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ABSTRACT OF THESIS

Starting from the hypothesis that Mexico has a comparative advantage over
the United States in the provision of medical services, this thesis analyses the
phenomenon that is causing American nationals to travel to Mexico seeking medical
services, and the main characteristics of this situation. Its main purpose is to
determine the possible existence of factors related to comparative advantages in the
provision of medical services in Mexico. Therefore different theories of comparative
advantage are analyzed in order to propose a model that can be easily applied for
medical services. Afte_r this, several studies made on health issues along the U.S.-
Mexico border are reviewed in order to create a general scenario. Later on it focuses
in the use of medical services by American nationals in the Mexican city of Tijuana,
in Baja California. This city was selected due to its known close socio-economic
relationship to the American city of San Diego in California, and for being the busiest
border crossing in the region, with 5 to 6 million monthly border crossings.

By using data collected from 10 clinics and hospitals located in the city of
Tijuana selected at random, the thesis is able to identify the necessary elements in
order to prove the existence of comparative advantages in the provision of specific
medical services from the private sector. And finally the thesis is able to
demonstrate that, although more studies need to be made, for this case it can be
said that Mexico does have comparative advantages over the United States in the
provision of specific medical services, such as availability of physicians, good quality
and low costs. It is suggested that this issue can become a crucial element for
regional development, and mentions possible lines of action in order to promote
private medical services towards an export oriented industry, as well as the possible

risks involved.
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GLOSSARY

ANCILLARY PERSONNEL
Includes paramedics, specialized, registered and auxiliary nurses, plus other
personnel directly working under medical supervision

AUXILIARY NURSE
An individual trained through short training courses or services, to perform activities
related to patient care, under the supervision of a registered nurse.

CHICANO
Local slang, applies to all American born citizens and permanent residents of the
United States whose parents (both) are of Latin origin.

CLINIC

Medical facility that provides a wide range of medical services, mainly prenatal and
obstetric care. In Mexico is indiscriminately used to refer to a physician's office, a
medical group, a sanatorio or a hospital

CONSULTORIO
Spanish for a physician's office.

EMIGRADO

Local slang, applies to migrants of Latin origin, who have become legal American
citizens, but they are living at a Mexican town without loosing their American
nationality, also known as Mexico-Americanos (Mexican-Americans).

GENERAL PRACTICE PHYSICIAN
Legally authorized person who has degree and licensed to perform the tasks related
to medical care for the patient's well being.

GENERAL NURSE
An individual who is trained and authorized to assume the responsibility of the
necessary nursing services to prevent diseases and provide patient care.

HEALTH SERVICE
All those services rendered by medical and ancillary personnel whose main objective
is the improvement of health.

HEALTH
A complete state of physical, mental and social well-being, and not merely the
absence of illness or disease.

HOSPITAL

Medical facility that provides room and beds for inpatients as well as medical care
and continued medical and nursing care to perform a diagnosis and establish
treatment.



MAQUILADORA

A source of employment where only a partial process of a large assembly sequence
is performed. Raw materials arrive on a duty free basis provided they are returned
to their place of origin once the partial process is finished. Only the VAT on labour
is charged to the owner. The term is usually used to refer to assembly plants and or
in-bond plants

MEDICAL INSTITUTE

A specialized medical facility that accepts final year medical students (interns). In
Mexico has been indiscriminately used to refer to beauty or weight control centers
that are not necessarily under medical supervision.

MEDICAL UNIT

A highly specialized medical facility equipped with sophisticated technology for the
improvement of health, can include rooms and beds for inpatients as well as some
short term medical care. In Mexico is indiscriminately used also to refer to a hospital,
a clinic, a medical group or a medical center.

MEDICAL CENTER

A large capacity medical facility involving a wide variety of general and specialized
medical activities including short and long stay hospitalization. In Mexico is
indiscriminately applied to refer to a hospital, a clinic, a medical group, a medical
center or medical unit.

MEDICAL GROUP

A group of solo physicians that share either a physical space (group of offices at the
same building) or specific equipment (X-ray machines, tomography machine, etc).
In Mexico applies also to a group of physicians that complement their services
working as a team, sometimes offering within their premisses rooms and beds for
inpatients. It has been used indiscriminately as a synonymous of clinic, hospital
medical center and medical unit.

MEDICAL SERVICE
All those services rendered by physicians whose main objective is the improvement
of health, includes medical care and medical activities.

MEDICAL CARE or MEDICAL ACTIVITY
All those medical activities rendered by physicians, in the form of consultation,
diagnostics and treatment.

NAFTA

North America Free Trade Agreement. A trade agreement between Canada, the
United States of America and Mexico, dealing mainly with different types of trade,
including services.

PARAMEDIC PERSONNEL

Personnel devoted to activities that support the provision of medical services,
including professional, technical and auxiliary personnel, such as nurses, social
workers, dietitians, medical and pharmacy filing clerks.



PHYSICIAN'S OFFICE

An office equipped with the minimal requirements in order for a general or
specialized physician to perform mainly consultation-and general diagnostics. In
Mexico it is indiscriminately used to refer to a clinic.

POCHO
Local slang, applies to all American legal migrants of Latin origin living in the United
States, also known as Mexico-Americano (Mexican-American).

