>
2@
>>;>>

TUC

Economics of the Services
Directive

A TUC assessment

November 2005






Contents

Economics of the Services Directive
Introduction
Why the Commission says we need a Directive and why now
Economic impact of the Directive — the Commission’s case
Our assessment
Competitiveness in world markets
Impact of the Directive on trade within Europe
Impact of the Directive on FDI
Impact of the Directive on innovation
Impact of the Directive on productivity
Are barriers to trade a significant break on economic growth?
The Country of Origin principle
What do firms feel are the real barriers to trade?
Impact of the Directive on SMEs
The benefits of regulation
Conclusions

Bibliography






Economics of the Services Directive

Trades Union Congress

Introduction

The Services Directive has proved one the morerceatsial proposals from the
European Commission in recent years. Trade unidrogiters have voiced their
concerns that the Directive will undermine emploptr&tandards and threaten public
services.

The economic case for and against the Directivddatsred much less in the public
debate. In this assessment we look at the claiing Ibeade and how they stack up
against the evidence.

Our view is that the economic case for the Directivits current form has not been
made. It is disproportionate to the problem iryag to address.

Our key conclusion is that Europe does not havengigl economic problem with
excessive product market regulafiohat is the central justification for the Direativ

The specific issues that remain should be addrebsedgh more targeted and
appropriate solutions through sector agreementmdrazation of qualifications and
standards, and action at national level.

Why the Commission says we need a Directive and why now

The central economic justification for the Servifgeective is the completion of the
Single Market. The Commission and others arguevtti@de much has been done to
promote free trade in goods through removal ofdraariers and market
liberalisation, more needs to be done to ensueetfesle in services.

However, much of the current impetus for such asueacomes from the failure of
Europe to meet the economic growth and employnaegets agreed at the Lisbon
Summit and the overall ambition to make Europentiost competitive economy in
the world by 2010.

The Commission’s 2002 report to the Council andi®aent assertsthe goal set
by the Lisbon Council to make the European ecortbmynost competitive in the
world cannot be met unless sweeping changes are ioatie functioning of the
Internal Market for services in the near future(The State of the Internal Market
for ServicesCOM (2002) 441 final).

This theme was picked up by the high level Kok Cassion in their report to the
Council in 2004 on how to reinvigorate the Lisbdragy. Kok recommended
“The European parliament and the Council shouldesgon legislation to remove

! This term covers both tangible and intangible prts, and thus both ‘goods’ and
‘services’.
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obstacles to the free movement of services by e2@08"(Facing the Challenge,
November 2004

The Commission’s 2002 report to the Council andifaent set out at length why
nothing short of a Directive could possibly meet ghoblem. The Commission
rejected all of the following approaches:

Status quavas unacceptable if the Lisbon targets were tmée

- Voluntary unilateral actiorby States seen as too slow and likely to lead to a
fragmented approach;

Infringement proceedindsy the Commission would be too slow, costly anakti
consuming and unlikely to achieve the strategiedijes;

Sectoral instrumentsuch as already applied in financial servicesjilaibe
unworkable given the number of sectors and thezbotal nature of some barriers
across sectors;

Horizontal Recommendatiaould operate like the Directive, but as it would b
non- binding member States could ignore it; it vaold complex to implement,
and would take considerable time to negotiate.

The Commission concluded that only a horizontakElive would offer legal
certainty without imposing complex rules and beetffre within the timescale
envisaged by Lisbon.

Economic impact of the Directive — the Commission’s case

The European Commission argues that the Directin@lavincrease competition and
drive down prices and encourage innovation andymibdty, resulting in an overall
increase in employment. The Directive attempiadoieve this aim through two
routes:

Increasing trade in servicdsetween Member States. This would increase
measured exports and imports of services betweenbers States (intra EU
trade);

Permanent establishmeot service providers in other EU States. This wowdd
show up in the trade statistics but in increasgitaisflows between member
States, especially through Foreign Direct InvestnieDI).

