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I. Introduction
A. The Current Situation Toward Open Markets and the Benefits of Trade

The post-Cancun atmosphere has resulted in much push-back of the free trade agenda. A
number of countries have begun to lose faith in open markets, as illustrated by the collapse of the
Cancun World Trade Organization (WTQO) meeting in 2003. From this backward pressure and
loss of faith, we are seeing a shift away from essential progress in the area of public sector
restraints. Developing countries, already afraid of their old commitments, are hesitant to make
new ones. Meanwhile, the environmental and labor activism showcased in Seattle reveals the
agenda of interest groups in developed nations: trade protectionism under the guise of upholding
standards of living and keeping jobs within the country.

Nevertheless, the argument for maintaining open markets in order to benefit from trade rests on
the assumption that free trade raises aggregate economic efficiency. This is now generally
accepted as common wisdom, and there is ample economic theory to prove the point. The more
well-known theories include the Ricardian model,® the Immobile Factor and Specific Factor
models,” and the Heckscher-Ohlin model.* These models show that trade can provide greater
production and consumption efficiency.

The benefits of international trade are better understood when built up from the benefits of
inter-household trade. Let us examine static trade. Households do not generally produce all the
goods and services they need--to do so would be understandably inefficient. For example, a
biologist produces important research publications but does not farm for his or her family in

* Partner, Steel Hector & Davis LLP. This paper was presented at the Sixth Annual International Roundtable on
Competition & Trade Policy in Miami, Florida, on November 10, 2003. We want to thank J. Daniel Gwak for his
research assistance.

™ Associate, Steel Hector & Davis LLP.

! See generally Steven M. Suranovic, International Trade Theory & Policy Analysis ch. 40 (2000) (explaining the
Ricardian economic theory), available at http://internationalecon.com/v1.0/ch40/ch40.html (last visited Apr. 16,
2004).

2 |d. ch. 70 (explaining the Immobile Factor and Specific Factor economic theories), available at http://
internationalecon.com/v1.0/ch70/ch70.html (last visited Apr. 16, 2004).

% Id. ch. 60 (explaining the Heckscher-Ohlin economic theory), available at
http://internationalecon.com/v1.0/ch60/ch60.html (last visited Apr. 16, 2004).
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addition to conducting lab work. At the state level, individual states specialize in certain fields--
New York specializes in finance while Wisconsin specializes in dairy agriculture. Tim Muris,
chairman of the Federal Trade Commission, notes that the U.S. experience has been that
interstate trade was and is crucial to the economic growth of the United States.* Given the
benefits of household and domestic trade, the implicit third step involves international free trade.
The standard Ricardian model of specialization leading to most efficient outcomes explains that
if England and Portugal were to produce both wine and cloth, this would lead to inefficient
outcomes. Instead, each country would specialize in the product for which it had the comparative
advantage--wine for Portugal and cloth for England. Leaving this static model, there are also
possible dynamic gains in trade. Evidence in this area shows that developments such as
technological change or an improved macroeconomic policy can lead to greater gain from trade.”

B. Public Sector Restraints: The New Trade Barrier

In the United States and in many other countries, private sector restraints, monopolization, and
collusive behavior are addressed by statute. Thus, by law, this path of private anticompetitive
behavior is blocked. It is not always the case that public sector restraints are addressed. For
example, as a result of U.S. political economic history and a lack of significant state intervention
(such as nationalized industries), public restraints are not covered under U.S. antitrust statutes,
but rather by case law.® As Muris states:

Attempting to protect competition by focusing solely on private restraints is like
trying to stop the flow of water at a fork in a stream by blocking only one of the
channels. Unless you block both channels, you are not likely to even slow, much
less stop, the flow . ... The same is true of antitrust enforcement. If you create a
system in which private price fixing results in a jail sentence, but accomplishing
the same objective through government regulation is always legal, you have not
completely addressed the competitive problem.’

Public sector restraints are anticompetitive regulations set by the governments that adversely
affect international trade. These regulations come in many forms.®2 However, the uniting factor
in public sector restraints is that they stifle competition. Although competition law and trade law
have been separately analyzed in economic literature to a large extent, the interaction of
competition law and trade law remains underdeveloped.

The foundation of dealing with public sector restraints at a global level already exists. The

* See Timothy J. Muris, State Intervention/State Action--A U.S. Perspective, Remarks Before the Fordham Annual
Conference on International Antitrust Law & Policy 5 (Oct. 24, 2003), available at http://
www.ftc.gov/speeches/muris/fordham03124.pdf (last visited Apr. 16, 2004).
® See, e.g., Romain Wacziarg, Measuring the Dynamic Gains from Trade, 15 World Bank Econ. Rev. 393 (2001),
available at http://www.stanford.edu/~ wacziarg/downloads/trade.pdf (last visited May 2, 2004).
j Muris, supra note 4, at 5-6.

Id.
® See discussion infra Part I1.



Agreement on Trade-Related Aspects of Intellectual Property Rights (TRIPS)® provides for
National Treatment in Article 111,"° and Most-Favored-Nation treatment further extends equal
treatment across the board in Article 1V.** Competition disciplines are also embodied in the
WTO Telecom Reference Paper*? and the Agreement on Trade Related Investment Measures
(TRIMs).®* Functionally, competition provisions already exist in these chapters. To that extent,
the aim of discussing competition is not to introduce the issue, but rather to make the efforts
already in place more effective. The way to do this is to address the issue of public sector
restraints.

C. Public Sector Restraints: The New Political Risk

Public sector restraints function as a new kind of international political risk for businesses in the
international economy. As the days of direct governmental expropriation wane, public sector
restraints are the next kind of international political risk. In fact, government overregulation
ranked first in a Wall Street Journal survey of threats that CEOs identified to their businesses,
outranking increased competition, currency fluctuations, price deflation, and global terrorism,
among many other threats.”* International political risk falls into three broad categories:
governmental, societal, and external.”® Of these, we focus on governmental risks. This includes
capricious and arbitrary changes in existing government policies, discriminatory taxation,
regulatory takings, passing new laws making previously acceptable actions now illegal, requiring
local ownership, or mandating joint ventures favoring local companies in a discriminatory
manner.

Public sector restraints are a source of international political risk, and therefore, carry the
effects of such. Political risk has been shown to affect foreign investment by reducing the level
of overall investment as well as lowering the desirability of current investments.'® Because

® Agreement on Trade-Related Aspects of Intellectual Property Rights, Apr. 15, 1994, Marrakesh Agreement
Establishing the World Trade Organization [hereinafter WTO Agreement], Annex 1C, Legal Instruments--Results of
the Uruguay Round vol. 31, 33 I.L.M. 1125, 1197 (1994) [hereinafter TRIPS Agreement].

1d. art. 111

Md. art. 1V,

2\WTO, Fourth Protocol to the General Agreement on Trade in Services: Reference Paper, Apr. 30, 1996, 36 I.L.M.
366, 367 (1997). The Reference Paper was distributed by the WTO Secretariat but never formally issued as a WTO
document. Laura B. Sherman, Introductory Note to WTO Agreement on Telecommunications Services (Fourth
Protocol to General Agreement on Trade in Services), 36 I.L.M. 354, 357 n.21 (1997).

3 Agreement on Trade-Related Investment Measures, in WTO Agreement, supra note 9, Annex 1A [hereinafter
TRIMS Agreement], available at http:// www.wto.org/english/docs_e/legal_e/18-trims.pdf (last visited Apr. 16,
2004).

 Marc Champion, CEOs' Worst Nightmares, Wall St. J., Jan. 21, 2004, at A13.

1> See generally 4 Global Risk Assessments: Issues, Concepts & Applications (Jerry Rogers ed., 1997) (discussing
business environment risk assessment, investment, and trade risk analysis, and political risk assessment and
management).