REGISTERED NURSE
An individual who has completed the degree of general nurse and has his or her
diploma from an official recognized educational or health institution.

SANATORIO
In Mexico, applies to a medical facility that offers medical services mainly oriented
to prenatal care and delivery. It has been used also as a synonymous of clinic.

SOLO PRACTITIONER or SOLO PHYSICIAN

A general or specialized physician that works alone in his or her own office,
sometimes assisted by a nurse or two. The activities performed are those related to
consultation and diagnostics.

SPECIALIZED NURSE

An individual who has completed the degree of general nurse, performs specific
studies in a field of nursing or similar areas and receives the corresponding diploma
from an officially recognized institution, for example: intensive care, cardiology,
maternal and child care, nursing service administration, etc.

SPECIALIZED PHYSICIAN
Medical profession with specialization and expertise in a medical field to care for
specific diseases.

TELEMEDICINE
The use of telecommunications to deliver medical care, medical education and
medical and patient data from one location to another
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CHAPTER I. INTRODUCTION




1. INTRODUCTION

Health is an issue of great public importance. In some countries, the State
provides health care for its population, in others, plays a rather small role, allowing
the private sector to do most of the job.

At present, several developed countries are in the process of restructuring
their own health sector, including some developing countries. One of the latest
issues related to health care is the rise in costs. An increasing number of general
physicians and specialists, the development of sophisticated technology and higher
costs of labour, together generate a rapidly growing demand for costly tests,
procedures and treatments’.

Wages and technology are closely related. Wages or remuneration for work
accounts for 89 percent of health service costs in general and 70 percent of hospital
care costs®. Labour is a factor that, in developed countries, is becoming relatively
more expensive. The rise in costs is likely to become more pronounced since

technology hardly favours the substitution of capital for labour in the health industry.

For the world as a whole, in 1990, public and private expenditure on health
services was about US$1,700 billion, or 8 percent of the total world product. High-
income countries spent almost 90 percent of this amount, with an average of
US$1,500 per person, while developing countries spent about US$170 billion, or 4
percent of their general Gross National Product (GNP), for an average of US$41.00
per person, less than one-thirtieth the amount spent by rich countries®.

As a country's economy grows, its spending on health care grows even
faster. This concern has become evident in countries like Korea, the United States*

and more recently in Singapore, Malaysia and Thailand. Being the United States the
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country with the highest health expenditure, rising from 10.4 percent of their total
expenditures in 1980, to 13.8 percent in 1991°, and up to 16.0 percent in 19928,

High costs of health care in industrialized countries is becoming a great
concern. Given this situation, it is not strange that people seek affordable
alternatives for medical service. Those who have the means travel to other places,
and sometimes to other countries to obtain the same medical services at lower
prices. In order to do this, the cost and inconveniences of traveling must be weighed
against the advantages of buying more cheaply.

Traveling abroad for medical services cannot be considered a new trend. For
long, people have traveled long distances to places known for their medical
breakthroughs, advanced technologies or natural endowments. These journeys, to
developed countries in their majority, for the main purpose of receiving medical
treatment, were made despite the costs of traveling and the costs of the service.
This has not change at all, people continue to travel to developed countries for
medical services: wealthy Mexicans continue to travel to the United States for plastic
surgery and or brain surgery. What has become different and a new trend at
present, is the opposite situation, people from developed countries traveling to a
less developed country for medical services. It is known that Arabs travel to Jordan
for health care’, and Austrians travel to Hungary to receive dental treatment. This
is so because they find it less expensive than at home, and there are only slight
differences in the quality of the products used and the service obtained. Some
Germans, Swiss and ltalians are also making the trip to Hungary for the same
purposes.

Comparatively, Americans have discovered a feasible alternative in medical
services in Mexico. Despite the generalized idea that the quality of Mexican medical

services is low, Americans are finding that in the end there are no strong
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differences: medical equipment and supplies used in Mexico come from the United
States in their majority, and apart from that, many Mexican physicians have received
general training in American universities or hospitals.

Furthermore, as the exchange rate of the Mexican peso with respect to the
dollar continues to fluctuate, the differences in salaries between the two countries
will always make medical services in Mexico less expensive (Mexican medical
services cost about two thirds less). Added to this the differences in control over
prescriptions and medicines, the issue of geographic proximity and some cultural
advantages (like the existence of bilingual physicians specially at the border region),
all together give a far more attractive image of Mexican medical services to
American nationals in general, specially those living close to the U.S.-Mexico border
region.

In the same way Americans travel to Mexico, in fewer numbers, Mexican
nationals also make legal trips to the U.S. to consume medical services of different
types. Although it has been argued that the Mexican poor and the indigent are the
ones taking advantage of the American public health service, this has not been
demonstrated in full. For the majority of Mexicans that travel to the U.S. seeking
medical services are from high income groups, and with some exceptions, they seek
those medical services that are not available, or have less complication risks than
at home.

