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1 Introduction

Thisreport sketches basic patterns and facts about the EU service market and the structure of regulations
that affect the patterns of trade and direct investment in the EU service market. The present report forms
part of a broader project that assesses the potential impacts of recent EU measures to liberalise the EU
market of services.

One of the achievements of the of the EuropeanJ(itd) is the free movement of goods,
services, capital and labour between the membeasstahe internal 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. Many providers experience
impediments if they want to export their serviceother EU member states, or in setting up an
foreign establishment. The EC (2002) has concludatthese impediments are often caused by
national, regional and/or local regulation, to whibe service providers, the service or the
foreign subsidiary has to comply.

This report will try to answer the following quests:

* What does these impediments for trade mean foptbgent patterns in intra-EU service trade
and foreign direct investment?

* How did trade and investment in service sector&ldgy in spite of the trading obstacles?.

* What are the developments and national differeircesgulation intensity for service markets?

This background report has a descriptive naturigrg together the best available statistical
information on the functioning of intra-EU servicerkets, we sketch the present situation.
This research memorandum forms part of a wideregtdhat aims at quantifying the impacts of
measures that the European Commission has reeehthnced for improving the free
movement of services in the internal mark&he main report of this project (Kox, Lejour and
Montizaan 2004) has been published jointly witls tmemorandum.

Structure of this report

International trade in services proceeds along $oucalled supply modes. The service product
may cross the border while the service providerssg home; this is what we normally call
international trade in the case for goods. Theidoreervice consumer may also cross the
border to consume the product in the home courittlyeoservice provider. These first two

* In March 2004 the European Commission launched a draft Directive on this issue (European Commission 2004). It will be
discussed in the European Parliament and the European Council starting in Autumn 2004. The proposed measured are to
become effective by 2010.



forms of intra-EU service trade will be dealt withsection 2. We sketch the sectoral patterns in
intra-EU service trade, the openness or trade-milsress of specific EU service markets, and
country specialisation patterns in services. Onh@ffactors behind these trade patterns are
national differences in the regulation of domestcvice markets.

Probably the most important supply mode for inrimédional service trade is local
commercial presence in foreign markets (this isthivel supply mode). Because the production
and consumption of services is sometimes diffei@separate in time and space, service
providers may themselves move to a foreign matkedugh foreign direct investment. Several
studies have shown that this category of internatitrade in services is probably the dominant
form of providing services in foreign markets. $&ct3 describes the actual situation with
regard to intra-EU foreign direct investment invéegs. Again, some of the intra-EU foreign
direct investment patterns are related with diffiess between member states in the regulation
of direct investment in service industrfes.

Section 4 provides a summary picture of regulaboignsity in EU service markets on the
basis of recent research work by OECD researchrersgulation intensity and its impact on
border-crossing trade and direct investment. Wabdish that not only the regulatory intensity
in member states affects transaction costs folicgefirms. Also the heterogeneity of national
regulations contributes to a fragmentation of Etvise markets, an issue that is elaborated on
in the main report of the project. Section 5 sunigearthe main conclusions.

2 The fourth form of supply modes entails that the service provider sends some of his employees (on a temporary
assignment) to a foreign country to supply the service product to foreign customers. We do not explicitly deal with this supply
mode here.
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2

Patterns in cross-border service trade within the EU

International tradein services occurs along several supply mode according to the action that brings

producer and consumer together. This section deals with that part of service trade, for which either the

product itself, or the producer on a temporary basis service crosses the border. It describes the recent

developmentsin cross-border service trade since 1985 in the European Union, thus sketching the baseline

situation before the EU Services Directive comes into force.

2.1

We first examine the developments of aggregatdcetrade since 1985, especially the service
trade oriented at the internal EU market. As a séeg (section 2.2) we look at a more
disaggregated level to EU service trade. Thislevemnt for pinpointing potential problem areas
in EU service trade. The newly proposed EU Directinvainly concerns the following sub-
sectorshusiness services, trade, construction andpersonal services. It does not covefinancial
services, transport andcommunication. Section 2.3 analyses the trade specialisatioenpetof

EU member states. Section 2.4 draws some conchision

Aggregate service trade

In the period 1985-2001, EU trade in goods andicesvhas increased by about 8.4 per cent per
year on average. In 1985, the EUtBuntries exported for about 173 billion US doltar
services, which was a quarter of EU goods expbrt8001 the value of service trade has
increased to 633 billion dollar, but still this waisly 28 per cent of EU goods exports.

A substantial share of EU service exports is da@¢b other EU countries. The share of
intra EU exports in services has increased frome¥icent in 1985 to 56% in 2001. The value
of intra-EU services trade has grown on averageé®y per cent annually in the period 1985-
2001, exceeding the growth of intra-trade in gdogleabout 1 percentage point. The size of
intra EU services increased by 400 per cent inevedums. However, figure 2.1 shows that it is
still low compared to trade in goods. Intra-EU &ad goods is relatively more important than
trade in services as figure 2.2 shows. The shaitraftrade in goods exceeds that share in
services by about 6 percentage points in 2001. &atvi 991 and 1992 intra-trade in goods
increased by 5 percentage points, and by 8 peemtaints in services. This increase above all
represents a new change in the classification sysfeservice trade, and not an increase in
economic activity. Since 1992 the share of intra-trade in servicesae or less stable.

Between 1985 and 1991 it increased 7 percentagespoi

3 We concentrate on the fifteen countries that were also member of the EU before May 2004. The reason is that for most of
the ten new member states there are no or only a few data available.

4 Between 1991 and 1992 total services exports and imports of the EU increased by 80 and 90 billion US$, respectively.
This is an increase by more than 20%. In both sectors travel and business services trade increased by about 40 billion US$,
that is to say 40% and 80% respectively. This is largely the result of a statistical reclassification.



Figure 2.1
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In spite of these developments services tradesstiims to be underdeveloped compared to
trade in goods in the EU. Its share in total inta@le is only 20%, while its share in GDP and
employment exceed 70%.
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2.2 Trade in sub-sectors of services

Traditionally the sub-sectors transport and travelresponsible for the largest share in
international service trade. In 2001, both subesciccounted for half of total EU exports in
services. This held despite the fact that the exyadue in transport grew less than for average
EU exports, as is shown in Table 2.1.

Table 2.1 EU exports in services, 2001
Value in billion US % share % of intra-EU % value growth
dollar in total exports exports to total intra-EU exports
exports per sector 1985-2001
Total services 633.1 100.0 55.7 10.5
Transport 1445 22.8 51.7 8.2
- Sea transport 61.8 9.8 47.9 10.3
- Air transport 53.2 8.4 45.2 13.8
- Other transport 29.5 4.7 711 35
Travel 176.2 27.8 63.5 11.1
Communication services 14.6 2.3 61.9 14.8
Construction 15.9 25 43.4 11.2
Insurance 15.1 2.4 53.4 15.3
Financial services 44.3 7.0 57.1 16.9
Computer and information 23.9 3.8 55.5 NA
Royalties and licence fees 20.5 3.2 40.3 14.6
Other business services 159.9 25.2 53.8 15.2
Personal services 6.9 11 85.4 10.8
Government services 11.4 1.8 441 6.4

Source: OECD (2003a) and own calculations.

