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Chapter 3

Trust and Mutual Recognition in the Services

Directive

Gareth Davies

l. Introduction

To portray mutual recognition between States amtraklegislation only as

alternatives is to give an overly static pictureladir role and effects. In any|

realistic attempt at market-making they are intered and interdependent,

and the concept of trust plays an important rolexiplaining the relation

between them. In particular, whereas mutual recagnis usually said to

require trust as a precondition, harmonizing legish has trust as its effect

and sometimes its gdal. Yet this observation immediately shows how

central legislation may in fact serve to createdbieditions for decentralizeg

mutual recognition, provided that post-legislatiliscretionary space

remains.

Nicolaidis suggests that an important way in wHegjislation

creates trust and promotes mutual recognition isregting mechanisms of
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‘mutual monitoring’ and ‘reciprocal spying’ whichrgvent States from
‘cheating®“ The core insight is that where States have knbydef each
others rules and practices they are inhibited faolopting regulation that

deviates too far from accepted norms or that furetdaally undermines the

interests of their partneYs. To do so would risk these partners calling int
questions the fundamentals of the mutual recogngistem, and

threatening precisely the trading profits that $tate is trying to win.

Incomplete harmonisation, focusing on co-ordinaiad transparency, may

therefore serve to facilitate and stabilize muteabgnition.

Kerber and Van den Bergh, among others, have tescthe other
side of the coin, how mutual recognition promotasonisatiofi®. They
take the view that mutual recognition creates infitg, a dynamic principle
one of whose major functions is to provoke theigatteallocation of
powers. They point out that mutual recognition confs jurisdictions with
each other’s rules, revealing and contrasting tfierdnces. Stable mutual
recognition may emerge if the differences are uirtgnt. However, it is
just as likely, perhaps more likely in the currstate of European
integration, that this confrontation will serveltighlight the need for future
substantive harmonisation. In other words, thergxtewhich States can
tolerate each other’s regulation is not alwaysroledil they try, and trying

may be exactly what persuades them that harmouoisestia preferable
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alternative to toleranc®. The resulting harmonisation may be substantivg

but it may also have communicative elements, aiataédcreasing

U

knowledge of each other’s rules, moving from whatdhidis calls ‘blind

trust’ to what she calls ‘binding trudt®. The resulting mutual recognition

may then be stretched by entrepreneurial Statesmromic actors until it

reaches the limits of the newly established tiesiding to new calls for

legislative intervention, so that, as she puta itéw cycle then begirs’.

Into this context of an unstable and dynamic refeghip between

mutual recognition and harmonizing legislation westn the legislator and

the courts, this article offers the services divecas an example of the ided

above at work. It suggests that the directive isofigreat substantive

import, but is primarily a communicative measuréjck in turn may make

the substantive rules on free movement of servoshkich are greatly

composed of mutual recognition — effective.

Il. The services directive

The services directive has been presented aseanitto create a single

market for services by laying down clear and fareteng rules on free

movement®. These are intended to create sufficient rightfoviders,

and impose sufficient constraints on public autiesj so that free

movement will become a reality. Given that the oured existence of
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diverse national standards and regulatory appreaeithin a single market
can create problems of competition and consumeegtion, the directive
also contains feedback mechanisms aiming to pravioasis for future
harmonisation to deal with these problems. Thectlire thus appears to
envisage a sequential process that can be brigfiyrearized as (1) create
the market (2) analyse the problems created (&) ttad necessary

compensating measures.

It is argued here that this is not an adequaterigti®n of how the
directive will work. The primary problem of the @rhal market is not an
absence of far-reaching free movement rules. Teeise already as a result
of the Treaties and the jurisprudence of the Cd&ather, the lack of free
movement in practice results from a lack of motvaion the part of the
States to implement these rules, a considerabha foodiscretion which
allows States tde factorestrict such implementation, and an absence Yof
Union-level measures addressing these problemsfofa@ment and
implementation. The rules already exist, but themfficient room for

States to hinder their effective use, and this thay

The directive does not address these enforcement an
implementation issues and does not take the sub&aunles on free

movement much further than the current positiore dinective will
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therefore not be sufficient to directly creatersgte market. Its contribution

to the substantive right of free movement is retyi slight.

Instead, the directive does something else. Itides/for increased
transparency in many ways, and for increased cornuation between
national authorities in different States. This rh@jp create trust between
national authorities, and can be more specificatiglysed using the theorie
of oligopoly and of regulatory competition. The lied number of States
involved in the internal market suggests that tinective may encourage
regulatory collusion. States may voluntarily corgeetowards consensual
standards and regulatory approaches that protebt&tate against
regulatory pressure from migrant businesses, thustomers in the market

for regulation.

