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The OECD Competition Committee debated the relationship between regulators and
competition authorities in June 1998. This document includes an executive summary, an
analytical note by Mr. Gary Hewitt for the OECD and submissions from Australia, Canada,
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Kingdom and the United States, as well as an aide-memoire of the discussion.

The introduction of greater competition in regulated sectors has required establishing new regulators or
seriously rethinking what existing regulators were doing, bringing to the fore important questions concerning
the proper relationship between sector specific regulators and economy-wide competition agencies.

On the one hand, competition agencies have a comparative advantage over regulators when it comes to
ensuring that anti-competitive conduct and mergers do not undo the benefits expected to flow from introducing
greater competition into regulated sectors. There should be a strong presumption in favour of leaving these
functions in the hands of a competition agency. On the other hand, sector-specific regulators have a
comparative advantage in obtaining and analysing the cost data needed for economic regulation and for some
aspects of access regulation. This favours leaving regulatory functions to sector-specific regulators.

The assessment should also consider synergies and the ability to resist regulatory capture. In sectors
expected to soon become competitive, transitory economic and access regulation might be better left to an
economy-wide competition agency. At the same time, in sectors where there is likely to be a long term need
for regulation, that task should probably be left to sector-specific regulators.
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FOREWORD

This document comprises proceedings in the original languages of a Roundtable on
Relationships between Regulators and Competition Authorities which was held by the Committee on
Competition Law and Policy in June 1998.

It is published under the responsibility of the Secretary General of the OECD to bring
information on this topic to the attention of awider audience.

This compilation is one of several published in a series entitled “Competition Policy
Roundtables”.

PREFACE

Ce document rassemble la documentation dans la langue d’origine dans laquelle elle a été
soumise, relative a une table ronde sur la relation entre les responsables de la réglementation et les
autorités chargées de la concurrence, qui s’est tenue en juin 1998 dans le cadre de la réunion du Comité du
droit et de la politique de la concurrence.

Il est publié sous la responsabilité du Secrétaire général de 'OCDE afin de porter a la
connaissance d'un large public, les éléments d'information qui ont été réunis a cette occasion.

Cette compilation fait partie de la série intitulée “Les tables rondes sur la politique de la
concurrence”.

Visit our Internet Site -- Consultez notre site I nter net

http://www.oecd.or g/daf/clp
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EXECUTIVE SUMMARY OF THE DISCUSSION

by the Secretariat

In the light of the written submissions, the background note and the discussion, the following
points emerge:

e Alarge and growing number of OECD Members are undertaking major reforms aimed at narrowing
the scope of economic regulation and ensuring that regulations better serve public interests. Many
competition agencies have played and continue to perform important advocacy and consumer
protection roles in the regulatory reform process.

Although there are significant differences across countries and industries, major regulatory
reforms have generally included: market opening privatisation; rethinking universal service obligations,
liberalising restrictions on entry, prices and normal business practices, and taking measures to ensure
consumers are properly informed and protected. One of the principa objectives behind such economic
reforms has been to broaden the scope for private markets to allocate resources thereby improving general
economic efficiency. Competition agencies are vitally interested in and affected by the reforms.

Competition agencies have important expertise in identifying and helping to eradicate market
power which, if left unchecked, would greatly reduce the benefits of regulatory reform. Thisis especially
necessary because firms which are used to operating as monopolies or being co-ordinated by regulators
may find it “normal” and highly attractive to continue in their pre-regulatory reform modes of doing
business. In addition to opposing that tendency, competition agencies are in a good position to contribute
to the reform process itself. Their input is particularly valuable on matters of industry structure (i.e. the
need to horizontally or vertically split dominant incumbent firms), and on issues involving stranded costs
or the implementation of universal service obligations. Competition agencies can help ensure that the
methods for recovering stranded costs and for assuring universal service do not produce unnecessary
competitive distortions. They may also be able to assist in eradicating deceptive marketing practices
which directly harm consumers and tend to distort the competitive process in markets being liberalised.

* Regulatory reform has often induced important debates about the scope of regulation needed in
sectors being opened up to greater competition, i.e. should such sectors be subject to anything more
than the general competition laws enforced by the same competition agency responsible for protecting
competition in other sectors of the economy.

In practice, regulatory reform has rarely consisted simply of abolishing regulations and leaving
everything up to market forces operating within general framework competition law. In a great number
of situations policy makers have adopted the view that competition must be fostered by a new kind of
regulation which may or may not be strictly transitory. Many new or existing sector-specific regulators
are being mandated to promote competition and sometimes being charged with formulating and/or
applying general or sector-specific competition laws or rules. In a smaller number of countries,
competition agencies have been assigned tasks that had previously been performed by government
departments (acting as owners) or by sector-specific or general regulators. Whatever the current division
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of labour between competition agencies and regulators, there are few, if any, countries where that division
can be regarded as finally settled, especially since the transition to greater competition is far from
complete.

e Introducing competition in sectors previously dominated by state owned or heavily regulated
vertically integrated firms and protecting consumers from supracompetitive pricing are difficult tasks.
requiring a very broad range of expertise and experience.

In addition to dealing with the earlier mentioned structural, stranded cost and universal service
issues, there are four tasks typicaly needing careful attention during and after the transition from
government ownership or heavy regulation to much greater reliance on market forces:

1. “competition protection” - controlling anti-competitive conduct and mergers;

2. “access regulation” - ensuring non-discriminatory access to necessary inputs, especially
network infrastructures;

3. “economic regulation” - adopting cost based measures to control monopoly pricing; and

4. “technical regulation” - setting and monitoring standards so as to assure compatibility and to
address privacy, safety, and environmental protection concerns.

» Technical regulation requires on-going monitoring and application of sector-specific expertise having
little direct relevance to competition questions. It can be safely assumed that this function will almost
always be conferred on a set of sector-specific regulators. Once such a regulator is in place in a
particular sector, the question may arise as to which, if any, of the other three functions should be
assigned to it. The answer depends on a complex mix of comparative advantage and synergy issues.
It is also heavily influenced by a country’s general legal framework and regulatory history, hence the
“optimal” solution could certainly vary from country to country and even across industries within the
same country.

Compared with sector-specific regulators, competition agencies seem better suited by their
accumulated expertise, experience and basic institutional characteristics (“institutional culture”) to protect
competition from anti-competitive behaviour and mergers. For the same reasons, it seems generally true
that compared with competition agencies, sector-specific regulators are better suited to undertaking
economic regulation. Such regulation is on-going rather than periodic in nature, and heavily based on
sector-specific knowledge. Things are not so clear when it comes to access regulation. The objective of
such regulation is to promote as well as protect competition in certain situations where access to a portion
of a vertically integrated incumbent firm’s assets is vital to the development of a satisfactory level of
competition. On the one hand, because of experience with abuse of dominance cases, competition
agencies are more suited to performing this task than are sector-specific regulators. On the other hand,
ensuring a level playing field requires processing a large volume of cost data in order to set access terms,
and then following up with continuous monitoring to ensure compliance with those terms. These are
functions that seem more in tune with what sector-specific regulators normally do.

Although both sector-specific regulators and competition agencies should presumably be able to
hire appropriate expertise, the experience and institutional cultural differences between them are not so
quickly and easily eradicated. Moreover there is a significant risk that trying to change or mix
institutional cultures could compromise abilities to perform core functions. Five aspects of experience
and institutional culture seem particularly important. First, sector-specific regulators are often charged
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with attenuating the effects of market power, whereas competition agencies basically focus on reducing
such power. This tends to produce quite different views on the extent to which market power can be
managed for the public good. Second, sector-specific regulators typically impose and monitor various
behavioural conditions whereas competition agencies are more likely to opt for structura remedies.
Third, sector-specific regulators generally apply an ex ante prescriptive approach while competition
offices, except in the important area of merger review, apply an ex post enforcement approach. Fourth,
sector-specific regulators typically intervene more frequently and require a continual flow of information
from regulated entities, while competition offices rely more on complaints and gather information only
when necessary in connection with possible enforcement action. Finally, sector-specific regulators are
typically assigned a considerably broader range of goals than competition agencies are asked to pursue, so
they may become more adept at trading off conflicting goals.

Assigning competition protection to competition agencies and economic regulation to sector-
specific regulators, as static comparative advantage considerations might suggest, means that important
synergies might be lost. Synergies exist between competition protection and economic regulation and also
between both of those functions and access regulation. They arise largely because the same staff expertise
can be applied to a number of related problems, and because combining severa policy instruments in the
same agency increases the chances that they will always be used in tandem rather than sometimes at cross
purposes.

e Satic comparative advantage and synergy considerations should be supplemented with a dynamic
view of a sector. Where the need for both economic and access regulation is expected to be temporary
and the main task is to introduce competition, it might make sense to confide both access and
economic regulation to the general competition agency. On the other hand, where access and
economic regulation are expected to be permanently required, as with natural monopoly transmission
and distribution networks, it might be best to confide these tasks to sector-specific regulators. In
either case, responsibility for competition protection should rest with the general competition agency.

Whenever the principal task is arguably to manage the evolution to ever greater competition,
general competition agencies should enjoy certain advantages over sector-specific regulators. In
particular, competition agencies should be more:

1. attuned to pursuing static and dynamic economic efficiency which are the principal reasons
for introducing competition;

2. convinced that competition truly will produce significant benefits, and motivated to
demonstrate this in as many sectors as possible;

3. familiar with what constitutes a competitive market and what threatensiit;

4. likely to rely on structural remedies which would probably prove to be a better instrument
for developing competition than dependence on a set of behavioural prescriptions;

5. willing to wind down both access and economic regulations as and when competition
becomes sufficiently strong (the fraction of resources devoted to such regulation of a
specific sector should never be as high in a general competition agency as it would be in a
sector-specific regulator); and

6. able to persuade the private sector, i.e. prospective investors, that the government is
committed to making the transition.
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The competition agency probably enjoys an overwhelming comparative advantage in
competition protection, especialy in investigating and prosecuting anticompetitive conduct such as cartel
behaviour and reviewing mergers. Such functions should likely aways be the responsibility of the
competition agency.

« When dividing tasks between competition agencies and sector-specific regulators, attention must also
be paid to the potential for each type of institution to fall prey to regulatory capture, and problems
inherent in subjecting competing firms to different sector-specific regulation.

General, economy-wide agencies are more immune to regulatory capture than sector-specific
regulators. The desire to avoid distorting competition through subjecting competitors to very different
regulatory regimes also works in favour of general as opposed to sector-specific agencies, as does a
closely related legal certainty argument. Wherever there is sector-specific regulation there will be a need
to define jurisdictional boundaries among regulators and this will create legal expenses, delay and
uncertainty. None of these problems arise where regulation is carried out either by a general competition
agency or a multi-sector regulator.

» If competition protection is separated from access and economic regulation, co-operation and co-
ordination are vitally needed to avoid inconsistent, investment discouraging application of the two
sets of policies.