Some of the economic arguments deployed by the Gssion to support the
introduction of the Directive are as follows:

- All EU economies are shifting jobs and output tadgaservices, which in most
States approach 70 per cent of total employmemhthAlnet increase in jobs over
the past decade across Europe has come from sgrvice

Between 1992 and 2002 the internal market is ettidni@ have increased
European GDP by 1.8 percentage points and creadadiion net jobs, so
extension of the internal market to services ctalde equally significant gains;

SMEs in particular are held back by barriers tdérand competition, inhibiting
growth and innovation and the ability of SMES toomate and engage in trade;
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Productivity growth in services in Europe has labgbehind productivity growth
in services in the US, and Europe has been lesmadd in introducing new
technologies in consumer service industries;

- Although services account for about 56 per cei@fGDP, they account for only
20 per cent of total trade within the EU, a shaee@ommission thinks is too low.
Similarly, intra-EU service sector FDI is also tigbtito be too low;

- The growth of intra-EU services trade has slowegkaent years, with most recent
figures (for 2003) showing a small fall, suggestihg internal market process has
stalled;

Price differences for similar services in differ&ti States are significant and
much wider than for goods.

These arguments reflect the conventional wisdorhiwthe OECD that any
reduction in regulation must produce a signifidastease in growth and jobs. A
recent study suggested that a radical reductigdmimestic regulation within the EU
could increase EU15 GDP per capita by 2.8 percerpagts, mainly through
increased tradeTfe Benefits of Liberalising product markets anduRing barriers
to International Trade and Investment (OECD EDWP488, May 2005).

However, so far more specific studies to quantiy potential impact of the
Directive on jobs and economic growth have beended/far between.

One study produced by the Netherlands Bureau fon&mic Policy Analysis in
2004 based on theoretical simulations of the imphtiie Services Directive
suggested that trade in services might increaseetween 15 to 30 per cent and the
stock of FDI in services might increase by betw2@rand 35 per cent.Tle Free
Movement of Services within the BKbx et al, CPB report No 69, October 2004).

However, the study rather undermines its own caichs by admitting that only one
third of all FDI flows would be affected by the Bative and noting thdsome
might be tempted to conclude that the proposed Ebbknres are rather irrelevant”

(p49).

Copenhagen Economics published a more detailectiaffstudy for the
Commission in early 2005. This estimated that aonion would increase by
about 0.6 per cent of European GDP or about 3iphiduros, with a net job
generation impact of 600,000. The study saidwuigld come about both through an
increase in trade and higher FDI, through moreiserfirms permanently
establishing themselves in other economiafiomic Assessment of the Barriers to
the Internal Market for Service€openhagen Economics, January 2005).

Our assessment

These are clearly important and powerful argumeéfvith 20 million unemployed
across the EU any measure that promises to deheeaimbitions set out at Lisbon
through significant increases in growth and jobs adddresses the EU’s weakness in
innovation and productivity has to be taken setious
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More trade in services within Europe should stirteitzoth employment and GDP
growth. There is much to be said for advancing@eaof policies to help encourage
trade, especially in higher value added services.

Intra-EU trade enhancing measures would includesaging the share of GDP that
Europe devotes to R&D towards US levels, creatsmgnany world class educational
institutions as possible, building cooperative $iftdetween universities and business,
encouraging investment in highly advanced commuioisanfrastructures, and
developing bigger and more sophisticated ventupgalamarkets.

This should be matched by measures to improve ptivity and employment
growth in all domestic service industries througkasures to encourage investment
in skills and new technologies and adoption of lpgiformance management and
workplace organisation practice.

Protectionist and unjustified discriminatory praes undoubtedly exist in some areas
in some economies. These need to be confrontedréMiaeriers do appear to be
creating a genuine problem in a particular areecifip measures to address the issue
may be appropriate.

But this approach must be balanced by recognitiahregulations can also confer
economic benefits and that all governments havidirtegge economic and social
reasons for controlling some forms of activity.

