
	[image: image1.jpg]International
Competition /3,
Conference

|\

bric oo




	Plenary Session 

“Challenges of Competition Policy Development in the BRIC countries”

September 1, 2009



Alberto Heimler
The economic crisis: new challenges for regulatory reform and competition?

1. Introduction

These are bad times for competition and for competition oriented reforms. The community of antitrust authorities is very worried. It should not be. There is nothing new in this negative attitude against competition. All throughout the past decades competition was fiercely resisted, except in some countries and for some (short) periods. The reasons are very profound and are independent of the current crisis. Competition operates with the two pillars: creation and destruction. Those that suffer from competition tend to emphasize the reductions in jobs that a process of liberalization will bring about, while those that may gain from it, either are not present in the debate (the new entrants) or gain too little individually as to care too much (consumers). Furthermore while competition is presented by its promoters as a very effective instrument for promoting product differentiation, innovation and growth, it is contrasted by its detractors as a wicked tool that would undermine the attainment of some important general interest objectives like, among others, market stability, universal service and employment. As a result, advocates for competition are forced to prove that the proposed competition solution would not be so negative with respect to the attainment of these important general interest objectives. A debate where the opponents of competition would have had to argue against it showing that these positive results would have not taken place, is transformed into a discussion where competition needs to be defended. Not a win-win solution. 

I will briefly describe the experience of Europe taking Italy as case study. It is a representative example of many countries in the world. 

As a background to this discussion, since European institutions will have a prominent role in it, I would like to recall that the objective of the Treaty of Rome is the creation of an integrated economic space among member States, an environment where the so called four liberties are fully realized: the free movement of goods, services, capital and people. Competition was an essential element for these liberties to be established. Since 1957 the history of the European Union is a stronger and deeper establishment of these four liberties among an increasing number of member States. From the original six
, now there are 27.

The Treaty was not simply an ambitious agreement among countries, but it created an articulated institutional structure based on the rule of law that was the prerequisite of the great success of the European Union. First of all the European Commission, the executive branch, is enforcing the provisions of the Treaty subject to the judicial control of the European Court of Justice. The Commission and the Court are the “guardians” of the Treaty. Secondary legislation, binding on member States, is the responsibility of the Council of Ministers, with an increasing role played today by the European Parliament. This articulated institutional structure was quite innovative and has proved to be very successful for the long-term well being of European citizens
. 

I will now turn to the three main issues I would like to address today. The first is the generally negative attitude of member States with respect to Community liberalization initiatives. Then I will show the very positive influence that the Commission institutional structure had domestically. And finally how the Treaty is really the only constrain that exist in Europe against restrictive regulations and anticompetitive conduct. 

2. The liberalization of public utilities in Europe

Member States have strongly resisted any major liberalization program by the Community, both if it was a Commission or a Council initiative. I will briefly describe what happened with respect to telecommunications and electricity. 

a) Telecommunications

In the late 1980s, the telecommunications sector was characterised by legal monopolies in most Member States. A Commission directive issued in 1988 on the basis of Article 86 of the Treaty introduced competition in the market of telecommunications terminal equipment. An interesting phenomenon, which shows the type of pressures that originate from pro-competitive reforms and the ways in which the Commission's powers and related institutional machinery have helped to address these powers, is that Member States participated fully in the discussions that led to the directive. However, when the directive entered into force, five Member States (France, Italy, Belgium, Germany, and Greece) challenged it before the Court of Justice. The Court ruled conclusively in favour of the Commission. After this decision, the liberalisation process gathered steam. In 1990, the Commission issued directive No. 388 which liberalised value-added services and data transmission.
 Only voice telephony was left as a monopoly because a number of countries opposed its liberalization, even though voice telephony was characterizes by high inefficiency in many Member States. After France and Germany offered support for full liberalisation, all Member States finally agreed on a timetable for the comprehensive liberalisation of telecommunications infrastructure (Council resolution of 22 December 1994).
 Starting on 1 January 1998, the telecommunications sector was opened up to full competition.

Of course, liberalisation did not create competitive markets overnight. It takes time for new entry to become established. As had already happened in the past, some Member State governments were reluctant to introduce a pro-competitive regulatory structure in a timely way. Further action by the Commission was therefore necessary. In 2002, a package of six directives was approved: the common regulatory framework directive;
 the universal service directive;
 the data protection and privacy directive;
 the directive on access and interconnection;
 and the authorisation directive for electronic communications.
 The main thrust of these instruments was to promote the use of competition-based regulatory concepts, going a long way to create a level playing field in the European telecom sector.

