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Foreword

While the importance of services in the economy liesn acknowledged, the sector doesn’t
feature adequately in research on growth and dpredat. Economic history in fact contends

that growth in developing countries has normallyerbded by the manufacturing sector.

Services sector growth experience has in partichken perceived as job-less, primarily
because of its inability to generate opportuniiethe lower skill levels which are in abundant
supply. The trade-induced employment generatioari@ of services is further suspect, since
services are still largely untraded and deemedagedtic activities.

However, the counterfactual is increasingly becantire norm in a scenario of technology-led
heightened tradability of services. The experiesickndia is to that extent unique insofar as it
lends credence to this thesis and its sustaingtiittrapolating the Indian experience, an open
services regime seems to be the best option fge ldeveloping countries to sustain growth,
competitiveness and employment generation, simedtasly with providing welfare gains to
the consumer. These broad-based gains come agltaofesheaper service inputs to all manner
of productive activity, as well as to the transfation of business activities and public
governance that result when resources are freed-b@ used in new business endeavours.

It is hoped that this review paper would be ablanftuence the skeptics on the positive
developmental impact of service sector liberalmati

P

(Rajiv Kumar)
Director & Chief Executive

March 17, 2008



Abstract

Development economists’ disfavour with servicesaasiable engine of growth has been
expressed both through theoretical and empiricalyars. One of the stylized facts of
development economics is that share of servicesnployment increases only with the rise in
per capita incomes. The skepticism emanates framobiserved relatively jobless nature of
service sector growth, in particular in the low-damiddle-income developing countries.
However, given that services have becomes the smince of growth in even the lowest-
income developing countries, new empirical evabratf this thesis has become crucial.

A second stylized fact openly acknowledges trada asurce of growth and development.
International trade in services, and in particufarthe developing countries, has remained
significantly lower in comparison to its share ilolgal output. Further, one of the notable
trends in recent years has been the increasingrianme of cross-border supply of services in
economic activities of countries. But is this ataumable and viable model of development?

In view of the above, this paper reviews India’pexence to understand how services sector
liberalisation can generate (welfare) gains foraleping countries, in particular vis-a-vis its
employment generation potential. The analysis reenltbased on India’s experience of an
increasingly open service sector and reviews tfferdnt channels through which economic
gains are garnered from openness to trade in esvBut the lessons from this analysis extend
far beyond India and are of interest to both dgsetband developing countries’ policymakers
concerned about sustaining the competitivenedseaf domestic economy.

JEL Classification: F13, K33, O14
Keywords. Competitiveness, Liberalisation in Services, Gldbalircing of Labour and FDI



An Open Services Regime
Recipe for Jobless Growth?”

1. Introduction

Development economists’ doubts on services as l@leviengine of growth and employment
generation has been expressed both through theadratid empirical analysis. This skepticism
emanates from evidence of the relatively joblessireaof service sector growth, in particular
in the developing countries. Economic history pladas that growth and employment in
developing countries has normally been led by aenomanufacturing sector, both in the
traded and non-traded sectors of the econbi®yowth theory accords no special role to
service activities, with the possible exceptioriméncial and transport and telecommunication
services A second stylized fact in development economicthié the share of services in
employment increases only with the rise in per teasicomes. However, given that services
have become the main source of growth in both dgeel as well as developing countries,
new empirical evaluation of this hypothesis hasob&e crucial. Many service industries are
not stagnant and have experienced significant lahod total factor productivity growth.

Services today are the premier engine of growtimost economies. Since the turn of this
century, services have been contributing upwardsOoper cent of developing country GDP.
The last few decades have also seen tremendousisapaof cross-border investments by
service sector trans-national companies (TNCs)2005, services accounted for about two
thirds of FDI inflows worldwide (up from 49 per den 1990), and for half of FDI inflows in
developing countrie$The increase in FDI in recent years has alsodetsing employment in
foreign affiliates of TNCs. But the debate pertaiosvhether it also contributes to significant
employment generation in the host economy; is anlgmall section of the population in
developing countries benefiting from the succesthefservices sector or can services become
a sustainable source of employment growth? Thudewihere is very little skepticism today
about the growth potential of liberalizing servicéise concern of joblessness of services
growth in developing countries remain, which cédiscareful review and analysis.

The other set of observations pertain to the changéhe trade pattern in services. At about a
fourth of total merchandise trade value, tradedrvises has remained significantly lower as
compared to its share in global output. Goods,therowords, are even now more traded as
compared to services. However, one of the notatdeds in recent years has been the

" Senior Fellow, Indian Council for Research on in&tional Economic Relations (ICRIER), New Delhiews
are personal.

! Ros (2000); Joshi (2004).

2 The seminal work that established the role ofrfmial services in channelling investment fundsheirt most
productive uses thereby promoting growth of outmd incomes is by Goldsmith (1969). Subsequent \wask
shown that financial services can affect growthotigh enhanced capital accumulation and/or technical
innovation. Intuitively, other input services, iarficular telecommunication services, would alsgehsimilar
powerful influence on growth. See Melvin (1989).

® Though in the long run productivity growth rate services could still be lower in final servicesrhin
manufacturing. Most of such literature however doaisconsider the role of services in production.

* The World Investment Report 2007 estimates thatida capital stock of TNCs (i.e. the total asstforeign
affiliates) rose by 20 per cent in 2006.



increasing importance of cross-border supply ofiises, albeit from a low baseWorld
commercial services trade (excl. intra-EU25 trada$ at US$ 4.00 trillion in 2006growing

at the rate of 12.5 per cent for the last coupleedrs, and is driven largely by the sharp
increases in the cross-border trade in servicesedgnt analysis by McKinsey Quarterly
estimates that by 2015, global cross-border setvatke as a percentage of global GDP would
reach 30 per cent as opposed to its 18 per cerg 8h4990" This spurt in commercial service
trade is occurring in a large number of service-settors, both through partial substitution of
services erstwhile supplied through commercialgmes of foreign companies or movement of
natural persons, and through increased transactionsiewly tradable services (like
telemedicine and R&H).

