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ERVICES HAVE LONG BEEN REGARDED AS ESSENTIALLY NONTRADABLE ACROSS INTERNATIONAL

borders, while goods are thought of as the things we trade. But this outdated
view of trade is changing due to ongoing technological progress — particularly,
the information and communications technology revolution — and a better under-
standing of the important role services play in manufacturing activities and the
overall economy. Changing production practices, featuring the growth of global
value chains (GVCs), further underscore the significance of the services that link
firms’ geographically dispersed activities, including transportation, communica-
tions, logistics and finance (Jones and Kierzkowski 2001). Indeed, these services
links are so crucial that, without them, GVCs would not exist.

Services also matter because they now account for the vast majority of
employment and output in advanced economies. The efficiency of the services sector
is thus a crucial determinant of an economy’s overall competitiveness. Moreover, as
recent research suggests, a country’s export competitiveness increasingly depends on
its ability to import services easily (Nordéds and Rouzet 2015). If this is the case, there
are potentially large gains from better aligning services regulations to the realities
of today’s global business environment. The next stage of the industrial revolution
will likely be a services revolution as the distinction between goods and services
dissolves, as anticipated by the “Internet of things” or the “industrial Internet” (see
Evans and Annunziata 2012). In this new paradigm, industrial production is widely
expected to rely increasingly on intelligent devices, networked sensors, big data ana-
lytics and machine learning. As a consequence, digitally enabled products, processes
and services increasingly will be combined. Countries that adopt policies to facilitate
the seamless provision of services across international borders stand to benefit most

from these developments and new business models.
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The Importance of Services to the Canadian Economy

N 2015, CANADA EXPORTED APPROXIMATELY $99 BILLION AND IMPORTED $123 BILLION

worth of services, representing 5.0 and 6.2 percent of its gross domestic prod-
uct (GDP), respectively.! The country’s largest services trading partner by far is
the United States (with 56 percent of Canada’s total services trade in 2014); in
second place is the United Kingdom (with 5.6 percent).?

Services still represent only 16 percent of Canada’s gross exports, but 45
percent of the total when measured by value added, as in the Trade in Value
Added (TiVA) database compiled by the Organisation for Economic Co-operation
and Development (OECD) and the World Trade Organization (WTO) (see figure
1). Put differently, of every $100 worth of products Canada exports, roughly $45,
on average, goes to services activities. The value-added share is so much larger
than the share measured in gross export terms because many services are embod-
ied in goods that are exported. Services also represent almost half of Canadian
foreign direct investment (FDI) inflows, and contribute more than three-quarters

of the country’s GDP and more than four-fifths of its total employment. Canada’s

Figure 1
Share of services by selected economic measures, Canada and the OECD, 2015
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economy is, in fact, more services-intensive, in terms of services’ share of both
employment and output, than the OECD average, but below the OECD average
in services’ share of total exports, partly reflecting the higher share of mining
products — which have a relatively low services content — in Canada’s exports
(see OECD 2015).

The contribution of services to Canada’s manufacturing exports varies
by industry, with distribution services — which include wholesale and retail
trade — generating the most value added,’ with business services coming second
(figure 2). Transportation, storage and telecommunication, and finance and insur-
ance also account for significant shares of the services value added embodied in
Canadian manufacturing exports. Between 1995 and 2011, the services share

increased in every manufacturing export industry except textiles and apparel.

Figure 2
Share of services valued added in manufacturing exports, by industry and type of
service, Canada, 2011
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Services also create value and spur innovation. Increasingly, research and
development (R&D) and design activities at the beginning of the value chain are
being outsourced (or sent offshore), becoming services inputs in GVCs. For R&D
conducted inhouse (or onshore), services such as training and education help to
create and maintain essential human capital. Skills improvement, consulting ser-
vices and other types of business services help increase the productivity of firms at
any stage. Product innovation is another important part of the story, as more firms
develop value added by bundling goods and services together. Customer servi-
ces are an integral part of this strategy to add value. Instead of selling products
alone, firms increasingly “sell solutions” for their customers’ unique problems.
Interactions between producers and customers increase customization, and these

tailored solutions enhance productivity and contribute to economic growth.
The Relative Restrictiveness of Canada’s Services Trade Policy