Today, more than twenty years after the process of liberalization started, market discipline in telecommunications is well accepted by member States and, although the incumbent operator continues to remain dominant in all jurisdictions especially in fixed-line services, it is nonetheless subject to a strong rivalry by competitors allowed to access the unbundled components of the telecommunications network. As for mobile services, although regulation continues to be important for some part of the business, rivalry is quite strong. 

The opposition to liberalization was clearly short sighted. 

b) Electricity

The degree of opposition to reform the electricity sector exceeded that which occurred in relation to telecommunications reforms. From December 1990 to June 1996, the initial Commission position to allow direct transactions between as many producers and consumers as possible was blocked by the opposition of Member States believing that a vertically integrated structure for the industry with no possibility for direct transactions by consumers with generators was preferable. In June 1996, after a long debate, the Council of Ministers agreed on a directive concerning common rules for the industry.

The 1996 directive began the process of introducing competition while leaving important choices to the discretion of individual Member States. For instance, the directive allowed Member States either to provide for free entry in electricity generation or to introduce a tendering procedure in order to identify the actual generator that entered the market, maintaining central control on the technology to be used and the timing of entry. Furthermore, a grid operator could be made responsible for power transmission and for guaranteeing the physical equilibrium of the system and Member States could designate a single buyer with responsibility for ensuring supply to non-eligible customers. 

Indeed, leaving to much discretion open, the directive was quite ineffective in changing the market and regulatory structures of Member States. As a result, in order to create a level playing field among suppliers, further important measures were introduced by Directive 2003/54/EC
 and Regulation (EC) No 1228/2003 on “Cross border Electricity Trading”
.  Directive 2003/54/EC aimed at complete market opening, requiring that all non-household electricity customers become eligible by 1 July 2004 and all household customers by 1 July 2007. However, in sectors such as electricity where entry requires substantial investments and involves a lengthy authorisation process, simple market opening could not automatically lead to the introduction of vigorous competition. Structural measures such as divestiture would have been be necessary. The directive was silent on this issue, reflecting different beliefs among Member States on the benefits of stronger competition. On their own initiative, some Member States imposed capacity divestitures on the former legal monopolist sometimes coupled with temporary measures to increase competition such as market share caps.

Directive 2003/54/EC also obliged Member States to introduce a regulated third party access regime, removing the possibility of negotiated third party access which had been permitted under the 1996 directive. Furthermore, the directive mandated the appointment of an independent national regulator. As for transmission and distribution, the directive required legal unbundling – stopping short of proprietary unbundling that had been proposed in the OECD as the most effective solution for aligning the incentives of the infrastructure owner with the general interests of society (OECD 2001 and 2006).

As the foregoing account implies, pro-competitive reform in the electricity sector has not gone as far as it has in telecommunications. In many cases, markets remain concentrated and national in character. According to the Commission sector enquiry on gas and electricity published in January 2007
, the incumbent operator is vertically integrated in almost all Member States and the degree of cross-border competition is weak, due in part to a lack of inter-connection capacities. Nonetheless, other evidence indicates that, where effective competition has been introduced, important benefits have been generated for consumers. As the International Energy Agency
  reports, the benefits of competition are quite strong: in the UK there is a clear falling trend in the price of electricity which is attributable to increased competition promoted by vertical and horizontal separations. In Portugal, vertical unbundling of electricity markets resulted in a 45-80% decline in access prices and a tripling of real investments in transmission facilities in the period 1999-2006
.

The third liberalization package is underway and it will require functional separation of the transmission line, stronger co-operation between the regulators and a strengthening of the interconnection of points between the national transmission lines. Vertical, proprietary separation of the transmission line that would have been very beneficial for achieving a more integrated and competitive market in Europe, was strongly opposed by a number of member States, including France and Germany. 

The opposition of member States in the Council impeded the creation of an integrated market structure in Europe, with negative effects to consumers and firms. 

3. The antitrust Authority and the process of liberalization in Italy

One very important spin off of being a member of the European Union is that there is a tendency for the Community institutional structure to be adopted at the national level. This is particularly the case for antitrust authorities, since the cooperation between member States and the Commission that is envisaged by EC antitrust procedural rules is clearly enhanced by sharing a common institutional structure. Furthermore, the convergence on structure and on substance is reinforced by the requirement that the results of an investigation lead to an “effet util” irrespective of the law being applied and of the Authority that enforces it. The notion of effet util has been developed by the Courts and requires that the domestic rules be interpreted in a way that ensures the same result as would have been achieved by applying community rules. This process of convergence is clearly evident in the countries in transition of the former Eastern Europe that, in the process of getting ready for accession to the European Union, were “advised” to introduce independent domestic antitrust Authorities and adopt domestic laws fully in line with EU provisions. 

