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Preface

This paper is part of the Commission’s research into barriers to trade in services,
being undertaken in a collaborative project with the University of Adelaide and the
Australian National University. The paper focuses on restrictions affecting trade in
distribution services, including wholesale and retail trade.

The paper was written by Kaleeswaran Kalirgjan under the direction of Philippa
Dee. The author has benefited from comments by Richard Snape, Lynne Williams,
Tony Warren, Tom Nankivell and Duc Nguyen-Hong.
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Summary

Trade in distribution services 0 which includes the wholesale and retail sectors [
IS subject to an array of restrictions. These hinder firms in entering and/or operating
in the distribution market, and are normaly imposed through government
regulation. While some restrictions are imposed on both foreign and domestic
distributors, others apply only to foreign distributors. In addition, ‘private sector
practises’, such as strong buyer-supplier networks in the industry, may also act as a
restriction on trade in distribution services.

In general, while restrictions to trade in services may be intended to achieve social
objectives, such as preventing urban sprawl and maintaining health standards, they
can also have the following adverse effects:

- they can restrict potential or existing firms from operating efficiently and thus
push up business costs (cost-creating); and/or

they can protect incumbent firms from competition and thus allow those firms to
raise their price-cost margins (rent-creating).

Hence, judicious reductions in restrictions on trade in distribution services can
improve competition and efficiency, and reduce prices paid by the final consumer.

In this study, government restrictions on trade in distribution services have been
guantified using an index methodology. This methodology categorises available
information on regulation and awards a score to each economy that is based on an
assessment of the level of restrictiveness. The greater the restriction on distribution
services, the higher (more restrictive) the score. An index score has been calcul ated
for domestic and foreign firms to separately quantify the extent to which regulation
restricts domestic and international competition.

The study found that Belgium, India, Indonesia, France, Korea, Maaysia, the
Philippines, Switzerland and Thailand are the most restrictive economies. These
economies are characterised by stringent requirements on ‘establishment’ — the
ability to ‘set up shop’ — such as restrictions on the acquisition of commercial land,
on foreign direct investment, and on large-scale stores. These economies also
Impose restrictions on the ‘ongoing operations of a firm, such as nationality
requirements on management and local employment requirements.

SUMMARY IX



By these measures, Singapore and Hong Kong are found to be the most open
economies. These economies have minor restrictions, primarily on the ability to
source labour temporarily from abroad.

The results of the trade restrictiveness index are used in a model to estimate the
effects of trade restrictions on food distributors. The model incorporates firm-
specific and industry-specific variables, and isolates the effect restrictions have on
the price-cost margins of distributors.

The study found that restrictions appear to be primarily ‘cost-creating’. It also
suggests that Belgium, France, Malaysia and Switzerland are the economies in
which restrictions on foreign firms have the largest impacts on the price-cost
margins of distributors. These economies have stringent restrictions on
establishment. Distribution firms in Canada, Chile, Indonesia, Ireland, Japan, the
Netherlands, the United Kingdom and the United States of America experienced
moderate impacts on their price-cost margins. Distribution firms in Australia,
Greece, Hong Kong, New Zealand, Singapore, South Africa al experienced the
smallest profitability impacts. These economies primarily have restrictions on the
movement of people.

That said, the results need to be interpreted with caution. The study’s focus on
price-cost margins reflects limitations on the availability of data. Price-cost margins
only capture the net affect of ‘rent-creating’ and ‘cost-creating’ restrictions. By
themselves, they are unable to capture the total effect of both types of restrictions.
In addition, the price-cost margins in the study’s data set are likely to incorporate
increases in prices or costs that are not brought about directly by ‘cost-creating’
restrictions. Further, the study is based on arelatively small number of observations.
Consequently, the results should be regarded as tentative.
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1 Introduction

Under the UN Central Product Classification, the distribution sector comprises the
services of:

commission agents who on-sell products that are typically owned by others to
retailers, wholesalers, or other individuals;

wholesalers who take title to products supplied by others and subsequently resell
them to retailers;

retailers who sell goods and services mostly to individual consumers and
households; and

franchisors who sell certain rights and privileges such as the right to use a retail
business format or trademark (USITC 1998).

The sector is vital to the functioning of a market economy. It is the principal link
between manufacturers and consumers, and accounts for up to 50 per cent of the
fina price that consumers pay for products (Pilat 1997). An efficient distribution
sector limits other industries costs and gives consumers access a wide variety of
goods at competitive prices. On the other hand, failure of the distribution sector to
perform its role well can lead to a significant mis-allocation of resources and
various economic costs (WTO 1998).

An important outcome of the General Agreement on Trade in Services (GATS) in
1994 is the inclusion of distribution services within the framework of multilateral
trading rules. Through the Agreement, some World Trade Organization (WTO)
member economies have identified their policies affecting trade in distribution
services and made specific commitments in relation to some of their existing trade
barriers. Although many barriers, including those imposed by ‘private sector
practices’, remain outside the scope of the GATS, the Agreement marks an
important step in extending multilateral disciplines to services trade.

The restrictions that governments around the world place on trade in distribution
services include zoning restrictions, licensing requirements, limits on store size and
opening hours, and investment hurdles and other requirements on foreigners
wanting to trade in the domestic distribution sector.
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Many of the restrictions are designed to achieve particular social objectives, such as
maintaining urban amenity, limiting sprawl and safeguarding health and safety
standards. Where they achieve these objectives, they can provide substantive
benefits to the community.

But restrictions on distribution services also involve costs. They can restrict
competition, hinder distributors operations, and thereby adversely affect the price,
reliability and quality of distribution services.

Further, the extent to which these regulations restrict international trade and affect
foreign service providers is often not transparent or readily observable. Trade in
services can occur viaaforeign firm establishing a branch or * commercial presence
in acountry, or by it supplying the service from across the border. Trade in the two
major components of distribution services [1 wholesale and retail trade 0 occurs
primarily through the commercial presence mode (WTO 1998). Trade via the cross-
border supply mode occurs primarily when wholesalers sell their products to foreign
retailers. Restrictions on trade in services are not as easy to measure as, say, a tariff
levied on imported goods at the border. Consequently, to date only qualitative
information or basic counts of countries’ restrictions on distribution services have
been available (see Hoekman 1995).

This study seeks to develop three approaches to quantify the restrictions on trade in
distribution services:

a trade restrictiveness index measure, based on information on restrictions for a
range of countries (chapter 2);

an estimate of the impact of restrictions on the price-cost margins of food
distribution businesses in various countries (chapter 3); and

the conversion of the price-cost margin impact estimates into cost impact
estimates (chapter 4).

In measuring the price and cost effects of the restrictions (in chapters 3 and 4), data
limitations have forced an approach which is both exploratory and, of itself,
tentative. It is presented and discussed here to stimulate further consideration and
development of measures of the impacts of services trade restrictions.

2 DISTRIBUTION
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2 A Trade Restrictiveness Index
for distribution services

This chapter quantifies the extent of restrictions to trade in distribution services in
an array of economies. This entails three steps:

collecting information on the different types of trade restrictions that
governments sometimes apply to distributors;

developing an index of these restrictions, in which each type of restriction is
given aweight depending on how much it restricts trade; and

using information on the actual restrictions in place in 38 economies, calculating
atotal restrictiveness score for each economy.

The reasons for this approach are twofold: first, to be able to compare the
restrictiveness of the trading regimes of different economies; and second, as an
input into work (in chapters 3 and 4) which seeks to estimate the effects on prices
and costs of particular types of restrictions.

2.1 Types of restrictions on trade
in distribution services

Governments apply arange of restrictions to trade in distribution services. The main
categories are set out in Table 2.1. The list and categorisation is based on
information from:

the Tradeport database;
OECD publications; and
United States Trade Representative website.

Restrictions are typically imposed by governments through regulation. The
restrictions can be specific to distribution services, as in the case of zoning
regulations; or they can apply to all industries in the economy, such as restrictions
on the ownership of commercial land, and have indirect effects on trade in
distribution services. Often, the restrictions are designed to achieve particular social
objectives, such as the prevention of urban sprawl and maintaining health and safety

TRADE 3
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standards. Nevertheless, in doing so they restrict trade in distribution services. In
addition, some restrictions, such as nationality requirements for members of the
board of directors and management, apply only to foreigner distributors;, while
others, such as zoning restrictions, apply to both domestic and foreign distributors.

Most of these government regulations restrict trade in distribution services in one of
two ways. First, they may constrain the way a distributor functions. For example,
l[imits on promotional activities may mean that a distributor cannot inform the
public about goods they have available. Second, they may limit competition in the
market for distribution services. For example, restrictions on the acquisition of
commercial land make it difficult for a potential new distributor to ‘ set up shop’.

Table 2.1 Examples of restrictions on distribution services

Restriction Description of restriction

Import licences A licence is required for distribution firms to import selected goods.
Licences are issued by governments and require firms to ensure that
imported goods meet certain health and safety standards.

Local government Local government regulations that aim to achieve certain planning

requirements objectives such as preventing urban sprawl and creating employment
in the local community. These regulations include restrictions on floor
space, zoning, and local employment.

Restrictions on the Government regulations that limit the ability of distribution firms to
promotion of retail promote their products.

products

Restrictions on the The acquisition of commercial land by (mainly foreign) firms is

acquisition of commercial restricted or prohibited by government regulation.
land

Licensing requirements Government regulation that requires foreign directors and managers

on managements to meet certain nationality and/or residential conditions in order to be
employed by domestic distribution firms.

Intellectual property rights The absence of government regulation that provides protection to
intellectual property against imitations or copying, through patents,
copyrights, industrial designs and to a certain extent trademarks. The
United States Trade Representative (USTR) classifies the level of
infringements on intellectual property rights into three categories —
Priority 301 Watch List, Priority Watch List, and not on either Watch
List. The Priority 301 Watch List include countries that deny adequate
and effective protection of intellectual property or deny fair and
equitable market access. Priority Watch List include countries that
lack adequate and effective intellectual property protection or market
access. The remaining countries not on a Watch List provide
adequate protection of intellectual property.

Government owned The presence of government owned monopolies in the distribution of

monopolies selected goods prevents foreign and domestic distributors from
operating in the sector.

Restrictions on foreign Government regulation impedes foreign firms investing locally. This

direct investment regulation prohibits any foreign direct investment or limits foreign direct

investment to a maximum proportion.

4 DISTRIBUTION
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Another factor which affects the ability of distributors to operate is the presence of
statutory government monopolies — government owned enterprises that by law are
the sole suppliers of a particular good or service — in the distribution market of
certain goods. Australia Post is an example. Statutory government monopolies in
the distribution of selected goods mean that neither domestic nor foreign firms can
distribute the selected goods either from local outlets or by direct sales from abroad.

While most restrictions on competition derive from too much government
regulation, in the case of intellectual property rights, problems arise from
insufficient regulation. Specifically, too little regulation can deter a distributor from
entering and establishing a distribution network (USTR 1998). In generd,
economies with a lack of regulation to protect intellectual property rights have
inadequate penalties for copyright piracy and higher incidences of copyright
infringements.

Copyright infringements tend to have a more significant impact on the profitability
of large-scale distributors than on the profitability of flexible, small-scale
distributors, such as ‘fly-by-nighters and ‘flea marketeers. All distributors are
technically constrained by the law to distribute only those goods that do not
contravene copyright regulations. However, breaches by large-scale distributors can
be relatively easily detected and the law enforced. The nature of small-scale
distributors means they may face less chance of detection and, where they are
detected, they may face relatively small costs of relocating their business to avoid
further detection. Hence, enforcing the law against these businesses is more
difficult. For large scale distributors, this means that some of their potential sales
(and profits) are likely to be stolen by these copyright pirates. Consequently, the
returns to large-scale distributors in economies where there is alack of regulation to
protect intellectual property rights should generally be lower than they would be if
there were an adequate protection intellectual property rights.1

That said, it should be noted that excessive protection for intellectual property can
also cause inefficiencies, by ‘locking away’ innovations or allowing innovators to
maintain high prices for longer than necessary to induce sufficient investment in
innovative ventures and activities. These types of problems normally arise in the

1 The fact that alack of protection of intellectual property rights mainly affects the profits of large-
scale distributors is important, because the data set used in the econometric analysis (in chapters
3 and 4) consists solely of large-scale distributors. Hence, its results could be taken to suggest
that a lack intellectual property rights protection will lessen the profitability of the distribution
sector in an economy. However, it should be noted that the overall effect on the profitability of
firms in the distribution sector might be neutral or even positive. This is because the lack of
property rights protection would generate off-setting benefits for the distributors of the pirated
material — which would not be reflected in the data set used in chapter 3.
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production sector of an economy. In the case of distribution, excessive protection
for intellectual property is unlikely to be a significant problem.

