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Introduction

One of the mgjor results of the Uruguay Round was the creation of the General Agreement on
Trade in Services (GATS). By establishing rules and disciplines on policies affecting access
to service markets, the GATS greatly extended the coverage of the multilateral trading
system. The reason that the original GATT-1947 did not cover servicesis straightforward: at
thetime the GATT was negotiated services were mostly nontradable. 1t isonly relatively
recently that technologica change and regulatory reforms allowed an increasing number of
services to be traded internationally through tel ecommunications networks. The creation of
the GATS occurred during a period of far-reaching unilateral reforms of service sector
policies, as*natural monopoly” arguments for State-provision or control of major service
industries were eroded, and large-scale privatization programs were pursued in many parts of
the world, developed and developing.

There were (and are) powerful economic reasons to pursue services liberalization. An
efficient, competitive financial sector is critical in ensuring that capital is deployed where it
has the highest returns. Lower cost and higher quality telecommunications will generate
economy-wide benefits, given that this service is both an intermediate input and a* transport”
mechanism for information and other services. Similarly, transport services contribute to the
efficient distribution of goods within and between countries. Business services such as
accounting and legal services reduce transaction costs associated with the operation of
financia markets and the enforcement of contracts. Retail and wholesale services are avita
link between producers and consumers, with the margins that apply in the provision of such
services influencing the competitiveness of suppliers on loca and international markets.

Thus, given that many services are inputs into production, their cost and quality
affects the ability of al firmsin an economy to compete. Opening access to new service
providers will reduce what Konan and Maskus (2006) call the cartel effect—the markup of
price over marginal cost that incumbents are able to charge due to restricted entry; and
attenuate what they call the cost inefficiency effect—the fact that in an environment with
limited competition, the marginal costs of incumbents are likely to be higher than if entry was
open. These effects can have significant impacts on al sectors and householdsin an
economy. In practice, FDI will often be amajor channel for foreign providersto supply
services and reduce these cost effects. Markusen, Rutherford and Tarr (2005), for example,
develop amodel where services FDI is a source of new knowledge and competitive pressure,
and helps host countries to produce and export more advanced products. In their model, as

barriersto trade in producer servicesfal, costs of imported services drop, and 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.

Country simulation studies that analyze the likely impact of services liberalization
conclude that removing policies that increase costs can have much greater positive effects on
national welfare than the removal of trade barriers — see e.g., Konan and Maskus (2006),
Jensen, Rutherford and Tarr (2006), and Rutherford, Tarr and Shepotylo (2005). 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 gainsto
the 5-10 percent range or more. These large effects of services liberalization reflect both the
importance of servicesin the economy, the extent to which they tend to be protected, and the
importance of incorporating FDI into the analysis as a“mode of supply”.

One does not have to rely on casua empiricism and numerical general equilibrium
modeling to make the case for services liberalization. Thereis arapidly expanding body of
econometric evidence that policy reforms to increase competition in services industries,
including through internationa liberalization, can help boost growth prospects and enhance
welfare. Mattoo, Rathindran and Subramanian (2006) analyze the effects of trade and
investment openness for the financial and telecommunications sector on growth in a cross-
sectiona anaysis. Controlling for other determinants of growth, they find that countries that
fully liberalized the financia services sector grew, on average, about 1 percentage point
faster than other countries. Fully liberalizing both the tel ecommunications and the financial
services sectors was associated with an average growth rate 1.5 percentage points above that
of other countries. Focusing on a sample of transition economies, Eschenbach and Hoekman
(20064) explore the impact of financial and infrastructure services policy reforms on per
capitaincome growth of transition economies using time-series data for the 1990-2004
period. Controlling for standard potential explanatory variables, they find that improvements
in services policies — infrastructure and finance — have an important, statistically significant
positive impact on per-capita growth.

In addition to such cross-country empirical evidence, thereis an expanding literature
focusing on country-specific analyses of the effects of servicesliberalization, aswell as
numerous sector-specific studies, both single country and cross-country (see Hoekman 2006
for asurvey). The central conclusion that emergesisthat thereis a positive relationship
between services liberalization, services performance and aggregate performance of the
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factor productivity at the firm level. FDI has been found to be an important mechanism
through which “good practices’ and knowledge is diffused to host countries.

A key question from the perspective of international cooperation iswhat role trade
agreements can/should play in supporting domestic regulatory reform efforts and enhancing
access to foreign services markets. In principle, trade agreements can provide afocal point
for liberalization and policy reforms (“good regulatory practices’) and be a way to enhance
access to export markets, in part by offering a mechanism through which commitments can
be enforced. The stylized fact that looms large hereisthat very little progress has been made
to date in using the GATS framework to lock-in unilateral reforms that have already been
implemented, let alone in inducing new liberalization. Indeed, it isfair to say that to date the
GATS has been adisappointment.

A number of potential explanations for the limited performance of the institution can
be identified. One hypothesisis that the standard mechanisms of reciprocity as developed
over 50 yearsof GATT practice do not (cannot) apply to services. That is, the political
economy forces (export interests) that have been harnessed to allow the reciprocal
liberalization of trade in goods do not prevail sufficiently in the services context. A related
hypothesisis that enforcement of commitments is less straightforward in services, even for
countries than can affect their terms of trade. Another possibility is that binding commitments
are conditional on (need to be preceded and/or complemented by) other forms of international
cooperation to improve the functioning of service markets and to reduce uncertainty
regarding the magnitude and distribution of costs and benefits of policy reforms. Such
assistance and actions, if inadequate, may preclude governments from using the GATS asa
commitment mechanism. Y et another possibility is that services lend themselves better to
bilateral/regional cooperation, reflecting either political or economic considerations
(similarity inincome levels, geographic proximity, etc.).

What follows first briefly describes the coverage and main disciplines of the GATS,

and then discusses the hypotheses just mentioned.

! For example, in afirm-level analysis of the Czech Republic for the period 1998-2003, Arnold, Javorcik and
Mattoo (2006) find a positive relationship between FDI in services and the TFP performance of domestic firms
in manufacturing. They conclude that the presence of foreign services providers is the most robust services
variable affecting TFP in user firms.



1. The GATS StatusQuo
Services have unique characteristics that affect their tradability. Typical characteristics
include: (i) intangibility — so that international transactionsin services are often difficult to
monitor, measure and tax; (ii) nonstorability — so that production and consumption often must
occur at the same place and time; (iii) differentiation — services are often tailored to the needs
of customers; and (iv) joint production, with customers having to participate in the production
process.

Asthe conventional definition of trade —where a product crosses the frontier —would
miss out on awhole range of international transactions, the GATS takes an unusually wide
view of trade, which is defined to span four modes of supply:

* Mode 1-Cross-border: services supplied from the territory of one Member into the
territory of another.

* Mode 2 — Consumption abroad: services supplied in the territory of one Member to
the consumers of another.