It remains to be seen whether this is beneficialair In general,
collusion enabling providers to act independentlgustomers is not to be
welcomed, but where those providers are of lawsesmjoly democratic
legitimacy, whereas the customers — mobile busasessio not, co-
operation between national authorities may be aal#e counter-balance tg
the risks of migration-fuelled regulatory compeititi Moreover, the
resulting trust may lead to an increase in freeenwent, as States apply fre
movement rules more leniently and co-operativelgadner States with

which they have reached a regulatory understanding.

[72)
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In any case, oligopoly theory suggests that theices directive

should be viewed in a slightly different light fraitme usual one in which it

is presented. It appears to have a reflexive chemaand to create a

mechanism for convergence of rules which is unusulaéing consensual,

variable and dynamic, and entirely decentralized, ia which the

Commission is potentially marginalized. The sersidgective may also

turn out to be effective at creating an Internakkés, but via the creation of

trust and understanding between States, rathenvibahe toughness of its

rules on free movement.

The following sections elaborate on this. In turayt consider (i) the

problems which a legal attempt to create a singleket for services has to

address; (ii) whether the directive provides araffe free movement

regime, and (iii) whether its communication andmfation provisions will

contribute to voluntary convergence, and to intexttéstrust and acceptance,

and thereby indirectly leads to a working singlekea

lll.  The problems of the single market for services

Insofar as the absence of a working single markesdrvices can be

attributed to legal failure, that failure can besnplausibly located in one ot

both of two places. On the one hand, it is argutidethe rights of free

movement on which the market is based are insafftty clear or far-
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reaching; they do not sufficiently constitute tharket. On the other hand,

whether or not those rules are in principle adegjuais arguable that State$

D

do not implement or comply with them with enougltheisiasm or good

faith, and the rules are not sufficiently enfordeab overcome the obstacle

that this lack of national goodwill creates. Thelgems can thus be divide

into those of substance, and those of enforcemmehinaplementation.

Sustaining both of these problems is a deeperegal-one, which

may be called the problem of trust. States arenativated to fully apply

free movement rules, because they do not havetfattthis is in their own

interests, for a number of reasons. They expleitddéfects of the law

because they can, and because they want to. Téusrnisthing that requires

attention in itself.

A. Inadequacies in the substantive rules

Under the current interpretation of the Treaty,dpglication of any national

measure which might tend to make the cross-bonaetigion of services or

establishment less attractive, or might hindem &my way, is in principle

prohibited unless the State in question can shewttte application is

necessary to achieve a justified goal, and is ptapmté?’. A body of case

law makes clear that proportionality is to be ipteted in a free-movement-

friendly way, and the Court subjects national measto strict, even
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sceptical, scrutiri?® In the course of interpreting proportionalithis laid

down a number of rules to this effect. For exampégional rules must not

attempt to duplicate requirements contained in h&tage law¥?

administrative requirements on service providerstrbe cheap, simple, and

completion may not be a pre-requisite for startimgk®>*, and the consumel

must be treated as reasonably self-sufficienthabimposition of

paternalistic standards will not be permitted

In substance, these comprise a far-reaching mar&eifesto, and

full compliance would result in a market in whicltomement between State

U

was hardly more difficult than internal movementfdct this is a

formulation that the Court has on occasion usegliegtion of rules making

cross-border movement harder than domestic is pitebf*®. There is the

market thenyoila! If compliance could be assumed, the market weuidt

already.

However, a practical problem with the substantare is its high

degree of abstraction. What is ‘justified’ and ‘postionate’ is open to

argument, and while a distinct philosophy emergesi fthe case law of the

Court of Justice, this is less accessible and fartlean explicit and specific

rules would b&’. Moreover, the Court links its decisions to theiwdual

facts, meaning that it is always open for a Men&tete to argue that the

facts in a subsequent case justify drawing theitiredifferent plac&®.
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Necessity, justification and proportionality remaiegotiated, ambiguous,

open-textured concepts.

Moreover, the status of judicial interpretationdaag is not self-

evident in all Member States. The degree to whiehQourt of Justice’s

pronouncements should be abstracted and treatgehasally binding

interpretations of the Treaty — even if expresseduh is not settled

decisively as a matter of doctrifi& Nor, as a matter of practice, can judicial

statements be expected to have the same geneattimpregulatory

authorities as a written law would have.

To the EU specialist, the substantive law is treeefemarkably

complete and powerful. The ‘right’ interpretatiorthat the Court of Justice

would give in a case — is not too hard to preding it allocates free mover

a high degree of protection against national regayehindrance. However,

that law is not formulated in a way that will hamaximum practical impact

on the authorities required to apply it, and sosdoat fulfil its own

potential.

