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l. Introduction

Making the Single Market more dynamic has beentitied as
one of the top priorities to improve the EU’s grovgigrformance.
In contrast to manufacturing industries, where 8iegle Market
appears to be working quite wellkn assessment by the European
Commission on the state of the internal market for servicas h
identified a large gap between the vision of aedgnated European
economy and reality in service industries. There stk many
impediments to the free movement of services in thd.
Particularly for small and medium-sized enterprisiee bulk of
service providers, entry barriers in new EU markate often
prohibitive. With the Directive on Services in th@ernal Market
(SD) the European Parliament and the Council airembving the
remaining barriers in this area to enable firmsexploit the full
potential of cross-border services. This would benaportant step
forward in bringing the EU closer to its Lisbondats.

Previous studies suggest sizeable macro-econofeicteof the
services directive in its original version (hena#foDraft Services
Directive, (DSD 2004). Kox et &l.econometrically estimate the
implications of the SD for the cross-border promisiof services;
their results suggest that (in the service indestiinvestigated)
intra-EU trade would increase by some 44 percent iatrd-EU
FDI by some 26 percent. Copenhagen Econohsasulates the
effects of the SD using a computable general diuilin (CGE)
model, assuming a reduction in tariff equivaleotshie obstacles to
cross-border provision of services (estimated first step). Their

! Sapir et al.(2004).

2 Badinger(2006).

® European Commissiof2002).
“Kox et al.(2004/2005).

® Copenhagen Economi¢2005a).
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simulations suggest an increase in employment byrar 600,000
persons and an increase in activity (value addedysdme 1.1
percent.

This study supplements previous studies, using aplsim
econometric approach to estimate the economic teffefcthe SD
through two channels: (i) theade channelvia the principle of
“Free movement of services”, and (ii) tDIl channelvia the
principle of “Freedom of Establishment for servicgeypders”. For
both channels we deduce its implications for thenm&conomic
performance, i.e. for productivity, employment, ual added,
investment and GDP. According to our calculatiohe finally
agreed upon version of the Services Directive (efmth SD 2006)
could raise employment by 400,000 in the EU-25 iacdease real
GDP by around one percent in the medium to long run

The remainder of this paper is organised as folldextion I
outlines the main transmission channels via whibh 8D is
supposed to contribute to the Lisbon goal of mobs jand growth.
Section Il reports on previous studies by four da@an research
groups on this topic. Section IV presents the owbnemetric
estimates of the trade channel of the SD. Sectiato&s the same
for the FDI channel. In Section VI we evaluate tmplications of
the changes from DSD 2004 to SD 2006. The finalti&ecVIl
summarises the results and outlines some policglgsions.

1. The Services Directive and its Macro-economic
Implications

Extending the (functioning of the) Single Market $ervice
industries by implementing the four freedoms haslinect effects
on growth and employment, but it is supposed teg its effects
mainly via an increase in trade, FDI and competitio

Figure lillustrates the main channels through which thegtei
Market may contribute indirectly to an improvemesft macro-
economic performance. The abolishment of non-taifiriers
(reduction of administrative hurdles via implemagtthe SD 2006)

® For a more detailed discussion of the transmissionnehtgmf the Single
Market and the effects on macro-economic performaseeGriffith
andHarrison (2004),Nicodémeand Sauner-Leroy(2004), andOECD
(2003).
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leads to an increase intra-EU trade (a consequence of a better
exploitation of the “Free movement of services npiple) and an
easier market access for foreign (EU) firms andetfoee moreFDI

(a consequence of the “Freedom of establishmentstowvice

providers”).

Apart from increasing competition, more trade ipmased to
raise productivity mainly through three channeig éxploitation of
economies of scale as a result of larger market®rnational
specialisation according to comparative advantagasg its
contribution to the international diffusion of temlogy and
knowledge’ This is the first transmission channel we will
investigate. A related channel involving similar aghanisms is
foreign direct investment (FDI). The effects of Fibe investigated

separately.

More trade also implies more competition via thendas “pro-
competitive effect” of free trade proposed by Bhatif Whether
more FDI leads to more competition as well is aaroguestion.

Single Market
Services
- | Hurdles for FDI\

+?

Free movemen
of services
Art. 49-55 ECT Trade costg
Art. 16 SD-2006
‘/

?

Jpro-competitive effect”

FDI ' Trade t
Productivity 1

1) EOS — larger markets

3 channels**

Freedom of
Market entryt establishment fol
other EU suppliers

O\

Competition 1
,mark-up“ |

service providers
Art. 43-48 ECT
Art. 9 SD-2006

)

1) allocative efficiency

2) Intern. specialisation

3) Intern. knowledge diffusion

(comparative advantage) [ EmploymentT InvestmentT Production T } 3) dynamic efficiency

2) productive efficiency

R&D ---> inverse U

Figure 1: The Services Directive and

Implications

" SeeFrankelandRomer(1999).

8 Bhagwati(1965).

its Macro-economic
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Competition, in turn, increases productivity bynging prices
more in line with marginal costs, which reducedatisons of the
price mechanism and enables a more efficient dltmtaof
resources and higher productivity of the factorgited and labour
(allocative efficiency); higher competitive pressualso increases
the incentives for the management to organise worére
efficiently and to reduce slack, as well as po@ngains from
exploiting increasing returns to scale as markee dncreases
(productive efficiency). Finally, competition mighalso raise
dynamic efficiency by increasing incentives for R&tivities and
innovations and thereby boosting technological preg and
growth of total factor productivity.FDI is also supposed to lead to
more productivity as well. This can be documentegarticular in
the transformation countries of Eastern Europe befogg entered
the EU.

An increase in competition will also reduce prices two
reasons: first, marginal costs go down as a restilthigher
productivity. Second, as a consequence of dimidishearket
power, firms’ mark-ups over marginal costs decreasevell. This
reduction in prices increases the demand for sesvamd thus also
output. Whether the demand for production factesgloyment
and investment) ultimately increases, too, is astioe that has to
be answered empirically; it is conceivable thatghewing demand
for services can be met with a given (or even &itsmaller) input
of production factors as a result of the originacrease in
productivity X

Il. The Services Directive: Results of 4 ResearcBroups

Most studies on the effects of the Single Marketufo on
manufacturing, and here in turn often only on delédndustries
where strong effects of the Single Market were écelipected. To

° Recently, it has been suggested that there mighnkiaverse U-shaped
relationship between competition and innovatidghion et al. 2005),
i.e. there could be an optimal degree of competitietween too little
and too much competition.

9 In a recent papehordhaus(2005) shows that - in contrast to widely
held views - the increase in productivity in US mautdiring has
rather mitigated than caused the large reductiommployment in
manufacturing, whose primary cause turns out to bentmease in
productivity and decline in prices of internationampetitors.
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date, there are results of four research groupEurope on the
economic impact of the SD (see table 1). One hatake into
account, however, that the results of all theseissurefer to the
original proposal for a Services Directive by their@ean
Commission in 2004 (DSD 2004) as compared to the final version
of the directive (SD 2006).

(1) One of the first and most comprehensive stueies first
version already in 2004, the final version in 200%as that by
Copenhagen Economi@s|n a first step it made a survey on the
administrative hurdles (regulatory barriers) hincgr the full
working of the single market for services along times of the
documentation of administrative barriers carriedt day the
European Commissidh After translating these answers into an
Internal Market Restrictiveness Index in ServicHglRIS) and
aggregating it into seven sub indices (establishmese of inputs,
promotion, distribution, sales, after sales and -legal) an
econometric analysis studied two types of impaatt creation and
cost-creation. Both effects lead to higher pricgkereas the first
results in higher profits and the latter in higloests. Then these
effects are converted into tariff equivalents dmel ¢donsequences of
the reduction of the IMRIS when implementing thed2004 are
simulated with a static computable general equilior (CGE)
model (called GETEM) with imperfect competition cangrall 25
EU Member States (EU-25). The most striking reshlt has
received most attention is that the model prediat&conomy-wide
increase in employment by 0.3 percent that is 6D j0ew jobs.
Employment in services industries is predicted toup by 0.5
percent and value added by 1.1 percent in the metliuthe long
run. Welfare (measured by private consumption)dases by 37
billion or +0.6%. The elimination of the country afigin principle
(CoOP) — estimated by Copenhagen Econothinsa special study
for the UK government — would lower the effectsliyypercent.

