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Competition Policy Newsletter

Commission’s enforcement record in 2006

By Philip LOWE, Director-General for Competition

2006 was another landmark year for competi-
tion policy and enforcement. In this and earlier
editions of the Competition Policy Newsletter,
you can find articles that describe the policy and
impact of the Commission’s enforcement actions.
Here, I would like to sum up some of the practical
achievements of 2006, in addition to those men-
tioned elsewhere in this edition of the Newsletter,
most notably those related to the sector inquiries.

In antitrust, the Commission took seven cartel
decisions (') fining 41 undertakings (*) a total of
€1,846 million. By the end of 2006 the Commis-
sion had received 104 applications for immunity
and 99 for a reduction of fines under the 2002 Leni-
ency Notice. Four of the cartel decisions adopted
in 2006 were based on this Notice and one on the
earlier 1996 Notice. In these cases the Commis-
sion granted substantial reductions of fines for 10
companies in return for the evidence which they
provided.

The Commission adopted a revised version of the
Notice (°), providing more guidance and trans-
parency, reflecting more than four years of experi-
ence in applying the 2002 Leniency Notice (*) and
bringing it fully into line with the ECN’s Model
Leniency Programme, also adopted in 2006.
Improvements include clarification of the thresh-
olds for immunity and reduction of fines and the
conditions that must be fulfilled by applicants,
and amendments to the procedure, such as intro-
ducing a discretionary marker system.

In order to increase the deterrent effect of its
fines in Article 81 and 82 cases, the Commis-
sion adopted new Guidelines (°), basing the basic
amount of the fine on up to 30% of the undertak-
ing’s yearly sales of the product, in the geographic
area concerned. This amount will then be mul-
tiplied by the number of years of the undertak-
ing’s participation. For repeat offenders, the Com-
mission may increase the fine by up to 100 % for
each prior infringement, including those found by
National Competition Authorities applying Arti-
cle 81 or Article 82.

() COMP 38.620, 38.645, 38.456, 38.121, 38.907, 38.638,
and 39.234.

(®>) Excluding companies that received immunity from
fines.

(®) 0J C298,8.12.2006.

(*) OJ C45,19.2.2002.

() 0J C 210, 1.9.2006.

2006 was the first year when the Commission
had to use its powers to fix a periodic penalty
payment, in order to compel an undertaking to
comply with a decision ordering it to bring an
infringement of Article 81 or 82 EC to an end. It
imposed on Microsoft a definitive penalty pay-
ment of €280.5 million for non-compliance with
certain of its obligations under the 2004 Article
82 decision. The Commission also adopted one
final abuse of dominance decision, fining Tomra
€24 million for violating Article 82 by operating
a system of exclusivity agreements, individualised
quantity commitments and individualised retro-
active rebate schemes, which restricted or at least
delayed the market entry of its competitors ().

Fines and, more generally, public enforcement, is
not enough for a fully effective competition policy:
the Green Paper on damages (’) was broadly wel-
comed and discussed widely in Europe and else-
where. The Commission received almost 150 sub-
missions from governments, competition authori-
ties, industry, consumer organisations, lawyers
and academics, the vast majority supportive. As
a follow-up, the Commission intends to issue a
White Paper by the end of 2007 (¥).

In mergers, the number of notifications reached a
record high of 356, surpassing the previous record
reached in 2000. The Commission adopted 352
final decisions: in phase I, 336 transactions were
cleared, 13 of them subject to conditions. Thirteen
phase II proceedings were opened, culminating
in ten Article 8 decisions, with two notifications
being withdrawn by the parties during Phase II.
There were no prohibitions.

There were two noteworthy cases of “non-coordi-
nated” effects: Linde/BOC (°) and T-Mobile Aus-
tria/tele.ring (**): in both cases, the Commission
found that the merger would significantly impede
competition although the merged entity would
not become the market leader in the relevant mar-
ket. Both cases were cleared subject to remedies.
Claims of efficiencies were substantiated in two
cases, Korsnas/AD Cartonboard (') and Inco/Fal-

(®) COMP/38.113.

(7) See http://ec.europa.eu/comm/competition/antitrust/
actionsdamages/documents.html

(®) See http://ec.europa.eu/atwork/programmes/index_
en.htm

() COMP/M.4141.

(1% COMP/M.3916.

(1) COMP/M.4057.
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conbridge (**). The Commission assessed the extent
to which these efficiencies would impact on an
overall appraisal of the competitive effects of the
transactions in question, in line with the approach
set out in the Horizontal Merger Guidelines (*%).

Although the loss of the Sony/BMG case was
a disappointment, the Commission welcomed
the greater clarity that the case provided for the
assessment of such cases, as well as the further
confirmation that the test under the merger regu-
lation is symmetric — the burden is just as high
on the Commission to clear a merger as it is to

prohibit it.

The Commission consulted on a new draft Com-
mission Consolidated Jurisdictional Notice (*4),
to replace the existing four Jurisdictional Notices
from 1998. This covers all issues of jurisdiction
relevant for establishing the Commission’s com-
petence under the Merger Regulation (save for
referrals), and is expected to be adopted later this
year.

State aid also saw a significant increase in work-
load. 921 new State aid cases were registered (a
36 % increase on 2005) and the Commission took
710 final decisions (**) (a 12 % increase). In the
vast majority of cases, the Commission approved
the measures, concluding that the examined aid
was compatible with the State aid rules (91 %) or
did not constitute State aid (4 %). Where the Com-
mission had doubts as to compliance it carried out
a formal investigation, leading to positive, con-
ditional or no aid decisions in 3 % of cases and a
finding that the aid did not comply with State aid
rules in 2 % of cases.

The main regional aid cases concerned large
investment projects covered by the 2002 Multisec-
toral framework (*°). The Commission approved
aid in 9 Polish cases concerning investment by

(12) COMP/M.4000.

(13) See paragraphs 76-88, O] C 31, 5.2.2004, p. 5.

(%) OJ L 24,29.1.2004, p. 1.

(1) Excluding decisions to open the formal investigation
procedure, corrigenda, injunctions, proposals for appro-
priate measures.

(1 OJ C 70, 19.3.2002, p. 8.

LG Philips LCD Poland Sp. z o.0. (7), two German
investment projects — First Solar GmbH (**) and
HighSi GmbH () — and one investment from a
Korean firm in Hungary (*°).

A major €2 billion R&D&I scheme concerning
the French Innovation Agency (*') was approved.
In line with the new framework, the impact of
the aid on competition was carefully analysed
in some aeronautical cases — concerning aid to
Rolls-Royce (**) and to Eurocopter (**) — and in the
first large project notified by the French Agency,
BioHub (*%).

Continuing efforts were made to implement
recovery decisions more effectively and immedi-
ately: of the €8.7 billion of aid to be recovered under
decisions adopted since 2000, some €7.2 billion
(i.e. 83 % of the total amount) had been effectively
recovered by the end of 2006.

Finally, significant progress was made in imple-
menting the State Aid Action Plan and modern-
ising the State aid rules: the Commission simpli-
fied the approval of regional aid by adopting a
block exemption Regulation for regional invest-
ment aid (**) and approving 18 regional aid maps.
The Commission also adopted the new State
aid framework for Research, Development and
Innovation (*), to help Member States channel
a larger share of their total State aid budgets
towards boosting R,D&I, new Risk capital Guide-
lines (*’), allowing Member States to improve
access to finance for SMEs, and a new de minimis
Regulation (*) exempting small subsidies of up to
€200,000 over three years from the obligation to
be cleared by the Commission in advance.

As you can see from the above, the roughly 700
staff of DG Competition achieved a considerable
amount in 2006. Every indication is that achieve-
ments in 2007 will be similarly great.

(") N 245/2006, N 246/2006, N 247/2006, N 248/2006,
N 249/2006, N 250/2006, N 251/2006, N 256/2006, N
257/2006.

('8) N 17/2006.

(19) N 409/2006.

(29) N 34/2006.

(21 N 121/2006.

(22) N 193/2006.

(23) N 186/2006.

(24) N 708/2006.

(>%) OJ L 302, 1.11.2006, p. 29.

(26) O] C 323, 30.12.2006, p. 1.

(?7) O] C 194, 18.8.2006, p. 2.

(2%) OJ L 379, 28.12.2006.
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The new community framework for state aid for research and

development and innovation (')

Thibaut KLEINER and Renate REPPLINGER-HACH,
Directorate-General for Competition, unit I-1

On 22/11/2006, the Commission has adopted a new
Community framework for state aid for research
and development and innovation. The new frame-
work has been published in the Official Journal
on 30/12/2006 (3) and has entered into force on
01/01/2007. This document modernises the 1996
R&D framework, introduces new possibilities for
granting State aid to innovation and implements
the refined economic approach outlined in the
State Aid Action Plan. It requires better economic
justification for State aid measures in order to be
approved and introduces a detailed assessment to
deal with large aid amounts. The new framework
is a significant contribution from the Commission
to the re-launched Lisbon Strategy and it offers an
opportunity for Member States to better use their
State budget to deliver growth and jobs in the
Union.

A process of analysis and consultation

The Commission adopted a Community frame-
work on State aid for research and development
(R&D) already in 1996. With the State Aid Action
Plan (SAAP) of June 2005, the Commission set out
an ambitious roadmap for State aid reform, where
it inter alia announced its intention to review the
current State aid framework for Research and
Development (R&D) and considered extending
the scope of the framework to certain innovative
activities, thereby creating a Framework for R&D
and Innovation (R&D&I). Given the high expecta-
tions associated with the new R&D&I framework,
its adoption, following a substantial process of
analysis and consultation, represents a noticeable
achievement for the SAAP.

Several activities preceded the adoption of the
new framework: DG Competition conducted an
analysis of its case practice on State aid for inno-
vation, resulting in a staft paper, the Vademecum
on Community rules on State aid for Innovation (*)
of November 2004. In 2004, the Commission had

(") The content of this article does not necessarily reflect
the official position of the European Communities. Res-
ponsibility for the information and views expressed lies
entirely with the authors.

(®») OJ C3230f30.12.2006, p. 1.

(® http://ec.europa.eu/comm/competition/state_aid/
reform/innovation_vademecum.pdf

alsolaunched a study on the R&D State aid rules (*).
In 2005, it conducted a study on innovation mar-
ket failures and state aid (°) and developed some
ideas on a series of innovation activities that could
benefit from State aid. This resulted in September
2005 in the Commission adopting a Communi-
cation on State aid for Innovation (°). Stakeholder
consultation on State aid for innovation, follow-
ing the communication and following a con-
ference organised by DG Competition, made it
possible to integrate new measure in a draft new
R&D&I framework. This draft itself was subject
to extended consultation: two draft versions were
submitted to public scrutiny in May and Septem-
ber 2006 and discussed with Member States twice.
Besides, on a more political level, the European
Parliament issued an opinion on the Communica-
tion on State aid for innovation, and the European
Council referred several times in its conclusions to
the new R&D&I framework. As a result, the text of
the new framework has been improved through-
out 2006 and has benefited from the insight of
experts not only from national and regional gov-
ernments, but also from industry.

The new framework illustrates how the Com-
mission is implementing the refined economic
approach introduced in the SAAP and already
used for the new State Aid Risk Capital Guide-
lines (") adopted in July 2006. Both texts form
part of the Commission’s State aid package for the
re-launched Lisbon Strategy. They also show that
competition policy, one of the few areas where the
Commission has exclusive competence, can be
mobilised pro-actively towards the objectives of
growth and jobs.

The new framework plays a prominent role in this
Commission’s work programme. It corresponds
to Action 6 in the ten priority actions to achieve a
broad-based innovation strategy for the European

(*) “The Impact of R&D State aid and its appraisal on the
level of EU research expenditures in the context of the
Barcelona European Council Objectives”, available upon
request from the European Commission, DG RTD C 2.

() http://ec.europa.eu/enterprise/library/lib-competition/
doc/innovation_market_failures_and_state_aid.pdf

(®) http://ec.europa.eu/comm/competition/state_aid/
reform/rdi_frame_en.pdf

(") OJ C 194 of 18.8.2006, p. 2.
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Union (%) and to Action 10a in the Community
Lisbon programme (°). By adopting this new
framework, the Commission demonstrates its
commitment to supporting innovation, growth
and jobs in the European Union.

A better use of State aid

European companies must invest more in R&D
and Innovation if they are to strive in front of
global competition. The most important way to
stimulate innovation is by fostering effective com-
petition. As recognized both in the Commission’s
Communication to the Lahti informal European
Council () and in the Aho report ('), effective
competition and a fully-functioning single market
are pre-requisites for more innovation. Innovation
is a way for firms to differentiate their products,
increase their appeal to customers and thereby
survive competitive pressures. Preserving free
and fair competition is therefore the single most
important contribution to innovation policy.

By contrast, State aid can be abused to protect
national players, keep inefficient firms afloat, dis-
tort competition and artificially maintain costly,
fragmented markets. This creates disincentives for
State aid beneficiaries and non-aided companies
alike. What is more, State aid is not some sort of
‘magic wand’ to solve Europe’s innovation prob-
lems. It is only one complementary element in the
much larger tool-box needed to spur R&D and
innovation. State aid can not replace the structural
reforms Europe badly needs — and it should cer-
tainly not delay them. This is why State aid control
is necessary.

At the same time, there are situations where the
market on its own fails to deliver an optimal out-
come. Sometimes, private firms consider that their
investments in R&D and Innovation will not bring
them any profit, either because they cannot avoid
that the results of their research will be appro-
priated by competitors, because of uncertainties
about the success of their efforts or because of dif-
ficulties to coordinate with business partners. As
a result, private firms will refrain from investing

(®) ‘Putting knowledge into practice: A broad-based inno-
vation strategy for the EU” COM(2006) 502 final.

() Communication from the Commission to the Council
and the European Parliament; Common Actions for
Growth and Employment: The Community Lisbon Pro-
gramme, COM(2005) 330 final.

(%) Communication from the Commission to the Euro-
pean Council (Informal meeting in Lahti — Finland, 20
October 2006), COM(2006) 589 final.

(") ‘Creating an Innovative Europe’; Report of the Indepen-
dent Expert Group on R&D and Innovation appointed
following the Hampton Court Summit and chaired by
Mr. Esko Aho; http://ec.europa.eu/invest-in-research/
pdf/download_en/aho_report.pdf

in R&D&I projects, which would however bring
benefits to society. In such cases, State aid can help
change the incentives of private firms and make
them invest in R&D&I. State aid can contribute
to generate more R&D&I if it addresses those well
identified market failures which prevent markets
from reaching optimal R&D&I levels, and if it is
well designed to limit distortions to competition
to the minimum.

The primary objective of this new framework is
therefore essentially twofold:

o Help Member States invest more in R&D
and Innovation and increase the share of aid
for R&D&I as a percentage of total State aid
budgets; and

o Use better economics to help Member States
target State aid on the right projects, so that
distortions of competition and trade are mini-
mised and public spending efficiency maxim-
ised.

A refined economic approach

The new R&D&I framework is a concrete imple-
mentation of the refined economic approach
laid down in the SAAP. More economic analysis
should help Member States better design their
State aid measures, taking due account of the risks
for competition and trade, so that only valuable
projects are aided.

The framework recalls the overall methodology,
based on the ‘balancing test” which outlines how
the positive and negative effects of State aid are
analysed. The balancing test specifies that State
aid for R&D&I is only acceptable in so far as i)
it addresses a well-defined market failure, ii) it is
well targeted and iii) it does not distort competi-
tion too much so that it can be on balance compat-
ible with the common market. The market failures
hampering R&D&I are clearly identified, as are
possible distortions of competition and trade that
may be triggered by State aid.

The following market failures were considered rel-
evant, on the basis of the existing economic litera-
ture, consultations and dedicated studies on state
aid and innovation:

e Positive externalities: R&D&I activities gener-
ate new knowledge, which is beneficial to soci-
ety because it can be used by many companies
to invent or improve products and services.
However, from the perspective of a single com-
pany, only the private benefits from investing in
R&D&I are accounted for. As a result, R&D&I
activities are sometimes not undertaken by
private companies, because they consider the
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resulting private benefits too limited, whereas
the benefits for society, due to the knowledge
spill-overs of R&D&I, could be important.

e Public goods: R&D&I activities generate new
knowledge, which cannot always be protected
(e.g. through patents). Private companies may
thus refrain from investing in R&D&I because
they are afraid that the results of their invest-
ments may be used by competitors and they
consequently cannot generate any profit from
their investments.

e Imperfect and asymmetric information:
R&D&I activities are particularly risky and
uncertain. This means that they are affected by
imperfect and asymmetric information. As a
result, too few human and financial resources
may be invested in R&D&I projects, which
would however be highly valuable for society.

e Coordination and network failures: R&D&I
activities are often unsure and complex and
it is not easy for private companies to work
together, identify suitable partners and coordi-
nate R&D&I projects. As a result of these coor-
dination and network failures, R&D&I projects
that could have been conducted in common
between a group of firms are sometimes not
undertaken at all, whereas society as a whole
would have benefited.

As a result, permissible aid measures, eligible
costs, aid intensities and other conditions are
designed to address the identified market failures
and ensure that such aid is compatible with the
common market.

A flexible package offering more
possibilities for Member States to
support R&D&I

The new rules on Research, Development and
Innovation contain a flexible package of measures
which can be used by Member States to tailor their
support to R&D&I according to their national
preferences, needs and specificities. On the basis of
economic analysis a series of measures are offered
to Member States to grant aid, to help them direct
more aid to R&D&I than currently the case and to
better target their funds to measures that are on
balance beneficial to the common interest.

The framework pays great attention to the needs
of small and medium-sized enterprises, which are
most affected by market failures. But it also offers
many possibilities for large enterprises to receive
support, when duly needed and justified. Conse-
quently, the new framework in principle maintains
high aid intensities for large enterprises, and even

increases aid intensities for SMEs by comparison
with the previous framework. A new category of
experimental development is introduced, which
substantially broadens the previous category of
“precompetitive development” to include inno-
vation activities. The bonus system is simplified,
with increased incentives for collaboration. Due
account is also taken of regional considerations
when assessing the justification of State aid.

New measures on support for innovation are
introduced. They include:

o aid for young innovative start-ups;

o aid to SMEs for innovation advisory and sup-
port services,

o aid for the loan of highly qualified personnel;

o aid for process and organisational innovation
in services; and

o aid for innovation clusters.

Last but not least, the new framework provides
more guidance as regards the question whether
State aid is involved in an R&D&I-project. Under
the old framework, need for clarification existed
in particular for public-private partnerships, uni-
versities and innovation intermediaries. Special
efforts are now made to be more transparent and
secure legal certainty for research organisations,
to ensure they can perform non-economic and
economic activities, subject to meeting clear and
simple rules. All this should enhance the role of
public research entities, and facilitate public-pri-
vate collaboration.

An improved architecture of the rules

The framework relies on an improved architec-
ture to help the Commission focus its scrutiny
on the potentially most distortive cases. Whereas
measures including high aid amounts are subject
to a detailed assessment (and -as previously- the
incentive effect of aid to large enterprises must
be demonstrated), lower aid amounts, and aid
for SMEs, are subject to a lighter assessment and
may in the future benefit from the forthcoming
General Block Exemption.

Thresholds are established to fix a ceiling above
which large R&D-projects must be notified indi-
vidually to the Commission, even if they come
under an aid programme already approved by the
Commission. Aid above the ceiling has a greater
risk of distorting competition and trade, and will
therefore be subject to a detailed assessment. The
new framework has introduced differentiated
thresholds of €20 million for projects that are pre-
dominantly for fundamental research, €10 million
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for projects that are predominantly for industrial
research and €7.5 million for projects that are pre-
dominantly for experimental development. The
Commission considers that such differentiated
ceilings best reflect the underlying risks of distor-
tions of competition. These risks depend prima-
rily on the amount of aid a Member State wants
to grant, but also on the question how far the
research project is away from the market, since
aid to a close-to-the-market experimental devel-
opment project has a much greater potential for
distortion than aid for fundamental research.

The new framework presents a series of criteria
and explanation about how the Commission will
undertake its detailed assessment. The focus of the
analysis is on the concrete effects that the aid may
have on the beneficiary’s behaviour, and on mar-
kets. Even though the central part of the analysis
is on the ability of the aid to change the incen-
tive of the company to conduct more R&D&I,
the Commission will also assess more specifically
whether the market actually fails to deliver on
its own the expected outcome, whether the aid is
properly designed and whether its impact on com-
petition is not exaggerated. Risks are in particular

that the aid leads competitors to the beneficiary to
reduce their R&D&I efforts, or that the benefici-
ary increases of maintains market power.

Finally, to avoid circumvention of the State aid
rules, ex-post monitoring is enhanced to allow
effective Commission control. This means, in par-
ticular, that Member States will need to be trans-
parent about the aid above € 3 million they grant
under approved schemes to individual companies,
even though this aid does not have to be notified
to the Commission. Annual reports will also have
to provide basic information to allow the Com-
mission, if needs be, to verify the correct applica-
tion of the framework.

Conclusion

The new Community framework for State aid to
R&D&I is a document, which not only promotes
a better use of State aid but also establishes with
a comprehensive methodology to assess State aid
measures. It represents an important contribution
to the State Aid Action Plan and offers an oppor-
tunity for Member States to use State aid wisely, in
order to support growth and jobs.
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Commission adopts revised Leniency Notice to reward companies

that report hard-core cartels ()

Sari SUURNAKKI and Maria Luisa TIERNO CENTELLA,
Directorate-General for Competition, units F-3 and F-4

On 6 December 2006 the Commission adopted a
revised Notice on Immunity from Fines and Reduc-
tion of Fines in Cartel Cases (the “2006 Leniency
Notice”). The 2006 Leniency Notice builds on the
achievements of the 2002 Leniency Notice, which
has undoubtedly made a key contribution to
uncover and put an end to numerous hard-core
cartels. Therefore the improvements in the Leni-
ency Notice have focused on providing more guid-
ance to applicants and increasing the transparency
of the procedure. This further guidance is expected
to result into leniency applications of better quality
for the purpose of the investigation. The revised
Leniency Notice entered into force on 8" December
2006, upon its publication in the Official Journal of
the European Union (*). From that date it has been
applicable to companies which file for leniency in a
cartel case as long as no other company is already
co-operating with the Commission under the 2002
Leniency Notice in the same cartel. The procedure
to protect corporate statements applies, however,
from the moment of publication of the Notice to all
pending and new applications for leniency.

Background

The Commission has given a high priority for
detection and deterrence of cartels for several
years. Effective action against cartels requires a
combination of appropriate sanctions and incen-
tives for participants to report cartels, thereby
contributing to deter the creation of cartels as
well as to terminate and punish them. Rewarding
participants uncovering secret hardcore cartels
introduces a destabilising factor in the otherwise
comfortable environment of a cartel and increases
the chances of their detection. The Commission
leniency policy applies only to secret hardcore
cartels in the understanding that their secrecy
(sometimes protected with sophisticated means
and technology), and the fact that such arrange-
ments are concluded between, competitors justi-
fies this approach. Other infringements of the EC

(") The content of this article does not necessarily reflect
the official position of the European Communities.
Responsibility for the information and views expressed
lies entirely with the authors. The authors wish to thank
Flavio Laina for his comments.

(®>) OJC298,8.12.2006, p. 17-22.

competition rules are easier to detect and prove
with the other enforcement tools or with the help
of complainants.

Therefore, since adoption of the first Leniency
Notice in 1996 (°), leniency policy has been one
of the central elements in the Commission action
against cartels. The 1996 Leniency Notice was
replaced on 19 February 2002 by a new Notice
(*), of which the Commission has now launched a
revised version.

The 2002 Leniency Notice has been a formidable
and successful tool to destabilise and disrupt car-
tels and to encourage companies to report wrong-
doings to competition authorities. However, it had
become apparent that there is a need to increase its
effectiveness. Until the end of 2005 the Commis-
sion had received 87 requests for immunity, but
granted a conditional immunity only on 51 appli-
cations. These figures reflect the fact that numer-
ous immunity applications have not provided the
necessary insider information and evidence on the
alleged cartel to meet the immunity threshold. In
addition, there have been cases where immunity
has been granted after an applicant has supple-
mented its application, but the process has taken
a lot of time. The reason behind this is that the
2002 Leniency Notice does not provide specific
guidance to the applicants as to what to submit in
order to qualify for the immunity threshold. This
has often resulted in a lot of time being spent on
supplementing the applications.

Hence, following more than four years of practice
in the implementation of the 2002 Notice, it was
time to have the experience gained reflected in the
Notice, in particular by clarifying the immunity
threshold as well as the conditions for immunity,
which now extend to the reduction of fines. Some
clarification has also been added to the threshold
for reduction of fines. Finally, the procedure now
incorporates certain flexibility with the introduc-
tion of a discretionary marker system, whereby
an applicant’s place in the queue for leniency can
be protected for a limited period of time. Moreo-
ver, the new Notice finally includes the procedure
already in force to protect corporate statements

() 0] C207, 18.7.1996, p. 4.
(*) 0J C45,19.2.2002, p. 3-5.
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made by companies within the Leniency pro-
gramme from the risk of discovery in civil dam-
age proceedings, in particular in third country
jurisdictions. Each of these areas is discussed fur-
ther below.

The amendments to the Leniency Notice are also
tully in line with the European Competition Net-
work’s Model Leniency Programme, which was
adopted on 29 September by the heads of the EU
competition authorities. The revision also takes
account of public consultations held on revision
of the Notice in February (on the oral statements
procedure) and October 2006 (on a draft revised
Notice).

The immunity threshold

Only the first undertaking making a decisive con-
tribution to the Commission case will be eligible
for immunity from fines, provided that one of the
two thresholds set in the Notice are met. Several
clarifications have been made to the immunity
thresholds. At the same time there remains for
companies at least the same incentives as before to
come forward with their applications.

a) Immunity for enabling the Commission
to carry out a targeted inspection

In particular, experience shows that there was a
need for further guidance for potential applicants
on the point 8(a) threshold of the Notice that
applies in situations where the Commission does
not yet have enough information to carry out an
inspection. To avoid uncertainties as to what type
of information and evidence is necessary to meet
this threshold for immunity, the Notice provides
a list which helps applicants to anticipate what
is required (see point 9 of the Notice). This list
includes both a corporate statement describing
the functioning and participants to the cartel, and
giving all relevant explanations on the pieces of
evidence submitted, as well as documentary evi-
dence available to the applicant at the time of its
submission.

The Notice also specifies that the applicants
should provide sufficient evidence to enable the
Commission to carry out the inspection in a “tar-
geted” manner. An immunity applicant by defini-
tion has been a party to an alleged cartel that is
subject to the application. It should therefore be
in a position to provide to the Commission such
“insider” knowledge of the cartel that would allow
it to better target its inspection with more precise
information as to, for instance, what to look for in
terms of evidence and where it might be found.
The information and evidence listed in point 9 of
the Notice will accordingly allow for the inspec-

tions to be better focused. Some respondents to
the public consultation on the draft Notice que-
ried what the word “targeted” meant and whether
it had something to do with the expected result of
the inspection. To make this point clear, the Notice
specifies that the assessment of the “targeted
inspection” threshold will have to be carried out
ex ante, i.e. without taking into account whether
a given inspection has been successful or even
whether an inspection has been carried out. The
assessment will be made exclusively on the basis of
the type and quality of the information submitted
by the applicant (°).

However, since immunity applicants are expected
to enable the Commission to carry out surprise
inspections, they are expected to be diligent in
safeguarding the element of surprise, as far as they
are concerned. Under the 2002 Leniency Notice,
it was not clear how to balance this concern with
the interest of an applicant to provide upfront as
much information and evidence as is available to it
in order to qualify for conditional immunity. The
2006 Leniency Notice spells it out that applicants
are not required to produce in their initial appli-
cation for immunity information and evidence,
the collection of which would jeopardise a Com-
mission inspection. If an applicant learns that its
internal inquiries, carried out for the purposes of
completing or supplementing an application, raise
a real concern of alerting other cartel members
prior to an inspection, it should communicate its
concerns to the Commission. The Commission
may agree that applicants provide such further
information under the continuous cooperation
obligation of point 12 of the Notice.

According to point 12 of the Notice, the applicant
should provide the Commission promptly with
all relevant information and evidence relating to
the alleged cartel that comes into its possession
or is available to it throughout the whole admin-
istrative proceedings. Therefore, if after its initial
submission the applicant comes across — or can
obtain — any piece of information or evidence
related to the cartel (and not only the information
and evidence listed in point 9), it should provide
those to the Commission. This also means that
if the applicant has not completed its internal
inquiries due to risk of leaks prior to a conditional
immunity decision and/or a Commission inspec-
tion, the applicant should complete such inquiries
directly thereafter, unless the Commission other-
wise requires.

() See also paragraph 19 of the Explanatory Notes to the
ECN Model Leniency Programme, which contains the
same concept.
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It should also be added that the Commission serv-
ices have a practice of discussing with an appli-
cant the collection and submission of information
and evidence. In such discussions the applicants
have been able to raise any queries they have for
instance on the immunity thresholds or measures
they intend to take to collect evidence. Any sup-
plementary submissions by an applicant can be
taken into account as part of its application, until
such time as the Commission receives another
application for immunity in the same case or, if
the applicant has been granted a marker (a new
concept in the revised Notice, see point on Marker
system below for details), until the marker period
expires.

The Leniency Notice now also states explicitly that
the applicants need to disclose their participation
in the cartel. This has not been in all cases clear
for the applicants and in some cases the appli-
cants have not described clearly enough their own
participation in the alleged cartel.

b) Immunity for enabling the Commission
to establish an infringement of
Article 81 EC

If the Commission has carried out an inspec-
tion concerning an alleged cartel or has already
sufficient evidence in its possession to carry out
an inspection, immunity under point 8(a) of the
Notice is no longer available. However, in such a
situation an applicant can still qualify for immu-
nity under point 8(b) of the Notice, provided that
no other applicanthasalreadybeen granted immu-
nity (under either point 8(a) or 8(b)). To meet the
point 8(b) threshold for immunity an applicant
needs to submit information and evidence which
will enable the Commission “to find an infringe-
ment of Article 81 of the EC Treaty” in connection
with the alleged cartel. This threshold, which has
remained unchanged in the revision of the Notice,
corresponds to the one required under Article 7
of Regulation 1/2003 for the Commission to be
able to adopt an infringement decision, which is
also the ultimate goal of the Leniency Notice. It
appears both from the public consultation on the
revised Notice and from individual cases that the
companies and their legal advisors have not always
understood the difference with the 8(a) thresh-
old. It is only natural that this 8(b) threshold for
immunity is higher than in a situation where the
Commission does not yet have any knowledge of
the alleged cartel. If the Commission has already
information on the cartel and has used or is about
to use its strongest investigatory measure — the
surprise inspections — any immunity applicant
coming forward in such a scenario should pro-

vide convincing evidence on the alleged cartel.
Information and evidence to trigger an inspection
would simply not be enough as the surprise ele-
ment of the inspection works only once in each
individual case.

In particular, it appears that it has not been clear
for the applicants what kind of evidence they need
to providein a postinspection scenario. The Notice
now clarifies that applicants should provide both
“contemporaneous, incriminating evidence” and
a corporate statement describing the functioning
and participants to the cartel as well as giving all
relevant explanations on the pieces of evidence
provided. In order to find an infringement against
the suspected cartel participants, and not only
the applicant that self-reports on the cartel, the
applicant needs to submit incriminating evidence
that originates from the time of the infringement.
Experience also shows that corporate statements
are needed in addition to the evidence to explain
the pieces of evidence and to give insight to the
alleged cartel that only an ex-cartel member can
provide. For example, in the Raw Tobacco Italy
case (°), the Commission granted conditional
immunity under point 8(b), to reward the appli-
cant for providing the Commission with decisive
incriminating evidence for the establishment
of objections which the Commission included
in the Statement of Objections and in the final
Decision.

The possibility for an immunity
applicant to get a delay to complete its
application: a marker system

An important novelty in the 2006 Notice is the
introduction of a discretionary marker system.
The revised Commission Leniency Notice stipu-
lates that, where justified, an immunity applica-
tion can be accepted on the basis of only limited
information, as specified in the Notice. The appli-
cant is then granted time to perfect the informa-
tion and evidence to qualify for immunity.

The Leniency Notice makes a marker available
for immunity applicants at the discretion of the
Commission. There have been calls from the legal
community for having an automatic marker sys-
tem and extending it also to the reduction of fines
applicants. The reason why the Commission opted

() Commission decision of 20 October 2005 in case
COMP/38.281 — Raw Tobacco Italy. See the Commis-
sion press release IP/05/1315. Non-confidential version
published at the Commission competition web-site:
http://ec.europa.eu/comm/competition/cartels/cases/
cases.html.
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for a discretionary market system is that, above
all, it is in the public interest to maintain the race
between companies to provide the information
and evidence required to meet the conditions for
immunity and thereby to facilitate the detection
and termination of infringements. The interest is
not in the race to simply get a place in the queue.
One should keep in mind that the overall purpose
of the Leniency Notice is to enhance actual cartel
reporting and destabilising.

As to the call to have a marker system also for
reduction of fines applicants, it is difficult to see
how such a system would bring such advantages
that would outweigh the apparent disadvantages.
First, practical experience shows that following or
even during the Commission inspections, there
may be several reductions of fines applications in a
short interval. Thus it seems that when the compa-
nies compete on the reduction of fines, this creates
incentives for the companies both to come forward
quickly and to provide the best possible evidence.
Second, the critical factor for the detection of car-
tels under the Leniency Notice is the submission
of an immunity application. Therefore, it may be
justified to grant an immunity applicant, which
reports on a previously unknown cartel, a delay
to complete its application. However, this does not
apply when the Commission has already engaged
in an investigation of the cartel. Third, since appli-
cations for reductions of fines are assessed on the
basis of their relative significant added value at the
point of time when such an application is made,
it would also not be feasible for the Commission
to effectively process and assess several simultane-
ous markers.

While the practical modalities of the marker sys-
tem will develop when experience is gained on
marker applications, it is strongly encouraged for
the potential applicants to contact the Commis-
sion beforehand to discuss steps to be taken in a
potential application and requirements in each
step.

It should first be made clear that in practice a
marker would be granted for an immunity appli-
cant when it appears that that applicant would
be in a position to perfect it so that inspections
under Article 20 of Council Regulation No 1/2003
(and Article 21 as the case may be) can be carried
out within a short time period. This is essential
in order to ensure that evidence remains intact at
any premises to be inspected. The applicant should
thus be prepared to explain what kind of internal
investigatory measures it would intend to take
during the marker period and to provide detailed
information and reasoning for time needed for
each such measure. This is necessary to make an
informed decision on the time granted to perfect a

marker. In this decision and in the decision on the
conditional immunity, it should also be taken into
account if some information is more difficult to
access or is simply not at all accessible to the appli-
cant. Due to the need to carry out inspections in
a timely manner, the marker period is also neces-
sarily limited.

As mentioned above, surprise inspections are the
Commission’s strongest investigatory instrument
within the EU competition law enforcement sys-
tem. Therefore, the Commission leniency pro-
gramme is naturally built to work in a harmonious
way with this investigative tool. The link between
immunity applications and inspections thus sets
natural limits to the marker system too. A ques-
tion has also been raised whether the Commission
services could tell a potential applicant if a marker
is available. In practice it would not, however,
be possible to give out such information as that
would de facto give a warning for the undertak-
ing on an imminent inspection. Like in the case
of any formal immunity applications, an applicant
can be informed on availability of immunity and/
or marker only if it is prepared immediately to
lodge an application. This is necessary to protect
any upcoming inspections following an immunity
application.

Moreover, when making the application, a marker
applicant could be asked to submit immediately
the information and evidence it has on the alleged
cartel. It may also be asked to provide supple-
mentary information and evidence as soon as it
becomes available instead of waiting until the end
of the marker period.

A question has also been raised as to what happens
if a company does not perfect a marker within the
time-limit set and an extension is not granted. In
such a situation that company can still present a
formal application for immunity at any time, but
its place in the queue is no longer protected. If it
happens to meet the threshold before anybody
else, it gets immunity and for that purpose, all the
information provided by that company is taken
into account (under the marker and under the full
application). It should be recalled that the lowest
threshold is having been the first to enable the
Commission to make a targeted inspection. The
date at which the company qualifies for immunity
is the date when it meets the threshold; while, if it
had perfected the marker within the delay granted
for that purpose, the date of the marker would
have been deemed as the date of qualifying for
immunity.

Some respondents to the public consultation on
the draft revised Leniency Notice compared the
information required in the envisaged Commis-
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sion system with the information required for
instance by the American competition authorities
and argued that it should be sufficient for a marker
to tell the Commission only what sector the alleged
cartel concerns. It should first be stressed, how-
ever, that in the Commission system the applicant
is only asked to provide a very limited amount of
information: the applicant’s name and address,
the parties to the alleged cartel, the affected prod-
ucts and territories, the estimated duration of the
cartel and the nature of the cartel conduct. This
information is necessary to ensure both that this
is a serious application and that there are no prior
applications relating to the same alleged infringe-
ment. Second, this information would also allow
the Commission to see whether the case concerns
one or more Member States. Taking into account
the parallel application of Article 81 by the Com-
mission and the Member States’ competition
authorities, it is only natural that the Commission
should be able to assess at the very beginning of a
case whether a national competition authority in
the EU would be well placed to deal with the case
instead of the Commission. This would allow the
applicant to submit its application to the relevant
authority (7). This is also in line with the ECN
Model Leniency Programme which aims at reduc-
ing the burden on applicants created by multiple
leniency systems in the EU.

The Applicants are expected to genuinely cooper-
ate in the application process and they should also
have faith on the Commission services. Some legal
advisers seem to be concerned that on the basis
of the information submitted in a marker applica-
tion, the Commission would launch own initiative
investigations in case an applicant failed to perfect
the marker. The applicants can be sure that any
information asked by the Commission services in
the application process is necessary for the pur-
poses of processing their application. The idea is
not that the Commission would launch own ini-
tiative inspections on the basis of the information
received from an applicant either in the marker
application or in a formal application. The pur-
pose of the system is to encourage the applicants
to provide the information and evidence required
to meet the immunity threshold.

The threshold for reduction of fines

When immunity is not (or no longer) available in
a given case, decisive contributions to the inves-
tigation may still be rewarded with a reduction
of the fine, provided that they meet the relevant

(") See for reference paragraph 38 of the Commission
Notice on cooperation within the Network of Competi-
tion Authorities, OJ C 101, 27.4.2004, p. 43.

threshold. The threshold for reduction of fines
has remained the same in revision of the Notice:
in order to qualify, an applicant for a reduction of
fines needs to provide evidence of the cartel which
represents significant added value as compared to
the evidence already in the Commission’s file at
the time of the submission.

The choice of the concept of “significant added
value” as a threshold for reduction of fines encour-
ages the race between the undertakings interested
in leniency, since the chances for the next appli-
cant to add significant value to the investigation
considerably diminishes with every new submis-
sion. Moreover, the 2006 Leniency Notice retains
the same bands to reward successful applicants
for reductions of fines, depending on the order
in which they approached the Commission. The
specification that, within each band, the level of
reduction will depend on the time of the submis-
sion and the extent of the added value provided
also remains the same.

The Notice contains some guidance on the Com-
mission’s criteria in order to assess how helpful has
been to its investigation the evidence provided by
each individual applicant, that is, whether it added
to its ability to prove the cartel (¥) and whether
it did so in a significant way. In this regard, the
Commission will consider the level of relevant
detail and accuracy provided in the submission
(). In addition, the Commission will logically
focus on the nature of the evidence submitted. In
view of the fact that the Commission bears the
burden of proving the infringement with evidence
meeting a certain standard, the Leniency Notice
rewards undertakings which make a decisive con-
tribution to this task of public interest. The 2006
Notice is more explicit than the 2002 Notice. It
does not only specify that evidence contempora-
neous to the facts or directly relevant (*°) to them
is more valuable than, respectively, evidence sub-
sequently established or indirect evidence; it also
stresses the value of “incriminating evidence” and
“compelling evidence”. This addition does not

(®) Accordingto point25: “The concept of ‘added value’refers
to the extent to which the evidence provided strengthens,
by is very nature and/or its level of detail, the Commis-
sion’s ability to prove the alleged cartel (...)".

(°) On the probative value of precise, consistent evidence,
see for instance the judgment of the Court of Justice
of 25 January 2007 in Joined Cases C-403/04 P and
C-405/04 P, Sumimoto Metal Industries Ltd., Nippon
Steel Corp. v Commission, (at paras. 42-46, 56 and 60),
upholding the judgment of the Court of First Instance
of 8 July 2004 in Joined Cases T-67/00, T-68/00, T-71/00
and T-78/00, JFE Engineering Corp. v Commission.

(19) See for instance the judgement of the Court of Justice
of 7 January 2004 in Cases C-204/00 P, C-205/00 P, C-
211/00 P, C-217/00 P and C-219/00, Aalborg Portland
A/S a.o. v. Commission, at paras. 236 to 244.
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change or raise the existing threshold. It simply
adds further guidance to clarify some of the fac-
tors relevant to the Commission assessment ().
In the light of the applicable case-law, conclusive,
stand-alone evidence that requires little or no
corroboration to prove the case provides higher
contribution to discharge the Commission’s bur-
den of proof than evidence, which largely requires
corroboration if it is contested. Such conclusive,
stand-alone evidence of which the probative value
cannot be challenged by simple contestation, is
called “compelling evidence” in the Notice. Cer-
tainly, even uncorroborated corporate statements
may constitute evidence against other parties ('),
provided that they are not generally contested
by then or contradicted by similar statements or
other pieces of evidence, and they may withstand
contestation in the context of a wider, consistent
body of evidence, but they objectively offer a lower
intrinsic probative value than, for instance, a piece
of incriminating contemporaneous documentary
evidence (¥). This does not mean that corporate
statements can never provide significant added
value, but it signals that they are more likely to
provide it when they corroborate other corporate
or witness statements (**) or other pieces of evi-
dence.

For the sake of legal certainty, the 2006 Leniency
Notice maintains the so-called “partial immu-
nity” provision. When an undertaking provides
“significant added value” because it happens to
provide compelling evidence enabling the Com-
mission to establish new or additional facts lia-

(1) In any event, point 25 of the Notice is meant to provide
guidance to the applicants, but it is not meant to provide
an exhaustive list of criteria.

(1?) See, for instance, the judgment of the Court of First
Instance of 25 October 2005 in Case T-38/02, Groupe
Danone v. Commission, at paras. 285 to 293.