In recent decades, trade in business serviceohksted. Its annual growth has been 15 per
cent since 1985That is the case for computer and informationisesy royalties, other
business services, financial services, insuramakcammunication services (cf. OECD 2003;
Lejour and Linders 2002). Trade in government sawviand personal services is relatively
unimportant.

Of all EU service exports, on average 56 per cedestined for the EU-15 countries. If we take
this average as a benchmark, we can identify thecgesub-sectors that are Europe-oriented
and those that are much less so:

® This was due in particular to the modest growth in 'other transport' (mainly road transport).
® Note that this growth rate is biased by a net increase in trade of about 80 per cent in 1992 due to a change in the statistical
classification system. Without this break in the data, the growth rates would be about 5 percentage points lower.



High share of intra-EU trade: personal servicesdl, communication services, and 'other’
transport. In this groupfravel is double the size of all other sub-sectors togethera-EU

trade inpersonal servicesis very small.

Low share of intra-EU trade: construction, air gaort, sea transport, government services, and
royalties and licence feé4A large part ofovernment services relates to defence material

which is often demanded by countries outside the EU

The intra-EU trade share of financial servicesyiaace and other business services is about the
average share of intra-EU services trade.

The picture for imports at sub-sector level is maréess comparable to what we have seen
for exports. The annual value growth of total intpas lower than for intra-EU exports, but the
pattern between the sectors is similar is for etgp@ub-sector import data can be found in
Annex Table A2.

Table 2.2 Exports in 'other business services', 200 1

Total exports Share in other  Share of intra Value growth of intra EU

(billion US$) business services EU exports exports, 1992-2001

'Other business services' 159.9 100 53.8 5.5
of which:
Merchanting and other trade-
related services 35.9 22.5 51.3 3.6
- Merchanting 16.0 10.0 39.8 3.3
- Other trade related 20.0 12,5 60.5 3.9
Operational leasing services 5.9 3.7 56.5 7.6
Miscellaneous business, prof. and
technical services 118.1 73.9 54.5 5.9
- Legal, accounting, consulting etc 21.1 13.2 55.3 15.0
- Advertising 11.8 7.4 56.8 6.9
- R&D 14.3 8.9 51.2 2.7
- Architectural, engineering 18.2 11.4 48.1 2.8
- Agricultural, mining 1.0 0.6 59.8 7.0
- Other business 334 20.9 53.9 12.5
- Services between firms n.e.c. 18.3 11.4 61.5 -0.8

Source: OECD (2003), and own calculations

Business services constitutes a key sector tamgheiproposed EU directive on services trade.
Table 2.2 give more details on the trade perforrearichis group of sub-sectors. Three
quarters obther business service exports are business, professional or technicaicgs. The

rest is trade-related services. For most of theséce exports, slightly more than half is
directed to other EU countries. Foerchanting it is a bit less, but the value of these exparts i

" Other transport includes road transport, which is more or less fixed to the European continent.
8 Royalties and license fees is not really a sub-sector; it consists of transactions related to patents, and copyrights.
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often related to the distance over which produtseaported. Note that since 1992 the average
growth inother business services is much lower than for the period 1985 to 2001afTik the

case for most services sectors. To some extemtettrease in the growth rate is also due to the
reclassification of the statistics between 1991 B9@P. Exports itegal, accounting and

consulting services have grown much faster than the average. As TaBlshows, trade in

R&D andarchitecture and engineering services nearly stagnated.

Trade openness

To what extent are EU service sectors oriented tdsvBoreign trade? In some service sectors
cross-border trade is more important than in othEne differences in their openness to cross-
border trade can be due to the nature of the seorito regulatory barriers.

For a trade openness indicator we use the valegpurts by a service sector divided by
total production (value added) if that sector. Tthésle openness indicator shows the 'tradability’
of service products in specific sectors. Tablesh@ws the results.

The service sectors covered by the proposed Eldtiliecon the internal service market are
mainly other business services andpersonal services. In that latter industry (as government
services) we find that tradability is very low across theald. Inbusiness services, the picture is
more mixed among the EU countries. The NetherlathgsUK and to a smaller extent Spain
have a strong trade orientation in this sector,redethe market in France, Germany and Italy
appears to be rather inward-oriented.

Table 2.3 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 (2003a, 2003b), and own calculations. Openness is defined as value of exports divided by value added times 100.

Table 2.3 also shows that exportgriansport and communication are relatively high in all EU
countries. Only in the UK opennessfinance is higher than iransport and communication.
That reflects the special position of the UK asficial centre. Its trade orientedness is higher
than holds for thénancial services sector in other EU countries.
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Figure 2.3
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Trade specialisation

At the eve of the introduction of the EU directiwe service trade, it is of importance to know
what the current intra-EU service trade speciatigatare. It would also be useful to know what
part of this specialisation pattern is caused lipnal regulatory factors and what part is
caused by other factors (natural endowment, cylamd local availability of production
factors).

An often-used indicator for trade specialisatiothis so-called Balassa index. This index
compares the actual export structure of a coumelative to the export structure a set of
reference countries. If a country has a relatil@ige share (i.e. relative to the benchmark group
of countries) of a particular good or service sdkport package, it is considered to be
specialised in that good or service. We use the @BEbenchmark group, except for Table 2.5
in which the EU15 is the benchmark.

Balassa indices for total services and o ther business services in the EU countries, 2001
N & @ 3 & N & > N Q & »
NS ¢ & @& Y Y
® & & & & R R KR @ 2%
F* < &g o N r é-& Q &

M total services @ Other business

The Balassa index is defined as the share of a gnadservice in total exports of a country
divided by the corresponding share of a set ofesfee countries multiplied by 100. So if the
index exceeds 100, a country exports relativelyenudrthat good of service compared to the
reference countries: it thought to be specialisggroducing and exporting that good or service.
In case the index is lower than 100, the countnpoisspecialised.

Figure 2.3 presents the Balassa indices for tetaices and other business services of the
EU countries. Austria, Denmark, Greece, Portugadiisand the UK appear to have a relative
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specialisation in service trade, while this cleaslyot the case for Finland and Germany. The
other countries do not deviate much from the OE@&a&ge, as is also the case for the EU as a
whole. The very strong service specialisation af€ge and Spain is mainly based on tourism

services.

Figure 2.3 also displays the Balassa indeofber business services Denmark, France, Italy,
Netherlands, Spain, Sweden, and the UK are spseihin this sub-sector. The relatively weak
position of Finland and Germany in this sector aiqd their weak position in total service
trade. Also Portugal, Greece and Ireland are netiafised inother business services exports.

