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Executive summary  
 

The service sector makes an important contribution to gross domestic product (GDP) in most countries, 

providing jobs, inputs and public services for the economy. Trade in services can improve economic 

performance and provide a range of traditional and new export opportunities. However, services 

liberalisation also carries risks, and appropriate regulation and other complementary policies help to 

ensure that liberalisation delivers the expected benefits. We have reviewed the literature on these 

issues for six service sectors (tourism, financial services, energy services, information and 

communications technology and Mode IV). 

 

The contribution of services to development 

significant contribution to GDP and job creation, and provides crucial inputs for the rest of the 

economy, thus having a significant effect on the overall investment climate, which is an essential 

determinant of growth and development. Some service sectors, such as the health, education, water 

and sanitation sectors, are also directly relevant to achieving social development objectives. 

  

The service sector accounts for a significant proportion of GDP in most countries, including low-income 

countries, where it frequently generates over 50% of GDP. The process of development usually 

coincides with a growing role of services in the economy (alongside a reduced role for agriculture). 

Thus, services constitute an increasing percentage of GDP in nearly all developing countries. Services 

contributed 47% of growth in Sub-Saharan Africa over the period 2000 2005, whereas industry 

contributed 37% and agriculture only 16%. Recent growth in Africa owes to services as much as natural 

resources or textiles (even in countries benefiting from trade preferences in these products). The 

question is not whether to move into services, but how and at what speed to move into services. 

 

Many services are key inputs to all or most other business, e.g. infrastructure services such as energy, 

telecommunications and transportation; financial services, which facilitate transactions and provide 

access to finance for investment; health and education services, which contribute to a healthy, well-

trained workforce; and legal and accountancy services, which are part of the institutional framework 

required to underpin a healthy market economy. These service sectors are thus a key part of the 

investment climate, and can have a much wider impact on overall business performance and the level 

of investment, and hence growth and productivity in the economy. 

 

The potential benefits of services trade liberalisation 

Trade in services can help create opportunities for countries to expand their outputs of services in 

sectors where they have a comparative advantage, thus creating jobs, contributing more to GDP and 

generating foreign exchange. This can be especially important for those countries that are relatively 

such as is the case for many sub-Saharan African countries. Services exports can be an important part 

exports of IT-enabled services as firms have increasingly outsourced certain administrative functions to 

lower cost countries. And (labour-intensive) tourism is now a significant part in the economy of many 

low-income countries. 

 

In addition, imports of services can significantly improve performance by bringing greater competition, 

international best practice, better skills and technologies and investment capital. The entry of foreign 

service providers may therefore yield better services for domestic consumers, and improve the 

performance and competitiveness of domestic firms.  

 

Given that much trade in services is brought about through foreign direct investment (FDI), it can also 

serve to bring much-needed capital into the country. Thus, it can help to stimulate investment in 
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infrastructure development for example, where government or domestic private sector funding may 

have otherwise been difficult to secure (given public sector budget constraints, and the fact that many 

developing countries have limited access to international capital markets).  

 

The need for complementary policies and the role of regulation  

However, experience has shown that services trade liberalisation also carries risks and potential costs, 

e.g. that foreign providers might cherry-pick the most profitable customers and refuse to serve others; 

may leave the country at the first sign of financial difficulty exacerbating instability; may replace 

domestic providers; or may contribute to brain drain. Government intervention to regulate the market 

and to ensure there is sufficient competition is therefore crucial if the benefits of services liberalisation 

are to be realised.  

 

Indeed, regulation is crucial in many service sectors regardless of whether the sector is open to trade. 

Owing to the nature of services (which are commonly characterised by elements of natural monopoly, 

high barriers to entry and informational asymmetries), regulation is usually required to ensure that 

service markets work properly. For example, regulation is required to: 

 Create a level playing field and facilitate competition between market players (e.g. by ensuring 

access to the grid or network for new entrants in the electricity or telecommunications sector);  

 Guarantee the quality of the services provided (e.g. by specifying qualification requirements for 

service providers such as doctors, engineers and architects);  

 Protect consumers (e.g. from fraud or mis-selling);  

 Ensure sufficient provision of information (e.g. about the availability and features of services 

provided);  

 Prevent environmental degradation (e.g. arising from high levels of tourism development);  

 Ensure adequate access to services (such as electricity, health and education);  

 Maintain financial stability (in the banking sector); 

 Minimise disruptions in supply (in electricity). 

 

However, regulation can be unnecessarily burdensome and distortionary, and can sometimes represent 

a major barrier to services trade. Barriers can sometimes be an unintended consequence of a 

regulation (e.g. where the professional qualifications required are available only from national 

educational establishments), or can sometimes be imposed deliberately to prevent or manage foreign 

entry, e.g. through limits on foreign equity participation or requirements for foreign entrants to form 

joint ventures with domestic companies. Thus, liberalising trade in services usually involves some 

degree of deregulation or regulatory reform to make it easier for foreign firms to enter the market.  

 

But it is also the case that new or more sophisticated regulatory frameworks are often required in order 

to ensure that liberalisation delivers the expected benefits. And the establishment of an appropriate 

regulatory framework can also be important in enabling a country to take advantage of potential export 

opportunities, by developing well-functioning domestic service sectors that meet world standards of 

provision. For example, by facilitating the development of a safe and reliable health care system, a 

good regulatory framework can enable a country to take advantage of new opportunities to sell health 

tourism services. Similarly, an appropriate legal and regulatory framework in the financial sector can 

help to build consumer confidence in a new offshore financial centre.  

 

Other complementary policies can also help to maximise the benefits and minimise the risks of service 

sector liberalisation. These vary from sector to sector, and may include: the provision of education and 

training (e.g. in IT, medicine or languages), that will enable domestic firms as well as individuals to take 

advantage of service sector export opportunities; mechanisms to enhance spillovers and technological 

diffusion from foreign export providers; or a strategy to manage the temporary migration of individuals 
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abroad to provide a service, to facilitate greater remittances and maximise the chance of return with 

enhanced skills, etc. 

 

Sector summaries 

Tourism 

Tourism is the biggest export service sector in many low-income developing countries (via Mode 2). Its 

value is set to increase further in all world regions, and especially developing countries, reflecting 

increased demand and comparative advantages. The tourism sector (e.g. the hotel sector) tends to be 

liberalised in developing countries compared with other sectors, although there are areas (e.g. tour 

guides) where there are still sensitivities and protectionist elements.  

 

Developing countries have already realised the importance of appropriate frameworks that are non-

trade-distorting in tourism, helpful for making commitments in international service negotiations. The 

relevance of this in itself would need to be understood: can we identify the way in which trade 

liberalisation has taken place in tourism and could this be a role model for other sectors? 

 

This relatively liberal stance has coincided with the large impact of tourism on development in terms 

of value added, incomes and employment in static terms, as well as dynamic effects on the rest of the 

economy. Rather than protecting the local tourism sector, especially the smaller players, from foreign 

involvement, it is more efficient to think about complementary policies to promote the (local) sector 

and its effect on development.  

 

Governments can use a variety of policy and regulatory tools to enhance tourism and its impact on 

development: 

 They can use tourism regulations, other regulations and complementary factors to raise the 

spending and development effects of each tourist. Some governments discourage all-inclusives 

(Gambia) but while this may have increased local spending it may have dampened the number 

of arrivals.  

 They can encourage linkages, and while local content rules for services are more flexible than 

those for goods, there is little evidence that they work for the sector.  

 They can promote grading and improve the quality of accommodation, but there are questions 

about the capacity of governments to monitor this. Useful complementary regulations include a 

more liberal retail and financial services sector (e.g. automatic teller machines  ATMs). Other 

complementary factors include improving local capabilities to supply the tourism sector, 

including agriculture and cultural services (e.g. artists or other attractions). 

 

A review of tourism policy and regulations based on experiences in developing countries suggests:  

 A more liberal stance to air access will help to increase tourist arrivals. 

 A more liberal regime in the tourism support services (e.g. transport handlers and other 

business indicators such as access to finance) has been an important factor behind a more 

rapid increase in tourist arrivals. 

 Despite weak regulatory frameworks for tourism some countries can attract more tourists by 

supporting a more diversified tourism product and accommodative air access policies. 

 Poor human resources and economic infrastructure and weak local food supply chains and 

governance cause weak linkages between tourism and the poor.  

 When the capacity to provide health services is available as well as the demand, then 

regulatory coordination can facilitate trade in health tourism; 

 While incentives may have facilitated the attraction of hotels in some countries, they are often 

not monitored or linked to performance, weakening their impact. 

 Governments in some countries have liberalised tourism services by transferring non-core 

functions of tourism departments to the private sector and privatising formerly state-owned 
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tourist parastatals. After such reforms, the development of tourism sector has often been 

positive. 

 Although some countries have liberalised the tourism sector with success and have 

implemented community-oriented tourism plans, challenges remain in further developing the 

sector. Regulatory challenges relate to complementary issues such as business indicators, e.g. 

weak policies in the area of tax rates and costs to finance, tax administration, skills/education 

of workers and access to electricity and land. 

 

The financial sector 

The financial sector plays a crucial role in the economy, underpinning private sector development, 

facilitating investment in businesses, technology and training and contributing to productivity, 

competitiveness and growth. Access to financial services also contributes directly to poverty reduction, 

enabling poor households to strengthen their livelihoods by investing in micro-enterprises and to 

better manage the risks they face.  

 

However, in many developing countries, access to formal financial services is very limited, particularly 

for poorer households and small and medium-sized enterprises (SMEs), and it is likely that this lack of 

access to finance significantly constrains economic growth and reduces the ability of the poor to 

participate in markets, to increase their income and to themselves contribute to economic growth.  

 

performance, with important knock-on benefits for the rest of the economy. Openness to foreign 

financial service providers often results in greater efficiency, dynamism and innovation. It stimulates 

improvements in domestic banking performance, and has significant potential benefits for consumers 

through improved service delivery and for the economy as a whole through a more efficient allocation 

of capital.  

 

However, the recent global financial crisis highlights the risks associated with financial sector 

openness, as integration into world financial markets can increase vulnerability to contagion.  

Nonetheless, there is also evidence that the presence of foreign banks actually improves financial 

stability, and reduces the likelihood of banking crises on average, over the long term.   

 

The financial sector in many developing countries has commonly been characterised by high levels of 

state ownership and government intervention, which have often seriously damaged the performance 

and efficiency of the sector and worsened access to finance. Thus, substantial reform programmes may 

need to precede or accompany financial sector opening, involving financial deregulation, bank 

restructuring and commercialisation and privatisation to create market incentives and to improve the 

competitiveness and productivity of domestic banks. However, experience has shown that financial 

reform must itself be carried out carefully, in an appropriately sequenced manner, and with the 

establishment of an effective regulatory framework as an important prerequisite, as it can otherwise 

lead to instability and financial crisis. 

 

Key components include: 

 A stable macroeconomic framework  to minimise the risk of financial instability; 

 Adequate financial supervision and regulation to encourage prudent risk taking and financial 

discipline in the banking system; 

 The necessary institutional infrastructure, such as an effective legal framework for insolvency 

and adequate corporate governance and accounting systems;  

 Financial deregulation, where government controls over the actions of financial institutions are 

removed, such as directed lending policies and interest rate ceilings, which are likely to hamper 

performance and deter new entry; 
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 Bank restructuring, to resolve problems associated with high levels of non-performing loans 

and put domestic banks on a sustainable footing, thus avoiding bankruptcies and creating a 

level playing field with new foreign entrants; 

 Commercialisation and privatisation, to create market incentives and improve the 

competitiveness and productivity of domestic banks. 

 

There has often been an implicit assumption that financial opening promotes better access to financial 

services. However, most foreign banks have focused on areas where local profit opportunities are 

perceived to be the greatest  providing financial services to large firms in urban areas. Governments 

need to improve the enabling environment to reduce the costs associated with widening access, and 

provide stronger and more market-friendly incentives for banks to serve the lower-income end of the 

market. This should include: 

 The creation of an enabling environment for banks, which allows and incentivises them to take 

advantage of new technologies that reduce the transactions costs associated with serving 

poorer customers;  

 The regulation of the semi-formal sector appropriately, in a way that gives banks the confidence 

to engage with it more effectively to scale up services;  

 The avoidance of subsidised credit schemes, which have often been unsuccessful and 

counterproductive and have undermined financial sector development; 

 The use of market-friendly incentives for banks to widen access to services, which could 

include: 

o The adoption of a voluntary charter to improve access, which may include quantified 

targets, e.g. for the number of bank accounts provided; 

o The introduction of Basic Bank Accounts; 

o Monitoring and benchmarking schemes; 

o Legal requirements on banks to finance microcredit; 

o The establishment of an institution with a remit to promote access to financial services; 

o Regulatory measures and incentives, e.g. to do with licensing policy, Know Your Customer 

requirements or prudential requirements, etc.; 

o Promoting linkages between the formal and informal or semi-formal sectors; 

o The auctioning of a fixed subsidy to whichever financial institution agrees to provide the 

most micro-loans. 

 

The energy sector: A focus on electricity services 

Access to electricity is central to almost all aspects of economic activity and development, including 

private sector development and job creation, agricultural and industrial productivity and access to 

water, health care and education. It is strongly related to growth and development. However, access to 

electricity is limited or unreliable in many developing countries. It is estimated that at least 1.6 billion 

people still do not have access to electricity. 

 

Liberalisation of the electricity sector and market entry by private (often foreign) players brings 

competition, innovation, technological know-how, managerial expertise and much-needed investment 

capital with which to expand services and keep pace with expected growth in demand. It has generated 

substantial benefits in many countries, in terms of greater efficiency, lower prices, improved access, 

greater reliability of service and improved environmental impact. However, the evidence also shows 

that the gains from liberalisation are by no means certain, and they rely heavily on the establishment of 

competition and an effective regulatory framework in order to create the right incentives for appropriate 

investment and efficiency gains, and to ensure that these efficiency gains are passed on to consumers 

in lower prices.  
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In practice, prices have often increased after liberalisation, at least for some types of customers. This is 

because prices were often held artificially low prior to liberalisation, as a result of government 

subsidies or cross-subsidisation between consumers by the incumbent monopoly. Price rises after 

liberalisation have led to strong public opposition to reform and subsequent policy reversals in a 

number of countries, which have in turn led to contracts with private sector participants having to be 

renegotiated or rescinded. Thus, experience shows that strong commitment to reform is usually 

required for a prolonged period to ensure ultimate success. The continued provision of government 

subsidies to protect access for the poor and rural population may also be needed in many countries. 

 

These kinds of problems have resulted in reduced participation by private players in electricity markets 

since the peak in the late 1990s.  

 
Attracting significantly more investment will require greater commercial viability, including cost-reflective 

tariffs, better collection ratios, well-targeted and sustainable subsidies, and improved quality and reliability 

of service. In most countries, a move towards cost-reflective tariffs will not be politically feasible unless it 

goes hand-in-hand with visible improvements in quality of service . . . Undoubtedly, retail tariffs are not cost 

reflective in most developing countries and subsidy schemes often do not cover the gap between tariffs and 

cost or reach the poorest.1  

  

Thus, as with other services sectors, the potential gains from liberalisation appear to be substantial, 

but a range of complementary policies is required to ensure that liberalisation delivers the expected 

benefits. Key policy requirements include: 

 The creation of competitive market conditions through privatisation, separation of power 

generation from transmission and distribution services, the introduction of commercial (cost-

reflective) pricing, measures allowing market entry by both domestic and foreign companies 

and ensuring a level playing field (e.g. through appropriate regulation of access to the grid), 

and the introduction of competition to the sector or certain parts of it by giving customers a 

choice of supplier; 

 The establishment of a good regulatory framework for those parts of the supply chain (e.g. 

transmission) where competition is limited by the natural monopoly characteristics of 

production; 

 The establishment of a market structure and regulatory framework which ensures real time 

balancing of supply and demand and thus avoids disruptions in supply and price volatility; 

 Consumer protection provisions in the regulatory framework to ensure customers are treated 

fairly;  

 Measures to ensure adequate access to services. This may be through the regulatory 

-

ceasing to serve) certain groups of potentially less profitable customers. 

 

In practice, ongoing subsidisation may well be necessary to ensure provision for those on low incomes 

and in rural and remote areas in many countries, and may also be necessary to avoid public opposition 

to liberalisation, which can result in costly policy reversals and contract renegotiations, as has 

happened in Latin America. Private participation and some degree of competition for the right to 

provide the subsidised service can still be beneficial, and can help to encourage innovation, efficiency 

and cost savings for the government. 

 

The ICT sector  

The ability to use ICTs is critical for development, because they improve the efficiency of households, 

firms, sectors and the country as a whole. The adoption of ICTs also enables specific services to be 

traded. Evidence suggests that ICTs bring faster growth, better economic firm performance and 

                                                 
1 Public-Private Infrastructure Advisory Facility (2007) Private Participation in Electricity: The Challenge of Achieving 
Commercial Visibility and Improving Services, Gridlines Note 21. Washington, DC: PPIAF. 
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improved household welfare as they can enable more efficient organisation. ICTs enable firms to obtain 

better access to knowledge and information, to lower transaction costs, to supply markets at longer 

distances, to improve decision-making across the value chains and to improve flexibility of firms to 

respond to consumer demand.  

 

-  

when activities of companies are transferred to other countries through outsourcing (i.e. offshore 

outsourcing) or FDI. Call centres and online programmers are key examples of the offshoring of IT-

enabled services to countries such as India and South Africa. Offshoring of services has begun to bring 

great benefits and new opportunities to those developing countries that have appropriate ICT and 

skills, including those that are landlocked. However, ICT is not available everywhere and there exists a 

digital divide between developing and developed countries in terms of access to ICT, although this 

divide has been reducing recently.  

 

Development and reform in the ICT sector involves market liberalisation and competition, private sector 

participation and effective regulation. Competition has become the norm in the ICT sector. Private 

sector participation is still lower in Africa than in other regions. The number of countries with an 

established regulatory authority separate from the government and in charge of regulatory mechanisms 

to promote the use of ICTs has increased sharply, from a dozen in 1990 to around 150 in 2006. 

 

Beyond regulations in the ICT sector, rules and regulations in developed countries affect the offshoring 

of IT-enabled services. For instance, some US states have banned offshoring of services owing to 

employee concerns about jobs. Anti-offshoring sentiment has also increased in other locations, with 

some emphasising the importance of legislation on data protection in offshore destinations. 

 

Market reforms can boost productivity and profitability and stimulate investment, enhancing the 

performance of the ICT sector. Market-based strategies also allow governments to meet social and 

economic goals, such as increasing access to ICTs and revenue from telecommunication services. 

Effective regulation has also helped ICT to grow rapidly. 

 

Different types of complementary policy help maximise the benefits of regulatory reform and 

liberalisation in the sector. In particular, liberalisation benefits from an appropriate regulatory 

framework embedded in an overall strategy that enhances technological development and supports 

innovation. Regulators are also important. Key complementary policies to promote offshoring and 

enhance the role of regulatory reform include promoting a high-quality and appropriate skills base.  

 

The ICT sector is important for productivity growth and trade in developing countries, but the sector is 

still underdeveloped in the poorest developing countries, although improvements are visible in many. 

The sector deserves strategic attention, e.g. in the form of an ICT strategy covering a number of issues: 

 The establishment of good telecommunications infrastructure, with market-based pricing, 

private sector participation and appropriate regulation; 

 An independent and well-capacitated regulator; 

 A suitable competition framework; 

 An appropriate legislative framework, e.g. in relation to data protection issues; 

 An offensive approach to maintain and improve access for IT-enabled services worldwide; 

 The provision of suitable education and training, with more attention to vocational and 

technical tertiary education and to links with private sector needs. 

 

Health services 

An efficient and equitable health service sector is not only a development objective per se, but also a 

fundamental driver of growth and poverty reduction via its macro as well microeconomics effects. The 

a worldwide value of around US$4 trillion in 2005).  
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Several challenges and opportunities for development arise as health becomes a more tradable sector. 

Barriers to trade are still high, both in terms of capacity constraints (such as lack of capital and 

adequate technology) and regulatory barriers (health is one of the most heavily regulated services 

sectors). Some of these regulatory barriers, such as those related to the recognition of foreign 

qualifications, may be particularly stringent for developing countries, as highlighted by our work in 

India. 

 

Removing these barriers is likely to stimulate trade in health services, with risks and benefits varying 

according to the modes of trade, the import and export nature of trade and the specific context in which 

trade takes place. To the extent that increased trade stimulates new technology adoption, more 

efficient systems, transfer of know-how and increase in resources available, developing countries may 

benefit from trade liberalisation. On the other hand, if increased trade drains resources out of the 

public sector and basic health care, if it helps to create a two-tier system, increasing the inequalities in 

health care provision within the population, if it reduces the support of the wealthy for better public 

health facilities, then the negative impact of liberalisation may prevail. 

 

Such risks and benefits from liberalisation are likely to apply to a limited extent to very poor countries, 

as these are much less involved in health services trade than are upper- and lower-middle income 

countries. The reasons for the scarce participation of these countries in trade in health services are 

supply capacity constraints and market size rather than regulatory barriers.  

 
The implications of liberalisation on developing countries owe mostly to internal factors rather than 

liberalisation per se. Governments can adopt a wealth of policies to modify these internal factors in 

ways which could minimise the potential costs of liberalisation and amplify its advantages. These may 

include: 

 Promoting linkages between the public and private segments in order to increase the reach 

of health services provision within the country. Examples include:  

o A health care group is contributing equipment and expertise to a public hospital and will 

provide public patients with specialist services that are currently unavailable from the state.  

o The promotion of professional collaboration and exchange between the two segments, and 

the taxation of the foreign (and domestic) commercial segment to raise resources for the 

public segment.  

 Strengthening regulatory capacity in the health sector as a way to ensure that the overall 

impact of liberalisation, whether domestic or external, is beneficial. In an environment with 

institutional and regulatory deficiencies, increased competition induced by liberalisation may 

have negative effects.  

 Finding appropriate financing mechanisms to widen access to health services, which in low-

income countries is often restricted for some population segments. Possible ways include: 

o A system of user fees with subsidies to those in need (e.g. via health equity funds) may 

represent a possible solution.  

o A more implicit form of cross-subsidy is to require health care personnel to spend a certain 

period in public hospitals or remote areas, before they can be hired by the private sector.  

 Expanding health sector capacity: for example, the problem of two-tiering in health care owes 

mainly to poor domestic factors, such as low wages and poor working conditions and 

infrastructure in the public sector. This allows the private sector to attract skilled personnel, 

providing better pay and work equipment. There are a number of possible ways to expand the 

s  

o More resources could be allocated both to train a larger pool of health professionals and to 

improve their working conditions in the public sector (especially in rural areas). 

o Foreign educational institutions could be involved in the expansion of health-related 

training capacity.  
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Mode 4 

Trade via the temporary movement of natural persons (or via Mode 4) is an increasingly important 

component of service exports for developing countries. This type of trade may help developing 

countries exploit their comparative advantage in semi-skilled and unskilled labour and, for some 

developing countries, specialised skilled labour as well. At the same time, it is an effective way for such 

countries to fill some of the gaps in certain skills via the temporary import of service providers. 