This paper attempts an objective assessment oérifdoyment generation potential of the
increasing trade and investment-related globatisaith services worldwide, the role of trade
policy in improving services openness, and prospfmt countries to further their growth and
development objectives by a conscious policy ofnopgime in services. The paper reviews
the evolution of trade in services worldwide, ahdrt as a case study goes on to an integrated
analysis of the role of the service sector in Ilsdieconomic development. It discusses the
nature of traded services, their contribution tdid's overall growth experience, and in
particular examines the potential for spillovergnfrliberal cross-border trade in key sectors
like IT, ITeS and financial services vis-a-vis emphent generation in the domestic economy.
Finally, this Indian experience is related to readiscussions of service sector policy reforms
worldwide. The lessons from this analysis extendbfsyond India and are of interest to both
developed and developing countries’ policymakersncemned about sustaining the
competitiveness of their domestic economy.

2. Globalization of Services: An Upward Trend

We begin by recalling here that international traddservices has been a regular occurrence for
long. Transportation and communication (services tiridge the physical distance between
the buyer and seller of goods), tourism, educatstudents go abroad to study), and temporary
(immigrant) workers in foreign lands (viz. plantatimining/construction workers) have been

® As per the definition used in the WTO General A&gnent of Trade in Services (GATS), services can be
delivered/traded by means of: (1) cross-border canmaation without the supplier or the consumer mgyi(2)
movement of the consumer to the foreign land whiegeservice is to be consumed/available; (3) viaentent
of the commercial organisation and investment éxdbnsumer’s country of residence; and (4) moverokthte
service provider to in the consumer’'s country ofidence. Consequently, international trade in sesvi
encompasses foreign direct investment (FDI) and em@nt of labour, in addition to the cross-border
transactions.

® International Trade Statistics 2007, pg 15. G¥,texports are US$ 2.04 trillion and imports US$71trillion.
This data, collated and reported by WTO, does ndute the cross-border investment in servicesoRegp
circumstantial information on sales of servicesotiygh foreign affiliates abroad, that is, the conuizr
presence (Mode 3) data indicate that such saleforefgn affiliates in services are rising fastearththe
traditional trade in services. These estimates estgthat Mode 3 is an important (if not dominantyda of
delivery for trade in services.

" Davis and Stephenson (2006).

% Increased trade in R&D and innovation servicestvetile considered impossible unless undertakehdrhome
country of the parent innovating firm due to comseof inadequate intellectual property (IP) pratettis now
becoming more common because of the firms’ negdke their low-end innovation activities to theesitof
manufacture of the products concerned, in orddetable to garner the synergies of localisatiore fEtet that
the Uruguay Round mandated tightening of IP regim@®ss the WTO Membership has been implemented
since 2005, has helped in this relocation and imgm@ent of tradability.
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the most notable and oft traded services in thé pageral centuries. In most economic
literature, however, services were deemed non{bladaecause of the high transactions costs
(measured in time, distance or otherwise) thatgmtad the close interface between the buyer
and seller deemed necessary for trade in servicesaur® In other words, traditionally, trade
in services happened primarily through the investnoe commercial establishment in foreign
lands and by movement of labour to provide essesgiaices’ The new feature of our time
therefore is the increased tradability of servibgsthe means of cross-border trade, till late
considered feasible only for goods or embodied yetg] and not services which are
essentially disembodied and often require perseguetson interface for their delivery. So what
was the change in recent times that increasedatingerof services that could potentially be
traded internationally?

It appears that two important technological innawad of the late twentieth century facilitated
this transition. First, the evolution of the newehrology of Internet in conjunction with the
efficiency of telecommunications network and impdvIT hardware created immensely
improved potential for linkage between countrietsoi technological advances coupled with
cost efficiency considerations and regulatory impehts on free movement of foreign service
providers caused a large number of erstwhile damsstvice activities to be undertaken arms-
length. Second, the IT software enabled technoébgimbundling of complex service
processes (which codifies, standardizes and digitknowledge) allowed division of certain
services into components requiring different levalskills and interactivity, thereby allowing
certain portions of the erstwhile non-tradable mew to be splintered into smaller jobs and
farmed to outside providers for enhanced efficiemeyl exploring new opportunities for
supply-chain management in services. That sai@s dlso important to remember that the
enhanced tradability will potentially impact lessn a fourth of the total universe of services.
The services of hair-stylists, electricians, catpes) packers and movers for example are
unlikely to ever be provided arms-length.

The entrenchment of the above developments wereddy the rapidly falling prices of
telecommunication services across the developeddwsee Figure 1). Even in developing
countries like India, policy reforms since early908 enabled the domestic telecommunication
firms to grow and prosper in an open and almostrobfree policy environment: A direct
effect of such reforms in developing countries basn a drastic fall in the telecom costs; in
most developing countries today, mobile phone aatl broadband connection charges are

® Mann (2004).

9 An important point to note here is that not athigances from labour working abroad can be couatettade
receipts under GATS. As per the current scope inT&Alaid out in the Annex on Movement of Natural
Persons, only those services by high-skill tempoffareign providers that are provided via movemeht
natural persons across national borders under aédsgof business visitors (and service sales pejso
contractual service suppliers and intra-corporedasferees are considered as trade under the fowrtle of
GATS. The intention of GATS Mode 4 during the UraguRound negotiations was to cover two main
categories of natural persons: first, intra-comparansferees regarded as ‘essential personnelh ssc
management, professionals and skilled/technic#llstked with commercial presence in the host doyrand,
second, business visitors with a short-term presdnd generally not employed in the host countrytier,
GATS Mode 4 doesot apply to skilled and unskilled natural personskseg employment in the Member
State, nor shall it apply to measures regardirigesiship, residence or employment on a permanesig.ba

" Recent research by Hoekman and Mattoo (2008, rslgsis and figures 5a and 5b, pp 16-17) also ljghthe
radical reforms in key ‘backbone service’ sector$nidia. Barriers to entry by new private firmshave been
eliminated in telecommunications and freight traagpand are being phased out in insurance anditignk
These reforms are associated with a significamease of FDI into services, outpacing FDI into good

3



comparable to the rates in OECD countries. Theinfalltariffs of high-speed internet
connections in developing countries has enablederand more services to be sourced cross-
border compared to what was possible via teleptmntax (viz. health services — now a
surgeon can consult on an operation or providendistic services online) and increased the
range of traders who can participate in cross-brosgevice trade (viz. by allowing greater
participation of SMES).