This bilateral trend of seeking specific medical services in each country is
beginning to create a complementary division of labour between the two countries.
This can be clearly seen at some of the border towns between Mexico and the U.S.,
where, even before the North America Free Trade Agreement (NAFTA) was
approved, physicians, clinics, and hospitals were indiscriminately suggesting their

patients to travel to Mexico or to the U.S. for specific medical services for different
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reasons, either cost, language, availability of the service, and so on. Despite the fact
that many people argue that the normal tendency of Mexican border towns is to
depend on American border towns, in the case of the development of medical
services it cannot be explained in those terms.

Because some specific Mexican medical services are consumed by
Americans, and some other specific American medical services are consumed by
Mexicans, this has produced a division of labour between the two countries that
better explains the relationship between border towns. And due to the fact that
foreigners are consuming medical services at a country different than their own, this
trade is considered within the economic jargon as an export of medical services.
Thus international trade in health services is becoming an important component in
the economy of both countries. An issue that has not been documented from the
Mexican side of the border.

Assuming that international trade tends to occur primarily as a direct result
of specialization, then each country could become specialized in specific services,
provided they have the necessary attributes that makes them able to export these
services. These attributes form the basis of a specific comparative advantage (C.A.).
Therefore it can be said that, provided Mexico has and is able to maintain its
export attributes in the provision of specific medical services, it will continue
to have a comparative advantage over the United States of America.

Several types of studies related to health and medical services have been
conducted at the Mexico-U.S. border area. Medical studies tend to dwell in the
nature of transmissible diseases and health levels at the border. Sociological studies
take the issue of community needs of health services, some of them could even be
considered xenophobic biased when trying to blame Mexicans as a burden on the
American public health system. And more recently, several studies show some
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economic concerns by making marketing studies that reveal an existing potential for
American capital investment in the Mexican private health care market, as well as
an opportunity to reduce the American health expenditure by taking advantage of
the low cost of Mexican health services. Although many studies conducted by
American institutions accept the fact that Americans do travel to Mexico for medical
services, at present there are no studies dealing with the issue of Mexico's C.A. in
the provision of specific medical services.

This thesis sets out to examine the issue of why Americans are traveling to
Mexico for medical services, and the main characteristics of this phenomenon. It will
also determine the existence factors related to C.A. in the provision of specific
medical services in Mexico, and the possibilities of an international trade in health
services between the two countries. In order to do this, the U.S.-Mexico border area
will be studied as a general scenario, focusing in the study of the Mexican city of
Tijuana, in Baja California, known for its close socio-economic relationship to the
American city of San Diego in California, and for being the busiest border crossing
in the region, with 5 to 6 million monthly border crossings®.

In order to understand the concept of C.A. in medical services, Chapter I
examines some theories of C.A., their development and evolution, the increased
importance of the service sector, how the theories of C.A. can be applied to services
in general and to medical services in particular. A general model of C.A. in medical
services is developed in this chapter also, using Michael Porter's model of C.A.° as
the main framework. The concept of C.A. will be used here in its simplest static
form, this is to say, as a way to explain why a country exports a specific service.

Chapter Il begins by analyzing existing studies dealing with health issues at
the U.S.-Mexico border area. This analysis seeks to identify possible conditions

related to the factors of C.A. embedded within these studies. By following the
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general model of C.A. developed in chapter Il, a more specific model of C.A. in
medical services for the border area is suggested as a result of the analysis of the
existing studies. Chapter 1V reviews some of the most important issues that relates
the cities of Tijuana and San Diego where the study was conducted. Special
attention has been given to the main differences in the provision of medical services
in both cities as well as the areas concentrating the majority of the health facilities
(clinics and hospitals). This is done in order to trace possible specialization trends.
The issue of population origin and distribution in San Diego is also important due to
the cultural element that also relates both cities. Chapter V reviews two surveys
conducted in the city of Tijuana, identifying quantitative and qualitative factors,
specially those related to C.A. And in order to further develop the model of C.A. in
medical services and to assess their labour-skill-or capital-intensity, medical
services were disagregated into specific activities. A time lag can bee seen in this
chapter between the two surveys. This is so due to the fact that during the oral
examination to obtain the PhD degree at University College London in November
1997, the examinors asked to include more information with respect to qualitative
issues, and the second survey was designed and conducted during the summer of
1998. Chapter VI sets out to verify the model proposed in chapter lll. Using the
results obtained from chapter V, this chapter puts the information altogether to
demonstrate the existence of enough elements related to comparative advantage.
And finally Chapter VII concludes by analyzing the validity of the proposed model
of C.A., the validity of the information collected and the existing potential
development of the medical sector, including the risks and opportunities of going

from cross border trade to international trade in medical services.
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CHAPTER II. THE CONCEPTS OF COMPARATIVE
ADVANTAGE, SERVICE SECTOR AND MEDICAL
SERVICES
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. THE CONCEPTS OF COMPARATIVE ADVANTAGE, SERVICE
SECTOR AND MEDICAL SERVICES.

The principle of comparative advantage (C.A.) seeks to explain why countries
export some goods and not others. This principle has played a central role in
normative economics, serving as a condition for trade under what it has been known
as the 'system of perfectly free commerce'. Different economists have tried to

identify the elements that make a country able to export in a world market.