 

Mode 4 trade is still very limited relative to its potential owing to a number of regulatory and de facto 

barriers. In particular, the former include immigration rules, discriminatory treatment of foreign 

providers and recognition of qualifications; de facto barriers relate to the discretionary power of 

authorities granted in order to prevent unauthorised entry. Importantly, such barriers seem to be 

particularly high for South-South trade via Mode 4. 

 

Further liberalisation of Mode 4 trade is constrained in developed (as well as developing) countries by 

security concerns (as in the case of H1B visa in the US), which tend to increase public opposition to 

immigration and fears about loss of jobs and lower wages, etc.  

 

However, the available evidence seems to suggest that Mode 4 trade has the potential to increase 

several of the benefits from migration (e.g. remittances, return migration) and/or minimise its costs 

(e.g. loss of domestic capacity and gaps in domestic skills) for developing countries. Walmsley and 

Winters (2002) estimate that an increase in Organisation for Economic Co-operation and Development 

generate a rise in world welfare of US$156 billion.2 

 

Complementary policies are often important in ensuring that such positive potential impact 

materialises. Such policies may include: 

 Promoting skills and education for those professions whose services are likely to be exported 

by developing countries. Such an expansion would require, inter alia: 

o The involvement of the private sector; 

o An effective education regulatory body (to oversee quality); 

o A fairly open competition regime in the educational sector; 

o Developed countries may also have the incentives to fund training facilities in developing 

countries as an effective way to improve their own access to skilled workers. 

 Implementing incentives 

towards this end could include:  

o The active institutional management of migration; 

o Systems that allow a returning skilled migrant to rejoin her industry at a level appropriate 

for her experience; 

o Effective cooperation between exporting and importing to increase the number of returning 

migrants.  
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1.  Introduction  
 

The services sector plays a key role in an economy, but has received less attention than agriculture and 

industry as a source of growth. Work is underway on the role of agriculture and industrial development 

in the development process (the latest World Development Report is on agriculture, for example), but 

developing countries and donors have placed much less emphasis on services. This is partly because 

there is less recognition of the contribution that services make to the economy, and partly because 

there is less clarity about the types of measures  liberalisation, sequencing and regulation  that are 

needed to stimulate the services sector (and the wider economy) onto a more dynamic growth path, 

and how these relate to the trade liberalisation agenda.  

 

This paper is the first phase output of a study attempting to answer two broad research questions 

(apart from identifying gaps  to be addressed in the next phase): 

 What is the role of services in development? 

 Is it possible to provide a narrative on the effects of services liberalisation and services 

regulatory reform on development that can inform developing country governments and 

regulators, as well as donors and development practitioners who are not necessarily specialists 

on services issues? 

 

Section 2 provides background information to the study and covers the importance of services in 

development in broad terms, introducing a simple framework to examine the effects of regulation on 

services and development and distinguishing this from previous approaches to services. The bulk of 

this phase of the study reviews the role of regulation in five services sectors, as well as one way of 

delivering services across borders (Sections 3 to 8). Section 9 concludes, using lessons learned from 

the reviews and presenting these as a narrative on services and development and on the role of 

regulation and trade liberalisation in this. There are gaps in the research evidence; ideas for future 

research for the next phase are presented separately. 
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2.  Background information and approach 
 

This section is in two parts. It begins by reviewing the importance of the services sector in general, and 

how it relates to development. It then sets out the framework we will use in this study to address 

services and development.  

 

2.1  Importance of services for development 

Services affect development in four ways (see, for example, Adlung 2007; Mattoo and Payton 2007; 

Qureshi and te Velde 2007): 

 Directly, through effects on national incomes and employment (services often constitute the 

majority or main source of incomes, even in low-income countries); 

 Directly, through effects on range and quality of services, including social services, such as 

health and education;  

 Indirectly, th
3 show 

that there are more obstacles to doing business in poorer countries, and barriers related to 

services play an important role in this; and 

 By diversifying the economy. 

 

-Saharan 

African economies appear to have turned the corner and moved onto a path of faster and steadier 

economic growth, averaging 4.4% in the first half of this decade. Rapid growth over the past decade 

reverses the situation seen in the collapses of 1975 85 and in the stagnations of 1985 95. The 

International Monetary Fund (IMF) forecast for real growth in sub-Saharan Africa was 6.1% for 2007 and 

6.8% for 2008 (IMF 2007). It has been suggested in the past that a 7% growth rate is what is needed for 

sustained poverty reduction.  

 

Services are very important for promoting inclusive growth. Although agriculture might be more 

effective in reducing poverty than other sectors, it is more difficult to promote agriculture when other 

sectors have more promising growth prospects or when countries face preference erosion and 

competition from larger-scale producers. Services already provide many jobs for the poor (from 

distribution to tourism), form the backbone of the economy (from transport to finance, electricity and 

telecommunications), offer an opportunity to diversify and enjoy comparative and competitive 

advantages (from temporary migration to call centres). 

 

We still know too little about the services sector. However, data for Africa available from the World 

Bank World Development Indicators show that, despite preference schemes (e.g. the Africa Growth and 

Opportunity Act  AGOA) targeting mainly African manufacturing, and despite rising demand for African 

natural resources, the share of services in incomes has recently increased.4 Globally, over the period 

1990 2005, the share of services in the incomes of low-, middle- and high-income countries grew by 10 

percentage points, to 50%, 55% and 73%, respectively. This suggests that services contributed 

relatively more to growth, which is extremely important for poverty reduction (Figure 1). It would be hard 

to promote inclusive growth without also promoting inclusive growth in services. In fact, services value 

added grew by 4.3% per annum from 2000 to 2005 in sub-Saharan Africa, whereas agriculture value 

added grew by less (3.7%); although industry rose faster, it contributed less to growth, because 

industry is only 60 70% of services value added.  

                                                 
3 See http://www.doingbusiness.org/.  
4 See http://web.worldbank.org/WBSITE/EXTERNAL/DATASTATISTICS/0,,contentMDK:20398986~menuPK:64133163~pagePK: 

64133150~piPK:64133175~theSitePK:239419,00.html.  

http://www.doingbusiness.org/
http://web.worldbank.org/WBSITE/EXTERNAL/DATASTATISTICS/0,,contentMDK:20398986~menuPK:64133163~pagePK:64133150~piPK:64133175~theSitePK:239419,00.html
http://web.worldbank.org/WBSITE/EXTERNAL/DATASTATISTICS/0,,contentMDK:20398986~menuPK:64133163~pagePK:64133150~piPK:64133175~theSitePK:239419,00.html
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Figure 1: Share of services in value added, by country group 
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Source: World Development Indicators (2007), see http://web.worldbank.org/WBSITE/EXTERNAL/DATASTATISTIC 

S/0,,contentMDK:20398986~menuPK:64133163~pagePK: 64133150~piPK:64133175~theSitePK:239419,00.html. 

 

The services sector is also a major source of employment. Figure 2 focuses on small states and shows 

that, on average, 52% of the labour force is engaged in the services sector in small economies. Its 

contribution to total employment is 35%, 58% and 62% in low-, middle- and high-income small 

economies, respectively.  

 

Figure 2: Distribution of labour force in services in small states (%) 
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Source: Commonwealth Secretariat. Small States Yearbook.  

 

Trade in services is increasingly important, but this importance varies by country. Figure 3 shows that 

the share of services has increased since 1980, now accounting for around 20% (at least for those 

traded services that are measured in the Balance of Payments  BoP). The increase in the share has 

been faster in low-income countries and sub-Saharan Africa. 

http://web.worldbank.org/WBSITE/EXTERNAL/DATASTATISTICS/0,,contentMDK:20398986~menuPK:64133163~pagePK:%2064133150~piPK:64133175~theSitePK:239419,00.html
http://web.worldbank.org/WBSITE/EXTERNAL/DATASTATISTICS/0,,contentMDK:20398986~menuPK:64133163~pagePK:%2064133150~piPK:64133175~theSitePK:239419,00.html
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Figure 3: Share of services in total trade in goods and services 

 
Source: World Development Indicators (2007), see http://web.worldbank.org/WBSITE/EXTERNAL/DATASTATISTIC 

S/0,,contentMDK:20398986~menuPK:64133163~pagePK: 64133150~piPK:64133175~theSitePK:239419,00.html. 

 

Available BoP data capture only part of services supply as discussed under trade negotiations. There 

are four different modes of supply of services: cross-border supply (Mode 1), services consumed 

abroad (Mode 2), services supplied via commercial presence abroad (Mode 3) and services supplied 

via temporary movements of labour (Mode 4).  

 

Services data used to compute exports by mode are often based on proxies. For instance, Mode 3 

exports of services are sometimes proxied by foreign direct investment (FDI). A better indicator would 

be sales of services by multinational enterprise (MNE) affiliates abroad, but such data are not always 

available. Similarly, Mode 4 exports of services should reflect sales by natural persons temporarily 

abroad, but this is proxied either by remittances (which may understate the true value, because sales 

may be higher than what is sent abroad, or overstate, as remittances includes permanent migrants) or 

by compensation of employees in subsidiaries of services MNEs, neither of which are correct. Table 1 

shows a World Trade Organization (WTO) statistical approximation of sales my General Agreement on 

Trade in Services (GATS) modes of supply. 

 

 

 

Table 1: Sales by GATS modes of supply (2000) 

Mode Proxy Rough estimate  

Cross-border supply BoP: service exports (note this excludes 

travel) 

US$1000 billion 

Consumption abroad BoP: travel (possibly excludes health, 

education, etc.) 

US$500 billion 

Commercial presence Foreign Affiliates Trade in Services (FATS): 

turnover  

US$2000 billion 

Movement of natural 

persons 

BoP: compensation of employees 

(understatement) 

US$50 billion 

Source: WTO (2002). 

 

This distribution will be different for developing countries and will have changed recently. However, it is 

important to bear in mind that trade in services is broader in scope than trade in goods, and include 

sales of services by multinationals abroad. 
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2.2 Framework to address services and development 

 

This paper examines the effects of regulation and liberalisation. We suggest that it is important to look 

at this by sector, so that we can build up evidence to contribute towards a narrative on services and 

development. We discuss services and development through the following individual sections: 

 Overview  

 The contribution of the services sector to development, growth and poverty reduction  

 Sector liberalisation  what is involved?  

 The benefits and risks of liberalisation and regulatory reform 

 Complementary policies required to maximise the benefits to development  

 

Several factors affect trade in services and the development of services sectors. We focus here on the role of 

regulatory reform and liberalisation, but there are complementary factors that help to maximise effects on 

development and that in some cases will be more important in promoting services and trade in services.  

 

2.2.1 Domestic regulatory framework 

Appropriate regulation is crucial to benefiting from trade in services liberalisation. For some sectors, 

regulation is required for services to be traded. In other sectors, regulation is vital, regardless of 

whether the sector is open to trade or not. Owing to the nature of services (which are commonly 

characterised by elements of natural monopoly and informational asymmetries), regulation is usually 

required to ensure that service markets work properly. However, regulation can also be unnecessarily 

burdensome and distortionary, and may constitute a major barrier to services trade.  

 

2.2.2 External constraints (including trade barriers) 

Following Hoekman and Braga (1997), trade barriers can be grouped into the following:5 

 Quotas (for example, the number of flights on a route may be restricted); 

 Local content and prohibitions (for example, production activities and supplies may be 

restricted to nationals only); 

 Price-based instruments (for example, visa fees and entry/exit taxes or subsidies), which tend 

to hit small traders more than large-scale traders; 

 Standards and accreditation requirements (for example, non-recognition of 

degrees/certificates/diplomas obtained in foreign countries); 

 Licensing and procurement requirements; 

 Discriminatory access to distribution networks;  

 No commitment on Mode 4 of supply of services. 

 

There are, of course, other external constraints, such as external shocks, competition from third countries, etc. 

 

2.2.3 Supply-side constraints 

Supply-side constraints on export capacity include: 

 Human resources: Some services, such as professional business, financial and educational 

services, are skill intensive and require appropriately trained staff. However, most developing 

countries have a poor tertiary education record and/or high rates of skilled emigration, which 

severely limits the availability of human resources. 

 Infrastructure: Low-income countries are typically characterised by a weak physical 

infrastructure (such as unpaved roads, underdeveloped ports, weak air connections, etc.) and 

                                                 
5 Non-trade related external constraints also exist, such as the level of competition abroad. 
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poor information and communication technology (ICT). Poor infrastructural facilities restrict 

domestic as well as foreign investment in the economy.  

 Size: The limited size of the domestic markets of developing countries raises the need to 

increase market access to reap economies of scale. Some services have a minimum efficient 

scale that is greater than the size of the domestic market.  

 Information: A majority of exporters of services operate on a small scale and face a lack of 

information on markets and regulations. In addition, they are unable to market their products, 

re sales depend on a track record of international credibility and 

profile. It can take time to build up international repute and credibility, particularly because the 

fixed costs of establishing credibility are relatively high for small service providers. 

 Technology: Exporters in small states have limited access to (new) technology, which reduces 

their competitive edge. 

 Financial resources: Service providers, especially those operating at a small scale, face 

constraints to accessing financial resources.  

 

2.2.4 Sector sections  

This study covers a range of sectors, including those offering significant export opportunities 

for developing countries, those likely to have a direct impact on development and those with 

the biggest potential impact on economic growth. These include: 

 Tourism (because of the importance of this sector for poverty, employment and gross domestic 

product  GDP); 

 Financial services (because this sector is the backbone of the economy and is an important 

contributor to GDP);  

 Energy services (as an infrastructure sector with an important effect on the investment climate);  

 ICT (which is also key for the investment climate);  

 Health (which is a key social sector); and 

 Mode 4, the presence of natural persons to provide a service (as a key interest and source of 

comparative advantage for developing countries). 

 

The other modes are covered explicitly or implicitly in the sector sections. Financial services and energy 

services are dominated by Mode 3 considerations, and tourism and health by Mode 2 considerations. 

Opportunities for ICT services, on the other hand, depend mostly on Mode 1 supply of services.  

 

There are other sectors that are not included. Although the key issues relating to these are covered in the 

sectors detailed here, additional coverage may be needed. We come back to this in the conclusions.  

 

2.3 What is new in this study? 

 

General reviews of trade liberalisation already exist (see, for example, Hoekman 2006; OECD 2002; 

Whalley 2004). Results of global computable general equilibrium (CGE) models suggest global gains in 

economic welfare of around US$250 billion per annum for a 50% cut in (all) services trade barriers, 

occurring over a 5- to 10-year period and equally distributed across all countries in proportion to their 

GDP (George and Kirkpatrick 2003; OECD 2002). Importantly, most gains are obtained through 

foreign markets. The various model estimates do not explicitly model different modes of services 

supply. However, some models do include FDI in services sectors (Mode 3), suggesting a global gain of 

US$60 billion per annum for this mode alone (but benefits skewed to Asians). Regarding Mode 4, if rich 

countries permitted movement of labour of up to 3% of the total labour force, world incomes would rise 
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by US$156 billion (Winters 2002). Developing countries would be the main gainers and the net welfare 

for the home region for Africa would be US$14 billion. 

 

Such quantitative studies are general. They are based on certain assumptions and suggest that 

complementary factors and regulations are already in place to support services trade liberalisation. 

Although it is important to know what the potential gains of trade liberalisation are, policymakers in 

developing countries will also need to know how these can be achieved, e.g. what type of regulations 

need to be put in place.  

 

In addition, several studies have been carried out on the options for developing countries in services 

trade negotiations (by UNCTAD (the United Nations Conference on Trade and Development), ICTSD (the 

International Centre for Trade and Sustainable Development), South Centre and the World Bank). Each 

of these institutions also provides technical assistance and information to support these negotiations 

(te Velde 2005). We aim to enter the discussions on trade liberalisation and the role of regulation at a 

different level from that of trade negotiations. 

 

There have also been studies that highlight the importance of other key factors influencing services 

and development, such as the supply capacity, including appropriate human resources systems in the 

specific case of small states (Qureshi and te Velde 2007). Here, we focus on other issues.  

 

This paper seeks to understand how trade liberalisation can be made to work and to discuss the role of 

regulation and regulatory reform in the development of services sectors. The aim is not to cover 

services negotiations and options in detail (we will refer to negotiation issues only in the first sector 

covered), but to examine how liberalisation and regulation affect development at the level of the sector 

and to consider capacity issues as complementary factors. We will aggregate the information gathered 

from the sector studies into a narrative on trade in services liberalisation and the role of regulation. 
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3.  Tourism services  
 

Tourism is the biggest export service sector in many low-income developing countries (via Mode 2). Its value is 

set to increase further in all world regions and especially developing countries, reflecting increased demand and 

comparative advantages. The tourism sector (e.g. the hotel sector) tends in developing countries to be liberalised 

compared to other sectors, although there are areas (e.g. tour guides) where there are still sensitivities and 

protectionist elements.  

 

Developing countries will have realised the importance of appropriate frameworks that are non-trade-distorting in 

tourism, helpful for making commitments in international service negotiations. The relevance of this in itself 

would need to be understood: can we identify the way in which trade liberalisation has taken place in tourism 

and could this be a role model for other sectors? 

 

This relatively liberal stance has coincided with the large impact of tourism on development in terms of value 

added, incomes and employment in static terms, as well as dynamic effects on the rest of the economy. Rather 

than protecting the local tourism sector, especially the smaller players, from foreign involvement, it is more 

efficient to think about complementary policies to promote the (local) sector and its effect on development. This 

involves regulatory issues such as air access, competition policies and heath, safety and quality standards, or 

helping to promote local capabilities such as skills and infrastructure.  

 

3.1  Introduction  

Tourism is the biggest export service sector in many developing countries. Its value is set to increase 

further in all regions of the world, a reflection of the fact that, as people become richer, they consume 

relatively more tourism services. Tourism already has an important impact on incomes, including for 

the poor. Appropriate regulation in the tourism sector and in other sectors can help to improve the 

impact of tourism on development. 

 

Tourism services is a broad category, covering a wide range of activities, from hotels, restaurants, tour 

operators and guides, to cultural and health services consumed by tourists and cruise ship passengers 

and staff. In negotiation terms, tourism includes tourism and travel-related services (hotels and 

restaurants, travel operators and tour operators, tourist guide services, other). Outside this definition of 

tourism services, tourism comprises several transportation and other services. For example, the cruise 

ships industry does not fall under this definition of tourism services, but has begun to contribute 

revenue for many countries. There is also evidence of the relevance of other tourism-related activities, 

such as health tourism (Gonzales et al. 2001) and cultural services. 

 

Tourism affects development in various ways. The direct effect of tourism on incomes is already 

considerable in several countries. In addition, there are important impacts for the rest of the economy 

in the long run, through linkages with local firms, externalities, human resource development and 

infrastructure development. The question relevant for this section is: what mix of policies can improve 

the impact of tourism on development and, particularly, what are the roles of services liberalisation 

and regulation? 

 

A significant amount of trade liberalisation of tourism services has already taken place, e.g. allowing 

foreign hotels to invest in the country. Although these tend to be larger hotels, there have been 

questions as to how this relates to the local, often smaller, hotels and how it affects development more 

widely. Moreover, not all tourism-related services have been liberalised, e.g. tour guides often still 

need to be nationals. There are potential risks and benefits associated with further tourism 

liberalisation, although, in practice, development and liberalisation have gone hand-in-hand. 

Appropriate regulation affects the development of the sector in various ways, e.g. when developed 

countries impose health and safety standards in hotels used by their tour operators, or when 

developing countries design new regulatory frameworks to support the competitiveness of their tourism 

sector. Regulatory reform in other sectors, notably air transport, will help the development of tourism 

services. 
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3.2 Contribution of the sector to development, growth and poverty reduction  

 

According to the World Tourism Organisation, international tourism receipts have more than doubled in 

the past 15 years, to US$700 billion, and tourist arrivals have nearly doubled, to 800 million. Average 

annual growth rates over 2000 5 in arrivals were 5% in sub-Saharan Africa and 7% in East Asia and the 

Pacific, much higher than the world average of 3%. It is expected that Africa will see its market share in 

tourist arrivals increase from 3.6% in 1996 to 5% in 2020  remarkable given that Africa tends to 

diverge from other developing countries on other economic indicators. This section addresses the 

impact of tourism on development, reviews the channels through which this works and discusses some 

topical issues. 

 

There are different ways in which the importance of tourism can be presented. The most common way is 

through the BoP: tourism receipts, often based on surveys, enter the BoP as -

Another way is the direct contribution of tourism value added to gross domestic income, which 

normally includes the value added of hotels and restaurants. There are also more extensive attempts to 

account for the fact that tourism involves other sectors as well. Including such sectors using so-called 

tourism satellite accounts will no doubt boost the effect of tourism. Finally, there are attempts to 

examine the total effects of tourism on incomes from a dynamic perspective, which implicitly include 

externalities through the channels mentioned above. 

 

3.2.1 Contribution to income and employment 

Focusing on Africa, tourism receipts are growing rapidly, at nearly 10% a year, and account for US$21.5 

re are wide variations within Africa. For instance, tourism receipts 

represent nearly 20% of GDP in Mauritius, 10% in Namibia, Tanzania and Gambia, 5% in Botswana and 

Kenya and 2.5% in South Africa. Slightly different ratios show up when using GDP value added by 

sector, because this is a more limited classification. For example, the sector hotels and restaurants in 

Mauritius account for 7% of GDP and 20% of employment. 

 

Tourism is extremely important for regions such as the Caribbean. Using tourism satellite accounts, 

which covers indirect effects, the World Tourism and Travel Council (WTTC) finds that tourism 

contributes 15% to GDP and 16% to employment in the Caribbean region. It is the main foreign 

exchange earner in many Caribbean countries and the revenues come from very different types of 

tourism, ranging from mass tourism (e.g. in Barbados) and cruise ships (several islands and Belize) to 

ecotourism (e.g. Suriname and Belize) and cultural tourism. 

 

For some small states, tourism-related services are a very important or the most important foreign 

exchange earner. Tourism can be key for low- and middle-income small states, owing to their relatively 

less diversified services sector as compared with the high-income states. Tourism often accounts for 

over 50% of service exports for the middle-income small countries (Botswana, Mauritius, St Lucia and 

Vanuatu) but a lesser proportion for high-income small states, such as Singapore and the United Arab 

Emirates (UAE).  

 

Tourism is also seen as an important sector for the poor (see the extensive overview in Mitchell and 

Ashley 2007). Tourism offers labour-intensive and small-scale opportunities compared with other non-

agricultural activities, employing semi-skilled and casual workers and a high proportion of women 

(UNED-UK 1999), and an opportunity for self-employment and small and medium-sized enterprises 

(SMEs). Tourism also provides opportunities in remote areas and in places with a high value on natural 

resources and culture, all of which favour the poor. 

 

3.2.2 Externalities to the rest of the economy 

Lejarraga and Walkenhorst (2006) summarise 10 econometric studies on the effects of tourism on 

growth. Econometric regressions capture the dynamic effects as well as the externalities on the rest of 

the economy. Their review supports the hypothesis that growth can be tourism-led. Tourism can and 
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often does generate economic growth both in low-income and in OECD (Organisation for Economic Co-

operation and Development) countries  and in some cases has outpaced the manufacturing and 

agricultural sectors in relative contribution to GDP growth. There is also empirical evidence that the 

effects of tourism are greater the poorer the region. This would suggest that tourism is a first step 

towards diversification but that, as countries become more developed, they move increasingly into 

higher value-added sectors (as we found earlier). 