Also in Italy, where for a number of reasons there was no domestic antitrust law, a new law was adopted in October 1990, right after the merger regulation entered into force and Delors launched the plan to create the single market. The pressure from Europe and the example from other countries led also Italy to act. The law was very forward looking, being one of the first European antitrust laws fully in line with the substantive provisions of the Treaty, and creating an independent Authority responsible for enforcement. Interestingly, the law also assigned to the Authority the power to advocate in favor of competition oriented reforms. The law gives to the Authority the power to intervene in the legislative process with advices and reports, but does not introduce any obligation on the part of the legislative or executive body to listen! And indeed, being competition not very popular, only a few of the almost 450 reports the Authority issued since its establishment have been followed. 

In 1998 the Authority report on retail trade issued in 1993 was extensively used by the then Minister of Industry, Pierluigi Bersani, to eliminate quite a number of restrictions in national legislation: elimination of entry restrictions based on an administrative definition of supply and demand; full liberalization of the opening of small shops up to 250 m2, introduction of a regional authorization for the opening of large surfaces; partial liberalization of opening hours.  The draft law liberalizing retail trade was criticized by incumbent retail traders of all dimensions, each category fearing that the increase in competition that the liberalization would induce would decrease their profitability.   

The major criticism that Bersani had to face in 1998 was the fact that the liberalization affected only retail trade. Why only us, asked repeatedly the representative of the retail trade association.

When Bersani joined the government again in 2006, just after a few months after having entered office, he issued a decree with the objective of liberalizing a number of activities, affecting quite a number of categories, not just one as he had done in 1998. In January 2007  the Minister issues a second liberalization decree. 

Besides strengthening the enforcement powers of the competition Authority, the decrees: 1) abolished mandatory minimum tariffs in the professions, allowed informative advertisement and result pricing; 2) abolished the legal monopoly of pharmacies in the sale of non prescription drugs; 3) liberalized access to bread making; 4) abolished all cases where commissions of peers were responsible for authorizing entry; 5) eliminated all sorts of limitations to entry/expansion based on minimum distances, on market shares, on the portfolio of products to be carried; 6) abolished exclusive dealing requirements in insurance; 7) abolished closing charges in checking accounts and imposed on banks the obligation to transfer mortgages at zero cost; impeded region/municipality owned corporations from operating freely on the market but only for the benefit of the controlling body; 8) liberalized access to the activity of barbers, hair dressers, tourist guides, driving schools; 9) imposed on highways the obligation to inform  drivers about gasoline prices; 10) abolished the requirement that taxi licenses be granted only to individuals,  doubling the number of taxi licenses in the country. 

All these liberalizing measures were based on advocacy reports by the antitrust authority, issued sometimes years before, that were cited one by one by the Ministry’s press releases presenting the decrees. 

The Bersani decrees were quite successful for the Authority. However it was a very short-run success since a year after these liberalization measures were approved, the Government to which Mr Bersani belonged fell. 

4. An evaluation of the experience so far

Indeed the experience so far with the process of liberalization in Italy is not very positive. The Authority advocates very often in favor of competition but is generally ignored, except when a given individual, Pierluigi Bersani, is in the Government. In most other cases liberalizations originate from the Community. This is a problem in so far as the non-tradable sector is where liberalization are mostly needed, but this is where the Community is impeded from intervening because of the absence of a legal base (effect on intra-community trade is a prerequisite for Community action). 

One very effective institutional change would be to create a minister for competition, that would have as a vested interest the promotion of competition, making sure that also provisions in other fields do not restrain competition unnecessarily. All other general interest policy, from the environment, to health and justice, have a representative in the government. Only competition does not. And indeed in Australia a few years ago, in order to promote pro-competitive reforms, a minister for competition was introduced that is in charge, not of enforcement of antitrust provisions, but to promote a more competitive economy.   

In any case, both if there is a minister for competition and if there is not, introducing specific provisions mandating competition impact assessment of all rules having an economic consequence may prove very useful because it would to identify identify the less restrictive regulatory solution able to achieve the general interest objectives pursued by legislation and everybody would be informed of the details of the more competitive solution before any decision is taken. 

However competition impact assessment is a lengthy process and cannot be followed in the case of emergency measures. This implies that, excluding the Commission control on State aid, all emergency measures taken in the lsat few months have not been analyzed in relation to competition.   In this respect, the introduction of a competition minister is clearly superior. 

