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Introduction

Policy makers in developing countries share a concern about the liberalisation of trade and investment in services.  Their concern is that liberalisation would lead to large scale foreign entry and establishment, with the consequence of political resistance to change in the expectation of this result.
One response to this concern is to note that in fact liberalisation can lead to a larger local sector, rather than a smaller one.  Liberalisation often means the removal of barriers to entry, by both local and foreign suppliers.  As a consequence, reform leads to entry and increased employment and output, though incumbent suppliers may lose their position.  The political economy of services reform, this suggests, will be more complex than for goods market liberalisations.  There is not an automatic alliance between the owners of domestic businesses and their workers.
Another response is to explore the long run consequences of foreign entry and establishment, for the competitiveness of other industries.  A liberalised service sector provides lower costs or higher quality services to its customers who themselves may be exporters.  Many users of ‘producer services’ are other services firms, for example, data processing businesses consuming telecommunications services.  The foreign owned establishments may themselves become exporters of services back to their home country or to third countries.
China and India provide some natural experiments in which to observe the effects of reform and of large scale FDI inflow.  In both economies, although at different points of time, a series of reforms in the services sector was begun.  Both economies have also experienced periods of rapid growth of FDI in the service sector.  

In this paper we aim to explore firstly the connections between the policy reform and the FDI inflow, and second to identify some of the longer term consequences of that FDI inflow, for trade in services in particular.  We are interested in the longer term impacts on both exports and imports of services.  Other studies have examined the links between FDI inflows and economic growth (see Chakraborty and Nunnenkamp (2006) for example) but our interest here is the relationship between FDI flows and trade.
In the next section, we begin with an outline of the scope and nature of trade and investment in services.  We then comment on the likely links between reforms, capital flows and trade flows.  We then outline the scope of policy reform in both China and India, and then we review the recent trends in FDI and trade flows.  The subsequent sections report data on FDI and trade flows, and discuss the empirical significant of the linkages in the Indian data.  We conclude with some final remarks on the significance of the results.  
Trade and Investment in Services

Services are delivered face to face, which means that trade in services often takes place via the movement of primary factors of production (people or capital) or via other technologies which substitute for factor movement, such as direct connections through telecommunications and the internet.  Consumers might also move to buy services at the place of their production.  The options therefore include the following:
· Services are may be traded ‘cross-border’, and because they are intangible, this often occurs over the internet (Mode 1)

· The consumer may move temporarily to the producer’s economy (‘consumption abroad’ (Mode 2)

· Services may be delivered via a permanent ‘commercial presence’, that is, foreign direct investment (Mode 3)

· The producer may move temporarily to the consumer’s economy (the ‘movement of natural persons’, as distinct from the movement of corporate or other legal entities, also called Mode 4)

Transactions in Modes 1 and 2 are captured in Balance of Payments data on trade in services, while the modes involving the movement of factors of production are captured in the income flows in the Balance of Payments.

Suppose initially that there are two economies who may be trading services but without the movement of capital.  Their transactions in services are restricted to Modes 1, 2 and 4.  At home however, services are being sold face to face from local establishments.  

As experience develops or human capital becomes better endowed so that international competitiveness increases in this services activity, then the country’s services businesses may decide to establish offshore in order to deliver services in that mode as well.   This assumes the factor of production which is supporting their competitiveness is internationally mobile.  

Alternatively, they move offshore as they lose competitiveness at home (eg with rising wages as development proceeds) in the traditional modes of supply from that base and they seek lower cost locations from which to provide services, while maintaining control of the key assets on which their competitiveness is based.

A third reason for relocation is that the host country reduces impediments to foreign establishment, eg relaxing rules on a licensing system which previously stopped foreign firms from setting up in the local market.  

Once established offshore the foreign firms are able to sell their services face to face to local consumers (perhaps those who previously they supplied from a distance or who came to them for services), in competition with deliveries in other modes from competitor suppliers in other countries and in the same mode from local suppliers.   The FDI flow may reduce the imports of services in other modes.
However, there is also the option for the newly established firms to export services from their new base, in either modes 1 or 2.  Consumers, even from their home country (as in the case of hotels for example) could come to them to consume their services.  Or they could sell services across the internet from their new base (eg architectural firms).   Their arrival in the host country as a result will eventually increase the exports of services in these modes.