 

There are a number of channels through which the tourism sector affects the rest of economy (implicitly 

captured by the econometric regressions), including:  

 Infrastructure (e.g. air travel or roads) 

 Human resource development (e.g. training of the workforce) 

 Diversification and private sector development (especially SME development and 

entrepreneurship, linkages) 

 Other unspecified externalities 

 

Infrastructure 

Subramanian and Matthijs (2007) highlight the dynamic effects of tourism in Kenya. Increased air travel 

for tourism reduced the cost of airfreight to Europe and provided new transport opportunities for small 

quantities of fresh products. Tourism also increased local demand for high-quality fruit and vegetables 

and provided an outlet for produce not meeting export standards. More generally, the authors argue 

that, by positioning itself as a relatively close and attractive holiday destination, sub-Saharan Africa 

could make gains that are not just direct (in tourism services, hotels, restaurants, etc.) but also 

indirect: the fact that more and more direct flights arrive in African airports makes transport cheaper 

and export markets more readily accessible for African goods.  

 

Human resource development 

The management, entrepreneurial and other skills that the tourism sector, especially hotels with links 

to foreign business, provides are important long-run effects of tourism. Within the hotel industry, there 

is a trend towards greater investment in staff training, with up to 1% of revenue being earmarked for 

this purpose (ILO 2001).  

 

Diversification, linkages and private sector development 

The effects of tourism on development in the rest of the economy will depend on the type of linkages, 

forward or backward, direct or indirect. Hotels can source locally and promote local economic 

development or import from abroad. Generally, the extent to which linkages are formed depend on 

capabilities of local firms, sourcing practices of hotels, the type of tourism activities and domestic 

policies, such as the presence of a linkage promotion programme. It could be small differences that 

matter, e.g. a hotel in the Caribbean began to purchase more from local agricultural suppliers when it 

employed an employee with local knowledge of suppliers. 

 

Other 

There are further effects that determine the link between tourism and development. For instance, it is 

frequently argued that there are leakages of tourism spending; these are defined as the value of 

tourism receipts that does not benefit the host economy, but that flows to the international economy. 

This could be because profits are repatriated or because tourism spending boosts imports. It is likely 

that tourism visitor spending is not the same as value added to the country because of leakages, but it 

is not clear whether this is particular to tourism. This seems to be the case for many sectors (natural 

resources industries, infrastructure, etc.) Normal policies would minimise leakages by providing better 

investment opportunities, so that profits can be reinvested, and by fostering linkages with the local 

economy. Further, tourism provides significant foreign exchange, is often key to being able to finance 

import bills and reduces the need for a devaluation of the currency. 
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3.2.3 Different types of tourism 

Much is made of the differential impact of different types of tourism. Broadly, we can distinguish 

between cruise ship, eco and mass tourism. The main form is mass tourism (searching for sun, sea and 

beach). This has become possible for many countries because of the growth in long-haul flights. 

However, other emerging forms of tourism can also affect development. For instance, the number of 

cruise ships has grown recently in several countries. After the 9/11 security threats, Americans decided 

to go on holidays in the local area. For example, cruise passenger arrivals in Belize have increased from 

1998 to 2004 from 14,183 to 851,436, equivalent to a phenomenal 98% annual growth rate. Ecotourism 

and health tourism are also targeted by some countries. Other countries target shoppers and business 

visitors. 

 

Another category, event tourism, helps a number of countries. For example, St Lucia has built up a 

basic institutional infrastructure to organise larger events (carnivals, jazz and flower festivals, sports 

events, etc.) with cultural inputs which, among other things, help to attract visitors. The St Lucia Jazz 

Festival has become internationally recognised and emerged from an idea to market the country in a 

period during which there are relatively few visitors. The organisation of such a festival requires 

contracting and coordination of several (local and foreign) groups and all other arrangements, such as 

arranging contacts with DVD/CD distributors. The St Lucia Tourist Board has taken this on. The costs 

are financed through merchandising, gate receipts and contributions from the St Lucia Tourist Board 

and government in the form of import duty exemptions. The St Lucia Jazz Festival was responsible for 

8% of visitor expenditure in 2006 and around 2% of all visitors. The St Lucia Carnival is organised by 

the Cultural Development Foundation and is building up regional and international recognition, with 

agreements with nei

attracted about 0.5% of all visitors in 2003 and has been growing in importance since. 

 

Although the impacts of the various types of tourism can differ, with different characteristics and 

beneficiaries, it does not seem to be the case that one type is always better than another type. Much 

will depend on how tourism spending is used. 

 

3.2.4 Market structure 

The tourism industry has been undergoing dramatic structural shifts. There has been a rapid 

consolidation in the industry in Europe. For instance, there are only four major tour operators (TUI, First 

Choice, MyTravel, Thomas Cook), each operating at various levels in a vertically integrated way. This 

consolidation has led to a concentration of power with the tour operators: they do destination 

marketing and determine which hotel to use. This leaves little bargaining power for local hoteliers. On 

the other hand, the internet has strengthened marketing tools for those actors that can use it and 

reduces the need for tour operators. 

 

The literature on value chains distinguishes between supply-driven and buyer-driven value chains. 

Tourism activities may be best described by buyer-driven value chains, as the tour operators are the 

driver. Mitchell and Faal (2007) compute the share in revenues going to the different activities in the 

tourism value chain in Gambia (from the United Kingdom (UK)). International tour operators capture 

12% in value, airlines 24%, passenger handling 4%, accommodation 19%, food and beverages 16%, 

shopping 5%, excursions 5% and local transport and other expenditure 5%. Such numbers cannot 

reveal whether it is the remuneration of input costs and quality of skills that is appropriate, or whether 

profits per unit of input vary. To the extent that buyer-driven value chains are unregulated, a higher 

share captured at the tour operator end might be a reflection of monopolistic competition, but this is 

not easy to show. 

 

3.3 Tourism sector liberalisation: What is involved?  

 
There are various relevant regulatory frameworks and trade policy rules affecting tourism activities. 

These include: 
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 Domestic regulation for hotels, tour operators and tour guides, and rules guiding the use of 

incentives, land tenure and other issues in the destination country  

 Source country regulations, which affect destination country operations of tourism firms based 

in source countries and cover health and safety standards (e.g. the European Union (EU) 

Package Directive), competition policies (e.g. among the tour operators), the need to have a 

passport for United States (US) citizens, introduction of eco-taxes) 

 Rules and commitments on tourism in regional and multilateral trade agreements (RTAs and 

GATS) affecting both source and destination countries 

 

3.3.1 Relevant domestic regulations 

Domestic regulation is seen as an important factor affecting the development of services (e.g. World 

Tourism Organisation 2004). Various studies include measures for domestic regulation in the tourism 

sector (e.g. WTO Trade Policy Reviews), with information on legislation (e.g. hotels acts) and whether 

this allows for non-discrimination among foreign and local hotels. 

 

As an example, the Botswana Tourism Act regulates the tourism industry with a view to promoting its 

development. It provides for licensing of tourism enterprises and sets out the procedures with regard to 

applications for licenses, power of inspection, appeals, etc.; defines categories of tourism enterprises; 

provides for the introduction of a grading system for tourism enterprises; establishes a Tourist Industry 

Licensing Board; and provides for the possible introduction of a training levy and the establishment of 

a National Advisory Council on Tourism. The exact status of such acts and documents can be unclear, 

as regulations continue to be amended to exempt certain categories of enterprises from licenses and to 

put the grading system on hold (Leechor 2004). 

 

There are key regulatory issues affecting normal operations in the tourism sector, as part of specific 

tourism regulation or as part of general legislation. These include: 

 Incentives (tax holidays or investment allowances for capital investment)  

 Land tenure and leasing (access to beaches, parks, etc.) 

 Health and safety standards 

 Environmental policies (sea front) 

 

Although these regulatory issues do not form the core of this section, they do nonetheless affect the 

competitiveness of the sector. 

 

3.3.2 Types of trade policies 

There are various degrees of trade liberalisation. It is possible to liberalise the sector for hotels over a 

certain size, e.g. 50 rooms, to protect smaller hotels. One way is to include this limitation in the sector 

classification in the first column; St Lucia has used this in its GATS schedule: Hotels and resorts in 

excess of 100 rooms, and restaurant services (CPC 641**, 642). Another way is to schedule it in a 

market access limitation for Mode 3 in Sector 9A, as in St Kitts: Limited to development in excess of 50 

rooms. Ownership of non-ethnic restaurants reserved for nationals. Or in Grenada: Subject to alien 

landholding regulations, exchange control regulations. Limited to the developments of hotels in excess 

of (100) rooms. Hotel development of less than 100 rooms may be subject to an economic needs test. 

Some countries exclude small hotels from GATS commitments even though there is no evidence that 

discrimination is indeed the case for small hotels. 

 

Countries can always revoke GATS commitments, so liberalising subject to the possibility of revoking 

commitments is always an option. If a country wants to backtrack and modify its GATS commitments, it 

can follow the procedures in Art. XXI procedures. A country wishing to reverse or add a further limitation 

can do so after a period of three years of the commitment being in place. Further, it needs to negotiate 

compensation with all affected parties  so it would need to find out who would lose out. 
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Compensation is ill-defined, but can be in the form of increased services access in other areas. We are 

not aware of the existence of any cases of developing countries asking to modify GATS commitments.  

 

Tourism is often subsidised, but the use of subsidies is prescribed in the GATS (not as much as for 

trade in goods, of course). ain circumstances, 

subsidies may have distortive effects of trade in services. Members shall enter into negotiations with a 

relation to development and the need for flexibility, and asks for an information exchange concerning 

all subsidies related to trade in services. 

 

-favoured nation (MFN) 

obligations apply (GATS Art. II). However, governments may choose not to subsidise foreign firms only 

or to use MFN exemptions. National treatment applies to the subsidy practices to the extent that a 

es have 

done this for tourism services. Limitations to commitments can be scheduled, some by sector, others 

horizontally. But if local content or subsidies are not mentioned for scheduled sectors, they are not 

permitted. Market access commitments are a precondition for binding effects in national treatment (NT) 

and MFN clauses, as without market access commitments there are no effects. GATS Art. XV(2) states 

that adversely affected members may request consultation; this shall be accorded sympathetic 

consideration but there are no guidelines on what to do and no reference to the Dispute Settlement 

Understanding (DSU).  

 

There was no timetable initially for negotiations on subsidies, but the 2001 guidelines suggest that 

members aim to complete negotiations on Art. XV prior to conclusion on specific commitments. 

However, it is far from clear whether disciplines will really materialise. Not much has happened so far 

(and the Doha Round has now come to a standstill). It will be very hard to determine whether 

investment incentives are trade-distorting (more difficult than in the case of goods) and when they are 

legitimate for public policy reasons (recognised by Art. XV). It might be helpful to have an information 

exchange on the relevance of all trade-distorting subsidies before deciding whether and how to deal 

with subsidies in the GATS. This alone could lower the incidence of subsidies when governments 

realise that subsidies may not work as planned. 

 

3.4 Benefits and risks of liberalisation and regulatory reform 

There are benefits and risks associated with both liberalisation and regulatory reform, which we deal 

with separately below. 

 

3.4.1 International trade liberalisation 

Hoad (2002) outlines the GATS, examines its legal principles, explains the arguments of supporters 

and critics and considers its potential impact on tourism and sustainability and on issues such as local 

community participation and tourism governance. Hoad argues that the reason why many countries, 

both developing and otherwise, have supported the GATS is the expectation that it will lead to 

increased investment in tourism. 

 

Perrin (2001) aims to identify and assess potential environmental and social effects of trade 

liberalisation policies on the tourism sector and, specifically, the role played by trade liberalisation 

policies in supporting or constraining opportunities for sustainable development. Increased inward 

investment is seen to have positive and negative effects on the sustainability of tourism. The GATS can 

lead to increased investment because it is in many respects both a multilateral investment agreement 

and an agreement to liberalise services. The GATS has important implications for investment through 

commitments concerning Mode 3.  

 

In the case of Turkey, Perrin argues that GATS agreements and liberal domestic regulations in the 

tourism sector have led to increased foreign investment. Foreign investment in the tourism sector in 
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1997 constituted 14% of total FDI. Increased inward investment has led to a generation of employment 

opportunities, although the jobs are poorly paid and seasonal. However, tourism investment in Belek 

concentrated mainly on the beachfront and negatively affected the ecosystem. 

 

l and 

environmental impact on the Caribbean tourism sector as a result of an EU-ACP (Africa, Caribbean and 

Pacific) economic partnership agreement (EPA). The simulations conducted suggest that further Mode 3 

liberalisation would lead to an increase of 10% in the physical capital of the tourism sector. This, in 

turn, would lead to an increase of 2% in total investment.  

 

Dunlop (2003) sets out a regional negotiating strategy on tourism services in external trade 

negotiations and suggests that a challenge for negotiators is in striking the right balance between 

encouraging new foreign investments into the sector while maintaining local community involvement in 

tourism-related activities. He argues that WTO officials often overplay the importance of the GATS to 

investment. According to the officials, the existence of GATS commitments in tourism-related sectors 

can increase domestic and foreign investment by ensuring greater stability and predictability of 

government regulations and policies affecting tourism. However, as Dunlop points out, the existence of 

GATS commitments is one of many factors that encourage foreign investors to enter a market. More 

important factors are argued to be return on investment, political stability, currency fluctuations, ability 

to repatriate profits, revenue per available room, operating costs, national taxation and incentives 

provided by the government. 

 

The World Tourism Organisation (2004) discusses FDI in the tourism sector, focusing on definitions, 

trends, measurement and assessment of impact of FDI in the tourism sector. The study suggests that 

recent growth in FDI in the tourism sector owes largely to the creation and approval of a regulatory 

framework, including international treaties and agreements, laws, decrees and standards, as well as 

aid policies and incentives for FDI within countries. 

 

Te Velde and Nair (2006) make a statistical analysis, with panel data (1997 2003) on inward FDI in the 

tourism sector in nine Caribbean countries, correlating these with data describing the regulatory 

framework committed to in fora such as the GATS, and controlling for other factors affecting inward FDI. 

As far as we know, this is the only study that examines the effects of GATS commitments on tourism 

investment. 

 

The regression results are indicative of a positive relationship between GATS commitments and inward 

FDI, controlling for other explanatory factors and instrumental variables to account for the endogeneity 

of making GATS commitments. The instruments include the number of WTO negotiators, which seemed 

positively related to the depth of GATS commitments. There are several caveats, which may make the 

results more tentative: with only 55 observations, results could be more credible with a larger sample 

(more countries and/or more data over time) with more explanatory variables.  

 

The evidence reviewed here suggests that GATS commitments are related to more investment in hotels 

and restaurants  although this should be examined in more details. More investment can lead to more 

development, but there is the possibility that foreign hotels could displace local hotels. The evidence 

above does not examine this, but it is likely that foreign-owned hotels will bring with them their own 

marketing networks and skilled managers, and so expand the tourism market (and not displace local 

firms). It is possible that foreign-owned hotels lead to significant leakages of import revenues (Jules 

2005), but this is no different than for other sectors, and it is not clear whether non-leaked revenues 

could be appropriated if the hotels were not there. In some countries (e.g. St Lucia), all hotels with 

more than 100 rooms are foreign-owned  and only foreign-owned companies began such big hotels. 

However, so far, there is little publicly available data that can help with assessing comprehensively 

how FDI affects development in the tourism sector, at least in contrast with the literature on tourism 

and development generally. 
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On the other hand, further tourism investment can have negative environmental effects, which would 

call for complementary environmental policies. Jules (2005) suggests that uncontrolled tourism 

development can have detrimental impacts on the physical and social environment. Poorly managed 

tourism leads to deforestation and erosion; degradation and depletion of biological diversity; 

disruption of natural habitats; and over-consumption of resources like freshwater and energy. Trade 

liberalisation is not the only factor here  it relates to the whole sector  but liberalisation might lead to 

further development of the sector and additional revenues gained would need to cover any potential 

environmental damage, at least indirectly. 

 

3.4.2 Domestic regulatory reform  

Domestic regulatory reform in the tourism sector is an ongoing effort, with some aspects less 

controversial than others. The key regulatory issues manifest themselves in tour guide regulations, tour 

operator regulations, hotel and tourist accommodation acts, cruise ship policies and tourism board 

acts. Most countries have in place a hotel act as well as a tourism board act (establishing the tourism 

board). Not all services sectors have a board or a key association, and the presence of a tourism board 

reflects the importance of the tourism sector. Hotel acts are mainly about they way hotels need to 

comply with standards, whether foreign hotels are welcomed and who is eligible for support or 

incentives. Such acts continue to be updated, but the principle of non-discrimination (on paper) seems 

to be well-established: in practice, domestic regulation has long allowed foreign hotels to operate, 

which is why further regulatory reform may not have a big impact as in other sectors. This also explains 

why there are so many services commitments in tourism by developing countries in the GATS. 

 

Although this applies to many segments of the tourism sector, it does not apply to all sub-sectors. For 

instance, local tour guides still seem to be protected. This issue is more sensitive, as it relates directly 

to semi-skilled jobs. For instance, the Zambian National Tourist Board provides advice to the 

immigration department on the issuing of work permits. It is straightforward to grant limited numbers of 

work permits under the Investment Act; it is also relatively easy to grant permits for skilled personnel, 

such as managers or Chinese speakers (for a Chinese restaurant). It is more difficult for tour guides or 

workers who are not key skilled personnel, even though there is a lack of qualified tour guides. 

Granting work permits is currently being carried out on a case-by-case basis and this can lead to 

discrimination. 

 

A recent example of regulatory reform comes from Botswana. The new tourism regulations (2006) state 

that the following tourist enterprises are reserved for citizens of Botswana or companies that are wholly 

owned by citizens of Botswana: campsites including caravan sites; guesthouses; mekoro (canoe) 

operations; mobile safaris; motorboat safaris; and transportation.  

 

Restricting services companies to national citizens is not conducive to a vibrant services sector and 

domestic capabilities first, and then use immigration procedures rather than blunt restrictions on 

enterprises. A particular concern is the lack of access to credit for independent (indigenous) tour 

operators to set up their own business. The new regulations could limit the ability of foreign-owned 

tourist enterprises to operate, which may otherwise bring skills, marketing methods, finance, new 

tourists and employment for national citizens. The impact of the new regulations has so far been 

limited to promoting local enterprises. The number of nationally owned tourism enterprises increased 

by 11% to 247 last year. 

 

General regulations also affect the tourism sector. Cattaneo (2007) suggests that the highest priority for 

policy action in Zambia is the elimination of impediments and distortions created by regulatory policy. 

Investment is hampered by too many administrative requirements. For instance, a five-room 

guesthouse needs up to 74 licenses, which can take 6 to 12 months, and the costs of compliance are 

high. The quality of the grading system has meant that only one-third of tourism establishments are 

graded, which affects the way in which the rest can integrate with the formal sector and compete for 

tourists and possibly the reputation of Zambia.  
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Table 2 below provides examples of regulatory issues by type of tourism. 

 

Table 2: Mapping regulatory issues by type of tourism, examples 

 Sun & sea Cultural  Business  Medical Visiting 

family and 

friends 

Day 

tourists  

Tourism 

policy 

Ownership 

requirements 

for large 

Hotels and 

tour 

operators 

Nationality 

restrictions on 

tour guides  

    

Transport 

services and 

infrastructure 

 Competitive 

transport 

services to 

key sites 

Efficient 

support 

services  

 Competitive 

local 

transport  

Competitive 

local 

transport 

Financial 

services 

Access to 

credit for 

large 

development; 

Financial 

products for 

mass tourists 

    Spread of 

financial 

products 

(such as 

ATMs) 

Business 

environment 

Land policy Land policy ICT regulatory 

framework 

  Trade 

policy and 

duty free 

shopping 

Air access Air access for 

mass tourism 

    Air access 

for mass 

tourism 

Health sector 

policy 

   Accreditation 

of health 

services; 

provisions for 

private 

ownership 

  

Migration 

policies 

  Visa 

requirements 

Work permits 

Visa 

requirements 

(of health 

professionals) 

Returning 

migrants 

 

Source: Mitchell and Te Velde (2008). 
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Box 1 below discusses the effects of regulatory reform in Tanzania. 

 

Box 1: General effects of regulatory reform in tourism in Tanzania 

There has been an overall increase in tourism arrivals and spending in Tanzania. However, there was a dip in 

1999, which might have been caused by political violence in neighbouring countries. The overall increase 

occurred at the time of the Tourism Master Plan of 1996 2005, which aimed to promote competitiveness and 

sustainability.  

 

Tourism spending in Tanzania (US$ mn) 
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Source: World Development Indicators and national sources. 

 

The government has liberalised the tourism services in three steps: 

 Transferring of non-core functions of the Tourism Department to the private sector; 

 Privatisation of formerly state owned tourist parastatals; and  

 Enhanced capacity of the Tanzania Tourist Board.  

 

After the reform beginning in the mid-1990s, the development of the tourism sector has been positive. Tourism 

has offered significant employment opportunities, directly and indirectly. In 1995, there were 120 tourism service 

providers, but this is currently at more than 300. Direct employment was around 29,000 in 2000, but by 2003 

fulltime jobs were up to 245,000. In 2006, there were 349 establishments investing in accommodation. Cultural 

and nature tourism (local community-managed projects) have increased from nine projects in 1997 to 24 projects 

in seven regions (Tanga, Morogoro, Dar es Salaam, Arusha, Manyara, Kilimanjaro and Mbeya). The liberalisation 

and privatisation of the tourism sectors has been successful, although severe challenges remain, such as 

continued reforms (especially in other sectors) to attract investment and human resource development. There is 

no national airline, but the East African Community has begun to harmonise aviation policies, which should help 

to attract tourists. 

 

3.5 Complementary policies required to maximise benefits for development  

 

There are three types of complementary policy that can help improve the impact of tourism 

liberalisation on development: adjusting the scope of trade liberalisation; promoting capabilities and 

development of the tourism sector using government and business policies targeted at the tourism 

sector; and reform and complementary policies in other sectors. The appropriateness of the type of 

complementary policies will depend on initial economic conditions as well as the type of tourism 

attracted, and this differs by country and over time (e.g. Mauritius is shifting gradually from high-quality 

to high-volume tourism). 
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3.5.1 Types of trade policies 

First of all, it is possible to limit liberalisation or provide limitations to liberalisation and, as such, 

eliminate some of the risks, but this will also reduce the potential benefits (one could argue whether 

this is a complementary policy at all, but we have included it here because there are limiting measures 

that can coincide with other liberalising measures). 

 

3.5.2 Promoting domestic capabilities 

However, as discussed in the case of tour guides in Botswana, it is more efficient to promote local 

capabilities in tourism than to protect local operators behind regulatory walls. There are a number of 

ways in which local capabilities can be promoted and these do not vary significantly from normal 

development policies, although there could be a targeting element. The government can:  

 Promote education and skills development related to tourism 

 Provide infrastructure 

 Ensure a sufficient amount of credit is available to the local hotels, or those that supply it, and  

 Help local hotels with marketing using tourist associations and their presence abroad 

 

Local hotels face more difficulties in marketing because they are not tagged into global booking 

systems. They depend on marketing through the internet. Further, there is often a mismatch between 

the supply of the education sector and the demand of the tourism sector. Often, countries still do not 

promote the tourism sector as a growth sector with good careers, resulting in managers needing to be 

imported and a lack of entertainers, artists, cooks and restaurant managers. 

