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INDEPENDENT ECONOMISTS GROUP

TheCityUK's Independent Economists Group (IEG) was established in April 2012 as a forum to bring
together leading economists in financial and professional services. The [EG meets quarterly with the aim
of providing independent and informed analysis of macroeconomic issues as well as key issues that the
industry is facing both in the UK and internationally. Analysis incorporates implications of these issues
for financial and professional services and for authorities in the UK and EU.

TheCityUK

TheCityUK represents the UK-based financial and related professional services industry. We lobby on its
behalf, producing evidence of its importance to the wider national economy. At home in the UK, in the
EU and internationally, we seek to influence policy to drive competitiveness, creating jobs and lasting
economic growth. Financial and related professional services are the UK's biggest exporting industry.
We make a £67bn contribution to the balance of trade, helping to offset the trade in goods deficit.
TheCityUK creates market access for its members through an extensive programme of work on trade
and investment policy. To achieve this, we work closely with governments and the European Commission
to represent member views and help deliver the best outcomes in international trade & investment
negotiations. Allied to this, we have a country focused programme to build relationships and to help
open markets where our members see significant opportunities. We also have a strong focus on ways
of influencing and delivering regulatory coherence through dialogue with regulators, governments &
industry bodies internationally.
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FOREWORD

Services are a crucial driver of global economic growth, but have a disproportionately small share

of global trade. Services account for about three-quarters world GDP, but only about 20% of world
trade. However, services trade has been growing strongly in recent years and this pattern is likely to be
encouraged further by the development of the digital economy facilitated by the internet.

Drawing on the collective expertise of leading economists in financial and professional services, the
Independent Economists Group (IEG) used its most recent meeting to debate whether barriers to
international trade in services account for at least some of this discrepancy, and explored what the most
prominent barriers might be. This report provides an overview of the contribution that the services
sector — especially financial and related professional services — makes to the UK economy in terms of
trade flows, growth and employment.

The UK stands out as having the largest services export share among the major economies, at 12%
of GDP compared to 3-8% for other G7 members. This reflects the UK's strong position in tradable
services activities likely business and financial services, as well as a tradition of being open to
international competition and flows of inward investment.

The barriers to services trade tend to be more covert and hidden than in goods markets — such as
various forms of national preference or the lack of recognition of professional qualifications gained
overseas. Breaking down these barriers should be a major theme of new trade agreements being
discussed between the EU, the US and major Asian economies. There is also a need to challenge hidden
barriers to services trade within the European Union, where the Single Market functions less well in
terms of services than it does in goods trade.

Better understanding of the issues in this area could have benefits at the micro- as well as macro-
economic level. The IEG’s analysis indicates that only a small proportion of firms undertake international
trade — in the UK, just 9% of services firms, compared with nearly 40% of manufacturing firms. There
is ample potential to expand opportunities for a wide range of businesses — many of them the SMEs
that are vital to employment in European economies. Establishing a better climate for international
trade in services can help ensure a supportive environment for growth and employment.

Alongside the need to break down trade barriers, we also need more accurate and timely data
on international trade in services. To ensure this, the Group advocates closer engagement
between TheCityUK, the Office for National Statistics and the UK Statistics Authority to
help prioritise and improve services sector data on trade and economic growth.

Dhndvein) Sndanct.

Andrew Sentance
Chair, TheCityUK Independent Economists Group
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EXECUTIVE SUMMARY

e The services sector is an extremely important part of both the UK and the world economy, but is
under-represented in trade data. Services account for around 75% of world GDP, but only
around 20% of world trade. There are two main reasons for this discrepancy:

— Services trade tends to be underestimated because over 50% of services trade is in the form of
a commercial presence in another country. In 2013, for example, FDI in the UK services sector
accounted for 72.3% of the total stock of FDI, while the services sector accounted for 57.5% of the
total stock of FDI by UK companies.

— There are significant barriers to trade in services — estimates suggest that these barriers are around
seven times the barriers for manufacturing firms.

e The existence of high barriers means that only a small proportion of services firms trade — in the
UK 38.7% of manufacturing firms export, but only 8.7% of services sector firms.

— The de jure barriers to services sector trade tend to be in the form of either restrictions on foreign
entry or restrictions on the movement of people. (An example of this can be seen within the EU,
where the European Commission estimates that there are 800 regulated professions, 25% of which
are only regulated in one country.)

¢ In general the highest barriers to trade in services tend to be in non-OECD countries. Estimates
based on the OECD Services Trade Restrictiveness Index show that on average barriers to services
sector trade in the UK are amongst the lowest in the OECD, with only the Netherlands having lower
trade barriers.

e The UK is particularly competitive in services trade; it has the second-largest services trade
surplus and the second-highest level of services exports in the G8, after the US. UK services exports
accounting for 7% of world service exports. In practice, the role of services in UK exports is even
greater than purely measured service exports, because services play an increasingly important role in
global value chains.

e Services play a crucial role in both the UK and world economy, and this role is likely to increase in
importance over time. Therefore, the IEG recommends the following:

1. In the light of measurement difficulties, TheCityUK should engage with the Office for National
Statistics, the UK Statistics Authority and Sir Andrew Dilnot (in his capacity as Chair of the UK
Statistics Authority) to help prioritise and improve services sector data.

2. Politicians and commentators should be encouraged to ensure that the profile of the services
sector is commensurate with the sector’s economic contribution.

3. Progress is needed in the Transatlantic Trade and Investment Partnership (TTIP) negotiations
between the EU and US, to ensure that the EU and the US can together continue to influence the
standards for international services sector trade liberalisation agreements.
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1: DEFINING SERVICES

Services cover a very broad range of activities, but are often hard both to
define and to measure. For example, services cannot simply be defined as
intangibles (as opposed to goods which are tangible), because, for example,
eating out in a restaurant, which is a service, results in the production of a
something tangible — namely a meal. Similarly, the existence of knowledge-
based services means that definitions of services as activities that cannot be
traded separately from their production are also incomplete — consultants’
reports, for example, can be used repeatedly, long after their production. The
System of National Accounts that was introduced in 2008 defines services in
three main ways:
¢ change activities that alter either things (for example through cleaning or
repair) or people (for example through education, or the provision of health
services),
e margin activities whereby organisations facilitate exchange between third
parties (for example shops or banks); and
e knowledge-capturing products that can be repeatedly accessed (such as
reports, movies or computer programmes).