We are not convinced the Directive will offer traomic benefits claimed. Nor are
we convinced that a Directive as proposed by tha@ission was required to
address those areas where there may be a castrésadnreasonable or
discriminatory barriers to trade and investmenhisithe EU.

The evidence on which we base our assessmentasitsieelow.

Competitiveness in world markets

The Lisbon Strategy calls for Europe to be the mostpetitive economy in the
world by 2010. The Commission argues the Servidescbve is essential to
achieving that goal.

If we apply the straightforward measure of compeditess as how well European
firms are doing in global markets, the resultseareouraging. Europe is the biggest
provider of services in the world economy and betw&997 and 2003 that share
went up. In 2003 Europe secured nearly 26 perafenbrld trade in services,
significantly ahead of the United States at justrd®0 per cent.

The alleged competitive “threat” from firms basaddhina and India is now used to
justify almost any policy measure, including thev8es Directive. And it is true
that both China and India increased their shamaskd markets for services, up
from a combined total of 3.5 per cent in 1997 &t juver 5 per cent in 2003.

Economics of the Services Directive 8
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However, the share of trade accounted for by oNs&an economies has fallen even
more. World trade in services in 2003 was even rdoreinated by Europe and the
US than it was in 1997.

GLOBAL SHARES OF TRADE IN SERVICES 1997-2003

Share of world trade in 1997 2003 Change
services

EU15 24.0% 25.8% +1.8

United States 19.6% 20.2% +0.6

China/lndia 3.5% 5.1% +1.6

Other Asian* 17.1% 13.9% -3.2

Other economies 35.8% 35.0% -0.8

Note: Other Asian is Japan, S. Korea, Singaporeildid, Malaysia. Other economies
include Canada, Australia, Switzerland, Norway, $fisand Mexico.
Source: EU CommissiolgU International Trade in Service05.

It is not self-evident from these figures that Epgdias a problem competing in
world markets in services. Indeed, in internatibntthded services, arguably Europe
is already the most competitive economy in the @orl

Impact of the Directive on trade within Europe

The Commission says that the share of servicetiia-EU trade is too low given the
share of services in GDP. The Commission sayscesraccount for only 20 per
cent of trade within Europe while they account36rper cent of European GDP.

However, the Commission does not explaimy 20 per cent (or some other figure) is
lower or higher than we might expect. The onlyificgtion is that regulatory
barriers are a significant impediment to trade thedefore the figure is lower than it
otherwise might be.

There are several reasons why we would expectidre ®f services in intra EU
trade to be substantially lower than the shareenfises in GDP.

Most services cannot be easily traded internatiprathey are produced and
consumed locally (indeed, this is one of the kgyiments for why a Directive is
needed to open up domestic service markets togiopoviders of services);

Comparative advantage still favours trade in mactufed goods in some EU
states, notably Germany, which has been highlyesstal in expanding its world
share of trade in manufactured goods;

Prices of internationally traded services may Haeen falling faster than the
prices of internationally traded goods. So evahefvolume of internationally
traded services was expanding rapidly, the valubage services in total trade
might show no increase;

For example, across Europe prices for communicaigovices have fallen 21 per
cent since 1996 while the price of household gd@de increased by 11 per cent
(EU Harmonised Index of Consumer Prices, July 20@) the share of services by
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value in total trade could be static or might fallen though the volume of services
was growing rapidly.

The Kok Commission in particular also emphasisedstowdown in the growth of
trade in services within the EU since 2000 andaleethat absolute trade in services
had fallen in 2003. This was seen as clear eviddratdhe internal market process
had stalled and the Services Directive was theeafogently required to restart
progress.

This is an odd conclusion. As we show in more di&ger, product market

regulation across the EU15 fell significantly beénel 998 and 2003 to low levels,
often comparable to the US. It is hard to see h@noaess can possibly stall because
of structural barriers in a period when across Benegulatory restrictions to trade
and competition have been falling rather than iasireg.