*  Mode 3—-Commercial presence: services supplied through any type of business or
professional establishment of one Member in the territory of another (i.e., FDI).

* Mode 4 — Presence of natural persons. services supplied by nationas of one Member
in the territory of another. This mode includes both independent service suppliers,
and employees of the services supplier of another Member.?

GATSrules operate at two levels. Firdt, thereisaset of genera rules that apply
across the board to measures affecting trade in services, of which the most important are
transparency and the most-favored-nation (MFN) principle. Second, there are so-called
specific commitments by Members on market access and national treatment. Article XVI
(market access) lists a set of measures that restrict market access and that aWTO Member
may not maintain or adopt, unless this is specified in its schedule.® Article XV11 (national
treatment) covers both de jure and de facto discrimination against foreign services or service
suppliers.

In the case of both market access and national treatment, the scope of the
commitments of WTO members is determined by what they put in their schedules. These
schedul es of specific commitments are made on a sector-by-sector and mode-of-supply basis,
with countries having the option of making no commitments at all (“unbound”), apartial

commitment, or afull commitment (“none”) —i.e., specifying that no limitations are

2 The GATS does not apply either to measures affecting natural persons seeking access to the employment
market of a Member, or to measures regarding citizenship, residence or employment on a permanent basis.
® These include limitations on: (a) the number of service suppliers; (b) the total value of services transactions or
assets; (c) thetotal number of services operations or the total quantity of service output; (d) the total number of
natural persons that may be employed in a particular sector; (€) specific types of legal entity through which a
service can be supplied; and (f) foreign equity participation (e.g. maximum equity participation).



maintained on market access as defined by Art. XVI and/or on national treatment (Table 1).
The associated complexity of the schedules makes it difficult to “quantify” the coverage of
GATS. Most effortsto do so have tended to use either a simple count of sectors/modes where
commitments are made or employ aweighting scheme that is afunction of the type of
commitment made. Although it is unclear what “unbound” means — actual policy may be
quite liberal in practice — in characterizing commitments thisis not relevant: * unbound”
means that there is no commitment. More difficult is how to weight the various restrictions
that countries list across sectors and modes of supply. Thisis analogous to the problem
affecting effortsto characterize the restrictiveness of national policy stances through indices.
Although arbitrary, one simple and transparent way of weighting isto give aweight of zero
to “unbound” type commitments; aweight of 1 to full commitments (i.e., “none” is scheduled
in aspecific cell of the matrix in Table 1), and aweight of 0.5 to commitments where
restrictions are specified. Table 2 illustrates the type of data that results for the EU.* While
the specific indices are not economically meaningful, they provide a basis for cross-country

comparisons and monitoring changes in commitments over time.

Table 1. Example of a schedule of specific commitments

Country X, Conditionsand limitationson Conditions and qualifications  Additional
Sector Y mar ket access on national treatment commitments
1. Cross-border Commercial presence required  Unbound

2. Consumption None None

abroad

3. Commercia 25% of management to be Unbound Independent
presence (FDI) nationals regulator

4. Temporary entry  Unbound, except asindicated in Unbound, except asindicated in

of natural persons  Horizontal Commitments Horizontal Commitments

Notes: ‘None' implies no exceptions are maintained— that is, a bound commitment not to apply any measures
that are inconsistent with market access or national treatment. ‘Unbound’ implies no commitment of any kind
has been made.

Analyses of commitments made in the Uruguay Round suggest that these were of a
(partia) standstill nature, that is, a promise not to become more restrictive than aready was
the case for schedul ed sectors (Hoekman, 1996). No WTO member came even close to
locking in all unilatera reforms that had aready been implemented — the (weighted average)
coverage of specific commitments as of 1995 did not exceed 50 percent for most countries
(seee.g., Table 2 for the EU). Most devel oping countries have commitments that are well

below 50 percent of al services and modes of supply. In many WTO members actual policies

* The variation in EU Members commitmentsillustrates that the EU is not (yet) a customs union (Langhammer
2004).



are much more liberal than what is committed to in the GATS. For example, in arecent
paper, Barth, Marchetti, Nolle and Sawangngoenyuang (2006) combine data on specific
GATS commitments on financia services with measures of actual policy in this sector for
123 countries drawn from Barth, Caprio and Levine (2006). They conclude that in practice
applied policy is much more liberal than what was committed to in the GATS. Eschenbach
and Hoekman (2006b) come to the same conclusion for the set of transition economies that
were EU accession candidates. Adlung and Roy (2005) note that with the exception of
commitments by a number of countries to liberalize access to telecommunications markets

little progress was made in extending the coverage of the GATS post-1995.

Table 2. GATS Commitments by EU-15 Member States, by Mode of Supply

Market Access National Treatment
Mode: 1 2 3 4 1 2 3 4 All

EU* 526 681 671 00 |523 684 674 00 | 470
Belgium 510 681 642 03 |510 684 674 10 | 464
Germany 516 668 655 10| 503 677 671 06 | 46.3
Denmark 51.3 671 658 26 |519 684 658 39 | 471
Spain 51.0 681 597 13 |523 684 674 19 | 463
France 494 674 571 65 |506 684 665 10 | 458
Greece 452 674 561 90| 494 684 668 00 | 453
Italy 468 677 574 29 |471 684 665 77 | 456
Ireland 506 681 635 00 |510 684 674 00 | 46.1
Luxembourg 526 681 668 00| 523 684 674 00 | 46.9
Netherlands 526 68.1 668 00 |523 684 674 0.0 | 469
Portugal 435 677 510 29|490 684 671 42 | 442
UK 526 677 661 00| 523 684 674 00 | 46.8
Austria 558 687 648 87| 535 687 677 10.0| 49.8
Sweden 474 600 500 061|481 600 535 19 | 402
Finland 51.3 587 523 06| 526 587 568 36.1| 459
Standard deviation 3.2 30 61 31| 18 32 43 92 2.0

Mean 502 666 605 24 |509 672 655 46 | 46.0

Source: Eschenbach and Hoekman (2006b).

Dispute settlement and enforcement

There have been few services disputes since 1995, perhapsin part reflecting the limited scope
of the specific commitments of WTO members. The first GATS caseinvolved
telecommunications exports from the US to Mexico and centered on the conditions under
which foreign (US) telecom operators could terminate callsin Mexico. The US argued
(successfully) that the Mexican regulation of termination charges was not in conformity with
GATS rules, in that prices charged were not “ cost-oriented.” A second dispute involved a
complaint by Antigua and Barbuda concerning US policies prohibiting foreign suppliers from

offering gambling and betting services to US consumers over the Internet. The US had made



afull mode 1 commitment in the sector that includes gambling services, thus prohibiting
market access restrictions through import quotas or limitations on the number of service
suppliers. The question was whether this commitment precluded the US from banning the
provision of gambling servicesfor al firms, including US ones. Appellate Body ruled that
regulatory measures that have the effect of azero quotafall are equivalent to a market access
restriction, and that given that the US had made a mode 1 commitment, were prohibited.
However, thisruling did not preclude the US from justifying a ban under other GATS
provisionsif it had wanted to do so (e.g., by invoking the general exceptions article that
alows for actions motivated by public health, safety and moral objectives).