(13) See, for instance, the judgment of the Court of First
Instance of 15 March 2000 in Joined Cases T-25/95,
T-26/95, T-30/95, T-31/95, T-32/95, T-34/95, T-35/95,
T-36/95, T-37/95, T-38/95, T-39/95, T-42/95, T-43/95,
T-44/95, T-45/95, T-46/95, T-48/95, T-50/95, T-51/95,
T-52/95, T-53/95, T-54/95, T-55/95, T-56/95, T-57/95,
T-58/95, T-59/95, T-60/95, T-61/95, T-62/95, T-63/95,
T-64/95, T-65/95, T-68/95, T-69/95, T-70/95, T-71/95, T-
87/95, T-88/95, T-103/95 and T-104/95, Cimenteries CBR
SA Groupe Danone a.o. v Commission, at par. 1838.

(") As regards corroboration and contestation of corporate
and witness statements, see for instance the above men-
tioned judgment of the Court of Justice of 25 January
2007 in Joined Cases C-403/04 P and C-405/04 P, Sumi-
moto Metal Industries Ltd., Nippon Steel Corp. v Com-
mission, (at paras 60 to76 and 101 to 109), upholding the
judgment of the Court of First Instance of 8 July 2004 in
Joined Cases T-67/00, T-68/00, T-71/00 and T-78/00, JFE
Engineering Corp. v Commission. See also the judgement
of the Court of First Instance of 5 December 2006 in
Case T-303/02, Westfalen Gassen Nederland BV v Com-
mission, at paras. 79-104.

ble to extend the gravity or the duration of the
infringement, these facts will not be taken into
account when setting the fine for the undertaking
providing the evidence. This “partial immunity”
constitutes a supplementary benefit to be added to
the corresponding reduction of fines. This provi-
sion should not only reassure applicants that their
liability will not suffer from their own decisive
submission, but it should also encourage them to
provide all conclusive evidence as early as possible
in the procedure in order to benefit from any extra
reduction before others do. Possibility for getting
such a “partial immunity” was already included
in the 2002 Leniency Notice and the Commis-
sion has already implemented this provision in
the cases concerning bleaching chemicals (*°) and
acrylic glass (*°).

Conditions for immunity and reduction
of fines

When considering applying for leniency, a com-
pany should not only look at the relevant thresh-
old, but also pay particular attention to the condi-
tions in point 12 and 13 of the Notice, as appro-
priate. This is due to the fact that some of those
conditions apply from the very moment of the
application and others even during its prepara-
tion. Pursuant to point 12 (and point 24) of the
Notice, leniency applicants must meet the follow-
ing conditions in order to qualify for immunity or
for reduction of fines:

(@) The undertaking cooperates genuinely, fully,
on a continuous basis and expeditiously from
the time it submits its application throughout
the Commission’s administrative procedure.
This includes:

e providing the Commission promptly with all
relevant information and evidence relating to
the alleged cartel that comes into its possession
or is available to it;

e remaining at the Commission’s disposal to
answer promptly to any request that may con-
tribute to the establishment of the facts;

e making current (and, if possible, former)
employees and directors available for inter-
views with the Commission;

(%) Commission Decision of 3 May 2006 in Case COMP/

F/38.620 — Hydrogen Peroxide and Perborate. See
Commission press release IP/06/560. No public version
yet available.

(') Commission Decision of 31 May 2006 in Case COMP/
F/38.645 — Methacrylates. See the summary of the deci-
sion in OJ L 322, 22.11.2006, p. 20-23 and Commission
press release IP/06/698.
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e not destroying, falsifying or concealing rel-
evant information or evidence relating to the
alleged cartel; and

e notdisclosing the fact or any of the content of its
application before the Commission has issued a
statement of objections in the case, unless oth-
erwise agreed;

(b) The undertaking ended its involvement in the
alleged cartel immediately following its appli-
cation, except for what would, in the Com-
mission’s view, be reasonably necessary to
preserve the integrity of the inspections;

(c) When contemplating making its application
to the Commission, the undertaking must not
have destroyed, falsified or concealed evidence
of the alleged cartel nor disclosed the fact or
any of the content of its contemplated applica-
tion, except to other competition authorities.

Moreover, pursuant to point 13 of the Notice,
an undertaking which took steps to coerce other
undertakings to join the cartel or to remain in it
is not eligible for immunity from fines. It may still
qualify for a reduction of fines if it fulfils the rel-
evant requirements and meets all the conditions
as set out above.

Cooperation is an essential feature of the leni-
ency programme that rewards those who assist
the Commission in its investigation. The case-law
recalls that an undertaking may receive favour-
able treatment under the Leniency Notice “if it
reveals a spirit of cooperation and if that coop-
eration allowed the Commission to establish an
infringement with less difficulty and, where appro-
priate, to put an end to it” and requires all leniency
applicants to show “genuine cooperation” (*7), that
is, to cooperate sincerely with the Commission, in
good faith, by providing accurate and complete
information that is not misleading. In line with
that case-law, the 2006 Leniency Notice specifies
that every applicant are expected to “cooperate
genuinely, fully, on a continuous basis and expedi-
tiously from the time it submits its application” and
no longer distinguishes between applicants for
immunity and those for reduction of fines with
respect to the continuous cooperation obligation.

It is also important to avoid any uncertainty con-
cerning the scope of the conditions that the appli-

(1) See for instance the judgement of the Court of Justice
of 29 June 2006 in Case C-301/04 P, Commission v. SGL
Carbon AG, a.o., at paras. 66 to 80; and the judgement of
the Court of Justice of 28 June 2005 in Cases C-189/02
P, C-202/02 P, C-205/02 P, C-208/02 P and C-213/02 P,
Dansk Rorindustri A/S a.o. v Commission, at paras 395
and 399.

cants must meet under the duty of continuous
cooperation. In practice the Commission Direc-
torate General for Competition has specified in
its acknowledgement of receipt of an application
various facets of the cooperation obligation. In
particular, the acknowledgement of receipt has
spelled out that the duty of continuous coopera-
tion encompasses not destroying, falsifying or
concealing information that is of relevance for
the investigation as well as not revealing the facts
or the contents of the application during a period
when doing so can jeopardise the investigation.
By way of exception from the rule that coopera-
tion obligation starts at the time of the applica-
tion, it is necessary that this condition covers also
the period when a company prepares to come
forward with a leniency application. It cannot be
tolerated that an applicant destroys, falsifies or
conceals information and can still be entitled to
get immunity or reduction of fines. Such actions
can seriously undermine the investigation of the
case and are flagrantly against the spirit of coop-
eration under the Leniency Notice. Therefore the
Leniency Notice makes it clear that this obligation
applies from the moment when the applicant is
“contemplating making its application”, i.e. when
the applicant is deciding on and preparing its
application. This reference to the timing, as well as
the reference to “the undertaking” and not to any
employee, also makes it clear that the Commis-
sion wants to catch deliberate actions of destruc-
tion, falsification and concealment of evidence.

Respondents to public consultation on the draft
revised Leniency Notice had concerns that the
obligation not to disclose the fact or content of
the application could go counter to other legal
obligations of the applicant which may oblige it
to make such a disclosure. This was already taken
into account when the revision was prepared. It is
indeed true thatleniency applicants may have legal
obligations to acknowledge in public their cooper-
ation under the Leniency Notice (e.g. listed com-
panies). This is why the revised Leniency Notice
provides that the restriction on disclosure to third
parties applies “unless otherwise agreed” with the
Commission. This point of the Notice also covers
the practice of the Commission to discuss with the
applicants the question of how to address discov-
ery requests in third country jurisdictions, while
protecting the EU leniency programme. Naturally,
the applicants are free to approach other compe-
tition authorities, in which case the Commaission
may ask for a waiver to discuss the application and
exchange information with such authorities.

The requirement in the 2002 Leniency Notice to
terminate participation in the alleged cartel at the
latest at the time of the application had in practice
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raised concerns that in some cases the termination
may alert other cartel participants and endan-
ger the effectiveness of a planned Commission
inspection. While as a general rule undertakings
that apply for leniency should terminate all car-
tel activities as soon as possible, it is in the public
interest that such termination should not always
entail an abrupt interruption of their involvement
in those activities where their participation is
expected by other cartel members, such as planned
meetings or exchanges. The complete termination
of all involvement might have to be delayed until
the point in time necessary to safeguard the Com-
mission inspection. This is now clearly spelled out
in point 12(b) of the Leniency Notice. When, in
the Commission’s view, that limited involvement
is indispensable to preserve the Commission’s
inspections, it does not qualify as a continuation
of the undertakings’ infringement, unless the par-
ticipation still continues thereafter.

Some respondents to the public consultation
were afraid that an applicant might not be able to
meet the requirement of continuous cooperation
if its personnel refused to answer questions from
Commission’s investigators by fear of criminal
sanctions by EU Member States. It should be
taken into account, however, that it is already the
established practice of the Commission under
the 2002 Leniency Notice to interview directors
and employees of the applicants. Natural persons
interviewed can be subject to different types of
sanctions in different EU Member States. There
are therefore safeguards in place regarding trans-
fer of information to Member States that apply
criminal sanctions. Regulation 1/2003 EC ensures
that information exchanged in the network of EU
Member States’ competition authorities can only
be used by the receiving authority if it has been
collected in a way which respects the same level
of protection of the rights of defence of natural
persons as in the receiving authority. Moreover,
exchanged information can only be used by the
receiving authority to impose custodial sanctions
if the law of the transmitting authority foresees
such sanctions for antitrust infringements, which
is not the case for the Commission. Moreover,
making directors and employees available for
interviews does not imply that they have to pro-
vide self-incriminating information.

Finally, a question was raised in the public con-
sultation as to what happens if an immunity or
reduction of fines applicant does not meet some of
the conditions. Can they still get some reduction
of fines? The Leniency Notice makes it clear that
failure to comply with the conditions will disqual-
ify the applicant from the leniency programme.
This question has already been addressed in the

Commission decision in the Raw Tobacco Italy
case (see above), which demonstrates that, in
exceptional circumstances, particularly when
the company has contributed substantially to the
Commission’s investigation, the Commission may
take the cooperation into account by granting a
reduction of fines under the Fines Guidelines (*¥)
as cooperation outside leniency.

The specific procedure to protect
corporate statements

In February 2006, the Commission published for
comments a proposed procedure to protect cor-
porate statements, which are made pursuant to
the Commission Leniency Notice, from discov-
ery in civil damage proceedings, in particular
in third country jurisdictions. In such corporate
statements which are made especially to help the
Commission’s investigation, leniency applicants
describe in detail their own involvement as well as
that of other undertakings. While the Commission
strongly supports effective civil proceedings for
damages against cartel participants, the produc-
tion in such proceedings of corporate statements
made under the Leniency Notice would create a
considerable disincentive for companies to come
forward and hence would seriously undermine
the effectiveness of the Commission leniency pol-
icy and ultimately jeopardise the effectiveness of
the Commission’s fight against cartels. In general
the respondents to the February 2006 publication
strongly supported the proposed procedure to pro-
tect corporate statements from discovery. Essen-
tial elements of this procedure are now included
in the Leniency Notice, taking into account the
comments received in the public consultation.

The procedure to protect corporate statements
applies to voluntary corporate statements supplied
in the framework of the Leniency Notice, with a
view to applying for immunity or for a reduction
of fines. Those corporate statements (and the pro-
tection provided to them) will be covered by the
relevant provisions in the Notice irrespective of
whether the applicant finally obtains immunity
from or reduction of fines. However, to avoid any
misuses of this new system, if the applicant itself
discloses the content of its statement to third par-
ties in other jurisdictions, while at the same time
asking the Commission to protect its statement,
no protection of the statement would be justified.

The process works in such a way that oral cor-
porate statements will be recorded and verbatim

('8) See the recently revised fines guidelines: Official Jour-
nal C 210, 1.09.2006, p. 2-5. See also IP/06/857 and
MEMO/06/256
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written transcripts will be made of each statement.
The recording and transcribing of the statements
will take place at the Commission’s premises.
Applicants making oral statements will not retain
or receive from the Commission any copies of
these statements, but as soon as the oral statement
has been submitted, it will become a Commission
document. This ensures that the applicant keeps
no document on its statement that it would be
required to produce at a third country court.

Oral corporate statements are considered as evi-
dence on alleged cartels and both the tape and
the transcript form part of the Commission file.
In order to guarantee the value as evidence pro-
vided by a transcript, the applicant making the
statement will need to check, at the Commission

premises, the accuracy of the written transcript as
compared to the recording.

Concluding remarks

The Leniency Notice has to be seen in the overall
context of the enforcement tools that the Com-
mission is using in its action against cartels, in
particular the investigation powers, and the rigour
used in application of the sanctions policy. These
instruments together should provide appropriate
incentives for companies to race to apply for leni-
ency. In 2006 the Commission has updated two
key instruments used in this area: the Leniency
Notice and the Guidelines on fines (*). The revised
Leniency Notice entered into force on 8 December
2006 and it is already being applied in first cases.

(') Guidelines on the method of setting fines imposed pur-

suant to Article 23(2)(a) of Regulation No 1/2003; O] C
210, 1.9.2006, p. 2-5.
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Commiission launches public consultation on draft Non-Horizontal

Merger Guidelines ()

Giuseppe CONTE, Legal Service,
Kay PARPLIES and Vincent VEROUDEN,

Directorate-General for Competition, unit A-2 and Chief Economist Team

I. Introduction

On 13 February, the Commission launched a pub-
lic consultation on draft Guidelines on the assess-
ment of non-horizontal mergers under the Merger
Regulation. Non-horizontal mergers include ver-
tical mergers, such as the acquisition of a supplier
by a customer (for example, a car manufacturer
acquiring a gearbox supplier), and conglomerate
mergers, which concern companies whose activi-
ties are complementary or otherwise related (for
instance, a company producing razors buying a
company producing shaving foam).

Interested parties are invited to submit their
comments on the draft Guidelines by 12 May. It
is anticipated that, following the consultations,
the definitive version of the Guidelines will be
adopted by the Commission before the end of
the year. The non-horizontal Merger Guidelines
will then serve to provide guidance to companies
envisaging such types of merger. They will com-
plement the existing Guidelines on the assessment
of horizontal mergers, which deal with mergers of
companies who are actual or potential competi-
tors on the same relevant market(s) (?).

In the following sections, we provide an overview
of the draft Guidelines and the public consulta-
tion process.

II. Overview of the draft Non-
Horizontal Merger Guidelines

Article 2 of the EC Merger Regulation (*) provides
that the European Commission has to appraise
mergers with a view to establishing whether or not
they “would significantly impede effective compe-

(") The content of this article does not necessarily reflect
the official position of the European Communities. Res-
ponsibility for the information and views expressed lies
entirely with the authors

(®*) Guidelines on the assessment of horizontal mergers
under the Council Regulation on the control of concen-
trations between undertakings, Official Journal C 31,
05.02.2004, p. 5-18.

(®) Council Regulation (EC) No 139/2004 of 20 January
2004 on the control of concentrations between underta-
kings, Official Journal L 24, 29.01.2004, p. 1.

tition, in particular as a result of the creation or
strengthening of a dominant position”, in the EU
market or a substantial part of it.

With the draft Guidelines on Non-Horizontal
Mergers, the Commission intends to set out the
analytical approach it takes in assessing the likely
competitive impact of vertical and conglomerate
mergers.

The draft Guidelines are structured in four main
parts: (i) a general overview, (ii) the definition of
“safe harbours” in terms of market shares and
concentration levels, (iii) the assessment of verti-
cal mergers, (iv) the assessment of conglomerate
mergers.

(i) General overview of the Commission’s
analysis of non-horizontal mergers

One important message included in the intro-
ductory sections of the draft Guidelines is that
non-horizontal mergers are generally less likely
to create competition concerns than horizontal
mergers.

First, unlike horizontal mergers, vertical or con-
glomerate mergers do not entail the loss of direct
competition between the merging firms in the
same relevant market. As a result, the main source
of anti-competitive effect in horizontal mergers is
absent from vertical and conglomerate mergers.

Second, vertical and conglomerate mergers pro-
vide substantial scope for efficiencies. A charac-
teristic of vertical mergers and certain conglom-
erate mergers is that the activities and/or the
products of the companies involved are comple-
mentary to each other (*). The integration of com-
plementary activities or products within a single
firm may produce significant efficiencies and be
pro-competitive. For instance, in vertical merg-

(*) Products or services are called “complementary” (or
“economic complements”) when they are worth more to
a customer when used or consumed together than when
used or consumed separately. Also a merger between
upstream and downstream activities can be seen as a
combination of complements which go into the final
product. For instance, both production and distribution
fulfil an indispensable role in getting a product to the
market.
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ers, efforts to increase sales at one level (e.g. by
lowering price, or by stepping up innovation) will
benefit sales at the other level. Depending on the
market conditions, integration may increase the
incentive to carry out such efforts. In particular,
after the vertical integration, lowering the mark-
up upstream may lead to increased sales not only
upstream but also downstream and vice versa.
This is often referred to as the “internalisation of
double mark-ups”.

The draft Guidelines also acknowledge that verti-
cal and conglomerate mergers may reduce trans-
action costs and allow for a better co-ordination
in terms of product design, the organisation of
the production process, investments in produc-
tion factors along the value chain and the way
in which the products are sold. Similarly, merg-
ers which involve products belonging to a range
of products that are generally sold to the same set
of customers (be they complementary products
or not) may give rise to customer benefits such as
one-stop-shopping.

Nonetheless, there are circumstances in which
non-horizontal mergers may significantly impede
effective competition. This is essentially because
a non-horizontal merger may change the ability
and incentive to compete on the part of the merg-
ing companies and their competitors in ways that
cause harm to consumers (including intermediate
customers).

The draft Guidelines make clear in this respect
that when intermediate customers are actual or
potential competitors of the parties to the merger,
the Commission will focus on the effects of the
merger on the customers to which the merged
entity and those competitors are selling. Conse-
quently, the fact that a merger affects competitors
is not in and of itself viewed as a problem. It is
the impact on effective competition on which the
Commission will focus, not the mere impact on
competitors at some level of the supply chain.

As to the possible anticompetitive effects of non-
horizontal mergers, the draft Guidelines distin-
guish between two main ways in which non-hori-
zontal mergers may significantly impede effective
competition: non-coordinated effects and coordi-
nated effects.

Non-coordinated effects may principally arise when
non-horizontal mergers give rise to foreclosure. In
the draft Guidelines, the term “foreclosure” is used
to describe any instance where actual or potential
rivals’ access to supplies or markets is hampered
or eliminated as a result of the merger, thereby
reducing these companies’ ability and/or incen-
tive to compete. As a result of such foreclosure,
the merging companies — and, possibly, some of

its competitors as well — may be able to profitably
increase the price charged to consumers or cause
harm to consumers in other ways. These instances
are referred to as “anticompetitive foreclosure”.

In assessing the likelihood of an anticompetitive
foreclosure scenario, the Commission will exam-
ine, first, whether the merged entity would have,
post-merger, the ability to substantially foreclose a
market, second, whether it would have the incen-
tive to do so, and third, whether a foreclosure strat-
egy would have a significant detrimental effect on
competition, thus causing harm to consumers.

In practice, these three factors are often examined
together since they are closely intertwined. None-
theless, the Commission finds it useful to make
clear that even though the merged entity may
have the ability to foreclose, it may not have the
incentive to do so. Second, even where the merged
entity may have the ability and incentive to fore-
close, this may not have a significant detrimental
effect on consumers. The latter may hold true, in
particular, when the merger gives rise to substan-
tial efficiencies.

Coordinated effects arise where the merger changes
the nature of competition in such a way that firms
that previously were not coordinating their behav-
iour, are now significantly more likely to coordi-
nate and raise prices or otherwise harm effective
competition. A merger may also make coordina-
tion easier, more stable or more effective for firms,
which were coordinating prior to the merger.

In assessing the effects of a merger, the Commis-
sion will consider both the possible anti-competi-
tive effects arising from the merger and the pro-
competitive effects stemming from efliciencies
identified and substantiated by the parties.

(ii) Definition of “safe harbours”

One important objective of the draft Guidelines
is to provide firms with guidance not only about
possible theories of harm but also to enable them
to identify mergers that are unlikely to be chal-
lenged on competition grounds. The draft states in
this context that non-horizontal mergers pose no
threat to effective competition unless the merged
entity has market power in at least one of the mar-
kets concerned.

For this purpose, the draft specifies “safe har-
bours” as a screen to identify cases that are clearly
unlikely to raise competition issues. The draft
stipulates that the Commission is unlikely to find
concern in non-horizontal mergers where the
market share post-merger of the new entity in each
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of the markets concerned is below [30%] (°) and
where the post-merger Herfindahl-Hirschman-
Index (HHI) is below [2000]. In practice, it will
not extensively investigate such mergers, except
where some special circumstances are present,
which render market shares less useful as a proxy
for the competitive conditions in the market.

(iii) Assessment of vertical mergers

Non-coordinated effects: foreclosure

With regard to vertical mergers, the draft Guide-
lines identify two principal foreclosure scenarios,
input foreclosure and customer foreclosure. The
first is where the merger is likely to raise the costs
of downstream rivals by restricting their access to
an important input (input foreclosure). The second
is where the merger is likely to foreclose upstream
rivals by restricting their access to a sufficient cus-
tomer base (customer foreclosure).

Input foreclosure

A merger may significantly impede effective com-
petition through input foreclosure where, post-
merger, the new entity would be likely to restrict
access to the products or services that it would
have otherwise supplied absent the merger, thereby
raising its downstream rivals’ costs by making it
harder for them to obtain supplies of the input
under similar prices and conditions as absent the
merger. This may give the merged entity the ability
and the incentive to profitably increase the price
charged to consumers. Any efficiencies resulting
from the merger, however, may lead the merged
entity to reduce price, so that the overall likely
impact on consumers may be neutral or positive.
The figure below gives a graphical presentation of
this mechanism:

Upstream entity
(market power)

o Raising rivals’ cost?
(Efficiencies?) ««--weeseeees »

Downstream

ik Rivals

Reduction of
competitive pressure?

9 Overall effect on consumers?

(®) In analogy to the indications given in Commission
Regulation (EC) No 2790/1999 of 22 December 1999 on
the application of Article 81(3) of the Treaty to categories
of vertical agreements and concerted practices, Official
Journal L 336, 29.12.1999, pages 21-25.

The draft Guidelines outline a variety of factors
that may in practice affect a merged firm’s abil-
ity and incentive to foreclose, and the size of any
impact on consumers. For example, a foreclos-
ure strategy can be effective only if the merged
firm has market power in the input market and
the input represents a significant cost factor or
an otherwise critical component for rival firms.
Incentives to foreclose are affected, among other
factors, by the trade-off the merged firm has to
make between the profit lost in the upstream mar-
ket due to a reduction of input sales to (actual or
potential) rivals and the profit gain from expand-
ing sales downstream or, as the case may be, being
able to raise price in that market ().

Further, the effect of the merger on competition
needs to be assessed in light of efficiencies iden-
tified and substantiated by the merging parties.
For the Commission to take account of efficiency
claims in its assessment of the merger, the efficien-
cies have to benefit consumers, be merger-specific
and be verifiable.

Customer foreclosure

Customer foreclosure may occur when a supplier
integrates with an important customer in the
downstream market. Because of this downstream
presence, the merged entity may foreclose access to
a sufficient customer base to its actual or potential
rivals in the upstream market (the input market)
and reduce their ability or incentive to compete.
In turn, this may raise downstream rivals’ costs
by making it harder for them to obtain supplies
of the input under similar prices and conditions
as absent the merger. This may allow the merged
entity profitably to establish higher prices on
the downstream market. Again, any efficiencies
resulting from the merger may lead the merged

(°) When the adoption of a specific course of conduct by
the merged entity is an essential step in foreclosure, the
Commission examines both the incentives to adopt such
conduct and the factors liable to reduce, or even elimi-
nate, those incentives, including the possibility that the
conduct is unlawful. This appraisal, however, does not
require an exhaustive and detailed examination of the
rules of the various legal orders which might be applica-
ble and of the enforcement policy practised within them
(see Case C-12/03 P, Commission v. Tetra Laval BV, ECR
I-000, paragraphs 74-76. Case T-210/01, General Electric
v. Commission [2005], ECR II-000, at paragraph 73).
Moreover, the illegality of a conduct may be likely to
provide significant disincentives for the merged entity
to engage in such conduct only in certain circumstan-
ces. In particular, the Commission will consider, on the
basis of a summary analysis: (i) the likelihood that this
conduct would be clearly, or highly probably, unlawful
under Community law, (ii) the likelihood that this ille-
gal conduct could be detected, and (iii) the penalties
which could be imposed.
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entity to reduce price, so that there is overall not
a negative impact on consumers. Like for input
foreclosure, the Commission’s assessment will
include an analysis of the merged firm’s ability
and incentive to engage in a foreclosure strategy,
as well as an evaluation of the potential size of the
detrimental impact on consumers. A graphical
representation of this mechanism is provided by
the figure below:

Upstream Rivals | 1 cistomer
entity upstream | o reclosure?
/’ :
e 1
(Efﬁciencies?) .......... ,\\' :
’/ 1
. v
Downstream .
e Rivals .
downstream| 2- Raising
(market power) rivals’ cost?

Reduction of competitive
pressure?

9 Overall effect on consumers?

Coordinated effects

The draft Guidelines provide an overview of fac-
tors that foster firms’ ability to effectively co-ordi-
nate their competitive behaviour. The section is
based on the requirements set out by the CFI in
its Airtours judgement (’). Three conditions are,
thus, necessary for coordination to be sustain-
able. First, the coordinating firms must be able to
monitor to a sufficient degree whether the terms
of coordination are being adhered to. Second, dis-
cipline requires that there is some form of cred-
ible deterrent mechanism that can be activated if
deviation is detected. Third, the reactions of out-
siders, such as current and future competitors not
participating in the coordination, as well as cus-
tomers, should not be able to jeopardise the results
expected from the coordination.

(iv) Assessment of conglomerate mergers

The final sections of the draft Guidelines are dedi-
cated to conglomerate mergers. These are mergers
between firms that are in a relationship which is
neither purely horizontal (as competitors in the
same relevant market) nor vertical (as supplier

(7) Case T-342/99, Airtours v Commission, [2002] ECR II-
2585.

and customer). In practice, the focus is on merg-
ers between companies that are active in closely
related markets (e.g. mergers involving suppliers
of complementary products or of products which
belong to a range of products that is generally pur-
chased by the same set of customers for the same
end use).

While the draft Guidelines acknowledge that
conglomerate mergers in the majority of circum-
stances will not lead to any competition problems,
it sets out those specific cases where there may be
harm to competition. The section on conglomer-
ate mergers follows essentially the same structure
as the guidance on vertical mergers. The draft
distinguishes between non-coordinated effects
(foreclosure) and co-ordinated effects as princi-
pal theories of harm. Foreclosure through tying
and bundling are among the principal potential
theories of harm discussed in the section. The sec-
tion outlines the factors that may give a merged
firm the ability and the incentive to foreclose and
presents the parameters affecting the overall likely
impact of a conglomerate merger on prices and
consumer choice, and discusses potential sources
of efficiency gains in this context.

III. Conclusion and next steps

Through the adoption of Guidelines on the assess-
ment of non-horizontal mergers, the Commission
aims to give further guidance on its policy in this
area. By providing a coherent analytical frame-
work, the Guidelines will contribute to the level
of predictability of the Commission’s assessment
of non-horizontal mergers. The Guidelines, thus,
form an important element of the Commission’s
aim to provide clear and predictable competition
rules grounded in an effects-based approach.

Following an initial consultation among the EU
Member States, the draft Guidelines were adopted
by the Commission for public consultation. The
three-month consultation period, lasting until 12
May 2007, now gives an opportunity to the gen-
eral public to participate in the debate and to pro-
vide their input to the Guidelines. The text of the
draft Guidelines is available on DG Competition’s
website under: http://ec.europa.eu/comm/compe-
tition/consultations/open.html
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Milestones in maritime transport: EU ends exemptions ()

Fabrizia BENINI and Carsten BERMIG,

Directorate-General for Competition, unit D-2

On 25 September 2006, the Competitiveness
Council unanimously adopted the Commission’s
proposal to repeal the block exemption for liner
conferences on routes to and from the EU (?). This
is a historic date since the EU is the first juris-
diction world-wide to lift this type of anti-trust
immunity for conferences.

The block exemption, established by Council Reg-
ulation 4056/86 (*), allowed carriers to fix prices
and regulate capacity jointly in liner conferences.
The abolition of conferences in trades to and from
the EU will enter into effect in October 2008, after
a two-year transitional period. In order to smooth
the transition to a more competitive regime, the
Commission will issue Guidelines on the applica-
tion of the competition rules to maritime trans-
port services before the end of the transitional
period.

The Council has also extended the scope of the
procedural rules needed to implement Articles 81
and 82 of the EC Treaty (*) to include cabotage (°)
and tramp shipping. The necessary amendment of
Regulation 1/2003 entered into force on 18 Octo-
ber 2006. The procedural rules now apply to all
sectors of the economy without exception.

Liner conferences

The Council’s decision to put an end to the pos-
sibility for shipping lines to organise themselves

(") The content of this article does not necessarily reflect
the official position of the European Communities. Res-
ponsibility for the information and views expressed lies
entirely with the authors.

(®>) Council Regulation (EC) No 1419/2006 repealing
Council Regulation (EC) No 4056/1986 on the applica-
tion of Articles 85 and 86 (now 81 and 82) EC to maritime
transport and amending Council Regulation No 1/2003,
Official Journal L 269, 28.9.2006, p.1. See “Commission
proposes to repeal liner conference block exemption”,
Competition Policy Newsletter, No. 1, spring 2006,
p.43-47.

(® Council Regulation (EEC) No 4056/86 laying down
detailed rules for the application of Articles 85 and 86
[now 81 and 82] of the Treaty to maritime transport
(Liner shipping conferences), Official Journal L 378,
1.12.1986, p. 4.

(*) Council Regulation (EC) No 1/2003 of 16 December
2002 on the implementation of the rules on competition
laid down in Articles 81 and 82 of the Treaty, Official
Journal L 1, 4.1.2003, p. 1-25.

(>) Cabotage are maritime transport services that exclusi-
vely take place between ports within one and the same
Member State.

in cartel-like liner conferences marks a milestone
in the application of competition law to the mari-
time transport sector. It represents a fundamental
change in the application of competition law to
this transport sector. As such, it is welcome that
the change was brought about by broad consen-
sus among the European institutions. The Coun-
cil decided only 9 months after the Commission
presented its proposal, and by unanimity, whereas
qualified majority sufficed. The European Parlia-
ment adopted a favourable report in July 2006 with
an overwhelming majority and also the European
Economic and Social Committee issued a favour-
able opinion.

Liner shipping involves the provision of regular,
scheduled transport of cargo, usually by con-
tainer. Given the regularity of the service, in order
to serve a particular route (e.g. from Europe to
China) it is necessary to deploy several ships of a
similar size. Regular scheduling of services how-
ever does not ensure that vessels are sailing at full
capacity while on the other hand it entails high
investments costs which triggered since the 1870s
the organisation of shipping lines in the form of
cartels called liner conferences.

The importance of liner conferences generally
declined over the last decades. However liner car-
riers continue to join conferences and these retain
very large market shares (°). The longevity of con-
ferences is also impressive. Conferences like the
Indian Pakistan Bangladesh Conference succes-
sor of the Calcutta conference founded in 1875
survived despite considerable technical progress
in maritime transport (e.g. steamships or contain-
erisation) and major changes in management as
well as industrial organisation, e.g. hub and spoke
systems or the emergence of consortia and alli-
ances.

To date there is no other jurisdiction that has
taken the step to outlaw price fixing and capacity
regulation by liner shipping carriers. This how-
ever does not imply that there is an international

(°) See Dynaliner 4/2007, p.1: “In mid-September, to the
surprise of some, MSC joined the Far Eastern Freight
Conference (FEFC). Seeing this carrier’s substantial
capacity growth, it signalled a significant increase of the
conference share by (nominal) shipboard TEU space in
this trade. As of mid-January, the North Europe capacity
share of conference members stood at 72% and even 78%
in the Mediterranean, translating into a total of 73% for
both trade areas.”
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conflict of law. This would only be the case if one
jurisdiction were to require carriers to participate
in conferences, whereas another was to prohibit it.
This is not the case, on the contrary a number of
the EU’s major international trading partners (e.g.
USA, China, Japan or Australia) also embarked
on a review of the liner conference system in their
respective jurisdictions. The Commission has
established close and frequent contacts with these
partners to promote further competitive reform of
the liner shipping sector.

Liner conferences like many other cartel organi-
sations are also sources of market information.
In this context the liner industry organisation
has identified a need for a successor regime. The
European Liner Affairs Association (“ELAA”)
on behalf of 21 global carriers submitted that, if
Regulation No 4056/86 was repealed, continued
stability of supply of liner services required the
setting up of an exchange of information system
to replace the conference system.

The Commission accepted this need in principle
since it is common practice in many industries
that statistics and general market information are
gathered, exchanged and published. If on the one
hand these exchanges are a good means of increas-
ing market transparency and knowledge, hence
of enabling firms to fine tune supply to demand,
reduce costs and avoid risky strategy choices. On
the other hand in some industries safeguards are
needed to make sure they are not used for collu-
sion purposes. The Commission therefore stated
that any new system for exchange of information
system in liner shipping, must respect competi-
tion rules (7) namely the Court’s case law and the
Commission practice on exchanges of information
between competitors. The forthcoming guidelines
will provide further guidance to the industry in
this respect.

In September 2006, as an interim step in the prep-
aration of the Guidelines, the Commission pub-
lished a staff “issues paper” (%). It sets out a prelim-
inary assessment of the issues relating to informa-
tion exchanges raised by the industry’s proposal
for information exchange in the liner market.

The Guidelines are prepared in consultation with
stakeholders. The Commission has been dis-
cussing with the liner industry how best to issue
appropriate guidance on how competition law
should apply to the sector, once the abolition of
Regulation 4056/86 enters into force. This dia-

(7Y MEMO/05/480:http://europa.eu.int/rapid/pressReleases
Action.do?reference=MEMO/05/480&format=HTML
&aged=0&language=EN&guiLanguage=fr

(®) See: http://ec.europa.eu/comm/competition/antitrust/
legislation/maritime/issues_paper_shipping.pdf

logue has resulted in a number of submissions
from the shipping industry, which are all available
on the Commission website (°).

Tramp shipping

Tramp shipping services concern the non-regular,
non-advertised maritime transport of bulk cargo
that is not containerised, and include a range of
economically important services such as the trans-
port of oil, ores and agricultural products. The
Council extended the scope of Regulation 1/2003
which does not involve a change to the applica-
ble law as EU competition rules already apply to
cabotage and tramp shipping. It rather improves
the possibilities for the Commission to enforce the
competition rules in these sectors, in addition to
national competition authorities and courts.

Theimpactoninternational tramp shippingshould
not be substantial because EC Treaty competition
rules (Articles 81 and 82) always applied to cabo-
tage and tramp shipping. It is rather a question of
including these sectors within the generally appli-
cable procedural framework laid down by Council
Regulation 1/2003 and so better enable the Com-
mission, in addition to national authorities and
courts, to apply these rules to cabotage and tramp
shipping.

Given that the Commission is yet to enforce com-
petition rules in tramp shipping there is also a
need for the forthcoming Guidelines on the appli-
cation of competition rules to cover issues spe-
cific to tramp shipping services, such as market
definition or pool agreements, a common form
of co-operation between competitors in the sec-
tor. Preparatory work is already underway and the
Commission engaged in discussions with tramp
operators. It also has contracted an external study
on the sector which has been published (*°).

The way forward

The Commission’s Green Paper on maritime pol-
icy stresses the vital importance of a competitive
shipping industry for Europe (*'). The abolition of

(°) http://ec.europa.eu/comm/competition/antitrust/legis-
lation/maritime/

(19) ibid.

(") “Given Europe’s export-based economy, the increase in
trade volumes and its geographical circumstances, the EU
has a vital interest in the competitiveness of shipping [...].
To assure this competitiveness it is necessary to provide an
international level playing field for those industries. This
is even more important as maritime activities mostly com-
pete in a global market.” Green Paper: Towards a future
Maritime Policy for the Union: A European vision for
the oceans and seas”; p. 8; available at: http://ec.europa.
eu/maritimeaffairs/pdf/com_2006_0275_en_part2.pdf
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Articles

liner shipping conferences will certainly render
liner markets more competitive. On the other
hand shipping operators may maintain co-opera-
tion within liner consortia or tramp shipping

pools. To this end the forthcoming guidelines
will provide maritime operators with the neces-
sary tools to self-assess these agreements and ulti-
mately foster competitiveness in this sector.
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Effective unbundling of energy transmission networks: lessons

from the Energy Sector Inquiry (')

Philip LOWE, Director-General, Directorate-General for Competition,
Ingrida PUCINSKAITE, William WEBSTER and Patrick LINDBERG,
Directorate-General for Competition, unit B-1

Introduction

During the late 1990s, the European Union
decided to fundamentally change the basis for the
provision of electricity and gas from a monopolis-
tic to a competitive market framework. This objec-
tive was introduced via the first electricity and gas
Directives (*), which removed the legal monopolies
and partially opened the market to competition
by allowing large users to choose their suppliers.
Already at that early stage, the Community legis-
lator identified the risk that vertically integrated
incumbents could use their monopolies over the
transmission networks in order to stifle the emer-
gence of competition in the supply business. Rules
were established to mitigate that risk, including
the introduction of a Third Party Access regime
and some unbundling provisions to ensure that
vertically integrated operators would not discrim-
inate against new entrants or create other entry
barriers.

This commitment to competition was confirmed
and strengthened with the adoption of the sec-
ond package of Directives in 2003 (*). With this
legislation Member States agreed a timetable to
open electricity and gas markets fully to competi-
tion. The unbundling provisions were reinforced,
a regulated Third Party Access regime was intro-
duced and the creation of national regulators

(") The content of this article does not necessarily reflect
the official position of the European Communities. Res-
ponsibility for the information and views expressed lies
entirely with the authors.

(®>) Directive 96/92/EC of the European Parliament and of

the Council of 19 December 1996 concerning common
rules for the internal market in electricity. (O] L 27,
30.1.1997, p. 20-29).
Directive 98/30/EC of the European Parliament and
of the Council of 22 June 1998 concerning common
rules for the internal market in natural gas. (O] L 204,
21.7.1998, p. 1-12).

(®) Directive 2003/54/EC of the European Parliament and
of the Council of 26 June 2003 concerning common
rules for the internal market in electricity and repealing
Directive 96/92/EC. (O] L 176, 15.7.2003, p. 37-56).
Directive 2003/55/EC of the European Parliament and
of the Council of 26 June 2003 concerning common
rules for the internal market in natural gas and repea-
ling Directive 98/30/EC. (O] L 176, 15.7.2003, p. 57-78)
(Hereafter — the Electricity and Gas Directives).

became mandatory. In addition, Regulations (*)
were introduced which allowed for the adoption
of legally binding guidelines with the aim of facili-
tating cross border competition.

However, after several years of experience with
this new paradigm for energy markets, the Com-
mission has become increasingly aware of the
presence of significant remaining obstacles to
competition. Because of these obstacles, consum-
ers are not reaping the full benefits of the liber-
alisation process. Accordingly, in mid-2005, the
Commission launched the Sector Inquiry into the
European gas and electricity sectors pursuant to
Article 17 of Regulation 1/2003 (°).

InJanuary 2007 the Commission adopted and pub-
lished the Final Report on the Sector Inquiry (°).
One of the main shortcomings identified in the
Final Report relates to continued vertical foreclos-
ure, i.e. the obstacles to competition stemming
from the vertical integration of companies active
in the supply and network business. The Final
Report concluded that there is an ongoing conflict
of interest in these vertically integrated compa-
nies with a continued risk that they use their con-
trol over the network to make market entry and
expansion of their competitors in the supply mar-
kets difficult. Whilst the Directives have already
sought to address these issues by introducing a
minimum level of unbundling, the Sector Inquiry
has demonstrated that the current unbundling
regime is inadequate.

(*) Regulation (EC) No 1228/2003 of the European Parlia-

ment and of the Council of 26 June 2003 on conditions
for access to the network for cross-border exchanges in
electricity. (OJ L 176, 15.7.2003, p. 1-10).

Regulation (EC) No 1775/2005 of the European Parlia-
ment and of the Council of 28 September 2005 on condi-
tions for access to the natural gas transmission network.
(OJ L 289, 3.11.2005, p. 1-13).

(°) Commission decision (EC) No C(2005) 1682 of 13 June
2005 initiating an inquiry into the gas and electricity
sectors pursuant to Article 17 of Council Regulation
(EC) No 1/2003.

(® Communication from the Commission (COM(2006)
851 final): “Inquiry pursuant to Article 17 of Regula-
tion (EC) No 1/2003 into the European gas and elec-
tricity sectors (Final Report)” and its Technical Annex
SEC(2006) 1724. (Hereinafter — the Final report).
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More than anything, at a time when very large
investments are needed to promote market inte-
gration and ensure security of supply, the way
the current unbundling is set up, leads to wor-
rying distortions of investment incentives. In
many Member States it is currently left to the
vertically integrated incumbents to invest in the
additional transmission capacity that could bring
more competition to their own supply business:
such a setting is unlikely to yield socially optimal
investment decisions. There is little doubt that a
co-ordinated European response is required.

The endeavour to establish a genuine European
internal market for electricity and gas is ongoing.
The Energy Council of 15 February 2007 empha-
sised that there should be effective separation of
supply and production activities ensuring equal
and open access to transport infrastructures and
independence of decisions on investment in infra-
structure. The European Council of 8-9 March
2007 approved to a large extent the conclusions of
the Energy Council as regards the internal energy
market, thus maintaining the mandate that the
Commission had been given by the Energy Coun-
cil of 15 February to proceed with an additional
unbundling agenda. The European Council based
its conclusions inter alia on the Commission’s Final
Report following the Sector Inquiry thus follow-
ing the Commission’s position. In particular, the
Council agreed on the need for a number of new
developments of the internal market rules includ-
ing effective separation of supply and production
activities from network operations (unbundling),
guaranteeing equal and open access and inde-
pendence of decisions on investment in infrastruc-
ture with relevant investment signals contributing
to the efficient and more secure operation of the
transmission grid. Furthermore, the European
Council invited the Commission to elaborate
measures to this effect and to come forward with
relevant proposals including through the develop-
ment of existing legislation where possible.

DG Transport and Energy has already initiated an
impact assessment procedure to identify the most
suitable methods for implementing unbundling
that effectively addresses the inherent conflicts of
interest resulting from the integration of network
and supply interests. A further Communication
including detailed formal proposals to the Coun-
cil and the European Parliament will be produced,
based on guidance from Council and Parliament.