A recent OECD paper concluded that for non-manufagg: “the reduction in
regulatory impediments to product market competibetween 1994 and 2004 was
somewhat larger in Euro-area than in other OECD mimigs, to some extent
offsetting their stricter initial policy stance. &ke has been some convergence within
the euro-area, with greater deregulation occurringhe most regulated economies”
(OECD Economics Working paper (2005) 25, p 22).

If trade in services within the EU had stalled hessaof structural barriers, we might
expect trade in services within the EU to grow sigantly slower than trade in
services with the rest of the world. However, sig680 the reverse has been the
case. Comparing 2000 and 2003, trade in servicisnahe EU grew faster than
trade in services with economies outside the EU.

A more plausible explanation is that that we amsraga cyclical response to weak
economic growth and lack of consumer demand withnEuropean Union and
similar weaker trading conditions in the world egoty. The fall in 2003 is hardly
surprising given that this was the worst year fmwgh in Europe for a decade, with
Germany virtually in recession and real wages etsteggnant or even falling in much
of Europe.

TRADE IN SERVICES INSIDE AND OUTSIDE THE EU 2000-2003

Exports (credits) of services 2000 2002 2003 Change  2000-
2003
Current prices Eurobns  Euro bns. Euro bns. percentage
Between EU members (intra 371 415 411 +10.8%
EU)
EU and rest of world (extra EU) 311 336 331 +6.4%
Total trade in services 681 751 741 +8.8%

Note: figures may not sum due to rounding
Source:EU International Trade in ServiceEU Commission 2005.
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Impact of the Directive on FDI

As noted above, a key objective of the Directivibispen up markets by making it
easier for foreign service providers to permanegshablish themselves in other EU
States. This would show up as an increase in Risiment within the EU.

The Commission argues that the amount of FDI ua&ert by service firms is too
low, given their importance in the EU’s economy.akkg the Commission does not
say why, taking it as self-evident that FDI is tow because barriers to entry in EU
service markets are alleged to be significant.

However, according to the Commission’s impact assest paper of 2002, service
sector FDI in 2001 was just over 180 billion eurasnpared with FDI of just over
50 billion euros undertaken by manufacturing conngean

In other words, service industries were responddri@ver 75 per cent of the FDI
undertaken by manufacturing and services combitteid.not clear why this is seen
as low, given services account for just 56 per oéfuropean GDP.

Impact of the Directive on innovation

The Commission argues the Directive will encouragevation through competition
and highlights the importance of service firmsrinavation, measured as investment
in R&D, and in particular highlights the importanaeSME high tech firms

providing IT services.

However, most statistics suggest that while theiselindustries are big users of new
technology, the overwhelming majority of investmanR&D is undertaken by
manufacturing firms. In the UK for example about®0 cent of all private sector
R&D is carried out by the manufacturing sectorhars that has not greatly changed
in a decade.

Moreover, the evidence suggests that IT servictsisector least likely to
experience the restrictions and protections theddive is supposed to sweep away.
The evidence on sector specific barriers is setrontore detail below.

So we remain sceptical that the Directive will hawech impact on innovation as
measured by the share of R&D in GDP. Far more imapbwill be policies to
directly stimulate R&D, promote world-class educatl institutions, and develop
and strengthen university-industry links.

Impact of the Directive on productivity

The past decade has seen productivity growth itvexceed that in Europe, and
much of this is ascribed to productivity growthsiervices. In particular, the US
appears to be more advanced in applying new tecgpan a large scale in
consumer services such as retail.

The Commission believes the Directive would hefgselsome of this gap by
encouraging greater productivity among servicehliwithe EU.

Economics of the Services Directive 11
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Studies suggest that most of the growing gap betweeopean service sector
productivity and US service sector productivitglise to one sector — retailing. And
much of this has come from the so-called “Walmaftéct — the ability to combine
big investments in IT with the opening of big swom greenfield sites.