Noteworthy in the second case was that the plaintiff was an extremely small country,
illustrating a benefit of WTO membership 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 thisis clearly amajor positive dimension of the WTO framework, it remains a
mercantilist body. Animplication is that there was really nothing Antigua could do to force
the USto comply. In the event, the US changed its legislation to make it explicit that Internet
gambling is prohibited. This had major implications for the industry, mostly UK-based,
which experienced steep declines in market value as stock prices plunged reflecting the loss
of amajor market.

2. Moving Forward: Political Economy Puzzles and Challenges

Expanding the coverage of the GATS should be beneficial to WTO membersindividually
and collectively. First, the potentia direct gains from reform of services trade for most WTO
members are likely to be large, given the evidence that barriersto trade and investment in
many markets are still high, in particular for mode 4 trade. Second, services reform is needed
to enable devel oping countries to take advantage of the new opportunities that arise from
goods trade liberalization. Many poor countries lack trade capacity and competitiveness,
reducing the ability of their firmsto benefit from accessto export markets or to compete with
imports. Improving competitivenessis largely a service agenda: better access to efficient and
competitively priced transport, distribution and many other services. Third, the WTO
negotiating process requires countries that seek market access concessions to offer
concessionsin turn. Thus, greater ambition in terms of liberalization of agricultureislikely to
require greater opening in services, an area of export interest to many of the OECD countries

that protect their agriculture sectors.



Adlung and Roy (2005) point out that the provisional (conditional) offers made by
WTO membersin the 6 years following the launch of new negotiations on services
(mandated by the GATS to commence in 2000, and subsequently folded into the Doha
Round) were not ambitious. Essentially offers were limited to further (still incomplete) lock-
in of past liberalization. While not without value, of course, this suggests there was not much
interest in using the GATS as a vehicle to commit to actual liberalization of markets. It may
be that limited ambition reflected negotiating tactics — a desire to signal the need for OECD
countries to make “meaningful” offersin other areas such as agriculture. However, such
considerations should not have precluded making conditional offers asthis could easily have
been made part of the conditionality. Indeed, one can argue that the absence of such
conditional offers may well have reduced the “quality” of offers on agriculture and
manufactures.

Why so little movement? Is there a fundamental problem that is specific to
servicessGATS? Or isit the case that governments are still in “learning mode” and thus
understandably risk averse? While the services agendais more complex than goods trade, the
arguments that are sometimes offered that the GATS is*“new” and Members are still feeling
their way forward are not compelling. It has been more than 10 years since the GATS entered
into force, and policymakers have been dealing with services in a trade-negotiating context
now for over 20 years. While the characteristics of services certainly makes it more difficult
to negotiate liberalization than in the case for goods trade, complexity can only be part of the
explanation. A key factor isthat thereis ssimply too little private sector engagement and
lobbying in support of the GATS process, and substantial resistance from those that perceive
GATS commitments as being (potentially) costly. The latter include both the standard
“losers’ from liberalization — the import-competing industries and those employed there that
have built up firm-specific or industry-specific skills— and regulators of the various services

sectors. The latter are a group that does not figure much in goods trade policy discussions.

What scope for reciprocity?

The basic mechanism that makes trade negotiations “work” isthat exporters are induced to
take on import-competing interests in each of the countries participating in a multilatera
negotiation process. The negotiation alters the prevailing political economy equilibrium that
has generated/supports the status quo set of policiesin each country by giving exporters a
carrot (better access to foreign markets) that induces them to mobilize political support for

domestic reforms. Insofar as the services agenda revolves around market access, standard



reciprocity dynamics should work as well or badly as they do in the case of trade in goods,
i.e., resistance to welfare-improving reforms by those currently benefiting from restrictive
policies can be overcome by offering export interests better access to foreign markets. Trade
agreements can also be a vehicle for improving services regulation and help prevent
regulatory capture, through both surveillance and setting rules of the game that make such
capture less likely— e.g., arequirement that regulators be independent.

In practice, however, the lack of progress in expanding the coverage of the GATS
suggests that reciprocity is not working its magic for services. One potential reason is that the
export side of the mechanism may be weaker than in the case of goods. In the case of
developing countries — the mgjority of the WTO membership — most are small and therefore
not of great interest to the large playersin the WTO, constraining their prospects of
negotiating significant additional access to major markets.> Moreover, many developing
countries not or do not do not perceive themselves to be (potential) services exporters. While
many poor countries are significant exporters of services, in that services generate a
substantia share of their total foreign exchange earnings, often thisis derived from activities
where the relevant policies are under the control of the exporter, not the importer. The most
important such “service” is tourism, where the export revenue generated depends primarily
on measures that the tourism destination country putsin place itself.

Asfar asmode 1 servicestradeis concerned, devel oping countries are exporters, but
thisis often not constrained at al, with the exception of services such as gambling where
importing countries may reserves the activity to the State or ban it altogether. But most of the
business process outsourcing, call centers, etc. that are growth areas for many countries are
not constrained by trade policy measures in the destination or importing country. While there
is certainly increasing opposition against such trade in high-income countries, outside of
government contracts thereis little that is currently done to restrict such activities from being
“offshored.” Turning to mode 3, most devel oping countries do not have significant
“offensive’ interests, in contrast to high-income economies.

The one mode where all developing countries do confront particularly high barriers
and that is therefore of great relevance to potential exportersis mode 4. It is unlikely however
that much can be achieved on mode 4 access to high-income country markets, especialy for
less skilled services activities. Mode 4 is very politically sensitive and in practice, insofar as

importing countries are willing to consider relaxing barriers, experience suggests they will do

® Note that in contrast to goods, devel oping countries do not have nonreciprocal preferential access to OECD
service markets. That is, thereisno GSP for services.



so only on abilateral basisin abilateral setting. However, the lack of serious prospects for
mode 4 liberalization in the GATS framework effectively removes many potential export
interests in many poor devel oping countries from the process.

A related factor that may help explain the very limited progress that has been made to
date isthat the GATS has a strong sectoral focus (Sapir, 1999). Its coverage is determined by
apositive list, with governments scheduling commitments on a sector-by-sector basis. Given
that most countries will not be significant (potential) net exportersin mast sectors, reciprocity
requires that countries find the required balanced of concessions across different services
sectors, or, if countries do not have strong export interestsin any services, in other WTO
areas. Even if one abstracts from the latter set of countries, crafting a series of bilateral deals
on services among the subset of countries with services interests may be difficult.