Table 2.4 Service trade specialisation: Balassa ind ices for large EU countries in 2001

France Germany Italy Netherlands Spain UK EU-15
Total services 102.0 62.8 90.5 91.7 155.8 134.9 103.3
Transport 100.4 64.5 56.3 149.0 98.8 94.0 103.2
Travel 133.1 42.8 141.4 404 305.7 77.0 99.8
Communication 93.1 53.7 104.1 147.4 98.6 103.9 110.1
Insurance 64.3 64.7 96.5 22.3 138.4 381.3 139.9
Financial 22.0 46.4 10.0 21.6 59.2 361.2 114.4
Other business 112.8 84.4 118.5 126.5 111.9 179.9 115.8
Personal 116.6 15.4 54.4 59.5 107.0 120.6 72.3
Government 22.9 105.7 31.2 57.1 33.1 91.9 64.0

Source: OECD (2003), and OECD (2004) and own calculations. The Balassa indices are calculated with the service and goods trade of
the OECD countries as a benchmark.

Table 2.4 provides more sectoral details on theiafigation pattern for individual large
countries and the EU as a whole. The EU as a whalpecialised itnsurance and financial
services andother business services. Compared to other OECD countries, the EU does not
export muchpersonal and government services. Due to the large weight of EU exports in total
OECD exports, the values of the Balassa index daedate much from the average (i.e. 100).
The specialisation itravel services of some countries (France, Italy, and Spain) c&dl¢heir
natural endowments and popularity as holiday dastins.

The UK is specialised imsurance and financial services, andother business services. Most
of the other large European countries also speeiatiother business services, but their
position infinancial servicesis relatively weak. It seems that the UK is intfgaar responsible
for the relatively good position of the EU in tisactor. The Netherlands specialises in
transport and communication services.’
Table 2.5 zooms in on specialisation indicesotber business services. Trade in this industry
is particularly affected by regulatory influencdsrarious kinds (cf. Kox 2001: Ch.6). Since

 Comparing the results in Table 2.4 for 2001 with the results reported in Lejour and Linders (2002) for 1996, we conclude
that the service trade specialisations of Italy and the Netherlands have deteriorated slightly.
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data for the other OECD countries are lacking,Bbd5 is used as a benchmark here. The
largest category ajther business services is formed by théousiness, professional and technical
services. In particular the UK has a very strong positibare, in nearly all sub sectors. This

also holds for the Netherlands, though to a smak#znt than the UK. Also Spain has an export
specialisation ifusiness, professional and technical services, whereas Germany, France and
Italy are relatively weak in this sub-sector. Oosdr inspection, it appears that relative to the
EU average, the only business service in which @agnhas a relatively specialisation, is
contract R&D . France has a relative advantageeivices related to agricultural, mining and

on-site processing, but it is weak in most other business services.

Table 2.5 Balassa indices for ‘other business servi  ces'in the EU, 2001

France  Germany Italy Netherl. Spain UK
Other business services 97.4 72.9 102.3 109.2 96.7 155.4
of which:
Merchanting and other trade related 111.3 107.1 140.5 73.4 52.1 95.2
- Merchanting 168.8 136.4 10.4 56.6 50.3 50.9
- Other trade related 65.3 83.7 244.4 86.8 53.7 130.5
Operational leasing 65.4 58.0 166.7 136.3 23.3 47.1
Miscellaneous business, professional and technical
services 94.8 63.2 87.5 118.7 113.9 179.1
- Legal, accounting, management & PR consulting 96.9 93.7 43.0 129.1 76.2 172.8
- Advertising, market research and opinion polling 57.4 44.3 84.9 150.8 142.5 133.3
- Contract Research and Developm. 75.9 101.9 56.3 104.4 52.2 198.3
- Architectural, engineering and other technical 89.2 67.1 74.0 114.7 85.2 216.5
- Agricultural, mining and on-site processing services 177.7 19.2 10.1 223.3 31.6 55.7
- Other business activities 85.8 42.7 168.1 104.5 134.5 233.7
- Between related enterprises, n.e.s. 148.5 46.2 35.8 121.5 182.7 70.6

The Balassa indices are calculated with the service and goods trade of the EU countries as a benchmark. Source:
OECD (2003), and own calculations.

24

Finally, Italy has a strong relative specialisatiomerchanting and other trade related
services, while the Netherlands and Spain are clearly petlised in this area. bperational
leasing services, the Netherlands and Italy have a strong position.

Conclusions on intra-EU trade patterns in servi  ces

Service industries in most EU countries still téadtand with their back towards the world
market and the intra-EU market. Service exportahg very modest, when compared to
manufacturing. EU service exports amount to orityhslly more than a quarter of EU goods
exports, despite the fact that service industegsasent some 70 per cent of EU economies. In
2001, a bit more than half of EU service exportsggm other EU member states, up from

12



41 per cent in 1985. Nonetheless, service exptilitsepresents only a very modest one-fifth of

total intra-EU trade.

The bulk of EU service exports nowadays consistsavél and tourism, business services and
transport services, in that sequence. Tradetiavel and tourism services is mostly driven by
natural endowments rather than by the regulatovire@mment. Intra-EU trade ioonstruction
andpersonal servicesis very small. This leavdsisiness services as the most important trade
category.

If we consider EU service markets by their expatié openness, it first appears that all EU
markets forpersonal services are virtually closed. libusiness services, the picture is more
mixed among the EU countries. The NetherlandsUtkexind to a smaller extent Spain have a
strong trade orientation in this sector, whereastiarket fotbusiness services in France,
Germany and Italy appears to be rather inward-t#@ T his pattern is likely to be correlated to
the regulatory environment, as we will see in sect.

For a more detailed consideration we also lookem specialisation patterns fbusiness,
professional and technical services, which is the largest sub-sector witlhitsiness services. It
was not surprising to find again that in particulae UK, and to a slightly smaller extent also
the Netherlands, have a strong position thereeanrly all of its constituting sub-sectors. Again,
Spain was found to have an export specialisatidusmess, professional and technical
services, whereas Germany, France and Italy are relatiwelgk in this sub-sector.

13



3

Intra-EU patterns in service provision through fo reign
subsidiaries (FDI)

Because the production and consumption of services is sometimes difficult to separate in time and space,

service providers may themsel ves move to a foreign market, through foreign direct investment. This section

describes the actual situation with regard to intra-EU foreign direct investment in services.

3.1

Several studies estimate that the largest shargeshational service supply is provided by
service firms that establish themselves in a foremgrket:® Hence, FDI may well be the
dominant form of providing services in foreign metk

A complication that we meet in describing the acsitaation with regard to intra-EU direct
investment patterns in services is that the avidithabnd quality of bilateral direct investment
data for services is much worse than for bordessing trade in services. It implies that in
some cases we have to revert to indicators at gregation level that is higher than desirable.

Ideally, the type of data that we need is direthaean service sales by foreign affiliates.
Until present, such data is only sparsely available data that we have been able to lay our
hands upon, is presented in section 3.1.

Give the incompleteness of these data we also toawse foreign direct investment (FDI)
data. FDI stock data represent the establishedyletive FDI positions in a particular country.
FDI flow data represent the annual cross-bordevdlthat may change the established
cumulative FDI positions!

Section 3.2 uses FDI flow and cumulative FDI stdaka to presents additional insights on
intra-EU transactions related to commercial presénservice industries.