IVEN THE GROWING IMPORTANCE OF SERVICES, IT 1S UNFORTUNATE THAT COUN-
GTRIES maintain significant barriers to the international trade in services.
Particularly in the wake of a painfully slow global economic recovery, reforming
services markets could be an important contributor to enhancing growth. To that
end, OECD research has focused on identifying services trade barriers and assess-
ing the potential gains from reforms. The OECD’s Services Trade Restrictiveness
Index (STRI) is based on a verified and peer-reviewed regulatory database,
compiled from laws and regulations currently in place in the 34 OECD member
countries, plus Brazil, China, Colombia, India, Indonesia, Latvia, Russia and
South Africa. Using this database, the OECD identifies five forms of restrictions
on services trade: restrictions on foreign entry; restrictions on the movement of
people; barriers to competition; regulatory transparency; and other discrimina-
tory measures. A domestic market completely open to foreign trade and invest-
ment would score zero by this system; a market completely closed to foreign
services providers would score 1. Importantly, the STRI database is measured on
a most-favoured-nation (MFN) basis, and does not take preferential trade agree-
ments into account (for details, see Geloso Grosso et al. 2015).

The STRI allows trade negotiators to clarify the restrictions that most
impede trade, growth and employment, and businesses to be aware of the require-
ments they must comply with to enter foreign markets. In all OECD countries and
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Figure 3
Services Trade Restrictiveness Index, by country, 2015
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Source: OECD, Services Trade Restrictiveness Index database.

in major emerging economies, services regulations include a variety of measures
that restrict trade (OECD 2014). Some explicitly discriminate to protect domestic
services providers; others have negative unintended consequences on trade simply
because they were not designed for the interconnected world in which we now
live. Figure 3 provides an STRI value for each country in 2015, using a simple
average over industries that does not account for their relative importance in each
country’s economy. The least restrictive economies among the 42 in the STRI with
respect to services trade are Latvia, the Netherlands, Japan, Colombia and Ireland,
while the most restrictive are the major emerging economies; Canada places near
the middle of the pack, ranking 25th, similar to European countries such as
Norway, Finland and Italy, and just slightly behind the United States (see figure 3).

Canada’s Services Trade Policy Restrictiveness by Sector
ITHIN COUNTRIES, THE RESTRICTIVENESS OF SERVICES TRADE VARIES SIGNIFICANTLY

by sector. Canada’s STRI score is lower — that is, less restrictive — than
the averages in the 42 countries in the database in 15 out of 22 services sectors
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Figure 4
Services Trade Restrictiveness Index, by sector and policy area, Canada, 2015
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Source: OECD, Services Trade Restrictiveness Index database.
Note: Air transport and road freight cover only commercial establishments (with accompanying movement of people).

(see figure 4). Most of Canada’s reported barriers deal with foreign entry and the
treatment of foreign investment. In all sectors of the economy, at least 25 percent
of the board members of corporations must be Canadian residents or citizens. In
addition, in sectors to which the Investment Canada Act applies, investments are
subject to screening — whereby foreign investors acquiring Canadian businesses
that are valued above established thresholds must show likely net benefits to
Canada. Higher levels of restrictiveness are found in sectors where the investment
regime is less trade friendly. For instance, air transport is Canada’s most restricted
sector, mostly due to the foreign investment regime, which restricts foreign equity
control to less than 25 percent of voting shares for airlines operating in domestic

and international airways.



The Restrictiveness of Canada's Services Trade Policy in an International Context 7

The STRI database also records restrictions on the movement of people.
Canada maintains labour market tests for contractual services providers and
independent services suppliers. Compared with other countries, however,
Canada has a rather open trade regime for foreign professionals — particularly
in legal and engineering services, where there are no nationality or residency
requirements and where a transparent and competency-based system is in place
to recognize equivalent education degrees. Canada also scores as comparatively
less restrictive in accounting.