These considerations imply that a key dimension of the reciprocity mechanism —
services exporters — is either missing or much weaker in many WTO members than is true for
goods. The exception are large service firms that are based in high-income economies, which
have clear interests in selling more services to both OECD and to devel oping countries. This
is mostly amode 3 agenda. The result is arather unbalanced picture as far as export interests
are concerned —in effect, if trades are to be restricted within the services arena, it would have
to involve deals that are limited to mode 3 exchanges (largely an intrasOECD/large emerging
markets affair) or that involve access to devel oping nations for mode 4 in the OECD in return
for mode 3 access by developing countries for OECD firms. As mode 4 liberalization on an
MFN basisis currently a non-starter, thisimplies that large services firms from OECD
countries must be willing to throw their weight behind efforts to reduce agricultural and
manufactures protection in order to “buy” better accessto developing countries. To date,
there has been little evidence of such a dynamic emerging in OECD countries with high
protection of the farm sector.

What about the anti-services liberalization forces? Herethere are two groupsin the
services context that operate in addition to the standard ones that also apply in the goods
context (import-competing firms, workers, unions). First, the incentives for domestic political
engagement by avariety of groupsto favor unilatera liberalization are likely to be stronger
for many services. Second, there are likely to be incentives for sector regulators to resist
international cooperation on regulatory measures that is anchored in atrade
agreement/motivated by trade concerns.

Because inefficient service industries generate costs for downstream users in many

sectors, unilateral reform incentives may be larger than for trade in goods and be less
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susceptible to roll-back, reducing the need to use international commitment mechanisms such
as trade agreements. Allowing high cost, low quality services to dominate on a market will be
detrimental to almost everyone in an economy, with large users having strong incentivesto
push for measures — such as deregulation, privatization, and liberalization — that generate
more competition in the provision of these upstream suppliers of inputs (Hoekman and
Messerlin, 2000). With the exception of EU members, in practice the mgjority of reforms that
have been implemented by most countries since the 1980s have been autonomous. Although
for much of this period multilateral commitment mechanisms did not exist and this were not
an option, the extent of unilateral reform that has been observed suggests such mechanisms
may not be needed as much as in the case of goods trade.

A number of theoretical and numerical anayses help to explain the unilateral reforms
that have been pursued by many countries. Grossman and Rossi-Hansberg (2006) develop a
model of offshoring of servicesin which al factors, skilled and unskilled, gain. Markusen,
Rutherford and Tarr (2005) conclude that trade in services may be a general equilibrium
complement for unskilled local labor (in that it fosters overall demand for such labor). Konan
and Maskus (2006) find that adjustment costs associated with service-sector reforms may be
lower because of the absence of corner solutions: as most services will continue to be
produced locally (for technical or economic reasons), after liberalization there will still be
demand for labor in services. These results do not imply that there are no losers from services
liberalization, but do suggest that in terms of size and concentration they will be smaller than
may be the case for goods liberalization.

Hoekman and Messerlin (2000) also argue that the scope for traditional reciprocity-
driven services market access negotiations may be more limited than for goods because of
concerns relating to regulatory autonomy — a perception that harmonization may not be
optimal, and that margina “quid pro quo” changes to domestic regulatory policies will not
enhance welfare, and indeed, could easily lower it. The situation hereis very different from
that applying to merchandise trade liberalization, where marginal, reciprocal reductionsin
tariffs will be welfare improving for small countries and the world as awhole, and where
reciprocity is needed for large countries to gain from liberalization. Thus, sectoral regulators
can often be expected to be less than enthusiastic about efforts to negotiate their turf. An
additional regulation-related complicating factor is that successful liberalization in
developing countries will often require substantia strengthening of domestic regulatory

institutions and infrastructure.
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The upshot is that traditional, mercantilist bargaining on a country-pair basis through
arequest-offer process may not do much to harness trade negotiations in the pursuit of
liberalization and policy reform. Achieving greater coverage of the GATS will arguably
require achange in approach. WTO Members have been proceeding bilaterally, submitting
requests to others and responding with (conditional) offers. Requests have tended to be
ambitious, offers mostly minimalist. The result can be characterized as alow-level
equilibrium trap where little can be and is expected. In the sphere of trade in goods, WTO
members departed from request-offer negotiations in the Kennedy Round (1963-65), when a
linear tariff-cutting formulawas adopted. Thiswas followed by a non-linear formula
approach in the Tokyo Round (1973-79) and again a negotiation centering on formulae in the
ongoing Doha Round. Baldwin (2006) argues that the shift to formula-based negotiations re-
invigorated multilateral liberalization, which had leveled off in the 1960s. Something similar
could be considered for services. In aworld of unequal bargaining power multilaterally
agreed formul ae that are seen to be equitable and efficient are likely to produce amore
favorable outcome for weaker parties than bilateral negotiations. Formulae can also help
reduce the transactions costs of negotiations — avoiding the need to barter commitments
sector-by-sector, country-by-country, and helping to overcome the difficulty of attaining a
bal anced exchange of concessions between countries that do not necessarily have areciprocal
interest in each other’s markets.

Possible “formulae-type’ approaches for services include quantitative targets for the
coverage of schedules of commitments and so-called model schedules. In services,
quantitative assessments of offers are unlikely to be helpful because even the best available
methods of quantifying barriers to trade are hopelessly inadequate. If recourse is madeto
quantitative indicators, the most straightforward — if not only — possible objective measureis
arguably the number of commitments entailing no restrictions on national treatment by sector
and sub-sector (Hoekman, 1996). Anything short of full national treatment as the focal point
is not meaningful from an economic, systemic or development perspective.

Anaogous to what was done in the Information Technology Agreement, agreement
could be sought among a subset of WTO members regarding either sectors that are of
common economic interest and the types of commitments that should be made. The building
blocks of such “model schedules’ arerelatively straightforward, and some have already been
proposed for specific modes.® Theideaisto create afoca point for liberalizing

® See e.g., Mattoo and Wiintsch (2004).
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commitments—either by agreeing on a certain threshold level of commitments for the model
schedul e, thus shifting the burden on a Member to justify its refusal to concede the threshold
level rather than on other Members to extract the minimum concessions, or viaa*zero-for-
zero” analogue — e.g., the number of sectors or sub-sectors without any national treatment
exceptions.

Such approaches are very different from the bilateral request-offer approaches that
have been used to date — and failed. They would allow for needed differentiation between
WTO membersin terms of participation and depth of services commitments. From the
broader perspective of attaining a Doha Round — or future round — outcome that involves
meaningful liberalization of agricultural policies and manufactures trade there must be a
bal ance of concessions. In particular, large developing countries must make liberalization
commitments that are perceived to be of value to OECD countries. But smaller and poor
developing countries have little to offer the OECD countries in this type of exchange —their
markets are too small. A “formula” approach allows for the latter set of countries to be
effectively exempted from participation.