16 See Joseph A. Cherian & Enrico Perotti, Option Pricing and Foreign Investment Under Political Risk 3-4 (Centre
for Econ. Pol'y Res., Discussion Paper No. 2327, 1999) (discussing the impact of political risk on foreign
investment), available at http://papers.ssrn.com/sol3/papers.cfm?abstract id=162348 (last visited Apr. 16, 2004);
see generally Sumru Altug et al., Political Risk and Irreversible Investment: Theory and an Application to Quebec
(Centre for Econ. Pol'y Res., Discussion Paper No. 2405, 2000) (applying an analytical model to the political risk
involved in a Quebec-Canada separation scenario), available at http:// ideas.repec.org/p/cpr/ceprdp/2405.html (last
visited May 12, 2004).



foreign investment is negatively affected, trade is necessarily reduced since the investment's
exports and imports do not take place. The inflow of capital to establish the investment is also
passed up, further reducing possible trade figures. Additionally, there are links of trade openness
to foreign direct investment in general that raise concern. The pattern has been that trade
openness is positively correlated to foreign direct investment. Therefore, low foreign direct
investment not only implicates political risks, but also raises the issue of trade barriers.!’

1. Case Studies

In the following case studies, examples will illustrate how specific public sector restraints have
resulted in suboptimal economic equilibriums.

A. Price Controls: Pharmaceutical Price Ceilings

The nature and mechanisms of price controls are straightforward: a maximum price is declared
by the government and must not be exceeded. Basic economic theory dictates that if this price
ceiling is below the equilibrium price of the good or service, then there will be an excess demand
resulting in shortage. An industry currently under control from price ceilings in many countries
is pharmaceuticals.  Although the United States does not impose price ceilings on
pharmaceuticals, various other nations have done so for varying reasons. However, the nature of
the pharmaceutical industry causes price ceilings to be both anticompetitive as well as result in
suboptimal economic equilibrium.

The pharmaceutical industry is characterized by high costs of research and development
followed by a few successful products that are large financial successes. Therefore, this industry
is especially susceptible to inefficiencies arising from the lack of intellectual property rights laws
and tampering from price controls.!® Currently, several countries practice price controls,
including Canada, the Netherlands, Portugal, Greece,™ Brazil,*® Honduras, Nicaragua, Panama,*
Ecuador,?? and Venezuela.”® The mechanisms for price control are different in each country,

17 See Tonia Kandiero & Margaret Chitiga, Trade Openness and Foreign Direct Investment in Africa, Paper
Prepared for the Economic Society of Southern Africa 2003 Annual Conference 15 (Oct. 2003) (analyzing the
impact of openness to trade on foreign direct investment in Africa), available at http://
www.essa.org.za/download/2003Conference/Kandiero&Chitiga_Trade%20openness%
20and%20foreign%20direct%20investment%20in%20Africa.pdf (last visited Apr. 16, 2004).

18 See generally Pharmaceutical Research and Manufacturers of America (PhRMA), National Trade Estimate
Report on Foreign Trade Barriers (NTE) 2004 (Dec. 12, 2003) [hereinafter NTE 2004], available at http://
www.phrma.org/international/resources/2003-12-18.459.pdf (last visited Apr. 16, 2004).

19 John E. Calfee, The High Price of Cheap Drugs 1 (Am. Enterprise Inst. for Pub. Pol'y Res., July 14, 2003), at
http:// www.aei.org/docLib/20030715_%2315530Calfeegraphics.pdf (last visited Apr. 16, 2004).

20 NTE 2004, supra note 18, at 184.

2L1d. at 194.

?21d. at 206.

Z1d. at 212.

* See, e.g., id. at 184 (noting that the Brazilian government permitted pharmaceutical companies to increase their
prices only twice in 2002, and again twice in 2003); id. at 206 (observing that Ecuador imposed a price freeze on
pharmaceuticals).



but in each case, the price control is set below free market value.?

Of interest is how these price controls affect competition not merely in the domestic market, but
also how the controls create negative externalities in other markets. One major issue is parallel
importation, the re-exportation of imported drugs from one country to another. Because price
controls cause drugs to be sold abroad at cheaper prices than in a domestic market, re-
importation is becoming a lucrative concept. There are several economic problems with this
result.

In the United States, importation of drugs would cause a fall in drug prices. This is because the
local market for drugs has to, in effect, compete against its own products that are now becoming
available at lower prices. The result would be that the U.S.-based drug companies that
researched the drug would face crippled profits.?®> However, consumers also would be hurt by
the ensuing situation. Because U.S. drug companies would probably not be willing to suffer
huge losses to support small foreign markets, they could potentially limit the size of orders to
foreign markets in an effort to curb re-importation.” This would result in two things: lesser
availability of cutting edge drugs in foreign markets and a resulting shortage that would have to
be cleared in the market by a rise in prices. The result is illustrated in a like situation in the
financial market: the effect that arbitrage has on currencies is no different from the price effects
that will influence drugs when parallel importation occurs as cheaper prices in one country are
re-imported to another country with higher prices.

This is illustrated in a study by Mattias Ganslandt and Keith Maskus that analyzes the price
effects of parallel importation.”® The study, using parallel importation of drugs into the Swedish
market by way of Spain and Italy, analyzes the effect of parallel imports on the prices of drugs in
Sweden as well as the relative benefits accrued to consumers in the home market relative to
resource costs involved in parallel trade.”® Ganslandt and Maskus find that the prices of drugs
facing competition due to parallel imports fell by four percent relative to drugs not facing
parallel imports.*® According to Ganslandt and Maskus, this fall in prices occurs partially due to
a deterrence strategy by drug companies. That is, in order to deter parallel imports, drug
companies are forced to reduce prices in their home markets.*® Keeping this in mind, three-
fourths of the fall in prices was due to parallel imports, while the remaining one-fourth reduction
in prices was due to manufacturers' reductions in prices. In their study, Ganslandt and Maskus
note that the increased consumer welfare experienced due to lower drug costs could be
outweighed by resource costs associated with parallel trade.*

% Calfee, supra note 19, at 1 (noting that Canadian pharmaceuticals prices "steadily fall behind free-market levels");
NTE 2004, supra note 18, at 184 (arguing that the price increases allowed by the Brazilian government were "clearly
inadequate" to raise the prices to free market values).

% Calfee, supra note 23, at 2-3.

71d. at 2.

%8 Mattias Ganslandt & Keith. E. Maskus, Parallel Imports and the Pricing of Pharmaceutical Products: Evidence
from the European Union (2004), available at http://www.fordschool.umich.edu/rsie/seminar/Maskus.pdf (last
visited May 12, 2004).

#1d.

%01d. at 27.

11d. at 11.

%1d. at 3.



The fall in drug prices results in a host of other problems. The average cost of bringing a new
drug to market is currently estimated at $802 million.** As such, the nature of the
pharmaceuticals industry is marked by high research and development (R&D) costs and
relatively low marginal costs of production.®* That is, once the huge R&D costs of a successful
new drug are incurred, the cost of producing extra units of that drug are minimal. Therefore, if
differential pricing could be effectively enforced, it would be possible for lower-income
countries to be charged at lower prices, closer to marginal cost. This is because prices in
developed countries would be at a point above marginal cost where R&D costs could be
recovered; hence, R&D costs would be recouped in developed countries. Because that market
would take care of the R&D costs, the extra drugs sold to developing countries could be charged
at marginal cost (the cost of merely producing the drug).

If drug companies are no longer able to reap the free market benefits of their research costs,
drug development could no longer be a profitable endeavor. The result would be a reduction in
new drugs coming to the market and a less active pharmaceutical industry. Evidence for this is
already beginning to show in Brazil where drug companies have had to downsize and reduce
operations due to lower revenue resulting from imposed price controls.*® This is in no small part
reflective of an estimated market decline from $7.2 billion in 1998 to $4.08 billion in 2002.*
The general reduction of drug research can be seen as a market failure, the result of which is an
inferior equilibrium.

Additionally, the European Union's (EU) policy of exhaustion of rights causes problems with
price discrimination between European countries. Exhaustion of rights means that under
prevailing EU law foreign patent rights holders exhaust their patent rights with respect to parallel
trade once they place their drugs on sale anywhere within the EU. Although the aim is to allow
parallel importation to bring down prices within Europe and thus promote a single market, the
unintended effect is that prices have to be held high in all parts of the EU to protect high-price
markets from becoming less profitable.®® Even if prices were brought down all across the EU,
the outcome would be inefficient, or at least, unfair. Because drug companies cannot recoup the
cost of their research in overseas markets that are price controlled, they do so only in the U.S.
market. Essentially, U.S. consumers would be paying for the drug research costs of even the
wealthy EU nations.*

Besides the inferior equilibrium that would be attained, we also see governments using price

% Joseph A. DiMasi et al., The Price of Innovation: New Estimates of Drug Development Costs, 22 J. Health Econ.
151, 180 (2003).

