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Abstract in English

Intra-European trade in services is hampered hgmeatregulatory differences for service
markets. The European Commission has proposed ainestive to overcome these regulatory
barriers. This document assesses the effectsohéw directive on trade and investment in
services. We have developed an index for bilategtdrogeneity in product-market regulation,
and apply it to the OECD Regulation Database. Wavghat the heterogeneity in regulation
hampers bilateral service trade in the EU, and ilsderal direct investment. We investigate
how the proposed EU directive could lower the iitd heterogeneity in product market
regulation for services, and what effect this wowddre on bilateral trade and investment in the
Internal Market for services. We find that commaksiervices trade in the EU might increase
by 15-30%, while the foreign direct investment &totservices might rise by 20-35%.

Key words: EU internal market, service trade, direwestment, regulatory barriers in

services, gravity model

Abstract in Dutch

De intra-Europese handel in diensten wordt gehthdeor nationale verschillen in de
intensiteit van marktregulering en de daaruit widodiende kosten voor exporteurs en directe
investeerders. De Europese Commissie heeft eemwaigahtlijn voorgesteld om zulke
handelsbarrieres te beperken en/of te elimindd@ronderzoek evalueert de effecten van de
nieuwe richtlijn op de handel en investeringeniendten. Daartoe hebben we een indicator
ontwikkeld voor de intra-EU heterogeniteit in maegulering voor diensten, en deze toegepast
op de data van de OECD Reguleringsdatabase. hidtddit de heterogeniteit in regulering de
bilaterale handel en in diensten en de bilaterméet investeringen in de Europese Unie
hindert. We hebben onderzocht hoe de voorgestdldedatlijn de reguleringsintensiteit en
daarmee de bilaterale handels- en investeringspairpou kunnen wijzigen. De conclusie is
dat door toepassing van de EU richtlijn de handebimmerciéle diensten met 15% a 30% kan
stijgen en dat de bilaterale directe investeringetiensten met 20 a 35% kunnen toenemen.

Steekwoorden: interne markt EU, dienstenhandetehléandse directe investeringen,

marktregulering, graviteitsmodel

Een uitgebreide Nederlandse samenvatting is bdsahikvia www.cpb.nl.
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Preface

At the Lisbon summit the European government lemadeclared that the European Union
should become the most competitive economy in thiddaby 2010. Though many people
nowadays cast doubts over the feasibility of thigét, few of them doubt that important
structural reforms will be required to get everseldo the target. One of these reforms could be
the functioning of the internal market in servic8sice the 1988 Cecchini report much progress
has been made towards creating a single Europedenfar goods. The single market for
services is, however, still in its infancy. In mestvice sectors, less than 5 per cent of
production is exported to other EU member stateseBrch commissioned by the European
Commission Service established that this is at leatly caused by trade costs resulting from a
multitude of regulatory barriers in the memberesat

The European Commission recently proposed a direetith wide-ranging proposals to
give a boost to the intra-EU market for servicese ©f its corner stones is the application of
mutual recognition of national regulations for seevmarkets. The present CPB Document
assesses quantitatively the impact of these prégposailateral trade and direct investment in
services. Using a new approach for analysing tfeztsf of policy heterogeneity on trade and
direct investment, the results show that the nespgsals could have a substantial positive
impact on intra-EU trade and direct investmentarviges.

The report is written by Henk Kox and Arjan Lejowith support by Raymond Montizaan
during his 3-month assignment at CPB. The authave benefited from comments by Edith
Bense (EZ), Marcel Canoy, Coen Damen (EZ), CasperBwijk, George Gelauff, Marc
Pomp, Stephan Raes (EZ), Paul Tang, and Carolinenig (EZ). Thanks go to Ali Aouragh
for his assistance with the data. They also thaink&ppe Nicoletti and Paul Conway of the
OECD for making the OECD Regulation data electralhycavailable.

Henk Don,
Director CPB






Summary

In March 2004, the European Commission proposeeative on the internal market in
services. Its aim is to boost the EU's internalkegin services by reducing regulation-based
impediments to trade and investment in services.resent CPB study investigates how
cross-border trade and foreign direct investmerbmmercial services will change if the EU
directive would be fully implemented. We concluddhe report that bilateral trade in
commercial services may increase by 15-30 per ocenthen we express it as an increase of
total intra-EU trade (i.e. including trade in goptlg 1 to 3 per cent. For foreign direct
investment in commercial services the EU proposat lead to an increase by 20% to 35%.

A cornerstone of the European Union (EU) is thagple that goods, services, capital and
labour can move freely between the member statesirfernal market for goods functions
rather well, after the implementation of the Siniglarket programme in 1988. This is however
not the case for the internal market in servicesviSe providers often experience obstacles
when they want to export their services to otherriémber states, or when they want to start a
subsidiary company in other EU member states. Tilmportant degree, such trade barriers
result from national regulations for service firorsservice products. This affects service firms
more than manufacturing firms, because the sepriceider often has to provide his services
close to the foreign consumer. Foreign service iderg often are confronted by national
regulations such as requirements for additionalessional qualification, local residence of
management, additional professional insurancecandtraints on the use of inputs from their
origin country. Sometimes regulation procedurestaed application are not transparent, thus
creating uncertainty for foreign service providdree heterogeneity of national regulations
increases trade costs and investment costs facegxoviders doing business in other EU
member states. Policy heterogeneity acts as a vader. A characteristic of country-specific
regulations is that they cause additional fixedstsat often are independent of firm size. This
implies that in relative terms the strongest effdqbolicy heterogeneity falls upon small- and

medium-size service firms.

Even if EU member states have different preferefmethe level of regulation of service
industries, they might still adopt a common arddtitee in regulation, and make more use of
mutual recognition of national regulation in seesclt is in this sense that the European
Commission has introduced a potentially very strpraposal. A key element of the recent EC
proposals is the 'country of origin' principle. érgice has to meet the standards set by
regulation of the country of origin, but may noden be confronted by additional regulation in
the EU country where the service is delivered. Mueg the establishment of foreign
subsidiaries has to be facilitated by introducirgireyle point of contact in a country. This will
be the place where the foreign service providensfghil all their administrative and regulatory



obligations. Another aim of the directive is tongilhate unnecessary and discriminatory
regulation such as nationality and residence rtigtris. The proposed directive has a
“horizontal” approach: it applies the same prinegpto a large part of the EU services sector,
ranging from retail distribution to marketing resgg from administration firms to certified
accountants, from construction to engineering clhasts.

Our report examines whether the proposed EU direcéally stimulates cross-border trade and
intra-EU direct investment in services. The ansteehat question is crucial, because the
directive also involves real costs, for instanaenfiaking comprehensive adaptations in national
regulations. Moreover some organisations fear @ilosonsumer protection. Labour unions
fear unfair competition on the labour market whereifgn service workers operate at the
domestic market under less stringent employmermditions than those apply to the workers of
domestic firms. The new EU proposals will only lseeptable if real economic benefits are to
be expected.

For our analysis we build upon recent empirical @B@rk on the relations between national
regulation intensity and trade patterns. We uséXBED International Regulation database
with its detailed information on national producanket regulation. Because we focus on the
intra-EU differences in regulation we constructlatbral indicator of heterogeneity in
regulation for five sub-domains of policy regulatid-or each EU country pair we apply a pair-
wise comparison of national product market regofatising some two hundred different
regulatory items. The differences between eachtcpipair are translated in a measure of
heterogeneity per sub-domain. Based on this praeadea derive for each EU country pair a
heterogeneity index for regulation barriers to competitionadministrative barriers for start
ups regulation and administrative opacjtgxplicit barriers to trade and investmeandstate
control. These bilateral indicators prove useful in exgilag the present bilateral trade and
investment patterns in the EU.

We explain bilateral commercial services trade ketwEU member states using a gravity
model that uses as explanatory variables: thertistand differences in languages between
countries, GDP in the country of origin and degtorg and regulatory barriers. Our results
show that a high level of policy heterogeneity bedw two countries has a significant negative
effect on bilateral trade and direct investment Tésults prove to be robust for various
specifications and regression methods. The quéinéteesults are used for investigating the
possible effects of the new EU proposals.

For explaining bilateral direct investment stocks lwave adapted the gravity model with
several elements of the knowledge-capital modetidped by Markusen. The latter model is
becoming the standard explanation for direct inmesit decisions by multinational enterprises.
It allows for an integrated treatment of trade divdct investment decisions in international
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services markets. Also here we find that the pdlieierogeneity indicator negatively affects
FDI between the EU member states.

Less heterogeneity in regulation and less regulatiadghe destination country - as is the aim of
the EU directive - thus may stimulate trade in &®w according to our evaluation. Regulation
in product markets stretches out over many isddagy but not all regulatory issues
incorporated in the OECD regulatory indicators@eered by the EU directive. We perform a
detailed study of the concordance between the Ettiilve and the OECD regulation items. If
the directive is fully implemented, then much hetgmeity in regulation will disappear. We
face however some uncertainty about the impadteoBU directive on the heterogeneity in
regulation. For that reason we have developed tragants for the post-directive heterogeneity
of regulation in the EU, a minimum variant, a cahtrariant and a maximum variant. The three
variants reflect both the statistical uncertaintibsut the regression analysis and the
uncertainties about the implementation of the Ebppsals on the heterogeneity in regulation.

We estimate that intra-EU trade for commercial mewcould increase by 15% to 30% on
average. For countries that face relatively muderogeneity in regulation with their partner
countries, the impact on exports and imports cbeldomewhat larger. For countries that face
less heterogeneity in regulation with their maaudtng partners, the expected effects are
smaller. We subsequently calculated the effeciawa-EU FDI stocks. The average increase

in bilateral direct investment stocks will be iretrange between 20 and 35%, mainly caused by
less heterogeneity in barriers to competition @33 FDI restrictions.
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1 Introduction

In 2004 the European Commission launched a Propfasal Directive of the European Parliament and of
the Council on Services in the Internal Marke€ 2004). It contains wide-ranging proposals telabuld
boost the EU's Internal Market in Services by redgeegulation-based impediments to trade and
investment in the service market. The proposectinehas potentially strong implications, becaosés
“horizontal” approach: it applies the same princgs to a large part of the EU service sector. Wesss
guantitatively what the impacts of these EU propesauld be on intra-EU service trade and direct

investment in services.

A cornerstone of the European Union (EU) is thagple that goods, services, capital and
labour can move freely between the member statesinfernal market for goods seems to
function well, after the implementation of the Saiylarket programme in 1988. That is
however not the case for the internal market imises. Service providers often experience
obstacles if they want to export their servicesttier EU member states, or when they want to
start a subsidiary company in other EU member stdtee EC (2002) has concluded that these
impediments are to a considerable degree causadtimnal regulations for service exporters,
foreign investors in services, and for the serpicuct itself. Such regulations are mostly
made for domestic purposes without much regarthiinterests of foreign service providers.

The EC has recently proposed a directive to retheeémpediments for trade in commercial
services. A key element of this directive is the ‘countryarfgin’ principle. A service provider
who complied with the national regulation of theiotyy of origin should no longersave for a
few explicitly named derogatory isstede hampered by regulation in the destination tgun
The establishment of foreign subsidiaries by serfitns has to be facilitated by introducing a
single point of contact in each member stateaigingle "desk" where the foreign service
providers can fulfil all their administrative angigulatory obligations. A further aim of the
directive is the elimination of unnecessary andtritisinatory regulation such as nationality and
residence restrictions. The proposed EU directikeg a “horizontal” approach. The same
principles apply to a wide range of different EWvige sectors, ranging from retail trade to
business services, from courier services to coctitiny from tourism services to commercial
medical services. The EU directive is intendeddodme effective from 2010 onwards. It may
have a large impact on the European service econbhgyproposed measures could boost
bilateral service trade between EU member statesimo the intra-EU direct investment in the

service sector.

See EC (2004). The proposals were preceded by a report that took stock of the intra-European regulation barriers for trade
and investment in service markets (EC 2002).
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The proposals fit in the so-called Lisbon stratespgording to which the EU economy by 2010
should be the most competitive in the world. Thisardly possible if the service sector,
representing some 70 per cent of the European exgrmemains hampered by national
regulatory differences. In most service sectoilJass than 5 per cent of production is
exported to other EU member statek a study commissioned by the European Commissio
O’Mahony and Van Ark (2003) conclude that the widgngap between the EU and the US in
economic growth per capita is to an important extansed by the fact that the USA succeeds
better than the EU in raising the productivity ef\dce industries. It might be very difficult,
probably, to strengthen the competitiveness andieficy of European service industries
without alleviating the effects of national regolat barriers to the cross-border provision of
services. The now proposed EU directive is regalyeithe European Commission as a major
element in the 'Lisbon strategy'.

The Commission's proposal will be an importantedpr the EU Council of Ministers and the
European Parliament from the second half of 200Maods. One of the questions is whether
this proposed directive really stimulates crossdbotrade and direct investment in services.
The answer to that question is crucial, becausentheduction of this directive is no free lunch.
Member states will incur costs for making compredim adaptations in national regulations
and legislation for complying with this EU direativiFurther concerns come from consumer
organisations fearing for a loss in consumer ptatecand from labour unions fearing unfair
labour market competition from (temporary) foreggrvice workers from less-regulated origin

countries.

This report will deal with the economic impact etent EU proposals on trade and direct
investment in the Internal Market for services. @uork builds upon recent empirical OECD
work on the relations between national regulatigensity and trade patterns. The OECD
researchers establish that regulation may affadetand direct investmehWe refine the
OECD method of analysis and we concentrate on thenEmber states. Instead of only
looking at thdevel of regulation we focus on theeterogeneityn the forms and contents of
national regulations for service markets. We atpae it is fore mostly the heterogeneity in
regulation that hampers trade and not the levet@idlation as such. The heterogeneity in
regulation cause additional transaction and qealifbn costs when service providers do
business in other EU member states. We indeedsfintig empirical evidence that regulation

2 Cf. Kox, Lejour and Montizaan (2004).

% In particular, Nicoletti et al. (2003b). The OECD researchers conclude that the level of regulation hampers trade in services
and foreign direct investment significantly in the OECD countries. They find that a reduction in national regulation levels to
that of the least-regulated country (unrelated to the EU directive) - i.e. the United Kingdom— could increase bilateral trade
in services by about 20%, while the foreign capital stock could increase by 10% to 20%. They do not discriminate the level of
and heterogeneity in regulation as we do. It could be possible that their result with respect to the level of regulation also
picks up some heterogeneity.
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heterogeneity has a negative impact on intra-Etletend foreign direct investment in service

markets.

The main economic implication of the proposed Etédtive is that it will substantially reduce
regulation heterogeneity, in particular by the ‘otyy of origin’ principle, by the ‘single point

of contact’, and by the elimination of discrimingt@lements against foreign service providers.
After accounting for the uncertainties of the immpentation of the EU directive on the
regulation heterogeneity and of the heterogenaiicators on trade and investment, we
estimate that commercial service trade could irserdyy 15 to 30 per cent within the EU, while
foreign direct investment stocks in services mightease by 20 to 35 per cent.

Structure of the present report

Chapter 2 describes the barriers in the intra-EWige market and the economic effects of
differences in national regulation. The chapteo alsetches the contents of new EU proposals
for the Internal Market for services. Chapter 3resan on national regulation heterogeneity in
the EU. For this aim, we develop a new heteroggmadticator that is applied to data from the
extensive OECD Regulation database. In the chay#ezlso assess in what areas the new EU
proposals might reduce regulation heterogeneityéeh the member states. In Chapter 4 we
introduce the new regulation heterogeneity variable gravity model for explaining the
bilateral service trade within the EU. The reguatheterogeneity variables appear to
contribute significantly to the explanation of ldeal service trade patterns. The estimation
results are used to assess the effects of thetideem the size of bilateral service trade.
Chapter 5 focuses on the relation between regulatial foreign direct investment in services.
Also in this chapter the estimation results araluseassess the impact of the proposed directive
on bilateral investment. Chapter 6 presents thelasions and discusses the trade and
investment effects of the directive in a wider \aedf context.
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2

National regulatory barriers in the EU service ma  rket

This chapter outlines the European Commission’svation for this directive. The free movement of

services within the EU is hampered by many regwyabarriers. The Commission has concluded that

national service markets are fragmented and n&grdated. Section 2.1 gives an overview of the

regulatory barriers. Section 2.2 sketches in a galhgense how these barriers affect the economic

development of EU service markets. Section 2.3pteshe contents of the proposed EU directive, and

how it intends to deal with regulatory barrierstime internal market for services. Section 2.4 gihes

main conclusions.

2.1

Barriers in intra-EU service market

Service trade is more affected by regulatory begrilean is the case for goods trade. Due to the
nature and intangibility of services, many of thesguire the presence of the provider in the
member state where the service is delivered. Whexith goods only the goods themselves are
exported, in the case of service provision it telefthe provider himself, his staff, his
equipment and material that cross national bordess result, some or all of the stages of the
business process may take place in the countryantherservice is provided and be subject to
requirements differing from those in the countrydgjin. At present, regulatory barriers hinder
both the temporary movements of service providetheir foreign sales market and the
establishment of foreign service subsidiafidéember States often have little confidence in the
quality of each other’s legal regimes and are tahtcto adapt their own regimes where
necessary to facilitate cross-border activities.