The present article discusses the findings of the
Sector Inquiry that are most relevant to the issue
of unbundling, how they demonstrate that the
current unbundling regime is ineffective, and
point to the need for a structural solution. It is

structured as follows: first, a short description of
the current unbundling regime is provided. Then
the deficiencies of the regime are identified and
illustrated (). It is also explained why ownership
unbundling stands out, in the light of these find-
ings, as the most effective solution. It then turns to
legal considerations related to the introduction of
ownership unbundling; and concludes that Europe
should reflect carefully whether it can afford to
introduce a sub-optimal unbundling regime.

Current unbundling regime

It has been clear since the beginning of the lib-
eralisation process that a significant degree of
unbundling is needed in order to ensure non-dis-
criminatory access to the networks and to avoid
conflicts of interest within vertically integrated
energy companies.

The current Electricity and Gas Directives impose
minimum obligations on energy network opera-
tors with regard to legal and functional unbun-
dling between transmission/distribution networks
on the one hand and upstream (generation or pro-
duction)/downstream (supply) functions on the
other (¥). The companies concerned are obliged
to create separate legal entities for network activi-
ties. There must also be separation of executive
management and decision-making with respect
to operation, maintenance and development of
the network. The day-to-day management of the
network operator and all related decisions must be
made independently and without interference by
the parent company. Legal unbundling also pre-
supposes the creation of separate accounts.

Furthermore, Transmission Systems Operators
(‘TSOs’) are obliged to treat all system users alike,
including as regards access to information (prin-
ciple of transparency and non-discrimination). In
order to ensure that this obligation is respected,
the Directives require “information unbundling”
through the creation of information barriers
between supply and network activities (“Chinese
Walls”). Network operators must act independ-
ently and must not be influenced by the vertically
integrated group.

The unbundled network operators also have to
actively implement a compliance programme
serving as a formal framework for preventing dis-
criminatory behaviour and protecting confiden-
tiality of business information. In order to facili-

(7) The article focuses in particular on transmission and
distribution activities. However, the problems caused by
the insufficient unbundling also exist on e.g. gas storage
markets which are not covered by this article.

(®) Unbundling requirements for gas and electricity com-
panies are essentially the same.
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tate their supervision, network operators have to
submit annual reports on the implementation of
the compliance programmes to the regulatory
authority.

Legal and functional unbundling for transmission
networks is required from July 2004, as is func-
tional unbundling for distribution networks (°).

Deficiencies of current unbundling
regime

The Sector Inquiry as well as the analysis carried
out by DG Transport and Energy in preparation
of the Strategic Energy Review confirmed that
significant differences persist in the level of the
implementation of the unbundling provisions. In
a number of Member States, the unbundling pro-
visions are still missing due to the lack of timely,
complete or correct transposition of the Directives
into national law (*°). In practice this means that
different degrees of market opening exist between
Member States undermining the creation of a level
playing field.

However, even where Member States have adopted
the unbundling provisions required under the
Electricity and Gas Directives, this does not mean
that network operators necessarily comply with
them. Furthermore, even where the unbundling
provisions are fully implemented, the Sector
Inquiry has demonstrated that incentives for pref-
erential treatment within vertically integrated
operators remain.

It also appears that national regulators cannot
verify to a satisfactory degree whether unbun-
dling provisions are respected in practice. Vari-
ous reasons can be named for this, such as lack of
resources and appropriate powers.

(°) Member States are permitted to postpone legal unbun-

dling of all distribution networks until 1 July 2007. They
are also authorised to relieve integrated gas and electri-
city distributors supplying less that 100,000 customers,
or small isolated networks, from the legal unbundling
requirements.
There is a possibility of exemptions from the require-
ment of legal and functional unbundling for Distribu-
tion System Operators until July 2007 foreseen in the
Electricity and Gas Directives.

(1% As a consequence, the Commission has initiated infrin-
gements proceedings in April 2006 by sending letters of
formal notice to Austria, the Czech Republic, France,
Ireland, Italy, Poland, Slovakia and Spain. In these
Member States, legal and/or functional unbundling is
not yet complete. In addition, five Member States bene-
fit from derogations under the provisions of the Second
Gas Directive or do not have a functioning gas market.
Reasoned opinions, the second step in the infringement
procedure, were sent in December 2006, cf. press release
1P/06/1768.

Fundamentally, the current unbundling regime
does not suppress the inherent conflict of interest
that stems from vertical integration of network
and generation and/or supply interest. The incum-
bent suppliers view their networks as strategic
assets that serve their commercial interests.

Even when there is a more sincere attempt to abide
by the letter and spirit of the current unbundling
rules, the network company is often unclear of its
objective and role. It cannot combine diverging
targets, i.e. non-discriminatory third party access
and compliance with unbundling regime versus
optimisation of the return to the vertically inte-
grated company. This leads to a high risk that the
companies concerned will engage in anti-compet-
itive strategies or, more generally, to sub-optimal
behaviour as a network operator.

Indeed, the current unbundling rules do not
remove the incentives and possibilities for dis-
crimination with respect to third party access.
Often, changes to network access conditions have,
like investment projects, to be approved by the
TSO’s parent company where supply affiliates are
represented. Network operators that have supply
interests usually have both the ability and incen-
tives to offer preferential treatment to that supply
business and this leads to discrimination of their
competitors. There are various means through
which such discrimination may take place, some
of which are difficult to detect and/or expedi-
tiously remedy and sanction, even for a special-
ized regulatory body: delaying or complicating
the connection of new entrants’ power plants to
networks, maintaining artificially small balancing
zones, charging high balancing fees, which will be
primarily paid by new entrants, not making avail-
able unused capacities or not using the most effi-
cient allocation methods: e.g. implicit auctions.

e One of the German gas incumbents was
recently able to offer a gas delivery contract
for a new power plant requiring a substan-
tial import capacity, to be shipped through
the network of its “associated” network com-
pany. At the same time new entrants were not
granted firm capacity on an almost identical
pipelines path, although the capacities they
requested were substantially lower than the
ones granted to the power plant. Under the
current provisions, such discrimination is
difficult to detect (*).

(1) Cf. Final Report, Technical Annex SEC(2006) 1724,
para 168.
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e The Commission gathered indications during
its Sector Inquiry that one transmission sys-
tem operator grants its affiliated supply com-
pany substantive rebates for the transporta-
tion fees as compared to non-affiliated net-
work users. In doing so, the network operator
directly supports the competitive position of
the related supply company. This appears to
be an overall business strategy carried out by
some integrated gas companies and leads to
excessive access tariffs, which raise competi-
tors’ costs (*2).

e The nomination procedure of gas transport
capacities appears to be different vis-a-vis dif-
ferent shippers. While the supply company of
vertically integrated operators can nominate
their capacities directly to the network’s dis-
patching centre, third parties with short term
interruptible contracts still have to nominate
their capacities in advance to the network
operator who aggregates them before sending
to the dispatching centre for execution (*?).

e Various shippers allege that the access to
transit capacities is in some cases made con-
ditional upon the prior existence of gas pur-
chase or supply contracts, so that planning
ahead becomes difficult for smaller independ-
ent shippers. In addition, gas incumbents do
not offer new entrants wheeling services,
enabling them to redirect gas flows of pur-
chased capacities once put into the pipeline

tends to be a common practice (**). Despite
information barriers, i. e. “Chinese walls” being
in place under the legal unbundling regime, infor-
mation that facilitates discrimination is, in some
cases, systematically shared between the network
operator and company’s competitive activities.
This undermines the trust of alternative produc-
ers and suppliers in the functioning of the market.

system (™).

More generally, information leakage between the
supply and network affiliates of legally unbundled,
but still vertically integrated, network operators

(1?) Cf. Final Report, Technical Annex SEC(2006) 1724,
para 155.
The fact that tariffs have historically been too high has
also been confirmed by the decision of regulators to
reduce the tariffs submitted for approval by transmis-
sion system operators.

(13) Cf. Final Report, Technical Annex SEC(2006) 1724,
para 165.

(1) Cf. Final Report, Technical Annex SEC(2006) 1724,
para 170.

e In the Sector Inquiry, the TSOs were asked
to provide information about their practical
implementation of the unbundling require-
ments. Where this has not yet been fully
completed, the process is allegedly under
way. The TSO’s replies however point to a
certain number of admitted shortcomings
as regards the current level of unbundling.
For example, top management of the supply
branch, which are represented at the parent
level, often have access to strategic business
information of the transport company, either
directly or as a result of their representation
in the Supervisory or Administrative Board
of the latter. The same holds true for both
transmission and distribution system opera-
tors where insights into the activities of com-
petitors are made available to affiliate supply
businesses (*°).

o The network operator is informed about the
envisaged change of supplier, as this supplier
has to access the network in order to supply
the customer. Information provided in the
Sector Inquiry shows that network operators
may find a way to inform the management of
the vertically integrated supply branch when
a customer is considering switching supplier.
As a result, customers are prevented from
switching suppliers; market entry for com-
petitors becomes difficult.

e Network companies provide more detailed
information on, for example, load, outages,
generation from wind turbines, to their affili-
ate supply company so that they can better
optimise their trading and production port-
folio.

(') Newbery, David (2005). Refining Market Design. Paper

presented at the Conference “Implementing the Inter-
nal Market of Electricity: Proposals and Time-Tables”.
Brussels. Page 20: “Vertically integrated transmission
and generation companies can exploit informational
advantages, discriminate in the provision of access,
balancing and other ancillary services, and cross-subsi-
dise competitive activities by inflating monopoly costs.”
http://www.sessa.eu.com/documents/final/SESSA _
report_wp3.pdf

(1% Cf. Final Report, Technical Annex SEC(2006) 1724,
para 153.
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Most importantly, with the current state of unbun-
dling investment incentives remain distorted.
The degree of autonomy over investment deci-
sions to be taken by the legally and functionally
unbundled network operators tends to be too low
vis-a-vis their parent companies, so that invest-
ment decisions in new infrastructure projects are
in practice taken by the group as a whole (V7). As
such, investment decisions of vertically integrated
undertakings are very often biased towards the
needs of supply affiliates (**). Since the vertically
integrated incumbents normally have very strong
market positions as a supplier in the area where
they control the network, it is often in their inter-
est not to invest in infrastructure that would bring
additional competition to this area: the interest in
protecting the market power and the profitability
of their supply business trumps their interest in
increasing their (regulated) network business. The
few examples in the box below are illustrative of
this phenomenon.

e ENI, the Italian gas incumbent, has delayed
investments, which would increase the
capacity in a pipeline owned by one of ENT’s
subsidiaries, the Trans Tunisian Pipeline
Company. The increased capacity would
have improved the ability for competitors
to import Algerian gas to Italy and to com-
pete with ENI on the Italian gas wholesale
market. The discontinuation of the pipeline
expansion was driven by ENI’s supply inter-
est in Italy (alleged fear of a “gas bubble”).
ENT solved the conflict of interest between its
network business and supply activities to the
detriment of its own network business and
of its competitors on the gas supply market.
The Italian competition authority imposed a
fine on ENI and ordered ENI to desist from
its anti-competitive conduct (**).

e Indications of discriminatory behaviour have
been found with regard to investment deci-
sions taken by the integrated gas companies.
Certain investment decisions on network
extensions of the transport company have to
be approved by an investment committee of
the parent company of the TSO. In a number
of cases, companies have only invested in
capacity expansions if their related supply
arms had previously confirmed their inter-
est for the bulk of the extra capacity. By con-
trast, the investment did not take place if the
interest in extra capacity merely stemmed
from competitors (*°).

e While the auctioning of scarce electricity
interconnector capacity has generated large

congestion rents (*'), there has been limited
investment in such new capacity. For instance,
in the period 2001 to 2005 three German
transmission system operators, which are all
part of vertically integrated companies, gen-
erated congestion revenues of Euro 400-500
million. Of these revenues only Euro 20-30
million were used to reinforce/build new
interconnectors. No regulatory approval took
place on how these companies used the con-
gestion rents as no regulator was in place.

In addition, the fact that the incumbent suppliers
own the transmission network has a chilling effect
on the investment of other companies (third par-
ties). New entrants will hesitate to invest if they
are not convinced that the network operator will
treat them fairly. For instance, it is not attractive
for new entrants to invest in a power plant or new
gas import infrastructure if there is a risk that
requests for connection to the network are met
with unreasonable requirements for unreasonable
payments to remove the alleged congestion sup-
posedly caused by the newly connected plant.

The three above-described limits of the current
unbundling regime (discrimination, informa-
tion leakage and distorted investment incen-
tives) are reinforced by the current governance
of network operators vertically integrated with a

(1) Under the existing Electricity and Gas Directives, cer-
tain coordination mechanisms are still allowed to ensure
supervision rights of the parent companies regarding
the return on assets. For instance, the parent companies
are able to approve the financial plan and to set global
limits to the indebtedness of its subsidiary.

(1%) See the national sections on network operator and
unbundling in the Commission Staff Working Docu-
ment, Implementation report on electricity and gas EU
regulatory framework: country reviews — SEC(2006)
1709; and the Final Report, Technical Annex SEC(2006)
1724, especially from para 157 (gas) and 487 (electri-
city).

(1) See ENI-Trans Tunisian Pipeline Decision of 15/02/2006
of the Autorita Garante della Concorrenza e del Mercato,
published in the Bollettino of the AGCM no. 5/2006
(reference: A358). See also Decision of 29/11/2006 of the
Tribunale Amministrativo Regionale (TAR) del Lazio,
on appeal no. 3582/2006 by ENI Spa against the decision
of 15/02/2006 in the ENI-Trans Tunisian Pipeline case.
To date only the operative part of the judgement has
been published. It appears that the decision of the com-
petition authority was upheld, but the fine was lowered.

(?9) Cf. Final Report, Technical Annex SEC(2006) 1724,
para 157.

(®") Article 6 (6) of the Regulation 1228/2003 states that reve-
nues resulting from the allocations of congested inter-
connector capacity shall be used for inter alia network
investments maintaining or increasing interconnec-
tor capacities. Cf. Final Report, Technical Annex SEC
(2006) 1724, para 541.
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supply activity, which exacerbates the conflict of
interest between supply and network business. A
governance issue that mere regulatory oversight
is insufficient to address in a satisfactory man-
ner (for lack of monitoring, lack of powers, lack
of resources, and a lack of cooperation between
regional operators).

e A number of supply and transport companies
within vertically integrated company share
physical assets such as office buildings and
IT systems. Employees working for the sup-
ply and for the transport company still work
in the same premises and meet each other on
regular basis. All these seemingly small fac-
tors contribute to continuous regular con-
tacts between employees of both companies.
The persisting links facilitate a coordinated
approach between the supply branch and
transport branch (*2).

e The need to take into account the interests
of the vertically integrated supply branch is
reinforced by the fact that managers in the
TSO might have career perspectives in the
holding or the supply branch. Also the head
of the network company often participates in
strategic discussions, business review meet-
ings and training sessions organised within
the parent company.

e Complete regulatory oversight/control is very
difficult to achieve. Particularly in Member
States with a high number of transmission
and distribution companies it is virtually
impossible for the regulator to verify in all
companies that the unbundling provisions
are fully respected. Generally the regulator
will simply not have the resources to ensure
that unbundling requirements are complied
with.

e Moreover, national regulatory authorities
are unable to monitor cross-border related
unbundling due to their competences being
restricted to national activities (*®). There is a
regulatory cross-border gap, which cannot be
remedied by application of competition rules
alone.

(?*) The Sector Inquiry has revealed that the “special rela-
tionship” leads to a (systematic) copying of emails to the
other formally unbundled, but affiliated branch (lack of
“information unbundling”), whilst obviously third parties
do not get access to such information at the same time.

(?%) Where the related supply company is incumbent in the
neighbouring market there is a conflict of interests when
improvement of the third party access regime on a pipe-
line system necessary to supply the incumbent’s home
market is required.

The experience and evidence collected by the
Commission, as indicated above, confirms that
the mere implementation of existing unbundling
legislation is not sufficient and does not address
the malfunctioning of the energy markets. More
needs to be done.

In its Final Report for the Energy Sector Inquiry
the Commission reached the conclusion that
ownership unbundling would be the most effec-
tive cure to the above-described problems.

Ownership unbundling as an optimal
solution

What is ownership unbundling?

Ownership unbundling can be defined as a sepa-
ration of the previously common ownership struc-
ture between network and supply activities of a
company (supply within this meaning includes
retail supply as well as production/generation). In
other words, it is separation of all network func-
tions from the other activities — also with respect
to the ownership of the assets.

Ownership unbundling implies the creation of a
separate company, which owns and operates net-
work assets and the removal of any significant
shareholding by one type of company in the other.
In practice it means that no supply company could
have a significant stake in the network operator
and certainly not a stake that would give a com-
pany any type of control — individually or jointly
with others — over the other (**). Whilst there is
considerable scope to reflect about options how to
best implement ownership unbundling, it should
be clear from the outset that companies which
are actual or potential suppliers in a given Mem-
ber State could not acquire/maintain networks in
this Member State. This also applies to companies
located outside the EU.

The ownership unbundled network operator
would manage system operation (i.e. the interface
with the system users), network maintenance and
network investment in a coordinated manner. The
main advantage of such a system would be that
the conflicts of interest inherent in the current
unbundling regime would no longer exist. Whilst
regulatory oversight would still be required the
network operator could focus on efficient provi-
sion of network service and optimised invest-
ments.

Itisimportant to underline that ownership unbun-
dling would not oblige Member States to privatise
the supply and/or network business. Where both

(**) Energy companies active in upstream and downstream
markets would be prevented from owning shares in the
network company above a certain threshold.
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network and supply activities are currently in pub-
lic hands, it would be possible to retain the public
ownership, provided that sufficient structural sep-
aration is achieved (e.g. the separated businesses
are run by two different ministries, or one busi-
ness is run by municipalities and the other by the
State).

Even though ownership unbundling is not
required by the current unbundling regime, a
significant number of companies have already
successfully undergone the ownership unbund-
ling process. This is the case for electricity trans-
mission system operators in Member States like
the United Kingdom (in England and Wales),
the Netherlands, Portugal, Slovenia and Spain,
but also in the Czech Republic, Denmark (for the
main TSO), Finland, Lithuania, Romania, Slovakia
and Sweden (¥). In the gas sector, ownership
unbundling at the transmission system opera-
tors’ level has taken place in Denmark, Great
Britain, Portugal, Romania, Spain and the
Netherlands (%¢).

What are the advantages?

The benefits of ownership unbundling of trans-
mission from production seem to be widely
acknowledged (¥’). There is increasing evidence
that the implementation of ownership unbun-
dling would be welfare enhancing (*¥). Ownership
unbundling would clearly generate benefits for
competitors on the one hand, and for the network
companies on the other hand. It is ultimately to
the advantage of the energy sector as a whole and
possibly even to the shareholders of the vertically
integrated incumbents. Whilst it is not the mira-
cle solution removing all obstacles to a successful
completion of the liberalisation process in one go,
it would certainly address the main shortcomings
of the current regime by removing a key barrier
to entry.

(®) In the Czech Republic, Denmark (for the main TSO),
Finland, Hungary, Ireland, Lithuania, Slovakia and
Sweden, the TSO is under state control.

(**) The choice of these Member States to adopt full

ownership unbundling was triggered by various consi-
derations, mainly stemming from the expected strategic
benefits. In some cases, separation has been the result
of national legislation. In other cases, the undertakings
heavily influenced by the regulatory environment and
the fact that a bundled organisation structure was failing
to meet the expectations of customers or shareholders,
have opted for a voluntarily ownership separation (e.g.
British Gas).
European Commission (2006). Unbundling of electricity
and gas transmission and distribution system operators.
Final Report. Gomez-Acebo & Pombo Abogados, S.L.
and Charles Russell LLP. http://ec.europa.eu/energy/
electricity/publications/doc/2006_03_08_final _com-
mon_report.pdf

As regards the competitors, network operators
will have no incentive any more to discriminate
between market participants. “Passive” discrimi-
nation (inertia) of the incumbent vis-a-vis third
parties will also be excluded. As a result, new
entrants and existing suppliers will get better
access to unused transmission capacity from the
network operator seeking to optimise its profits.
The competitors’ concern that the vertically inte-
grated network operator provides its supply arm
with confidential information will be eliminated.

The strategic benefits of full ownership unbun-
dling for network operators include the fact that
the network operator will be able to focus on opti-
mising its main business — the use of the network.
As the network business is regulated, a network
operator can only generate more revenues if it

(?7) For instance, regulators favour full ownership unbun-
dling. The European Group of Regulators for Electricity
and Gas (ERGEQG) has confirmed that this is its prefer-
red option.

See ERGEG’s response to the European Commis-
sion’s Communication “An Energy Policy for Europe”,
6 February 2007. http://www.ergeg.org/portal/page/
portal ERGEG_HOME/ERGEG_DOCS/ERGEG_
DOCUMENTS_NEW/Energy%20documents.

Cf Deutsche Bank Research. EU-Monitor 44. Beitrige
zur europdischen Integration. Aurer, Josef (2007). EU-
Energiepolitik: Hochste Zeit zu handeln! Page 7 ff.
http://www.dbresearch.de/PROD/DBR_INTERNET_
DE-PROD/PROD0000000000207530.PDF

Cf. Economic survey of Germany 2006: Sustained Com-
petition is absent in Energy Markets. Excerpt of the
OECD Economic Survey of Germany, 2006, Chapter 5.
Page 7: “(O)wnership separation of transmission from
generation is, in principle, preferable. Introducing an
independent systems operator while leaving transmis-
sion and generation in the ownership of the Verbundun-
ternehmen would entail separation of transmission
asset ownership from transmission asset management,
which may result in inefficiencies.” http://www.oecd.
org/dataoecd/24/63/36789821.pdf

Cf. Jamasb, T.J. and Pollitt, M.G (2005). Electricity mar-
ket reform in the European Union: review of progress
towards liberalisation and integration. University of
Cambridge. Page 7: “Unbundling can take the form of
functional, accounting, legal, or ownership separation,
with the last being the most effective.”
http://www.electricitypolicy.org.uk/pubs/wp/ep66.pdf

(?%) Cf. Economides, Nicholas. The Economics of networks.
International Journal of Industrial Organization.
14 (1996) 673-699. page 694: “ For example, if compe-
tition between an entrant and the incumbent reduces
the market power of the incumbent, entry may increase
social welfare even when the entrant produces at higher
cost than the incumbent.” http://www.stern.nyu.edu/
networks/Economides_Economics_of_Networks.pdf
Cf. Van Koten, Silvester, Ortmann Andreas (2006). The
unbundling regime for electricity utilities in the EU:
A case of legislative and regulatory capture? “There
seems wide agreement that the quick implementation
of ownership unbundling would be welfare enhancing”.
(Pittman, Russell (2003). Vertical restructuring (or not) of
the infrastructure sectors of transition economies, Jour-
nal of Industry, Competition and Trade. 3:1/2, 5-26.).
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expands its network. Incentives (e.g. higher return
on investments) can be given for new infrastruc-
ture so that ownership unbundling will allow
investments in the network infrastructure when it
is beneficial for the network business and the mar-
ket in general. In addition, the network operator
would avoid a burdensome part of the regulatory
oversight and heavy unbundling compliance pro-
grammes would become superfluous. The com-
plex, intrusive and resource intensive regulatory
approach for network operators (and regulators)
will be avoided.

The experience to date is positive, especially
regarding the important question of whether
ownership unbundling will ensure adequate net-
work investment. As an example, the experience
in particularly from the United Kingdom and the
Netherlands can be mentioned.

The United Kingdom (England and Wales) mar-
kets underwent a gradual unbundling process
of the gas transmission networks since 1990,
which lead to full ownership unbundling (*°).
An analysis of this example confirms that the
levels of investment increased significantly
after ownership unbundling (see table below).
During the same time the UK model has deliv-
ered a more than 50% reduction (in real terms)

significant new LNG and pipeline capacity,
which has led to the rapid reverse of the high
2005 price levels (*°).

Change of investment levels in the ownership
unbundled British Gas Group (*'):

e Transco when owned by British Gas Group
(upstream integration) (**).

3/1997-3/1998 £ 147m
1998-1999 £ 191m
1999-2000 £ 140m
o Fully unbundled period (**):
2000-2001 £228m
2001-2002 £239m
2002-2003 £ 182m
2003-2004 £ 159m
2004-2005 £ 128m
2005-2006 £ 360m

in transmission costs since privatisation due
to the internalisation of the system opera-
tor/transmission owner interface, innovation,
aligned incentives and a reduction of balanc-
ing costs. The effective incentivisation led to
significant technical innovation in investment
and maintenance. The gas transmission sys-
tem operator has supported the development of

(?°) Before the British gas incumbent was ownership unbun-

dled there had been persistent discrimination in third
party access. The United Kingdom regulatory and com-
petition authorities took repeated actions to solve these
problems, which successively increased separation of
network and supply activities. The costs of complying
with onerous and intrusive regulation were one of the
factors which led to the choice made by British Gas to
separate ownership. The ownership unbundling appea-
red to the company to be the best way to move supply
and trading business outside of the scope of regulatory
control and provide the market participants with stra-
tegic benefits. The company eventually separated the
network company into new independent companies
which are able to focus on their core activities leading
to optimisation of network activities. It has facilitated
cross border activities and network integration.

(3% Cf. Joskow, P. (2005). Patterns of Transmission Invest-
ment, Centre for Energy and Environmental Policy
Research, page 31: “The organizational and regulatory
arrangements that characterize the system in England
and Wales are generally viewed to have been quite suc-
cessful in supporting competitive wholesale and retail
power markets with a transmission system that has
attractive operating and investment results. During the
period, demand grew, about 25,000 MW of new genera-
ting capacity entered the system, and almost an equal

amount was retired. Power flows changed significantly
on the network. While network investment is cyclical,
following cycles of generation additions and retire-
ments, intracontrol area investment post-restructuring
has increased significantly compared to intracontrol
area investment pre-restructuring (Figure 6), while
congestion costs have declined significantly since 1994.
Network losses have also declined.”
http://econ-www.mit.edu/faculty/download_pdf.
php?id=1133

Cf. Newbery, David (2005). Refining Market Design.
Paper presented at the Conference “Implementing the
Internal Market of Electricity: Proposals and Time-
Tables” 2005. Brussels. Page 8: “The first lesson one can
draw from the British experience is that unbundling
ownership of transmission from generation has been cri-
tical in enabling competition to deliver cost reductions
in England and Wales”. http://www.sessa.eu.com/docu-
ments/final/SESSA _report_wp3.pdf

(*") DG Competition calculations made on the basis of

Transco, Lattice, NGC annual accounts and price review
documents from the Competition Commission, Ofgem
incentives review document.

(3) Cf. Ofgem: Review of Transco’s Price Control from 2002.

Final Proposals, September 2001, Table 4.8 page 59.

(®®) Source: Lattice and National Grid Annual accounts.
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In the Netherlands, the gas transmission system
operator has been ownership unbundled since
2005 (Gasunie). The unbundled operator, driven
by the optimisation of network activities, has
started the Gate LNG terminal in Rotterdam;
the construction of gas storage project in the
Zuidwendig is underway. Gasunie now has a
natural business drive to attract additional gas
flows, and to accommodate a broad customer
base for gas-related infrastructure services
through timely investment. One can observe
that the average annual 2001-2004 investments
were 63 million Euro whereas the average ex
post 2005 average annual investments are esti-
mated 127 million Euro (*%).

For Spain, the boom of LNG terminals (also
needing investments in connecting infra-
structure) was significantly facilitated by (pro-
gressive) unbundling. One can also make the
observation that the only countries that have
incumbent-supplier independent LNG termi-
nals are the United Kingdom, Spain and the
Netherlands (ongoing project), all of which
have ownership unbundled companies.

Furthermore, cross border activities will be
facilitated. Network operators will cooperate more
freely with neighbouring transmission system
operators. By contrast, cross-border cooperation
between vertically integrated network opera-
tors creates a real risk of collusion and is thus
problematic from a competition point of view.

(3% Clearly the arguments for investments can not easily be
disentangled from each other: such as facilitate markets,
security of supply, etc. See: http://www.nvnederlandse
gasunie.nl/media/pdfs/Gasunie-jv2005.NL.pdf and see:
http://www.dte.nl/images/102259%20Informele%20
zienswijze%20uitbreiding%20H-gas%20transportsys
teem_ tcm?7-93518.pdf.

This will encourage cross border mergers of net-
work companies (*). Cross border investments
and EU energy infrastructure capacity will also
increase (see the Dutch example).

These various positive developments will in the
end benefit shareholders in the vertically inte-
grated energy companies. From a more short-
term perspective, the combined value of the two
companies will increase given the traditional dis-
count that conglomerates trade at. The manage-
ment of both the network and the supply arm will
be encouraged to concentrate fully on their own
business and so to improve their operational effi-
ciency and so their return on capital. This will be
reflected in companies share price. Unbundling
could also facilitate the development of wider
geographical markets, which would allow and
encourage mergers in the supply business.

More generally, effective unbundling will allow
for a better allocation of capital by allowing for
low risk — low return profile of a regulated net-
work business to be clearly separated from the
more variable returns associated with the produc-
tion and supply businesses.

Options other than ownership unbundling, such
as reinforced legal unbundling (*) have a major
shortcoming: they do not address at the root the

() Cf. Mulder Machiel, Shestalova Victoria and Lijesen
Mark. Vertical separation of the energy-distribution
industry. An assessment of several options for unbun-
dling. CPB Netherlands Bureau for Economic Policy
Analysis. Page 28: “The entirely independent status
following from full ownership unbundling will fur-
ther improve the management of networks, as network
firms will now no longer be compromising between the
interests of the network and other activities. Further-
more, depending on the scenario with respect to regional
transmission, full unbundling may facilitate horizontal
mergers at the transmission level, which may give rise to
economies of scale.” http://www.cpb.nl/nl/pub/cpbreek-
sen/document/84/doc84.pdf
Cf. also Newbery, David (2005). Refining Market
Design. Paper presented at the Conference “Implemen-
ting the Internal Market of Electricity: Proposals and
Time-Tables” 2005. Brussels. Page 20: “Simulations
suggest that the cross-border ownership (Electrabel in
Belgium and the Netherlands, E.On and RWE spanning
the Dutch-German border, in both cases owning trans-
mission and interconnection) makes market integration
more problematic. This again highlights the impor-
tance of acquisition and mergers that are viewed too
narrowly in national terms.” http://www.sessa.eu.com/
documents/final/SESSA_report_wp3.pdf

(3®) The same applies also for the Independent System Ope-
rator model. Due to the different focus of this article,
deficiencies of the Independent System Operator model
are not addressed here.
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fundamental conflict of interest that stems from
vertical integration between the supply business
and the network business. It is from this conflict
of interest that the distortion of investment incen-
tives or the incentives for third party access dis-
crimination derive.

Alleged disadvantages

Concerns have been expressed that ownership
unbundling would lead to considerable disad-
vantages and that there is uncertainty regarding
its impact on the welfare of European consum-
ers. Ownership unbundling would thus, it is said,
reduce economies of scale, bring possibly large
one-off transaction costs, increase the cost of cap-
ital of the supply business, or weaken the position
of European suppliers in negotiations with exter-
nal suppliers. This, it is argued, would then lead to
less investment, higher prices and endanger secu-
rity of supply.

As a matter of fact, where full ownership unbun-
dling has been established, there have been, as yet,
no such unexpected negative consequences flow-
ing from that change. To the contrary, in such
cases, both the network business and the supply
businesses have gone on to perform well on an
independent basis and under different regulatory
regimes and associated risk profiles. The concerns
expressed above are thus somewhat theoretical.
They are very unlikely to apply in practice.

More specifically, as to thealleged loss of economies
of scale or one-off transaction costs, these would
not likely be significant when we move from the
current system to ownership unbundling. Legal
and management unbundling (which are already
required under the current EU legislation) should
have already brought about these supposed nega-
tive consequences — and the empirical evidence
available suggests that these have been fairly lim-
ited. Concerning more specifically the transaction
costs of ownership unbundling, the experience
of the UK shows that they are small, even for a
move from full vertical integration to ownership
unbundling of the transmission network: the one-
off cost of the British Gas de-merger in 2000 was
around 3.2% of the company’s yearly turnover.

Similarly, as has been already mentioned, owner-
ship unbundling is actually likely to spur invest-
ment in transmission networks. It certainly will
also facilitate entry, and thus positively influence
investments by other actors than the vertically
integrated incumbents. Some suggest however,
that vertically integrated incumbents benefit from
retaining ownership over the transmission net-
work, in that the stable regulated returns of that
activity diminishes their overall cost of capital.
This is said to facilitate their investment in the sup-

ply business. As a result, it is argued that owner-
ship unbundling would diminish investments by
the (previously vertically integrated) incumbents
in supply activities. Similarly, there is a concern
that ownership unbundling will leave an inde-
pendent supply business that has much weaker
bargaining position vis-a-vis external supplier of
energy sources.

In practice, it is very doubtful that this theoretical
mechanism would lead to an overall net negative
impact on investment, not least because energy
suppliers have many other corporate strategies to
diminish their overall cost of capital, or increase
their bargaining power. The completion of the
internal energy market will also open up opportu-
nities for growth of the supply business by merger
and acquisition, in particular outside the home
countries of the companies in question — spread-
ing the risk over a bigger scale of activity. Moreo-
ver, the added value of the vertically integrated
companies is not so much their ownership of the
network. It is rather their customer base and their
knowledge of how to supply these customers effi-
ciently. The advantage is thus rooted in the retail
supply expertise. Unbundling the transmission
assets will therefore not necessarily weaken the
negotiation position of the EU suppliers vis-a-vis
the producers.

Another strategy, which has actually been used by
the very same companies in the past, is to develop
into “multi-utilities”, by investing for example in
the water sector (which is close in risk profile to
the transmission network business). These vari-
ous types of growth by acquisition, or simply an
increase of the gearing level, should allow the
companies to hedge their risks.

Legal questions under EC Law

Structural unbundling remedies of various forms
have been accepted by the Commission in several
key energy merger cases (*’). The Commission

(*7) The Commission dealt with merger cases like EDP/GDP,
E.ON/MOL, and, recently, with GDF/Suez which were
approved only after the parties concerned had accep-
ted structural remedies. Each merger case was unique
and review by the Commission focused on addressing
competition concerns arising from the transaction via
appropriate remedies on the affected markets.

Case No. COMP/M.3696 E.ON/MOL. 1P/05/1658, 21
December 2005.

Case No. COMP/M.4180 GdF/Suez. Published on
14.12.2006.
http://ec.europa.eu/comm/competition/mergers/cases/
decisions/m4180_20061114_20600_fr.pdf

Case No. COMP M. 3868 DONG / ELSAM / ENERGI
E2, published on 27.03.2006.
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri
=CELEX:C2005/233/04:EN:NOT
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is also vested with the powers to impose struc-
tural remedies in antitrust cases, where there is
no equally effective behavioural remedy or where
such a behavioural remedy would be more bur-
densome for the undertaking concerned (**). How-
ever, in both merger cases and antitrust cases the
remedies must accurately address the competition
concerns raised on the affected markets. Conse-
quently, competition policy — in its case-based
approach — is not an effective method for deliv-
ering ownership unbundling across the board. In
order to achieve a level playing field throughout
the EU, it is therefore necessary to address struc-
tural unbundling through legislative and regula-
tory measures.

Various legal objections have been voiced against
introducing ownership unbundling through EU
legislation. Such objections include that it would
constitute a form of expropriation (falling foul of
Article 295 EC or of general principles of EC law)
or a limitation of free movement of capital under
the EC Treaty.

Firstly, it must be however clarified that in certain
Member States, limits in ownership links could,
for example, be introduced through licensing rules
(i.e. it would not be possible for the same group
to hold both a licence for network operation and
a licence for supply/production activities). Verti-
cally integrated energy groups would also be able
to freely dispose of one or the other activity, at
market price, and over a certain period of time.

Secondly, the limitations resulting from ownership
unbundling can be lawfully imposed. Article 295
EC (¥) is generally interpreted to guarantee neu-
trality as regards the public or private ownership
of companies. Consequently, as already explained
above, where both network and supply/produc-
tion activities are currently in public hands, it
would be possible to retain the public ownership,
provided that sufficient structural separation is
achieved (e.g. the separated businesses are inde-
pendently run by two different ministries, or one
business is run by municipalities and the other by
the State).

In as far as it could be argued that Article 295 also
protects the core rights of ownership, it does not
have the effect of exempting the Member States’
systems of property ownership from the funda-

(®®) See Article 7 and recital 12 of Regulation (EC)
No 1/2003.

(*) “This Treaty shall in no way prejudice the rules in Mem-
ber States governing the system of property ownership.”

mental rules of the Treaty (*°). In addition, the
right to property is not an absolute right but must
be viewed in relation to its social function. Con-
sequently, its exercise may be restricted, provided
that those restrictions in fact correspond to objec-
tives of general interest pursued by the Commu-
nity and do not constitute a disproportionate and
intolerable interference, impairing the very sub-
stance of the rights guaranteed (*'). As has been
shown above, ownership unbundling is necessary
in order to ensure that competition in the inter-
nal market is not distorted, and less far-reaching
measures are insufficient to achieve this.

A similar necessity and proportionality test would
also be applied when assessing the compatibility
of ownership unbundling with the general prin-
ciples of EC law (in particular, the rules on pro-
tection of property derived from the European
Convention on Human Rights and Fundamental
Freedoms). In the same way, any restrictions to
the free movement of capital under Article 56 of
the EC Treaty can be justified. Furthermore, as
regards the subsidiarity test in Article 5 of the EC
Treaty, the arguments brought forward for owner-
ship unbundling, and the need to ensure a level
playing field across an integrated EU energy mar-
ket, clearly justify action at EU level.

Conclusions

The need for unbundling of transmission networks
in EU energy markets is not a theoretical con-
struct: as evidenced by the information collected
in the Sector Inquiry, there are many indications
that unbundling is necessary for fully functioning
markets. This information is unequivocal: vertical
integration of network and supply business creates
a situation of conflict of interest resulting, among
others, in distorted investment incentives and dis-
criminatory third party access for competitors.

Itisalso clear from the Sector Inquiry findings that
the current unbundling provisions as required by
the Second Electricity and Gas Directives are not
tully adequate. Even where they are transposed
into national law, these directives fail to address
this conflict of interest, which is at the root of
the competition problems observed. The ineffec-
tiveness of current unbundling requirements is
a major reason for the slow pace of market inte-

(40) Cf.CaseC-302/97Konle [1999] ECRI-3099, paragraph 38,
and Case C-503/99 Commission v Belgium [2002] ECR
1-4809, paragraph 44.

(*) Cf. Case 44/79 Hauer [1979] ECR 3727, paragraph 23;
Case 265/87 Schrider [1989] ECR 2237, paragraph 15,
Case C-280/93 Germany v Commission [1994] ECR
1-4973, paragraph 78; Case T-65/98 Van den Bergh
Foods Ltd v Commission, paragraph 170.
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gration and the low growth in cross border trade
observed in EU electricity and gas markets. Since
the Energy Council of 15 February and the Euro-
pean Council of 8-9 March 2007, the Commission
has a clear mandate to proceed with a solution for
an effective unbundling of the energy transmis-
sion networks.

A structural solution, whereby no undertaking
would have a significant stake in the network busi-
ness of a Member State in which it is an actual or
potential supplier, would address this fundamen-
tal issue. Such ownership unbundling is, in the
Commission’s view, the best available option (*2).
It is legally feasible, and has been successfully
implemented by many Member States. There are
no legal obstacles that would prevent the Com-
munity from introducing it, and a growing body
of evidence that it would bring significant benefits
to the completion of the European energy market:
more investment into the network, a lower cost
for network users, and more competition on the
supply side. By contrast, there is a growing recog-
nition that working on improving legal and man-
agement unbundling without ownership separa-
tion will be a very complicated task — and one

(*?) See Communication from the Commission to the Euro-
pean Council and the European Parliament — An
energy policy for Europe SEC(2007) 12.

that will require a lot of fine-tuning and entail a
heavy regulatory burden.

Should we take this time to experiment a “third
way” or move forward now in the direction of
full ownership unbundling? The case for own-
ership unbundling is strong from a technical
standpoint, and solidly grounded on an extensive
empirical basis — amongst others, thanks to the
Commission’s Energy Sector Inquiry. Ownership
unbundling is a cleaner, one-off and less intrusive
form of intervention in the market. A “third way”
would therefore essentially mean postponing the
decision and gathering more experience in the
meantime. It would create significant uncertainty
as to the future regulatory design of the energy
sector — with the prospect of further iterations in
adapting the unbundling provisions, against the
background of a possible “full ownership unbun-
dling”, which in the short run will not disappear
from the agenda. While increased experience is
always helpful to make a choice, persisting uncer-
tainty has a cost: it depresses investments across
the sector. At a time where security of supply is
becoming a key concern for our economy, this is a
cost that the EU may not be able to afford.
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ECN Model Leniency Programme — a first step towards a
harmonised leniency policy in the EU (')

Céline GAUER and Maria JASPERS,

Directorate-General for Competition, units A-1 and A-3

Introduction

The co-existence of several leniency programmes
within the EU and the practical implications of
the ECN work-sharing mechanisms for the han-
dling of leniency cases has been debated since
the entry into force of Regulation 1/2003. In the
Spring 2006 issue of the EC Competition Policy
Newsletter, the authors outlined the deficits and
scope for improvement of the current multiple
leniency filing system and presented some inter-
mediate steps that had been undertaken within
the ECN to streamline the leniency filing system
and to avoid that applicants were confronted with
contradictory demands when lodging applications
with several authorities (?). Since then, reflec-
tions have been ongoing within the Commission
and the ECN leniency working group to find an
appropriate solution to the multiple filing issue.
This article will present the outcome of this work,
culminating in the publication of the ECN Model
Leniency Programme on 29 September 2006.

Background

The fight against hard core cartels has been a
top priority for the Commission and other ECN
members during the last years. The importance
of attractive and effective leniency programmes
in that fight has not at least been confirmed by
the literally explosion of the number of national
leniency programmes introduced since 2002 ().
The co-existence of several programmes in the
EU means that a leniency applicant that has been
involved in a cartel covering more than one Mem-
ber State can get protection throughout the Com-
munity, provided that it approaches those author-
ities that can realistically pursue a case against it

(") The content of this article does not necessarily reflect
the official position of the European Communities. Res-
ponsibility for the information and views expressed lies
entirely with the authors.

(®) C. Gauer and M. Jaspers, The European Competition
Network: Achievements and challenges — a case in
point: leniency, CPN Spring 2006, p.8.

