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Domestic regulations have a profound effect on services trade.  On the one hand, effective regulation is often a precondition for successful liberalization.  On the other hand, regulation can sometimes itself become an impediment to trade.  While regulators must have the autonomy to remedy market failures and pursue social objectives, there may be times when such autonomy leads to protection, and hence trade friction.  A major challenge for the GATS is how to design rules that prevent the protectionist use of domestic regulations but do not deprive regulators of the freedom they need to pursue legitimate objectives.  

1.
The scope for horizontal rules

Even though services sectors are very different, there is similarity across sectors in the rationales for regulation and the reasons for multilateral rules.  Focusing on these rationales may provide the basis for determining the desirability and feasibility of horizontal (and sectoral) disciplines.  

Market failure due to natural monopoly or oligopoly may create trade problems because dominant incumbents can impede access to markets through their control of essential facilities.  Because of its direct impact on trade, this form of market failure may need to be addressed directly by multilateral disciplines, lest market-opening commitments are undermined.

When market failure is attributable to informational problems or externalities, multilateral trade disciplines need not address the problem per se, but rather ensure that domestic measures to deal with the market failure do not serve unduly to restrict trade. 

Before new disciplines on domestic regulation can be contemplated, it is important to fully understand the scope of existing GATS disciplines - most centrally Articles III (Transparency) and XVII (National Treatment). Much can be achieved by making the process of rule-making more transparent and striving for non-discrimination in rule design and enforcement.  

(This note does not elaborate on issues related to the rules for monopolies and oligopolies.
)

Rationale for Regulation in Services Sectors and Possible GATS Rules

	Market failures
	Services sectors
	Possible GATS response

	Monopoly/

Oligopoly
	Network services:  telecommunications; transport (terminals and infrastructure), and energy services (distribution networks). 
	Transparency (Articles III and IV) Non-discrimination (Articles II and XVII)

+ Possible generalization of key disciplines in telecommunications reference paper to ensure cost-based  access to essential facilities.

+Possible strengthened disciplines to deal with anti-competitive conduct.

	Information problems
	Intermediation and knowledge based services:  e.g. financial  and professional services.
	Transparency (Articles III and IV) Non-discrimination (Articles II and XVII)

+ possible generalization of the accountancy disciplines including the application of a "necessity" test 

	Externalities
	Transport, tourism, etc.
	


2.
Transparency

Transparency is inherently desirable. However, two issues arise in the context of strengthening transparency disciplines. First, while transparency can help to reduce concealed protectionism, transparency alone cannot eliminate it. Second, while it is important to recognize the many benefits of enhanced 
transparency, it is also important to acknowledge that its pursuit in greater quantities may also be costly. 

For instance, ex ante transparency, in the form of obligations providing for consultations with all interested parties prior to the enactment of a new law or regulation, will almost certainly have a higher administrative cost than ex post transparency, whereby new regulations and regulatory decisions are made public once taken. At the same time, prior notification requirements may lead to greater political legitimacy of laws and regulations deriving from broad public consultations, and less scope for protectionist capture and inefficient regulatory design.  

Accordingly, any new m
ultilateral disciplines on transparency must be based on a careful assessment of the benefits and costs, both globally and nationally. An empirical investigation could be based on how the choice of optimal levels of transparency is today made at the national level.

3.  The power of national treatment

National treatment (Article XVII) is a powerful discipline.  It captures all forms of discrimination.  Any measure that modifies conditions of competition to the detriment of foreign services and service suppliers would be considered inconsistent with national treatment, regardless of whether it extends formally different or formally identical treatment.  

The need to develop further disciplines under Article VI:4 to target strictly non-discriminatory measures must be seen in the light of the fact that full commitments on national treatment would preclude de facto discrimination that can arise from the application of regulatory measures on licensing and qualification. 

Figure 1:  Identifying de facto discriminatory measures 
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Before Members take final decisions on the establishment of disciplines under Article VI:4 to deal with strictly non-discriminatory measures, they need to clarify the line separating de facto discriminatory measures form strictly non-discriminatory measures.

