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Since the mid 1980s a substantial amount of research has been undertaken 
on trade in services. Much of this is inspired by the WTO or regional trade 
agreements, especially the EU, but an increasing number of papers focus on 
the impacts of services sector liberalization. This paper surveys the literature, 
focusing on contributions that investigate the determinants of international 
trade and investment in services, the potential gains from greater trade (and 
liberalization) and efforts to cooperate to achieve such liberalization through 
trade agreements. There is increasing evidence that services liberalization is 
an important source of potential welfare gains, but relatively little research has 
been done that can inform the design of international cooperation – both trade 
agreements and development assistance – so as to more effectively promote 
development objectives. 
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Introduction 

One of the stylized facts of economic development is that the share of services in GDP and 

employment rises as per capita incomes increase. In the lowest-income countries, services 

generate some 35 percent of GDP. This rises to over 70 percent of national income and 

employment in OECD countries. The expansion in the services-intensity of economies is 

driven by a number of factors, including income elasticities of demand that exceed 1 and the 

incentives for firms to spin off activities to specialized providers as the extent of the market 

expands. Advances in information and communication technologies are increasingly 

permitting cross-border, “disembodied” trade in labor-intensive services, accelerating the 

growth of services activities. The competitiveness of firms in open economies is determined 

in part by access to low-cost and high-quality producer services – telecommunications, 

transport and distribution services, financial intermediation, etc. The widely remarked upon 

processes variously called global outsourcing, fragmentation, production sharing, and 

offshoring depend on access to and the cost of such services. 

While the expanding importance of services in the economy has of course not gone 

unnoticed, services have not figured prominently in the economic growth and development 

literature, and have only recently come to be considered in the trade literature. Economic 

theory postulates that growth is a function of increases in the quantity and productivity of 

capital and labor inputs. It accords no special role to services.1 Traditional international 

economics textbooks tend to assume (assert) that services are largely nontradable. Initially 

limited to a few path-breaking studies such as those by Baumol (1967), Fuchs (1968), and 

Hill (1977), starting in the 1980s more attention began to be devoted to services. One reason 

for this was the emergence of services on the international policy agenda, largely as the result 

of U.S. proposals to negotiate multilateral rules on policies affecting trade in services. The initial 

response of most countries to the U.S. initiative, put forward formally at the 1982 GATT 

Ministerial meeting, was guarded.  One result was to mobilize the first analytical contributions 

to the trade literature. The initial research effort suggested that many countries had a potential 

interest in liberalizing trade in services, 2 reflected, for example, in many of the poorest 

                                                 
1 An exception is the literature stressing the importance of financial development for growth – see, e.g., Levine 
(1997). Other strands of the growth literature implicitly recognize services dimensions, e.g., the importance of 
human capital (and thus educational services) in generating (endogenous) growth.   
2 See, e.g., Sapir and Lutz (1980, 1981), Bhagwati (1987), Hindley (1988), and Stern and Hoekman (1987). 
Griffiths (1975) is an early study documenting barriers to trade in services. 
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developing countries having a “revealed comparative advantage” (RCA) in services when 

measured on a balance-of-payments basis (Hoekman, 1990).3 This realization helped overcome 

some of the early resistance by developing countries to launching negotiations on trade in 

services in the Uruguay Round and the creation of the WTO General Agreement on Trade in 

Services (GATS) in 1994.4 

A substantial amount of research has subsequently been undertaken on trade in 

services.5 This paper surveys the literature, focusing on papers that analyze the determinants 

of the internationalization of services (Section 1), the potential (net) gains from greater trade 

(liberalization) (Section 2), as well as specific sectors and “modes” of contesting service 

markets (Section 3). It also reviews the literature on efforts to cooperate to achieve such 

liberalization – both through the WTO General Agreement on Trade in Services (GATS) 

(Section 4) and regional integration agreements (Section 5). The paper ends with a discussion 

of the outstanding research agenda (Section 6).  

1. Determinants and Patterns of Trade in Services 

Francois and Reinert (1996) document the role of services in economies at differing levels of 

development, using input-output tables to analyze the contribution of services activities to 

user industries and final (consumer) demand.6 They note that the importance of services in 

relative terms increases as countries become richer, and that this is also reflected in an 

increasing variety of market services (product differentiation). They also observe that even if 

services are not traded directly, they are embodied in the output of both tradable and 

nontraded activities, and thus are a determinant of overall employment and productivity. The 

indirect exports of services embodied in a country’s exports of goods can be quite large, with 

services accounting for the majority of the foreign exchange that is earned. 

                                                 
3 The RCA index is the ratio of a country's exports of specific products to its total exports relative to the world 
average. If the ratio is greater than one the country is said to have a revealed comparative advantage in the 
product. As discussed below, limiting attention to cross-border trade flows as measured by the balance of 
payments is inappropriate given that there are other “modes” of supplying foreign markets. 
4 See Feketekuty (1988) for an influential and comprehensive discussion of why and how services were put on the 
agenda of the GATT as well as a contemporary survey of the issues involved.  
5 Much of this either focuses on the Uruguay Round talks and/or the GATS or are inspired by it. Books on 
services that have been published on the economics of services, services trade and economic development in 
the last 25 years include Inman (1985), Riddle (1986), Giarini (1987), Giersch (1988), Messerlin and Sauvant 
(1990), Harker (1996), UNCTAD and World Bank (1994), Stibora and de Vaal (1995), Sauvé and Stern (2000), 
Stern (2000) and Findlay and Warren (2000). Sapir and Winter (1994) survey the literature as of the early 1990s. 
6 See also Kravis, Heston and Summers (1983), Inman (1985), Blades (1987), Stern and Hoekman (1988), Park 
(1989), Park and Chan (1989) and Uno (1989). 
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The rise in the share of services in output and employment as countries become 

richer reflects a number of factors. Common explanations include increasing specialization 

and exchange of services through the market (“outsourcing”), with an associated increase in 

variety and quality that may raise productivity of firms and welfare of final consumers, in 

turn increasing demand for purchased services and the fact that the scope for (labor) 

productivity in the provision of many “consumer” services is less than in agriculture and 

manufacturing. The latter implies that over time the (real) costs of these services will rise 

relative to merchandise, as will the share of employment in services (Baumol, 1967; Fuchs, 

1968). 

Because services are often not storable, their exchange frequently requires the 

proximity of supplier and consumer – providers must move to the location of the 

buyer/consumer of a service, or vice versa. The significance of the proximity constraint for 

service transactions to be feasible means that “trade” will often involve a mix of cross-

border transactions and local presence of suppliers. Asymmetric information and the 

resulting need for regulation also implies that regulatory regimes pertaining to (temporary) 

movement of people (visa restrictions; economic needs tests) and longer-term establishment 

(FDI policies) of service suppliers are important determinants of the feasibility of trade in 

services. All these factors also have important implications for the market structure that is 

observed in service industries. On the one hand, proximity requirements may imply the 

absence of scale economies, while on the other they give rise to potentially extensive product 

differentiation as services are tailored to individual consumers. Regulatory costs may be 

important across a range of services and can imply high fixed costs. Problems of asymmetric 

information require firms to invest in and maintain a reputation for quality.  Sunk location-

specific costs such as telecommunications networks may generate significant market power 

and barriers to entry. 

An important economic characteristic of many services is their “facilitating” role: 

services support ever-finer specialization. As argued by Francois (1990a), the growth of 

intermediation services is an important determinant of overall economic growth and 

development. Much of this intermediation activity facilitates transactions through space 

(transport, telecoms) or time (financial services) (Melvin, 1989). Francois argues that the 

increasing importance of producer services in modern (growing) economies reflects 

economies of scale and specialization. As firm size increases and labor specializes, more 
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activity needs to be devoted to coordinating and organizing the core businesses of a 

company. This additional activity is partly outsourced to external service providers. Producer 

services therefore are not just differentiated inputs but play an important distinct role in 

coordinating the production processes needed to generate (differentiated) goods and to 

realize scale economies. The associated organizational innovations and expansion of 

“logistics” (network) services yields productivity gains that in turn should affect economy-

wide growth performance by enhancing the efficiency of production in all sectors. The 

associated cost reductions result in an increase in overall total factor productivity of firms 

and the economy as a whole.7 

Such producer services may of course be provided by foreign firms as well as 

domestic firms. However, because services are intangible and often difficult if not impossible 

to store they tend to be embodied in goods, information flows or in people. Some of the 

implications of the need for proximity between providers and demanders for exchange to be 

feasible are explored by Bhagwati (1984a). He describes the processes through which 

services are “disembodied” or “splintered” from goods or people as “carriers”.  Starting in 

the 1980s technological changes were increasingly making such processes more feasible. 

Trade in services may then expand as a result of the incentive to “splinter” the production 

chain geographically, not just in terms of tangible inputs but also services.  

Bhagwati notes that long-distance, cross-border exchange through 

telecommunications networks implies that the same forces that drive trade in goods will also 

apply to trade in those services where such splintering is possible. The same is true if 

international transactions occur through physical movement of consumers to the location of 

service providers (for example, tourism), or via temporary entry of service providers into the 

territory of a consumer (for example, consulting). In a statistical sense all the above 

transactions comprise trade and are registered as such in the balance of payments. They all 

involve exchanges between the resident of one country and that of another. 

Sampson and Snape (1985) develop a typology of trade in services that was largely 

taken up by negotiators in the design of the GATS. The first of these modes, what has come 

to be called mode 1 in GATS-speak or cross-border supply, applies when service suppliers 

                                                 
7 See Arnold, Javorcik and Mattoo (2006) for recent firm-level evidence that supports the theory in the Czech 
Republic, and Guerrieri et al. (2005) for a theoretical paper that includes the role of greater competition in 
producer services as a driver of economic growth.  
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resident in one country provide services in another country without either supplier or 

buyer/consumer moving to the physical location of the other. Mode 2, consumption abroad, 

refers to a consumer resident in one country moving to the location of the supplier(s) to 

consume a service. Mode 3, commercial presence, refers to legal persons (firms) moving to the 

location of consumers to sell services locally through the establishment of a foreign affiliate 

or branch.8 The fourth mode of supply, mode 4 or movement of natural persons, refers to a 

process through which individuals (temporarily) move to the country of the consumer to 

provide the service. 

Many of the early theoretical contributions on services in the trade literature 

employed the distinction between factor and non-factor services. This suggested that there 

was nothing special about services on either the analytical or the negotiation front.  Trade in 

non-factor services can be regarded as being embodied in goods — and thus covered by 

GATT — while factor services (natural and legal persons) are not. The implication was that 

negotiating attention should center on FDI and the (temporary) movement of service 

suppliers – that is, international factor movement.9 Over time, however, it became 

increasingly apparent that the disembodied cross-border trade in services that was the focus 

of Bhagwati’s (1984) analysis was not just a theoretical curiosity but was rapidly becoming 

more important as technological advances permitted services to be transformed into 

digitized bits of data that could be transported internationally through satellite and telecom 

networks.  

Global cross-border trade in services stood at $2.4 trillion in 2005, of which some 

$1.3 trillion was in the non-travel (tourism) and non-transport categories.10 Much of the 

recent growth in cross-border services trade reflects so-called business process outsourcing 

(BPO) services, which occurs mostly through mode 1-type transactions. Mode 1 has become 

more controversial in policy terms as the absolute value of such trade has grown. Bhagwati, 

Panagariya and Srinivasan (2004) focus explicitly on the basic economics of mode 1, arguing 

                                                 
8 As of the early 1990s, some 50 percent of the global stock of FDI already involved services activities (Sauvant 
and Zimny, 1987; Hoekman, 1990). 
9 Grubel (1987) was a prominent proponent of the argument that all trade was embodied in goods or in factors 
(people, FDI). Implicitly if not explicitly empirical studies of the factor content of a nation’s trade are premised 
on this view. 
10 See http://www.wto.org/english/news_e/pres06_e/pr437_e.htm. Excluding intra-EU cross-border trade, 
the total is some $1.9 trillion.  Total trade in merchandise was some $10 trillion in 2005 – i.e., cross-border 
trade in services as reflected in the balance of payments is about 20 percent of world trade. While this figure 



 6 

against those claiming that this type of trade invalidates traditional trade theory by pointing 

out that mode 1 trade in services is analytically equivalent to a technical change that lowers 

the relative price (wage) of more skilled-intensive labor in the importing country. This will 

have associated distributional consequences among factors of production in that country, 

but generate an overall gain for the economy in the absence of significant adverse terms of 

trade effects.11 Such adverse effects may be possible, but in itself this is not something that is 

specific to the trade being in services or occurring via mode 1. More likely is that such trade 

will raise productivity if it is an input or raise real incomes if it enters final demand. Bhagwati 

et al. note that to date the number of jobs affected by mode 1 trade in services has been 

small, in part because the share of total services transactions that involve international flows 

are just a small part of the total market for services that can be provided at arms-length (in 

‘disembodied’ form). They also note that much of the mode 1 trade that is observed is intra-

firm – flows between a parent and affiliate firms – and that what matters is the net effect. 