 

Qureshi and te Velde (2007) discuss how government promoted the development of tourism in St 

Lucia. There are various views on what caused the emergence of the tourism industry, but there is 

consensus that the government did play a useful role over the years, including proactive use of 

infrastructure. Public sector representatives point to the commercial interest of individuals in setting up 

hotels in the 1970s as the kick-starter of the tourism industry. Some significant government support for 

tourism followed; e.g. marketing budgets have increasing markedly over the past decade.  

 

Private sector representatives are quick to point out that the government (with development finance 

support and private entities) played a useful role in developing the north of the island in the 1970s, 

where most hotels are currently located, reinforcing the importance of tourism. Before 1965, there was 

no tourism industry, but the government was willing to offer tax incentives and access to the beaches 

and to provide infrastructure, paving the way for more hotels and initial development of a marina and a 

yachting sector. This set the tourism sector off in order to reduce dependence on bananas (and sugar 

before that). New hotels were built, fuelling a construction boom. Tourism is now more than four times 

the size of the banana sector. 

 

The private sector can also help with the development of the tourism sector. In many cases, the private 

sector already provides training to its workers, with possible externalities to other activities, although 

the tourism sector will depend on a minimum scale and quality of basic education. Most countries have 

an association of hoteliers that can lobby on behalf of the hotels, in some cases complemented at 

regional level (e.g. in the Caribbean). This is something that can be supported by the private sector. 

Table 2 shows tourism associations in Belize as an example. 
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Table 2: Tourism associations in Belize  

Belize Tourism Board Statutory board within the Ministry of Tourism which functions as a strategic 

partnership between government and the private sector to develop and 

implement tourism programmes in Belize. 

Belize Tourism Industry 

Association 

Formed in 1989, the BTIA is a private sector organisation aimed at promoting 

sustainable tourism. 

Belize National Tourism 

Council 

BNTC comprises the presidents of various public and private organisations, such 

as the Belize Hotel Association (BHA), the Belize Tour Guides Association, etc. 

The aim is to enable the government, private sector and community groups to 

work together and develop an integrated national tourism policy and plan. 

Border Management 

Authority 

Formed in 1999, the BMA works in association with the Belize Tourist Board. The 

BMA administers the border points and provides professional services to tourists 

ints. 

Belize Hotel Association The BHA is a non-profit nongovernmental organisation (NGO) whose members 

comprise primarily hoteliers, with a category of allied members who actively 

service the hospitality industry. The BHA encourages and supports the 

sustainable growth of member hotels through lobbying efforts, national and 

international linkages, marketing initiatives and training opportunities. 

Source: BTB (2001). 

 

More generally, public and private sectors can promote the development of backward linkages between 

hotels and agriculture in terms of procurement. Linkages depend on local economic conditions, 

government policies, strategies of the hotels and the institutional framework. Institutions can be set up 

to improve linkages between hotels and groups of farmers (see Timms 2006).  

 

Such options are sometimes supported by international donors (te Velde 2005). The Cotonou 

Partnership Agreement (CPA) Article 24 deals with tourism:  

 
Cooperation will aim at the sustainable development of the tourism industry in ACP countries and sub-

regions, recognising its increasing importance to the growth of the services sector in ACP countries and to the 

expansion of their global trade, its ability to stimulate other sectors of economic activity, and the role it can 

play in poverty eradication. Cooperation programmes and projects will support the efforts of ACP countries to 

and implementation of sustainable tourism policies and programmes, as well as inter alia, improving the 

competitive position of the sector, especially small and medium-sized enterprises (SMEs), investment 

support and promotion, product development including the development of indigenous cultures in ACP 

countries, and strengthening linkages between tourism and other sectors of economic activity. 

 

Some of this has happened (e.g. Suriname and St Lucia) but more could be done. Box 2 shows the 

differential impact of tourism in Cambodia and Vietnam. 
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Box 2: Building local linkages for an enhanced impact of tourism 

Vietnam and Cambodia have experienced significant tourism only in the last decade. Despite a weak enabling 

environment in many respects, tourism is growing rapidly, but in very different ways in the two countries. Beyond 

arrival numbers and the magnitude of the tourism economy, there is an interesting contrast in the developmental 

impact of tourism in Cambodia and Vietnam. Cambodia is highly dependent upon tourism, with tourism receipts 

worth 17.2% of GDP. However, the development impact of these resources is limited and tourism is demonstrating 

tourism sector is dominated by a single attraction at Siem Reap, the location of the Angkor Wat temples. An IFC 

analysis of the tourism value chain at Siem Reap indicates that about 8% of tourist expenditure at the destination 

remains in the local economy. This reflects the poor state of Cambodian complementary policies. The lack of local 

economic linkages with tourist destinations reflects the low levels of human development, poor infrastructure 

and governance issues. On the latter point, the exclusive access of Bangkok Airways on the lucrative Phnom Penn 

 Siem Reap flight; the capture of almost all the US$20m temple entrance fund by national government; and the 

 

 

In neighbouring Vietnam, the developmental impact of tourism is quite different and more positive. Tourism only 

comprises 6% of GDP in Vietnam, mainly because the non-tourist economy is much better developed. This allows 

much stronger linkages between the tourism and non-tourism economy and, as labour becomes scarce, tourism 

wages are increasing rapidly. The development of the non-tourist economy is also critical in generating a form of 

tourist demand that is unaffected by external factors, which can have serious negative impacts on long-haul 

tourism, such as terrorism or SARS or avian flu  namely, domestic tourism. A tourism value chain study in central 

Vietnam, using a similar methodology to that applied in Siem Reap, found the pro-

was about one-quarter of total tourist expenditure (and much of the remainder benefited Vietnam rather than 

 

 

There are two relevant implications. First, tourism is growing quickly in these new destinations  notwithstanding 

their quite adverse regulatory environment  because they are cheap and safe destinations located in a rapidly 

growing regional economy. Second, although tourism is a larger and more important share of the Cambodian 

economy, tourism activities have a greater developmental benefit per unit of activity in Vietnam because of better 

developed linkages with the rest of the economy. This non-tourism economic growth is, in turn, fuelling the 

growth of domestic tourism which is as important financially as international tourism. 

Source: Mitchell and Te Velde (2008). 

 

3.5.3 Complementary reforms in other sectors 

There are a number of reforms that will complement tourism liberalisation (see also Box 3). 

 

Air access policy 

Tourism arrivals depend on air access, which depends on air access policies (and other transport 

policies). Many developing countries maintain a national air carrier and protect it from competition with 

agreements. The move towards open skies agreements received a significant boost through the US 

Department of Transportation after 1992 and its bilateral air services agreements. Bilateral open skies 

agreements allow for unrestricted air services by all airlines between and beyond the two countries 

concerned, including entry on all routes, unrestricted capacity, frequency and tariff rights (including 

fifth freedom rights pertaining to picking up passengers in third countries destined for the two 

countries concerned) and a liberal view on pricing. The US is currently operating more than 58 such 

agreements. 

 

Open skies policies are successfully being used by the EU, Australia, New Zealand, Dubai, Hong Kong, 

Kuala Lumpur and Singapore. Dubai hosts the fastest-growing airport as well as one of the fastest-

growing airlines, Emirates, launched in 1985 with a profit every year since and which flies to 70 

destinations around the world. Dubai airport accommodates 100 airlines connecting to 145 

destinations. Dubai and the airline have helped each other grow and bring the tourists. Generally, the 

number of airlines serving the airport varies considerably, ranging from 10 in New Zealand and 

Mauritius, to 20 in Barbados, 30 in Jamaica and the Dominican Republic and 50 in Singapore, in part 

reflecting the degree of open skies policy. 

Reviewing evidence worldwide, Richman and Lyle (2005) argue that:  
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 Air transport liberalisation has been successful as a channel and catalyst for increased 

economic growth and employment, especially related to tourism. 

 A decline in market share and traffic of the national carrier is likely to be much more than 

compensated by the benefits to the economy from increased air traffic to and from the country. 

 The alternative to liberalisation is likely to prove much more costly to both a national carrier 

and the economy in the medium term, with a probably increasing need for public subsidy to the 

carrier and an increasing opportunity cost for development of the national economy. 

 

Myburgh et al. (2006) perform a statistical analysis of the effects of liberalisation on prices of flights 

and the number of visitors by air. They argue that, on 56 routes in the Southern Africa Development 

Community (SADC) (including Botswana), airfares are 18% lower on liberalised routes, which could 

have increased passenger volumes by 14 32% (if capacity is available). The presence of a low-cost 

airline on a given route has reduced prices by an average of 40%, which could have increased 

passenger volumes by 32 72%.  

 

The Caribbean has had some experience with open skies agreements with the US. For instance, in a 

World Bank report (Jha 2005), it is argued that the US/Dominican Republic open skies agreement has 

led to relatively low airfares per kilometre to Miami.  

 

Jamaica has had an essentially open skies agreement with the US since 1979 (with the new 2002 

agreement providing for a similar regime in addition to code-sharing) and, over time, Air Jamaica has 

increased the number of points services from four in 1979 to 12 in 2002, accounting for the highest 

market share for a single carrier. During the period, there was a 12% annual increase, from 450,000 to 

1.2 million passenger arrivals. While code-sharing with Delta was successful, the new more liberal 

regime for code-sharing was regarded as a threat. 

 

Multilateral agreements have also been concluded among members of the Caribbean Community 

(CARICOM) and the Association of Caribbean States (ACS). CARICOM has also had a longstanding 

desire to conclude an open skies agreement with the US, though the US wants this on a country-by-

country basis (58 in addition to the US).  

 

Evidence for Botswana shows that air access is relatively constrained and more expensive than in other 

countries. Richman and Lyle (2005) compare prices of flights for destinations under 1200km from 

Johannesburg. The costs of flights on relatively unconstrained routes where British Airways (BA)/Comair 

-frills carrier kulula.com has entered the market 

tend to be lower, at SA Rand 0.52 per km to Windhoek and R0.65 per km to Harare. This is in contrast 

with R1.57 per km to Maputo and R2.01 per km to Gaborone. Both of these latter are more constrained 

routes, along with only the national airlines of each country are allowed to fly. This indicates the 

relatively high price of flights to Botswana. 

 

In Swaziland, air transport is a key component of passenger transport, especially concerning links with 

the regional hub of Johannesburg. One company (Airlink Swaziland, a joint venture between the 

government and South African Airways) operated the principal link between Manzini and Johannesburg 

five times a day and a second (the privately owned Swazi Express) had recently started to operate the 

same route twice a day. This was the first form of competition in the Swazi air transport sector, and it 

had lowered prices by two-thirds. When Airlink operated a de facto monopoly on the route, its yield per 

passenger (R800) and profitability (14%) were high.  
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Box 3: Air access policy 

The experiences of air access policies by Mauritius, South African and Botswana clearly show the effects of liberalisation. 

The first chart below shows that annual tourist arrivals in Mauritius began to rise sharply after 2005, when a new air access 

policy was put in place which gradually liberalised bilateral air services agreements to key countries in Europe, Africa and 

Asia. Mauritius had long promoted high-spend, low volume tourism, but this has changed recently and with the help of 

more liberal BASAs it is now aiming for a tripling of tourists to 2020. 

Air access and tourist arrivals in Mauritius 
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Source: UNWTO, WEF and Mauritius CSO. 

 

In South Africa, liberalisation of domestic air routes in the early 1990s  and partial liberalisation of international 

routes in the early 2000s  has seen a sharp drop in air fares, and corresponding increase in passenger volumes 

(Genesis Analytics 2005), see chart below. Air transport liberalisation on SADC would lead to half a million 

additional foreign tourists  bringing an additional US$0.5bn tourist expenditure into the wider economy. 

Including the multiplier effect, this spending would increase GDP in Southern Africa by US$1.5bn  or 0.5%. 

 

 Passenger volumes on the Johannesburg  Nairobi route 1998 2005 

 

 
Source: Genesis Analytics 

 

Competition policy 

The tourism industry has become increasingly concentrated, which has led to a fear that tour operators 

will abuse their monopolistic power, which could drive down compensation paid to local hotels (Jules 

(2005) suggests that developed country tour operators claim 75% of the value of a package, though 

this by itself is not evidence of the abuse of monopoly power). A Dominican Republic proposal for a 
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Health is considered a crucial development objective by the international community as well. Three out 

of the eight Millennium Development Goals (MDGs) centre on health (reduce child mortality; improve 

maternal health; combat HIV/AIDS, malaria and other diseases) and the health sector is one of the 

largest recipients of development assistance across all regions. 

 

Not only does growth allow for better health care provision, and is good health a development objective 

per se, but also it represents a fundamental driver of growth and poverty reduction. A large part of the 

literature considers it one of the most important forms of human capital. Improvements in health can 

as well as their mental capacities, such as cognitive functioning and reasoning ability; evidence of this 

link is increasing at the microeconomic level (Bloom and Canning 2005).12 There are plausible 

pathways through which health can influence the pace of income growth at the macroeconomic level 

also, e.g. via its effects on labour market participation, worker productivity, investments in human 

capital, savings and population age structure (see Commission on Macroeconomics and Health 2001). 

Moreover, since growth is one of the most important determinants of poverty reduction, and since poor 

health often constrains the productivity of the poor, improvements in health are likely to be particularly 

beneficial for poverty reduction as well. 

 

n to GDP. 

that health care is one of the largest sectors in the world. The sector was expected to generate around 

US$4 trillion worldwide in 2005 (Chanda 2002). The median country was spending 5.6% of GDP (from 

both public and private sources) on health-related goods and services in 2003, with a peak of 15.2% for 

the US. Again, this does not vary substantially between developing and developed countries, as the 

median for countries with GDP per capita below US$5000 was 5.4%. Trade accounted for a small 

countries (WTO 1998). Although, as we have seen, the sector has become more tradable in the past 

decade, health services are still likely to account for little of world total trade and proportionally less 

than their weight in GDP.  

 

7.3 Trade liberalisation in health services: What is involved? 

 

It is hard to think about a more regulated sector than health services. Concerns about the safety of a 

services, financing health care through public insurance mechanisms and regulating private health 

services and private health insurance (Arunanondchai and Fink 2007). This greatly affects international 

trade in these services, which is often subject to regulatory restrictions that make it unviable. As argued 

by Diaz Benavi

recognizing that the primary obligation of governments is to provide universal coverage of health care 

needs to be secondary to this 

obligation. Thus, unlike other services sectors, domestic regulation could be welfare-enhancing even if 

it were highly restrictive for trade.  

 

The WTO (1998) identifies three main types of barriers: qualification and licensing requirements for 

professionals; approval requirements for clinics and hospitals; and rules governing reimbursement 

from mandatory health insurance schemes. These barriers apply to different extents and in different 

ways to the four modes of supply, thus it is useful to analyse the barriers by mode.  

 

 

                                                 
12 Bloom and Canning estimate that a one percentage point increase in adult survival rates increases labour productivity by 

about 2.8%. 
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7.3.1 Cross-border trade 

This type of trade includes the electronic delivery of health services, such as diagnosis, second 

opinions and consultations (telemedicine), cross-border shipment of laboratory samples and clinical 

consultations via traditional channels. Governments generally do not impose noticeable restrictions on 

cross-border trade. There are two possible reasons for this. First, the impact of this type of trade may be 

particularly beneficial on domestic health systems, as we will discuss in the next section. Second, it 

may be technically difficult for governments to impose restrictions on a form of trade typically delivered 

via electronic networks. The main regulatory obstacle to most of this trade, including telemedicine and 

cross-border medical transcription services, is probably related to the laws protecting the privacy of 

patient data. To the extent that data protection standards and enforcement practices are weaker in 

isdictions, regulators may constrain and even prohibit the sending of patient 

information to those countries. The little evidence available suggests that such barriers have not been 

curtailing trade via this mode yet. However, Arunanondchai and Fink (2007) note that privacy concerns 

may well become more important for cross-border services trade, as technology continues to widen the 

scope of tradable services and more countries participate in this form of international trade.  

 

Recognition of foreign qualifications may represent potential barriers to trade as well. Imposing quality 

standards on health and education service suppliers that never physically enter the country poses 

additional challenges (VanDuzer 2005). 

 

While regulatory barriers are not particularly stringent in this mode, technological constraints are likely 

to be so for many developing countries, and for all least-developed countries (LDCs). Installing the 

necessary equipment for telemedicine is very costly, and the infrastructure network necessary to trade 

the service is often not in place. We will explore in the last section the trade-offs implied by overcoming 

this barrier. 

 

7.3.2 Consumption abroad  

There are no explicit trade barriers to this type of trade in health services, and high-income countries 

have even been most liberal in their GATS commitments in this mode. According to Adlung and 

Carzaniga (2002), these types of commitments should provide a legally enforceable guarantee not to 

deter residents of these countries from consuming abroad. 

 

However, indirect regulatory barriers to health tourism trade do exist, most significantly the lack of 

health insurance portability in foreign countries. Strictly speaking, this may not be a regulatory barrier, 

as private health insurers may voluntarily restrict coverage for treatment in foreign countries.13 

Nonetheless, a significant proportion of health insurers are public and generally subject to domestic 

regulation, which imposes constraints to the possibility of consuming health services abroad under the 

insurance scheme. Mattoo and Rathindran (2005) note that public health schemes in the US, such as 

Medicare and Medicaid, face institutional impediments from the Social Security Act to extending 

coverage for health care received abroad. The UK Department of Health (2007) has set a policy that 

impedes the NHS from contracting hospital treatment for NHS patients outside the maximum air travel 

time limit of three hours, thereby de facto ruling out most developing countries. In as much as this is a 

barrier of a regulatory nature, countries can negotiate on it. Thailand, in its negotiations on a free trade 

of Japanese patients in Thai hospitals (Arunanondchai and Fink 2007). 

 

Another route pursued by some developing countries to increase health exports is attracting retirees 

seeking to establish themselves outside their country of origin, who may then purchase health care 

services in-country. However, other potential barriers may infringe on the ability of countries to attract 

retirees, such as those related to visa and house purchase/registration restrictions (Whalley 2004).  

 

                                                 
13 This may occur, for instance, as a result of potential negative spillovers for the insurer if the quality of treatment in foreign 

hospitals is low or of the incentive to over-consume health care abroad because of moral hazard. 
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7.3.3 Trade via commercial presence  

Foreign investments in the health sector are subject to severe limitations, such as economic needs 

tests, nationality requirements, equity ceilings, joint venture requirements and licensing procedures. 

As in the case of Mode 4, economic needs tests often impose important restrictions to the foreign 

commercial presence in this sector, especially in high-income countries. These tests require a prior 

thorough search within the domestic market for a similar service supplier before the visa application is 

accepted. In most cases, the criteria for these tests are not specified and their potential for 

discretionary application is high (Adlung and Carzaniga 2002). The US, for example, applies needs-

based quantitative limits on the establishment of hospitals and other health facilities. Similarly, all EU 

countries impose some kind of economic needs test on the establishment of new hospitals, and many 

explicitly favour local firms over foreign investors (Stern 2006). Zarrilli and Kinnon (1998) provide a 

number of examples: in France, Italy and the Netherlands, new hospitals are only permitted if identified 

as necessary by a health services plan; in Sweden, there are limits on the number of private practices 

that can receive national health insurance cover. Arunanondchai and Fink (2007) summarise barriers to 

foreign investment for seven Association of Southeast Asian Nations (ASEAN) countries, noting that 

poorer countries seem to have more liberal policies than richer ones. In particular, Cambodia, 

Indonesia, Laos and Vietnam allow for full foreign ownership for hospitals (although other limitations, 

such as economic needs testing, may apply), whereas Malaysia, the Philippines and Thailand only 

allow minority foreign ownership. The authors argue that this difference in policy may partly reflect the 

desire of poorer countries to attract foreign investment as a means to develop their domestic health 

care systems.  

 

The authors further note that the pervasive regulation of the private health sector applies in the same 

way to foreign investments. However, as the latter are usually more unfamiliar to such requirements 

than domestic players, this regulatory burden may represent a de facto barrier to commercial presence 

abroad. This argument does not seem to be supported by any evidence, and foreign groups are usually 

able to rely on high-level local expertise to deal with domestic regulation. Our recent work on India (see 

Box 16 below) confirms that regulation seems to have played only a marginal role in fostering trade via 

commercial presence in the Indian health services sector. This is true for both foreign and domestic 

private sector presence, whose growth has been driven by other factors, most importantly rising 

incomes, increased capital availability and unmet demand for quality health services by the public 

sector.  

 

7.3.4 Temporary movement of natural persons  

Regulatory barriers tend also to be very restrictive on trade via temporary movement of natural persons. 

Mode 4 exports of services from developing countries face severe external constraints in general 

(there are many individuals wanting to try and deliver a service temporarily across borders but who 

cannot do so) and some of these are trade constraints. 

 

Section 8 covers the main types of regulatory barriers to Mode 4 trade: immigration rules, 

discriminatory treatment of foreign providers and recognition of qualifications. It is hard to gauge to 

what extent these constraints are binding in the health sector, as rigorous empirical evidence is 

lacking. As high-income countries are experiencing severe shortages of health-related personnel, they 

are increasingly willing to facilitate imports of health services via Mode 4. This is consistent with the 

increasingly larger shares of new nurses and doctors from developing countries in countries such as 

the UK (UK Nursing and Midwifery Council 2005; UK Register of Medical Doctors 2005 data on 

registration).  

 

Nonetheless, as regulators in high-income countries are keen to ensure the quality of health service 

providers, the recognition of foreign qualifications seems to be the most important regulatory barrier to 

the temporary movement of health professionals from developing countries. Anecdotal evidence seems 

to confirm this. For example, nurses from several low-income African countries (e.g. Malawi, Zambia, 

Mozambique, Tanzania) are increasingly migrating to other African countries, such as Botswana and 

South Africa, to acquire the necessary recognition to migrate to European and North American 
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countries. Qualification of health professionals from South Africa, for instance, is widely recognised in 

countries as the UK, the US, Canada and Australia. Recognition of qualifications in the UK has also 

become a much less stringent problem for nurses from Botswana and Swaziland, owing also to the 

large past migration flows from these countries. Our work in India (see Box 16) confirms the view that 

trade via movement of health professionals in India seems to be affected by current regulatory 

frameworks (in particular with respect to recognition of qualifications) in foreign countries. Factors that 

have helped to overcome regulatory barriers in third countries include the establishment of specialised 

agencies (for nurses) and previous migration flows, which may ease the recognition of qualifications 

process. 

  

It is generally acknowledged that MRAs (in professional services) are time-consuming to negotiate but 

that there can be significant benefits. Unfortunately, European Commission (EC) directives on mutual 

recognition of diplomas do not apply to nationals of third countries and, even within the EU, there are 

still open-ended issues after such a long period of negotiation. Accreditation procedures exist 

specifically for nurses  although these can put nurses from outside the EU at a disadvantage. 

 

7.4 Benefits and risks from trade liberalisation 

Trade liberalisation of health services involves both benefits and costs for developing countries. For 

example, increased foreign investments owing to the removal of barriers on foreign ownership may 

widen the range of services provided in the domestic economy but can also divert scarce human 

resources away from the public sector. Evaluating this impact is a complex exercise, which to the best 

of our knowledge has not been extensively carried out in any country. We aim to summarise the 

possible costs and opportunities of trade liberalisation, which often underlie delicate trade-offs 

between equity and efficiency, between growth and access to health, between private and public sector 

development. These trade-offs represent crucial challenges for policymakers in developing countries 

attempting to maximise the performance of domestic health sectors. 