This framework is captured in Figure 1.?

Figure 1
Conceptual framework for defining services
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The difficulties in defining and measuring services are often harder in the case
of services sector trade. Essentially trade in services falls into four different
categories or modes®:

Table 1
Categories of services sector trade

Mode Definition Examples

International telephone calls, or banking
services supplied over the internet

1. Cross-border supply Services supplied from one country to another

Consumers and firms making use of Tourism or education

services in another country

2. Consumption abroad

Hotel chains or foreign banks setting
up subsidiaries

3. Commercial presence Firms setting up branches or subsidiaries

abroad in order to serve the local market

4. Presence of natural persons People travelling to another country in Consultants

order to provide a service there

From the point of view of measuring services sector trade there are challenges
associated with all four modes, but Mode 3, commercial presence, is
particularly challenging. This is because a foreign affiliate may be considered
as a resident of the country in which it is located, and hence its sales activities
in this location will not qualify as exports, because they will represent sales
between two residents, rather than between a resident and a non-resident
(the typical definition of an export). The impact on a country’s balance of
payments of activities stemming from a commercial presence is therefore
often measured through investment income, rather than exports. This may be
one reason why measured trade in services is so low, as a proportion of total
trade. Estimates for the OECD suggest that the value of services delivered
through foreign affiliates is at least as high as the value of measured exports
(and imports) of services.* Work by the WTO suggests that ‘trade’ under
Mode 3, commercial presence, may account for 55-60% of total services
sector trade; with cross border supply accounting for 25-30%; consumption
abroad accounting for 10-15%; and presence of natural persons accounting
for less than 5%.°

3 As defined in the General Agreement on Trade in Services (GATS) 1994
4 See UNSC (2010) and the discussion in Drake-Brockman (2011).
° See Magdeleine and Maurer (2008) and the discussion in Drake-Brockman (2011).

Measurement difficulties
need to be addressed

Understanding what is happening to

trade in services is important for those
involved in discussions on international
trade and investor agreements, but it

can often be hard to form an accurate
picture. For example, the fact that a lot

of trade in services is done in the form of
commercial presence (GATS Mode 3 trade)
means issues such as the tax treatment of
investments can distort the data. Examples
of distortions include:

e the fact that a lot of investment into
India is channelled through Mauritius,
because of the countries’ bilateral tax
treaty; and

e Luxembourg's dominance of EU FDI
in financial services (with Luxembourg
accounting for around two thirds of the
EU total), which is partly accounted for
by the way special purpose vehicles are
treated.

It can also be hard to pin down where

a service is taking place in a world with
the internet. For example, in the case of
the taxi service Uber is the service on the
streets where the taxi is, or where the
internet server operating Uber’s system
is based. TV rights and the ability to
stream broadcasts from other countries
(for example of restricted premier league
matches) present similar issues.

Other issues with services sector data
include the limited amount of high
frequency data. Where data does exist
in the UK, such as the Monthly Services
sector output index, the fact that it is
released on the same day as the UK GDP
data means it receives limited attention,
because it is less useful for forecasting
GDP. The way that insurance sector data
is handled also has potentially perverse
effects, as claims pay outs are treated in
a way that means they reduce GDP. It is
even harder to measure what a banking
service is.

IEG Recommendation:

In the light of measurement difficulties,
TheCityUK should engage with the Office
for National Statistics, the UK Statistics
Authority and Sir Andrew Dilnot (in his
capacity as Chair of the UK Statistics
Authority) to help prioritise and improve
services sector data.
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2: THE ROLE OF THE SERVICES

SECTOR IN THE UK ECONOMY

In the UK the services sector as a whole made up 79.7% of UK GVA in 2013.°
Even excluding government and other services, the services sector in the UK
accounted for 56.4% of total GVA in 2013 and the largest sector overall was
business and financial services, which accounted for 31.7% of GVA, see Figure 2.

Perception problems

Despite their increasing importance, the role of services is often underrated within
developed economies. The rise of services contrasts with the declining share of
manufacturing output and employment in developed economies, something which reflects
the traditional model of development — as economies become richer they are able to
consume more services.

Indeed, while politicians and economic commentators often prefer to be seen against the
backdrop of a manufacturing plant or construction site, for many successful manufacturers
the services side of their business plays an extremely important role. For example:

e Around half of Rolls Royce’s revenues come from their service activities — in particular their
monitoring and managing of engines;

e Similarly, the Personal Computing Industry Center calculates that less than 5% of the
value of an iPod comes from the manufacturing assembly work in China. In contrast,
services such as development, software, marketing and distribution account for over 50%
of the value chain.®

e Similarly, the most important part of the value of the Mini is seen as the brand that has
been created in the UK, rather than the German engineering.

The increasing importance of services throughout the economy means that, in addition to
direct contribution of services to UK services exports, they also play an important role in the
value chain of UK goods exports.

IEG Recommendation:
Politicians and commentators should be encouraged to ensure that the profile of the
services sector is commensurate with the sector’s economic contribution.

In 2012 a breakdown of the components of the business and financial
services sector show that: financial and insurance services accounted for
8.1% of GVA,; professional, scientific and technical activities accounted for
7.2% of GVA; administrative and support service activities accounted for
4.7% of GVA; and real estate® accounted for 11.3% of GVA.

6 Gross Value Added (GVA) is measured using basic prices and is the gross operating surplus, plus the
compensation to employees, plus any taxes paid by the sector, minus any government subsidlies.