The EC undertook a comprehensive stocktaking ofynaéstacles for the functioning of the
internal EU market for services (EU 2002). All stagf the business process are affected: the
establishment of firms, the use of inputs, promwiactivities, distribution forms of a service,
the sales process itself, and the after-sales maEon. We summarise the main types of

barriers:

Horizontal barriers i.e. barriers that are not specific for servidrs,affect a range of activities,
e.g. firm start-up licenses. The involved admimiste procedures and decision processes may
in itself act as an entry barrier for foreign seevproviders: authorisation requirements, the
length and complexity of the procedures, the ogaifithe administrative decision-making and
the unclear discretionary powers of local authesiti

“ This section draws heavily upon on EC (2002) and a presentation by J. Bergevin of the EC's Directorate-General Internal
Market at a CPB seminar of June 10th 2004 (http://www.cpb.nl/nl/activ/workshop/productivity/pdf/Bergevin_workshop.pdf).
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Additional regulation compliance costs due to nokfsowledging a foreign firm's compliance
with regulation in its home countriEU member states often apply a single regime tmoth
service providers with an establishment on theiittgy and service firms that provide services
from their country of origin. For service expottiat are already subject to regulations by
national authorities in their origin country, tey result in the duplication of regulatory
requirements and its burdens. If foreign serviomdifrom another EU member state send their
personnel to the export market on a temporary flasgipplying a particular service, they are
often fully subject to rules of the social secusgstem of the country where the service is
provided. The associated administrative and tagquores implicitly function as a non-tariff
barrier for foreign service providers. Some EU ddes require that the owners or managers of
firms in particular industries must be residenthiair country or must have their nationality.
This effectively precludes service provision by esting foreign firms.

Duplication of regulation compliance costs

* A patent agent who occasionally provides a service in another country is subject to an obligation to obtain

authorisation from the latter, to meet the professional qualifications required there, and to enrol in a specific register.

* A landscaping architect who is temporarily providing a service in another country is subject to the obligation to be a

member of the national association and to comply with all the professional rules of that country.
Source: EC (2002).

Barriers to establishmentn branches like commercial medical laboratorsesne member
states require the provider to have no more theingle establishment. The authorisation to
operate in a particular service branch sometimpenfts on professional (re-)qualification
according to the rules of the regulating countiy. pharmacies and notary services, several
member states impose quantitative geographicatdifor establishment. In the distributive
branch a newly established firm sometimes has tet eeonomic tests before being allowed to
establish; sometimes incumbent firms have a s#lydpre-establishment evaluation.

An example of barriers to establishment

An operator of retail stores established in one Member State and wanting to establish in a number of other Member

States might wish to use the services of the real estate agents, shop designers, architects, engineers, construction

companies, banks and insurance companies with whom he works in his Member State of origin. In most cases this is

impossible because of barriers affecting those service providers who may not have, say, the authorisations or

qualifications required in the other Member States. As a result, the establishment of the retailer may be delayed or

rendered more costly and difficult, which in turn affects the services he provides to manufacturers and consumers. In

this example the operator not only faces direct barriers for establishment but also restrictions on the use of inputs from

other countries, because the producers of the inputs face difficulties in providing services abroad.
Source: EC (2002).
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» Operational restrictions Several countries require in particular sergeetors that only locally
established firms may provide services. EU memtaes impose restrictions on the allowed
legal form of the service provider, restrictionstba use of inputor limitations on the variety
of services that may be provided by one firm. Tteekat promotion of services is sometimes
difficult due to restrictive and detailed rules famrmmercial communications ranging from
outright bans on advertising for certain professitmstrict control on content in other cases.
Some countries apply fixed or recommended pricesdaain services. The large divergence of
legislation between member states impedes pan-Earopromotional activities for many
services. With regard to input use by service fters, a variety of restrictions affect, for
example, the posting of workers, the use of equigirae material by the service provider or the

use of cross-border business services.

Barriers to the use of inputs from origin country:

* Use of business services from home Member State (professions, security services and others)

* Barriers to posting of workers (many service sectors)

* Use of employment agencies or temporary staff (many sectors)

* Restrictions on use of essential plant and equipment related to the provision of the service (construction)

» Restrictions on the use of foreign servicesuntries sometimes apply regulations that restrict
the freedom of consumers to use services from dbfoasome member states there are
restrictions on the reimbursement of medical oitheservices provided in another EU country.
In some craft services (e.g. electricians), forgigwviders are not entitled to provide
maintenance services.

» Other barriers The sale of services across borders may be r@dder differences in contract
law. In the after-sales phase a service provideratso face particular difficulties resulting
from differences between countries concerning sitmal liability and insurance or financial
guarantees, or problems with repair or maintenancéces if they involve the posting of
workers across borders. Finally, the intra-EU défeces in regulations regarding to the
payment and reimbursement of value added tax dret otdirect taxes (rates, classification
systems and procedures) may function as effectivedns for service providers that operate
across national borders. In some professionalses\and construction, member states require
service providers to have a nationally recognigauility insurance or professional indemnity

insurance.

The lack of clarity on the regulations themselved an the way in which they are effectively
implemented- e.g. where they are applied on a case-by-case byasiational or local
authorities: cause legal and economic uncertainty for forsignvice providers.

5 Non-regulatory barriers like cultural and language differences may worsen the effects of the aforementioned barriers.
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2.2

The economic effects of intra-EU regulation het  erogeneity in services

Service markets have a long history of regulatiRartly, this is due to the externalities that the
production of some services may cause for thirtiggrsuch as environmental effects of
transport, the impact of bank reliability on theeoall financial system, or the safety aspects of
building design. But there is also a more innatesegor government intervention that may
have to do with the very nature of the service podbdThe production and consumption of the
service often cannot be separated in place and tiraking it difficult to standardise a service
product. The quality of the productdspriori uncertain for the consumer — more than in the
case for commodities. For a simple service produch as a haircut, this uncertainty problem is
generally manageable. The information problemtierihdividual service buyer is however
more serious in the case of complex professiondlnaedical services that require the input of
specialist knowledge. The buyer of such servicelpets is confronted with a structural
information asymmetry as to the quality of the g@r\product, sometimes even after the
transaction took place. To counter such strucsgimmetries (and their imminent fraud
possibilities) government authorities use sometistast regulations for certain professional

services.

Each authority uses its own system of quality sadieds for domestic consumers and service
buyers, also within the European Union. That cqdchaps be fine in an autarkic system, but it
is certainly a great nuisance in a situation witleinational trade. Service exporters are
confronted with different regulations and requiretsen each destination country, and the
transaction costs that it creates for export tretitsas. Barriers result in considerable costs for
companies engaging in activities doing businessdret Member States.

Cost effects that result from regulation heterogene ity

The real trade burden doest result from the mere fact that a national sermiceketis
regulated. Suppose that all EU member states Iheveaime type of qualification requirement
for providers producing a particular service prad@ince qualification costs are mainly fixed
costs, it would cost an exporting firm a one-ofbeffto comply with the qualification criteria.
Once having incurred these fixed costs, it coulovathe firm to reap economies of scale by
expanding its market into additional EU memberestal he picture changes when each EU
member state has its own qualification criteriajstiag additional fixed costs after entering that
particular markef.Moreover, due to the fact that these fixed quadifion costs are specific for
that national market, the costs cannot be spreadveu production that is destined for other
EU markets. The consequence is that the regulagterogeneity severely restricts the
realization of economies of scale in complying witgulations within the EU. Figure 2.1

® The underlying model assumes that the exporter sequentially enters other EU markets, after exploiting the local demand
potential of each market.
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pictures these effects for a service provider wittsequently enters a number of EU export
markets’ Implicitly, Figure 2.1 shows the cost and effiaig gains that can be attained by a
system that allows firms to achieve more economiesgale in dealing with regulation

requirements.

Figure 2.1 Cost effect of regulation heterogeneity ~ within the EU internal market (perspective of expor  ting
firm)

average costs of service

market size (home plus exports)

—— with qualification heterogeneity — — — with one-off qualification costs

The presence of national qualification requirememniss rise to country-specific fixed
transaction costs for the service exporter. Sin@dification requirements are fixed and are
mostly independent of firm size, the associatedsocsn be a prohibitive barrier for small and
medium-sized enterprises (SME’s) to enter exporkata. Note that SME’s form the vast

majority of service providers.

If EU countries would share a common structureeofise regulation, then it is no longer a
problem that some member states have a more stgutation than other member states. The
point with common regulation architecture is thampliance costs made for the more lenient
member states are no longer forfeit when entenmexort country with tougher regulation
(higher regulation intensity). The only thing hapjpey is that some additional compliance costs
come on top of it. Figure 2.2 compares the costogsfof a situation of overall regulation
heterogeneity with a "2-speed Europe” situatiorthinfigure, the "2-speed Europe” is
characterised by the existence of two groups of begrstates: a group of countries that shares
a more stern regulation regime (member states 3padd a group of countries (member states
1 and 2) that has the same regulation regime garthvider's home country. The figure shows

" The impact on the establishment of foreign firms (FDI, commercial presence) is more or less similar.
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that the '2-speed’' EU case still results in mueretoaverage costs of services for an individual

service provider than the situation with overagjuation heterogeneity.

Figure 2.2 Comparing overall regulation heterogenei  ty with a "2-speed Europe" situation

average cost of service

home country ' EU country 1 ' EU country 2 EU country 3 ' EU country 4
market size (home country plus exports)
—— with qualification heterogeneity — — - 2-speed EU regulation (ctry 3+4 more tough)

Not only service providers are hampered by therbgéneity in regulatory regimes. The
reverse side of the medal is that the higher lefraverage costs will also push up the price
level of the service, to the detriment of indivilaansumers and firms purchasing the service.
Moreover, it also reduces choice possibilitiesdonsumers because it makes foreign service
providers refraining from entering the market.sults in a lower level of foreign competition,
and it suppresses the influx of foreign servicevjgters with new products and innovative
working methods. The barriers prevent consumers fusing foreign services, thus limiting
their choice possibilities. This causes an upwaesgure on domestic service prices. In the case
of producer services, such restrictions lead thérignput prices and less cost-effectiveness.
Macro-economically, the heterogeneity of natiomgjulations has a negative impact on
welfare: higher consumer prices, and higher castsfermediate service products, a lower
productivity in services, and less product varfetyconsumers. A comprehensive welfare
assessment for the effects of regulatory barrierstitake into account all these effects. We
emphasize that we do not intend to give a welfavérv of the intensity of national regulation
in services, but we concentrate on the effectegdliation heterogeneity on trade and foreign

direct investment in services.
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2.3

The EU directive on services in the internal ma  rket

The European Commission wants to undertake a emtstcomplete the EU Single Market by
extending its domain to the service sector. Thtkésoverriding goal of an ambitious and far-
reaching directive (EC, 2004)This directive wants to eliminate the obstactethe freedom

of establishment, to eliminate the obstacles tdrd®e movement of services, and to establish
mutual trust between the EU countries on their la@guy regimes. The EC proposes several
measures for each of these goals, which will bét eéth below.

The proposed directive can be interpreted as argefnamework that involves all economic
activities regarding service trade, though subjesome exception®. The proposed measures
force the member states to simplify their regulafmocedures, to eliminate regulations that
restrict service trade, to guarantee the free mewtwf services from other member states and
to evaluate the proportionality and justificatidraonumber of requirements and the
compatibility with EU directives.

Most of these measures should lead to less hetezdgend a lower level of regulation. At
least the lack of transparency and complexity gtifgtion will be reduced. However, the
directive consists also of measures to protecintigeests of buyers and users of services such
as the system of providing assistance to consuametshe harmonization of consumer
protection. These measures could lead to new reguiland regulatory bodies. These institutes
could lay some demands on the service providetsté aim to protect the consumers.

The measures for eliminating the obstacles tdrirexdom of establishmeoabnsists of

Administrative simplification measures. The mospaortant one is to establish per country a
‘single point of contact’, such that service praarislcan complete their administrative
procedures at one office, and preferably by eleatrmeans. Another simplification measure
concerns the use of electronic procedures forllfnlfiadministrative requirements.

Certain over-arching principles that must be resggeby national authorization schemes
applicable to services. This is in particular dieetat the conditions and procedures for
granting an authorization.

Prohibition of certain restrictive legal requiren®(see below).

The obligation to assess the compatibility of darteational legal requirements with EU
directives.

8 The directive is still a proposal by the European Commission. It will be discussed by the European Parliament at the end of
2004, and later on by the European Council.

? Services sectors covered by the proposed EU directive are: Distribution, Business Services, Hotel and Restaurant
servicesConstruction, and Courier Services. Commercial services sectors not covered by the directive are: Financial
Services, Transport, Telecommunications, and Energy.
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Restrictive legal requirements will be prohibit@dhis holds for discriminatory requirements
directly or indirectly based on nationality or @msince. Restrictive requirements such as the
prohibitions to establish in more than one memkster to enter the register of professional
bodies or associations in more than one member atatalso banned. Other restrictions that
will be prohibited are the use of economic critéarnestablishment or the involvement of
competing operators in the granting of authorizatar the obligation to provide a financial
guarantee. Other national requirements have &vhkiated on the compatibility with EU
directives. Examples are quantitative or terriarstrictions, obligations of certain legal form
of holdings, requirements to the share holdingrof/gers, the number of establishments in one

country or the number of employees.

The measures for eliminating the obstacles tdrie movement of servicesnsist of

The application of the ‘country of origin’ princgl such that a provider is only subject to the
law of country in which he is established. Othenrioies may not restrict these services, except
for a number of explicitly named exceptiofls.

The right of recipients to use services from otiilember States without being hindered by
restrictive measures or discriminating behavioanfitheir own government.

A system for providing assistance to customerdieats) who use a service that is provided
by an operator in another country.

The allocation of tasks between Member State gfimand of destination in the case of posting

workers for provision of services.

The measuref®r establishing mutual trust between countigessist of

The harmonization of legislation in order to guaegrequivalent protection of the general
interest on essential issues such as consumercpooteT his includes provider’s obligations on
information, professional insurance, settlemerdisputes, and exchange of information on the
quality of the provider.

Stronger mutual assistance between national atig®im order to promote effective
supervision of services on basis of a clear divigibtasks between the Member States.

The promotion of service quality by voluntary ciéctition of activities or cooperation between
chambers of commerce.

Encouraging codes of conduct drawn up by intergséeties at Community level on e.g.

particular commercial communications.

0 Articles 17-19 of the directive define a number of allowed temporary or permanent exceptions to this general principle.
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Conclusions

The free movement of services within the EU is haregd by many regulatory barriers. These
barriers are present at every stage of the buspresess: from establishment, to the use of
foreign inputs, and the promotion, distributiorleseand after-sales of services. Consumers face
higher prices because of extra production costdessivariety because less foreign providers
enter the market.

It is primarily the heterogeneity of national see/regulations, rather than the intensity of
national regulations that hampers bilateral traueiavestment. Even if member states have
different preferences for the level of regulatidrservices industries, they might still adopt a
common architecture in service regulation and nmakee use of mutual recognition of national
service regulation. In this way it may be posstblavoid heterogeneity in regulation that acts
as a trade barrier. It is the heterogeneity thaesathe (fixed) costs of providers of entering a
new market. These costs appear every time they twatiter a new market of an EU member
state. The EC proposal seizes upon these barriers.

The EC proposal consists of measures to reducknainate the obstacles of cross-border trade
of services by introducing the ‘country of origprinciple. It implies that regulation of the
country of origin is relevant, and that the courdfyglestination has no right to impose new
regulation. The commission has also proposed messaireduce the obstacles for the
establishment of an affiliate abroad by introducngjngle point of contact for the service
providers to deal with all rules and proceduresorddver, the EC also introduces mechanisms
to build up trust of the member states in eachrath&onal regulatory regimes. The EU
proposal is only partially aimed at reducing theeleof service market regulation in Member
States, although local producers might benefit @l fwom some proposed measures that focus
on the elimination of unnecessary and EU-incomjatilational regulations.

25



26



3

The impact of the proposed EU directive on intra- EU

differences in service regulation

This chapter presents the methodology and the tiiateare used for a quantitative analysis of inEb-

differences in market regulation. We also indidadev and to what extent the EU proposals are exgecte

to affect the heterogeneity and the intensity afketaregulation for services. Section 3.1 startthvei

description of the OECD data that we use as antifipuour analysis. We use these data for deriang

guantitative indicator for bilateral regulation hetogeneity. Section 3.2 briefly sketches the metbggt

for the regulation heterogeneity indicator. Sect®8 identifies how the EU proposals will quanfitaty

affect the main components of intra-EU regulati@telnogeneity. Section 3.4 concludes.

3.1

Indicators for regulation differences between E U member states

By its very nature, regulation is a multi-facetfgtenomenon that not easily lends itself for a
guantitative analysis, let alone in an internatiyneomparative context. For a quantitative
analysis, it is necessary firstly to unravel themtimensions in which national regulations for
product-markets and foreign direct investment miéfgrd Secondly, we need to identify
relevant comparison items, and thirdly, we nee@asparent procedure for aggregating
regulation differences across countries.

For all these three aspects, we could build on-peghking work by a team of OECD
researchers. They have designed an aggregationdédentified relevant national
comparison items, andeven more important they have set up a public database on national
regulation differences. The latter is mainly feddfficial inputs from governments of OECD
member states. The OECD Regulation databasefar Itlye most detailed and structured
dataset on national differences in product-manigtiation. It covers many aspects of
economic behaviour, seen in particular from thespective of producers. The first version of
the database refers to the benchmark year 1998hanid the dataset that we will be using
presently:

Nicoletti, Scarpetta and Boylaud (2000) preserdlaable framework for analysing the
level of regulation, and for aggregating detailedi¢ators into summary indicators for the
strictness of regulations. They combine data froex@ECD database on product-market
regulation with data on economy-wide and indusprgeific regulations from other
publications. These database entries are mostlydcadd ordered (weighted) in a scale ranging
from O to 6. This allows them to compute detailedi¢ators for specific regulation areas,
measures that increase monotonically with the @egfeegulation. Subsequently, they
aggregate the detailed indicators into so-calledrsary indicators. These summary indicators

1 About simultaneously with the publication of our report, the OECD will launch an updated version of the regulation
database for the reference year 2003. Because the bilateral trade and FDI data used in our analysis refer to the period
1999-2001 the OECD's 1998 regulation dataset is sufficient for our analysis.

27



are obtained by means of factor analysis, in whigth component of the regulatory framework
is weighted according to its contribution to thesall variance in the data. These indicators are
used to assess the regulatory approaches acrassies@as well as the interrelations between
various sets of regulatory provisions. Table 3.dvghthe OECD hierarchy of domains and sub-
domains of product-market regulation.