(® An updated list of all ECN members that operate a
leniency programme can be found on the ECN webpage
(http://ec.europa.eu/comm/Competition/ecn/index_
en.html). In 2002, only four Member States had a
leniency policy in place. Five years later, that number
has increased to currently 23, with ongoing reflections
in a number of other Member States.

and satisfies a variety of different rules and condi-
tions. Discrepancies between the programmes may
not only make the assessment and the decision to
report illegal activities more complex, but might
deter applicants from reporting certain conduct at
all. Likewise, having to file and process applica-
tions in cases that an authority will not take action
in is unnecessary burdensome for both applicants
and authorities. In 2005, Commissioner Neelie
Kroes therefore called for the need to reflect on
“one stop shop” options for the handling of leni-
ency issues within the ECN (*). She made it clear
that such reflections should be guided by the need
to fully exploit the dimension of the ECN.

Since then, a number of plausible “one stop leni-
ency shop” options have been discussed (). The
option retained after these discussions has two
main elements. The first is to harmonise those
rules and procedures that could deter applicants
from reporting cartels and thereby have an impact
on the attractiveness and effectiveness of all EU
leniency programmes. Secondly, introducing a
uniform summary application filing system that
will facilitate the task of applicants and authori-
ties in those cases where the co-existence of dif-
ferent programmes may lead to inefficiencies. The
tool through which this option should be realised
is the ECN Model Leniency Programme (ECN
Model Programme).

ECN Model Leniency Programme:
purpose

The ECN Model Programme is the result of work
carried out by a dedicated ECN working group
during a 12 month period. The programme was
unanimously endorsed by the heads of all com-

(*) See N. Kroes ,,The First Hundred Days 40th Anniver-
sary of the Studienvereinigung Kartellrech 1965-2005*
SPEECH/05/205, April 7, 2005.

(3 For an overview of the “one stop shop” options most
commonly referred to and their assessment from an
enforcer’s perspective as well as more detailed informa-
tion on the key provisions of the ECN Model Leniency
Programme, see C.Gauer and M. Jaspers, Designing a
European Solution for a ,,One-stop leniency shop®, in
ECLR issue 12, December 2006, p. 685.

Number 1 — Spring 2007

35

SLN3IWINOD ANV SNOINIdO


http://ec.europa.eu/comm/Competition/ecn/index_en.html
http://ec.europa.eu/comm/Competition/ecn/index_en.html

Opinions and comments

petition authorities within the EU in a meeting
on 29 September 2006 and made public the same

day (°).

The purpose of the ECN Model Programme is
to set out the basis for soft harmonisation of all
European leniency programmes and to convince
the few Member States that do not yet have a pro-
gramme in place to adopt one. It is for each author-
ity to implement and incorporate the provisions of
the ECN Model Programme in its respective leni-
ency programme. In order to achieve this objec-
tive, the ECN Model Programme has been drafted
as a coherent programme, setting out all rules and
conditions that the ECN members believe should
be common in all EU leniency programmes. This
clearly distinguishes the ECN Model Programme
from efforts undertaken in other international
fora to take stock of provisions that are com-
mon in successful leniency programmes and/or
list a number of vaguely defined key elements
that should ideally be included in a leniency pro-
gramme. It is however not a programme under
which an applicant can apply and does not create
any rights or legitimate expectations in the rela-
tionship between an applicant and an authority.

The ECN Model Programme itself is accompanied
by more detailed Explanatory Notes that provide
useful guidance on the various provisions (7). The
Commission (2002) Leniency Notice served as
the basis for the discussions and drafting of the
ECN Model Programme (¥). The scope of the ECN
Model Programme also mirrors that of the Com-
mission; i.e. a corporate leniency policy limited to
secret cartels (°).

(®) Available at http://ec.europa.eu/competition/ecn/index_
en.html together with a list of most frequently asked
questions (MEMO/06/356). See also the press release
issued by the Commission (IP/06/288) and press releases
issued by the Office of Fair Trading and the French
Conseil de la Concurrence the same day.

(") The Explanatory Notes are an integral part of the ECN
Model Programme.

(®) This did not prevent the working group from discussing
issues that were either not included or regulated in a
different way in the 2002 Leniency Notice, which is evi-
dent from the differences between the ECN Model Pro-
gramme and the 2002 Leniency Notice. The discussions
also included issues that exist under some programmes
but which were disregarded for the ECN Model Pro-
gramme, like Amnesty + provisions.

(°) The ECN Model Programme does not cover sanctions
against individuals, but does recommend that adequate
protection from such sanctions needs to be provided by
those authorities that can impose sanctions on indivi-
duals, in order not to undermine corporate leniency pro-
grammes. As concerns the scope of corporate leniency
programmes, the ECN Model Programme explicitly sta-
tes that vertical agreements and horizontal restrictions
other than cartels are normally less difficult to detect
and investigate and do therefore not require being dealt
with under a leniency programme.

The ECN Model Programme does however not
loose sight of what it intends to solve. It is not
the intention to establish one common leniency
programme. The intention is rather to ensure
that applicants are not dissuaded from reporting
cartels due to important discrepancies between
the programmes or uncertainty concerning what
information is needed and what is expected from
them in terms of cooperation obligations etc.

That is the reason why some provisions are more
detailed than others. It is clear that the focus of
the project has been to improve the situation for
immunity applicants, and in particular for those
applicants that come forward before the authori-
ties had sufficient information to start an inves-
tigation (in the Model Programme referred to as
Type 1A).

Harmonised rules and standards

The ECN Model Programme contains detailed
provisions on all issues where it was feared that
discrepancies between the programmes might
dissuade applicants from disclosing the existence
of a cartel to any authority. This concerns the cat-
egory of applicants that are to be excluded from
immunity (due to the role they played in the car-
tel), the type of information an applicant should
be prepared to provide in order to get immunity
and the conditions it needs to satisfy in order to
benefit from immunity. It also covers some pro-
cedural aspects where a stream-lined approach
was regarded as useful, and in some aspects nec-
essary, to achieve the objectives of the ECN Model
Programme. This concerns notably the summary
application system (see below) but also the exist-
ence of a marker system and of procedural steps
aimed at increasing legal certainty, such as when
and how the authorities take position on the appli-
cation. The changes and clarifications made in the
revised Commission Leniency Notice of Decem-
ber 2006 concerning immunity under point 8(a),
termination and co-operation obligations for
immunity and reduction of fines applicants as
well as the introduction of a discretionary marker
system reflect the orientations agreed under the
ECN Model Programme (*°).

(19) This article will therefore not further address the policy
choices made for these provisions. Reference is instead
made to the article “Commission adopts revised Leniency
Notice to reward companies that report hard-core car-
tels” published in this newsletter. To the extent that the
Model Programme has taken over provisions and policy
choices already existing in the COM 2002 Leniency Pro-
gramme, reference is made to B. van Barlingen and M.
Barennes, The European Commission’s 2002 Leniency
Notice in practice, CPN Autumn 2005, page 6.
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The ECN Model Programme is less detailed on
rules and procedures for “post-inspection” immu-
nity applications (referred to as Type 1B) or reduc-
tion of fines applications (referred to as Type 2).
The reason for this is two-fold. In the vast major-
ity of cases, this type of applicants would only
come forward after an investigation has started.
The applicant will therefore know which author-
ity is handling the case and will know what rules
it has to comply with if it wants to benefit from
that authority’s leniency programme. Secondly, if
that authority has chosen a very strict policy for
rewarding such “post-inspection” co-operation,
this will (contrary to the “pre-inspection” sce-
nario) not have a negative impact on other author-
ities’ programmes.

The ECN Model Programme does however con-
tain two noteworthy provisions for these types of
applications. The underlining principle behind
both these provisions is to ensure that there should
always be an incentive to approach the author-
ity at a time when the cartel has not yet been
uncovered. For immunity, the ECN Model Pro-
gramme makes a distinction between the 1A and
1B threshold, thereby sending a clear signal that
applicants have to be prepared that evidence that
might have enabled them to obtain immunity in a
Type 1A scenario would be far from sufficient to
meet the Type 1B threshold (!). For reduction of
fines applicants (Type 2), it states that the reward
given for providing significant added value to the
investigation should not exceed 50 percent. The
purpose of this statement it to ensure that there is
a significant gap between the reward to be given to
immunity applicants and the reward to reduction
of fines applicants (*2).

The Model Programme only sets out the basis for
minimal harmonisation. Each authority remains
free to offer more favourable treatment to appli-
cants if it considers it necessary in order to ensure
efficient enforcement. It is not to be excluded that
different incentives may be required to success-
fully break regional or national cartels compared
to larger cartels. By creating a “common highest
denominator standard”, the applicant will how-
ever know from the outset what it can expect in
terms of evidentiary standard and cooperation
obligations. The fact that it may in certain situ-
ations be rewarded on the basis of a less strict
standard cannot be a detriment to either itself or
to other competition authorities.

(1) See section III of the Model programme and point 18 of
the Explanatory Notes.

(2) See section IV of the Model Programme and point 24 of
the Explanatory Notes.

Summary applications

The summary application system is the mecha-
nism through which the ECN members aim to
reduce the administrative burden (for authorities
and applicants) associated with multiple leniency
filings. The underlying idea is to create a system
that would fulfil this objective without jeopardiz-
ing the flexible and efficient work-sharing within
the ECN. Rather than having to file complete
leniency applications with all authorities that
could take actions against the cartel, a summary
application system allows the national competi-
tion authorities to temporarily protect the immu-
nity applicant’s place in the queue on the basis of
more limited information if a full application has
been given to the Commission. The ECN Model
Programme does not foresee a general summary
application system for all types of cases. It only
covers Type 1A applications (i.e. applications for
immunity in situations where an investigation has
not yet been started) for cases covering more than
three Member States where a full application has
been lodged with the Commission (**). This is the
type of situation where the ECN members agree
that the current system may lead to inefficien-
cies. The system chosen does not foresee that the
Commission will accept summary applications.
On the other hand, it does not exclude that cer-
tain competition authorities may accept summary
applications in situations which are not explicitly
mentioned.

The provisions concerning the filing and the
processing of summary applications have been
regulated in detail in the ECN Model Programme.
This is in order to ensure that the system is imple-
mented in a coherent and consistent manner.
The Model Programme lists the information
that should be given, which is equivalent to what
would be required to secure a marker. The Model
programme does not regulate in which form the
application should be made, but does prescribe
that such applications can always be made orally
(irrespective of whether the national competition
authority would accept oral applications in other
scenarios). It also explains the type of reaction the
applicant can expect from the national authori-
ties. The idea is that the system should work as
an indefinite marker. The national authority
will not take position on the application, i.e. it
will neither grant nor reject conditional immu-
nity. It will simply confirm that the applicant is

(13) Point 46 of the Explanatory Notes explains why Type 1B
and Type 2 applications (i.e. immunity in a ,,post-ins-
pection” scenario and reduction of fines applications)
were not included in the summary application system
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the first to file with that authority and that it will
grant the applicant a period of time to complete
its application should the national authority later
decide to act on the case. As long as the applicant
has not been informed that the authority intends
to act, its duty to assist in the investigation only
exists towards the Commission. The fact that
the national authority has accepted the sum-
mary application does not create any legitimate
expectations as to whether or not it would grant
(conditional) immunity should it at a later stage
deal with the case.

Status and implementation

By endorsing the ECN Model Programme, the
heads of the EU authorities have entered into a
political commitment vis-a-vis the other ECN
members to ensure that the ECN Model Pro-
gramme can achieve its intended result. The
Commission was the first authority to take con-
crete actions to live up to this commitment, by
announcing revisions to its 2002 Leniency Notice
the very same day the ECN Model Programme
was endorsed and published and by swiftly adopt-
ing the revisions needed to ensure that the Com-
mission Leniency Notice fully reflects the ECN
Model Programme (**). Other authorities are cur-
rently engaged in similar exercises. Those authori-
ties that already have leniency programmes in
place are undertaking what is required to ensure
that their programmes are either revised or, as
regards those programmes that are regulated in a
less detailed way, applied in a manner that is in
line with the ECN Model Programme. Those that
are in the process of adopting new programmes
have closely followed and benefited from the work
behind the ECN Model Programme.

The ECN Model Programme foresees that the
state of convergence is assessed in 2008. Tak-
ing into account that a large number of national
competition authorities need the involvement of
the national legislator in order to change (parts
of) their leniency policy, this seems to be an
adequate and realistic time-frame. The Commis-
sion and its colleagues in the ECN are however
already closely monitoring one aspect of the ECN
Model Programme, namely the introduction of a

(1) See the press release (IP/06/1705) and the Memo
(MEMO/06/469) published by the Commission on
7 December 2006.

summary application system. In order to facili-
tate the work of potential immunity applicants,
a list of all authorities that already today accept
summary applications is listed on the ECN web-
site (*°). At the time of writing, 15 authorities now
offer this possibility, including for example the
United Kingdom, Germany, France and the Neth-
erlands. As mentioned above, the summary appli-
cation provisions have deliberately been drafted
in a manner that would ensure that they can eas-
ily be incorporated in the national leniency pro-
grammes in a coherent way. It is interesting to see
that the Office of Fair Trading, rather than copy-
ing the provisions into their programme, has cho-
sen to make direct references to the ECN Model
Programme (*°).

Conclusions

A significant amount of convergence between
the European leniency policies has already been
achieved through the unique working methods
resulting in the ECN Model Programme. Com-
ments received in the context of the public consul-
tation of the revised Commission Leniency Notice
show that the ECN Model Programme has been
received as a tool to interpret less specific provi-
sions in individual programmes.

The next step is for the competition authori-
ties to live up to their political commitment and
align their respective programmes or introduce
new programmes on the basis of the ECN Model
Programme. This does not mean that one can
expect a total uniform leniency policy within
a foreseeable future. This is arguably also not
necessary. It is for each authority to implement
the programme in a manner that fits its own enfor-
cement system. A harmonised leniency policy that
ensures that immunity applicants know what they
can expect from the different authorities in terms
of the evidence to be provided and the cooperation
and assistance they may have to give would be suf-
ficient to remove the deficits of the current system.
Should experience show that the ECN Model
Programme will not achieve its intended result,
it is not to be excluded that the Commission may
choose to pursue more traditional harmonisation
instruments.

(1) Availableathttp://ec.europa.eu/comm/competition/ecn/

index_en.html

(16) See “Leniency and no-action, OFT’s draft final
guidance note on the handling of applications”,
published for public comments in November 2006
and available at http://www.oft.gov.uk/NR/rdonlyres/
85BD0E14-DDF2-4D42-805B-BD615D722BFB/0/
oft803a.pdf.
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Competition in Pharmaceuticals:

the challenges ahead post AstraZeneca ()

Nadia DE SOUZA, Directorate-General for Competition, unit B-2

1. Introduction

Traditionally, the Commission’s anti-trust
enforcement activity in the pharmaceutical sec-
tor has focused on removing private obstacles to
parallel trade in pharmaceuticals within the Sin-
gle Market. In the summer of 2005, however, the
Commission adopted its first abuse of dominance
decision in that sector (?). Since then, much has
been happening in terms of anti-trust enforce-
ment activity in pharmaceuticals at Community
level. The time has come to take stock of the most
recent developments post AstraZeneca, and to
take a glimpse at some of the challenges ahead.

In the area of health care, the European Union
(“EU”) shares competence with its Member States
who are responsible for the organisation and deliv-
ery of health services and medical care within
their territories (). In particular, this means that
national pricing and re-imbursement rules for
pharmaceuticals are not harmonised within the
Single Market. Nevertheless, in carrying out their
responsibilities, Member States and health care
stakeholders such as national health services and
pharmaceutical companies are bound to respect
the EC Treaty rules on free competition and the
free movement of goods and services within the
internal market.

This is where the Community comes in notably
the European Commission (“the Commission”).
The Commission is responsible for ensuring com-
pliance with these EC Treaty freedoms. The Com-
mission’s activities in this area are focused on two
pillars: first enforcement action, and second advo-
cacy. In this respect, the Community is no differ-
ent from its other major trading partners such as
the United States and Canada.

(") The content of this article does not necessarily reflect
the official position of the European Communities. Res-
ponsibility for the information and views expressed lies
entirely with the author.

(3) COMP/37.507 — Generics/Astra Zeneca, 15.06.2005.
See also, “AstraZeneca: the first abuse case in the phar-
maceutical sector.” EC Competition Policy Newsletter,
Number 3 — Autumn 2005, page 54.

(®) See Article 152(5) EC Treaty.

2. Enforcement action: A two pronged
approach

Since AstraZeneca, the focus of competition
policy enforcement action in pharmaceuticals in
the EU has been twofold. First, there is the tradi-
tional focus on intra-brand competition, by going
after barriers to parallel trade in pharmaceuticals
within the Single Market. Second, the adoption
of the AstraZeneca case has heralded a new era
in the Commission’s enforcement activities in
pharmaceuticals aimed at promoting inter-brand
competition by spurring on innovation between
pharmaceutical producers and by increasing price
competition stemming from generic entry after
patent expiry.

(a) Intra-brand competition

On intra-brand competition, we are faced with
two types of conduct by pharmaceutical compa-
nies to impede parallel trade within the Com-
munity. First, there are the so-called dual pricing
schemes where companies seek to apply differen-
tial pricing depending on the destination of their
supplies within the Community, thereby reduc-
ing the scope for arbitrage. Second, there are the
so-called supply quota systems where companies
restrict the quantities they supply wholesalers in
each national market to meet local demand alone
thereby reducing the quantities available for par-
allel exports.

Regarding dual pricing schemes, the Commis-
sion’s decision in the Glaxo Wellcome case (%),
condemned GSK’s dual pricing scheme in Spain as
contrary to Article 81(1) of EC Treaty and refused
to grant an exemption under Article 81(3) of the

(*) Cases: IV/36.957/F3 Glaxo Wellcome (notification),
IV/36.997/F3  Aseprofar and Fedifar (complaint),
IV/37.121/F3 Spain Pharma (complaint), 1V/37.138/F3
BAI (complaint), 1V/37.380/F3 EAEPC (complaint),
8 May 2001, O] [2001] L 302/1.
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EC Treaty. The Commission’s approach is predi-
cated by two principles ():

o The Single Market in pharmaceuticals requires
the unhindered free movement of products
— private companies cannot erect barriers to
undermine this without distorting intra-brand
competition.

o The efficiency claims advanced by the research
based pharmaceutical industry is unsubstanti-
ated — i.e. there is no evidence that partition-
ing the common market would spur on global
investment in inter-brand innovation.

On 27 September 2006, the Court of First Instance
(“CFI”) delivered its long awaited judgment in the
GlaxoSmithKline case (°), partially annulling the
Commission’s decision in the Glaxo Wellcome
case. The GSK case is currently pending on appeal
before the European Court of Justice (“ECJ”). It
was appealed by all parties including the Com-
mission in December 2006. Such multiple appeals
may be expected to arose judicial interest and
consequently receive its fair share of scrutiny by
the ECJ ().

Regarding supply quota systems, on 21 November
2006, the Athens Appeals Court (AAC) referred a
number of questions in several civil cases pending
before it, brought by Greek wholesalers against
GSK, to the ECJ, the so-called Syfait II prelimi-
nary reference (¥). The questions referred are more
or less identical to those referred to the ECJ by
the Greek competition authority in the Syfait I
case ().

In essence, the AAC is asking the ECJ to rule on
whether the refusal of a dominant undertaking to
meet fully the orders sent to it by pharmaceuti-
cal wholesalers, an association of pharmacies and

(®) On the pros and cons of parallel trade from an econo-
mic perspective, see in particular, “Parallel imports and
price controls” by Gene M. Grossman and Edwin L.-C.
Lai, CEPR Discussion Paper No. 5779, August 2006;
“The economic impact of parallel imports of phar-
maceuticals” by Ulrika Enemark, Kjeld Moller Peder-
sen, Jan Serensen, June 2006, CAST and University of
Southern Denmark; and “Pharmaceutical parallel trade
in Europe: stakeholder and competition effects” by
Panos Kanavos and Joan Costa-Font, Economic Policy
October 2005 pp. 751-798.

(®) Case T-168/01 GalxoSmithKline v Commission, jud-
gment of 27 September 2006. For commentary on the
judgment see “Parallel Exports in the Pharmaceuticals
Sector: Take Nothing For Granted”, Richard Eccles,
[2007] ECLR 134.

(") See Case C-501/06 P before the EC]J.

(3) See Cases C-468-478 Sot. Lelos kai Sia EE & Others v
GlaxoSmithKline, OJ [2007] C20/03-13.

(°) See Case C-53/03 Syfait & Others v Glaxosmithkline,
opinion of Advocate General Jacobs 28 October 2004
and judgment of the ECJ of 31 May 2005.

an association of warehousing pharmaceutical
products, due to its intention to limit their export
activity and, thereby, the harm caused to it by par-
allel trade, constitutes per se an abuse within the
meaning of Article 82 EC Treaty (*°). The AAC asks
inter alia if such refusal to supply may be an abuse
even when parallel trade is particularly profitable
for the wholesalers due to price difference, result-
ing from Member State intervention, that is to say
where pure conditions of competition do not pre-
vail in the pharmaceuticals market.

The Commission intervened before the ECJ in
the Syfait I case and may be expected to do the
same in the Syfait II preliminary reference. In his
Opinion in the Syfait I case, Advocate General
Jacobs summarised the Commission’s position as
follows: (*})

“... arestriction of supply is abusive unless the dom-
inant undertaking can point to an appropriate and
sufficiently substantial objective justification for its
conduct. ... [none] of the factors identified by the
Greek Competition Commission could be relevant
for the purpose of such a justification.

The European Commission supports its conclusion
partly on the basis of the anti-competitive charac-
ter of the conduct in question. A dominant under-
taking is understood to abuse its position when it
refuses to supply its goods and services with the aim
of limiting or excluding actual or potential competi-
tors from a given market and of reinforcing its posi-
tion on that market. Given that any attempt by a
producer to restrict supply in order to limit parallel
trade is usually motivated by a concern to restrict
intra-brand competition on the market of import,
such a restriction is normally to be regarded as
abusive. Partly, also, the Commission relies upon
the market-partitioning object of the conduct at
issue. The Court has consistently interpreted Arti-
cles 81 and 82 EC as prohibiting conduct aimed at
dividing the common market.”

Thus, in the last months of 2006, the ECJ] was
seized of two cases on parallel imports: one involv-
ing the applicability of Article 81 of the EC Treaty
to dual pricing schemes and the other invoking
the applicability of Article 82 of the EC Treaty to
supply quota systems. Such timing means that the
long standing debate on whether parallel trade in
pharmaceuticals affects innovation or is pro-com-
petitive and an important factor in market inte-
gration, is now firmly before the ECJ.

(1%) See further “An analysis of the application of Article 82
EC to supply-restrictions in the pharmaceutical sector”,
September 2005, EAEPC.

(') See Case C-53/03 Syfait & Others v Glaxosmithkline,
opinion of Advocate General Jacobs 28 October 2004,
paragraphs 49 and 50.
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(b) Inter-brand competition

As the much contested and long debated issues
surrounding parallel trade in pharmaceuticals
were making their way to the Community’s high-
est judicial instance, the Commission’s enforce-
ment efforts have been focused on promoting
inter-brand competition.

In 2005 the Commission adopted the AstraZeneca
decision on inter-brand competition. AstraZeneca
was fined for abusing its dominant position by
misusing the Community rules for the grant of
supplementary patent certificates and marketing
authorisations to delay generic entry of its ulcer
treatment drug Losec.

The AstraZeneca decision is currently under
appeal to the CFI where the Commission is actively
defending its decision and would naturally hope
to prevail ().

Since the adoption of the AstraZeneca decision,
Commissioner Neelie Kroes explained to the
European Parliament (“EP”) in response to an
oral question in the summer of 2006 (*), that the
aim here is “to promote competition in innovation
for patented medicines between the pharmaceutical
producers, which has declined in Europe in the last
decade, and to encourage inter-brand competition
from generic substitutes after patent expiry”. Com-
missioner Kroes emphasised that this should “in
time, contribute to ensuring a wider choice of both
patented and generic pharmaceutical products to
European patients at affordable prices”. Commis-
sioner Kroes also stressed that the Commission
will take due account “of the need for the industry
to recover its research and development costs, given
the industry’s heavy dependence on innovation for
its further competitiveness.” Commissioner Kroes
assured the EP that the Commission was “not
circumspect about rigorously applying the anti-
monopoly provisions in the pharmaceutical sector,
for generic competition is an area which has suf-
fered from under-enforcement in the past.” Espe-
cially since, as Commissioner Kroes pointed out
“the importance of the generic segment for the pro-
vision of affordable medicines in the enlarged Union
cannot be ignored.” Commissioner Kroes summed
up that this was why “the Commission will give
greater priority to competition in the generic sector
in the immediate future.”

In doing so, the Commission will likely continue
to build on the experience gained from the adop-

(1?) See Case T-321/05 AstraZeneca AB & AstraZeneca plc v
Commission, 2005/C 271/47.

('3) Commissioner Neelie Kroes’ reply to Oral Question put
by the honourable Member of the European Parliament
Mr von Boguslaw Sonik, (H-0459/06).

tion of the AstraZeneca decision, and tackle vari-
ous types of life cycle management strategies by
research based pharmaceutical companies aimed
atraisingrivals’ entrybarriers, thereby dampening
inter-brand competition. It may also be expected
that current enforcement activities would contrib-
ute to the Lisbon Agenda by stimulating innova-
tion in the pharmaceutical sector whilst deliver-
ing on cost-containment through generic compe-
tition.

3. The importance from a competition
policy standpoint of inter-brand
competition in pharmaceuticals

Commissioner Kroes’ announced focus on
enforcement action aimed at inter-brand compe-
tition reflects the importance of that topic from
a competition policy — and from a broader eco-
nomic policy — standpoint.

(a) The importance and specific features of
the pharmaceutical sector

The pharmaceutical sector is a knowledge-based
manufacturing industry and an important part
of the health care sector. In the past decade, the
health care sector has created millions of new
jobs. It employs 10% of the active EU population.
As life expectancy of EU citizens is steadily ris-
ing, the health-care related economy has a strong
growth potential with the greying of Europe, and
the increasing demand for medicinal products.

The industry is characterised by players of a dif-
ferent nature: a limited number of R&D based
multinationals and an increasing number of niche
innovative small and medium sized enterprises
(“SMEs”), as well as generic producers which
compete with medicinal products for which pat-
ent protection has expired. The industry has been
undergoing a concentration process concerning
mainly R&D based multinationals. However, a
recent trend might have started with the multina-
tional Novartis taking over the generic producer
Hexal ().

The research based pharmaceutical producers
attempt to out compete each other on innovation,
as demand for innovative products is relatively
inelastic allowing for high prices. As patent term
expiry approaches, companies are increasingly
confronted with the prospect of competition from
generic equivalents with significantly lower price
levels, the race to innovate and migrate the patient
population to the next generation medicinal prod-
ucts intensifies.

(%) See Case M.3751 Novartis/Hexal.
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Focussing enforcement activities on inter-brand
competition means dealing with elements exercis-
ing direct pressure on competitors’ prices. Such
action has the potential to yield significant welfare
enhancing effects. This is all the more so in the
EU-27, in view of the importance of the affordabil-
ity of medicines for the EU-12.

Obstacles to the entry of innovative medicinal
products and generics may pose competition
problems for example when, in order to maintain
its market power, a dominant undertaking strate-
gically uses patent procedures. Such strategic use
raise additional barriers to entry, for which little
economic justification but for the maintenance
of market power is likely to exist, and are often
coupled with the dominant undertaking’s effec-
tive threat of vexatious litigation. As a result, such
behaviour often deny patients the use of better,
more and cheaper medicinal products, because
the incumbent’s strategy aims at prolonging the
product-life cycle of its product rather than com-
peting with innovative new medicinal products
and generics.

The risks that such behaviour cause to patients
and to the economy is all the more acute, since
the current cycle of the pharmaceutical industry
is characterised by dwindling R&D pipelines cou-
pled with increasing numbers of medicinal prod-
ucts approaching patent expiry.

(b) Competitiveness in the pharmaceutical
sector

The Commission’s selection of competition law
enforcement priorities is only one aspect of the
Commission’s initiatives, aimed at enhancing the
competitiveness of the EU pharmaceutical sec-
tor and at creating welfare benefits in Europe. By
way of illustration, the Recommendations of the
High Level Group on Innovation and Provision of
Medicines (the so-called “G10 Medicines Group”)
inter alia identified that full competition should
take place (through generics and for non-reim-
bursed medicines). The G10 Medicines Group
Recommendations have led to an overreaching
review of the EU’s pharmaceutical legislation (the
so-called “Pharmaceutical Review”) managed by
the Commission’s Directorate-General Enter-
prise. The Pharmaceutical Review (2000-2004)
aims to improve market access for innovative
medicines and to deliver a competitive generic
market. MEMO/05/186.

Work is currently on-going on the potential for
convergence of national pricing and reimburse-
ment schemes. This is taking place within the
Pharmaceutical Forum (2005-2008), which is a
collaborative effort between Directorate-General

Enterprise and Directorate-General Health and
Consumer Protection. One of the aims of the
Pharmaceutical Forum is to find alternative ways
of controlling national health care expenditures
including the option of letting manufacturers
set the prices of new products, while negotiating
appropriate safeguard mechanisms for Member
States to contain expenditure in compliance with
EU competition rules IP/06/1282. Competition
law enforcement action that protects inter-brand
competition between generics and patented drugs,
such as the AstraZeneca decision, has the potential
of contributing to important savings for national
health care systems: for example, the introduction
of generics can lead to the increased availability of
more affordable alternatives to patented branded
pharmaceutical products — usually in the region
of 20-50%, but possibly up to 80%, cheaper.

Competition law enforcement has also a major
contribution to make to promoting more innova-
tion in pharmaceuticals. In the early 1990s, the
European pharmaceutical industry was the leader
in innovation on a world-wide scale. Today, the US
pharmaceutical industry has become the leading
inventor of new active ingredients. In particular,
the EU-based R&D has been moving to the US at
a time when the EU will be facing new challenges
from India and China. A particular attention
must thus be given to deterring behaviour that
stifles innovation — such as abuses of dominance
that fend off small, innovative SMEs. A stronger
competitive constraint on “old” block-busters will
also provide additional incentives to pharmaceu-
tical companies to develop new products through
efficient and timely R&D programmes rather
than resting on their laurels, and focussing their
energy on the preservation of the rents based on
past R&D efforts.

4. The need for Community-wide
collaboration and advocacy

Article 152(2) of the EC Treaty provides that:

“The Community shall encourage cooperation
between the Member States in [public health] ....
and, if necessary, lend support to their action.
Member States shall, in liaison with the Commis-
sion, coordinate among themselves their policies
and programmes in [public health]. The Commis-
sion may, in close contact with the Member States,
take any useful initiative to promote such coordi-
nation.”

In the area of competition policy, since the entry
into force of Regulation 1/2003 and the package
for the modernisation of the Community’s frame-
work for the enforcement of Articles 81 and 82
of the EC Treaty, on 1 May 2004, a network of
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proactive public enforcers made up of the national
competition authorities (“NCAs”) of the Member
States, otherwise known as European Competi-
tion Network (“ECN”) has been set up.

The ECN provides a framework for applying
and developing the EC anti-trust rules. It does
so through work-sharing and case-allocation
between NCAs and the Commission; as well as
through joint action and assistance in fact-find-
ings and investigations. Just as importantly, it also
promotes the exchange of information and shar-
ing of experiences both in terms of cases and pol-
icy. By doing so it provides a forum to foster the
development of a common competition culture
within the ECN.

To enhance the effectiveness of the ECN, a number
of Working Groups have been set up, some deal
with horizontal issues such as leniency and abuse
of dominance whilst others have a sectoral focus.
In 2005 the ECN Pharmaceuticals Sub-group
was established. It is made up of the NCAs of the
Member States and the Commission.

The initiative was highly welcomed as it was
anticipated that it would help all those concerned
in learning from the experiences of the other
members of the network. In time it is hoped that
it will prove to be a valuable vehicle to support its
members’ enforcement and advocacy efforts in
the pharmaceutical sector. At the very least, it may
be expected to foster a culture of finding common
solutions to shared problems in the enforcement
of the EC anti-trust rules in the pharmaceuticals
sector. The purpose of the ECN Pharmaceuticals
Sub-group is to harness the collective expertise
of the ECN to deliver not only better and consist-
ent competition enforcement throughout the EU,
but also to assist the Member States in their own
advocacy efforts aimed at injecting more competi-
tion into their respective health care sector.

Typically, this involves the reforming of the
national regulatory framework for the provision
of medical care, by introducing greater inter-play
of market forces, based on patient/practitioner
choice, value for money, the rational distribution
of medicines and services and the availability of
greater information on the different products and
services. The ECN Pharmaceuticals Sub-group
aims to harness this process by providing a focal
point for the sharing of the different experiences,
processes, tools and analytical frameworks applied
throughout its Member States.

Such a coordinated approach is all the more
important in public health where responsibility for
the achievement of the primary objective of deliv-

ering “high level of human health protection” (*°)
for Europe’s citizens is split not only between the
Community institutions and its Member States,
but necessitates that orchestration of different
Community and national policy areas of which
competition policy forms one part.

In such circumstances, competition enforcement
action alone constitutes a partial response to the
competition policy challenges facing the Com-
munity in the pharmaceutical sector. To deal with
these challenges in a credible and sustainable
manner, attention must also be given to advocacy,
policy screening and reflection initiatives aimed
at delivering an analytical framework for promot-
ing an environment for the rational and efficient
allocation of resources in the pharmaceutical
sector, based on informed consumer choice and
transparency.

The ECN Pharmaceuticals Sub-group provides an
important vehicle for the dissemination of such
analytical tools thus empowering its members in
turn to harness the efficiency gains and associated
cost savings that may be derived from the injec-
tion of greater competition in the delivery of phar-
maceuticals to European patients.

5. Conclusion

It would seem that interesting times lie ahead
in terms of competition policy enforcement and
advocacy in the pharmaceutical sector.

At the very least, the Commission’s past focus on
intra-brand competition may be expected to be
complemented by a more nuanced multi-faceted
approach aimed at inter-brand competition to
deliver enhanced consumer welfare in medicines
to patients throughout the EU.

The greater emphasis placed on advocating com-
petition based market led solutions to the address
challenges facing the EU in delivering innova-
tive yet affordable pharmaceuticals to European
patients may in time be expected to empower the
EU to reap dividends in this area.

However, doing so will require steady and sus-

tained efforts from all those concerned within the
EU to work together and stay the course.

(1) See Article 152(1) EC Treaty.
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State aid for films — a policy in motion? ()

Jéréme BROCHE, Obhi CHATTERJEE, Irina ORSSICH and Néra TOSICS,
Directorate-General for Competition, unit H-3

In late 2006, the Commission approved the new
UK and German film support schemes. This arti-
cle explains the application of the State aid rules in
these two cases, in particular in view of the recent
trends such as the global competition to attract
large budget films. It also considers the future per-
spectives of the Commission’s State aid policy in
this field.

US productions generally dominate European
screens. It is commonly believed that, in the
absence of public support to film production in
most Member States, most European produc-
tions would already have disappeared. In the four
years 2002-2005, they provided over € 6.5 billion
of State aid for film production (?), which helped
to produce over 3,600 films. France provides the
highest overall amounts of State aid for films,
followed by the UK, Germany, Italy and Spain,
Public support in these five countries is account-
ing for 83% of the total. According to the European
Audiovisual Observatory, there are over 600 film
support schemes operating across the EU.

Legal basis for State aid control

Cinema and TV production support mechanisms
are assessed on the basis of Article 87(3)(d) EC
which was introduced by the Maastricht Treaty.
This provision specifically deals with State
resources being dedicated to culture. Following
this provision “aid to promote culture and heritage
conservation where such aid does not affect trad-
ing conditions and competition in the Community
to an extent that is contrary to the common inter-
est, may be considered to be compatible with the
common market”. Since the introduction of this

(") The content of this article does not necessarily reflect
the official position of the European Communities. Res-
ponsibility for the information and views expressed lies
entirely with the authors.

(®>) Copenhagen Think Tank / European Audiovisual
Observatory:
http://www.dfi.dk/NR/rdonlyres/1IBE19F2D-F61F-
403F-934C-B0AB2447D9D8/0/CTT_Information_
Notes_300606.pdf

article into the Treaty, it is clear that, in principle,
culture is not excluded from the application of the
Community State aid discipline ().

In 2001, based on its experience of assessing vari-
ous national film support schemes and particularly
the French system, the Commission published a
Communication setting out the conditions for the
application of Article 87 (3)(d) (*) to the produc-
tion of “cinematographic and other audiovisual
works, (the ‘Cinema Communication’). This Com-
munication requires the so-called general legality
principle to be respected and sets out four addi-
tional specific compatibility criteria according to
which aid for cinema and TV production can be
approved as cultural aid under the exception in
Article 87(3)(d) EC:

(®) The issue of whether or not the Treaty, and hence State
aid rules, is applicable to culture at all has been settled a
long time ago. Already in one of its early cases, the Court
of Justice dismissed the argument that the Treaty was an
economic Treaty and would not apply to cultural goods
(case 7/68 Commission v Italy [1968] ECR 617). Moreo-
ver, despite the fact that prior to the introduction of Arti-
cle 87(3)(d) EC, it was a frequent assumption that culture
in general should be exempted from the application of
State aid rules, the Commission actually examined and
approved a range of aid mechanisms for culture under
Article 87(3)(c) EC, including aid to the audiovisual
sector. See also Rapport présenté par la Commission au
Conseil sur la prise en compte des aspects culturels dans
l’action de la Communauté européenne of 17. 4.1996,
COM(1996) 160 final, page 22.

() Communication from the Commission to the Council, the
European Parliament, the Economic and Social Com-
mittee and the Committee of the Regions on certain legal
aspects relating to cinematographic and other audiovi-
sual works (COM(2001)534 final of 26.09.2001,0] C 43
of 16.2.2002); prolonged by Communication from the
Commission to the Council, the European Parliament,
the Economic and Social Committee and the Commit-
tee of the Regions on the follow-up of the Commission
communication on certain legal aspects relating to cine-
matographic and other audiovisual works of 26.09.2001
(COM(2004)171 final of 16.3.2004, OJ C 123 of 30 April
2004.
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a) The general legality principle

The general legality principle is essentially
enshrining into the Cinema Communication the
established case law according to which State aid
incorporating conditions which contravene other
provisions of the Treaty cannot be approved by
the Commission (°). For example the benefit of
aid schemes cannot be restricted on the basis of
nationality. Also, schemes of aid to cinema and
TV production financed by parafiscal charges are
incompatible with the Treaty when such schemes
benefit solely national producers.

b) Aid must benefit a cultural product

The aid must be directed at a cultural product.
Each Member State must ensure that the con-
tent of the aided production is cultural accord-
ing to verifiable national criteria (in compliance
with the application of the subsidiarity principle).
Therefore, the Commission does not assess what
is culture and what is not. The Commission only
verifies that the national authorities have drawn
up a verifiable selection system which ensures that
only cultural products, as defined by the national
authorities, will benefit from the aid. It is only
where the Commission considers that there is
a manifest error in the definition of the cultural
products concerned that the Commission might
question the substance of the cultural definition.

¢) Territorialisation

This criterion foresees that the producer must
be free to spend at least 20 per cent of the film
budget in other Member States without suffering
any reduction in the aid provided for under the
scheme (so-called territorial conditions).

d) Aid intensity

The aid intensity must in principle be limited to 50
per cent of the production budget with a view to
stimulating normal commercial initiatives inher-
ent in a market economy and avoiding a bidding
contest between Member States. Difficult and low
budget films are excluded from this limit. Under
the subsidiarity principle it is up to each Member
State to establish a definition of difficult and low
budget film according to national parameters. For
example, a derogation might be granted for works
in a language which is not widely spoken.

() Case 73/79 Commission v Italy [1980] ECR 1533, para-
graph 11; Case C-225/91 Matra v Commission [1993]
ECR 1-3203, paragraph 41; Case C-156/98 Germany v
Commission [2000] ECR I-6857, paragraph 78.

e) Aid supplements

Finally, the last criterion stipulates that aid sup-
plements for specific film-making activities (e.g.
post-production) are not allowed in order to
ensure that the aid has a neutral incentive effect
and consequently that the protection/attraction
of those specific activities in/to the Member State
granting the aid is avoided.

It should be noted that the Cinema Communica-
tion only refers to the production of films. In its
more recent Decisions the Commission applied
the Communication by analogy also to the devel-
opment of film projects, including the writing of
screenplays (°), as well as to the promotion and
distribution () of films. This approach is moti-
vated by the idea that these activities are so closely
linked to the production of films that the prin-
ciples developed in the Communication are also
applicable to them (®).

While the Commission’s approach in assessing
these criteria has not significantly changed over
the 5 years since the Communication was first
published, various new trends have emerged in
the funding policies applied across the EU.

Films as cultural goods

In the past, State aid for the film industry was
mainly given in order to promote a ‘national
cultural film industry’ and it is against this
background that the current rules were drafted.
One recent trend however has been the global
incentive ‘war’ to attract large budget films.
Two analyses, one for the UK (°) and one for

(®) Forexample State aid N 181/2004 — Germany, Forderung
von Film- und Fernsehproduktionen in Baden-Wiirttem-
berg: Medien- und Filmgesellschaft Baden-Wiirttemberg
mbH.  http://europa.eu.int/comm/secretariat_general/
sgb/state_aids/comp-2004/n181-04.pdf.

(") For example State aid N 368/2005 — Spain, Ayudas a la
promocion de obras audiovisuales por Andalucia, http://
europa.eu.int/comm/secretariat_general/sgb/state_
aids/comp-2005/n368-05.pdf .

(®) Onthe other hand, measures favouring activities not lin-
ked to the production of films have been assessed under
Article 87(3)(d) EC directly. Furthermore, undertakings
in the film and television programme production sec-
tor may, depending on the circumstances, also benefit
from other aid types granted under national horizontal
aid schemes, not aimed directly at cultural activities, but
more widely at assisting types of economic activities or
regions which happen to also encompass undertakings
in the audiovisual sectors (e.g. regional aid, aid for small
and medium sized enterprises (SMEs), research and
development aid, training aid, employment aid).

(°) The economic contribution of the UK film industry
published by Oxford Economic Forecasting, supported
by the UK Film Council and Pinewood Shepperton plc,
September 2005: http://www.ukfilmcouncil.org.uk/get/
?doc=117
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California (") illustrate the economic advantages
of attracting and the costs of losing large budget
films, respectively. The first analysis concluded
that the UK film industry contributed £3.1 billion
(EUR 4.5 billion) to UK GDP in 2004. Both analy-
ses stress that this is a highly mobile industry and
the Californian analysis begins by noting that ..
a growing number of states and countries have rec-
ognized the value of employment and government
tax revenues generated by film and television pro-
duction and are aggressively courting the business
with tax credits and other enticements. ... [They]
have started building their own studio facilities,
launched training programs for their residents, and
implemented relocation and outreach programs for
experienced non-residents. The result has been to
create real competition for motion picture produc-
tion.”