7 Business services and finance includes: financial and insurance activities; real estate activities, professional,
scientific and technical services;, and administrative and support service activities.

8 Exact numbers depend on the model considered. See for example the discussion in Dedrick, Kraemer and Linden
(2008).

9 The main components of real estate activities are owner occupiers’ housing services, and real estate services,
excluding on a fee or contract basis and imputed rent, which combined account for 8% of UK GVA. Therefore
the sector is omitted from the analysis of services sector trade unless it is required to provide a complete picture.
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Figure 2
Sectoral breakdown of UK GVA in 2013

Agriculture, forestry  Mining , quarrying
&fishing, & utilities,
05% 4.1%

Government &
other services,

23.3%

Manufacturing, 9.7%

Construction,
5.9%

Distribution,
hotels &
restaurants,
14.3%

Transport, storage &
Business services communication,

& finance, 10.5%

31.7%

Source: Author calculations using Gross Domestic Product

by Gross Value Added Q3 2014 data release, chained volume
measures of industry output at basic prices for 2013, based on
2011 weights from Office for National Statistics.

Figure 3
Percentage of total UK GVA - selected
services sectors, 2005-2012
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For the services sector as a whole, GVA rose from 76.3% of the total in 2005
to 78.9% in 2012, see Figure 3. This reflects an increased share of GVA
recorded by all the main services sectors, except for distribution, transport,
hotels and restaurants; and information and communication. The increasing
importance of the services sector is part of a long-run trend — in 1997 the
share of GVA accounted for by the services sector was 69.9%.

2.2 Employment

Total employment in the business services and finance sector was 6.2

million in 2013, or 21.5% of total employment, with the majority of jobs
(75.4%) being full time." Finance and insurance accounted for 3.6% of total
employment in 2013; real estate accounted for 1.8% of total employment;
professional, scientific and technical services accounted for 7.9% of total
employment; and business administration and support services accounted for
8.1% of total employment.

2.b Trade in services

Trade in services plays an important role in the UK's overall trade
performance. In 2013 the UK ran a trade deficit in goods of £110.2 billion,
but a trade surplus in services of £78.1 billion. Services exports were 67 %

of the level of goods exports, while services imports were only 30% of
goods imports. Financial services exports play a particularly important role
here. Insurance services alone contributed a trade surplus of £20.4 billion

in 2013, with the rest of the financial sector contributing a trade surplus of
£38.1 billion. These are the UK's two biggest individual services sector trade
surpluses, with the next biggest being the telecommunications, computer
and information sector, which had a trade surplus of £5.2 billion in 2013, see
Figure 4.2 However, although UK services sector trade is significant, services
sector exports remain significantly below the sector’s share of UK GVA,
accounting for around 40% of total exports compared to 79.7% of GVA.

Overall, UK exports of services accounted for 7% of world services exports
and 16.7% of G8 services exports in 2012, with the UK having the second
largest services trade surplus and the second highest level of services exports

19 Both the distribution, transport, hotels and restaurants sector and the information and communication sector
saw an increase in their GVA at current basic prices over the period 2005-2012, but more rapid gains by other
sectors meant their share of total GVA declined over the period.

' For the UK as a whole full-time employment in 2013 accounted for 68.9% of total employment.

12 ONS, Balance of Payments, Pink Book 2014.

Figure 4
UK exports and imports of services in 2013,
fmn
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Figure 5
Geographic breakdown of UK services
sector exports, 2013
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in the G8, after the US. However, the share of the UK's services exports in the
world total has declined from 9.3% in 2006. In contrast, the US’s share of
world services exports has remained roughly constant, rising from 14.5% in
2006 to 14.7% in 2012. This decline in the UK share of world services exports
reflects faster growth elsewhere, rather than an absolute decline — in dollar
terms UK services exports grew on average 2.4% per annum between 2006
and 2012, compared to average growth in world services exports of 7.3%."3

Geographically the EU is by far the largest market for UK services exports,
followed by the US, see Figure 5, and the US and EU markets also dominate
the markets for key individual services sector exports, see Table 2. This is to
be expected, for two reasons. Firstly the average barriers to trade in services
are lower in OECD economies (see the analysis in Section IV). Secondly,
services tend not to be necessities, and therefore spending on services rises
faster than income, meaning richer countries and richer people will consume
more services.™

Table 2
Geographic breakdown of UK services sector exports, 2013

Insurance Financial Intellectual Telecommunications, Other business
& pension property computer and services
information services
EU(28) 18.4% 41.4% 38.9% 46.0% 29.8%
Of which
Germany 4.0% 6.5% 10.4% 9.9% 5.6%
France 2.5% 7.5% 3.4% 6.0% 3.9%
Netherlands 0.8% 7.5% 4.0% 4.8% 4.8%
Switzerland 1.3% 3.7% 4.0% 5.7% 9.6%
us 38.2% 25.8% 32.5% 17.2% 29.9%
Australia 4.6% 1.3% 2.6% 1.6% 1.1%
Canada 2.5% 1.4% 1.6% 0.8% 1.4%
Japan 0.8% 5.5% 1.9% 0.9% 1.8%
Brazil 0.5% 0.2% 0.3% 0.6% 0.8%
China 4.0% 0.5% 0.9% 1.2% 0.7%
India 0.2% 0.4% 0.8% 1.4% 0.5%
Russia 0.5% 2.0% 0.8% 1.1% 0.8%
South Africa 1.3% 0.5% 1.4% 2.2% 0.5%
World £21,784mn £46,725mn £8,246mn £13,093mn £49,949mn

Note: Calculated for selected countries and sectors using Office for National Statistics, The Pink Book 2014, Table 9.11.
Source: Analytically Driven Ltd

'3 Author calculations based on Table 9.14 in The Pink Book 2014, Office for National Statistics.