The countries that must be part of the negotiation set cannot be determined ex ante,
but past practice suggests that for liberalization agreements to be applied on aMFN basisthe
“internalization” ratio needs to be fairly high — on the order of 90 percent of total trade.” The
pursuit of such an approach should be more feasible than it is for goods trade because of the
way the GATS is structured. It embodies significant scope for flexibility through its use of a
positive list approach to define the country coverage of specific commitments. The prospects
for acritical mass approach were enhanced by the Hong Kong ministerial meeting, which
explicitly identified the option of “plurilateral” talks limited to a subset of (willing) members.

“Freeriding” will of course not necessarily be beneficial to poor or small countries.
However, the rationale for a critical mass approach to market access negotiationsis not to let
poor country governments “ off the hook” but to recognize that there islittle they can do to
influence the outcome of market access negotiations. That is, they have few incentives to play
this game, and will find it hard therefore to argue domestically that the quid pro quo received
justifies potentialy painful domestic reforms. As discussed further below, a more ala carte
approach that stresses assistance and cooperation may be more appropriate to the needs of the
poorest countries. Softer forms of cooperation — policy dialogue, engagement and

devel opment assistance — may help to put in place regulatory preconditions for liberalization

" This was the figure used in the negotiations on the Information Technology Agreement.
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to be beneficia. By strengthening such non-binding dimensions of cooperation, the GATS
could become a more relevant mechanism to promote not just services liberalization but also

to bolster and improve domestic policy for specific services.

National treatment vs. disciplines on domestic regulation

Would the suggestions made above sufficiently increase the incentives of services (and other)
industries to engage their governments and support offers that are more far-reaching? Most
probably not, athough the effective removal of alarge number of countries from the table
would reduce transactions costs and lower the incentive for smaller/poorer countries to block
progress. A complementary measure could further enhance the prospects of more
constructive engagement by larger players by bolstering the scope to use traditional
reciprocity mechanics: explicitly removing generally applicable, nondiscriminatory
regulatory policies and measures from the negotiating table. Reciprocity dynamics are driven
by export interests. The focus should therefore be on policies that are most directly restricting
access to foreign markets and discriminating against foreign suppliers of services. By
explicitly limiting the focus on such palicies, which implies accepting whatever genera
regulatory requirements are in place in amarket, an added “benefit” is that regulatory
agencies should be much less concerned about the outcome of the negotiating process.

The provisions of the GATS dealing with domestic regulations are weak. The reason
is straightforward: effective multilateral disciplineswill rapidly encroach upon national
sovereignty and could unduly limit regulatory freedom. The weakness of the disciplines on
domestic regulation is often argued to reduce the relevance of the GATS as a pro-competitive
instrument. There is some evidence (and alot more argument) in the literature that stronger
horizontal disciplines for domestic regulations would be beneficial in enhancing the
contestability of service markets and lowering the costs and increasing the quality of services.
Domestic regulation that applies to all firmswhatever their nationality may be a more
important source of inefficiency/costs than policies that discriminate against foreign
suppliers. That is, the “rectangles’ associated with regulations that raise costs for all users,
limit entry possibility for all new service firms independent of nationality, or are smply
redundant because similar but different rules already apply to foreign firmsin their home
market may be much larger than the “triangles’ generated by the efficiency losses from (the
tariff equivalent of) discriminatory policies.

The potential benefits of reducing policy heterogeneity through harmonization and/or

mutual recognition can be large. Kox and Lejour (2006) for example analyze the impacts of
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remaining policy heterogeneity on trade and investment costs for EU service firms doing
businessin other EU countries. Complying with idiosyncratic national regulations generates
fixed market-entry costs for each export market. They develop an indicator for bilateral
policy heterogeneity — based on an OECD dataset of product market regulation — that is used
to explain bilateral servicestrade and services FDI in the EU using a gravity model. They
find a strong negative impact of policy heterogeneity costs on intra-EU services trade and
FDI. 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%.

However, EU-type policy harmonization and mutual recognition is already difficult
enough to implement inside the EU. Pursuing a horizontal set of disciplines for regulation in
the GATS islikely to be an order of magnitude harder. A common fear isthat GATS
disciplines will deprive regulators of the freedom they need to achieve social objectives.
Whilethisfear is overblown — as noted, existing disciplines on domestic regulation are quite
weak — because negotiators have failed to provide the necessary reassurance, regulators are
reluctant to make new commitments. The implication is that limiting attention to improving
market access while making it explicit that regulatory freedom will prevail may be desirable
in increasing support for (reducing opposition to) expanded commitmentsin the GATS. Thus,
the idea would be to limit negotiating attention to commitments on policy measures that
discriminate against foreign providers of services, both pre- and post-entry into a market.
Efforts to negotiate disciplines for generally applicable sectoral regulation would be put in
abeyance — akin to what was decided on competition and investment policy following the
WTO Ministerial meeting in Cancun.

Making discriminatory policies the primary discipline to be negotiated would cover
only ashare of the prevailing restrictions. However, it is by no meanstrivial. Thus, national
treatment implies the right of establishment as long as domestic firms are permitted to contest
amarket. Given that FDI in services will create employment and is often subject to less
opposition than efforts at regulatory harmonization or recognition (Messerlin, 2006), this can
be an effective way to increase competition on markets. In principle, national treatment
would also imply that foreign firms obtain access to government procurement markets for
services. However, as procurement is explicitly excluded from the GATS, this would need to
be negotiated separately.

While the proposed approach will certainly generate gains from international
cooperation that are lessthan if cooperation were to extend to regul atory measures that

segment markets, it is not that clear in any event that much can be done through the GATS on
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domestic regulation. By removing one, important, reason for regulators to oppose their
governments making commitmentsin “their” area, resistance from a powerful set of interest
groupsin al countries could be greatly reduced. A focus on policies that discriminate would
not only diminish fears of the intrusiveness of the GATS, it would also reduce uncertainty

regarding the implications of making commitments.

3. Supporting Services Reformsin Poor Countries

Although for many devel oping countries the WTQO reciprocal process arguably cannot deliver
much — they have very limited ability to negotiate better access and thus do not see much
(political) gain to making commitments themsel ves — domestic liberalization isimportant for
firms and consumers in these countries.? Reforms in these countries are as, if not more,
important than in more advanced countries, and span both discriminatory and
nondiscriminatory (regulatory) policies. But, they may not be able to benefit from
liberalization — and thus GATS commitments — if the preconditions for doing so have not
been satisfied. Thereislikely to be substantial uncertainty as what those preconditions are
and what the sequence should be in which they are addressed (the same applies for the size
and distribution of the associated costs and benefits). Many of the preconditions will have
nothing to do with the ambit of the WTO but require domestic efforts/action.

Policy advice and assistance for regulatory reform and public investments in services
infrastructure are provided by international financial institutions and specialized agencies.
Thereisvirtualy no link between these processes and trade agreementsWTO. This
disconnect persists even though it is clear that improved regulation — ranging from prudential
regulation in financial servicesto pro-competitive regulation of network-based services —
may be critical to reaizing the benefits of services liberalization. Weaknesses in existing
mechanisms for prudential or pro-competitive regulation, the need to alleviate adjustment
costs, and the desire to ensure universal access in liberalized markets are all examples of
potential good reasons to hold back on making binding liberaization commitments.