Canada generally does not impose discriminatory taxes and subsidies, so
there are fewer measures reported in the “other discriminatory measures” cat-
egory. Examples are found in audio-visual sector, where discriminatory subsidies
and tax breaks apply that are subject to cultural tests.* Canada’s services regula-
tions generally allow for competition, so the country also has low scores in the
“barriers to competition” category, with exceptions in sectors with at least one
major state-owned enterprise, such as air and rail transport, broadcasting, and
postal and courier services. Finally, since its regulations are generally transparent
and grant due process to foreign providers — through, for example, appeal pro-
cedures — Canada also scores well in the policy area of regulatory transparency.

The prevalence of barriers to trade in services related to investment is a
concern, considering the key role investment plays in Canada’s job creation and
economic growth and the fact that almost half of its inward FDI is in services,
with the potential for positive spillovers from such trade flows (Havranek and
Irsova 2011).

While Canada performs relatively well in regulated industries and has few
barriers to competition compared to other countries, it is important to continue
adjusting services regulations to reflect the evolving business environment. Telecoms
and distribution services, in particular, are at the forefront of new technological
advancements and these sectors are where Canada performs less well.

Compared with its largest trading partner, the United States, Canada
scores as slightly more restrictive overall in services trade. This is particularly true
in motion pictures and broadcasting, telecoms and wholesale and retail trade.
Alternatively, Canada is less restrictive than the United States in sectors such
as engineering, insurance, maritime transportation and the logistics subsectors.
Within the European Union, restrictiveness varies considerably, with some
members, such as the Netherlands and Ireland, among the least trade restrictive
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and others, such as Poland and Austria, among the most restrictive. On average,
Canada is more restrictive than EU countries in sectors such as broadcasting,
telecoms, courier services, and wholesale and retail trade. Canada is, however,
significantly less restrictive than the average EU economy in professional services
— particularly, as noted, legal and engineering services. The values for Canada
and the EU as a whole are close for financial and transport services — but again
the average for the EU hides the heterogeneity of EU services markets when it

comes to the treatment of non-EU companies.
Implications for Services Trade Negotiations

ACOMPREHENSIVE KNOWLEDGE OF THE REGULATIONS THAT AFFECT TRADE IN SERVICES
can help to better understand trade negotiations that are underway and the
opportunities for further liberalization. Most trade agreements, starting with the
WTO General Agreement on Trade in Services (GATS), include guarantees that
there will be no change in the trade regime for foreign services suppliers. Indeed,
countries typically now have significantly less restrictive services trade policies
than are required by their GATS commitments. (This is expected since over two
decades have passed since 1995, when these commitments came into force for
many countries in the database.)

Figure 5 shows the difference between the level of restrictiveness according
to laws and regulations currently in force (as estimated by the STRI) in 15 sectors
and commitments to openness in those sectors under the GATS. This gap is some-
times referred to as the “water” in the GATS. For each bar in figure 5, the lower
part shows the average STRIs (for 15 sectors in each country based on the indices
released in 2013), while the top part accounts for the “water” in the GATS (the
difference with the full bar that measures the average restrictiveness of the same
15 sectors when the STRIs are calculated according to the GATS schedules). The
figure shows that simply committing to the openness already in place in services
trade, without any further reforms, would considerably increase certainty in the
business environment for services on the part of both suppliers and customers.

Figure 5 does not show, however, the extent to which the “water” in the
GATS has already been reduced through regional trade agreements not covered
in the STRI. Canada, in particular, has a high share of its bilateral trade within

the North American Free Trade Agreement, which includes extensive services
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Figure 5
“Water”" in the GATS: Services trade restrictiveness (STRI), current regulations versus
World Trade Organization commitments, 15-sector average,” by country, 2013

0.8

0.7

0.6

0.5

0.4

0.3

0.2

0.1

India

Indonesia
Israel
Italy

Japan
Spain
Sweden
Switzerland

China
South Korea

Brazil
Canada
Chile
Czech Republic
France
Germany
Iceland
Ireland
Russia
Slovakia
Turkey

Mexico
United Kingdom

Australia
Austria
Belgium
Denmark
Estonia
Finland
Greece
Hungary
Luxembourg
Netherlands
New Zealand
Norway
Poland
Portugal
Slovenia
South Africa
United States

W Average STRI Average “water” in the GATS

Source: OECD, Services Trade Restrictiveness Index database, 2013.