The country submissions revealed a large variety of ways to do this ranging from informal co-
operation, to rights to make submissions, and on to legally required consultation. If informal co-operation
does not work particularly well, it may be wise to reserve certain functions, such as defining markets or
determining whether or not a company enjoys market power, to the competition agency. An aternative
might be to give a degree of general oversight power to the competition office.

 There is also a need for co-operative links to be forged between competition offices and sector-
specific technical regulators.

Co-operative links are needed not just to avoid resource duplication, but also to ensure that
technical regulators take proper account of the ways in which the adoption and enforcement of technical
standards can be used to distort or restrict competition.

» Whenever access and economic regulation functions are located outside the competition agency, that
agency should be extensively involved in any periodic reviews of whether such regulation is justified
by continued market power.

Competition agencies should be better placed than regulators to decide this question and should
have less self-interest in unnecessarily continuing regulation. It follows that they should play an
important role in administering any sun-setting provisions. It is noteworthy that in a small number of
countries, regulators are statutorily required to forbear regulating once a sector is sufficiently competitive,
and competition agencies are involved in determining whether that threshold has been met.

10
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SYNTHESE DE LA DISCUSSION

par le Secrétariat

Des contributions écrites, de la note de synthése et des débats, il ressort les points suivants :

 Un nombre élevé et croissant de Membres de 'OCDE engagent des réformes majeures visant a
réduire le champ de la réglementation économique et a faire en sorte que les réglementations soient
plus conformes a l'intérét public. De nombreux organismes chargés de la concurrence ont joué et
continuent de jouer un important réle de sensibilisation et de protection des consommateurs au cours
du processus de réforme de la réglementation.

Bien gu'il existe des différences notables de pays a pays et d’'un secteur a l'autre, les principales
réformes réglementaires ont été généralement les suivantes : ouverture des marchés et privatisation ;
redéfinition des obligations de service universel ; libéralisation des barrieres a I'entrée, des prix et des
pratigues commerciales normales ; mesures destinées a faire en sorte que les consommateurs soient
correctement informés et protégés. L'un des principaux objectifs de ces réformes économiques a été
d’élargir les possibilités d'allocation des ressources par les marchés privés, ce qui a permis d’améliorer
I'efficience économique générale. Les agences de la concurrence sont intéressées et concernées de
maniére cruciale par les réformes.

Les agences de la concurrence sont particulierement bien armées pour mettre en évidence et
combattre le pouvoir de marché qui, s'il n’était pas contr6lé, amoindrirait considérablement les avantages
d’une réforme de la réglementation. Cette action est d’autant plus nécessaire que les entreprises habituées
a fonctionner comme des monopoles ou a étre régulées par des organes de tutelle peuvent trouver
“normal” et extrémement souhaitable de conserver leurs pratiques antérieures a la réforme de la
réglementation. Les autorités chargées de la concurrence peuvent non seulement contrer cette tendance,
mais aussi contribuer au processus de réforme lui-méme. Leur apport est particulierement précieux dans le
domaine de la structure sectorielle (nécessité d’'un démantélement horizontal ou vertical des entreprises
dominantes en place) et pour les questions concernant les colts échoués ou la mise en ceuvre des
obligations de service universel. Les autorités de la concurrence peuvent contribuer a faire en sorte que les
méthodes de récupération des colts échoués et de maintien du service universel n'engendrent pas de
distorsions inutiles de la concurrence. Elles peuvent aussi aider a éradiquer les pratigues de
commercialisation trompeuses qui nuisent directement aux consommateurs et tendent a fausser le
processus concurrentiel dans les marchés en voie de libéralisation.

 La réforme de la réglementation a souvent suscité dimportants débats quant au champ de la
réglementation nécessaire dans les secteurs ouverts a une plus large concurrence ; autrement dit, les
secteurs doivent-ils étre soumis a d'autres dispositions que les lois générales de la concurrence
appliquées par l'autorité chargée de protéger la concurrence dans les autres branches de I'économie.

Dans la pratique, la réforme de la réglementation s’est rarement bornée a supprimer simplement

les réglementations et a laisser jouer pleinement les mécanismes de marché dans le cadre général du droit
de la concurrence. Dans un grand nombre de situations, les décideurs publics ont estimé que la

11
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concurrence doit étre favorisée par un nouveau type de réglementation qui peut ou non étre strictement
transitoire. Beaucoup de régulateurs sectoriels nouveaux ou établis sont chargés de promouvoir la
concurrence et parfois de formuler et/ou d’appliquer des lois ou régles de concurrence générales ou
sectorielles. Dans un nombre plus restreint de pays, les autorités de la concurrence se sont vu confier des
taches auparavant dévolues aux départements ministériels (agissant en qualité de propriétaires) ou a des
organismes de réglementation sectoriels ou généraux. Quelle que soit la répartition actuelle des taches
entre les autorités de la concurrence et les responsables de la réglementation, il N’y a quasiment pas de
pays dans lesquels cette répartition peut étre considérée comme immuable, d’autant plus que la transition
vers une concurrence accrue est loin d’étre achevée.

» Instaurer la concurrence dans des secteurs auparavant dominés par des entreprises verticalement
intégrées contrdlées par I'Etat ou étroitement réglementées et protéger les consommateurs contre une
tarification abusive constituent des taches difficiles qui exigent des compétences et une expérience
étendues.

Outre les problémes déja cités - aspects structurels, colts échoués et service universel - quatre
taches exigent une grande attention pendant et apres le processus de transition de la propriété d'Etat ou
d’une réglementation étroite a un recours beaucoup plus large aux mécanismes du marché :

1. “protection de la concurrence" : combattre les agissements anticoncurrentiels et examiner les
fusions ;

2. "réglementation de l'accés" : assurer un accés non discriminatoire aux intrants nécessaires,
en particulier aux infrastructures de réseau ;

3. "réglementation économique" : adopter des mesures de contrdle des prix de monopole ; et

4. "réglementation technique" : élaborer des normes et en surveiller I'application en veillant a
les concilier avec les objectifs visés de respect de la vie privée, de sécurité et de protection
de I'environnement.

= La réglementation technique suppose une surveillance permanente et la mobilisation de compétences
sectorielles qui n'ont pas de lien direct avec les questions de concurrence. Cette fonction sera presque
toujours dévolue a un ensemble d’instances sectorielles de réglementation. Dés qu’un tel organisme
est mis sur pied dans un secteur particulier, on peut se demander lesquelles des trois autres fonctions
il conviendrait éventuellement de lui confier. La réponse repose sur une combinaison complexe
d’aspects qui touchent a I'avantage comparatif et a I'existence de synergies. Elle est également
fortement déterminée par le cadre juridique du pays et par I'historique de sa réglementation. C'est
dire que la solution “optimale” peut varier d’'un pays a l'autre et entre les différents secteurs d’'un
méme pays.

Comparées aux organismes sectoriels de réglementation, les autorités de la concurrence
apparaissent mieux armées, de par leur expertise accumulée, leur expérience et leurs caractéristiques
institutionnelles fondamentales (“leur culture institutionnelle”), pour défendre la concurrence contre les
fusions ou les pratiques anticoncurrentielles. Pour les mémes raisons, les organismes sectoriels de
réglementation sont plus susceptibles de posséder I'expertise sectorielle requise pour la réglementation
économique, laquelle tend par nature a étre plus continue que périodique et a reposer en grande partie sur
un savoir sectoriel. Il n’en est pas de méme de la réglementation de I'accés, dont I'objectif est de favoriser
et de protéger la concurrence dans les situations ou l'instauration d’un degré satisfaisant de concurrence
nécessite que I'entreprise historique partage I'accés a une partie de ses actifs. En un sens, du fait de leur

12
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expérience en matiere d’abus de position dominante, les organismes chargés de la concurrence sont mieux
placés pour y veiller que ne le sont les organismes sectoriels. D’'un autre point de vue, pour veiller a ce
gue tous les acteurs soient sur un pied d’égalité, il faut pouvoir traiter un volume important de données de
colts afin d'établir les modalités de l'accés et de s'assurer de leur respect. De telles fonctions
correspondent mieux aux attributions habituelles des organismes sectoriels de réglementation.

Certes, les agences de la concurrence comme les organismes sectoriels de réglementation
devraient sans doute étre en mesure de recruter les experts nécessaires, mais les différences qui les
séparent en matiére d’expérience et de culture institutionnelle ne peuvent pas étre effacées aussi
rapidement et aussi aisément. De surcroit, a vouloir modifier ou mélanger des cultures institutionnelles, on
risque fort de compromettre la capacité d’exercer les fonctions centrales. Cing aspects de I'expérience de
la culture institutionnelle apparaissent particulierement importants. Premiérement, les organismes
sectoriels de réglementation sont souvent chargés d’atténuer les effets du pouvoir de marché, alors que les
autorités de la concurrence s’efforcent essentiellement de réduire celui-ci. Il en résulte en général des
points de vue tres différents sur la possibilité de gérer le pouvoir de marché dans l'intérét général.
Deuxiemement, les organismes sectoriels de réglementation imposent généralement diverses normes de
comportement et en surveillent le respect, alors que les agences de la concurrence sont plus susceptibles
d’opter pour des remédes structurels. Troisiemement, les organismes sectoriels appliquent généralement
une démarche prescriptivax ante tandis que les autorités de la concurrence - a I'exception notable de
I'examen des fusions - optent pour une mise en applicatipost. Quatriéemement, en régle générale, les
organismes sectoriels interviennent plus souvent et exigent un flux continu d’informations de la part des
entités réglementées, tandis que les autorités de la concurrence travaillent davantage a partir des plaintes
recues et ne réunissent des informations que lorsque c’est nécessaire pour une mesure d’exécution
éventuelle. Enfin, les organismes sectoriels de réglementation se voient généralement assigner un éventail
d’objectifs plus large que les autorités de la concurrence, de sorte gu'ils finissent par devenir beaucoup
plus compétents en matiere d’arbitrages délicats.

Si la protection de la concurrence est dévolue aux seules autorités de la concurrence et que la
réglementation économique est réservée aux organismes sectoriels de réglementation, comme il parait
souhaitable au vu des avantages comparatifs statiques, d’'importantes synergies peuvent étre perdues. Il
existe des synergies entre la protection de la concurrence et la réglementation économique, de méme
gu’entre ces deux fonctions et la réglementation de I'accés. En effet, dans un certain nombre de problémes
voisins, le méme type de compétences peut s’appliquer, et le regroupement de plusieurs instruments
d’action au sein d’'un méme organisme accroit les chances que ces instruments soient toujours utilisés de
maniére cohérente plutdt que dans des directions contraires, comme c’est parfois le cas.