If this analysis is right, then the Directive isglevant to addressing this part of the
productivity gap. The gap is driven by productivigiowth in big corporations, not
the SMEs the Directive is intended to benefit mddbreover, most of Europe
simply does not have the abundance of undevelgetldnd low population
densities that have made it much easier for largke2JS retailers to exploit the
“Wal-Mart” effect.

Are barriers to trade a significant break on econom ic growth?

The Commission’s 2002 report to Council and Pariatiprepared the way for the
Directive by citing at length the barriers thatrfs might face in the service
industries.

The report highlighted some restrictions that anftice of it are hard to defend. A
restriction on the employment of chimney sweeps evaesof the more unusual, but
arguably less relevant. But the Commission alsddiéws that restrict the number of
opticians per capita of population, requiremenés thedical laboratories could not
inspect samples taken more than 60 kilometres aavay/imitations on the number
of petrol pumps.

Unfortunately, none of this was quantified. Theragées were typically said to exist
in one Member State, but no indication was giveetiér this was, say, Estonia
(employment 0.6 million) or Germany (employmentr8ilion). And much of the
detail appears to have derived from complaints nigdeusinesses in response to
Commission surveys and consultations. Experiemtlea UK tells us that the
volume of complaints about burdens on busineséittlasconnection with the actual
importance of the issue when it comes to investpgFoivth and jobs.

The Copenhagen Study referred to earlier provides more rigorous assessment of
what and where the actual barriers might be. Tidysidentified two sorts of
barriers:

Rent-creating barriers mean that incumbent firnegoaotected from both foreign
and sometimes domestic competition (for exampleglyiring that only a
national of that country can carry out particukanvges). The removal of these
barriers would drive down price by increasing cotiijos.

Cost creating barriers: these barriers include gsige regulatory, legal and
administrative requirements that impose an effedt@viff barrier on new entrants
to the market, especially from other EU States.rTieenoval would improve
efficiency and competitiveness by wasting feweoueses.

The study says that in terms of economic impabtssecond sort of barrier is the
more important.

Trades Union Congress Economics of the Services Directive 12
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The study was unable to undertake a detailed exadmimof barriers in all parts of
the EU service sector. So it looked in detail atahcountancy profession as a proxy
for professional services; at IT services as ayfoxbusiness services; and retail
and wholesale services.

The study’s results show that while barriers wégaificant in the professions, there
were virtually non-existent in IT services and tielely low in the retail sector.

The various barriers are expressed as a tariffvatprit or additional cost that foreign
firms would have to face if they wanted to estdbti'emselves permanently in a
foreign domestic market. Foreign firms today atevesed to face the equivalent of
a 12 per cent tariff in terms of cost creating ieasrin the regulated professions, but
only 0.7 per cent in business services and just byer cent in distribution.

The Directive would sharply reduce the tariff fotry into the regulated professions
to about 2.5 per cent. Tariffs would also be aubélf for business services and
distribution, but because these were small to begimthe change is marginal. This
is shown in the table below.

IMPACT OF THE DIRECTIVE ON COST OF ENTRY FOR FOREIGN FIRMS

Cost-creating barriers Professions Business Service 5 Distribution
Before Directive (estimated) 11.8% 0.7% 1.2%
After Directive (estimated) 2.5% 0.4% 0.5%
Change -9.3% -0.3% -0.7%

Note: all figures tariff equivalent of cost of eptitue to cost creating administrative,
regulatory and legal barriers.

SourceEconomic Assessment of the Barriers to the Intevfeaket for Services
Copenhagen Economics, January 2005, p 18.

Both the Dutch study referred to earlier and thedhtiagen study set out estimates
of potential gains for each Member State. The UKies out ahead in both studies,
mainly because the UK is a significant net expoofegervices and it is assumed we
will gain from the enhanced export opportunitied &DI the Directive is claimed to
deliver.