1.1 UNDERSTANDING COMPARATIVE ADVANTAGE: SMITH,
HAMILTON AND RICARDO.

The main ideas of static C.A., were originally visualized in 1776 by Adam
Smith when he addressed the issues of free trade, specialization and absolute
advantage (Smith, 1986). His main hypothesis was derived from the analysis that
it was better to buy a foreign product when it is offered at a lower cost than to
produce it at a higher cost. It was obvious that this country had some endowments,
such as climate, soil and temperature, that were allowing it to produce at lower
costs. These endowments formed the main basis of what he called an absolute
advantage of a nation, therefore nations should specialize in producing all those
goods that could be sold cheaply abroad. Thus reinforcing the need of free
commerce and/or free trade, this is to say, a trade with no barriers. Absolute
advantage and free trade became strongly related since then.

Despite the fact that these concepts were revolutionary at that time, not
everybody agreed with him. In the U.S., although Alexander Hamilton accepted
some of Smith's ideas (like the division of labour, the necessity of international
improvement and the productivity of labour employed in manufacturing) in his 1790

and 1791 reports submitted to the American Congress (Hamilton, 1964), he
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disagreed with Smith's concept of 'the invisible hand', and the danger of free trade.
He pointed out that the principle of free trade could not be applied to simple and
vulnerable economies (like the U.S. at that time), and suggested that 'the invisible
hand' should become 'the hand of the government' helping the economy and
promoting national strength. And finally, he rejected Smith's idea that the
unhampered pursuit of private gains (or laissez-faire) would have a positive
repercussion for the benefit of society’.

Although Smith was the first one dealing with the idea of absolute advantage,
it was David Ricardo who developed it into what became the principle of C.A.
(Ricardo, 1891). He concluded that trade was based not only on natural
endowments, but also in differences in labour productivity between nations, which
he defined as follows:

"Under a system of perfectly free commerce, each country naturally devotes its capital and
labour to such employments as are most beneficial to each. This pursuit of individual
advantage is admirably connected with the universal good of the whole. By stimulating
industry, by rewarding ingenuity, and by using most efficaciously the peculiar powers
bestowed by nature, it distributes labour most effectively and most economically: while, by
increasing the general mass of production, it diffuses general benefit, and binds together, by

one common tie of interests and intercourse, the universal society of nations through the

civilized world."?

According to this view, the relative costs of production dictated the patterns
of specialization in trade among countries. Trade in turn was based on differences
in labour productivity between nations, and these differences were due to
'unexplained' conditions in the environment or climate of nations. Therefore, the
main determining factor of comparative advantage for Ricardo's theory became

labour cost.
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.2 THE HECKSHER-OHLIN FACTOR PROPORTIONS APPROACH

OR NEO-CLASSICAL THEORY.

In the same line as Ricardo's theory are the studies of the Swedish economist
Eli Hecksher (Hecksher, E., Ohlin, B. 1991). In his 1919 report on 'Foreign Trade
and Income Distribution’, Hecksher began to sketch the principle of C.A. that was
later further developed by his student Bertil Ohlin in his 1933 report on 'Interregional,
and International Trade". These ideas were later known as the Hecksher-Ohlin
Factor-Proportions theory (H-O). They departed from the assumption that all nations
had equivalent technology, and therefore their concept of C.A. was based on the
differences in the country's endowments of the so-called 'factors of production' (such
as land, labour, natural resources and capital)®.

According to this assumption, the C.A. of a country will lie in products which
utilized factors that were relatively abundant. The narrowness of this approach made
it possible to forecast that if a country was abundant in capital then it would tend to
export capital-intensive and import labour-intensive commaodities; at the same time,
if a country was abundant in labour, it would export labour-intensive and import
capital-intensive commodities.

Parallel to this, the Swedish economist and philosopher Gunnar Myrdal
began to criticize the risks involved in this approach. He pointed out that these 'new
economic theories' (the H-O theory) were biased by laissez-faire principle and the
absurd notion of 'common tie or harmony of interests’, and that at the end these
issues were fostering international inequalities. By pointing out that 'many under-
developed countries (were) not deriving the advantages from modern transportation
and commerce that the theory (of international trade) seemed to demand as one of

the most pertinent facts*, he was able to demonstrate some of the most important
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dangers involved in this approach. Due to the fact that this theory departed from the
assumption of a 'stable equilibrium', not taking into consideration the reality of the
growing economic inequalities and the dynamic process of under-development and
development®, international trade was not, as he saw it, acting as an 'equalizing
force'.

At the same time, and from another perspective, Raul Prebisch used the
analysis of Latin America to demonstrate the need to revise the theories of
international trade (Prebisch R. 1950; 1959). Latin America, he argued, was not
developing according to the main ideas behind the theories of trade. The concept
of C.A. was not working in this reality. Surely some Latin American countries were
able to export primary products, but the increase in the consumption of
manufactured goods and the reduction in the demand for primary products by the
developed world was shifting the basis of C.A. Underdevelopment and inequality
was the result of all these approaches. The existing economic theories needed to
be urgently adapted to such realities and international trade should take in mind the

different levels of development in each country.

3 THE LEONTIEF PARADOX OR THE NEO-FACTOR

PROPORTIONS THEORY.