» Outre l'avantage comparatif statigue et les synergies escomptées, il faut tenir compte d'une
perspective dynamique. Lorsque l'on peut prévoir que la réglementation économique et la
réglementation de l'accés ne seront nécessaires que temporairement et que la principale tache
consiste surtout a instaurer la concurrence, il peut étre judicieux de confier la réglementation de
'acces et la réglementation économique a l'organisme généraliste chargé de la concurrence. A
I'inverse, si I'on anticipe que la réglementation économique et celle de I'accés seront nécessaires de
manieére permanente, comme c’est le cas des monopoles naturels basés sur des réseaux de
transmission et de distribution, il peut étre plus avisé de confier ces tadches a des organismes
sectoriels de réglementation. Dans un cas comme dans l'autre, la protection de la concurrence doit
étre dévolue a I'organisme généraliste chargé de la concurrence.
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Lorsque l'on peut considérer que I'objectif principal est de faciliter la transition vers une
concurrence accrue, les autorités de la concurrence doivent jouir de certains atouts par rapport aux
organismes sectoriels de réglementation. En particulier, les autorités chargées de la concurrence doivent
étre :

1. plus soucieuses d’efficience économique statique et dynamique, principale motivation pour
instaurer la concurrence ;

2. plus convaincues des importants bienfaits que peut apporter la concurrence, et déterminées a en
apporter la preuve dans un maximum de secteurs :

3. plus accoutumées aux caractéristiques qui font qu’'un marché est concurrentiel, et aux facteurs
gui peuvent mettre en péril cette concurrence ;

4. plus susceptibles de recourir a des instruments structurels, probablement plus indiqués pour
instaurer la concurrence que I'application d’un ensemble de régles de conduite ;

5. plus désireuses d’alléger les réglementations d’accés et d’ordre économique a mesure que la
concurrence se raffermit sur ses bases (la part des ressources consacrées a ce type de
réglementation dans un secteur donné doit étre inférieure chez un organisme chargé de la
concurrence a ce qu'elle peut étre chez un régulateur sectoriel) ;

6. plus a méme de convaincre le secteur privé (c’est-a-dire les investisseurs potentiels) de la
détermination des pouvoirs publics a amener cette transition.

L’organisme chargé de la concurrence est susceptible d’étre considérablement mieux armé en
matiére de protection de la concurrence, particulierement pour conduire les enquétes et les poursuites en
cas de conduite anti-concurrentielle - ententes, notamment - et examiner les fusions. Ces fonctions seront
probablement toujours confiées a celui-ci.

« Dans la division des taches entre I'organisme chargé de la concurrence et les régulateurs sectoriels,
il faut également tenir compte des risques respectifs de “ capture” des deux types d’organismes et des
inconvénients qui peuvent survenir si I'on soumet des entreprises a différentes réglementations
sectorielles.

Les organismes généralistes couvrant I'ensemble de I'économie présentent moins de risques de
"capture” par de puissantes entités de réglementation que les organismes sectoriels. De méme, le recours a
un organisme unique permet d'éviter les distorsions de la concurrence qui risquent d'apparaitre si la
réglementation est confiée a plusieurs organismes sectoriels de réglementation, et simplifie I'application
de la réglementation : un ensemble de régimes réglementaires sectoriels entraine en effet la nécessité de
délimiter les domaines de compétence entre les différents régulateurs, ce qui entraine des frais judiciaires,
des retards et des incertitudes. Aucun de ces inconvénients n’existe si la réglementation est dévolue a une
autorité générale de la concurrence ou a un régulateur multisectoriel.

» Lorsque la protection de la concurrence ainsi que la réglementation en matiere d’acces et la
réglementation économique sont exercées par des entités séparées, la coopération et la coordination
sont absolument indispensables pour éviter que I'application des deux séries de mesures ne soit
incohérente et ne décourage l'investissement.
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Les contributions des pays ont mis en évidence des moyens trés divers d’y parvenir, depuis la
coopération informelle, jusqu’au droit de formuler des avis en passant par des consultations Iégalement
requises. Si la coopération informelle ne fonctionne pas particulierement bien, il peut étre judicieux de
réserver certaines fonctions a l'autorité de la concurrence, notamment lorsqu’il s'agit de définir les
marchés ou de déterminer si une société détient ou non une position de force sur le marché. Une autre
solution consisterait & accorder un droit de regard a I'organisme chargé de la concurrence.

« |l est également indispensable de forger des liens de coopération formels et informels entre l'autorité
de la concurrence et les régulateurs sectoriels.

Les liens de coopération sont nécessaires non seulement pour éviter le double emploi des
ressources, mais aussi pour faire en sorte que les organismes de réglementation technigue tiennent diment
compte des maniéres dont I'adoption et I'application des normes technigues peuvent servir a fausser ou
restreindre la concurrence.

« Dés lors qu'une réglementation économique est localisée a I'extérieur de l'autorité chargée de la
concurrence, celle-ci devrait participer étroitement & des réexamens périodiques en vue de déterminer
si cette réglementation est justifiée par la persistance d’un pouvoir de marché.

Les organismes de la concurrence devraient étre mieux placés que les organismes de
réglementation pour trancher cette question et seraient sans doute moins intéressés personnellement a
maintenir une réglementation économique sans justification. Par conséquent, ils devraient jouer un rble
important dans I'administration des reglements a validité temporaire. Il est intéressant de noter que dans
un petit nombre de pays, les organismes de réglementation sont tenus statutairement de s’abstenir de
réglementer dés lors qu’'un secteur est suffisamment concurrentiel, et que les autorités chargées de la
concurrence interviennent pour déterminer si ce seuil a été atteint.
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BACKGROUND NOTE

1 Introduction/Context, i.e. ongoing regulatory reform

A large and growing number of OECD members are undertaking major reforms aimed at
narrowing the scope of regulation and ensuring that regulations better serve public interests. These
reforms have been particularly concentrated in the following industries: communications, electricity,
natural gas, water/sewerage, transportation, financial services, professional services and agriculture.
Although there are important differences across countries and industries, the reforms have generally
included market opening privatisation, rethinking universal service obligations, and liberalising
restrictions on entry, prices and normal business practices.' One of the principal objectives behind the
reforms has been to broaden the scope for private markets to allocate resources thereby improving general
economic efficiency. Given this thrust, it is not surprising that competition agencies are vitally interested
in and affected by the reforms.

In many Member countries regulatory reform has induced important debates about the degree to
which sectors being opened up to greater competition should also be subject to general competition laws
enforced by the same competition agency responsible for protecting competition in other sectors of the
economy. In practice, regulatory reform has rarely consisted simply of abolishing regulations and leaving
everything up to market forces operating within general framework competition law. In a great number
of situations policy makers have adopted the view that competition must be fostered by a new kind of
regulation which may or may not be intended to be strictly transitory.”> There are many examples of new
or existing regulators being given mandates to promote competition and even being charged with
formulating and, or applying general or customised competition “laws” (“rules” might be more
appropriate in this context) in various sectors. In a considerably smaller number of countries, competition
agencies (references to “competition agency” or “competition authority” apply to the national level
competition office) have been assigned tasks that had previously been performed by government
departments (acting as owners) or by sector-specific or general regulators. Whatever the current division
of labour between competition agencies and regulators, there are very few countries where it can be
regarded as finally settled, especially since the transition to greater competition is far from complete.

This paper explores the factors that government decision-makers should take into account when
deciding the appropriate division of tasks between competition agencies and regulators in sectors being
opened to greater competition. Included within this question is an important assumption. We are taking
competition agencies and regulators essentially as we find them today. We will not deal with how both
might evolve in the long run depending on the tasks they are assigned and any appropriate changes that
legislators might eventually wish to make in their overall mission statements, powers and structures.
Given a sufficiently long time and a growing similarity in functions, competition agencies and regulators
could presumably converge so much that it would make little sense to discuss an optimal division of
labour between them (perhaps the only immutable might be that the competition agencies would remain
practically economy-wide in coverage, while regulators would continue to focus on one or a small set of
sectors). To make things more concrete, this paper assumes one is dealing with two possible prototype
agencies:
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— competition agencies - practically economy-wide in coverage, these agencies administer
framework laws primarily intended to protect consumer interests by prohibiting firms from
reducing competition through colluding or merging with their rivals, or seeking to eliminate
competitors by means other than offering superior products to consumers; and

— regulators - these cover one or asmall number of sectors where the government believes the
public interest would not be adequately advanced merely by relying on private markets
supervised by a competition agency, and decides therefore to empower an individua or
ingtitution to directly specify acceptable technologies, marketing methods and/or prices
charged.

To better address what seem to be the most difficult issues, we will concentrate on what are
often described as network infrastructure industries, i.e. the telecommunications, electricity, natural gas,
railways and water/sewerage industries.  Such industries have commonly been subject to government
ownership or regulation and have a number of features which make regulatory reform especially
attractive, difficult and interesting to competition authorities.’

Despite this paper’s concentration on network infrastructure industries it should be noted that
important regulatory reforms are underway in some other economic sectors and competition agencies have
played a significant role in that process. In particular, they have been instrumental in drawing attention to
how regulation has unnecessarily restricted competition and how part of the solution to this problem may
lie in withdrawing exemptions from the application of the general competition law. For example, some
countries have removed such exemptions applying to the financial services sector and others have taken
steps to rationalise regulation so as to permit greater competition among banks, insurance companies,
pension funds and mutual funds. In some sectors of the economy, regulation has even condoned or
expressly provided for anticompetitive behaviour. In professional services, for instance, there have been
cases where regulation has been used to set common fees and to prohibit advertising prices. The links
between such practices and advancing consumer interests in higher quality services seems to be very weak
or non-existent. The air and road transport industries and agricultural sectors can also be cited to
illustrate how overly broad regulation significantly harms consumer interests without apparently offering
sufficient off-setting improvements in safety or reduction in environmental daimage.

Before turning to the principle issues of this paper, we will briefly enumerate the general forces
driving market opening regulatory reform in order to better appreciate what the reform is supposed to
achieve. The paper then proceeds to identify what may generally be required to introduce greater
competition into a network infrastructure industry that was previously government owned or closely
regulated. In the course of doing that, we will indicate which of the necessary tasks could probably best
be addressed through direct government action. That will still leave an important set of tasks which
should probably be undertaken by either a competition agency or a regulator. The rest of the paper
focuses on the considerations that will probably influence how that subset of tasks will be apportioned.

2. Forces Driving Regulatory Reform

There are at least five reasons why a trend has developed in favour of regulatory reform
(including market opening privatisation) in network infrastructure industries. The first and most
important is a growing appreciation that significant efficiency gains can be realised by giving greater play
to market forces through relaxing governmental restraints on technology choice and on new entry or new
forms of competitiori. Regulators simply lack the information and incentives to encourage the use of best
available technologies and the discovery of improved technologiéstse, regulators might even end up
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regulating more in the interest of some or all of the regulated firms than for the welfare of the public they
are ostensibly mandated to protect.” Finally, regulators may often have difficulty making the kind of
credible long term policy commitments required to minimise costs of capital in regulated industries.’