14 Technically the income elasticities of demand for services are greater than one, so spending rises faster than
income. However, while income elasticities for services remain greater than one even at high levels of income,
they are higher at very low levels of income, as for those on low incomes a small change in income can see a
big increase in their ability to consume services. See the discussion in Cox and Alm (2007).
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The UK'’s comparative
advantage in services
trade

The UK seems to do well in high value
added, tradable services — certainly the
UK'’s trade surplus in services suggests that
UK services are competitive. The result

of this is that the UK benefits from more
high value jobs compared to the rest of
Europe. The UK's comparative advantage
in services stems from its openness, the
legal system and London itself.

Movement of people will play an
important role in helping the UK's services
sector to remain strong. For example

by fostering links between economies.
Here education, particularly university
education, is an interesting example of
why allowing the movement of people
can be helpful, because where senior
business executives were educated (if they
were educated abroad) is an extremely
important indicator of where they will
decide to site foreign investment.

Education is a sector where the UK has
traditionally been strong. The rise of the
internet and distance learning presents an
opportunity here, particularly in countries
where domestic provision is limited.
Emerging markets may be more willing
to embrace alternative models of service
delivery, if there is limited access at home
to more traditional service provision.

This may help to make more services
potentially tradable.

Around 50% of commercial contracts
use English law. For example it is widely
used for commercial contracts in Russia &
Eurasian countries. . This gives the UK a
comparative advantage for legal services,
although competitors include not just
the New York bar, but also places like
Singapore, where there are legal firms
advertising English law, but cheaper. On
balance England is expected to retain a
comparative advantage in legal services.
While the use of maximum harmonisation
for EU directives might have some impact
at the margin, key factors such as the
availability of quick judgements through
specialist courts will remain a positive
factor. In England a typical commercial
case takes less than two years, while in
[taly it takes more than seven.
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On balance, although there is room for improvement, analysis of the
fundamentals that drive comparative advantage in trade in services suggests
that the UK is relatively well placed. In particular, the UK benefits from good
legal and financial institutions, a high level of human capital and good access
to large and rich markets, all of which are important factors for generating
comparative advantage in services sector trade.'®

2.b.i Role of services in the export value chain

In the wake of changes to information technology, value chains have
become both increasingly complex, and increasingly global. In the case of
the UK, therefore, only 51.7% of the value added of gross exports is directly
generated by the domestic exporting industry. A further 30.7% of value
added for gross exports is generated by domestic intermediaries; with foreign
value added accounting for 17.3% of gross exports; and the remainder
being accounted for by domestically generated value added that has been
re-imported, because domestic goods and services have been used in the
production of foreign inputs.

What is important to realise, however, is that global value chains do not just
depend on goods — services also play an important role. This in part reflects
the so-called servicification of value chains, whereby manufacturing firms
increasingly bundle services together with their products: buying, producing,
selling and exporting services as an integrated or accompanying part of their
primary offering.’® In the case of the UK, value added from services account
for almost 60% of gross exports, with around 50% being generated by
domestically produced services, roughly evenly split between the exporters
(26%) and domestic intermediaries (24%). However, although services play a
particularly important role in the value added of UK exports, they also play an
important role in other economies too, see Figure 6.

5 See the discussion in Mion (2011).
16 See the discussion in Kommerskollegium (2013), for example.

Figure 6
Value added of services as a percentage of
gross exports, selected countries, 2009

60%

50% -

40%

30%

20%

10%

0%

Value added content of gross exports (%)

UK France China Japan
us Germany India EU27

M Direct domestic service industry

M Indirect domestic service industry

W Re-imported domestic service industry
Foreign service industry

Source: Author calculations based on OECD-WTO Trade in
Value Added data for 2009, see OECD-WTO (2013) for a
description of the data.

Figure 7
Market share of foreign-owned insurance
companies in OECD countries
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2.b.ii Commercial presence and trade in services

In the case of trade in services, even though it is often not covered within a
country’s trade statistics, commercial presence (or Mode 3 trade) can play a
particularly important role.

The importance of trade through commercial presence means that foreign
ownership of firms operating in the services sector can have a significant
impact on the overall market. This can be seen from Figure 7, which shows
the market share of foreign owned insurance companies for OECD countries.

It is hard to obtain an accurate estimate of the UK’s Net International
Investment Position. Official estimates are based on the purchase, or book,
value of assets, which do not capture changes in the value of assets. Using
this measure, the UK's net international investment position is negative, with
the value of UK assets worth less than UK liabilities. However, estimates

that adjust for changes in the value of assets suggest that the UK's net
international investment position is positive, see Figure 8.7

This uncertainty over measurement makes it hard to estimate the likely impact
of Mode 3 trade, or commercial presence, for the UK. However, analysis of
the official data for FDI, based on the book value of assets, suggests that

the contribution of the UK’s financial sector to Mode 3 trade is likely to be
positive, reflecting the positive value of net FDI for the sector as a whole.®

Trade negotiations can be hampered by lack of data

Difficulties in forming a complete picture of services trade and investment flows can have
consequences. For example, investor-state dispute settlement (ISDS) clauses are assumed
to play a useful role in trade and investment treaties with emerging markets, because they
can help protect investors. However, it can be hard to argue for their inclusion in cases
where there is limited or ambiguous evidence as to whether or not significant investment
is taking place.

17 See the discussion in Bank of England (2014), Chapter 2.

'8 FDI is only one component of the UK’s net international investment position, but reflects the type of investment
that is most likely to be a form of trade in the sense of commercial presence. However, it is still an imperfect
measure because it includes direct investment in debt securities. The UK’s total net international investment
position includes not only FDI, but also portfolio investment, financial derivatives and employee stock options,
reserve assets and other investment.
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Commercial presence
versus other forms
of trade

There had been relatively little work
done comparing the impact of trade
through commercial presence (GATS
Mode 3 trade) with other forms of
trade. For example trade through
commercial presence will have different
tax and employment implications.