Table 3.1

Product-market regulation: OECD classification of domains and sub-domains

Main domains Sub—domainsa)

Inward-oriented State control * Size and scope of public enterprise sectors

policies

* Existence and extent of special right over business
enterprises

* Use of price controls, legislative control and other
command and control regulations in the economy.

Barriers to entrepreneurship * Barriers to competition (legal barriers, anti-trust
exemptions)

* Regulatory and administrative opacity (licensing and
permit systems, communication and implementation
of rules and procedures)

* Administrative burdens on start-ups

Outward-oriented Explicit barriers to trade and * Barriers for foreign share ownership

policies

investment * Discriminating procedures in trade and investment
* Trade tariffs

Other barriers * Regulatory trade barriers

@ Annex 2 of this report presents examples of the specific comparison items that fall into the sub-domains.

In a related line of OECD research, Golub (2003) ¢@nstructed a dataset for specific
regulation that affects the establishment of fareigbsidiaries. The FDI regulation indicator
builds upon detailed indicators for: foreign equigtrictions, screening and approval
procedures for foreign equity participation, anthé&r restrictions”. The latter category includes
nationality or residence requirements for the badrdirectors and/or management, restrictions
on the temporary movement of workers and inputs,ather operational restrictions.

Overall, these "Golub" indicators show that FDltrieions are relatively low in business
services, construction, distribution, and hoteld sestaurants for 1998 to 2000. These FDI
restrictions are somewhat higher than those forufeaturing, but considerably lower than

those for network industries like transport, telaoaunication, and electricity.

In Table 3.2 we summarise the OECD results witheesto thdevel of the main regulation
indicators for EU countries. The table shows tmatag EU countries there is a fairly large
variation in the level of product market regulatenmd FDI restrictions. Product-market
regulation is very low in the United Kingdom, amdland. It is relatively high in France, Italy,

2 The overall index is based on restrictions for 9 sectors and eleven sub-sectors. Most of them are service sectors.
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Greece, Czech Republic, and Poland. For FDI réistnis we see a different pattern. These
restrictions are high in Austria, Finland, Portyggain and in the new EU accession countries,
while the FDI restrictions are low again in the tédi Kingdom and Ireland.

Table 3.2 Aggregate OECD indicators for the relativ e intensity of product-market regulation and FDI
restrictions, EU countries, 1998
Country Product-market FDI restrictions Country Product-market  FDI restrictions
regulation regulation

United Kingdom 0.5 0.064  Portugal 1.7 0.157
Ireland 0.8 0.074 Finland 1.7 0.177
Netherlands 1.4 0.083 Belgium 1.9 0.091
Germany 1.4 0.084 France 2.1 0.111
Denmark 14 0.087 Greece 2.2 0.130
Sweden 14 0.140 Italy 2.3 0.097
Austria 14 0.268  Czech Republic 2.9 0.196
Spain 1.6 0.165 Poland 3.3 0.249
Hungary 1.6 0.173

Sources: Product-market regulation indices are from Nicoletti et al. (2000), and FDI restriction indices are from Golub (2003).

3.2

A new indicator for regulation heterogeneity

The OECD indicators for each country's relativeeleof regulation are not sufficient for our
purposes. Two countries like for instance Finland Rortugal in Table 3.2 may both have the
same regulation intensity (in this case 1.7). Haavethis identical number at an aggregate level
may hide very different actual regulations for segvmarkets. And it is these actual regulations
that— at a practical levelcause additional transaction and qualificatiort<és the individual
Portuguese service firm that would like to exporEinland. Since we are looking for a
guantitative indicator for these down-to-earth s@gtexporter-level, we should focus less on
the level of regulation, and more on the heterotgd national regulations. For this purpose
we refine the OECD analysis and develop an indidatobilateral heterogeneity in product-
market regulation.

Our measure of inter-country policy heterogeneiii)ds upon detailed pair-wise comparisons
between individual EU countries for many speciipects of product market regulation, both
regarding the form and the contents of the requiatData for all these comparison items are
derived from the OECD regulation database. Therbgémeity indicator described in more
formal detail in Annex 4 measures per comparison item whether two cosrtidaee identical
regulation or not. When regulation differs we assagvalue of1 to it, and when there is no
difference we assign the value 6f This yields a numerical indicator for the degoégolicy
heterogeneity between each pair of individual coesit The comparison is done for 183
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detailed aspects of product market regulatidfigure 3.1 presents an example of how we have
constructed these indicators.

Figure 3.1 Example of construction of a pair-wise indicator for heterogeneity

Regulation comparison Implementation Regulation Regulation Hetero- Cumulative  Average bilateral
item mode in in geneity hetero- heterogeneity
Country1  Country 2 countfor  geneity count
item count

License or permit a) No requirement No requi- Only firms 1 1 1
required for operating b) Always rement in activity .Y.
in service sector ..X.. ¢) Only firms in

activity ..Y..

d) Only firms

larger than ..Z..
Nationality requirements a) Yes No No 0 1 0.5
for management of b) No
companies operating
in service sector ..Q .. l

Existence of restrictions a) No restric- Some- Always 1 2 @
(other than capital and tions times
technical) for participation b) Always

in public tendering for c) Often
service contracts d) Sometimes

Subsequently, we calculate an average index dibilbregulation heterogeneityTable Al in
Annex 1 presents the numerical results for all-pase policy heterogeneity indicators in the
EU.

Table 3.3 Detailed indicators of regulati  on heterogeneity by sub-domain of product-market re gulation,
based on OECD Regulation database

Components of heterogeneity indicator Number of items in Weight as % of total number of items for
and covered policy domains 3) the database overall PMR heterogeneity indicator
Regulatory and administrative opacity 13 7.1
Explicit barriers to trade and investment 14 7.7
Other outward barriers®” 5 2.7
Administrative burdens on start-ups 45 24.6
Barriers to competition 61 33.3
State control 45 24.6
Overall PMR heterogeneity indicator 183 100

¥ Annex 2 of this report presents examples of regulation elements that are covered by the different policy domains.
® We will not use this indicator in the analysis. We conjecture that this component is not representative for other barriers, because it is
only based on five regulatory items.

3 How the dataset for the 183 comparison items is composed and derived is described in Annex 1.
4 After correcting for missing bilateral observations for specific items.
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3.3

The advantage of using the OECD database is thaawalso decompose policy heterogeneity
according to the policy area classification systiscribed in table 3.1. On this basis we can
decompose the overall heterogeneity indicator fodpct-market regulation. We thus derive
sub-indicators for regulation heterogeneity as regubin table 3.3. We only report the sub-
indicators for which we have sufficient detailedrgmarison items.

The expected impact of the EU proposals on regu  lation heterogeneity

Regulation in product markets stretches out overynissues. Not all these issues are covered
by the EU directive. We use the full range of 18&parison items in our subset of the OECD
Regulation database for estimating the impact@®fb proposals on intra-EU regulation
heterogeneity. At detailed level we assessed theardance between the OECD regulation
item and the aspects covered by the proposed Edtidie. We identify per comparison item
whether it is:

heavily affected by the EU directive, resultingcimsiderably less (or even complete
disappearance of heterogeneity;

moderately affected by the EU directive, resuliim¢ess heterogeneity;

not affected, so that heterogeneity with such alegipn item persists after full implementation
of the EU proposals.

This information has been aggregated into the diveffacts of the EU measures on each of the
heterogeneity indicators for sub-domains of prodnatket regulation. If all items for a sub-
domain would be fully affected by the EU directitlee expected impact would 100%. If no
items are affected, the expected impact is 0%. Bexaf the uncertain impact of the EU
directive on some regulatory comparison itemspdrticular for those items that are partially
affected - we use a bandwidth indicating minimurd eraximum effect. Table 3.4 gives the
results. Table 3.4 shows that the heterogeneitypooentsegulatory and administrative
opacity, andexplicit barriers to trade and investmesate heavily affected by the EU directive.
The heterogeneity componemtdministrative burdens for start upsdbarriers to competition
are moderately affected by the EU directive andcttraponenstate controis hardly affected.
Thestate controlregulation items mainly relate to network sectargl the latter are not
included in the proposed EU directive. The numiiretable 3.4 will be used to assess the

impact of less regulation heterogeneity on tradedirect investment.
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Table 3.4

Expected impacts of proposed EU  measures on intra-EU policy heterogeneity, by sub-d ~ omain

Components of heterogeneity indicator and covered policy domains Reduction of the components of indicator due to

implementation EU directive 3

Regulatory and administrative opacity 66 - 77 %
Explicit barriers to trade and investment 73-78%
Administrative burdens on start-ups 34 -46 %
Barriers to competition 29-37%
State control 3- 6%
Overall PMR heterogeneity indicator reduction 31 - 38 %

@ Based on detailed item-wise consideration of the match between the EU directive and the 183 specific regulation items selected from
the OECD database.

3.4

Conclusions

We use the detailed indicators on intra-EU diffeesnin product-market regulation available
from the OECD Regulation database. The OECD hasldped regulatory indicators on
product market regulation, and FDI restrictionsgédy based on a detailed survey comprising
of hundred of questions on regulation. We alsothisedatabase to construct a bilateral
indicator of heterogeneity in product-market regjala for all EU country pairs..

The OECD classification of specific domains in prodmarket regulation is used for
decomposing our heterogeneity indicator in 5 coneptsat a more desaggregate level. The
heterogeneity componemsgulatory and administrative opacjtgndexplicit barriers to trade
and investmerdre heavily affected by the EU directive. The comgntsadministrative
burdens for start upandbarriers to competitiorare moderately affected by the EU directive
and the componetate controls hardly affected.

The most relevant parts of the proposed EU diredixch as the ‘country of origin’
principle and a ‘single point of contact’ can bpresented very well in these indicators. In our
opinion the first four components are a good regtgion of the kind of regulatory
heterogeneity that the European Commission wargeie upon. If the proposed directive is
fully implemented much heterogeneity in these ratioh domains will disappear. On the basis
of a detailed concordance analysis between thettlieeand the items of the OECD regulation
database we have assessed the impact of the directithe heterogeneity in regulation. We
will use that later on to determine the impactervice trade and direct investment.
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4 Service trade and regulation

This chapter examines the relation between thagite and heterogeneity of regulation on the volahe
service trade within the EU. First, we sketch raagvelopments in intra-EU service trade. Sectigh 4
discusses the gravity model that we use to estithatdeterminants of intra-EU service trade and the
data. The estimation results in section 4.3 sha#/ttie heterogeneity in regulation hampers bilatera
service trade. Using these results section 4.4nedés the quantitative effects of the proposed Ettiive
on service trade, EU-wide and per member stateti®e4.5 concludes.

4.1 Bilateral service trade in the EU internal mark et

In spite of the different kind of barriers servicade has developed substantially the last
decades in the EU. Intra-EU trade in services hawmg by 10.5% annually between 1985 and
20012 It exceeds the growth of intra-EU trade in goodd % point in the same period.
However the share of services in total intra-Eldiérss still only about 20%. That is low
compared to the seventy per cent share of seriidég total economy. A major reason for the
relatively low trade in services is that the natofservices often requires the proximity of
providers and consumers. This hampers trade becéeseproviders or consumers have to
travel for the service. That is not the case favdgpwhich can be transported independently.

Figure 4.1 Sector shares in services exports forth e EU15, 2001
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5 The numbers are derived from our background report: Kox, Lejour, and Montizaan (2004). The latter contains more
statistical information on intra-EU service trade and FDI flows.
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Intra EU service trade has risen more quickly tinaer-EU service trad&. Producer services
form the most important category in service trasiéigure 4.1 show$’ The proposed EU
directive concentrates aonstruction distributionandbusiness servicebut it excludes
finance and insuran¢andtransport Business servicemndconstructiontogether represent
37 per cent of total service EU exports, and abaiftof this is directed to other EU countries
(OECD 2003)®

Other business servicase on average more open to trade fireance and insurancer
personalandgovernment service3able 4.1 shows the openness (expressed asltleofa
exports divided by value added) of these sectarthiofive largest EU countries and the
Netherlands. However the picture is mixed amondgglecountries. The Netherlands, the UK
and to a smaller extent Spain have a strong tredatation inother business serviceshereas
this is less the case for France, Germany and Italy

Table 4.1 Trade openness for various EU countries, 2001.

France Germany Italy Netherlands Spain UK
Transport and communication 20.4 17.7 9.2 70.8 13.1 20.2
Finance and insurance 3.2 7.8 2.2 4.0 6.4 52.6
Other business services 5.8 5.3 7.4 20.8 10.7 15.8
Personal services 3.1 0.4 1.3 4.1 2.4 3.4
Government services 0.5 3.7 0.9 3.2 1.0 5.2

Source: OECD (2003), and own calculations. Openness is defined as value of exports divided by value added times 100.

Table 4.1 also shows that exportdransport and communicaticare relatively high in all EU
countries. Only in the UK opennessfimance and insurancs higher than itransport and
communicationThat reflects the special position of the UK iaaficial centre. Its trade
orientedness is higher than holds forfihancial servicesector in other EU countries.

What do we conclude from this? The numbers shottheein business services growing
above average in the EBusiness servicemre relatively open to trade compared to other
sectors likegpersonal and government servigwdfinance and insurangdut less open than
transport and communicaticemd manufacturing. The value of exportbiusiness servisels
considerable. The barriers that providers expeeéncervice trade do not prevent them to
trade altogether. However, the EU report (2002)ndahat the barriers are substantial. So

% 1n 2001 intra-EU trade form 56% of total EU trade in services up from 41% in 1985. However, half of the increase is due to
a statistical reclassification between 1991 and 1992.

" Producer services is a wider category than business services (computer services, equipment rental, contract R&D,
accountancy, consultancy, marketing, labour intermediation services, security and cleaning). Producer services also
includes banking and insurance, and technology transfer services (royalties and licence fees).

8 The totale value of business services and construction exports amounted to about 235 billion US dollar in 2001. Between
1985 and 2001 trade in business services grew by about 15% each year, which exceeds the average growth in service
trade.
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4.2

reduction of these barriers could stimulate tragla karge amount. An increase in intra-EU
trade in services of 10 per cent would imply a eadhcrease by about 12 billion dolfdr.

Modelling intra-EU trade in services

We analyse the relation between bilateral servaget and regulation using the gravity equation
as developed by Tinbergen (1962) and Linnemanngi¥@&eminiscent to the law in physics
the model suggest that bilateral trade dependsiyeigion the size of the two countries
involved (here measured by GDP) and negativelyherdistance between them. The distance is
a proxy for trade costs. Many applications ofghavity model also incorporate other factors
that represent the specificity of the bilaterahtiein such as a common language, membership
of a free trade agreement, a common border etc.

Originally the gravity model did not have a thearalt underpinning. Helpman and
Krugman (1985) and Deardorff (1998) have shown tiatmodels can be derived from a trade
model with differentiated goods and that it is dstet with Hecksher-Ohlin theory on
international trade, respectively.

The model reads

In(TRD;) = Bo + A1IN(GDR) + B5In(GDP;) + B3In(DIS;; ) + B4Lan;

+ PsPMR + g PMR; + Zk Bz« HETjj + BgDoo + BoDo1 + & 41
in which TRD represents the bilateral exports between reigéomlj. These exports are
explained by the basic variables GDP in the exporting regi@D®P in the importing regiop
and the geographical distand® $) and language distancea) between those regions. The
other explanatory variables represent the level and heterogenesulation PMR represents
the level of product market regulation in the countryrdjin, i, or destinationj. HET
represents the indicator for the heterogeneity in regulagbmden both EU countries. The
suffix k represents the five sub-domains in regulation heterogefiéitg. include year
dummies for the year 20004§0) and 2001 Do,) to represent the time dimension. In some
regressions we also include dummies for the country ofrooigdestination in order to
represents unobserved country characteristics.
Most applications concentrate on total trade between countrigdeli et al. (2003) is one of
the first papers that study bilateral trade in serviteBhey also look at the effects of regulation

on the size of the service trade flows. We deviate in severalfreaggheir analysis.

 Namely 10% times 50% of 235 billion US dollar.

2 Nahuis (2004) gives a short overview of the history of gravity models, their theoretical foundations and applications for
sectoral trade.

2 Bergstrand (1989) showed that the gravity model can be consistent with monopolistic competition.

# The sub-domains are shown in Table 3.3.

2 Other studies that focus on bilateral service trade are Griinfeld and Moxnes (2003), Kimura and Lee (2004), and Lejour
and Paiva Verheijden (2004).
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4.3

First of all we concentrate only on the EU countries wiigytexplore a larger dataset of
OECD countries. Second, we use other explanatory variablesiapthe variables for
regulation heterogeneity. Third, our database includes tradéralatd 999 to 2001. Finally, we
do not analyse total trade in services, but only those sdraide categories that are covered by
the EU directive. Transport and travel together form abopieb@ent of total service trade, but
they are not included in the EU directive.

Data

The bilateral data on services trade are drawn from OECD (ZD8&3e data includes trade in
total services and commercial services (excluding transporg). ddatavailable for the years
1999-2001. Only 9 of the 14 EU countfiémeport bilateral trade data. For the other countries
the statistics of the reporting countries are used. Inathis we only miss bilateral trade data
between the countries Denmark, Greece, Ireland, Spain and Sweden.

For bilateral trade between the other 9 countries we have twdirgpsources: the country
of origin and destination. Both reporting sources camatiegignificantly. Lejour and Paiva-
Verheijden (2004) used regression analysis to identify thatdes whose reported bilateral
trade coincided best with the mirror report by their partnanties. By using the data of the
most reliable reporter of the two reporters we have constroctedataset. Data for 2000 and
2001 are deflated to correct for nominal differences caused ldollE8 inflation.