Such considerations may be additiona factors explaining the limited use that has been
made by poor countries of the GATS and their resistance to making additional specific
commitments to guarantee access to their markets. A possible approach to recognizing the
perceived uncertainty of the magnitude and distribution of the costs and benefits associated
with making GATS commitments isto adopt a more flexible framework. This could involve

economic cooperation that focuses on identification of national objectives for a given sector,

8 This section drawsin part on Hoekman and Mattoo (2007).
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collaboration among WTO members in identifying policy instruments that could be used to
pursue the objectives, the provision of assistanceto do so, as well as regular monitoring and
assessments of the effects of the policies adopted and assistance provided. Such a process
would go well beyond the status quo by changing the focus from seeking commitments on
the basis of quid pro quo arguments (which as discussed above are weak to start with) to one
where the focus is on helping countries that are currently being asked to make commitments
achieve their objectives in an efficient manner.

Much of the attention directed at the WTO tends to center on the process of
negotiations and the dispute settlement mechanism. However, the functions of the WTO
extend beyond rulemaking and enforcement. One of itstasksisto increase the transparency
of member trade policies through the Trade Policy Review Mechanism (TPRM) (Art. 111
WTO). The objective of the TPRM is*... achieving greater transparency in, and
understanding of, the trade policies and practices of Members ... [through] the regular
collective appreciation and evaluation of the full range of individual Members' trade policies
and practices and their impact on the functioning of the multilateral trading system. It is not,
however, intended to serve as a basis for the enforcement of specific obligations under the
Agreements or for dispute settlement procedures, or to impose new policy commitments on
Members.” (Annex 3, WTO). Annex 3 WTO, Section B states further that “Members
recognize the inherent value of domestic transparency of government decision-making on
trade policy matters ... and agree to encourage and promote greater transparency within their
own systems, acknowledging that the implementation of domestic transparency must be on a
voluntary basis and take account of each Member'slegal and political systems.” Services are
included in the ambit of the TPRM. Indeed, the WTO is currently the only multilateral body
that has the mandate to review all the services trade-related policies of countries.

Instead of calling for al developing countries to make additional GATS commitments
and/or to ignore the mgjority of these countries because they are of limited commercial
interest, an alternative would be to build on the precedent established by the TPRM. A goa
could be to identify where development assistance could be most effectively used to help
attain the national objectives, with the TPRM extended to monitor not just national trade-
related policies but the services “ performance” of both the country concerned and the
provision and effectiveness of the aid provided by donor countries. Over time this could
reduce uncertainty regarding the value of making specific commitments to countries as these
would be based on the experience obtained in implementing domestic policies for the sector

concerned. The role of the WTO would therefore be expanded to act as afocal point for
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considering the international dimensions of national services policies on aregular basis, a
mechanism for increasing the transparency of policy and outcomes, and monitoring the
provision of development assistance, as opposed to primarily alock-in device for negotiated
policy reforms. The appropriate role of the WTO is not to provide assistance, or to alocate it.
But the WTO can be afocal point for regular interaction on and monitoring of services
policies. No other organization has as strong an incentive to do so.

Such an approach does not imply ceasing to negotiate binding disciplines. Instead it
would put greater stress on the identification and pursuit of a national services policy agenda
and link thisto development assistance. Prospects for mobilizing the needed assistance have
increased with the support that has been expressed the idea of alocating additional aid to
support trade capacity. In the 2005 Hong Kong Ministeria meeting of the WTO atask force
on aid for trade was established. In its report, the task force makes a number of
recommendations for the operationalization of aid for trade. Numerous questions remain to
be addressed, including how resources should be managed and alocated, what countries will
be eligible, and what the role of the WTO and the various development institutions should
be.’

Whatever is agreed on the allocation mechanisms and modalities, much of the aid for
trade agenda at the country level revolves around improving the quality and cost of services.
The agenda goes far beyond technical assistance to help countries make market access
commitments, and extends to assistance for regulatory strengthening and resources to
strengthen services-related infrastructure. To benefit from trade opportunities, many
developing countries must bolster the competitiveness of their firms and farms by lowering
the cost of, and increase access to, services such as energy, transport, finance, and
communications. Thisin turn requires amix of policy reforms—including liberalization —
and investments in infrastructure, training, and institutional development. There is need for a

high degree of country specificity in both diagnosis and remedial action.

Monitoring and enforcement of GATS commitments

While the constraint of market size in enforcement of negotiated commitmentsis well
understood — small countries may not be able to credibly threaten retaliation if needed — of
egual if not greater importance is that very small countries are much lesslikely to be the

subject of disputes than larger ones. This may reduce the value of GATS commitments (and,

® See Prowse (2006) for an in-depth discussion of issues and options.
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indeed, WTO membership) for such countries. Eschenbach and Hoekman (2006b) analyze
the extent to which 16 transition economies used the GATS to commit to service sector
policy reforms. They compare GATS commitments with the evolution of actual policy
stances over time in these countries, using an index of service sector policy that is compiled
by the European Bank for reconstruction and Development (EBRD). While thereis
substantia variance across transition economies on both the “quality” of actual policies,
changesin this over time, and their GATS commitments, they find an inverse relationship
between the depth of GATS commitments and the “quality” index of actual services policies.

The 16 transition countries in their sample can be divided into three overlapping, non-
exclusive categories. The first spans countries that have the prospect of accession to the EU.
All such countries are in practice more open than their GATS commitments suggest. These
countries do not need the GATS as aliberalization device. The fact that on average their
policy performance isinversely related to their GATS commitments suggests that they relied
on other mechanisms, in particular the EU acquis communautaire, as afocal point and lock-
in mechanism. However, the EU accession candidate countries that did the most through the
GATS —Hungary and the Baltic states — are al so among the transition countries that have
attracted the largest inflows of FDI relative to their GDP or overall investment. Their use of
the GATS suggests there was perceived additionality in making commitmentsin the WTO,
despite the high probability of accession to the EU (a probability that was probably seen to be
lower by the markets for the Baltic states in the 1990s than for Hungary).

A second group is composed of countries that are relatively open in as measured by
their GATS coverage indices and practice as measured by the EBRD indices. One
commonality of many of the countries in this category is that most were not members of the
GATT-1947. The fact that the WTO accession process is much more demanding for new
entrants than it is on incumbents in terms of pressure to make commitments (see Hoekman
and Kostecki, 2001) may help explain the greater alignment between actual policy indices
and the level of GATS commitments.