 

Again, we find it useful to present the potential impact of trade liberalisation along the four modes of 

supply, as these entail analytically different ways through which liberalisation may impact on 

developing countries. We also need to distinguish between import and exports, as the implications of 

these two sides of the liberalisation process are likely to differ significantly.  

 

Finally, there is an important distinction to be made within developing countries according to their level 

of development. Countries at low stages of economic development are much less involved in trade than 

countries at higher stages, and almost not at all involved in export activities, with the partial exception 

of Mode 4. However, even in these exports, very poor countries do not seem to be internationally 

2004; there was one (Sudan) in the first 30 and there were only three in the first 60; on the other hand, 

eight out of the first 15 are developing countries (UK Register of Medical Doctors 2005). A similar 

argument applies to nurses: only one (Zambia) out of the first 15 foreign countries for new nurses 

registered in the UK is an LDC, whereas 12 out of 15 are developing countries. Examples of the scarce 

competitiveness of very poor countries in trade in health services via other modes are plentiful. 

Although Laos is one of the most liberal East Asian countries with respect to foreign investment in the 

health sector, there are no foreign hospitals in the country (Arunanondchai and Fink 2007). The list of 

developing countries effectively competing in the medical tourism industry does not include any LDCs. 

On the other hand, several middle-income countries, such as South Africa, Brazil, China, Malaysia and 

Thailand, and a few lower-middle income countries, most notably India, are important players in the 

international market.  

 

The reasons for the scarce participation of LDCs in trade in health services are likely to be similar to 

constraints and market size rather than with regulatory barriers.  
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The crucial policy variables needed to stimulate trade in health services for LDCs are rather linked to 

the more structural interventions that may facilitate deep-seated changes of the whole economy. 

Unless very poor economies invest in infrastructure, capacity, etc., they are unlikely to reap the benefits 

of trade liberalisation in health services, just as they have not reaped the benefits of preferential 

from 

trade via imports of health services that could absorb some of the unmet demand in the country. 

However, imports of health services are usually not affordable by governments in these countries, nor 

by the vast majority of their citizens. 

 

7.4.1 Cross-border trade 

Cross-border trade of health services may have beneficial effects on developing countries mainly by 

allowing health professionals and consumers to access knowledge that would otherwise not be 

available.  

 

Expansion of cross-border imports could offer the chance for developing countries to cater to remote 

and underserved segments of the population; help alleviate human resource constraints; enable better 

surveillance of diseases; improve the quality of diagnosis and treatment; and help upgrade skills 

(Chanda 2002). Mandil (1998) provide some preliminary evidence that the installation of a 

telemedicine link in remote and rural areas leads to longer periods of retention of medical and 

professional staff there. These information systems allow health care staff to consult remotely with 

more experienced personnel located outside of the local area. The potential advantages of this type of 

import are important, but questions remain as to whether they could realistically materialise, given the 

paucity of the necessary infrastructure and the cost of serving the areas in most need. For example, a 

opinions on complicate diagnoses. However, how likely is the health post to have the necessary 

equipment to send the radiological images to the expert abroad? And would such imports be financially 

sustainable? This is not to suggest that the expansion of this trade may not be beneficial, but 

policymakers need to evaluate the cost effectiveness of promoting this type of trade. In particular, the 

opportunity cost of investing in the necessary (expensive) technology requires careful analysis.  

 

Developing countries that are competitive at providing cross-border health services may benefit from a 

rise in this type of trade through employment and foreign exchange generation and increase in output. 

Stern (2006) argues that the greatest opportunity for job creation in the South African health sector is 

through the subcontracting of diagnostic, data or other auxiliary services to South African-based 

service centres. Raising exports could help fund a wider range of additional health services for 

domestic consumption. However, there are risks that such exports could draw financial and human 

resources away from primary health care and into high-technology specialist centres serving foreign 

consumers (or wealthy nationals).  

 

7.4.2 Consumption abroad  

As imports via consumption abroad usually involve only a small portion of (usually wealthy) nationals 

of developing countries (health tourism), the impact of an increase in such imports on the importing 

economy is likely to be limited. They could serve to free up some scarce domestic resources to dedicate 

to assisting other residents of the country. Moreover, imports could expand the range and quality of 

weakening political support for public health systems. As noted by VanDuzer (2005), if a wealthy and 

influential segment of the population does not see its direct interests being served by efficient public 

health services, its support for such services may erode. 

 

Possibly the greatest interest of developing countries from an expansion of this mode of trade relates 

to an increase in foreigners visiting the country to receive health services. Liberalisation is likely to 

stimulate exports by a number of developing countries, which could exploit their competitive 

advantage in the provision of health services. Table 11 shows the cost advantage enjoyed by India and 

Thailand over the UK and the US in different medical operations of varying degrees of complexity. Given 
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that the quality of service reached by the top health service exporters in these developing countries is 

similar to that of high-income countries, the increase in the exports induced by liberalisation is likely to 

be significant. Such an increase would be beneficial for employment, foreign exchange and output. 

Moreover, by expanding opportunities for the private sector, it may attract private domestic and foreign 

investments in new health facilities. Increase in exports may also be beneficial for retaining health 

professionals in countries, by providing them with complementary earning opportunities. 

 

Table 11: Cost comparison of medical services 

 Cost (US$) 

US Thailand India UK 

Heart surgery 40,000 7500 6000 23,000 

Bone marrow transplant 250,000  26,000 150,000 

Liver transplant 300,000  69,000 200,000 

Knee replacement 20,000 8000 6000 12,000 

Cosmetic surgery 20,000 3500 2000 10,000 

Source: Kumar (2007). 

 

On the other hand, increased exports of health services through Mode 2 may have little impact on 

improved provision to the poor, unless some of the returns to local suppliers are used to fund health 

services to the poor (VanDuzer 2005). This is because investment to provide services to foreign clients 

will be most attractive in the most lucrative areas, which are unlikely to be relevant to poor patients 

(e.g. cosmetic surgery, - -tier system, 

with a higher-quality, expensive segment that caters to wealthy nationals and foreigners, and a much 

lower-quality, resource-constrained segment for the rest of the population (mainly poor) (Chanda 

2002). This could drive resources towards the high-quality system at the expense of the public sector 

(e.g. health care personnel and structures).  

 

7.4.3 Trade via commercial presence 

Increased trade via commercial presence abroad is likely to generate similar effects to consumption 

abroad. The impact on developing countries of this mode is most likely to occur via imports rather than 

exports, as most countries do not have the available resources to invest abroad.14  

 

The challenges posed by increased trade via commercial presence are similar to those of an increased 

private presence in the health sector. The types of potential effects are essentially the same. The 

difference probably lies in the scale of the investments. This is true especially in low-income countries, 

where the domestic private sector often lacks sufficient funding to undertake substantial investments. 

 

Similar to the effects of Mode 2 exports, an increased presence of foreign operators in the health sector 

may generate additional resources for upgrading health care infrastructure and technologies (Chanda 

2002); it could generate employment, reduce underemployment of health personnel and help retain 

scarce human capital in the country (who may otherwise migrate); and it could provide expensive and 

specialised medical services. Moreover, it could enhance technology and know-how transfers (e.g. 

domestic medical personnel may be exposed to more advanced techniques, which could be applied in 

the public sector as well). The availability of foreign private capital could reduce the total burden on the 

population not served by the foreign investment. 

 

These benefits have to be weighed against the risks involved in a more liberalised trade regime via 

commercial presence. As noted above, foreign services suppliers may also contribute to the 

development of two-tier markets for health services. Foreign investors are likely to try to cream-skim the 

most lucrative part of the market, causing a potential misallocation of resources, whereby those who 

need less but can pay more may be served at the expense of the poor who would be most in need 

(Chanda 2002). Also, foreign investments may poach scarce human resources from the domestic public 

                                                 
14 A few exceptions, such as China, India and South Africa have been detailed above. 
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sector, as better-quality health care professionals flow from the public health care segment to the 

occurred in countries such as Thailand, where the outflow of service providers from the public to the 

private health sector has increased partly in response to the emergence of private hospitals formed by 

local and foreign companies (Janjaroen and Supakankunti 2000). Moreover, by guaranteeing access to 

top-class health care facilities for the wealthiest part of the population, it may reduce its support for 

better public health facilities. 

 

Our recent empirical work on India suggests that the overall impact of increased trade via commercial 

presence on domestic health systems is likely to be small but probably positive (see Box 16). This owes 

to a combination of a beneficial impact and limited costs in terms of internal brain drain (from public to 

private sector) of health professionals. 

 

Box 16: The impact of increased corporatisation of health services on Indian health systems  

India is one of the most active developing countries in trade in health services. This is particularly true for trade 

via commercial presence and via temporary movement of health professionals. Trade via these modes has grown 

rapidly in recent times, with increased foreign private participation in the hospital sector in India (particularly for 

tertiary care) and a rise in the emigration of health professionals, particularly nurses, to other countries. It has not 

been clear to what extent this growth has been driven by regulatory changes, nor what the implications of this 

growth are for domestic health systems.  

 

We have examined these issues by collecting primary data as well as analysing secondary data. Our analysis 

suggests that the overall impact of increased trade via commercial presence on domestic health systems is likely 

to be small but probably positive. This owes to a combination of a beneficial impact and limited costs in terms of 

internal brain drain (from public to private sector) of health professionals. The table below summarises the main 

types of potential benefits and costs on the health system from an increased commercialisation in the provision 

of health services in India. The table includes the expected size of the benefits and costs for the country as a 

whole as well as for the poor in particular.  

 

 

Potential benefits and costs of increased trade in health services via comme rcial presence in India 

Potential benefits Potential costs 

Type for all  for poor Type for all  for poor 

Reduce the burden on public 

sector structures 
Medium Small 

Reduce the quality of and 

accessibility to health 

services for the poor 

Small Small 

Expand the range and quality 

of health services 
Large Small 

Internal brain drain 

(poaching of staff from 

public sector) 

Small Small 

Help retaining health 

professionals in India 
Medium Small 

Reduce support for 

quality public health 

services 

Small Small 

Positive spillovers to public 

sector (e.g. via exchange of 

ideas, knowledge, imitation 

effects) 

Unclear Unclear 

Reduce general public 

budget (through public 

subsidies to corporate 

sector) 

Medium Medium 

Use of private sector to reach 

public sector objectives (e.g. 

PPP) 

Large Medium 

Deteriorating quality of 

training owing to private 

sector-led expansion 

Medium Medium 

Upgrade and expand health 

service infrastructure in India 
Large Small    

Expand health training 

facilities 
Medium Small    

Facilitate expansion of health 

insurance 
Large Medium    
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An institutional environment with strong and effective regulation is crucial to minimise the possible 

negative effects of liberalisation. Regulation needs to ensure that new operators conform to the quality 

standards required by an efficient health system and that increased competition does not undermine 

public health systems. However, regulatory quality by itself is not enough. Regulatory capacity is also 

needed to ensure that regulation is effectively implemented. 

 

7.4.4 Temporary movement of natural persons  

The impact of increased trade via temporary movement of natural persons (TMNP) is very controversial: 

Section 8 details its main potential costs and benefits. The former mainly include the possible negative 

impact on the domestic skills base (international brain drain). The benefits entail remittance flows, 

increased trade in goods and services, incentives for human capital formation and skills upgrade 

during the period abroad to be used upon return.  

 

The possible negative impact of TMNP on domestic capacity is a hotly debated topic, on which there is 

as yet no empirical agreement. As detailed in Section 8, Clemens (2007) finds that out-migration of 

doctors and nurses does not significantly affect domestic capacity in sub-Saharan African countries. 

However, a negative relationship seems to exist between the share of health professionals who migrate 

and the level of domestic capacity in the source country.  

 

In order to understand the net impact of out-migration on domestic capacity, we should consider not 

only the direct loss of capacity but also what would happen to supply capacity in the absence of 

migration. This means that other elements ought to be taken into account, including the incentives that 

migration provides to increase the total supply of certain types of workers (see below) and the 

effectiveness with which skilled workers would be employed in the home country. One could think of 

countries in which the very elastic supply response to migration has multiplied the supply of specific 

skills (such as nurses in the Philippines), to the extent that growth in supply may be larger than growth 

in migration. Our own fieldwork in India suggests that increased migration opportunities for nurses 

have helped to raise the attractiveness of the nursing profession, which has in turn resulted in rapid 

growth in demand for nursing education, and hence  an increase in the supply of qualified nurses in 

India.  

 

The impact of remittances from health professionals temporarily migrating abroad may be an important 

one. Nurses in particular appear to have a higher propensity to remit than other categories of migrants, 

as suggested by a study on Tongan and Samoan migrants to Australia (Connell and Brown 2004). A 

significantly higher proportion of nurse households send remittances home (93.4% compared with the 

do not appear to decrease with duration of absence. The authors argue that the cumulative value of 

remittances per nurse household during their stay overseas is likely to exceed the training cost of 

nurses within Tonga and Samoa. This higher remittance propensity of nurses is consistent with the 

hypothesis that women migrants are more frequent and more generous remitters than men and that 

nurses appear to be more altruistic and may also be more responsive to perceived needs of kin. 

Moreover, as argued in Section 8, the temporariness of migration is likely to increase the level of 

remittances (relative to permanent migration), other things being equal. 

 

A potentially beneficial impact of Mode 4 trade is related to the fact that health professionals need to 

return to their home country. Calì and te Velde (2007) argue that the health sector is one where learning 

skills abroad may be particularly relevant, as migrants may have access to new technologies, career 

development schemes and more advanced management systems. This experience may be an 

invaluable source of ideas and expertise in the 

of migration of health workers from the Pacific region indicates some gains to migration, in that many 

health workers returned from overseas with additional skills (and with capital that was invested in 

housing and businesses), thus providing both individual and national benefits (Connell 2003). 
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We refer the reader to Section 8 for a more extensive discussion of the benefits and costs of increased 

trade via Mode 4. 

 

7.4.5 Evaluating the net impact of liberalisation 

From the discussion above, it appears that a more liberal trade regime in trade in health services 

involves complex trade-offs, on the basis of which the net effect of any trade liberalisation on the 

development of the country has to be evaluated. While liberalisation of health services may yield the 

standard benefits of trade liberalisation, in terms of efficiency gains and increased investments, it can 

also worsen or create inequities in the distribution and quality of such services (Chanda 2002). 

Unfortunately, there is a lack of good empirical evidence on the size of these trade-offs for the vast 

majority of the countries. Therefore, evaluating the net impact of liberalisation has necessarily to be a 

tentative exercise. It is important to interpret these trade-offs in a dynamic rather than a static way. For 

example, if an increased presence of foreign hospitals amplifies the internal brain drain process, would 

restricting trade via Mode 3 be a good response? In order to answer this question, it would be 

necessary to understand what would happen to the internal brain drain were foreign investments 

restricted. If the internal brain drain turned into an international one in response to lack of 

opportunities at home, then constraining foreign investments may not be the right response. A clear 

rule for the regulator should be to try to maximise the benefits from liberalisation while minimising its 

costs. Domestic complementary policies to trade liberalisation play a crucial role in achieving this goal. 

We deal with those in turn.  

 

7.5  Complementary policies required to maximise benefits to development 

As Chanda (2002) notes, the adverse implications of liberalisation on developing countries really owe 

to internal factors rather than liberalisation per se. Governments can adopt a wealth of policies to 

modify these internal factors in ways which could minimise the potential costs of liberalisation and 

amplify its advantages. We identify four key policy challenges that governments face in this respect: 

involving the private sector in health care provision, in particular to underserved sectors of the 

population; choosing financing mechanisms to promote the widest possible access to health services; 

developing an adequate base of factors of health services production (in particular human resources 

training); and strengthening regulatory capacity in the health sector. 

 

7.5.1 Involving the private sector 

Governments can promote linkages between public and private segments in order to increase the reach 

of health service provision within the country. Governments can agree with the private sector on cross-

subsidisation schemes, requiring the reservation of some places for those in need in private 

institutions. For example, the German health care group Rhon-Klinikum is contributing equipment and 

expertise to what was a vacant wing in Groote Schuur Public Hospital in the new University of Cape 

Town Hospital, and will provide public patients with specialist services that are currently unavailable 

from the state (Stern 2006). The private sector could also be instrumental to the scaling-up of the 

provision of primary health care, either in partnership or in competition with the public sector.  

 

A number of developing countries, such as South Africa, India and Thailand, enjoy relatively efficient 

private health sectors. In such countries, governments could increasingly outsource to the corporate 

sector parts of the health services they provide. Our work in India suggests that this could particularly 

be the case for those expensive services that the corporate sector is already providing, such as tertiary 

and super-speciality care services, but this could also be applied to most curative services. Along with 

secondary care, tertiary services take up most of the public health budget in India, thus even moderate 

efficiency gains in tertiary care may result in large savings in public resources. Such savings may allow 

the state to redirect resources towards areas where market failures lead to a suboptimal allocation of 

resources, such as primary health care, and in particular preventative health care. This focus would 

also be in line with a more efficient and effective allocation of public resources (see Filmer et al 2002). 

Soderland et al (1998) provide evidence of an already strong private presence in even the most remote 
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rural areas of South Africa. This confirms the idea that it could be cost effective for the state to use the 

 

 

In India, the most common form of public

subsidy to a corporate hospital for land acquisition in exchange for a share of beds being reserved to 

be provided for free to public sector patients. The evidence on the success of this form of PPP is at best 

mixed. The problems range from non-compliance by the private hospitals in terms of share of beds, to 

poor quality services provided to public sector patients. These issues point towards the importance of 

reliable enforcement mechanisms, coupled by strong oversight systems, to guarantee the success of 

these initiatives. The Chiranjeevi Yojana scheme in Gujarat is considered a successful example of a PPP 

that has been able to fulfil these two conditions (see Box 17).  

 

There are at least two necessary conditions for such strategies to be effective: an effective public 

oversight system on health services provision, and the design of a financing mechanism to guarantee 

more equitable access to health services. We discuss these conditions below. 

 

Other ways of maximising the benefits from private sector participation include the promotion of 

professional collaboration and exchange between the two segments, and the taxation of the foreign 

(and domestic) commercial segment to raise resources for the public segment (Chanda 2003).  

 
Box 17: The Chiranjeevi Yojana scheme in Gujarat 

The scheme was launched as a one-year pilot project in December 2005 in five backward districts in Gujarat and 

covers all below poverty line (BPL) families. It aims to improve the rate of institutional birth delivery of BPL 

families so as to decrease maternal and child mortality rates. The scheme involves a combination of incentives 

given to public sector health workers to increase the number of deliveries via public health centres and the use of 

a panel of private providers to provide maternity health services to the families covered under the scheme. The 

financial incentives to public sector doctors are given for each delivery after the first 30 in a month at public 

health centres, and after the first 50 at community health centres. The private providers instead are directly 

reimbursed by the state a fixed rate for deliveries carried out.  

 

The Block Health Officer is responsible for the identification and empanelment of the private gynaecologists. After 

the private practitioner agrees to join the scheme, a memorandum of understanding (MoU) is signed between 

him/her and the district health authorities. The District Project Management Unit handles all documentation work 

for the scheme and is also custodian of all the documents. The unit is also responsible for reporting the progress 

of the scheme to the State Health Directorate and for making the payments to the empanelled gynaecologists 

through the Chief District Health Officer and Drawing and Disbursement Officer. 

 

The Medical Officers and the Auxiliary Nurse and Midwife of the respective sub-centres undertake the 

responsibility of motivating the community (BPL families) to take up the scheme. The client avails the services of 

the scheme from the empanelled practitioners. Every month, the empanelled providers present their filled-in 

vouchers and claim their reimbursement. The entire document for the reimbursement is submitted at the District 

Project Management Unit, which initiates the process of payment, which is made after the approval of the Chief 

District Health Officer and Drawing and Disbursement Officer  

 

The scheme has been successful in increasing institutional birth delivery and reducing both maternal and child 

mortality rates and it has now been extended to the entire state. The success of the scheme relies on an efficient 

mix of dissemination of information via public health workers, reliable and timely payments to private and public 

practitioners and effective oversight systems. 

Source: Bhat et al (2007) and own consultations. 

 

 

7.5.2 Financing mechanisms to promote access  

Provision of health care services is very costly and only a few countries can afford state-of-the-art 

medical services for every citizen. In low-income countries, access to health care services will often be 

unavailable or restricted for certain population segments. What is the best type of mechanism to 

promote wider access to health services?  
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Arunanondchai and Fink (2007) argue that, since patients derive a private benefit from medical 

treatment, a system of user fees would establish appropriate economic incentives, but it would be 

unequal as it would cut off from the system those who truly cannot afford it. The establishment of 

health equity funds that subsidise user fees to those in need may represent a possible solution to this 

dilemma. A successful example of such a fund is in the rural district of Sotnikum in Cambodia.15  

 

The reach of health services can also be promoted through cross-subsidies, as has been the case for 

other service utilities. For example, user fees or insurance contributions can be established to vary with 

valuated 

with care. Hillary (2001) reports examples of countries (Zimbabwe and Vietnam) where the introduction 

of even low user fees has had a negative impact on the access to health services of the poor. A more 

implicit form of cross-subsidy is to require health care personnel to spend a certain time period in 

public hospitals or remote areas before they can be hired by the private sector. This type of scheme 

needs to be carefully designed in order to be successful. The community service programme in South 

Africa, requiring all graduates to undertake a year of service in a public institution (mostly in poor 

communities) to qualify as a medical doctor, is one of the most important in the developing world. In 

his evaluation, Reid (2002, quoted in Stern 2006) concludes that the programme has done little to 

address shortages of professionals in the neediest hospitals. Instead, it has raised the burden on 

existing senior staff to orientate and train a new group of graduates on an annual basis and it could 

also pr  

 

The most appropriate forms of financing mechanisms for the health sector are likely to vary according 

to the context. It is beyond the scope of our analysis to evaluate what form is appropriate for what 

context. However, we note here that the choice of financing mechanism is likely to be a crucial factor in 

making trade liberalisation work. 

 

7.5.3 Expanding health sector capabilities 

A root cause of several of the problems discussed earlier is that investment in the health sector of 

developing countries is often neither sufficient nor efficiently deployed. If the availability and quality of 

human and physical resources in this sector are to be improved, expenditures on health care need to 

be increased and allocated more efficiently (Chanda 2003). For example, the problem of two-tiering in 

health care owes mainly to poor domestic factors such as low wages and poor working conditions and 

infrastructure in the public sector. This allows the private sector to attract skilled personnel, providing 

better pay and work equipment. The implication of such situations is that more resources should be 

allocated, both to train a larger pool of health professionals and to improve their working conditions in 

the public sector (especially in rural areas). This is likely to involve considerable financial and 

organisational efforts (e.g. revamping management procedures to increase efficiency) in most 

developing countries. See Calì and te Velde (2007) for a more complete discussion of such challenges. 

Our work in India also shows the potential importance of regulation in supporting the expansion of 

health sector capabilities (see Box 18).  

 

possibility of involving foreign educational institutions in the expansion of health-related training 

capacity. A liberal regulatory framework along with sound oversight systems may allow for the use of 

renowned foreign expertise to improve the quality of teaching methods and to overcome financial 

constraints in expanding training facilities. 