GDP data are from the World Bank (2003a) and distance dateCfegth (Gaulieret al
2003). The language data are based on linguistic differences bdéangeages, derived from
the place of the language on the language classification trest éBel Ederveen 2004). Data on
the regulatory indicators already described in Chapter &re from the OECD (Nicolettét al.
2000; Golub 2003).

Estimation results

Our basic specification is the gravity model in which wel@xrp(the log of) bilateral trade in
other commercial services (all commercial services except for tnaagpo) by (the log of)
GDP in the country of origin, GDP in the country of destion, (the log of) distance and
language distance.

The results in Table 4.2 and subsequent tables show thizsdl estimated coefficients are
significant. In general the coefficient for the origin caynsg higher than for the destination
country. The former is about 0.85. The coefficient for distan about minus 0.9, which is
close to its theoretical value of minus 1. The languagentistandicator is also significant, at
least at the 5% level. The larger the language distance, theifothiertrade volume.

% Note that data are restricted to the old 15 countries that were EU member in the period 1999-2001, and that data for
Belgium and Luxembourg are combined.
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The three specifications in table 4.2 differ by the inclusioiixed effects for the origin and
destination countr§” The level of product market regulation is relevant for bilateaale in
commercial services. The coefficient for this indicator isatigg and statistically significant
for the country of origin. Much regulation in the home oy hampers the competitiveness of
service providers, and reduces their export possibilities.

We focus on the indicators for heterogeneity in regulatidinofAhem are statistically
significant in the OLS regression without fixed effectetédogeneity ifarriers to
competition in regulatory and administrative opacijtin explicit barriers to trade and
investmentand instate controkll affect bilateral trade in services negatively. Only
heterogeneity imdministrative barriers for starting-up firmappears to have a stimulating
impact on exports. The reason may be that these barrierstmade difficult for service
providers to set up a foreign subsidiary in the other cgptitus increasing the relative
attractiveness of exporting as a way of delivering servictsete markets.

The coefficients of the indicators fexplicit barriers to trade and investmesnidstate
control become insignificant if we include fixed effects for the ithadion countries. Only
heterogeneity ibarriers to entrepreneurshipgndadministrative barriers in start up firmare
significant at the one per cent level. Heterogeneity in regyland administrative opacits
still significant at the 10% level. This suggest thahe of the heterogeneity indicators also
pickup some unobserved heterogeneity of the destination asinthis heterogeneity is
normally captured by fixed effects for those countries.

We have also included year dummies in the specificatiorctoporate the effect of the
various years. The dummy for the year 2001 is statisticghificant, the one for the year 2000
not. Separate regressions for the various years do not shoydifferences in the values of
the estimated parametéfs.

% Fixed effects or in this case country-specific dummies represent all country-specific heterogeneity in the specification. This
also includes heterogeneity that is not captured by the other country-specific variables (like GDP and PMR) in the first (OLS
without fixed effects) specification. The disadvantage is that we can not ascribe this heterogeneity to specific (economic)
variables. For analytical reasons it is therefore not attractive to combine country-specific dummies for the origin and
destination countries in one specification.

% Resullts are available upon request. Moreover we have also estimated a panel regression, but that gives similar effects as
the ones presented in table 4.2.
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Table 4.2 Regression results for bilateral tr

ade in other commercial services, 1999-2001

Dependent variable: bilateral service trade (other commercial services)

Estimation method:

Gravity variables
In GDP Origin

In GDP Destination
In Distance
Language distance
Regulation variables

Heterogeneity, administrative barriers for start
ups

Heterogeneity, barriers to competition

Heterogeneity, regulatory and administrative

opacity

Heterogeneity, state control

Heterogeneity, barriers to trade and investment

Product market regulation Origin

Barriers for entrepreneurship Destination

Year dummy 2000

Year dummy 2001

Constant

Number of observations:

Adjusted R-squared

0 Absolute value of standard error in brackets.

oLS 3) Fixed effects
origin
0.86***
(0.036)

0.72%* 0.75%*
(0.037) (0.035)
- 0.90*** —_ 0.89***
(0.066) (0.067)
- 0.50** — 0.54%*=
(0.15) (0.15)

0.84%** 0.79%*
0.27) (0.26)
-3.19** - 2.48%+
(0.36) (0.39)

- 0.64**= - 0.85%*
(0.20) (0.21)
-0.81** -0.75*
(0.40) (0.39)
- 1.16% - 0.82%
(0.30) (0.33)
—0.45%**
(0.07)

0.01 -0.02
(0.06) (0.05)
0.12 0.04
(0.08) (0.07)
0.23%** 0.14**

(0.08) (0.07)

— 6.04*** origin country
(1.00) dummies significant
481 481
0.85 0.87

Fixed effects
destination

0.87++
(0.034)

- 0.87***
(0.068)
— 0.52***

(0.15)

0.86***
(0.26)

— 2.97***
(0.40)

- 0.39*
(0.21)

-0.29
(0.40)

-0.37
(0.31)

— 0.50***
(0.07)

0.05

(0.08)
0.15%+

(0.08)

destination country
dummies significant

481

0.87

Codes: *** = coefficient significant at 1% confidence level; ** = coefficient significant at 5% confidence level; * = coefficient significant

at 10% confidence level.

Source for regulation data: Nicoletti, Scarpetta and Boylaud (2000) and Golub (2003), OECD (2003).
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In bilateral equations, and certainly with panel data, one slwoulidlol for unobserved factors
that are specific to each country, each partner, each country-parin@ngb@ach period, as
well as for shocks that are common to all countries over fiime.problem in our case is that
estimating dummies for all these factors is not viable tdwan excessive loss of degrees of
freedom?’ For this reason we have applied the “transformed least sq@te3) approach. It
deals in an elegant way with the possibility of unobsfaetors in bilateral country pairs. For
each destination country it focuses on the differences betwigm countries, and for each
origin country it assesses the differences between destimatiories® Annex 3 presents
more details of this estimation method.

The equations for the country of origin and destinatiave been estimated simultaneously
by the seemingly unrelated regression (SUR) method. ErketdRoand Mirza (2002) impose
identical coefficients for distance and language in the equdtionsigin and destination
country. We do the same and also impose identical coeffidmmp®licy heterogeneity for
origin and destination country. In both equations we sBgdentical coefficients for the
bilateral variables: distance, language distance, the indictoregulatory heterogeneity, and
the year dummies.

Table 4.3 shows the TLS results, with and without figéfdcts. The differences in the
results of both methods are minor. The coefficients of warsables are comparable to the one
of the basic specification in table 4.2. Hence, the results afipbarfairly stable over various
specifications. Only the year dummy for 2001 is no longgrificant. By subtracting the mean
from the observations the characteristics of the year 2001pdisap

Our main interests are the coefficients for the indicatoregilatory heterogeneity. Like in
table 4.2 (OLS/fixed effects for the destination countn find that the estimated fixed effects
coefficients for heterogeneity explicit barriers to trade and investmeand for heterogeneity
in state controlare not statistically significant. The coefficients &iministrative barriers to
start upand ofbarriers to competitiorare positive and negative respectively, and significant.
For the explanation of the signs and size of the coefficigatefer to the discussion of the
OLS estimates. In the case of TLS without fixed effects thelatiesvalues are lower than for
OLS, but for TLS with fixed effects they are similar be tcoefficients in the OLS regression
with fixed effects.

" |n the case of the FDI regressions this would require the introduction of 170 dummy variables, and 165 for service trade.
% This is done by transforming the regression equation: for each destination country, the actual value of a bilateral variable
is diminished by its mean value over all origin countries. Conversely, for each origin country the actual value of a bilateral
variable is diminished by its mean value over all destination countries. This method preserves the desirable properties of the
relevant coefficient estimates (cf. Annex 3). The method is also used by Nicoletti et al. (2003).
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Table 4.3 Bilateral trade in commercial serv

ices: Transformed Least Squared method

Dependent variable: bilateral services exports (Other Commercial Services)

Estimation method

Country perspective:
Gravity variables

In GDP Origin

In GDP Destination
In Distance

Language distance

Policy variables

Product market regulation, origin
country

Barriers to entrepreneurship,
destination country

Heterogeneity, administrative barriers
for start ups

Heterogeneity, barriers for competition

Heterogeneity, regulation and
administrative opacity

Heterogeneity, state control

Heterogeneity, barriers to trade and
investment

Year dummy 2000

Year dummy 2001

Constant

Number of observations
Adjusted R-squared

Used for variants?

SUR?

Origin

0.80%*
(0.02)

—_ 1.06***
(0.05)

_ 0.47***
(0.12)

—_ 0.55***
(0.05)

0.51%
(0.23)

—_ 1.59***
(0.35)

-0.09
(0.18)

0.52
(0.33)

0.15
(0.26)

0.01
(0.06)
0.01
(0.06)

0.17%
(0.05)

479
0.79

No

SUR?

Destination

0.67+++
(0.03)

1064+
(0.05)

_ 0.47***
(0.12)

-0.02
(0.04)

0.51%
(0.23)

—_ 1.59***
(0.35)

-0.09
(0.18)

0.52
(0.33)

0.15
(0.26)

0.01
(0.06)
0.01
(0.06)

0.16%+
(0.05)

481
0.72

No

SUR?

fixed effects

Origin

0.85%*
(0.03)

_ 0.97***
(0.06)

_ 0.50***
(0.12)

~ 0.48+%
(0.07)

0 . 83***
(0.24)

—_ 2.66***
(0.38)

-0.21
(0.19)

0.04
(0.36)

-0.22
(0.29)

0.01
(0.07)
0.01
(0.07)

dummies for
destination
significant

479
0.78

No

SUR®

fixed effects

Destination

0.73%*
(0.03)

—_ 0.97***
(0.06)

—_ 0.50***
(0.12)

-0.02
(0.05)

0. 83***
(0.24)

— 2.66***
(0.38)

-0.21
(0.19)

0.04
(0.36)

-0.22
(0.29)

0.01
(0.07)

0.01
(0.07)

dummies for
origin
significant
481
0.70

Yes

El)Seemingly Unrelated Regression (SUR), applying simultaneous estimation of equations for origin and destination countries. All bilateral variables

expressed as deviation from the mean, separately from the origin (exporting) country perspective, and from the destination (host) country perspective.

Absolute value of standard error in brackets.

Codes: *** = significant at 1% level; ** = significant at 5% level; * = significant at 10% level.

Data source for country regulation data: Nicoletti, Scarpetta and Boylaud (2000); Golub (2003); for bilateral trade data: OECD (2003).
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4.4

Impacts of proposed EU directive on trade

The aim of the EU directive is to reduce the heterogeneity iatign for providers who want
to export services or want to set up an affiliate company abfdedheterogeneity in regulation
is a burden for exporting and investing. The empiricallregusection 4.3 show that bilateral
export of commercial services (excluding transport) is selfjduampered by the heterogeneity.
Here we ask the question to what extent the proposed diredlivecnease service trade.

Based on equation (4.1) and the estimated parameters of theghatdty indicators in
table 4.3 we can assess the effects of a change in heterogentrigylevel of bilateral exports.
We use the results of the TLS method with fixed effect$hfercountry of origin as our starting
point, because that method takes as much heterogeneity otifteeninto account. For every
bilateral relation we estimate the expected change in exporssdiffiers for each bilateral
relation, because the heterogeneity in regulation and theelrahgced by the EU directive
varies for each country pdit.

We take account of the uncertainty of the parameter estimates agftettteof the EU
directive on the heterogeneity in regulation. With respedtddatter we use the bandwidth on
the expected impact of the EU directive on the heterogeneity indigatesented in table 3.4.
The uncertainty in parameters is represented by using a sprésdgarameter estimates of a
standard deviation minus and plus the estimated coefficients.

We combine these two kinds of uncertainties in three resulténimum effect, central
effect and a maximum effect. The central effect is calculatedibg the parameter estimates
and the middle of the bandwidth on the expected impact of thetiste on regulatory
heterogeneity. The minimum (maximum) effect is estimated ubmgalues of the parameter
estimates minus (plus) a value standard deviation and tdieénginimum (maximum) value of
the bandwidth in table 3.4. Table 4.4 presents the resulted EU and its decomposition.

The effects vary between 13 and 21 per cent. This is a fainlgwaange. The uncertainty
in the impact of the directive on regulation heterogeneity ibaniés to a larger extent to this
range them the uncertainty in parameters estimates. The appéfeicts of less heterogeneity
in barriers to competitiorandadministrative barriers for start upsnd responsible for the
limited range in effects. The range in outcomes of the indalidomponents is fairly large but
the fact that their impact on bilateral trade is the oppositeaes the spread in outcomes.

% Note that exports are estimated in logs. So the new export level equals the old export level (2001) times the exponent of
the product of the change in heterogeneity and the estimated coefficient.
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Table 4.4 Impact of EU directive on intra-EU commer  cial service trade (% change based on 2001 data)

Effects Minimum Central Maximum
Total effect on intra EU trade 13 16 21
Due to less heterogeneity in barriers to competition 24 33 45
Due to less heterogeneity in administrative barriers to start ups. -11 -17 -24
Plus effect of less heterogeneity in other regulatory indicators® 10

Source: own estimates based on the results in table 3.4 and 4.3.

? This refers to the other policy variables reported in Table 4.3 (last column): heterogeneity in regulatory and administrative opacity;
barriers to trade and invesmtent, and state control, and the level of regulation with respect to barriers to entrepreneurship (for the
destination country).

Notice that less heterogeneityadministrative barriers for start-upsight stimulate foreign
direct investment. Then the negative effect on bilateral traalsudstitution from serving
foreign markets by cross-border trade to serving them byesggh subsidiary.

The impact on trade is larger if we also take account of the effelgtss heterogeneity in
the other indicatorexplicit barriers to trade and investmerggulatory and administrative
opacityand less regulation intensity as@arriers to entrepreneurshiip the destination
country. Although table 4.3 shows that these estimatestataiistically significant, the impact
of the policy variables has an economic significance. The chamtfesse variables increase
the outcomes by 10 per cent. As a result intra-EU tradenmmewcial services (except
transport) might increase by 13 to 31 per cent due to thennemtation of the EU service

directive.

Country-specific effects

For the country-wise effects we concentrate on the central \&fiahooking at the export
effects of the proposed EU measures we find considerableediffes between EU member
states (see table 4.5):

» Denmark could expect a 31% increase in service trade to the thetE);

» Five countries might gain between 20 and 30 per cent ( Greesg&igAermany, Italy and
Ireland);

*  Six countries might gain between 10 and 20 per cent (SwBedégium-Luxemburg, UK,
Finland, Spain and Portugal);

» France and the Netherlands would gain less than 10 per cent.

Table 4.5 presents both the relative and the absolute incresswice trade, taking the
bilateral service trade pattern of 2001 as a reference. The tablalkedyinto account the
changes that occur due to reduced regulation heterogeneity. @Qgentore effects will result

% Based on the estimated coefficients and average heterogeneity-reduction effects.
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from the increased competitiveness of EU service markets. Molecagain will result from
the fact that intra-EU price and cost differences for serviodyats get a more important role.

On the basis of the results presented so far, we concluddltbatintries will see their service
exports and their service imports grow as a result of theumes All countries appear to be
gaining from the process. The EU service markets will become ap@n, so that intra-EU
price and cost differences become more important, givingaigether reallocations. For some
countries the service imports will grow more strongly tthenexports. The two countries with
the lowest relative gains in exports, France and The Netherhaildstill experience a
significant absolute growth in exports.

Table 4.5  Expected absolute and relative incr  eases in service trade due to EU directive
For individual member states, central-effect variant, reference year 2001

Absolute increase in million US$ Relative increase in %

Exports 3 Importsa) Exports Imports
Denmark 504 693 31.2 34.3
Greece 176 365 25.2 20.9
Sweden 387 480 11.1 10.2
United Kingdom 6256 2266 18.3 14.7
Austria 1271 637 29.4 25.2
Belgium-Luxembourg 1510 1189 10.4 7.8
Finland 243 404 16.0 17.4
France 709 1131 5.6 8.0
Germany 4405 5897 20.1 22.5
Ireland 1031 1150 21.0 17.3
Italy 2219 4470 22.5 26.4
Netherlands 1227 1206 7.7 7.2
Portugal 144 220 13.3 12.4
Spain 907 886 19.1 17.5
EU14 20992 20992 16.0 16.0

¥ The absolute increase in service trade may be slightly underestimated for Spain, France, Denmark, Sweden and Greece, because
bilateral trade data between countries are not available for the reference year.

The variation in country-specific results is caused by the lfatt ¢+ before introduction of the
measures - countries have different trading partners faicesnif a country has relatively
much trade with partners that have rather different bamteetempetitionthen the EU
measures will induce the highest gain in exptr@onversely, if before the measures, a
member state traded most with countries that have a mtgesosimilar approach imarriers to
competition then the export gains from the measures will be loWss point is illustrated in
Table 4.6 by comparing the two countries that are expected tahHeheghest (Denmark) and

 For heterogeneity in administrative barriers for startups this mechanism works in the opposite direction.
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the lowest (France) percentage gain in service exports. Compdfeghte, the destination
countries for the Danish service exports differ quite gfisofrom Denmark’s own regulation
approach with respect to barriers to competition. Due tddffference we would also expect
that the Danish service exports would grow more (thafrthece service exports) as a result of
the EU measures. This is also the caused by less heterggeraglministrative barriers to
start-ups. Here the differences between Denmark and its radingrpatterns are much smaller
than compared to France and its main trading partners. Tplethat the negative effect of
less heterogeneity in these barriers on trade is less for Diettmaarfor France.