Alongside the growing recognition that regulation can reduce economic efficiency, there is an
accompanying realisation that in many network infrastructure industries, technological change has atered
the natural monopoly aspect of the network (e.g. the local loop in telecommunications). Moreover, once
the possibility of “regulatory failure” is admitted, economies of scope might seem less important. For
example, in electricity generation, economies of scope obtained through combining electricity generation
and distribution and subjecting both to regulation, may be less important than the efficiency gains that
could be obtained by splitting generation from distribution and relying on competition instead of
regulation in the generating sector.

A third reason for the trend towards regulatory reform is growing resistance on the part of
business to pay rising compliance costs. This is closely related to a fourth source of pressure for
regulatory reform which is rooted in growing globalisation.

There is yet one more source of pressure for regulatory reform, at least in the sense of moving
away from sector-specific regulation. Markets composed of a number of substitute products could extend
across two or more regulated industries thus creating a potential for competitive distortions arising from
different sectoral regulation. This problem is now being aggravated by a growing tendency for the same
company to be involved in more than one regulated sector. Telecoms companies, cable TV firms and
internet service providers are increasingly engaged, or often would like to be, in offering services
extending across the three areas. Similarly, electricity and natural gas suppliers would like to enter each
others’ businesses or at least parts of them (e.g. metering), and there is increasing competition among
various portions of the financial sector (e.g. long term savings products provided by insurance companies,
pension funds, and mutual funds). Sector-specific regulators have sometimes resisted such tendencies, or
have found it far from easy to assure level playing fields for competitors subject to different regulatory
regimes. We will have more to say about these important issues later in th& paper.

Before leaving this section it is well to note that the OECD has recently urged its Members to
adopt market opening and competition enhancing regulatory reform, and to reinforce this with wider,
more effective application of competition ldfv.

3. Introducing greater competition to network infrastructure industries - what should be
done by either competition agenciesor regulators

The steps required to foster competition in a network infrastructure industry clearly depend on
the starting point. To ensure nothing is omitted, we will assume reform begins with a vertically integrated
firm enjoying a government mandated monopoly position and obligated to supply a certain bundle of
services at below cost prices to some of its customers (i.e. it is subject to a universal service obligation).
Some of these tasks are better performed outside either competition agencies or regulators and this clearly
includes the very first step of removing legal barriers to entry. It also extends to the following important
tasks:

1. where the incumbent is publicly owned, taking steps to assure new entrants that it will

operate as a commercial entity and in particular will not benefit from having its deficits
automatically and continually underwritten by the government;
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2. abolishing any favoured access the incumbent may enjoy to government controlled or owned
scarce inputs such as radio spectrum, and ensuring that such resources will eventually be
alocated to the producers who can make most efficient use of them;

3. making any vertical and horizontal splits deemed advisable to help deal with situations
where the incumbent owns “essential facilities” which new entrants require to compete but
cannot economically duplicatg;

4. dealing with stranded costs and abandoning or restructuring universal service obligations so
that incumbents do not lose business to less efficient new erfrants:

5. taking measures to offset artificial incumbent advantages (other than those linked to
ownership of crucial inputs).

Although these five functions are not particularly suited for performance by a competition
authority or a regulator, they would certainly be handled more effectively if the government sought the
advice of such bodies.

There appear to be five competition enhancing tasks left that could be assigned to either the
competition agency, a regulator or both:

1. ensuring non-discriminatory access to necessary inputs, especially “essential facility”
networks;

2. controlling other anticompetitive behaviour and reviewing mergers;

3. “technical regulation”, i.e. setting or continuing to apply standards so as to assure
compatibility and to address privacy, safety, and environmental protection concerns;

4. “economic regulation”, i.e. adopting measures to control monopoly pricing and otherwise to
assure appropriate levels of consumer protection; and

5. periodically reassessing the scope and degree of remaining market power in markets where
competition is being introduced in order to recommend whether such power justifies
continuation of any sector-specific competition law or regulations (other than technical
regulation).

The reason technical and economic regulation are included here, despite not being strictly tied to
introducing greater competition, is that their proper performance might be critical for building and
maintaining public support for continued greater reliance on competitive markets. Not everyone would
agree however to this being said about economic regulation. The supposed need to control “monopoly”
pricing has been challenged in at least one OECD Member, i.e. New Zealand. Its system, which we will
refer to as “light-handed” regulation, is described and briefly commented on in the Appendix to this paper.
Much of what follows does not apply to a country which renounces institutionalised control of pricing of
network services. Moreover, the paper’s references to “economic regulation” are intended to refer to
something a good deal more interventionist than light-handed regulation.
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4, Apportionment of competition enhancing tasks between a country’s general competition
agency and one or more regulators

Having identified the competition enhancing tasks that would likely be assigned to either the
competition agency or one or more regulators, we now proceed to outline how such an apportionment
might typically unfold paying particular attention to important synergy issues. Although the “story” is
developed with reference to opening an infrastructure industry to greater competition, it will eventually
lead to generalisations that probably extend to competition enhancement in other regulated industries as
well.

When greater competition is being introduced into a network infrastructure industry, policy
makers may sometimes begin with a relatively simple scenario, i.e. there exists a general competition
agency but no sector-specific or general regulator. In such a situation, assuming a country’s competition
statute contains appropriately strong prohibitions governing abuse of dominance and anticompetitive
agreements, the competition agency could end up being assigned the bulk of the work associated with
three of the five competition enhancing tasks previously identffidthe competition authority may have
valuable expertise and experience, gained primarily in abuse of dominance cases, that it could apply to
prevent incumbents from using control of bottleneck networks to block or disadvantage rivals. The same
is broadly true of controlling other anticompetitive behaviour and reviewing mergers. The government
might also decide that the competition agency is uniquely well placed to periodically review remaining
market power in the sector being opened up. How things actually turn out, however, will probably depend
a lot on how technical and economic regulation are organised.

Technical regulation presents a quite different set of tasks than those involved in ensuring non-
discriminatory access, controlling other anticompetitive behaviour and reviewing mergers, or assessing
the degree of remaining market power. As such it does not match particularly well with the kind of work
that competition agencies might typically do, although there is some overlap as concerns possible
anticompetitive effects flowing from setting and enforcing standard® properly execute the technical
regulation function, a competition agency would have to acquire a considerable humber of new staff, the
bulk of whom would probably have training in engineering, rather than the law and economics
backgrounds more common among competition agency professional staff. Giving technical regulation to
a competition agency could risk diverting too much top management attention away from what should be
its main line of work as well as altering the agency’s general cdfture.

If a technical regulator exists or will be set up outside the competition agency, consideration
should probably be given to possible synergies available through combining technical and economic
regulation. The most obvious one revolves around detailed familiarity with the industry. This may not
prove to be as important as might be expected since technical regulators tend to approach the industry
from an engineering perspective and economic regulators from an accounting viewpoint. Be that as it
may, there are sufficient synergies between technical and economic regulation that the latter should
probably not be organised as a stand-alone function. Before deciding, however, to combine technical and
economic regulation, consideration should also be paid to the possible gains that could be obtained by
instead locating economic regulation within the competition agency.

There are several advantages to locating economic regulation within a competition agency rather
than a sector-specific technical regulator and all emanate from the non-sector-specific nature of the
former. They are: less chance of “capture”; less resistance to eventually losing a function (at least some
of the economic regulation should be temporary); no danger of introducing jurisdictional uncertainty; and,
assuming all economic regulators are included, a greater chance of formulating regulations which are the
same for all competitors in the market.
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There are also, however, two drawbacks to locating economic regulation within a competition
office. First, price setting tends to run against most competition agencies’ natural desire to leave that
function as much as possible to private marReecond, economic regulation would involve the agency
in decisions having very important distributional as well as efficiency implications. As such, it is
inherently more political than might be considered optimal for a body that in its general enforcement
functions wants and needs to be regarded as an impartial overseer intent on advancing general public
welfare rather than dividing a pie among competing interests.

In dwelling on whether economic regulation should be organised within a competition agency,
or combined with technical regulation, we have so far ignored an important third option. The government
might also consider giving economic regulators shared or exclusive power to formulate and enforce
competition “law” in their sector, i.e. the tasks of assuring non-discriminatory access to essential networks
plus controlling other forms of anticompetitive conduct and reviewing mefgers.

Where a network infrastructure industry is being opened to greater competition and will be
subject to an economic regulator located outside the competition agency, such a regulator will usually be
asked to play some role in advancing the transition to greater competition and that could well include
some competition law enforcement power. This has certainly been the case in the United Kingdom where
concurrent powers to enforce some parts of the country’s competition law have already been given to
various network infrastructure industry regulators and where concurrency is expected to continue in a
reinforced competition statute now before Parliament.

Concurrency in enforcing the general competition law might not be all economic regulators
should have in the way of competition policy functions. Most competition laws are designed principally
to protect rather than promote competition.In addition, former monopolists will probably enjoy
significant advantages over incumbents in network infrastructure indudtri8snging these two points
together, the case can be made that special competition provisions are needed for network infrastructure
industries being opened to greater competition. For example, the United Kingdom’s Office of
Telecommunications (Oftel) has stated:

“Inherent characteristics of electronic media and communications mean that some market
failures are endemic - i.e. a competitive market would not redress these failures. Such failures
are not necessarily the result of firms’abusive behaviour and are therefore not caught by the
prohibitions in the Competition Bill. They arise out of the nature of the industries in question.
Accordingly, specific rules are required to cover particular bottlenecks, notably call terminations
on telephony networks and access control systems on all electronic networks.

Suchex ante rules are required for those who act as “gatekeepers” but escape the legal/economic
definition of dominance (although they have the clear poteaotiad@come dominant). Control of
access gateways can distort downstream markets. If such distortion occurs it would be
extremely difficult to redress after the event. In order to prevent such distasxiante rules

should apply where the consumer, or other end-user of services, faces significant switching costs
in moving to another supplier or service.”

In the same document, Oftel also identified a number of “Transitional rules for ex-monopolists”,
including rules for dealing with interconnection issues:

These special rules are required for a limited period to establish conditions for competitors to

enter, develop and stay in the market. Competition law, with its emphasis on waiting until an
abuse has occurred and focusing remedies on individual abuses, is inappropriate to deal with the
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long-term and widespread advantages enjoyed by historically incumbent firms. As markets
become more competitive, regulation through these specia rules should wither away in favour
of the exercise of powers defined under the Competition Bill.”

Finaly Oftel elaborated some “Rules to deal with joint dominance, to the extent that these are
not effectively dealt with under general competition law”. The concern here was to prevent conscious
parallelism which could flourish in oligopolistic market structures protected by high barriers to entry but
which is not usually prohibited by competition law since there is no agreement between firms.

Whether or not supplementary competition provisions are in fact necessary, a combination of
economic regulation and competition law enforcement might appear to be a good use of existing expertise
and could lower compliance costs for subject firms. In addition it should eliminate the possibility of
inconsistent application of competition and regulatory policies, thereby lowering the cost of capital for
regulated firm$. Finally, as Oftel's former Director General has pointed out, combining those functions
could also facilitate applying a changing optimal blend of competition law and regulatory approaches:

“By allowing Oftel and the other sectoral regulators to choose the most appropriate regime
[under regulatory statute or competition law] to tackle a particular problem, the [proposed
Competition Bill] will ensure that decisions under the two regimes are consistent, not
contradictory.