5. Promotion of competition is an endless battle

European Commission directives are appealed in Court by the same member States that did not oppose the Commission initiative in the various advisory committees. Council directives are resisted or implemented with delay. Domestic liberalization measure are strongly opposed. And this much before the economic crisis. In the case of the 2006-2007 Bersani decrees, as soon as the proposals were made public (before they were approved by Parliament) all categories affected reacted very strongly against them, mostly using general consideration arguments, such as trust in the professional-client relationship, universal service in pharmacies, stability consideration in banking and insurance, etc. No affected category representative declared publicly that greater competition would yes reduce the income of some individuals, but that it would increase productivity and reduce prices. They tried to gain the sympathy of the public by claiming that these liberalization measures would negatively affect general interest objectives, a claim that could be easily dismissed, but it had a strong appeal. 

What is interesting is that the decree liberalized as much as it could. For example in the case of pharmacies,  the decree anticipated the protests of pharmacy owners (a minority of all pharmacists of the country)
, allowing the commercialization of non-prescription drugs only at the presence of a qualified pharmacist. In the two years since the decree entered into force, contrary to what had been expected, supermarkets did not generally open  a non-prescription drugs section, but 1500-2000 small shops of a new type have been established, so called “para pharmacies”, almost all run by qualified professional pharmacists
. These pharmacists do not own a regular pharmacy and are becoming an important lobby for the liberalization of the commercialization of all drugs. “We are qualified professional pharmacists and already have a shop where we sell health products, why not let us also sell prescription drugs?”, is what they have already started to claim. 

A reform that was defensive in nature (imposing an unnecessary burden on an activity) has proved to be quite successful in terms of possible future developments (the yet to come liberalization of the pharmacy sector). 

Indeed, creating vested interest that gain from further liberalization is proving the most effective way of pursuing a competition oriented reform. 

Minister Bersani was a true reformer. Since his government resigned in June 2008 there have been a number of proposals aimed at returning to a world of restrictive regulations. The existence of vested interest, and in particular new entrants, much more than consumers and the press, have been very effective in this respect and the backlash was avoided. 

6. Conclusions 

The 2008 economic crisis has led many people to believe that competition, not a weak regulation, is its direct cause. Their disbelief in the beneficial effect of markets was not limited to the financial sector where the crisis originated, but  it extended to all sectors of the economy. Governments know better is their motto! The crisis did not led people to change their opinion on competition, it just confirmed their original skepticism. In this sense what is going on in most countries, with Parliaments and Governments trying to undue many of the liberalizations of the last decades is not surprising.  

The problem is that competition exercises its beneficial effects in the medium/long run because it takes some time for firms to take advantage of the new opportunities, very often associated with the setting up of new organizations and with the necessity of new investment. It takes time for the opportunities of competition to be exploited also when liberalization is related to the conduct of firms, like it was the case with professional services, because of inertia and the lack of an immediate need to change by existing firms. As a result, many people do not link the advantages they receive from the market to the liberalization decision, often taken two or three years before. 

As a result, competition continues not to be appreciated by the general public. Furthermore, special interests always find very clever ways to justify the restrictive regulations that protect them by showing that they are very important for pursuing general interest objectives that are to the advantages of everybody. Now the crisis is an additional argument against competition, but it is not the only one, nor the most important. In this sense, what we are witnessing in recent months is “business as usual”.

Advocacy report by the antitrust Authority and communication of the benefits of competition by consumer associations or by the press are certainly useful, since they promote the culture of competition with the general public and, especially, with decision makers, but certainly they are not sufficient. 

What is needed is the creation of vested interests that may gain from further liberalization and that would loose if liberalization was undone. Restraining competition is fine in the abstract when an unknown new entrant is blocked, but it is politically impossible when it leads to unemployment and to the closure of firms, as would be the case with the Italian parapharmacies if the Bersani reforms would be undone. The protected categories know this very well and this is why they fight every minimal liberalization as it would create a disaster. They know that by letting a new entrant in the market, the liberalization process can only continue further. Once liberalization starts the clock cannot be set back. 

Vested interests need to be created also on the political side. The competition Authority is certainly very useful, but being independent and separated from Government it is not very effective. It may make its voice heard, but its influence is necessarily limited. A competition minister may represent a good balance, being able to argue in favor of the competitive solution in the council of ministers, carrying out competition impact assessment, proposing reforms and evaluating the proposals of other ministers. Introducing competition impact assessment within the Prime Minister Office, as done in many jurisdictions, is an effective solution only for ordinary legislation. All emergency decisions of the past year have been rightly taken without having to undergo any technical evaluation. A minister for competition could speak up in such circumstances.  

At the European level the “minister for competition” already exists and it is the European Commission. The Commission makes sure that member States do not adopt protectionist measures and is the promoter of many liberalizations. Unfortunately the European Commission is not sufficient since many decisions at the national level are really domestic in scope and are beyond the legal reach of the Commission. 
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