Figure 1: Trends in Telecom Cost Reduction vis-a-8iGrowth of MNC Affiliates

FALLIMNG TRANSPORT AMND COMMUNICATION COSTS

1980 costs = 100 Transatlantic phone call *
- Sea freight =

- Aidr transport *

- Satellite charges

_‘-——-—__________“-———
1530 1940 1350 1960 1970 1280 1990 2000

* Cost of three minute ftelephone call from MNew York to London
* Average ocean freight and port charges per short ton of import and export cargo
* Average air ransport revenue per passenger mile

CROWTH OF MULTINATIOMAL FOREIGM OPERATIOMNMS
Value of multinatiomal

forstan asast .|

Sales of mulHinational
foreign affiliates

Exporte of multinational I I 1982

foreign affiliates - I =005

10 20 30 40 50
USs ftrillions

Source:http://news.bbc.co.uk/2/shared/spl/hi/guides/457850022/html/nn3pagel.stm

A second impact was from increased investmentsaaseborder services companies. Global
FDI inflows soared in 2006 to reach US$ 1.31 tilli- a growth of 38 per cent, marking the
third consecutive year of growth. Over the pastyRars, foreign direct investment (FDI)

increased significantly in absolute terms in atehmajor sectors: primary, manufacturing and
services. However, while the shares of the pringany manufacturing sectors in world inward
FDI stock declined, the share of services increasgatesenting nearly two thirds of the global
FDI stock (61 per cent) in 2005, up from 49 pertaanl990. Data on cross-border mergers
and acquisitions (M&As) also confirm the growingpartance of services. The sector’'s share
in worldwide cross-border M&As rose from 37 per tenl1987-1990 to 58 per cent in 2002-
20062 In the services sub-sectors, estimated inward $tBtk data for 1990 and 2005 and
data on crossborder M&As for 1987-2006 suggest thate has been a relatively steady
increase in the shares of electricity, gas and maitgribution, and transport, storage and
communications in global FDI. The share of constoucdeclined, but FDI in infrastructure

services as a group has risen in both absoluteaative terms. Rising outward investment

2 World Investment Report 2007



and M&As from developing countries, especially ihetlT, telecom, automotive and
pharmaceutical sectors, mark a notable deviatiom fithe theoretical expectations of North to
South direction of capital flows in the high-teclogy sectors. Figure 1 above charts the
growth of service sector MNCs with falling telecawsts.

The other distinctive dynamic trend of recent tingethe growth in offshoring with developing
countries as important participants, aided in paldir by the greater integration of their labour
force into the global production system. While ing&ional labour movement from developing
to the developed countries is not new, the strikegajure of the recent heightened participation
of developing countries in the world has been teng skill profile of the their workers.
Educational levels in the developing countries haweeased and meets the demands of
internationally traded newer services, and the lsupp appropriately educated workers in
some countries is not insubstantial. Recent stiitifeve highlighted that the availability of
talent in some low-wage developing countries, esfigcindia, already surpasses that in
developed countries. Figures 2 and 3 below indithée potential surplus in working age
population in the world, and highlight that devetapcountries account for more than twice as
many university-educated young professionals, wiltbeapresent moment cannot be absorbed
in their domestic economy.

Figure 2: Potential Surplus of Working Age Populaton across the World

POTENTIAL SURPLUS POPULATION IN WORKING
AGE GROUP - 2020 (MN)

Germany

France (C_ > D) : G OJapan
spain(C D ) a9 Qphilippines
; mradesh

Vietnam

j Indonesia
Australia J&

z

Mote: Potential surplus is calculated keeping the ratio of working population {age group 15-59) to total population constant
Source: U.S. Census Bureau; BCG analysis

Source: Boston Consulting Group analysis, in Kaetilal (2006)

Also, given that over the next decade, demograptotiles of most developed countries are
projected to witness significant declines in thvearking age population, the reliance on cross-
border trade is likely to increase commensura®ly.the other hand, the integration of China,
India, and the former Eastern bloc into the woddremy, together with population growth,
has led to an estimated fourfold increase in thect¥e global labor force, which could more
than double again by 2050. This bigger labor psoblready being accessed by advanced

13 viz. reports by McKinsey Global Institute, BostBonsulting Group and Deutsche Bank
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Figure 3: Global Supply of High-Skill Labour
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Source: McKinsey Global Institute analysis, in Ki&rat al (2006)

countries through imports of final products andveers, offshoring of the production of
intermediates, and immigration. Hence, given thenmaratively greater role of labour in
services, it is even more important to acknowlethgedemographically advantaged countries
as equal trade partners. However, although offsbotgourcing has received much attention in
recent times, it is still small in relation to tbheerall economy (see Figure 4 below).

Figure 4: Share of Offshoring in global Labour Movement

... With advanced countries tapping into it in
various ways.

(advanced countries, weighted averages)

- 10
a5 Immigration® g
(percent of total labor force
20
6
15 Total imports 4
0 (percent of GDP) Offshoring’4

{percent of gross output) 2
5

LI I I I I I A A B O I B B BB R ) LI I I I I I B R B B B I )

1980 85 90 95 2000 05 1980 85 90 95 2000

Sources: OECD, Intemational Migration Data, Input-Output Tables (1995, 2002, and 2006 editions),
and IMF staff calculations.

"Weighted using saries on GDP in current LLS, dollars, Total imports include both imports of final
products and intermediate products (offshoring).

“Offshoring data are mited to select industrial countries.