If regulators lost these concurrent powers, they would have to rely only on the regulatory rules in
licences to deal with problems in the industries they regulate.

The inevitable result is that regulators would cling on to detailed, over-intrusive rules for too
long, with serious implications for innovation and competition. And the regulated companies
could then face real double jeopardy: sectoral regulators investigating a particular activity using
their sectoral licence enforcement powers, while the Office of Fair Trading investigates the same
behaviour under general competition law.

It is important to recognise that, as competitive pressures begin to make themselves felt in some
of the privatised industries, the role of sectoral regulators is increasingly that of a specialist
competition authority. To deny them the most effective tools we have to deal with anti-
competitive behaviour would merely perpetuate old-style monopoly regul&tion.”

On closer examination, it turns out that the case for giving economic regulators power to enforce
general or sector-specific competition law is not equally strong for the two functions we have been
lumping together inside the rubric of competition law. To begin with, the fact that most competition laws
are more suited for protecting rather than promoting competition is much more relevant to problems of
incumbents discriminating in providing access to essential networks than it is to controlling other
anticompetitive behaviour and reviewing mergers. In addition, detecting and prosecuting horizontal
agreements, appreciating and balancing the “pro” and anticompetitive effects of vertical agreements, and
prospectively determining whether a merger will create or enhance the ability to collude or to unilaterally
exercise market power, are all matters making heavy use of the specific types of expertise that competition
agencies have a strong comparative advantage in developing and afiplyBejore an economic
regulator is given a lead role in enforcing laws on anticompetitive agreements or in reviewing mergers,
careful thought should be devoted to ensuring the regulator will tap and give proper weight to the
competition agency’s expertise in these domains. The alternative of separately developing such expertise
within one or more sector-specific agencies not only involves unnecessary duplication of resources, it
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might also impose needless delays and uncertainties greatly inhibiting the transition to increased
competition.

The reasons developed above for combining economic regulation and competition law
enforcement would apply equally well to combining these functions within either an economic regulator
or the competition agency. In any case, the reasons reviewed plus a desire to reduce an economic
regulator's presumed reluctance to phase out its main task as greater competition is introduced, may
explain why there are an increasing number of such economic regulation/competition law combinations
being tried in OECD Membefs. Most appear to be in the direction of combining the functions within
sector-specific regulatof$. Evaluating that trend requires widening the scope beyond possible resource
synergies to consider significant differences in how competition agencies and economic regulators
exercise their principal mandates - the topic of the next section.

In discussing the wisdom of combining competition policy and economic regulation and the
related question of how this should be done, we should not ignore another possible option - give
competition policy to the general competition agency and economic regulation to one or more regulators.
Although sacrificing possible synergies and requiring measures to ensure firms are not subjected to
inconsistent demands, such a division of labour would ensure that both policies are administered by
agencies thoroughly understanding them and having cultures suited to their implementation.

5. Competition agencies and regulator s - compared and contrasted

Some readers might question the relevance of considering how the two types of agencies
conduct their principal mandates. Should it not be possible to organise one or more regulatory divisions
within a competition office, or a competition division within a regulator, then mandate and staff the
division so as to achieve much the same performance as if the division were in fact a separate
organisation? In theory this certainly can be done, but in practice competition or regulatory divisions will
be significantly influenced by the outlook, expertise and experience of the persons they report to and work
with. Moreover, there are good reasons to expect that the institutional cultures of competition agencies
and regulators could differ in ways that might affect their effectiveness in using each other’s policies to
speed the transition towards greater competition.

The comparison to follow is somewhat simplified in that the hypothetical regulator is assumed to
be industry specific rather than general, cross-sectoral in nature - more will be said later about the possible
advantages/disadvantages of a sector-specific versus general regulatory body. Our comparison, with one
exception coming at the end, has a general validity extending beyond policies applied to network
infrastructure industries.

51 Goal g/objectives

Both competition agencies and regulators usually share a concern for economic efficiency.
Their empowering statutes and administrative practices usually differ though on the weight that must be
assigned to this objective and the number and diversity of other objectives which must be considered.
Many competition agencies generally concentrate on the economic efficiency objective and give it clear
primacy over objectives like ensuring small businesses have “fair” access to markets, or contributing to
balanced regional developméht.
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Regulatory agencies on the other hand usually are assigned or adopt a much wider set of policy
concerns rooted in distributional issues or a desire to correct for various market failures (besides the
existence of market power). Indeed, sometimes these other concerns might even lead regulators to tolerate
or encourage anticompetitive market structures as where cross-subsidies are believed necessary to ensure
universal service obligations are met.”

In the course of elucidating some general principles applying to the process of opening a heavily
regulated industry to market forces, a senior antitrust official had this to say about the goals issue:

“...regulatory bodies may have non-competition policy goals that warrant consideration in the
transition to a competitive environment. In some regulated industries, for example, universal
lifeline service at low cost is an important public policy goal. Another important policy goal in
the electric power industry is environmental protection. Antitrust policy does not incorporate
these goals. Some continuing regulation or other special provisions may be necessary to be
certain that those policy goals are fully taken into account. Antitrust enforcement seeks to
prevent co-ordinated private firm decisions that can lead to anticompetitive behaviour while
distinguishing behaviour that promotes legitimate goals without harming competition.”

52 Basic method or approach

Most competition agencies see their primary job as enforcing a set of economy wide prohibitions
that, together with other framework laws of general application, constitute a type of market constitution.
The prohibitions set important boundaries and are designed to deter firms from suppressing competition
either by colluding with rivals or eliminating or disadvantaging them by means which are at odds with
long term consumer welfare. The underlying assumption behind competition law enforcement is that,
absent important externalities, healthy competition can ensure maximum consumer welfare.

Sector-specific regulation in contrast is generally adopted in situations where direct government
intervention is deemed to be required because markets are either inherently imperfect or will not produce
a desirable distribution of benefits. It follows that regulation usually seeks not so much to change or fine-
tune market incentives, as to replace them with direct control. The difference has been well expressed as
follows:*

“In general, competition law seeks to safeguard the operation of market forces, by preventing or
providing remedies for specific behaviour that can impede such forces. Moreover, intervention
is focused on the maintenance of competition as a procaser than on the survival of
individual competitors. In contrast, regulation even where it does not actively seek to suppress
competition, often serves as a substitute for market forces, in that it involves stipulating a fairly
complete set of prices and accompanying commitments regarding supply and quality of service.”

There is a danger that this difference can be overplayed. Commentators have noted that there
are several important grey areas where competition agencies may share aspects of the regulatory mode
particularly when they:

1. adopt self-binding guidelines which function much like regulatidns;

2. supervise access to certain essential or bottleneck facilities;
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3. monitor and in some cases set prices found to be so high or low that they constitute an abuse
of dominance:® and

4. resort to negotiated consent agreements or issue advisory opinions.®

53 Timing (ex ante vs. ex post), frequency of intervention, and information available

Competition policy is chiefly ex post (merger review excepted) whereas regulation is primarily
ex ante and continuous. When regulation is applied there will typically be a pre-supposition that market
forces cannot be relied on to produce a satisfactory outcome and this cannot be rectified merely by trying
to change firms’ incentives. In such situations, firms may be better served tlwoagte instructions
rather than by being surprised with unexpected requirements once sunk cost investments have been made.
Consumers should also benefit if consequent lower costs of capital are passed on in the form of reduced
prices or better products.

Instead of being involved in monitoring firms on a continuous basis, competition offices usually
begin to acquire information only when they receive a complaint or otherwise believe that the competition
law has been broken or a merger requires review. In contrast, because they are seeking to change
behaviour without altering market based incentives, regulators have little choice but to continually
monitor regulated firms.

The type of information required is also different. Regulators need much more in the way of
accounting information than is usually required in competition cas&egulators may also need the
power to specify accounting systems to ensure they have relevant, understandable information, especially
if they wish to engage in comparison, or “yardstick” regulation.

In addition, with their wider set of objectives, regulators will typically need a greater variety of
information than competition agencies. This is especially true in connection with ensuring that universal
service obligations are met and safety and environmental protection rules followed.

54 Preference for structural versus behavioural remedies

Given the above noted differences in basic approach, timing and frequency of intervention, plus
information likely to be available, it should come as no surprise that competition agencies and regulators
display important differences in their use of structural as opposed to behaviour remedies. Generally
speaking, regulators are much more confident that they can alter behaviour despite leaving incentives
unchanged, and in any case, they are certainly in a better position to undertake the continuous close
monitoring required of such an interventionist approach. They might also be less concerned about the
propensity of rules to unnecessarily impinge on market conduct. A basic difference in preferred remedies
appears to persist even when a regulator exercises significant competition powers as is the case with the
United States Federal Energy Regulatory Commission (FERC).

A senior United States antitrust official has recently offered this advice to FERC:
“While | recognise, of course, that the Commission is a regulatory agency, and that the electric
power industry has long been highly regulated, restructuring obviously is intended to move away

from that paradigm. We at the Department hope and expect that market forces will become the
primary determinants of wholesale electric power rates. And, in that context, mergers that
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substantially lessen competition should be allowed to proceed only if a court-imposed consent
decree, or set of Commission-imposed merger conditions, offers a permanent, preferably
structural remedy for the anticompetitive effects of the merger. More specifically, | would urge
the Commission to reject rate freezes or rate roll-backs as conditions for approval of mergers
creating structural competitive problems in generation. Such remedies typically are short-term,
and do not in any way address the real competitive effects of the merger. Even in the short term,
there will often be reason to doubt that the frozen rates would be as low as competitive rates.

Finally, based on a century of experience, | would further emphasise that the Department is also
highly sceptical of any relief that requires judges or regulators to take on the role of constantly
policing the industry. Relief generally should eliminate the incentive or the opportunity to act
anticompetitively rather than attempt to control conduct directly. We are institutionally sceptical
about code-of-conduct remedies. The costs of enforcement are high and, in our experience, the
regulatory agency often ends up playing catch-up, while the market forces move forward and the
underlying competitive problems escape real detection and remediation.” [emphasis addéd]

The energy sector is not the only one where United States competition and regulatory officials
may tend to see the same merger quite differently. A study of airline deregulation in that country noted:

“In 1986, mergers between TWA and Ozark, and between Northwest and Republic Airlines were
permitted to proceed, over the protests of the Department of Justice, by the Department of
Transportation, which had final authority over airlines mergers at that time. Ozark had
overlapping hubs at St. Louis, and Northwest and Republic Airlines had overlapping hubs at
Minneapolis-St. Paul. The merging carriers had significant feed advantages over early all other
carriers on city-pair routes out of the common hubs...[T]he results of these actual mergers
(unhappily for the public interest) confirmed the antitrust analyis.”