 

 

 

 
 

                                                 
15 

inpatients, whom monitoring activities confirmed were actually poor (Arunanondchai and Fink 2007). 
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Box 18: Regulatory constraints to the expansion of health sector capabilities in India  

Our work on trade in health services in India suggests that there is a widespread concern that requirements for 

both medical and nursing training institutions are too rigid in the country. Chanda (2007) notes that the Medical 

Council of India has outdated guidelines on the setting up of medical schools. Only government or trust hospitals 

can set up such educational facilities. This prevents corporate hospitals from setting up medical schools (unless 

they form separate trusts). Moreover, a rigid system of fees that medical schools can charge is pre-imposed by 

regulation. This system does not make medical training a financially viable undertaking. The idea underlying 

these restrictions is that medical education needs to be a subsidised activity, as it generates substantial positive 

spillovers. But returns to this activity are increasingly appropriated by individuals (through private practice and 

high wages for doctors in private institutions), and there are not sufficient resources to subsidise all the needed 

, relaxing these regulations to reflect the changing nature of the medical 

education system and to involve the private sector seems to be a crucial step. 

 

Chanda (2007) argues that some guidelines for setting up medical colleges and training schools are also 

inappropriate, such as on the amount of land required, the number of classrooms and their size, etc. The 

approach is based on quantity of infrastructure and volume rather than value and does not focus on quality and 

functional excellence.  

 

Likewise, the Indian Nursing Council has some restrictive regulations, which are also seen to be arcane, such as 

requirements on land and infrastructure (e.g. a 500 seater auditorium and three to five acres of contiguous land), 

which are difficult to fulfil in first-tier cities (Chanda 2007). However, there is some evidence that the Council has 

tried to make these requirements more flexible, especially in needier states. 

 

 

workforce. This is a very important challenge in the current Indian context, one which would need to be addressed 

by strengthening the oversight capacity of the responsible institutions, but also by making regulations more 

flexible to encourage high-quality private sector engagement. This would also involve an increased 

homogenisation of educational standards across states. 

 

As noted above, an upgrade of health infrastructure would also be needed in order to maximise the 

benefits of cross-border trade. In particular, providing health centres with adequate telecommunication 

infrastructure networks is crucial to realise the potential of telemedicine. However, such investments 

are often fairly large and the public sector needs to evaluate whether these resources would be better 

invested in other areas, such as improving basic health care facilities for disease prevention and cure. 

The risk is that telemedicine may induce a focus on technologies that cater to the wealthy few in 

developing countries. This is more evident for public sector hospitals in low-income countries, which 

are often already overburdened by pandemics, such as tuberculosis, malaria and HIV/AIDS, for which 

high-technology and specialist treatment is not a priority. 

 

7.5.4 Strengthening the regulatory capacity  

Underlying the success of all of these policies is the need for an effective oversight system of health 

services provision. A potentially important cause for the possible negative effects of liberalisation on 

developing countries relates to increased competition in an environment with institutional and 

regulatory deficiencies. In such a situation, even limited opening up to only domestic private players 

may result in the kinds of distortions discussed above (Chanda 2003). Hence, the regulatory capacity in 

the health care sector is very important in shaping the overall impact of liberalisation, whether 

domestic or external. Unfortunately, regulations in many developing countries are underdeveloped and 

inadequately enforced; something that is confirmed by Arunanondchai and Fink (2007) for low-income 

ASEAN countries. Patients in these countries are adversely affected by poor-quality medical treatment 

and sometimes even suffer abusive practices.  

 

Our fieldwork shows that revamping and scaling up the entire oversight system of health services 

provision is a crucial step to maximise the benefits of liberalisation of Indian trade in health services. 

This is a complex task, involving both regulatory and capacity-oriented interventions. The former would 

be needed, for instance, to update and streamline regulation on the mandate and competences of the 
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institutions responsible for oversight and to make the enforcement framework more effective. More 

importantly, the capacity of the entities responsible for the oversight would need to be scaled up 

sensibly. There is currently a lack of resources and competence in these organisations to carry out their 

oversight activities. To the extent that the policies described above would allow possible savings of 

resources, part of these may be channelled towards this objective. 

 

Strengthening regulatory systems would require political commitment by governments combined with 

technical assistance from donor countries and specialised health agencies. 

 

7.6 Conclusion 

An efficient and equitable health services sector is not only a development objective per se, but is also 

a fundamental driver of growth and poverty reduction at the macro and micro level.  

 

Developing countries are increasingly important players in the international health services markets. 

Examples include countries like India, South Africa, China and Brazil in medical tourism, exploiting 

their cost advantage and quality of part of their health sector. While these exports may become an 

 it is important that development of a trade 

strategy complements the primary objective of government to provide universal coverage of health care 

to local communities. Thus, domestic regulation could be welfare enhancing, even if it were highly 

restrictive to trade. 

 

efficiency and equity of the domestic health system as well as the economy directly (e.g. exports and 

employment). Countries impose three main types of regulatory barriers to trade in health: approval 

requirements for clinics and hospitals; qualification and licensing requirements for professionals; and 

rules governing reimbursement from mandatory health insurance schemes. These rules are sometimes 

stringent and may represent binding constraints to trade. 

 

Removing these barriers is likely to stimulate trade in health services, with a number of potential risks 

ies to minimise 

the potential costs of liberalisation and maximise the beneficial effects. These may include: 

 

 Promoting linkages between the public and private segments in order to increase the reach 

of health services provision within the country. Examples include:  

o A German health care group is contributing equipment and expertise to what was a vacant 

wing in a public hospital in Cape Town and will provide public patients with specialist 

services that are currently unavailable from the state.  

o The promotion of professional collaboration and exchange between the two segments, and 

the taxation of the foreign (and domestic) commercial segment to raise resources for the 

public segment.  

 Strengthening regulatory capacity in the health sector as a way to ensure that the overall 

impact of liberalisation, whether domestic or external, is beneficial. In an environment with 

institutional and regulatory deficiencies, increased competition induced by liberalisation may 

have negative effects.  

 Finding appropriate financing mechanisms to widen access to health services, which in low-

income countries is often restricted for some population segments. Possible ways include 

o A system of user fees with subsidies to those in need (e.g. via health equity funds) may 

represent a possible solution.  

o A more implicit form of cross-subsidy is to require health care personnel to spend a certain 

period in public hospitals or remote areas, before they can be hired by the private sector.  
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 Expanding health sector capacity: for example, the problem of two-tiering in health care owes 

mainly to poor domestic factors, such as low wages and poor working conditions and 

infrastructure in the public sector. This allows the private sector to attract skilled personnel, 

providing better pay and work equipment. There are a number of possible ways to expand the 

 

o More resources could be allocated both to train a larger pool of health professionals and to 

improve their working conditions in the public sector (especially in rural areas). 

o Foreign educational institutions could be involved in the expansion of health-related 

training capacity.  
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8.Mode 4: Temporary movement of people 
 

Trade via the temporary movement of natural persons (or via Mode 4) is an increasingly important component of 

service exports for developing countries. At the same time, it is an effective way for such countries to fill some of 

the gaps in certain skills via the temporary import of service providers. 

 

Mode 4 trade is still very limited relative to its potential owing to a number of regulatory and de facto barriers. In 

particular, the former include immigration rules, discriminatory treatment of foreign providers and recognition of 

qualifications; de facto barriers relate to the discretionary power of authorities granted in order to prevent 

unauthorised entry. Importantly, such barriers seem to be particularly high for South-South trade via Mode 4. 

 

Further liberalisation of Mode 4 trade is constrained in developed (as well as developing) countries by security 

concerns (as in the case of H1B visa in the US), which tend to increase public opposition to immigration and fears 

about loss of jobs and lower wages, etc.  

 

However, the available evidence seems to suggest that Mode 4 trade has the potential to increase several of the 

benefits from migration (e.g. remittances, return migration) and/or minimise its costs (e.g. loss of domestic 

capacity and gaps in domestic skills) for developing countries. Walmsley and Winters (2002) estimate that an 

n importing countries would 

generate a rise in world welfare of US$156 billion. 

 

Complementary policies are often important in ensuring that such positive potential impact materialises. These 

policies include widening the human capital base to minimise costs of brain drain and to take advantage of Mode 

4 opportunities in areas of skill shortage in other countries. There is also scope for developed countries to fund 

training facilities in developing countries to minimise brain drain and improve the supply of skills.  

 

8.1 Introduction  

This section focuses on the supply of services via cross-border temporary movement of natural persons 

(TMNP). This is referred to as Mode 4 supply of services in GATS terminology and, broadly speaking, 

consists of a country importing a service supplied by a foreign person through his or her temporary 

presence in that country. Examples of this type of supply are frequent in services trade and involve a 

wide variety of professions, from engineers to health care workers, from teachers to tourism managers, 

from IT professionals to accountants. Although the focus of this section is not the GATS negotiations, 

we shall use this terminology to refer to services provided via the movement of natural persons.16  

 

It is important to define from the outset the scope of this discussion. First, we focus only on services 

suppliers; as a result, we do not discuss temporary migrants in other sectors, such as agriculture or 

manufacturing. This is an important distinction, as it scopes out several temporary migration schemes, 

which may be similar to those regulating temporary movement of service providers. The focus on 

services sectors is justified by two considerations: it is in line with the rest of the paper and it seems to 

cover most temporary migrants into OECD countries.17 Second, as importing countries have very 

different criteria for defining these categories of services suppliers, we follow GATS categories for the 

purpose of our discussion. These provide a common analytical definition of the type of suppliers 

involved in Mode 4 and include intra-corporate transferees, business visitors and independent services 

suppliers (e.g. foreign firms and professionals temporarily entering the country to provide a service). 

Most of our discussion will revolve around the last category, as it represents the largest Mode 4 

category and the one facing the highest barriers. Individuals seeking access to the labour market of a 

foreign country are not included in the discussion.  

 

                                                 
16 Note that, given the analytical similarity between Mode 4 and TMNP, we will use the two terms interchangeably.  
17 For instance Nielson and Cattaneo (2003) show that the first 10 industries of beneficiaries of the most popular temporary 

migration visa in the US (H1B) in 2001 were mainly services-related and the top five occupations of temporary migrants to 

Australia were services-related in 2000 1. 
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The most challenging definitional issue relates to the temporariness of the movement involved in Mode 

4. There is no clarity on this in GATS or elsewhere. Countries specify the maximum duration of stay for 

which access is granted under a temporary scheme, but this varies widely across countries. Moreover, 

it is quite common for countries to extend the stay of temporary migrants, sometimes eventually 

turning them into permanent ones. These issues make the distinction between temporary and 

permanent migrants very difficult to draw. This blurred distinction applies to the data and empirical 

evidence available and is therefore going to be a recurrent theme throughout the section. Nonetheless, 

in practical terms this distinction is usually important for countries, as they are usually more prepared 

to accept immigration on a temporary rather than permanent basis  

 

How large is current Mode 4 services trade? Unfortunately, owing to the nature of the transactions 

involved, i.e. services and payment carried out within the same country, there is no direct estimate of 

this type of trade, as it is not captured by BoP data. There are at least three approaches to proxy for 

Mode 4 trade. The first is the traditional one, through data on compensation of employees and 

remittances in BoP statistics. Data from IMF BoP statistics (quoted in Hufbauer and Stephenson 2007) 

indicate that immigrant remittances stood at US$151 billion in 2005, whereas income earned by 

temporary workers was another US$72 billion.18 Contrary to what is argued by Hufbauer and 

Stephenson, these estimates are likely to be larger than the actual Mode 4 trade, as remittances also 

include permanent migrants. According to these estimates, Mode 4 trade has almost doubled between 

2000 and 2005, with the ratio of Mode 4 trade to Mode 1 and 2 increasing from 7.6% to 9.2%.  

 

Another approach is based on country records of temporary work permits mainly in developed 

countries, such as the US and the UK, showing a concentration in certain occupations (see e.g. WTO 

 

specialists or fashion models from foreign countries. H1B visas are granted for an initial period of up to 

three years. In 2000, 136,800 new permits were approved for initial employment, mainly in computer-

related occupations (Table 12). This increased further to 165,000 but then decreased to a new cap of 

65,000 in 2004. The second-largest group was electrical/electronics sector workers, industrial 

engineers and architects, followed by specialised administrative occupations, such as accountants and 

specialist auditors in related services industries. The UK permits are for less than a year (one-third of 

the total number) and for up to five years (the rest). 

 

Table 12: Number of temporary work permits granted 

 US UK 

Total services 136,787 64,574 

Computer-related (all), of which: 74,551 10,470 

 India 50,827 5973 

  China 5725 108 

  Philippines 1217  

  US  1404 

Source: WTO (2004). 

 

The last, more indirect way, of estimating the size of Mode 4 trade is to 

to admit temporary workers. Table 13 shows the number of countries that have special (temporary) 

admission schemes for different categories of workers out of 92 surveyed by the International Labour 

Organization (ILO 2004). The vast majority of the countries do not have special schemes allowing 

migrants. As the absence of such schemes is likely to constrain TMNP significantly (as we see below), 

this is an indication that the full potential for Mode 4 trade is far from realised. In particular, the survey 

shows that low-income countries are much less prone to admit foreign labour than high-income ones. 

When they have special schemes in place, they are only for priority sectors and regions, usually as a 

concession to foreign investors establishing operations in their export or free trade zones (Abella 

2006). Only two of the 26 lower-middle income countries and one of the 18 upper-middle income 

countries have schemes to attract professionals, scientists and managers. This does not mean that the 

                                                 
18 The estimate for remittances is slightly different from that of the World Bank (2006), which puts the figure at US$167 million. 
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developing countries do not admit such people; they do so, but have no special schemes for attracting 

them. 

 

Table 13: Number of countries admitting workers under special schemes 

  High-

income 

Upper-middle 

income 

Lower-middle 

income 

Low-

income 

Surveyed countries  31 18 26 17 

Professionals, scientists, managers, other 

highly skilled 

11 1 2 0 

Contract workers 6 2 0 0 

Seasonal workers, especially for agriculture 6 2 0 0 

Trainees 16 0 0 0 

Working holiday makers 7 0 0 0 

For employment in priority sectors, especially 

exports and small industries 

7 5 6 3 

For employment in priority regions 1 1 2 0 

Source: Abella (2006). 

 

8.2 Contribution of Mode 4 to development, growth and poverty reduction 

As Winters (2003) argues, Mode 4 trade may help developing countries exploit their comparative 

advantage in semi-skilled and unskilled labour. A corollary of this is that the liberalisation of visa 

quotas, such as the H2B for temporary non-agricultural workers, which caters for unskilled workers as 

well, is likely to be especially beneficial for developing countries. For several developing countries, this 

beneficial impact would apply to skilled labour as well, which would supply specialised services via 

TMNP. For instance, the International Organization for Migration (IOM 2005) notes that, according to 

-skilled 

services sectors, including engineering, accounting, law, management consulting, nursing, software 

development and data processing.19  

 

This means that, if properly managed, Mode 4 trade could have a highly beneficial impact on the 

exporting (developing) country. We follow Calì and te Velde (2007b) to review the main channels 

through which Mode 4 liberalisation may affect development, growth and poverty reduction in 

exporting countries. These include remittance flows, impact on domestic capacity, incentives for 

human capital formation, impact on trade and FDI and return migration. Most of the evidence available 

on these effects does not distinguish between temporary and permanent migration: the effects are 

analytically similar but tend to have different magnitudes. Thus, we try to make this distinction 

wherever possible, focusing on TMNP rather than on permanent migration.  

 

8.2.1 Impact on domestic capacity  

One strand of thought on migration focuses on the impact on the available supply of labour in the 

sending The traditional literature on 

migration emphasises that skilled emigration affects sending countries negatively, for instance, when 

education and training of skilled emigrants is partly funded by public revenues. In this case, migration 

will lower the social rate of return of public investment in education. Poor countries face limited 

availability of skilled labour, and emigration to the developed world might exacerbate skills shortages. 

 

Precise data on effects on domestic capacity are scarce but some are beginning to emerge. Using US 

census data and OECD migration statistics for 1990, Carrington and Detragiache (1999), for instance, 

 population with specific skills in small 

countries in the Caribbean, Central America and Africa. Carrington and Detragiache (1998) estimated 

                                                 
19 It is noted that t

industries in outsourcing high-skilled jobs to developing countries. 
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emigration rates (emigration/emigration and national labour force) for 61 developing countries in 1990 

using immigration flows to OECD countries. Owing to data limitations, they applied the US structure of 

immigration by education level (based on US census-level data) to all other OECD countries. They found 

that individuals with little or no education had limited access to international migration, and migrants 

tended to be better educated than the rest of the population in their country of origin. It is thus more 

likely that skilled individuals emigrate. This can be because there is more demand for educated 

workers or because the skilled are less poor and more capable of planning and financing migration. 

South-North migration is usually by skilled workers, and there appears to be some historical evidence 

(see Clark et al. 2003) but also institutional reasons that the poor migrate less. 

 

A prominent example of a specific sector affected by skilled emigration is the health sector. The World 

Health Organization (WHO 2006) identifies countries with a critical shortage of health workers, 

essentially concentrated in sub-Saharan Africa and South Asia. According to data gathered from nine 

Clemens and Pettersson (2006), at least 28% of total physicians from sub-Saharan Africa worked 

abroad in 2000. In countries like Equatorial Guinea, this percentage is as high as 86%, and 24 of the 53 

African countries surveyed have percentages higher than 40%. Such figures are particularly worrying for 

countries with a high incidence of HIV/AIDS, which increases pressure on already weak health systems.  

 

However, there is no agreement on the welfare effects of emigration on the exporting country. Clemens 

(2007), for example, uses these data to show that generally low staffing levels in Africa are not the 

result of the international movement of health professionals. In fact, he finds that emigration has 

caused a greater production of health workers in Africa, a result in line with the literature arguing for 

the positive effects of migration on human capital formation (see below). However, Figure 9, showing a 

 

 

Can temporary migration schemes alleviate these concerns about the brain drain? They can if such 

schemes reduce the stock of service providers abroad from the exporting country relative to the case of 

permanent migration and if they can stimulate greater human capital formation. As argued by Amin and 

Mattoo (2007), a mere rotation of migrants under a Mode 4-type scheme does not per se create any 

extra benefits for either importing or exporting countries as compared with permanent migration. If 

anything, the turnover costs are likely to be higher with constant rotation of workers. To illustrate, 

consider the case of Zambian nurses to the UK. While the current situation implies that the nurses are 

permanently settled in the UK, a Mode 4 scheme would involve all the nurses returning to Zambia and 

an equal number of new nurses leaving the country. If the numbers of nurses in Zambia and Zambian 

nurses in the UK are unchanged, the switch to a temporary scheme does not have a positive effect on 

the welfare of either country. In this case, the key condition for TMNP to be more advantageous than 

permanent migration is that the benefit of turnover to the exporting country dominates the cost of 

turnover to the importing country. The latter is likely to be low where immigrants acquire host-specific 

skills quickly and at little cost to the host. The benefits from turnover for the exporting country are likely 

to be high when remittances, and human capital spillovers, are larger and used more productively 

under temporary migration compared with permanent migration. We examine these benefits in turn. 
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Figure 9  
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Note: Coeff. = -1.123 t-stat = -1.79. 

Source Pettersson (2006) and WHO Global Health Atlas (http://www.who. 

int/GlobalAtlas/). 

 

8.2.2 Remittances 

Most migrants (whether temporary or permanent) support their families at home by sending money and 

goods to the country of origin. The World Bank (2006) calculated that all migrants from developing 

countries officially sent home more than US$167 billion in 2005, which represents more than twice the 

level of international aid. Adding remittances through informal channels (over 50% of the official 

estimate) makes remittances the largest source of external capital in many developing countries. Data 

show that remittances have increased substantially in all developing regions, with East Asia and the 

Pacific having overtaken Latin America as the largest recipient. 

 

At the micro level, remittances have positive direct (and possibly indirect) effects on the households 

that receive them. These would be part of the household income and may directly contribute to poverty 

reduction. At the country level, this would mean that increased remittances may lead to falling poverty 

rates. Such an association would be stronger the larger the share of poor households receiving 

remittances. Adams and Page (2003) argue that remittances have been among the key factors for the 

very low levels of poverty in the Middle East and North Africa. Estimates from the World Bank (2006) 

show that, in recent years, total remittances have led to reduced poverty levels in low-income 

countries, e.g. by about 11% in Lesotho, by 5% in Ghana and by 6% in Bangladesh.  

 

Beyond helping to reduce poverty, remittances may also represent an important source of insurance 

against negative shocks. Lucas and Stark (1985), for example, found that remittances to households in 

rural Botswana were larger for those located in villages undergoing severe drought and where the 

 

 

Remittances can have indirect effects as well, in that they may help accumulate factors of production 

(human as well as physical capital) that could increase future income for the receiving household. For 

instance, Edwards and Ureta (2003) find that, in El Salvador, increase in remittances was associated 

with a more than proportional increase in education levels, in part because the demand for education 

is a positive function of income and remittances.  

 

http://www.who.int/GlobalAtlas/
http://www.who.int/GlobalAtlas/
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The impact of remittances on the exporting country goes beyond the receiving household and extends 

to the macro-economy. Given their size, and the fact that they seem more stable than other financial 

flows (World Bank 2005), remittances may have a substantial positive effect on economic growth. 

Straubhaar and Vadean (2005) argue that remittances may be more beneficial than official 

development assistance and FDI, as their use is not tied to specific investment projects with high 

implementation content, they do not entail interest payments and they are likely not to be repaid. 

 

TMNP is likely to magnify these effects, as it tends to be associated with a higher share of remittances 

over total migrant income than does permanent migration. There is evidence that intended return 

migration increases remittances. This is especially true for low-skilled migrants, not accompanied by 

family members, who expect to return to their country of origin (Katseli et al. 2006). Connell and Brown 

(2005) suggest that the imminent return of temporary migrants provides an incentive for them to 

maintain (and eventually increase) their assets in the country of origin and therefore to invest their 

savings there (remitting more). Rozensweig (2005) finds that, after controlling for a number of 

household socioeconomic characteristics, the remittance level received by Indian households with a 

member migrant intending to return was about three times the remittance level of those with a member 

who had no intention of returning.  

 

8.2.3 Incentives for human capital formation 

By raising the expected return to investment in education (especially for certain skills), TMNP can act as 

a stimulus to human capital formation. If large enough, this incentive may translate into a net brain 

gain from migration. Beine et al. in a series of two studies (2001 and 2003) provide evidence of a net 

positive effect of migration on human capital and thus on growth. The authors find that the positive 

effects are limited to a handful of countries in the sample, which include the largest countries (India, 

Brazil and Pakistan, among others) and represent 80% of the sample population. The brain drain 

appears to have a negative impact on countries where the migration rate of the highly educated is 

higher than 20% and/or where the proportion of highly educated in the total population is below 5%. 

Such countries include Jamaica, Bolivia, the Philippines and Ecuador, among others. We must note that 

most sub-Saharan African countries, which are likely to be among the most affected by the brain drain, 

were not included in the analysis.  

 

Despite this evidence, there seems to be no consensus on the issue yet. Based on static analysis, 

Schiff (2005) shows that the size of the brain gain and its impact on welfare and growth are likely to be 

significantly smaller than found in the literature and may even be negative. Empirically, Faini (2002) 

finds little indication of a positive impact of the brain drain on growth in source countries, whereas 

Lucas (2005) obtains a negative impact of the brain drain on education. Probably, the net effect of 

migration on education varies from country to country, and specific country evaluations have to be 

carried out in order to assess whether a country is likely to benefit from increased migration. 