B. The problems of implementation and enforcement

If States simply snub their noses at the law themmight speak of legal

delinquency, and the solution would not necesséelin better rules but in

enforcement mechanisms. However, there are wanesisting full
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application that fall short of such outright legebellior?*°. Primarily, in the

context of the internal market, States may takieace on the ambiguous

concepts of necessity, justification and proposdidy that is favourable to

national interests or the regulat@tatus qupand relatively unfavourable to

free movement. By doing so they can effectivelycklree movement by

continuing to apply restrictive national rules,iglang that these are

genuinely necessary and justified.

The State might lose if the matter is appealethallway to the Court

of Justice, but this is barely relevant in practieestly, commercial reality

entails that service providers do not have yeaspé&re for a protracted legg

fight. Thus, in practice the initial position ofSéate on the legitimacy of its

national laws is the one that the service prowdérgenerally have to live

with. The theoretical possibility of legal challengparticularly given the

speed of most legal systems, not to mention cisst&t a viable basis for a

working free movement regime. Secondly, even ialagdpallenge does

result in a rejection of the State’s regulatorysmn and a vindication of

free movement, the State is still able to treaftldgment as restricted to thg

11%

facts, and to continue its restrictive behaviouotiner spheres.

Member States are therefore able to exploit thie ¢helarity of the

law to claim that particular restrictive measuresia fact necessary and

proportionate. Debunking such conservative readnfigise law requires
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engagement with the nuances of EU law, which itityeantails an

impractical level of litigation. The ambiguity afese movement law is

therefore widely seen as a major reason for itgdineffectiveness in

practicé>™.

EU law does not address these enforcement problérdses

require that judicial protection of EU rights bédféetive’, and the Court —

and the directive — have laid down some furtheuirement3*, but the

standards resulting do not require a legal prose8giently speedy and

accessible to meet the demands of commercial ydalismall to medium-

sized service providers. Nor could this be so;atld amount to a

revolution in domestic legal systems.

Most importantly, nothing in EU law makes it wronpfor a State to

consistently take a conservative approach to tteepretative space that the

law offers. The fact that time after time Statdstpositions that EU law

specialists consider highly unlikely to survive gwutiny of the Court of

Justice does not in itself amount to a violatiorebf law, nor attract

punishment or criticism from the Court of JusticecCmmmission. Each case

is decided on its merits, and the fact that a Stagefought and lost

analytically similar cases in the past is not ral@vo the outcome, nor ever

to a claim for damages, unless those cases aimsdarsas to be identical —

which given the open texture of the law is alwarguably not the cas®.
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The sanction for a wrongful standpoint is generatiynore than being

required to change that particular standpointef¢hse is ultimately litigated

and lost.

The fact that a State consistently takes losingllpgsitions on free

movement is therefore merely part of the legal garhés is probably

inevitable. The same applies to appeals withinraektic legal system; the

fact that a judgment is overturned on appeal, endhat a court finds its

judgments often overturned on appeal to the extexttit attracts a

reputation as particularly conservative or radaralvhatever, does not

render that court or its judgments illegitimatesabject to sanctions.

Respect for judicial independence is too high tarpthis. A similar logic

may be applied to national regulatory authoritiereover, the problem is

not just with such authorities. National judgesitém defer to governmental

assessments of necessity and proportioriajtgnd once again, the mere

fact of being consistently wrong does not attractcsions.

Given the room which the open-textured nature @& fmnovement

law leaves for interpretation there is thereforthimg in EU law to prevent

national authorities and courts from consisterdkirig conservative and

free movement-unfriendly positions with respectit® application of

national rules. They are in principle obliged tddw the Court’s

interpretations, but are neither sanctioned novgareed if they interpret
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autonomously and divergentle factq EU law does not guarantee free

movement rights.

C. The problem of trust

Although the law leaves room for States to resest inovement, this does
not necessarily mean that they will choose to ddtsavever, the fact that a
single market for services is not considered tgtestuiggests that to a

considerable extent such resistance does occur.

This situation may be described by saying thateStahd national
authorities clearly exercise their interpretativeccetion in a way that
favours national interests more, and free movernesst than EU law would
prefer. There is obviously a perception in the &tdhat maximizing free
movement by seeking to minimise the obstacles chlogaational
regulation is not in fact in the national interesin the interest of the

regulatory authority in question and/or its direlgnts.