The third group is composed of countries that score low on the EBRD index of actual
services policies but high in terms of GATS commitments. This group includes Armenia,
Georgia, the Kyrgyz Republic, Moldova, and the FY R Macedonia. These countries have no
or little chance of joining the EU in the near future. With the exception of Macedonia, they
are geographically or culturaly distant from the EU, have small markets, and were not GATT
members in 1994. For these countries the GATS appears to have been either afailure —in not

helping to promote improvements in services policies in the period following accession — or
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irrelevant in the sense that commitments were made that governments either did not intend to
implement or could implement without resulting in asignificant change in actual policies.
Thus, for many of the non-EU accession candidates — especiadly thosein Central Asia—the
WTO appears to be aweak commitment device. One explanation is that the small size of the
markets concerned generates weak external enforcement incentives.

The poorest countries in the WTO system are almost completely disengaged from
enforcement of market access rights and commitments through formal dispute settlement
litigation. Although more advanced and larger devel oping countries have started to use the
Dispute Settlement Understanding (DSU)—e.g., Central American countries have initiated
cases against each other; India has challenged the European Union, Brazil has taken on the
United States—the least devel oped countries (LDCs) are mostly absent, whether as
complai nants, respondents or third parties. The reason is most likely amix of capacity
constraints — limiting offensive use of WTO dispute settlement mechanisms — and the small
size of their markets, which make enforcement action against them unprofitable for affected
exporters.

Given that many (if not most) of the gainsto trade liberalization of a particular import
market accrue to domestic consumers (and consuming industries) through access to lower
priced services and greater varieties, the failure of the WTO system to enforce commitments
in many developing countries has sizable costs within those countries. The basic argument is
that while governments may complain about having their policies challenged under WTO
dispute settlement, the processis needed for commitments to be supported by domestic
industries and firms.

Greater transparency of policy — not just identification of the existence of policies, but
assessments of their effects — may help offset the weakness in the enforcement incentives that
are inherent in the status quo. More frequent and in-depth analysis of services trade policies
in WTO members — as well as the extent to which high-income countries have provided
assistance to address priorities that were identified by developing countries, mentioned earlier
— could support more constructive engagement of business and NGOs with the WTO and the
GATS. If WTO members were to expand the transparency mandate of the organization to
make the WTO afoca 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 by raising the policy profile of the services agendain these countries and
identifying where investments/assistance are needed. By combining its commitment and

monitoring “technologies’ to mobilize liberalization commitments that are conditional on
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assistance, and monitoring the delivery and effectiveness of such assistance, the WTO could
play a useful role in both helping members and expanding the coverage of its agreements.
Greater efforts to ensure transparency do not necessarily have to involve the WTO itself.
Research and public interest bodies can do much to help shed light and build consensus by
identifying good (better) policies, their economic impact, including distributional effects
within and across countries, and whether aternative instruments exist that could attain

governmental or societal objectives (more) efficiently.

4. Preferential Trade Agreements: an Alternative?

International cooperation on trade in servicesis of course not limited to the GATS. Regiona
integration agreements (RIAS) to liberalize internationa transactions in services became
increasingly prominent starting in the 1990s. Although many early RIAs did (and do) not go
much beyond the GATS, more recent vintage agreements often do. Roy, Marchetti and Lim
(2006) conclude that the substance of the disciplines (rules) that are included in recent RIAS
are not dissimilar to those in the GATS, but that many of the RIAs covering services reported
to the WTO since 2000 (see Table 3) tend to have a sectoral coverage that greatly exceeds the
commitments the countries involved made in the GATS. This applies both to the existing
GATS commitments and the offers that were on the table in the Doha round as of mid 2006
when the talks were suspended. They also find that RIAs that involve the US have the most
comprehensive coverage and deepest levels of commitments.

Developmentsin Latin America (the FTAA), the fact that RIAs have not been very
successful in addressing disputes in services (witness the Telmex case mentioned earlier,
which went to the WTO even though the parties were both NAFTA members), the resistance
inside the EU to fully liberalizing intra-EU services trade, al illustrate 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

unilateraly.

21



44

"(9002) W17 pue NPy ‘A0y B2IN0S

SA sIeAnsod 0 - googeung - eipu|—aodebuis

A TR/ E— Losn _%w%ﬁ%wmﬁ“ ......... BIQWOPO —SN

ON I SRENIEEIN] 9002 "Ged 500z Bny 9002 "IN 9 Jodebuis —es o

A sITeAnsod 0 - Gooz Q@ 0 e eske |\ — ueder

A silenEfeN 000 - 9002 [Udy - nied-sn

SOA RN =N 9002 "Uer 00 sung 900z "Uer 00000 N —SN

SOA I SRENIEEIN] 900z e N 500z Bny 9002 "IN dd +vo-Sn

SOA siTeARBeN 000 - 900Z Uer - uewo -sn

SA sieAmeboN 00 - 002 "dos 9002 Bny ureiyeg-sn

(T apow Joy BY1RU) ON s1T79AIRGN 500z |udy 002 "dos 5002 |Hdy 001%3 |\l — ueder
(T spow Joy ByyRU) ON sIT8AIRBN 500z |udy 2002 Yo\ €002 |1y lopenes |3 —eweued
SOA SI78ARS0d 5002 “Uer 002 “InC 500z "uer el[elISNY — pue|rey L

A 1SI78AIERBRN 002 %2 002 Bny 5002 "Uer elRIISNY —SN

SOA s1789ANS0d 002 %2 €002 aunp 002 "8Q 8Iy0 - V143

SOA (euyd Joy) s178ANISOd 002 "uer €002 100 #00¢ "Uer euIyD oede N —eUIyD

A (euiyo 1oy) s179AIISOd Y002 "uer €00z ‘des ¥00¢ "Uer OMH—®'UIYD

SA s179AnS0d €002 "Uer 200z 8ung €002 "Uer aJodebuis — V143

SOA SI78ARS0d S00Z "AON 2002 "AON 5002 "IN 31Iy0-03

(T @pow Joy Jou) ON sIT8AIRBN 002 |Udy €002 ‘o4 002 |1y 8[1IyD —ea.0 ) Jo 2l|gnday
(T apow Joy Jou) ON sI79A1RGN 002 "IN 666T 100 200z aung Jopenfes [3-3[1YD
SA I SRENIEEIN] €002 "®d €002 e N 002 "uer aJodebuis —sN

SOA 1sI79AIRBRN €002 "%8Q €002 aunp 002 "uer 3Ily0—-sn

SOA I SRENIEEIN] €002 100 €002 ‘%P4 €002 "InC el SNy —a.lodebuis

A Cz_owmw_ummcmm%w __.__w\\,,_WMM 2002 “NON 2002 "Uer 2002 "AON aJodebuss — ueder

(T @pow Joy Jou) ON I SRENIEEIN] 200z fe N 666T 190 2002 "G4 ©OI BIS0D —3|IyD
SOA S178ANS0d 200z aunp 0002 190 1002 eI\ 0oe N — O3

A SI78ANS0d 1002 Bny 0002 ‘AON T00Z " InC 00X — V143

SOA S178A150d T00Z 1055 0002 "AON T00Z "Uer 3 Jodebuis — pueeaz MmN
&m«wﬂﬁﬁﬁ“ﬂﬂ.ﬂmﬁ@% ¢IS1T19A1IS0d 10 ®>_Hmm®Z UoI1edlJIION OLM m‘_:Hmcm._m joalreg 390104 01Ul >bcm Y1id

S90IAJOS BPN oI Tey) SIUBWes JBY ape . L [elueeje id 0002-10d € alqe L



Achieving regional liberalization of services marketsis difficult. The experience
of the EU — by far the deepest regional initiative to date —isillustrative. To alarge 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. Progress in other regiona agreementsis much lessthan in
the EU. Park (2002), for example, employs a cross-section gravity analysis of services
trade flows and finds that the EU isthe only RIA whereintra-RIA (bilateral) tradeis
more than predicted. For other Agreements such as Mercosur, NAFTA, and the Andean
pact, trade in servicesis|ess than what would be predicted.