" European Commissiof2004).
12 Copenhagen Economi¢2005a).
13 European Commissiof2002).
14 Copenhagen Economi¢2005b).
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Table 1: Macroeconomic Effects of the Liberalization of the
Services Market according to the DSD 2004: Rexfl#s Research

Groups for EU-25

Research groups Real GDP  Employ- Intra-EU Intra-EU

(Methods) % (welfare) ment % trade in FDI %
(persons) services %

(1) Copenhagen +0.6 %) +0.3 +5.0

Economics (€37 (600,000)

(2005a; 2005b) billion) (without

’ ) (without CoOP:
gEG.I.';:\AmOdel CoOP: -10%)
) -10%)

(2) O'Toole (2005), +0.5 -

Dublin (€44

(CGE model GTAP)  hillion)

gg:lzi ;haed Hague +30 - +60 +20 - +35

(2004/2005) (Gravity @+ad) (@+26)

models: trade, FDI) +02 0.0 +30.0

(8b) Gelauffand (+1.7% total

Lejour (2006) EU trade)

(WorldScan model: “5 +0.3-+0.7 0.0 30-60

Lisbon highlights”) (without (without

(3c)Bruijn et al. CoOP: CoOP:

(2006) +0.2-+04 +20 - +40)

(WorldScan model)

(4) Breuss-Badinger +0.7 +0.3 Taken from

El, Vienna (2006) (€74 bilion  (408,000- CPB

(Cross-section and 2005 PPS)  816,000; (2004/2005)
(612.000)

panel econometrics)

9 Refers to private consumption; CPB = Netherlande8u for Economic
Policy Analysis; CoOP = country of origin principlgé] = Europainstitut
at the Vienna University of Economics and Business Adstration.

(2) Also by applying a CGE model (GTAP modé&)Toole"™
reaches nearly the same welfare effects of theemehtation of
the DSD 2004, namel¢ 44 billion or +0.5%. However, in this
static CGE model with perfect competition and fixadour supply
there are no overall employment effects due toitfigementation

of the DSD 2004.

50’ Toole(2005).
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(3) In several studies in the years 2004 to 200e, GPB
(Centraal Planbureau - Netherlands Bureau for Econdiolicy
Analysis, The Hague) studied the impact of exisadginistrative
hurdles in the EU Member States on the cross-bgrdmrision of
services.

(3a) The core argument in the analysis of Kox £t as that it is
not only the degree of regulation in service indast but also the
heterogeneity of regulations across EU countries tlampers the
free movement of services within the EU. Building previous
work by the OECPE, Kox et al. develop an index for the policy-
heterogeneity of regulation in service industrie#h{ sub-indices),
based on a bilateral comparison of 183 aspects afken
regulation; they calculate that implementing of tB&D 2004
would reduce total EU policy heterogeneity by apprately 1/3
(seetable 2.

Table 2: Expected Impacts of Proposed EU Measures in therSD o
Intra-EU Policy Heterogeneity

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

SourceKox et al.(2004/2005, p. 32)

Subsequently, Kox et al. estimate the effects afulaory
heterogeneity on bilateral intra-EU trade in serviemd intra-EU
FDI in services. For trade, they use a gravity nothe standard
approach to estimating trade potentials; for FB& gravity model
is slightly modified in line with the knowledge-dtg modet®. The
indices of regulatory heterogeneity are used aslaaapory
variables in both models; then the effects of th®’'sS
implementation are simulated using the (signifitaparameter

e Kox et al.(2004/2005).
7 particularlyNicoletti et al. 2000) andSolub (2003).
18 Markusen(2002).
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estimates and the expected reduction of the raspdatdices. The
sample comprises bilateral trade flows of the 18t BU countries
(Belgium and Luxembourg are aggregated) for thersyel®99-
2001. In the investigation of bilateral FDI stockhree new
Member States are also contained in the samplecfCRepublic,
Hungary, and Poland), but here only the years 18881999 are
considered. Kox et al. take the commercial servemgor as an
aggregate, where only those sectors are coverédrbhaffected by
the SD (“transport” and “travel”, which together keaup some 50
percent of total trade in services are excluded).

According to the results of the latest version g study, the
implementation of the SD would have the followinfjeets: (1)
Intra-EU trade in services increases by 44 percearigé: 30-62
percent with an average of +44 percéhgind (2) Intra-EU FDI in
services increase by 26 percent (range: 18-36 perséth an
average of +26 percent). The trade results arentfasi magnitude
in later CPB studies by Gelauff and Lejour and byija et al*

(3b) Gelauff and Lejour with the Worldscan modelG®B — a
static general equilibrium world model covering E® countries
explicitly, the Rest EU, USA, Rest OECD, Non-OECD &t
sectors four of which are service sectors (trartspenvices, other
commercial services, research and development tired services)
- study “Five Lisbon highlights” (the internal matkier services,
the reduction of administrative burdens, goalsroproving human
capital, the 3% target on research and developmeménditures,
and 70% target on the employment rate). The impfeation of the
DSD 2004 leads to an increase in real GDP in 2G25umulative
0.2 percentage points for the EU (+0.4 percentAustria). The
overall employment effect is zero in this static EEGnodel.
However, there are some reallocations between 2heettors used

¥ Intra-EU trade covers approximately half of totmde in services.
Consequently, the estimated effect on total tradseivices is half of
the effects given above. In terms of total intra-Ebdé (including
goods), the estimated effect corresponds to an incregs2 to 5
percent. Out of total trade (goods and serviceshefEU, only 20
percent consists dfade in servicesThe structure of trade in services
(data as of 2003) is as follows: 33% is tourism/tra@&Po business
services, 18% is transport, 10% financial services% 3
telecommunication, 2% each is construction and gowent services
and 1% is private services.

2 GelauffandLejour (2006),Bruijn et al.(2006).



Macroeconomic Effects of the Services Directive

in the model (with negative employment effectsha sector “other
commercial services”).

(3c) Bruijn et af, also using the Worldscan model, study the
implications of the DSD 2004 (inclusive CoOP) ahé SD 2006
(excluding the CoOP). In the original version thHe ®ould result
in an increase of real GDP in 2025 of +0.3 to G&icpntage points
(again with zero overall employment effects). Exiohg the CoOP
would reduce the effects by 1/3 to an increaseeaf GDP of +0.2
to 0.4 percentage points.

(4) In an econometric study by Breuss and Badfigesing a
cross-section and panel approach, the implementatiadhe DSD
2004 is estimated to result in the creation of warage 612,000
new jobs and an increase in real GDP by 0.7 perddmise effects
- as all those of the other studies - apply onlyhimn medium to the
long-run. The methodology and the results of thigdyg are
explained in the following sections.

V. Econometric Estimation of the Trade Channel Efects of
the Services Directive

The following sections describe the empirical asslythe data
used, the econometric methodology applied and ithalations of
the macro-economic impact of an implementationhaf $D. The
results are based on Breuss and Badinger (2006hemzk rely on
the impact of the DSD 2004. Finally, we make anlweat#on how
much the change from the country of origin prineifCoOP) to the
country of destination principle (CoDP) — as drdfte the SD 2006
- might influence the overall resufts.