The most obvious basis for this view is the peliogpthat other
States do not regulate adequately, or as welleabdbt State, so that
admitting foreign service providers without subjegtthem to the full range
of national regulatory demands undermines quahtyhe local market to
the detriment of local consumers. This perceptsomat likely to be based

on a deep knowledge of foreign rules or inadeqsadiet is the result of a
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precautionary approach which in turn is probablgeobpartly on a
presumption of local superiority, and partly on tfzural inertia and

suspicion of non-conformity that one may attribtcténstitutions generally.

However, it is suggested that this concern for norers is not likely
to be the major motivation for restricting marketess. Consumer
protection is often a repackaging of concerns abatdir competition, and
in these cases the primary objection to exemptiam focal rules for
foreign economic actors is the perception thatithisfair®>. This is partly
based on the substantive argument that through gt@mthey gain a
market advantage over domestic competitors, bygosibject to a lesser
regulatory burden, and partly based on the forneal/that all should be
treated identically, a view which has strong Eusypeoots and has
considerable legal and philosophical capital inNteenber Stat€s®. There
is a resistance to the argument that because sttors are different they
deserve to be treated differently. In this casedhgument would suggest
that those subject to the regulation of their h@tae deserve to
consequently have a different status under thdaggn of the host State,
but the concept of exemptions for difference isstesl on far more general
and philosophical grounds, linked to matters sictha unity of the State

and the blindness of public authority to categoadisitizens®’.
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Less philosophically and more practically, natiomatihorities may

resist to free movement out of concerns about wievil take them. The

idea of special legal treatment for foreign-basexyialers entails a form of

regulatory competition which is highly contestedd an fact probably

rejected by most members of the European politieals and the European

public®®. It raises the spectre of the race to the bottord, States may resist

free market access because they fear that if theeoa open they will (a)

encourage domestic firms to relocate abroad torleygwation States, and

(b) be participating in a game which will lead temralling down of

regulatory standards, not only harming nationanests but also reducing

national control over the quality of national mask&. Regulatory

competition is a significant threat to the substentegulatory autonomy of

States, and it is hardly surprising therefore thay seek to resist forms of

free movement which entail tif€ Indeed, one of the issues which the lav

of the internal market has failed to address adetyus the fact that

regulatory authorities often do not in fact appeasccept the fundamental

principles upon which the internal market is bagkdt economic actors

should be able to operate throughout the EU whilg being subject to a

single regulatory jurisdiction. By contrast, bottwgrnments and the public

are probably more sympathetic to a ‘when in Romasi®omans do’ rule;
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if you want to do business in X, comply with itdasi*". The justice of this

is certainly easier to explain and to grasp.

Finally, there is the issue of reciprocity. Whilmaomists may

suggest that it is beneficial to open one’s marketn if partner States do

not do the same, this view does not attract muditiqgasd support. Given the

weaknesses of the law, open markets are not beyaoestion, and it may be

assumed that States fear that if they are too eheth EU law for their own

good they will be in the position of having theardestic markets

‘plundered’ by foreign providers while their ownoprders will be unable to

gain access to markets abroad. This is a situatiooh could be analysed in

game theoretical terms. Even if States believegpgnanarkets generally,

given that they also believe in reciprocity theg anlikely to make the first

move unless they have some mechanism for protettiergselves against

misuse of this generosity by their neighbours. Pinection could lie in the

possibility to reclose markets, but a sense ofgutain could also arise from

a mechanism for creating trust between authoritiesfferent States.

The problems may be summarized by saying that ibexd¢ack of

trust in foreign standards, and a lack of faitithiea concepts underlying the

EU market regime and in that regime as a wi{alStates do not appear to

feel confident that opening their markets to nompbant service providers

from other jurisdictions will not lead to seriowxal economic and social
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harm, largely because they fear that other jurigxis do, or will, adopt low
standards, and that they will be caught in the gribetween the need to
prevent businesses leaving the country, and theedesregulate in

accordance with local preferences.

D. Ways of addressing the legal problems

Measures to increase the effectiveness of free memelaw might take one
of a number of forms. The most obvious would beettuce the ambiguity

which enables national resistance. This could medby legislation spelling

out the content of free movement law in a more ipeeand specific way. It

could also be done by giving a procedural conterihé assessment of

necessity, justification and proportionafity Providing lists of relevant

factors and guidelines for their use would constrational authorities and

result in less deviation from the Court’s preferneigrpretative approach.

Another way of increasing effectiveness would keE0 law to

directly address the procedural problems of enfosrg — for example

requiring extra-speedy judicial processes or agpealimposing a

presumption of free movement rights while a cageersding. This approach

is unlikely to be followed because of the degrewlich it imposes on

national legal systems and domestic procedure.
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A third way is to address the issues of trust aotivation, to create

a situation in which States perceive opening tinarkets to foreign service

providers to be in their own interests, or to raiseor limited conflicts with

other interests.