Two-way trade in mode 1 services is important, i.e., there is both “insourcing” as well as 

outsourcing. Moreover, mode 1 imports are often associated with mode 3 ‘exports’, so that 

the imports of mode 1 services are complemented by an income flow deriving from FDI in 

services abroad that supports the mode 1 imports.12 

Boddewyn, Halbrich and Perry (1986) is an early paper focusing on “mode 3”, 

analyzing whether what has now become the standard paradigm to explain FDI—

ownership, location and internalization incentives—carries over to service multinationals. 

They argue that it does, but also note that certain features of services are likely to have 

implications for the form that FDI takes. For example, franchising and leasing type 

arrangements are likely to be more prevalent, as for some services equity control of affiliates 

is not needed by the multinational. Subsequent empirical research on the determinants of 

services FDI has concluded that services FDI tends to be market seeking and is positively 

correlated with prior FDI in the manufacturing and industry sectors. Both explanatory 

                                                                                                                                                 
has remained relatively constant since the 1980s, there have been large changes in the composition of the trade 
concerned. 
11 Bradford Jensen and Kletzer (2005) assess the impacts of services trade on wages and employment of 
workers with different skill levels in the US.  
12 Markusen (2005) is a more extensive analysis of the determinants and effects of offshoring of producer 
services that comes to similar conclusions regarding the applicability of existing theoretical “toolkits”. Amiti 
and Wei (2005) and van Welsum (2004) discuss the magnitude of services outsourcing and the relationship with 
in- and outward FDI in greater depth. Murray and Kotabe (1999) analyze the determinants of domestic vs. 
international services sourcing decisions of US firms. 
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variables are intuitive in that they reflect the characteristics of services (non-storability in 

particular). Raff and Ruhr (2001), for example, develop a theoretical model of FDI in 

business services that predicts that US FDI in business services should be affected by 

informational barriers to entry that are easier to overcome in markets in which there is 

already a significant U.S. business presence. The implication is that the host market should 

have a larger effect on service FDI the larger the ratio of U.S. FDI to local market size. They 

test the predictions of their model using panel data on U.S. FDI in 23 host countries from 

1976 to 1995 and find that its predictions cannot be rejected.13   

The role of licensing or franchising as a method of exploiting firm-specific assets in 

services industries such as hotels or transport raises the question of how to measure 

international transactions in services. Franchising essentially involves a payment flow for an 

intangible asset (knowledge, reputation, etc.). Do such payments reflect the value of the 

services provided? More generally, how should the “services content” of FDI be measured? 

In an early paper, Rugman (1987) argues that the inclusion of the financial returns related to all 

FDI outflows should be included in the definition of trade in services, as a proxy for the non-

reported intra-firm trade in intermediate services between parent and affiliates. The trade in 

such “headquarter” or “management” services associated with coordination and running of 

the firm has become a basic feature of international trade theory that allows for the existence 

of multinationals and FDI and intra-firm transactions (e.g., Helpman and Krugman, 1985; 

Rivera-Batiz and Rivera-Batiz, 1992; Markusen and Venables, 1998, 2000).  

As already noted, the approach taken in the GATS/WTO has been to define trade in 

services as comprising not just cross-border transactions (mode 1) and payments associated 

with movement of providers and consumers (modes 4 and 2), but also the sales of foreign 

affiliates that have been established in host countries (mode 3). The statistical concept of 

‘Foreign Affiliates Trade in Services’ (FATS) was created by statisticians in the late 1990s in a 

new Manual on Statistics of International Trade in Services. The aim of the Manual is to lay 

out agreed methodologies for defining and collecting data on transactions in services while 

ensuring consistency with existing international statistical standards (Karsenty, 2000). Sales 

of services by affiliates of foreign-owned firms are not regarded as trade in the national 

                                                 
13 Other empirical papers in this vein include Erramilli and Rao (1993), Buch and Lipponer (2004), and Kolstad 
and Villanger (2004). UNCTAD (2004) is a recent survey of services FDI that references the empirical 
literature.  Sauvant and Zimny (1987)and Rivera-Batiz and Rivera-Batiz (1992) are early papers stressing the 
importance of  FDI as a mode of supplying services in a foreign market. 
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accounts or balance of payments – giving rise to the need to collect such data separately. As 

discussed by Whichard (2000), progress on collecting such statistics is being made, but the 

extent of available data remains limited. Existing statistics suggest that “foreign affiliate trade 

in services” is the largest of the 4 modes of supply, currently being about 50 percent greater 

than total cross border trade flows as registered in the balance of payments (i.e., some $3.5 

trillion). The global stock of FDI stood at some $10 trillion in 2004, of which about 60 

percent was in services.14 

Since the initial papers were written in the mid 1980s exploring what data were 

available on international transactions in services, a number of researchers have attempted to 

estimate the value of trade on the basis of concepts that accord with those that underlie the 

GATS definition of trade. Baldwin and Kimura (1998) is a careful attempt to measure 

transactions on the basis of ownership, as opposed to the location of factors of production, 

in order to better capture the close relationship between firms’ cross-border trading activities 

and the sales and purchasing activities of their foreign affiliates. They propose supplementary 

accounting formats that classify cross-border and foreign affiliate activities on an ownership 

basis. One format combines net cross-border sales by Americans to foreigners, net sales by 

foreign affiliates of U.S. firms to foreigners, and net sales of U.S. firms to U.S. affiliates of 

foreign firms to yield a figure that indicates net sales by Americans to foreigners. Another 

accounting format measures the value-added embodied in cross-border and foreign affiliate 

activities on an ownership basis. 

A basic question that arises when thinking about trade in services is whether 

standard concepts and theories explaining the pattern of trade in goods apply given the 

complications arising from the existence of alternative modes of supply and the associated 

factor movement that may occur. A number of theoretical contributions in the mid 1980s 

focused on this. They quickly concluded that standard concepts of comparative advantage 

and theories of the determinants of trade patterns (technology, endowments, the specific 

factors model) could be applied to services. An early contribution to this literature was 

Hindley and Smith (1984). Although modes of contesting services markets are more 

complex and this has implications for the pattern of trade, the fundamental concepts mostly 

carry over to the services case. Thus, the principle of comparative advantage continues to 

                                                 
14 See http://www.unctad.org/Templates/Page.asp?intItemID=1923&lang=1).   See Mody (2004) for a recent 
discussion of the impacts of the expansion in global FDI flows and stocks. 
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apply if trade in services is allowed (Deardorff, 1985).15 The same applies to the welfare 

consequences of trade. Insofar as this involves factor movement standard tools and concepts 

can be applied, with welfare depending on what is assumed (observed) regarding the income 

accruing to the factors concerned and the nationality of the owners of the factors. 

However, there are also differences. One difference is that goods do not fulfill the 

type of intermediation role many services do or generate the types of network externalities 

some service industries do – an issue discussed further below.16  Another difference is that 

the prediction of the law of one price – that similar, close substitutes will have the same real 

price in different locations adjusted for transport costs – will not apply for many services. 

This is because of the characteristics of services – which will often require local factor inputs 

to be applied in a transaction. Thus, local factor prices will be a determinant of the prices 

prevailing in different markets. In addition, local regulation may differ across jurisdictions, 

impacting differentially on local costs. Indeed, the law of one price may not hold for goods 

either. Horn and Shy (1996) argue that once account is taken of the fact that many services 

are “bundled” with goods, and that the associated services-input bundle is nontrabable in the 

sense it must be provided locally, in direct proximity to the consumer/buyer of the goods – 

think of maintenance, training, distribution, etc. – liberalization of trade in goods may not 

result in the integrated market that is often assumed in models and by policymakers. That is, 

the law of one price may not result for the goods concerned, because of the ancillary services 

that make up the “product bundle”.17 

In general, international services transactions are more complex to analyze because 

there are different “modes of supply” (different “carriers” that transport services) and trade 

is determined by the availability of these modes. The various modes may also be 

complements or substitutes, further complicating the analysis. The pattern of trade will 

depend in part on the extent to which activities can be outsourced. Following technology or 

policy changes, one may observe a shift from trade in final goods embodying nontraded 

services inputs to trade in service intermediates.  

                                                 
15 While Melvin (1989) suggested that standard predictions may not hold, this paper did not really address the 
issue appropriately in that the focus was on a combination of goods and factor trade, not on services trade as a 
distinct activity. 
16 This is also important because it may imply that the techniques used to assess the impacts of barriers to entry 
and competition for goods may be inappropriate. 
17 There is an extensive literature on the role on nontradable inputs in tests of the law of one price. See, e.g., 
Obstfeld and Rogoff (2000). 
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There has been little empirical work on the determinants of the pattern of trade in 

services and the use of alternative modes of supply. Langhammer (2004) calculates revealed 

comparative advantage (RCA) indices for modes 1 and 3 trade. The former can be expected 

to reflect relative resource endowments, while the latter will be determined by services 

characteristics (need for producer-consumer proximity) and domestic regulations and other 

variables that determine the attractiveness of the country for FDI. He shows that RCAs for 

US trade in services are similar in some service sectors for the two modes, but not in all. 

Thus, for communication services the US has a positive RCA when measured on the basis of 

FATS (mode 3) but a negative one if measured on the basis of mode 1 transactions.18 

Given alternative modes of supply, and in particular the impact of technology in 

making ‘disembodied’ trade feasible without factor movement, the determinants of prices of 

a service in different countries becomes important. As services tend to be cheaper in 

developing countries (Bhagwati, 1984b), they have great potential to export services directly, 

as well as embodied in goods. Bhagwati was prescient in recognizing this and the associated 

policy implications—one of which is to reduce the pressure/need for migration. 

Nonetheless, clearly the scope for cross-border trade through telecommunications networks 

will be limited for many services—explaining why mode 4 exports is an important subject 

for developing countries in the context of trade agreements. 

Many services are differentiated products, tailored to the specific needs of individual 

buyers, and supplied using technologies characterized by fixed costs and increasing returns 

to scale or scope. The same is true of many goods, explaining why many models that 

incorporate trade in services to some extent simply involve relabeling intermediate input 

varieties as ‘services’. For example, Markusen (1989), Burgess (1989), Francois (1990b) and 

Ethier and Horn (1991) incorporate producer services as intermediate inputs that are an 

increasing returns activity. This is a useful extension of papers that assume a constant 

returns, perfect competition framework to analyze services trade (e.g., Hirsch, 1989; Jones 

and Ruane, 1990; Melvin, 1989) – given the existence of fixed costs associated with many 

producer service markets – the specific characteristics of services (tradability, modes of 

supply, their intermediation function) are generally not considered explicitly.19 These papers 

                                                 
18 This may reflect the idiosyncrasies of the international pricing regime for telecom services which lead the US 
to have the largest outward settlement payments for call termination charges. 
19 One source of these fixed costs is regulation and licensing. 
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illustrate that in comparison to an economy that trades final goods produced with domestic, 

nontraded service inputs and labor, one that can trade the services inputs (“factor services”) 

directly may have greater gains from trade and higher total factor productivity (TFP). 

The more recent literature recognizes that FDI in services may be driven by the 

nontradability of the products concerned. Markusen, Rutherford and Tarr (2005) explore the 

potential effects of FDI restrictions on services on the pattern of trade and national welfare 

of a host country. Their conclusion supports the conventional wisdom that FDI is beneficial 

to host economies—not only because it is a source of new knowledge and competitive 

pressure, but also because FDI in services can help host countries to begin to produce and 

export more advanced products. In their model, as barriers to trade in producer services fall, 

costs of imported services fall, imports (including through FDI) rise and displace domestic 

firms. However, the additional varieties available to the economy generate positive 

externalities for final goods production, raising TFP and welfare disproportionately. Their 

analysis suggests that the rationale for ownership restrictions may be weak if it has the effect 

of inhibiting entry.20 Among the interesting findings of the paper is that if barriers were 

initially high, liberalization of trade in services may result in the country switching to 

exporting the service intensive good, and that trade in producer services may be a general 

equilibrium complement for unskilled local labor (in that it fosters overall demand for such 

labor).21 

An interesting question that has begun to be explored in the literature concerns the 

relationships between trade in goods, “traditionally defined” trade in services (modes 1 and 

2), and trade in (movement of) factors of production (modes 3 and 4).  Although at a 

conceptual level the case that this does not matter much for global welfare is strong—in that 

what countries trade are the products and activities that use the factors/resources with which 

they are relatively well-endowed most intensively and that this will be embodied in the factor 

content of what they trade (Deardorff 1985) – this insight is not very useful for either policy 

analysis or for understanding the relationships between alternative modes of supply. For 

example, it is noteworthy in this connection that most studies of the factor content of trade 

focus on trade in (final) goods and ignore traded services, be they final demand products or 

                                                 
20 This is also one of the more robust findings of the empirical literature reviewed below. 
21 Other papers that investigate the implications of different types of services trade for the pattern of trade and 
welfare – in particular modes 1 and 3 – include Stibora and de Vaal (1995), van Marrewijk et al. (1996, 1997) 
and de Vaal and van den Berg (1999). 
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intermediates (e.g., Davis and Weinstein, 2001). Insofar as intermediate inputs are 

considered, it has been shown by Reimer (2006) that it is inappropriate to assume that 

foreign inputs used by the importing country embody its domestic factor intensities. 