Figure 8
Estimates of the United Kingdom’s net
international investment position(a)

Percentages of annualised nominal GDP

Estimates based on FDI adjusted
for changes in market value!

Revision to
ONS data

ONS data available at the Latest
time of the August Report ONS data

| | | | | |
1997 2000 03 06 09 12

Note: (a)Data are non seasonally adjusted. (b) Underlying
data consistent with the Pink Book 2014. For details on
how FDI estimates are adjusted for changes in market

value see footnote (3), on page 23 of the May Inflation
Report; www.bankofengland.co.uk/publications/Documents/
inflationreport/2014/ir14may.pdf

Source: Bank of England (2014)
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In geographic terms, the EU and the US are by far the most important source
of FDI in the UK, as well as the most important destination for UK FDI, see
Figure 9A and B respectively. Overall, OECD countries account for 87.1% of
the stock of FDI in UK companies and 76.9% of FDI by UK companies. For
both inward and outward FDI, investment in the financial services sector is by
far the most important, see Figure 9C and D respectively.

Figure 9
Share of inward and outward stock of UK FDI in 2013, by sector and geography

A. Inward FDI by source B. Outward FDI by destination
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USA 23.3%

Rest of EFTA1.5%
Europe 6.3%

Rest of
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11.0% 6.3%
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Source: Author calculations based on Office for National Statistics, Outward FDI (FDI) Involving UK Companies, 2013 (Directional
Principle) and FDI Involving UK Companies, 2013 (Directional Principle) Reference tables published on 20 January 2015.
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In 2013 the OECD as a whole accounted for 78.5% of the stock of outward
FDI in financial services by UK firms, with EU countries accounting for 34.9%
of the total, of which the main recipients were the Netherlands, Ireland and
Luxembourg. In total 88.6% of the stock of inward FDI in financial services
in the UK in 2013 was accounted for by the OECD, with EU countries
accounting for 23.9% of the total, of which the main sources were the
Netherlands, France and Luxembourg.

Overall FDI in the UK services sector accounted for 72.3% of the total stock
of FDI'in 2013. The services sector accounted for 57.5% of the total stock of
FDI by UK companies in 2013.

The legal framework underpinning the activities of multinational enterprises
(MNEs) in host countries will vary. For example firms can choose to set up

a foreign branch, which is part of the same legal entity as the parent firm.
Alternatively, firms could set up a subsidiary firm, which, while owned by
the parent, is a separate legal entity. In addition, firms may decide to set up
a joint venture with a partner in the host country. The legal framework used
will have implications both for the firm and for the impact of MNE activity in
host countries.

For example, in the financial services sector, offshoots of foreign firms may be
regulated differently depending on whether they are branches or subsidiaries.
A subsidiary based model may be required by the host country, in the interests
of a full corporate presence and full conformity with all the duties placed on
local companies. However, firms may prefer a branch structure because it
allows greater flexibility, for instance by helping the parent company adjust to
shocks."™ Trends in financial services regulation — particularly the regulation of
foreign institutions — represent one of the factors that is likely to determine
how trade through commercial presence is conducted in future.?

19 In the US during the Great Recession, for example, the average-sized foreign bank branch saw a 12% net
internal fund withdrawal, and on average, for every dollar withdrawn the branch lending supply fell by around
40 to 50 cents. The fall in lending supply was particularly large for those bank branches where the parent also
owned a subsidiary in the US, suggesting that the subsidiary was viewed by the parent as the committed market
participant. These funding withdrawals were economically important, because foreign bank branches accounted
for around 20% of total US banking assets in the run up to the crisis, with 241 branches operating, from 162
independent banking families. Roughly 20% of foreign families with US branches also had at least one locally
chartered bank subsidiary. Cetorelli and Goldberg (2012).

20 See, for example the discussion in University of Kent Centre for Swiss Politics (2013).
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3: THE POLICY REGIME GOVERNING
TRADE IN SERVICES

The international regime governing trade in services is provided by the
General Agreement on Trade in Services (GATS) and members of the World
Trade Organisation (WTO), such as the EU and UK, are also signatories to
GATS. GATS applies to virtually all services sectors, and GATS signatories are
required to apply Most Favoured Nation (MFN) treatment to service suppliers
from different countries , provided they are members of the WTO. However,
groups of countries can enter into economic integration agreements (for
example to recognise qualifications) that, under certain conditions, allow
them to provide special access over and above the MFN provisions.

Impact of financial crisis could reduce willingness

to engage

The backdrop of the financial crisis means that there is now greater scepticism about
the benefits of globalisation and services trade liberalisation. This may inhibit the ability
to reach agreement to reduce barriers. However, for example, the UK's Balance of

Competencies review of the EU Trade & Investment Policy suggests the potential gains
from reducing barriers are enormous.

Although GATS covers almost all services sectors, the MFN treatment simply
means that other countries are all treated alike, not that members will provide
automatic access to all sectors. Members can choose which, out of around
160 different services sectors, they want to provide market access to, and
they can choose to put limitations on that access, for example on the number
of suppliers, value of transactions or the legal form of the service supplier.
What they cannot do, however, is to introduce changes, for example to laws,
that shifts competition in favour of the domestic industry in ways that are
inconsistent with the commitments they have given. The commitments that

a member makes are then “bound”, and can only be changed following
renegotiation with affected countries.

It is regulation that is the biggest barrier to trade in services. GATS explicitly
allows members to regulate services to achieve their own policy objectives,
rather than imposing regulatory standards, provided these regulations are
administered in a transparent, reasonable, objective and impartial manner
and do not constitute an unnecessary barrier to trade.
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In the case of financial services, because of the importance of financial
stability, governments have been given a significant degree of latitude, under
GATS prudential carve-out, to impose prudential measures that are designed
to improve the integrity and stability of the financial system. The EU’s
commitments under GATS on financial services trade in many cases explicitly
require businesses (or their subsidiaries) to be established in the EU, either
because of EU-wide restrictions, or because of member-state specific rules.
For example, at an EU-level, only firms that have their registered office within
the EU can act as depositories of the assets in investment funds. Similarly, for
example, member-state specific rules for Austria, Denmark, Germany, Finland,
France, Italy and Portugal, all place some form of restriction on insurance
underwriting by firms or subsidiaries not established in the EU.?'