The following two sections consider the extent taali the services

directive offers any solutions such as these.

IV. The services directive as a regime for free movemie

and regulatory competition

The directive is presented as legislation promofieg movement by

enacting free movement rights. This view is unggtig for three reasons.

Firstly, the directive barely changes the existang. Secondly, its limited

scope means that even if it is implemented in dgadl it does not address i

sufficient range of issues to be properly markegropg. Thirdly, there is

little reason to think that its rights will be hardhan those of the Treaty,

since there is a continued avoidance of enforcemuathimplementation

issues. It is true that the fact of setting rightis in legislation may

encourage a fuller adoption of them than wouldheedase if they remained

products of case law, but given the limitationshaf substance of the

directive this is not enough to rebut the conclagtmat the directive does ng
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provide sufficient or even particularly significdegal support for free

movement.

E. Does the directive take the law any further?

The chapter on freedom of establishment is in sugst an enactment of the

U

Court’s interpretation of Article 49 TFE®}”. It requires, as does the Treaty

in the view of the Court, that measures restrictingess to the provision of

a service as an established person must be jdstiiehe pursuit of a

legitimate interest, necessary for this, and propoate. The chapter sets out

lists of examples of measures which would be pritddband which should

be regarded with suspicion, but there is nothintpése lists which would

surprise a lawyé&f>. The prohibited measures are ones that have leeg b

prohibited as a result of judgments of the Coulnie @doubtful ones are to be

assessed in the light of the principles of jusdificn and proportionality

again.

Thus while the codification of the case law mayéawertain

clarificatory value, this should not be overstatBde codification has been

done in a relatively banal way, with the most ologipoints being spelt out,

but the more difficult points — what exactly is eesary and/or

proportionate? — continuing to be left open. Thamdor interpretation,
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dispute, andle factorestriction of movement is therefore little chaddem

what it was before the directivVé.

The services chapter has attracted attentiond@ppearance of

progress. While no longer referring to the coumtirgrigin principle, it

essentially maintains it in substance. It restitlcesapplication of host State

service rules to foreign providers to such an edtest they are in principle,

within the sphere of the directive, almost as gas@xclusively regulated by

their home State. Host State rules can only beieppihere justified by

public policy, security, health or the environmaarid the probability is,

given the way these concepts have been interpietbe past, that they will

continue to be strictly enough interpreted that may speak of exceptional

derogations from the general rule of exclusive h@tate control.

Yet, alongside this far-reaching general idea almemof provisos

must be placed. Not least is the fact that theerbfice between the country

of origin principle and the existing Treaty rulesarpreted into Article 56

TFEU is not so great. Currently Member States atiéded to apply national

measures to foreign service providers whereveffigt necessary and

proportionate, which seems open-ended, but in jgeatiie Court has been

restrictive, and the litigation success rate ot&dtas low. While, for

example, consumer protection is often cited asaam for restricting

market access which the services directive takesyatere are few cases in
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which it has actually been successfully relied dpohus the legal

principle contained in the directive is really vetgse in practice to the

legal principle found in the existing case law e thore extensive

derogations from free movement which are presqrgiynitted tend to be

unsuccessful anywat?.

Nevertheless, the fact that these cases on conguotection were

brought indicates that the open-ended justificatihich the case law

permits provided an opportunity for conservatisnttonpart of States.

Given that, as it has been argued above that tienescial disadvantages of

litigation often give States effective ownershipopen-ended concepts,

removing some of those concepts is likely to agd fmovement. However,

this is mitigated by the fact that as a resultarfowing the category of

exemptions to free movement, the ones that remaitikely to become

more contested. If public policy remains the onistification for derogation

then we will probably see States straining to exiphis concept and

bringing ever more arguments withif*it Since the limits and definitions of

public policy are as potentially open-textured ag athers — ‘sufficiently

serious threat to a fundamental interest of socigtierpreted strictly’,

‘proportionate’ (...¥°° — the challenge of preventing national authorities

from misusing interpretative spaces for an ovetricts/e approach to free

movement has not been met.
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A criticism of both the establishment and serviceapter is that they

only appear to apply to a limited class of publieasures: those restricting

‘access to a service activity®. This may be contrasted with the broader

Treaty prohibition which, in the eyes of the Cogrdyers ‘any measure

which may hinder or make less attractive’ the eiserof free movemerit.