Foreign services sales by foreign affiliates

As a proxy for the role of foreign service subsidia in the EU, figure 3.1 shows the share of
majority-owned foreign subsidiaries in total emptmnt of the non-financial commercial
services. Even though minority-owned foreign suibsids and joint-ventures with foreign
firms are not captured in this way, the foreign-edmemployment share still ranges between
2 and 17 per cent in the EU. Individual EU membates differ quite strongly in the share that
affiliates of foreign service multinationals havethe employment of the domestic service

10 See Karsenty (1999) and World Bank (2003) for estimates of the FDI share in worldwide service supply. Kox and Lejour
(2004b) come to similar results for the Netherlands.

* FDI flows forms not the only factor that may change year-to-year cumulative FDI positions. The latter can also change due
to profit reinvestment by local subsidiaries, by changes in asset values, and by independent borrowing practices of the local
subsidiary. FDI flows do not only include the acquisition of equity, but also real estate investments by the parent company,
and current account financing flows from the parent company.

14



Figure 3.1
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Sources: activity data of majority-owned foreign affiliates in specific industries of OECD countries derived from the OECD

FATS database. These data are compared with data on total employment of domestic firms in the same industry aggregate
(using OECD STAN).

Table 3.1 Country differences in the employment

by the EU directive, selected Member St

EU median per sector

Differences with EU median:

* |taly

* Germany
* France

* Poland

* Portugal

* Netherlands
* UK

* Austria

* Finland

* Sweden

Foreign affiliates from EU-15

Wholesale &

retail trade hotels & rest.

2.8

=27
-21
-0.8
-03

0.3

0.3
-03
4.4
3.3
1.4

share (%) of foreign affiliates

ates, 1997-1998

D) -
in services sectors covered

Foreign affiliates from non-EU origins

Tourism, Business Wholesale & Tourism, Business
activitiesa) retail trade hotels & rest. activitiesa)

3.9 2.0 1.6 1.6 2.3
-0.9 -2.0 -0.7 -0.8 -16
-19 -16 -0.6 0.0 -17
-0.3 -0.9 0.0 -13 3.1
-0.7 -0.2 -0.7 2.6 -17
1.4 6.3 -0.8 0.0 0.0
1.1 -0.5 1.1 -0.4 -0.7
0.3 0.3 2.1 3.2 6.9
-12 0.2 1.6 -0.8 0.9
1.0 4.1 1.7 4.9 0.2
2.7 5.5 3.3 0.8 2.2

a) This category includes mostly business services (ISIC 70-74).

b) Only majority-owned foreign affiliates.
Data sources: calculated from OECD FATS database and OECD STAN database

15



3.2

sector. Belgium and Hungary are found at the high #hile Germany, Portugal and Italy have
the lowest employment share of foreign service imatitonals.

Table 3.1 provides further information on the stuue of foreign-affiliate activities in
national service sectors that are covered by thpgsed EU measurésSFor the ten EU
countries together, we found that majority-ownegkiign affiliates from other EU countries on
average accounted for between 2% and 4% of donmastidoyment. This is a quite modest
employment share. Moreover, the largest activitfEblymultinationals is found in tourism-
related services. Table 3.1 also showsnfioolesale and retail trade that EU multinationals
have a large employment share in Austria and Fihlbat a very low share in Italy and
Germany. Fobusiness services the highest employment shares are found in Finl&agden
and Portugal, and the lowest in Italy, Germany Rrahce. It is remarkable that the EU's
peripheral countries attract relatively more atisg by majority-owned affiliates from other
EU countries. This could indicate that physicatatise plays a role here.

Table 3.1 also shows the service employment studn@siltinationals from non-EU origins.
The picture that arises is quite similar, exceptlie fact that the UK and France are to be
found among the countries that apparently havela piesence of non-EU multinationals in

their service sectors.

Some of the alleged advantages of the having momeedtic activities by foreign multinational
companies are that they generate productivityapmlis and an innovation spillovers. We found
some evidence presented in table 3-2hat multinational firms in EU service industriméght
have a higher productivity than their domestic cetitprs, although this is not the case for all

countries.

Services share in intra-EU FDI inflows

The share of service multinationals in domestic leympent reflects the direct investment
patterns from the past. When we want to know hawtie of foreign service providers is
changing, we must look at recent direct investrfilemis. At a micro-economic level, the
relation between FDI flows from the parent comp#amthe subsidiary, and the latter's local
sales is not stable over time. For an individuahfithe relation between FDI flows and sales of
a foreign affiliate tends to have three phaseshérfirst phase, this ratio is very high due to
start-up costs, then stabilising as FDI only refiébe contribution of the parent company in
financing of current working capital requiremeraed in the final stage getting negative as the

2 For ten EU countries we use FATS data on the sector structure of local employment by foreign affiliates; this is compared
to national employment data for service sectors by country (from OECD STAN).
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Table 3.2 Productivity differences 3) between majority-owned foreign affiliates and dome stic firms in the

non-financial market services sector, sel  ected EU countries 1997-1998

Country Value added per person engaged in total
commercial services (in 1000 US $)
FA have higher productivity

Austria 63.4
United Kingdom 49.4
Netherlands 53.5
Germany 64.9
Italy 66.5
Belgium-Luxembourg 68.4
Hungary 15.4

FA have lower productivity

Poland 13.3
Portugal 28.4
United States 58.6
Finland 65.3
France 72.5
Sweden 73.1

Productivity gap between foreign
affiliate and domestic firms (%) b)

20.6
2.8
1.7

11.5
9.3
1.2
7.8

-0.1
-1.4
-0.5
-0.4
-11
-0.5

E) o . ’
) 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.
Non-financial commercial services.
Source: calculated from OECD FATS and STAN databases.
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Table 3.3 Inflow of foreign direct investmentin se  rvices, by destination country, period averages 199  8-2000

In billion US $ in % of EU-25
Austria 4.7 1.2
Belgium-Luxemburg 102.6 26.6
Denmark 14.9 3.9
Finland 6.2 1.6
France 28.0 7.3
Germany 85.6 22.2
Greece 1.0 0.3
Italy 5.5 14
Netherlands 29.3 7.6
Portugal 2.0 0.5
Spain 18.8 4.9
Sweden 7.4 1.9
UK 69. 17.9
EU-15 375.4 97.2
Czech 3.1 0.8
Hungary 1.3 0.3
Poland 4.9 1.3
Slovak 1.3 0.3
EU-25 386.0 100.0

Data source: OECD_2Csector_april2004.ivt., OECD, Paris.

establishment is dismantled. Caution is neededatlachigher aggregation level. This is so
because individual FDI transactions can be chuoésing in lump sums at a particular
moment in time. Single large transactions in aipaldr year may blur a more structural
pattern, so that a country's FDI flows and its @edtcomposition tend to be rather volatile. We
took 3-year averages (1998-2000) for each countrgduce the volatility. Table 3.3 offers an
overview of the magnitude of service FDI inflowstive EU countries.