As well as the above governmental restrictions, certain ‘private sector practices
such as strong buyer-supplier relationships and soft cartels can also have an impact
on trade in distribution services. These practices can hinder potential domestic and
foreign distributors from entering the market for distribution services, by impeding
their access to inputs necessary to establish a distribution firm. However, these
practices have not been treated as formal restrictionsin this paper.2

2.2 Restrictiveness index methodology

An index methodology is used here to quantify the nature and extent of restrictions
on trade in distribution services. An index provides a guide to the extent to which
comparable economies have more or less restrictive trading regimes for services.
McGuire and Schuele (1999), McGuire et a. (1999) and Nguyen-Hong (2000)
constructed similar indexes for banking, maritime services and professional services
respectively.

The index methodology used in this study covers al restrictions, including those
that may be justified for health, safety, urban amenity or other reasons. In general,
restrictions on trade reduce competition and/or increase the operating costs of firms.
The index therefore attempts to give an indication of the restrictiveness on
competition of such restrictions. Doing thisis not to imply that the restrictions may
not have benefits, nor that those benefits are necessarily less than the efficiency
costs. Nevertheless, measuring the cost of restrictions is an important input into an
assessment of their overall net effects.

Table 2.2 shows the restrictiveness index for distribution services.

2The presence of such practices can arguably be attributed to insufficient government regulation of
anti-competitive practices, and thus could be included as a trade restriction in the same way that a
lack of enforcement on intellectual property rights can restrict trade. On this basis, the presence
of private sector practices could be included in the trade restrictiveness index developed in this
chapter. However, data limitations on the extent of such practices preclude their inclusion in the
index (although a separate variable to control for their effects is included in the analyses of the
price and cost impacts of the trade restrictions in chapters 3 and 4).

6 DISTRIBUTION
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Table 2.2 Restrictiveness index for distribution services
Category weightings@ Score Restriction category
RD MFNC  Totald
Restrictions on establishment
0.2000 na 0.2000 Restrictions on commercial land
1.00  Acquisition of commercial land is not permitted.
0.50 Acquisition of commercial land is permitted, but is
restricted to a certain size.
0.00 No restrictions on the acquisition of land.
0.2000 na 0.2000 Direct investment in distribution firms
The score will be inversely proportional to the maximum
foreign equity participation permitted in a domestic
distribution firm. For example, equity participation to a
maximum of 75 per cent of an existing distribution firm
receives a score of 0.25.
0.0500 na 0.0.500 Restrictions on large-scale stores
1.00 National legislation prohibits large-scale stores.
0.50 Regional and local authorities restrict large-scale stores.
0.00 No restrictions on large scale stores.
0.0750 na 0.0750 Factors affecting investment
0.30 Takeovers are hindered by regulation.
0.30 Investors must meet performance requirements.
0.20 Establishment subject to an economic needs test.
0.20  Government screening of investment.
0.0750 na 0.0750 Local government requirements
0.40  Establishment subject to a local environmental impact
assessment or zoning requirements.
0.40 Local employment requirements.
0.20 Restrictions on operating hours.
0.0475 0.0025 0.0500 Movement of People — Permanent
1.00 No entry of executives, senior managers or staff.
0.80 Executives, senior managers or staff can stay a period
of up to 1 year.
0.60  Executives, senior managers or staff can stay a period
of up to 2 years.
0.40 Executives, senior managers or staff can stay a period
of up to 3 years.
0.20  Executives, senior managers or staff can stay a period
of up to 4 years.
0.00 Executives, senior managers or staff can stay a period

of more than 4 years.
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Table 2.2 continued

Category weightings& Score Restriction category

RD MFENC¢  Totald

Restrictions on ongoing operations

0.0750 na 0.0750 Wholesale import licensing
1.00 No new import licences are available for wholesalers.

0.50 A limited number of new import licences are available for
wholesalers.

0.00 There are no limits on the issue of import licences.

0.0500 na 0.0500 Limits on the promotion of retail products

1.00 Distribution firms are prohibited from using advertising
and promotion to market retail products.

0.50 Distribution firms are limited in their use of advertising
and promotion to market retail products.

0.00 No restrictions on advertising/promotion of retail products.

0.1000 na 0.1000 Statutory government monopolies

The score for an economy is taken from a table of 16
product categories, in which distribution occurs through
statutory government monopolies (see text).

0.0500 na 0.0500 Protection of intellectual property rights
1.00 Aneconomy is on the USTR priority 301 watch list.
0.50 Aneconomy is on the USTR priority watch list.
0.00 Intellectual property rights are not on USTR watch lists.

0.0475 0.0025 0.0500 Licensing requirements on management

1.00 All directors or managers or at least a majority of them
must be nationals or residents.

0.75 Atleast 1 director/manager must be a national or resident.
0.50 Directors and managers must be locally licensed.

0.25 Directors and managers must be domiciled in the foreign
economy.

0.0237 0.0013 0.0250 Movement of people — Temporary
1.00 No temporary entry of executives, senior managers or staff.
0.75 Temporary entry of executives, senior managers or staff
up to 30 days.

0.50 Temporary entry of executives, senior managers or staff
up to 60 days.

0.25 Temporary entry of executives, senior managers or staff
up to 90 days.

0.00 Temporary entry of executives, senior managers or staff
over 90 days.

0.9937 0.0063 1.00 Total

na not applicable. a Totals may not add due to rounding. b R is the restriction category weighting. ¢ MFN is
the most-favoured-nation category weighting. d Total of the restriction category and MFN category weightings.
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Classifying restrictions on trade in distribution services

The index methodology classifies restrictions on distribution services in two ways,
both of which align closely with the classification of restrictions under the General
Agreement on Trade in Services (GATS).

Establishment and ongoing operations

Thefirst way of classifying arestriction is by whether it appliesto:

a business's establishment — the ability of service providers to establish a
physical outlet in aterritory and supply services through those outlets; or

a business’'s ongoing operations — the operations of a service provider after it
has entered the market.
the restrictions on establishment relate to:
the acquisition of commercial land;
direct investment in distribution firms;
large-scale stores,
factors affecting investment;
local government regulations; and

the permanent movement of people.

The restrictions on ongoing operations relate to:

the issuing of wholesale licences;

promotional activities;

alack of protection of intellectual property rights;

the presence of statutory government monopolies; and

licensing requirements on management and the temporary movement of people.
The reason for distinguishing restrictions on establishment from restrictions on
ongoing operations is so that the former can be modelled as restrictions on the
movement of capital, while the latter can be modelled as affecting the output of
distribution service firms. Further, the classification aligns closely with the modes
of supply used in the General Agreement on Trade in Services (GATS), where

barriers to establishment can be seen as a subset of barriers to ‘commercial
presence’.

TRADE 9
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Discrimination between foreign and domestic distributors

The second way restrictions are classified is according to whether they are:

non-discriminatory — that is, restrictions that treat domestic and foreign service
providers equally, but restrict activity; and

discriminatory — that is, restrictions that treat foreigners differently from, and
generally less favourably than, domestic service providers.

This classification is in accordance with GATS framework, where ‘market access
barriers lead to non-discriminatory restrictions and derogations from °‘national
treatment’ lead to discriminatory restrictions.

These indexes quantify the extent to which regulation restricts domestic and
international competition. The foreign index covers both discriminatory and non-
discriminatory restrictions. It represents all the restrictions that hinder foreign firms
from entering and operating in an economy. The domestic index covers non-
discriminatory restrictions and represents restrictions that are relevant to al
distribution firms. Thus, the difference between the foreign and domestic index
score isameasure of discrimination against foreigners.

Consequently, fewer restriction categories are relevant for the domestic index than
the foreign index. The domestic index excludes the discriminatory restrictions
covering firm entry, licensing requirements on management, and restrictions on the
movement of people. Most favoured nation (MFN) exemptions — discussed further
below — are also not relevant, as governments generally do not apply these
restrictions to domestic firms. The maximum possible value for the foreign index is
1. The maximum possible value for the domestic index is 0.875 (table 2.3).

10 DISTRIBUTION
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Table 2.3 Restriction categories in the foreign and domestic indexes

Restriction category Relevant Total Relevant for Total
for foreign weight domestic weight
index index

Restrictions on commercial presence

Restrictions on commercial land Yes 0.200 Yes 0.200
Direct investment Yes 0.200 Yes 0.200
Restrictions on large-scale stores Yes 0.050 Yes 0.050
Factors affecting investment Yes 0.075 Yes 0.075
Local government requirements Yes 0.075 Yes 0.075
Movement of people — Permanent Yes 0.050 No na
Other restrictions

Wholesale import licensing Yes 0.075 Yes 0.075
Limits on promotion of retail products Yes 0.050 Yes 0.050
Statutory government monopolies Yes 0.100 Yes 0.100
Protection of intellectual property rights Yes 0.050 Yes 0.050
Licensing requirements on management Yes 0.050 No na
Movement of people — Temporary Yes 0.025 No na
Total weighting or highest 1.00 0.875

possible score

Na not applicable.

Restrictiveness category scores and weights

The restrictiveness of an economy’ s trading regime depends on the number of trade
restrictions it has and how restrictive each of those restrictions is. Economies with
many restrictions, or with several highly restrictive restrictions, will obviously have
amore restrictive regime overall than economies with few, or weak, restrictions.

The index methodology reflects thisin the following ways.

Under each restriction category, an economy receives a score depending on how
stringent its restrictions in that category (if any) are. The more stringent the
restriction, the higher the score. For example, within the ‘promotion of retail
products' category, an economy that bans advertising gets a score of 1; an economy
that merely limits advertising gets a score of 0.5; and an economy with no
restriction gets a score of 0.

Then, each category is given a weight to reflect how restrictive that class of
restrictions is, relative to other classes. The more restrictive the category, the higher
the weight. For example, the ‘promotion of retail products category receives a
weight of 0.05, while the ‘restrictions on the acquisition of commercial land’
category gets a weighting on 0.2. This is because restrictions on the acquisition of
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commercial land are judged to have a larger impact on trade than restrictions on
advertising.

Finaly, an economy’s restriction category score is multiplied by the category
weight, and the sum of al weighted scores produces a total restrictiveness index
score for each economy.

The derivation of the scores and weights used in the index — set out in table 2.2 —
isexplained below.

Restriction category scores

Within the categories that measure the level of government regulation that restricts
trade — all categories other than intellectual property rights — the greater the
restrictiveness of a particular regulation, the higher its score. Scores range from O to
1, with O being least restrictive and 1 being most restrictive.

For the intellectual property rights category, higher levels of regulation attract a
lower score. This is because a lack of legislation to protect intellectual property
rights can act as a barrier to trade in distribution services (see section 2.1). An
economy receives a score according to whether it is on the USTR 301 watchlist, the
USTR Priority 301 watchlist or not on any USTR watchlists (refer to table 2.1 and
table 2.2).

Importantly, scores are assigned according to actual restrictions rather than stated
limits. Some statutory restrictions may not bind in practice. For example,
government regulation may restrict foreign equity participation in a firm to 15 per
cent, but the government may usually approve investment above this limit. Where
possible the score reflects actual restrictiveness, after taking into account approvals
above stated limits. Thus, arestriction that is applied as prescribed receives a higher
score than arestriction where government approval is usually forthcoming.

The score for a few restriction categories — factors affecting investment, local
government requirements — is calculated by the addition of similar restrictions.
These restrictions categories cover a number of restrictions that are additive rather
than mutually exclusive, so the overall score in these categories is the sum of the
scores from the separate restrictions. For example, in the factors affecting
investment category, a score of 0.5 is assigned where there are restrictions that
hinder takeovers (0.3) and government screening of investment (0.2).

For the government monopoly category, the score an economy receives is based on
the presence of government monopolies in 16 selected product categories shown in
table 2.5. As discussed in section 2.1, if selected products are distributed by
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statutory government-owned monopolies, this prevents other domestic and foreign
firms from entering the distribution market for those selected products and limits
the ability of foreign firms to supply the selected products through the cross-border
mode. To reflect this, the presence of government monopolies in any of the 16
product categories receives a score of 1 (see table 2.4), and the scores from each
product category are totalled and divided by 16 to show the extent of the restrictions
for all product categories.