TTIP represents a significant opportunity

The US is the biggest market for services and the Transatlantic Trade and Investment
Partnership (TTIP) has the potential to reduce barriers to services sector trade between the
EU and US. TTIP negotiations are on-going, but making slow progress. The next round of
negotiations will be in February 2015, with the aim to ensure broad agreement is reached
before the end of 2015. The hope is that negotiations will be concluded under the Obama
administration. However, the US focus on the Trans-Pacific Partnership carries the risk is that
the “standards” for services sector trade agreements will be set in a deal between the US
and Asia, making it harder for the EU to influence how these are structured.

Some of the problems associated with reaching agreement are linked to the proposed
investor-state dispute settlement (ISDS) clause, which some commentators on the left in
Europe and campaign NGOs claim would lead to compulsory privatisation of public services.
The reality is that this is not the case. Most overseas investors do not want to litigate, and
see the function of ISDS clauses as primarily protecting against governments seizing assets.

IEG Recommendation:

Progress is needed in the Transatlantic Trade and Investment Partnership (TTIP) negotiations
between the EU and US, to ensure that the EU and the US can together continue to
influence the standards for international services sector trade liberalisation agreements.

21 GATS/SC/31/Suppl.4/Rev. 1, 18 November 1999.
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Compared to the world as a whole, where on average services account for
around 20% of total trade, exports of services play a more important role in
UK trade, accounting for 40% of total exports. Despite this, the proportion of
exports of services in total UK exports remains significantly below the share of
services in the UK economy.??

One of the reasons for this is that operating beyond national borders is
particularly costly for services sector firms. Operating beyond national borders
requires an up-front investment of time and effort, not to mention in most
cases money, in order to acquire new clients overseas, or to relocate to
another country. There are often language costs; regulatory costs (where
regulations at home and abroad differ); and search costs. These costs are
usually sunk costs — they cannot be recovered if the venture does not work.
Even if firms have already established trading links, the costs of crossing a
border remain significant. Estimates for industrialised countries suggest that
on average trading costs for goods are equivalent to an ad valorem tariff of
74%.% Given the high costs, only the most productive firms can afford to
trade. This is particularly true for services sector industries, such as financial
services, where the impact of borders on reducing sales is seven times as large
as is the case for manufacturing firms.?* Indeed, comparing trade between
Canadian provinces and the US for nine services sectors over the period

1997 to 2007 suggests that the impact of the border is to reduce average
provincial trade with the US relative to interprovincial trade to 2.4% of its
borderless level.?> Furthermore, not only are barriers to services sector trade
higher, as the experience of Switzerland’s negotiations with the EU on a trade
agreement covering financial services illustrates, it can often be harder to
reach agreement on including services sectors within trade agreements.?®

In light of these costs, most firms do not in fact choose to engage in cross-
border operations. In the UK, only 11% of firms export, although there are
considerable differences between the manufacturing and services industry,
with 38.7% of manufacturing firms exporting, but only 8.7% of services

22 This remains true even if you adjust for the share of government services in the total GVA (as government
services are less likely to be traded).

2 Anderson and van Wincoop (2004).

24 See the estimates in Anderson, Milot and Yotov (2012) for US-Canadian services sector trade compared to the
estimates for the manufacturing sector in Anderson and van Wincoop (2003).

25 Anderson, Milot and Yotov (2012).

26 The only part of financial services included in Switzerland's deal with the EU is non-life insurance. See, for
example the discussion in Buchan (2012), as well as University of Kent Centre for Swiss Politics (2013).

Figure 10

Percentage of UK establishments
exporting, by sector and employment size,
2004
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Source: Harris and Li (2007). Weighted data from FAME
database, Table 2.14.
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sector firms.?” However, there is strong evidence to suggest that the ones that
do are the larger, most productive firms, and that improved market access
drives productivity improvements. In the case of the UK, it is estimated that
60% of UK productivity growth over the period 1996-2004 was generated by
exporting firms, with exporters experiencing average productivity growth of
1.27% p.a., compared to 0.8% p.a. for non-exporters.?® As Figure 10 shows,
the percentage of firms exporting rises with the size of the firm.

The high costs associated with crossing borders mean firms that do trade
typically prioritise the countries they trade with, preferring countries that
are large, geographically close, with strong institutions and a sophisticated
financial system.??

4.2 OECD’s Services Trade Restrictiveness Index

Recognising that barriers to trade in services are a potentially damaging,
the OECD has created the Services Trade Restrictiveness Index (STRI) to

help identify barriers to services trade.?° The index covers 18 sectors and

40 countries (34 OECD countries plus Brazil, China, India, Indonesia, Russia
and South Africa). The STRI capture de jure restrictions, with the current
vintage capturing restrictions in place in 2013, and cover five separate areas
where restrictions might inhibit services trade: restrictions on foreign entry;
restrictions on movement of people; other discriminatory measures; barriers
to competition and regulatory transparency. The scores for each of these
separate areas are then combined to create a composite index, where an
overall score of zero indicates an open market, while a score of one indicates
that the market is completely closed to foreign providers.3'

27 Harris and Li (2007). Estimates for 2004 based on the FAME database, see Table 2.14. In the case of
firms in the US only 18% of manufacturing firm export, in Japan the number is 20% and in France
17.4%, see WTO (2008), Section II.C, Table 5.