A. The Implications for Competition and Productivit
1. Data Sources and Country Coverage

Our data set draws on several sources. Data exbhepé on
trade were taken and derived from 8@ Industry Databasef the
Groningen Growth and Development Centre (GGDC, 2@85vell
as from theStructural Analysis (STAN) Databasé the OECD.
The latter source was particularly important for taihing

2 Bruijn et al.(2006).

22 Breuss and Badingg2006).

2 For a detailed discussion of the changes from a [ggyapective the see
contribution by Griller and Maydell to this volumeh@pter XXX).
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investment data needed to calculate investmerms;atapital stocks
(and to derive estimates for mark-ups). Trade dataewaken
exclusively from theStatistics on International Trade in Services
database of the OECD.

As far as country coverage is concerned, our Ind@proach
was to use the EU-25, of course; it turned out, dnew, that even
four of the EU-15 countries had to be excluded wuenissing data
(Denmark, Luxembourg, Ireland, and Portugal). Fowvesa
specifications, particularly those requiring data mark-ups, the
cross-section dimension had to be further redudedesnot all
countries have data for real investment in all Bidas
considered* Nevertheless, the coverage is large enough tadega
our results as representative, at least for the Eladd to a smaller
extent for the EU-25 as well. As control countriesd ao add
observations, we also included Norway and the U, further
OECD countries for which sufficient data were aabie. We
checked the sensitivity of the results, when thegse non-EU
countries were excluded or when country dummieshertUSA and
Norway were used, and found that their inclusionkesano
important difference to the results.

2. Industry Classification and Coverage of the
Services Directive

We use the most detailed classification of servigdustries
which our data sources permit. Restrictions arecgulaby all
sources, also since the industry classificatioredusy the STAN
and the GGDC data (International Standard of Irrgalst
Classification) are not exactly the same as the wsed in the
OECD Statistics on International Trade in Servicéxténded
Balance of Payments Services Classification). Fartiely, the
correspondencés turned out to be close enough to obtain a
reasonable sub-classification of the service sdator 13 detailed
service industries.

% This is particularly true for Belgium, Spain, ltalgweden and the
United Kingdom.
5 SeeUN (2002).

10
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Table 3: Composition of EU-15's Total Value Added (VA) anchloyment (EMP) in 2002

VA EMP VA EMP
ISIC Rev3  (million euro) (1000) (percent of total)

TOTAL (ALL INDUSTRIES) 01-99 9,233,547 170,059 100 100
Agriculture, forestry, fishing 01,02,05 146,731 983 1.59 4.11
Mining and quarrying 10-14 76,925 368 0.83 0.22
Manufacturing 15-37 1,707,667 29,409 18.49 17.29
Electricity, gas and water supply 40-41 191,940 11,0 2.08 0.60
Total services 45-99 7,110,284 132,272 77.00 77.78
Total services 45-99 7,110,284 132,272 77.00 77.78
Service industries included in estimation 45-749 ,806,293 81,730 54.22 48.06
Construction SI01 45 561,000 11,803 6.08 6.94
Sale, maintenance and repair of motor vehicles
and motorcycles; retail sale of automotive fuel SI102 50 166,110 3,786 1.80 2.23
Wholesale trade and commission trade, except
motor vehicles and motorcycles S102 51 424,100 7,430 4.59 4.37
Retail trade, except of motor vehicles and
motorcycles; repair of personal and household
goods S102 52 425,910 14,920 4.61 8.77
Hotels & restaurants SI03 55 256,440 8,275 2.78 4.87
Inland transport S04 60 202,410 4,460 2.19 2.62
Water transport S04 61 21,465 182 0.23 0.11
Air transport SI05 62 39,098 388 0.42 0.23

Jaujjagyprg ‘191snyas dijiyd ‘ssnaig zi4 ‘1ebuipeg prereH
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Table 3 (continued):Composition of EU-15's Total Value Added (VA) anchgloyment (EMP) in 2002

(Supporting and auxiliary transport activities;

activities of travel agencies) 63 135,580 2,094 71.4 1.23
Communications SI06 64 259,080 2,645 2.81 1.56
Financial intermediation, except insurance and

pension funding SI07 65 333,090 3,284 3.61 1.93
Insurance  and pension funding,

compulsory social security SI108 66 77,841 983 0.84 58 0.
(Activities auxiliary to financial intermediation) 76 65,285 1,157 0.71 0.68
Real estate activities SI13 70 928,360 1,713 1005 011
Renting of machinery and equipment SI109 71 110,360 531 1.20 0.31
Computer and related activities SI10 72 185,330 92,2 2.01 1.35
Research and development Si11 73 39,814 690 0.43 41 0.
Legal, technical and advertising SI12 741-3 469,550 6,628 5.09 3.90
Other business activities, nec SI12 749 305,470 28,46 3.31 4.98
Service industries excl. from estimation 75-99 2)B8,991 50,542 22.79 29.72
Public administration and defence; compulsory

social security 75 601,680 11,915 6.52 7.01
Education 80 472,420 11,051 5.12 6.50
Health and social work 85 613,320 15,509 6.64 9.12
Other community, social and personal services 90-93 59,280 8,440 3.89 4.96
Private households with employed persons 95 57,371 3,627 0.62 2.13
Extra-territorial organisations and bodies 99 0 0 0.00 0.00

VA ... value added at current prices, EMP ... total pessengaged. Source: Groningen Growth and Develop8emite, 60-Industry Database,
February 2005. Industries in parentheses are notdedlin our samples due to lack of data and correspoedeith other data sources.

aAN9a.I0 S82IAI9S 8] JO S199))3 JILIOUOIB0IBIN
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Table 3gives a detailed overview of the composition of Eié-
15's value added and employment by industry. Totalvises
constitute 77 percent of value added or 78 peragntotal
employment. It should be added, however, that s¢veervice
industries are not considered to be covered bySthe these are
typical non-market or government provided serviggh as public
administration, public defence, health and sociarky etc.).
Together these industries make up 23 percent af watue added
(or 30 percent of total employment), leaving sesviadustries
totalling 54 percent of total value added (or 48cpat in terms of
total employment) to be potentially covered by tBB. These
industries, referred to as SI0O1 to SI13, constitoie most
comprehensive sampfe.

From this sample, however, not all industries Wil covered.
First, transport (S104, SI05) is excluded from ®B; the same is
true for financial services (SI07, SI08). We alscclede travel
(SI03) (though it is largely covered by the SD) faro reasons:
first, to make our sample as consistent as possilitethe Kox et
al?” study that excludes travel from the estimates ¢whie will
use in the simulation); second, travel turns ouig@n outlier in the
sense that results change significantly when iadsled to the
sample. (The relevance of the sample choice williseussed in
greater detail below). Communication (SI06), whiatcludes
telecommunication and construction (SI01) are pagkcluded
from the SD.

When the study by Breuss and Badinger (2006) watedaout
it was uncertain how the revision of the DSD 20@uld result in a
narrowing of the coverage of secttsThis uncertainty was
handled by applying the “LEGO approach”, that meatasting
from the most comprehensive sample including allstries, and
then excluding, step by step, industries which rase covered (or
not fully covered) by the SD until a sample remaiisch closely

% For reasons of data availability two industries asegontained in our
samples (supporting and auxiliary transport activitiastivities of
travel agencies as well as activities auxiliary to aficial
intermediation); together, they account for 2.18pet of total value
added.

27 Kox et al.(2004/2005).

% SeeVogt(2005) for an early discussion.

13
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coincides with the SD 2006. The final industry slfisation and
the samples used are givertable 4

To give some impression of the relevance of the eetsge
samples,table 2 shows the corresponding shares of the services
industries contained in the samples in total vadded and total
employment. While we will use the “LEGO approach'dararry
out the estimation for all samples, sample D, whgltlosest to
both the study by Kox et al. and the coverage ef $iD, is our
preferred sample.