 

8.2.4 Impact on trade and FDI  

Migration may have other more indirect positive effects on the source country via increasing its exports 

of goods and services. The diaspora helps to create business and trade networks (Dustmann and 

Kirchkamp 2002). The diaspora creates links with other countries by acting as an intermediary. The 

network effects and externalities of the diaspora have already been recognised for trade in goods 

(Rauch and Trindade 2002) but they are just as valid for trade in services. For example, this is the case 

with the promotion by migrants of inbound tourism and with well-known carnivals and other festivals in 

the Caribbean (see also Thomas-Hope 2002).  

 

A case in point is the Indian software industry. Given that most software exports from India are in the 

H1B, is likely to be beneficial not only to Mode 4 but also to other cross-border modes of services 

supply. Moreover, Indian migrants, particularly those in the US, have contributed significantly to the 

recent growth of the Indian software industry, not only through the transfer of knowledge and 

technology, but also by opening up new markets for Indian products and services. Other developing 
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countries may benefit from the same type of development in other technology sectors if the 

quantitative barriers to Mode 4 trade are lifted. 

 

Would Mode 4 make these effects differ compared with permanent migration? Although there is no 

empirical evidence available, we can infer one way in which the transitory nature of migration may 

the links with) the host country, it may reduce the opportunity of trade and FDI occurring through 

migrants. However, this does not preclude that temporary migrants are more trade-intensive, reversing 

the effects. Jansen and Piermartini (2004) find empirically that Mode 4 agreements increase bilateral 

trade substantially.  

 

8.2.5 Return migration 

Migrants can learn valuable skills which can offer benefits to the sending country if and when migrants 

return (Domingues Dos Santos and Postel-Vinay 2003) and skills have been acquired abroad. Calì and 

te Velde (2007a) argue that the health sector is one where learning skills abroad may be particularly 

relevant, as migrants may have access to new technologies, career development schemes and more 

advanced management systems. This experience may be an invaluable source of ideas and expertise in 

Pacific region indicated that there were some gains to migration, in that many health workers returned 

from overseas with additional skills (and with capital that was invested in housing and businesses), 

thus providing both individual and national benefits (Connell 2003).  

 

Return migration has reached quite a high rate for the Caribbean. Some estimate that 50% of 

immigrants into the UK have moved on within five years. However, return migration has been low and 

decreasing for areas such as sub-Saharan Africa. Figure 10 shows a declining number of registered 

nurses returning to Africa from the UK over the past decade. The average number of African nurses 

going back every year has decreased from over 100 in the mid-1990s to around 40 in the period 2003

5. The decline has happened in spite of the increasing number of African nurses employed in the UK. 

 

Figure 10: Nurses returning to Africa from the UK 
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Source: UK Nursing and Midwifery Council (2005). 

 

In as much as return migration, especially of the highly skilled, is beneficial to the sending country, 

Mode 4 may have a positive effect as it increases the return rate of migrants. Data on the return rate of 

migrants (both skilled and unskilled) are scarce. The little evidence available reveals higher and earlier 

return migration among migrants from higher-income countries (e.g. Borjas and Bratsberg 1996 on the 

US). TMNP schemes may be particularly helpful if they can increase the rates of return for lower-income 
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not return to the home country at the end of the scheme). 

 

8.2.6 South-  

Mode 4 trade could also be beneficial for developing countries by filling the gaps in the local labour 

force. For instance, countries such as South Africa and Botswana import health care services via Mode 

4 from other African countries (e.g. Kenya, Zambia, Zimbabwe); Thupagayale (2006) conducted a 

survey of 289 nurses (around 5% of the total) and discussed how many nurses in Botswana were of 

foreign origin. Strikingly, this percentage (6.7%) is very close to that of Botswana nurses abroad (7%). 

This suggests that imports of nurses in Botswana are instrumental to mitigate the potential negative 

effects of migration on domestic capacity. 

 

Other examples of South-South trade via Mode 4 include Mauritius importing accountancy services 

from India and South Africa and Botswana importing tourism workers from other countries in the 

region. Examples of these types are very frequent in developing countries (with South-South 

accounting for 24% of total migration), despite the lack of formalised Mode 4 schemes between them.  

 

8.2.7 Effects in importing countries 

countries, its liberalisation is marred by opposition in such countries, owing to its perceived negative 

effects on them. The H1B case described above exemplifies one major obstacle to liberalising Mode 4 

trade, relating to security and social integration issues of the importing countries. In most developed 

countries, these concerns have generated public opposition to immigration, which is likely to have 

important limiting effects on TMNP as well. It is not clear to what extent Mode 4 liberalisation may be 

connected to security concerns, but such barriers to the TMNP as those described above for the US 

have a certain negative impact on economic efficiency in importing countries. In these instances, it 

would be important for importing countries to use the same relative rate of substitution between 

security and economic efficiency as between their military spending and other expenditure that 

increases economic efficiency (Winters 2003).  

 

The other major political economy barrier to Mode 4 liberalisation by importing countries relates to 

concerns about possible losses for the domestic labour force (e.g. decline in wages, job losses). This 

would be especially the case for unskilled and semi-skilled workers, those most exposed to increased 

competition from new temporary migrants. Dustmann et al. (2007) provide some support for this 

argument, finding that recent immigration to the UK has had on average a slightly positive wage effect, 

with significantly positive wage effects around the middle of the distribution and clearly negative wage 

effects at the lower end of the distribution. This is a similar effect to that produced by an increase in 

labour-intensive goods imports from developing countries (with losses for unskilled workers and gains 

is applied with the same policies and 

sensitivities that trade policy reform in goods has received in the past, TMNP offers less skilled workers 

 

 

rts appears to be so large in certain services sectors 

of receiving countries that it is hard to see how Mode 4 liberalisation could have a significantly 

negative impact on the labour market of the importing country (e.g. health care sector, IT services in 

several OECD countries). Dustmann et al. (2007) provide evidence of modest wage effects of 

immigration in the UK relative to the large average yearly inflows of immigrants over recent years and to 

the average growth of real wages.  

 

The above discussion has shown that Mode 4 trade appears to have the potential to increase several of 

the benefits of migration (e.g. remittances, return migration) and/or minimise its costs (e.g. loss of 

capacity) for developing countries. However, complementary policies are often important in ensuring 

that such positive potential impact materialises. 
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8.3 Mode 4 liberalisation: What is involved? 

In his literature review of trade in services, Hoeckman (2006) concludes that most indices of services 

barriers reveal that the highest barriers are found to Modes 3 and 4. Such restrictiveness is in line with 

the low share of countries with special schemes for temporary workers reported in Table 13 and it is 

likely to be related to the common perception by countries of Mode 4 as a migration rather than as a 

trade issue.  

 

Unlike the case of the services sectors reviewed in this paper, liberalisation of Mode 4 trade concerns 

mainly domestic regulation of importing countries. As the largest share of current and potential trade 

via this mode occurs between (importing) high-income countries and (exporting) middle- and low-

income ones, the main focus is on the restrictions imposed by the former.20  

 

Mattoo (2003) identifies three main types of regulatory barriers to Mode 4 trade, which a serious 

liberalisation effort should tackle: immigration rules, discriminatory treatment of foreign providers and 

recognition of qualifications.  

 

8.3.1 Immigration rules 

These are probably the most stringent barriers to Mode 4 trade. Virtually all countries impose 

quantitative restrictions on the TMNP, usually for concerns about security, domestic labour market 

and social issues. These quotas are usually substantially lower than the actual demand for entry. For 

example, in the US, quotas for H1B visas used to be exhausted within a few months every year when 

the cap was 195,000 visas per annum; since the quota has been restricted to 65,000, places are filled 

much quicker (see the discussion in the next section). Because these are effectively visa-related 

restrictions, they fall under the political authority of home affairs departments and outside the scope of 

trade negotiations. Economic needs tests are required by most countries in order to grant a work 

permit for a temporary supply of service. Such tests require a prior thorough search within the domestic 

market for a similar services supplier before the visa application is accepted. Not only does this 

procedure not usually consider the difference in the quality of the service but it also often undermines 

the stability of relations with trusted foreign suppliers. A further barrier relates to the wage parity 

requirement between service providers, which countries sometimes impose on domestic employers. 

This often erodes the cost advantage of employing foreign suppliers, especially from developing 

countries, which may be willing to provide the service at a lower cost than domestic suppliers. Finally, 

work permits are always issued for a limited duration, which is often fixed according to standardised 

systems that do not differentiate between works of different nature. Thus, services that require longer 

to be supplied than the duration of the visa allows would meet a further barrier in the often 

cumbersome and expensive extension procedure. 

 

8.3.2 Discriminatory treatment of foreign providers 

Residency or even citizenship requirements are sometimes a prerequisite for services provision in 

several countries. These requirements clearly penalise foreign providers, often making Mode 4 supply 

unviable. Other types of discriminatory practice concern tax-related issues. For example, Parikh (2003) 

notes that, in the US, foreign service providers have to pay social security and other taxes for which no 

adequate credits in the home country are available in the absence of a treaty between the two 

countries. Moreover, in the absence of such a treaty, the service provider continues to pay taxes in his 

or her home country as well as in the foreign country. Moreover, the government approval often 

required for foreign service providers to set up operations in the importing country and even to remit 

money back to their country may also be a barrier to Mode 4. 

 

                                                 
20 We must note, however, that several middle- and a few low-income countries import services via Mode 4, and developing 

countries often have severe restrictions to Mode 4 trade. 
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8.3.3 Recognition of qualifications 

Inadequate recognition of formal qualifications and training may constrain the ability of certain service 

suppliers to provide their service abroad. This is particularly true for professional services, such as 

legal, accounting and engineering-related services, and so on. Examples of this type of constraint 

abound, among both developed and developing countries. The former rarely recognise qualifications 

from the latter, but also developing countries often do not have an automatic recognition procedure for 

qualifications from other developing countries. For example, South Africa requires a fairly cumbersome 

procedure in order to register as an engineer or an architect holding a related degree from other SADC 

countries. RTAs have so far been the most effective arenas for implementing MRAs. This is the case for 

the EU, which is probably the most progressive regional agreement in this respect. However, 

Stephenson and Yi (2002) argue that even the members of RTAs in the Asia Pacific region have 

generally perceived the benefits of the development of MRAs. Incoming EPAs between the EU and ACP 

regional groups may help in developing the most potentially beneficial MRAs, those between high-

income and low-income countries.  

 

8.3.4 De facto barriers 

Aside from formal barriers, de facto barriers constrain Mode 4 trade as well. These include barriers 

related to the discretionary power of authorities granted in order to prevent unauthorised entry. Self 

and Zutschi (2003), for example, report anecdotal stories about requests for information that seem 

clearly designed to discourage or delay the process of obtaining a visa for temporary entry. Moreover, 

many countries refuse to provide information about the status of a visa application. In several 

countries, such barriers appear to be of different magnitude according to the skills level. Parikh (2003) 

reports that the time required for processing visas for higher-level professionals is usually much less 

than that for lower-level professionals. There is a need for greater transparency and predictability in the 

entry application process to tackle these de facto barriers. Self and Zutschi identify elements that could 

information on the visa application process, including the supporting documentation required, clear 

deadlines for the completion of the application, a full description of the limitations to market access 

and other procedures, such as wage parity requirements, quota restrictions and economic needs tests.  

 

8.3.5 Barriers to South-South trade 

Regulatory barriers to Mode 4 trade are possibly even more stringent in the case of South-South trade. 

According to Parsons et al. (2007), this type of migration is already substantial, accounting for one-

fourth of total migration. However, given that distance is one of the most important explanatory factors 

South-South share in total migration does not appear to be particularly high. One reason for this may 

lie in the high levels of regulatory barriers imposed on this type of migration.  

 

Anecdotal accounts from the Southern Africa region indicate that visa and work permit issues are a 

developing and developed countries, but is more stringent for the former, as they provide much higher 

numbers of prospective temporary migrants. Recognition of qualifications seems to be another 

important barrier to South-South trade via Mode 4, as is the case for imports in several services sectors 

in South Africa (detailed above). 

 

8.4 Benefits and risks of Mode 4 liberalisation  

Temporary migration is a natural response to widening demographic and economic differentials 

between countries (IOM 2005 and Winters 2003). The higher these differences, the higher the potential 

for gains from trade via Mode 4 should be.  

 

Unfortunately, there is little available evidence on the effects of Mode 4 liberalisation on exporting or 

importing countries. There are two main reasons for this. First, and most importantly, countries have 

not substantially liberalised their Mode 4 import regimes. As shown in the previous section, this is still 
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perceived as a migration issue, and a whole range of important barriers to the free circulation of 

services suppliers still remains. Such a situation is different from other services sectors analysed in 

this paper, where liberalisation has often occurred in full (e.g. financial services, communication, 

tourism). Second, even when some of the constraints to Mode 4 are relaxed, it is very difficult to isolate 

the channels described in section 2. This owes to problems in collecting data from temporary migrants 

and in distinguishing between temporary and permanent migrants. As a matter of fact, the current 

Mode 4-type schemes are often open to the possibility for service suppliers to extend their stay in the 

foreign country, turning them into permanent migrants. 

 

Probably the most comprehensive evidence on the effects of Mode 4 liberalisation to date is that from 

simulation exercises, such as that by Walmsley and Winters (2002). The authors use a CGE model in 

order to simulate the impact of an increase in quotas for inflows of temporary workers into industrial 

countries. Based on 1997 data, they find that an increase in quotas equivalent to 3% of the total labour 

supply in importing countries would generate a rise in world welfare of US$156 billion. This gain is 

driven mainly by the increase in income of those becoming temporary migrants, who are employed 

more productively than in their home country. Permanent residents in developed countries also gain 

from this liberalisation, as both returns to capital and tax collected increase. On the other hand, those 

who remain in developing countries experience a net loss in welfare subsequent to the loss of labour 

which outweighs increased remittance flows. This result is likely to underestimate the positive effects 

from 

return migration and increased incentives to human capital formation, are not considered. However, 

the simulation results do point towards the risks of the skilled labour force out-migration in countries 

that have a tiny supply of this labour.21 This is confirmed by the results for India, where the increase in 

remittances outweighs the loss of output from labour migration. As India is endowed with a large 

supply of labour, including skilled labour, the decline in output is relatively small at the margin.  

 

This finding is consistent with the results of Beine et al. (2003), which indicate that large countries are 

more likely to benefit from migration than small ones, where the migration rate of the highly educated 

is likely to be higher. Such arguments point towards the crucial role of a wide human capital base in 

creating the conditions for exporting countries to benefit from a liberalisation of Mode 4 trade. This 

requires the development of different policies and institutions to accompany labour migration, which 

we will discuss in the next section. 

 

To what extent do these regulatory barriers constrain the volume of Mode 4 trade and the possibility of 

these potential gains materialising? We could infer this by analysing the case of the most renowned 

temporary migration schemes for highly skilled workers: the H1B visa scheme run by the US for the 

temporary import of highly skilled professionals. The scheme was introduced by the Immigration Act of 

1990 to allow US firms to fill gaps in highly skilled jobs. Given the success of the programme 

(especially for computer-related jobs), the yearly quota of employer-sponsored immigrants grew rapidly 

from 65,000 (which was bound in the GATS offer in 1995) to 195,000 at the beginning of the 2000 

decade (Table 14). Once the programme became established, the cap was easily achieved, with the 

number of applications far exceeding it. Increased security concerns (also following the shock of 9/11) 

reversed this trend, first by increasing de facto barriers (lowering the number of visas issued with the 

same level of quotas: 2001 3); then by lowering the cap of H1B visas to the initial level of 65,000 

(under which the US could not go owing to its commitments in GATS). This new quota appears to be 

very inadequate relative to the potential Mode 4 import of US of highly skilled services. The US 

Citizenship and Immigration Services (USCIS) currently receive the full quota of applications from 

companies various months in advance of the beginning of the financial year (Sweeney 2004).  

 

 

 

                                                 
21 The simulation with migration of only unskilled labour leads to an increase in net welfare for the non-migrant population of 

source (developing) countries. 
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Table 14: H1B visas in the US 

   Cap No. issued % filled 

1992 65,000 48,600 75 

1993 65,000 61,000 94 

1994 65,000 60,300 93 

1995 65,000 54,200 83 

1996 65,000 55,100 85 

1997 65,000 65,000 100 

1998 65,000 65,000 100 

1999 115,000 115,000 100 

2000 115,000 115,000 100 

2001 195,000 163,600 84 

2002 195,000 79,100 41 

2003 195,000 78,000 40 

2004 65,000 65,000 100 

2005 65,000 65,000 100 

2006 65,000 65,000 100 

 

Source: Department of Homeland Security, National Foundation for American Policy, American Council on 

International Personnel. 

 

This indicates that this quota restriction is a stringent barrier to Mode 4 import by the US and lifting it 

would generate a much-needed temporary inflow of service providers into the country. This restriction 

has had a particularly severe impact on Chinese and Indian nationals, who significantly outpace the 

overall drop in H1B quotas (Paral and Johnson 2004). This owes mainly to the fact that foreign-born 

scientists and engineers from China are concentrated in two areas, life and physical sciences, which 

are most likely to involve sensitive technologies as defined by the Technology Alert List (TAL)  a list of 

technologies deemed sensitive to US national security (foreign-born applicants who work in any of the 

fields on the list are subject to additional background checks and processing delays).  

 

The relatively large presence of illegal migrants in most OECD countries suggests that regulatory 

barriers appear to be a binding constraint to the orderly development of trade in services. 

 

8.5 Complementary policies required to maximise benefits to development  

Why has Indian migration of IT workers contributed to significant IT growth but migration of health care 

workers from Malawi and Zambia has further undermined the sustainability of domestic health sectors? 

Why do some temporary migration flows lead to virtuous and others to vicious circles for developing 

countries? The evidence so far assigns a crucial role to the ability of the exporting country to develop an 

adequate domestic human capital base in triggering a virtuous circle or at least in minimising the risks 

from out-migration. Policies aimed at expanding the domestic supply of nurses, for instance, are a 

necessary (but not sufficient) complement to the liberalisation of the TMNP providing nursing services. 

 

This fairly general rule has different implications in different sectors. For instance, health care and IT 

differ in several respects. Governments strongly influence the demand and supply of health care 

services; IT services are largely produced and consumed by the private sector (IOM 2005). However, a 

case could be made for the crucial role of domestic policies in facilitating and, in some cases, 

subsidising education in sectors where the demand for Mode 4 service exports imposes strains on 

domestic capacity. This is certainly the case for education and health services in most of sub-Saharan 

Africa, but the same could be argued for other, non-social sectors as well. A set of policies and 

institutions needs to be in place to successfully scale up training activities without undermining 

quality. This requires substantial accreditation capacity, especially if training expansion is rapid. For 

example, in the Philippines, there is increasing anecdotal evidence of deteriorating quality of nursing 

-
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Dispatch Weekly 2006). This type of challenge points to the importance of effective domestic regulator 

in the educational sector. 

We note here that the hiring of certain service professionals from low-income countries by high-income 

countries, especially in health care and education, may constitute a perverse subsidy to the public 

sector of high-income countries, which does not have to incur the costs of training. If severe, a subsidy 

may foster deep international inequalities, such as those in health and education access. If one is 

interested in reducing such inequalities, importing countries could consider paying exporting countries 

to compensate for this subsidy.22  

 

Given the increasing international demand for health care workers, expanding their training and 

education can be an appropriate export strategy for countries with a comparative advantage in labour-

intensive production. The Philippines are a good example in this respect. The country has been 

providing training to health workers, especially nurses, for migration for many years, as part of a larger 

policy to encourage worker migration. Filipino nurses constitute 76% of foreign nurse graduates in the 

US (Choy 2003). Similarly, Cuba has exported thousands of health workers as part of its bilateral 

relations with other countries (WHO 2006) and it retains some part of the incomes of doctors when 

working abroad. Some countries, including China, India, Indonesia and Vietnam, are either actively 

involved in or contemplating export strategies (Commander 2004). Connell and Brown (2004) argue 

that, given the shortage of nurses in Australia and New Zealand, investment by Pacific island 

governments and households in nurse training may constitute an efficient use of economic resources. 

Policies encouraging investment in source countries (including improving the investment climate for 

investors) may be more effective in fostering development than those directly discouraging emigration. 

 

Not all countries will have the comparative advantage and institutional capacity to implement such 

but experience indicates that they are resource intensive and require the establishment of institutional 

capacity for training and accreditation, and careful management of interactions with the internal or 

 

 

In low-income countries with tight fiscal constraints, the expansion of the skills base in services for 

Mode 4 exports is not likely to come without the involvement of the private sector (e.g. IT training in 

India). As this is fairly under-resourced in most low-income countries, foreign educational institutions 

may be important in expanding the training capacity relatively quickly. This involvement would require 

an effective education regulatory body and a fairly liberal competition regime in the education sector. 

 

One of the major advantages of TMNP is that service providers may benefit the home country with 

increased skills and training upon return. However, as we have seen, it is very difficult to create 

schemes that can ensure the return of the temporary migrant at the end of the programme. Mode 4 

schemes that are successful in ensuring return are generally based on effective cooperation between 

exporting and importing country and on positive incentives towards return by exporting countries. The 

former may involve bonding schemes, whereby a part of the wage of the temporary migrant could be 

paid upon return, or in a special account based in the home country, and the commitment by the 

importing country not to extend the work permit beyond the time agreed in the scheme. Exporting 

countries may create incentives for return through policies such as the active institutional management 

of migration23 and systems that allow a returning skilled migrant to rejoin her industry at a level 

appropriate for her experience (see Calì and te Velde 2007b for a more complete review). 

 

A key message that emerges from this review is that, while Mode 4 liberalisation by importing countries 

is important to facilitate trade in services between countries, complementary policies in exporting 

                                                 
22 See Calì and te Velde (2007a) for a more thorough discussion on the form such payments may take with specific reference to 

the health sector. 
23 A relatively successful example of this strategy is the Philippine Overseas Employment Administration, created in 1995 to 

promote the return and reintegration of migrants. This institution grants several privileges to returnees, including tax-free 

shopping for one year, loans for business capital at preferential rates and eligibility for subsidised scholarships (WHO 2006). 
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countries are necessary to maximise the benefits and minimise the risks of Mode 4 trade for those 

countries. 

 

8.6 Conclusions 

Trade in services via the temporary movement of natural persons (or via Mode 4) may help developing 

countries exploit their comparative advantage in semi-skilled and unskilled labour and, for some 

developing countries, specialised skilled labour as well. This is an increasingly important component of 

services exports for many developing countries, which send abroad a number of different service 

providers, such as nurses, teachers and domestic workers, as well as more skilled ones, such as 

medical doctors, architects and engineers. This allows countries to receive remittances, which are the 

largest source of external capital in many developing countries, and to benefit from enhanced skills 

and resources of return migrants (in case migration is truly temporary). On the other hand, data show 

exporting countries.  

 

Mode 4 trade is still limited relative to its potential, owing to a number of regulatory barriers posed by 

countries with the aim of protecting domestic labour markets and of satisfying security concerns 

fuelled by substantial immigration. These barriers include: immigration rules; discriminatory treatment 

of foreign providers; and inadequate recognition of qualification. 