An issue that arises in scoring economies in two of the categories — the movement
of people and licensing requirements on management — is how to deal with MFN
exemptions. These exemptions typically allow economies reciprocal or preferential
treatment with a particular set of partner economies. If the details of the reciprocal
or preferential treatment were known, this information could be built directly into
the computation of the index as so far described, but on a bilateral basis. If an
economy granted preferential treatment on the movement of people with a partner
economy, for example, and the extent of preferentia treatment were known, its

Table 2.4 Scores for statutory government monopolies

Score Presence of government monopolies

1.00 Product is distributed by a statutory government-owned monopoly.
0.00 Product not distributed by a statutory government-owned monopoly.

Table 2.5 Product categories?

Product Categories

Motor Vehicles and MV parts and supplies

Furniture and home furnishings

Lumber and other construction materials

Professional and commercial equipment and supplies
Metal and minerals, except petroleum

Electrical goods

Hardware and plumbing and heating equipment and supplies
Machinery, equipment and supplies

Paper and paper products

Drugs, drug proprietaries and druggists’ sundries
Apparel, piece goods and notions

Groceries and related products

Farm-product raw materials

Chemicals and allied products

Petroleum and petroleum products

Beer, wine and distilled alcoholic beverages

@ The product categories are taken from the US Standard Industrial Classification (SIC). These product
categories are SIC 501-508 and 511-518.

Source: OECD (2000)
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index score for this restriction category could be computed separately for that
partner economy, and would be lower than against other economies. The MFN
exemptions scheduled under the GATS specify the sectoral coverage, the economies
to which they apply and the intended duration. These exemptions can apply to
selected or all WTO Members. However, the information sources typicaly do not
spell out the nature or extent of the reciprocal or preferential treatment.

The treatment of MFN exemptions used in this study is the same as that used by
McGuire et a. (1999). The type of exemption or bilateral arrangement is given a
score, rather than adjusting each restriction category for any reciprocal or
preferential arrangement between two economies. The scoring still recognises that
an economy that applies a MFN exemption or bilateral arrangement to one or a
number of economies has lower restrictions overall than an economy without such
an arrangement. Thus, economies with MFN exemptions or bilateral arrangements
receive alower score than economies without those arrangements.

Table 2.6 outlines the scores for the two types of MFN exemptions — preferential
treatment and reciprocity. The MFN exemption matrixes for distribution services
are 38 by 38 and are used to calculate a score for the permanent and temporary
movement of people and the licensing regquirements on management.

MFN exemptions are assigned scores in a matrix to measure how the 38 economies
treat each other. For example, suppose economy A has a preferential treatment
MFN exemption with economies B, C, and D on licensing requirements on
management. In the matrix, economies B, C and D receive a score of 0 and the 34
remaining economies receive a score of 1. The total score of 34 is divided by 37 to
obtain a pro rata score for the number of economies to which the MFN exemption is
not applied. The denominator of 37 reflects the number of economies in the sample
that the economy can potentially trade with, since it cannot have a MFN exemption
with itself. Thus, economy A scores 0.92 for licensing requirements on
management. This score is then multiplied by the respective MFN weighting in
table 2.2.

Table 2.6 Scores for MFN exemptions — movement of people and
licensing requirements on management

Score  Type of MFN exemption

1.00 No MFN exemption.
0.50 MFN exemption with reciprocity with selected or all economies.
0.00 MFN exemption with preferential treatment with selected or all economies.
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Restriction category weights

Weightings are assigned to restriction categories by making an a priori assessment
of the cost of restrictions to trade in distribution services. Ideally, econometric
analysis (such asthat discussed in the following chapter) could be used to determine
weights for each restriction category. However, the lack of in-sample variation for
many restriction categories makes it difficult to estimate coefficients for individual
restriction categories. Consequently, the determination of weights for restriction
categoriesis subjective.

The approach in this paper is guided by that of Hardin and Holmes (1997), OECD
(1997), Claessens and Glaessner (1998), McGuire and Schuele (1999) and McGuire
et al. (1999). The OECD (2000) states that the largest mode of trade in distribution
services is through the establishment of a commercia presence. Thus, restrictions
that hinder the establishment of a commercial presence will have the greatest cost
on trade in distribution services, and are given the largest category weighting. Of
these, restrictions on the acquisition of commercial land and on foreign direct
investment receive the largest category weightings (refer to table 2.2). While
changes in the weights would lead to some changes in the rankings of the
economies studies, the results using the chosen weights align closely with results of
other studies of the effects of trade restrictions (see section 2.3).

2.3 Results for 38 economies

The index methodology developed in section 2.2 has been used to calculate
individual economy scores for 38 economies from the Asia-Pacific, Europe and
American regions.

A consolidated listing and description of restrictions on distribution services in
these economies (wholesale and retail services) has been compiled from a number
of sources:

the GATS schedules for distribution services are the starting point (WTO 1994);

WTO Trade Policy Reviews, which describe regulation applying to services,
trade restrictions and trade policies for WTO Members (WTO 1996, 1997 and
1998);

the National Trade Estimate Report on Foreign Trade Barriers from the Office of
the United States Trade Representative, which covers information on restrictions
on distribution services for most economies (USTR 1998);
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APEC Individual Action Plans, which list restrictions and liberalising
commitments in reports covering services, investment, competition and
deregulation (APEC 1997a and 1998);

TradePort internet site, which covers information on restrictions for most
economies (TradePort 1998); and

OECD publications.

The information reflects, as far as possible, restrictions applying to distribution
services as at June 1999.

The reliability of the index for different economies depends on the quality and depth
of information. Given the number of economies covered, some restrictions may not
be captured or may be scored differently from the way they are applied in practice.
The danger is that a higher score may simply reflect a greater availability of data
rather than a more restrictive regime. The sources used here are the best known
sources of data on distribution services.

Some restrictions may not necessarily fit within a restriction category. This may be
because, for example, certain restrictions apply only in one economy and are not
covered by a restriction category in the index. These restrictions are not directly
assigned a score but are used as background information in assigning appropriate
scores in some restriction categories.

Aggregate results

The results show that restrictions on distribution services vary significantly among
economies. Some economies have few restrictions, while others have a broad range
of restrictions. Singapore, Chile and Hong Kong have relatively few restrictions in
the distribution sector, while Belgium, India, Indonesia, France, Korea, Malaysia,
the Philippines, Switzerland and Thailand are relatively restrictive (tables 2.7 and
2.8). These economies have high scores relative to the other economies mainly
because they restrict the acquisition of commercial land and limit foreign direct
investment. As noted earlier, the foreign index covers both discriminatory and non-
discriminatory restrictions and the domestic index covers non-discriminatory
restrictions. The difference between the foreign and domestic index score is a
measure of discrimination.

Figure 2.1, 2.2 and 2.3 a the end of this chapter show the foreign and domestic
index scores for selected economies. Table 2.9 to 2.13 provides the numerical
results for the index split by groupings and restriction categories.
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Table 2.7 Summary of foreign restrictiveness index scores

Restrictiveness scores from Restrictiveness scores from Restrictiveness scores greater
0to 0.15 0.15t0 0.30 than 0.30
Argentina, Australia, Chile, Austria, Brazil, Canada, France, India, Indonesia,
Hong Kong, Mexico, New Colombia, Denmark, Finland, Malaysia, the Philippines,
Zealand, Singapore, South Germany, Greece, Ireland, Korea, Switzerland, Thailand
Africa, Turkey and Uruguay. Italy, Japan, Luxembourg, and Belgium.

Netherlands, Portugal, Spain,
Sweden, the United Kingdom,
the United States and
Venezuela.

Table 2.8 Summary of domestic restrictiveness index scores

Restrictiveness scores from Restrictiveness scores from Restrictiveness scores greater
0to 0.10 0.10t0 0.20 than 0.20
Argentina, Australia, Austria, Colombia, France, India, Italy, Korea
Brazil, Canada, Chile, Japan, Switzerland, Venezuela
Denmark, Finland, Germany, and Belgium

Greece, Hong Kong,
Indonesia, Ireland,
Luxembourg, Malaysia,

Mexico, Netherlands, New
Zealand the Philippines,
Portugal, Singapore, South
Africa, Spain, Sweden,
Thailand, Turkey, the United
Kingdom, Uruguay and the
United States

Asia Pacific economies

Foreign index

India, Indonesia, Malaysia, Korea, Thailand and the Philippines are the most
restricted markets for distribution servicesin this region.

India has restrictions on import licences for numerous goods that act as a virtual
ban on imports. In addition, there are aso limits on foreign equity, intellectual
property rights concerns and statutory government monopolies that affect the
ability of distribution firms to operate.

Indonesia issues no licences for the import of agricultural produce and has
restrictions on foreign direct investment in the distribution sector. Also, an
Indonesian firm must also be employed for wholesale distribution where a
foreign firm does not locally manufacture its products and foreign firms are
prohibited from participating in retail distribution.
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Malaysia has limits on the number of import licences issued to foreigners and
limits on foreign equity participation. There are also local content and
employment requirementsin Malaysia.

In the Philippines, only Filipino citizens may engage in retail trade. There are
also capital and performance requirements for foreign direct investment.

In Korea, there are restrictions on foreign direct investment and non-
discriminatory restrictions that are discussed in the domestic index.

Thailand has restrictions on the acquisition of commercial land, restrictions on
investment, wholesale import licences and restrictions on temporary and
permanent movement of people.

Japan obtained moderate foreign index scores. Japan has zoning requirements and
restrictions on advertising and promotional activities,

Australia, Hong Kong, Singapore, South Africa, New Zealand and Turkey obtained
relatively low foreign index scores. Australia and New Zealand impose relatively
minor administrative restrictions on foreign investment. Australia, Hong Kong,
South Africa, Singapore and Turkey have some non-discriminatory restrictions (the
details of which are covered in the domestic index).

Other studies of restrictions in the distribution market have found results similar to
this study. During the Uruguay Round negotiations, the OECD (2000) found that
the market for distribution services among developing economies appears to be the
most restricted in India, Indonesia, Malaysia and the Philippines. In addition, APEC
Guidebook on Investment Regimes states that the wholesale markets in Hong Kong,
Singapore and China (not considered in this study) appear to be completely open
(OECD 2000).

Domestic index

India, Japan and K orea obtained the highest domestic index scores in the region.

India has restrictions on import licences for numerous goods, which act as a ban
on importation. In addition, there are statutory government monopolies and
inadeguate enforcement of regulations to protect intellectual property rights.

Japan has restrictions on large-scale stores, zoning and opening hours. Also,
there exist statutory government monopolies, inadequate enforcement of
intellectual property rights, restrictions on promotional activities and wholesale
import licences.

Korea has zoning regulations that restrict the availability of commercial land and
national the establishment of large-scale stores.
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Australia, Hong Kong, Indonesia Malaysia, New Zealand, the Philippines,
Singapore, South Africa, Thailand and Turkey obtained relatively low scores in the
domestic index. All these economies, apart from Malaysia and New Zealand,
attracted a score for their level of enforcement of regulations protecting intellectual
property rights. Indonesia, Thailand and Turkey also have state monopolies, which
hinder the operation of private firms. Indonesia and Maaysia grant a limited
number of wholesale import licences for the importation of selected goods and
Malaysia also has screening on investments.

Discrimination between foreign and domestic firms

Malaysia and the Philippines are the most discriminatory against foreign firms in
the distribution sector — foreign firms are treated significantly less favourably than
domestic firms.

Malaysia has foreign equity limits, local content restrictions, and stringent
requirements on the licensing of management.

The Philippines has regulations that forbid firms not wholly owned by Filipinos
from participating directly or indirectly in retail trade. There are aso
performance requirements on foreign investment in the wholesal e sector.

American economies

Foreign index

Venezuela and Brazil are the most restricted economiesin the region.

Venezuela has foreign direct investment restrictions, restrictions on the
permanent and temporary movement of people and licensing requirements for
management. In addition, there are sanitary and phytosanitary restrictions, which
restrict the import of agricultura and food imports, statutory government
monopolies and intellectual property rights concerns.

Brazil has restrictions on foreign direct investment and the permanent and
temporary movement of people. Further, there are statutory government
monopolies, which hinder the operations of private firms in the distribution
sector.

Argentina, Chile, Mexico, Canada, Colombia and the United States have lower
foreign index scores. All the economies have restrictions on the temporary
movement of people and licensing requirements on management. Argentina, Chile,
Mexico, Canada and Colombia have restrictions on the permanent movement of
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people. Argentina, Chile, Canada and Colombia are on the USTR priority watch list
for infringements of intellectual property rights. Canada and the United States have
restrictions on the acquisition of commercial land. Chile and Colombia have local
employment requirements. Canada and Mexico screen foreign investment.
Colombia also has wholesale licences, restrictions on promotional activities and
state monopolies.