Extending the analysis of factor content of trade to include services is clearly an area for 

further research.  

Explicit consideration of the existence of alternative modes of supply and their 

relationships is needed not just for better understanding of the determinants and pattern of 

trade, but also the effects of policies.22 Whether different modes of supply are complements 

or substitutes will have important implications for the effects of specific policies. Thus, if 

modes are substitutes, a particular policy restriction may be redundant or less restrictive than 

it would appear to be when considered in isolation. Moreover, as discussed further below, 

policies that restrict one mode more than another may generate inefficiencies. 

It is well known that liberalization need not be welfare improving if there are sectors 

that are subject to increasing returns (there are terms of trade effects). Given the prevalence of 

increasing returns and imperfect competition in many services industries, a policy implication is 

that countries are more likely to gain from liberalization of trade in services as long as it is 

undertaken on a wide enough basis to offset any potential negative terns of trade effects.23 As 

noted in some of the papers discussed below, not all types of partial liberalization will 

necessarily raise welfare. Much depends on the contestability of the service markets concerned 

and the ownership of the firms operating on a market. However, a number of arguments have 

been offered in the services context that imperfect competition may well (further) increase the 

gains from liberalization. First, liberalizing trade in services is likely to encourage greater 

specialization, thus helping to realize increasing (international) returns where these exist.  Even 

if a country does not happen to have comparative advantage in certain services, liberalization 

may have a positive effect in terms of encouraging further fragmentation of production 

activities, fostering exports of merchandise and/or other services.  If mode 3 is the main mode 

                                                 
22 In addition to the papers mentioned in the previous footnote, conceptual papers that analyze the implications 
of alternative modes of contesting a market – mode 1 vs. mode 3 – include Francois and Wooton (2001) and 
Hoekman and Saggi (2003). Van Welsum (2004) finds that US data suggest that overall inward FDI into the US 
has a negative effect on trade in services, whereas non-services FDI tends to be positively correlated with 
services trade. 
23 It is sometimes argued that informational asymmetries (e.g., quality uncertainties) are important for some service 
activities and may justify infant industry protection. If so, liberalization will not be optimal. However, Grossman 
and Horn (1988) have shown that the existence of informational barriers to entry does not justify barriers to trade 
as these do not offset the source of the market failure. 
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of supply, the prices affected by liberalization are internal prices, so that the associated terms 

of trade effects can be neutral or even positive (Dee and Sidorenko, 2006). 

One channel through which “magnification effects” may occur is through a reduction 

in trade costs. Trade costs are often (much) greater in ad valorem equivalent terms than the 

border barriers that confront goods when entering an export market. For example, shipping 

margins have been found to be a multiple of tariffs for developing country exports to the US 

(Limão and Venables, 2001; Fink, Mattoo and Neagu, 2001). Similarly, and additionally, 

internal transport and related transactions costs are a major factor determining the 

competitiveness of (potential) exporters (Djankov, Freund and Cong, 2006).24 Such cost 

factors reflect the specific role played by “transport” services—they are intermediates that 

help determine the costs of trade in goods and thus the producer prices received by 

firms.Deardorff (2001) illustrates the importance of transport-related costs as a barrier to 

trade in goods (and services), and the potential welfare gains from actions that lower such 

costs. These gains may be much larger proportionately than those that can be obtained from 

merchandise trade policy reforms insofar as the transport costs generate real resource costs 

as opposed to rents. With tariff liberalization there is redistribution from producers and the 

government (tariff revenue) to consumers, so that gains are limited to removal of the 

deadweight losses associated with taxing trade. Lowering trade service (transport) costs also 

results in the recovery of deadweight losses, but not the redistribution of tariff revenue. 

Whether the net welfare gains to cost reduction exceed those from an equivalent tariff 

reduction depends on the size of the reduction in costs. However, insofar as policy implies 

redundant procedures and duplication of fixed costs, the potential gains from liberalization 

of “trade services” are likely to be large. 

Francois and Wooton (2001a), examine the interaction between different modes of 

market access liberalization in services – cross-border and establishment – and the prevailing 

market structure in a domestic services industry. They develop a model of a domestic service 

sector that is imperfectly competitive (acts as a cartel) and assume there are barriers to cross-

border competition (“trade costs”). They then investigate the implications of lowering these 

barriers and giving the foreign firm access to domestic consumers through establishment 

                                                 
24 Anderson and van Wincoop (2004) survey the literature on the magnitude of trade costs and conclude that 
the ad valorem tax equivalent of total trade costs in rich countries is about 170 percent and even higher for 
poor countries. 



 14 

(FDI or mode 3). They illustrate that in such a setting domestic firms have an incentive to 

accommodate the entry of a foreign firm by inviting it to establish (FDI) and join the 

domestic cartel. If trading costs affecting the use of mode 1 remain high enough, the effect 

of foreign entry through mode 3 will be welfare reducing for the domestic country as it 

results in part of the rents generated by the cartel going to the foreign firm. Francois and 

Wooton therefore illustrate one of the ways in which there are interdependencies across 

modes of supply and the policies affecting the feasibility (cost) of using alternative modes. In 

their case, as the costs of mode 1 fall (for whatever reason), the incentive for domestic 

oligopolistic sectors to accommodate foreign competitors through welfare reducing 

establishment rises. The policy implication is that there is a need for active domestic 

competition law enforcement in such instances.  

Trade in goods is in part a function of services input costs. Francois and Wooton 

(2006) note that the pattern of trade in goods may depend on the degree of market power 

exercised by the domestic trade and distribution sectors. An absence of competition in the 

domestic service sector can serve as an effective import barrier against goods. Their 

econometric results point to statistically significant linkages between effective market access 

conditions for goods and the structure of the domestic service sector. An implication is that 

services liberalization can boost trade in goods. More important, by ignoring the structure of 

the domestic service sector, the benefits of tariff reductions may be overstated (a finding that 

is similar to that of Horn and Shy 1996, albeit for very different reasons). They also find that 

competition in margin sectors matters more for poorer and smaller exporting countries than 

for others, which is intuitive given that small players will have less, if any, ability to 

counteract the exercise of market power they confront.  

Other research has also illustrated the interdependence between the efficiency of 

available domestic service sectors and trade in goods. Fink, Mattoo and Neagu (2005) show 

that international communication costs are a determinant of export performance for higher 

value, differentiated products, whereas they matter less for more homogenous, bulk type 

commodity trade. Beck (2002) finds a positive association between economies with better 

developed financial systems and export-oriented manufacturing industries, as the former 

allows financing of large-scale, high-return investment projects. Freund and Weinhold (2004) 

find that access to the Internet increases trade in goods, noting that this is consistent with a 

model where there are market-specific fixed information/search costs that are lowered as a 
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result of the Internet. In a related paper, Freund and Weinhold (2002) conclude that the 

Internet – measured by the number of Internet hosts in a country – is also positively 

associated with the value of cross-border services trade as measured by the balance of 

payments category “other private services” – i.e., mode 1.  

2. Policies affecting trade in services and impacts of liberalization 

The empirical literature on international trade in services and trade policy is limited, 

reflecting the weakness of the available data on both flows and policies. Because services are 

generally intangible, barriers to trade do not take the form of import tariffs. Instead, trade 

barriers take the form of prohibitions, quotas, and government regulation. Quotas may limit 

the quantity or value of imports of specific products for a given time period, or restrict the 

number or market share of foreign providers of services that are allowed to establish. Such 

discriminatory measures are often complemented by nondiscriminatory measures applying 

equally to foreign and domestic providers. These may consist of limitations on the number 

of firms allowed to contest a market, or on the nature of their operations. Frequently, this 

involves either a monopoly (telecommunications) or an oligopolistic market structure 

(insurance, air transport). As discussed by Sapir (1993) considerations relating to consumer 

protection, high fixed (sunk) costs (increasing returns to scale), prudential supervision and 

regulatory oversight often induce governments to require establishment by foreign providers 

or to reserve activities for government-owned or controlled entities. 

A necessary but not sufficient condition for free trade in services is the elimination of 

discrimination between alternative sources of supply.  Thus, foreign products/providers should 

be subject to regulations that are no less favorable than those applied to domestic 

products/providers (i.e., national treatment), and all foreign products/providers should be 

subject to the same barriers, if any (i.e., nondiscrimination or most-favored-nation (MFN) 

treatment.).  Liberalization then refers to actions that reduce discrimination. However, reducing 

discrimination may not result in a greater volume of international transactions. Thus, if 

government policies support a monopoly, national treatment and MFN will have no effect, as 

entry is barred to all potential sources, whether foreign or domestic. In such cases greater 

competition will require a change in domestic regulatory policies. As discussed below, assessing 

the interaction between domestic (nondiscriminatory) regulation and discriminatory (trade) 

policies is a major area for further research. 
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The magnitude and quality of available information on policies that restrict 

international trade in services is limited. In large part this reflects the immense difficulty of 

identifying and quantifying barriers to services trade, which in turn is a reflection of the 

historical nontradability of most services.  One reason why there are detailed data on goods 

trade flows is that these flows are taxed – the data are an ancillary product of the application 

of tariffs on imports imposed at the border. As services are not observed crossing borders – 

at best factors of production (labor, suppliers) may be observed – governments need to 

survey economic activity in order to get a picture of trade in services.25  

Two different approaches have been taken to assess the magnitude and impact of 

policy barriers to trade (Hoekman, 2000; Dee, 2005). The first involves collection of 

information on applied policies, converting these into coverage and frequency indicators and 

using the resulting indices as regressors to explain observed measures of prices or costs 

(often the price-cost margin will be most appropriate).26 The second is to rely on indirect 

methods such as calculation of price-cost margins by sector across countries or gravity 

regressions to estimate what trade flows “should be” and back out an estimate of the tariff 

equivalent of policies from the difference between estimated and observed flows.27 A well-

known problem with the latter type of approaches is that it is not possible to attribute price-

cost margins or differences in trade volumes to specific policies – other factors such as the 

business cycle and natural barriers to trade/contestability will also play a role. Most of the 

literature has therefore pursued the first approach, although more use has been made of 

gravity regressions as data on bilateral trade in services has become available for OECD 

countries. 

Findlay and Warren (2000) survey the quantitative literature investigating the effects 

of policy, including a major research project they led for the Australian Productivity 

Commission,28 noting that most efforts to directly measure the extent of policy barriers on a 

                                                 
25 See for example, Stern and Hoekman (1987), Karsenty (2000) and Whichard (2000). 
26 Price comparisons of services across countries are generally inappropriate given the characteristics of services 
– the need for local inputs, product differentiation and heterogeneity, etc. 
27 A third approach, which relies on the content of GATS commitments as an indicator of a country’s policy 
stance is not very informative given the limited coverage of country commitments. As is often remarked in the 
literature, a major problem with the GATS for analysts is that the positive list approach to scheduling 
commitments does not generate comprehensive and economically meaningful data on the measures that are 
imposed by countries. See Hoekman (1996). 
28 UNCTAD and World Bank (1994) and Hoekman and Primo Braga (1997) are earlier surveys of the policy 
literature. 
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sectoral and cross-country basis employ a policy index of some kind that is used to estimate 

the price, cost or quantity effects of policies. They suggest that despite limited information, 

barriers to services trade appear to be substantial, especially for modes 3 and 4. The 

approach taken in much of the literature seeking to quantify the magnitude of the trade 

restrictiveness of services policies is to estimate ad valorem tariff equivalents. A problem in 

doing this, both conceptually and for empirical research, is to distinguish the effects of 

nondiscriminatory regulation from discriminatory policies. Regulations generally will increase 

fixed and/or variable costs of production for firms, and may result in a de facto or de jure 

exclusion of new entry, thereby increasing prices. Conversely, insofar as regulation is 

motivated by the characteristics of specific service industries – e.g., network externalities, 

asymmetric information – such price impacts may be appropriate in social welfare terms. 

Other challenges for the analysis of the effects of policies are to consider the 

relationships between modes of supply for a specific service and the impacts of margin 

services (producer service inputs) on other parts of the economy. The potential implications 

of trade liberalization in services are tied closely to the mode of liberalization (establishment 

or cross-border trade) and to the underlying market structure. Because many services operate 

as margin sectors (facilitating exchange, such as banks in the savings-investment market and 

transport firms in the international goods market), the implications of liberalization are 

closely tied to gains from trade in other sectors (Francois and Wooton, 2006). From the 

perspective of quantifying trade barriers, much therefore depends on how policies impact on 

different modes of supply and whether these modes are complements or substitutes. If they 

are substitutes, a prohibitive policy on one mode may not have much effect if another mode 

can be used. If the unconstrained mode is the most efficient one, the policy is redundant in 

terms of its impact on trade. If it is not the first-best mode, the effect of the policy is 

equivalent to the difference in costs involved in shifting across modes, giving rise to standard 

deadweight losses. Conversely, if modes are complements, a very liberal policy with respect 

to one mode may “hide” the fact that in practice access is highly restricted. 