Moreover, the same issue of attaching different importance to getting industry structure right has
shown up in the United States railways sector where mergers are exempt from antitrust liability if the
Surface Transportation Board (STB) approves them. That has produced a significant problem in the
largest merger in US rail history, i.e. between the Union Pacific and Southern Pacific railroads:

These were two of only three major railroads in the western United states. The Antitrust
Division made a formal appearance in the STB proceeding, contending that the merger would
significantly reduce competition in many markets where the number of competing railroads
would decline from two to one or from three to two....[the Antitrust Division urged blocking the
merger but the STB instead allowed it subject to some behavioural conditions]....Within a year,
severe and persistent operating problems and capacity limitations developed on the merged
system, many of them where the Antitrust Division had pointed out the problems that would
result if parallel operations were no longer available to shippers as competitive alternatives. The
breakdown in rail service has persisted and has become a major controversy, with
shippers’groups calling for regulatory intervention.

55 I nstruments/power s (investigation, prosecution, adjudication) and expertise required
Many competition agencies are required to go to court to obtain orders or levy fines, whereas
regulators typically combine investigative, prosecutorial and adjudicative functions. In addition, even

where regulators’ decisions are subject to judicial review, their decisions are typically accorded greater
deference than rulings by competition authorities. This difference arises from the fact that competition
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agencies are charged with enforcing a law of general application, as opposed to drawing up and enforcing
industry or even firm specific rules presumably based on information and expertise extending beyond
what a court could appreciate and apply.

With their focus on regulating entry and lines of business, setting prices, ensuring appropriate
levels of product quality, and policing universal service obligations, regulators clearly require legal,
economic and accounting expertise, with the accent probably on accounting. Competition agencies also
reguire these three types of expertise, but they would have relatively less need of accounting expertise
since, except for predatory pricing cases, they are not normally involved in judging the appropriateness of
particular prices. At the same time, competition agencies will need relatively more in the way of legal and
economics skills. The former are extensively required in conducting case specific investigations and, for
many agencies, in persuading courts to take action. Economic skills are especially necessary in
undertaking market definition, determining whether a firm is dominant, and estimating the anticompetitive
potential of a particular practice or merger.

5.6 Proclivity for capture plusrights of appeal and private actions

To ensure their powers are used to advance public instead of private interests, both competition
authorities and regulators vitally require independence from the firms they oversee. Considerable care is
taken to ensure such independence, but there is reason to fear that “regulatory capture” remains a real
problem? In particular, sector-specific regulators may be more prone to capture than are general agencies
such as competition authoriti€&sCompared with sector-specific regulators, senior decision-makers at
agencies covering the whole economy are less likely to have the kind of in-depth industry specific
knowledge, contacts, and outlook that would make them particularly valuable later on as employees with
or lobbyists for those they are currently influencing. There is also the higher degree of ongoing
interdependence between regulators and regulated firms which tends to make capture a greater risk for
regulators.

With the passage of time, there is a risk that along with sharing similar information about an
industry, regulators will come to share the industry’s perspective. This could include its fear of fostering
greater competition which could make it harder for regulators to run cross-subsidisation schemes, or to
promote things like environmental protection and energy securitver the long haul, these
contributions could be just as important for the regulator’'s own survival as ensuring that a large group of
poorly organised consumers enjoys reasonable service quality and prices.

There are two other aspects of “capture” which also deserve mention and apply particularly to
network infrastructure industries. Both are rooted in undue political interference with agency decision-
making. The first occurs when the political process is manipulated by special interest groups. The
second, just as dangerous, arises out of three characteristics of network infrastructure industries: huge,
mostly sunk investments; services which are regarded as public necessities; and customer lists which are
practically identical with the voter’s list. If politicians successfully pressure for post-investment changes
in the rules of the game against the interests of private investors, the long term result will be higher costs
of capital and under investment in network infrastructure industridge possibility of political capture
was mentioned here because it may be true that competition agencies and regulators are not equally prone
to yield to political pressurés.

Paradoxically, the capture possibility will be a more important factor weighing in favour of
giving the combined functions to a competition agency in situations where there is an actual as opposed to
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apotential (i.e. newly organised) economic regulator. A new regulator is obviously not yet captured and it
may never be given that it may be wound up before capturing forces have had sufficient time to work.

To some extent, the risks of regulatory capture can be reduced by full transparency in regulatory
decision-making. More effective, however, are means of involving affected third parties (consumers or
competitors) in regulatory decision-making, preferably backed up with formal rights of appeal.

In many countries, governmental enforcement of competition laws is significantly supplemented
with private actions.”” Almost by definition this cannot apply to the same degree for regulation, although
regulators often take great care to involve affected third parties in their decisions. Since the United
Kingdom regulators of network infrastructure industries already have various degrees of duties to promote
competition and are contemplating receiving concurrent powers to enforce a strengthened competition
statute, their views about third party appeals are particularly interesting. The Office of Gas Supply
(Ofgas), for example, has stated:

“Ofgas supports, in principle, the merits of permitting third party appeals to the [Monopolies and
Mergers Commission (MMC) - which plays a key role in both regulatory and competition
cases], though it may be difficult to devise a practical system without creating a right of appeal
so wide as to frustrate effective regulation.

An alternative possibility is for the Regulator to be required to consult explicitly on whether any
interested party considered that a particular proposed licence modification should be referred to
the MMC for independent scrutiny before being implemented, and to explain her reasons for
accepting or rejecting such a requést.”

Appraisal

From the above six part comparison plus some related considerations, several conclusions can be
drawn concerning the allocation of combined competition law and economic regulation functions to either
competition agencies or to regulators. These are tentative, however, because they are based much more
on logical deductions than on empirical fact. There appears to be no systematic research on the crucial
questions of (1) whether competition agencies charged with economic regulation systematically perform
that task differently than economic regulators and (2) whether economic regulators charged with
competition law enforcement systematically discharge that function differently than competition
agencies? There is, however, some important anecdotal evidence of such diffefelrcgarticular,
where regulators have been given power to review mergers there appears to have been insufficient
appreciation of the superiority of structural over behavioural remedies and, generally speaking, a tendency
to be more permissive than a competition authority would have™been.

Our first conclusions apply to sectors of industries being opened to greater competition where
the responsible agent will be expected to help introduce competition, i.e. the transition sectors. In these
sectors, it appears that competition agencies may have certain potential advantages over sector-specific
regulators because they should be more:

1. attuned to pursuing economic efficiency which is arguably the principle reason for
introducing competition;

2. convinced that competition truly will produce significant benefits, and have a greater self-
interest in demonstrating this in as many sectors as possible;
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3. familiar with what constitutes a competitive market and what threatensit; and

4. likely to rely on structural remedies which would probably prove to be a better instrument
for developing competition than dependence on a set of rules.

It is aso relevant that competition agencies stand to lose a smaller proportion of their total
resources when economic regulation is eventually eliminated in transition sectors so they should be more
willing to allow that change.

The potential advantages just mentioned would have to be weighed against a regulator’s
presumed greater willingness to design and work with systems to obtain and use sector-specific
information, and its assumed greater familiarity with making certain policy trade-offs. The significance of
this advantage will be greater the longer and more complex the transition will probably be, which in turn
depends on:

1. the importance and probable durability of economies of scale and scope which together work
to maintain the vertically integrated incumbent’s market power, and mitigate against making
simple competition enhancing structural splits; and

2. the importance of political sensitivities involved in dealing with inherited universal service
obligations and stranded costs.

Focusing now on the non-transition sectors, where economic regulation will presumably be
required for a considerable period of time, the balance may swing towards giving economic regulators the
combined functions, at least as regards ensuring non-discriminatory access to necessary inputs. This is
again due to the regulatory approach’s supposed informational advantages plus greater ease with applying
ex ante instruments.

Because of their apparent comparative advantage in the pertinent domains, competition agencies
should retain exclusive jurisdiction, even in non-transition sectors, over enforcing competition law
prohibitions of anticompetitive agreements and conducting merger reviews. As a second best alternative,
competition agencies should retain concurrent powers in those domains. This is advisable in order to
facilitate and encourage information exchange between the agencies in domains that heavily depend on
the particular kinds of investigative, prosecutorial and economic expertise highly concentrated in
competition agencies. This applies with still greater force if, as may well be desirable, the regulators will
be charged with enforcing exactly the same competition law as applies to the rest of the economy.

It almost goes without saying that whatever combination is chosen for economic regulation and
competition law enforcement, it is essential that formal and informal co-operation links be forged between
the technical regulator and the other relevant institution(s). These are needed not just to avoid resource
duplication, but also to ensure that technical regulators take proper account of the ways in which the
adoption and enforcement of technical standards can be used to distort or restrict competition.

Whenever the decision is made to locate economic regulation, with or without competition law
enforcement functions, outside the competition agency, it would seem wise to give that agency extensive,
perhaps even veto power in any periodic reviews of whether economic regulation is justified by continued
market power. Competition agencies should be better placed than regulators to decide this question and in
addition, under the assumed circumstances, they will have a lesser self-interest in unnecessarily
continuing such regulation. As an alternative or in addition to such sunsetting provisions, regulators could
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be statutorily required to forbear regulating once a sector is sufficiently competitive.”® Once again, it
would be a good ideato involve the competition agency in the application of such forbearance rules.

What we have concluded about transition and non-transition sectors agrees with the seeming
good sense of awarding combined functions to the agency whose natural policy approach is more
appropriate for the principal function to be performed. In transition portions of industries being opened to
greater competition, the most important task would usually be to ensure that a transition to competitive
markets actually takes place. Closely connected to that, and just as critical, will be the need to persuade
the private sector that the government is committed to making the transition. Both these needs are
probably better addressed by putting a competition agency in charge of the combined functions. On the
other hand, in the non-transition sectors, the most important task might well be continuing economic
regulation. In those sectors, unless the conditions are propitious for light-handed regulation, the combined
functions of economic regulation and ensuring non-discriminatory access to essential networks are likely
best performed by an agency steeped in using a regulatory approach. As for controlling other
anticompetitive conduct and undertaking merger review, these functions should be performed in a way
that makes proper use of the competition agency’s strong expertise in these areas, preferably reinforced by
giving concurrent jurisdiction to that agency.

There is one advantage that competition agencies probably enjoy over regulators that was not
referred to above - their supposed tendency to be more resistant to capture. The significance of this
advantage depends on two questions: how long will the distinction persist if the competition agency takes
on regulatory functions; and how much of the capture advantage could be erased by organising regulation
within general as opposed to sector-specific regulators? Answers to these questions lie beyond this paper,
but we can suggest factors to consider, in addition to the already discussed capture issue, when deciding
whether regulators should be organised as general (probably multi-divisional to better organise pertinent
sector expertise) rather than sector-specific agencies.