The comparison of cost-creating barriers suggestrtain difference between the
UK and other major EU economies is in the regulatbthe professions, where the
UK is significantly less restrictive. However, tb& has very similar (low) cost
creating barriers to France and Germany in retallId services. Italy has a slightly
higher cost barrier in retail, but the differenees not great.

Another way of putting it would be to say that imsiness services and distribution,
Germany, France and the UK are already relativpgnao foreign business and in
these sectors the additional impact of the Direditivopening up domestic markets
will be limited. As these economies account ftarge share of EU GDP and
employment, this must cast further doubt on whetinereconomic impact of the
Directive could be as great as some have claimed.

Economics of the Services Directive 13
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COST BARRIERS TO FOREIGN FIRM ENTRY IN MAJOR EUROPE AN

ECONOMIES
Tariff barriers Professions Retailing Business serv ices
UK 7.1% 1.75% 0.7%
France 11.3% 1.1% 0.7%
Germany 12.0% 1.5% 0.7%
Italy 16.2% 2.1% 1.0%

Note: all figures mid point estimates of tariff bar from cost creating admin, regulatory or
legal requirements to foreign firms permanenthablshing in domestic markets.
SourceEconomic Assessment of the Barriers to the Intevfeaket for Services
Copenhagen Economics, January 2005, p 38.

Most studies on regulatory impacts now draw on OR@Iicators of product market
regulation. The indicators should be not be usexlitically — they simply record the
level of regulation, not whether it is justified mot. However, they do allow us to
assess both the level and trend of regulationadyst markets across the OECD.

The latest update by the OECD looks at the periiB1o 2003. This shows that:

Barriers to trade and investment fell from relaiMew levels in 1998 to even
lower levels in 2003 for all EU15 economies;

Barriers to trade and investment in many Europeam@mies are now similar to
and in some cases lower than the United States;

Barriers to entrepreneurship (including administeburdens on start-ups,
transparency of regulation, and barriers to cortipa)iare comparable with or
lower than in the US.

The table below summarises two indicators — ongshuarriers to trade and
investment and the other (taken from the entrepmshép set of indicators) shows
barriers to competition.

The barriers to trade and investment indicatoiirdisishes between “explicit”
barriers to trade and investment and “other” besnehich picks up many of the
sorts of practices the Directive is intended tooeen However, the “other barriers”
indicator generally gives even lower scores. Fample, Italy scores 0.4, France
scores 0.3, the UK and the US 0.2. These diffeenoe not significant.

So whether we take the more general or the momfgpmeasure of regulatory
burdens and barriers in these two areas, it is tuaadgue that Europe today has a
major economic disadvantage in either.

Trades Union Congress Economics of the Services Directive 14
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BARRIERS TO COMPETITION, TRADE AND INVESTMENT IN 20 03 OECD
index score: 0 = lowest barriers, 6 = highest barri  ers

Barriers to Index score Barriers to trade Index score
Competition (ranked) and investment (ranked)
Denmark 17 Poland 24
United States 1.5 Slovak Republic 1.6
France 1.4 Hungary 1.4
Hungary 11 Greece 12
Austria 0.8 Italy 1.1
Belgium 0.6 France 1.0
Netherlands 0.6 Czech Republic 0.9
Italy 0.6 Denmark 0.8
Sweden 0.6 Portugal 0.8
Greece 0.5 Sweden 0.8
Czech Republic 0.5 Luxembourg 0.7
Portugal 0.5 Austria 0.7
Germany 0.5 Netherlands 0.7
Finland 0.4 Spain 0.7

Spain 0.4 Us 0.7
UK 04 Germany 0.6
Poland 0.3 Finland 0.6
Slovak Republic 0.3 Ireland 0.5
Ireland 0.3 UK 0.4
Luxembourg 0.1 Belgium 0.3

Note: The OECD indicator on barriers to trade ang$tment include restrictions on foreign
ownership of shares, discriminatory barriers, agutatory barriers. The OECD indicator on
entrepreneurship includes licence and permits systéhe operation and transparency of
rules and regulation, administrative burdens ori-sfas, sector-specific administrative
burdens, legal barriers and anti-trust exemptions.