Table 4.6 Export growth due to the EU measures, and  trade-weighted PMR heterogeneity of trading
partners: the case of Denmark and France, 2001
Denmark France

Export destination % of heterogen- heterogen- Export % of heterogen- heterogen-

exports eity BC 3 eity ABS b) destination  exports eity BC 3) eity ABS b)
Germany 30.8 0.44 0.33  Belgium-Lux. 24.8 0.15 0.62
UK 17.8 0.45 0.11 UK 21.8 0.29 0.67
Finland 12.9 0.49 0.68 Italy 14.0 0.28 0.49
Subtotal C3 61.5 0.46 0.38 Subtotal C3 60.7 0.24 0.59
Netherlands 11.7 0.30 0.67 Netherlands 14.0 0.16 0.52
France 9.8 0.33 0.62 Germany 9.7 0.38 0.66
Italy 8.5 0.52 0.57 Ireland 3.8 0.26 0.71
Belgium-Lux. 6.7 0.38 0.39 Sweden 3.3 0.24 0.71
Austria 1.2 0.46 0.59 Portugal 2.7 0.27 0.50
Total c8 9 99.5 0.42 0.50 Total C8 94.1 0.25 0.61

3 Heterogeneity of partner countries with respect to Barriers to Competition (element of product market regulation).

o) Heterogeneity of partner countries with respect to Administrative Barriers to Set-ups (element of product market regulation).

° Subtotal 3 m

ost important export destination countries for service exports.

d) Subtotal 8 most important export destination countries for service exports.

4.5

Conclusions

Intra-EU trade in services amounts to about 20 per ceotalfibtra-EU trade. "Other
commercial service" includes trade in business services and fihsggiizes, and amounts to
about 50 per cent of total service trade. Since 1985 serviceh@madgown on average by about
10% annually, and trade in business services has growrfasten In spite of these
developments service trade is hampered by many regulatory bafites chapter has shown
that regulation heterogeneity between EU countries hampatsrhiltrade in services.
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We have used a gravity equation that explains the volume &flgathe distance and
differences in languages between countries, GDP in the cafrdrigin and destination, and

by regulatory barriers. Various specifications and estonatiethods have led to similar
conclusions: the heterogeneity of regulation reduces theneodd trade in other commercial
services, in particular heterogeneity in barriers to competitiesss heterogeneity in regulation
—as is the aim of the EU directivecould thus stimulate trade in services according to our
evaluation. We estimate that bilateral trade in the EU migh¢aser by about 13 to 31 per cent.
Countries like Denmark, Austria, Italy and Greece that at th@ent face relatively much
heterogeneity in regulation with their partner countrieghtrexperience even larger changes in
service exports and imports. For other countries, sudieaddtherlands, France and Belgium,

the relative changes are expected to be somewhat smaller.
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5 The effect of national regulation on intra-EU pat  terns of
direct investment in services

This chapter deals with the effects that reduced policy heteragdmtiveen Member States may have on
bilateral direct investment patterns in the service sector. Wehessame method as for cross-border
service trade, but add some explanatory variables that areifspfor direct investment. We find a strong
impact of regulation heterogeneity on bilateral direct investiin the EU. Section 5.1 gives some basic
data on the intra-EU direct investment in services. SectiodiScisses the theoretical motivation for
applying gravity analysis to bilateral direct investment gats. After a brief discussion of the used data
set, section 5.3 presents the gravity analysis itself. Thist&tal results are subsequently used in section
5.4 for calculating the potential effects of the proposedliékctive. Section 5.5 concludes.

5.1 Intra-EU direct investment in services: present patterns

The preceding chapter dealt exclusively with trans-border sesufy through exports: the
service products move across the border. However, several statiieate that a larger share
of international service supply is provided by service fitihag establish themselves in a
foreign market at a global lev&. The lack of data made it impossible to estimate this for the
EU.

As a proxy for the role of foreign service subsidiarieh&EU, figure 5.1 shows the share of
majority-owned foreign subsidiaries in total employmefrthe non-financial commercial
services® Even though minority-owned foreign subsidiaries andtjeentures with foreign
firms are not captured in this way, the foreign-owned eympémt share still ranges between 2
and 17 per cent in the EU. Individual EU member states djtfiée strongly in the share that
affiliates of foreign service multinationals have in the eayiplent of the domestic service
sector. Belgium and Hungary have the highest employment shdriés Germany, Portugal
and Italy have the lowest employment share of foreign semidtinationals?

The activities by foreign service multinationals tend to veagp quite unevenly over domestic
service industries in the EU. This can be illustrated vial ‘iRflow intensities", i.e. the share of

a sector in total service FDI inflows over that sector's sinaiedl domestic service production.

2 gee Karsenty (1999) and World Bank (2003) for estimates of the FDI share in worldwide service supply. Kox and Lejour
(2004) come to similar results for the Netherlands. In terms of the General Agreement on Trade in Services (WTO/ GATS),
international service supply through foreign local presence is labelled as 'Mode III'.

% Data are derived from the OECD FATS database, which presents activity data of majority-owned foreign affiliates in
specific industries of OECD countries. These data have been compared with data on total employment of domestic firms in
the same industry aggregate (using OECD STAN).

3 Further details can be found in a more descriptive companion paper on the EU services market (Kox, Lejour and
Montizaan 2004).
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Figure 5.1 The share of majority-owned foreign affi  liates in total employment of the non-financial mar ket
services, selected EU countries, 1997-98

P = N
)] N o o
1 1 1 1

IN
1

% of totel employment in non-financial market services

This indicator would bé (unity) if a service sector attracts a share of FDI infldves t
corresponds with its share in domestic production. Howéalle 5.1 indicates that service
sectors covered by the EU directive on avetagecount for much less FDI inflows than would
have corresponded with the share these sectors have in domestie geyduction. Unlike the
USA, all EU countries in the table attract remarkably little Flthetrade and distribution
services The predominantly consumer-orientedrism and other servicese
underrepresented in FDI flows. In the UK, the NetherlamdisSpairbusiness services and real
estateattracts a relatively low share of direct investment compar#tetsector's size; the
opposite holds for France and Germa@gmmunicatiorgets relatively strong attention from
foreign investors, which may well be due to deregulatiantibok place in the late 1990s,
combined with the auctions for mobile phone licenses. Exnepé Netherlands, the banking
sector (financial intermediation) attracts more FDI than onddwexpect on the basis of the
sector's relative size. Apart from policy factors this Fiflow pattern could also be
determined by network factors, scale effects and sector-specifattaon costs.

% Germany being the exception.
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Table 5.1 FDI inflow intensity: sector share intot  al service-FDI inflows divided by the sector's shar e in

total domestic service production, selected countri es, 1998-2000 3

) )

Germany France UK Spain ©  Netherlands USA b

Sectors covered by directive

Trade, distribution 0.1 - 0.4e) 0.5 0.3 0.5 1.3
Business services and real estate 19 15 0.4 1.9 O.Zd) 0.4
Tourism and other services 0.0 0.1 0.2 0.1 0.2 1.0
Unweighted average 0.66 0.42 0.35 0.76 0.33 0.90
Sectors not covered by directive

Communication 12 0.8 6.4 4.3 3.0 -1.3
Transport services 0.0 0.2 0.0 0.1 0.1 0.6
Financial intermediation 11 4.5 2.6 0.7 7.9 4.1
Insurance (incl. (auxiliary services) -0.1 0.5 1.0 0.0 1.2 3.0
Unweighted average 0.56 15 2.51 1.27 3.04 1.59

3 service sector shares in total domestic service production are for the year 1999, except for Germany (1998).

b) USA FDI inflow data refer to 1998.

© For Spain, production data for Real Estate and Business services, and for Tourism and Other Services refer to 1998, while data on
Communication, Financial Intermediation, and Insurance refer to 1997.

9 This excludes the FDI inflows in financial holding companies.

®) France had a net FDI outflow (disinvestment) for these years.

Data sources: OECD FDI data (OECD_2Csector_april2004.ivt); production shares calculated from OECD STAN database.

The share of service multinationals in domestic employmelectsfthe direct investment
patterns from the past. When we want to know how theofdigreign service providers is
changing, we must look at recent direct investment flowis itdone in Figure 5%. On
average for the EU-15 countries, we find that only one-ifittie inflow concerns sectors
covered by the proposed EU directi&he remainder of the recent direct investment inflow is
accounted for by service sectangtsidethe domain of the directive, and by non-service sectors.
UNCTAD (2004) concludes that nearly two-thirds of all FDvs are concentrated in services
in 2001.

Some might be tempted to conclude from Figure 5.2 thatrtpoped EU measures are
rather irrelevant, but such a conjecture is not justified, shre@resent structure of the FDI
inflows is partly the result of the strong intra-EU riagion differences for services. Indeed,
recent research found that that regulation and tax regimes argantgteterminants of FDI-
flows in the OECD (Golub 2003; Nicoletti et al. 200Qur findings in the next two sections
also provide strong evidence that national regulation heterdagéméiie EU forms a major
obstacle for the growth of intra-EU direct investmentearvices.

% The sectoral structure of annual FDI flows can be subject to much volatility. Figure 5.3 is based on three-year averages for
the period 1998-2000, in order to reduce the role of idiosyncratic annual flucutuations.

%7 Services sectors covered by the proposed EU directive are: Distribution, Business Services, Hotel and Restaurant
Services, and Construction. Commercial services sectors not covered by the directive are: Financial Services, Transport,
Telecommunications, and Energy.
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Figure 5.2 Average FDI inflows 1998-2000 and covera ge by the EU directive, selected EU member states
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Data source: OECD data on the sector structure of FDI inflows.

5.2 Policy factors and bilateral direct investment patterns in services

In Chapter 4 we used the gravity model for the analysidatebal service trade flows in the

EU. An augmented version of that model will now be usedbitateral FDI patterns. The

gravity model's original proponents did not intend te iigor the analysis of bilateral direct

investment. However, since then several authors have sudlyesséd it for this purpos&.

Several authors applied gravity methods for estimating the ffiedeDI of EU accession by

the Eastern European countriés.

The intuition that direct investment is also subject to ¢ga#ienal factors like market size and

distance has in the 1990s been given a firmer theoretical lyabie Hevelopment of the so-

called knowledge capital model of the multinational enterprides most articulated treatment

of this model is Markusen (200%). The knowledge-capital model provides a coherent

framework for predicting the balance between affiliate salepeodliction in a world where

both horizontal and vertical multinationals co-exist. Theleh@xplicitly takes account of

product differentiation, monopolistic competition and sealenomies.

3 Cf. Brainard (1997); Hejazi & Safarian (2002); Barrios, Gérg & Strobl (2001); Morsink (1998).
% For example Brenton & Di Mauro (1999); Brenton, Di Mauro & Liicke (1999); Gorg & Greenaway (2002).
01t which builds on earlier work co-authored inter alia with Venables, Carr, Ethier, Horstmann and Maskus.
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According to Markusen, an essential condition for the risaudtinational enterprises is that
firms have firm-specific knowledge assets. The latter may diechssets like patents, R&D,
reputations, management skills, and network knowledgetherydypically make intensive use
of skilled labour. A firm's knowledge capital has ofteniatjinput or "public good" character.
It may be difficult and costly to produce, but once trsated, the knowledge assets can be
supplied at relatively low cost to foreign production faietitwithout reducing the value (or
productivity) of those assets in already existing prododaailities. For direct investment
decisions it is important that the firm-specific knowledgeetscan without much additional
costs be applied for production in other countries. Henegribwledge capital forms the basis
of firm-level scale economies. Another determinant of a fidinect investment decision is the
existence of scale economies at plant or establishment lfepiant-level scale economies are
very large, the firm will be inclined to concentrate productioane place and export from
there to other countries. Plant-level scale economies can oakhbested if trade costs are not
too high. These costs can be such that companies choosedstirig in foreign countries to
exploit the economies associated with the firm-level knowledgets.

The model integrates trade and direct investment decisiongniteal framework. It finds
that trade costs are a necessary condition for the occurrencetioftrhal companies. This is
especially true for "horizontal" multinationals that have plossibility of making and selling a
more or less identical product in different locations. Coselgr "vertical multinationals” look
abroad to combine their firm-specific knowledge assets with chéaeégn inputs or
resources. The "vertical" multinationals seek to exploit factimemifferences and make use of
comparative input costs advantages of foreign locations (eautbgurcing, using low-cost
locations as export platform$)Since to our knowledge most direct investment in service is
a "horizontal" (market-seeking) nature, we will further leavdeisues related to "vertical”
(input-seeking) FDI.

The knowledge-capital model explicitly takes into account theviing factors for the
foreign direct investment decision: market size, firm-leealeseconomies derived from
knowledge capital, plant-level scale economies, and trade cosis. @dhese elements are
typical gravity factors, and it is no coincidence that thenskedge capital model has stimulated
econometric work in a gravity type framework (e.g. Braind@@71 Barrioset al. 2001; Caret
al. 2001). All find support for gravity variables driviegoss-border investment. We will now
revert to the same type of analysis for analysing the patétiil impacts caused by the
proposed EU directive.

Table 5.3 lists the relevant variables of the knowledgé&adapodel and the way in which
each variable is expected to influence bilateral FDI patterns (expgted

“! Also Helpman, in a stream of publications since his (1984) article, extensively dealt with the trade implications of vertical
multinationals and global outsourcing. Markusen's knowledge-capital model has several interesting things to say about the
conditions in which "vertical" multinationals arise (Markusen 2002: Chapters 5,8 and 9).
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Table 5.2 Testable hypotheses of the augmented grav ity model used for direct investment

Factors that affect bilateral direct investment

Traditional gravity factors
Market size and scale economies in home country

Market size and scale economies in destination country
Trade costs: transport costs, culture, language

Added factors for knowledge-capital model
Size similarity of markets (service FDI is assumed to be
mainly horizontal)

Firm-level knowledge capital, technology advantage

Policy variables

Policy heterogeneity (lowers scope for establishment-
level scale economies, increases trade costs)

Home country regulation (increases fixed costs in home
country)

FDI restrictions in destination country reduces incentive
for multinational operation

Operational variable

Ln (GDP) country of origin
Ln (GDP) country of destination

Ln (distance)
[GDP original - GDP destination]2

* Ln(value added per employee), origin
country service sector

* R&D intensity origin country

a)

PMR heterogeneity indicator

* PMR indicator, origin country

* FDI restrictions indicator, destination country

Expected sign

E) . o ) . . L
) aggregate indicator for heterogeneity in product-market regulation. At the level of sub-indicators: some of them might have a positive sign if

policy heterogeneity in a particular area affects the choice between exporting and direct investment, increasing the relative attractiveness of

direct investment .

A few remarks are required about the impact of national senacketrregulation and FDI

restrictions on the decision parameters of the knowledge-capitdgl. As a representative

example for market regulation we take the issue of natioradifigation costs. The latter are

incurred in each country. They operate as sunk costs, i.e. avicg lbeen incurred such

expenses cannot be undone. They add to the trade costs wfgeatparticular country's service

market and thus can be an entry barrier. If potential entranikl have to incur similar costs,

which would not be recoverable if the entry failed, they lagcared off.

A second effect is that they add to the fixed costs of pradwggrvices in a particular EU

country.* Expressed in terms of the knowledge-capital model, the €jatification costs add

to potential plant-level scale economies. For exploiting scale £conomies it is necessary that

Member States acknowledge the qualification process in otheokhtries, so that

qualification costs incurred in one country are not (complefelfeit when the service

provider exports or invests in another EU country. kigee that the strong regulation

heterogeneity among EU countries disturbs the possibfliexploiting establishment-level

scale economies associated with the qualification procedure. dwidifixed qualification

“2 A third regulation effect is worth mentioning: FDI restrictions tend to limit a firm's possibilities for unbundling headquarter

operations and production activities. This aspects typically affects "vertical" direct investment, which we do not consider

here.
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costs are incurred in other EU markets where the firm progeiesces, and the result is the
saw-tooth pattern of average costs as pictured before ineR2gl.

A last effect of regulation on FDI may result from thetfthat some regulations influence a
firm's choice between different international growth strategied,more in particular the choice
between exporting versus setting up a local subsidiaryc@se of "tariff jumping™ a foreign
firm decides to locate its production within the destinationntry in order to avoid an explicit
trade barrier is well-documented in the literatute.

Data

The foreign direct investment data that we use are inward BEKsstThey contain the total
stock of foreign direct investment in a particular reportiagntry, with the stock detailed per
country of origin, i.e. per country from where the muliima&l company invested in the
reporting country. Bilateral FDI stocks are used rather thana FDI flows, for three reasons.
The first reason is a very practical one: to our knowledge flsero authorised international
dataset available for bilateral FDI flows. The second reasoatistihck data are closer to the
level of actual production by foreign affiliates than annleai/fdata. Thirdly, bilateral FDI
flows are very volatile from one year to another; a few largstctions like mergers may
cause large swings in the annual data, sometimes causing/adipats. We used OECD data
on bilateral FDI stocks on which we applied a consistency cHedlkdata are for the year
1999.

A handicap for our research was that no authorised internatiateaket is available for
bilateral FDI stocks in the services sector. Sectoral data o$tebk and flow data are available
on a country basis, but not on a bilateral basis with ci@sntf origin and destination
specified. We therefore use bilateral total FDI stock data, covallisgctors. In order to
prevent that this creates a bias later in estimating the imp#u &U directive on investment,
we apply a weighting procedure to exclude effects on sectors ¢havbaffected by the
proposed EU directive.

3 E.g. Blonigen et al. (2004); Belderbos (1997); Ellingssen and Warneryd (1999). Note that in chapter 4 we found for
bilateral service trade that administrative barriers for startups appeared to have a positive effect on bilateral service exports.
Possibly, because it makes setting up a local subsidiary more expensive, thus improving the relative attractiveness of
exports over FDI.

4 For each bilateral FDI stock we have in principle two observations, one from the the country that receives the FDI stock
and one from the country from which the FDI stock originates. The OECD publishes these bilateral FDI stock data but it has
refrained from presenting a consistent and homogenised matrix on the basis of these two data sources. It means that the
raw data contain a number of inconsistencies and missing observations. We produce a consistent matrix-shape dataset on
the basis of three steps. We start with inward-oriented stock data for each reporting country, because inward FDI stocks
tend to be better registered than outward stocks. If a reporting country published no data about inward FDI stock coming
from another Member State, we filled up the missing observation by reported outward-oriented stock data from the latter
Member State. For those cases in which the reported bilateral stock between home and desination country show substantial
discrepancies we apply the following procedure. We have regressed with country dummies on all the outward and inward
data to identify countries that typically over-reported or under-reported compared with the mirror data reported by their
partner countries. For countries that are thus identified, we always take the data as reported by the partner country.
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The average labour productivity of service industries in thuntry of origin has been
calculated from the OECD STAN database. R&D expenditure data®®@D's ANBERD
dataset are used to calculate R&D expenditure per unit of GBIPaafuntries. The origin of all
other data is the same as already reported in chapter 4 fooHisebarder service trade.