% patricia M. Danzon & Adrian Towse, Differential Pricing for Pharmaceuticals: Reconciling Access, R&D and
Patents, 3 Int'l J. Health Care Fin. & Econ. 183, 185 (2003).

% Fiona M. Scott Morton, The Problems of Price Controls, 24 Regulation 50, 50 (2001).

% NTE 2004, supra note 18, at 184.

1. at 187.

% See id. at 90.

% See U.S. Senate Repub. Pol'y Comm., Pharmaceutical Price Controls Abroad: An Unfair Trade Policy 3 (Nov. 6,
2003) (noting that U.S. consumers currently pay most of the costs of developing new drugs, and that the increased
use of foreign price controls will force U.S. consumers to continue bearing that burden), available at
http://rpc.senate.gov/_files/hc110603.pdf (last visited Apr. 16, 2004).



controls as regulations that are tantamount to protectionism. In Honduras, Nicaragua, and
Panama, governments “impose[] price controls on innovative pharmaceutical products."*
Because there are no viable local industries, this becomes a discriminatory practice that only
affects foreign firms, such as those in the United States, that create innovative pharmaceuticals.*

The above countries have placed price controls on innovative pharmaceuticals to reduce
healthcare costs. Such price controls are discriminatory, since domestic producers do not engage
in production of innovative pharmaceuticals. By placing a price ceiling on the pharmaceuticals
that are developed by U.S. companies, these governments are attempting to shift the burden of
R&D costs to U.S. consumers.

Price controls also pose a significant international political risk. As in the case of the Brazilian
price controls imposed in 2003, price controls are imposed suddenly and involuntarily.”? If a
pharmaceutical company enters a new market after a cost-benefit analysis based on free market
value, this new price ceiling could potentially cause the company to run into losses. As long as
price ceilings remain prevalent in foreign markets, this is an international political risk of doing
business that will be accounted for in ways that are detrimental to the host country. For example,
a country with a record of sudden price ceiling impositions would be less attractive to
pharmaceutical firms looking to invest or even to establish distribution. It would make sense
from a business perspective to avoid such nations in favor of more open-market minded
neighbors, resulting in a loss of investment as well as possible consumer harm if the company
chooses to limit distribution of its drugs in that country due to pricing concerns.

B. Entry and Exit Restrictions: Dealer Protection Laws

Easy entry and exit of firms into an open market is essential in maintaining free trade. Firms
face obstacles to entering a new market, usually involving the raising of capital as well as filing
governmental paperwork. Nevertheless, the extent of the regulations required to enter a new
market affects the ease of entry. A wide range of national regulations exists regarding the cost of
starting a business. In Mozambique, the process takes 149 business days, nineteen procedures,
and US$256 in fees.* In Canada, the same process takes only two days, two procedures, and
US$280 in fees.™

Excessive fees and regulations and the resulting difficulties in entering markets cause a
deterrence for firms that are interested in the market. Therefore, these regulations are often
public sector restraints that provide protection for local firms. This is especially the case when a
double standard is used, enforcing excessive regulations only on foreign firms.

Barriers to entry are detrimental to the growth of an economy, as illustrated in the 2002 World
Bank World Development Report:
Entry and exit has been shown to be an important source of industrywide productivity growth

“0 NTE 2004, supra note 18, at 194.
41
Id.
“21d. at 184.
*% Simeon Djankov et al., The Regulation of Entry, 117 Q.J. Econ. 1, 1 (2002).
“1d. at 2.



in semi-industrialized countries such as Chile (1979-85) and Morocco (1984-87) . ... [T]he
priority for policymakers should be to ensure the free entry and exit of firms and exposure to
international competition . . . . In developing countries the main institutional barriers . . . are
government regulations on exit and entry of firms. Even in the tradable sector, international
competition may not lead to domestic competition, partly because of institutional barriers to
competition, such as government regulations in product and factor markets that deter firm entry,
exit, and growth . . . . [T]he monopolization of domestic distribution channels can mean that
even when a good can be imported freely, there still may not be competition in the domestic
market for that good.*

Dealer laws result in vertical restraints as they lock in the supplier-distributor relationship.
Articles have reviewed the impact of vertical restraints as import barriers in the context of the
Japanese market, which is widely believed to be uncompetitive as a result of distribution
restraints.”® One paper notes the low level of imports into the Japanese market and strongly
urges the Japanese to eliminate their internal restraints, which operate as trade barriers.*’ In
another article, the issue is further developed and asks what causes traded-goods to attract higher
prices in the Japanese market than in comparable markets.”® The article notes that, according to
a 1991 survey conducted by the U.S. Department of Commerce and the Japanese Ministry of
International Trade and Industry, prices of identical or comparable goods were thirty-seven
percent higher in Japan than in the United States.*® This research provides strong evidence that
the network of closed arrangements among distributors in Japan (so-called Keiretsu practices)
lead to restrictions in the distribution sector, which in turn lead directly to higher prices. The
report suggests that the elimination of these Keiretsu effects would lead to a fall in prices by
forty-one percent.”

Another example of business entry and exit restrictions can be seen in the Dominican Republic
Dealer Protection Law, or Law 173 (Dealer Law).”* The Dealer Law is designed to protect
representatives or agents of foreign companies as well as distributors of foreign products.
Essentially, the Law provides sanctions for foreign companies that terminate local
representatives or distributors without "just cause."* In practice, "just cause” for termination
applies to only the most egregious situations and is rarely, if ever, found by the courts.

The Law defines just cause as a breach of one of the essential obligations of a distributorship
contract, which adversely and substantially affects the interests of the supplier.®® The Dealer
Law specifies that all distributorship agreements must be registered with the Foreign Exchange

** World Bank, World Development Report 2002: Building Institutions for Markets 134-35 (2002), available at
http://econ.worldbank.org/wdr/WDR2002/text-2394/ (last visited Apr. 2, 2004).

“® See, e.g., Robert Z. Lawrence, Japan's Different Trade Regime: An Analysis with Particular Reference to
Keiretsu, 7 J. Econ. Persp. 3, 3 (1993) (discussing the theory that Japan's market is "unusually closed™).

7 |d. at 13-15 (discussing the adverse impact of Japanese corporate groups, or keiretsu, on trade).

“¢ Marcus Noland, Why Are Prices in Japan so High?, 7 Japan & World Econ. 255, 255-57 (1995).

“1d. at 255.

*01d. at 259-60.

% Law No. 173 of Apr. 6, 1966, G.O. No. 8979 (1974) (Dom. Rep.), reprinted in Law 173 Concerning Protection to
Agents, Importers of Merchandise and/or Products, Dated April 6/1966, at 18 (Milton Messina et al. eds., 1981) (on
file with author).

2 LLaw No. 173 of Apr. 6, 1966, art. 3 (Dom. Rep.).

>3 |d. art. 1(d).



Department of the Dominican Central Bank within sixty days of their execution.* The scope of
the Dealer Law also represents a problem--it far exceeds most dealer laws in the region to
include all forms of relations established between a licensee and a licensor through which the
licensee engages in the Dominican Republic to promote or manage the “import, distribution, or
sale of products or services," the rent or any form of trade or exploitation of products coming
from abroad or manufactured in the country, and the "services related with such negotiations . . .
whether he acts as agent, representative, importer, commission merchant, licensee, or under any
other denomination." The scope is therefore very broad and extends far beyond agents,
through distributors, franchisees, and anyone else remotely concerned with the sale of products.
Therefore, even agents who operate on their own accounts, and are usually subject to much less
protection than dealers, are provided with inordinate amounts of protection.