The H-O theory and all its assumptions were challenged by Wassily Leontief
(1956) in his studies of the U.S. economy. Opposite to the generalized idea that the
U.S. was exporting capital intensive products, he found that in reality the U.S.
exports were more labour-intensive than its imports. Considering that at that time,
the U.S. was one of the most capital-abundant countries in the world, these results

seemed to contradict the H-O theory. The main conclusion of Leontief's study
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(known as Leontief's paradox) was that there was a factor that was not being taken
into consideration. This factor came to be called human capital.

This idea of human capital had already been studied by Samuelson (1948)
in the form of the issue of intensities of use. According to his findings, he arrived at
the conclusion that certain commodities differed in their 'labour and land intensities’,
meaning by this that there was a strong difference in the quantity of human work
needed in agriculture as compared to clothing. Therefore these two activities were
making intensive use of different aspects of productivity .

The issue of U.S. exports of labour-intensive goods was further studied and
explained by Kravis (1956). In his works he explains this by stating that due to the
fact that the average salary in the U.S. at that time was higher than in other
countries, and more skilled labour was employed, it was easy to understand why at
the end exports changed their nature from capital intensive to labour intensive

products.

.4 FURTHER STUDIES ON COMPARATIVE ADVANTAGE.

By 1963, Prebisch in presenting one of his papers to the tenth conference of
the Latin American Economic Commission in Mar de la Plata, Argentina (Prebisch,
R.,1963), accused foreign investors of exploiting Latin American human and natural
resources, and at the same time of decapitalizing Latin American countries by taking
away huge profits and not reinvesting them within the same countries, tampering in
this way with their 'natural' economic development.

Whether related or not, Prebisch's message was later explained by Keesing
(1965), who observed that decapitalization was the result of capital moving across

international borders more freely than human labour. From this he deduced that
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C.A. was determined in principle by the relative abundance of skilled and unskilled
labour, other than an initial endowment of capital.

Subsequently the skills approach was developed by Waehrer (1968) who
found a correlation between net exports and skill-intensity as well as a relative
superiority of skill-intensity to wage rates in the explanation of trade patterns. At the
same time the issue of skilled labour included previous investment activities either
in the form of formal education or on-the-job training, facts that were researched by
Mincer (1962), Becker (1962, 1964) and Schultz (1966).

After these findings it became easier to support the inclusion of 'human
capital' along with the more orthodox sense of capital in the category of

determinants of C.A. (Bhagwati, 1964, Johnson, 1968).

Numerous theories of international trade and C.A. have appeared, the
majority of them based in the basic C.A. principle. While for Ricardo's theory, labour
cost and natural endowments were the main determinants of C.A.; for the factor-
proportions or H-O theory, it was resource endowments; for the neo-factor-
proportions theory or Leontief paradox, it was factor efficiency of use and human
capital; for the technology gap and product theories (Kravis, 1956), it was
technological innovation and learning-by-doing; for Linder's theory (Linder, 1961),
it was domestic demand and the level of economic development; and for the intra-
industry trade theory (Grubel and Lloyd, 1975), it was the economies of scale. The
basic conceptual framework for analyzing international trade stayed the same:
countries tend to export those goods that have the lowest relative costs; relative
costs are determined by production conditions in the country; and the pattern of the
country reflects the level of its economic development. As the studies on the

production of goods were further developed, so did the concept of C.A., and more
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and more elements were identified as related to the achievement of C.A.

Riddle (1987) was able to identify eight dynamic sources related to C.A. (see
table 1). According to his findings these elements are:

- geographic location and national endowments;

- existing infrastructure;

- adequate transport facilities;

- efficient customs services;

- skilled workforce;

- language ability;

- cultural differences; and

- management and training.®

In a more recent study, Porter (1990) goes further by stating that at the end,
C.A. can be achieved by competitive or promotional approaches towards shaping
the environment in which firms compete. He proposes a theoretical model of C.A.,
that includes six broad attributes. In this way, he moved from the concept of C.A.
towards a different approach which he calls 'competitive advantage'. As he
concludes, these attributes are (see table 1):

- factor conditions or factors of production: all those inputs necessary to

compete in an industry;

- demand conditions: or the nature of home demand for the industry's product

or service;

- related and supporting industries: or the presence or absence in the nation

of supplier and related industries that are internationally competitive;

- firm strategy, structure and rivalry: or the conditions in the nation governing

how companies are created, organized and managed, and the nature of
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domestic rivalry;

- chance: or all those events that have little to do with circumstances in a
nation and are often largely outside the power of firms (and often the national
government) to influence; and

- governments: or the role governments play in influencing national

competitive advantages.’

Interestingly because in the end, C.A. still means that 'a country can gain
from trade if it concentrates its energies in the industries that make best use of its

resources and skills®.

.5 THE SERVICE SECTOR.

At the same time that agriculture, mining and manufacture dominated the
world trade, and were considered as the primary and secondary sectors of the
economy, a 'silent shift' with respect to the tertiary sector was taking place.