Yet another challenge is to determine whether observed price-cost margins or 

estimated tariff equivalents reflect real costs (red tape) or rents. This is very important for 

the estimation of the welfare consequences of policy reform.  If the policies generate real 

costs, removing them may give rise to much greater welfare gains than is the case if the 

policies generate rents that are captured by domestic agents. In the “waste” or real costs 
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case, a policy that restricts the most efficient mode will not just generate deadweight losses, 

but also a social cost equivalent to the amount consumed times the difference in cost 

entailed by the less efficient mode. In the “rent” case, policy reforms (liberalization) will 

mostly involve a redistribution of income across agents. Generally it will involve income 

being transferred away from producers to consumers, and transfers between factors of 

production. However, if there are rents there is also the possibility that policy reforms result 

in international transfers from domestic producers to foreign firms. This can easily arise in 

instances where liberalization is partial and is associated with entry by a few foreign firms 

into an imperfectly competitive domestic market. The extreme case is one where a domestic 

monopoly is transferred to foreign ownership without any change in market structure..29 

From a normative perspective, what matters of course are not the trade or 

investment effects of policies and policy reform but what such changes imply for economic 

growth and welfare. There are two strands in the literature seeking to do this – econometric 

studies, cross-country and country-specific, and CGE model-based analyses.30  

In a cross-section cross-country regression analysis, Mattoo, Rathindran and 

Subramanian (2006) find that controlling for other determinants of growth, countries with 

open financial and telecommunications sectors grew, on average, about 1 percentage point 

faster than other countries. Fully liberalizing both the telecommunications and the financial 

services sectors was associated with an average growth rate 1.5 percentage points above that 

of other countries. Eschenbach and Hoekman (2006a) utilize three indicators of the 

“quality” of policy in banking, non-bank financial services and infrastructure, constructed by 

the EBRD spanning the period 1990-2004 to investigate the impact of changes in services 

policy on economic performance over this period for a sample of 20 transition economies. 

The value of the policy indices range from zero to 4.3 and are set at zero for 1989, so that 

the 2004 value provides a measure of the progress that has been made by countries in 

converging to “best practice” standards.31 They find that changes in policies towards 

                                                 
29 This theme comes out strongly in the empirical literature discussed below. There are variants on this theme 
that can also be important in practice. Burgess (1995) notes that if trade reform (or new technology) allows a 
shift from factor services being employed domestically to imports of service products, and the former were 
taxed whereas the latter cannot be, welfare may decline. See also Findlay and Sidorenko (2003). 
30 Only examples of country-specific CGE analyses are included in this survey, reflecting both space constraints 
and a judgment that existing multi-country or multi-region models are best seen as illustrative and exploratory, 
given the limitations of the datasets that analysts have been forced to rely on. Noteworthy examples of the 
latter include Brown and Stern (2001), Dee and Hanslow (2000) and Dee et al. (2003).  
31 The index focuses primarily on regulatory regimes and access to the markets concerned. 
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financial and infrastructure services, including telecommunications, power and transport, are 

highly correlated with inward FDI. Controlling for regressors commonly used in the growth 

literature, they conclude that measures of services policy reform are statistically significant 

explanatory variables for the post-1990 economic performance of the transition economies 

in the sample.  

Eschenbach and Hoekman also note that if instead of the services policy indices, 

measures of the investment climate or governance indicators are used, similar results obtain. 

An implication is that the investment climate variables used in much of the empirical growth 

and development literature may in part be capturing services-related policies.32 More 

important, given that services policies can be directly influenced by governments, whereas it 

is less clear what needs to be done to improve the investment climate or “governance,” 

greater emphasis on collection of data on services policies could help identify the policy 

handles that should be targeted by policymakers. 

Konan and Maskus (2006), use a CGE model to investigate the potential effects of 

removing barriers to trade services in Tunisia. They argue that increasing international 

competition on service markets will reduce the “cartel effect”—the markup of price over 

marginal cost that incumbents are able to charge due to restricted entry; and attenuate what 

they term the “cost inefficiency effect”—the fact that in an environment with limited 

competition marginal costs of incumbents are likely to be higher than if entry were allowed. 

The latter is most important as inefficiency imposes a cost on all sectors and households that 

consume the services involved. They conclude that removing policies that increase costs can 

have much greater positive effects on national welfare than the removal of merchandise 

trade barriers – by up to a factor of seven or eight (see also Hoekman and Konan, 2001; 

Konan and Kim, 2004 and Jensen et al. 2005 for similar analyses). Instead of the “standard” 

0.5 to 1 percent increase in welfare from goods liberalization, introducing greater 

competition on services markets that removes cost inefficiencies raises the gains to 6-8 

percent. These large potential effects of services liberalization reflect both the importance of 

services in the economy and the extent to which they tend to be protected. 

                                                 
32 Of course, services policies arguably are part of the investment climate. In the EBRD dataset, however, they 
are distinct, in that the investment climate variable covers privatization, trade and exchange rate policy, 
competition policy, corporate governance and price liberalization. 
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The credence that should be placed in the numbers generated by such CGE analyses 

depends very much on the validity of the modeling assumptions made and the data that is 

used. The accuracy and “realism” of the specific numbers generated can certainly be 

questioned, but the conclusion that services liberalization can generate much larger welfare 

effects than goods liberalization is probably robust. Konan and Maskus (2006) suggest it is 

important that empirical work focus on the effects of policies on markups and costs. Only a 

limited amount of such work has been done. Kalirajan et al. (2000) find that barriers to trade 

in banking services have a positive effect on net interest margins (markups). Kalirajan (2000) 

finds that restrictions on establishment in food distribution are cost-raising, as regulation of 

operating conditions – employment, operating hours, size, etc. – increases real resource costs 

for business.33 Nguyen-Hong (2000) finds that nondiscriminatory regulations that restrict 

entry have a significant and negative effect on the price-cost margins of engineering firms, 

while discriminatory policies affecting foreign establishment and operation have a significant 

and positive effect on price-cost margins. This suggests that non-discriminatory regulations 

are likely to raise costs, while discriminatory policies (nationality or residency requirements) 

generate rents for domestic incumbents. 

An interesting conclusion emerging from Konan and Maskus (2006) is not only that 

gains from services liberalization may be greater than from goods liberalization, but the 

adjustment costs associated with service-sector reforms may be lower because of the absence 

of corner solutions: services will continue to be produced locally and thus generate demand 

for labor. While this is intuitive, less so is their finding that comprehensive reforms spanning 

both services and goods trade will generate less need for factors to be reallocated across 

industries than just goods liberalization alone. Given that in practice the focus of trade 

reforms has been on goods, not services, an implication is that past reform programs 

undertaken by many developing countries may have generated excessive adjustment, insofar 

as subsequent services liberalization will generate factor flows that may go in the opposite 

direction. Thus, their analysis has important implications for the sequencing of liberalization 

– it may be best to proceed on a broad front, targeting both goods and services markets. 

Rutherford, Tarr and Shepotylo (2005) also employ a static CGE model to assess the 

impact on Russia of accession to the WTO. Their analysis is innovative in that all 55,000 

                                                 
33 As noted by Dee (2006), although regulation may also create rents for incumbents, these are likely to become 
capitalized into the cost of land. 
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households distinguished in the Russian Household Budget Survey are incorporated into 

their model, allowing assessments of the impacts on income distribution and the poor. Their 

analysis also includes FDI (mode 3) and incorporates Dixit-Stiglitz endogenous productivity 

effects in both the trade and poverty analysis. They conclude that in the medium term 

virtually all households would gain from WTO accession, with increases in real incomes in 

the range of 2 to 25 percent of base year household income. These estimates are decisively 

affected by liberalization of FDI in business services sectors and endogenous productivity 

effects in business services and goods. The gains from FDI liberalization in services alone 

are 5.3 percent of the value of Russian consumption, and represent more than 70 percent of 

the total value of the potential gains from accession-related reforms. The welfare gains from 

Russia’s tariff reductions and better access to markets abroad would be equivalent to only 2 

percent of consumption. Thus, as was found by Konan and Maskus for Tunisia, the most 

important component of potential welfare gains from liberalization are removal of barriers 

against FDI in services sectors. However, they also find that many households may lose in 

the short term due to the costs of transition, making it important to put in place effective 

safety nets to protect the poorest members of society during the transition. 

Whalley (2004) assesses the extant quantitative literature that seeks to evaluate the 

potential impacts of global services trade liberalization, with a special focus on impacts on 

developing countries. He argues that a problem with the literature is that the heterogeneity 

of service activities is typically ignored in quantitative studies, even though this may have 

important implications for the effects of services trade liberalization. Whalley focuses on 

three central issues: the representation of and measurement of barriers to services trade in 

individual countries, the interpretation of results from model-based analyses seeking to 

quantify the impacts of trade liberalization in services; and the robustness of the (limited) 

econometric literature linking growth performance to services trade liberalization. One of 

the issues stressed by Whalley – drawing on work by Ryan (1992) – is that many services are 

“margin” or intermediation services. An implication is that the welfare impacts from partial 

liberalization of services trade can be negative. The reason for such an outcome is also 

discussed in Deardorff (2001) – because liberalization involves a fall in prices of goods and 

thus greater consumption/trade, the associated increase in aggregate intermediation costs 

may exceed the efficiency gains derived from lower “unit” intermediation costs.  
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The basic message that emerges from these papers is that liberalization of services 

matters, perhaps much more than trade in goods, but that there is also a lot of uncertainty. 

Clearly much depends on how well the characteristics and economic functions of different 

services are captured, the accuracy of estimated or assumed impacts on costs and prices of 

services, whether policies create rents or simply raise costs, and if there are rents, what share 

accrues to foreign factors. These are all issues where the current state of knowledge is still 

quite limited. Improving our knowledge on such matters requires more in-depth country-

specific, time series analysis as well as sector-specific research.  

3. Sectoral and ‘mode of supply’ studies 

The importance of the financial sector for economic growth has long been documented.  

The empirical work on finance tends to use financial development indicators such as the size 

of the banking sector, the degree of private sector involvement in financial services, and cost 

measures (interest rate spreads, etc.) as independent variables in growth regressions. Trade in 

financial services has not figured prominently until recently.  One of the first papers to focus 

on the effects of barriers to financial services trade is Claessens, Demirgüç-Kunt and 

Huizinga (2001). They ask whether the entry of foreign banks makes domestic banks more 

competitive. Using bank-level data for 80 countries for 1988-95, including data on the extent 

of foreign ownership in national banking markets, they compare net interest margins, 

overhead, taxes paid, and profitability of foreign and domestic banks. They note that the 

comparative functions of foreign banks and domestic banks is very different in developing 

and industrial countries, possibly because of a different customer base, different bank 

procedures, and different regulatory and tax regimes. In developing countries foreign banks 

tend to have greater profits, higher interest margins, and higher tax payments than do 

domestic banks. In industrial countries it is the domestic banks that have greater profits, 

higher interest margins, and higher tax payments.34 Claessens, Demirgüç-Kunt, and Huizinga 

show that increasing the foreign share of bank ownership reduces profitability and overhead 

expenses in domestically owned banks. The number of foreign entrants matters more than 

their market share, suggesting that they affect local bank competition more on entry rather 

than after gaining a substantial market share. These effects hold even when controlling for 

                                                 
34 Berger et al. (2004) study the determinants of entry by foreign financial services providers and conclude that 
a mix of traditional comparative advantage and firm-specific assets can explain these findings. 
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the fact that foreign banks may be attracted to markets with certain characteristics, such as 

low banking costs. 

  Other analyses of trade in financial services include Barth, Caprio and Levine (2004), 

Eschenbach (2004), Kalirajan et al. (2000), Murinde and Ryan (2003), Claessens (2003), 

Dobson and Jacquet (1998) and the contributions to Claessens and Jansen (2000). This 

literature tends to find a positive link between financial sector openness and economic 

growth performance. Given that developing countries tend to have higher restrictions on 

foreign competition, this points to a significant potential growth bonus for developing 

countries who move from closed regimes toward regimes comparable (in terms of openness) 

to those of the OECD countries. What matters most is to ensure a contestable market – 

while foreign participation is an important source of new knowledge and products, benefits 

depend importantly on precluding the creation or maintenance of significant policy-based 

barriers to entry that create rents for incumbents. 