 

Compared with permanent migration, the available evidence suggests that the benefits (in terms of 

remittances and return migration) of temporary migration through Mode 4 trade are higher, and the 

costs (in terms of loss of domestic capacity and gaps in domestic skills) are lower. Estimates show that 

an increase in OECD countries quotas equivalent to 3% of the total labour supply in importing countries 

would generate a rise in world welfare of US$156 billion, which would mainly accrue to developing 

countries. Developing countries could lobby to lift barriers in importing countries, in developed and 

developing countries alike. It is important that the latter also recognise the importance of this trade in 

 

 

Complementary policies in exporting countries are often crucial in ensuring that positive potential 

effects materialise. Such policies may include: 

 Promoting skills and education for those professions whose services are likely to be exported 

by developing countries. Such an expansion would require, inter alia: 

o The involvement of the private sector; 

o An effective education regulatory body (to oversee quality); 

o A fairly open competition regime in the educational sector; 

o Developed countries may also have the incentives to fund training facilities in developing 

countries as an effective way to improve their own access to skilled workers. 

 Implementing incentives 

towards this end could include:  

o The active institutional management of migration; 

o Systems that allow a returning skilled migrant to rejoin her industry at a level appropriate 

for her experience; 

o Effective cooperation between exporting and importing to increase the number of returning 

migrants.  
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9.  Conclusions: Towards a narrative on services and development  
 

The services sector makes an important contribution to the economy, both through its direct 

contribution to GDP and job creation, and because it provides crucial inputs for the rest of the economy 

and thus constitutes an important part of the overall investment climate essential for growth and 

development. Some services sectors, such as health, education and water and sanitation, are also 

directly relevant to achieving social development objectives. 

 

9.1  Contribution of services to GDP 

The services sector accounts for a significant proportion of GDP in most countries, including low-

income countries, where it frequently generates over 50% of GDP. The process of development usually 

coincides with a growing role of services in the economy. Thus, services constitute an increasing 

percentage of GDP in nearly all developing countries.  

 

Services contributed 47% of growth in sub-Saharan Africa over the period 2000 2005; industry 

contributed 37% and agriculture only 16%. Recent growth in Africa owes to services as much as natural 

resources or textiles (even in countries benefiting from trade preferences in these products, such as 

% per annum over 2000 2005 in sub-Saharan Africa, 

compared with agricultural value-added, which grew by 3.7% per annum.  

 

In addition, employment is shifting out of agriculture into services, and the services sector is 

responsible for more than half of all employment in many small states. In many countries, the tourism 

sector provides employment opportunities for a large proportion of the population, including the poor. 

 

Financial services, tourism, distribution, health and education are all important sectors for developing 

countries, in terms of their contribution to GDP and/or employment. Other sectors, such as IT-enabled 

services, have emerged rapidly in some countries.  

 

While some of these services already constitute an important proportion of exports for some developing 

countries (e.g. tourism, financial services and transport), new opportunities are arising in other sectors. In 

the health sector, for example, the introduction of new technology and a growing willingness to travel 

abroad to access cheaper health services are creating sectoral growth and new jobs in a number of 

developing countries. For example, Indian companies are now providing scan services for hospitals in the 

US, and the South African tourism sector has reported escalating numbers of patients from developed 

countries participating in surgery and tourism packages. In addition, Caribbean countries have found niches 

providing certain health services, such as health spas and nursing schools.  

 

There are also growing opportunities in the provision of IT-enabled services, such as call centres, back-

office functions and software development, particularly in countries like India, the Philippines, South 

Africa and Mauritius.  

 

9.2 Services as an important part of the overall investment climate 

Many services are key inputs to all or most other business, e.g. infrastructure services such as energy, 

telecommunications and transportation; financial services, which facilitate transactions and provide 

access to finance for investment; health and education services, which contribute to a fit, well-trained 

workforce; and legal and accountancy services, which are part of the institutional framework required 

to run a healthy market economy. These services are thus crucial to facilitate growth in other sectors, 

such as agriculture and industry. 
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These services sectors are thus a key part of the investment climate, and their performance can have a 

much wider impact on overall business performance and the level of investment and hence growth and 

productivity in the economy. 

 

9.3 Contribution to social development 

Health and education are key service sectors, with a direct impact on social development as well as 

growth. While social services are often run and funded largely by the public sector, there may well be 

scope for carefully managed private sector participation in these sectors to contribute to efficiency 

gains and innovation. For instance, increased involvement of the private sector in health service 

provision may generate additional resources for upgrading health care infrastructure and technologies; 

it could provide new employment opportunities for health workers (who would otherwise migrate owing 

to lack of good job prospects); moreover, it may enhance technology and skills transfers (e.g. domestic 

medical personnel may be exposed to more advanced techniques, which could be applied in the public 

sector as well).  

 

The availability of foreign private capital could reduce the total burden on public sector resources, 

which could be reallocated towards priority services for the segments of the population not served by 

the private sector. Many developing countries lack the capital for domestic investment, and FDI may fill 

this gap. 

 

9.4 Benefits of services trade liberalisation 

The average degree of liberalisation inevitably varies by sector and country, but many developing 

countries have already liberalised many service sectors quite considerably. Trade in services can help 

create opportunities for countries to expand their outputs of services in sectors where they have a 

comparative advantage, thus creating jobs and contributing more to GDP and generating foreign 

example, India has been capitalising on a boom in exports of IT-enabled services as more firms have 

outsourced certain administrative functions to lower-cost countries.  

 

However, in many low- and middle-income countries, services sectors are relatively underdeveloped, 

and have in many cases been historically characterised by public provision through state-owned 

enterprises which have often performed relatively poorly. In these cases, it is unlikely that service 

providers will be sufficiently competitive to succeed in world markets, and services trade is more likely 

to take the form of imports from other countries (although there are of course exceptions with respect 

to some countries, and sectors such as tourism and modes of supply).  

 

Imports of services can significantly improve the performance of the sector, by bringing greater 

competition, international best practice and better skills and technologies. When this happens, the 

entry of foreign service providers may yield better services for domestic consumers, and improve the 

performance and competitiveness of domestic firms.  
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Box 19: The effects of trade in ICT, Mode 4 and tourism services on development 

The ability to provide IT-enabled services online improves prospects for service exports for small, landlocked 

countries whose exports were previously constrained by high transport costs and small domestic markets, such 

as Rwanda and Botswana, which have taken steps to move into services to overcome the constraints to trade in 

goods resulting from their landlocked position. And services trade can provide an opportunity for developing 

countries to diversify. For example, Mauritius is rapidly shifting into a services economy away from preference-

dependent sectors, which is helping to offset employment losses  40,000 jobs over the past five years have 

been lost in EPZ and agriculture schemes, but the same number of additional jobs has been absorbed in the 

services sector. 

 

The ability to use ICTs is critical for development. ICT help firms and households to overcome constraints posed 

by limited access to resources and markets. It also enables firms to obtain better access to knowledge and 

information, to lower transaction costs, to supply markets at longer distance, to improve decision-making across 

the value chain and to improve the flexibility of firms to respond to consumer demand. Evidence shows a positive 

effect of the use of ICT on economic growth and firm performance.  

 

Tourism receipts in developing countries are growing rapidly, at nearly 10% a year, and already account for 

US$21.5 bil

extremely important for regions such as the Caribbean, where it contributes 15% of GDP and 16% of employment 

and is the main foreign exchange earner. Tourism accounts for over 50% of service exports for many small, 

middle-income countries. It is also seen as an important sector for the poor, as it offers labour-intensive and 

small-scale opportunities, employing semi-skilled and casual workers and a high proportion of women, and an 

opportunity for self-employment. Tourism also provides opportunities in remote areas and in places which are 

rich in natural resources and culture, all of which favour the poor. 

Trade via TMNP  Mode 4  may help developing countries exploit their comparative advantage in semi-skilled 

and unskilled labour, and in some cases in certain types of specialised skills. For example, the Philippines have 

taken advantage of the rising international demand for health care workers. The government has been providing 

training to health workers, especially nurses, for migration for many years as part of a larger policy to encourage 

worker migration. Today, Filipino nurses constitute 76% of foreign nurse graduates in the US, and the country is 

the th  

 

Box 20: The benefits of service imports: Some sector examples  

Evidence shows that financial sector opening contributes to improved financial sector performance, and has 

important knock-on benefits for the rest of the economy. Studies show that foreign banks tend to be more 

efficient than their domestic counterparts, and that entry of foreign banks increases the efficiency of the domestic 

banking sector, by reducing the costs and improving the competitiveness of domestic banks. Foreign-owned 

banks are also able to draw on their international experience to introduce new products and services, such as 

ATMs, mobile banking or innovative ways to assess credit risks. These techniques are often then adopted by 

domestic banks, in response to the increased competition that foreign banks bring. 

 

Liberalisation of the electricity sector and market entry by private (often foreign) players brings competition, 

innovation, technological know-how, managerial expertise and much-needed investment capital with which to 

expand services and keep pace with expected growth in demand. It has generated substantial benefits in many 

countries, in terms of greater efficiency, lower prices, improved access, greater reliability of service and improved 

environmental impact.  

 

Foreign-owned telecommunications firms have been at the forefront of the spread of ICT and bring telephone and 

internet access to areas that were hitherto not serviced. 

 

Mode 4 imports can also be beneficial for developing countries by plugging labour shortages. For instance, 

countries such as South Africa and Botswana import health care services via Mode 4 from other African countries 

(e.g. Kenya, Zambia, Zimbabwe). 

 

Given that much trade in services is brought about through FDI, it can also serve to bring much-needed 

capital into the country. Thus, it can help to stimulate investment in infrastructure development, for 

example, where government or domestic private sector funding may have otherwise been difficult to 

secure (given public sector budget constraints and the fact that many developing countries have 

limited access to international capital markets).  
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Given the benefits of services trade outlined above, it follows that trade liberalisation can be very 

beneficial. Indeed, the estimated welfare gains from services liberalisation are larger than for goods 

and agricultural liberalisation: 

 Economic models suggest global gains in economic welfare of around US$250 billion per 

annum would be generated by a 50% cut in services trade barriers occurring over a five- to 10-

year period.  

 One analysis of the impact of Mode 4 liberalisation modelled an increase in migrant quotas 

equivalent to 3% of the total labour supply in importing countries, and calculated that it would 

generate a rise in world welfare of US$156 billion. This gain is driven mainly by the increase in 

income of those becoming temporary migrants, who are employed more productively than in 

their home country. 

 

9.5 Risks of services trade liberalisation and need for complementary policies 

However, experience has shown that services trade liberalisation also carries risks and potential costs, 

and that government intervention to regulate the market and to ensure competition is crucial if the 

benefits of services liberalisation are to be realised. 

 

9.5.1 The risk of crowding out domestic providers and repatriating profits  

A common argument has been that allowing foreign providers into the market may crowd out domestic 

providers, and instead allow foreign firms and shareholders to capture the profits for themselves, 

taking the money out of the country. While it is possible that foreign providers will indeed out-compete 

the weakest domestic providers, e.g. as a result of greater efficiency or the use of potentially more 

sophisticated technologies, etc., the evidence also shows that foreign firms can improve the 

performance of domestic firms, by stimulating competition and by exposing them to superior business 

practices from which they can learn (see Box 20).  

 

It is often argued that the limitations in supply-side capabilities common in many developing countries 

provide an argument for protection to give domestic firms the chance to develop before they are 

exposed to international competition. However, firms with capacity constraints cannot be protected 

endlessly behind a regulatory wall. Other policy instruments (such as investing in skills, or improving 

access to credit, etc.) are likely to be much more effective in supporting the development of a sector. 

Indeed, without the competitive spur afforded by international competition, it is unlikely that domestic 

firms will ever develop the capacity to compete on world markets so, in the longer term, foreign entry 

may also facilitate greater service exports. 

 

Second, while it is true that foreign firms will capture the profits from their business, it is not the case 

that they will necessarily repatriate them to their home country. They may instead reinvest them in 

order to expand services in the host country. Some profit reward will be necessary, however, in order to 

attract foreign investment in the first place. Nevertheless, t is still very likely that foreign investment will 

result in a net gain to the host country.  

 

Without that profit reward, the foreign capital would not have been made available, and often domestic 

investment may not have replaced it, given the lack of competition and limited access to finance 

prevalent in many developing countries. Thus, the services may not have been provided, or at least not 

so cheaply or to such a good level of quality, had the foreign investment not occurred, and nor would 

the potential beneficial spillover effects to domestic firms have been generated.  

 

9.5.2 The risk of excessive profits being made by private/foreign providers 

If foreign investors (or domestic investors) are operating in a competitive market, then their profits 

should in any case be just enough to cover the cost of capital required for the investment  the scope 

for excessive profits should be constrained by competition. 
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This highlights the importance of creating a competitive market environment  which is also important 

to ensure that the benefits of efficiency gains delivered by trade liberalisation are passed on to 

consumers. But in some services sectors, competition is unlikely to be forthcoming without appropriate 

regulation. For example, in the electricity and telecommunications sectors, it is important to regulate to 

ensure that new entrants have access to the national grid or network  which all operators have to use 

 at a reasonable price, otherwise the owner of the network may be able to exploit significant 

monopoly power.  

 

Thus, the establishment of an appropriate regulatory framework to oversee the market is often crucial 

to achieving competition and ensuring that the benefits of efficiency gains are passed on to 

consumers. For example, one study showed that electricity reform in Brazil between 1993 and 2003  

where tariff restructuring and privatisation had occurred before a regulatory agency was established  

had generated efficiency gains in the region of US$12 billion, but that only US$2.2 billion of that gain 

had been passed on to customers. 

 

Similarly, the introduction of competition into the ICT sector in Chile and Brazil led to a significant 

improvement in the spread of ICT, which was less evident in Argentina, where privatisation to a single 

foreign firm led to a much less competitive market outcome. And high concentration among 

international tour operators, which may give them an unfair degree of market power, has led to some 

concerns that profits in the tourism industry are going disproportionately to developed country 

operators, at the expense of locally owned hotels. 

 

9.5.3 Impact on access to services 

There is a risk (evident in the financial and energy sectors, for example) that private providers will 

- -

or geographical areas that are deemed likely to be unprofitable. Such concerns can potentially be 

addressed by universal service obligations in contracts, or in the licensing conditions given to all new 

entrants, or through regulatory provisions. For example, in Pakistan, a regulation has been introduced 

that a bank must open one bank branch in a rural area for every four it opens in urban areas. In South 

Africa, all graduates are required to undertake a year of service in a public institution (mostly in poor 

communities) to qualify as a medical doctor. However, this has done little to address shortages of 

professionals in the neediest hospitals. Instead, it has raised the burden on existing senior staff. 

 

Thus, while these kinds of provisions can potentially help to improve access, they also distort the 

market and may raise costs considerably, jeopardising potential profitability and hence new entry, thus 

undermining the original objective of liberalisation. Less directive and more market-friendly 

mechanisms might be more appropriate, for example encouraging providers to agree on codes of 

conduct or targets in relation to widening access to services, and then publishing their performance 

against these targets (as has happened through the Financial Sector Charter in South Africa). 

Alternatively, providing output-based aid can help to support social objectives without sacrificing 

efficiency.  

 

Ongoing subsidisation may well be necessary if governments want to ensure provision for those on very 

low incomes and in rural and remote areas in many sectors and countries. However, private 

participation and some degree of competition for the right to provide the subsidised service may still 

be possible, and can help to encourage innovation, efficiency and cost savings for the government. For 

example, in Chile, subsidies for expanding electrification have been allocated through annual 

competitions between suppliers judged on the basis of technical merit, amount of private investment 

to be contributed and expected social impact. The aim was to minimise project costs and stimulate 

efficiency and innovation. A number of foreign companies participated in the market. The scheme led 

to an increase in access to electricity in rural areas by almost 50% in the first five years.  

 

There are also a series of more sector-specific risks, such as: 
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 Risks of financial sector instability: The recent global financial crisis highlights the risks 

associated with financial sector openness, as integration into world financial markets can 

increase vulnerability to contagion.  There is evidence to show that the presence of foreign 

banks actually improves financial stability and reduces the likelihood of banking crises on 

average, over the long term. But it seems likely that developing countries that have been more 

dependent on foreign lending will, in the short to medium term at least, be hit harder by the 

current financial crisis than countries which had a more closed financial sector.   

 

Experience in many developing countries over the past three decades also shows that the 

process of financial liberalisation must be carried out carefully, in an appropriately sequenced 

manner, as it can otherwise itself lead to instability and financial crisis. The implications of 

bankruptcies in the banking sector are more serious than in other sectors, as they can have very 

high costs in terms of widespread losses of savings and financial sector instability. It is now 

recognised that, although financial sector liberalisation can be very beneficial in the longer 

term, it needs to be undertaken in a carefully sequenced manner, with a stable macroeconomic 

framework, adequate financial supervision, and regulation and privatisation now seen as 

prerequisites which are crucial to minimise associated risks.  

 

 Risk of brain drain: The temporary movement of persons to provide a service can exacerbate 

skills shortages in developing countries. This is particularly problematic when education and 

training of these individuals is partly funded by public revenue, the benefits of which will then 

accrue to developed countries to some extent. In this case, migration will lower the social rate 

of return of public investment in education  although the option of migration increases the 

private return to education. The risk of brain drain has been most widely recognised in relation 

to the health sector, where skill shortages in developing countries are often acute, but where 

demand for those skills in developed countries is also high. However, our work suggests that 

increased migration opportunities for Indian nurses have helped to raise the attractiveness of 

the nursing profession, which has in turn resulted in rapid growth in demand for nursing 

education (and a related supply response). This is consistent with recent empirical evidence 

 -migration of skilled workers. 

 

 Risk of environmental degradation: Uncontrolled tourism development can impose 

detrimental impacts on the physical and social environment. Poorly managed tourism could 

lead to deforestation and erosion; degradation and depletion of biological diversity; disruption 

of natural habitats; and over-consumption of resources like freshwater and energy. Trade 

liberalisation is not the only factor here, as degradation would relate to the whole sector, but 

liberalisation might lead to further development of the sector with additional environmental 

impacts. Thus, some form of environmental regulation may be needed to manage any negative 

environmental effects.  

 

It is clear that there are a number of risks associated with liberalisation. This does not mean that 

services liberalisation should be abandoned, as the potential benefits are substantial. Instead, it is 

important to implement liberalisation carefully, and learn from the experience of others. There is 

already a great deal of information available about what works and what does not, reviewed in this 

paper, but further research and specific case studies in some areas would help.  

 

9.6 Role of regulation in services liberalisation 

From the foregoing discussion, it is clear that appropriate regulation is crucial if the benefits of services 

liberalisation are to be realised. Indeed, regulation is crucial in many services sectors, regardless of 

whether the sector is open to trade. Owing to the nature of services (which are commonly characterised 

by elements of natural monopoly and informational asymmetries), regulation is usually required to 

ensure that service markets work properly. As we have seen, this can incorporate a wide variety of 
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objectives, including the need to create a level playing field and ensure competition between market 

players (e.g. in ensuring a sufficient number of telecommunication providers); to maintain quality of the 

services provided (e.g. by specifying qualification requirements for service providers); to protect 

consumers (e.g. from fraud); to ensure sufficient provision of information (e.g. about the features of 

competing services); to prevent environmental degradation (e.g. arising from high levels of tourist 

development); to guarantee wide access to services (such as electricity); and, in the financial sector, to 

maintain financial stability and protect consumer savings from excessive risk-taking by financial 

institutions.  

 

However, regulation can also be unnecessarily burdensome and distortionary, and can sometimes 

represent a major barrier to services trade. This can be an unintended consequence of the regulation, 

e.g. where the professional qualifications required are available only from national educational 

establishments, which prevents service providers who qualified abroad from entering the market. In 

these cases, it may be possible to adjust the regulation to make it less discriminatory against foreign 

providers (e.g. by introducing MRAs or cross-border harmonisation of rules).  

 

Some regulations represent barriers to entry to domestic as well as foreign firms (e.g. limitations on the 

number of new bank licenses that are available). However, others are established deliberately to 

prevent or manage foreign entry, e.g. limits on foreign equity participation, requirements for foreign 

entrants to form joint ventures with domestic companies, citizenship requirements for board members, 

limits on the number of foreign providers that can be licensed in the market, etc. And, in some cases, 

the implementation of rules can be discriminatory even if the rules apply equally to domestic and 

foreign firms, e.g. because it is difficult to find out the rules for firms based in a different country. Thus, 

liberalising trade in services usually involves some degree of deregulation or regulatory reform to make 

it easier for foreign firms to enter the market.  

 

But it is also the case, as we have seen, that new or more sophisticated regulatory frameworks are 

often required in order to ensure that liberalisation delivers the expected benefits. And the 

establishment of an appropriate regulatory framework can also be important in enabling a country to 

take advantage of potential export opportunities, by developing well-functioning domestic services 

sectors that meet world standards of provision. For example, by facilitating the development of a safe 

and reliable health care system, a good regulatory framework can enable a country to take advantage 

of new opportunities to sell health tourism services. Similarly, an appropriate legal and regulatory 

framework in the financial sector can help to build consumer confidence in a new OFC.  

 

Regulation is difficult, often involving complex trade-offs between market and social objectives, and 

mistakes are made, in the developed as well as the developing world. Regulatory frameworks are likely 

to need refining and adapting over time, as markets develop. This suggests that WTO commitments in 

relation to services regulation should be made in a way that does not preclude future revision if 

necessary, so as to maintain policy space going forward.  

 

Many of the poorest developing countries have made relatively few services commitments at the WTO, 

despite having in practice undertaken considerable liberalisation in many services sectors. Under 

these circumstances, binding commitments which are less onerous than the status quo may have 

limited immediate impact, although if it encourages a country to consider the development of services 

sectors more strategically this may have longer- -

to services negotiations in the WTO is needed, based on an analysis of what is the best regulation for 

the development of the services sector. 

 

This also suggests that a more coherent approach is important at a national level, as services 

liberalisation is complex and ought to involve close coordination among policymakers, regulators and 

trade negotiators. This is frequently lacking  especially given the capacity and time constraints faced 

by developing countries attempting to engage in many complex trade negotiations in parallel  and 

may give rise to measures being adopted before sufficient thought has been given to the implications 
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for wider policy objectives. The reverse is also true; consideration should be given to the impact on 

services trade of any new regulations or pieces of legislation that are introduced.  

 

Capacity requirements for the development of a strong regulatory framework (and the ability to enforce 

it) are often high, perhaps beyond the reach of some developing countries, so the scope for donors to 

assist in this process is considerable. While donors often support regulatory reform programmes 

already, these programmes do not always explicitly consider the impact of regulation on services trade. 

Thus, a more coherent approach to assistance in this area would be welcome. 

 

Despite these caveats, it is still the case that services trade liberalisation can bring great benefits to a 

country, and not liberalising may itself be more risky than trade liberalisation.  

 

Finally, it is worth noting that regulatory barriers will not always be the binding constraint to trade in 

services. Supply-

cases, and a poor business climate may impede entry of foreign service providers. In these cases, 

removing regulatory barriers may not generate the expected increase in services trade. Thus, a more 

holistic approach to maximising the opportunities for services trade and identifying and addressing the 

binding constraints will be required in many countries, which should ideally be encompassed within an 

overall growth strategy.  

 

 

 

 