Services, or the tertiary sector, were becoming the most important sector in
many countries. This was not taken seriously in the beginning, due to the fact that
this sector has always been considered the residual part of the economy. This lack
of interest derived mainly from two issues: first because from Adam Smith's times,
the production of services was considered to be 'unproductive’, or as he defines
them in book two of The Wealth of Nations:

“The labour of some of the most respectable orders in the society is, like that of menial

servants, unproductive of any value, and does not fix or realize itself in any permanent
subject, or vendible commodity, which endures after that labour is past...
In the same class must be ranked, some of the gravest and most important, and some of the

most frivolous professions: churchmen, lawyers, physicians, men of letters of all kinds;

players, buffoons, musicians, opera-singers, opera dancers, efc. ®
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And second, as a result of these assumptions, because of its relative
unimportance, this generalized idea even left the service sector without a precise
definition™.

Three main approaches can be traced in modern literature towards defining
the service sector. In the first approach following the works of Fisher (1935; 1939),
Clark (1940), and Kuznets (1957; 1966), services are defined as a residual entity or
tertiary sector. This definition was in turn based on the criterion that service was
whatever was not classified as agriculture or industry (the residual approach).

In a second approach, found in the works of Fuchs (1968), and Stanback
(1980), services are defined as those commodities which are 'intangible,
instantaneous (in the way that they 'perish in the same instant of production') and
are produced next to the consumer; furthermore they cannot be stored, transported
nor accumulated. This is a rather positive approach, where services begin to be
analyzed and defined on the basis of some attributes common to services as
opposed to material goods.

And thirdly, Hill (1977) defined a service as 'a change in the condition of a
person or of a good belonging to some economic unit, which is brought about as
the result of the activity of some other economic unit, with the agreement of the
former person or economic unit™.

This last approach defines services in a more appropriate way by using a
single sufficient criterion. At the end, all definitions agree in the existence of three
main characteristics that make services different from goods:

- first, that the production and consumption of services have to take
place simultaneously;

- second, that a service cannot be stored, and

- third, that services are intangible.
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.6 THE IMPORTANCE OF THE SERVICE SECTOR IN THE WORLD

ECONOMY.

This lack of a precise definition and an imprecise knowledge of it, left the
service sector without serious consideration for a long period of time. Many
countries did not pay attention to the way services were increasing, nor the speed
in which some of them were developing. A possible explanation of this can be the
fact that many services were actually embedded within the manufacturing sector.
This is to say, several manufacturing companies used to have their own staff of
lawyers, their own medical service department, packing and delivery services, and
so on. This situation was also reinforced by the fact that, in national accounts and
in world development reports, service activities were (and still are) reported in an
aggregated way.

It was not until recently that the growth of the service sector as part of the
economic development of countries became recognized. When, in order to reduce
costs and improve the productivity, many manufacturing companies began
separating service activities from their own manufacturing activities. Then, the
importance of the services sector became noticed. Lawyers, accountants, publishing
activities, package and delivery services, medical services, and so on, were being
subcontracted outside the manufacturing sector, thus making the existence of
services obvious and its growth more rapid. Its importance was seriously addressed
when its large share of world Gross Domestic Product (GDP) and its share of
current account credits were viewed at the 1985 United Nations Conference on
Trade and Development (UNCTAD). This reunion held in Geneva with the main title
of 'Production and Trade in Services: Policies and their underlying factors bearing

upon International Service Transactions', was one of the first to analyze the service
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sector in world economic terms,

And by September 1986 in Punta del Este, the member countries of the
General Agreement on Tariffs and Trade (GATT), in the new (Uruguay) round of
multilateral negotiations, passed a resolution to establish a negotiation group on
services-trade parallel to a new round of negotiations on the reduction of barriers to
merchandise trade'. Since then the service sector has been the target of many
serious studies.

Several studies were conducted before this was officially considered.
Amongst others, Baumol (1984) had studied the relationship between services, skills
and investments employed, arriving at the conclusion that some service industries
have high capital-labour ratios as in telecommunications industries and utilities. On
the other hand, many firms provided services using workers with high levels of
training, employ sophisticated techniques but low levels of physical capital.
Therefore, as with manufacturing, services can be classified as being skill-intensive,
labour-intensive or capital-intensive. In a later study, Bhagwati (1987) was able to
classify the different ways services could be provided. According to his findings,
services were classified in two broad groups: those which need physical proximity
and those which do not. In the first group (physical proximity), services can be
provided in three ways:

- mobile user-immobile provider: as in the case of tourism and some
medical services;

- mobile provider-immobile user: as with some home visiting hair
stylists, tailors, physicians, etc; and

- mobile provider-mobile user: as in the cases where both, provider

and user meet in another place or country different from their own™.
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When physical proximity was not needed, another case takes place: the
immobile user-immobile provider. In this case the provider is able to deliver the
service by means of other services, like postal services (instructions or guides sent
by mail) or telecommunication services (as in telephone calls, teleconferencing,
remote computer links, Internet, etc.).

From another perspective Grubel and Walker (1989) arranged services
according to their provision; they proposed three main areas :

- consumer services;
- government services; and

- producer services.

According to them, consumer services are all those services consumed by
private individuals such as the output of restaurants, hotels, financial and insurance
firms, private medical services, retail outlets, amusements and recreational facilities,
personal service facilities for hair, clothing, shoes, automobiles and household
goods and communication and public transport systems. Government services are
all those services generated by the incurrence of expenditures required in the
administration of education, health, welfare, defense, justice and general
government programmes. And producer services are all those services not bought
by private individuals nor provided by governments. They consist of the output of
industries known as 'Business Services', comprising computer, accounting,
advertising, personal protection and similar industries®.