A first remarkable fact is that the total inflow érvice FDI in the EU is about 12 times
higher than the inflow in US service industries. Wik comment on this fact in section 3.3 in
relation to cumulative FDI stock data. Secondly,weild like to highlight the concentration of
direct investment flows into a few EU countriesr@any, Belgium-Luxembourg and the UK
together attract two-thirds of all FDI in EU semimdustries? A bit surprising is the small
magnitude of annual direct investment flows infnench, Italian and Spanish services
industries. The direct investment flow into the €uservice industries is larger than in France.
Itis also larger than service FDI flows into Itagd Spain together. Thirdly, Table 3.3 shows a
very high share of service FDI inflows going to §iam-Luxemburg. It can be shown that this
is explained by large FDI flows in the financialérmediation services.

13 Luxembourg is important for its banking sector, which attracts large money flows due to its fiscal secrecy.

18



Figure 3.2
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Note: US data refer only to 1998. Calculated on the basis of OECD data.

There is a striking difference between the strietafrFDI inflows in the EU and in the US,

with the share of manufacturing-related FDI beingchstronger in the US. Figure 3.2 pictures
the structure of total FDI inflows by main econors@ctor** Service FDI dominate in the
European countries, with Sweden as only excepliothe most important EU countries,
services nowadays account for more than 75 perafdfiD| inflows. That is slightly higher

than the share of services in the EU economies.

The activities by foreign service multinationaladeo be spread quite unevenly over domestic
service industries in the EU. This can be illugtdatia the use of "FDI inflow intensities”, i.e.
the share of a particular sector in total servibé iRflows to the sector's share in total domestic
service production. This indicator would béunity) if a service sector attracts a share of FD
inflows that corresponds with its share in domegtaduction. However, table 3.4 indicates that
service sectors covered by the EU directive onaetaccount for much less FDI inflows

than would have corresponded with the share thexgers have in domestic service production.

* The bars in Figure 3.2 do not add up to 100 per cent, because the primary sector is not shown here. Some EU countries
reported a negative FDI inflow (i.e. a net outflow) in their primary sector. Annex Table Al gives more detailed data on the
overall sectoral structure of FDI inflows.

® Germany being the exception.
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Table 3.4 FDI inflow intensity: sectoral share int  otal service-FDI inflows divided by the sector's sh are in
a)

total domestic service production, selected countri es, 1998-2000
Germany France UK Spain © Neth. USA b)
Sectors covered by directive
Trade, distribution 01 -04° 05 0.3 05 1.3
Business services and real estate 1.9 15 0.4 1.9 0.2 9 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 1.50 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).
) 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 does not count the FDI inflows in financial holding companies.
® The negative value reflects a net FDI outflow (disinvestment).
Data sources: OECD FDI data (OECD_2Csector_april2004.ivt); production shares calculated from OECD STAN database.

Unlike the USA, all EU countries in the table attreemarkably little FDI in thérade and
distribution services. The predominantly consumer-orientedrism and other services are
underrepresented in FDI flows. In the UK, the Ndt@ds and Spaibusiness services and real
estate attracts a relatively low share of direct investirmympared to the sector's size; the
opposite holds for France and GermaBgmmunication gets relatively strong attention from
foreign investors, which may well be due to deratjah that took place in the late 1990s,
combined with the auctions for mobile phone licengexcept in the Netherlands, the banking
sector (financial intermediation) attracts more FEfEn one would expect on the basis of the
sector's relative size. The strong national disigarin the structure of FDI inflows are much
larger than justified by national differences ie ttomestic size of specific service industries.
Golub (2003) and Golub and Nicoletti (2004) findttihegulation factors, including tax regimes,
are important determinants of intra-European FDW8 in servicesiApart from policy factors
this FDI inflow pattern could also be determinedngywork factors, scale effects and sector-

specific transaction costs.
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Table 3.5 Origin of total FDI inflows in selecte  d EU countries and the USA, 1989-1994 and 1995-2001

%-age share originating from EU-15 %-age share originating from USA
89-94 95-2001 period 89-94 95-2001 period
difference difference

Greece 83 92 9 4 2 -2
Portugal 75 84 9 3
Italy 64 79 15 10 10
France 53 78 25 7 13 6
Finland 72 76 4 17 6 -11
Germany 64 76 12 20 16 -4
Spain 71 74 3 7 17 10
Belgium-Luxembourg 75 74 -1 14 8 -6
Denmark 70 62 -8 7 22 15
Sweden 59 53 -6 8 16 8
Netherlands 55 51 -4 16 31 15
United Kingdom 40 43 3 36 40 4
Ireland 24 12 -12 62 82 20
United States 52 62 10

Source: Calculated from OECD data

There are a few marked differences between EU mestates in the structure of their FDI
inflows. For most EU countries it holds that FDiflanvs originate mainly from other EU
countries. A few countries (UK, Netherlands, IrelaBenmark) have markedly a more 'trans-
Atlantic' orientation with respect to the originfstioe FDI. Table 3.5 shows the average 1995-
2001 shares of US and EU transnationals in theiffi@ws, and how the FDI origin changed
since the first half of the 1996%The Netherlands, Ireland, Denmark and Sweden goe tdS-
oriented during the 1990s, whereas Germany, Firdenadthe new EU accession countries
enjoyed relatively strong FDI attention from muéttional companies in other EU countries. In
France and Italy, FDI from the EU and the USA iased at the expense of third-party
countries like Japan.

Finally, figure 3.3 displays which share of the Hitkect investment inflows is covered by the
proposed EU directive. For the EU-15 countries tiogie this is about one-third of the total
inflow. The remainder of the direct investmentanilis accounted for by service sectors
outside the domain of the directive, and by non-serviagas. For the interpretation of
Figure 3.3 it is good to keep in mind that the prestructure of the FDI inflows is partly an
endogenous result of the strong intra-EU reguladifferences for services.

%% The right panel shows how the pattern of the 1995-2001 average per country has shifted compared to the average pattern
in the period 1989-1994.
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Figure 3.3 Average FDI inflows 1998-2000 and covera ge of by EU directive, selected EU member states
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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 (Gas, Electricity). Data source: OECD data on the sectoral structure of FDI inflows.

3.3 Conclusions on intra-EU direct investment in se rvices

Bilateral data on direct investment for the EU g@\sector are non-existent at present.

Therefore, we have combined data from various ssut@ construct a picture of the present
situation.

The share of foreign affiliates from EU originstire employment of service sectors in EU
countries is generally very low: between 2 and Ageat of the employment in the sectors that
are most affected by the proposed EU measuresigdgrther in the data we find that EU
multinational affiliates account for higher shaoéslomestic service employment in the more
peripheral countries of the EU (Finland, Swedental), whereas that share is generally very
low in Germany, Italy and France. This could imiigit physical distance plays a role, for
instance by its impact on the trade-off betweeroetipg and setting up a local affiliate.

The strong national disparities in the structur€bf inflows are much larger than justified
by national differences in the domestic size otffeservice industries. Apart from policy
factors this FDI inflow pattern could also be detared by network factors, scale effects and
sector-specific transaction costs. Regulatory pEdienight also play a role, but further
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analytical research is required to establish th8ECD research established that regulation
factors, including tax regimes were important deteants of intra-OECD FDI-flows in

services.