In view of the fact that the attraction of (foreign)
film productions to a certain national territory is
driven often by more economic than by cultural
considerations, and that these film productions
would sometimes receive considerable financial
support, the Commission has to ask itself whether
the schemes it assesses meet the cultural condition
for the application of the cultural derogation. It is
for the Member States to define the concept of cul-
ture, albeit along the lines of the Cinema Commu-
nication, i.e. that “Each Member State must ensure
that the content of the aided production is cultural
according to verifiable national criteria”. The Com-
mission shall thus ensure that the Member States
have not committed a manifest error in defining
the cultural purpose of their schemes, and that
the criteria they have established ensure that this
goal will be met. In any event, since the Cinema
Communication is based on Article 87(3)(d) EC,
any aid that could not be argued to go to cultural
activities, cannot be declared compatible with this
Communication.

It is in this perspective that the Commission
examined the new £ 120 million per year UK and
EUR 60 million per year German film schemes at
the end of 2006. These schemes apply both points-
based cultural tests as part of their eligibility crite-
ria, which were closely analysed by the Commis-
sion to see whether they effectively ensure that the
aid is directed towards a cultural product. In fact,
the approval of the UK film tax incentive (') was

('%) What is the cost of run-away production? Jobs, Wages,
Economic Output and State Tax Revenue at Risk When
Motion Picture Productions Leave California published
by the California Film Commission and the Los Ange-
les Economic Development Corporation, August 2005:
http://www.film.ca.gov/ttca/pdfs/link_overview/cfc/
California_Film_Commission_Study.pdf

(') http://ec.europa.eu/comm/competition/state_aid/regis-
ter/ii/by_case_nr_n2005_450.html#461

based on a revised UK Cultural Test submitted by
the UK authorities in November 2006, rather than
on the original UK Cultural Test which they had
notified to the Commission.

UK film tax incentive

In the UK film tax incentive case, the aid takes
the form of an enhanced tax deduction and a pay-
able film tax credit. The enhanced tax deduction
allows a film production company to benefit from
a higher deduction for certain production costs
than the normal UK tax rules would allow. The
payable film tax credit allows the film production
company to receive a cash payment of up to 25%
of any tax loss.

To select the eligible films, the UK authorities
have drawn up a point-based test called the UK
Cultural test. The original UK Cultural Test was
divided into three sections, two of which referred
to certain technical costs (such as studios and
visual effets) and the geographic origin of certain
categories of cast members. In view of this, only
the criteria in the first section of the original UK
Cultural Test could be used to ensure that the aid
was directed towards a cultural product. However,
the first section only accounted for 4 points out of
32 (one of which for the use of English in the film’s
dialogue). A film could achieve the pass mark of
16 points without picking up any of the points
in this section. It therefore was not clear that the
original UK Cultural Test would always ensure
that the aid would be directed towards a cultur-
ally British product.

The revised UK Cultural Test which has subse-
quently been included in the relevant legislation is
substantially different from the original UK Cul-
tural Test:

Section Revised UK Original UK

Cultural Test | Cultural Test

A — Cultural content 16 52% 4 12%
B — Cultural contribution 4 13% 0 0%
C — Cultural hubs 3 10% | 15 47%

D — Cultural practitioners 8 26% | 13 41%

Overall maximum 31 100% 32 100%

The Cultural content section comprises four
criteria: extent to which the film is set in the
UK; what proportion of the main characters are
British citizens or residents; whether or not the
subject matter or underlying material of the film is
British; and extent to which the original dialogue
is in English. The new Cultural contribution sec-
tion comprises three criteria: cultural diversity,
cultural heritage and cultural creativity. These
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two sections account for 65% of the overall points
available (20 out of 31 points). Therefore a film sat-
isfying only these two sections could achieve the
16 points required to pass the test.

In addition, in case of the extreme scenarios of a
film obtaining most if not all of the 11 points in
Sections C and D and all the four points for the
use of English, (as English is widely spoken inter-
nationally, it could be argued that the use of Eng-
lish in a film’s original dialogue would not neces-
sarily guarantee that the film would be culturally
British), a film could not pass the test without
fulfilling at least one additional cultural crite-
rion from the first two sections. The Commission
therefore concluded that the revised UK Cultural
Test ensures that the content of this film could
reasonably be found to be cultural, according to
the UK definition.

German Film Fund

The new German Film Fund, also approved by the
Commission at the end 0f 2006,12 represents a dif-
ferent model both in its form and in its definition
of cultural content. From the point of view of its
form, it is a selective scheme which awards direct
grants. Moreover, there is a maximum financial
limit to the grant available per film, which is as a
rule, EUR 4 million, or up to 10 million in excep-
tional cases. These characteristics make it already
inherently less attractive for large budget films
than the UK scheme.

In addition, the eligibility test designed by the
German authorities respectively for feature films,
documentaries and animation films focus not only
on German, but also on European cultural con-
tent and contain specific criteria for films promot-
ing universal cultural heritage. This test include
three different parts: “cultural content”, “creative
talents” and “production”, each of which is attrib-
uted a number of points..

The “cultural content” part contains a number of
criteria, including the following:

e Content, motives, filmlocations, principal char-
acters, storyline are from Germany, the Ger-
man culture or language area or from Europe
or the EEA,

e One of the final versions of the film is in Ger-
man,

e The film is an adaptation of a literary work or
originates from traditional fairy tales or leg-
ends,

() http://ec.europa.eu/comm/competition/state_aid/regis-
ter/ii/by_case_nr_n2006_690.html#695

o The film is about artists, art genres, significant
personalities, historical achievements, religious
or philosophical questions, issues of socio-cul-
tural relevance, way of living of people and
minorities, scientific issues,

o In the case of animation films, the storyline is
meant and appropriate for children’s or youth
film

e The film is made with the contribution of a con-
temporary artist.

The “production” part clearly relates to commer-
cial aspects and attributes points based on the
production phases carried out in Germany. The
part on “creative talents” reflects the participation
of creative talents from Germany or the EEA.

In order to qualify for the aid, a film has to first ful-
fil a minimum number of criteria in the “cultural
content” part (the “pre-test”) (this number varies
according to the type of production). Addition-
ally, the candidate film has to achieve a minimum
score of the total points available in the test.

In its assessment, the Commission examined in
detail the different criteria proposed by the Ger-
man authorities, the structure of the tests as well
as the individual points attributed to the different
aspects. Taking into account the pre-test specifi-
cally designed to ensure the cultural content of
the films financed under the scheme and the truly
cultural character of the criteria in the “cultural
content” part of the tests, the Commission came to
the conclusion that aid is indeed directed towards
a product with cultural content. In this case, the
relevant criteria aimed either at supporting Ger-
man culture (eg, content, motives, film locations,
principal characters, storyline/artworks from the
German culture, the German language require-
ment, etc.), or promoting European culture (eg,
European content and motives, film location or
principal character), or strengthening cultural
heritage in the general sense (eg, adaptations of
literary works, films about artists, art genres, sig-
nificant personalities, historical achievements,
etc.).

Extended outlook and the question of
territorial conditions

As explained above, the new UK and German
schemes were, like any other audiovisual and TV
production support system, assessed on the basis
of the Cinema Communication. This Commu-
nication will expire on 30 June 2007. The Com-
mission had announced that “in advance of the
next review of the Communication, the Commis-
sion intends, in addition to further analysing the
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arguments of the sector, to carry out an extensive
study on the effects of the existing State aid sys-
tems. The study should examine in particular the
economic and cultural impact of the territoriali-
sation requirements imposed by Member States,
in particular taking into account their impact on
co-productions.” (**) This study was launched in
August 2006 and is expected to be completed in
autumn 2007. The preliminary results will be dis-
cussed at a workshop in summer 2007 to which
stakeholders such as funding bodies, film produc-
ers, exhibitors and distributors will be invited. In
order to allow time to complete the study and the
subsequent review of the Communication, the
Commission will continue to apply the rules of
the current Communication until such time as
new rules come into effect, or, at the latest, until
31 December 2009. The current Cinema Commu-
nication will be prolonged accordingly.

Territorial conditions, which require that a pro-
portion of the film production expenditure is
incurred in the territory providing the aid will
thus be among the central issues of the review. As
noted above, the relevant criterion in the current
Communication is that film producers must be
able to spend at least 20% of the film budget in
other Member States without suffering a reduc-
tion in the aid provided for under the scheme. In
other words, the Commission accepts that territo-
rial conditions may require expenditure of up to
80% of the production budget of an aided work to
be spent in the territory providing the aid.

On the one hand, such conditions may be justi-
fied to ensure the continued presence of human
skills and technical expertise required for cultural
creation. On the other hand, the clauses obliging
producers to spend a considerable amount of the
film budget in the territory offering the aid are
likely to constitute a barrier to the free circula-
tion of workers, goods and services across the
European Union. They may also strengthen the

(%) Communication from the Commission to the Council,
the European Parliament, the Economic and Social
Committee and the Committee of the Regions on the
follow-up of the Commission communication on cer-
tain legal aspects relating to cinematographic and other
audiovisual works 0f 26.09.2001 (COM(2004)171 final of
16.3.2004, OJ C 123 of 30 April 2004.

fragmentation of the European film sector and
some film producers have called for territorial
conditions to be removed. Finally it is not at all
clear why certain cost categories should be con-
sidered to have to have an impact on the expertise
needed for cultural creation: for example costs for
catering are often considered to be part of the film
production budget, hence are subject to territorial
conditions.

Indeed, the Communication also states that ter-
ritorialisation requirements must be limited to the
minimum degree required to promote cultural
objectives. The maximum territorial requirement
of 80% was set in 2001 when few Member States
imposed territoriality requirements in order to
qualify for aid. However, the recent trend has been
for most new schemes to apply territorial condi-
tions and to set them at or close to this limit, as in
the UK film tax incentive scheme and the German
Film Fund.

In this context, the question arises to what extent
should the cultural derogation in Article 87(3)(d)
EC allow the Member States to support their
‘national cultural industries’ to the detriment, for
instance, of the Treaty’s fundamental freedoms.
This question goes to the heart of the relationship
between ‘culture’ as a nationally defined concept
and the internal market freedoms. To strike the
right balance between these two elements, the new
rules that the Commission will adopt will have to
consider these issues as reflected in the results of
the study concerning territorialisation. The review
of the Communication could also take account
of other recent trends affecting the sector. These
include the growing number of State aid schemes
offering aid for aspects such as film distribution
and development, the global incentive ‘war’ to
attract large-budget productions, and investment
in digital distribution/projection facilities. The
Commission will aim at ensuring that its policy is
suited to the current environment of the sector.
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Solving problems at the sources: why telecommunications
regulation should focus on wholesale, not on retail, markets (')

Iratxe GURPEGUI and Przemyslaw KORDASIEWICZ,
Directorate-General for Competition, unit C-1

In this article we discuss the key role of wholesale
markets (as opposed to retail markets) in the tel-
ecommunication sector’s regulatory framework.
Firstly, we describe the general principles with
regard to remedies imposed ex-ante in the tele-
communication sector. Then, we explain the focus
on wholesale regulation in the current regulatory
framework and compare it with the proposed new
framework. Finally, we provide a practical illus-
tration of the difficulties raised by retail-level reg-
ulation, in relation to two recent cases under the
Article 7 consultation mechanism.

Introduction

The Regulatory Framework for Telecommunica-
tions of 2003 () (“2003 Framework”) introduced
significant changes to the scope and role of ex-
ante sector specific regulation for the telecommu-
nication industry. The 2003 Framework provides
for an ex-ante regulatory approach which is based
on concepts and principles of competition law.
Namely, it requires that the definition of relevant
markets and the assessment of significant market
power (“SMP”) is done in line with competition
law principles.

The objective of the 2003 Framework is to cre-
ate — through regulation — the conditions for
effective competition in the telecommunication
markets and once effective competition exists, to
withdraw all unnecessary sector-specific regula-
tion and apply the general competition rules only.

(") The content of this article does not necessarily reflect
the official position of the European Communities. Res-
ponsibility for the information and views expressed lies
entirely with the authors.

(®>) The Regulatory Framework consists of the Framework
Directive 2002/21/EC and four specific Directives:
the Authorisation Directive 2002/20/EC, the Access
Directive 2002/19/EC, the Universal Service Directive
2002/22/EC and the Data Protection Directive 2002/58/
EC.

In line with the above, the Commission proposed
in June 2006 a review of the 2003 Framework (%)
(“2006 Review”) which encourages further dereg-
ulation of the sector, leaving large parts of the
industry to be governed by competition law only.
However, where regulation can not be rolled back
entirely, the Commission is of the view that reg-
ulation should still occur, but just at the highest
possible level of the value chain in order to let
competition develop as much as possible in down-
stream markets.

Focus on wholesale regulation under the
2003 Framework

The 2003 Framework requires National Regu-
latory Authorities (“NRAs”) to ensure that the
obligations imposed on operators with significant
market power (“SMP”) are based on the nature of
the problem identified and are proportionate in the
light of the objectives specified in Article 8 of the
Framework Directive (*). According to ECJ case-
law, a measure is proportionate where it represents
the minimum necessary intervention required
to achieve a particular aim (°). Where there is a
choice of several appropriate means to achieve a
desired result, NRAs are bound to apply the least
burdensome remedy which would solve the iden-
tified problem (°). Typically, most of the problems
observed on retail markets in the telecommunica-
tions sector may be remedied by appropriate rem-
edies imposed at wholesale level (7).

(®) The package published in June 2006 includes: (a) a
Commission Communication that reports on the func-
tioning of the current regulatory framework and that
identifies areas for change; (b) a Commission Staff Wor-
king Document in which concrete amendments to the
framework are proposed; (c) and Impact Assessment
Report on those proposals; and finally (d) a Commis-
sion Staff Working Document containing a draft revised
Commission Recommendation on relevant product and
service markets susceptible to ex-ante regulation.

(*) Article 8 of the Framework directive; Article 17.2 of the
Universal Service Directive; and Recital 15 and Article
8.4 of the Access Directive.

(5) Case C-331/88; Fedesa and Others, ECR 1-4023.

() Revised ERG Common Position on Remedies ERG (06)
33, p. 55-56.

(7) There may still be a need for combating any remaining
anticompetitive issues by the application of ex post anti-
trust rules.
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The focus on wholesale regulation may also be
found in the Universal Service Directive. This
Directive clearly states that “regulatory controls
on retail services should only be imposed where
NRAs consider that relevant wholesale measures
or measures regarding carrier selection or pre-
selection would fail to achieve the objective of
ensuring effective competition and public inter-
est” (%).

Focus on wholesale regulation under the
2006 Proposed Recommendation

In June 2006, the Commission published a draft
revised Recommendation (°) (“draft Recommen-
dation”) on the markets susceptible to ex ante sec-
tor-specific regulation as part of the package of
the 2006 Review. The draft Recommendation pro-
poses substantially reducing the number of mar-
kets which are susceptible to ex ante regulation.
This reduction has been particularly relevant to
retail markets. The Commission proposes deregu-
lating all retail calls markets and the retail market
for minimum set of leased lines. The only retail
market which the Commission proposes keeping
in the list of markets susceptible to ex-ante regu-
lation is the market for access to the public tele-
phone network at a fixed location (*°).

With regard to retail calls markets, the Commis-
sion considers that effective wholesale regulation
(Carrier Selection, Carrier Pre-Selection, and in
some countries Wholesale Line Rental) has signif-
icantly reduced the barriers to entry in these mar-
kets. Indeed, large scale market entry of alternative
suppliers can be observed across Europe, leading
to significant loss of market share by incumbents
and to price reductions. Additionally, increasing
penetration of broadband has increased competi-
tion on the retail calls market by enabling retail
customers to take advantage of new calls services
based on Voice over IP. Therefore, it is the Com-
mission’s view that competition law in combina-
tion with effective wholesale regulation is now in

(8) Universal Service Directive, Recital 26 and Article
17.1(b).

(°) Commission Staff Working Document contai-
ning a draft revised Commission Recommenda-
tion on relevant product and service markets sus-
ceptible to ex-ante regulation. SEC (2006) 837
http://ec.europa.eu/information_society/policy/
ecomm/doc/info_centre/public_consult/review/recom-
mendation_final.pdf

(19) This is due to particular characteristics of this market
which are difficult to tackle purely by regulation at the
wholesale level, namely high barriers to entry, econo-
mies of scope and no economic justification for infras-
tructure duplication at the access level.

general the appropriate tool to challenge potential
competition problems, such as anticompetitive
bundling, on retail calls markets.

Similarly, the Commission believes that effective
wholesale regulation imposed on SMP operators
should significantly reduce barriers to entry into
the retail market for minimum set of leased lines.
New entrants could equally provide retail offers,
based on the wholesale access to ubiquitous net-
works of incumbents ().

By contrast, when considering the retail mar-
kets for access to the public telephone network,
the Commission is of the view that even with the
imposition of wholesale remedies, the present high
barriers to entry would neither be reduced nor
disappear. Alternative operators are required to
incur significant sunk investments in order to be
able to benefit from the most pertinent wholesale
remedy — local loop unbundling (LLU) (*?). The
latter remedy has therefore a limited impact on
the removal of barriers to entry (**). Furthermore,
the current levels of deployment of alternative
access infrastructures such as cable, fibre-to-the-
home or wireless local loop are not yet sufficient
to represent a competitive constraint so as to push
this market towards effective competition.

The focus on wholesale remedies has also been
reflected in the sequence that NRAs are required
to conduct for the analysis of interrelated mar-
kets identified in the draft Recommendation ().
NRAs should analyse first the markets furthest
upstream in the vertical supply chain. Taking into
account the ex ante regulation imposed on such
markets, NRAs should then proceed to assess the
related downstream market(s) until they reach the
stage of the retail market. A retail market should
only be subject to ex ante regulation if there is still
SMP despite the presence of effective wholesale
regulation (*°).

(1) See footnote 9 above; p. 35.

(12) The local loop is the physical twisted metallic pair cir-
cuit connecting the network termination point at the
subscriber’s premises to the main distribution frame
(MDF) or equivalent facility in the fixed public telephone
network. Local loop unbundling requires the alternative
operator to build its own network to the Main Distribu-
tion Frames (“MDFs”) and install its own equipment at
the incumbent’s local exchange in order to interconnect
their own network to the copper pair.

(13) Moreover it is questionable if LLU will be successful in
remedying the competition problems. It can be antici-
pated that the transition by incumbents towards Next
Generation Networks would make any investment in
LLU obsolete.

() See footnote 9, p. 13.

(1) This methodology is known as the “modified greenfield
approach.”
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The Polish experience: retail markets
for access to the telephone networks at a
fixed location and retail calls markets

Two recent notifications by the Polish NRA under
the Article 7 procedure (*°) illustrate the dubious
value of retail regulation in this field. One of them
led the Commission to adopt a veto decision, while
in the other one it expressed its “serious doubts”
(subsequently withdrawn).

The Polish retail markets for access to the
telephone network at a fixed location

In October 2006 the Polish NRA, Urzad Komu-
nikacji Elektronicznej (“UKE”), notified to the
Commission draft regulatory decisions concern-
ing the retail markets for access to the public
telephone network at a fixed location for residen-
tial and non-residential customers (“markets 1
and 2”) (V). In its notification, UKE concluded
that Telekomunikacja Polska S.A. (“TP”) should
be designated as having SMP on those markets.
The strict remedies proposed by UKE included
inter alia retail price regulation and submis-
sion of tariffs and other conditions of service for
approval.

(1% For an overview of the market review and Article
7 consultation mechanism see KRUEGER and DI
MAURO, “The Article 7 consultation mechanism:
managing the consolidation of the internal market for
electronic communications”, Competition Policy News-
letter, 2003 — number 3, p. 33-36.

(') See UKE’s notifications registered under PL/2006/0518
and PL/2006/0524 available at http:/forum.europa.
eu.int/Public/irc/infso/home/main

Failure to define the market in accordance with
competition law principles

Departing from the Recommendation (**) and the
approach followed in other Member States, UKE
proposed to include broadband access lines (**) (in
particular xDSL (*°) lines) in markets 1 and 2 (*').

Market definitions given in the Recommendation
are not binding. Different national circumstances
may justify NRAs defining a specific market more
narrowly or more broadly than it is done in the
Recommendation, as long as such definition is in
line with competition law principles.

In the present case, however, the Commission
observed that, in its notification, UKE did not
provide sufficient analysis based on competition
law principles in accordance with the Commis-
sion’s guidelines on market definition and SMP
assessment which would justify such a broad mar-
ket definition.

Markets 1 and 2, as specified in the Recommen-
dation, include the provision of a connection or
access (at a fixed location or address) to the pub-
lic telephone network for the purpose of mak-
ing and/or receiving telephone calls and related
services (such as fax). In the Commission’s view,
although broadband connections are also capable

('8) Commission Recommendation 2003/311/EC of 11
February 2003 on relevant product and service markets
within the electronic communications sector suscepti-
ble to ex ante regulation in accordance with Directive
2002/21/EC of the European Parliament and of the
Council on a common regulatory framework for elec-
tronic communications networks and services (the
“Recommendation”), OJ L 114, 8.5.2003, p. 45.

(1) Broadband is one of the main forms of access to data
services. Broadband access may be delivered in the form
of ADSL connections over the local network or via other
access technologies and has the following distinguishing
features: (i) it is possible to use both voice and data ser-
vices simultaneously; (ii) the possibility of always-on
connection; (iii) it has a faster download speed than a
dial up connection. Narrowband is also one of the main
forms of access to data and voice services, but lacks the
characteristics of broadband services described above.
Among other features, narrowband connections only
allow low download speeds and do not allow using voice
and data services simultaneously.

(?%) DSL (Digital Subscriber Line) is a technology which
makes it possible to use the local loop of the existing
network for fixed telephony (PSTN) for high capacity
transmission of digital data. DSL technologies make
use of existing telephone lines to deliver voice, data and
video traffic simultaneously at high speed. There are a
number of DSL-based technologies which are collecti-
vely referred to as xDSL. All these characteristics have to
be present simultaneously for an internet access service
to be defined as broadband.

(?") Three other Member States (Sweden, Malta, Lithuania)
included broadband connections in such markets, but in
so far as they allow only access to the telephone network,
but not internet access.
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of facilitating delivery of telephone services, cus-
tomers generally switch to broadband for the pur-
pose of higher speed internet and not for getting
access to voice services. The functional differences
(i.e. the possibility of accessing voice service as well
as the broader service of internet at high speed)
tend to be reflected in higher prices for broadband
access compared to narrowband access. Broad-
band access therefore tends to be only partially
substitutable with narrowband access lines.

Another reason for not including broadband
access lines in markets 1 and 2 is that so far cus-
tomers, when purchasing broadband access, have
generally kept their narrowband connections,
indicating that both access products are from a
demand-side perspective complements rather than
substitutes. One of the reasons for this phenome-
non is the absence in some Member States, includ-
ing Poland, of DSL-only offers (so-called “naked
DSL”) (*). Other reasons include reliability and
quality requirements, simplicity of use, etc. Also
supply-side substitution between narrowband and
broadband access seems to be limited in view of
the different underlying infrastructures (**).

In its responses to the Commission’s requests for
information and serious doubts letter, UKE pro-
vided further factual information on the number
of xDSL, PSTN and ISDN lines in Poland, pricing
information on existing xDSL, PSTN and ISDN
offers, and functionalities of the IP telephony
service offered by TP in Poland. This additional
information, however, confirmed the initial con-
cerns of the Commission as to the lack of substi-
tutability between broadband access and markets
1 and 2. In particular, it showed wide price differ-
ences between PSTN/ISDN access and broadband
connections. Differences in functionalities were
also observed, since TP’s IP telephony services
enable subscribers to make and receive calls only
to/from TP’s subscribers. The Commission, there-
fore, vetoed the Polish draft decision.

It is true that, as argued by UKE, some NRAs had
notified decisions including broadband access
(e.g. wireless access) in markets 1 and 2 without
the Commission vetoing such decisions. In those
cases, however, the relevant NRAs proved that
broadband access was equivalent in terms of prices

(??) Naked DSL did not exist in Poland at the time of UKE’s
notification of its draft measures.

(?®) The Court of First Instance has recently upheld, in case
T- 340/03 France Telecom v. Commission, the market
definition of high-speed internet access made by the
Commission in its Decision Comp/38.233 — Wanadoo
Interactive. In particular, the Court of First Instance
established that the Commission was right in conclu-
ding that there was not a sufficient degree of substitu-
tability between high-speed and low-speed access as to
justify the inclusion of both access markets in one.

and functionality to the access to telephone net-
work for residential and non-residential customers
provided through metallic loops. The Commis-
sion indicated in its veto decision that over time,
it seems likely that the competitive pressure from
xDSL access services on PSTN and ISDN access
services may increase. Especially when broadband
penetration will become more important (**), IP
telephony services will allow similar function-
alities, naked-DSL will become available and the
price divergences will further decrease. It consid-
ered, however, that the existing market conditions
in Poland did not allow, on a forward looking
approach, to conclude that xDSL and PSTN and
ISDN access services already belonged to the same
market. In the event that market conditions would
allow such a broader definition of the market, the
finding of an undertaking holding SMP on that
market and ultimately the imposition of regula-
tion on such undertaking might be less likely than
it is now.

Proportionality of remedies proposed

The consequence of adopting a broad market
definition would have been the adoption of the
same set of remedies for narrowband access and
broadband access alike. Even if UKE had sub-
mitted a proper market definition on the basis of
competition law principles the imposition of retail
remedies (specifically retail price control and the
obligation to provide naked-DSL) without con-
sideration of the remedies imposed on upstream
markets would have been contrary to the princi-
ples of the 2003 Framework.

On the basis of the principle of proportionality (*°),
theNRA shouldhave consideredifalreadyimposed
wholesale regulation was effective in bringing
competition to the broadband retail market. If this
was not the case, UKE should aim at improving
the effectiveness of the wholesale remedies instead
of immediately imposing regulation at retail level.
Only where the NRA would have established that
such improved wholesale remedies would still not
be effective and if ex-post competition law enforce-
ment would be insufficient, it could consider turn-
ing to retail regulation.

(**) Broadband penetration in Poland (around 10% of hou-
seholds) is below the EU average.

() Commission guidelines on market analysis and the
assessment of significant market power under the Com-
munity regulatory framework for electronic commu-
nications networks and service: para.l17 establishes
that “Community law and, in particular, Article 8 of the
framework Directive, requires NRAs to ensure that the
measures they impose on SMP operators under Article 16
of the framework Directive are justified in relation to the
objectives set out in Article 8 and are proportionate to the
achievement of those objectives”.
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A careful look at the different actions taken by the
Polish authorities with regard to the broadband
market, and the remedies already imposed at the
wholesale level, seems to indicate that the reme-
dies proposed by UKE were not justified and were
therefore disproportionate. In particular, some of
the remedies proposed by UKE in its notification
to the Commission might not have been necessary
in view of the decisions already adopted by UKE,
as well as the National Competition Authority
(“UOKIiK “). For example:

In its notification, UKE proposed to impose on TP
the obligation to provide xDSL services separated
from the PSTN voice services at the retail level
(i.e. naked-DSL remedy). The competition issue
which this remedy sought to solve had already
been addressed in different decisions:

e In July 2006, UKE adopted a decision on the
basis of the Polish Telecommunications Act (*°)
ordering TP to provide DSL offers separately
from its fixed telephony subscription. In Sep-
tember 2006, UKE imposed an approximately
EURO 25 million fine on TP for not comply-
ing with the July decision. TP has committed to
providing naked-DSL to its retail customers as
from early 2007.

e The Bitstream wholesale offer was amended in
September 2006 by UKE in order to mandate
wholesale access to naked DSL.

e In its notification to the Commission of the
wholesale broadband market (“market 127),
UKE proposes to keep the mandated wholesale
access to naked-DSL (¥).

e A decision with similar effect had also been
adopted by Polish competition authority.
UOKIK considered that TP was abusing its
dominant position (**) on the market for retail
broadband access by requiring the consum-
ers who purchased broadband access to addi-
tionally maintain their subscription to TP’s

(%) Article 57 of Polish Telecommunication Act, of 16 July
2004, as amended. English translation is available at
http://www.mt.gov.pl/viewattach.php/id/fd2c74add52
c01da93b8dd36d0efblbc (last accessed on 5.02.2007).
This article provides that operators of publicly available
telecommunication services may not make the provi-
sion of such services conditional upon the purchase of
any other services.

(?7) UKE notified market 12 to the Commission in August
2006. The remedies proposed in that notification have
not been adopted yet.

(?®) TP has a market share exceeding 40% on retail broad-
band access; UOKIK referred to data collected by UKE
and concluded that in 2005 TP had 66% of the market.

voice telephony services. In its decision (**) the
Polish NCA imposed a fine on TP and ordered the
provision of broadband services separately from
the subscription to voice telephony.

In its notification, UKE also proposed to impose
price regulation on the broadband retail market.
It seems however that the existing regulation
at wholesale broadband market would have an
impact on retail prices:

e Indeed, the Bitstream wholesale offer in Poland
sets the wholesale access charges at retail
minus (*°). The retail minus model calculates
the wholesale charge on the basis of a discount
of the SMP operator’s retail tariff so as to allow
alternative operators to compete on the retail
market on the basis of the available wholesale
access offers.

e UKE has also proposed in its notification to
the Commission of the wholesale market for
broadband access (“market 12”) to maintain
wholesale price regulation (*').

The decisions described above seem to already
address the competition problems observed on
the retail market for broadband access. Therefore
it seems that further retail regulation (i.e. of the
xDSL retail products) would be superfluous and,
thus, disproportionate.

The Polish retail calls markets in the public
telephone networks at a fixed location

The second notification concerned the retail calls
markets in Poland (*3). The retail calls markets
include: local and/or national telephone services
provided at a fixed location for residential cus-
tomers and non-residential customers; and inter-
national telephone services provided at a fixed
location for residential and non-residential cus-
tomers (markets 3 to 6). In this case, the Commis-
sion decided to withdraw its serious doubts on the
basis of additional information provided by UKE
in the course of the second phase.

(*°) This decision has been formally adopted already after
the notification of UKE’s draft decision concerning mar-
kets 1 and 2, however the fact that UOKiK is conducting
such proceedings has been published on UOKIiK website
in August 2005.

(39) The discount from TP retail offers has been set at 41% or
51%, depending whether from TP’s special or standard
offer, respectively.

(") See footnote 27. UKE set the wholesale charges at
FL-LRIC model, however until the costs are successfully
verified by auditors and accepted by UKE, an interim
retail minus calculations would be applicable.

(3?) See notification of 6 November 2006 in cases
PL/2006/0528-0531, available at http://forum.europa.
eu.int/Public/irc/infso/home/main
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In its notification, UKE excluded from the defi-
nition of the calls markets certain products (**)
which seemed to be quite popular in Poland, espe-
cially as a substitute of international calls and, to
a lesser extent, of national long distance calls. In
fact, such services were not even mentioned in
UKE’s notification. The Commission expressed
serious doubts with regard to the exclusion of such
services from the market definition and the pos-
sible impact on the SMP assessment.

Information provided by UKE in response to
the Commission’s serious doubts letter indicated
that such services had only limited impact on the
market and TP’s market shares would still remain
high (**) had those services been included on the
relevant markets. This in combination with other
SMP criteria, such as (i) high entry barriers (**),
(ii) vertical integration, (iii) TP’s advanced sales
and distribution network and (iv) limited poten-
tial competition, led the UKE to conclude that
the inclusion of such services in the calls mar-
kets would not have resulted in a different SMP
finding (*°).

The Commission agreed that the information and
arguments presented by UKE make it possible
to find TP as having SMP on all retail markets.
Nevertheless, it also noticed that the information
provided suggested the existence of certain com-
petitive dynamics on the Polish calls markets (*7),
in particular on the international calls markets.

(3®) The excluded services are calls via certain premium rate
dial-in numbers and pre-paid calling cards. UKE has
also excluded Voice over Broadband, due to low broa-
dband penetration and the fact that the related services
are only in the nascent phase in Poland.

(*) In 2005 TP had following market shares (by volume):
85% in the market for residential local/national calls;
73% in the market for non-residential local/national
calls; 68% in the market for residential international
calls; and 53% in the market for non-residential interna-
tional calls. TP’s market shares are decreasing over time,
in particular in the international calls markets. The
remaining part of the markets is fragmented amongst
alternative operators, none of which was able to achieve
substantial market share.

() UKE considers that there are still significant barriers
to entry into the retail calls markets in Poland. New
entrants must make significant investments in inter-
connection points and backhaul networks, infrastruc-
ture, billing and invoicing systems and advertising. Also
the fact that due to CS/CPS arrangements the customer
receives two invoices (one from the access provider and
one from the CS/CPS provider) creates a significant
barrier.

(3%) In its comments the Commission has invited UKE to
include in UKE’s final measure the data and arguments
developed during the second phase proceedings, in par-
ticular to indicate TP’s market shares including calls via
premium rate numbers and via pre-paid calling cards.

(*7) This however should not be confused with the tendency
towards effective competition.

There were indications of increasing market
shares of alternative providers and the availabil-
ity of various methods of call placing (direct call,
call selection and pre-selection, calls via premium
rate numbers and emergence of VoIP-based serv-
ices). Furthermore, in the short to medium term,
the wholesale regulation would become effective,
beginning with wholesale line rental (**) which
should become operational in early 2007.

The Commission therefore invited UKE to closely
monitor market trends and to undertake a new
market analysis within one year following adop-
tion of the final measures.

Conclusion

The 2003 Framework and the 2006 Review pro-
mote deregulation where effective competition
exists or there is a tendency towards it. The Com-
mission is aware that some telecommunication
markets still need to be regulated. In these cases,
wholesale regulation is usually preferable over
retail regulation. This is explained by the fact that
regulation should be proportionate to its objec-
tive, i.e. the adopted remedy should be the least
burdensome to redress the competition problem
identified. In vertically related markets, problems
at retail level should primarily be resolved by way
of effective remedies imposed at wholesale level
leaving the retail market open to the competitive
process.

(3%) Imposed as one of the obligations in the measure concer-
ning market 8 (case PL/2006/0380).
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The Energy Sector Inquiry: conclusions and way forward (')

Eleonora WAKTARE, Kristéf KOVACS and Alexander GEE,
Directorate-General for Competition, unit B-1

Introduction

On 10 January 2007, after an 18 month investiga-
tion, the Commission published the final report
on the sector inquiry carried out by DG Competi-
tion into the gas and electricity markets in the EU
(Commission Communication COM(2006)851
and a more detailed Commission Staff Working
Paper (SEC(2006)1724). This was part of the over-
all energy package adopted by the Commission as
its key policy objective for the rest of its mandate.

The sector inquiry plays a pivotal role in the pack-
age. Based on a vast amount of empirical evi-
dence, a large part of which had never been gath-
ered before with that level of detail and accuracy,
it gives an in-depth analysis of the way European
electricity and gas markets function in practice,
and identifies a number of shortcomings in the
functioning of these markets. Secondly, it helps
DG Competition to identify areas where it needs
to focus its competition enforcement and to
improve the effectiveness of remedies in competi-
tion cases, including merger cases. Since the start
of the inquiry (but outside its immediate scope),
several energy companies have been inspected
and a number of new investigations opened.
Finally, the results of the sector inquiry provide a
solid, and widely supported, factual basis for the
Commission’s Strategic Energy Review and the
future legislative proposals. This not only allows
the Commission to bring forward the most appro-
priate proposals to address the current shortcom-
ings, but should also ensure that the debates in the
Council and the Parliament are as well informed
and constructive as possible.

This article (%) presents the wider context of the
sector inquiry, the main barriers to competition
in the energy sector and then discusses the com-
petition and regulatory remedies that could be
used to remove these barriers.

The wider context

The three objectives of the EU energy policy are
“competitiveness, security of supply and sustain-

(") The content of this article does not necessarily reflect
the official position of the European Communities. Res-
ponsibility for the information and views expressed lies
entirely with the authors.

(®) This article follows up on the article in the Competition
Policy Newsletter 2006 Number 1, p. 12

ability”, which are closely interlinked and comple-
mentary. Competitive markets provide the neces-
sary signals for investment, which leads to supply
security in the most cost efficient manner. Simi-
larly, the creation of a competitive internal mar-
ket will allow the Union’s energy companies to
operate in a market of a larger dimension, which
will improve their ability to contribute to security
of supply. At the same time, market forces oblige
European operators to use the most cost effective
methods of production, which in the appropriate
regulatory environment can benefit sustainability.
Consumers will be able to choose between differ-
ent providers and contract schemes, and could
thus reduce their electricity costs and adapt their
consumption to market developments. Com-
petitive, cost reflective prices will help encourage
energy efficiency, which can reduce the depend-
ence on external suppliers and which supports the
Union’s objective for sustainability and security of

supply.

The Final Report concentrates on the competition
aspects of Europe’s energy policy and the remain-
ing obstacles to creating a single European energy
market. This aspect merits a thorough analysis in
its own right and also reflects the focus dictated by
the procedural framework, in which the inquiry
was carried out.

The findings

The findings of the Final Report have been grouped
into eight categories. The first five findings have
already been presented as part of the Preliminary
Report. Therefore these will only be briefly sum-
marised and this article will focus on the results
of the public consultation launched in February
2006 and the new findings presented in the Final
Report centred on the topics downstream, balanc-
ing and LNG markets.

The first phase results of the sector inquiry pre-
sented in the Preliminary Report can be summa-
rized as follows:

e Market concentration is high in the energy
sector. In the gas markets, wholesale trading is
slow to develop and entrants are dependant on
incumbents for services throughout the supply
chain. In electricity concentration in genera-
tion leads to companies being able to exercise
market power on wholesale markets.
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e An insufficient level of unbundling between
network operation and supply activities results
in vertical foreclosure by incumbents vis-a-vis
entrants which is witnessed both in gas and
electricity markets.

e There is a lack of market integration prima-
rily due to the control of primary capacity on
cross-border pipelines by gas incumbents and
to a shortage of interconnection capacity and
lack of investment incentives in the electricity
sector.

o There is a lack of transparency on energy mar-
kets leading to an information asymmetry
between incumbents and entrants. This is par-
ticularly the case for gas transit pipelines and
electricity wholesale markets.

e Price formation is not effective and transparent
on gas or electricity markets, the former being
hampered by the oil-price link, while in the lat-
ter recent price rises seem to have other causes
than just input and CO2 price developments.

After the publication of the Preliminary Report
and the close of the first phase of the inquiry in
February 2006, a three-month public consulta-
tion was launched. Altogether 60 responses were
received from a broad range of parties including
vertically integrated energy companies, network
companies, traders, entrants, national regulators
and competition authorities, customers, indus-
try associations and consultancies. In general the
respondents welcomed the report and its findings
and proposed remedies similar to the ones put
forward by the Commission, but of course there
were opposing views as well. The main issue on
which the views diverged was the success of the
existing unbundling provisions. Generally speak-
ing, the incumbents were not in favour of further
measures, arguing that the current legislation was
sufficient and should be given more time for the
results to become clear. But consumers, traders,
new entrants and the authorities supported further
legislative initiatives. The analysis on unbundling
was broadened in the second phase of the inquiry,
but is not analysed here (see instead the specific
article on this subject in this issue of the Competi-
tion Policy Newsletter). It can be concluded that
the results of the consultation were reassuring as
regards the orientation of the inquiry and sug-
gested that further market opening and integra-
tion should be maintained.

Downstream markets

In the second phase of the sector inquiry, down-
stream markets in electricity and gas were ana-
lysed with the conclusion that competition is often
limited at the retail level too. The analysis shows

a substantial foreclosure effect through long-
term contracts, albeit with significant differences
between Member States on the degree to which
industrial customers are tied to incumbent suppli-
ers on a long-term basis. The number of competi-
tive offers that customers receive is particularly
unsatisfactory in some Member States character-
ised by a high level of concentration and there is
a general lack of pan-European supply offers. For
gas, restrictions on how customers can dispose of
their gas, in combination with restrictive prac-
tices by suppliers regarding delivery points, limit
competition and prevent the achievement of effi-
ciencies by these customers. In electricity, certain
standard contracts contain restrictions, which
may also raise competition concerns.

Balancing markets

As regards the balancing markets, the results of
the inquiry show that the balancing regimes often
favour incumbents while at the same time creat-
ing obstacles for newcomers.

In the gas sector, the small size of current balanc-
ing zones, the highly complex and divergent rules
in each zone, and the obligation to reserve capac-
ity at each border point increases costs of shipping
gas within Europe. All these aspects create major
obstacles for new suppliers to enter the market,
which the vertically integrated incumbents have
little incentive to remove. Furthermore, balancing
charges, clearing costs and penalty charges are not
transparent and often contain unjustified penalty
charges, favouring incumbents.

In electricity, the markets on which transmis-
sion system operators have to acquire balancing
and reserve energy are highly concentrated, giv-
ing generators scope to exercise market power.
This can result in entry barriers for new suppliers
facing a high risk of high imbalance prices and/
or high network charges. Furthermore the level
of harmonisation of balancing market regimes
is inadequate. In some Member States the struc-
tural relation between TSOs and their affiliated
generation provides an incentive for the TSO to
buy excessive reserve capacity and/or to pay high
prices, thereby favouring their affiliated genera-
tion arm.

LNG markets

LNG supplies widen Europe’s potential upstream
suppliers and are therefore important for both
security of supply and competition between
upstream suppliers. Nevertheless the results of a
study commissioned by DG Competition show
that the potential for LNG supplies to favour less
concentrated downstream markets still needs to
be realised. Traditionally LNG has been imported
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by national incumbents who also own LNG ter-
minals, and this situation has prevented LNG
imports from increasing downstream competi-
tion. Recent trends, however, point to more capac-
ity going to new entrants and to upstream pro-
ducers themselves. This is likely to have a positive
impact on downstream competition unless such
effects are frustrated by anticompetitive rules or
behaviour.

Remedies

To address the market shortcomings identified,
the Commission proposed in its final report both
competition law remedies and regulatory/struc-
tural remedies.

Competition law enforcement

The Commission noted that it will make full use
of antitrust rules, namely Article 81, 82 and 86 EC
Treaty, in close cooperation with National Com-
petition Authorities. The Commission also reiter-
ated its intention to ensure pro-competitive out-
comes when applying merger rules (Regulation
(EC) No 139/2004 (%)) as was done in important
recent energy cases such as GdF/Suez (*), DONG/
Elsam/Energi E2 (°) and E.ON/MOL (°). Finally,
the Commission also noted in its Communication
the importance of State aid control (Articles 87
and 88 EC Treaty) in the energy sector.