Bandyopadhyay (1999) focuses on another “margin” or intermediation sector: 

distribution. In an empirical analysis of bilateral trade between OECD countries using a gravity 

model framework, he finds that distribution-related costs can have a significant impact on the 

volume of trade, and act as a barrier to trade (see also Rousslang and To, 1993). While 

Bandyopadhyay does not have direct information on the distribution sector per se – he relies on 

variables that pertain to infrastructure (the density of the road and rail network) and 

telecommunications (the number of lines per country) – the variables used can be regarded as 

inputs into distribution. What this analysis does not do is take into account the market structure 

variables that figure in the analysis of Francois and Wooton (2001b), suggesting that the effects 

found are likely to be underestimates.  

Kalirajan (2000) develops a separate index of government restrictions on trade in 

distribution services as these affect domestic and foreign firms, and quantifies the extent to 

which regulation restricts domestic and international competition by using the constructed 

indices as additional regressors in a statistical estimation of price-cost margins in this sector 

across OECD countries. He concludes that policies appear to be mostly cost creating, i.e., 

generate inefficiencies as opposed to rents, with estimated cost increases ranging from 0 to 8 

percent. He is careful to stress that the variable used – price-cost margins – is an imperfect 

measure as it captures only the net effect of policies, and that the results are only suggestive 

given the very small sample size (a cross section of 18 countries).  
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Bradford (2005) is a more recent analysis of the impacts of distribution margins in 

eight OECD countries – defined as the ratio between the value of output in producer and 

consumer prices for 124 products. The focus is on deriving an estimate of the specific 

distribution margins (including wholesale/retail trade and transportation) by explicitly 

controlling for the impacts of trade barriers on producer prices. His estimates range from a 

low of around 60 (i.e., 60 cents to move a dollar worth of output measured at world prices) 

for Canada, the Netherlands, the UK and the US to a high almost 100 for Japan. He uses a 

CGE model for 4 of these countries to assess the welfare impacts of inflated margins, 

running an experiment in which margins are reduced to the lowest level observed in the 

sample for each of the 124 products. Bradford’s simulations suggest that inefficiencies in 

distribution reduce imports and impose substantial welfare costs, the magnitude of which is 

similar to that caused by border trade barriers. As is stressed in other CGE papers that 

analyze the impact of services policies, the extent to which inflated margins reflect excess 

costs or are captured by domestic agents as rents is important.  In the 50-50 case (assuming 

half of the excess margin generates rents), the simulation generates an increase in real 

income (equivalent variation) of 1.7 percent.  

Another important intermediation service – especially for international trade in 

goods – is maritime shipping. This remains an industry characterized by a toleration of 

imperfect competition, reflected in exemptions from antitrust law for liner conferences, 

cargo reservation schemes, restrictions on foreign ownership of ports, and bans on foreign 

participation in cabotage. In assessing the implications of imperfect competition in 

international shipping for the gains from trade in goods, Francois and Wooton (2001b) have 

concluded that, at the extreme, monopolization of trade routes can lead to up to half the 

gains from trade liberalization being lost as shippers increase prices to take advantage of 

increased market power (which follows from tariff reductions).  Their simulations involve an 

assessment of relative gains, given variations in market structure in the shipping sector.  In 

Africa, for example, their experiments suggest that monopoly in shipping implies that, with 

tariff reductions in export markets, the resulting welfare gains are only 50 percent of those 

realized if the shipping lines are competitive. 

Fink, Mattoo and Neagu (2001) is an empirical analysis of the impact of maritime 

liner arrangements and private restrictive practices, as well as formal government policies 

that restrict the ability of foreign providers to supply shipping services and barriers to 
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competition in the provision of port services on transport prices for goods shipped to the 

US from developing countries.35 They conclude that private anticompetitive practices appear 

to have a larger effect on prices than government policies that restrict foreign competition, 

although the latter are also a statistically significant factor affecting prices. Port-related excess 

costs due to limitations on competition in port services account for one-third of the total 

potential gain from liberalization.36 

Cho (1988) highlights some policy lessons from the opening of the Korean insurance 

market in the 1980s. Cho stresses the importance of market structure and policies that restrict 

competition, analyzing how the existence of limited competition in the Korean insurance 

market motivated efforts (successful) on the part of US companies to gain access to the 

market, in the process strengthening the coalition opposing more general (MFN) 

liberalization. This paper provides some empirical evidence for the theoretical framework 

developed in Francois and Wooton (2001a) to analyze the incentives for a domestic cartel 

confronting foreign pressure to open the market to competition to allow in only a few 

foreign firms.  

In a recent paper, Cummins and Rubio-Misas (2006) analyze the effects of 

deregulation and liberalization on consolidation in the Spanish insurance industry. Their 

sample period 1989-1998 spans the introduction of the European Union’s Third Generation 

Insurance Directives, which was aimed at integration of the EU insurance market, through, 

inter alia, the adoption of a single EU license for insurers and home country supervision. 

This led to major changes in the Spanish insurance market: the number of firms in the 

industry declined by 35 percent and the average firm size increased by 275 percent. 

Cummins and Rubio-Misas estimate cost, technical, and allocative efficiency, as well as total 

factor productivity (TFP) change, and find that many small, inefficient, and financially 

under-performing firms were eliminated from the market due to insolvency or liquidation. 

They also document that acquirers in mergers and acquisitions selected relatively efficient 

target firms. The net result was that the market experienced significant growth in TFP.37  

                                                 
35 They focus only on international shipping and thus capture only part of the impact of policies on transport 
costs. Estimates of the price-increasing effect of the US Jones Act (which restricts maritime cabotage between 
US ports to US flag vessels) range from 100 to 300 percent of the average world price (Francois, et al., 1996). 
36 In a subsequent paper, Clark et al (2004), using the dataset developed by Fink et al. (2001) augmented with 
survey-based indicators of perceptions of port efficiency, conclude that port inefficiency-related costs account 
for a larger share of the total costs – and thus the potential gain from reform. 
37 Barros (1995) is an earlier analysis of the effects of insurance market opening in Portugal. 
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Fink, Mattoo and Rathindran (2003) focus on the impact of policy reform in basic 

telecommunications on sectoral performance using a panel data set for 86 developing 

countries across Africa, Asia, the Middle East, Latin America and the Caribbean over the 

period 1985 to 1999. Telecommunications services have historically been provided through 

government monopolies and been an important source of state revenue. As a result of 

changes in telecommunications technologies the “natural monopoly” argument for state 

ownership or control has been eroded, and many countries now allow competition, but 

often restrictions are maintained on ownership and access to networks. Fink et al. address 

three questions. First, what impact do specific policy changes—relating to ownership and 

competition—have on sectoral performance? Second, how is the impact of change in any 

one policy affected by the implementation of the other, and by the overall regulatory 

framework? Third, does the sequence in which reforms are implemented affect 

performance? They find that both privatization and competition lead to significant 

improvements in performance. But a comprehensive reform program, involving both 

policies and the support of an independent regulator, produced the largest gains: an 8 

percent higher level of mainlines and a 21 percent higher level of labor productivity 

compared to years of partial and no reform. Interestingly, the sequence of reform matters: 

mainline penetration is lower if competition is introduced after privatization, rather than at 

the same time (see also Parker and Kirkpatrick, 2005 for evidence on the latter point). 

The evidence presented in the foregoing papers reveal that policy reforms that 

increase competition and improve regulatory oversight result in improved performance of 

the industries concerned. In turn, the productivity in the services sector is important for the 

long-term growth prospects of countries. While there is less empirical work investigating this 

link for developing countries, 38  this has been shown for the US by Triplett and Bosworth 

(2000, 2004). They calculate both labor and multifactor productivity for a range of US 

service industries. While there are serious measurement difficulties that afflict productivity 

measurement for many service industries (due to the fact that it is often difficult to define 

what is the real output of a service sector), they conclude that US productivity growth has 

been significant for services. This suggests that the worries expressed by Baumol (1967) in 

his classic article are less relevant in today’s world where technological changes are driving 

                                                 
38 The papers by Mattoo et al (2006) and Eschenbach and Hoekman (2006a) mentioned earlier do provide 
evidence between services policy and overall growth performance. 
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innovations in services as much, if not more, than in manufactures. Triplett and Bosworth 

(2004) note that during the 1990s some 19 million additional jobs were created in services, as 

opposed to stagnant growth in the goods-producing sector.  They show that productivity 

growth in distribution and financial services fueled much of the post-1995 expansion in the 

U.S. productivity and document how information technology and managerial innovations – 

such as outsourcing and specialization, as well as new concepts of retailing such as the “big 

box” store format – helped to transform and accelerate productivity in these sectors.  

Most of the papers discussed in this section focus on specific services. An alternative 

approach is to focus instead on specific modes of supply. Most of the attention in the 

literature has centered on modes 1 and 3 – many of the papers already discussed focus on 

these two modes, either implicitly or explicitly. An obvious question to investigate in 

addition to the effects on a sector of greater competition and openness is to ask whether the 

beneficial TFP effects suggested by theoretical analyses that incorporate differentiated 

producer services can be observed in firm-level data. A noteworthy recent paper that does 

this is Arnold, Javorcik and Mattoo (2006), who analyze the effects of allowing foreign 

providers greater access to services industries on the productivity of manufacturing 

industries relying on services inputs. The results, based on firm-level data from the Czech 

Republic for the period 1998-2003, show a positive relationship between FDI in services and 

the performance of domestic firms in manufacturing. They conclude that the presence of 

foreign services providers as the measure of services policy is the most robust services 

variable affecting TFP in user firms. More work along these lines that maps policy reforms 

in services to access to foreign services by firms and the effects of this on their performance 

– through backward spillovers, etc. – will do much to both improve our knowledge of the 

sources of productivity growth and the effects of services policy reforms. 

Trade in health services is an example of mode 2 type transactions insofar as patients 

move to the location of providers for treatment. While other modes will surely also play a 

role – e.g., providers may want to establish a commercial presence (engage in FDI) or send 

health providers abroad on a temporary basis – there is great potential for expanding mode 2 

trade. A barrier to such trade is the lack of portability of health insurance in OECD 

countries. For example, US federal or state government reimbursement of medical expenses 

is limited to certified facilities in the United States or in a specific U.S. state. This constraint 

is also significant because it deters elderly persons from retiring abroad.  Those who do retire 
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abroad are often forced to return home to obtain affordable medical care. The potential 

impact of permitting portability could be substantial. Mattoo and Rathindran (2006) find that 

extending health insurance coverage to overseas care for just fifteen types of tradable 

treatments could produce savings for the United States of over $1 billion a year even if only 

one in ten American patients travel abroad.  The lower costs of health services abroad offer 

the opportunity to extend medical benefits to people who currently are not insured. 

Perhaps the greatest potential gains from trade are associated with liberalization of 

mode 4 – temporary movement of service suppliers. Temporary movement offers arguably a 

partial solution to the dilemma of how international migration is best managed given the 

substantial political resistance that exists against it in many high-income countries. It could 

allow the realization of gains from trade while addressing some of the concerns of 

opponents to migration in host countries, while also attenuating the brain drain costs for 

poor source countries that can be associated with permanent migration. Walmsley and 

Winters (2005) show that if OECD countries were to expand temporary access to foreign 

service-providers by the equivalent of 3 per cent of their labor force, the global gains would 

be greater than those associated with full liberalization of merchandise trade. Both developed 

and developing countries would share in these gains, and they would be largest if both high-

skilled mobility and low-skilled mobility were permitted. There are of course large political 

obstacles that must be overcome for such mode 4-trade expansion to be feasible, but 

movement towards liberalization may be possible if designed appropriately. This is one area 

where the GATS could play an important role.39 

The conclusion suggested by the empirical literature is that the potential gains from 

services trade and investment liberalization are substantial. While partial reforms may not be 

welfare-enhancing for reasons discussed previously, both theory and the evidence suggests 

that in practice benefits are likely to outweigh costs by a large margin especially if 

accompanied by goods trade liberalization, and that the potential gains from full services 

liberalization may well be several times that from goods liberalization. Insofar as the markets 

concerned are not competitive and policies prohibit new entry, opening up to competition 

                                                 
39 Mechanisms that could facilitate agreement to liberalize mode 4 trade are discussed in Mattoo and Carzaniga 
(2003) and in Mattoo (2005). The experience of Canada in managing temporary movement is discussed in 
Blouin (2005); Bhatnagar and Manning (2005) discuss developments in this area in ASEAN. 
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(both foreign and domestic) should lead to large welfare improvements.40 An important 

qualification to this presumption pertains to ensuring that the regulatory preconditions to 

ensure both equity and efficiency have been satisfied. As discussed below, this is a key 

concern for many governments, and a factor limiting the use that is being made of the 

GATS. An important issue here concerns the sequencing of reforms. A case can be made 

that the weight of empirical evidence implies that domestic regulatory reform needs to be 

put ahead of removing policies that discriminate against foreign firms in that the former is 

likely to generate larger welfare payoffs. Many of the papers reviewed above conclude that 

what matters most in enhancing performance of a sector is competition in general, 

complemented by effective regulation.41 However, as discussed below, from a negotiating 

perspective it is easier to focus on discriminatory policies – indeed, that is the traditional 

domain of trade talks. The same is true when it comes to privatization, where the evidence 

also suggests that competition matters more than ownership (Parker and Kirkpatrick, 2005). 