Besides the scope of the Law, the extent of protection provided for in the Dealer Law is also
excessive. The protection clause of the Dealer Law basically provides for compensation in the
form of a termination indemnity in favor of the representative when the licensor terminates the
relationship without "just cause."® The termination indemnity includes the following elements:
all of the distributor's expenses and losses arising from the termination;>’ the value of the
distributor's investment in the business;*® the value of the promotional efforts of the distributor;>
an amount equal to the distributor's “gross profit" for the preceding five years:®® and an amount
equal to the distributor's "gross profit" for the duration of the relationship divided by ten for
every year over the fifth.%!

In the event of unilateral termination of the agency relationship by the licensor or its unilateral
refusal to renew the agency relationship once its term has been reached, the licensor will not be
able to continue its distribution activities in the local market unless it proves to the court that a
"just cause™ did exist and was the reason for terminating the agreement or pays the compensation
set forth by the Dealer Law.® In the event that the terminated dealer is replaced with another by
the Iic%?sor, the law deems the licensor and the new dealer as jointly liable to the terminated
dealer.

The major problem with the Dealer Law is its impact on the domestic economy of the
Dominican Republic, because it limits competition at the distributor level and therefore increases
prices and decreases consumer choice. The Dealer Law prevents an effective, functioning,
competitive market at the distribution level from operating in the country. In many areas,
because the freedom of choice of the suppliers is limited, distributors may refuse to service

> Law No. 664 of Sept. 21, 1977, art. 2, G.O. No. 9447 (1977) (Dom. Rep.), reprinted in Law 173 Concerning
Protection to Agents, Importers of Merchandise and/or Products, Dated April 6/1966, at 18 (Milton Messina et al.
eds., 1981) (on file with author).

> Law No. 173 of Apr. 6, 1966, art. 1(a) (Dom. Rep.).

*d. art. 3.

7 1d. art. 3(a).

%8 1d. art. 3(b).

*|d. art. 3(c).

% 1d. art. 3(d).

¢ |Law No. 173 of Apr. 6, 1966, art. 3(d) (Dom. Rep.).

%2 d. art. 6.

®1d.



certain sectors of the market. Suppliers then have no way of reaching those sectors. Dominican
citizens are also being denied basic products and services as a result of the law.

The primary economic impact of the Dealer Law is in the economic incentives it sets up. Since
the termination indemnities are set so high, and dealer profit margins are very high, this pushes
economic actors to go into potentially lucrative distributorships as opposed to going into
manufacturing or other service jobs that might grow the domestic economy. This distorts and
holds back the local economy and prevents the growth of the domestic production sector.

Additionally, domestic regulatory barriers can be particularly damaging as they impede entry
by many more players. The Dealer Law has a profound effect on markup rates, since it imposes
a high cost of entry both domestically and on imports. The net effect of the Dealer Law is to
limit new entry, by making it difficult to change supplier-distributor vertical relationships. The
net effect is to lead to very high pressures to increase markup levels, thus hurting domestic
consumers.

The impact of the Foreign Investment Law of 1995* on the Dominican economy is particularly
telling of the restrictiveness of the Dealer Law. The Foreign Investment Law of 1995 made a
significant impact on the Dominican economy. The Law for the first time allowed foreign
investor and traders to set up their own distribution systems in the country.®® Since their own
distribution systems (or indeed those of other foreign companies) were unlikely to utilize the
Dealer Law, this meant that the economic choice of foreign suppliers was increased. Greater
competition was therefore introduced into the market for new supplier-distributor relationships.
As a result of a series of reforms in the area of tax and tariffs, the economy of the country grew
dramatically in the late 1990s.°° However, it is important to note that the Foreign Investment
Law does nothing to alter the network of supplier-distributor relationships that predate the law's
enactment in 1995, and therefore the anticompetitive impact of these locked-in relationships
continues to adversely affect the Dominican economy.®’

C. Government Procurement: Microsoft and Open Source

Procurement of products and services by government agencies for their own purposes
represents an important share of total government expenditures and thus has a significant role in
domestic economies. As a result, there is the possibility of rent seeking by governments to
achieve certain other domestic policy goals through their purchasing decisions, such as
promotion of local industrial sectors or business groups rather than open and transparent
decision-making based on price and other considerations.  Measures that would be
anticompetitive may be either explicitly prescribed in national legislations or in the form of less
overt measures or practices, which have the effect of denying foreign products, services, and

% Law No. 16-95 of Nov. 20, 1995 (Dom. Rep.).

% See Ingrid Suarez, A Change for the Better: An Inside Look to the Judicial Reform of the Dominican Republic, 9
ILSA J. Int'l & Comp. L. 541, 558 (2003) ("[The Foreign Investment Law] provide[s] investors, both foreign and
domestic, the same rights and obligations regarding investment matters.").

% Abacci Atlas, The Economy of the Dominican Republic, at http:/
www.abacci.com/atlas/economy.asp?countrylD=185 (last visited Apr. 25, 2004).

%7 See, e.g., Larry Luxner, A Presidential Brew, Americas, Sept. 1, 2002, at 4 (observing that one beer company,
Cerveceria Nacional Dominicana S.A., controls ninety-eight percent of the beer market in the Dominican Republic).
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suppliers the opportunity to compete in domestic government procurement markets. Such
practices include excessive use of single or selective tendering, or the lack of transparency in
tendering procedures.

A major issue in government procurement has emerged in the form of software procurement.
Public and governmental bodies are the largest consumers of software products in most
countries.®® Because this is the case, any legislation favoring one kind of software over another
immediately falls under scrutiny as being anticompetitive. To understand this issue, it is
important to distinguish between the proprietary software market and open source. Open source
means that the source code of a software program is made available to others at no additional
charge.®® Further, open source allows users not just the right to use the software but also to adapt
it and to then redistribute the adapted (or the original) software to others.”” There are two types
of open source software. Under the Berkeley Software Distribution (BSD) license, recipients
may modify such code and distribute the modified code under a BSD license.”* Alternatively,
recipients may modify and then sell the program for profit. The more common open source
software is General Public License (GPL). Under GPL, anybody who distributes software that is
based720n a source code covered by GPL must release all variations of that software under the
GPL.

In contrast, proprietary software is software that is purchased from a software company that
conducts R&D and protects such R&D through intellectual property rights (IPRs), such as
copyright or patent.”* The proprietary software company re-coups its R&D costs by selling its
products at a profit. In order to protect themselves, these companies need to enforce IPRs and
protect its programming code.

A key player in the proprietary market is Microsoft. Because of the market prevalence of its
products, such as Microsoft Windows and Microsoft Office, many governments use Microsoft
software. Recently, however, legislation across the world is being passed that favors the use of
open-source software. It is from this legislation that anticompetitive regulation results in a
public sector restraint.

Such legislation favoring the use of open source software exists in many cities throughout
Brazil and Australia, and countries adopting open source include Canada, France, Germany,

%8 See, e.g., Sharifah Kasim, Govt Seeks Software Vendors' Commitment, New Strait Times (Malay.), Sept. 18,
2000, at 1 (stating that the government is one of Malaysia's "biggest users of information technology"); Anh-Thu
Phan, Panda Eyes Government Deals with New Software Venture, S. China Morning Post, Apr. 9, 2002, at 24
(observing that "[g]lovernment offices are among the biggest buyers of software [in China]").

% Bruce Perens, The Open Source Definition (2004), at http:// www.opensource.org/docs/definition.php (last visited
May 12, 2004).

1d.

™ Open Source Initiative, The BSD License (2004), at http:// www.opensource.org/licenses/bsd-license.php (last
visited May 12, 2004).

"2 Robert W. Hahn, Government Policy Toward Open Source Software: An Overview, in Government Policy
Toward Open Source Software 1, 4 (Robert W. Hahn ed., 2002), available at http://www.aei-
brookings.org/admin/authorpdfs/page.php?id=210 (last visited Apr. 16, 2004).

"% Bellevue Linex Users Group, Proprietary Software Definition (2004), at
http://www.bellevuelinux.org/proprietary.html (last visited May 12, 2004).
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Mexico, Peru, Korea, Taiwan, and the United Kingdom.”® Even in the United States, pressure
has been exerted on the government, pressing it to consider passing legislation favoring open-
source software. Examples of said pressure include a letter from Ralph Nader to the Office of
Management and Budget, pressing for the adoption of legislation favoring open source.”