Empirical results: explaining FDI stocks

For testing the hypotheses of table 5.2 we apply the foilpweduced-form regression
equation:

In(FDIj) = Bo + f1In(GDR) + B In(GDP)) + B3In(DIS;) + BaLlan; + f5PMR
+BgIn(H;) + B; RDI; + Bg RDI; + Sy ZkHETijk + B0 REGjy (5.1)
+B11 REGjp + 812 REG + ¢

in whichFDI; represents the FDI stock from counitiy the reporting county This FDI stock
is explained by the GDP in the origin country and thein&sbn country, by the physical
distance DIS;) between the two countries, and the language distaaoe; is the labour
productivity in the service sector of the country of origtl|, represents R&D intensity (total
R&D expenditure per unit of GDP) in the origin countrggrlation heterogeneity between
origin and destination country for domaif product market regulation is expressedH&yTi.
The variableREG represents the level of product-market regulation in therocigintry, while
REG; andREG, represent two aspects of regulation intensity in therdggin country,
respectively fobarriers to entrepreneurshjmnd forFDI restrictions In some specifications

we further add country dummies for origin and/or destmatiountry.

We test the hypotheses for a slightly larger country gtbap we did for bilateral service trade.
We prefer to seek for cross-section structural patternsdiydimg data for three EU accession
countries (Poland, Hungary and the Czech Republic) and the &$3Ae EU's largest outside
direct investment partner. Analysis with a country dumamtlie USA shows that this country's
direct investment pattern does not deviate in a significaptfiean that of the other EU
Member States. We have also tested for structural deviatitie &U's accession countries in
our country set, but this dummy is not significantpaApently, the differences between the
countries are fairly well covered by the gravity, produgtieind policy variable$

* The regression results with country dummies are available upon request.
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Table 5.3 Bilateral foreign direct investm

Dependent variable:

Estimation Method 3)

Variables augmented gravity model
Ln GDP Origin

Ln GDP Destination

Ln Summed GDPs, origin and destination

Ln Squared GDP difference, origin and destination
Language

Ln Distance

Ln (service sector productivity origin country)

Ln (service sector productivity destination country)
R&D intensity (in % of GDP), origin country

Regulation variables
Heterogeneity, administrative barriers for start-ups

Heterogeneity, barriers to competition
Heterogeneity, regulatory and administrative opacity
Heterogeneity, state control

Heterogeneity, explicit barriers to trade and investment

Level product-market regulation, origin country

Regulation intensity Barriers to Entrepreneurship,
destination country

FDI regulation indicator, Destination country

Constant

Number of observations
Adjusted R-squared

E) )
)Absolute value of standard error in brackets.

Ln (bilateral inward direct investment stock)

OoLS, 1

0.94***
(0.10)

1.01%*
(0.09)

- 057
(0.49)
—_ 1.08***
(0.14)
1.84%*

(0.27)

1.18
(0.81)

- 5.23%
(1.10)
—1.28%
(0.65)
_ 2.78***
(0.98)
1.63*
(0.81)

—_ 0.78***
(0.19)

- 0.55**
(0.19)

-2.68
(2.02)

— 12.24%%
(1.91)

196

0.77

ent (inward), 1998: method OLS

OLS, fixed OLS, fixed effects

effects origin

0.88%+
(0.10)

-0.55
(0.60)
- 0.74%%*
(0.19)

—_ 0.41***
(0.28)

0.62
(0.85)

— 3490+
(1.45)

-0.58
(0.78)

_ 2.56**
(1.15)
2.63%
(1.12)

—_ 0.47***
(0.18)

—_ 6.66***
(2.13)

country dummies
origin
184

0.78

destination

0.96***
(0.09)

-0.45
(0.51)
—_ 1.17***
(0.16)
1.82%*

0.27)

0.97
(0.84)

- 4.17%
(1.26)

-0.70
(0.69)

_2.68***
(1.07)
1.58*
(0.90)

—_ 0.81***
(0.20)

country dummies
destination

196

0.78

OLS, 2

1.62%%*
(0.23)
-0.09
(0.07)
- 1.25**
(0.53)
—_ 1.00***
(0.17)
2.11%
(0.26)

-0.99
(1.09)

1.25
(0.88)
— 5.40%*
(1.20)
_ 1 7ge
(0.69)
_ 2.61**
(1.09)
0.90
(0.89)

- 0.63*
(0.23)

-0.20
(0.20)

- 3.95*
(2.18)

—_ 8.38***
(2.03)

196

0.72

The following symbols are used for statistical significance levels: *** significant at 1% level; ** significant at 5% level; * significant at 10% level.
Data source for OECD regulation data: OECD (2003); Nicoletti, Scarpetta and Boylaud (2000); and Golub (2003) for FDI restriction indicators.




Table 5.3 presents the most important results that were ebttirough ordinary least squares
(OLS) regressions. The regression equations for thetiet columns have a specification
based on equation (5.1), the only difference being the additifixed effects (apart for origin
and destination country). The last column tests for the edfetiarket size similarity between

origin and destination country.

Discussion of main OLS results

All estimated coefficients for the typical gravity variables sigmificant and have the expected
sign. In general, the coefficients for the market size proXyRYzare similar for the destination
country and the origin country. The coefficient for dis@is about minus 1, which is close to
its theoretical value. It is however much lower for OLSwiixed effects of the country of
origin. We have also tested for the language distance betweeotwtries just as in the trade
regressions, using the sophisticated bilateral linguistiantie data (see section 4.2). In the
OLS regressions for FDI this variable was not significkrmay be explained by the fact that

service multinationals typically use local personnel in théilizés.

As variables for the knowledge-assets model we includedembmblogy variables: the
labour productivity in the service sector of the origin coyrdand R&D intensity in the origin
country. Moreover, the last column of table 5.3 reporeparste test for the effect of market
size similarity on FDI. According to the Markusen modek thould have a positive effect on
FDI when horizontal (market-seeking) FDI dominates. Thenasidn result did not confirm
this prediction, as the estimated coefficient appeared notdmbigtically significanf® In the
regression equations without policy variables (not reparthd)estimated coefficients for all
technology variables are significant and have the predicted®ignproductivity of services in
the origin country- used as a proxy for knowledge-related assets that proviciéefire! scale
economies for foreign affiliatesis significant in all specifications has the predicted.sIdms
result therefore is consistent with the prediction of trenktadge-capital model. That does not
hold for the R&D intensities: as soon as policy variabhlesadded it dropped out as non-
significant. We have therefore deleted the R&D intensities fihe main regression equations
reported in table 5.3.

Most policy variables help to explain the level of bilatéBl stocks. In the standard OLS
regressions all indicators for regulatory heterogensicept the one fadministrative
barriers for start ups are statistically significant. Heterogeneitybiarriers to competitionin
regulatory and administrative opacjtgnd instate controhave a negative impact on bilateral
FDI. Heterogeneity iexplicit barriers to trade and investmemds a positive effect on the FDI
stock. In this indicator, the trade barriers dominate. Meterbgeneity in this indicator could

“6 Note that total FDI stocks also include manufacturing where vertical FDI motives (input-seeking) may be important. This
could obscure the role of market-size similarity with regard to service FDI.
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lead to higher barriers for cross-border tréfdée makes FDI relatively more attractive
compared to exporting (tariff-jumping effect). The hypothésitable 5.2 that a high level of
product market regulation in the origin country reduces outivesestment, because more
regulation hampers competitiveness, is confirmed by the @&8ts. The same holds for the
hypothesis that the level of regulatidrariers to entrepreneurshjg-DI restrictions)in the
destination country also has a negative impact on direct ingattithe estimated coefficients
for the regulation level variables had the predicted sign andstagistically significant.

Table 5.3 also reports the results for OLS with fixee@#. The results are more or less the
same except for the heterogeneityagulatory and administrative opacityhe main
difference is that magnitude of the estimated coefficients émt policy variables decreases

somewhat, apparently because the policy variables did pic&me sther country differences.

We have also used the transformed least squares (TLS) m#tadise we want to test for
possible unobserved variables in the bilateral relations beti2epartner countrie€ The

TLS results are reported in table 5.4, with and withowdigffects for origin country or
destination country. In general the statistical significancesardof the estimated coefficient
does not change much compared to OLS with fixed effects. Thaomnever some variation in
the absolute values of the coefficients in particular for the wéthout fixed effects.

We concentrate however on the case with fixed effects, becausstitmatemn includes as
much unobserved heterogeneity of the countries of origirdastination as is possible. The
coefficients for the heterogeneitylarriers to competitionandstate controbre negative and
statistically significant at the 1% level, and for heter@igrin explicit barriers to trade and
investmenthe coefficient is positive and statistically significanli.tAese coefficients have a
similar value as for fixed effects with OLS. The resultstifie regulation intensity differ
somewhat. The leveif barriers to entrepreneurship the destination country is not significant
any longer, but the coefficient for th@®I restrictionsin the destination country is about 50%
larger.

4" See the earlier results in table 4.2. The coefficient for heterogenieity in explicit barriers to trade and investment is
statistically insignificant in the TLS regressions (table 4.3).
8 Described in section 4.3 and Annex 3.
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Table 5.4 Bilateral foreign direct investment (inwa

rd): transformed least squares 1998

Dependent variable:  Ln (bilateral inward direct investment stock), all industries

Estimation method

Country perspective

Variables augmented gravity model
Ln GDP Origin

Ln GDP Destination

Ln Distance

Language distance

Ln (service sector productivity origin country)

Policy variables
Heterogeneity, administrative barriers for start-ups

Heterogeneity, barriers to competition

Heterogeneity, regulatory and administrative opacity

Heterogeneity, state control

Heterogeneity, explicit barriers to trade and
investment

Product market regulation, origin country

Barriers to entrepreneurship, destination country

FDI regulation indicator, destination country

Constant

Number of observations
Adjusted R-squared
Used for variants?

SUR?

Country b)

0.71%*
(0.08)

_0. 70***
(0.11)
_0. 31***
(0.14)
0.05**
(0.01)

0.43
(0.55)

- 2.37%%
(0.84)

-0.80
(0.49)

— 2.36***
(0.80)

1 . 82***
(0.64)

p— 0.72***
(0.16)

0.09
(0.10)

260
0.65
No

SUR?

Partner b)

0.68**
(0.06)
_0. 70***
(0.11)
_0. 31***
(0.14)

0.43
(0.55)

- 2.37%%
(0.84)

-0.80
(0.49)

— 2.36***
(0.80)

1 . 82***
(0.64)

-0.09
(0.13)

- 9.62%*
(1.38)
0.10
(0.08)

260
0.50
No

SUR? fixed

effects

Country b)

0.98%*
(0.08)

1 184
(0.12)
-0.07
(0.13)
0.04%+
(0.01)

0.85
(0.52)

- 3.46%%
(0.86)

-0.61
(0.48)

— 2.50%%
(0.77)

1 . 57***
(0.63)

—_ 0.92***
(0.16)

dummies for
destination coun-
tries significant

246
0.69
No

SUR?

effects

b)

fixed

Partner

0.68**
(0.08)
1 18%+
(0.12)
-0.07
(0.13)

0.85
(0.52)

- 3.46%%
(0.86)

-0.61
(0.48)

- 2,50+
(0.77)

1.57***
(0.63)

-0.13

(0.14)
—9.33%*

(1.44)
dummies for
origin countries
significant

246
0.52
Yes

E) . . ) . N ) . o ) . )
)Seemlngly Unrelated Regression (SUR), applying simultaneous estimation of equations for origin and destination countries. All bilateral variables

expressed as deviation from the mean. This is done separately from the origin (exporting) country perspective, and from the destination (host)

country perspective. Erkel-Rousse and Mirza (2002) impose identical coefficients for distance and language in the equations for origin and

destination country. We do the same and also impose identical coefficients for policy heterogeneity for origin and destination country.

Absolute value of standard error in brackets. Codes: *** = significant at 1% level;

** = significant at 5% level; * = significant at 10% level.

b . . . .
) See Annex 3 for the calculation procedure. Data source for country regulation data: Nicoletti, Scarpetta and Boylaud (2000); Golub (2003) for

FDI restriction data; for bilateral FDI stock data: OECD (2003).
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Impact of the proposed EU directive on FDI

The empirical results in the preceding section show thaizbeogbilateral FDI stocks is
seriously affected by the heterogeneity and intensity inaégn. Using these quantitative
results we now investigate the effects on the bilateral Figkstwhen the proposed EU
directive would become effective.

As a starting point we take the results of the TLS mettitiufixed effects for the country
of origin, because it accounts as best as possible for unetsersiables. To account for the
effects of the EU directive on bilateral regulation heteroggmestagain use the impact of the
EU directive on the regulation heterogeneity described in TabBleThe investment effects also
include the effect of a lowdevel of national FDI restrictions in the destination countffes.

For every country pair we estimate the expected change in Féikdtwat results from the
implementation of the EU directive. The change percentageddftieeach bilateral relation,
because the heterogeneity in regulation and the change indutieslBy directive vary for
each country pait° Because the estimated coefficients applyptal FDI stocks, we correct the
total result for the share in FDI stock of those servicasdte covered by the proposed EU
directive. As reported in section 5.1, in the period 1998328he-third of average FDI inflows
in the EU went to sectors that are covered by the proposetiré&ttive. We therefore use a
0.33 correction factor. This correction is on the consemdide, since the aforementioned
one-third share of 1998-2000 FDI inflows is partly émglogenous result of the present-day
policy heterogeneity and sectoral FDI restrictions in the MerSibates.

The resulting changes in FDI stocks are presented as a bantefdéen a maximum and
a minimum effect. The bandwidth results from two sourdemoertainty: a statistical
uncertainty with regard to the coefficient estimafeand an uncertainty as to the
implementation of the directive (shown in table 3.4). e kinds of uncertainties are
combined to three variants: minimum-effect variant, centeibnt, and a maximum-effect
variant. The central variant is calculated by using the parameteatst and the middle of the

bandwidth on the expected impact of the directive on regula&ieydgeneity.

Table 5.5 presents the total results for the EU17, togetitteavdecomposition showing the
magnitude of the underlying factors for the EU as a whole.tdtal effect ranges between 18
and 34 per cent. The largest effects are caused by the fact that theasures will reduce the
heterogeneity itbarriers to competitiorand the level oFDI restrictions The

9 For the level effect we assume a 30% reduction for investors from other EU member states. This is a conservative
estimate, because the directive does not aim at abandoning national regulation or lowering national regulation levels.
However, some elements of the directive (single point of contact, electronic handling of administrative requirement for firm
startups, a ban on discriminative requirements for foreign firms) will effectively lower the level of regulation as experienced
by investors from other EU member states.

% See footnote 29.

! We take an uncertainty interval between plus and minus one standard deviation for the estimated coefficient.
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Table 5.5 Impact of EU directive on intra-EU FDI st  ocks (% change based on 1999 data)

Effects Minimum

variant
Total effect on bilateral FDI stocks in the EU17 18
Due to less heterogeneity in barriers to competition 9
Due to less heterogeneity in explicit barriers for trade and investment -4
Due to less heterogeneity in state control 1
Due to less FDI restrictions 13

Plus: possible effect of other regulatory indicators 3

Central
variant

25

14
-7
2
15

2

Maximum
variant

34
21
-9
3
18

a)_ . A . . - . ! !
) This refers to the other policy variables reported in Table 5.4 (last column): heterogeneity in administrative barriers to startups,

heterogeneity in regulatory and administrative opacity; and the level of regulation with respect to barriers to entrepreneurship (for the

destination country).
Source: own calculations based on the results in the tables 3.4 and 5.4 (last column).

total effect is slightly lowered because less heterogeneityresiect t@xplicit barriers to

trade and investmeméduces the relative attractiveness of direct investment overtexihms

leading to substitution of FDI by exports. To the extaat the EU measures lead to less

heterogeneity istate controkhis also results in a small positive effect for bilateral §i0cks.

Table 5.5 also reports the possible effects that the EU measaydsave through the other

policy variables. Though the estimated coefficients for thesar édbtors are not statistically

significant, there may still be some impact. The combined effatiese other factors (using

the estimated coefficients) would be an extra increase of bil&®taltocks by 2 per cent.

Taking this into account, the total increase in bilateral F@dks due to the EU service

directive would then range between 18 and 36 per cent.

Decomposition of the effects by country

After presenting the simulation effects of the proposed dmeoh total intra-EU direct

investment stocks we pay some attention to the expected dffectdividual EU member

states. We concentrate on the central variant. Table 5.6 presergtative and absolute

increases in FDI stocks.

The table shows that the relative growth in outward FDI stwekies from 47 per cent for

Hungary to 19.5 per cent for France. For inward FDI stdbksyariation in relative growth

between countries is even wider: from 71 per cent in Aaugdril9 per cent in The Netherlands.