Uruguay is the most open economy in the region. However, Uruguay still screens
investment, has restrictions on the temporary and permanent movement of people,
licensing requirements for management and state monopolies.

Domestic index

Colombia and Venezuela obtained the highest domestic index score in the region.

Colombia screens both domestic and foreign investment and has statutory
government monopolies distributing selected goods.

Venezuela has wholesale import licences, statutory government monopolies and
inadeguate enforcement of intellectual property rights regulations.

Argentina, Brazil, Canada, Chile, Mexico the United States and Uruguay obtained
relatively low domestic index scores. Argentina, Chile, Canada and Colombia have
intellectual property rights concerns. Brazil, Canada and Colombia have state
monopolies. The United States had no restrictions that were picked up in the index.

Discrimination between foreign and domestic firms

Brazil, Mexico and the United States are the most discriminatory against foreign
firms. Both Mexico and Brazil discriminate against foreign investment, through
screening in Mexico and through foreign equity limits in Brazil. The United States
discriminates against foreign ownership of land and has restrictions on the
temporary movement of people and licensing requirements on management.

European economies

Foreign index

All the economies in the region have restrictions on the permanent and temporary
movement of people, nationality requirements on the licensing of management,
intellectual property rights infringements (USTR priority 301 watchlist), and
restrictions on the acquisition of commercial land by foreigners.
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Belgium, France, Italy and Switzerland are the most restrictive economies in the
region. These economies have significant non-discriminatory restrictions that are
covered in the domestic index, as well as significant discriminatory restrictions.

Denmark, Finland, Germany, Greece, the Netherlands, Portugal, Spain and Sweden
al obtained a moderate foreign restrictiveness index score. Finland has a licensing
requirement for non-European Economic Association residents in selected
industries. Greece has licensing requirements for foreign sales agents and limits on
the repatriation of royalties. Portugal screens foreign investment. These economies
also have non-discriminatory restrictions, which are covered in the domestic index.
Austria, Ireland, and the United Kingdom are the most open markets in the region.

Domestic index

Belgium, France, Italy and Switzerland obtained the highest domestic index scores
in the region. They all restrict promotional activities by distribution firms.

France also has stringent requirements on domestic firms being able to acquire
other firms, restrictions on store sizes, opening hours and government
monopolies that distribute selected goods.

Belgium has restrictions on takeovers and mergers, regulations to protect small
stores from competition and state monopolies.

Italy has restrictions on takeovers, large stores and operating hours.

Switzerland has restrictions that hinder the takeover of domestic firms,
restrictions on zoning and local employment, and has statutory government
monopolies that distribute selected goods.

Austria, Denmark, Finland, Germany, Greece, Ireland, the Netherlands, Portugal,
Spain, Sweden and the United Kingdom obtained lower domestic index scores.
Denmark has a minimum capital requirement for investment, and there are
restrictions on promotional activities. Germany has measures that hinder takeovers
and restrictions on promotional activities. In the Netherlands, there are restrictions
on promotional activities. Spain has restrictions on large-scale stores. Sweden has
practical impediments that restrict investment.
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Discrimination between foreign and domestic firms

Greece is the most discriminatory economy in the region. Greece requires licences
for foreign firms, places restrictions on the repatriation of royalties and on the

licensing of management.

Figure 2.1  Restrictiveness indexes for selected Asia Pacific economies,
South Africa and Turkey?
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Figure 2.2  Restrictiveness indexes for selected American economies®
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Figure 2.3 Restrictiveness indexes for selected European economies?
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Table 2.9 Restrictiveness indexes for distribution services®

score
Economy Domestic Foreign
Ongoing Ongoing

Establishment  operations Total Establishment operations Total
Argentina - 0.05 0.05 0.02 0.07 0.09
Australia - 0.03 0.03 0.03 0.07 0.10
Austria - 0.05 0.05 0.12 0.07 0.19
Belgium 0.10 0.08 0.18 0.22 0.10 0.32
Brazil - 0.01 0.01 0.17 0.06 0.23
Canada 0.02 0.03 0.05 0.14 0.05 0.19
Chile 0.03 0.03 0.06 0.06 0.07 0.13
Colombia 0.03 0.09 0.12 0.05 0.14 0.19
Denmark 0.02 0.08 0.09 0.14 0.13 0.27
Finland - 0.05 0.05 0.14 0.11 0.24
France 0.10 0.08 0.18 0.22 0.10 0.33
Germany 0.02 0.08 0.10 0.14 0.10 0.24
Greece - 0.05 0.05 0.20 0.07 0.27
Hong Kong - 0.03 0.03 - 0.05 0.05
India - 0.15 0.15 0.12 0.21 0.32
Indonesia - 0.09 0.09 0.17 0.14 0.32
Ireland - 0.05 0.05 0.12 0.07 0.19
Italy 0.09 0.05 0.14 0.22 0.07 0.29
Japan 0.10 0.10 0.20 0.10 0.16 0.25
Korea 0.21 0.05 0.26 0.26 0.07 0.33
Luxembourg - 0.05 0.05 0.10 0.07 0.17
Malaysia 0.05 0.04 0.09 0.31 0.09 0.40
Mexico - - - 0.09 0.02 0.11
Netherlands - 0.09 0.09 0.12 0.11 0.24
New Zealand - - - 0.04 0.02 0.06
Philippines 0.03 0.03 0.06 0.29 0.08 0.37
Portugal - 0.05 0.05 0.14 0.07 0.21
Singapore - 0.03 0.03 - 0.07 0.07
South Africa - 0.03 0.03 0.02 0.05 0.07
Spain 0.03 0.05 0.08 0.15 0.07 0.22
Sweden 0.02 0.05 0.07 0.14 0.07 0.21
Switzerland 0.12 0.04 0.16 0.23 0.09 0.33
Thailand 0.03 0.03 0.06 0.26 0.13 0.39
Turkey - 0.06 0.06 0.03 0.10 0.13
United Kingdom - 0.05 0.05 0.12 0.07 0.19
United States - - - 0.10 0.06 0.16
Uruguay 0.02 0.01 0.02 0.04 0.03 0.06
Venezuela 0.03 0.08 0.11 0.13 0.13 0.26

- Nil & Figures may not added to total due to rounding. b The restrictiveness index scores range from 0 to 1.
The higher the score, the greater the restrictions for an economy.
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Table 2.10 Restriction categories in the establishment grouping of the
foreign trade restrictiveness index®

score
Economy Restrictions Direct Restrictions Factors Local Movement Total
on investment on affecting government  of people -
commercial large-scale investment requirements permanent
land stores

Argentina - - - - - 0.02 0.02
Australia - - - 0.02 - 0.01 0.03
Austria 0.10 - - - - 0.02 0.12
Belgium 0.10 - 0.05 0.02 0.03 0.02 0.22
Brazil - 0.10 - - 0.03 0.04 0.17
Canada 0.10 - - 0.02 - 0.02 0.14
Chile - - - - 0.03 0.03 0.06
Colombia - - - - 0.03 0.02 0.05
Denmark 0.10 - - 0.02 - 0.02 0.14
Finland 0.10 - - 0.02 - 0.02 0.14
France 0.10 - 0.05 0.02 0.03 0.02 0.22
Germany 0.10 - - 0.02 - 0.02 0.14
Greece 0.10 0.06 - 0.02 - 0.02 0.20
Hong Kong - - - - - - -

India - 0.10 - 0.02 - - 0.12
Indonesia - 0.10 - 0.02 0.03 0.02 0.17
Ireland 0.10 - - - - 0.02 0.12
Italy 0.10 - 0.05 0.04 0.02 0.02 0.22
Japan - - 0.05 - 0.05 - 0.10
Korea 0.10 0.04 0.05 0.02 0.03 0.02 0.26
Luxembourg 0.10 - - - - - 0.10
Malaysia 0.10 0.14 - 0.04 0.03 - 0.31
Mexico - 0.04 - 0.02 - 0.03 0.09
Netherlands 0.10 - - - - 0.02 0.12
New Zealand - - - 0.02 - 0.02 0.04
Philippines - 0.20 - 0.04 0.03 0.02 0.29
Portugal 0.10 - - 0.02 - 0.02 0.14
Singapore - - - - - - -

South Africa - - - - - 0.02 0.02
Spain 0.10 - 0.03 - - 0.02 0.15
Sweden 0.10 0.02 - - - 0.02 0.14
Switzerland 0.10 - 0.03 0.02 0.08 0.01 0.23
Thailand 0.10 0.10 0.03 0.02 - 0.02 0.26
Turkey - - - - - 0.03 0.03
United Kingdom 0.10 - - - - 0.02 0.12
United States 0.10 - - - - - 0.10
Uruguay - - - 0.02 - 0.02 0.04
Venezuela - 0.08 - - 0.03 0.02 0.13

- Nil & Figures may not added to total due to rounding. b The restrictiveness index scores range from O to 1.
The higher the score, the greater the restrictions for an economy.
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Table 2.11 Restriction categories in the ongoing operations grouping of
the foreign trade restrictiveness index®

score
Economy Wholesale Restrictions Presence of Protection of Movement Licensing Total
import on government intellectual of people — requirements
licensing  promotion monopolies property temporary on
of retail rights management
products
Argentina - - - 0.05 0.01 0.01 0.07
Australia - - - 0.03 0.01 0.04 0.07
Austria - - - 0.05 0.01 0.01 0.07
Belgium - 0.03 - 0.05 0.01 0.01 0.10
Brazil - - 0.01 - 0.01 0.04 0.06
Canada - - 0.01 0.03 0.01 0.01 0.05
Chile - - - 0.03 0.01 0.04 0.07
Colombia 0.04 0.03 0.01 0.03 0.01 0.04 0.14
Denmark - 0.03 - 0.05 0.01 0.05 0.13
Finland - - - 0.05 0.01 0.05 0.11
France - 0.03 0.01 0.05 0.01 0.01 0.10
Germany - 0.03 - 0.05 0.01 0.01 0.10
Greece - - - 0.05 0.01 0.01 0.07
Hong Kong - - - 0.03 0.01 0.01 0.05
India 0.08 - 0.03 0.05 0.01 0.05 0.21
Indonesia 0.04 - 0.01 0.05 0.01 0.04 0.14
Ireland - - - 0.05 0.01 0.01 0.07
Italy - - - 0.05 0.01 0.01 0.07
Japan 0.04 0.03 0.01 0.03 0.01 0.05 0.16
Korea - 0.03 - 0.03 0.01 0.01 0.07
Luxembourg - - - 0.05 0.01 0.01 0.07
Malaysia 0.04 - - - 0.01 0.05 0.09
Mexico - - - - 0.01 0.01 0.02
Netherlands 0.02 0.03 - 0.05 0.01 0.01 0.11
New Zealand - - - - 0.01 0.01 0.02
Philippines - - - 0.03 0.01 0.05 0.08
Portugal - - - 0.05 0.01 0.01 0.07
Singapore - - - 0.03 0.01 0.04 0.07
South Africa - - - 0.03 0.01 0.01 0.05
Spain - - - 0.05 0.01 0.01 0.07
Sweden - - - 0.05 0.01 0.01 0.07
Switzerland - 0.03 0.01 - 0.01 0.05 0.09
Thailand 0.04 - 0.01 0.03 0.01 0.05 0.13
Turkey - - 0.01 0.05 0.02 0.01 0.10
United Kingdom - - - 0.05 0.01 0.01 0.07
United States - - - - 0.01 0.05 0.06
Uruguay - - 0.01 - 0.01 0.01 0.03
Venezuela 0.04 - 0.01 0.03 0.01 0.05 0.13