Consider the hypothetical case of a medical doctor from X arriving in Y with a view to practicing medicine there.  Imagine that the Y licensing authorities ask him to re-qualify from scratch in his new country of adoption. Would such a requirement be consistent with national treatment?  The national treatment obligation requires that foreign services and service suppliers receive no less favorable treatment than the like national services and suppliers.  If we apply the traditional GATT/WTO two-step approach of first establishing likeness and then determining whether “like” foreign suppliers are receiving less favorable treatment, then we end up in a legal cul-de-sac.  If a doctor from X is deemed to be like a doctor from Y, then Y would not have the right to impose even a slightly greater burden on the X doctor.  This is hardly sustainable, and could with some justification be seen as a threat to regulatory autonomy.  If, on the other hand, a doctor from X is deemed not to be like a Y doctor, the national treatment discipline simply does not apply, and the licensing authorities in X are given a free rein to do whatever they want. This is also likely to be an unsatisfactory outcome, as it may all too easily lead to the (deliberate) enactment of needlessly burdensome regulatory requirements. 

The challenge is to find a middle road between extreme intrusiveness and extreme permissiveness.  The most reasonable approach would be to ask:  what is it that the Y licensing authorities really need to do to ensure that foreign doctors do not constitute a threat to the health of Y citizens? In other words, what should a doctor from Y reasonably be required to do to be treated like a doctor from X?  Under such an approach, a full re-qualification requirement would be deemed discriminatory if a comprehensive test of competence (possibly coupled with a brief period of internship) could achieve the same objective.  But this is precisely a type of excessiveness test.
,
 

To see the full implications of a national treatment obligation, consider also the hypothetical example of compulsory residence requirements imposed on, say, software programmers and architects.  Let us assume that residence is an irrelevant attribute for the provision of software services but a certain period T of residence is relevant for the provision of architectural services, to ensure adequate protection of consumers.  Then a non-resident foreign software programmer is like a domestic software programmer, and the imposition of any residence requirement is inconsistent with national treatment.  But given our assumption, the imposition of a residence requirement of a period T on a foreign architect is not inconsistent with national treatment while a greater residence requirement would be.  

4.  The significance and treatment of non-discriminatory measures

De facto discriminatory measures probably account for a large proportion of trade-friction cases.  The empirical significance of strictly non-discriminatory measures that impede trade more than they should, i.e. the natural domain of VI:4, needs to be clearly established. 

A conjecture:  With regard to licensing and qualification requirements, a necessity test under VI:4 may go too far;  with regard to licensing and qualification procedures, a necessity test may not go far enough.

Central to the new disciplines on domestic regulation in the accountancy sector is the necessity test.  Note an important difference:  under XVII, the excessiveness test described above would ask if the regulatory distinction between services or service suppliers was excessive;  under VI:4, a necessity test would ask if the measure itself was necessary even though it did not discriminate in any way.

A deliberately far-fetched example helps to highlight some of the challenges negotiators would need to contend with in developing a necessity test applicable to non-discriminatory regulatory measures. Imagine that a WTO member required all taxi drivers to be certified cardiologists because it was socially unacceptable in that country for people to die of heart attacks while trapped in traffic jams. This would seem on the face of it an excessively burdensome regulatory requirement. It is, however, strictly non-discriminatory and so the question is, should WTO rules prohibit it?  Would such a prohibition not be considered unduly intrusive? 

For example, consider measures such as minimum capital requirements or minimum training or experience requirements.   It is useful to distinguish between two types of situations:  One possibility (situation 1) is that beyond a certain threshold, say a, these requirements do not lead any further enhancement in the quality or reliability of the service.  In this case a requirement set at level b would be clearly unnecessary.  Another possibility (situation 2) is that higher requirements always lead to some (possibly marginal) improvements in the quality or reliability of the service.  Say the choice of requirement b rather than a delivers slight improvements in quality but huge reductions in trade.  Should GATS rules be designed to suggest a be chosen rather than b?
Situation 1:  Level of attainment does not increase with stringency of requirements over some range 
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Situation 2:  Level of attainment increases with stringency of requirements over the entire  range

One view is that WTO rules should never question the level of attainment of the objective, and should only question the excessiveness of requirements in situation 1 but not in situation 2.  The problem is that distinguishing between the two sets of situations will be extremely difficult in practice.  Can we ever be sure that increasing training and experience or minimum capital requirements will deliver no additional benefits in terms of quality or reliability?  And putting in place a necessity test for non-discriminatory requirements may raise fears that panels will pronounce not only in type 1 situations but also in type 2 situations – especially in the light of certain recent WTO rulings.
 