Like in the case of service trade, the dispersion in growth bateseen individual countries is

determined by the initial characteristics of each country's EBtirthtion countries and FDI

origin countries. Countries, from which most FDI ialty went to countries with strong

bilateral heterogeneity in product-market regulations andgbr levels of FDI restrictions, will

experience the strongest effect from the EU measures. Convensetyer states whose

investment partners had similar product-market regulsiton low levels of FDI restrictions
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Table 5.6  Simulated absolute and relative inc  rease in FDI stocks due to the proposed EU measures by
member state, central variant , reference year 1999

Relative increase in % Absolute increase in billion. US$ 3
Reporting country Outward Inward Outward Inward  Net change in FDI positionb)

FDI stocks FDI stocks FDI stocks FDI stocks % of initial inward FDI stocks
Hungary 47.0 41.2 0.1 45 -7.6
Austria 37.0 71.3 4.4 4.3 29.4
Czech Republic 32.9 39.8 0.1 12.9 0.5
Germany 32.2 24.3 69.6 37.6 -114
Poland 31.7 53.4 0.2 12.7 46.9
Italy 28.8 29.4 28.9 31.8 5.7
Portugal 27.8 30.3 1.0 6.7 -3.7
Spain 27.6 41.4 3.3 23.9 -6.7
Finland 27.4 41.0 7.3 41.7 -16.2
Denmark 26.2 22.4 6.0 16.0 17.0
United Kingdom 24.2 20.6 58.5 16.3 -22.6
Ireland 23.1 22.6 4.0 51.0 -2.0
Greece 21.7 30.6 0.2 5.9 25.3
Belgium-Luxembourg 21.6 19.6 22.6 19.6 34.4
Netherlands 21.4 191 56.5 6.3 39.4
Sweden 21.1 27.7 12 .7 111 52.6
France 195 23.0 30.9 3.6 39.8
EU17 24.7 24.7 306.1 306.1 0

E) . . - . A .
) In the simulations we only account for the effects of the EU measures on the level of FDI restrictions in destination countries, and for
the decreased heterogeneity in product-market regulation within the EU.
Change in inward FDI stocks less change in outward FDI stocks. A negative sign means that a country has a net increase in outward
FDI stocks.

will experience relatively few effects of the proposed direcliahle 5.7 illustrates this for the
structure of inward-oriented FDI stocks in Poland and théédketnds. For illustrative purposes
the five heterogeneity indicators are combined in one PMR indif@t heterogeneity. The
origin countries of FDI stocks in Poland were more hetmegus with respect to product
market regulation than for the Netherlands

The variation in inward FDI stocks is not only explaingdhe heterogeneity in regulation,
but also by the FDI restrictions in the country of desiimatThese restrictions are much higher
in Poland than in the Netherlands, so the change in restisatiue to the EU directive is also
much higher for Poland.
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Table 5.7

Growth of inward FDI stocks due to the EU measures, and initial characteristics of investmen t
partner countries: the case of Poland and the Nethe  rlands, 1999

Poland Netherlands
Origin % of PMR  level FDI Origin % of PMR level FDI
country inward FDI hetero- restrictions country inward FDI hetero-  restrictions

stocks geneity destinat. © stocks geneity  destinat. ©
Netherlands 321 0.46 0.213 United Kingdom 41.9 0.40 0.083
Germany 25.9 0.57 0.213 Germany 15.6 0.37 0.083
France 14.9 0.46 0.213 France 10.9 0.34 0.083
Subtotal C3 ¥ 72.9 0.49 0.213 Subtotal C3 68.4 0.37 0.083
Italy 53 0.40 0.213 Italy 10.1 0.41 0.083
United Kingdom 4.5 0.70 0.213 Belgium-Lux. 9.0 0.34 0.083
Austria 4.0 0.36 0.213 Sweden 5.3 0.32 0.083
Denmark 3.3 0.63 0.213 Ireland 3.4 0.44 0.083
Sweden 3.2 0.54 0.213 Finland 2.2 0.32 0.083
Total 8 93.2 051 0.213 Total C8 98.4 0.37 0.083

E) . . .
) Subtotal 3 most important FDI origin countries.

) Subtotal 8 most important FDI origin countries.

) Since this table is about changes in inward FDI stocks, the same reduction in FDI restrictions in a destination country accrues to all FDI

origin countries.

5.5

The country decomposition in Table 5.6 shows that all neerstates will experience a growth
in outward and a growth in inward FDI stocks due to thent8asures. This table also presents
the expected net change in FDI positions due to the EU measxpesssed as percentage of
the country's inward FDI stocks in 1999. Seven countrialy(iGermany, the UK, Denmark,
France, Finland and the Netherlands) are expected to have a netarinreatward FDI

position; in all other members states there is expected todieircrease in the inward FDI
stocks.

Conclusions

Direct investment between EU countries appears to be strafigbted by inter-country
heterogeneity of product-market regulation. For explainifagdyal direct investment stocks we
adapt the gravity model with several elements of the knowledgital model developed by
Markusen. The model is becoming the standard explanatiofiréat thvestment decisions by
multinational enterprises. This model allows for an irdég treatment of trade and direct
investment decisions in international service markets. Wedlapeadded variables for bilateral
heterogeneity in product-market regulation, and for the léu&gulation in origin and
destination countries.

The empirical results are consistent with most of the hygethdrawn from the augmented
gravity model. Both the "traditional" gravity variables (netrkize, distance) and the variable
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for the Markusen model (productivity level) perform walklll investigated regression
equations. They have the expected sign and are statisticalifycsigh Also the variables for
bilateral heterogeneity in product-market regulation and ®regulation intensity are
statistically significant and have the expected signs, eftencntrolling for unobserved
variables.

We have subsequently applied the regression estimates tothssefects of EU proposals
on bilateral FDI stocks. For the EU17 as a whole, the inciedskateral direct investment
stocks will be in the range between 18 and 36 per cent. Thasases are mainly due to
reduced policy heterogeneity lrarriers to competitionand to a lower level d&DlI restrictions
in destination countries.

At a more desaggregate level, we find that all EU member stdtexperience a growth in
their inward and in their outward FDI stocks. Regardiwgaird FDI stocks, the strongest
effects will occur in (destination) countries that formerdylimuch policy heterogeneity with
their FDI origin countries. The EU accession countries arsdriauwill experience the largest
relative increase of inward direct investment stocks. Theserasjribgether with Spain and
Finland, will also register the largest relative increase fowana FDI stocks.
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6.1

Conclusions

Summary of the main findings

The free movement of services within the EU is hamperedamnymegulatory barriers. These
barriers are present at every stage of the business processsfedniishment, to the use of
foreign inputs, and the promotion, distribution, saled after-sales of services. Consumers face
higher prices because of extra production costs and less \ztyse less foreign providers
enter the market.

It is primarily the heterogeneity of national service regofedj rather than the intensity of
national regulations that hampers bilateral trade and investBnam if Member States have
different preferences for the level of regulation of servindsastries, they might still adopt a
common architecture in service regulation and make more use @dlmatognition of national
service regulation. In this way it may be possible to atladl heterogeneity in regulation acts
as a trade barrier. It is in this sense that the European Gsiomhas introduced a potentially
very strong proposal.

The EC proposal consists of measures to reduce or eliminaibgtaeles to cross-border
trade in services by introducing the ‘country of origirihpiple. It implies that the exported
service is subject to regulation of the country of origi that the country of destination has
no right to impose new regulation. The Commissiondtss proposed measures to reduce the
obstacles for the establishment of an affiliate abroadrigy alia, introducing a single point of
contact where foreign service providers can handle all administraiuirements and
procedures. Moreover, the EC also introduces mechanisimsidaup trust of the member
states in each other's national regulatory regimes.

For quantifying the effect of the proposed EU directiveegulatory standards we construct
a bilateral indicator of heterogeneity in product-market regulatide apply this indicator to
data from the OECD Regulation database, largely based on adetailey comprising
hundreds of questions on regulation. On the basis ofi&tiés material we derive a numerical
indicator for bilateral policy heterogeneity, for all EU coymairs. We decompose the overall
heterogeneity indicator into five components, each correapgpmdth specific domains in
product-market regulation. Detailed analysis of the concordanaedethe regulation items of
the OECD database and the EU proposals learns that not allgesteity components will be
affected to the same extent. The heterogeneity compomguiistory and administrative
opacity, andexplicit barriers to trade and investmeante heavily affected by the EU directive.
The componentadministrative burdens for start-upsdbarriers to competitiorare
moderately affected by the EU directive and the compastate controls hardly affected. The
results are used to estimate the impact of the EU directibdaiaral trade and investment.

In the empirical analysis we use a gravity model for explaihitageral service trade and
direct investment. The gravity equation explains the voluntead€ by distance factors
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Figure 6.1

40 -

35 4

30 A

25 4

%

20 A

15 A

10 A

(physical and languag distance), market size (GDP of origirdastination country), and by
regulatory barriers. Various specifications and estimatiomadstlead to similar results: the
heterogeneity indicators for regulation are significant vaembbat reduce the volume of trade
in commercial services. Less heterogeneity in regulation -the sim of the EU directive -
could thus stimulate trade in services according to our evafudiie estimate that bilateral
trade in the EU could increase by about 15% to 30%. &higerin outcomes depends on the
bandwidth of the impact to the EU directive on the regulatadicators and on the uncertainty
of the parameter estimates. For countries that at the momemelatbeely much heterogeneity
in regulation with their partner countries, such as Dennfeugiria, Italy and Greece the
changes in exports and imports could be somewhat largeotfarcountries, such as the
Netherlands, France and Belgium, the relative changes are smaller.

Direct investment between EU countries appears to be strafigbted by inter-country
heterogeneity of product-market regulation. For explainifagdyal direct investment stocks
we adapt the gravity model with several elements of the lettlgel-capital model developed by
Markusen. The model is becoming the standard explanatiofiréat thvestment decisions by
multinational enterprises. This model allows for an irdéeyl treatment of trade and direct
investment decisions in international service markets. Batlvariables of the "traditional”
gravity model and the typical variables for the Markusen mpedbrm well in all investigated
regression equations.

The policy variables and the policy heterogeneity variablestatistically significant and
have the expected signs. Using the preferred regression estimatase subsequently
calculated the possible effects of the EU proposals. Aségdrshows, the full

Increase in other commercial service tra  de and the FDI stock due to EU directive

Maximum Central Minimum

M trade EFDI
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6.2

implementation of the directive could increase trade in commeeigices by about 15% to
30%. The average EU increase in bilateral direct investment stdlcke in the range of about
20 to 35 per cent, mainly due to less heterogeneity indosuiio competition and less FDI
restrictions.

Welfare aspects

More openness and less policy heterogeneity in the EUtméthtdarket for services cause
several domestic welfare effects.

The overall economic growth potential of EU countries mayav due to a rise in the
productivity of the service industries, and thereby contebio the Lisbon Agenda of the
European Union. There are three main channels along whichatiectivity jump may take
shape: (a) the service sector will be better capable of explodadg sconomies through
production for other EU markets; (b) the competitive selegiiocess will become stronger,
causing under-performing firms to exit sooner; and (c)rifiex of more productive foreign
subsidiaries raises overall productivity of domestic servidastries? With regard to the last-
mentioned productivity effect, several authors provide evidemaée existence of positive
spill-overs in the USA and the UK (Haslatlal. 2002; Keller and Yeaple 2003). It is plausible
that in services, and in particular intermediate services, y®sitill-overs will occur through
forward linkages® We found evidence presented in table 6-1that multinational firms in EU
service industries might have a higher productivity tharr ttminestic competitors, although
this is not the case for all countries.

Another welfare effect runs through changes in the domesiducer surplus. In some cases,
the profits of domestic service producers will be affectedtipely due to more export
possibilities. Less competitive domestic producers will ke profits affected in a negative
way. The balance between these two groups of producersffeitl @mong the EU countries.

More competition lowers service prices, brings more varietyiraravative service
products. This will enlarge the consumer surplus, ausl ltienefit domestic consumers in most
EU countries. Also producers can benefit. Since a numbee afettvice sectors involved are
providers of intermediate inputs, more EU-wide competitidhlewer intermediate unit input
prices and thus make the client industries more competitive.

%2 Cf. Gorg and Strobl (2001).

%3 Smarzynska Javorcik (2004) argues that such spillovers mainly arise through vertically oriented FDI (backward linkages,
joint ventures) and not so much through horizontal direct investments and forward linkages. This analysis is only based on
evidence for manufacturing, however.
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Table 6.1 Productivity differences between major  ity-owned foreign affiliates and domestic firms in the
Non-financial market services s ector, selected EU countries 1997-1998

Country Value added per person Productivity gap between foreign
engaged in total commercial affiliate and domestic firms, non-
services (in 1000 US $) financial commercial services, %
Countries where foreign affiliates have a
higher productivity
Austria 63.4 20.6
United Kingdom 49.4 2.8
Netherlands 53.5 1.7
Germany 64.9 115
Italy 66.5 9.3
Belgium-Luxembourg 68.4 1.2
Hungary 15.4 7.8

Countries where foreign affiliates have a lower

productivity

Poland 13.3 -0.1
Portugal 28.4 -1.4
United States 58.6 -0.5
Finland 65.3 -0.4
France 72.5 -11
Sweden 73.1 -0.5

Productivity is expressed as value added per employee. For Germany, Austria, Belgium, Italy and Poland we use turnover per
employee because only these data are available; for consistency this second-best productivity indicator is compared with total
production per employee in the host-country service sector.
Source: calculated from OECD FATS and STAN databases.

The welfare effects described above are generally positive f&Ures a whole. The country-
specific effects will vary. There are also some negative effSotse intra-sectoral and inter-
sectoral restructuring processes and employment shiftskalhetlh take place in domestic service
industries. It is arguable that the process may proceeeé iedbt painful and quickest way in
countries with the more flexible procedures for employmibifitss bankruptcy and new firm start-
ups.

Finally, the implementation of the EU directive may in MEmnStates have non-negligible
direct policy costs. Many laws and regulations pertainirthecservice sector may have to be
changed. It is imaginable that in some cases even the donrgstiisational framework charged
with implementing the previous regulations, will havééochanged. These are one-off welfare
costs that may be compensated by more enduring welfare lgainghout the rest of the domestic
economy.

The welfare aspects described above are not systematically evalaatpdantified in this paper. A
thorough assessment of these welfare affects would have touseké an applied general
equilibrium model, which includes the modelling of imperfemipetition, entry and exit of firms
and sectoral FDI flows, and the substitution between traddoaeign direct investment. Such a
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model is not readily available. A first necessary step waulthy case be the examination of the
relation between the level of and the heterogeneity in regalatid service trade and foreign direct
investment within the EU. The latter aspect is what we bavia this study. We conclude that the
effects on bilateral trade in commercial services and FDI couldtstamtial if the EU directive is
fully implemented. For all member states the effects areamntirdt although it is not yet clear how
this would translate into welfare effects.

According to the traditional comparative advantage theoreooafitries may gain in welfare by
liberalising trade, although the extent of the gains migrdietween countries. The comparative
advantage theorem only compares free trade versus autarkydbes ihot allow for scale effects,
imperfect competition, and multinational production. Bgh issues are introduced, the welfare
changes brought about by liberalising trade and investmgngatanore complex and more
unevenly distributed. Our direct effects on trade and inwexst do not suggest this, but a fully
general equilibrium analysis that includes sectoral reallocaffents could lead to another picture.
The literature does not give much guidance here. Markuseg:(@00 8) found that small host
countries generally win from liberalisation while large costunder some conditions may loose

somewhat from investment liberalisatith.

* This finding is consistent with the so-called "optimal tariff" literature; the latter allows for competitive or imperfect
competition models in which a larger country may be better off by having some trade protection, due to terms of trade
effects.
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Annex 1: Policy heterogeneity indicator

Ideally, what we would like to have are indicators of thesce margin loss) that exporters and investors
incur as a consequence of non-tariff barriers when they teamade with or invest in a regulated market
of an other EU member state. We developed a measure for atiggeigéormation on heterogeneity in

non-tariff barriers across EU countries.

Basic idea >°

Policy heterogeneity typically relates to qualitative data ttegt differ in many dimensions.
Qualitatively different data relating to individual playansai particular setting cannot be
aggregated numerically, because they do not share a commonidimé&isension
heterogeneity is the crucial problem here. In the case of comypletedlated data, the story
would end here.

Nonetheless, in a setting where the qualitatively differerst aaéte to individual players,
and/or to a number of attributes or functions of thesgepta we may get step further. The
similarity or dissimilarity of the data can be dissected atbeglimensions of the players, their
attributes or functions, and the distinct aspects thatibeggarts of these functions or
attributes.

Without a common standard or denominator direct numericapadson is ruled out. What
we can do is to apply pair-wise comparisons: are two plggsrsr no identical with regard to a
particular function, attribute, or aspects thereof? That irdtiom element from the pair-wise
comparison may be preserved for numerical purposes. lbisriafion of a binary nature:
players are identical or non-identical with regard to the compted The method described

below uses this binary logical information for the developinaé heterogeneity indicators.

Formal analysis for heterogeneity in qualitative da  ta

Let there ben independent players. The players differ in many respects,duotmdiscern
some function or attributeon the basis of which we can do pair-wise comparisonghizor
comparison itenk we can establish whether players diffesor no. For this comparison item
we use bilateral heterogeneity indicai’a;}? that has the value of zero in case of player

similarity, and the value df in case of player dissimilarity. Hence, we have:

he 0{10} for Oi,jO(..n) (A1)

We can extend the pair-wise comparisons to allgskin the system. The comparison
information can be gathered in an item dissimiamitatrix, calledH* . For a case of five
players &,b,c,d,¢ this matrix looks like:

% Based on Kox (2004). , Heterogeneity analysis for qualitative data - application to service trade regulation data, CPB
Memorandum, June 15, 2004 (unpublished).
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kK ok ok
0 hba hT(a h(lj(a

pk=[0 0 hy h?(b (A2)
0 0 0 ht
0 O 0 0

Most of the elements of the dissimilarity matrie aeros, because only half of the pair-wise
player comparisons are relevant, and because thpartson of each player with itself also
yields a zero. The more dissimilar players are wepect to comparison iteknthe more unity
values we will see in the matrix. This informaticen be aggregated in a single item
heterogeneity indicatddG :

HGK = 3 > hk (A3)
P

The nicety here is that we have a numerical indicfair typifying the degree of heterogeneity.