SourceProduct Market Regulation in OECD Countries 19982ECO/WKP No.
419 (2005) 6, April 2005 (tables 22 and 23).

The Country of Origin principle

The most controversial element in the proposediGes\Directive is the “Country of
Origin Principle” (sometimes abbreviated as CoQRge Commission saw this as a
key element in the Services Directive, allowingrérto provide services on a
temporary basis in another Member State accoraittiget regulatory requirements of
their home Member State, rather having to compti wie regulations of the
Member State where the service is being provided.

However, the European trade union movement and rotéreys have expressed
strong opposition to this measure, arguing it wauidermine regulatory standards
and basic employment protections.

The UK Government’'s Department of Trade and IngugdTI) has commissioned
Copenhagen Economics to try and separate out th&cinof the CoOP from other
features of the Directive. The findings suggest #taurrent levels of trade, the
CoOP principle will deliver no more than 10 pertcehoverall benefits. The report
says:“The provisions relating to the Country of OriginiRciple account for around
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10 per cent of the total welfare gains from thevi®es Directive (The Economic
Impact of the Country of Origin Principle in thedfrosed Services Directive,
Copenhagen Economies, pbhe CoOP provision in particular would have very
little impact on the claimed job gains from the\ias Directive, primarily because
the claimed economic benefits would come mainlgulgh higher productivity and
lower prices.

The study notes that if trade in services increagsedxample, as a result of changed
firm behavior due to the Directive or some othearae in the EU economy, the
benefits from the CoOP would also be greater. Hawnehe study suggests trade
would have to increase by between 5 and 10 timesdé€0OP could offer strong
economy wide effects. The study also notes thdi duamatic increases are not
likely: “the magnitude of the direct price and cost impat&xisting barriers to
service provision do not provide any indicatiorst@gest that the CoOP will lead to
a radical shift in the average firms’ productioncdamarket behaviotir Thus the
evidence from this study suggests that it is uisgalo expect significant economic
benefits from the CoOP.

The study was not intended to isolate other feataféhe Directive, but the
researchers believe it sheds light on what may dwe important within the
Directive. The study notes that Article 29 on tegulated professions is likely to
have a particular economic importance, as mightesaspects of Article 15 on price
setting. The study concludes by saying thaime articles in the proposed Directive
are likely to be economically more significant thahers”.

We draw two conclusions from this study. Firsthe tvast majority of claimed
economic benefits, especially the gains in jobs,isdependent of the Country of
Origin Principle. Secondly, it further questions theed for a wide-ranging Directive
as opposed to the more targeted measures set Aritdle 29 on professional
services.

What do firms feel are the real barriers to trade?

Many firms across Europe replied to the Commissimmsultation on potential and
actual barriers to trade in services. The Commiissiearly sees such views as very
important in justifying the current Services Diliget

However, a more recent in-depth study of 38 UK §iloy PriceWaterhouse Coopers
(PwC) for the DTI suggests that regulatory barregesnot a major impediment to
either establishment or cross-border provisioreofises. The study focused on
firms that had either recently established or piegliservices without establishment
to at least one of six other member States.

In terms of establishment, the study concluded ttwaterall, the barriers which
appeared to have the most impact on the case fitatyin terms of their
willingness to establish in new EU markets andrteetcess in doing so were
natural ones, such as business culture and languégepact of the proposed EU
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Directive on Services in the Internal Market: cakalies of UK businesses, final
report, August 2005, PwC, para 13, p4).

In other words, the economics of establishmentlaxen by factors such as
language, culture and economies of scale for wthielDirective is irrelevant. The
study concludedipolicy related barriers, whether covered by theBees Directive
or not, were rarely seen as changing the econoofiestablishing an office. While
often costly and time consuming, they tended &eba as irritants, rather than the
key factor in decision-making and/or success.”