Parallel to this, Gray (1989) identified a group of services that were traded at
the international level, thus deserving a separate analysis. These services were
classified according to the way they were being offered. Therefore he defines two
groups:
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- The people-embodied services: or services which are produced for
foreigners by means of communication services as in the provision of
information, data transmission and processing, etc.;and

- Services which are embedded in goods: or services that need to be
delivered to a user separated in time and space, as in computer

programming embedded in diskettes, blueprints of projects, manuals, etc.™®.

In this second case, the service is actually stored or embedded in an object
in order to be sent by mail. To be more precise, what is actually stored or embedded
in an object is the capacity to provide the service. This typology in exchange
depends on the consumers' capacity to provide themselves with the service once
the object arrives to them. This classification opens a new characteristic of the
service sector that, although it was already observed by Bhagwati (1987) in his
immobile user-immobile provider classification, it was not observed as a
characteristic of services. This is to say that as opposed to what it was said by
Fuchs (1968), Hill (1977) and Stanback (1980), some services can actually be
stored, transported and accumulated, thus not necessarily needing to be consumed
instantaneously nor be perishable. And with the arrival and expansion of

computerized services, this quality became more obvious.

Following this new line of study, and by using Bhagwati's classification,
services were divided in four categories according to trade:

- services which are location-joining: such as communication and

transportation;

- services which require the user to move to the location of the supplier: like

tourism and some medical care services;

38



- services which require the supplier to move to the location of the user: as
in construction; and

- professional services which can be made available to clients in other
countries by having the service transmitted by communication equipment or

being temporarily embedded in a good"’.

These categories included a new one that was also visualized by Bhagwati
in his 'mobile user-immobile provider' classification, but needed more precision: the
'location-joining' service. This is the basis of travelling from one place to another in

order to consume a service.

.7 THE THEORY OF COMPARATIVE ADVANTAGE APPLIED TO

INTERNATIONAL TRADE IN SERVICES.

As was explained at the beginning of this chapter, the theory of C.A., was
originally developed during a period when land, natural attributes (like rivers, soil,
climate, etc.) and industrial development were the basis of production and economic
development. The theory of C.A. was designed to explain specialization and the
production of primary goods. This is to say, it was developed to understand the
pattern of behaviour of the primary and secondary sectors of the economy. Although
many people may argue that services are completely different from goods, several
studies (like the previous ones) tend to show more similarities than differences. And
thus, up to now there is no one theory that says that the theory of C.A. cannot be
applied to services. Therefore it is safe to assume that the same conditions applying
to trade in goods can be applied to trade in services.

The main issue behind this observation is that within the realm of trade, many

39



services -like goods- are tradeable. The main concern will be that due to the huge
variety of activities included in the service sector, it will be difficult to generalize. A
wise approach suggested during the United Nations Conference on Trade and
Development in 1985 (UNCTAD,1985), was to study the service activities on a case
by case basis rather than grouped together and considered collectively, because
'dealing with them as a single entity would risk doing serious damage to the long-
term interests of developing and developed countries'®.

As in the production of goods, to be competitive in the service sector a
country should take into consideration a variety of factors that are constantly
changing. These factors are related to the production of the services at different
levels: from the local and internal structure of the production of service, to the
national conditions and the global demand.

According to Feketekuty (1988), international competitiveness in services is
determined by six main factors (see table 1):

- knowledge and skills of local service workers and managers;

- cost of labour;

- proximity of the market;

- availability of data processing and communications equipment;
- effective organization of the required deliver services; and

- institutional environment of the production of services™.

A strong similarity can be seen between Feketekuty's factors, and those
identified by Riddle(1987) and Porter(1990) for the production of goods. This
similarity is indicative of the fact that within the international context of trade, the
same principle of C.A. can be applied to goods and services. Therefore it can be

safe to assume that Porter's model of C.A., can be applied also to the production

40



of services. Thus services can also be related to factor conditions, demand
conditions, related and supporting industries, firm strategy, chance and
governments. Riddle's proposal from 1987 and Feketekuty's model from 1988 can
easily be circumscribed within these same factors (see table 1).

Included in Porter's model, are the six main forces responsible for changing
the structure of global demand. If countries want to assume and maintain their
competitive advantages in services, they should take these forces in consideration.
According to his findings, these forces change from time to time, and usually at fast
rates, therefore a constant monitoring is needed of the following issues:

- the increasing similarity of service needs;

- the increase in mobility and more informed buyers of services;

- the existence of economies of scale and geographic scope;

- the mobility of service personnel;

- the ability to interact with remote buyers; and

- the continued disparities among nations in the cost, quality and

range of services available in different nations®.

.8 COMPARATIVE ADVANTAGE IN SERVICES AND

DEVELOPING COUNTRIES.