Table 4: Overview of Final Industry Classification and Sdesp
Used in Estimation

Value added Employment

(a) Detailed industries contained in full sample Percent of total

SI01 Construction 6.08 6.94
S102 Trade and repair 11.00 15.37
SI03 Travel (hotels and restaurafits) 2.78 4.87
S04 Water, land transport, etc. 2.42 2.73
SI05 Air transport 0.42 0.23
SI106 Post and telecommunications 2.81 1.56
SI07 Financial intermediation 3.61 1.93
SI108 Insurance and pension funding 0.84 0.58
SI109 Renting of mach. and equipment 1.20 0.31
SI10 Computer and related activities 2.01 1.35
SI11 Research and development 0.43 0.41
SI12 Other business activities 8.39 8.87
SI13 Real estate activities 10.05 1.01
(b) Samples used in estimation

Sample A All (S101-S113) 52.04 46.15
Sample B A, excl. transport (S104,SI05) 49.20 43.19
Sample C B, excl. financial services (S107,08) 447 40.68
Sample D C, excl. travel (SI03) 41.97 35.82
Sample Da D, excl. construction (SI01) 35.89 28.87
Sample Db D, excl. communication (SI06) 39.16 34.26

Data refer to EU-15 and the year 2002. Sources: G6@0ndustry
database (see table 2). Sample A does not includenthestries in
parentheses from table 2For SI03 (“Travel”) no perfect correspondence
could be achieved: trade data for SI03 include hattels and restaurants
as well as travel agencies, whereas SI03 for the gHrables covers only
hotels and restaurants (since activities of travel @igerand tour operators
are only available aggregated with transport a@isjtand cannot be
allocated accordingly).

14
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3. Methodological Issues

Our empirical analysis can be divided into threassés of
empirical models which are all similar in their wtture and
motivated by the transmission channels of the Sistilated in
figure 1

First, we explaincompetition(measured as mark-up ratio, i.e.
the ratio of prices over marginal cdSisby domestic market size
(in terms of population) and trade (more precisehg ratio of
imports to production) to figure out the likely tprompetitive
effect” of the increase in trade triggered by theD:S

Markup, = 4, +¢Inm, +rinPop +u,, . 1)
Markupi is related to trade, measured as ratio of impdtots
production fn) and country size, measured by populatiBogj; i
(K) refers to country (service industry). Obviouslyports are
endogenous in (1), e.g. as a results of reverssatigu High mark-
ups may act as signals for profit opportunities ahds attract
foreign competitors. We use the geographical sbérhe import
ratio to instrument for imports in (1) as constagtin Badinger and
Breuss (2005) — using a gravity model approach -g&b a
robustness check and to ensure that our leastexjuesults are not
driven by endogeneity (see below for a more detaliscussion).

Our second group of models investigates the linkwben
productivity (measured in terms of value added per hour worked)
and domestic market size and trade. This should lelfp assess
the first important channel of the SD, the direffées of trade on
productivity. The basic specification used is samilo the study by
Frankel and Romé&twho, however, use aggregate data and a large
sample of countries. As far as the direct effectstrade on
productivityare concerned, the results are disappointingofirast
to aggregate estimates as in Frankel and Romer irmohastry

2 We calculate the country- and industry specific kngy (Markup,) as
the ratio of value added to the sum of capital <std labour
compensation according toMarkug, =VA°"/(W, +K,R,): where

VA" is nominal value addedy is labour compensation (both taken

from OECD STAN Database), aiRy is the capital stock times the
user costs of capital.
* Frankeland Romer(1999).
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estimates for manufacturing in Badinger and Bréusse do not
obtain a direct effect of trade on productivity &ty of the samples
of service industries considefddTherefore this (direct) channel is
omitted from our analysis. Instead we consideriticirect channel
from competition to productivity, using:

In Prod, = u, + Markup, +7InPop +u, . 2
Productivity Prod) measured by output per hour worked is related
to competition Karkup and market sizePop).

The third group of models tries to examine the i@abetween
economic performanagroductivity, employment, investment) and
market size and competition. These models are ainmil spirit to
the approach taken by Griffith and Harrison (20843 follow the
equation:

Perform, = u, + Markup, +7lnPop +u, . 3
Perform (macro-economic performance) is identified three
macro-economic variables: (i) Productivity (Pro(), Employment
(L), and (iii) Investment (sk = investment ratio).

Endogeneity is likely to be a problem in all moddisde is
endogenous with respect to productivity and contipeti and
competition is likely to be endogenous with resgegberformance
(particularly  productivity). Previous studies withsimilar
specifications suggest that least squares estiraatesot far off (or
often tend to underestimate the effects). Nevestiselwe check the
robustness of the results using instrumental vhriaflV)
techniques, thereby exploiting the exogeneity ajggaphy®® The

31 BadingerandBreuss (2005).

%2 In a more recent attempBadinger and Breuss (2006) found a
relationship between aggregate trade in servicepamtlictivity at the
country level.

In particular, we use the fact that aggregate Xjpndgy” of a country
and industry is an important determinant of bo#iuér and competition
(through trade and threat of entry). Ideally, thpesximity measures
would be constructed from (industry-specific) gepdieal trade
shares calculated from the estimates of bilateravitgramodels
including geographical variables only (as suggested-taynkel and
Romer 1999). Such an approach was chosen in a simitiingédor
manufacturing industries bgadingerand Breuss(2005). For service
industries at the level of disaggregation used heveehier, bilateral
trade data are not available; hence, we use aniayxdpproach and
construct the instruments for trade and competitianafeample of

33
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basic message of this exercise is that the leastrag estimates are
not misleading.

We usetwo approachesa cross-section approacteferring to
averages of the period 1995-2000, anpaael approachcovering
the period 1978-2002. The advantage of the crodssseapproach
is that it refers to more actual data and that gmay-based (i.e.
time-invariant) instruments can be used to addexsdogeneity
concerns. Here, the advantage of the panel essnliatein the use
of much more observations; a disadvantage is tlkeaane forced to
rely on the least squares estimates; this is notrtmch of a
problem, however, in light of the small differenchestween the
least squares and the IV results in the crosseseamalysis.

4., Estimation Results

As to the industry dimension, we always start frdm most
comprehensive sample A, including all industriex] ¢hen, step by
step, exclude industries not covered by the SDI wi arrive at
sample D. The results it@able Alin the appendix report only the
results for the preferred sample D.

As we did not find a significant direct relationgtietween trade
and productivity for service sectors we endorseitdgect channel
according to equation (1), namely betweeompetition and
productivity The results are documented for Sample Eabie Al
in the appendix (the last three columns).

Regarding the relationship betweeampetitionand economic
performance results correspond more closely to the theoretica
presumptions.Table Al in the appendix illustrates some key
regression results, referring to sample D. The mesults can be
summarised as follows:

For our preferred sample D (sedble 4 we can identify indirect
effects of the SD on the economic performance wianarease in
competition. We find both economically and statistiy significant
effects of trade on competition (mark-ups), anccampetition on
productivity, employment and investment. More trésbeds to more
competition (lower mark-ups) which is associatedhwhigher
productivity as well as higher employment, investirend output.

services industries from industry-specific proximity measufor
manufacturing industries froBreussandBadinger(2005).
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The IV results of our cross-section estimates tente higher
than the least squares estimates. While the IVIteeshould be
treated with caution since only an auxiliary appto@an be used
for the construction of instruments, they nevedhslsuggest that
the least squares estimates are not fundamentalgading.

The results of the least squares panel estimatein diree with
the results from the cross-section models, thobghpganel results
suggest a somewhat smaller magnitude of the effects

As far as the relevance of the sample choice isawrd, it
should be noted that the results are not completbyst for all
samples given itable 3 As far as transport services are concerned,
adding them to sample D hardly affects the resiiltss is not true
for financial services; results are sensitive tdiagd this industry so
that the results for sample D cannot be extendedinancial
services without qualification.