Insofar as domestic, nondiscriminatory policies matter more for efficiency and growth, there 

is a risk that the trade negotiating process may divert attention away from the policies that 

should be addressed on a priority basis at the domestic level. 

4. The GATS: Genesis and State of Play 

A major motivation for much of the literature on trade in services – whether theoretical or 

policy-oriented – was the launch of negotiations on trade in services in the GATT in 1986 

(the Uruguay Round). Services have also become prominent in the context of regional 

integration agreements. The literature on negotiations on services and the GATS is large, 

and what follows makes no claim to be comprehensive.42 Drake and Nicolaidis (1992) 

discuss the genesis and intellectual foundations of the GATS. They survey much of the early 

policy-oriented literature, and document both the important role played by industry interest 

                                                 
40 One reason for this was pointed out by Romer (1994) – the economy will get access to products that were 
not available before, enhancing both consumer utility directly as well as a firm productivity through access to 
more specialized inputs. 
41 In addition to the papers noted earlier, Gutierrez (2003) and Cubbin and Stern (2006) find a positive 
association between an index of regulatory governance and performance of the telecommunications and 
electricity supply industries in a sample of developing countries. See also Hogan (2002) on regulation and 
liberalization in the electricity sector. 
42 See for example, the contributions to Messerlin and Sauvant (1990) and Sauvé and Stern (2000). Hoekman, 
Mattoo and English (2002) contains a number of chapters that summarize the GATS and the state of play in 
the WTO. Sapir (1999) reviews the first 6 years of the GATS; Footer (2002) does so from a legal perspective. 
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groups in pushing services on the negotiating agenda, and the role of epistemic communities 

in influencing the thinking and discussions of how to structure an international agreement. 

Hoekman (1996) assesses the outcome of the Uruguay Round negotiations, briefly 

summarizes the main features of the GATS and discusses its strengths and weaknesses. He 

concludes that coverage of sector-specific commitments on national treatment and market 

access is limited, and that the GATS effectively was limited to partial “locking in” of policies 

that had already been implemented by Members on a unilateral basis. That is, the Uruguay 

Round did not deliver any actual liberalization. For many developing countries the coverage 

of specific commitments is well below 50 percent of all services and modes of supply. 

Adlung and Roy (2005) update Hoekman’s assessment of the coverage of commitments, and 

note that little progress was made in extending the coverage post-1995 – essentially limited 

to commitments by a number of countries to liberalize access to telecommunications 

markets. They also note that the provisional requests and offers made in the 6 years 

following the launch of new negotiations on services in 2000 did not suggest there was much 

interest in using the GATS as a vehicle to commit to actual liberalization of markets. 

Both theory and empirical research summarized above suggest that from a 

development perspective services should be center stage in multilateral negotiations. The 

WTO can potentially help to improve services performance by inducing countries to 

liberalize access to markets or to (pre-)commit to doing so, thus increasing competition. An 

important question is how large the incentives are for countries to use the multilateral 

negotiation process/mechanisms. Hoekman and Messerlin (2000) question how much scope 

there is in the services context for traditional reciprocity-driven market access negotiations 

given the importance of regulatory policies and the fact that inefficient service industries 

generate costs for downstream users in many sectors. This suggests that unilateral reform 

incentives may be larger than for trade in goods. With the exception of EU members, in 

practice most reforms that have been implemented by countries have been autonomous. 

Hoekman and Messerlin (2000) also argue that reciprocity can play less of a role if export 

interests are weak and non-border protection is dominant. The former implies that in many 

developing countries opposition to reform and liberalization may be difficult to 

counterbalance by firms seeking better access to foreign service markets; the latter implies 

that trade negotiators have less obvious focal points and may lack the information needed to 
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employ the tools of their trade in a manner that guarantees the outcome is welfare 

improving.  

An implication is that attention should focus on strengthening and maintaining a 

robust capacity for identifying, understanding and designing the domestic regulatory reforms 

that need to be undertaken in services in order to enhance the efficiency of the economy and 

bolster economic growth prospects. Multilateral negotiations and institutions may be used as 

a facilitating device to support the process of implementing the reforms, even if they are not 

able to drive reform. Dee (2006) argues that the empirical evidence suggests that putting 

national treatment first – focusing on discriminatory policies – will at best reap trivial gains, 

and could generate losses if the sequencing of reforms is not appropriate (on the latter see 

also Fink et al. 1998). Given the request-offer dynamics that drive trade negotiations, there 

are also dangers of a welfare-reducing outcome for the types of reasons analyzed by Cho 

(1988), Francois and Wooton (2001a) and others: trading partners may be more interested in 

sharing the rents created by policy than in pushing for free entry and efficient regulation. 

However, this is not to deny that there may be a good political economy rationale for 

pursuing both services liberalization and regulatory reforms through trade agreements, in 

addition to the standard market access rationale. One reason is identical to that the case for 

goods liberalization – to overcome resistance to welfare-improving reforms by those 

currently benefiting from restrictive policies. Another is that trade agreements can be a 

vehicle for improving key dimensions of regulation and helping to prevent regulatory 

capture, through both surveillance and setting rules of the game that make such capture less 

likely– e.g., a requirement that regulators be independent. Trade agreements may also be 

used by reform-minded governments as a focal point for reforms.43   

The strategy pursued by China in the context of its accession to the WTO illustrates 

how trade negotiations can be used to good national advantage. As documented by Mattoo 

(2004), China’s services commitments made during its WTO accession negotiations 

represented a radical reform program. China promised to eliminate most restrictions on 

foreign entry and ownership, as well as most forms of discrimination against foreign firms. 

Realizing the potential gains from this liberalization will require the implementation of 

complementary regulatory reform. Mattoo (2004) highlights three issues: (i) the fact that 

                                                 
43 As noted below, there is very little formal analysis of the political economy of services trade negotiations—
virtually all the literature focuses on goods.  Fung and Siu (2006) is an exception. 
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initial restrictions on the geographical scope of services liberalization could encourage sub-

optimal agglomeration of economic activity that may not be completely reversible by 

subsequent country-wide liberalization; (ii) remaining limitations on foreign ownership, even 

if temporary, may dampen the incentives of foreign investors to improve firm performance; 

and (iii) improving prudential and pro-competitive regulation in key sectors such as financial 

services, basic telecommunications and other network-based services. These matters, 

especially the last, apply to all countries. Many observers have expressed concerns that the 

GATS will deprive regulators of the ability to achieve social objectives. This is a factor 

explaining the reluctance of many countries to make new commitments or expand on 

existing ones. The challenge is to achieve a balance between greater competition by 

improving market access for foreign providers and preserving desirable regulatory freedom.  

Kirkpatrick and Parker (2005) focus on the law and economics of one of the most 

sensitive sectors: environmental services, specifically water distribution.44  Their discussion is 

motivated by concerns that liberalization of water services under the GATS would severely 

restrict the ability to regulate and ensure delivery of services in the pursuit of public policy 

objectives such as universal service, and that increased private provision would result in a 

concentration of new investment and services delivery on higher-income consumers in 

urban areas and higher prices. They assess the available evidence relating to the interface 

between the domestic regulation of water services, national experiences with liberalization 

and GATS rules on environmental services, and conclude that liberalization (and thus 

specific commitments to that effect in the GATS) should be conditioned on having in place 

an appropriate regulatory framework and the capacity to implement it. They also call for 

greater ex ante assessments of the likely benefits and costs of policy changes in this sector. 

Krajewski (2003) and Adlung (2006) are in depth discussions of GATS rules and 

disciplines for public services. The scope of GATS disciplines in this area is of some concern 

to both governments and many NGOs. Governments can and do reserve specific activities 

for provision by the State – in principle providing a mechanism for precluding private 

provision of certain services. GATS Art. I:3(b) states that the GATS does not apply to 

measures affecting trade in services “supplied in the exercise of governmental authority.” 

                                                 
44 Chanda (2003) and Lang (2004) are complementary discussions of social or public services, Cossy (2005) on 
water services and the GATS. Kirkpatrick, Parker and Zhang (2006) is an empirical analysis of the performance  
of private provision of water that concludes there is no evidence that private firms in this sector perform better 
than state-owned firms. 
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There is some uncertainty what this means and there is little agreement in the relevant 

literature. Most studies take the view that in practice many “public” services will fall within 

the sectoral coverage of the GATS and that the implied constraints on policy therefore 

remain limited as long as governments do not make market access commitments in the areas 

concerned. However, since the transparency and predictability effects associated with such 

commitments may help to attract investment and to expand sector segments that are open to 

private participation (e.g., language training or higher education), a question remains whether 

and how governments can commit to access conditions in some segments without 

compromising their ability to exercise their “governmental authority” in others (e.g., primary 

and secondary education).  

Evans (2003) focuses on another sector where regulation is prominent: energy 

services. As in other service industries, there has been a shift from government planning and 

control in the energy sector toward greater competition and private ownership and 

investment. However, domestic regulations continue to create unnecessary and costly 

impediments to the supply of energy services on a competitive non-discriminatory basis. 

Evans argues that the GATS classification system and disciplines needs to be augmented to 

allow for assurances for third party access to essential facilities, regulatory transparency, 

competition safeguards, and independent regulation, and that a precondition for deeper 

energy services trade commitments is to safeguard the right of governments to pursue 

environmental protection, energy efficiency, security and other public policy objectives.  

The accountancy industry, discussed by Trolliet and Hegarty (2003), provides 

another illustration of the tension between regulation and liberalization, as the latter is 

conditional on governments accepting/recognizing each other’s regulatory regimes. 

Accountancy was one of the professional services that became the focus of a work program 

under GATS auspices after the conclusion of the Uruguay Round, which was intended to 

lead to additional, deeper commitments upon reaching agreement on stronger multilateral 

disciplines as regards domestic regulation – such as qualification requirements, standards and 

licensing procedures. Trolliet and Hegarty discuss the experience of the Working Party, 

which among other things established guidelines for mutual recognition agreements in the 

accountancy sector in 1998. They conclude that the WTO/GATS has not been a force for 

liberalization in this sector, in part because there has not been any focus on defining a 

positive agenda for reform. A precondition for the GATS to work as a “lock-in” device is 
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that there is first agreement on a framework of regulatory principles, which they argue 

should be developed elsewhere.45 This raises an important mo4re general question: whether 

the WTO is the appropriate forum to discuss regulatory standards, or whether this is a 

subject that is better addressed in other international fora. 

A major role of the WTO is enforcement of negotiated commitments through 

dispute settlement. There were two major services disputes during 1995-2005, as well as a 

number of goods trade disputes that had major services dimensions. The latter are discussed 

by Zdouc (1999) and Millan-Smitmans (2000). They summarize the options for settling 

disputes, the relationship between GATT and GATS, as well as more specifically the 

Bananas litigation, as well as other early cases where the GATS was invoked. The Bananas 

case had a major “services” dimension in that much of the dispute revolved around the 

access to the distribution system involved in getting fruit from point of production to the 

consumer (see more generally Josling and Taylor, 2004). It illustrates again that even in 

goods trade, services issues may be more important than tariffs and related border barriers. 

Mavroidis and Neven (2006) focus on a dispute brought by the US against Mexico. 

At issue in the case were the conditions under which foreign telecom operators could 

terminate calls in Mexico.  This case, the first to involve only GATS provisions, was also the 

first to deal with telecommunication services and the rules agreed in the so-called Reference 

paper on pro-competitive regulatory principles. The US argued that the Mexican regulation 

of termination charges was not in conformity with the obligations contained in the 

Reference paper in that, inter alia, termination charges were not cost oriented and that 

Mexico had set up a cartel of telecom operators.  The authors briefly describe the Mexican 

regulations in dispute and the relevant provisions of the Reference paper, and then go on to 

analyze whether and how termination charges are covered by the Reference paper.  They are 

critical of the framework of analysis constructed by the panel on this issue, noting that the 

panel effectively interpreted the GATS agreement as imposing a discipline on exports.  They 

also argue that the interconnection provision of the Reference paper is applied by the panel 

to a market for which it was not designed (essential facilities); that the criterion used to 

determine if the termination fees charged by Telmex were cost-oriented – long run average 

incremental cost – is open to question; that it is not clear that cartels fall within the scope of 

                                                 
45 See Maijoor et al. (1998) for an analysis and discussion of the European experience in liberalization of audit 
services. 
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the reference paper; and that the panel’s interpretation of what is “anti-competitive” 

behavior is not fully consistent with antitrust practice. 