The sector inquiry has identified a number of
issues that need to be addressed.

The Commission is currently investigating a
number of possible antitrust infringements,
partly on the basis of inspections carried out in
2006 at the premises of gas and electricity com-
panies in six Member States (7). Careful and thor-
ough assessment of the evidence is required in
each individual investigation, which is outside the
scope of the sector inquiry.

Articles 81 and 82 EC Treaty may be infringed
where markets are vertically tied by long-term
downstream contracts, unless there are counter-
vailing efficiencies benefiting consumers. Another
reason why competition at the downstream level
does not take off is that at the upstream level, gas
import contracts are concentrated in the hand of a
few incumbents. These effects on the downstream
market require attention, even if existing and

() 0J.L24,29.1.2004 p. 1.

(*) Case COMP/M.4180, IP/06/1558.

(%) Case COMP/M.3868, IP/06/313.

(®) Case COMP/M.3696, IP/05/1658.

(") See MEMO/06/203 and MEMO/06/205 of 17 May 2006
and MEMO/06/220 of 30 May 2006 and MEMO/06/483
of 12 December 2006 available at http://europa.eu/
rapid/.

future upstream contracts are not as such put into
question. Similarly, in the electricity sector, power
purchase agreements can have foreclosure effects
which need to be examined (%).

Foreclosure can also arise due to lack of access
to infrastructure (transmission and distribution
networks and/or storage facilities). Long-term
contracts and capacity hoarding can prevent
access to infrastructure, which is necessary for the
development of competition at the supply level. In
particular, the compatibility of pre-liberalisation
long-term contracts with competition rules needs
to be assessed. Transmission companies vertically
integrated with supply companies may also have
behaved strategically to protect their downstream
supply interest when deciding not to carry out
some infrastructure investments (°).

Collusion, including market partitioning between
incumbents, is a serious antitrust infringement
that the Commission would address as a priority
not least as it directly impedes market integra-
tion.

The Commission is also concerned about the dis-
torting effect on competition exercised by regu-
lated tariffs. For this reason it has opened a formal
investigation under EC Treaty state aid rules into
potential aid to large and medium-sized compa-
nies and to the electricity incumbents in Spain in
the form of artificially low regulated industrial
tariffs for electricity. It also received a complaint
with respect to the antitrust rules.

In further competition enforcement action the
Commission has carried out unannounced
inspections at the premises of electricity com-
panies in Germany in December 2006, based on
concerns that companies may have violated EC-
Treaty antitrust rules that prohibit restrictive
business practices and/or abuse of a dominant
market position (). The issues investigated are
the alleged withholding of generation capacity
and raising rivals’ costs in balancing markets.

Remedies arising from competition cases can be
behavioural or structural. The Commission and
national competition authorities have gathered
significant experience in the energy release pro-
grammes (electricity Virtual Power Plants and
gas release programmes). These need to be well-
designed and of a large scale to develop market

(®) Case C-41/2005, IP/05/1407.

(°) The Italian competition authority recently took action
against the incumbent gas company, ENI, who refrained
from carrying out an expansion of a gas pipeline that
would have allowed third parties to bring gas into the
country independently of him for the first time.

(19 MEMO/06/483 of 12 December 2006 available at http://
europa.eu/rapid.
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liquidity and increase entry opportunities. As
market concentration levels are very high in most
energy markets, competition authorities are will-
ing to prevent the market structure from further
deteriorating. Energy release programmes have
been used in the framework of merger control
(e.g. E.ON/MOL, DONG/Elsam/Energi E2 ().
Far reaching structural measures could also be
used as a remedy to competition infringements as
was done in the GdF/Suez or the DONG merger
cases (?). In these cases behavioural remedies
would have been less effective at removing the
competition concerns. According to Article 7 of
Regulation 1/2003 structural remedies can be
imposed where there is a substantial risk of a last-
ing or repeated infringement that derives from
the very structure of the undertaking, or where
behavioural remedies would be more burdensome
on the dominant undertaking than a structural
solution (*3).

Structural remedies

Key structural and regulatory issues identified
through the sector inquiry related to the inad-
equate level of unbundling, regulatory gaps — in
particular with respect to cross-border issues —
and transparency.

The sector inquiry confirms that it is essential to
resolve the systemic conflict of interest inherent
in the vertical integration of supply and network
activities, which has resulted in discrimination
and a lack of investment in infrastructure. It thus
highlighted the need for effective unbundling of
the network activity (*4).

A clear observation resulting from the sec-
tor inquiry is that there is an urgent need to
strengthen the powers of regulators and to
enhance European co-ordination between them.
Such a regulatory scheme would provide the basis
for the transparent, stable and non-discrimina-
tory regulatory framework that the sector needs
for competition to develop and for future invest-
ments to be made. The main ingredients of such

(1) See “A combination of gas release programmes and
ownership unbundling as remedy to a problematic
energy merger: EON/MOL” in the Competition Policy
Newsletter of Spring 2006 (page 73) and “DONG/Elsam/
E2: Remedying competition problems in an energy mer-
ger through infrastructure unbundling and gas release”
in the Competition Policy Newsletter of Summer 2006
(page 55).

(1?) For a more extensive description of the GdF/Suez case,
please see the article on page 83 of this Newsletter. For
a more extensive description of the DONG case, see the
article referred to in footnote 10.

(13) See Article 7(1) and recital 12 of Regulation (EC) No
1/2003.

(") The unbundling issue is discussed in detail in a separate
article on page 23 of this Newsletter.

a framework should be (i) enhanced powers for
independent national energy regulators; (ii) rein-
forced coordination between national energy reg-
ulators; and (iii) substantially enhanced consist-
ency of regulation in cross-border issues. We also
need reinforced cooperation between Transmis-
sion System Operators (TSOs).

The findings of the inquiry have also highlighted
the need for enhanced transparency. It was pro-
posed therefore that relevant information should
be published in a timely manner and any excep-
tions should be very strictly limited to what is
required to reduce the risk of collusion. This is
to be done through guidelines, monitoring and
adaptation of the EC rules. Proposals for transpa-
rency are also included in the Commission Com-
munication on “Prospects for the internal gas and
electricity market” (*%).

The final report presented some further issues
to be considered towards developing a pro-com-
petitive market environment relating to regulated
prices, “legacy contracts”, exemption procedures,
market design harmonisation, interconnector
capacity allocations, gas storage access and mar-
ket oversight:

e Distortions of competition resulting from reg-
ulated supply tariffs should be removed.

e Any exemption to access requirements granted
for new investment should not be detrimental
to competition.

e Market design should be harmonised, espe-
cially regarding issues having an effect on cross
border trade.

e The legal position of long term pre-liberalisa-
tion contracts, so-called “legacy contracts”,
should be clarified so that more gas transmis-
sion capacity is available.

e Implicit auctions should be the preferred
method of allocating limited interconnector
capacity.

e Third party access for gas storage should be
reviewed so as to strike the right balance
between the need for effective access and main-
taining incentives for new storage develop-
ments.

e There should be stronger regulatory oversight
for trading on wholesale markets (e.g. power
exchanges)

Conclusion

The European energy sector inquiry is now con-
cluded. It has identified a number of serious short-
comings which prevent European energy users and

(15 COM (2006) 851.
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consumers from reaping the full benefits of liber-
alisation. Much still needs to be done to achieve
competitive markets which respond to investment
signals and ensure security of supply while taking
due account of environmental challenges.

Energy is and will remain high on the Commis-
sion’s agenda. The focus now turns to individual
competition cases in antitrust, mergers and state
aid. The Commission will also focus on the third
liberalisation package that it intends to bring for-
ward in the summer.

Mergers in the energy sector will be rigorously
scrutinised to ensure that they are pro-competi-
tive, but similarly barriers to pro-competitive
mergers (for example, attempts to create national
champions) will be removed wherever possible.
Antitrust and State aid enforcement in the energy
sector is a priority and many investigations have
been launched since May 2006.

The findings of the sector inquiry have helped
the Commission to identify a number of impor-
tant regulatory changes that need to be made to
promote competitive energy markets in Europe,
as presented in the Communication on “Pros-
pects for the internal gas and electricity market”.
The sector inquiry should also provide a solid
factual basis for the discussions that will take
place in the Council and the Parliament on the
Commission’s proposals. The sector inquiry
should therefore play a key role in the development
of an Internal Market for energy that contributes
to sustainability, competitiveness and security of

supply.

The transformation of monopolised national
energy markets into a competitive single energy
market is difficult and time-consuming, but it is
necessary to enhance consumer welfare and to
make Europe a competitive market economy.
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Sector Inquiry Identifies Widespread Competition Barriers in Retail

Banking (')

Elena CAPRIOLI, Elke GRAEPER, Agata MALCZEWSKA, Tanya PANOVA,
Jean ALLIX, Andras JANECSKO, Paul MCGHEE (%), Lukas REPA and
Antonio Carlos TEIXEIRA, Directorate-General for Competition, unit D-1

On 31 January 2007 the European Commission
published the Final Report of its sector inquiry
into European retail banking markets (°). The
inquiry has identified a number of deficiencies
in the way these markets work that cause higher
cost for consumers and small businesses and deter
entry by new players. These deficiencies concern
the markets for payment cards, (non-card) pay-
ment systems and certain core retail banking
products. Particular indicators are large varia-
tions in merchant and interchange fees for pay-
ment cards, barriers to entry in the markets for
payment systems and credit registers as well as
obstacles to customer mobility and product tying.
On 31 January 2007 the Commission also adopted
a Communication summarising the results of the
inquiry and describing areas for further investi-
gation and antitrust enforcement to open markets
and stimulate competition (*).

The decision to open inquiries into certain finan-
cial services sectors — namely business insur-
ances (°) on the one hand and retail banking on
the other — was taken in June 2005 (°). Retail
banking covers a wide range of activities and mar-
kets. Some of these markets and players have been
repeatedly under antitrust scrutiny, for instance,
payment cards and payment card networks. Oth-
ers, such as the wide variety of the markets for core
retail banking products seemed to be relatively
untouched by competition investigations. Against

(") The content of this article does not necessarily reflect
the official position of the European Communities. Res-
ponsibility for the information and views expressed lies
entirely with the authors.

(®>) Currently Directorate-General for Internal Market, unit
B-1 (Policy development and coordination of the inter-
nal market).

(® http://ec.europa.eu/comm/competition/antitrust/
others/sector_inquiries/financial_services/sec_2007_
106.pdf

(*) http://eur-lex.europa.eu/LexUriServ/LexUriServ.
do?uri=CELEX:52007DC0033:EN:NOT

(> Preliminary findings regarding the sector of busi-
ness insurances were published on 24 January 2007
(see http://ec.europa.eu/comm/competition/antitrust/
others/sector_inquiries/financial_services/interim_
report_24012007.pdf).

(®) Alongside the decision to open the energy sector inquiry
where the final report was published on 10 January
2007  (http://ec.europa.eu/comm/competition/sectors/
energy/inquiry/index.html).

this background, the retail banking inquiry
was split into two main parts: first, the markets
for payment cards, on which an Interim Report
was already published on 12 April 2006 (") and,
secondly, the markets for current accounts and
related services. Preliminary results of the latter
part of the inquiry were published on 17 July 2006
in a separate Interim Report (°).

With the publications of the preliminary findings
of the sector inquiry the Commission invited mar-
ket participants to submit comments. This wide
and open consultation as well as the public hear-
ing that took place on 17 July 2006 has resulted in
extensive and valuable feedback (°). All received
comments contributed to the elaboration of the
final report that covers both parts of the retail
banking inquiry.

Main conclusions

The findings clearly confirm that markets remain
fragmented along national lines. Fragmentation
means that the potential of a 450 million citi-
zen market is not fully exploited, that consum-
ers have limited choices and often pay more than
they should for current accounts, loans or pay-
ments. Despite all efforts at European level to fur-
ther integrate the EU financial services markets,
access to several product and geographic mar-
kets still appears to be difficult. The inquiry has
found a great variation of prices, profit margins
and selling patterns between countries and, at the
same time, a contrasting homogeneity within the
individual Member States. This suggests the exist-
ence of regulatory or behavioural barriers. Indeed
the inquiry has identified a variety of such bar-
riers, be it of the one or the other kind or, most
often, a combination of the two. It also indicates
that widespread co-operation within markets or
networks may lead to the alignment of prices and
other parameters.

(") http://ec.europa.eu/comm/competition/antitrust/
others/sector_inquiries/financial_services/interim_
report_1.pdf.

(®) http://ec.europa.eu/comm/competition/antitrust/
others/sector_inquiries/financial_services/interim_
report_2.pdf

(®) http://ec.europa.eu/comm/competition/antitrust/
others/sector_inquiries/financial_services/retail.html

60

Number 1 — Spring 2007


http://ec.europa.eu/comm/competition/antitrust/others/sector_inquiries/financial_services/sec_2007_106.pdf
http://ec.europa.eu/comm/competition/antitrust/others/sector_inquiries/financial_services/sec_2007_106.pdf
http://ec.europa.eu/comm/competition/antitrust/others/sector_inquiries/financial_services/sec_2007_106.pdf
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX:52007DC0033:EN:NOT
http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX:52007DC0033:EN:NOT
http://ec.europa.eu/comm/competition/antitrust/others/sector_inquiries/financial_services/interim_report_24012007.pdf
http://ec.europa.eu/comm/competition/antitrust/others/sector_inquiries/financial_services/interim_report_24012007.pdf
http://ec.europa.eu/comm/competition/antitrust/others/sector_inquiries/financial_services/interim_report_24012007.pdf
http://ec.europa.eu/comm/competition/sectors/energy/inquiry/index.html
http://ec.europa.eu/comm/competition/sectors/energy/inquiry/index.html
http://ec.europa.eu/comm/competition/antitrust/others/sector_inquiries/financial_services/interim_report_1.pdf
http://ec.europa.eu/comm/competition/antitrust/others/sector_inquiries/financial_services/interim_report_1.pdf
http://ec.europa.eu/comm/competition/antitrust/others/sector_inquiries/financial_services/interim_report_1.pdf
http://ec.europa.eu/comm/competition/antitrust/others/sector_inquiries/financial_services/interim_report_2.pdf
http://ec.europa.eu/comm/competition/antitrust/others/sector_inquiries/financial_services/interim_report_2.pdf
http://ec.europa.eu/comm/competition/antitrust/others/sector_inquiries/financial_services/interim_report_2.pdf
http://ec.europa.eu/comm/competition/antitrust/others/sector_inquiries/financial_services/retail.html
http://ec.europa.eu/comm/competition/antitrust/others/sector_inquiries/financial_services/retail.html

Competition Policy Newsletter

Payment cards

The European payment card industry provides
payment means with an overall value of €1 350
billion per year. These payments annually gener-
ate an estimated €25 billion in fees for banks. The
inquiry has identified several competition con-
cerns in this important sub-sector.

First, the payment card industry is highly concen-
trated. This results in high fees and high profita-
bility. Moreover, the operative rules of some of the
networks also bring about significant entry barri-
ers. It is not only the international networks that
cause concerns in this respect. Several national
card schemes run by the main domestic banks
also raise competition problems in setting a range
of discriminatory rules.

Secondly, there are large variations in payment
card fees across the EU. The results of the inquiry
suggest that retailers in some countries pay fees
that are up to four times higher than in other coun-
tries for accepting the same major credit card.

Thirdly, the inquiry gathered significant evidence
on multilateral interchange fees (“MIFs”), i.e. the
fees that are paid by the acquiring bank to the
issuing bank for each payment card transaction
at the point of sale of a merchant. This evidence
rebuts to a large extent the industry’s arguments
for the economic benefits of high interchange fees.
It shows that several card networks can and do
operate efficiently with low or even no interchange
fees. The report does not condemn the existence of
MIFs as such, because any concrete decision con-
cerning interchange fees will have to be taken on
a case-by-case basis. The sector inquiry has, how-
ever, highlighted the necessity to critically review
academic justifications for this pricing mecha-
nism. The present MIF in many of the schemes
examined indeed seems problematic.

The publication of the interim report as well as the
subsequent consultation with industry and other
stakeholders seems to have already yielded posi-
tive results in a number of Member States where
players have taken initial steps to address the
Commission’s concerns (*).

Finally, the sector inquiry has highlighted sev-
eral market barriers that need to be addressed
by all involved in the Single Euro Payments Area
(SEPA), a project driven by the European banking
industry and strongly supported by the European
Commission and the ECB. In view of the inquiry’s

(1%) Report on the retail banking sector inquiry, point B 2.2.,
page 93 (electronic version): http://ec.europa.eu/comm/
competition/antitrust/others/sector_inquiries/finan-
cial_services/sec_2007_106.pdf.

results regarding current network structures
competition authorities have already engaged to
closely monitor the process.

Current accounts and related services

Despite significant growth and diversification
that has taken place in the banking industry over
the last two decades, traditional retail banking
has remained the industry’s most important sub-
sector, representing over 50% of total EU activity
in terms of gross income. Structures of the mar-
kets for current accounts and related services are,
however, still fragmented. Suppliers rarely offer
their services on a cross-border basis, and markets
remain divided along national lines. This is due to
factors such as cultural differences and historically
grown industry structures. However, the report
has also identified regulatory and behavioural
barriers that are of particular concern from the
viewpoint of competition policy.

The inquiry found, for example, access barri-
ers in key infrastructures, particularly in (non-
card) payment systems and credit registers.
These schemes and platforms are often run by the
incumbent banks that have a very limited inter-
est in facilitating third parties’ market access. For
newcomers, however, non-discriminatory access
to these facilities is indispensable to compete.

Another focus of the analysis concerned prod-
uct tying. This practice that, for instance, ties the
opening of a current account to a mortgage or a
SME loan, is widespread in most Member States.
Depending on the circumstances of the case,
tying may reduce customer choice, render price
competition intransparent or create obstacles to
customer mobility.

Finally, the inquiry also analysed the area of co-
operation between banks. Retail banks co-operate
to set standards or operate infrastructures such as
the above mentioned payment systems and credit
registers. Certain types of banks, namely savings
and cooperative banks, traditionally have even
closer co-operative ties. Co-operation can result
in economic and consumer benefits. There are,
however, also competition risks. The variety of
ownership and company structures, the difference
of the scope and scale of the co-operation as well
as certain national regulatory provisions render a
uniform assessment impossible. The Commission
is likely to gather further information to assess
whether cooperation between banks that have
significant market positions appreciably restrict
competition either between themselves or in rela-
tion to other actual or potential competitors.
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Sector Inquiry into Business Insurance — Commission seeks

comments on Interim Report (')

Concetta CULTRERA, Christoph EMSBACH, Mourad HADDAD and Antonio Carlos
TEIXEIRA, Directorate-General for Competition, unit D-1

On 24 January 2007, the European Commission
published the Interim Report on Business Insur-
ance, which presents the preliminary findings of
the Sector Inquiry in June 2005.

As pointed out by Commissioner Kroes, “the pre-
liminary findings of the Commission’s inquiry into
the business insurance sector have identified factors
on all levels of the supply chain that may prevent
the markets from working as well as they should.
With the help of the comments received during the
consultation, the Commission intends to look at
these issues in more detail before finalising the sec-
tor inquiry report” (*).

The preliminary findings of the Sector Inquiry
are based on a very extensive set of data collected
from insurers, reinsurers and intermediaries and
from national associations of insurers, intermedi-
aries and risk managers.

The data collected show sustained differences of
insurers’ underwriting profitability in different
Member States. This suggests a significant degree
of market fragmentation along national lines
and therefore indicates that the European Union
does not yet benefit from a fully integrated market
in business insurance.

Moreover, in some Member States, insurance
companies tend to display consistently higher
underwriting profitability in the SMEs’ seg-
ment, compared to the Large Corporate Clients’
segment. This may be a sign of a higher degree of
competition in the Large Corporate Clients’ seg-
ment.

The Interim Report also highlights potential risks
of foreclosure in two main areas: long-term insur-
ance contracts, notably in Austria, Italy, the Neth-
erlands and Slovenia, and networks of exclusive
agents, controlling, in particular in Italy, the vast
majority of insurance distribution. These practices
could create serious obstacles to the entry of new
competitors in the national markets at stake. With
the help of the National Competition Authorities,
the Commission will assess whether these risks of

(") The content of this article does not necessarily reflect
the official position of the European Communities.
Responsibility for the information and views expressed
lies entirely with the authors.

() See IP/07/74, 24.01.2007.

foreclosure are confirmed. If this is the case, prob-
lems will be tackled through antitrust enforce-
ment measures, either at national or Community
level.

In the field of reinsurance, the Inquiry has estab-
lished that some reinsurance companies active
in the European Union use so-called “best terms
and conditions” clauses in their contracts with
their clients, the direct insurers. These clauses
lead to a harmonisation of terms and conditions
at the most favourable level for the reinsurers
concerned, to the detriment of the direct insurer
and, ultimately, of the final business insurance
customer. The same practice also appears to exist
in co-insurance. The effect of these clauses on the
market will be further assessed.

As for the functioning of insurance distribution
channels, the Sector Inquiry shows that some
insurance intermediaries can be exposed to seri-
ous conflicts of interest when they provide not
only advice and services to their clients, but also
to insurers, and receive remuneration from these
very same insurers. This “double relationship” can
compromise the objectivity of their advice to cli-
ents and has a potential negative impact on com-
petition.

Contingent commissions (i.e. payments made by
insurers to intermediaries, based on the achieve-
ment of agreed targets) could create incentives
for intermediaries to steer high volume or prof-
itable business to selected insurance companies,
regardless of the quality of the insurance product
offered and of the level of the premium charged,
and therefore not necessarily in the interest of cli-
ents. The preliminary results of the Sector Inquiry
confirm that contingent commission agreements
have been widely spread in many EU Member
States and have in some cases represented a source
of revenues of considerable magnitude. This issue
will be further examined.

Moreover, it appears that the lack of transparency
of intermediaries’ remuneration reduces the
potential for price competition in the insurance
mediation services markets.

Finally, the Inquiry shows that horizontal coop-
eration among insurers, normally considered as
a very important characteristic of the insurance
sector, does not follow consistent and uniform
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patterns across Europe. Indeed the degree of hori-
zontal cooperation varies significantly from one
Member State to another. Such findings, therefore,
legitimately raise doubts about the real need for
certain forms of horizontal cooperation among
insurers and about the scope of the present Insur-
ance Block Exemption Regulation. These findings,
as well as any other input that the Commission
will receive on this issue, will shape the debate
on the renewal of the present Insurance Block
Exemption Regulation, which will expire in 2010.

The Commission has launched a wide and thor-
ough public consultation on the preliminary find-
ings of the Sector Inquiry, ending on 10 April
2007.

Moreover, it has organised on 9 February 2007 a
Public Hearing to which industry representatives

and business insurance customers have actively
participated. On that occasion, the Report’s most
relevant preliminary findings were discussed in
two panel sessions dealing respectively with hori-
zontal cooperation among insurers and with dis-
tribution aspects.

Additional investigative steps are also conducted
in order to clarify the competition concerns iden-
tified in the Interim Report. This new investiga-
tive phase is pro-actively involving the customers,
which have been encouraged to share with the
Commission any competition related concerns
regarding business insurance.

AFinalReport, reflecting the observations received
during the public consultation, the debate in the
Hearing and the findings of the additional investi-
gative steps, will be published by September 2007.
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Commission fines copper fittings producers € 314.7 million for price

fixing cartel ()

Glykeria DEMATAKI and Rainer WESSELY,

Directorate-General for Competition, units F-3 and F-1

On 20 September 2006, the European Commis-
sion fined 30 copper fittings producers a total of
€ 314.7 million for participating in a cartel. The
11 groups to which these 30 companies belong are
Aalberts, IMI, Delta, Advanced Fluid Connections,
Legris, Frabo, Mueller, Tomkins, Flowflex, Viege-
ner and Sanha Kaimer. Between 1988 and 2004,
they fixed prices, discounts and rebates, agreed on
mechanisms to coordinate price increases, allocated
customers and exchanged commercially important
and confidential information. Four of the groups,
namely Aalberts, Delta, Advanced Fluid Connec-
tions and Legris had their fines increased by 60%
because they continued their illegal arrangements
after the Commission’s initial inspections. Advanced
Fluid Connections’ fine was increased by a further
50% for providing the Commission with misleading
information. Mueller received full immunity from
fines under the Commission’s leniency programme,
as it was the first company to come forward with
information about the cartel.

The product

The product concerned is copper fittings, includ-
ing copper alloy fittings (e.g. gunmetal, brass and
other copper-based alloys). A fitting connects tubes
used to conduct water, air, gas, etc. in plumbing,
heating, sanitation and other installations. There
are various types of fittings known as end-feed,
solder ring, compression, press and push-fit which
were all covered by the cartel arrangements.

The investigation showed that the cartel covered
the whole of the EEA. The EEA market value for
fittings was ca. € 550 million.

The infringement

In March 2001, the Commission carried out
inspections at the premises of several undertak-
ings following an application for leniency under
the 1996 Commission Notice on the non-imposi-
tion of fines (“Leniency Notice”).

After the inspections several undertakings sub-
mitted leniency applications.

(") The content of this article does not necessarily reflect
the official position of the European Communities. Res-
ponsibility for the information and views expressed lies
entirely with the authors.

The Statement of Objections was adopted in Sep-
tember 2005 and was addressed to 30 legal entities
belonging to 11 groups and one association. An
Oral Hearing was held in January 2006.

The infringement’s main features included: fixing
prices, agreeing on price lists, agreeing on dis-
counts and rebates, agreeing on implementation
mechanisms for introducing price increases, allo-
cating national markets, allocating customers and
exchanging other commercial information.

The investigation showed that the infringement
constituted one single, complex and continuous
infringement that started in the UK, among the
UK manufacturers, in December 1988, continued
and grew at European level, with the expansion of
the UK producers into continental Europe, from
January 1991 until April 2004. The infringement
was organised at both national and pan-European
level.

Fines

The practices uncovered are a very serious
infringement. In fixing the fines, the Commis-
sion took account of the size of the EEA market,
the duration of the cartel, and the size of the firms
involved.

The Commission increased the fines by 60% for
Aalberts, Delta, Advanced Fluid Connections and
Legris because they continued their cartel arrange-
ments after the Commission’s initial inspections.
In this regard, there are elements showing that the
undertakings concerned not only committed the
cartel infringement after the inspections, but also
declared their intention to continue their illegal
arrangements by agreeing to participate in the
collusive meetings in the future.

In addition, another undertaking had its fine
increased by a further 50% for providing the
Commission with misleading information. In its
reply to the Statement of Objections, the com-
pany denied that one of its employees had certain
contacts with an individual from another com-
pany participating in the cartel during a specified
period. The Commission, however, had evidence
indicating that this undertaking’s employee had
numerous communications with the particular
individual of the competitor company during the
period in question.
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Cooperation outside the scope of the 1996
Leniency Notice

Frabo was the first to disclose the continuation of
the cartel after the inspections, and, in particular,
it was the first to provide evidence and explana-
tions to prove continuity of the infringement post-
inspections and until April 2004. Prior to Frabo’s
leniency application, the Commission could not
have established the duration and continuity of
the infringement from March 2001 until April
2004. On this basis and in line with past practice
the Commission considered that Frabo should not
be penalised for its cooperation by imposing on it
a higher fine than the one that it would have had
to pay without its cooperation. Therefore the basic
amount of Frabo’s fine was reduced for effective
cooperation outside the scope of the 1996 Leni-
ency Notice, by the hypothetical amount of the
fine that would have been imposed on Frabo for a
three year infringement.

The Commission only found one attenuating
circumstance: the minor/passive role claimed
by Flowflex. The basic amount for Flowflex was
therefore reduced by 10%.

Sufficient deterrence

In order to set the amount of the fine at a level
which ensured that it had sufficient deterrent
effect and in line with previous practice, the Com-
mission considered it appropriate to apply to one
of the undertakings concerned, Tomkins, a multi-
plication factor to the fines imposed.

Application of the 1996 Leniency Notice

Mueller was the first undertaking to inform the
Commission about the existence of a cartel in the
fittings sector affecting the EEA market in the
1990s. Mueller’s submissions prior to the Com-
mission’s investigation, enabled the Commission
to establish the existence, content and the partici-
pants of a number of cartel meetings and other
contacts held in particular between 1991 and 2000
as well as to undertake inspections on 22 March
2001 and thereafter. Mueller immediately put an
end to its involvement in the infringement before
starting its cooperation with the Commission.
It continuously provided the Commission with
all relevant information and evidence available,
and maintained full cooperation throughout the
investigation by numerous submissions. Hence,
Mueller benefited from total exemption from any
fine.

IMI was the second undertaking to submit a leni-
ency application. This application was submitted
after the Commission had carried out inspec-
tions and had sent to IMI an Article 18 request for
information. The evidence, corporate statements
and witness interviews provided by IMI cover a
period extending from late 1980s to 2001. IMI
provided a description of the cartel including a
non-exhaustive list of the multilateral meetings
and other contacts as well as a number of addi-
tional internal evidence drafted at the time the
various anti-competitive activities were taking
place. It also described the context and provided
narratives explaining a number of handwritten
notes and other documents found during the
inspections at its employees’ offices. These nar-
ratives made it possible to connect the evidence
submitted to specific cartel events. IMI’s submis-
sions were completed by oral explanations given
by IMI’s employees at interviews conducted at the
Commission’s premises in Brussels on a number
of occasions. On an overall basis, IMI assisted the
Commission in many respects and its coopera-
tion was active and complete. Consequently and
in accordance with Section D of the 1996 Leni-
ency Notice (10% to 50%), IMI was granted a 50%
reduction.

Delta was the third undertaking to submit a leni-
ency application. Delta corroborated IMTI’s leni-
ency application. The corporate statements and
witness interviews provided by Delta covered the
period of the UK arrangements and continued
during the period of the pan-European arrange-
ments until March 2001. In its corporate state-
ments and witness testimonies, Delta provided a
description of the cartel making the distinction
between the UK arrangements that started in the
late 1980’s and the later pan-European arrange-
ments. Although Delta did not provide informa-
tion establishing continuity between these two
arrangements, it nevertheless clarified and con-
firmed evidence in the possession of the Com-
mission regarding the infringement in late 1988.
It thus allowed the Commission to solidify its evi-
dence proving continuity between these two peri-
ods. Consequently and in accordance with Section
D of the 1996 Leniency Notice (10% to 50%), Delta
was granted a 20% reduction.

Frabo was the fourth undertaking to submit a
leniency application. Frabo corroborated the facts
presented by IMI and Delta. The evidence and
corporate statements provided by Frabo covered
mainly the period between 1998 and 2004. This
evidence allowed the Commission to solidify its
evidence for the period ending with the inspec-
tions in March 2001.Consequently and in accord-
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ance with Section D of the 1996 Leniency Notice
(10% to 50%), Frabo was granted a 20% reduc-
tion.

Advanced Fluid Connections was the fifth
undertaking to submit a leniency application.
Advanced Fluid Connections approached the
Commission and provided direct evidence of
the infringement for the period from June 2003
until April 2004 confirming Frabo’s leniency
application. However, in its reply to the State-
ment of Objections, Advanced Fluid Connections
only admitted a limited number of facts as to the
period after the inspections while contesting the
validity of others. In addition, as indicated above,
Advanced Fluid Connections misled the Com-
mission. In these circumstances, Advanced Fluid
Connections was not granted any reduction of the
fine.

Comap was the last undertaking to submit a
leniency application, which was part of its reply
to the Statement of Objections. Comap’s applica-
tion was thus submitted four and a half years after
the Commission’s inspections and two and a half
years after the Commission had first contacted
Comap requesting information. Comap’s leniency
application was based on the non-contestation of
facts for the period between 8 December 1997 and
March 2001. Thus, Comap’s non-contestation of
facts was limited only to three out of thirteen and
a half years of the infringement. In these circum-
stances, Comap was not granted any reduction of
the fine.

Conclusion

The total of fines imposed in this case makes it the
fifth largest set of fines ever imposed on a cartel.

In this case, the Commission issued a strong
warning against undertakings that disregarded
the inspections and even, for some of them, con-
tinued the infringement for as much as three years
thereafter. The fact that these undertakings par-
ticipated in the infringement even though they
were informed that the Commission had launched
an investigation targeted at that very infringe-
ment led to an increase of the fine, representing
a sanction for the additional unlawful energy
expended in continuing the infringement. The
Commission also issued a strong warning against
undertakings that provide it with misleading
information.

At the same time, however, by granting full
immunity from fines to Mueller, the Commission
is offering an incentive to future immunity appli-
cants to come forward and actively cooperate with
the Commission’s investigations.

Competition Commissioner Neelie Kroes com-
mented on this case by stating “We will not toler-
ate cartels and will take all measures to stamp them
out. We will not only punish firms severely for cartel
behaviour, but also increase the fines for flagrantly
continuing after a Commission dawn raid and for
providing wrong or misleading information”.
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Commission fines producers and traders of synthetic rubber
€ 519 million for price fixing and market sharing cartel (')

Massimo DE LUCA and Bjarke LIST,

Directorate-General for Competition, units F-2 and F-3

On 29 November 2006 the Commission adopted a
Decision and imposed fines totalling € 519 050 000
on five groups of companies for participating in a
cartel involving price fixing and market sharing for
certain types of synthetic rubber. The addressees of
the decision are Bayer, Dow, Eni, Shell, Unipetrol
and Trade-Stomil. Eni and Shell had their fines
increased as they are repeat offenders. Bayer, also
a repeat offender, avoided a fine by receiving full
immunity under the Commission’s leniency regime
for being first to provide information about the car-
tel. The fine of Dow was reduced as a consequence
of its cooperation under the leniency regime.

The products

The cartel involved the following two synthetic
rubber products:

— Butadiene Rubber (BR); and

— Emulsion Styrene Butadiene Rubber
(ESBR).

Both Butadiene Rubber (BR) and Emulsion
Styrene Butadiene Rubber (ESBR) are prima-
rily used in tyre production. Other applications
for BR and ESBR are various types of consumer
goods such as shoe soles, floor coverings and
golf balls. Among the companies involved in the
cartel, Bayer, Dow, Polimeri (Eni group), Shell,
Kaucuk (Unipetrol group) and Trade Stomil, who
traded the production of the Polish company
Dwory, were active in the supply of ESBR, while
only Bayer, Dow, Polimeri (Eni group) and Shell
produced BR.

The investigation showed that the cartel covered
the whole, or at least the large majority, of the EEA.
The total value of 2001 EEA BR and ESBR sales is
estimated to have been at least € 550 million.

(") The content of this article does not necessarily reflect
the official position of the European Communities. Res-
ponsibility for the information and views expressed lies
entirely with the authors.

The infringement

During the period beginning at least 20 May 1996
and continuing until at least 28 November 2002
the addressees of the Decision agreed on price
targets for the products, shared customers by
non-aggression agreements and exchanged sen-
sitive commercial information relating to prices,
competitors and customers.

In March 2003 the Commission carried out an
inspection at the premises of Dow following appli-
cations covering BR and ESBR for immunity from
fines submitted by Bayer under the 2002 Notice
on immunity from fines and reduction of fines in
cartel cases (“Leniency Notice”).

After the inspection Dow submitted a leniency
application.

On 7 June 2005 the Commission initiated pro-
ceedings, and adopted a first Statement of Objec-
tions.

After having received new information the Com-
mission adopted a second Statement of Objections
on 6 April 2006. An Oral Hearing was held on
22 June 2006.

In the margins of some but not all of the meetings
of the European Synthetic Rubber Association
(ESRA), typically during dinner, at the bar, on the
way to dinner, in the hotel room of one of the par-
ticipants or at a specifically hired conference room,
and hence outside the official ESRA meetings and
in the absence of the ESRA Secretary General,
the companies concerned concluded price agree-
ments for BR and ESBR. The discussions leading
to the price agreements could take the form of
actual cartel meetings or a series of side meetings
between two or three producers and the discus-
sions started typically with a discussion of prices
for key raw materials and often led to a decision
to increase or stabilise prices, typically by setting
a target price for the next quarter or to agree to a
roll-over price, that is to say, that the same price as
in the previous quarter would apply for the next.
The market sharing agreements typically took the
form of “non-aggression agreements” or “status
quo agreements” whereby the competitors agreed
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to avoid aggressive competition for the main cli-
ents of the other players as, if this happened, they
could expect an attack on their main clients. This
could also take the form of assurances concerning
specific clients.

The cartel Decision is based on numerous docu-
ments, corporate statements and witness inter-
views provided by the leniency applicants, together
with meeting notes discovered by the Commis-
sion during the on-site inspection. The Statements
from Bayer were to a large extent confirmed by
the statements given by Dow. At a later stage, Shell
also admitted to having participated in the cartel.

Fines

The practices uncovered are a very serious
infringement. In fixing the fines, the Commis-
sion took account of the size of the EEA market
(at least € 550 million), the duration of the cartel
(up to 6 years and 6 months), and the size of the
firms involved. The Commission increased the
fines by 50% for Eni and Shell as they are repeat
cartel offenders.

In setting the starting amount of the fine for each
undertaking, the Commission took into account
their combined turnover in the EEA for BR and
ESBR in the most recent full year of the infringe-
ment in which the undertakings were active in
the cartel. As there was considerable dispar-
ity between each undertaking’s turnovers in the
cartelised industry, the undertakings were divided
into five groups. In this manner, the Commission
takes into account the effective economic capacity
of the undertakings to cause significant damage to
competition in the cartelised industry.

Shell claimed their co-operation outside the scope
of the Leniency Notice as an attenuating circum-
stance. The Commission decided to evaluate
Shell’s cooperation within the scope of the leni-
ency notice as if Shell had made a formal applica-
tion. Another attenuating circumstance claimed
was lack of implementation, which was rejected
by the Commission.

Repeated infringements

At the time the infringement took place, Bayer,
Eni and Shell had already been subject to previ-
ous Commission prohibition decisions for cartel
activities. This justified an increase of 50% in the
basic amount of the fine to be imposed on these
undertakings.

Sufficient deterrence

In order to set the amount of the fine at a level
which ensured that it had sufficient deterrent
effect, and in line with previous decision prac-
tice, the Commission considered it appropriate to
apply a multiplication factor to the fines imposed
on Bayer, Dow, Eni and Shell.

Individual increases of the fine were also applied
according to the duration of the infringement by
each legal entity. In consideration of the fact that
Dow did not own Shell’s BR and ESBR business
during the first three years of the infringement
and that Shell is also liable for the infringement in
respect of the same period, the increase linked to
duration was reduced for Dow.

Application of the 2002 Leniency Notice

Bayer was the first undertaking to inform the
Commission of the existence of a cartel and was
granted conditional immunity from fines in
accordance with point 8(a) of the Leniency Notice
on 5 February 2003. Bayer was granted full immu-
nity from the fine that would otherwise have been
imposed on it.

Dow was the second undertaking to approach the
Commission under the Leniency Notice, on 16
October 2003, and the first undertaking to meet
the requirements of point 21 thereof, as it provided
the Commission with evidence which represented
significant added value with respect to the evi-
dence already in the Commission’s possession a
the time of its submission. On 4 March 2005 Dow
was informed of the intention of the Commission
to grant it a reduction of 30 to 50 % of the fine
which would otherwise have been imposed on it.
Dow was granted a reduction of 40 % of the fine
that would otherwise have been imposed on it.

In its reply to the First Statement of Objections,
Shell accepted that the facts, which the Com-
mission was addressing, actually occurred, and
pointed to limited additional factual circum-
stances. Shell did not apply for leniency under
the terms of the Leniency Notice. Nonetheless
the Commission decided to consider its co-opera-
tion under the terms of the Leniency Notice. The
Commission found that at the time the informa-
tion was provided, it did not constitute significant
added value with respect to the evidence already
in the Commission’s possession, as the Commis-
sion was already able to prove the infringement in
all of its main elements. No reduction was granted
to Shell for its co-operation.
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Addressees, duration and fines imposed

Addressees
Bayer AG

The Dow Chemical Company
Jointly and severally with Dow Deutschland Inc

Jointly and severally with Dow Deutschland
Anlagengesellschaft mbH and

Dow Europe GmbH
Eni S.p.A. and Polimeri Europa S.p.A, jointly and severally

Shell Petroleum N.V., Shell Nederland B.V. and
Shell Nederland Chemie B.V., jointly and severally

Unipetrol a.s. and Kaucuk a.s, jointly and severally

Trade-Stomil Ltd

Duration Fines imposed
from 20 May 1996 EUR 0
to 28 November 2002
from 1 ]uly 1996 EUR 64 575 000
to 28 November 2002
from 1 July1996 EUR 60 270 000
to 27 November 2001
from 22 February 2001 |EUR 47 355 000
to 28 February 2001
from 26 November 2001
to 28 November 2002
from 20 May 1996 EUR 272 250 000
to 28 November 2002
from 20 May 1996 EUR 160 875 000

to 31 May 1999

from 16 November 1999
to 28 November 2002

EUR 17 550 000

from 16 November 1999
to 22 February 2000

EUR 3 800 000

The total of fines imposed in this case was the second largest fine that had ever been imposed on a cartel.
The fine imposed on Eni was the second largest fine imposed on a single company.
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Commission fines fourteen undertakings a total of € 266 million
for participating in a cartel for road pavement bitumen in

the Netherlands (')

Jan NUUTEN and Bertus VAN BARLINGEN,

Directorate-General for Competition, units F-2 and F-1

On 13 September 2006 the Commission adopted a
decision and imposed fines totalling € 266 717 000
on eight suppliers and six purchasers of road
pavement bitumen in the Netherlands for having
participated in a cartel between 1994 and 2002.
The bitumen suppliers fined are Esha (Smid & Hol-
lander), Klockner Bitumen, Kuwait Petroleum,
Nynds, Shell, Total and Wintershall. The bitumen
purchasers fined are Ballast Nedam, BAM, Dura
Vermeer, HBG (now part of BAM), Heijmans and
KWS. Shell had its fine increased because it was
found to be a repeat offender and because of its
instigating/leading role in the cartel. The fine for
KWS was also increased because of the instigat-
ing/leading role of this undertaking and because of
its attempts to obstruct the Commission in carry-
ing out its investigation. Another participant of the
cartel, BP, avoided a fine of € 30 million by receiv-
ing full immunity under the Commission’s leniency
regime for being the first to provide information
about the cartel. The fine of Kuwait Petroleum was
reduced because it also provided information with
significant added value under the Commission’s
leniency regime.

The product

Bitumen, a by-product of fuel production, is
mainly used as an adhesive in the production of
asphalt, binding the other materials together. It
is also used in a variety of industrial applications
such as roofing felts, paints and varnishes etc. The
cartel covered all bitumen used for road construc-
tion in the Netherlands, a market valued around
€ 62 million in 2002.