These comments suggest a sequence of events in which either developments in the home country of the foreign investor or the host country trigger an FDI flow, which subsequently leads to growth in trade in exports of the same services in other modes while reducing imports of the same services in other modes.   If the developments are associated with shifts in comparative advantage then this evolution may be observed in a steady manner.  If the developments that trigger the FDI flow are associated with policy changes, the initial shift in FDI could be quite large, and represent a structural shift in the data series that might be observed.  The further consequence would be a more rapid acceleration of services exports in subsequent periods.

So far these comments have concentrated on the links between FDI flows and services exports and imports in the same sectors in which the FDI is located.  There might also be expected to be a link with imports of services in other sectors.  The program of liberalisation that applies to services, especially if simultaneously applied to many sectors, might be expected to open the host economy to trade in services in other modes.  That is, not only might the reform attract FDI inflow but also imports of services in other sectors in other modes.   The host economy is more likely to be successful in attracting FDI in sectors in which it is competitive.  The arrival of that capital will draw resources from other services activities, driving a more intensive degree of specialisation in the sector.  Thus at the same time as FDI inflow leads to a growth of services exports, it is also expected to be associated with growth of services imports.  The two-way trade in services in other words is likely to be observed to grow.

While there is a strong expectation of growth in both exports and imports of services following an FDI inflow, the net effect of the inflow of FDI on the apparent net trade balance in services is difficult to predict.   

An advantage of the focus on China and India is that both economies undertook significant reform of their services sectors,  as explained in the next section.  Once we confirm the timing of these reforms, we can check the data series available for effects on FDI and trade flows, and effects on the balance of trade in services.
Policy Reform

China made substantial commitments to liberalisation of the service sector in the WTO accession in 2001.
  Mattoo (2001) reports a comparison of the extent of China’s commitments based on a representative sample of service sectors as defined in the GATS.  The comparison includes all four modes of supply for these sectors (that is, cross-border supply, consumption abroad, commercial presence, and the presence of natural persons).  The comparison of commitments includes consideration of commitments to market access and national treatment.  

Market access in the GATS is defined in terms of types of policy which are prohibited, and by illustration of a number of limitations – on the number of suppliers, on the value of service transactions or assets, the number of operations or the quantity of output, the number of people that can be employed, and measures which restrict the type of legal entity which might be used to supply the service.  These are measures affecting access to the market by both domestic and foreign suppliers.  There is also reference under the market access provision to limitation of participation of foreign capital.  The national treatment provision of the GATS requires that Members accord suppliers of other Members treatment no less favourable that accorded to its ‘own like services and service suppliers” (Article XVII).  Commitments only apply in sectors which are scheduled and in any such sector limitations on either market access or national treatment in each mode of supply can be recorded.

China at the time of accession made at least partial market access commitments of some kind in nearly all sectors sampled in the work reported by Mattoo for all modes (although less so for cross border supply).  But if focus is the point in time when all the commitments are implemented (seven years after accession) then according to Mattoo the extent of China’s commitments is “much higher than the commitments offered in the Uruguay Round by any other group of countries (including high income countries)”.  The extent of commitments to full liberalisation was also higher than that of any other group of developing economies.

A further important component of China’s commitments is the provision in its commitments to full national treatment.  These are also wider (covering more sectors) and deeper (that is, fewer limitations are recorded) than those of all other country groups.

Mattoo reviews the nature of the restrictions that remain in China’s service sector.  He observes that China has adopted the standard commitments on the movement of natural persons, that is, entry is only guaranteed for managers or specialists (either intra-corporate transfers or people employed by foreign invested enterprises) or services salespersons on business visits.  There is no commitment to other types of movement of natural persons, such as unskilled labour or movement of people which is not linked to a commercial presence.  Mattoo notes that restrictions imposed include rules on the form of establishment, on geographic scope, and on business scope.  There might also be other regulatory requirements, such as a rule requiring a foreign establishment to have a certain amount of assets.