The prevalence of Microsoft products has taken place in a free market context. The success of
Microsoft products has occurred through consumer free choice, without government legislation.
To pass legislation favoring open source as government procured software is by nature
anticompetitive, since it reduces consumer choice.

The problem is not that governments may choose open source over proprietary software.
Rather, governments are no longer free to choose whether or not open source is right for their
needs because it is mandated for them by legislative fiat. Even if governments do not prefer
Microsoft Windows, no compelling reason exists for governments to back actively an alternative
to it. It is for the market to decide if such an alternative should exist. As with other goods,
government should not interfere with software products except in the case of market failures. In
making such a determination, the first question is whether or not there is a market failure. The
major types of market failure include: externality, natural monopoly, market power, and
inadequate or asymmetric information.”® First, externalities are those failures which the market
may not account for when one party's actions impose uncompensated costs (or benefits) on
another party. Examples of externalities include pollution or public goods.”” A second type of
market failure is when there is a natural monopoly, such as a water or electric utility.”® The third
type of market failure is when firms exert monopoly power in anticompetitive ways, such as
through monopolization or tying.”” The final form of market failure is when there is an
information problem through inadequate or asymmetric information that harms consumers.®
Insider trading is illegal in order to address this kind of market failure. None of these four types
of market failures apply to the government procurement of an operating system.®* An operating
system does not have negative externalities. Operating platforms also are not natural
monopolies.?? The fact that open source competes with Microsoft proves that the barriers to
entry are low enough for operating systems. This proves that there is no market failure. Finally,

™ For further information regarding legislation favoring the use of open source software, see the Consumer Project
on Technology, Government Procurement of Software, at http://www.cptech.org/ecom/gp.html (last visited Apr. 16,
2004).

" etter from Ralph Nader & James Love, to Mitchell E. Daniels, Jr., Dir., Office of Mgmt. & Budget (June 4,
2002), available at http:// www.cptech.org/at/ms/omb4jun02ms.html (last visited Apr. 16, 2004).

"® See Stephen Breyer, Analyzing Regulatory Failure: Mismatches, Less Restrictive Alternatives, and Reform, 92
Harv. L. Rev. 549, 553-58 (1979) (discussing "spillovers" or externalities, natural monopoly, and inadequate
information as classical market failures).

" Thomas W. Hazlett, Is Federal Preemption Efficient in Cellular Phone Regulation?, 56 Fed. Comm. L.J. 155, 170-
71 (2003).

"8 Michael J. Trebilcock & Edward M. lacobucci, Privatization and Accountability, 116 Harv. L. Rev. 1422, 1434-
35 (2003).

™ Thomas G. Krattenmaker et al., Monopoly Power and Market Power in Antitrust Law, 76 Geo. L.J. 241, 246
(1987).

% Breyer, supra note 76, at 556.

8 David S. Evans & Bernard J. Reddy, Government Preferences for Promoting Open-Source Software: A Solution
in Search of a Problem, 9 Mich. Telecomm. Tech. L. Rev. 313, 337 (2003).

%1d. at 330-31.
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informational problems do not apply in the procurement of operating systems.

Because there has been no actual market failure, government should be very hesitant to try to
"correct” a perceived competition issue of two different operating systems when such issue can
be resolved at relatively low cost by market participants themselves. The better product will be
the one that consumers choose. Government would otherwise distort market dynamics by
choosing one product over another, which would shield the government "winner" from the
effects of competition. Even subsidies (explicit or implicit through hard or soft preferences) for
one option could have effects on the industry as a whole if it means that the tipping point has
been reached and the network externalities begin to take effect. Such subsidies therefore have
deleterious effects:

If there are strong network effects, the market equilibrium depends on consumers'
expectations regarding future adoption decisions of other players. In this case,
government intervention may make the market tip in one direction . . . .
Furthermore, if network effects are less strong and if two competing products are
going to stay in the market, artificially favoring one product by requiring
government agencies to buy it may actually reduce competition, increase prices,
and lower innovation and social welfare.®®

Thus, in order for government intervention to make economic sense, the government intervention
actually needs to improve the situation and solve the market failure.*

Since consumers can on their own make the decision that is right for them, there is no reason
why governments should intervene in the procurement process by favoring one form of platform
over another. As a purchaser, a government should view itself as no different than any other sort
of business. As with any other business, it must make its business decisions based on the merit
of the products that it would procure. The reasons for such decisions may vary. Such decisions
may be determined on the basis of price, ease of use, security, technological capabilities, or a
combination of these. Sometimes people or governments may choose proprietary software
because of the network effects of such software. That is, the more people that use a certain
platform, the more applications and additional software that is produced for such a platform.
Additionally, there may be switching costs associated with the adoption of a new type of
software. The switching costs occur because the buyer of the product has already made an
investment in a particular product that will need to be duplicated if the buyer switches to a new

& Klaus M. Schmidt & Monika Schnitzer, Public Subsidies for Open Source? Some Economic Policy Issues of the
Software Market, 16 Harv. J.L. & Tech. 473, 501 (2003).

8 A similar issue emerges in antitrust enforcement. The 1995 Department of Justice and Federal Trade Commission
Antitrust Guidelines for the Licensing of Intellectual Property discuss how an innovation market should be defined.
Dep't of Just. & Fed. Trade Comm'n, Antitrust Guidelines for the Licensing of Intellectual Property 10-13 (1995),
available at http:// www.usdoj.gov/atr/public/guidelines/ipguide.pdf (last visited Apr. 16, 2004). However, agencies
need to be very careful in their use of technology markets since technology markets are subject to increased rate of
innovation, a relative ease of entry and an instability of market shares for market participants. Overbroad
enforcement would stifle innovation because the government would make decisions about possible outcomes based
on information that is by nature speculative regarding research and development. As Robert Hahn cautions,
"[w]ithout a better understanding of the economic impacts of proposed and actual interventions in new economy
markets, antitrust officials often will be flying blind." Robert W. Hahn, A Primer on Competition Policy and the
New Economy 10 (AEI-Brookings Joint Center for Reg. Stud., Working Paper No. 01-03, 2001).
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seller that has a different product that performs the same task. Economic inefficiencies may
result from passing legislation that favors open source. Faced with legislation, a forced switch
from one system to another may cause high switching costs that lead to inefficiencies due to
incompatibility with other systems. Open source may be the best decision for procurement based
on business factors. Alternatively, proprietary software may be the best option. In either case,
the government should be free to choose which option makes the most sense for it given its own
business needs on a case-by-case basis.

WTO decisions suggest why neutrality in decision making on technology platforms is the
correct course of action. The key provision of the WTO Agreement that deals with government
procurement is Article XVII, entitled State Trading Enterprises (STEs).®> Article XVII provides
that:

(a) Each contracting party undertakes that if it establishes or maintains a State
enterprise, wherever located, or grants to any enterprise, formally or in effect,
exclusive or special privileges, such enterprise shall, in its purchases or sales
involving either imports or exports, act in a manner consistent with the general
principles of non-discriminatory treatment prescribed in this Agreement for
governmental measures affecting imports or exports by private traders.

(b) The provisions of sub-paragraph (a) of this paragraph shall be understood to
require that such enterprises shall, having due regard to the other provisions of
this Agreement, make any such purchases or sales solely in accordance with
commercial considerations, including price, quality, availability, marketability,
transportation and other conditions of purchase or sale, and shall afford the
enterprises of the other contracting parties adequate opportunity, in accordance
with cus;é)mary business practice, to compete for participation in such purchases
or sales.

Thus, STEs are required to abide by general principles of non-discriminatory treatment using
commercial considerations. Case law develops the meaning of the non-discriminatory standard
and the use of commercial consideration.

Article XVII also covers the importation of products used for "immediate or ultimate
[governmental] consumption.”®’ Article XV11(2) states that “[w]ith respect to such imports, each
contracting party shall accord to the trade of the other contracting parties fair and equitable
treatment."®® The fair and equitable standard is rather opaque and no decisions explicitly touch
on this definition, nor is fair and equitable treatment used elsewhere as a standard in another
WTO agreement article.® Assuming that fair and equitable are similar criteria to those of Article

% WTO Agreement, supra note 9, Annex 1A, art. XVI1, available at
http://www.wto.org/english/docs_e/legal_e/gatt47_e.pdf (last visited Apr. 16, 2004).