28 Harris and Li (2007).

29 See, for example, the discussion in Driver (2014) and Helpman (2011).

30 See http.//www.oecd.org/trade/services-trade-restrictiveness-index. htm.

31 See OECD (2014) for a more detailed description of the STRI methodology.
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Barriers to trade in
services come in many
forms

Data transfer and processing issues are
becoming an increasingly important
barrier for financial and professional
services firms (both domestically and
internationally), and improvements in how
these are handled by regulators could
reduce cost and complexity. For example:

e Regulations (e.g. on money laundering
and “know your client”) can be
overlapping;

e Investigations tend to involve a myriad
of different bodies (further complicated
in the US by sub-Federal issues and in
the EU at member-state level), with
room for doubt on which bodies take
the lead;

e Difficulties can arise from where client
data is held, because of conflicting data
protection laws; and

e Some regulators still insist on being
able to physically access data and data
storage facilities, militating against
cloud-based solutions.

Passporting of professional qualifications

still remains patchy. For example, to work

in the US accountants who qualified in

England and Wales need to obtain a CPA

qualification, while those who qualified in

Ireland do not.
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A summary of the results of the OECD’s analysis of services trade restrictions,
broken down by sector, is given in Table 3.3? The results show that the most
significant barriers tend to be restrictions on foreign entry and restrictions
on movement in people, and the latter is particularly a factor in professions
such as accountancy, law and architecture. Overall accounting services, legal
services and air transport have the highest average restrictions across the 40
countries considered. The average scores for commercial banking services
and insurance services are both below the average for the barriers in the 18
sectors. In all cases the maximum STRI observed is significantly higher than
the average observed for the sector as a whole. However, the location of the
highest barrier varies depending on the sector. For example, for accountancy
services India has the highest observed barrier; for legal services the highest
barriers are found in Turkey and Poland; for insurance services the highest
barrier is in India; and for commercial banking services the highest barrier is
in Indonesia. Although there are two sectors (legal services and rail freight
services) where the maximum possible barrier is observed in at least one
country, there is no sector where a country has no barriers to services trade.

32 The results show the average score for each sector index across all 40 countries except for maritime transport
(34 countries) and rail freight services (39 countries), where these sectors are not relevant for all 40 countries.

The OECD's Services
Trade Restrictiveness
Index is seen as helpful

The OECD's Services Trade
Restrictiveness Index was particularly
helpful for identifying where the
biggest barriers are. Although it only
deals with de jure barriers, it provides
a way of assessing barriers across both
countries and sectors. The UK has
some of the lowest barriers to trade in
services, based on this index, and this
does not appear to have undermined
the UK services sector, which is one of
the strongest in the world.

INDEPENDENT ECONOMISTS GROUP | MARCH 2015



‘ 4: BARRIERS TO TRADE IN SERVICES

As would be expected, the highest average barriers tend to be observed in
non-OECD countries, see Figure 11. Amongst the 40 countries included in
the OECD’s analysis, the lowest average barriers are found in the Netherlands,
followed by the UK, which has the second lowest average score, and then
Germany and Luxembourg, which have the third lowest scores. The highest
average barriers across all sectors are found in Indonesia, followed by India
and China.

Figure 11
OECD Services Trade Restrictiveness Indices for selected countries and selected sectors

A. Accounting services C. Insurance services
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Source: Author calculations using OECD STRI indices for 40 countries and 18 sectors. See http://www.oecd.org/trade/
services-trade-restrictiveness-index.htm. The maximum barrier in any sector is one. In each case the dark red bars give the
sector score for that country (or sector average for that group of countries), while the pink bars give the average scores
across all sectors for that country or group of countries.
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Table 3

Sectoral comparison of OECD’s Services Trade Restrictiveness Index

Restrictions of | Restrictions on Other Barriers to Regulatory Overall Sector
foreign entry | movement of | discriminatory | competition transparency indicator Maximum
people measures
Accounting services 0.07 0.19 0.02 0.02 0.01 0.32 0.73
Legal services 0.09 0.15 0.02 0.01 0.02 0.30 1
Insurance services 0.13 0.03 0.01 0.03 0.01 0.20 0.63
Commercial banking services 0.09 0.03 0.01 0.04 0.02 0.19 0.55
Construction services 0.04 0.07 0.02 0.01 0.02 0.17 0.32
Architectural services 0.03 0.15 0.02 0.01 0.02 0.23 0.47
Engineering services 0.03 0.14 0.01 0.01 0.02 0.20 0.46
Telecommunication services 0.07 0.02 0.00 0.12 0.01 0.22 0.61
Computer and related services 0.03 0.09 0.01 0.01 0.03 0.18 0.34
Distribution services 0.05 0.03 0.01 0.03 0.02 0.13 0.40
Air transport —
commercial establishment
(passenger and cargo) 0.25 0.02 0.02 0.14 0.01 0.44 0.67
Maritime transport 0.14 0.06 0.01 0.03 0.01 0.25 0.44
Road freight —
commercial establishment 0.08 0.05 0.01 0.02 0.00 0.16 0.38
Rail freight services 0.06 0.04 0.01 0.09 0.02 0.22 1
Courier services
(including postal services) 0.08 0.04 0.01 0.09 0.04 0.26 0.87
Motion pictures 0.07 0.07 0.02 0.00 0.01 0.18 0.72
Broadcasting 0.18 0.04 0.02 0.03 0.01 0.28 0.78
Sound recording 0.02 0.07 0.02 0.03 0.02 0.16 0.37
Average all sectors 0.09 0.07 0.01 0.04 0.02 0.23 0.60

Source: Author calculations using OECD STRI indices for 40 countries and 18 sectors. See http://www.oecd.org/trade/services-

trade-restrictiveness-index.htm. One is the maximum barrier.