' The gap between the level of restrictiveness currently in force and the commitments to openness in those sectors
under the GATS is sometimes referred to as the "water.”

*The 15 sectors are broadcasting, motion pictures, sound recording, construction, courier, computer, distribution,
accounting, architecture, engineering, legal, telecom, maritime transport, rail freight transport and road freight transport.

commitments (Miroudot, Sauvage and Sudreau 2010). The recently signed
Comprehensive Economic Trade Agreement between Canada and the European
Union also includes such commitments, particularly in financial services, tele-
communications and maritime transport. Such agreements, however, generally
do not modify the applied services trade regime, as compiled by the STRI. The
Trans-Pacific Partnership includes very limited actual liberalization in services
trade (Ciuirak, Dadkhah and Xiao 2016): Canada has pledged to create a less
restrictive trade regime for commercial banking and insurance services; in return,
it gets more open markets for insurance services in Australia and the United States
and for commercial banking in New Zealand, but the agreement only binds the

existing regime when it comes to Japan.
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At the same time, research suggests that trade costs for services providers
do not differ significantly in or outside a regional trade agreement (Miroudot and
Shepherd 2014). Except for mechanisms such as the mutual recognition of quali-
fications, it is generally difficult to discriminate among partners when dealing with
behind-the-border trade barriers. As a consequence, regional trade agreements gen-
erally have not until recently been preferential in the services sectors. So, although
such agreements can bring benefits by locking in policy reforms, they are seldom
the cause of reforms. This again suggests that services liberalization starts at home.
There is no need to wait for progress in multilateral or regional trade negotiations to
improve the efficiency of the services sectors. It would be better for Canada to reduce
its services trade barriers itself and, in the process, promote growth by spurring trade
in services and goods sectors and GVCs more broadly.

Of course, services trade barriers also reduce imports in the restricted sec-
tor, which shields some local services providers from competition, but these same
restrictions, in turn, also significantly reduce local firms’ competitiveness in inter-
national markets. Research based on the STRI suggests that the effect of removing
barriers to trade in services is twice as large for imports as for exports (Nordas
and Rouzet 2015). One reason is that services trade barriers reduce competition
in local markets, which weakens incentives for domestic firms to innovate and
explore new foreign markets. In addition, barriers to imports create extra costs for

exporters who rely on imported services inputs.
Conclusions

HE EMERGENCE OF GLOBAL VALUE CHAINS, THE INCREASING ROLE OF SERVICES AS

drivers of productivity and new evidence on services trade embodied in
goods all put new emphasis on services policy reforms. Like all OECD countries,
Canada maintains services sector restrictions that inhibit international trade,
ranking around the middle of the pack. Overall, it tends to have a relatively
lower level of restrictions in most sectors, particularly in legal, accounting and
engineering services. Canada continues, however, to maintain significant barriers
in air transportation, broadcasting, courier, telecom, construction, wholesale and
retail trade and motion pictures. Canada could further enhance the efficiency of
its economy by prioritizing reforms that increase competition in these services

sectors, particularly those that are essential inputs for other industries.
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Case studies highlight just how broad a range of service activities is need-
ed to be globally competitive, with companies operating across borders needing
access to between 40 and 50 different types of service inputs (Sweden 2012,
2013). Well-targeted reforms for essential inputs — including R&D, transport,
logistics, finance, and information and communications technology support —
would therefore have positive spillovers felt throughout the economy. Finally,
Canada — and other countries — should commit itself in international agree-
ments to the services trade openess already in practice, which is more liberal than
are the GATS commitments. In this way, the legal regime for services trade would
better reflect the actual trading regime.
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