% Id. art. XVII(1).

8 1d. art. XVI1(2).

%1d.

® Fair and equitable treatment, however, is mentioned in Article V11(1)(b) of the Agreement on Textiles and
Clothing (Annex 1A of the WTO Agreement) in relation to "fair and equitable trading conditions as regards textiles
and clothing in such areas as dumping and anti-dumping rules and procedures, subsidies and countervailing
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XVII(1), fair and equitable, if applied to the context of open source, would seem to require
government neutrality, especially given that Article XVII implicates Article Il of GATT on
national treatment.*

A recent decision addresses more generally the issue of how an STE must treat competitors that
cover the principles of non-discrimination and commercial consideration for such procurement
(Article XVII(1)). The Korea--Measures Affecting the Import of Fresh, Chilled and Frozen Beef
case affirmed that Article XVII applies the national treatment principle in GATT Article Il in
addition to the most favored nation principle in GATT Atrticle 1.** In the case, the panel very
clearly held that "this general principle of non-discrimination includes at least the provisions of
Articles | and 11l of GATT."® Furthermore, the panel clarified the relationship between the
"non-discrimination principle” of Article XVII(1)(a) and the "commercial consideration”
obligation in 1(b). The panel stated that:

The lists of variables that can be used to assess whether a state-trading action is
based on commercial consideration (prices, availability etc. . . .) are to be used to
facilitate the assessment whether the state-trading enterprise has acted in respect
of the general principles of non-discrimination. A conclusion that the principle of
non-discrimination was violated would suffice to prove a violation of Article
XVII; similarly, a conclusion that a decision to purchase or buy was not based on
"comrygercial considerations”, would also suffice to show a violation of Article
XVIL.

Under this approach, price, quality, availability, marketability, and other elements are used to
gauge the commerciality of a disputed state trading enterprise's business transaction. Such
elements are also used to decide whether the non-discrimination obligation has been violated.
Further, the panel noted, "[a]n entity infringes the general principles of non-discriminatory
treatment where it fails to act on commercial considerations, or afford importers adequate

measures, and protection of intellectual property rights." Agreement on Textiles and Clothing, in WTO Agreement,
supra note 9, Annex 1A, art. VII(1)(b), available at http:// www.wto.org/english/docs_e/legal_e/16-tex.pdf (last
visited Apr. 16, 2004).

% See WTO Dispute Settlement Body Panel Report, Korea--Measures Affecting Imports of Fresh, Chilled and
Frozen Beef, para. 753, WTO Docs. WT/DS161/R & WT/DS169/R (July 31, 2000) [hereinafter Dispute Panel
Report on Korea] (discussing the implications of Article 111), available at http://
www.wto.org/english/tratop_e/dispu_e/dispu_status&uscore;e.htm#1999 (last visited Apr. 16, 2004); see discussion
infra Part 11.C.

°! Dispute Panel Report on Korea, supra note 90, para. 753.

92 4, para. 753. In the appellate decision, the Appellate Body stated that there are three elements in any GATT
Article 111(4) violation:

(1) The imported and domestic products are "like products."

(2) The trade measure in question is a "law, regulation, or requirement™ that affects the "internal sale, offering for
sale, purchase, transportation, distribution, or use” of the imported products.

(3) The imported products are accorded "less favorable™ treatment.

WTO Appellate Body, Korea--Measures Affecting Imports of Fresh, Chilled and Frozen Beef, para. 133, WTO
Docs. WT/DS161/AB/R & WT/DS169/AB/R (Dec. 11, 2000), available at
http://www.wto.org/english/tratop_e/dispu_e/dispu_status_ e.htm#1999 (last visited Apr. 16, 2004).

% Dispute Panel Report on Korea, supra note 90, para. 757. In the Korea decision, the panel found that Korea's lack
of, and delays in calling for, tenders for beef and Korea's practice of distinguishing based on non-commercial
considerations between grain and grass fed beef violated Article XI of GATT. Id. para. 845.
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opportunity to compete."* This is clearly the situation with which government support for open
source preferences violates non-discrimination and commercial considerations. One might argue
that similarly, this treatment would not seem fair and equitable (because the government is
picking winners) and therefore violates the spirit of Article XVII(2). This conclusion holds
because Article XVII imports the Article 111 national treatment. In turn, the Article 111 national
treatment violation sets up an Article XVII violation because it is in the government realm--both
from the government itself and also through STEs. Clearly, favoring one type of software over
another is a public sector restraint that is anticompetitive and needs to see liberalization from
governmental control.

D. Technical Standards Restrictions

Countries set legal standards covering various industries for several reasons. In the case of food
standards, the concern is that of health and cleanliness. Another example is of automotive safety
requirements--most governments require new cars to have seatbelts, and the United States goes
so far as to mandate dual front airbags. Aside from quality and safety standards, governments
also set standards to streamline and coordinate within industries. Picking a certain voltage for the
national power grid can be seen as an example of this, as can a government's regulation of radio
frequencies. Without standards, national phone systems could not exist, and neither could the
private companies that provide phone service. Therefore, these standards can be seen as a
measure to promote competition. However, because the government is vested with the power of
setting standards, it is possible for these standards to be set in a way that is anticompetitive.
Furthermore, in the context of world trade, standards can be set in a manner that is
anticompetitive in the form of a non-tariff trade barrier.

The WTO addresses anticompetitive standard setting in the Technical Barriers to Trade (TBT)
Agreement.® In this agreement, technical restrictions acting as public sector restraints are
defined as "unnecessary obstacles to international trade™ that can result when (a) a regulation is
more restrictive than necessary to achieve a given policy objective, or (b) it does not fulfill a
legitimate objective.® A regulation is more restrictive than necessary when the objective
pursued can be achieved through alternative measures that have less trade-restricting effects,
"taking account of the risks non-fulfilment [of the objective] would create."®” Elements that
Members can use for risk assessment are “available scientific and technical information, related
processing technology or intended end-uses of products."® Article 2.2 of the Agreement
specifies that "legitimate objectives are, inter alia: national security requirements; prevention of
deceptive practices; protection of human health or safety, animal or plant life or health; or the
environment."

As such, certain kinds of regulations may be protectionist. Restrictions that are aimed at
keeping out imports by complicating the certification process are anticompetitive in nature and

° |d. para. 320.

% Agreement on Technical Barriers to Trade, in WTO Agreement, supra note 9, Annex 1A, available at
http://www.wto.org/english/docs_e/legal_e/17- tbt.pdf (last visited Apr. 16, 2004).

% d. art. 2.2.

1d.

%1d.

#d.
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are characteristic of public sector restraints. Discriminatory standards that apply only to foreign
producers also often have an element of protectionism. Even selecting a standard that a local
company has picked can be anticompetitive if it automatically excludes the standards of foreign
companies.

The WTO recognizes that the imposition of discriminatory standards can hurt competition in
four ways.'® First, special procedures required of foreign producers results in a loss of
economies of scale to the foreign producer.’® For example, if imported goods require a special
certification process that necessitates the repackaging of goods, a producer must produce these
units separately. This raises the cost of production to the supplier, which may make it
uneconomical to enter the market. The second way is through conformity assessment costs,
which would accrue to the foreign producer if a local government unnecessarily sets regulations
that differ from international standards.'®> Third, information costs could affect the foreign
producer.®® Information costs are those costs associated with examining the technical impact of
compliance with foreign regulations, disseminating product information, and hiring experts.
Finally, firms subject to special regulations could face surprise costs--that is, costs of compliance
that local firms usually have an advantage conforming to because of the disparate impact of such
regulations on foreign firms.%*

All of the above costs have one effect: they raise the cost of doing business in another country.
Because this can make it uneconomical for a company to enter into a country, the regulations can
be tantamount to trade barriers. When this is the case, the regulations can be seen in the context
of public sector restraints that are becoming more and more common. In fact, a World Bank
working paper by Sherry M. Stephenson recognizes and emphasizes the fact that the significance
of these kinds of protectionist methods has increased as conventional tariff and non-tariff barriers
have been brought down.’® Additionally, studies show that local producers create unilateral
standards that raise the cost of doing business for foreign firms.’% Studies examining technical
barriers to trade show that domestic firms generally lobby for standards that would raise the
aforementioned cost to a level that makes it uneconomical for foreign firms to compete in the
home market, or no standards at all.'*’

A common example of using technical barriers to trade occurs in the agricultural sector. The
agriculture sector is covered in large part not under the TBT Agreement but under the Sanitary

199 \WTO, TBT: Divergent Regulations--Costs for Exporters, at http:/
Ygl/vw.wto.org/english/thewto_e/whatis_e/eol/e/wtoOS/wtoS_?.htm (last visited Apr. 21, 2004).

g

103 Id.

104 |d

195 Sherry M. Stephenson, Standards, Conformity Assessment and Developing Countries 4 (World Bank, Working
Paper No. 1826, 1997), available at http://econ.worldbank.org/docs/398.pdf (last visited Apr. 16, 2004).