That said, when it comes to the regulatory agenda, it may be easier/more feasible
to implement strategies such as mutual recognition — as done in the EU Services
Directive —to lower the costs of regulatory heterogeneity and redundant or duplicative
regulatory requirements. That there are potential gains from thisis clear, but equally clear
isthat moving down this path is difficult. As mentioned, even in the EU there till
remains much scope for further liberalization of tradein services.™

As mentioned previously, one important mode of supply for many developing
countries is mode 4. This mode has been the subject of a number of bilateral agreements
that provide quota-based additional access for specific types of service suppliersfor
which there is excess demand in the importing country. Examples include agreements
between the UK and South Africa and Ghana, and between Israel and the Philippines.
Neighboring countries generally may also have better access to rich country markets
through movement of natural persons, even though this often will not be part of formal
mode 4 arrangements. Given the revealed preference of countries to address mode 4
movement of service suppliers on a country-by-country basis, bilateral agreements on this
mode are likely to (continue to) dominate efforts at an MFN-based approach through the
GATS.

19 See, e.9., Kox and Lejour (2006) and Lejour and Palma Verheijden (2004). The latter compare the
intensity of intra-EU trade in services with that observed in Canada and find that trade in the latter istwo
times higher as a share of GDP than in the former.
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5. Concluding remarks

Most countries have made only limited use of the GATS to create a more secure trading
environment by making legally binding market access commitments. It is clear that
greater advantage could be taken of the opportunity offered by the GATS to lend
credibility to past or ongoing reform programs by locking these in, and to further
liberalize access for foreign providers. To some extent this may reflect a perception on
the part of users of services that there is not much need for trade agreements to harness
desirable domestic liberalization because such liberalization can be implemented on a
unilateral basis, or through RIAs. However, the available empirical evidence suggests
that barriers to trade in services are often quite high, suggesting this cannot be more than
apartial explanation at best.**

The revealed lack of ambition is likely to reflect both limited support for using the
GATS by export interests and concerns on the part of other groups in society, including
regulators and NGOs, that making more commitments could have detrimental
consequences that go beyond the adjustment costs that would be incurred by import-
competing industries. The implication is that the process of quid pro quo bilateral
bargaining that is multilateralized through the MFN ruleis not as effective asit has
proven to be for trade in goods.

To advance the process of services liberalization beyond levels undertaken
independently, or even, less ambitioudly, to significantly expand the use of the GATS as
alock-in device for past reforms, reciprocity must play a central role. While not
discussed at any length in this paper, the needed reciprocity extends beyond the domain
of services — cross-issue linkages will be required. Thus, the “fact” that mode 4 will not
be liberalized in amajor way by OECD countries in the short term — even though the
economic/demographic forces in aging rich societies imply that such liberalization is
“win-win” — suggests that the quid pro quo for any services liberalization by developing
countrieswill be sought outside of services. But given a strong interest in agriculture and
the removal of remaining barriersto trade in labor-intensive manufactures, larger

emerging markets, especially for major agricultural developing country exporters, will

" The available evidence is surveyed and summarized in Hoekman (2006) and Dee (2005).
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inevitably be called upon to make commitments on services: thisis one area where
OECD countries have clear “offensive’ interests.

The willingness to offer more meaningful commitments may increase if some of
the concerns of governments regarding the payoffs to — and implications of — agreeing to
multilateral rules on domestic regulations can be addressed. While multilateral rule-
making can help to promote and consolidate domestic regulatory reform, at this stagein
the process of multilateral cooperation on services trade policies, limiting the focus on
national treatment could attenuate concerns about regulatory autonomy while delivering
significant gainsin terms of greater competition on services markets. Going beyond
national treatment may not have substantial benefitsin terms of additional market access,
while creating potentially significant political/regulatory opposition to what is often
regarded as an intrusive erosion of national sovereignty, even if in fact the extent of such
erosion may be limited. At the same time, by focusing more explicitly on policies that
discriminate against foreign firms, both service export industries and users of servicesin
importing countries may have greater incentives to support the process than they perceive
to have at present.

Limiting the focus of negotiations (through formulae approaches) to a critical
mass of WTO members, effectively exempting the majority of poor and small developing
countries from making binding commitments (i.e., allowing for MFN free riding), could
further improve the prospects of getting reciprocity to work more effectively in services.
Restricting the set of players would reduce negotiating costs and take away perceived
needs to “block” the process by governments of these countries that worry about the net
benefits of acceding to a particular request or set of requests. If, in addition, thiswas
complemented with a shift towards actively helping poorer countries achieve and
implement beneficial domestic reforms through development assistance, interest groups
in these countries might over time come to see more advantages flowing from more
active participation in the GATS. It is a platitude that there is no one size fitsall when it
comes to regulation and the associated enforcement institutions. A “soft law” type of
approach that is based on economic cooperation and policy dialogue may well be amore
appropriate and effective mechanism to promote a better regulatory environment in these

countries. Greater multilateral monitoring of domestic policies and their effects will be
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particularly important for these countries, given that they will have made fewer binding
commitments. Thisislikely to be needed in any event if one accepts the argument that
the WTO dispute settlement mechanism is of limited relevance in enforcing WTO rules
for poor/very small countries.

To answer the questions posed in the title of this paper, GATS is not doomed to
fail, but making progress will require a change in modus operandi and the use of
additional instruments and mechanisms — it is necessary to go beyond negotiating legally
binding policy commitments. Making the GATS work better does matter. While there
are good reasons to expect unilateral reformsin services industries to be undertaken and
maintained, there is substantial evidence that barriers to trade remain significant, and that
there are large potentia gains from further pro-competitive reform. Harnessing
multilateral cooperation to help deliver such reformsis therefore important. But as
important is the cross-issue linkage dimension — services commitments will be needed to
help generate the political support that is needed for liberalization of trade in other areas
such as agriculture. If the GATS cannot deliver this, the costs of failure will extend
beyond the opportunities forgone to improve the functioning of services markets.
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