The distinction lies in measures which do not dlyeconcern access to a

service activity as such, but do in fact make rdleato provide services

abroad. These could be aspects of planning riledegal system, vehicle

and property use, the integration of the familyraf service providers, and

tax issues, to which the directive will not appBiven that services are

provided by people or organisations which mustteagspeople or

organisations, as well as engaging in their seraat®ity pur sang the

directive is not wide enough in scope to functisraaeal market operiét

It does not even pretend to address the full rafidggal factors which in

fact make it harder to supply services abroad. Assalt, service providers

will often have to fall back on the Treaty artictesestablish the legal rights

necessary for their activities, an undesirably mésgislative positiofr”.

F. Enforcement and implementation again

Although the directive does not substantially depehe substantive law,

and is even narrower than the Treaty in some waggy stimulate national

authorities to take account of free movement rightgply by virtue of being

XML Typescript © Cambridge University Press — Gexted by Integra Software Services.

LIAN



10

11

12

13

14

15

16

17

18

19

Chapter 3
Gareth Davies
Page 252 of 936

117}

a directive, explicitly addressed to th&h Commanding the attention of thg

national regulator is a useful, if insufficientegtin enforcing the law.

The administrative provisions of the directive nadgo help with

practical enforceability. These require States &kethe administrative

procedures associated with access to a servicatacsufficiently simple’,

and accessible via a single point of contact, whicist include an online

contact point®. This should make it easier for service providersstablish

what their legal position is, and encourage thems&ert rights. An assertive

v

approach is more probable where providers havea tihe of

communication with the authorities, and do not fest in a sea of

bureaucracy.

Nevertheless, these are rearguard arguments. N#itenere fact of

being written law, nor the simplification of thereaucracy associated with

cross-border movement address directly the cordinveaknesses and

ambiguities of the substantive law. It is diffictdtbelieve that the delays

and difficulties associated with dealing with loealthorities are in

themselves a significant enough obstacle to movethahaddressing them

in this procedural way will fundamentally change tavel of market

integration.
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V. The services directive as a mechanism for inter-ate

co-operation

The services directive may not provide adequate ftevement rights
directly, but it does create mechanisms througtciwvMember States can
communicate with each other about issues and coesicelevant to service
activities™’. Looking at these mechanisms in the light of tfepabout
competition suggests they may be effective in ingjgreate inter-State
consensus over levels and types of regulation mhelping States accept
each others’ rules and service providers. The tiremay therefore
contribute to free movement via an indirect — secorder — mechanism. It
can be seen as a type of reflexive law, encouragiates to react

constructively to each other and converge volulytand flexibly**®,

G. Aregulatory oligopoly

The starting point for this perspective is a viember States as sellers
on a market for regulation; each State offersutss and hopes that this will

attract and stimulate economic actors, who will hheeState as a base for

]

their service provision throughout the 8 This is often described in term
of regulatory competition, and it is the fear ofnrpahat such competition

between States may lead to a race to the bdtoRrecisely, the hard free

movement rights to which the directive is oftengamed as containing rais
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this risk, because they make it possible for corgsaio choose their State

of establishment independently of the locationheiit customers.

However, not all markets function perfectly, and tharket for

regulation within the EU has some of the charasties of an oligopoly — a

relatively small number of providers dominate tharket. In this case, the

number of providers of regulation has a ceilinghaf number of EU

Member States.

In oligopolistic markets the risk arises that tmeviders either

collude — form a conscious cartel — or that theyagye in non-collusive

parallel behaviour — they converge in products mces even without

explicit agreement to do ¥. The result of either path may be that the

providers collectively take on the characteristita dominant market actor

able to act to a significant extent independentlgamsumers — who are in

this case the service providers subject to thelagign®®2 The risk of

regulatory competition, by contrast, is that Stéiesome enslaved to

migrating companies, who can dictate the termegtilatiori°>. The reply

in terms of oligopoly is that by collusion or nalparallel behaviour States

may once again assert their independence of tlwapanies, and be able t

act in their own interests — or those of their vate

However, such oligopolistic parallelism does ngben in all

markets. A number of factors make it more or lés=y*** The first of
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these is the number of sellers in the market, anthe whole a smaller

group is more likely to act as one than a largeugr The number of

Member States in the EU, currently 27, is on tightside for either

collusion or parallelism. However, for many kindsservice the EU may

not be one market. For reasons of infrastructargguage, the availability of

staff, physical location, among other issues, netjurisdiction will be

able to plausibly compete for the headquarterdl seavice providers. Thus

for any given service in any given part of the EBldre may be a smaller

number of jurisdictions that are realistic optidosestablishment, and that

are therefore in competition with each other. Thergay in fact consist of

multiple smaller overlapping services markets.