India’s reforms in services began earlier than in China.  Ahluwalia (2002) reviews the program of gradual reform, dating from the response to the economic crisis of 1991.   Most important for services was the relaxation of controls on foreign investment, although banks, insurance companies, telecommunications and airlines were among sectors excluded from the sectors where full or majority foreign ownership was possible.  The Foreign Investment Promotion Board however ‘established a track record of speedy decisions’ (p. 75) where approval was required.  
Ahluwalia reports good results from reform in telecommunications, more work to be done in civil aviation and ports, some progress in banking but still a large government ownership share in that sector, some more recent reform in insurance, disappointment in electric power, some private participation in road building but railways remains ‘untouched’. 

FDI flows

China’s services FDI inflows are shown in Figure 1.  The impact of WTO accession is apparent in the rise in inflows to $US14b in 2002, but even before then inflows were significant, perhaps in expectation of accession.  Inflows have since fallen back to their 2001 level.   The service sector accounts for about 30% of the total FDI inflow.
Figure 1
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Source: MOFCOM, China, financial services not included.

As noted in the chart, these data do not include foreign investment in the banking or financial services sector.  These inflows vary from year to year.  Estimates are that the total assets of foreign banks increased from $US12b at the end of 1994 to $US88b by the end of 2005, an average increase of about $US7b a year. MofCom data suggests that in 2005 the FDI inflow to financial services was $US12b and in 2006 there were12 new enterprises established in the financial services sector utilising $US6.5b of FDI.  The more rapid inflow of FDI in financial services corresponds to the timing of implementation of China’s WTO commitments on financial services.
China’s FDI inflows other than in the financial sector are concentrated in real estate (which is included in the services data and which accounts in some years for nearly half the total) as well as water transport, construction, hotels, retailing, computer services (according to MofCom data).
Figure 2 shows FDI inflows in the Indian services sector.   A striking structural change is evident from 2005.  The month of December 2006 alone accounts for 70b Rupees, more than twice of any of previous year.   Also the services share of the stock of foreign investment doubled between 2000 and 2006, rising to 24% (according to various issues of the SIA newsletter).  
The lags (compared to the apparent linkages in China) between policy reform in India and the apparent significant response of the FDI flows in recent years is a topic for further work. 
Figure 2
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Source: Ministry of Finance, India

In terms of composition, Chakraborty and Nunnenkamp (2006) note that inflows of FDI are concentrated in the category of ‘other services’ which they expect is information and communications services.   They report data in which telecommunications accounts for 60% of approvals in the period 1991 to 2000 and that computer services and financing, insurance, real estate and business services accounted for 30% of inflows in the period 2002/03 to 2004/05.

Trade in Services
Our interest is the linkage between trade and FDI flows in services, in absolute terms and in terms of the trade balance.  Figures 3 and 4 show services exports and imports of China and India respectively.  Both countries’ services trade have demonstrated exponential growth in their services export and services import series.  Thus reform of services in both countries is associated with growth of two-way trade in services.  
India’s exports of services were led by exports of IT related services and business processing activity.  Services exports growth accelerated after 1998.  According to India’s Balance of Payments data (which offers a longer time series than the WDI data), the composition of services exports has also changed, with software related activities accounting for over half by 2005-06 compared to about 22% in 1993-94 and miscellaneous services which includes IT rising from 44% to 75%.  The share of travel and transportation in services export fell from over half in 1990-91 to a third in 2005-06.

The structure of services trade is different in China, where transport and tourism account for about half of the services exports (according to data from the SAFE).  ‘Other’ commercial services is the other major item.  Tourism earns a surplus and transport a deficit.  Rapidly growing sectors are film/AV services and also construction. 
Figures 5 and 6 show the net trade balances for each country.

Figure 3
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Source: World Development Indicators, World Bank
Figure 4
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Source: World Development Indicators, World Bank (the WDI data for India are not available beyond 2003)
Figure 5
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Figure 6
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Both experienced negative and declining net services trade for around one and half decades. But India’s net services trade reached its bottom in 1996 and started to improve after that while China still seems to be in the declining phase (although 2005 marks a turnaround).
In order to follow the improvement of services trade balance in India, we obtained quarterly balance of payments data from Reserve Bank of India. 
Figure 7
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Source: Quarterly balance of payments, Reserve Bank of India.