7 ¢f. main report (Kox, Lejour and Montizaan 2004, chapter 5).
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4

The present role of regulation in intra-EU servic e markets

The proposed EU Directive for the Internal Market in Services aims to reduce the trade-hampering impact

of national regulations for service markets. This section describes the current state of regulation and

recent changesin the EU for product markets and foreign direct investment.

4.1

Recently, the European Commission (2002) preseameadarming survey of national
regulations that hamper the functioning of a Eléiinal market in services. That study contains
a lot of anecdotic examples of trade-affecting fatjons. This section examines the regulation
intensity of the EU countries from a broader pectipe. We use regulatory indicators of the
OECD to get an overview of the current patternegfulation in the EU countries.

Section 4.1 presents research findings on regylattensity in EU service industries, while
in section 4.2 we discuss the regulatory barrieisdareign Direct Investment (FDI). Section 4.3

summarises the conclusions.

Regulatory intensity in EU service markets

It is very difficult to give an extensive overviefithe degree of regulation within the EU and
its effects on trade patterns. This can be expihinethe fact that service trade barriers mainly
consist of non-tariff barriers (Chen and Schembfi2). A main characteristic of non-tariff
barriers is that they are extremely hard to quaimtifa reliable way. As a result, the amount of
available data on barriers for the EU service tiadeery limited. Despite this data problem, it
is possible to draw some conclusions about thd Ewegulation in the service trade in the EU.

The OECD developed a detailed database with immisatf product market regulations and
employment legislation for most of its member ftafhe database is mainly formed by official
government responses to the OECD Regulatory Irmlis&uestionnaire. For each country
some 1600 regulation items related to the prodwkeats are collected in this database. The
answers are coded and ordered (weighted) in a saxadgng from O to 6, and aggregated
according to a methodology that is described iroNiti , Scarpetta and Boylaud (2000). From
detailed answers on regulatory items they devealopnsary indicators for the strictness of
regulations by country, by policy area, and to s@xtent also by economic sector. The
summary indicators are obtained by means of fatalysis, in which each component of the
regulatory framework is weighted according to dettibution to the overall variance in the
data. Figure 4.1 describes the OECD aggregatincepiioe. The resulting indicators are
cardinal measures that increase in the strictnieegalation. The OECD researchers
distinguish the following policy domainsconomic regulation concerning market access, the
use of inputs, output choices, pricing and intéamel trade and investmeragministrative
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regulation (i.e. the interface between government agencidsaaonomic agents) including

means for communicating regulatory requirementiégoublic as well as compliance

procedures. They also developed separate indiciatoespl oyment protection legislation.

Figure 4.1

Description of OECD method for aggregati
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Source: Nicoletti, Scarpetta and Boylaud (2000).

The OECD database contains some detailed informatioregulation items in a few specific

service sectors (retail trade, telecommunicati@ngport, energy distribution), but on the

whole the information concerning the product regafain the OECD member states is of a

more general nature. Nicoletti and Scarpetta (2p@33ent information about the regulatory

environment reform in seven non-manufacturing itidess in OECD countries and the EU over

the time period 1980-1998On this basis it is possible to show the develagroger time of

regulation intensity in the non-manufacturing indies of the EU, using a single policy

8 The seven non-manufacturing sectors are: Electricity, gas and water; Wholesale and Retail Trade, Hotels and

Restaurants; Transport and Storage; Post and Telecommunications; Financial Intermediation; Professional Business

Services.
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indicator. Figure 4.2 presents the distributiomexfulatory approaches in the EU over the past
two decaded’ The chronologically juxtapose boxes reveal thetsaries aspects of the data, in

particular the evolution of the median and theasee of the regulatory indicator.

Figure 4.2 Indicator of regulatory reform in seven non-manufac turing industries in 1980-1998
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Note: The box plot shows in each year, the median EU value of the regulatory indicator (the horizontal line in the box), the
third and second quartiles of the cross-country distribution (the three lines that form the box are drawn 25%, 50%, and 75%
of the way through the data) and the extreme values (the two whiskers extending from the box). Dots identify outlier
observations (these are not included in the analyses). A 0-6 indicator is used from least to most restrictive.

Source: Nicoletti and Scarpetta (2003).

Figure 4.2 shows two different regulatory developteeFirstly, we see that the average
regulation intensity diminished over time, indicgtithat EU governments leave more issues to
the market mechanism. Secondly, we also see tagidlicy variance in the EU has increased
over time: some EU governments deregulated sulistigimhore than others did. The variance
of regulation intensity increased across Europeamties in Europe, especially in the later part
of the 1990s. Nicoletti and Scarpetta (2003) fimat the recent regulation divergence is
stronger in the EU than in the OECD as a wholes Thippened despite the efforts of the
European Commission to harmonise the businesscemagnt in the 'single market'. European

countries apparently use very different policiesaads regulation in non-manufacturing

9 Regulations of individual countries have been assigned a score, from least (score is 1) to most restrictive (score is 6).
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(service) sectors. This finding indicates that s&rfirms wanting to export to or invest in other
EU member states may be subject to very differesdyct-market regulations.

Nicoletti and Scarpetta (2003) analyse in whichigyodlomains the regulatory changes took
place, and how this differs between groups of OE@#nber states. Figure 4.3 shows the
evolution over time of the summary indicator fogutatory intensity by country group and by
policy domain® The most recent data from the OECD Regulationbdese show that
deregulation of product markets in most OECD hatinoed during the period 1998-2003
(Conway 2004).

Figure 4.3 Regulatory reform in selected non-manufa  cturing industries 1975-1988
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Note: Simple average of indicators for: gas and electricity supply, postal services, telecoms, air transport, railways and road
freight. Depending on the industry the indicators cover: barriers to entry, public ownership, market structure, vertical
integration and price controls. Europe data are weighted average (1995 GDP PPS) of Austria, Belgium, Denmark, Finland,
Germany, Greece, Ireland, Italy, Netherlands, Norway, Portugal, Spain, Sweden and Switzerland data. A 0-6 indicator is
used from least to most restrictive.

Source: Nicoletti and Scarpetta (2003).

The figure shows the decrease of overall regulatitensity over time. In Europe, most of the
deregulation took place in the policy domaliasriersto entry, market structure regulation,

price controls, and to a smaller extent in regulations concerm@ntical integration. Comparing
country groups in figure 4.3 we must conclude tatope as a whole is more slowly in
removing regulatory barriers than the United Kingr@ustralia and New Zealand. Europe still

% The indicator ranges from O for the least restrictive to 6 for the most restrictive regulation level.
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Figure 4.4
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has the most restrictive policy towards the prawisif the services that are analysed in
figure 4.3. It is worth noting that the latter Seevindustries do not match the industries covered
by the proposed EU directive (EC 2004). The progaseective focuses on professional

business services, trade, construction, persondtes, and commercial medical services.