A second factor which is considered to make cathugr parallel

behaviour much more likely is the availability afermation about what

competitors are doing. It is sometimes possiblgé&allel behaviour to

occur entirely without contact between firms if anakes clear pricing and

policy announcements, and so behaves as |leadérefathers, who

understand implicitly and independently that itngheir interests to follow

the leader rather than undercut it. If there is@aonbetween market actors

this increases further the chance of non-compeatitio

A large part of the services directive is devotethtreasing

transparency and making information about regwademands availabi&.
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The administrative chapter is aimed at making nespents clear for service

providers®, but if the information is ‘out there’ on clear bsites, as is the

intention, it will be equally available to the aathies of other States. It

seems plausible that at the moment most nationhbdties have relatively

little knowledge of the details of regulatory regumnents of other States, and

the publication of the details to providers wikalraise the level of

information available to sister-authorities sigoafintly. Additionally, the

directive contains provisions requiring communicasi networks to be set

up between national regulatory and supervisoryaittés®™’. This is

expressed to be primarily for the purpose of asgigach other with the

supervision of specific providers, and exchangirfgrmation about

reputability and so on. However, the fact that cleds of communication

are being created and kept open is likely to leaahtenhanced

understanding of each other’s regulatory conteethods, and philosophy

in general, as well as of plans for changes aneéldpments. Almost

inevitably, the creation of this network will beetbeginning — or in some

cases further development — of a conversation lestwegulatory

authorities.

The third of the major factors determining the batwar of

oligopolists is the possibility to sanction membets depart from the

terms of (implicit) agreements. The cartel that sanction its members is
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much more stable than one which cannot, whilegfelis a potential price

to be paid for non-parallel behaviour then markgbis are more likely to

continue along the parallel path.

Here the weakness of the services directive —tlaies not actually

guarantee free movement — becomes one of its keysptynder the regime

that it introduces free movement continues to belitmnal upon the good

will of the host State, for all the reasons disedsabove. However, the

conversation about free movement is, as a restfteofommunicative

provisions of the directive, no longer just betwéas service provider and

the host State, but between national authoritiees@ speak to each other

directly about service regulation, and so imphgiind probably explicitly,

about access to each others’ markets. Free movemasmever guaranteed

and is still not guaranteed, but has changed freimgoconditional, to being

negotiated. As authorities speak to each otherl#aayn of each others’

concerns — and these are probably largely shassl-of the reasons each

may have to take a restrictive approach to semmioeiders, and are capable

of adapting to these reasons either by providifgrmation to allay fears, or|

by adapting rules to meet concerns, or by offedegls — you take it easy o

-]

our management consultants and we’ll not be tdcdif about your

architects. All of these strategies are likely éoused together, so that each
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State is effectively engaged in negotiating madcetess with its fellow

member States.

The sanction is then that a Statdich chooses to go its own
regulatory way, without concern for the consendustler States, may find
that its providers have difficulty operating in ettStates. This need not be
as a result of any conscious retribution. HoweNéehere is a regulatory
consensus about the proper level of protectiogmed of acceptable
constraint, then a State will feel more confidemd gustified in interpreting
e.g. public policy, justification or proportionalitn a way that excludes
providers departing notably from this consensusudject to a supervisory
jurisdiction that does so. There is safety in nurapand the possibility for
consensus between many States makes it more &kelynore defensible
that non-conforming States will pay a price in nedrkccess. Added to this
may be a price in political isolation. States ptaythe regulatory
competition game at its hardest will not be pleatether States are able tg
form a well-informed oppositional front. One maytadnally that
communicated consensus between States may strartgtieposition even
if service providers — or the Commission — do cledwslitigate. The Court

of Justice must itself then interpret the open rramd a broad European

consensus for a certain view is likely to carry emaeight than an argumen

from a uniquely mono-national point of view.

[
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H.  Collusion or democratic co-operation?

The outcome of an oligopolistic market with higheéés of communication

and sanction is likely to be, in the absence ohtenvailing factors, co-

ordinated behaviod?® In the context of a market for regulation it ssem

likely that some degree of convergence of regutatvdl occur, as States

realize that locating their regulation within a sensus band is in their own

interests, as it prevents competition between them.

In a conventional market this would be seen as siraige.

However, in a conventional market the concern isllg to maximize the

welfare of consumers, and to prevent sellers frogamizing to hinder that

goal. In a context of regulatory competition mattehange somewhat. The

consumers of laws are service providers, whoseanel§ a concern, but by

no means the exclusive or even major concern afywol this area. By

contrast, the end consumers of the services aredatitally represented in

the States — the sellers of law — giving theseyiiteacy that they do not

have in a normal market. The situation requiresenvareful analysis.