Another view might be that it should be possible to rule in type 2 situations also if there is evidence that a Member is behaving inconsistently across service sectors.  That is, if a Member chooses a b requirement in one sector while it is content with an a requirement in another sector where regulatory objectives are similar, then it is possible to argue that the former is unnecessary.

Given that any protectionist effect of regulatory requirements will have already come under rigorous scrutiny under Article XVII, the institution of a necessity test for strictly non-discriminatory measures must be based on:

(a) establishing empirically that strictly non-discriminatory requirements significantly impede trade, and 

(b) demonstrating credibly that such a test can be applied in a way that does not threaten legitimate regulatory autonomy.
 

In the case of licensing and qualification procedures, as opposed to substantive requirements, there would seem to be less danger that the application of a necessity test is over-intrusive.  Eliminating delays, cumbersome approval procedures and multiplicity of approving agencies is hardly likely to compromise the attainment of regulatory objectives.  The problem is that while a necessity test provides a valuable chapeau, it may not on its own be an effective scourge of burdensome procedures.  As in the case of a range of WTO agreements, such as the import licensing agreement, ensuring that procedures do not in themselves become an impediment to trade requires detailed and targeted procedural rules – of the kind that have been developed for the accountancy sector.  

5.
Harmonization and Recognition

Harmonization and mutual recognition can be seen as complements to, rather than substitutes for, multilateral rules on domestic regulation.  Even though we are long way from widely acceptable international standards for most services sectors, a stronger presumption in the GATS in favor of international standard may itself provide an impetus to the development of such standards. 

Article VII (Recognition) of the GATS strikes a delicate balance by allowing recognition agreements, provided they do not discriminate against third countries, who have the opportunity to accede or demonstrate equivalence.  Thus, Article VII has a desirable open-ended aspect that Article V (dealing with integration agreements) does not.  Because of the potential of MRAs to create trade more according to the pattern of mutual trust than comparative advantage, bilateral or plurilateral recognition agreements should respect the non-discrimination principle, as mandated by Article VII of GATS. It would therefore seem desirable that such agreements, as a rule, be notified not under Article V of GATS (Economic Integration) but be open to all eligible participants under the terms of Article VII.







� These notes build upon certain elements of Chapter 12 of “Domestic Regulation and Services Trade Liberalization”, co-edited with Pierre Sauve, Oxford University Press and World Bank, Washington, DC, 2003.  


� Development Economics Research Group, World Bank, Washington, DC.  Conversations with Rolf Adlung, Thomas Chan, Dale Honeck, Abdel-Hamid Mamdouh, Petros Mavroidis, Julia Nielson and Arvind Subramanian have been a great help but the views here should not be attributed either to them or the World Bank.


� A more detailed discussion is to be found in the chapter cited in footnote 1.


� If the exceptions provision, Article XIV, listed all objectives that regulators might legitimately pursue, then it would be possible to take a tough line on any difference in treatment under XVII and allow it to be justified under Article XIV.  However, because the Article XIV list is limited, regulators cannot be denied the freedom to invoke unlisted regulatory objectives as a basis for difference in treatment in the context of Article XVII.  But if this freedom is not to be abused, then the regulators invoking unlisted objectives under XVII must be held to at least the same standard as would be applied when invoking mutually agreed legitimate objectives under XIV.


� In this guise, an excessiveness test could be used to encourage the adoption of economically efficient policy choices in remedying market failures. For instance, in the case of professional licensing, a requirement to re-qualify could be deemed excessively burdensome, since the problem - inadequate information about whether individual practitioners possess the required skills - could be remedied by a less burdensome test of competence (which is – and should be - the main rationale of professional licensing regimes).





� A pronouncement in situation 2 would be an example of the proportionality tests, codified under EU law and applied in a number of rulings by the European Court of Justice on the internal trade effects of regulatory measures maintained by EC member countries.


� Whatever model (if any) is ultimately adopted in GATS, one rule of thumb may well be to avoid creating rules whose enforcement would require judicial decisions to be rendered on highly delicate policy matters. Rather, the rules should mainly serve to target truly egregious regulatory measures. Perhaps it would be sufficient to ensure that a non-discriminatory measure is “not obviously unnecessary” to secure compliance with a legitimate public policy objective.  
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