Although the provision of services in Europe i stibject to considerable regulatory
intervention, is useful to note that deregulatiopioduct-market regulation in Europe was
much more dynamic than in the USA over the pasades. A reason could be that product
markets are less regulated in the USA than in Eurdpis could be explained by Figure 4.4
shows the acceleration of deregulation in Europepared to the USA, especially in the 1990s.
This acceleration led to a convergence in reguldtitensity between the EU and the USA.
Nonetheless, the average intensity level of prothantket regulation in the EU is still
considerably higher than in the USA.

Acceleration process in deregulation, EU versus USA, 1978-1998

1978-1982 1982-1988 1988-1993 1993-1998
BEU OUS

Note: Acceleration of deregulation is computed by taking the difference in the indicator ‘regulatory reform * between two time
periods. A higher score means that a country is deregulating faster. Source: Nicoletti, Bassanini et al. (2001).

Figure 4.5 describes differences in the OECD cdesitregulatory environment for the year
1998, this time including the regulation for prcfiesal business services. The graph captures
regulatory differences by means of the economy-wia industry-level indicators of

% The regulation intensity levels in 1998 were 3.3 in the EU versus 1.4 in the USA. The 1998 regulation intensity level for the
EU was the same as the USA had in 1982 (data: Nicoletti, Bassanini, et al. 2001).
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Figure 4.5

regulation. Both increase in the level of publicnenship and restrictions to market
mechanisms. It appears from Figure 4.5 that thestrg-level environment was widely variable
both within and across countrfésFor example, Finland, Sweden, the Netherlandaniek

and the United Kingdom are characterized by aivelgtlow level of regulation in business
activities. On the other hand, the level of regatatn business activities is relatively high in
Austria, Greece, Spain and Portugal. The levekgitation in retail trade is high for France,
Denmark, Finland, and the United Kingdom, whilesitelatively low in Ireland, Germany and

Portugal.

Regulation in non-manufacturing industri es, 1998

& FRewil trade =+ Transpor & Post, ielecommunication
# Electricity, gas and water supply ¥ Financial imermediation O Busincss activitics

Diaviations from OFCT average

100

a0 4

B -

an -

20 4

40

-B0 1

-0 4

=100

OECD

S ERE SR

43

-»

Ush GBR O SWE O MIL FIN AUS CAN NOR DEU HLDr ESF DMK BEL PRT IRL CHE JPM  ITR GRC  AaUT FRA

Note: Depending on the industry, the indicators cover public ownership, barriers to entry, price control, restrictions to
business operation, administrative burdens, market structure and vertical integration. Indicators are increasing with

restrictions to competition. Source: Nicoletti and Scarpetta (2003).

The OECD indicators for national regulation intéysi for specific items or at a more
aggregate levelare innovative and welcome additions to the amabg®lkit for economists.
What the regulation intensity indicators still dat fully grasp is the trade-hampering impact of
NTB heterogeneity across countries. If the OECDhwmetfor instance finds a regulation
intensityof say 2.5 for two countries, this does not imihlgtt regulation is a neutral factor in
explaining trade patterns between these two camtti two countries have the same trade
regulation intensity, the underlying regulation s@was for the two countries may be

2 For illustrative purposes, countries are ranked according to the deviation of the average indicator across industries from
the corresponding OECD average.
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4.2

completely dissimilar. The magnitude of heteroggnedntributes to additional compliance and
information costs, and it takes away a firm's palssécale effects in dealing with national
regulations. It has been shown elsewhere thayfiedf regulatory measures often differs
strongly between countriéd.

Regulatory environment for foreign direct inves tment

Golub (2003) made another major contribution to@&CD research on economic impacts of
regulation. He provided a measure for restrictiomsnward FDI. Golub considers several
different types of restrictions for FDI:

limitations on foreign ownership,
screening or notification procedures, and

management and operational restrictions.

The restrictions are computed for nine sectorsedeaden sub-sectors, most of which are in
services, and then weighted and aggregated iritiyke sneasure for the economy as a whble.
Especially equity restrictions are given a highgiribecause foreign ownership is a vital
characteristic for FDI. Golub finds on the basidisf aggregate indicators that the last two
decades, and especially the 1990s, have witnesaathtic liberalisation in FDI restrictions.
This is pictured in Figure 4.6. Golub concluded thare remain substantial differences
between countries and across industries. The npast countries are now in Europe (as far as
statutory restrictions are concerned). Interessrtpat the level of total FDI restrictions in the
United States remained almost unchanged betwedhd@B2000.

Cumulative indicators for overall FDI restrictiomsthe service sector in the major EU
countries are summarized in Figure 4.7. It showsiththe major EU countries, the overall
level of FDI regulation in the service sectors aedeby the proposed EU directive, is relatively
low. The scores range betwe@an0.1 (note thatl is the maximum restrictiveness level). The
EU weighted average is slightly higher than theel®f protection in the major EU countries,
resulting from some important differences in resions across the EU. The Netherlands has
the lowest level of total FDI restrictions in thergce sector. Countries with the lowest levels
of restriction for FDI include the United Kingdoineland, Belgium, Germany

% A more detailed picture of the heterogeneity of regulation policies between countries for business services is given in
OECD (1996); CSES (2001); Kox (2001: Tables 6.2-6.6).

2 sectors are: Business services (with Sub-sectors: Legal, Accountancy, Architecture, Engineering), Telecommunications
(Sub-sectors: Fixed, Mobile), Construction, Distribution, Finance (Sub-sectors, Insurance, Banking), Hotels and Restaurants,
Transports (Sub-sectors: Air, Maritime, Road), Electricity, Manufacturing.
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Figure 4.6 Indices of total FDI restrictions overt  ime, 1980 and 2000
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Note: The indicator ranges from 0 (least restrictive) to 1 (most restrictive). This indicator includes also FDI restrictions in the
manufacturing sector. So, services are not isolated. Source: Golub (2003).
Figure 4.7 Overall FDI restrictions in service sect  ors covered by the proposed EU directive on the int  ernal
market in services, 1998/2000
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Note: The analyzed service industries are: business services, construction, distribution and hotels and restaurants. The
scores for the EU and the OECD are weighted by GDP. Source of original data: Golub (2003).
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and ltaly. Austria, Finland, Portugal and Spain #relnew EU members have a more
restrictive policy towards FDI in these sub-sect@wegerall, however, restrictions in most
European countries are well below OECD averagetriais a remarkable exception in this
regard.

While Figure 4.7 presented an combined pictureficservices industries covered by the
proposed EU directive, we may also present a nexwsspecific picture. Figure 4.8 shows
the overall FDI restrictions per service sector.

Figure 4.8 Cross-sectoral patterns of FDI restricti  ons in the EU, 1998/2000
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Note: The indicator ranges from 0 (least restrictive) to 1 (most restrictive). EU countries are included in the category OECD
countries. Source: Golub (2003).