In the absence of international trade rules, Stzaasnake their own

trade-offs between the costs and benefits assdondth opening their

markets, and different levels of regulati¥h Low regulation may stimulate

economic activity, but bring unwelcome consequenidéagh regulation may

serve some consumer interests, but hinder econactiigty. Opening the
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national market to foreign providers may createrisie of domestic

producers locating abroad where regulation is éightut may also result in

increased domestic competition and lower pricesadd legitimate factors

to take into account.

However, if trade rules constrain a State to opemarkets at least

to some non-trivial extent — as both the Treatydinective do — then that

State loses the capacity to balance interests sixely according to the

preferences of its populatidfi One may hope that the joining of the trade

area and the submission to the trade rule is @ece of the population, s¢

U

that this is a non-issue, but in practice it isereyuite so simple; population

(7))

would ideally like to be members of the trade dreanot take all the

consequences all of the time.

Giving States the capacity to co-operate and tlyegain a certain

independence of migrating companies restores sataade to their policy-

making capacity. If the goal is that States are &dimake policy reflecting

the preferences of their populations then it magdheantageous. Yet while

the resulting convergence to a consensus may refleferences better than

an unfettered race to the bottom would, it may néedess not be optimal.

The tendency of colluding sellers is to keep prioeshigh, and the

tendency of co-operating States, freed from preskom the consumers of

their laws, may be to undervalue the advantagémdaéd regulation, and
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overvalue their own institutional interests in @BY State-administered

regulatory system.

l. Variable and flexible co-operation

An apparently attractive aspect of the situatieeated by the directive is

that it allows for variation and change within theerall framework of a

movement towards consensus. A State that wishgs its own regulatory

path is still able to in any given area, while cerging on others, provided i

is prepared to accept the possible price in acedssolation. While the

result of communication may be convergence, thi@igntary, and so

reversible. Moreover, it need not be full converggerihe degree to which

States are prepared to accept diversity is nedetaid dynamic, and may

change and broaden as they come to understandtetbetter. Initial

reactions to mutual learning may be an eagernesgrée terms, but as trus

deepens States may be more and more able to aliceggent regulation.

Collusion is an utterly flexible mechanism.

VI. Conclusions

It is a difficult empirical question, beyond theope of this article or the

expertise of its author, whether communication emaperation between

States will in fact lead to optimal regulation @vihfar it will diverge from
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the optimum. However, whatever the outcomes, tarpgori points may be

made about the mechanisms involved, based on doeging discussion:

Firstly, the relationship between the directive #mel market for
services is not what it is commonly presented toTte
conventional presentation is that the directivatee free movement
this leads to regulatory competition, which in tanay lead to
agreement to Commission-led harmonisation. In fatt,suggested
that a more important sequence will be as follavghorities
communicate and learn about each other, this l@adsnvergence
of regulation and acceptance of regulation, anal i@sult they open
their markets to each others’ providers. Limitetlntary
harmonisation therefore leads to free movemerierdahan free

movement leading to traditional EU harmonisation.

Secondly, the absence of the EU or the Commissidine
mechanism described is striking. While the dirextnvisages that
the States and the Commission will together fornmé&rmation
network with a view to harmonisation where necegsarfact the
role of the Commission may be marginalized. If &tadre able to
work together then they may see no need for truediisation, and

resist the loss of autonomy and flexibility thagnttails.
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Thirdly, it is open to doubt whether an oligopatsharket for
regulation is optimal, but it is worth noting thhts market will be a
dynamic and unstable one. The States collectivaily gower as a
result of co-operation, but that does not meandhgdrs such as
firms and the Commission are entirely removed tience. For one
thing, even where there is a functioning consetiser® is likely to
be relative dissatisfaction in some States, wholevmather locate
the consensus elsewhere. Thus a role for tradltltaranonization,
or intervention from Brussels is not completelyeaiisBy strategic
intervention both the Commission and industry leskian do
something to counteract a possible tendency amolihgding States

to over-value selected interests and ignore others.

In summary, trust, legislation, mutual recogniteord market-making are
inter-dependent. Developments in one affect alhefothers. Effective

legislation or policy uses this fact to achieveiiedt — second order — as

well as direct results. The Services Directive jtes only a mildly
reformed framework for substantive mutual recognitibut a greatly
enhanced framework for trust and communicatioseéms likely that this
will contribute to the effectiveness of mutual rgndion and market
operation, and ultimately promote more selectivg,more achievable and

useful, and perhaps often voluntary, harmonisation.
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