4.b Barriers to services sector trade within the EU

As a member of the European Union, the Single Market should theoretically
mean that there are no barriers to services sector trade within the EU. In
practice, however, it has long been recognised that the EU’s Single Market
in services is far from complete. For example, in the case of retail financial

services, factors such as the tax treatment of different products tend to

inhibit trade.> Other examples of barriers to services sector trade within the
EU include the regulation of professions — the European Commission has
identified 800 regulated professions within the EU, 25% of which are only
regulated in a single country.>

33 See, for example, the discussion in Driver (2014).
34 See, for example, the discussion in Booth et al (2013).
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4.C The potential benefits of reducing trade barriers

Trade brings significant benefits, including:

¢ Access to goods and materials that are not available at home because of
geography or climate;

e Increase in the number of varieties available, improving consumer outcomes
and reducing costs;

e Improved allocative efficiency, both through comparative advantage
(influencing which country produces a particular type of good or service)
and through reallocating resources domestically in favour of more
productive firms, boosting both growth and the amount an economy can
consume;

e Improved incentives to innovate created by increased market size in the
event of trade cost reduction, boosting productivity, particularly amongst
mid-level productive firms.

e Improved ability for firms to spread risks across different markets.*®

The main adverse effect of trade, particularly following a sudden reduction
in trade barriers, is that it can lead to short-run redistribution effects:
owners of and workers in less productive firms suffer. However, overall from
an economic perspective, the benefits of reducing trade barriers can be
significant, particularly for allocative efficiency.

A key example here of the potential benefits of reducing trade barriers comes
from the manufacturing sector. By boosting market size and competition,

the 1989 US-Canadian Free Trade Agreement®® led to a 13.8% increase

in Canadian manufacturing productivity caused by: improved allocative
efficiency, with high productivity firms prospering and low productivity

firms exiting (8.4%); improved incentives to innovate, again the result of
market size and competition (4.9%); and better access to imported inputs
(0.5%).%” One of the benefits of reducing barriers to trade is that it improves
productivity within a country, by causing more productive firms to expand
and less productive firms to exit. Therefore overall the economy becomes
more efficient, by shifting labour and capital away from low-productivity firms
towards high-productivity firms. This can be thought of as between firm, or

3 See, for example, the discussion in Driver (2014), European Commission (2013), Helpman (2011) and Melitz
and Trefler (2012).

% This agreement is particularly useful for researchers investigating the impact of trade barriers, both because it
did not include any of the macroeconomic measures that are often included in trade deals and because it was
largely unanticipated, meaning firms would not have changed their behaviour in advance. See the discussion in
Melitz and Trefler (2012). It also helps that there is high quality, plant level data available on the performance of
Canadian firms, both in the run up to the deal and in subsequent years.

37 See the discussion in Lileeva and Trefler (2010), and Melitz and Trefler (2012), as well as Driver (2014) and
Helpman (2011).
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allocative efficiency. There are two key mechanisms behind this insight:

e Firstly, increased competition from abroad makes it harder for low productivity
firms to survive, causing an exit of low-productivity firms.

e Secondly, reducing the up-front fixed costs associated with trade increases the
potential market size and allows more productive firms to increase their output.

In the case of the 1989 Canadian-US Free Trade Agreement the increase

of 8.4% in Canadian manufacturing productivity from improved allocative
efficiency was split relatively evenly across these two sources of improved
efficiency: with 4.1% coming from the increase in exports by high-
productivity firms and 4.3% coming from the shift in domestic market shares
away from low-productivity and towards high-productivity firms.?® This shift
did not come from an increase in productivity at a plant level. Instead it came
from shifting resources towards more productive firms. In addition, the results
show is that in those Canadian plants that started exporting as a result of
the tariff cut, the tariff cut caused the productivity of new exporters to rise
by 15.3%, which raised overall Canadian manufacturing productivity by
3.5%. These productivity improvements can be linked back to investment,

as innovation activity was higher amongst new exporters than the remaining
non-exporters.>

A key question is whether reducing barriers to service trade would bring
similar benefits. Unfortunately here there is a lack of evidence, because it

is difficult to unpick the benefits of reducing barriers to trade in services,
because examples of where this has occurred tend to be mixed in with other
influences, making it harder to isolate the specific impact of reducing trade
barriers. However, some evidence suggests the benefits could be significant.
For example, as a result of the EU’s Financial Services Action Plan, which
was launched in 1999 to help create a single European market in wholesale
financial services, the cost of cross-border payments fell significantly, with
the average charge for a €100 payment falling from €24 in 2001 to €2.50
in 2005.4° While it is hard to isolate the specific impact of trade induced
competition, as opposed to changes in domestic regulation, this example is
indicative of the potential impact of promoting competition through trade.
This means that the EU’s proposed Capital Market Union may have the
potential to deliver significant benefits.

38 See the discussion in Melitz and Trefler (2012). They note that studies have also found that almost half the
increase in US productivity between 1983 and 1992 came from a reallocation of resources towards exporters.

39 Lileeva and Trefler (2010).

4 CRA International (2009).

The UK’s Financial
Services Trade and
Investment Board is
seen as a good role
model

Addressing problems with services
sector trade was hard. However,
some government-private sector
initiatives, such as the Financial
Services Trade and Investment Board,
have been successful in identifying
and tackling problems and this could
be a role model for other initiatives of
this type to help the services sector.
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In the context of the EU, estimates by the European Commission suggest
that the Single Market for services has already produced significant benefits,
and that those benefits would significantly increase if the Single Market
were fully implemented, see Figure 12. One of the problems, however, with
completing the Single Market in Services is agreeing the regulatory regime.
This has led some commentators to propose adopting a ‘country of origin
principle’ for trade in services, possibly only covering a subset of countries.
This would mean that firms in participating countries would be regulated in
their home country and could sell to other participating countries without the
need to comply with local regulations, or the need to harmonise rules across
countries.*!

Figure 12
GDP impact of further implementation of the Services Directive (%)

4.5

EGDP impact B GDP impact best implementation

Note: European Commission, First Assessment of economic impact of the Services Directive, June 2012
Source: Booth et al (2013)

41 See, for example, the discussion in Booth et al (2013).
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