Caution is due when we look across different data sources since services trade may include or exclude certain items across different data sources. Our interest is not to compare the value recorded by two different data sources. Rather we are interested in whether both data sources documented similar improvement of services trade balance from the late 1990s to present time. According to Figure 7, the improvement in India’s services trade balance continued in the quarterly series. 
Empirical Analysis
Our earlier theoretical analysis has indicated FDI in services can generate both an increase in services exports and an increase in services imports. However, based on theoretical analysis alone, it remains difficult to predict how FDI in services affect the net balance of services trade. Thus we turn to empirical analysis to settle this question.  

Given that both China and India’s policy reforms in the services sector are relatively recent (within the last twenty years), data is relatively scarce in FDI in services in both countries. At present the only suitable data for our time series analysis is India’s quarterly series of FDI in services and services trade balance from second quarter of 1999 to first quarter of 2006. 

We want to see how FDI in service effects the services trade balance, probably with some delay time. This task can be performed using a transfer function model, which measures how the input series (lead series) affects the output series with a possible delay. It can be represented as 
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where A(L), B(L) and C(L) are polynomials of the lag operator.
According to Box, Jenkins and Reinsel (1994) this equation is simply the difference equation representation of an infinite distributed lag model of the form
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The problem with the infinite distributed lag model is that it is not readily identifiable. The transfer function representation, however, facilitates a procedure to identify a parsimonious parameterization of the infinite distributed lag model. 
Before we can estimate a transfer function model, we have to check for stationarity for our series. The results of Augmented Dickey Fuller unit root test are reported below:

	Series
	Test-statistic
	1% crit. Value
	5% crit. value
	10% crit. value

	FDI in services
	-3.491
	-3.743
	-2.997
	-2.629

	Net serv. trade 
	-0.175
	-3.743
	-2.997
	-2.629


From the above test we conclude that the FDI in services series is stationary but the services trade balance series is non-stationary. Therefore we differenced the services trade balance series to continue our analysis. The differenced series is simply the changes in service trade balance.
At the pre-whitening stage of model estimation, we found FDI in services series can be regarded as white noise using the Ljung Box Q test. Hence there is no pre-whitening performed for the input series and consequently no filtering performed for the output series. A variety of models were estimated and we selected our final model based on the principles of parameter significance, parsimony and the final residuals being white noise:
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The economic interpretation of the estimated transfer function model is straight forward: each Rupee of FDI in services will impact the changes in services trade balance by 0.205 Rupees with a delay of 3 quarters.  Because the impact is on the change and not on the level of services trade balance, it means that the services trade balance will increase permanently by 0.205 Rupees for all the quarters after the initial 3 quarters delay.
Conclusion
We discussed the linkages between policy reform, FDI inflow and trade flows in the services sector.  Our expectation was for positive linkages between reform and FDI inflow, followed by a positive feedback onto both services exports and imports.   We observe in China and India the growth of both services exports and imports across periods of services sector reform, that is, a growth in two-way trade is associated with the policy changes.
The effect on the net trade balance in services was uncertain and remained an empirical question.  A preliminary empirical analysis using Indian quarterly data found a positive link, that is, FDI inflow is linked to an improvement in the net services balance with a three quarter lag. 
As noted in the introduction, there is concern among policy makers about the impact of reform on services trade and FDI flows, and their implications for domestic firms.  Not only is the political economy of services reform complicated by the various effects of opening domestic markets, but also we suggested that the FDI inflow would add to the competitiveness of its host sector and possibly other export sectors as well.  This would lead to further adjustment within the services sector.  These effects were the basis of our expectations of links between FDI and trade flows.  
The apparent linkages we find in the descriptive analysis and the statistically significant result we find in the Indian data suggest these linkages are worthy of further attention by researchers.  They are also worthy of further attention by policy makers when they consider their position on commitments on mode 3 in services trade negotiations and also their requests for market access for their exports in modes 1 and 2.  The latter requests would be supported by current, or noted by prospective, foreign investors who are focussed on exports as well as the domestic market sales in the host economy.
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�  This review of China’s accession commitments on services is based on text in Pangestu and Findlay


� 	For further detail of China’s sectoral commitments in relation to commercial establishment in the services sector, and the treatment of foreign suppliers, see Chen (2002).  Mattoo (2001) also provides details on commitments by sector.


�  A summary of India’s services sector reforms is available at � HYPERLINK "http://www.indicus.net/fileadmin/Studies/Service_sector_reforms.pdf" ��http://www.indicus.net/fileadmin/Studies/Service_sector_reforms.pdf� 
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