- Nil @ Figures may not added to total due to rounding. b The restrictiveness index scores range from O to 1.
The higher the score, the greater the restrictions for an economy.
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Table 2.12 Restriction categories in the establishment grouping of the
domestic trade restrictiveness index®

score
Economy Restrictions Direct Restrictions on Factors Local Total
on investment large-scale affecting government
commercial stores investment requirements
land
Argentina - - - - - -
Australia - - - - - -
Austria - - - - - -
Belgium - - 0.05 0.02 0.03 0.10
Brazil - - - - - -
Canada - - - 0.02 - 0.02
Chile - - - - 0.03 0.03
Colombia - - - - 0.03 0.03
Denmark - - - 0.02 - 0.02
Finland - - - - - -
France - - 0.05 0.02 0.03 0.10
Germany - - - 0.02 - 0.02
Greece - - - - - -
Hong Kong - - - - - -
India - - - - - -
Indonesia - - - - - -
Ireland - - - - - -
Italy - - - - - -
Japan - - 0.05 - 0.05 0.10
Korea 0.10 0.01 0.05 0.02 0.03 0.21
Luxembourg - - - - - -
Malaysia - - - 0.02 0.03 0.05
Mexico - - - - - -
Netherlands - - - - - -
New Zealand - - - - - -
Philippines - - - - 0.03 0.03
Portugal - - - - - -
Singapore - - - - - -
South Africa - - - - - -
Spain - - 0.03 - - 0.03
Sweden - - 0.03 - - 0.03
Switzerland - - 0.03 0.02 0.08 0.12
Thailand - - 0.03 - - 0.03
Turkey - - - - - -
United Kingdom - - - - - -
United States - - - - - -
Uruguay - - - 0.02 - 0.02
Venezuela - - - - 0.03 0.03

- Nil & Figures may not added to total due to rounding. b The restrictiveness index scores range from O to 1.
The higher the score, the greater the restrictions for an economy.
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Table 2.13 Restriction categories in the ongoing operations grouping of
the domestic trade restrictiveness index®

score
Economy Wholesale Restrictions on Presence of Protection of Total
import licensing promotion of government intellectual
retail products monopolies property rights

Argentina - - - 0.05 0.05
Australia - - - 0.03 0.03
Austria - - - 0.05 0.05
Belgium - 0.03 - 0.05 0.08
Brazil - - 0.01 - 0.01
Canada - - 0.01 0.03 0.03
Chile - - - 0.03 0.03
Colombia 0.04 0.03 0.01 0.03 0.09
Denmark - 0.03 - 0.05 0.08
Finland - - - 0.05 0.05
France - 0.03 0.01 0.05 0.08
Germany - 0.03 - 0.05 0.08
Greece - - - 0.05 0.05
Hong Kong - - - 0.03 0.03
India 0.08 - 0.03 0.05 0.15
Indonesia 0.04 - 0.01 0.05 0.09
Ireland - - - 0.05 0.05
Italy - - - 0.05 0.05
Japan 0.04 0.03 0.01 0.03 0.10
Korea - 0.03 - 0.03 0.05
Luxembourg - - - 0.05 0.05
Malaysia 0.04 - - - 0.04
Mexico - - - - -

Netherlands 0.02 0.03 - 0.05 0.09
New Zealand - - - - -

Philippines - - - 0.03 0.03
Portugal - - - 0.05 0.05
Singapore - - - 0.03 0.03
South Africa - - - 0.03 0.03
Spain - - - 0.05 0.05
Sweden - - - 0.05 0.05
Switzerland - 0.03 0.01 - 0.04
Thailand - - 0.01 0.03 0.03
Turkey - - 0.01 0.05 0.06
United Kingdom - - - 0.05 0.05
United States - - - - -

Uruguay - - 0.01 - 0.01
Venezuela 0.04 - 0.01 0.03 0.08

- Nil @ Figures may not added to total due to rounding. b The restrictiveness index scores range from O to 1.
The higher the score, the greater the restrictions for an economy.
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3 Modelling the effect of restrictions
on distributors' price-cost margins

This chapter develops a guantitative model to explore some of the impacts of
restrictions to trade in distribution services. The model enables the estimation of the
effects of various determinants of distributors' profits (or ‘price-cost margins'). The
model is estimated using firm-level accounting data for food distributors in 18
economies, and the results indicate the relationship between trade restrictions and
distributors' price-cost margins.

While this relationship of itself is of limited interest, the results can be used to help
assess the effects of trade restrictions on unit prices and unit costs and, thus, the
efficiency costs of the restriction. Indeed, in the next chapter the results are used to
develop tentative estimates of the minimum cost impact of different countries
restrictions on trade in distribution services.

3.1 Using price-cost margins to measure
the effects of trade restrictions

In general, restrictions to trade in services can have the following effects:

they can restrict potential or existing firms from operating efficiently and thus
push up business costs (cost-creating); and/or

they can protect incumbent firms from competition and thus allow those firmsto
expand their price-cost margins (rent-creating).

To measure these effects, it would be ideal to have data on unit costs and price-cost
margins for firms operating under different restriction regimes. The sum of the
higher price-cost margins directly attributed to rent-creating restrictions and the
absolute value of higher costs created directly by restrictions would give a measure
of the economic costs of the restrictions.
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However, for the present study, this option is ruled out by the non-availability of
data on unit costs (or unit pricesl), so aternative approaches need to be explored.

One dternative is to use data on price-cost margins alone [ which is readily
available from accounting data sets [1 to gain an indication of the effects of
restrictions. Increases in price-cost margins might be interpreted as evidence of the
rent-creating effects of restrictions, while reductions in price-cost margins might be
interpreted as indirect evidence of the cost-creating effects of restrictions.

However, two major complications arise under this approach.

First, price-cost margin data are likely to embody changes in prices and costs other
than those created directly by the imposition of restrictions.

- Inthe case of rent-creating restrictions, price-cost margins will reflect the initial
increase in prices facilitated by the imposition of the restriction, but could also
reflect the subsequent increase in costs that results from the higher profitability
of the business being capitalised into its sale price (box 3.1). The effect of these
‘second round’ cost increases would be to dilute the impact of the direct price
increases in the price-cost margin data. For example, if arent-creating restriction
caused prices to rise by 6 per cent, but two-thirds of the value of the rents were
capitalised such that costs subsequently increased by 4 per cent, the price-cost
margin would show an increase of only 2 per cent.

- In the case of cost-creating restrictions, price-cost margin data will reflect not
only the higher costs created by the restrictions, but also the higher prices that
could follow as businesses seek to pass on as much of the higher costs as the
market will bear (a box 3.2). Similar to the above, these ‘second round’ price
increases would dilute the impact of the direct cost increases in the price-cost
margin data.

Consequently, particular restrictions could have significant effects on prices or costs
that would not show up in price-cost margin data.

Second, restrictions may be both rent-creating and cost-creating, so there is a risk
that their price- and cost-raising effects may cancel each other out to some extent in
studies using price-cost margin data alone.2 For example, consider a country that
applies rent-creating restrictions, which directly push prices up by 5 per cent, and

1 Technical ly, unit price datacan allow the calculation of unit cost where data on the ratio of prices
to costs, that is, is price-cost margins, is also available.

2 This problem does not arise in studies that used data on unit costs as well. This is because the
rent-creating effects of restrictions on firms' price-cost margins could be estimated by adjusting
the observed change in the price-cost margins to take into account the cost-creating effects of the
restrictions on the cost element of the margin.
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cost-creating restrictions that directly push costs up by 3 per cent. In this case, the
total effects of the restrictions would be 8 percent but the net impact of these
restrictions on price-cost margins would be just 2 per cent.3

Together, these two complications mean that price-cost margins are unlikely to
capture the full economic effects of restrictions except in limited circumstances.
This would be the case, for example, if the restrictions were solely rent-creating or
solely cost-creating, and there was no capitalisation of rents or pass-on of costs
reflected in the data. Thisis unlikely to often be the case.

This has important implications for studies that use price-cost margins to study the
effects of restrictions. It highlights the desirability of using additional cost data to
estimate the effects of rent-creating and cost-creating restrictions separately. It also
points to the desirability of augmenting the results with other judgments or
information O that would give a view of the likely level of rent capitalisation? or
cost pass-on® reflected in the price-cost margin data 0 to help assess the effects of
restrictions on prices, costs and efficiency.

With these matters in mind, this study has used a model to analyse the effects of
trade restrictions on price-cost margins. The model is developed in the next two
sections. The results, and their interpretation, are discussed in the final section.

3 For clarity, this example assumes that there is no capitalisation of rents or pass-on of costs
reflected in the price-cost margins.

470 judge the degree of capitalisation, the first issue is the extent to which there exists a saleable
asset into which rents could be capitalised (see box 3.1). If there is, the information necessary to
assess the likely level of capitalisation could include the period of time since restrictions were
imposed and the incidence of business sales during that period for businesses in the data set.

5 To judge the potential for cost pass-on, indicators of firms' own-price elasticity of demand would
be required. In the absence of direct information, indirect indicators may include the level of
market segmentation and the level of competition, as well as the general price eadticity of
demand or, were that not available, the availability of close substitutes for the product in
guestion. Another matter to be considered is the timing of when cost increases occurred, because
for more recent increases, it isless likely that they will have been fully passed on.
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Box 3.1 Rent capitalisation

Restrictions that are rent-creating should allow existing distributors to charge higher
prices. In the first instance, this would be expected to show up as an increase in
distributors’ price-cost margins in economies with higher restrictions of this type.

However, in cases where the rents are tied to a saleable asset (such as land,
business license), the supply of which is artificially restricted, the value of these rents
should subsequently be capitalised into the price of the asset, when it is first sold.
Hence, owners of distribution businesses who purchase their businesses after
restrictions are first imposed will not accrue any of the rents created by the
restrictions. Rather, the value of these rents would be captured by the person or entity
that owned the business when the restriction was imposed.

Importantly, this does not mean that there are no efficiency costs associated with the
ongoing existence of the restrictions. Rather, it simply reflects that the higher
immediate and future rents that a restriction allows would be capitalised into the sale
price of the business.

That said, there are several reasons why rents may not be fully capitalised
immediately following the imposition of rent-creating restrictions:

. The rents may not be tied to a saleable asset. This may be the case in relation
to professional services, for example, where some restrictions affect the supply
of professional persons (rather than professional service firms) and the rents
accrue to the professional person (rather than the firm).

. Business owners may not properly estimate the additional current and future
rents allowed by the restriction and may thus request too low a price.

. It may be many years after a restriction is imposed before the benefiting
business is sold in an arms-length transaction. The business would continue to
‘record’ the extra profits during this period.

. Rents created by some restrictions may increase over time, as demand for the
restricted product or service increases but its supply remains fixed.

- In such cases, however, the sale price of factors which attract the rents
would be expected to reflect estimates of the value of likely future
increases in rents that the asset would attract. Hence, these too should
be reflected in the sale price of firms and thus not affect significantly on
observed price-cost margins.

It should also be recognised that some restrictions may create rents for the owners of
inputs into distribution services. For example, a land-use zoning restriction may give
market power to the owner of land on which a distribution service is located. In this
case, the land-owner would be expected to increase its lease price to capture these
rents. This would result in an increase in costs to the leasee; that is, the distribution
firm. In these circumstances, the impact on the firm’s price-cost margins would
depend on the extent to which it could pass-on its higher costs to consumers in the
form of higher prices (see box 3.2).
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Box 3.2 Cost pass ons

Restrictions that are cost-creating would be expected, in the first instance, to show up
as a reduction in distributors’ price-cost margins in economies with higher restrictions
of this type.

However, faced with higher costs, firms in the industry would be expected to seek to
‘pass-on’ as much of these higher costs as the market will bear, in the form of higher
prices. Firms’ abilities to pass costs on will depend on factors such as the elasticity of
demand for the product as a whole, and the level of product differentiation and
competition in the market place (and hence the extent to which firms’ existing prices
reflect monopolistic pricing strategies).

If the firm were already pricing at monopoly levels, and the costs created by the
restrictions fed into fixed costs (rather than marginal costs), the profit-maximising
strategy for the firm would be to absorb the full cost increase.

The greater the level of competition in the industry, and the lower the price elasticity of
demand for the product, the greater the proportion of costs that would be passed on.

It should also be noted that, to the extent that distributors were unable to pass on all
costs through higher prices, their profits would fall. In some circumstance this could be
expected to be reflected in a reduced sale price when the business was first sold after
the restrictions were imposed. In turn, this would be reflected in lower capital costs
and, hence, this too would dilute the initial effects of cost-creating restrictions on price-
cost margins.

3.2 The determinants of price-cost margins
for distributors

Firm profitability can be determined by a combination of industry- and firm-specific
characteristics. Apart from possible influences of ‘barriers’ or restrictions, firms
profits can arise due to industry structure, the extent of product differentiation,
entrepreneurial ability and other factors. Although the relative importance of
industry- and firm-specific factors in explaining profitability is subject to debate, it
IS not possible to rule out these industry- and firm-specific effects on an a priori
basis. Surveys of the literature suggest that profit studies need to include all relevant
industry- and firm-specific variables (Hay and Morris 1991 and Martin 1993).