*Stock of foreign labor force. Weighted using sedes on total labor force,

Source: Jaumotte and Tytell (2007)
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These trends provide huge scope for demographieaiyantaged countries like India to
exploit their comparative advantages in labourfisiee services without displacing substantial
labour in developed economies, and at the sameaddeo efficiency gains and reduction of
costs in the latter. Further opening of markets dmss-border services, by providing the
necessary boost to the global growth engine, chetdme a win-win situation for all.

3. Importance of Services Sector in Indian Economy

Like most developed countries, and notwithstandimegnation’s decades-old policy focus on
agriculture and the manufacturing sectors, it appehat service sector has undoubtedly
become the most important sector in the Indian eeyn More significantly, the different
services sub-sectors are not only making importantributions to the nation’s GDP growth,
but also in employment creation and generating ex@venues, thereby contributing to the
overall development of the economy. This sectiommarises these achievements. In
particular, we will also assess why the employmgnawth in services doesn't reflect the
dynamism of the sectors contribution to the econamy GDP at large.

Figure 5: Sectoral Contributions to Real GDP Growth

Growth has been robust. ..

4 — 14
Contributions to Real GDP Growth

12 HiChange in parcent of previous year’s GOF 112

1ok — Fipsl GOF B Agniculis 410

sty EEE Saraces

Source: IMF Country Report, 2007

India now ranks among ten fastest growing econommgle world, with average economic

growth at over 7 per cent a year during the pasadie (and over 8.5 per cent in the last four
years), and the services sector has been the kesr af this growth for over a decade (see

Figure 5 above). During the 1990s, India’s sengeetor grew at an average annual rate of 9
per cent, ahead of the growth rate of industry.&tper cent per annum and that of agriculture
at 3.1 per cent per annum. In India, the servictoseontributed approximately 68.6 per cent
of the overall average real GDP growth (Serviceu€¢ahdded) in the past five years between



2002-03 and 2006-07; in 2006-07, growing at 11.2qgemt year on year, services (including
construction) constituted 61.5 per cent of IndidbFG*

Also significant is the fact that service sectavwgth in India is broad-based (details in Table 1
below), and cross-sectoral complementarities antergyes are helping to strengthen the
overall performance of the sector, given that soffrtaese services constitute important inputs
for both manufacturing and services growth and wpetdity. For example, the
communications sub-sector has grown at over 1&¢marsince 1980s. Consequently, shares of
services sub-sectors dependent on advanced ITetexbin technology also increased. Data
from India’s National Accounts Statistics indic#éitat the share of communications sub-sector
increased from 1.7 per cent to 7.5 per cent, whaleking and insurance sub-sectors increased
their share from 9.2 to 11.3 per cent; this comdragarkly with the fact that shares of all other
traditional services either declined or at bestamed same (details in Table 1 and 2 below).

Table 1: Share of Different Sub-sectors within Selges
(at 1999-2000 prices)

1981-82| 1986-87 1991-92 1996-97 2001402 2006-07

Trade 28.3 27.0 25.1 27.3 26.6 26.7
Hotels & Restaurant 2.0 2.0 2.0 2.4 2.6 2.%
Railways 4.4 4.0 3.5 2.7 2.3 2.2
Other Transport 9.5 9.4 9.5 10.0 9.2 10.1
Storage 0.4 0.3 0.3 0.2 0.2 0.1
Communications 1.8 1.7 1.7 2.3 4.3 7.9
Banking & Insurance 6.5 8.1 10.2 10.7 11.2 11.3
Real Estate & Business| 13.8 14.8 16.0 15.1 14.7 14.1
Services

Public Administration 14.7 15.3 14.5 12.4 12.8 10.6
Other Services 18.8 17.5 17.1 16.8 16.2 14.9
Total 100 100 100 100 100 100

Source: National Accounts Statistics, Governmeindif, several years

In the National Accounts Statistics, Computer edaservices (IT and IT enabled services or
ITeS) as well as Other Business Services compriiggl services, accounting, research &
development, engineering services, market resesmiices and the like fall under Real Estate

14 Author’s calculation from Central Statistical Onigation estimates of GDP (at factor cost; 199962pfices);

http://mospi.nic.in/pressnote_31may07.htm




& Business Services, the share of which has bdéngaince 1991-92. Details given in the
National Accounts show that under this heading aolyputer related services have increased
substantially over the past five or six yedrsexplicably the data do not reflect any great
dynamism in respect of Other Business Servicey @mhodest uptick in growth rate is visible
since the Ninth Plan period, see Table 2), althdagia’s exports in this sub-sectoave been
growing rapidly since 1990s, attaining a growtterat about 20 per cent year-on-yéar.

Table 2: Growth Rates within the Services Sector

Sixth Seventh Eighth Ninth Tenth

Plan Plan Plan Plan Plan
Trade 5.3 6.5 9.1 7.3 9.3
Hotels & Restaurant 5.4 6.9 11.2 9.3 9.0
Railways 2.8 5.7 19 4.7 7.7
Other Transport 6.9 7.0 8.4 6.0 11.4
Storage 3.5 1.8 24 2.2 5.6
Communications 6.7 5.3 14.1 21.8 22.1
Banking & Insurance 7.5 13.4 8.2 9.0 9.3
Real Estate & 7.3 8.1 6.1 7.2 8.3
Business Services
Public Administration 6.1 7.9 3.9 8.5 5.2
Other Services 3.9 6.0 7.0 7.0 7.6

Source: National Accounts Statistics, Governmeindif, several years

The second important fact is that at present sesvaccount for about 26 per cent of total
organized sector employment in the country whiletgbuting a little over 55 per cent to the
national GDP, which has led to concerns aboutdbdgss growth phenomenon in this high-
growth sector. A sectoral disaggregation of the leygal workforce shows that in 2004-05, the
four services categories (excl. construction) ébuated 23.4 per cent to the total incremental
employment generated in the five year period betw&699-2000 and 2004-05 (gross
incremental employment was around 60.82 millionEhe services sector improved its share
from 22.7 per cent of gross employment to 23.4 gant in the same period, adding 16.8
million workers in the five-year period. Howeveregpite the low overall elasticity of
employment in the country at just 0.48, the ladSSO0 data shows that employment elasticity
is reasonably high (and increasing) in certainisergategories, with financing, insurance, real
estate and business services registering an déhasbic employment of 0.94 followed by
construction sector employment elasticity at 0@&4ils in Table 3 below).