6. Sector-specific Versus General Regulators

Sector-specific regulation by definition creates a need to define jurisdictional boundaries, and
that in turn could produce three important problems:

1. uncertainty concerning which regulations will apply for firms operating in several distinct
markets, and even a risk that they will be subject to inconsistent regulatory demands such as
conflicting accounting requirements;

2. competitive distortions and consequent misallocation of resources caused by competing
firms being subjected to different regulatory regimes; and

3. further competitive distortions due to regulators trying to preserve their jurisdiction over
firms by restricting the businesses that regulated entities can endgage in.

The seriousness of these three problems could be significantly increased if sector-specific
regulators also acquire competition law enforcement functions and proceed to elaborate different
competition “laws” for each sectdr.

There are three important areas which illustrate the problems that sector-specific regulation can

create. The first arises in the financial sector where there is increasing competition in the long term
savings market from firms primarily based in the insurance, pensions, and securities industries. All three
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of these are often subject to separate regulation having the potential to create competitive distortions.”
Such problems could presumably be resolved or at least made more manageable by merging the sector-
specific regulators into an overarching financial sector regulator. The second involves the electricity and
natural gas industries because these are alternative competing energy sources whaose suppliers have, in
some countries, proven their ability to provide consumers with one-stop energy shopping. They have also
demonstrated their capacities to provide metering and related services in both sectors.® The third area of
particular interest, warranting some development here, is found in the converging telecommunications,
broadcasting and personal computer services sectors.”

The OECD’s Committee for Information, Computer and Communications Policy’s Working
Party on Telecommunications and Information Services Policy has recently held a Roundtable on
Communications Convergence. The Roundtable’s background paper urged rejection of asymmetric
regulation designed to help new entrants overcome incumbents’ advantages at the local loop level and
went on to comment:

“The requirement for regulatory symmetry is particularly important during convergence. This is
because part of the process of convergence is in itself a process of companies experimenting
with different infrastructure platforms, with different combinations of services and service
characteristics. Their ability to determine the most efficient platform and the best service
combination for customers can be severely constrained by existing sector definitions and
restrictions on joint-provision of services. Regulatory asymmetry tends to bias technological
choices whereas using the best technology for a given application or purpose requires
‘technological neutrality’.”

The same paper identified digital TV and the development of the Internet and Internet based
services as two areas where regulated firms are faced with unregulated or differently regulated firms. This
may not, however, create much in the way of competitive distortions, if as the background paper argues,
regulated firms can, “...[ijln many cases...[by-pass] the definitional boxes regulators have placed on
them.”™

Referring to the same converging industries, the United Kingdom’s telecommunications
regulator has commented:

“...public policy goals which require a supplier to behave in a way that is not in its commercial
interests can no longer be secured by attaching highly specific conditions to the licences of
particular suppliers - since doing so disadvantages the licensed firms relative to competitors
using alternative delivery means (and which are not constrained by similar licence conditions).
Where companies face effective competition, their inability to finance additional obligations
means that the regulator is often unable to enforce obligations prescribed in licences if the firm
in question either petitions for licence conditions to be eased or simply decides to ignore the
licence requirements. Anticipation of this result weakens the effectiveness of the obligations
even further. This is not to say that the old regime has, or will, disappear overnight. Only that it
cannot provide a long term basis for fair, consistent and effective regulation in the future.”

The OECD background paper referred to above clearly stated that the answer to the problems
faced by regulators in converging industries should not be to extend regulation to presently unregulated
sectors: Hopefully Member states will follow that advice, but if they do not, it would seem to make
sense at least to apply the same regulations to all competing firms, preferably enforced by the same
general regulator.
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Reducing the risk of capture and distorted competition are not the only reasons for possibly
preferring general over sector-specific regulators. Thereis aso the previously mentioned advantage of the
general competition agency which could just as well apply to a generalist economic regulator, i.e. a
general regulator would have a lower fraction of its resources at risk from decisions to cease economic
regulation in any one sector. Finally there could be advantages resulting from the regulator having an
economy wide perspective, and there might also be some significant resource savings and greater balance
in decision-making.”

7. Final Observations

History and inherited institutions make an enormous difference to how competition enhancing
tasks should be apportioned in specific industries as between competition agencies and regulators. In
addition, different countries will probably display different willingness to rethink existing regulatory or
competition approaches (both laws and agencies) so as to better suit them to contribute to the
liberalisation process. Degspite that, there are some generalisations that seem reasonably certain to apply
in most industries and countries:

1. it might not always be necessary to employ economic regulation to address problems arising
from alleged market power either because such power could be too transitional to be worth
worrying about or because light-handed regulation may possibly be a superior alternative;

2. technical regulation will not likely fit well within competition agencies,

3. since there are advantages in combining economic regulation with technical regulation,
economic regulation should probably not be organised as a stand alone function;

4. given what has been said about technical and economic regulation, there seem to be three
practical alternatives:

« combine technical and economic regulation in a sector specific regulator and leave
competition law enforcement entirely in the hands of the competition agency;

e organise technical regulation as a stand-alone function and include economic regulation
within the competition agency;

« combine technical and economic regulation in a sector specific regulator and give it all
or some competition law enforcement functions.

5. separating competition law enforcement from regulation means sacrificing certain synergies
and having to adopt measures ensuring firms are not subjected to inconsistent demands, but
it also ensures that both policies are administered by agencies thoroughly understanding
them and having cultures suited to their implementation;

6. if a decision is made to combine competition law enforcement and economic regulation,
serious attention should be paid to differences in how competition agencies and regulators
conduct their principal functions because this could significantly influence how they would
carry out a combined mandate;
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7.

10.

11.

in sectors expected to evolve reasonably quickly to being workably competitive (i.e.
transition sectors), assuming a decision has been made to combine economic regulation with
competition law enforcement, it would probably be better to locate these functions within
the competition agency than within a sector-specific regulator;

in non-transition sectors, if it is decided to combine economic regulation with responsibility
for ensuring non-discriminatory access to necessary inputs, this is probably better done
within aregulator than within the competition agency;

because competition agencies appear to have a comparative advantage over regulators when
it comes to enforcing prohibitions of anticompetitive behaviour and reviewing mergers, such
agencies should have exclusive jurisdiction in those domains, or at least retain concurrent
jurisdiction along with a regulator;

there seem to be good reasons for organising regul ators as general rather than sector-specific
agencies (moreover some of the difference in performance expected from competition
agencies and regulators would likely disappear if the regulator were general instead of being
sector-specific in nature); and

economic regulation, especially that being applied to markets in process of liberalisation,
should be subject to sunsetting, and should not be renewed unless the competition agency
believes that is justified by continued market power - thought should also be given to
requiring regulatory forbearance in any market which is workably competitive, and once
again the competition agency could usefully be involved in that determination.
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Appendix

BRIEF DESCRIPTION OF NEW ZEALAND’S “LIGHT-HANDED” REGULATION

One author has described the New Zealand system as having the following four components:

*

the natural monopoly and contestable elements of the incumbent firm’s business are
separated, if not under different ownership, at least by accounting “ring-fencing” for
information disclosure purposes;

a reliance is placed on general competition law, as expressed in the Commerce Act 1986,
under s.36 of which dominant firms must not (in broad terms) seek to deter or to eliminate
actual or potential competitors;

industry-specific regulations require the disclosure of information designed to make
transparent the operations of companies possessing market power; and

stronger action is threatened through the provision for the introduction of price control in
Part IV of the Commerce Act, or, more vaguely, through new forms of regulation which the
Government may introduce.

The same author immediately proceeded to comment:

The last element is important because it provides the only limit on monopoly pricing in the
regulatory regime. However, in the absence to date of any use of Part IV, the degree of restraint
imposed upon monopolists may depend upon their assessment of such factors as the political
repercussions of over-stepping the mark, where that mark might lie, and their ability to pass off
monopoly rents as rewards for superior efficieficy.

The following points should also be borne in mind regarding New Zealand’s régime:

1. when New Zealand Telecom was privatised, the government retained a “Kiwi Share”

empowering it to assure the availability of free local call options for residential users, limit
increases in line rentals to the rate of inflation (provided this did not “unreasonably
impair"Telecom’s profitability), and keep residential line rentals equal in both rural and
urban areas;

the Commerce Act’s s.36 is supplemented by the Minister of Communication also having
the power to reintroduce more intrusive regulation into telecommunications;

in addition to s.36 and Part IV, the Commerce Act prohibits anticompetitive arrangements
(sec. 27), arrangements between competitors that restrict the operation of other firms (sec.
29), horizontal price fixing (sec. 30);

the Commerce Act has no sector-specific competition rules for one or more network
infrastructure industries; and
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5. New Zealand does have what we have labelled government run or supervised “technical
regulation”, e.g. in electricity there are sector-specific standards and safety regulation, and in
telecommunications, an important role is played by the New Zealand Telecommunications
Numbering Advisory Group.

The New Zealand system is still evolving, hence difficult to assessparticular, it seems too
early to gauge the significance of the government’s threat to regulate and whether the threat will remain
credible if never even temporarily uséd.Perhaps this will prove to be a non-issue if, as some
commentators expect, various developments considerably erode any remaining natural monopoly
elements in the network infrastructure industtiest could also prove to be unimportant if the evidence
strongly suggests that the New Zealand system, despite real or imagined shortcomings, equals or
outperforms practical alternatives.
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NOTES

For a good overview of what is entailed in regulatory reform and surveys of reformsin OECD countriesin
telecommunications, financial, and professional business services plus the distribution, electricity and agro-
food sectors, readers are directed to OECD, The OECD Report on Regulatory Reform (Paris:. OECD,
1997).

For insights into this intriguing development, see Werner Sichel and Donald L. Alexander, editors,
Networks, Infrastructure, and the New Task for Regulation (Ann Arbor: The University of Michigan Press,
1996), a book focused chiefly on United States experience in the telecommunications and electricity
industries. Intheir introduction, on pages 8 and 9, the editors observe:

“One of the issues that emerges from the essays presented in this volume is that it is probably best for
policy makers to seek a balance between deregulation and regulatory oversight. The authors of this volume
are in agreement that market forces can be used to make resource allocation decisions, and that regulations
should be designed to insure that competitive forces are likely to emerge and flourish in the network-related
sectors. This, however, requires that regulators and legislators are willing to take major steps along the path
of regulatory reform and to consider alternative means to achieve social goals that have heretofore served as
the raison d'étre for extant regulatory policy. Moreover, given the rapid pace of technological advance,
policy makers must keep in mind the various ways that existing regulations have affected the evolution of
networks and enact alternative regulations that are flexible and that can accommodate, not determine, the
varied directions that technology will take in future years.

The emerging public policy theme that stems from the essays in this volume is that as technological
advances improve the efficiency of network systems and increase competition in various sectors of the
economy, the entire regulatory structure, which was designed for a different era, will have to be changed
dramatically. Fundamental changes must take place to allow the new technologies and increased
competition to provide the full benefits to consumers. This may compel us to design new and innovative
regulatory strategies that sustain the competitive process, and to abandon old regulatory strategies that
attempt to determine the outcomes in the marketplace.”