A further point that deserves some discussiondsettclusion of
“travel” from our preferred sample. On principleavel (including
hotels and restaurants, catering, as well as #esviof travel
agencies and tour operators, tourist assistanogti&sf) is covered
by the SD, but we nevertheless excluded it frometstimation for
two reasons: first, to make our industry coveragee@nsistent as
possible with the study by Kox et al. who excludexel as well;
second, “travel” (SI03) turned out to be an outliethe estimation
in so far as the results changed significantly winamel was added
to the estimation. There is no fully convincing kExmtion for this
phenomenon: particularly pronounced measuremenblgne in
this industry may be one explanation; another issiethat
competition in travel industries exhibits severaiosyncratic
characteristics (as the role of local, region-de@menities); a
further point (at least for the regressions inahgdirade) is that for
this particular industry there is only a rough espondence
between our trade and production data.

B. Simulation of the Macro-economic Implicatiofishe Services
Directive via the Trade Channel
Figure 2 illustrates our finding that the main channel tigb
which the SD will contribute to macro-economic penfiance is an
increase in competition. To obtain an assessmenthenlikely
magnitude of these effects we need to quantify: tfB likely
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increase in competition as a result of the SD, @)dhe magnitude
of the effects of competition on performance.

SD |=@)=| Competition | =2)= Performance

Figure 2: Simulation of the Effects of the Services Direetiv via
the Trade Channel

1. Effects of the Services Directive on
Competition

As a benchmark estimate of the likely effects of tBD on
competition, we use our estimation results for kin&k between
imports and competition, together with the tradieas of the SD
according to Kox et & As already mentioned above, they estimate
that due to the implementation of the DSD 2004 twerall
heterogeneity indicator will decline by 1/3 (sieble 2 and this
will increase intra-EU trade (in the industries a@eeby the SD) by
30 to 62 percent; in our simulation we focus onirtleentral
estimate of 44 percent. Note that our estimatesr itef total rather
than intra-EU trade. Since intra-EU trade in sewiaecounts for
around half of total trade in services, we assunae the SD will
increase total trade in services by some 22 percdite average of
our estimates for our preferred sample D (sgele Alin the
appendix) suggests that an increase in imports fy @ercent
reduces mark-ups by 0.127 percentage points.

This implies that an increase in trade (imports)22ypercent
will translate into an increase in competition,. iee reduction in
mark-ups by some 2.5 percentage points. It shoeldodrne in
mind, however, that the SD will enhance competitimot only
through an increase in trade but also by makindetantry easier
and increasing the threat of entry. Against thiskigpound we
interpret the mark-up reduction of 2.5 percentagiatp as a lower
bound; as an upper bound we will use a mark-up atéutu of 5
percentage points (which also corresponds to tfextsf obtained

% Kox et al.((2004/2005).

% Hence, we assume that the effects estimateiddayet al.(2004/2005)
are fully realised in terms of additional tradesitconceivable that part
of this additional intra-EU trade is simply subseitfor extra-EU
trade, yielding a smaller increase in total trade.
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using the coefficient from the cross-section |Virastes)*® As a

central estimate for the simulation, we use a mgrkeduction by
3.75 percentage points.

2. Effects of Competition on Productivity,
Employment, and Investment

Our estimates provide us with a range of coeffisidar the effects
of competition on productivity, employment and istraent. Again,
we focus on our preferred sample (D), but still have three
estimates: least squares and IV from the crossesecind least
squares from the panel. As a benchmark, we dedidadse the
average of the three estimates; as a consequeredpltowing
coefficients are used in the simulation:
" semi-elasticity between productivity and mark-wfs214,
= semi-elasticity between employment and mark-upg24%)
" semi-elasticity between investment and mark-upg4:4®.
Together with the assumed increase in competitiedugtion in
mark-ups) by 2.5 to 5 percentage points this wilivide us with a
range of estimates regarding the effects of theoS[productivity,
employment, investment and value added.

3. Simulation Results of the Economic Impact of
DSD 2004

Table 5summarises the results of the simulation for the d&sUa

whole. Note that our estimation is carried out ofdy eleven EU
countries due to limited data availability, but ahghout we
calculate the results for the EU-15 and EU-25 coesittoo.

The simulation suggests that in the service indestdonsidered
(sample D, see table 4), productivity in terms afue added per
hour worked will go up by 0.53 to 1.07 percent (canestimate:
0.80 percent), employment by 0.56 to 1.13 percem@ntfal

estimate: 0.85 percent). Taken together, this espén increase in
value added by 1.10 to 2.20 percent (central estinia65 percent).
The investment ratio is predicted to rise by 0.36.W8 percentage
points (central estimate: 0.55 percentage points).

% This upper bound implies a relative reduction inrknaps by 10
percent; this is still clearly below the mark-up rettut in
manufacturing as a result of the Single Market atiogr to the
estimates byadinger(2006).
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Table 5: Economic Effects of the Services Directive — Estamat
for the EU

Min. Central Max.
Increase in competition -2.5 -3.75 -5
(red. in mark-ups in percent)
Increase in productivity 0.53 0.80 1.07
(percent)
Increase in employment 0.56 0.85 1.13
(percent)
Increase in value added (percent)1.10 1.65 2.20
Increase in investment ratio 0.36 0.55 0.73
(percentage points)
Absolute increase in
employment (in 1000)
EU-11 323.6 485.3 647.1
EU-15 343.1 514.7 686.2
EU-25 408.0 612.0 816.0

Bearing in mind that the share in total value adaédthe
industries considered makes up some 42 percentl& 2002 see
table Alin the appendix), the central estimates imply ggregate
GDP effect of 0.69 percent. Combining the relateféects on
employment with the employment figures for the EUdNnd the
EU-15 (sample D, values for 2002, stble 2, employment in
service industries of the EU-11 is predicted toréase by some
485,000 persons, or by 515,000 persons in the EldEapolating
the results to the EU-25 using the ratio of aggregatployment in
the EU-25 to aggregate employment in the EU-15 (1.199
predicted increase in employment for the EU-25 amwuto
612,000 persons.Table 6 shows the absolute changes in
employment by country based on the central estgnate

Comparing our aggregate estimates with the CGE lations
by Copenhagen Economiéswe find surprisingly similar results.
The estimated increase in employment by Copenh&genomics
amounts to around 600,000 persons, which is vewgecto our
central estimates for the EU-25; the increase inevaddded in

37 Copenhagen Economi¢g005a).
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service industries according to Copenhagen Ecoroanwounts to
1.1 percent, which is also in the range of oumestes.

Table 6: Absolute Employment Effects of the Services Dinect-
Estimates by Country

Minimum Central Maximum

AUT  Austria 7.0 10.6 14.1
BEL Belgium 8.4 12.5 16.7
DEU Germany 76.6 114.9 153.2
ESP Spain 32.2 48.3 64.4
FIN Finland 4.1 6.2 8.2
FRA France 49.2 73.7 98.3
GBR United Kingdom 66.8 100.2 133.6
GRC Greece 6.7 10.0 13.3
ITA Italy 46.0 69.0 92.0
NLD Netherlands 18.8 28.2 37.6
SWE  Sweden 7.8 11.8 15.7
DNK  Denmark 5.3 7.9 10.6
LUX  Luxembourg 0.7 1.0 1.4
IRL Ireland 3.7 55 7.3
PRT Portugal 9.9 14.9 19.9

EU-15 European Union (15) 343.1 514.7 686.2

The same pro-competitive effect is assumed for eachtgohere, i.e. the
variation is only due to the different levels of dayment in sample D
across countries.

There is no reason to assume that changes in cdiopdiave
fundamentally different effects across countriesisTiWas also
confirmed when trying to estimate country-specdfiefficients for
competition in the models for productivity, emplogmt and
investment, which yielded implausible results. Heere the SD is
likely to have different effects on the degree ompetition in the
EU countries, depending on the current level of lsgn and
regulation heterogeneity in the respective counttpx et al.
(2004/2005) calculate country-specific changesheifrtregulation
heterogeneity indices and use them to simulate topgpecific
effects of the SD on trade in services. Countrigh & higher level
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of regulation (or more heterogeneity with respecthte other EU
countries) will experience a larger opening up afkets and hence
larger trade effects.