The FDI restrictions in the service sectors that@vered in the EU proposal are in all OECD
countries higher than those in the manufacturirgoséwith distribution being the most
restrictive covered sector). Besides the factttimat-DI restrictions in the covered sectors are
higher than in the manufacturing sector, it shdaddstated that there exist the possibility of
underestimating the degree of restrictiveness.réakdegree of restrictiveness may be
underrated, because Figure 4.8 only gives infolonatbout the relative intensity of FDI
restrictions, but it does not show the heteroggraditegulations across EU countries. It
appears that the FDI restrictions in sectors cal/byethe proposed EU directive are rather mild
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4.3

in comparison with the restrictions of other seevdectors such disance, and network sectors
like rail transport, telecommunications andelectricity supply (not pictured).

Conclusions on the regulatory situation in EU s ervice markets

We found that regulation in the total service segtdurope has decreased. The different pace
of deregulation with regard to product markets edyfiowever, more rather than less variance
in regulation level between the EU member stategi(E 4.2). The Netherlands, Denmark and
United Kingdom are the EU countries with the lgastrictive product-market regulation for
services, whereas Austria, Greece, Spain and Rarang the most restrictive countries of the
EU-15.

The level of regulation in the EU is relatively hign comparison with other OECD countries
(Figure 4.3). The pace of deregulation in Europénduthe 1990s was higher than in the United
States, causing a process of convergence. Nonsshéhe level of product market regulation
for non-manufacturing sectors is in the EU stilhsimlerably higher than in the USA.

FDI restrictions in the service sector are alsaeksing (Figure 4.6). Within Europe, the FDI
restrictions are relatively high in the transitioountries, Finland, and Austria. The FDI
restrictions in the sub-sectot®ofels and restaurants, construction, business services and
distribution) which are covered by the proposal directive afatively low in comparison with
other sub-sectordifance, transport, telecommunications).
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Conclusions

This paper has sketched the recent pattern incgetnade, foreign direct investment and
regulation in the EU. We have concluded that tkedacade trade in services has increased
substantially, in particular in business serviddss is also the case for foreign direct
investment (in services). The level of regulatiathim the EU has decreased. Product-market
regulation and FDI restrictions have been loweTdw process of deregulation proceeds with
different speed, and this is the cause of an ise&ariance in the level of regulation over

Europe.

Recent empirical OECD work on the relations betwegtional regulation intensity and trade
pattern$® concludes that the level of regulation hampermetia services and foreign direct
investment significantly in their member countri@ECD researchers report that a reduction in
national regulation to the level of the least-ragedl country- the United Kingdom could
increase bilateral trade in services by about ZDié. foreign capital stock could increase to
10% to 20%. This finding suggests that the propd@Séddlirective on service trade could have a
significant impact on trade and investment, ifatild reduce the regulatory burden for foreign

service providers effectively.

The EU's stocktaking of regulatory barriers in srbsrder trade and commercial presence (EC
2002) learns us that these barriers consists mafrlye extra regulatory costs that service
providers face if they want to enter a foreign near he implication is that the level of
regulation in a country is not sufficient as a ik for regulatory trade and investment
barriers. If two countries have the same tradelatigm intensity, the underlying regulation
measures for the two countries may be completalsimiilar. The magnitude of heterogeneity
contributes to additional compliance and informatbosts, and it takes away a firm's possible
scale effects in dealing with national regulatiofise regulatory heterogeneity across countries
causes additional information and compliance proBléor firms interested in foreign
transactions. The service provider must make amtdfir becoming accustomed to other
policies. If national regulation would be more esd similar (harmonised) in all EU countries, a
company could build up scale economies in handhiege procedures. The heterogeneity
across countries however prevents such potentidd conomies.

% |n particular, Golub and Nicoletti (2004) and Nicoletti et al. (2003).
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We have tested the impact of regulatory heteroggneithe volume of service trade and
foreign direct investment in the main report of giesent project (Kox, Lejour, and Montizaan
2004). We found strong empirical evidence that la&guy heterogeneity has a negative impact
on bilateral trade and FDI between EU member states
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Annexes

Annex Table A1 Sectoral structure of FDI inflows,

average for period 1998-2000, percentage shares

PRIMARY SECTOR
MANUFACTURING

SERVICE SECTOR
Electricity, Gas and Water
Construction
Trade and Repairs
Hotels and Restaurants
Transports, Communication
of which: Total land, sea and air transport
Telecommunications
Financial Intermediation services
of which:
Monetary intermediation
Other financial intermediation
of which: Financial holding companies
Insurance
Total other financial intermed & insurance
Real Estate and Business Activities
of which: Real estate
Other Services

UNALLOCATED
TOTAL

USA? Neth
-1.6 0.4
82.1 27.4
195 708

04 37
0.0 0.1
8.2 10.9
03 0.0
-1.0 9.5
06 07
16 8.4
79 388
31 25
2.5 32.4
0.0 9.7
23 3.9
48 363
3.0 6.7
1.0 3.7
0.7 1.1
0.0 1.4
100.0  100.0

0.3
25.0

69.8
1.3
0.5

-5.3
0.2
3.6
0.4
2.5

19.2

4.2
10.8
3.6
14
121
49.8
5.6
0.6

5.0
100.0

Note: a) USA data only for 1998. Data source: OECD_2Csector_april2004.ivt, OECD, Paris.

-0.2
10.3

93.6
0.3
0.0
1.8
0.0
6.3
0.4
5.9
7.5

11
7.4
-0.1
-0.9
6.4
77.3
0.0
0.4

-3.6
100.0

France Germ. UK

6.8
18.0

75.2
3.9
-0.2
8.4
0.7
36.0
0.3
33.9
16.1

3.9
9.5
0.0
2.7
121
9.6
0.4
0.8

0.0
100.0

Spain

0.4
6.9

86.8
0.8
3.0
6.2
0.7

23.6
0.6

22.6
5.5

0.0
0.0
0.0
0.0
0.0
45.7
7.2
1.3

6.0
100.0

Other
EU-15

0.4
14.3

74.4
0.4
0.2
2.1
0.1
4.5
0.2
2.7

54.1

6.1
46.4
0.2
13
47.6
10.7
0.1
2.2

10.9
100.0
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Annex Table A2

EU imports of services at sub-secto

r level, 2001

Sub-sectors

Total services

Transport

- Sea transport

- Air transport

- Other transport

Travel

Communication services
Construction

Insurance

Financial

Computer and information
Royalties and licence fees
Other business services
Personal services
Government services

Value in billion US$

628.9
142.7
62.4
46.5
33.8
175.8
17.0
11.9
11.3
24.5
171
32.0
170.9
12.6
13.1

Source: OECD (2003), and own calculations

% share in total
imports

100.0
22.7
9.9
7.4
5.4
28.0
2.7
1.9
1.8
3.9
2.7
5.1
27.2
2.0
2.1

% share of intra-

EU imports

56.6
53.6
47.6
48.9
71.1
60.6
63.5
52.0
74.1
58.0
60.9
37.3
56.7
88.7
59.3

% annual growth

total imports
1985-2001

8.2
5.6
7.8
8.8
-11
9.9
8.3
4.7
4.4
145
NA
11.3
12.0
NA
3.4
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