196) eonardo lacovone, Analysis and Impact of Sanitary and Phytosanitary Measures 12-13 (2003), available at
http:// www.cid.harvard.edu/cidtrade/Papers/iacovone.pdf (last visited Apr. 16, 2004).

197 See, e.g., Ronald D. Fischer & Pablo Serra, Proteccion y Estandares, in Las Nuevas Caras del Proteccionismo
(Ronald D. Fischer ed., 1996).
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and Phytosanitary (SPS) WTO Agreement.'®® The SPS WTO Agreement allows for countries to
protect the health of their agricultural and related sectors through various technical measures.
This protection must be based on the principle that all such measures must be non-discriminatory
in their application and scientifically justified. However, at times SPS measures have been
abused by an overzealous application of the precautionary principle. Under the precautionary
principle, a lack of scientific certainty or scientific consensus does not prevent a country from
taking action to protect the environment or public health. However, as with the Beef Hormones
or GMO cases, at times the precautionary principle has been used as a trade barrier rather than to
protect the environment or public health. For example, no studies have ever shown that GMOs
are dangerous to human health. Another example of such measures is the European ban on
hormone treated beef. Due to expressed "health concerns,” the EU bans all imports of hormone
treated beef. This has resulted in complaints being filed by the United States, Canada, and
several Latin American countries.'® The roots of the ban originated in 1980 when Italian babies
were thought to be adversely affected by a hormone known as dimethy! stilbenes (DES).**° The
resulting public concern led to an investigation of five other hormones known to be used in the
growing of cattle. The studies, conducted by the EC with European scientists, found the five
hormones to be harmless.'! Nonetheless, the EC chose to ban all hormone-treated meat before a
formal report could be issued. This occurred for two reasons: to create a uniform SPS standard
across all European countries and in response to consumer pressure.*?

The irony is that the ban was created in part to address issues of trade facilitation within EC
nations at the time. Because individual countries held differing policies regarding hormone-
treated meat, a common denominator of a total ban was established across the entire area. Less
than ten percent of the United States' $120 million worth of beef exports to the EC were
hormone-free.'*® Because there was no scientifically established basis for the ban, this had the
effect of a technical barrier to trade under WTO rules, and was ruled accordingly. Ultimately,
the WTO arbitrators held that impairment suffered by the United States amounted to $116.8
million per year."™* This figure was reached by estimating the trade loss and calculating the
value of that trade loss due to the hormone beef ban."> The main objections presented to the
WTO rested on the point that no scientific basis had been established for the danger of the

198 Agreement on the Application of Sanitary and Phytosanitary Measures, Apr. 15, 1994, Marrakesh Agreement
Establishing the World Trade Organization [hereinafter WTO Agreement], Annex 1A, Legal Instruments-- Results
of the Uruguay Round vol. 1, 33 I.L.M. 1125, 1153 (1994).

19 See, e.g., Bush Administration Filing Suit over EU Biotech Ban, Zoellick Says, Associated Press, May, 13, 2003
(noting that the United States filed a formal complaint with the WTO, joined by Canada, Argentina, and Egypt).

119 Amanda Brand & Andre Ellerton, Report on Hormone Treated Meat 29 (1989).

1 Three of the five hormones were found harmless in the original studies conducted by the EC's scientific working
group, known as the Lanning Commission. U.S. Int'l Trade Comm'n, The Effects of Greater Economic Integration
Within the European Community on the United States: First Follow-Up Report 6-50 (USITC Publication No. 2268,
1990). The Lanning Commission was reportedly close to clearing the remaining two hormones when its studies
were cancelled for political reasons. Id. The two hormones, however, were cleared in later studies. David Vogel,
Trading Up: Consumer and Environmental Regulation in a Global Economy 155 (1995).

112 \/ogel, supra note 111, at 155-56.

3 1d. at 159.

114 Decision of the Arbitrators on European Communities--Measures Concerning Meat and Meat Products
(Hormones), para. 83, WTO Doc. WT/DS26/ARB (July 12, 1999), available at
http://www.wto.org/english/tratop_e/dispu_ e/dispu_status_e.htm#1999 (last visited Apr. 16, 2004).

51d. Annex 1 & 2.
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hormones.™*®  Unbelievably, despite the WTO's ruling in favor of the United States, the EU
continues to ban imports of beef from hormone-treated cattle.’’” The EU's response was that
consumers could choose to ban a substance according to their preferences. The argument went
that if European consumers prefer hormone-free meat, then they should be free to choose so.

It is true that no scientific basis is necessary for the consumer preferences of Europeans.
However, the issue here is not whether or not Europeans consume hormone-treated meat. The
problem lies in the fact that legislation has been established that effectively limits the choice of
the European consumer. If it is true that European consumers would rather not consume
hormone-treated meat, then no legislation is necessary. As long as the proper legislation is
passed to ensure the labeling of hormone-treated meats, the private sector should be able to phase
out hormone-treated meats by their own accord: through exercising consumer choice. When the
government legislates this choice, however, we enter the realm of technical barriers to trade that
have the effect of protectionism.

The results of this protectionism are problematic, and lie in basic economic theory. First, it
creates distortion through protection in the European agriculture market, which is already
marked by protectionist distortion in the form of the Common Agricultural Policy. Second,
consumers no longer have the choice of beef from many parts of the United States, Canada, and
Latin America. All other things held equal, this raises the cost of meat due to reduced
competition. Although the price effects on the individual consumer may not be substantial, the
effect on businesses that rely on hormone-treated meat can be considerable.

E. Government Created Monopolies and Cross-Subsidization: Telecom

The pitfalls of monopoly are well known, and consist of higher prices and lower production.**®
However, where there are significant economies of scale, a situation might exist where a
monopoly would be to the benefit of society. These situations are referred to as natural
monopolies. In natural monopolies, competition would require the installation of redundant
systems. To prevent this inefficiency, governments sometimes allow monopolies in areas where
natural monopolies occur. In other instances, the government creates a monopoly in such areas
by its own accord because of political ideologies, such as nationalization or import substitution.
However, this creates a host of problems that do not occur with private monopolies.

Most significant is the fact that a government-created monopoly is no longer a profit
maximizing business. The guarantee of its monopoly power and its regulation by a
governmental agency changes its behavior from economic to political--it must influence and
manipulate the regulatory agency for its own gain. In addition to attempts to increase costs or
hide profits in cost to allow it to earn excessive profits, the monopolist may also try to curry
favor with influential figures. This can take the form of creating pricing schemes to appeal to

118 julie Teel, Regulating Genetically Modified Products and Processes: An Overview of Approaches, 8 N.Y.U.
Envtl. L.J. 649, 694 (2000).

17U.S. Trade Representative, 2003 National Trade Estimate Report on Foreign Trade Barriers 113 (2003), available
at http:// www.ustr.gov/reports/nte/2003/eu.pdf (last visited Apr. 3, 2004).

118 Michal S. Gal, Market Conditions Under the Magnifying Glass: The Effects of Market Size on Optimal
Competition Policy, 50 Am. J. Comp. L. 303, 312-13 (2002).
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political allies or paying its employees inflated salaries to mobilize a constituency base highly
interested in influencing the regulatory agency.™® The power of the regulatory agency over their
functions leaves the monopoly with little if any incentive to respond to actual consumer demands
or market conditions.*?