Pauwelyn (2006) discusses the second GATS dispute, a complaint by Antigua and 

Barbuda concerning US policies that prohibit foreign suppliers from offering gambling and 

betting services to US consumers over the Internet. The US had made a mode 1 

commitment in the sector that includes gambling services, so that market access restrictions 

such as import quotas or limitations on the number of service suppliers are in principle 

prohibited. The question was whether this precluded the US from banning the provision of 

the service on a non-discriminatory basis, i.e., through domestic regulation. Pauwelyn argues 

that a domestic regulation should not be regarded as a market access restriction simply 

because it has the effect of banning certain imports. The Appellate Body ruled that 

regulatory measures that have the effect of a zero quota fall under the prohibited market 

access restrictions, given that the US had made a mode 1 commitment. Pauwelyn worries 

that this may well mean that the validity of scores of domestic services regulations, including 

those that are non-discriminatory, are threatened. If so, the result could be to undermine the 

regulatory autonomy of WTO Members beyond what was foreseen by negotiators. In 

practice, however, this is an overstated concern in that there are other provisions that could 

have been – but were not – invoked by the US to justify a nondiscriminatory ban on internet 

gambling, such as the GATS general exceptions provision, Art. XIV. 

What these cases reveal is that the implications of existing rules and commitments 

are not necessarily clear, and that the rule-making agenda may be as if not more important 

than the market access agenda.46 Both cases involved the US, the first as the plaintiff, the 

second as the respondent. Noteworthy is that in the second case the plaintiff was an 

extremely small country, illustrating the importance of the WTO DSU for such countries – it 

is very unlikely that Antigua would have been able to get the attention of the US on the 

matter through bilateral channels. While this is clearly a major positive dimension of the 

WTO framework, it remains a mercantilist body. One implication of this is that very small 

countries are much less likely to be the subject of disputes. This may reduce the value of 

WTO membership for small countries.  

                                                 
46 Mattoo (1997) is an early discussion of the implications of the fact that national treatment in the GATS 
extends to suppliers as well as service products. 
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Eschenbach and Hoekman (2006b) analyze the extent to which the EU-15 and 16 

transition economies used the GATS to commit to service sector policy reforms. National 

GATS commitments are compared with the evolution of actual policy stances over time. 

While there is substantial variance across transition economies on both actual policies and 

GATS commitments, they note that many of the transition economies that did not have a 

prospect of joining the EU made far-reaching commitments both in terms of breadth of 

sectoral coverage and depth (absence of limitations). These dwarf even those of the most 

“ambitious” developed countries, something which in part a reflection of the fact that many 

of the ECA countries concerned acceded to the WTO after 1995. They find an “inverse 

relationship” between the depth of GATS commitments and the “quality” of actual services 

policies as assessed by the private sector. In part this can be explained by the fact that the 

prospect of EU accession made the GATS less relevant as a commitment device for many of 

the transition countries concerned. However, for many of the non-EU accession candidates 

the WTO seems to be a weak commitment device. A possible explanation is that the small 

size of the markets concerned generates weak external enforcement incentives. Their 

findings suggest greater collective investment by WTO members in monitoring and 

transparency is needed to increase the benefits of WTO membership to small countries. 

 Jara and Carmen Dominguez (2005) and Mattoo (2005) discuss the negotiating 

agenda and process in the Doha Round. A precondition for progress is that negotiators 

identify a set of broad goals for the services negotiations that make sense from a 

development perspective, provoke engagement from the business community, and satisfy 

the overall mercantilist constraint of ensuring a “balance of concessions”. Mattoo argues that 

such a balance could be achieved by limiting commitments to measures that discriminate 

(pre- and post-entry) against foreign providers of services – as opposed to seeking disciplines 

that also target measures that do not discriminate – that is, generally applicable sectoral 

regulation. Making national treatment the primary discipline covering all forms of de jure and 

de facto discrimination (pre- and post-establishment) would cover many of the most 

important prevailing restrictions, although it runs the risk of exacerbating the tendency noted 

above that trading partners may seek to share rents rather than push for free entry and 

competition on markets. It also raises a question of how to treat barriers to mode 1 trade, as 

these will tend to be nondiscriminatory. 
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Since the entry into force of the GATS, there have been several sectoral negotiations 

and work programs aimed at further elaboration of specific rules in areas, such as e-

commerce and domestic regulation, mostly matters on which agreement was not possible 

during the Uruguay Round. Among such issues three are particularly prominent: disciplines 

on the use of safeguards, subsidies and government procurement. Little progress was made 

in these various areas before the launch of the Doha Round in 2001, and in principle all 

outstanding issues became the subject of negotiation in the Doha Round. The status quo on 

these subjects, the challenges that confront negotiators and options for moving forward are 

discussed by Sauvé (2002).47  

A major challenge in negotiating international disciplines on services-related policies 

is to define meaningful commitments that will be beneficial to the countries that undertake 

them and be of value from a mercantilist negotiating perspective. A problem here is that not 

only do the poorest countries have weak export interests in most services, they confront 

particularly high barriers in the one mode that is of export relevance to them – mode 4. 

While much of the research literature suggests most of the potential gains will come from 

domestic reforms, many developing countries will not be of much export interest to large 

players in the WTO. Moreover, successful liberalization in these countries will often require 

substantial strengthening of domestic regulatory institutions and infrastructure.  

These considerations suggest mercantilist bargaining may not do much to improve 

outcomes in many of the poorest countries. Arguably additional instruments are needed that 

focus attention on the policies that are most detrimental. One such instrument is what has 

come to be called “aid for trade”. Such aid can help ensure that regulatory preconditions for 

liberalization to be beneficial are satisfied. By adding an additional instrument – development 

assistance – to the table, the GATS could become much more relevant as a mechanism to 

promote not just services liberalization but, more importantly, to bolster and improve 

domestic reform in services. Hoekman and Mattoo (2006) argue that the WTO has a 

potential role to play in assisting governments to address the domestic reform agenda in low-

income countries by helping to identify these needs and using its “commitment and 

monitoring technologies” to mobilize both liberalization and assistance. Specifically, they 

argue that if WTO members were to expand the transparency mandate of the organization 

                                                 
47 Analyses of these issues can also be found in several of the contributions to Stern and Sauvé (2000) as well as 
in Hoekman (1993). 
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to make the WTO a focal point for multilateral discussions and assessments of the state of 

members’ service sectors, the institution could do much to help address the needs of its 

poorer members. It could do so by raising the policy profile of the services agenda in poor 

countries, helping governments identify where development assistance is needed, and 

monitoring the delivery and effectiveness of such assistance.  

5. Regional Integration Agreements and Trade in Services 

International cooperation on trade in services is of course not limited to the GATS. Regional 

agreements to liberalize international transactions in services became more prominent starting 

in the late 1980s.  Examples include the Canada-United States Free Trade Agreement, the 

Australia-New Zealand Closer Economic Relations trade agreement (CER), and the North 

American Free Trade Agreement (NAFTA).  Of course, the deepest regional effort to integrate 

services markets is the EU. In the 1990s the trend accelerated, and numerous additional trade 

agreements were negotiated that include services.  

As noted by Panagariya (2000), the very extensive theoretical literature on trade 

agreements essentially ignores services – the focus is predominantly on border barriers that 

apply to trade in goods. And, while FDI is increasingly considered, no distinction tends to be 

made between services and other forms of FDI. Fink and Mattoo (2004) is one of the few 

papers to focus explicitly on services and RIAs. They ask whether the characteristics that are 

associated with services and trade in services imply any need to modify the conclusions in 

the literature regarding the economic implications of RIAs. They examine the implications of 

unilateral policy choices in a particular services market and identify the circumstances in 

which a country is more likely to benefit from cooperation in a regional rather than 

multilateral forum. They conclude that compared to the status quo, a country is likely to gain 

from preferential liberalization of services trade at a particular point of time, in contrast to 

the more ambiguous conclusions emerging for goods trade. The main reason is that barriers 

are often prohibitive and not revenue generating, so there are few costs of trade diversion. 

Insofar as there is scope for increased competition and exploitation of scale economies, as 

well as the possibility of inducing knowledge spillovers, the presumption that a country 

would gain from a RIA in services is strengthened.  

 Hoekman and Sauvé (1994) survey the early vintage agreements and compare their 

coverage and disciplines, while Stephenson (2002) covers a number of subsequent 



 39 

arrangements and efforts to liberalize services markets on a regional basis. A question that 

motivates much of the ever-expanding literature is whether regional agreements and the 

multilateral process are complementary or substitute paths to liberalizing services markets. 

Hoekman and Sauvé argue that the question is moot insofar as it appears that many regional 

agreements do not do much more than the GATS. They note that in some dimensions there 

are fairly significant architectural differences between agreements. While in the GATS national 

treatment and market access are not general obligations, they are in many RIAs. Another major 

difference is the approach taken towards determining sectoral coverage.  The CER, NAFTA 

and subsequent US bilaterals take a negative list approach to coverage (i.e., all services are 

covered unless they are explicitly excluded in an annex); whereas the GATS uses a positive list 

approach (i.e., obligations apply only to listed services). While either approach can lead to the 

same liberalization outcome given that non-conforming measures may be scheduled 

(grandfathered) under a negative list approach, the latter is significantly more transparent by 

forcing Parties to reveal all non-conforming measures and excluded sectors. 

 Overall, Hoekman and Sauvé (1994) conclude that there is not much evidence that 

RIAs – outside the EU – were going significantly beyond what was being negotiated in the 

GATS in the early 1990s. Stephenson (2002) is more positive about regional approaches to 

liberalize services, arguing that more recent vintage RIAs have gone significantly beyond the 

GATS. She concludes that a number of RIAs are on track to delivering much greater market 

openness for partner country service providers, and that much of this may subsequently be 

extended via the WTO. Time will tell to what extent this optimism is justified. 

Developments in Latin America on the FTAA, the fact that RIAs have not been very 

successful in addressing disputes in services – witness the Telmex case discussed earlier – 

although one can point to more recent agreements that do imply some liberalization of 

services policies (e.g., CAFTA). The resistance inside the EU to fully liberalizing intra-EU 

services trade, and the length of time it has taken EU members to open intra-EU trade in 

services, also illustrates that the challenges to services liberalization may not be that much 

easier to address regionally than multilaterally. It continues to be the case that most services 

policy reforms tend to be implemented unilaterally. Thus, the question of what value is 

added by international cooperation remains an open one. 
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Dee (2006) focuses on the RIAs that have been proliferating in Asia,48 and 

investigates whether recent RIAs have tended to target regulatory restrictions that 

discriminate explicitly against foreigners, and if so, if these are the restrictions that matter 

most, in an economic sense. Focusing on banking, distribution, ports, professions, 

telecommunications, air passenger transport, and electricity generation, she argues that 

because the RIAs covering services are preferential, they liberalize only the trivial services 

trade barriers. They do not deal with the policies that result in the greatest markup of prices 

over costs (i.e., rents) – which tend to be nondiscriminatory regulatory policies. 

Achieving regional liberalization of services markets is difficult. The experience of 

the EU – by far the deepest regional initiative to date – illustrates the difficulties. To a large 

extent the 1992 Single market initiative revolved around actions aimed at integrating services 

markets. Numerous papers have documented how national regulatory regimes continue to 

segment EU services markets. For example, Maijoor, Buijink, Meuwissen and Van 

Witteloostuijn (1998) note how differences between national auditing regulations limit intra-

EU trade in audit services, whether through cross-border establishment of auditors, cross-

border provision of audit services; or cross-border control of an audit firm. All these types 

of trade are affected by regulations defining qualifications, competition between auditors or 

audit firms, and the control of such firms, with the latter types of regulatory barriers being 

the most important barrier to trade.  That said, progress in other regional agreements is 

much less than in the EU. Park (2002), for example, employs a cross-section gravity analysis 

of services trade flows and finds that the EU is the only RIA where intra-RIA (bilateral) 

trade is more than predicted. For other Agreements such as Mercosur, NAFTA, and the 

Andean pact trade in services is less than what would be predicted. But even in the EU there 

is still much scope for further liberalization of trade in services.49 

Langhammer (2005) documents one dimension of this – the EU is still not a 

customs union when it comes to services policies. Indeed, it is not even a free trade area. 

Langhammer uses the EU’s GATS commitments and the offers the EU put on the table in 

                                                 
48 Agreements that have been signed include Japan-Singapore in 2002, China-ASEAN in 2003, China-Hong 
Kong and China-Macau in 2004, and Japan-Malaysia in 2005. Agreements under official negotiation or 
consultation/study include Japan-Korea, Japan-Thailand, Japan-Philippines, Korea-Singapore, Japan-ASEAN, 
Japan-Indonesia, Japan-China-Korea, Korea-ASEAN, and Singapore-Taiwan, among others. 
49 This is also the conclusion of Lejour and Palma Verheijden (2004) who compare the intensity of intra-EU 
trade in services with that observed in Canada and find that trade in the latter is two times higher as a share of 
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the Doha Round to assess the extent to which there are still differences between national 

trade and investment regimes across service sectors. These are found to be significant, 

although full implementation of the EU offer would move the Community closer towards 

achievement of the customs union objective.  