The higher its value, the more heterogeneous thiesyis. We may also derive a player

deviancy indicator. For playéithis would be:

DV = ) hf (A4)
j
and of coursé® HGK = ZDVik (A5)
i

The deviancy indicator expresses the extent tohwplayeri differs from all other players
according to comparison itekalt yields a number which in itself may not be warformative.
It can therefore also be expressed in relativegenormalising the indicator for playewith
the performance of the median player:

DVK

DVR¢ = —"
DV,

(A6)
in which Dvgk is the deviancy index for the median player, foaftdr ranking the deviancy
indicators for all then players. The player deviancy indicators are dingenass numbers.
They give no information about the nature or cawéeke heterogeneity itself, e.g. whether a
player is high/low, strict/lenient or intensive/emtive with regard to a particular characteristic.
A heterogeneity or deviancy indicator thereford walivays have to be used in combination
with a dimensioned level indicator.

The approach can be extended to more complex lgeteeity problems, for which intuitive
heterogeneity analysis would no longer be an optfome want information about structural
rather than incidental dissimilarity between playéhen it is necessary to extend the player

% Both indictors can ad libitum be corrected fko missing bilateral observations in the pair wise comparisons, i.e. by counting
only the non-missing observations where hij is either zero or unity.
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comparison to a larger number of comparison itées first take the case that players differ in
m(Om 0{k1 k2 k3,..K}) different functions’ Many comparison items are of a more
complex nature than simple yes-no questions, mgahat difference between players can only
be described after imposing a logical hierarchthindifferences between players. The term
"function” is used in the main text to describeghkorder comparison category. If players
differ in mfunctions, we get the following matrix system ofrpaise comparisons:

h g hi

k2 k2 k2 K K K
hZ hi2 nk2 o K hK on

% Ma Tea Tag O s Mg O o N

Hm = 0O O hcb h?(? 0O O hcb hﬁi'% .0 O hcb th(b (A7)
0 0 0 hif 0 0 0 hgo =0 0 0O hj
0 O 0 0 0O 0 0 0 0 O 0 0

The heterogeneity and player heterogeneity indisateen become:

HG™ = > > > h" and: DV = EZZh,j“ (A8)
m i P

The analysis of player heterogeneity can be funtbféned by taking into account that players
may have differens qualitatively different ways or modes for dealinigh a particular
functionm, with S U {Sl s2, 53,..5} - Figure Al gives an example by applying the analysi
to some elements of policy heterogeneity. The nurabactually found modes may differ per
function, but it cannot be higher than the totahber of players that are comparéd-ere we
takeS as the maximum number of modes in which any feneti may differ. The numbe® of
course enlarges the dimensions of the resultingrbgéneity matrid ™ compared t¢d™ The
heterogeneity and player deviancy indicators misbarse be adapted for the added
comparison dimensions:

HG™ = 'S S S h™  and: D™ :jizzzhigm (9)
s m i j s m j

Because not all compared functions will differ hg same number of modes, the maittiX®
will contain several sub-matrices that completalgsist of zeros. Take for instance the case
that the compared functidd is of a binary nature (yes-no).

In that case all sub—matrict%shiﬁ(ls} s>g consist of zeros; only the top-most sub-matrix is

filled.

5" Such functions can be specific aspects of product-market regulation, like the regulation aspects in Annex 2..
%8 Only the cases are interesting where S < n. Indeed if S = n then all players have a different mode for dealing with function
m and there is no point left in comparing qualitatively different modes.
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Application to policy heterogeneity

We have applied the described heterogeneity tdatebhase on economic policies of OECD
member states developed by the OE€Dhe complete dataset is developed on the basis of
extensive survey among the OECD member statesntaims some 1600 economic policy
comparison items. About one-third of the comparigems present more than yes-no
information, i.e. different "modes" in the termingly we developed earlier in this annex. The
benchmark year for most of the data is 1997/198frE Al illustrates an example how the

bilateral heterogeneity indicator is calculated.

Figure A1 An example for the calculation of the bil ateral policy heterogeneity indicator
Regulation comparison Implementation Regulation Regulation Hetero- Cumulative  Average bilateral
item (function k) mode (S) in in geneity hetero- heterogeneity
Country1  Country 2 countfor  geneity count
item count

License or permit a) No requirement No requi- Only firms 1 1 1
required for operating b) Always rement in activity .Y.
in service sector ..X.. ¢) Only firms in

activity ..Y..

d) Only firms

larger than ..Z..

Nationality requirements a) Yes No No 0 1 0.5

for management of b) No
companies operating
in service sector ..Q ..

Existence of restrictions a) No restric- Some- Always 1 2
(other than capital and tions times

technical) for participation b) Always

in public tendering for c) Often

service contracts

d) Sometimes

Data selection

For our present analysis, many of the OECD comparitems are not relevant. The first step
was to leave out all the non-EU countries exceptdB. The latter country is not only the EU's
most important service trade and direct investrpantiner, but it also can be used for
benchmarking.

Then we weed out most of the very specific sectowaiparison items. About half of the
OECD comparison items are sector-specific. It dosthundreds of comparison items for
network industries like electricity generation atistribution, telecommunication, airlines,
banking, financial services, railways and othensport sub-sectors. Since the proposed EU

% Cf. Nicoletti, Scarpetta and Boylaud (2000), Nicoletti (2003); Nicoletti, Golub et al. (2003); Golub (2003).
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directive does not deal with these sectors, we daleted all except the most general
comparison items.

The database also contains many items with regatttetretail sector. Sometimes this
information is very detailed like national regutaits about shop-closing in weekends, or the
presence of regulations regarding to holiday-clesu¥or retailing we only have preserved the
comparison items of a more general nature.

We cut out a final large chunk from the remainiagadby deleting some 200 very specific
comparison items on national competition laws awlilations® After this data selection we
are left with 192 different items for assessingehageneity in economic policies of EU member
states. Most of the remaining items are of a moless general nature, or at least they can be
considered as representatipais pro totd for a country's overall product market regulation
approach.

Heterogeneity in EU product market regulation

The cleaned-up database is used for further asalysthe case of comparison items that
contain more than binary information, we develomedinal scale of maximally 6 coded grades
(i.e. maximally 6 "modes" d8 = 6) in which all country information for that piaular
comparison items could be ranked. We substitutetiggnal country information for that item
with the relevant coded grade. The result is acgdieterogeneity matrix of typgd™; it can be
used to derive how the EU member states differ antbemselves in product market
regulation. This is expressed by the country desyiandicatorsDV, MSof equation (A9).

Table Al presents the results for the EU membéesta

Decomposing EU heterogeneity of product market regu lation

Knowing that EU member states have heterogenearoeatc policies is not enough for our
analytical purposes. We specifically want to knawtheterogeneous they are in those aspects
of product market regulation that probably wouldalffiected by the proposed EU directive on
the Internal Market for services. Hence, the cqudaviancy indicators reported in Table A1
have to be decomposed.

For the decomposition we could use additional imfation in the OECD regulation
database. Per comparison item, the OECD clasgdidhich type of policy area it refers. This
classification is based on the analytical appradmleloped in Nicoletti, Scarpetta and Boylaud
(2000). The classification distinguishes main potiomains and sub-domains in a 4-layered
hierarchy. We only use the 3 top layers of thaissification. The subtotals indicate to what
extent (much, somewhat, not) the comparison elesneititbe affected by the EU policy

€ As an example we take OECD database items no. 78-137: "Application and interpretation of the general competition law -
May the conduct be found lawful, despite harm to competition, on the grounds of other policy considerations ? Horizontal
agreements : boycott". Similar specific questions are also asked for agreements like price fixing, market division, resale price
control, vertical market controls.
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proposals (see chapter 3). The weights of the tubtotal categories are used for decomposing
the effects of the measure on total policy hetemedgg.
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Table A1

Denmark
Greece
Sweden

UK

Austria
Belgium-Lux
Finland
France
Germany
Ireland

Italy
Netherlands
Portugal
Spain

Heterogeneity of product market regul

Den- Gree-
mark ce
0.00 0.46

0.00

Czech Republic

Poland
Hungary
USA

Swed
-en
0.40
0.42
0.00

UK

0.36
0.44
0.34
0.00

ation among EU member states, base year 1997

Aus-

tria
0.45
0.43
0.48
0.50
0.00

Country data are corrected for non-response or missing data.

Belg. -
Luxem
0.39
0.36
0.39
0.40
0.50
0.00

Finland France

0.43
0.44
0.47
0.43
0.43
0.38
0.00

0.46
0.43
0.43
0.46
0.43
0.35
0.41
0.00

Germ-
any
0.38
0.41
0.39
0.37
0.46
0.39
0.41
0.43
0.00

Ireland

0.26
0.48
0.32
0.30
0.46
0.43
0.45
0.43
0.32
0.00

Italy Nether-
lands

0.46 0.40
0.47 0.39
0.49 0.32
0.50 0.40
0.37 0.40
0.45 0.34
0.44 0.32
0.37 0.34
0.43 0.37
0.49 0.44
0.00 0.41
0.00

Portu-
gal
0.46
0.38
0.51
0.49
0.42
0.42
0.42
0.42
0.39
0.42
0.44
0.35
0.00

Spain

0.42
0.41
0.45
0.37
0.45
0.37
0.43
0.48
0.40
0.40
0.43
0.41
0.44
0.00

Czech Poland

Rep.
0.53
0.43
0.48
0.57
0.45
0.52
0.45
0.46
0.48
0.52
0.51
0.38
0.44
0.53
0.00

0.63
0.39
0.54
0.70
0.36
0.50
0.45
0.45
0.57
0.62
0.40
0.46
0.43
0.53
0.36
0.00

Hung-
ary
0.62
0.34
0.43
0.46
0.46
0.44
0.41
0.45
0.48
0.55
0.49
0.35
0.39
0.43
0.46
0.38
0.00

USA

0.34
0.44
0.31
0.37
0.33
0.34
0.43
0.41
0.33
0.26
0.44
0.28
0.39
0.42
0.41
0.54
0.43
0.00
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Annex 2

Table A2 Examples of policy items in the OECD re

Policy heterogeneity domain

State control

* Do national, state or provincial government holds equity stakes

in business company, in the following sector....

* Share or number (in total employment of the business sector)

of employees working in publicly-controlled firms with the
following types of contracts: ...

Barriers to competition

* Where laws or regulations restrict the number of competitors
allowed to operate a business, which of the following selection
procedures are used to ....

* |s it mandatory for suppliers interested in participating in public

contracts to register as contractors or be qualified as such?

* Do national, state or provincial laws or other regulations restrict

in at least some markets the number of competitors allowed to
operate a business, in the following sector ....

* How frequently the following criteria are applied in the
awarding of state concessions or franchises: .... ?

* Are there restrictions (other than capital and technical
requirements) on participation in the public tendering
procedures?

* Do these include restrictions based on nationality or
residence?

* Exemption grounds for permitting otherwise illegal mergers

* Legal condition of entry in ....

* Retail distribution: What is the threshold surface limit for
(..specific...) laws or regulations to apply?

* Retail distribution: Are professional bodies or representatives
of trade and commercial interests involved in (... specific..)

licensing decisions?

* Please indicate (if possible) the share of public procurement by
central government entities assigned through open tendering

procedures :

More detailed elements

gulatory database, by policy domain

of heterogeneity per item

24 different sectors and business activities, like Gas
manufacture and distribution, Communication, Insurance,
Airlines, Support services for air, land or water transport.

Specific types of contracts (e.g. Tenured public
employees), 5 answer categories: a=0-0.2; b=0.2-0.4;
¢=0.4-0.6; d=0.6-0.8; e=d 0.8-1)

Specific items (e.g. assign state concessions), Answer
categories: a=license; b= open tendering; c= single
tendering; d= selective tendering

24 different sectors (e.g. Urban, suburban and interurban
highway passenger transport, Electricity, Business
services, Financial Services, and Motion picture
distribution and projection)

Specific items (e.g. allocation to bidder who offers best
service at lowest prices), answer categories: B=never;
C=sometimes; D=often; E=always

Answer categories: B=never; C=sometimes; D=often;
E=always

Answer categories: A=Country is not concerned by the
question; B=in some sectors; C=never

5 specific questions

Specific domains (e.g. Telecommunications /basic
voice/international), answers: A=Open; B= licensed

Specific domains, answer categories: A=under 250m2;
B=250-500m2; C=500-1000m2; D = 1000-2000m2;
E=above 2000m2

Specific items

Specific sectors (e.g. services), Answer categories: A=0-
25; B=25-50; C=50-75; D=75-100

79



Table A2 (continued)

* |s there an administrative monitoring mechanism checking
compliance with public procurement tendering rules at all
government levels?

Regulatory and administrative opacity

* Does government policy impose specific requirements in
relation to the following aspects of regulatory quality assurance:

* Are there systematic procedures for making regulations known
and accessible to affected parties?

* Do affected parties have the right to appeal against adverse
enforcement decisions in individual cases?

* Are there single contact points for getting information on
licenses and notifications ?

Explicit barriers to Trade

* Are they any specific provisions which require that regulations
be published to the public at the international level?

* Are appeal procedures available to foreign parties?

* When business practices are perceived to restrict competition
and hence prevent effective access of foreign firms (foreign
owned or controlled) to such markets, can the latter have
redress: Through ... ?

Administrative Barriers on Start-ups

* Retail distribution: Procedures pertaining to the establishment
of new outlets for selling food : ...

* Road freight : In order to ...... do you need to obtain a license
(other than a driving license) or permit from the government or a
regulatory agency ?

* Retail distribution: Procedures pertaining to the establishment
of new outlets for selling food : ...

* Retall distribution : What are the minimum requirements for

* Retail distribution : Does the registration office have statutory
deadlines for approving and/or confirming registration?

* Retail distribution : In the case of this hypermarket : How many
levels of government would be involved in the application and
licensing procedures?

* Enterprise creation : Maximum number of procedures (pre &

post): corporation

* Enterprise creation : direct and indirect cost (minimum ECU):
corporation

* Enterprise creation : minimum capital requirements (minimum
ECU): corporation

Specific issues (e.g. Transparency/freedom of
information), answer categories: A=government-wide; B=
in some sectors; C=No

Answer categories: A=in all cases; B=in some cases;
C=no

4 specific questions (e.g. through competition agencies,
through trade policy bodies)

Specific issues, e.g. Registration in commercial register

Specific issues, e.g. operate a national road freight
business

Specific issues, e.g. Licenses or permits needed for outlet
siting

Specific requirements, e.g. Management or professional
record/degree

Answer categories: A=0; B=1; C=2-5; D=above 5

Answer categories: A=0-5; B=5-10;C=10-20;D=above 20

Answer categories: A=0-1000; B=1000-2000; C=2000-
3000;D=above 3000

Answer categories: A=under 10000; B=10000-25000;
C=25000-50000; D=50000-75000; E=above 75000
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Annex 3: The Transformed Least Squares approach

The regression results in Chapters 4 and 5 aréneltérom reduced form equations for
bilateral FDI stocks, and service exports. In thsecof FDI stock the approach is cross-section,
while for service trade regressions we use datthfee years. In bilateral equations, and
certainly with panel data, one should control fooliserved factors that are specific to each
country, each partner, each country-partner palremth period, as well as for shocks that are
common to all countries over time. The problemun case is that estimating dummies for all
these factors is not viable, due to an excesss®db degrees of freedom. In the case of the FDI
regressions this would require the introductiod ®® dummy variables, and 165 for service
trade. Since this is impossible given the numbexvaiilable bilateral observations, we have
applied the “transformed least squares” (TLS) apph8" In this method the equation to be
estimated is transformed while at the same timequuéng desirable properties of the relevant
coefficient estimates.

The TLS approach expresses all variables as dengafiom the mean investor (or exporter) or,
alternatively, the mean host (or importer). The Th&hod expresses all variables as deviations
from the mean country or, alternatively, from theam partner. Consequently, two equations
for bilateral FDI stocks and bilateral exports abtained: a “country” equation; and a “partner”
equation. The two equations for bilateral FDI stake:

a “country” equation, in which bilateral stocks aalbexplanatory variables are expressed as
deviations from their values for the average inmestnd

a “partner” equation, in which bilateral stocks atidexplanatory variables are expressed as
deviations from their values for the average host.

The two equations are estimated simultaneolsThe advantage of this procedure is that in the
country equations partner-specific unobserved &ffee accounted for prior to estimation in a
nonparametric way and only country-specific efféesge to be estimated, while in the partner
equations it is the country-specific unobservedaff that are accounted for non-parametrically
and the partner-specific effects that are estimatbid reduces the number of parameters to be
estimated in each equation. The downside is thet ta the transformation of the data, no time-
invariant partner-specific variables can be inctudethe country equations and, symmetrically,
no time-invariant country-specific variables canim@uded in the partner equations. Finally,
additional degrees of freedom are gained by assuthat, in each of the two equations, the

® Erkel-Rousse and Mirza (2002), and extensively described in Nicoletti et al. (2003); we draw extensively on the latter.
2 We use the seemingly unrelated regression (SUR) method for this.
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incremental information provided by the unobsergedntry-pair effect over the “pure” country
or partner effect is random, and can be includetiérerror ternt®

In mathematical terms we derive the following valres. Assume that variablg is a
representative (bilateral) variable of equation(@Hapter 4). The country and partner variables
become:

1
AiY =Y - I_Zi Yij

and (A)

L1
AjYy =Y ‘jZ,—Yu

respectivelyl andJ represent the number of countries for origin aestidation. IfY represents
exports from country i to j the transformed varellY;; indicates the exports of country i to
country j in deviation of the average exports tardoy j.

We apply this method for all variables in the egureg (4.1) and (5.1). If the variable includes
a logarithm, Y in equation (A) represents the lithan and the variable. First, we apply the
logarithm and thereafter the subtraction of theraye. We also apply this procedure for

variables that are only specific for the countrypdgin or for the country of destination.

For trade in services and for FDI stocks, the “O&&imates are shown as a benchmark.

 The implicit assumption is that the deviations of bilateral fixed effects from their means are i.i.d. random terms.
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