15 National Accounts Statistics afiitonomic Survewarious issues, and NASSCOMnual Report2004-05.
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Table 3: Employment Statistics (disaggregated)

Sectoral Share| Sectoral Share| Elasticity
(%) (%)
1999-2000 2004-05

Agriculture, forestry & fishing 59.8 58.4 1.52
Mining & quarrying 0.6 0.6 0.82
Manufacturing 12.1 11.7 0.34
Electricity, gas and water supply 0.3 0.3 0.33
Construction 4.4 5.6 0.88
Trade, Hotels & restaurant 9.4 10.3 0.59
Transport, storage & communication 3.7 3.8 0.2
Financing, insurance, real estate and 1.3 1.5 0.94
business services
Community, social and personal services 8.4 7.8 80.2
Total 100 100 0.48

Source: Rangarajan et al (2007); data from NSSO4208, based on §1Round Survey.

Nonetheless, drawing ready inferences from the alodficial data may be misleading, as it is
believed that a significant portion of the Indiaopplation presently accounted for under the
agriculture/rural employment is working in the ugamnized service sectors, both in the rural
and the urban areas, in particular in the Tradé&lfi@nd transport (which added 10 million
incremental organised sector workforce between 28 and 2004-05); business services;
and the informal Community, social and personalises sectors (which added 2.47 million
incremental organised workforce in the five yearg,the employment share of this last sector
is declining in the formal sector, as indicatedrable 3 above)’ The recent spurt in the net
employment in the ITeS or Business Process Outsmu(BPO) sectors has seen employment
of almost 1-1.5 lakh employees every year for st few years. Figure 6 below highlights the
rapid employment growth in India’s IT and ITeS/BBéxtors where the employed workforce
is projected to cross 2.3 million by 2040According to NASSCOM estimates, the number of
total knowledge professionals employed in the Indi&-BPO sector increased from 284
thousand in 1999-2000 to 1630 thousand in 200&=)Tdetails in Table 4).

16 Assessment based on information on the employmemeration-potential in the unorganised servicéosec
At a recent ICRIER conference on ‘Productivity Gthvin a Globalising Economy: Implications for Busgs
and Policy’, India’s chief statistician Dr PronabrSsaid: “The NSSO data suggests that almost 5@guerof
the income in rural areas is coming from non-agdtira sources. (also) economic analysts should keegnd
the fact that several Indian manufacturing and iservcompanies have started outsourcing the noa-cor
activities, resulting in high growth of serviceBut because of inefficiencies in the data collettiwechanism,
this doesn’t show up on official statistics.

" NASSCOM estimates, 2006.
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Figure 6: Rapid Growth in Employment in India’s IT & ITeS industry
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Table 4: Knowledge Professionals Employed in the than IT-BPO Sector
(in thousands)
1999- | 2000- | 2001- | 2002- | 2003- | 2004- | 2005- 2006-
00 01 02 03 04 05 06 07E
Software 110 162 170 205 296 390 513 707
(exports
sector)
Software 132 198 146 285 318 352 365 378
(domestic
sector)
BPO 42 70 106 180 216 316 415 545
Total 284 430 522 670 830 1058 1293 163

Source: NASSCOM Strategic Review 2007, pg 146.

Despite the low employment elasticity in developooyintry services sectors as compared to

the developed countries, and the relatively lowapleyment impact of FDI when compared
to manufacturing sector, India since 2000 has litexdefireatly from the outsourcing activities

of (primarily the US) MNCs. As discussed earlieghnological advances coupled with cost

efficiency considerations and regulatory impedirseon free movement of foreign service
providers (Mode 4 trade) caused a large numbersbiveile domestic service activities to be
undertaken arms-length. For example, US increasggoorcing of low-skill services like

preparation of tax returns and credit card analysemdia by 16 fold between 2003 and
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2005® while another study by McKins&yfinds that about 100,000 basic programming jobs
were offshored to India during 2000 to 2003. Witany services that were seen as previously
non-tradable having now become tradable, givertdblenology-enabled reduction of need for
physical interface between the service suppliertaedconsumer, relocation of low-end price-
sensitive service sectors jobs out of the Westeumiies has been increasfignd if we add
the multiplier effect of the secondary domestic Exyment generation from the ITeS sector
employees, services will surely emerge as an imporsource of potential employment
generation for the aspiring low-skill populationlitdia. A recent NASSCOM-CRISIL studfy
estimates that for every job created in this sedimur jobs are created elsewhere in the
domestic economy.

Lastly, and most significantly, particularly frorhet global integration perspective, India has
emerged as one of the leading exporters of comaleservices in the world. In recent years,
India's merchandise exports to the rest of thedvonbssed the 1 per cent mark (global ranking
28" as exporter), growing at an average 25 per ceat the last 3 years, although the net
merchandise trade balance is negative. But Inthaisible (net) inflows continue to offset the
growing trade deficit to a large extent; in 2005-06dia’s commercial service exports
constituted around 37 per cent of the country’®gl@xports (goods and services).

Table 5: Exports of Commercial Services

2000 2001 2002 2003 2004 200% 2006

Global Exports | 1,493.8] 1,498.0] 1,607.8| 1,842.2| 2,210.9| 2,451.9] 2,710.8
(US $ billion)

India's Exports 16.0 16.8 19.1 23.1 37.2 54.4 72.8
(US $ billion)
RoG (y-0-y) of 48| 13.8| 20.7| 610/ 46.4| 338

India’s exports (%)

India's Share in 1.1 1.1 1.2 1.3 1.7 2.2 2.7
World Exports (%)

Source: Calculations based on data from Internaiofrade Statistics, WTO, several issues.