The investigation

The investigation was prompted by an application
for immunity of fines from BP in June 2002 under
the 2002 Notice on immunity from fines and

(") The content of this Article does not necessarily reflect
the official position of the European Communities.
Responsibility for the information and views expressed
lies entirely with the authors.

reduction of fines in cartel cases (“2002 Leniency
Notice”) (?) that covered several Member States.

In October 2002 the Commission carried out
inspections at the premises of several undertak-
ings. When the Commission later continued its
investigation by means of sending out requests
for information in June 2003, several undertak-
ings submitted leniency applications or provided
the Commission with information on a voluntary
basis in September/October 2003.

During the investigation it appeared that the car-
tel in the Netherlands, in which the large buyers
were also involved, operated as a distinct cartel.
It could not be established that this cartel formed
part of any wider collusion covering other Mem-
ber States and the Commission handled the inves-
tigation in the Netherlands in its own right, given
that the facts in question constitute a separate
infringement.

Proceedings were initiated and a Statement of
Objections was issued in October 2004, addressed
to 37 legal entities belonging to 15 undertakings.
The oral Hearing was held in June 2005 and the
final Decision was adopted on 13 September 2006
and addressed to 31 legal entities belonging to 14
undertakings.

The Commission investigation is separate from
the investigations the Dutch Competition author-
ity (NMa — Nederlandse Mededingingsautoriteit)
has conducted in recent years in the construction
sector. The Commission investigated price fixing
for sales and purchases of bitumen in the Nether-
lands whereas the NMa investigated market shar-
ing and bid rigging in downstream asphalt and
road building markets in the Netherlands. The
players involved are different in the sense that the
bitumen cartel included the bitumen suppliers.
The behaviour also relates to a different product
and different cartel activities.

(®>) 0] C45,19.02.2002, p. 3-5. It was revised by the entry into
force of a new Leniency Notice on 8.12.2006, O] C298,
p. 17-22.

Number 1 — Spring 2007

71

S131dvO



Cartels

The infringement

The addressees of the Decision participated in a
single and continuous infringement of Article 81
of the EC Treaty from at least 1994 to 2002 with
respect to road pavement bitumen.

In a series of meetings, called the “bitumen con-
sultation” (“bitumenoverleg”), a delegation of the
bitumen suppliers met with the six biggest road
construction companies in the Netherlands. These
meetings were usually preceded by preparatory
meetings of the suppliers and separate prepara-
tory meetings of the six biggest road construction
companies (the latter being referred to as “WO5”
or “WO6” (“wegenbouwoverleg”) ().

In the joint meetings, the bitumen suppliers fixed
with the large construction companies the price of
bitumen (i.e. the gross price to be invoiced to the
asphalt production plants that are owned by the
road building companies in the Netherlands). It
not only relates to the price of bitumen purchased
(via their asphalt plants) by these large construc-
tion companies, but for all road pavement bitu-
men.

The large constructing companies owning these
plants appeared not to be particularly concerned
about the absolute level of the price of bitumen,
as long as they directly received discounts that
were higher than the rebates received by their
smaller competitors. Therefore, they agreed in
these meetings with the bitumen suppliers on two
rebates (i.e. the rebates that are usually directly
settled between the bitumen supplier and the road
builder owning the asphalt production plant): a
uniform minimum rebate for themselves and a
smaller, maximum rebate for all other construc-
tion companies active in the Netherlands. In this
manner, they not only limited competition for an
important input among themselves, but they also
deliberately and artificially disadvantaged smaller
construction companies in the Netherlands.

Regular monitoring of the implementation of the
agreements took place and sanctions (in the form
of retroactive extra discounts) could be imposed
on the suppliers if they were found to have granted
too high rebates to smaller road builders.

The fixing of prices and rebates formed part of one
overall anti-competitive scheme and the Commis-
sion considers such behaviour cartel behaviour. It
does not accept claims that the behaviour of the
large construction companies was a separate and
less serious infringement.

(®) “Wegenbouwoverleg” means road building consulta-
tion; the number 5 or 6 refers to the number of large
construction companies participating in the system.

Fines

The fines imposed by the Commission have been
adopted in application of the 1998 Fining Guide-
lines (*).

The Commission took first into account the grav-
ity of the infringement and in particular the fact
that the practices uncovered are by nature a very
serious infringement of the EU competition rules.
The Commission also took into account the size
of the market.

The Commission furthermore took into account
the effective economic capacity of the undertak-
ings involved to cause significant damage to com-
petition in the cartelised industry: the undertak-
ings were divided into different groups on the basis
of their sales or purchases in the Netherlands of
bituminous products for road building and simi-
lar applications in the most recent full year of the
infringement in which they were active in the car-
tel.

In order to set the amount of the fine at a level
which ensures that it had sufficient deterrent effect
the Commission considered it appropriate in this
proceeding to apply a multiplication factor, based
on the worldwide turnovers in the financial year
2005, to the fines imposed for the undertakings
with an annual turnover of more than € 10 000
million. Individual multiplying factors were also
applied to all legal entities in function of the long
duration of the infringement of each of them.

The Commission increased the fine by 50% for
Shell because, at the time this infringement took
place, it had already been subject to previous Com-
mission decisions for its involvement in the poly-
propylene and PVC (II) cartels. The Commission
also increased the fine by 50% for Shell and KWS
because they were considered to have played an
instigating and a leading role in the cartel. Finally,
the Commission increased the fine by 10% for
KWS for its attempts to obstruct the Commission
investigation, in particular by refusing the inspec-
tors access to its premises, forcing them to invoke
the aid of the Dutch Competition Authority and
the Dutch police.

Several undertakings claimed attenuating circum-
stances, such as a minor/passive role in implemen-

(*) Guidelines on the method of setting fines imposed
pursuant to Article 15 (2) of Regulation No 17 and
Article 65 (5) of the ECSC Treaty, O] C 9, 14.01.1998,
p. 3-5. These Guidelines have been revised by the
Guidelines on the method of setting fines imposed
pursuant to Article 23(2)(a) of Regulation No 1/2003.
OJ C 210, 1.9.2006, p. 2-5, but the 2006 Guidelines will
only apply to decisions where a statement of objections
is issued after 1.9.2006.
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tation of the agreements and absence of benefit,
early termination of the infringement, existence
of a reasonable doubt as to whether the restrictive
conduct constituted an infringement, co-opera-
tion outside the 2002 Leniency Notice and the fact
of fines imposed by the NMa for related infringe-
ments. All these claims were rejected. Voluntary
co-operation was assessed under the 2002 Leni-
ency Notice and the fines imposed by the NMa
relate to different infringements.

For one undertaking, Esha, the maximum fines
threshold of 10% of annual turnover was met and
the fine was accordingly limited.

Application of the 2002 Leniency Notice

BP, Kuwait Petroleum and Shell submitted appli-
cations under the 2002 Leniency Notice. Other
undertakings also claimed to have provided the
Commission with information on a voluntary
basis. None of the construction companies applied
for leniency with the Commission.

BP disclosed the existence of the cartel in June
2002 and otherwise met the conditions of the
Leniency Notice. It was therefore granted full

immunity from paying a fine which was calcu-
lated at € 30 780 000.

Kuwait Petroleum was the second undertaking to
approach the Commission with information under
the Leniency Notice, on 12 September 2003, and
the first undertaking to meet the requirements of
point 21 thereof. The Commission considered the
evidence submitted by Kuwait Petroleum of sig-
nificant added value and granted a reduction of
its fine, within the bracket of 30%-50%, of 30% (=
a reduction of € 7 million). The reduction was not
higher because it was only made almost one year
after the Commission had conducted inspections.
It was also taken into account that Kuwait Petro-
leum reformulated part of its statements after the
Oral Hearing and that this contributed to the
withdrawal of the accusations against one under-
taking that was still addressed in the Statement of
Objections.

Other undertakings voluntary submitted infor-
mation shortly after Kuwait Petroleum. That time,
the information provided did not or no longer
constitute significant added value with respect to
the evidence already in possession of the Commis-
sion and therefore failed to qualify for a reduction
of the fines.
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Commission re-adopts cartel decisions in the steel sector ()

Téa Katarina BROMS and Susanne LAGEARD,
Directorate-General for Competition, units F-1 and F-2

Introduction

In 2006, the Commission corrected procedural
errors in cartel cases in the steel sector which had
led to the annulment of two cartel decisions by the
EC Courts (3). The Commission’s intention is to
correct any procedural error to ensure that com-
panies will not escape cartel fines for procedural
reasons.

The two cartel decisions re-adopted in 2006 con-
cerned hot-rolled steel beams used in the construc-
tion industry (Steel beams case) and stainless steel
products (Alloy Surcharge case). In both cases the
Courts had found that the Commission had not
explicitly invited one addressee of its final deci-
sion to give its views on some parts or the whole of
the infringement on which it was held liable. These
errors were corrected by reopening the proceed-
ings and addressing new Statements of Objections
against companies that had not been fully heard
on the original Statement of Objections.

For both decisions, the ECSC Treaty still con-
stituted the substantive law applicable since the
infringement was committed whilst the Treaty
was still in force (the ECSC Treaty expired in
2002). As regards procedure, the law applicable
was the existing EC Treaty.

Steel beams case

In 2003, the Court of Justice annulled the judg-
ment of the Court of First Instance and, on pro-
cedural ground, the Commission cartel decision
from year 1994 in Steel beams case () in so far it
concerned one undertaking, Arbed SA (Decision
of the Commission 94/215/ECSC (*)). The Com-
mission decision imposing fines was addressed
to Arbed SA while the Statement of Objections
in 1992 had been sent to TradeArbed, Arbed SA’s
subsidiary.

(") The content of this article does not necessarily reflect
the official position of the European Communities. Res-
ponsibility for the information and views expressed lies
entirely with the authors.

(3) For Steel beams: T-137/94 [1999] ECR1I-303 and C-176/99
P [2003] ECR 1-10687. For Alloy surcharge: T-45/98 and
T-47/98 [2001] ECR II-3757 and C-65/02 P and C-73/02
P, not yet published.

(®) Case COMP 38.907- Steel beams.

*) OJL116,6.5.1994, p. 1.

Following the judgements, the Commission
re-opened the procedure as regards Arbed SA
and issued a Statement of Objections in March
2006 correcting the procedural error (°) and, on
8 November 2006, re-adopted the decision in Steel
beams case. The facts and the substance of the
decision were based on the findings of the earlier
Commission decision with the exception of objec-
tions that were dismissed by the Court of First
Instance.

In order to avoid discrimination between the
companies that were fined on the basis of the
old decision in 1994, the Commission set the
fine taking into account the ruling of the Court
of First Instance. The amount of the fine was
€10 000 000.

Alloy surcharge case

The Commission, in its decision of 20 December
2006 in Alloy surcharge case (), held Thyssen-
Krupp Stainless AG (TKS) liable for Thyssen Stahl
AG’s (TS-AG) conduct during the years 1993 and
1994 after it sent a Statement of Objections to TKS
giving it the possibility to defend the allegations
raised against TS-AG. The cartel infringement as
such — collusion on a price element of stainless
steel products — was not at issue in the re-adop-
tion case.

In order to hold TKS liable for the illegal behav-
iour of TS-AG, the Commission based itself again
on the explicit and voluntary statement from TKS
given to the Commission during the old investi-
gation procedure (Decision of the Commission
98/247/ECSC (7)) according to which TKS takes
over the liability for the behaviour of TS-AG. The
Commission highlights that the Courts accepted
that such a statement could lead to a transfer of
liability. No legal nor economic succession is
invoked in this respect.

() The Statement of Objections and the Commission deci-
sion in 2006 were addressed to Arcelor Luxembourg S.A
(ex-Arbed SA), Arcelor International SA (ex-TradeAr-
bed SA), the wholly-owned subsidiary of Arbed SA, and
to Arcelor Profil Luxembourg S.A. (ex-ProfilArbed SA,
the economic successors of the steel beams activities of
Arbed SA). Following the creation of Arcelor as a result
of the merger between Arbed, Aceralia and Usinor
in 2002, TradeArbed SA changed its name to Arcelor
International.

(®) Case COMP 39.234 — Alloy surcharge.

(') OJL 100, 1.4.1998, p. 5.
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In order to avoid discrimination between the
companies that were fined on the basis of the old
decision in 1998, the Commission set the fine in
exactly the same manner as in the 1998 decision
taking into account the ruling of the Court of
First Instance. This means that the final amount
of the fine was € 3 168 000.
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Mergers — Main developments between 1 September and

31 December 2006 (')
Mary LOUGHRAN and John GATTI,

Directorate-General for Competition, units C-4 and B-3

Introduction

Merger and acquisition activity continued at high
levels during the four months from September to
December with numbers reaching record levels
at year end. The Commission received a total of
120 notifications and adopted 132 final decisions
during the period. This compares with 125 notifi-
cations and 115 decisions adopted in the previous
trimester.

The Commission adopted a total of 124 deci-
sions after a Phase I investigation in this trimester
with 84 of these qualifying for treatment under
the simplified procedure. The Commission also
adopted 4 decisions subject to conditions and
obligations pursuant to Article 6 (2) ECMR dur-
ing this period.

The Commission adopted 3 decisions pursuant to
Article 8 after in-depth investigation. Two cases
were cleared subject to substantial commitments
being made (Gaz de France/Suez and Metso/Aker).
The remaining case — Glatfelter/Crompton — was
cleared without conditions as the Commission
was satisfied that there was sufficient competitive
pressure coming from other competitors in the
market. The Commission also opened 6 Phase II
investigations (Article 6(1) (c) ECMR) during this
period. One case was withdrawn during Phase II.

The new streamlined referral mechanism intro-
duced in 2004 for cases without Community
dimension continues to generate a large number
of referrals with the total number of requests for
the trimester reaching some 16 cases. There were
also two post-notification referrals — one case
was referred to the Commission pursuant to Art.
22 and one case was referred by the Commission
to a Member State pursuant to Art. 9 (Foster Yeo-
man /Aggregate Industries — see below for fur-
ther details).

(") The content of this article does not necessarily reflect
the official position of the European Communities.
Responsibility for the information and views expressed
lies entirely with the authors.

A — Summaries of decisions taken
under Article 6

Nokia/Siemens

On 13 November, after an intensive Phase I inves-
tigation, the Commission gave its unconditional
go-ahead to the proposed merger between the
Finnish company Nokia and the network equip-
ment business of the German company Siemens
AG.

Nokia is mainly active in mobile telecommunica-
tions, i.e. handsets and equipment to run mobile
telephony networks. Siemens has activities in
the telecommunications sector and is active in a
number of other business areas such as automa-
tion and control, power and transportation. Both
Nokia and Siemens supply telecommunications
equipment and related services to operators of
communications networks worldwide. Commu-
nications networks enable operators to transmit
all types of content (voice, data or multimedia)
to customers on a global scale. By the proposed
concentration Nokia would acquire control of the
newly created company, Nokia Siemens Networks,
to which Nokia and Siemens would contribute
their mobile and fixed-line telecommunications
network equipment business.

The main competitive impact of the proposed
transaction was in the mobile network equipment
sector, since Nokia has few activities in fixed-line
telecommunications. The Commission’s market
investigation revealed that, despite the considera-
ble market shares the merged entity would have in
the mobile network equipment sector, the market
structure would remain competitive. A sufficient
number of credible competitors would remain in
the market, inter alia market leader Ericsson and
Alcatel-Lucent. Customers (mostly network oper-
ators) would still have alternative suppliers.

The Commission’s investigation did not reveal
any cause for concern with respect to any of the
other activities of the parties namely those relat-
ing to fixed-line telecommunications network
equipment and associated mobile and fixed-line
services.
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Toshiba/Westinghouse /BNFL

In September the Commission cleared a proposed
acquisition by the Japanese conglomerate Toshiba
of Westinghouse Electric UK and the BNFL USA
Group, both active in the nuclear sector.

As well as being a worldwide supplier of equip-
ment in a number of other sectors, Toshiba sup-
plies nuclear power plants, including instrumen-
tation and control systems and post-installation
services, to utilities that operate such plants,
mainly in Asia. Toshiba also holds a minority
share in the nuclear fuel assembly supplier Glo-
bal Nuclear Fuels (“GNF”), controlled by the US
company General Electric (“GE”), with Hitachi of
Japan also holding a minority stake.

Westinghouse Electric UK and the BNFL USA
Group (hereafter “Westinghouse”), currently part
of British Nuclear Fuels plc, are active worldwide
in all aspects of nuclear power plants.

The Commission found that the proposed trans-
action would combine two suppliers of nuclear
power plants and related products whose activi-
ties are to a significant extent complementary,
both technologically and geographically. Toshiba
is focussed on nuclear power plants based on
so-called boiling water reactors, mainly in Asia,
whilst Westinghouse is active principally in pres-
surised water reactors. The merged entity would
still face competition from a number of suppliers
of nuclear products and services after the merger.
In particular GE, and the French company Areva
would continue to be strong competitors to West-
inghouse, since they are active in the nuclear
power industry on a world-wide scale, GE being
particularly strong in nuclear power plants, and
Areva as a market leader in control systems and
nuclear post-installation services in Europe.

The Commission investigated in particular the
effects of the transaction in the nuclear fuel assem-
blies markets, in which Westinghouse, Areva, and
GNF are the largest suppliers worldwide. During
the Commission’s investigation, concerns materi-
alised as to possible effects on potential competi-
tion in the fuel assembly markets of the combi-
nation of Toshiba’s stake in GNF with its control
of Westinghouse. To allay these concerns Toshiba
has submitted to the Commission a commitment
to modify its contractual arrangements with its
partners in GNF, General Electric and Hitachi,
in order to eliminate the risk that Toshiba could
impede competition through the joint venture.

The Commission concluded that, subject to full
compliance by Toshiba with the commitment sub-
mitted, the proposed operation would not raise

competition concerns and would not have any
negative impact on European customers or on the
safety of energy supply in Europe

Veolia /Cleanaway

A conditional clearance was granted to the pro-
posed acquisition of the UK waste management
service company Cleanaway by Veolia ES Hold-
ings plc. on 21 September. Veolia, the acquirer, is
also in the waste management business.

Veolia ES provides waste management services in
the UK, in particular the collection and disposal
of municipal, industrial and commercial waste. It
is an indirect subsidiary of Veolia Environnement,
a global provider of environmental management
services. Cleanaway is a provider of waste man-
agement services in the UK, including the collec-
tion, disposal and treatment of municipal, com-
mercial and industrial waste, as well as a range of
related services such as street cleansing.

The Commission’s investigation showed that in
most segments of the UK waste management sec-
tor (collection and disposal of waste) the proposed
transaction would not raise competition concerns
because the new entity would face competition
from several strong waste management service
providers.

However, the Commission’s market investigation
revealed that there could have been an adverse
effect on competition in relation to the thermal
treatment/incineration of hazardous industrial
and commercial (I&C) waste. This is a particular
type of service in which both parties were active.
The service involves the use of high temperature
incinerators (“HTIs”) designed principally to
incinerate hazardous waste at high temperatures
(typically greater than 1000° Celsius). The Com-
mission’s investigation indicated that for certain
types of hazardous waste, HTI incineration was
the only viable alternative. It was likely therefore
that there was a separate market for incineration
of hazardous waste in HTIs only. Furthermore, in
particular due to regulatory barriers to the export
of hazardous waste for incineration in HTIs out-
side the UK, the geographical scope of the market
was considered to be national.

In the UK there were at the time of notification
only two HTT facilities for large scale hazardous
waste treatment — one belonging to Veolia and
the other to Cleanaway. Therefore, the proposed
transaction as originally notified would have led
to a 100% market share on the merchant market
for incineration of I&C hazardous waste in HTIs
in the UK.

To address the Commission’s concerns in the HTI
market, Veolia undertook to divest its HTT facility
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at Fawley in Hampshire. This would allow a sec-
ond service provider and thus restore the compet-
itive structure existing before the proposed trans-
action. This would ensure that the merged com-
pany will continue to have at least one commercial
viable competitor on the market for the thermal
treatment/incineration of hazardous industrial
and commercial (I&C) waste by HTI.

Fisher/Thermo Electron

On 9 November the Commission approved the
proposed acquisition of Fisher Scientific Interna-
tional Inc. by Thermo Electron Corporation. Both
Thermo and Fisher are US companies active in
the field of manufacturing and supplying a wide
variety of analytical instruments, scientific equip-
ment, consumables and services to the scientific
community, including clinical, pharmaceutical,
environmental and industrial laboratories. Fisher
is also active as a distributor of laboratory and life
science products.

The Commission examined the competitive effects
of the merger in the markets where both compa-
nies are active as suppliers. The Commission’s
investigation showed that the new entity would
continue to face strong, effective competitors in
the manufacturing of the products involved, with
the exception of centrifugal evaporators. Cen-
trifugal evaporators are pieces of equipment that
use heat, vacuum and centrifugal force to concen-
trate laboratory samples by separating the solvent
from samples suspended in solutions. However as
Thermo undertook to divest all of Fisher’s assets
related to the production of centrifugal evapora-
tors, the competition concerns that could result
from the proposed transaction were entirely
removed.

Given that Fisher is active as a distributor, the
Commission also scrutinised the market char-
acteristics and the competitive structure at both
manufacturing and distribution level and con-
cluded that a significant share of distribution
would still be available to other suppliers and like-
wise that distributors would not have problems
in finding alternative sources of supply. Therefore
the Commission came to the conclusion that the
merged entity would lack the ability to restrict
distributors’ access to input or to drive competing
manufacturers out of the market.

Johnson and Johnson /Pfizer

On 11 December the Commission cleared John-
son & Johnson’s (“J&J”) proposed acquisition of
Pfizer’s consumer healthcare business (“PCH”)
subject to conditions.

J&J is a leading healthcare group active worldwide
in three business segments: pharmaceuticals, con-
sumer products and medical devices and diagnos-
tics. PCH is Pfizer’s worldwide business division
active in over-the-counter (“OTC”) pharmaceuti-
cals and personal care products.

The Commission’s investigation focused on the
few product areas where the activities of J&J and
PCH overlap. The investigation revealed that the
proposed transaction would not significantly
modify the structure of most of the concerned
markets and that a number of credible alternative
competitors would continue to exercise a compet-
itive constraint on the merged entity.

However, the Commission found that the pro-
posed transaction could significantly impede
effective competition for topical dermatological
antifungals in Italy and daily-use mouthwash in
Greece. In Italy, the combination of the topical
dermatological antifungals of J&]J (with the brands
Daktarin, Pevaryl and Nizoral) and PCH (with the
brand Trosyd) would have reduced the number
of players on the market from three to two. In
Greece, J&J (with the brand ACT) and PCH (with
the brand Listerine) are the two leading suppliers
of daily-use mouthwash.

To resolve these competitive concerns, J&J pro-
posed to divest the OTC topical dermatological
antifungal formulations supplied by PCH in Italy
under the trademark Trosyd and its ACT daily-
use mouthwash business EEA-wide. The divesti-
tures consist of the sale of the relevant assets for
the manufacture and sale of the products. These
assets include goods and inventory, marketing
authorisations, the trademarks, intellectual prop-
erty rights and know-how.

The Commission further identified competition
concerns in the field of “Nicotine Replacement
Therapy” products (“NRT”), due to the verti-
cal relationship between J&J’s subsidiary, ALZA,
and GlaxoSmithKline (“GSK”), for which ALZA
manufactures nicotine patches. Through the
proposed transaction, J&J would acquire PCH’s
Nicorette NRT business, which directly competes
with GSK’s NiQuitin NRT business. Post-merger,
the combined entity could thus have the ability
and the incentive to engage in input foreclosure
strategies vis-a-vis GSK and would have access
to confidential information from one of its main
competitors.

J&J offered to divest ALZA’s international nico-
tine patch business (the global business, exclud-
ing the US, Canada and South Korea). In the event
that such divestiture has not taken place within
a given time, J&J would divest ALZA’s global
nicotine patch business (including sales in the
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US, Canada and South Korea). The main assets
to be transferred are the relevant supply agree-
ments, trademarks, technology and, as an option
for the purchaser, ALZA’s nicotine patch produc-
tion lines. In addition, J&J undertook to provide
manufacturing capacities and technical assistance
to the purchaser until the latter had become fully
operational. Following the divestiture of ALZA’s
nicotine patch business, the purchaser would thus
be in a position to supply GSK’s requirements in
the EEA independently from J&J.

These remedies remove all overlaps between J&J
and PCH for topical dermatological antifungals
and daily-use mouthwash, as well as the vertical
relationship between J&J’s nicotine patch manu-
facturing activities and PCH’s NRT business.

B — Summaries of decisions taken
under Article 8

Glatfelter/Crompton

On 20 December the Commission gave its uncon-
ditional approval to the proposed takeover of
Crompton’s Lydney paper mill by Glatfelter of the
US. This approval followed an in-depth Phase II
investigation.

Glatfelter is a US manufacturer of specialty papers
with production sites in the US, Germany, France
and the Philippines. The company manufactures,
in particular, wetlaid fibre materials such as tea-
bag paper, paper for coffee-filters and coftee-pads,
as well as overlay papers for laminates which are
used to produce flooring, furniture and work sur-
faces. The target company Crompton had been a
leading manufacturer of specialty papers for the
tea-bag and coffee-filter industry with three paper
mills in the UK and worldwide sales. It had been
placed in court-ordered administration earlier in
the year.

The case had been referred to the Commission by
the German Bundeskartellamt pursuant to Art. 22
(3) of the Merger Regulation. The Commission’s
market investigation found that although Glatfel-
ter, together with the Lydney mill, would control a
substantial share of both sales and capacity in the
European Economic Area (EEA), this would not
constitute a significant impediment to effective
competition. The new entity would remain con-
strained by its competitors, such as Ahlstrom and
Purico. These companies, along with other poten-
tial competitors, would be able to expand their
capacity in response to an increase in the price
of wetlaid fibre for tea and coffee filtration. Puri-
co’s Chinese manufacturing facility had recently
become operational and provides the market with
new capacity. Purico also acquired two additional

plants formerly owned by Crompton, Devon Val-
ley and Simpson Clough, as well as the Cromp-
ton brand. These assets, together with the newly
opened mill in Shanghai, established Purico as a
significant competitor in the wetlaid fibre mar-
ket.

Gaz de France/Suez

For a more extensive treatment of this case please
see the article on page 83 of this Newsletter

On 14 November the Commission gave its con-
ditional approval to the merger of Gaz de France
(GDF) and the Suez group. After an in-depth
investigation, the Commission initially found
that the deal would have anticompetitive effects in
the gas and electricity wholesale and retail mar-
kets in Belgium and in the gas markets in France.
The Commission’s concerns related mainly to the
removal of the increasing competitive pressure
that GDF and Suez had so far exerted (and would
have exerted in the foreseeable future) on each
other in both Belgium and France. Given the con-
ditions on the markets, including the very high
barriers to entry, their respective dominant posi-
tions would have been considerably strengthened
by the merger. In response to these concerns, the
parties offered extensive remedies including the
divestiture of Distrigaz and SPE and Suez relin-
quishing its control of Belgian network operator
Fluxys.

Gaz de France is active in the gas sector at all lev-
els, in electricity generation, electricity retail, and
in energy services. It operates throughout Europe,
but mainly in France and Belgium. In Belgium,
Gaz de France, along with Centrica, has joint con-
trol over SPE, the second biggest player in the Bel-
gian electricity and gas markets.

The Suez group is active in the gas and electricity
sectors, in energy services and in water and envi-
ronmental services, and operates mainly in Bel-
gium and France. Suez’s main energy subsidiaries
are Electrabel (electricity and gas), Distrigaz (gas)
Fluxys (gas infrastructures), and (in the energy
services sector) Suez Energy Services (former
Elyo), Fabricom, GTI, Axima and Tractebel Engi-
neering.

The Commission analysed the impact of the pro-
posed operation on the gas and electricity markets
in Belgium and France and concluded that, in the
absence of the proposed remedies, the transaction
would significantly impede effective competition.
Conversely, no negative impact would arise in the
other countries concerned, i.e. the UK, Luxem-
bourg, the Netherlands and Hungary.

The Commission found that the merger, as origi-
nally planned, would have led to very high com-
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bined market shares in Belgium and would have
removed GDF as the strongest competitor to the
incumbents Distrigaz (gas) and Electrabel (elec-
tricity and to a lesser extent gas). The removal of
GDF’s competitive pressure would also have raised
competition concerns with regard to the supply of
gas to gas-fired power generators competing with
Electrabel. Moreover, in view of its specific assets
and strengths, no other company would have been
able to reproduce the same level of competitive
pressure as GDF.

The Commission also found that high barriers to
entry would have further strengthened the par-
ties’ dominant position in the gas markets. Inter
alia, the merging parties would have had access
to most of the gas imported to Belgium and would
have held almost all long-term import contracts.
In addition, due to the parties’ control over Fluxys,
the network operator, they would have had privi-
leged access to supply infrastructure and storage.

The Commission found that the merger would
have strengthened GDF’s dominant position in
France by removing the competitive pressure
exerted by Distrigaz, one of its best placed com-
petitors. In France too, barriers to entry, relating
to access to gas and infrastructures, would have
increased the horizontal effects of the merger.

Finally, competition concerns would also have
arisen in the market for district heating in France,
where the merger would have combined the larg-
est player (Suez) with its second largest competitor
(GDF), thus leading to a further concentration of
this market.

To address these concerns Gaz de France and
Suez offered a comprehensive and far-reaching
package of remedies. Most notably Suez agreed
to divest Distrigaz (including its French activi-
ties) and to relinquish control over Fluxys. GDF
will in turn divest its shareholding in SPE and, to
address the concerns in the district heating mar-
ket, divest its subsidiary Cofathec Coriance. Fur-
thermore, a series of investment projects will be
carried out both in Belgium and in France with
a view to increasing infrastructure capacities,
thereby facilitating the entry of new competitors
onto the market and fostering competition. Most
notably, the functioning of the Zeebrugge hub
will be enhanced through the creation of a single
entry point linking all networks converging on
Zeebrugge and through the operation of the hub
by an independent operator, Fluxys, which will no
longer be controlled by Suez.

The Commission carefully assessed the revised
remedies in the light of the response by market
operators to an initial package of remedies and

concluded that the final package would be suf-
ficient to remove all competition concerns in a
clear-cut manner.

The remedies are consistent with the preliminary
findings of the ongoing energy sector inquiry (*)
which emphasise the need for structural solutions,
such as ownership unbundling and severing the
link between supply and infrastructure to create
pro-competitive conditions for the sustainable
development of energy markets.

Metso/Aker

On 12 December the Commission gave condi-
tional approval to a proposed acquisition by Metso
Corporation Oy (“Metso”) of Finland of the pulp
and power business of the Norwegian group Aker
Kvaerner ASA.

Both Metso and Aker Kvaerner are active world-
wide in the development and production of equip-
ment for pulp mills. The Commission’s market
investigation showed that the proposed transac-
tion could have substantially reduced competition
in those markets for pulp mill equipment in which
both companies are active, namely equipment for
the cooking, brown-stock washing, oxygen del-
ignification and bleaching stages of pulp produc-
tion.

The Commission’s investigation showed that
many customers would welcome a partner like the
merged entity, capable of supplying all elements
of a modern pulp mill, thereby providing custom-
ers with a broader product portfolio and a better
knowledge of the overall process of pulp produc-
tion. At present, only the current market leader,
the Austrian-based company Andritz, is able to
supply equipment for a complete pulp mill.

However, there are currently only three large sup-
pliers that dominate the supply of pulping machin-
ery: Metso, Aker Kvaerner and Andritz. A fourth
player, the Canadian-based GL&V, is only active
in supplying certain parts of a pulp mill. Due to
the high degree of specific know-how required to
produce modern pulp mill machinery, as well as
the need to have a strong reputation with custom-
ers based on past supplies (the so-called “installed
base”), there are significant barriers to entry in the
markets concerned.

In order to address these competition concerns,
Metso offered to divest its business for the cook-
ing stage (including the “SuperBatch” brand) as
well as Kvaerner’s businesses for brown-stock
washing, oxygen delignification and bleaching
equipment (including the “CompactPress” wash

(®) See also the articles on page 23 and page 65 of this
Newsletter.
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press technology) to GL&V. This will eliminate all
overlaps between Metso’s and Kvaerner’s activities
in the supply of pulp mill equipment.

The Commission ensured that the divested busi-
nesses comprised all assets, such as know-how,
intellectual property rights and key personnel that
are currently part of the parties’ activities in the
relevant fields. Moreover, the Commission veri-
fied that after acquiring the divested businesses
of Metso and Kvaerner, GL&V would have the
capability and incentive to become a credible new
third player in the pulping equipment industry.

Whilst Metso gave a commitment to entirely
divest all assets related to its batch cooking busi-
ness, it will retain a licence to continue to use the
divested “SuperBatch” technology in competition
with GL&V. This was necessary, because some
customers of cooking equipment rely exclusively
on the so-called “batch” cooking process (cur-
rently only offered by Metso and GL&V) and can-
not purchase cooking equipment based on the so-
called “continuous” cooking technology (supplied
by Andritz and Kvaerner). For these customers,
the licence prevents a market configuration where
they are left with only one supplier of batch cook-
ing technology.

Based on this analysis, the Commission con-
cluded that the commitments provided by Metso
would remove all competition concerns raised by
the proposed transaction.

C — Summaries of decisions taken in
accordance with Article 9

Foster Yeoman /Aggregate Industries

In September clearance was given of the pro-
posed take-over of UK company Foster Yeoman
by Aggregate Industries. The clearance related
only to markets outside the UK. At the same time,
at the request of the UK’s Office of Fair Trading
(OFT), the Commission referred the examination
of the impact of the proposed acquisition on the
UK aggregates, asphalt and road surfacing market
to the OFT

Aggregate Industries is a subsidiary of the Holcim
Group (Switzerland), which is active in aggregates,
asphalt and road surfacing, as well as in cement

and concrete. Foster Yeoman is a privately-owned
heavy building materials group. Both Aggregate
Industries and Foster Yeoman are active in the
markets for aggregates (mostly sand, gravel and
crushed rock), asphalt production and road sur-
facing, but almost exclusively within the UK.

On 11 August 2006 the United Kingdom requested
the referral of that part of the proposed concentra-
tion relating to UK markets with a view to carry-
ing out its own assessment under UK competition
law, pursuant to Article 9 of the EU Merger Regu-
lation. In the request the UK’s Office of Fair Trad-
ing (“OFT”) submitted that the notified transac-
tion affected competition in a number of separate
product markets: the production and supply of
aggregates and of asphalt and the supply of surfac-
ing services and related activities. The OFT con-
sidered that these markets presented all the char-
acteristics of distinct markets where competition
is affected. Moreover, according to the OFT, some
of these markets did not constitute a substantial
part of the Common Market.

The Commission’s findings concurred with the
submission of the OFT. Given that an examina-
tion of the case would require the investigation of
local (sub-) markets and supply relations it agreed
that the OFT was best placed to assess the impact
of the case on the heavy building materials mar-
kets in the UK. In addition, the OFT had recently
investigated this sector in the UK and thus it had
expertise of the sector. The Commission therefore
decided to refer the investigation to the UK Com-
petition Authority for further in- depth analysis of
the proposed transaction’s effects on a number of
local UK markets concerning aggregates, asphalt
and road surfacing services.

Aggregate Industries and Foster Yeoman also
import aggregates into European ports (includ-
ing Germany, where they use the port of Rostock),
where these aggregates are used as an input for
local ready-mixed cement production. Holcim
has a local ready-mixed cement production of
some importance in Rostock. However, the mar-
ket position of the combined entity in aggregates
would be modest and the Commission concluded
that the proposed acquisition would not create
any risk of aggregate supply problems for other
local ready-mixed concrete producers.
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Gaz de France/Suez: Keeping energy markets in Belgium and France
open and contestable through far-reaching remedies ()

Kirsten BACHOUR?, Giuseppe CONTE®?, Peter EBERL®, Clémentine MARTINF,
Alessandro PAOLICCHI, Philippe REDONDQO?, Augustijn VAN HAASTERENE,
Geert WILSY, Directorate-General for Competition

1. Introduction

Following an in-depth investigation, the Com-
mission approved under the EU Merger Regula-
tion the merger between Gaz de France (‘GDF’)
and the Suez Group on 14 November 2006.

GDF is active in the gas sector at all levels, in elec-
tricity generation and retail, and in energy serv-
ices. It operates throughout Europe, but mainly in
France and Belgium. In Belgium, GDF, along with
Centrica, has joint control over SPE, the second
biggest player in the Belgian electricity and gas
markets.

The Suez group is active in the gas and electricity
sectors, in energy services and in water and envi-
ronmental services, and operates mainly in Bel-
gium and France. Suez’ main energy subsidiaries
are Electrabel (electricity and gas), Distrigaz (gas),
Fluxys (gas infrastructures).

The Commission analysed the impact of the pro-
posed operation on the gas and electricity markets
in Belgium and France and concluded that the
transaction would significantly impede effective
competition, both due to horizontal and verti-
cal effects. Conversely, no negative impact would
arise in the other countries concerned, i.e. the UK,
Luxembourg, the Netherlands and Hungary.

To avoid such an impediment to effective com-
petition, GDF and Suez offered a comprehen-
sive and far-reaching package of remedies. Most
notably, the merged entity will divest Suez’s gas
supply business Distrigaz (including its French
activities) and relinquish control over the Belgian
gas transmission network operator, Fluxys. It
will further divest GDF’s shareholding in the
Belgian electricity supplier SPE and, in order to
address competition concerns identified by the

(") The content of this article does not necessarily reflect
the official position of the European Communities. Res-
ponsibility for the information and views expressed lies
entirely with the authors.

* members of the Directorate-General for Competition
at the time of writing.

® Unit C-4

¢ Unit B-4

4 Unit B-3

¢ Unit B-1

Commission in the district heating market, it will
also divest GDF’s subsidiary Cofathec Coriance.
Furthermore, a series of investment projects will
be carried out both in Belgium and in France with
a view to increasing infrastructure capacities,
thereby facilitating the entry of new competitors
onto the market and fostering competition. Most
notably, the functioning of the Zeebrugge hub
will be enhanced through the creation of a single
entry point linking all networks converging on
Zeebrugge and through the operation of the hub
by an independent operator, Fluxys, which will no
longer be controlled by Suez.

The Commission carefully assessed these rem-
edies and concluded that they would be sufficient
to remove all competition concerns in a clear-cut
manner.

From a remedies policy viewpoint, this case is
interesting because the far-reaching remedy pack-
age inter alia includes, through the divestiture of
Distrigaz, the severing of the link between the
Belgian gas network infrastructure and the main
supplier of gas in Belgium, thereby bringing about
a form of effective unbundling.

It is important to highlight that, in spite of the
delay and the uncertainty as regards the closing
of the merger (%), the Commission decision still
stands. However, the postponement of the closing
may have an impact on the calendar of the rem-
edies implementation.

This article will first sketch out the main relevant
features of the European, Belgian and French
regulatory environments in the energy sector; it
will subsequently briefly describe the competitive
assessment carried out by the Commission; and it
will finally focus on the remedy package.

(?>) By means ofits decision of 30 November 2006 the French
Constitutional Court (“Conseil constitutionnel”) effec-
tively delayed the closing of the GDF/Suez transaction
until after 1 July 2007, by stating that .. ce n'est quau
I° juillet 2007 que Gaz de France perdra sa qualité de ser-
vice public national; que dés lors le transfert effectif au
secteur privé de cette entreprise ne pourra prendre effet
avant cette date” (Considérant 26).
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2. The pre-merger: situation economic
context and regulatory framework in
Belgium and France (°)

Belgium
Gas

Belgium imports all of the natural gas it con-
sumes, either via gas pipeline or as liquefied natu-
ral gas (LNG). The Belgian market is characterised
by the coexistence of two networks: an “H” gas
network (“high” nominal calorific value of 11.63
kWh/m’(n)) and an “L” gas network (“low” nomi-
nal calorific value of 9.769 kWh/m?(n)).

Large customers directly connected to the natu-
ral gas transmission network have been eligible
(i.e. they can choose their supplier) since 1 July
2004. In the Flemish Region, the market has been
liberalised completely, i.e. also on the level of the
distribution network, since 1 July 2003. In the
Walloon Region and in the Brussels Region, large
industrial customers have been eligible since 1 July
2004, whereas residential customers have become
eligible on 1 January 2007 in both Wallonia and
in Brussels.

Fluxys (a subsidiary of Suez) is responsible for
managing, maintaining and developing the trans-
mission network. Fluxys has also been managing,
on a transitional basis, the two Belgian storage
sites for H-gas (Belgium has no L-gas storage).

The Belgian gas network is used for international
transit as well as domestic transmission with the
transit volume being three times as large as the
domestic consumption. Transit reservations are
marketed by Suez’ subsidiary Distrigaz &Co. Bel-
gium has eighteen entry points (which are part of
the transmission/transit network), fifteen for H
gas and three for L gas.

The Zeebrugge hub is the largest gas trading place
in Continental Europe and was initially designed
to route British gas towards the continent (‘for-
ward flow’) and continental gas towards Great
Britain (‘reverse flow’) via a submarine pipeline
(“Interconnector”). The hub is now also connected
to the Belgian gas network but still most of the
traded volumes are shipped abroad.

In sum, the Suez group controls the incumbent
gas supplier (Distrigaz) and the infrastructure
operator (Fluxys). Beside through Distrigaz,
Suez is also active in retail supply through ECS
(Electrabel Customer Solutions).

(® The internal market for gas and electricity is regulated
by Directive 2003/55/EC of the European Parliament
and of the Council of 26 June 2003, repealing Directive
98/30/EC.

Electricity

When the operation was notified, all Belgium
consumers were eligible with the exception of
household customers in the Brussels and the
Walloon region. The latter became eligible on
1 January 2007.

The Belgian transmission network is intercon-
nected with those of the Netherlands and France
and one of the transmission networks in Luxem-
bourg. There is no interconnection between the
Belgian transmission system and the German and
UK systems.

Elia is the transmission system operator (for volt-
ages above 70 kV) and the distribution network
operator for voltages between 30 and 70 kV. Dis-
tribution of electricity at voltages below 30 kV is
in the hands of a number of different distribution
network operators which take the form of associa-
tions of local authorities known as ‘intercommu-
nales’.

Suez holds a minority share of 27.45% in Elia, the
transmission system operator, and has stakes in
various network operators known as ‘intercom-
munales mixtes’ (as opposed to the ‘intercommu-
nales pures’ which are owned entirely by the pub-
lic sector).