It is plausible to assume that the increase in ispeelative to
the EU average (implied by the country-specifiéneates in Kox et
al®is a good indicator for the increase in markeeasaue to the
SD relative to the EU average and thus for the emse in
competition relative to the EU averagable 7shows the implied
country-specific effects of the SD on productivigmployment,
value added, investment and absolute employmenh efithem
based on the central estimate. Above average wdrarer Portugal,
Denmark, Greece, Austria, and Italy; the effect&armany, Spain,
Finland, and France correspond roughly to the aecEl) effects,
while Belgium, the Netherlands, Luxembourg, Irelad/eden and
the United Kingdom gain less than the EU averages ©inot a
new result, of course, but an implication sharethuhe Kox et al.
study.

It should be added that these figures are “bottioesi-Iresults;
potential reallocations between industries and t@as are not
investigated here. In particular, the fear of tradens that the SD
could lead to “social dumping” is not addressedun study. On the
one hand, the huge disparities in wage costs (tgugiO) could
lead to an unbeatable comparative advantage ofceeproviders
from the new EU Member States of Eastern Europeth@rother
hand, the old EU countries have a much stronger etitive edge
in providing services when it comes to quality ceution >

From the productivity and employment performance @an
deduce the effects of the implementation of the 2®D4 on real
GDP. Measured at 2005 PPS GDP in EU-25 would bleehigy€
75 billion or by 0.7 percent.

38 SeeKox et al.(2004/2005, p. 43)
% For a related discussion, Séegt(2005, p. 19).
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Table 7: Economic Effects of the Services Directive — Cow8pecific Results

Pro-comp. effect Competition Productivity Employment  Value added .fatio Employment

rel. to EU av? percent percent percent percent Perc. points 1000s
AUT 1.27 -4.77 1.02 1.08 2.10 0.69 134
BEL 0.84 -3.15 0.67 0.71 1.38 0.46 10.5
DEU 1.07 -4.01 0.86 0.90 1.76 0.58 122.8
ESP 1.02 -3.84 0.82 0.86 1.68 0.56 49.4
FIN 1.00 -3.75 0.80 0.85 1.65 0.55 6.2
FRA 1.02 -3.84 0.82 0.86 1.68 0.56 75.4
GBR 0.93 -3.49 0.75 0.79 1.53 0.51 93.4
GRC 1.55 -5.80 1.24 131 254 0.84 155
ITA 1.20 -4.52 0.97 1.02 1.98 0.66 83.1
NLD 0.84 -3.15 0.67 0.71 1.38 0.46 23.7
SWE 0.93 -3.49 0.75 0.79 1.53 0.51 11.0
DNK 1.32 -4.94 1.06 111 2.17 0.72 104
LUX 0.84 -3.15 0.67 0.71 1.38 0.46 0.9
IRL 0.84 -3.15 0.67 0.71 1.38 0.46 4.6
PRT 1.52 -5.71 1.22 1.29 2.51 0.83 22.7
EU-15 1.00 -3.75 0.80 0.85 1.65 0.55 514.7

D' Relative pro-competitive effect of the SD in thepestive country corresponding to the relative traffects estimated bigox et
al. (2005, p. 43). Since Belgium and Luxembourg araée as aggregate in the stumyKox et al(2004/2005), we assume the
same value for both countries. The aggregate valube EU does not correspond to the sum of cguretlues due to mechanics

of aggregation and averaging.
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V. Econometric Estimation of the FDI Channel of the
Services Directive

As figure 1 illustrates there are two channels wiaich the
reduction of regulation might relieve the crossewrprovision of
services: (i) via the principle of “Free movemefitservices” (SD
2006) implying more Intra-EU trade, more competitand hence a
better macro-economic performance (see sectiomamd)(ii) via the
principle of “Freedom of establishment for servige®viders”
leading to more Intra-EU FDI flows.

In this chapter we deal with the second channel,ittpact of
the SD on foreign direct investment (FDI). This amaris not dealt
with explicitly in the previous studies (sémble 1), neither in the
CGE model of Copenhagen Economics nor in the Waaliisaodel
of the CPB. However, Kox et dl estimate econometrically that the
reduction of policy-heterogeneity by 1/3 would lgadan increase
in Intra-EU-FDI stocks by 18-36 % (with an avera§e-26%). The
aim of this chapter is to quantify directly theesffs of regulations
for FDI on FDI activity in services industries afutthermore to
estimate the resulting impact on productivity.

We assume that FDI regulations affect all foreigwestors in
the same way, irrespective of their residences.sTha do not
include an index for heterogeneity as suggesteddyyet al. in our
estimations but the FDI regulation index constrddig Golul’. As
bilateral data on FDI flows or stocks are not (drleast not
sufficiently) available at the industry level, wseuan aggregate
approach rather than a traditional bilateral gsatype model. We
follow a two step procedure: First, we estimate thmpact of
regulation on FDI stocks. Second, we relate pradiygton FDI
stocks to derive the macro-economic impact of SBigedom of
establishment for services providers”. Using outingstes we
simulate the change in productivity resulting fr@arreduction in
FDI regulations by 1/3.

0 Kox et al.(2004/2005).
“1 Golub(2003).
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A. The Implications on FDI and Productivity
1. Data Sources and Country Coverage

The data sources used to estimate the effects ddthen foreign
direct investment and the impact of the changeoieifin direct
investment on productivity include tl&®-Industry Databasef the

Groningen Growth and Development Centre (GGDC) el as the
International Direct Investment Statistics Databasdethe OECD.
The latter was mainly used to obtain data on FDlaimstocks for
the individual service sectors, while the GGDC Hate provided
us with data on average labour productivity andizaddded. Due
to poor data on FDI stocks only four service sectand eleven
countries could be included in our analysis. As bar seen from
table 8 the four sectors included cover 28.25 percerthefvalue

added and 36.05 percent of employment of all intessbf the EU-
15 in the year 2002. The sample comprises 11 EU tdean
Austria, Czech Republic, Denmark, France, GermaByeece,

Hungary, Netherlands, Poland, Portugal and Unitedy#fom (three
of which are new EU member states and transformagmnomies
— Czech Republic, Hungary and Poland).

Table 8: Shares of Total Value Added (VA) and Employment
(EMP) in 2002 of the Service Industries Includedhea Estimation

VA EMP

ISIC Rev3 (percent of total)
Total 1-99 100.00 100.00
Total services 45-99 77.00 77.78
Service industries
incl. in estimation 28.25 36.05
Construction SI01 45 6.08 6.94
Distribution S102 50, 51, 52 11.00 15.37
Hotels & restaurants SI03 55 2.78 4.87
Business services S04  741-3,749 8.39 8.87
Service industries
excl. from estimation 48.75 41.73

Data refer to EU-15. VA ... value added at currentgs, EMP ... total
persons engaged. Source: Groningen Growth and Dmwelat Centre,
60-Industry Database, February 2005.

In order to maximize sample size, averages oveydaes 2000
to 2002 were taken for every variable except thd Fgulation
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index. FDI barriers within the EU were measured bg tFDI
restriction indices” by Golub, based on the ye&#88Land 2000.
The index incorporates regulations on how muchigorequity is
allowed in a specific sector, screening and appraral other
restrictions. As can be seen frofigure 3 within the covered
sample of the four sectors (1 = construction, 2istritbution, 3 =
hotels & restaurants, 4 = business services), Buseems to have
the most rigorous restrictions on FDI while the igtands have
the most liberal regime in this respect.

0.35 4
0.3 4
0.25
0.2 4
0.15 4

0.14

0.05 4
||| I‘I|I‘I|I‘III‘Il““lllll|l‘|‘|ll‘ll
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Figure 3: Foreign Direct Investment Regulation Indices byoy
and Industry, Sourcé&olub (2003).