Indian export of commercial services has been antbadastest growing globally in the past
15 years, and grew at over 17 per cent per annuthenl990s as compared to the world
average of 5.6 per cent. Between 2001 and 200&verage, India’s exports of commercial

18 McKinsey Global Institute (2005). For example, voeén 2003 and 2005, the number of US tax returns
prepared in India grew from 25,000 to 400,000.

19 Baliy and Lawrence (2005).

20 several research findings seem to suggest thaiaesd countries are likely to be only marginaliyeatened
by globalisation of services. See Dossani (200&)sén and Kletzer (2005).

L NASSCOM-CRISIL (20086).
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services grew at over 30 per cent as opposed tadhd average of 10 per cent. In 2006, India
exported US$73.8 billion of commercial servicesjieglent of 2.7 per cent of global service
trade (estimated at around US$ 4 trillion), and wasked 18 in the global commercial
service exporters ligf in 1997, the share in global trade was only 18 qart. Table 5
highlights India’s performance in exports of comangrservices in the present decade.

Statistical analyses indicate that India contintesexhibit a strong revealed comparative
advantage (RCZ) in services relative to goods. India’s RCA invees has been rising
sharply since mid-1990s, increasing the gap wighgihods sector drastically in the past decade
(Figure 7). A time series analysis of the servieet@r’s RCA indicates that India’s current
strength in commercial service exports comes framirtess services, which includes IT
software and BPO exports, finance, management dner grofessional services, among
others®* Between 1996 and 2000, India’s RCA in businessices grew most dramatically,
rising 327 per cent in the quinquennium. The retesmtd of increased specialisation of India’s
exports of services in a selected set of sub-seetithin the services sector reflects the change
in composition of exports.

Figure 7: Trends in India’s Goods and Services RCA

2.5

15 -
—— Goods RCA

—— Services RCA

22 While the dynamic growth of India’s commercial -pdain particular software services (comprising catep
services, IT enabled services and business pranéssurcing) — exports are widely reported, theatgit
expansion of its services imports attracts lessnttin even though the growth rate in 2006 exceddatof
exports. According to the most recent numbers puthy the WTO, India has turned a net exporter of
commercial services in 2006, though India’s comnatiervices imports grew by a hefty 40 per cer2 006
andare only about 5 per cent short of its commeraalises exports.

23 Calculations based on Bela Balassa’s Revealed @atipe Advantage (RCA) Index. An index value of RC
> 1 indicates competitiveness.

24 Author's calculation based on data from IMF Bakraf Payments Statistics. Also see Karmakar (2005)
Appendix Table 1 for related sector specific detait market access and competitiveness.
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It should also be noted here that in India, sereijgorts have been growing at a rate two-and-
half times faster than the services sector catetmmgthe domestic market. Growth in
commercial services trade can largely be attribatechformation technology (IT) boom, in
which India has emerged as a world leader. Ind@watted for 65 per cent of the global
market in offshore IT services and 46 per centhef global BPO market in 2004-85The
World BanK® estimates that while developed countries still thate global services trade
with a share of 80 per cent, between 1994 and 20@8,an annual growth rate of 50-60 per
cent year-on-year, exports of Business servicee(emlly the IT & BPO services) rose by 700
per cent in India (also see Figure 8 for an altiereatimate of the year-on-year growth rates in
ITeS exports). A recent study by Elixir Web Solasohas shown that India continues to hold
an edge over China as the preferred outsourcingndéen, in spite of the rising wage costs
and employee crunch, because it commands globéideoce to produce perfect turn around
time (TAT) for performing a task, especially redely, completing and returning the
assignment’

Interviews by Wharton analysts with executives iliicén Valley and other high-tech centers
in the US and venture capitalists evoked the anstespite the difficulties, India still offers
IT and engineering talent at a relative cost achgatso the country will retain its appeal as an
offshoring destination?® Despite the pricing pressure and the rising rupeer 60 per cent of

% Evidence available to MGI further indicates thears about job losses tend to overplay the likeigact of
offshoring. In absolute terms, the volume of Mddeade is rather low; and offshoring is but a dipatt of the
total Mode 1 trade. Data collected by the WTO ¢atik that offshored IT software and business psoces
outsourcing (BPO) services are just 2.5 per cemtasfd commercial services exports and is a me@dr25 per
cent of world GDP. And in this, the share of depéig countries is presently rather insignificanheTnet
offshoring threat therefore would appear ratheigmicant insofar as the trade/income losses ofettgped
countries are concerned.

%6 Global Economic Prospects (2007): figure 4.5, ptj, Chapter 4, based on data from IMF Balance pfrfeats
Statistics.

%" prakash and Samuel, Elixir Web Solutions (2007)

8 India Knowledge @ Wharton (2007)
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the world’s Fortune 500 companies continue to auts® activities to India. The major
segments driving India’s IT and ITeS market arestemer care, finance and accounting,
human resource management, payment & other adnaitivg services, content development,
engineering, logistics, sales, and legal servibe2006-07, according to data from the Exim
Bank of India, software and services exports grgvB® per cent to register revenues of US$
31.4 billion, business services grew at the rat82# per cent, engineering services and
project exports registered revenues of US$ 4.®hillup 23 per cent over the previous year,
and Financial services grew at the rate of 88.%pst.

Figure 8: Exports from India’s ITeS industry
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But an even more striking feature is the emergefdedia as an important source of outgoing
FDI (and offshore employment generation). Driveralolive M&A activities by Indian service
sector companies in the IT and pharma space imcpkat, India has contributed to increased
FDI flows from Asia to developed countries, theredmding a new dimension to its rising
competitiveness in the sector. According to datdected by Grant Thornton, the last thee
years have seen a remarkable surge in outbound fteat India which grew from US$ 0.4
billion in 2005 to US$ 1.37 billion in 2006 and dwer US$ 45 billion in 2007 The inbound
deals on the other hand have declined from US$ Bil#én in 2005 to US$ 0.69 billion in
2006 and to over US$ 0.16 billion in 2007. In termfisinnounced value, outbound deals were
ten times more than that of inbound deals. Theosaicbreakup revealed that IT and ITeS
sectors led the list with 20 per cent of total M&&sd pharmaceutical sector was next with 14
per cent, closely followed by banking and finangettor with 12 per cent and the automobile
sector with 10 per cent share.