Due to the generalized idea that because successful services tend to be skill-
or capital-intensive, there has been in the past a tendency to think that only
developed countries have a source of C.A. in them. This is not necessarily so. As
was observed by Kierskowsky (1987), by 1980 the group of 25 largest services
exporters included five developing countries: Mexico, Singapore, South Korea,

Saudi Arabia and Egypt. The ratios of service exports to merchandise exports in
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those five countries were 46, 33, 26, 4 and 60 percent, respectively. Furthermore,
Mexico, Singapore, South Korea and Egypt were net exporters of services?'.
Therefore it becomes certain that some developing countries can expand
their export of services. Following Kierzkowsky's proposals, this issue becomes
more true when three aspects of the elements embedded within the service sector
are analyzed:
- First, the relative price of some services tends to be lower in developing
countries than rich countries, mainly because of the existence of cheap
labour. Considering that labour is one of the most important elements in
many services, this implies that the former countries must have a C.A. in
some services, provided they are produced with a quality level that makes
them tradeable;
- Second, liberalization of temporary labour movements will again place
developing countries in a very competitive position due to the same reasons
of cheap labour; and
- Third, the importance of physical proximity in service provision suggests the
likely emergence of regional markets. Therefore certain developing countries
could enjoy a geographical advantage over more efficient producers who
happen to be located far away from a particular regional market®.
Many works and reports coincide with these three aspects, and recommend
that developing countries ought to develop considerable comparative advantages
in the provision of services. As mentioned by Bhagwati(1987):

"_.it is possible to argue that the more advanced developing countries, the newly

industrializing countries, which are abundantly endowed with skills, may well find a new
comparative advantage opening up in the over-the-wire transmission of their skilled services.
This has already happened with respect to software. It could happen a la Dresser with
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engineering services, with data being transmitted to users in overseas locations for
engineering, medical and a host of other skilled services. Thus the newly industrializing

countries may well find that there is something for them, too, in the GATT being extended to

trade in services - provided that the extension is truly to service of all kinds."*®

Nevertheless, being a developing country cannot be considered as the only
precondition for success in trade in services. In 1989 the Organization for
Economic Co-operation and Development, produced a report on Trade in Services.
There is an important argument in this report with respect to the issue that the
competitive position of developing countries in services activities is difficult to
characterize mainly because the lack of detailed statistical information due to the
heterogeneous nature of the service sector®. Furthermore, the report concludes
with a warning for developing countries with respect to the importance of being sure
about the existence of export potential in services before embarking themselves in
international trade policies:

"... the realization of developing countries' export potential in services will depend, in large
measure, on the scope for acknowledgment within the services framework of the need for

service-provider mobility in the form of temporary relocation of essential personnel."25

Due to the fact that access to the international market for services is rather
difficult, the OECD report continues to point to a series of constraints additional to
barriers that developing countries could face in looking for access to the service
market. Constraints such as :

"~ in those areas where economies of scale are important;

- in service activities which are relatively labour-intensive and that are likely also to have
important skill -and capital- intensive aspects; and finally
- the realization of potential comparative advantage is likely fo depend on considerations

other than resource endowments and factor allocation. In particular, it may depend on market

structure within the sector concerned"%.
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That is why the UNCTAD report suggested since 1985 that developing
countries should first analyze 'specific determinants' in order to establish a
comprehensive background for their C.A. in services. These determinants, as
mentioned by the same report, were divided in two levels:

1. Country-specific and industry-specific determinants:

a. Country specific determinants:
- Differences between countries in comparative costs;
- Differences in production functions, economies of
scale and product differentiation;
b. Industry specific determinants:
- Specific skills and knowledge;
- Skills in developing countries;
- Labour costs differentials;
- Economies of scale;
- Natural advantages;

2. Firm specific determinants:

- Possession of in-house service, know-how and
proprietary service technology;

- Established brand names:

- A work force that has acquired skills based on its
learning within the firm;

- Privileged access to capital and financial markets®.

Making a parallel study between these determinants and the factors of C.A.
identified by Riddle (1987), Feketekuty (1988), and Porter (1990), it can be seen

that the similarity among them continues to exist (see table 1). An by comparing the
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UNCTAD determinants with the 'six forces' responsible for changing the structure
of global demand suggested by Porter (1990), it can be found that they can be
related as an exercise of questions and answers between the global context and
the national situation of a specific country. While the UNCTAD approach gives an
idea of 'what a country should have' in order to determine its comparative
advantages, Porter's determinants define the framework of 'what is happening in the
service sector on a global context' (see table 2).

It was expected that by using this framework, governments should be able
to have a more clear picture about their potential C.A. in the service sector.
Nevertheless, if a country lacks the basic 'firm specific determinants' it will be very
difficult to argue the existence of a C.A. If local firms are not competitive in their
domestic market, neither the 'industry specific determinants' nor the 'country specific

determinants' can do anything to foster C.A.

1.9 TRADE IN HEALTH SERVICES.

According to a study conducted by the United States Office of Technology
Assessment, the future of economic growth will depend on parallel growth in the
sector of manufactured goods that have a high percentage of added value, and in
the service sector which is based on intensive use of knowledge?®. Included in the
second sector are health services, an important element because of their large
component of knowledge, based on research and universal scientific development.

Although health services have not been traditionally considered as
marketable, in reality a different situation has taken place: international trade in
professional and labour intensive health services have increased recently, becoming

a broad area of international competition.
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