2. Methodological Issues

The main problem arising in the estimation is thesgible
endogeneity of FDI stocks. It seems likely thatdarativity itself is
an explaining factor for FDI stocks. Unfortunatetiye to absence
of bilateral FDI data we were not able to constinstruments as
suggested by G4b However, Gao and Frankel and Roffiéound
evidence that an ordinary least square estimatiendst to
underestimate the effects of FDI and trade on potity.
Therefore, we may assume that our OLS estimates nate
misleading and may be interpreted with due cara sver bound
of the possible effect.

“2Gao (2004).
*3 Frankel and Romef1999).
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Our empirical analysis can be divided into two s&ss of
empirical models which are similar in their struetuand also
comparable to the approach for the analysis oftitade channel;
see section V). They are motivated by the transonsshannels of
the SD illustrated ifigure 1

First, we relateforeign direct investment (FDIjo domestic
market size (in terms of population) anggulation intensity for
FDI::

INFDI, =4, +u" +dInReg, +7InPop +¢,, 4)
whereFDl; is measured in terms of the inward FDI stock nedat
to value addedi(denotes country ankl industry); Reg are the
indices for FDI restriction for industrig in countryi, andPop is
population of country. The industry specific constants are allowed
to differ between the transition (T) and non-tréingsi economies
(NT), to account for the fact that the transformateconomies in
Eastern Europe experienced a huge inflow of FDthia 1990s
(well above the “normal” FDI flows between induatr¢ountries).

The second group of models tries to identify theant of FDI
on productivityusing a specification similar to the one suggebted
Gad*. He finds a significant positive effect of FDI-sketo-GDP-
ratio on real GDP per worker for a sample of ndnppoducing
developing countries. We depart from this spedificain three
respects. As in equation (2), productivity is defiras value added
per hour worked; population is used as only conteoiable; and
industry-specific constants are included, whichagain allowed to
differ between transition and non-transition ecoiesn

InProd, =4 +u)" +JInFDI, +7InPop +¢, . (5)

3. Estimation Results

After removing one outlier (the Greek business isessindustry)
from our sample, results for equation (4) are qa#tisfactory and
robust to changes in the specification. The seawidmn intable
A2 in the appendix shows the summary of the crossesec
estimation results. Our preferred specificationludes only Reg
andPopas explanatory variables, consistent with the aslgf the
trade channel. Aggregate measures of area, distamtdanguage
did not enter the empirical models at conventiosighificance
levels.

44 Gao(2004).
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On average, countries of the EU-15 have higher FiMard
stocks than transition countries, although only ocoestant term is
significant at a 10 percent level (the interactibatween the
transition and the construction industry dummy, displayed in
table AJ. Population, which serves as a control variable size
effects, has a negative effect on FDI inward staeki®, significant
at a 5 percent level. On average, smaller counaresnot only
more open in terms of trade but attract also greBi stocks
relative to value added than larger ones.

Turning to row 4 intable A2 we find an negative relation
between the FDI inward stock ratio and the indides FDI
regulation. Since the Golub regulation index iseirsely defined,
reducing barriers to FDI by one percentage pointhie service
market leads to an increase in the ratio of FDIardvstocks to
value added by 0.45 percent. This coefficient iatigically
significant at the 5 percent level.

The third column intable A2reports the estimation results of
equation (5), relatingverage labour productivity (Prodp FDI
and market sizeIn contrast to equation (4), results are not that
robust to changes in the specification. Differeattérs explaining
productivity (R&D ratio, capital labour ratio andabour
compensation) have been included and tested aloitly RDI
inward stocks, the central factor of our study. Whstimating with
UNCTAD FDI flow data, no significant effects of FDon
productivity can be found. The same is true wherDR&tios are
included along with OECD FDI inward stocks. Howevieiaving
aside R&D ratios, a marginally significant (10 pant level)
positive impact of the FDI ratio on average labproductivity can
be found. A 1 percent increase in the ratio of FWard stock
relative to value added improves productivity b percent. In
the equation for the estimation of average laborodpctivity,
population has a significant and positive impadhaly, average
productivity levels are significantly smaller inethihree transition
countries of our sample.
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B. Simulation of the Macro-economic Implicationshaf Services
Directive via the FDI Channel

We used the coefficient for FDI regulation of edomt(4) and
FDI inward stocks of equation (5) to simulate effecf the SD on
FDI inward stocks and productivity, based on thsuagption that
its implementation leads to a reduction in barriers=DI by 1/3
(the reduction in policy heterogeneity as a rexfitthe SD
according to Kox et df). Figure 4illustrates the channel through
which the services directive may influence perfano®in terms of
productivity.

SD = | REG = FDI = | Productivity

Figure 4: Simulation of the Effects of the Services Direetiv via
the FDI Channel

According to our estimates, the reduction of theibes to FDI
in service industriesReg)by one third implies an increase in FDI
inward stocks in the four observed services indestby 18.9
percent. These results are comparable to the Ibaend estimates
of Kox et al. (2004/2005), but as argued aboveQ@h& estimates
are likely to underestimate the effects.

This 18.9 percent increase in FDI inward stocksdiates into
an increase in average labour productivity by 2&ent. Assuming
that the Services Directive does not affect thaugtides excluded
from the sample (some 72 percent of value addegdjregate total
productivity gains amount to 0.80 percent. Notewéwer, that
these effects rely on calculations of Kox et alsumsing the
implementation of the DSD 2004.

Economic theory on employment effects of FDI is &ubus.
Several trial regression, relating employment td BBd including
standard controls, did not yield robust results. ddenot pursue this
issue further here and assume that the stimulatioRDI via die
implementation of the SD only leads to productivipd hence
production effects. From the increase of produttivand zero
employment growth one can deduce that the impleatient of the
DSD 2004 would lead to an increase in real GDP.B® Percent.

5 Kox et al.(2004/2005).
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VI. Which Change in the Macro-economic Effects witlout the
CoOP?

Two significant changes have occurred in the ttamsifrom the
DSD 2004 to the SD 2006:

(i) The country of origin principle(CoOP) has been replaced by
the country of destination principle (CoDP)According to
Copenhagen Economf€s in a special evaluation for the UK
government, this could reduce the economic effbgtd0 percent.
The CPB’ estimates that the liberalisation effect could rewe
reduced by 1/3.

(i) The SD 2006 has also diminished the sectorletage
compared to the original proposal in the DSD 20d@dre services
sectors have been exempted.

Table 9: Macro-economic Effects of the SD 2006 as Compé#ved
those of DSD 2004: EU-25

DSD 2004 SD 2006
(I) Trade channel
Employment 612.000 408.000
GDP, real +0.7% +0.5%
(1) FDI channel
Employment - -
GDP, real +0.8% +0.5%
(1) Total: (1) + (1)
Employment 612.000 408.000
GDP, real +1.5% +1.0%

Note: The figures are to be interpreted as mediumrg-tun effects.

An evaluation of how much the change from the Cda®FFhe
CoDP affects the “Policy heterogeneity indices'tloe “Indices of
FDI restrictions” is very difficult. The SD 2006vialves a lot of
exception clauses, allowing EU Member States toewaktrictions
only for reasons of public policy, public securipyyblic health or
the protection of the environment. How much EU MemBtates

a6 Copenhagen Economi¢3005b).
4 Bruijn et al.(2006).

31



Harald Badinger, Fritz Breuss, Philip Schuster, RidlgelIner

will make use of such restrictions and how muchheim will pass
the newly introduced “screening process” (Art. 41(by the
European Commission is an open question.