The number of deals by Indian firms abroad in Il dheS sector was more than triple the
number by international companies in India. Thead ITeS industry logged 175 deals,

29 Also see, ‘Invest in USA: The Indian story’, pudhied in the Chicago Chronicle.
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M&As and private equity transactions combined, edlat about US$ 3.59 billion during the
first nine months of 2007, as Indian companiesiooed to fuel global ambitions by acquiring
international businesses. Many Indian pharma compamve been setting up new plants or
acquiring existing plants overseas in order toease their scale of operations and their share
in the branded generic drug segment. While mosiaingharmaceutical and biotech firms
have been aggressive acquirers of late, recenbleoteals have seen Sun Pharmaceuticals
buying Israel's Taro Pharmaceutical Industries {i8$ 454 million (the company, on the
whole, has 13 acquisitions to its credit, whichlude manufacturing sites, brands and
companies and Taro is its 14th buy); Jubilant Ooggse, a leading domestic player in the
pharmaceutical CRAMS segment, has acquired 100cpet stake in US-based contract
injectable maker Hollister-Stier Laboratories LLidoflister) for US$ 138.5 millior{°

A FICCI-Ernst & Young stud} also estimates that in 2007 alone, Indian firmet #et up
shop in the US through greenfield units or via @itjons accounted for US$ 10.25 billion and
created no less than 65,000 jobs; SMEs alone haated over 35,000 jobs in the US in the
past yearln 2006, Indian investors became a driving forceh@a M&A boom in Europe. In
UK in particular, India's image as one of a takérBoitish jobs through off-shoring has
changed to that of a creator of jobs. The relahgnsvas increasingly marked by a new
resonance - of Indian companies taking over BribsBinesses and creating jobs in Britain,
and British companies outsourcing low and high-emndk to India to exploit India's strengths
in intellectual property and low-cost economy. Brdicompanies are also increasingly moving
up the skills-value-chain of outsourcing. Globatsmurcing major Hinduja TMT forayed into
the legal process outsourcing (LPO) segment byriegténto a joint venture with the United
Kingdom's business consultancy firm Centric and @nadia’s leading law firms, Fox Mandal
Little. The new joint venture company - Centric LP@rovides legal outsourcing services to
multinational companies and international law firrReliance Life Sciences, a Reliance Group
company, acquired UK-based GeneMedix PlIc for 14lkom pounds.

4. Experience of GATS mandated Liberalization

The above discussions lead us to the following yughat is the role of GATS negotiations in
the observed growth of services trade, in partictia cross-border services supply that has
generated significant concerns among traditionppkers of services. A recent analysis by the
WTO Secretariat indicates that liberalization amdgtization moves by WTO Members’ in
different service sectors have been “inspired bghneal developments... and user
dissatisfaction with prices and quality... GATS has apparently proven a decisive factor in
itself”.3> Comparing the depth of commitments across differendes of service supply, the
study by Adlung and Roy reveals that Mode 1 hascted overall far fewer bindings as
compared to Mode 3; among the committed sectomjeML is characterized by the highest
share of non-bindings or ‘unbound’ amongst the Brenodes of service supply recognised by
GATS. This is in spite of the actual trade ocaugrin a large number of sectors/sub-sectors
that were earlier considered technologically imgass as well as the dynamic spurt of the
ICT sector where cross-border trade is becomingjammode of delivery.

% |ndia Brand Equity Foundation resources (2007)
31 Report on Direct Investments in USA by Indian Epiises.
%2 Adlung and Roy (2007)
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Given that even the revised rounds of requestsoffieds did not improve the market access
position in the offers by Members, the plurilateejuest on cross-border supply by a group of
members are being pursued under the ongoing Dobadraf WTO negotiations to deepen the

market access commitments at WTO. The plurilaterquests aim for a substantially higher

level of liberalization compared to existing conmménts and what has been proposed in two
rounds of offers, and span a larger range of s&stap-sectors of commercial interest wherein
Members have been requested to undertake full mativeatment commitments as well as

removing market access limitations such as requrgsn of commercial presence, and

citizenship/residency requirements. The main sedtrgeted include professional, computer-
related, other business, telecommunications, bigion, services auxiliary to all modes of

transport, and part of financial servicés.

Even in the bilateral and regional agreements orices, trade partners seem to have opted for
the conservative mode when it came to making comanits, and the offers are barely GATS
plus. A new study by Roy, Marchetti and Lftmeviewed services commitments undertaken by
36 countries in 32 Preferential Trade AgreementAE@) completed since 2000; the countries
involved in fact account for more than 80 per ceinwvorld services exports. Thougitima
facie the preferential commitments show great improveimeappears that a large proportion
of sector-specific commitments are under Mode fheei‘unbound’ or without limitations
(‘none’) and hence, the scope for improvementsxistiag commitments is low. For these 36
members, improvements to existing commitments infTGAffers seems to cover on average
only 2 per cent of sub-sectors, while the corredpan figure for improvements in PTAs
compared to GATS offers is also low at below 4 pemnt. Hence, value-added over GATS
commitments is often limited.

It also emerges that the developed countries dtier US, Australia and Japan, have not
added significantly to the sectoral coverage coetin their GATS offers. For example, EU,
Norway, Iceland, Switzerland, New Zealand and Liecktein are almost static. What is
striking is that for these countries, the new GAdifers have also made rather insignificant
additions as compared to GATS commitments. WHilis itrue that the proportion of sub-
sectors already covered in GATS is over 50 per fmmall of the above mentioned countries,
subsequent additions have not been significantngtbat wide gaps in commitments still
remain. However, commitments in the PTAs in the mades of cross-border trade have gone
beyond GATS in a wide range of social sectors. \hth exception of health services, where
virtually no improvement has occurred under eit@&TS or PTAs, it is the other social
sectors like education and environmental servibas lhas seen significant additions to both
existing commitments and new bindings in PTAs. antigular in Other Business Services, the
sector in which labour-abundant economies have etityg advantage vis-a-vis the cross-
border trade potential, PTA commitments in agredmenth the US show an improvement
over the existing GATS commitments, but only fa itade partners; US on the other hand
offers partial commitments and limited sectorale@ge, and actual policy restrictions remain
the almost sole road-block for full commitmerit&here is thus considerable scope for further
liberalization.