Kox and Lejour (2006) analyze the impact of policy heterogeneity inside the EU in 

creating trade and investment costs for service firms doing business in other countries. 

Service providers have to comply with different rules in each foreign market where they 

operate. Complying with these regulations causes fixed market-entry costs, specific for each 

export market. They develop an indicator for bilateral policy heterogeneity – based on the 

OECD dataset reported in Nicoletti (2001) and Nicoletti and Scarpa (2003) – which is used 

as a proxy for the costs of policy heterogeneity. They then explain bilateral services trade and 

services FDI in the EU using a gravity model augmented with their policy heterogeneity 

indicator. They find a strong negative impact of policy heterogeneity costs on services trade 

and FDI. The empirical results are used for assessing the potential impacts of the Services 

Directive proposed in 2004 (Commission of the European Communities, 2004), which 

would have reduced policy-related market-entry costs for services providers. Kox and Lejour 

project that the original 2004 Services Directive could increase intra-EU services trade by 

30% to 62% and direct investment in services by 18% to 36%. The revised directive that was 

adopted in 2006 is unlikely to have such effects given that key aspects of the initial proposal 

– in particular acceptance of home country regulation – were removed.50 

In principle, similar types of potential gains could be generated by countries joining 

the EU, or adopting specific parts of the EU acquis communautaire for a given sector or policy 

area in the context of initiatives such as the European Neighborhood Policy. For example, 

Badinger and Breuss (2005) estimate the extent of the pro-competitive effects of Austria’s 

accession to the EU, using a markup estimation method. They found significant markup 

reductions for wholesale and retail trade; financial services and real estate. Presumably this 

reflects the impact of accession on regulatory barriers to trade in these sectors.51 Francois 

(2005) investigates the implications of EU accession for regulatory reform in Turkey, 

                                                                                                                                                 
GDP than in the former. The policies that can help explain these results are discussed in Commission of the 
European Communities (2002). 
50 Saint-Paul (2005) develops a theoretical model that illustrates the possible political economy rationales for 
the political resistance to the “mode 4” liberalization that would have resulted from adoption of the 
“Bolkenstein” directive, stressing the role of imperfect (segmented) labor markets. 
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focusing in particular on the transportation sector. For this sector, the primary objective of 

EU policy is the application of competition rules and state aid disciplines, harmonization of 

infrastructure, vehicle, environmental, and other standards; development of logistics 

networks; and improvement of border crossings and trade facilitation, as well as 

liberalization of all modes of transport. Francois explores both the quantitative and 

qualitative implications of Turkish accession to the EU for the transport sector. He adopts 

an innovative methodology to determine how far Turkey is from “best practice” as defined 

by OECD “standards” for this sector—not just in the regulatory domain but also in terms of 

“performance.” In part, this involves applying numerical estimates of the economy-wide and 

sector-specific impacts of accession on the transport sector. This is complemented by an 

assessment of the prevailing regulatory regime, using factor analysis to identify 

commonalities across countries and regulations. Francois concludes that accession is unlikely 

to exert significant pressure on Turkey to restructure as a result of either general market 

access conditions or regulatory convergence requirements.  

6. The Research Agenda 

The literature on trade in services has grown significantly since the late 1980s. The factors 

that determine trade and investment flows, the effects of such flows, their importance and 

the types of policies that affect them are now much better understood. That said, the current 

state of knowledge still leaves much to be desired. Much uncertainty continues to prevail 

regarding the extent to which countries restrict trade and the impact of past or prospective 

liberalization – the magnitude of (potential) net gains, their distribution, the associated 

adjustment costs, etc. The same is true as concerns the determinants of trade in services. 

 The lack of comparable cross-country, time series data on services output and prices, 

the limited availability of bilateral trade and investment flow statistics, and the very patchy 

coverage of data on “foreign affiliate trade in services” and mode 4 transactions explain the 

paucity of empirical research and policy analysis. The fact that most statistical resources 

continue to go towards the measurement of goods producing sectors is an anachronism. 

Time series, bilateral data on trade in goods is available for thousands of product categories. 

In contrast, comprehensive datasets on the origin and destination of trade in services – for 

whatever mode of supply – does not exist for any level of aggregation. The same is true for 

                                                                                                                                                 
51 Interestingly, they found little impacts on the markups of other sectors, except mining and quarrying. 
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information on services policies affecting trade and investment. Given that services generate 

some 20 (40) percent of total foreign exchange flows at the global level if modes 3 and 4 are 

ignored (included), this would appear to be a misallocation of statistical resources. A 

concerted, internationally cooperative effort to rectify this situation through the launching of 

surveys to collect data on a regular basis is a precondition for more rigorous empirical 

analysis. Progress has been made on the methodological front in the last 20 years, including 

the development of an international manual and methodology to collect services trade 

statistics. What is needed now is implementation—which in turn will depend on advocacy 

from and willingness by the private sector to support such a global venture. 

Services can be an engine of growth for some countries – India may be an example – 

but more important is that they are a key determinant of the competitiveness of all firms in 

open economies, no matter what they produce. The services content of goods will keep 

rising with economic growth, as more and more of the value of any product is associated 

with inputs at the upstream and downstream ends of the production chain, not the 

manufacturing process per se – R&D, finance, design, marketing, distribution, 

product/brand management, etc. Even countries with comparative advantage in goods – 

manufacturing, agriculture – need to ensure that domestic services industries are efficient 

and their firms have access to foreign services know-how. Relatively little research has been 

done on the interaction between services policies, the availability of new or cheaper services, 

and the productivity of firms and farms in countries. The extent to which services access and 

use is a determinant of estimates of TFP at the firm level is generally not known. The same 

is true as regards the magnitude and direction of spillovers and backward linkages resulting 

from greater FDI and trade in services. Nor do we know much about the role of services 

(and services policies) in expanding product variety more generally and diversifying the 

export bundle of countries – something the recent trade literature has identified as 

potentially important for growth (Feenstra and Kee, 2004a,b). 

The sectoral studies reveal that it makes little sense to speak of “the service sector.” 

Different services play different roles in the economy, will have very different market 

structures, and rely on (require) different modes of supply in contesting foreign markets. An 

implication for economy-wide modeling and analysis of policy reform is that these 

idiosyncrasies must be taken into account. While perhaps obvious, in practice much of the 

trade and growth literature does not do this. From a trade perspective it is necessary to 
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better understand the interactions between various modes of supply for specific services 

(mode 3 and mode 4 in accounting; modes 1 and 3 for off-shoring of back office services, all 

four modes for health services, etc.), as this will determine in practice which policies are a 

binding barrier to trade and which are redundant. More generally, such knowledge is needed 

to identify the appropriate sequencing and design of reforms. 

One area where progress is being made, but much remains to be done, is to enhance 

the “services content” of CGE models, especially the multi-country/region models used to 

evaluate the likely impacts of global policy reforms or shocks. These mostly do not include 

services trade or investment, in part as the result of absence of data on services transactions 

and in part due to weak data on policies. In parallel to improving data, work is needed to 

more appropriately model services sectors, allowing for product differentiation and firm 

heterogeneity, and better characterize the intermediation role played by some services. A first 

step would be to extend recent country-specific models that that include services FDI and 

trade in producer services to a multi-country framework. 

More research on the relative importance of policies that discriminate against foreign 

providers as opposed to domestic regulation that applies to all firms whatever their 

nationality is another priority.  Both theory and much of the existing empirical work suggest 

that the latter is likely to be the more important source of inefficiency/costs – the associated 

“rectangles” may be much larger than the “triangles” generated by the efficiency losses from 

discriminatory policies. An implication is that it does not suffice to limit the focus to the 

calculation of “tariff equivalents” implied by a given set of (discriminatory) policies. In 

contrast to trade in goods, the focus needs to be on both “border” price wedges and the 

cost-raising impacts of policies. Nondiscriminatory policies matter – they may matter much 

more than discriminatory policies. This is an important question from a national policy 

reform perspective, but also has implications for international cooperation. Insofar as trade 

agreements do not or cannot address regulatory policies that raise costs/lower national 

welfare, the focus must turn to mechanisms that increase knowledge of – and support for – 

domestic reforms. Indeed, if it is true that trade agreements may be more of diversion than a 

useful focal point for governments, this is very important to document. More empirical work 

that determines the extent to which trade agreements focus on “marginal” policies from a 

welfare perspective would have the added benefit of potentially shifting scarce negotiating 

attention to higher value activities – whether services-related or not. 
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Turning to discriminatory policies, greater consideration and analysis of the impact 

of—and rationale for—restrictions on inward FDI, both entry (ownership) limitations and 

operating requirements, would be valuable. Despite the worldwide liberalization of FDI that 

has occurred in the last two decades, policies often remain restrictive as regards equity 

(ownership) limits. While there is some research noted previously that suggests such 

restrictions are costly, in imperfectly competitive markets there are legitimate concerns 

regarding who captures excess profits (rents). In a related vein, more empirical work is 

needed to determine the extent to which firms engage in anticompetitive practices and/or 

government policy supports supra-normal profits in an industry. This ties into the need to 

identify the extent to which policies create rents as opposed to raising real costs.  

Eschenbach and Hoekman (2006a) suggest that there may be a high degree of 

overlap between measures of institutional and governance quality used in the empirical 

growth literature and services policies. Services policies are of course a determinant of the 

investment climate of developing countries. How much can be done through a focus on 

services policies to improve survey-based measures of institutional quality is an important 

matter for research, as governments can change services policies, whereas it is inherently 

more difficult to determine how to improve institutions or governance.  

Very little research has been done on the political economy of services trade and 

policy reforms. Although various authors have noted that the political economy should 

differ in some dimensions – reflecting the more limited tradability of services and the 

associated need for local production/factor demand even after liberalization, as well as the 

fact that services will often be inputs into production – much will depend on the extent to 

which there are rents associated with specific policies. Thus, the limited information 

available on “rents versus real costs” also has implications for the design of policy reform. 

Given the technological feasibility of using mode 1, much will also depend on the modes 

being liberalized and regulations affecting the use of alternative modes. Positions on 

liberalization will also depend on the flexibility of labor markets or financial sector 

reforms/policies – e.g., access to credit. The likely payoff to both theoretical and empirical 

research on the political economy of services policies and policy reform is high.  

This also has implications for international cooperation, as political economy factors 

will determine the “need” for trade agreements to promote better domestic services policies. 

Both the GATS and most RIAs covering services are of recent vintage. A fundamental 
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challenge confronting governments is to make trade agreements more relevant to the needs 

of firms and consumers in member countries. As always with (discriminatory) trade 

agreements, there is a tradeoff between increasing the “ownership” of (support for) 

agreements and maximizing national welfare. This tension is probably greater for services 

than for goods because of the prevalence of imperfectly competitive markets and thus the 

potential for rents.  

To date the available, limited, evidence suggests that with the exception of the EU 

most services policy reform has been unilateral. The contribution of the GATS to services 

reform has been negligible, and the same can be said for many if not most RIAs.52 One 

advance in some recent RIAs has been the use of a negative list approach to coverage, which 

at least generates transparency regarding the policies that are being kept in place that 

discriminate against foreign providers. However, how much discipline RIAs impose, whether 

in terms of required policy changes “on paper” or in terms of actual implementation, is not 

known. This is another question that has not attracted much research, making it difficult to 

argue that in practice specific RIAs live up to what theory “predicts” they achieve: a lock-in 

device, credibility of reform, etc. In practice we simply do not know. 

In services markets, access and regulation are closely intertwined. In many markets 

the key need is to address regulatory policies that impede contestability. Whether this can be 

facilitated through trade agreements is still very much an open question. Services are 

activities where there is often need for some type of regulation to address market failures or 

achieve social (noneconomic) objectives. Moreover, technological developments have major 

implications for the design of appropriate regulatory instruments to ensure both efficiency 

and equity. Many of the ‘backbone’ services that are critical for the competitiveness of firms 

in a country —such transport, energy, and telecommunications—are industries with 

important network externalities. An implication is that regulation to ensure that markets are 

contestable needs to focus not only on ‘traditional’ types of entry barriers—outright bans, 

licensing, etc.—but on the ability to connect to the network at a reasonable price, apply the 

relevant technologies, etc. Designing and enforcing policies to achieve this is anything but 

                                                 
52 An exception as far as GATS is concerned are countries that acceded to the WTO post-1995, which have 
tended to make more commitments, some of which imply actual or prospective liberalization. However, the 
findings of Eschenbach and Hoekman (2006b) suggest that care is needed in assuming that GATS 
commitments translate into actual liberalization insofar as the incentives to enforce commitments made by 
small countries may be weak. 
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trivial, suggesting a cautious approach towards the setting of enforceable international 

standards in trade agreements is justified. 
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