Betancourt and Gautschi (1993), together with Mueller (1986), provide a basis to
construct a model that is used to estimate the effect of restrictions on the price-cost
margins of distributors. Betancourt and Gautschi (1993) classified retail distribution
as providing five key characteristics — accessibility of location, assortment of
goods available, assurance of product delivery in the desired form and at the desired
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time, information and ambience. They expressed price-cost margins of distributors
as a function of these characteristics. In addition to firm-specific factors, Mueller
(1986) suggests that the profit of a firm aso depends on economy- or industry-wide
factors. These economy-wide factors are concentration (c ) and barriers to entry

(b).

Accordingly, the price-cost margins of firm j operating in the distribution industry
in economy i, denoted (77/ pX ), , is represented by the following function:

ij?

(1 pX), = f(AC,, AS,, DT,, IN;, AM, ,c, b,) N
where
AC; represents accessibility of location of firm j operating in
economy i;
AS, represents the assortment of goods available at firm |

operating in economy i;

DT, represents the ability of firm j operating in economy i to
deliver goods in the desired form and at the desired time;

IN. represents the level of information provided by firm |
operating in economy i;

AM . reflects the level of ambience at firm j in economy i;

C is the economy-wide variable that represents the level of
concentration in distribution servicesin economy i; and

b is the economy-wide variable measuring barriers to entry in
distribution services economy i.

These variables can be expected to affect the price-cost margins of distributors as
follows.

The greater the accessibility of location of firm j to its customers, the lower the
search costs to customers. Lower search costs will increase patronage, which in turn
will increase sales and profits.

The greater the assortment of goods available at firm j, the lower the search and
transport costs for customers who purchase goods from the firm. Customers will be
able to meet alarge proportion of their demands without having to leave firmj. This
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will attract more customers to firm j and subsequently generate greater levels of
sales and profits.

If firm j fails to deliver a product in the desired form and at the desired time,
customers will be lost to competitors and profits will fall.

Information reflects the level of awareness among the public about the available
retail services at firm j. The greater the level of awareness among the public of firm
j compared to its competitors, the greater will be the number of customersfor firmj.

Ambience reflects afirm’s efforts to differentiate the service it provides from that of
its competitors by investing in fixtures and fittings (and as a result, improving its
ambience). The better the ambience of a firm, the more customers will enjoy
shopping at a firm compared to its competitors. This will lead to higher sales and
profitsfor firmj.

The level of concentration indicates the level of actual competition in distribution
services in the economy. The higher the level of concentration, the lower the actual
competition and the greater the opportunity for the existing firms to collude to
increase profits. Collusion by incumbents could involve price setting and reductions
on quantity of goods and services supplied. The level of concentration in an
industry in economy i would have a positive relationship with the profit margins of
firm j operating in economy i.

Barriers to entry represent the impediments for potential competitors. The greater
the barriers to entry, the more difficult it is for potential competitors to enter the
market. Subsequently, incumbent firms face less competition from potential entrants
into the market. The lack of potential competition may lead to higher prices and
profits and lower quality of distribution services.

3.3 Estimating the impact of trade restrictions on the
price-cost margins of distributors

The information presented in Betancourt and Gautschi (1993) and Mueller (1986),
provides a basis to construct a model that isolates the effects of trade restrictions on
the price-cost margins of distributors.

A two-stage approach is used to estimate the effect of government restrictions on
price-cost margins of firms in the distribution sector. The two-stage estimation
procedure separates the influence of firm-specific and economy-wide variables on
the price-cost margins of firms. This approach overcomes an important statistical
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problem. It avoids the use of a single equation containing firm-specific and
economy-wide variables.2

First stage estimation

In the first stage, the price-cost margin of firms in the distribution sector PCMV;; is
represented by the following function:

PCM; =a, +a,(NRA;) +a,(1V;) + a,(IV?) + a,(Sales®;) + a, (Sales’;) + ae(AM ij)

17
+ a7(Kij )+ Z D,

@)

where

Qo constant;

NRA; the proportion of non-retail revenue of firm j in economy
i;

1V the ratio of the value of inventories to the value of total
sales of firmj in economy i;

W& the square of the ratio of the value of inventories to the
value of total sales of firmj in economy i;

Sl eszij the square of the value of total sales of firm j in economy
i;

Sales’, j the cube of the value of total sales of firmj in economy i;

AM;; ambience, measured by the ratio of the value of fixed
costs to total sales of firmj in economy i;

Kij cost of capital, measured by the ratio of the return to
capital minus change in capital value to total sales of firm
] ineconomy i;

D; economy-specific dummy variables for economiesi = 1 to
27 so that

a,+ D economy-specific profit (EPR) in the second stage.

2 Moulton (1986) argues that such a combination of variables in a single equation could lead to
bias in the model estimates as a result of group effects of firms within an economy. Hence, the
estimation errors may be correlated and a single stage estimation could produce a biased
estimate. Thisis because firms within an economy operate in the same distribution sector, distinct
from distribution sectors in other economies.
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The variables affect the dependent variable (price-cost margin) of distributorsin the
following way.

The non-retail activities variable (NRA;;) represents the proportion of revenue firm |
generates from activities in economy i that are not associated with distribution.
Many modern firms engage in a wide variety of activities at one time, such as
distribution, operating airlines and banking. The price-cost margins for firms
represent all these activities. The (NRA;;) variable attempts to isolate the effect on
price-cost margins that is due exclusively to non-retail activities.

The inventory variables (1V;; and IVZJ-) measure the ability of firm j operating in
economy i to supply goods to its customers in the desired form and at the desired
time. Inventories consist of stocks of finished goods, goods-in-process, raw
materials and supplies held by business firms (Maccini 1987). The greater the level
of inventories, the more stock on hand and the greater is a firm’'s ability to supply
goods to its customers in the desired form and at the desired time. However, firms
with excessive inventories will incur large overhead costs, mainly storage costs.
These overhead costs can adversely affect the price-cost margin of firms. Thus, the
value of inventories of afirm may have a non-linear relationship with its price-cost
margin. This non-linearity is alowed for in equation (2) by using a quadratic form
for the inventory variable.

The sdles variables (Sales”y; and Sales’;) allows for initially increasing and later
decreasing returns associated with increases in the size of firm j. This size variable
proxies the assortment, accessibility of location and information provided by the
firm (see section 3.1). Asfirmj gainsin size, it will be better placed to provide a
large variety of goods. Large supermarkets in general tend to have a wider variety
of stocks than small corner stores. As firm j gains a larger distribution network,
customers will have better access. Firms will also be able to achieve critical mass so
they can efficiently provide information on price and quality of products through
promotion. But the size variable could have a non-linear relationship with price-cost
margins — these could level off and eventually decrease as the benefits from
increased size level off. The sales variable is entered into equation (4) in a cubic
form to capture this non-linear relationship.

The ambience variable (AM;;) represents the effect of ambience on the price-cost
margins of firms in the distribution sector. Higher levels of ambience provide
customers with a more pleasant shopping experience. Higher fixed costs are an
indication of greater investment in ambience.

The cost of capital (Kj) is the return that shareholders expect to receive from
alternative uses of the investment funds in a competitive environment and is used to
proxy the capital-revenue ratio. As explained below, this variable is designed to
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correct for the fact that the explanatory variable, the price-cost margin, uses an
accounting rather than an economic definition of profit.

The economy-specific dummy variable (D;) groups together firms from the same
economy. Firms operating in the same economy operate in the same system, which
is distinct from other economies. All the firms in an economy are affected by the
same unobservable economy-wide factors, which are not reflected in firm-specific
variables.

(a + Dy) isthe component of firm price-cost margins that is not explained by firm-
specific factors. It becomes the dependent variable in the second stage.

Second stage estimation

The economy-specific component of profit (EPR)) of firmsin the distribution sector
in each economy is afunction of government regulation and private sector practices.
The second stage of the estimation is performed across all economies.

The economy-specific economic profit of an economy is represented by the
following function:

EPR =h, +bTRI, +b,Z, (3)
where
EPR the economy-specific profit in economy i — first stage
constant (a,) plus economy-specific dummy variable (D));
TRI; the trade restrictiveness index score in economy i; and
Z a dummy variable for economies with significant private

sector practices.

The trade restrictiveness index identifies the extent to which international and
domestic competition is restricted by government regulation (refer to chapter 2).
The foreign index quantifies the extent to which restrictions apply to foreign firms
seeking to enter and/or operate in a foreign market. The domestic index estimates
the extent to which restrictions apply to domestic and foreign firms equally. The
above model is estimated twice to estimate separately the effect of the foreign and
domestic index. This avoids problems associated with correlation between the two
indexes leading to imprecise estimates of the coefficients of foreign and domestic
TRI;.

The dummy variable identifies economies where there are significant  private sector
practices . These practices include exclusive buyer-supplier networks, alliances and
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cartels and can limit competition and increase the price-cost margins of firms
operating in these economies. Tradeport (1998) states that Japan and Switzerland
have significant ‘ private sector practices’, and obtain a dummy variable score of 1.6

Mueller (1986) suggests that the level of concentration in an economy also affects
the price-cost margins of firms in the distribution sector. Kalirgan et al (2000) and
Nguyen-Hong (2000) use measures of concentration in estimating the affect of trade
restrictions on the price-cost margins of firms in the banking and professional
services sectors respectively. However, an accurate measure of concentration could
not be estimated for this study as the distribution sectors in the different economies
vary significantly. In some economies large corporations, such as those included in
our data set, perform a large proportion of distribution services; while in other
economies this function is performed mainly by sole proprietors. Pilat (1997) states
that there is a relative preponderance of small shops in Italy, Belgium, Greece,
Portugal and Spain, whereas stores are relatively large in the United States, the
United Kingdom, Canada, Australia and Switzerland. However, data on sole
proprietors are not available. Constructing a measure of concentration without
considering the effect of sole proprietors could lead to erroneous conclusions.

Data sources and issues

The data for the trade restrictions are from the trade restrictiveness indexes
calculated in chapter 2.

The principal source of the financial data on distributorsis Disclosure’' s Worldscope
database (Disclosure 2000). The Worldscope database provides standardised
accounting data on publicly listed companies across alarge number of economies.

The econometric exercise covers 179 firms primarily involved in the food
distribution sector in 38 economies, as identified by the United States Standard
Industrial Classification (SIC). The study concentrates on food wholesaers and
retailers because it enables reliable data for cross-country comparisons. Price-cost
margins across the different sectors (wholesale, retail, commission agents and
franchising) in the distribution sector vary considerably. Each sector provides a
different service and margins vary accordingly. Margins also differ among different
product categories and food retailing is the largest component of the retailing sector
(Pilat 1997). Concentrating the study on wholesalers and retailers of food reduces
some of the unaccountable variation in price-cost margins, and enables a more
reliable cross-country comparison of distribution systems. One concern with this

6 Other economies such as Korea have similar ‘private sector practices. However, as firm-level
accounting data for these economies were unavailable, they have not been included in the study.
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approach is that it does not distinguish between retailers and wholesalers. While
there is some merit to this concern, Pilat (1997) states that there has been atrend to
increasing vertical integration between retailers and wholesalers.

Data on the variables from the database is for the nearest financial year available
prior to 31 December 1998.

Table 3.2 provides a summary of the data used for each economy. For distributor-
specific variables, the arithmetic mean for each economy is reported. The economy-
specific variables are presented in the form that they are used in the estimation.
Table 3.1 provides descriptions and definitions of all the variablesin this study.

Table 3.1 Data specifications

Variable Calculation and data used

Price-cost margins The price-cost margins variable is the ratio of economic profit of firm
j to total revenue of firm j in economy i, calculated from company

(PRy) accounting data.

Non-retail activities® The non-retail activities variable is the proportion of non-retail

(NRA)) income to total income.

Inventory variables The inventory variable (IV;) is the ratio of the value of total

(IVy) inventories in firm j to the value of total sales of firm j.

Sales The sales variable is the value of total sales in US dollars of firm j.

(Sales;) The variable is used as a measure of the size of firms.

Cost of capital The cost of capital variable is the ratio of an inflation adjusted

(Kp) market average return to capital of firm j and the change in market

value of firm j to the total sales of firm j. The variable proxies the
capital-revenue ratio (Waterson 1984).

Ambience The ambience variable is proxied by the ratio of the value of
(AM) property, plant and equipment to total revenue of firm j operating in
economy i.

Trade restrictiveness index  An index of restrictions faced by foreign and domestic firms (refer to
(TRI) chapter 2).