See also Michael Tyler and Susan Bednarczyk, “Regulatory institutions and processes in
telecommunications - An international study of alternatives”, Telecommunications Policy, Vol. 17
(December 1993), pp. 650-76, where it is stated (at p. 650):

“New regulatory structures have often been established where no explicit regulatory mechanism previously
existed. This may seem paradoxical in an environment that increasingly favours what is loosely called
‘deregulation’. However, governments have generally found that policies favouring increased competition

or privatisation, if they are to be fully effective, require new or significantly modified regulatory institutions

or processes. This has been the case, for example, in Argentina, Mexico, Australia and the UK.”

In addition to being built around networks illustrating significant network economies, these industries are
characterised by: high capital intensity combined with long-lived assets entailing high sunk costs;
significant economies of scale and scope; a possible need to expropriate in order to acquire necessary rights
of way; services regarded as essential or at least very important; and customer lists that are practically co-
extensive with the voter's list.
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4, For a good discussion of the competition implications of professional services regulations, see The OECD
Report on Regulatory Reform, op.cit., Volume |, chapter 3 (“Regulatory Reform and Professional Business
Services”) , pp. 117-154 (especially pp. 125-128).

5. See lbid., Volume I, chapter 5 (“Regulatory Reform and the Agro-Food Sector”), pp. 235-274 (especially
252-255); and Volume I, chapter 1 (“Economy-Wide Effects of Regulatory Reform”), pp. 23-192
(especially pp. 37-46).

6. OECD estimates of economy-wide gains from regulatory reform in five important sectors (electricity,
airlines, road transport, telecommunications and distribution) in eight countries (France, Germany, Japan,
Netherlands, Spain, Sweden, United Kingdom, and United States) range from a low of 0.9% of GDP in the
United States to 5.6% in Japan and Spain. These estimates were essentially based on assumptions that
deregulation in one country would permit it to realise improvements in productivity already achieved in
another country which had gone further down the road of regulatory reform. _See Ibid.,Volume Il, page 11.

7. For a good discussion of the economic efficiency advantages of competition over regulation, see chapter 4
of Mark Armstrong, Simon Cowan and John Vickers, Regulatory Reform: Economic Analysis and British
Experience (London: The MIT Press, 1994). For an example of how regulation may reduce innovation
(although it must be admitted that stringent regulation has sometimes fostered it), see Henry G. Grabowski,
John M. Vernon and Lacy Glenn Thomas, “Estimating the Effects of Regulation on Innovation: An
international comparative analysis of the pharmaceutical industry”, The Journal of Law and Economics,
Vol. 21, No. 1 (April 1978), pp. 133-163.

8. For a brief description of regulatory “capture”, see Oliver E. Williamson, The Mechanisms of Governance
(New York: Oxford University Press, 1996), pp. 205-207. As concerns the point that regulation can have
differential effects on competing firms and can even amount to a competitive weapon, see Ann P. Bartel
and Lacy Glenn Thomas, “Predation through regulation: the wage and profit effects of the Occupational
Safety and Health Administration and the Environmental Protection Agency”, The Journal of Law and
Economics, Vol. 30, No. 2 (October 1987), pp. 239-264; Lacy Glenn Thomas, “Regulation and firm size:
FDA impacts on innovation”, Rand Journal of Economics, Vol. 21, No. 4 (Winter 1990), pp. 497-517;
Michael Ollinger and Jorge Fernandez-Cornejo, “Regulation, Innovation, and Market Structure in the US
Pesticide Industry”, Economic Research Service, US Department of Agriculture, Agricultural Report No.
179 (1995); and Michael, Ollinger and Jorge Fernandez, “Sunk costs and regulation in the US pesticide
industry”, International Journal of Industrial Organisation, Vol. 16, No. 2 (March 1998), pp. 139-168.

9. For an explanation and some empirical demonstration of the importance of regulatory commitment to the
willingness of private investors to commit funds to regulated industries, see Brian Levy and Pablo Spiller,
“The Institutional Foundations of Regulatory Commitment: A Comparative Analysis of
Telecommunications Regulation”, Journal of Law, Economics & Organisation, Vol. 10, No. 2 (October
1994), pp. 201-246.

10. A European study noted:

“The impact of globalisation, and the sharpening of the competitive climate due to freer world trade and
investment as well as the completion of the single market, is mainly that of greater insistence and
impatience by business customers. For them, goods and services supplied by utilities are inputs. They
require these inputs to be as close as possible to “best-practice” levels in Europe, if not world-
wide....Dissatisfaction prompts businesses to shop around, if possible, and to lobby for regulatory change,
allowing more competition.”

Towards a Single Market in Utilities - Report of the CEPS Working Party on Utilities (Chairman: Jacques
Lesourne; Rapporteurs: Jacques Pelkmans and Ole Jess Olsen) (Brussels: Centre for European Policy
Studies, 1996) page 20.
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In addition, various international treaties, most notably in telecommunications, are opening network service
providers to competition from foreign based networks which may enjoy the benefits of lower regulatory
compliance costs and greater freedom to make commercial decisions. For some European examples of this
trend, see Ibid., page 21.

Supplementing the five forces mentioned in the body of the paper, there has been a move to leaner
government in an era of rising resistance to paying higher taxes. This shows up in a desire to get rid of
money losing government owned enterprises (which could be considered a form of regulation) and to
reduce expensive and expansive regulatory bureaucracies. Concurrently there is growing ability for some
users to avoid paying the cross-subsidies required to finance low priced universal access, and their refusal to
do so is undermining such palicies.

In specific, it is has recommended that Members:

“Reform economic regulations in all sectors to stimulate competition, and eliminate them except where

clear evidence demonstrates that they are the best way to serve broad public interests.

*  Review as a high priority those aspects of economic regulations that restrict entry, exit, pricing,
output, normal commercial practices, and forms of business organisation.

*  Promote efficiency and the transition to effective competition where economic regulations continue to
be needed because of potential for abuse of market power. In particular: (I) separate potentially
competitive activities from regulated utility networks, and otherwise restructure as needed to reduce
the market power of incumbents; (ii) guarantee access to essential network facilities to all market
entrants on a transparent and non-discriminatory basis; (iii) use price caps and other mechanisms to
encourage efficiency gains when price controls are needed during the transition to competition.

Review and strengthen where necessary the scope, effectiveness and enforcement of competition

*  Eliminate sectorial gaps in coverage of competition law, unless evidence suggests that compelling
public interests cannot be served in better ways.

*  Enforce competition law vigorously where collusive behaviour, abuse of dominant position, or
anticompetitive mergers risk frustrating reform.

*  Provide competition authorities with the authority and capacity to advocate reform”

The OECD Report on Regulatory Reform - Synthesis [C/Min(97)10/ADD], May 22, 1997, pp. 28-29.

The essential facilities we have principaly in mind are the basic networks around which the industries are
organised (e.g. the local loop in the telecommunications industry, the long distance transmission and local
distribution networks in electricity, natural gas, and water/sewerage sectors, and some commuter railway
tracks).

There are complex trade-offs that should be considered before policy makers determine that competition
should be encouraged in say the electricity generating business, but economies of scope in generating and
transmitting should also be preserved as much as possible. Allowing the incumbent to remain vertically
integrated and using regulation or competition policy to try to control self-dealing may prove to be a very
rocky road indeed. A much cleaner solution is simply to renounce the economies of scope and maximise
the gains from competition by insisting on an ownership separation.

Regarding horizontal splits, here the trade-off is between economies of scale and the informational
advantages of yardstick regulation.
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British experience in natural gas demonstrates that although concerted action by competition authorities can

bring about the advisable structural divisions where a government privatises without doing so, this can take

an inordinately long time. See Catherine Waddams Price, “Competition and Regulation in the UK Gas
Industry”, Oxford Review of Economic Policy, Vol. 13, No. 1 (Spring 1997), pp. 47-63.

Further caution regarding depending on the competition agency to set things right would be suggested from
the following observation:

“The antitrust agencies face some challenges in dealing with long-standing market power, because the
antitrust laws were not meant to address monopoly power that is the result of “innocent” phenomena such
as economies of scale, and mergers that may have been approved long ago under a regulatory regime likely
would be difficult to unravel, if they could be challenged at all. Those kinds of situations are perhaps better
dealt with through regulatory reform, with antitrust doing what it does best -- focusing on anticompetitive
conduct or behaviour.”

“FTC Perspectives on Competition Policy and Enforcement Initiatives in Electric Power” - William J.
Baer...before the Conference on the New Rules of the Game for Electric Power: Antitrust &
Anticompetitive Behaviour, Washington, December 4, 1997, pp. 3-4.

These politically charged tasks involve important distributional issues that governments would normally
find difficult to delegate to “non-political” institutions.

Not everyone would agree that universal service obligations matters should be left exclusively to direct
government action. Included in a recent review of British utility regulation we find:

“In theory the Government should finance social policy aims and public goods through general taxation and
income support/direct subsidies rather than trying to manipulate the operation of the utilities. However,
utility regulation appears to offer the possibility of targeting certain kinds of social benefits (such as
universal service or subsidised service to disadvantaged groups) very precisely and therefore governments
will remain under pressure to use utility regulation for such purposes.”

The Hansard Society and European Policy Forum, The Report of the Commission on the Regulation of
Privatised Utilities, December 1996, page 43.

The British regulators themselves appear to have a different opinion. For example, in a submission to the
recent review of utility regulation, we read:

“In Ofgas'view, for an unelected Regulator to be taking decisions involving, for example, the extent of any
levies on consumers to subsidise particular groups of consumers or to subsidise energy efficiency schemes,
would raise serious concerns over the legitimacy of the Regulator's position. Such decisions basically
involve political choices, and in Ofgas'view are the proper preserve of Ministers, subject to the normal
processes of accountability of Ministers to Parliament. Money-raising for such purposes, which has all the
characteristics of taxation, should not in Ofgas’ view be a matter within the discretionary power of
Regulators, if the system of independent utility regulation is not to risk coming into disrepute.”

“Review of Utility Regulation - Submission of the Office of Gas Supply” - November 1997, mimeo, pages
8-9. For similar views, see “Review of Utility Regulation - Submission of the Director General of
Electricity Supply” - October 1997, pages 3 & 10-12, and “Review of Utility Regulation - Submission of
the Director General of Telecommunications” - September 1997, pages 14-15.

The same lack of enthusiasm for getting involved with universal service obligations and environmental
protection issues can be observed among competition authorities:
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“We might be able to take account of those kinds of factors in choosing between alternative remedies that
are otherwise suitable to the task, but they are outside the scope of the antirsut laws when determining there
is a law violation in the first place. Therefore, some continuing regulation or other special provisions may
be necessary to ensure that those policies are served.”

“FTC Perspectives on Competition Policy... op. cit., page 6.
Principally, these are:

1. access at zero or artificially low cost to necessary inputs that new entrants may be expected to pay for -
examples: radio spectrum and airport landing slots;

2. entry inhibiting 