We therefore rely on the assumption that the wagedown of
the DSD 2004 by the SD 2006 will reduce liberaimateffects by
1/3. This translates into a proportionate reductdrthe macro-
economic effects, because it reduces both the nlchew EU
Member States potential to exploit their respectbeemparative
advantages. The corresponding results are giveabla 9

VII. Policy Implications and Conclusions

Making the EU’s Single Market more dynamic has biekemtified
as one of the top priorities to improve the EU’'sowgth
performance. While the Single Market in manufacigrappears to
be working quite well, there are still many impedims to the free
movement of services in the Internal Market. Patéidy for small
and medium-sized enterprises, the bulk of serviocwigers, entry
barriers in new EU markets are often prohibitivéne Tinternal
Market for Services should have been working siteaception in
1993. However, already seven years later in Ma@®02on the
summit of the European Council in Lisbon the heafistate or
government had to conclude that in reality it dad. in the context
of the “Lisbon strategy” it therefore asked the d@pgan
Commission to design a global “Single Market Sggteto make
the Single Market working properly. A comprehengigport on the
existing administrative and regulatory hurdles hie €U Member
State&® was the starting point for launching a Directive tbe
European Parliament and of the Council on Seniitéke Internal
Market in February 2004 (DSD 2004). After an inteaspublic
discussion in many EU Member States — mainly betvike social
partners — the European Parliament (EP) in Febrl@f6 agreed
upon a revised proposal which the European Comamssi April
2006 followed closely. With some minor revisionsdaadditions
the directive passed the Council; after an implaateon period of
three years the SD 2006 will fully come into foine2010.

This study builds on previous work on the economipact of
the SD (Copenhagen Economics, Kox etJabnd investigates its

48 SeeEuropean Commissiof2002).
49 Copenhagen Economi¢8005a) Kox et al.(2004/2005).
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economic implications using an alternative approdctparticular,
we use a simple partial econometric framework ttinmege the
effects of the reduction in regulation due to thgplementation of
the SD via two channels: (i) via the trade charara (ii) via the
FDI channel.

Ad (i): Trade channel:More trade leads to more competition
which is associated with higher productivity, higlemployment,
investment and output. Based on previous estimattabe trade
effects of the SD by Kox et al., and recognisingttithe SD
increases competition also via easier market dngryeducing the
start-up costs of firms, we assume that the SDsl¢éadh reduction
in mark-ups (in terms of value added) by 2.5 teEpntage points;
this is smaller than the mark-up reductions in nfacturing due to
the Single Market according to the estimates ofilgef®. Using
this range of effects of the DSD 2004 on competjtiwe estimate
its effects on productivity, employment, investmeatd value
added. Results suggest that productivity in theriserindustries
covered by the SD increases by 0.80 percent, emmaoy by 0.85
percent (or by 612,000 persons in terms of the B)J-and the
investment ratio by 0.55 percentage points. Valdded of the
services covered will go up by 1.65 percent, whiolresponds to
an aggregate GDP effect of 0.7 percent. The eliticinaof the
CoOP will reduce these effects by 1/3. All thesieas, however,
have to be understood as potentials, realised enntbdium and
long term.

Ad (ii): FDI channel: In contrast to other studies, we also
explicitly analyse the impact of a reduction of ukdions on FDI
and the relationship from FDI to productivity. Redjag the
productivity effects, we reach similar results iagnitude as for the
trade channel.

Taking (i) and (ii) together we reach the followirayerall
macro-economic effects of the SD 2006 for the EU-25
Employment will increase by around 400.000 persand GDP
increases by around 1 percent.

Some words of caution are advisable here: Firsshduld be
noted that the results are not completely robustossc all
specifications, when additional service industrea® included.
Particularly sensitive industries turn out to keevél (covered by the
SD) and financial services (not covered by the SIhere is no

0 Badinger(2006).
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straightforward explanation for this discrepancyhiMy the choice
of the preferred sample is well motivated and cpomds most
closely to that used in previous studies and ther@age of the SD,
this remains a qualification to our results whicsHho be borne in
mind.

Second, there is considerable uncertainty with aetspo the
magnitude of the effects; this is not only true floe trade effects
estimated by Kox et al. with a range from 30 top&2cent, whose
central estimate of 44 percent we use to get ahmark estimate
of the magnitude of the SD’s pro-competitive effdtshould also
be emphasised that our estimated coefficients daygathe effects
of competition on productivity, employment and istraent used in
the simulation are point estimates with sizeablenfidence
intervals.

It is, however, reassuring that the evaluation led €D with
completely different methods (ours rely on a simgartial
econometric approach; Copenhagen Economics and &y
comprehensive world CGE models) leads to quite laimi
conclusions concerning the magnitude of the effemts major
macro-economic variables.
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Appendix

Table Al: Competition and Performance in Service Industries:
Least Squares and IV Results for Sample D

Dependent variable Productivity Employment
Cross-section  Pane? Cross-sectioh ~ Pane?
LS \Y LS LS \Y LS

Constari? 2689 2836 3124 -4934 -4768 -2.799

Mark-up 022" -0345 -0075" -0214 -0.352" -0.116"
(220) (-1.77) (-3.973) (2.20) (-3.83) (-3.813)

Pop 0.160" 0.163" 0.128" 1.011" 1.015" 1.005"
(2.89)  (2.95) (14.360) (29.00) (28.75) (320.48)

M

SE 0.464 0.469 0.438 0.368 0.375 0.395
R 0.805 0.802 0.791 0.974 0.973 0.966
Obs. 62 62 1271 61 61 1217

Table Al(continued): Competition and Performance in Service
Industries: Least Squares and IV Results for Sample

Dependent variable Investment Mark-ups
Cross-sectich ~ Pane? Cross-sectioh  Pane?
LS v LS LS v LS

Constan? 0.460 0.488 0.523 0.973 0.875 0.543
Mark-up ~ -0.147" -0171" -0.124"
(-2.79) (-2.88)  (-4.972)

Pop 0.009 0010 0013 0011 -0020 0.054
(0.84) (0.86) (4.685) (0.22) (-0.43)  (7.86)
M -0.099 -0.234 -0.044

(-151) (-1.82) (-2.64)

SE 0.156 0.156 0.191 0.395 0.415 0.480
R 0.723 0.722 0.653 0.309 0.239 0.218
Obs. 62 62 1221 57 57 700
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Notes to Table Al: LS ... least squares estimates; IMnstrumental
variable estimates? Cross-section estimates refer to the average of the
period 1995-2000; the cross-section dimension conmgpris countries
(see section V) and 7 industries (sample D, see tabféRanel estimates
are pooled estimates with industry dummies and timeHspéxed effects
included and refer to period 1978-2002 (for longtste series).®)
Average of industry-specific constants. Significant at 1 percenf 5
percent, 10 percent. T-values in parentheses are based on standard
errors.Pop denotes populatiom is the ratio of imports to production.
Productivity is measured in value added per hour aark denotes total
employment in persons. Investment is measured as tbeofajross fixed
capital formation over value added. Mark-ups is t@orof prices over
marginal costs. All variables except the investmeno ratid the mark-up
ratio are in natural logs. For more details on thenedion, sedBreussand
Badinger(2005).

Table A2: Regulation, Productivity and FDI Inward Stocks per
value added in Service Industries: Cross-settlarast Squares

Dependent variable FDI Productivity
Const\T ? 0.591 1.796
Const ? -0.151 0.561
Pop -0.326 0.149

(-2.628) (2.444)
Reg -0.454" -

(-2.333) -
FDI - 0.150

- (1.771)

SE 0.733 0.382
R 0.825 0.751
Observations 43 44

Notes:” Cross-section estimates refer to the average gberied 2000-
2002; the cross-section dimension comprises 11 EU MeBia¢es and 4
industries (see table 8). The cross-section estimatiwhsde interacting
industry and transition country dummiésAverage of industry-specific
constants for non-transitionN{) and transition T) countries. ™
Significant at 1 percent; 5 percent, 10 percent. t-values in parentheses
are based on robust standard errBap denotes populatiorRegare the
Golub (2003) indices for FDI restriction for 1998/2003 aRD! is the
total FDI inward stock per value added. Productiistyneasured in value
added per hour worked. All variables are in natlogs.
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