& The Worldscope database divides the business into income from primary and secondary activities. The
primary activities include services for the delivery of food and secondary activities include non-retail activities
— franchising, manufacturing and transport.

The price-cost margin is used as the measure of firm profitability in this estimation.
The firm-level data available from Worldscope are accounting data. As noted, the
measure of profitability from accounting data does not account for the competitive
cost of capital, which is an integral part of economic profits.3 In this study,
accounting profits (earnings before interest and taxes) are adjusted to account for
the opportunity cost of capital by adding back accounting depreciation to the

3 Accounting definition of profits is total revenue minus depreciation and total variable costs, or &
= R — depr — wl. The economic definition of profitsis total revenue minus total variable cost and
the normal returns to capital (of which depreciation is a part), or t = R — wl —rK.
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independent variable and including a capital-revenue ratio as an independent
variable. Schmalensee (1992) notes that models where the price-cost margin is used
as ameasure of profitability generally employ the capital revenue-ratio as a control.

The cost of capital over sales revenue is measured here as.

rK,, —dK
K =_~m_ “"m 4
U] PQ ( )

where rK,, is the product of the economy-specific interest rate on government bond
yields (adjusted for the inflation rate) and the company market capitalisation of
period t-1. This long-term interest rate is an approximation to the real rate of return
to capital which varies between economies. dK,, is the change in market value of the
firm, derived as the difference between the company’'s market capitalisation in
period t and the company’s market capitalisation in period t-1. A positive value for
dK, reflects capital gains in company assets during the year while a negative value
would indicate economic depreciation.

Table 3.2 Summary data for 18 economies?

Economy Firms PR; Ajj Kijb Sales; IV NRA; Foreign  Domestic
TR TR
(No.) (ratio) (ratio) (ratio) (Us (ratio) (ratio)  (score) (score)
dollars)
Australia 2 0.03 0.13 7.80E-05 2534605 0.07 0.00 0.10 0.03
Belgium 2 -0.06 043 1.71E-04 2836742 0.09 0.34 0.32 0.18
Canada 1 0.07 049 -2.08E-05 417353 0.18 0.37 0.19 0.05
Chile 2 0.03 057 1.92E-04 1090170 0.08 0.00 0.14 0.06
France 8 0.06 0.33 -1.03E-05 7172129 0.11 0.17 0.33 0.18
Greece 1 0.06 0.32 -8.92E-05 459418 0.10 0.05 0.28 0.05
Hong Kong 3 0.09 040 -1.11E-04 400222 0.05 0.29 0.05 0.03
Indonesia 1 0.00 0.24 -6.83E-06 171974 0.09 0.05 0.32 0.12
Ireland 1 0.05 0.14 575E-07 2014915 0.02 0.00 0.19 0.05
Japan 26 0.07 044 -1.88E-05 1983886 0.04 0.24 0.26 0.18
Malaysia 1 0.17 145 -1.47E-04 57551 0.13 0.28 0.41 0.09
Netherlands 4 0.05 0.20 -1.39E-04 9227729 0.06 0.03 0.24 0.09
New Zealand 1 0.02 025 8.14E-05 1070286 0.05 0.01 0.06 0.00
Singapore 2 0.07 047 247E-04 86916 0.10 0.18 0.07 0.03
South Africa 3 0.06 0.12 1.23E-04 2467328 0.11 0.23 0.07 0.03
Switzerland 2 0.05 0.34 1.82E-05 849883 0.15 0.28 0.33 0.12
United Kingdom 12 0.08 0.46 -1.22E-04 7497221 0.07 0.04 0.19 0.05
United States 37 0.05 030 -2.99E-05 5705764 0.07 0.09 0.16 0.10
Average 6 0.05 039 1.20E-05 2558005 0.09 0.15 0.21 0.08

a Refer to table 3.1 for an explanation of the data. b The term E used in this column denotes a scientific
notation that represents the value of the number before the E being multiplied by 10 to the power of the
number after the E. For example 1.20E-05 = 1.20 * 10™.

Source: Disclosure (1999) and TradePort (1998).
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3.4 First stage results

As discussed in section 3.2, the first stage estimates the effects of firm-specific
factors — non-retail activities, inventories, sales, fixed costs, cost of capital — and
the economy-specific dummy variables on the price-cost margins of firms in the
distribution sector.

The estimated coefficient for non-retail activities is positive and statistically
significant. This meansthat, in general, asthe level of non-retail activities increases,
the profit margins of firms also increase. This could reflect that the cost involved in
non-retail activities engaged by distributors, such as franchising, is often less than
the cost involved in distribution services and they add to the price-cost margins of
distributors.

The estimated coefficients for the inventory variables indicate that increases in
inventories will initially have a positive effect on economic profit margins, then the
costs of holding inventories outweighs the benefits of greater sales.

The estimated coefficients for the sales variables indicate that as the level of sales
increase, the price-cost margins of distributors initially increase and then start to
decrease4 The larger the firm, the greater the ability of the firm to provide
assortment, accessibility of location and information. However, after a point, the
costsinvolved in increasing and maintaining larger firm size outweigh the economic
benefits fromit.

The relationship between fixed costs and the price-cost margins of distributors is
positive and statistically significant. This suggests that ambience plays an important
part in the activities of firmsin the distribution sector.

The estimated coefficient for the cost of capital variable is negative and statistically
significant. This result does not correspond with expectations from economic
theory. However, Schmalensee (1992) notes that other studies of firm profitability
have also obtained significant and negative estimates.

4 Normally, a coefficient value of less than one would indicate decreasing returns to scale.
However, in this case, as the dependent variable is aratio, a coefficient estimate of less than one
shows increasing return to scale. For example, as the value of sales (independent variable)
increases by 1 per cent, the coefficient estimates for sales show that the value of the price-cost
margin (dependent variable) increase by a proportion of this increase in sales. An increase in the
price-cost margin means that the numerator (economic profit) has increased, while the
denominator (sales) has risen by ardatively smaller amount. Given that sales (the denominator)
have increased, for the price-cost margin to increase, the increase in economic profit has to be
larger than the increase in sales. However, returns to increasing size (proxied by sales) decrease
after reaching a maximum.
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Table 3.3 Coefficient estimates from the first stage estimation2

d

Explanatory variable Coefficient estimate
Non-retail activities (NRA;) 0.099°
(0.041)
Inventory (IV;) -0.682°
(0.310)
Inventory2 (Ivzij) 2.516°
(1.116)
Sales® (Sales?) 0.947E-16%
(0.706E-16)*
Sales® (Sales®)) -0.358E-23"
(0.254E-23)°
Fixed costs (A;) 0.121°
(0.049)
Cost of capital (K;) -117.59°
(51.93)
Constant 0.035°
(0.016)
Adjusted R? 0.382

a Figures in parentheses represent standard errors. The estimates are corrected for heteroscedasticity. b
Coefficient estimates are significant at the 5 per cent level. ¢ Coefficient estimates are significant at the 10 per
cent level. 9 The term E used in these estimates denotes a scientific notation which denotes the value of the
number bsefore the E being multiplied by 10 to the power of the number after the E. For example 1.20E-05 =
1.20*10™.

The adjusted R? is 0.38 (R? = 0.49): that is, the model explains 38 per cent of the
variation in profit margins of firmsinvolved in distribution. This value is consistent
with other studies. Kalirgan et a. (2000) and Nguyen-Hong (2000) conducted
similar studies for banking and professional services, respectively and obtained
similar values for the adjusted R? variable. Greene (1990) notes that cross sectional
applications, values of 0.50 for R? relatively high.

3.5 Second stage results

The second stage estimates the effect of the different indexes of trade restrictiveness
and private sector practices on the price-cost margins of distributors operating in an
economy. The modd is first estimated using the foreign and domestic trade
restrictiveness index separately.®> Then, the foreign and domestic indexes are
separated into their two groupings [ restrictions on establishment and restrictions

S Theforel gn index of an economy is equal to the domestic index plus the values assigned to those
restrictions that discriminate against foreigners. This leads to a high level of multicollinearity
between the foreign and domestic indexes and subsequently to imprecise results if they are
included together.
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on ongoing operations (table 2.1) [0 and the effects of these restriction categories
on the price-cost margins of distributors operating in an economy are estimated.6

When considering the results, it is important to bear in mind the limitations of the
econometric exercise. Among other things, the limited number of observations
(only 18) and the influence of relatively significant outliers may reduce the
accuracy of the coefficient estimates. Further, the first stage modelling generated a
negative value for the cost of capital, which does not accord with theory. While
other studies have generated similar results, its meaning remains unexplained.
Overadl, the limitations of the exercise mean that the results from the study should
be treated as tentative. They are presented here mainly to assist in exploring the
implications of this type of exercise for understanding the effects of trade
restrictions.

Results using the foreign and domestic indexes

The results suggest that trade restrictions, as reflected in both the domestic and
foreign trade restrictiveness indexes, have a significant and negative effect on the
price-cost margins of distributors. The estimated coefficients indicate that a
maximum value of 1 in the domestic (foreign) trade restrictiveness index will lead
to a decrease of 0.4 (0.18) in the price-cost margins of distributors operating in an
economy, holding all other variables constant.

Private sector non-competitive practices were found not to be a significant
determinant of the economy-specific economic profit for either the domestic or
foreign index simulations.

The adjusted R? is 0.25 (R? = 0.33) for the domestic index estimation: that is, the
model explains 25 per cent of the cross-economy variation in the economy-specific
profit. The equivalent figure for the foreign index estimation is adjusted R? = 0.21
(R?=0.30).

What do these results imply? As discussed in section 3.1, restrictions to trade can
either be rent-creating, reflected in higher prices, or cost-creating. Kalirgan et al.
(2000) found that restrictions to trade in banking services were rent-creating.
Restrictions to trade in banking services hindered the establishment of new banks

6 As set out in chapter 2, redtrictions in the establishment grouping affect the ability of service
providers to establish a physica outlet in a territory and supply services through those outlets;
while restrictions in the ongoing operations grouping affect the operations of a service provider
after it has entered the market. As the restrictions within each grouping are mutually exclusive,
there is no multicollinearity between them and they can be included together.
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Table 3.4 Coefficient estimates from the second stage estimation
with the domestic and foreign trade restrictiveness indexes?2

Explanatory variable Coefficient values
Domestic index Foreign index
Trade restrictiveness index (TRI;) -0.395° -0.182°
(0.252)) (0.078)
Dummy variable (Z;) 0.035 0.008
(0.035)) (0.015)
Constant 0.053" 0.064°
(0.012)) (0.012)
Adjusted R? 0.2501 0.2071

& Figures in parentheses represent standard errors. The estimates are corrected for heteroscedasticity. b
Coefficient estimates are significant at the 5 per cent level.

and thus created rents, as reflected in higher net interest margins, by limiting
competition. Restrictions can be cost-creating by restricting a firm from operating
efficiently. Nguyen-Hong (2000) found that restrictions on incorporation, non-
professional investment and licensing requirements for domestic professional
restricted the efficient operation, and subsequently increased the cost of firmsin the
professional services sector.

In this study, the negative relationship between the price-cost margins of
distributors and the trade restrictiveness indexes suggests that the restrictions are
primarily cost-creating.” However, the exact extent to which this is the case cannot
be determined from the data as there is a possibility that some of the net costs
directly created by the restrictions may have been passed-on to consumers in the
form of higher prices (see section 3.1).

Another possible explanation is that the restrictions are in fact primarily rent
creating, but because of the timing of the imposition of the restrictions, the snap-
shot data set has captured mainly the ‘second round’ cost-increases resulting from
the capitalisation of the rents, not the initial increase in prices that the restrictions
caused. However, testing this hypothesis would require significant information
about when restrictions were introduced in different economies, plus judgments
about the likely rate of capitalisation over time.

7 This implies that the reduced price-cost margin associated with higher restrictiveness can be
explained by costs rising. Mathematically, the same result could be obtained by prices faling.
However, there is no obvious reason why restrictions should cause prices to fall, while theory
provides clear reasons as to why restrictions might cause costs to rise. Hence, this paper
interprets the reduction in price-cost margins associated with restrictions as deriving from
increases in costs (or, at least, greater increases in costs than in prices).
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Results using the establishment and ongoing operations groupings

A more precise feel for the impacts of different restrictions may be gained by
studying individual restrictions, or sub-groups of restrictions, separately.
Accordingly, the restrictions are next tested according to whether they affect
establishment or ongoing operations.