%3 Chaudhuri and Karmakar (20d8rthcoming)
% Roy, Marchetti and Lim (2008prthcoming)
% Chaudhuri and Karmakar (2008)p. cit.

17



It is apposite to note here that among the four esodf service supply recognized in the
GATS, service provisions under the first two modes relatively less regulated in almost all
countries and across all service sectors, whidoimlucive to easier market access for under
cross-border trade. That said, it needs to be rdraeed that insofar as GATS follows a
positive listing approach of liberalization in whidlembers are also allowed to schedule most
favoured nation (MFN) exemptions and limitationgriarket access, Members impose several
regulatory requirements on foreign service prosdehnich at times amount tte factobarriers

to trade. The present liberalization experiencesenvices therefore has been more market
driven rather than negotiation driven. Clearly, hon the one hand, WTO Members have
benefited as service suppliers by liberalizatioraofonomous regimes in services, there exist
several regulatory restrictions/requirements forketaccess for foreign service providers in
most Members’ schedules of commitments on servicegshe multilateral as well as
preferential trade regimes.

5. An Open Services Regime : A New Agenda for Grdatwvand Jobs

In a scenario as above, what remains the way fani@r countries to maintain a liberal
services regime? Our analysis of India’s experiewith an open services regime clearly
indicates positive developmental implications. Waydn also seen that services contribute to
growth in many ways, as inputs into productive\aiiis and also by offering cheaper final
services to both individual and business consumie,eby improving productivity and
welfare. However daunting politically thereforeg tforemost thing for countries to remember
is that high service sector entry barriers musth@maintained because of the fear-of-job-loss
induced paralysis. Rather, a liberal and pro-coitipetservice regime can be a new source of
growth and employment generation, as has beenxgherience in India and other developing
countries. In a dynamic economy, continuous strattweadjustments are but natural
phenomena, and rather than resist change, counttssbe open to benefit from the emergent
opportunities. In the past couple of decades, Ira@ated new skilled job opportunities
specifically in those areas where the governmentroband interventions were minimal; jobs
were also created in areas not known of earlieriartde informal service sectors, in response
to the demands of the market economy. The positile of a liberalized cross-border trade
regime in services in this development can hardlgbubted.

And as discussed, the gains have not merely bedreierconomic sphere. The social welfare
gains of the liberal services regime in the courxyend to efficiency of service provision
unexpected in a developing country, and which chdntpe contours of expectations and
delivery modules even at the very lowest stratthefeconomy. The best and leading example
of this has been the opening up of the telecomnatioit service sector in India. Today,
reforms and regulations in the largely open sebt® enabled consumers in India to benefit
from low call and broadband rates comparable to DEGuntries, and customer service that
rivals experiences in any developed county. Thsr@ only benefited the upper echelons of
society, but also brought newer economic gains @oyubrtunities for the very poorest. In
contrast, the limitation of service sector compatitin European countries is allowing the
service providers in the sector to extract monopbigrges and fees, while providing next to
nothing by way of customer support to their hugeebaf consumers.

The final concern pertains to the prospect of |abotensive services being replaced by
labour-saving technology, as evident in the indrepase of automated services by developed
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countries to replace the increasingly unviable B@s, and adoption of Software-as-a-
Service, or SaaS, adopted by corporations to reinformation technology spendity use of
low-cost Internet-based business process softwais.has implications for both the long-term
viability of services liberalisation as a source eshployment generation. While the above
concerns are increasingly being raised by analitséppears that such technology is unlikely
to be able to entirely replace need for human fiater, at least in the near future. True, SaaS
threatens the traditional software model, but tualtly complements an outsourcing model.
Also, SaaS is much more threatening to softwareigeos than to services firms. Vendors
who tackle SaaS soon understand that clients’ enlgusiness challenges, as well as their
insanely close-minded approach to process starmdai@h, drives customization. Customized
SaaS environments offer no economies of scalestgdftiware manufacturer or the client.

Thus, in line with the churn of technology jobsiaghe US, newer and higher-value added
jobs are likely to be created, and India’s receiegience indicate that countries can develop
domain expertise to move up value-chains which efffet the increasing use of labour-saving
technology in services. Indian software companiasehworked on building other core
differentiators like Quality (CMMI, ISO, etc.) andcreativity/Innovation/R&D/product
engineering. Although advances in the latter aragomade at a slow pace, it is an important
and viable area to continue investing in. Countwékalso begin to hedge bets geographically,
both within the nation state and in the region,reébg focusing on “smartshoring” and
“nearshoring” as active strategies. With the Asg&iffc region regaining its prominence as an
important growth pole for the world, prospects aistaining a stable medium-term
employment impact from an open service regime daréght.

Therefore, a liberal service regime should be vébag an opportunity to catalyze support for
reforms in other key service-sector infrastructina are integral to broad-based economic and
human development in the country. If a country peovide these broadly to its citizens, then
the gain in productivity and employment growth, asttier indicators of social and human
development will far exceed revenues from expdreese broad-based gains come as a result
of cheaper service inputs to all manner of prodectctivity, as well as to the transformation
of business activities that result when resouraesfeeed-up to be used in new business
endeavors throughout the economy. In the absencadefuate data to support rigourous
empirical analysis, our anecdotal evidence seemsdioate that in the modern-day economic
scenario an open services regime remains the bpsbno for sustaining growth,
competitiveness, employment generation with sinmaltausly providing for consumer welfare
gains.
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