The study also found that a barrier to establistimers the need to be assured there
were sufficient economies of scale to make oversstablishment worthwhile.

Firms faced significant start up costs in termkeaing new offices, hiring staff, and
developing client bases and contacts and thesefitigt start up costs could only be
justified if the firm was confident a sufficient nkat existed. The study noted that
“overseas offices needed critical mass to be phiétand this was often difficult for
smaller firms” (paragraph 10, p4As a result, smaller firms were far more likely to
see provision of services without establishmera &8 more cheaper and flexible
way of developing business with the rest of the EU.

In terms of cross-border provision of services wtthestablishment, the study found
that “case study firms reported encountering few barriershe provision of services
within the EU which would be reduced by the Sesvidiective...Natural barriers,
particularly those related to culture, were the insignificant barriers faced by

firms seeking to provide services elsewhere irEltigin some cases, these issues
had been strong enough to prevent firms providargises successfully

Impact of the Directive on SMEs

The Commission’s arguments give a lot of weighthwrestrictions faced by SMEs,
and this is a sector the Commission feels will fiengost. The Commission notes
that US firms are on average bigger than EU firmdsthat US small firms appear to
grow faster, on average, than European small firms.

However, if Europe were to fully replicate the Uernal market we would expect
the number of SMEs in Europe to rapidly shrink. THis a big firm economy
where economies of scale matter. It has a lowaresbf employment in SMEs than
Europe and one of the lowest self-employment riatédse OECD.

The PwC study quoted above confirms that crossdsqrbvision of services can be
a more viable option than establishment to enabller firms to export services to
other Member States. However, as noted abovesttitly makes it clear that the
main barriers faced by smaller firms (and othes)ross-border provision of
services are cultural barriers, which the Servigiesctive would not address. This
does not substantiate the claims that the Diregtilldoring significant benefits to
SMEs.
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Economics of the Services Directive

The benefits of regulation

As we noted earlier, much of the conventional ecaicanalysis assumes all
regulation is bad and therefore less of it is ieh#ly a good thing and will result in
higher growth and more jobs. This is a one-sidegvthat fails to take into account
the potential benefits of regulation. Setting hagid consistent standards can
encourage competition on the basis of innovatiah@onductivity, rather than cost-
cutting and poor quality provision. Moreover, regions can have a good economic
and social reason for them, for example, most govents tightly control gambling
activity and set tough requirements for firms ergghim services with significant
environmental, legal or public health implications.

Conclusions

The economic case for the Directive has not beatemais disproportionate to the
problem it is trying to address. The claimed wideonomic impacts are overstated.

Moreover, the time and effort spent on the Direiivits current form has been a
distraction from progressing more targeted meadoreacourage trade and
investment and in following up the constructiveasgén the Kok Commission report
on developing an EU wide “knowledge economy.”

The key points from our assessment are:

- The EU as a whole is already the world’s most cditipe economy in
internationally traded services;

- The internal market process has not stalled. Towdsbwn in trade in services
since 2000 is because of macro-economic factors;

Product market regulation has fallen significamlall EU economies have the
past five years, and today is at low levels;

In most of the areas the Directive is trying torasg overall regulatory severity is
at or close to that of the US;

- The significant cost barriers to foreign entry onekstic services are primarily
among the business professions: barriers are geryn retail and almost non-
existent in business services;

- Almost all the claimed economic gains, especiallysj can be delivered without
the Country of Origin Principle;

- The Directive is irrelevant to the real barriergestablishment of service providers
— the “natural” barriers of language and culturd #re need for economies of
scale in overseas markets before establishmentrigcprofitable;

- The potential benefits — both economic and socil regulation and restriction
have not been taken into account.

Europe no longer has a general problem with exeegsoduct market regulation.
The specific issues that remain should be addrébsedgh less sweeping solution
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through sector agreements, harmonization of quoatifins and standards, and action
at national level.
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