Recently, many governments have recognized the benefits of competition and chosen to
privatize several state monopolies. During this privatization process, the enforcement of
competition law becomes all the more crucial. This is because privatization in itself is not a
guarantee of increased competition and the accompanying benefits. If a state monopoly is
privatized without the removal of the public sector restraints (such as anticompetitive legislation)
that protected its monopoly power, then it will come as no surprise that the result of the
privatization will be a private monopoly. When the aim of reform is to increase competition,
public sector restraints leading to private monopoly will result in the failure of those aims.

*643 Nowhere was this kind of privatization problem more evident than in the privatization of
Teléfonos de México (Telmex). Anticompetitive behavior by Telmex has been prevalent even
after the expiration of its six-year monopoly period, implicating the need for stronger
competition law and enforcement. This has resulted in a U.S. request for consultation to the
WTO regarding Mexico's violation of several GATT articles in the Telmex situation.*® The
complaint, dated August 29, 2000, stated five main complaints:

(1) [Mexico] enacted and maintained laws, regulations, rules, and other measures that deny or
limit market access, national treatment, and additional commitments for service suppliers
seeking to provide basic and value-added telecommunications services into and within Mexico;

(2) [Mexico] failed to issue and enact regulations, permits, or other measures to ensure
implementation of Mexico's market access, national treatment, and additional commitments for
service suppliers seeking to provide basic and value-added telecommunications services into and
within Mexico;

(3) [Mexico] failed to enforce regulations and other measures to ensure compliance with
Mexico's market access, national treatment, and additional commitments for service suppliers
seeking to provide basic and value-added telecommunications services into and within Mexico;

(4) [Mexico] failed to regulate, control and prevent its major supplier, Teléfonos de México
(Telmex), from engaging in activity that denies or limits Mexico's market access, national
treatment, and additional commitments for service suppliers seeking to provide basic and value-
added telecommunications services into and within Mexico; and

19 Richard A. Posner, The Effects of Deregulation on Competition: The Experience of the United States, 23
Fordham Int'l L.J. S7, S10 (2000).

120 |d. at S11; see also David E.M. Sappington & J. Gregory Sidak, Competition Law for State-Owned Enterprises,
71 Antitrust L.J. 479, 492-94 (2003) (arguing that government imposed obligations direct the incentives of state-
owned enterprises, not consumer demands).
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www.wto.org/english/tratop_e/dispu_e/dispu_status_e.htm#2000 (last visited Apr. 16, 2004).
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(5) [Mexico] failed to administer measures of general application governing basic and value-
added telecommunications services in a reasonable, objective, and impartial manner, ensure that
decisions and procedures used by Mexico's telecommunications regulator are impartial with
respect to all market participants, and ensure access to and use of public telecommunications
transport networks and services on reasonable and non-discriminatory terms and conditions for
the supply of basic and value-added telecommunications services.'??

Telmex prevented U.S. suppliers from supplying cross-border telecom services, from obtaining
competitive rates for termination in Mexico, and from leasing lines."”® Termination rates are the
rates charged for calls made from abroad whose final destination is Mexico. A U.S. Trade
Representative press release highlights two problems with call termination in Mexico: price and
the mechanism for determining the price of call termination.*** The structure in Mexico allows
for only the dominant carrier--who has an incentive to keep prices as high as possible--to
negotiate an international termination rate. All other carriers in the country must accept this rate,
protecting the rate from competition. This has resulted in termination costs in Mexico being
nineteen cents a minute, whereas in Canada and the United Kingdom termination costs are Six
cents a minute.'®

Another serious problem mentioned in both the WTO filing and press release concerns
interconnection.’® "By their nature, telecom services have network characteristics. The more
significant the network characteristic is, the more consumers will be attracted to the firm with the
largest market share. For this reason, interconnection is crucial."**’ On certain occasions,
Telmex has outright refused to provide interconnection.?® Even where it does provide for
interconnection, however, the situation is less than ideal. While interconnection rates in the
United Sltza;tes, Canada, and Chile are at half a U.S. cent per minute, Telmex charges 4.6 cents in
Mexico.

Furthermore, the complaints against Telmex for anticompetitive behavior read like a textbook
of anticompetitive strategy. These include: anticompetitive cross-subsidization; anticompetitive
pricing; discriminatory tariffs to regions where Telmex maintains a monopoly; unregistered tariff
and discount plans; requiring competitors to lease unnecessary private lines; discriminatory
billing and collection practices; use of information obtained from competitors towards
anticompetitive ends; failure to make available technical information necessary for operation;
refusal to provide private lines and circuits; denials of private lines to internet service providers;
and discriminatory treatment for calls to internet service providers by Telmex.**
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Telmex’'s anticompetitive cross-subsidization prevents other providers from effectively
competing in the long-distance market. What Telmex has done is cross-subsidize its long
distance service with its local service, where it maintains a monopoly. Because Telmex has a
monopoly on local service, it can raise the prices of local service to raise revenue, which can
subsidize its long distance services. Anticompetitive measures such as this one raise the prices in
both the local and long-distance markets by exercise of monopoly power, hurting consumers.

The recent panel decision, Measures Affecting Telecommunications Services,™! involved
telecommunications obligations assumed by Mexico as part of the GATS. The decision can be
seen as a legal victory for the U.S. position against Telmex on most issues. The panel concluded
that Mexico had undertaken market access and national treatment commitments in its schedule
regarding cross-border supply of the service.** Such commitments provided the basis for
Mexican interconnection commitments, which applied to U.S. service suppliers.** The panel
concluded that the interconnection rates charged by Telmex to U.S. suppliers of the services at
issue were not "cost-oriented” within the meaning of Section 2.2(b) of Mexico's Reference
Paper, such that the costs were higher than the costs incurred in providing the interconnection.®*
The panel also found that Mexico had not maintained "appropriate measures” to prevent
anticompetitive practices under Section 1.1 of the Reference Paper.’*> The panel ruled that
Mexico did not violate Sections 5(a) and 5(b) of the GATS Telecom Annex regarding cross-
border supply, on a non-facilities basis in Mexico, of the basic telecom services.**® It did rule,
however, that Mexico had violated its obligations under Section 5(a) of the GATS
Telecommunications Annex in its failure to ensure "access to and use of public
telecommunications transport networks and services on reasonable terms to United States service
suppliers for the cross-border supply, on a facilities basis in Mexico, of the basic
telecommunications services at issue."™’ The panel also found that Mexico failed to meet its
obligations under Section 5(b) that "United States commercial agencies . . . have access to and
use of private leased circuits [in] Mexico, and [interconnection of] these circuits to public
telecommunications transport networks and services or with circuits of other service
suppliers."**®

I11. Conclusion
With the fall of traditional tariff and non-tariff barriers under international pressure, we have

seen a rise in the cases of public sector restraints. In an international trade context, these
anticompetitive regulations have become a new form of non-tariff barriers. As illustrated in the

BL\WTO Dispute Settlement Body Panel Report, Mexico--Measures Affecting Telecommunications Services, WTO
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theory and examples throughout this paper, these public sector restraints have caused
anticompetitive environments at the cost of consumer welfare through reductions in consumer
and producer efficiency.

As we seek to reduce trade barriers, it is also important to address these issues of competitive
environments. It is not sufficient to lower trade barriers if it is still exceedingly difficult to
compete in such markets because of regulatory barriers. To this end, the creation of multilateral
competition policy and competition agencies as well as competition policy disciplines at the
bilateral and WTO level is crucial to true trade liberalization.

It is public sector restraints that harm trade, affecting the welfare of all people. The pernicious
nature of anticompetitive regulations lies in their ability to exist under the radar of our common-
sense trade liberalization horizon. Left alone, these restraints will hinder competition and
innovation. This is a cost that will be accrued by people at every level of consumption for the
benefit of entrenched local elites who lobby their governments so as to extract rents. In order to
extend the benefits of competition and innovation to everyone, it is essential to address and
reduce public sector restraints.
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