The results suggest that restrictions on establishment are a significant, negative
determinant of the price-cost margins of distributors. The estimated coefficient
indicates that a maximum value of 1 in the establishment grouping of the domestic
(foreign) index cause adecrease of 0.61 (0.2) in distributors’ price-cost margins.

Restrictions on ongoing operations for either domestic or foreign firms are not a
significant determinant of economy-specific economic profit. In other words,
restrictions on ongoing operations in general do not have a significant an impact on
the price-cost margin of distributors.

The adjusted R? is 0.27 (R* = 0.40) for the domestic index simulation, and 0.16 (R
=0.31) for the foreign index simulation.

These results suggest that most of the cost-creating effects of the restrictions on
distribution services are accounted for by restrictions on establishment. Examples of
potentially cost-creating restrictions within this grouping include restrictions on
large-scale stores, operating hours and zoning requirements. To the extent that these
restrictions are cost-creating, they could have a negative effect on the price-cost
margins of distributors. That said, the price-cost margin may not reflect the full
increase in these costs, due to potential increasesin price to cover the higher costs.

It is also possible that this grouping includes rent-creating restrictions. The
restrictions on investment and on the acquisition of commercial land are examples.
Further, the restriction on large size stores could have both rent-creating and cost-
creating effects.8 However, the results suggest that the effects of these restrictions
on price-cost margins are outweighed by the effects of the cost-creating restrictions
or, aternatively, that the timing issues discussed earlier mean that the data set has
captured mainly the ‘second-round’ cost increases associated with the capitalisation
of rents, and not the initial increase in prices that the restrictions allowed.

The lack of a significant, negative effect of restrictions on ongoing operations in the
study seems surprising. This category contains restrictions thought to have solely

8 Barriers to large-scale stores may prevent new stores from establishing an efficient scale of
operation and may thus be cost-creating for those new stores. However, where these regulations
have been ‘ grandfathered’, such that existing stores need not meet them, the restrictions are likely
to be rent-creating for those stores because they limit competition.
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cost-creating effects, which could be expected to be reflected in lower price-cost
margins. Three possible reasons for the lack of such arelationship are that:

.- therestrictions are cost-creating but that these costs have been largely passed on
to food consumers in the form of higher prices;

- the restrictions in the category also have some rent-creating effects which have
pushed up prices, thus diluting the effects of any cost increase; and/or

. there is a negative relationship between restrictions on ongoing operations and
firms price-cost margins, but that limitations of the data and specification mean
that this relationship has not been reflected in the results.

Table 3.5 Coefficient estimates from the establishment and ongoing
operations restriction groupings of the foreign index2

Explanatory variable Coefficient estimate
Restrictiveness index for establishment -0.205°

(0.087)
Restrictiveness index for ongoing operations -0.086

(0.137)
Dummy variable 0.004

(0.016)
Constant 0.059"

(0.013)
Adjusted R? 0.1576

a Figures in parentheses represent standard errors. The estimates are corrected for heteroscedasticity. b
Coefficient estimates are significant at the 5 per cent level.

Table 3.6 Coefficient estimates from establishment and ongoing
operations restriction categories of the domestic index2

Explanatory variable Coefficient estimate
Restrictiveness index for establishment -0.605°

(0.379)
Restrictiveness index for ongoing operations -0.142

(0.150)
Dummy variable 0.047

(0.042)
Constant 0.046"

(0.009)
Adjusted R? 0.2676

@ Figures in parentheses represent standard errors. The estimates are corrected for heteroscedasticity.
b Coefficient estimates are significant at the 5 per cent level C Coefficient estimates are significant at the 10
per cent level.
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4  Quantifying the cost impact

This chapter develops a quantitative indicator of the cost to food distributors in
selected economies of the restrictionsto trade in their economy.

The indicator uses:

the coefficient estimate of the establishment grouping of the trade restrictiveness
index (TRI), calculated in chapter 3; and

the TRI score derived for each of the 18 economiesin chapter 2;

to calculate a ‘cost impact’ indicator for restrictions on trade in distribution services
for each economy.

Importantly, the indicator accurately measures all the price and cost impacts of
restrictions only if certain assumptions hold. The appropriate interpretation of this
measure is discussed at the end of this chapter.

4.1 Deriving a cost impact measure for restrictions
on trade in distribution services

The index scores for restrictions on establishment have a negative relationship with
the price-cost margin. To the extent that this derives solely from the direct cost-
creating effects of restrictions — keeping prices constant — a measure of cost
impact can be derived from the coefficient for the price-cost margin, using the
following methodology.

The effect of restrictions on establishment on the price-cost margins of distributors
isgiven by:

P-v P, -v,
P P

o

=-B ORI (10)

where (P —V)/P is the current price-cost margin with restrictions and (P, — V,)/P, IS
the price-cost margin in the absence of restrictions. The difference between the two
— the effect of restrictions — is a function of the coefficient estimate from the
second stage () and the restrictiveness index score for the establishment grouping
(TRI). Both the coefficient estimates and trade restrictiveness indexes associated
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with barriers to establishment for domestic and foreign firms are used. Equation
(10) can be rewritten as:

H-VYH —V_OE:—V"P_VPO:—,BDTRI (12)
o PO E P PP

(o] (o]

Assuming P, = P, then -#*TRI shows the increase in cost resulting from restrictions,
while al other factors remain constant. Thus, we have:

v, -v=-P(S0OTRI) (15)
or:

v-v, = P(BOTRI) (16)
and variable costs per unit in the absence of restrictionsis:

v, =v-P(BOTRI) (17)

Using (16) and (17), the cost impact of restrictions (in percentage terms) is
measured as:

Eiéo i ﬁﬁD;?IRI %0
@QPQPS(?BTST)RI) Joo

The cost impact can be estimated for a given economy by using the TRI index
values, the coefficient estimate £, and the sample mean of revenue (PQ), and
variable costs (vVQ = PQ — EBIT — dg), where EBIT is earnings before interest and
tax, d, is accounting depreciation and vQ is total variable costs.

(18)

50 DISTRIBUTION
SERVICES



4.2 Results for 18 economies

Results using restrictions on establishment for foreign firms

The cost-raising impact of restrictions on establishment for foreign firms in the
distribution sector range from around 0O to 8 per cent (table 4.1 and table 4.2).

Restrictions in Belgium, France, Malaysia and Switzerland raise costs of firms by
between 5 and 8 per cent. These economies are characterised by restrictions on
establishment such as limitations on foreign equity, restrictions on mergers and
acquisitions and restrictions on the acquisition of commercial land.

Restrictions in Canada, Chile, Indonesia, Ireland, Japan, Netherlands, the United
Kingdom and the United States of America raise costs by between 1 and 4 per cent.
These economies have restrictions on establishment such as some restrictions on the
acquisition of commercial land, restrictions on the permanent movement of people
and local employment restrictions.

Restrictions in Australia, Greece, Hong Kong, New Zealand, Singapore and South
Africa raise costs by less than 1 per cent. These economies have some restrictions
on the permanent movement of people and foreign investment. Further, Greece also
has some restrictions on the acquisition of commercial land.

Results using restrictions on establishment for domestic firms

Restrictions on establishment by domestic firms are estimated to raise costs by up to
8 per cent (table 4.1 and table 4.3). This is a measure of the increase in firm costs
due to non-discriminatory restrictions.

Belgium, Canada, Chile, France, Japan, Maaysia and Switzerland have cost
impacts greater than zero.

The other economies have no domestic restrictions on establishment that were
included in thisindex and, thus, partial cost impacts have not been calculated.
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Table 4.1 The effect of trade restrictions on distributors for 18 economies

per cent
Economy Cost impact Cost impact
of foreign barriers to of domestic barriers to
establishment establishment

Australia 0.57 -
Belgium 4.87 6.69
Canada 3.09 0.98
Chile 1.32 1.92
France 5.16 7.10
Greece 0.25 -
Hong Kong 0.06 -
Indonesia 3.66 -
Ireland 2.70 -
Japan 2.26 6.79
Malaysia 8.23 3.97
Netherlands 2.73 -

New Zealand 0.77 -
Singapore 0.03 -
South Africa 0.47 -
Switzerland 5.24 8.32
United Kingdom 2.76 -
United States 2.26 -

Nil

Interpretation of the cost impact measure

In essence, the results presented above have been derived by converting the
relationship between establishment restrictions and price-cost margins across
various economies (as derived in chapter 3) into cost impact measures for each
economy. From the discussion in section 3.1, these indicators would be accurate
measures of the cost-creating effects of restrictionsiif:

- some of the restrictions in the category had cost-creating effects and there was
no pass-on of costs in the form of higher prices in response to the costs created;
and

. none of the restrictions had rent-creating effects.1

1 From the discussion in section 3.1, it may at first appear that the accuracy of these cost impact
measures would not be compromised even if the restrictions had rent-creating effects, provided
those effects were fully capitalised into higher costs. However, where restrictions are both rent-
creating and cogt-creating, only net rents will be capitalised. Consequently, even where
capitalisation of rents occurs, some of the direct costs that a cost impact indicator seeks to
measure will be disguised by the price-raising effects of rent-creating restrictions.

52 DISTRIBUTION
SERVICES



Table 4.2 Cost impact, by type of foreign barrier to establishment

per cent
Economy Restrictions Direct Restrictions ~ Factors Factors Movement  Total
on investment  on large- affecting  affecting local of people —
commercial scale investment establishment Permanent
land stores
Australia - - - 0.32 - 0.25 0.57
Belgium 2.17 - 1.09 0.49 0.65 0.46 4.87
Canada 2.26 - - 0.34 - 0.49 3.09
Chile - - - - 0.65 0.67 1.32
France 2.31 - 1.15 0.52 0.69 0.49 5.16
Greece 0.12 0.07 - 0.03 - 0.03 0.25
Hong Kong - - - - - 0.06 0.06
Indonesia - 2.09 - 0.48 0.64 0.45 3.66
Ireland 2.23 - - - - 0.47 2.70
Japan - - 1.16 - 1.04 0.06 2.26
Malaysia 2.67 3.73 - 1.00 0.80 0.03 8.23
Netherlands 2.25 - - - - 0.48 2.73
New Zealand - - - 0.32 - 0.45 0.77
Singapore - - - - - 0.03 0.03
South Africa - - - - - 0.47 0.47
Switzerland 2.23 - 0.56 0.50 1.68 0.27 5.24
United Kingdom 2.28 - - - - 0.48 2.76
United States 221 - - - - 0.06 2.26

Nil

If there were no rent-creating restrictions on establishment, then the results could be
interpreted as a ‘partial’ cost impact measure. This is because the compression of
price-cost margins caused by restrictions would definitely reflect the costs created,
but this effect may have been diluted by the pass-on of at |east some of the costs in
the form of higher prices (see box 3.2 in section 3.1). Under this interpretation, the
measure would represent a minimum estimate of the cost impact of the restrictions.

The possibility that the establishment category contains at least some rent-creating
restrictions does not invalidate this interpretation. In fact, the effects of rent-creating
restrictions in the data set would tend to increase the measured price-cost margin.
This would mean that the cost-creation effects had been further diluted in the data
set. Hence, the interpretation of the measure as a minimum estimate of the cost
impact is only strengthened by the possible existence of some rent-creating
restrictions.

While these cost impact measures thus represent minimum estimates of the effects
of restrictions on direct costs, the data and econometric studies provide no basis for
determining how much higher the actual costs might be.
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Table 4.3

Cost impact, by type of domestic barrier to establishment

per cent
Economy Restrictions Direct Restrictions Factors Factors Total
on investment on large- affecting affecting local
commercial scale stores investment  establishment
land
Australia - - - - - -
Belgium - - 3.26 1.47 1.96 6.69
Canada - - - 0.98 - 0.98
Chile - - - - 1.92 1.92
France - - 3.47 1.56 2.08 7.10
Greece - - - - - -
Hong Kong - - - - - -
Indonesia - - - - - -
Ireland - - - - - -
Japan - - 3.57 - 3.22 6.79
Malaysia - - - 1.70 2.27 3.97
Netherlands - - - - - -
New Zealand - - - - - -
Singapore - - - - - -
South Africa - - - - - -
Switzerland - - 1.70 1.53 5.09 8.32

United Kingdom

United States

- Nil

Finaly, it must be remembered that the cost impact measures are derived from the
econometric exercise presented in chapter 3. As discussed there, the limited number
of observations and potential influence of outliers means that the results can at best
be seen as exploratory and tentative. The same qualification thus applies to the cost

impact estimates presented in this chapter.
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