T T T T T T T 1
19992000200120022003200420052006200720082009

Source: Yi (2011)

Slow progress in deregulating air transport services has reduced accessibility: in the absence of fully
implemented open skies agreements, routes are limited and air fares are relatively high. The absence of on-
line one-stop travel portals also generates inconvenience in reserving airline tickets and hotel facilities.
Overall, therefore, the Travel & Tourism Competitiveness Index 2009 ranks the Philippines 86" out of 133
economies, five places behind Indonesia and five places lower than in 2008.

This is despite the fact that Tourism is a designated foreign investment priority; 100% foreign equity
participation is allowed for large hotel development (a 40% foreign equity limit otherwise applies); tourism
enterprises receive 12 year fiscal incentives, and other benefits through the Tourism Infrastructure and
Enterprise Zone Authority including some investment protection and some easing of the restrictions
otherwise applying on visas for foreign personnel and on foreign land ownership and leasing.
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Weak infrastructure is a big part of the problem. The World Economic Forum’s Global Competitiveness
Index 2009-2010 ranks the Philippines 98" out of 133 countries on Infrastructure. China, PRC ranks 52
places ahead at 46". The only APEC member that ranks behind the Philippines is Vietnam (111"). The
associated business leaders perception survey ranks “inadequate supply of infrastructure” as the third most
problematic factor for productivity in the Philippines. In Malaysia and Thailand, by contrast, no business
respondents have pointed to poor infrastructure as a source of problems. In addition to ground and air
transportation infrastructure, high energy costs and power outages contribute to the lack of competitiveness,
the average cost of electricity in the Philippines being by far the highest in the ASEAN region.

Figure D sets out a comparison of the Travel & Tourism Competitiveness Index rankings with neighboring
countries with similar natural endowments (Thailand and Indonesia), confirming the Philippines’
performance is most severely constrained by inadequacies in transport infrastructure as well as by lack of
government prioritization of building competitiveness in travel and tourism.

Figure D: The Philippines is lagging in infrastructure and in policy
prioritization of travel and tourism
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Source: Yi (2011, forthcoming)

The Philippines certainly scores particularly low in terms of the quality of roads. The Global
Competitiveness Index 2009-2010 ranks the Philippines the lowest in the East Asian Pacific region. The
other major current constraint is air transport. The Travel and Tourism Competitiveness Index for 2009 ranks
Philippines 89" in terms of the quality of air transport infrastructure, far behind Thailand (28") and
Indonesia (75"). All the international airports require major upgrades if they are to attract a higher number of
number of international arrivals. Ninoy Aquino International Airport in Manila, the main international
gateway, ranks at the bottom among Asian international airports, owing to limited and outdated facilities and
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poor passenger comfort. The newer second and third terminals are underutilized and incomplete having been
the subject of serious contractual disputes and now require facility upgrades including to link them to each
other.

In addition to inadequacies in the physical infrastructure, the Philippines lags behind other ASEAN members
in achieving open skies. This is important because the academic literature provides ample evidence® of a
positive and statistically significant effect of air transport liberalization on international passenger flows. In
particular, the literature shows that the greater the degree of liberalization, i.e. Bilateral Air Services
Agreements which provide for the seventh freedom, cabotage, free determination of capacity, free pricing,
multiple designated airlines and multiple destinations, have the most strongly positive impact on passenger
numbers.

The Philippines has acted to deregulate domestic air transport services; and as a result, scores relatively well
on scheduled available domestic seat kilometers (158 million seat kilometers per week in 2008). But its
international seat kilometers are only one-third those of Thailand (355 foreign carrier-flights per week to the
Philippines compared with more than 1000 to Thailand).

The government commenced what was to be a progressive liberalization of Bilateral Air Services
Agreements (BASAS) in 1999, but competition in international air transport services remains limited. The
Philippines scores only 13.1 in the WTO index on openness of bilateral BASAs (0 being most restrictive and
50 the most liberal). Philippine BASAs are relatively restrictive in terms of controls on capacities,
frequencies, designated airlines, fare approvals and tend to limit airlines to third and fourth freedoms only.
The Philippines’ charter arrangements are also restrictive, unless deemed not to significantly interrupt
scheduled services. Cabotage is prohibited. Even though the government theoretically encourages foreign
airlines to operate services to regional airports — Cebu, Davao, and Clark/Subic, they are often subject to
BASASs which inhibit entitlements.

There is no doubt that lack of sufficient progress in opening up air transportation, and airline uncertainty
with respect to the intended pace of reform, has impacted negatively on international seat availability.
Executive Order 500 issued in 2006 increased the number of flights (passengers) to more than 4000
(470,000) in 2006 from less than 500 (50,000) in 2004 by allowing low-cost airlines to serve Diosdado
Macapagal International Airport without limitations on traffic rights, capacity, and air freedom rights. This
order was retracted six months later, as a result of which a number of airlines such as Tiger Airways have cut
back on their flights.

The Philippines is also yet to fully implement ASEAN “open skies” policies. Malaysia and Indonesia
adopted a full fifth freedom agreement to facilitate tourism in the Brunei Darussalam-Indonesia—Malaysia—
Philippines East Asian Growth Area, while the Philippines granted the fifth freedom only to designated
airlines.

%2 Yi (2011)
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The story seems quite clear. For international arrivals to grow, and tourism to really take off, airlines will
need more open access to the market.
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