In sum, as regards the activities of the Parties, the
Suez group controls Electrabel, the incumbent
electricity player and has a large minority partici-
pation in Elia, the transmission system operator
and in certain distribution system operators. GDF
is active in the Belgian electricity sector through
its participation in SPE, the second largest elec-
tricity player.

France (%)
Gas

France’s regulatory framework provides for the eli-
gibility of all gas purchasers, irrespective of their
gas consumption threshold, with the exception of
residential customers, for whom full liberalisation
will become effective on 1 July 2007.

Eligible customers have the option not to exercise
their eligibility. In this case they remain subject
to regulated tariffs. On the other hand, once they
decide to exercise their eligibility, they are irrevo-
cably under the liberalised tariff regime.

There are five gas entry points in France and
two natural gas transmission system operators
in France: GDF transmission network (GRTgaz)
operates most of the gas network, and Total Infra-

(*) As to France, only the gas sector was negatively affected
by the merger, whereas the electricity markets were not.
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structures Gaz France (TIGF) operates the net-
work in the South West of France. GRTgaz and
TIGF are 100% subsidiaries of GDF and Total
respectively.

The transmission networks currently comprise
five balancing zones, within which operators must
(with limited tolerance) inject as much gas as
they withdraw. The network operated by GRTgaz
has four balancing zones (North, West, East
and South) while TIGF’s network constitutes a
single balancing zone (South-West). There are
plans to reduce the number of GRTgaz zones
down to two (North and South) in 2009, with the
current North, West and East zones to be merged
into a single North zone. The transmission net-
work carries high calorific value gas (H gas) into
each of the five zones. In the North zone there is
also a specific network for low calorific value gas

(L gas).

There are currently two methane terminals in
France, which are owned and managed by GDEF.
In addition, GDF has begun building a third
methane terminal, which should come on stream
at the end of 2007.

In addition, there are fifteen gas storage facilities
of which thirteen are owned and managed by GDF
inside the four GRTgaz balancing zones. The other
two, which are located in the South-West zone, are
owned and managed by TIGF.

In sum, as regards the activities of the Parties, GDF
is the incumbent player in most of the French ter-
ritory and in most French relevant markets. GDF
also owns and operates the vast majority of the
French gas infrastructures. The Suez group has
recently become active in France through Dis-
trigaz, in each balancing zone, and has built up
strong positions in the East and the North.

3. The impact of the merger:
the competitive assessment of
the Decision

In its decision, the Commission reached the
conclusion that the merger would significantly
impede effective competition in four areas: gas in
Belgium, gas in France, electricity in Belgium and
district heating in France ().

(®) In France and in the Walloon and Brussels regions of
Belgium, the markets for the supply of electricity and
gas to residential customers were only to be opened
only as from 1 July 2007 (in France) and 1 January 2007
(Brussels and Walloon regions). However, the various
players were already preparing for this event. In such a
situation, the merger would lead to the disappearance of
the main potential competitors for the incumbent in the
market for these residential customers. The merger was
therefore deemed to have effects also on these prospec-
tive markets.

Gas in Belgium

As regards the gas sector in Belgium, the Com-
mission identified significant impediments to
effective competition on the following (nation-
ally defined) markets for supply of H and/or L
gas: to intermediary resellers (i.e. the “intercom-
munales”, “default suppliers” such as ECS (Elec-
trabel Customer Solutions) and newcomers on
the gas supply market in Belgium such as Essent
and Nuon, to gas-fired electricity power plants; to
large industrial customers; to small industrial and
commercial customers; to residential customers
(the latter market being potentially regional).

In all these markets, the Parties would have very
high combined market shares (in most cases above
80%) and the already dominant position of Suez
would be strengthened by the merger.

As a matter of fact, the merger would remove the
best placed competitor (GDF) of the incumbent
(Suez). No other company would be able to repro-
duce the same level of competitive constraint as
GDE. The Commission found that the significant
positions of GDF in the various markets are due to
anumber of specific assets and advantages enjoyed
by GDF which no other new entrant would com-
bine to the same extent. In particular, GDF is the
historical operator in the only neighbouring coun-
try with no capacity constraints at the Belgian bor-
der; GDF has access to a large and diversified gas
portfolio, including LNG; GDF has priority access
to H gas storage in Belgium; it owns L gas storage
capacity in France near the border with Belgium;
it is co-owner of certain transit pipelines (SEGEO)
through Belgium and shares control of certain
entry points, with concomitant capacity reserva-
tions on entry points. Moreover, for L gas, Suez
and GDF are the only sources for new competitors
on the Belgian market, such as Nuon and Essent.

Furthermore, the Commission found that the
very high barriers to entry existing in the market
would further strengthen the horizontal effects
caused by the combination of market shares
resulting from the merger. These barriers relate to
access to gas (the merging parties have access to
most of the gas imported into Belgium, and they
hold almost all the long-term import contracts),
access to infrastructures (including Suez’ control
over Fluxys, the network operator, management of
the transit network by Distrigaz, insufficient entry
capacity, network congestion), access to LNG (the
only terminal in Belgium, in Zeebrugge, is man-
aged by Fluxys LNG, a Suez affiliate), access to H
gas storage in Belgium (the French storage capac-
ity, owned by GDF, is the best alternative outside
Belgium), quality specifications and the lack of
liquidity on the Zeebrugge hub. While many
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of these entry barriers pre-existed the merger, a
number of them would be strengthened by it (e.g.
pipeline ownership, capacity and storage reserva-
tions).

Gas in France

Asregards gasin France, the Commission assessed
the impact of the merger on the basis of the divi-
sion of the country into five balancing zones,
North, West, East, South and South-West as the
Commission found that the five balancing zones
remain characterized by differing competitive
conditions, and congestions occur between the
different zones. As already indicated, four of the
five transport networks are owned and managed
by GDF, the fifth one being owned and managed
by Total.

Taking into account this geographic subdivision
into five zones, the Commission identified sig-
nificant impediments to effective competition on
the following markets: the supply of H gas to large
customers who have exercised their eligibility in
the zones North, East, West and South, as well as
for L gas in the North; the supply of H gas to small
customers who have exercised their eligibility in
each of the five zones, as well as for L gas in the
North; the supply of H gas to intermediary resel-
lers (“entreprises locales de distribution”) who have
exercised their eligibility in the zones North and
East, as well as for L gas in the Northern zone; the
supply of H gas to gas-fired power plants in the
Eastern and Northern zones as well as the supply
of L gas in the Northern zone; the supply of H gas
to residential customers as of 1 of July 2007 in
each of the five geographical zones, as well as for L
gas in the Northern zone.

On most of these markets, already pre-merger
GDF enjoyed a dominant position. The disappear-
ance of Suez (Distrigaz) from the market would
strengthen GDF’s dominant position by removing
one of the best-placed and strongest alternative
players.

Furthermore, similarly to Belgium, the Commis-
sion also found that important barriers to entry,
relating to access to gas and infrastructures, would
strengthen the horizontal effects of the merger. As
far as access to gas is concerned, the merging par-
ties have access to most of the gas imported into
France, and they hold almost all the long-term
import contracts. As far as infrastructure is con-
cerned, almost all of these (except for the South-
West) are owned by GDF, either directly or via
its 100% subsidiary GRTgaz, and are essentially
booked by GDFE. Moreover, although GRTgaz has
planned to expand gas transport capacities, these
new infrastructures will not be available before
the end of 2008 and GDF competitors would ben-

efit from these additional infrastructures only to a
limited extent. Finally, as some of GDF’s regulated
tariffs do not incorporate the totality of gas pro-
curement costs, they constitute a barrier to entry
on the liberalised markets.

Electricity in Belgium

The Commission identified significant impedi-
ments to effective competition on a number of
electricity markets, on which the parties’ com-
bined market shares would be above 80% and
the already dominant position of Suez would be
strengthened by the merger.

On the national Belgian market for production
and wholesale of electricity, the Belgian incum-
bent Electrabel (Suez) would acquire joint con-
trol, through the merger, over its largest competi-
tor (SPE), whose power plants are situated on the
mid-merit and peak-load section the merit curve.
This would further strengthen the merged enti-
ty’s capacity to determine prices on the Belgian
wholesale market for electricity.

On the national market for auxiliary and balanc-
ing power, the merger would combine the only
two suppliers of these services to the transmission
network operator Elia.

On the national market for supply of electricity to
large commercial and industrial customers, the
existing dominant position of Electrabel (Suez)
would be further strengthened by the elimina-
tion of one of the two companies (SPE) capable of
exercising competitive pressure on Electrabel (the
other one being EDF) (°).

On the national market for supply of electricity
to small commercial and industrial customers
(<70kV), the market share of SPE would strengthen
the already dominant market position of Suez.

As to the supply of electricity to eligible residential
customers, the merged entity would have a domi-
nant position both on the basis of regional defini-
tions of the relevant geographical market as well
as on a national basis.

In addition to these horizontal effects, the Com-
mission also found that a number of vertical
effects of the merger would strengthen the already
dominant position of Suez on the electricity mar-
kets in Belgium.

Most notably, since gas is an input for electricity
generation, the Commission found that the par-
ties would have the ability and the incentives to
increase the cost of gas to other electricity sup-

(®> RWE, also present in this market, cannot exercise any
competitive pressure because the entire output of its sole
power plant is committed to a single customer.
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pliers and in particular to increase the cost of the
flexible supply of gas to gas-fired power plants of
their competitors.

The decision also highlights that the parties would
have access to detailed information on the cost
and usage of its rivals’ gas-fired power plants, and,
hence, their prices and production policy.

The parties are the prime suppliers of auxiliary
services and balancing power to Elia. The decision
identifies the ability and the incentives for the par-
ties to increase the cost for auxiliary services and
balancing power and, as these costs are passed
though by Elia to the parties’ rivals, to raise their
costs.

Finally, the Commission also found that signifi-
cant barriers to entry relating to (i) access to elec-
tricity generation capacity, (ii) green and com-
bined heat and power (CHP) certificates, (iii) the
illiquid nature of the electricity trading market,
and (iv) access to transmission and distribution
infrastructure would further strengthen the anti-
competitive effects of the merger. Also in view of
the effects of the merger on the market for supplies
to gas-fired electricity plants, the merger would
still increase these entry barriers.

District Heating in France

Among the several “energy-related services” in
which both parties are active, the Commission
concluded that one market would raise competi-
tion concerns: the nationally defined market for
district heating networks in France (“réseaux de
chaleur”) (7). The long-term contracts (12-24 years)
to manage district heating systems are granted
by the municipalities concerned, after an official
tendering process, in which in practice only a
handful of France-based specialised companies
participate. These suppliers are: Dalkia (Veolia
group), SES-Elyo (Suez group), Soccram (Thion
— Ne Varietur group) and Cofathec-Coriance,
(Cogac, GDF group). Cogac (GDF group) has a
substantial shareholding in, and arguably joint
control of, Soccram (Thion — Ne Varietur group).
After the merger, the parties would be the largest
player in the market. The merger would remove
Cofathec-Coriance (GDF group) which has acted
as a “maverick” in the market, thus leading to non-
coordinated effects. Moreover, the Commission
found that the position of GDF as the dominant
supplier of gas to anyone participating in a ten-
der to manage a district heating system in France
would be a further factor reducing competitive
pressures in the market for district heating.

(") District heating networks are collective systems for the
distribution of heat generated in the form of steam or
hot water by centralised generating units.

4. The Remedies: a far-reaching package

In order to remedy the competition concerns iden-
tified by the Commission, the parties submitted
commitments on 20 September 2006. The market
test carried out by the Commission showed that
these initial commitments were not sufficient to
remove the competition concerns raised by the
merger. The parties modified their initial com-
mitments on 13 October 2006 to take into account
the results of the market test. These commitments
were fine-tuned and submitted again on 6 Novem-
ber 2006.

The commitments offered on 13 October
2006 (re-submitted on 6 November)

The commitments offered by the parties consist of
five main elements:

i) divestiture of the Suez group’s shareholding
in Distrigaz;

ii) divestiture of GDF’s shareholding (via Seg-
ebel) in SPE;

iii) restructuring of the activities of Fluxys and
relinquishing of Suez’ control over the com-

pany;

iv) a series of additional measures (most notably
investments) relating to the gas infrastruc-
tures in Belgium and France;

v) divestiture of Cofathec Coriance.
Divestiture of Distrigaz

Suez will divest its holding in Distrigaz to a third
party, which must have relevant expertise in the
energy sector and in particular in the downstream
supply to final customers. The candidate purchaser
will be subject to the Commission’s approval.

Distrigaz will be divested in is entirety, with all
tangible and intangible assets, including the
upstream supply contracts currently in its pro-
curement portfolio.

Prior to the divestiture of its stake in Distrigaz, the
merged entity will conclude one or more supply
contracts with Distrigaz, intended to cover part
of Electrabel’s needs for its gas-fired power plants
and the needs of Electrabel Customer Solutions
(ECS) to serve its (mainly residential) custom-
ers. These contracts will decrease over time and,
after five years, only a small volume will remain
in place.

Lastly, the parties undertake to transfer to Dis-
trigaz, immediately upon request, the storage
capacity in Belgium and the corresponding vol-
umes being stored, relating to any existing ECS
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public supply customer in Belgium which might
be acquired by Distrigaz or by one of the resellers
supplied by it.

Divestiture of SPE

GDF will relinquish its 50% shareholding in the
capital of Segebel, a company which itself has a
51% shareholding in SPE’s capital.

Reorganisation of Fluxys’ activities and loss of con-
trol of Fluxys

Fluxys’ activities will be reorganised into two
entities, Fluxys and Fluxys International. Fluxys
International will own the Zeebrugge LNG ter-
minal and the non-regulated Belgian and interna-
tional assets (BBL, Huberator, Gas Management
Services Limited, Belgian Pipe Control, C4Gas
and Endex). The other entity (Fluxys) will own
the entire Belgian gas transmission/transit system
as well as the Belgian gas storage infrastructure.
To this end, GDF will transfer to Fluxys its 25%
holding in Segeo (natural gas transmission/transit
operator) while Suez will transfer Distrigaz & Co
(which markets transit capacity on the Troll and
rIr routes).

Fluxys will operate all the infrastructures regu-
lated under Belgian law (transmission/transit sys-
tem, storage, LNG terminal).

The parties have undertaken not to control Fluxys,
either de facto or de jure or by a shareholders agree-
ment. In order to substantiate this commitment,
the parties have undertaken:

a) as regards Fluxys:
— not to hold more than 45% of Fluxys ’s capital;

— not to have more than seven representatives
out of 21 on the Board, and not to make pro-
posals for the nomination of the seven inde-
pendent directors of the Board;

— that no Fluxys director will have any responsi-
bility in gas supply activities;

— to set up an executive committee (“comité de
direction”) within Fluxys with exclusive pow-
ers as regards (i) the management (including
commercial strategy) of the regulated infra-
structures and (ii) the overall investment plan
for regulated infrastructures in Belgium. The
Board will not be in a position to reject the
overall investment plan except on the grounds
of the impact any such investment would have
on the company (financial interests of share-
holders acting as investors). In the latter case
the parties will vote to allow the investments
to be financed by a third party and if neces-
sary to allow the capital of Fluxys to be opened
to third parties with the specific objective of
financing these investments;

— not to control the executive committee, either
de facto or de jure or by a shareholders agree-
ment.

b) as regards Fluxys International, the parties
have undertaken that:

— the merged entity will hold not more than 60%
of the company’s capital;

— Fluxys’s executive committee, referred to
above, will draw up an overall investment plan
for the LNG terminal and the Zeebrugge hub,
which the Board of Fluxys International will
not be in a position to reject except on grounds
of its financial impact on the company (finan-
cial interests of shareholders acting as inves-
tors). On its own initiative, the executive com-
mittee of Fluxys will also be able to propose
additional investment in the regulated and
unregulated assets owned by Fluxys Interna-
tional or its subsidiaries. Should these invest-
ments be rejected by the Board of Fluxys Inter-
national, the representatives of the merged
entity will vote to allow the financing of such
investment by a third party and if necessary to
allow the capital of Fluxys International to be
opened to third parties with the specific objec-
tive of financing these investments.

Additional measures relating to gas infrastructure

The parties have committed to put in place a
number of additional measures relating to gas
infrastructure. Most importantly, the parties have
undertaken to create a single point of entry at
Zeebrugge bringing together the pipeline hub, the
LNG terminal, the point of arrival of the Intercon-
nector Zeebrugge Terminal (IZT) and the point of
arrival of the Zeepipe Terminal (ZPT).

Moreover, the parties have also undertaken to
carry out a number of investments in the gas
infrastructure in France, with a view to enhanc-
ing the capacity and the functioning of the net-
work ().

(®) The parties have undertaken, inter alia, to develop new

storage capacity (80 Mm3 at the Trois Fontaines site,
available at the end of 2009, and 60 Mm3 at the Alsace
site, available at the latest in 2018) and new capacity
at the Montoir terminal (available as from 2007), and
to offer this new capacity on the market prior to their
availability, partly already before end of 2007. The
parties have undertaken to adopt a variety of measu-
res designed to improve the operation of the ‘use it or
lose it” mechanisms and the returnable capacities of the
GRTgaz network.
Moreover, GRTgaz will install a deodorisation plant at
the Taisniéres H entry point which will be able to pro-
vide a physical flow towards Belgium of 300,000 m3 per
hour.
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District heating networks

The parties have undertaken to divest Cofathec
Coriance (excluding its holding in district cooling
networks) and the five district heating networks
operated by Cofathec Services, as well as the staft
associated with the operation of these networks.

The Commission’s assessment of the
commitments

On the basis of the assessment of the information
obtained through the investigation, and, in partic-
ular, of the results of a market test, the Commis-
sion concluded that the modified commitments
were sufficient to remove in a clear-cut manner
the competition concerns raised by the merger,
both in Belgium and in France.

It must be stressed that these commitments go
far beyond the removal of the sheer horizontal
overlaps arising from the merger. This proved
necessary, in the light of the results of the inves-
tigation, to compensate for the major impact that
the merger would have had, in the absence of rem-
edies, owing to the removal not only of an actual
competitor of the incumbent in both Belgium
and France, but also of one of the best placed (if
not the best placed) potential competitor in both
national markets. This removal of potential com-
petition, combined with the very high barriers to
entry (due essentially to the vertical integration
of the two merging groups) called, in the opin-
ion of the Commission, for a far-reaching pack-
age of commitments, including the divestiture of
the incumbent Distrigaz and the restructuring of
Fluxys, accompanied by infrastructure — related
measures. Moreover, it was indispensable to
ensure the viability of any divested business so as
to enable it to exert competitive pressure on the
merged entity. The Commission concluded, in this
respect, that Distrigaz would be the only divested
business capable of ensuring the necessary long
term viability.

Competitiveness and viability of Distrigaz

The Commission concluded that Suez’ divestiture
of its majority shareholding in Distrigaz consti-
tutes an appropriate remedy to the loss of com-
petitive pressure on the French and Belgian gas
markets and the foreclosure problems on the Bel-
gian electricity markets resulting from the merger.
Distrigaz is a going concern which possesses all
the requisite assets (in particular supply contracts
with producers, gas infrastructure reservations
and an existing customer base) to be able to com-
pete effectively with the merged Suez/GDF entity
in both countries.

Distrigaz’ viability will not be jeopardised by the
supply contracts to be stipulated with Electrabel
and ECS. These contracts concern the supply of
gas to Electrabel and to ECS. The volumes covered
by the supply contracts would amount to about
a third of the total volume supplied by Distrigaz
in 2005 and less than 45% of its current supplies
under contracts, i.e. excluding spot purchases.
The volumes of gas available to Distrigaz will be
sufficient to supply all its existing customers in
France and Belgium, including SPE and to meet
rising demand. Distrigaz will be able to meet such
additional demand through its existing contracts
and through purchases on the Zeebrugge hub, as
it does today. Furthermore, the buyer of Distrigaz
must possess proven experience in the energy sec-
tors and therefore be capable of extending exist-
ing contracts or concluding new ones with pro-
ducers.

Finally, the volume of the supply contracts will be
gradually decreasing, owing to the expiry of Dis-
trigaz’ upstream contracts and ECS’ foreseen loss
of residential customers in the wake of the liber-
alisation in Brussels and Wallonia.

While it is true that most of Distrigaz’ current cus-
tomers are industrial customers, Distrigaz will,
however, keep its contracts for the supply of deal-
ers such as Nuon and Essent and continue to cover
part of the gas needs of Electrabel and SPE power
stations under back-to-back contracts. Moreover,
Distrigaz will also be able to compete on the mar-
kets for gas supply to household customers and
small industrial and commercial customers. This
will be facilitated by the retention of the ‘Distri-
gaz’ brand, which is well known in Belgium and
France. Distrigaz will therefore be able to put
together a balanced customer portfolio.

In sum, the Commission concluded that Distrigaz
will remain a viable business and be able to com-
pete effectively with the new GDF/Suez entity in
Belgium and France. Its competitiveness will be
enhanced by the proven expertise in the energy
sector required of the purchaser. Moreover, the
commitments relating to access to infrastructure
will lower the barriers to entry and thereby allow
Distrigaz to operate in a viable and competitive
matter.

Divestment of SPE

The Commission considered that the divestment
of GDF’s holding in SPE was necessary to elimi-
nate the problems identified in the Belgian gas
and electricity markets, as it would eliminate a
clear horizontal overlaps in those markets.

However, as also highlighted by the market test,
the Commission considered that the effectiveness
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of the divestment of SPE in restoring competition
to the electricity sector and to the supply of gas
to small customers — by eliminating the current
horizontal overlaps — must be assessed not in iso-
lation, but in conjunction with the other remedies
in the other affected gas markets in Belgium.

As a matter of fact, thanks to the implementation
of the commitment to divest Distrigaz, SPE will be
able to benefit from the competition between the
merged entity and Distrigaz so as to obtain sup-
plies of gas and flexibility for its gas-fired power
plants and its own customers at competitive terms.
In the light of this, the Commission concluded
that SPE will be able to compete with the parties
in the Belgian electricity markets as effectively as
it did with Suez prior to the merger.

Fluxys

The Commission considered that the commit-
ments concerning Fluxys and Fluxys International
will contribute to lowering the barriers to entry to
the Belgian gas markets, barriers which were very
high already before the merger and some of which
would have been exacerbated by the merger.

The restructuring of Fluxys, in line with the
commitments and the parties’ undertaking not
to control Fluxys and its management commit-
tee, will contribute to ensuring the independent
management of the regulated gas infrastructure.
Moreover, the divestment of Distrigaz will lead to
the effective unbundling of the transport operator
(Fluxys) from the main gas supplier (Distrigaz).
The remedies will therefore lower the barriers to
entry in the gas supply business and will contrib-
ute to creating a level playing field for all competi-
tors as regards access to infrastructure.

As regards the commitment not to control Fluxys,
while the merged entity and Publigaz are cur-
rently the main shareholders of Fluxys, it must
be stressed that joint control by the merged entity
and Publigaz by means of shareholders agreement
would be in breach of the commitments. In addi-
tion, the merged entity will not have a majority
on the board of directors of Fluxys, but will only
appoint one third of its directors (7 out of 21).
This creates the possibility of shifting majorities.
Moreover, the parties have undertaken that the
merged entity will relinquish the right to appoint
independent directors for the board. This will also
ensure the genuine independence (before and
after nomination) of the seven independent direc-
tors. It is also provided that the CREG will cer-
tify the independence of candidates for the post of
independent director. As a consequence, only one
third of the directors will represent the merged

entity on the board of directors, opening the way
to shifting majorities and preventing the merged
entity from exercising any veto power.

As a further guarantee of their commitment not
to control Fluxys either in law or in fact or by
shareholder agreement, the parties offered to set
up a “comité de direction” within the meaning of
Article 524bis of the Belgian Company Code. It is
provided that this “comité de direction” will have
exclusive powers to manage all aspects of the com-
pany’s activities in Belgium regarding transport/
transit infrastructure, storage and the LNG termi-
nal. As already pointed out above, the “comité de
direction” will also draw up the investment plan.
The system proposed by the parties for appointing
members of the “comité de direction” will guaran-
tee its independence from the board of directors.
The appointment procedure will contain four suc-
cessive safeguards to ensure the committee’s inde-
pendence from the parties: proposal by the remu-
neration committee; opinion from the corporate
governance committee; approval by the CREG;
and abstention of the merged entity in the vote.

This system of governance in Fluxys will in
practice remove from the board of directors any
powers over matters entrusted to the “comité de
direction”. As a result, the merged entity will have
no right of veto over the commercial strategy of
Fluxys and no decisive influence in matters that
fall within the responsibility of the “comité de
direction”.

The Commission concluded that the set of meas-
ures regarding the governance of Fluxys described
above will guarantee that the merged entity will
not control Fluxys.

As regards Fluxys International formed from the
present Fluxys LNG, which will own the LNG ter-
minal in Zeebrugge and the non-regulated Bel-
gian and international assets, The merged entity
will own no more than 60% of its share capital.

Nevertheless, according to the commitments,
Fluxys International will grant Fluxysall the
requisite rights to use installations and equip-
ment regulated under Belgian law and delegate
to Fluxys all the tasks necessary for it to perform
its role as manager of the LNG terminal in Zee-
brugge. The system of governance proposed for
Fluxys will therefore also apply to Fluxys Inter-
national, which will in practice be managed inde-
pendently of the parties, as decisions by Fluxys
concerning the management of Fluxys Interna-
tional on the above-mentioned issues, which are
the sole responsibility of the “comité de direction”
of Fluxys, will not be subject to the control of the
merged entity.
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Moreover, the parties will not be able to block
investment decisions relating to infrastructure
controlled by Fluxys and Fluxys International. The
commitments provide that decisions on invest-
ments concerning the infrastructures owned
by Fluxys and Fluxys International will be del-
egated to the “comité de direction” of Fluxys. The
commitments also provide a further procedure
whereby any investments deemed necessary can
be financed by opening up the capital of Fluxys
and Fluxys International to third parties.

Finally, the commitments relating to transit (the
transfer to Fluxys of Distrigaz &Co and of GDF’s
stake in Segeo and the commitment by Fluxys to
apply the code of conduct, currently applicable
to transmission, to new transit contracts) will
strengthen the legal framework for the transit of
gas in Belgium (the importance of this aspect was
stressed by many third parties throughout the
proceedings).

Commitments on investments

As indicated, the parties undertook to make a
series of investments to increase Belgian and
French gas infrastructure capacity.

Most importantly, these include the creation in
Zeebrugge of a single entry point, thereby making
it possible to link the hub, the LNG terminal, the
arrival point of the Interconnector Zeebrugge Ter-
minal (‘IZT) and the arrival point of the Zeepipe
Terminal (‘“ZPT’). This will help solve the difficul-
ties resulting from the lack of access capacity at the
hub. The single entry point will make it possible to
transfer volumes within this area from any point
bordering the Zeebrugge zone, at a ‘commodity’
tariff and without having to reserve capacity. This
connection will improve liquidity at the hub, since
all operators active on the other terminals will be
able to negotiate on the hub without having to
overcome existing barriers to entry.

In addition, Fluxys has committed to making the
necessary investments to improve the intercon-
nection of the three terminals (Interconnector
Zeebrugge Terminal, Zeepipe Terminal and LNG
terminal) by October 2010 at the latest. Such inter-
connection will increase liquidity on the Belgian
and French markets.

District heating

The commitment proposed for eliminating the
problems identified in the market for district
heating in France (by divesting GDF’s subsidiary,
Cofathec Coriance) would remove the horizontal
overlap created by the transaction. The number of
networks and the volume of heat production to be
divested will ensure the viability of the divested
business. The divested entity will therefore be able

to play a credible role in tendering procedures.
Since this commitment entirely eliminates the
horizontal overlap in a structural and well defined
manner, the Commission concluded that it would
be sufficient to eliminate the concerns identified
in this market.

5. Conclusion

The Commission concluded that the commit-
ments submitted by GDF and Suez were sufficient
to address all competition concerns raised by the
concentration and therefore declared the transac-
tion compatible with the common market and the
functioning of the EEA Agreement pursuant to
Article 8 (2) of the Merger Regulation.

The experience and knowledge acquired with
this case will undoubtedly prove useful in future
merger cases and beyond. The results of the energy
sector inquiry (°) have provided indications that
the gas and electricity markets are still not work-
ing as they should. While the Commission sup-
ports European integration and restructuring of
the energy sector, it must ensure that any compe-
tition concerns are remedied, and that consum-
ers are protected. The remedies of this case are
consistent with the findings of the energy sector
inquiry which emphasise the need for i) structural
solutions, such as ownership unbundling, aiming
at severing the link between supply and infra-
structure and ii) greater investment in infrastruc-
ture capacities to secure pro-competitive condi-
tions for the sustainable development of energy
markets.

(°) On 10 January 2007, the Commission published its
final report on the energy sector competition inquiry,
concluding that consumers and businesses are losing
out because of inefficient and expensive gas and elec-
tricity markets. Particular problems include high levels
of market concentration; vertical integration of supply,
generation and infrastructure leading to a lack of equal
access to, and insufficient investment in infrastructure;
and, possible collusion between incumbent operators to
share markets.

The final report is available on DG Competition’s web-
site at: http://ec.europa.eu/comm/competition/sectors/
energy/inquiry/index.html
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Merger control

Empirical estimation of a discrete choice model for filler calcium

carbonates in the paper industry ()

Benoit DURAND (%) and Enrico PESARESI,

Directorate-General for Competition, Chief Economist Team

1. Introduction

This paper presents the econometric work carried
by the members of the Chief Economist (CET) for
the merger decision M.3796 — Omya / JM Huber.
The merging companies produce and sell calcium
carbonate, an industrial mineral largely used in
the paper manufacturing. We use customer level
data to estimate the substitution pattern between
the different suppliers of calcium carbonate filler
for the paper industry. The dataset consists of
detailed information on annual shipments from
the major suppliers to paper mills in the EEA. The
data was collected by the European Commission
for the investigation of the transaction involving
Omya and JM Huber.

One of the major issues the Commission faced
during this merger investigation was to determine
whether ground calcium carbonate (GCC) and
precipitated calcium carbonates (PCC) belong to
the same relevant market. The notifying party
claimed that sales of PCC form a distinct mar-
ket, a market definition that produces a minimal
overlap, while third parties argued that GCC and
PCC are considered interchangeable by custom-
ers. Using the data collected during this merger
review, the CET estimated an econometric model
that was used in conjunction with other pieces of
evidence to allow the Commission to take a view
on the delineation of the relevant market.

PCC and GCC are both used for various appli-
cations in the paper industry, in particular for
“filling” applications. This industrial procedure
consists in adding the mineral to the cellulose
slurry before it is formed into the sheet. The filling
application improves the quality of paper in terms
of whiteness, opacity, brightness and colour; fur-
thermore, it increases its dimensional stability
and bulkiness.

GCC is produced from the different types of the
raw material CaCoO,, which is commonly found
in nature throughout the world and mined by

(") The content of this article does not necessarily reflect
the official position of the European Communities.
Responsibility for the information and views expressed
lies entirely with the authors.

(3) Benoit DURAND is a former member of the Chief Econ-
omist Team and is now Director of Economic Analysis,
UK Competition Commission.

both opencast and underground methods. The
main types of CaCO, used for producing ground
calcium carbonate (GCC) are sedimentary (lime-
stone or chalk) or metamorphic (marble). GCC
derived from these sources differs in terms of the
level of brightness of the paper produced, higher
for marble, which is the preferred type for paper
industry, and lower for limestone and chalk.

PCC is a synthetic industrial mineral obtained
from burnt lime or its raw material, limestone,
through a chemical precipitation process. Unlike
other industrial minerals, PCC can be shaped
and modified to offer differing properties to the
paper produced. Despite the major benefits deriv-
ing from this property, PCC can reduce the fibre
strength and on average requires a longer produc-
tion process for paper than GCC.

Because logistic and transportation costs are
important considerations in this industry, paper
mills purchase filler requirements from mineral
plants that are sufficiently close. In principle, if
customers bear the transportation costs, when
choosing between two identical sellers, they will
always prefer the one closer to their location. In
this particular case, transaction records show that
transportation costs were not always invoiced as a
separate service, but rather included in the overall
price. However, this did not make much of a dif-
ference, since the costs in question are in practice
perfectly transparent and understood by every
actor in the industry (®). It follows that a plant
will face less competition if its rivals are located
at greater distance in comparison to a plant that
has many plants in its vicinity. Spatial differentia-
tion appears to be therefore an important consid-
eration for market definition and the competitive
effect of the transaction.

A large portion of PCC is supplied through on-site
plants, that is to say, plants producing PCC that
are built directly on the site of the paper mill that
is their (main) purchaser. Contracts between an
on-site plant and the host paper mill tend to run

(®) In phone conversations with various customers about
their different choice of suppliers, all quoted the cost
of transportation that they would have to pay for each
alternative. Ultimately, it made little difference to
them whether they bear directly such costs or these are
included in the final price.
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for a minimum of five years at least, though recent
contracts have been awarded for ten years (*).
Although the major part of an on-site plant pro-
duction is normally sold to the host paper mill,
on-site plants also ship PCC to other paper mills.
On-site PCC plants are thus considered to be a
source of supply for the merchant market. We
focus on the interaction between merchant GCC
and merchant PCC, that is, PCC that is supplied
by an on-site operator to mills other than its host
mill. Because of data limitations, we do not con-
sider the interaction between supply of GCC and
selection of on-site PCC delivery (°).

The empirical study applies a discrete choice
approach to estimate the substitution patterns
between the various producers of carbonates
filler. The purpose of this exercise is to determine
to what extent GCC and PCC are choice substi-
tute and furthermore to what extent the merging
parties, Omya and Huber, were close competitors
prior to the transaction. The results of economet-
ric model should shed light on the post-merger
competitive effect of the transaction. However,
this study does not pretend to estimate the price
effect of the transaction.

2. A Choice Model

The model adopted in this study assumes that each
paper mill will select a supplier of filler calcium
carbonates that is located within a certain geo-
graphic distance. This assumption is born by the
reality of the marketplace. In principle, no physi-
cal hurdle nor any regulation prevent a paper mill
from importing GCC or PCC from mineral plants
located very far from it. However, transportation
of PCC and GCC involves a host of logistic prob-
lems that increase shipping costs. Not only suppli-
ers and customers have indicated that transporta-
tion costs constrain the ability of shipping GCC
and PCC, but also the set of transactions provided
by the suppliers to the Commission reveals that
shipments are limited in their geographic scope.
The choice model will predict the probability that
a paper mill choose a particular supplier within its
relevant geographic zone.

(*) Because logistics and transportation costs are an
issue, some paper mills that have large carbonate filler
requirements have opted to host a satellite plant on their
premises. In principle, the operator of the on-site plant
is selected through a tendering process. The winning bid
builds an on-site plant and delivers PCC to the host mill
for a few years.

(®) This is due in part to the lack of information on the
number and the type of plants that could serve these
paper mills at the time when they opted for a long-term
on-site contract.

In a discrete choice model the decision maker
must select only one alternative between mutu-
ally exclusive alternatives (°). For this industry,
each paper mill chooses between different mineral
plants for its requirement of filler calcium carbon-
ate. The fact that each paper mill tends to be sup-
plied by a single plant for its filling requirements
of calcium carbonates makes the discrete choice
framework highly appropriate.

2.1. Customer’s Choice Set

The transaction data shows that a few paper mills
are served by more than one plant. But in princi-
ple, paper mills have only one primary source of
filler calcium carbonate for each paper machine
and often for the entire mill. For the few paper
mills that purchase filler calcium carbonates from
more than one plant, these mills have several
paper machines, but no paper machine is fed with
calcium carbonates from two different plants (7).
The choice is then made at paper machine level.
For the purpose of this study, when a paper mill
is served by more than one plant we consider
only the main supplying plant. But for a few cases
where there is no clear main source of supply, we
include the different shipments and assume that
the choice of supplier for each paper machine is
independent.

To delineate the choice set of each customer, we
applyarulebased ona maximum distance between
each paper mill and all mineral plants located
within the EEA. All plants located beyond that
maximum distance are excluded from the choice
set. In other words, we assume that the probability
that a plant located beyond that distance serves a
customer is simply zero. However, we account for
the fact that transportation costs vary depending
on the product (GCC or PCC), the water content,
and the mode of transportation (¥).

The maximum distance will vary depending on
the mode of transportation. When the mode of
travel is trucking, it is assumed that plants located

(°) McFadden (1974) introduced the conditional logit to
estimate a choice model. For a thorough introduction of
discrete choice model, their properties and estimation
techniques we refer the interested reader to Train (2002)
and Greene (2003) chapter 21.

(7) Because the operator will adjust the various technical
parameters of the paper machine to the specificities of
the calcium carbonate filler, such technical fine tuning
prevents dual sourcing for any paper machine.

(®) Note that although the size of the quantity requirements
of a customer may have an effect on the possible travel-
ling distance because of economies of scale in shipping,
generally the maximum distance is taken so that it is
unlikely that any volume size will be shipped beyond
such distance.
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farther than 700 km from a paper mill cannot be
included in the choice set of that particular cus-
tomer (°). Although shipments travelling beyond
700 km occur once in a while, they usually cor-
respond to trials, when a customer is fitting a new
product on a paper machine. However, the rule of
700 km is altered for PCC merchant (that is to say,
not “on-site”) plants. Unlike on-site PCC plants,
merchant PCC plants have the capability of ship-
ping PCC with much less water content, which
substantially lowers the costs of transportation.
The maximum distance for these alternatives is
thus higher, and is set at 1,000 km. The probability
that a customer selects a plant located beyond this
distance is negligible. When nearby seaport facili-
ties are available, plants can ship calcium carbon-
ates by sea. This mode of transportation is more
economical, and the average distance travelled is
longer than that achieved by trucks. In this study
the maximum reasonable distance is set at 1,700
km for PCC and 2,000 km for GCC. Finally, the
study considers the possibility of shipping filler
carbonates via rail with a maximum distance of
about 800 km. As a result of these assumptions
each paper mill has a unique choice set. The prob-
ability of a paper mill selecting a plant beyond
these maximum distances is sufficiently close to
zero that these alternatives can be discarded.

The choice set of each individual paper mill con-
tains PCC or GCC plants owned by different firms.
In terms of volume shipped, the number one pro-
ducer of GCC in the EEA is Omya, and Imerys
is second. There are also some minor producers
with only a few small plants such as Provengale
and Reverté. However, because the number of
shipments collected was few for these two produc-
ers, they were dropped entirely. In the EEA PCC
for the paper industry is supplied by JM Huber,
Omya, SMI, Solvay and Schaeferkalk. Note that
Solvay and Schaeferkalk operate on-site plants for
specialty paper, they also make some off-site sales
but their presence is relatively small in compari-
son with the other producers. Again, because the
dataset contains very few observations for Solvay
and Schaeferkalk, observations for these two pro-
ducers were also dropped.

2.2. Customer Behaviour

The study models the probability that a paper
mill selects a supplier of filling mineral as a func-
tion of the producer plant characteristics and
the customer’s (paper mill’s) own characteristics
while allowing for unobserved heterogeneity in

(°) GCC or PCC are transported by trucks each carrying a
load of 14 to 20 dry metric tons.

preferences over the producers’ offer. Customer
n’s utility from being supplied by plant j can be
written as:

Uii=Vei(zj, %nj, ) + €njy
where
n denotes a paper mill, n=1,...,N and

j denotes alternatives, j=1,...,].

Vai(z; ,xw, 0) represents a systematic component of
utility in which zj is a vector of observable plant/
product characteristics, x,; a vector of observable
attributes specific to the customer as well as to
the choices and 0 is a vector of parameters to be
estimated. &, is the random component of utility
that represents the unobserved customer »’s idi-
osyncratic taste for being supplied by plant j. Each
paper mill will choose the calcium carbonate plant
that provides the highest utility level. Therefore,
the probability that customer n selects plant j as
its major supplier of its calcium carbonate filler is
written as:

Py = Pr(U,; > Un) forany j#i, ij € J
= Pr(eni - &y < Vi - Vi) for any j#i, ij € Ja

where J, is the subset of plants that constitutes the
choice set of paper mill n.

Assuming that the error term is i.i.d and follows
a Type I extreme-value distribution, the formula
above yields the multinomial logit formula. How-
ever, the logit model imposes the ITA assumption
that restricts the pattern of substitution between
alternatives. The nested logit is a less restrictive
model in which the i.i.d assumption is replaced
with a variance component structure. The distri-
bution of the unobserved component of utility is
a type of generalised extreme value that allows
the unobserved portion of utility to be correlated
for alternatives that are grouped within the same
nest, but still to remain uncorrelated with alter-
natives that belong to different nests. The error
structure of the nested logit implies that the IIA
assumption holds within each nest, but for any
two alternatives that belong to different nests, the
ratio of probabilities depends on the attribute of
other alternatives in the corresponding nests. The
substitution pattern is thus derived from a pri-
ori segmentation. Daly and Zachary (1978) and
McFadden (1978) have shown that the nested logit
model is consistent with utility maximisation.
One advantage of using the nested logit model is
that it yields closed-form equations for the plant
choice probabilities, thus easing estimation while
allowing for varied correlation patterns among
the different alternatives.

PCC and GCC share similar characteristics that
enable paper makers to increase the paper quality.
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These calcium carbonates allow the production of
paper at lighter weights but with added bulk and
with better brightness and opacity. Yet PCC and
GCC also differ in various respects. Unlike GCC,
PCC is a synthetic product that can be shaped and
modified to offer differing properties to the paper
produced. PCC offers higher brightness, opacity
and bulk in comparison to GCC. But employing
PCC brings some disadvantage such as the reduc-
tion in the fibre strength to a point which limits
the filler loading levels. Because the properties of
PCC and GCC are not directly observable by the
econometrician, it is likely that the unobserved
portion of utility of PCC products are correlated,
and similarly for GCC products. We postulate that
PCC products are more similar than GCC prod-
ucts, and combine these alternatives together in
one nest. For the nested logit, the probability that
a paper mill n select plant j in nest k is commonly
presented as the product of two probabilities:

P, = Pyy-Pu for k = PCC, GCC

where Pyjx is the probability of selecting alterna-
tive j conditional on choosing any alternative in
nest k, and Pux is the probability that paper mill n
selects any alternative in nest k. Formally, these
probabilities are written as:

ellnk

P, = where I =1InYe"’"

K Ly’
Zl_le Hnl ieBy

Vi M

Vi / M
ngBke ’

L is called the inclusive value and represents the
expected utility for all the alternatives included
in nest k. The inclusive value parameters A« also
known as the dissimilarity parameters should be
within the unit interval for the model to be glo-
bally consistent with utility maximisation (**). And
(I — Ax) is a measure of correlation of unobserved
component of utility within each nest. When
Ax = 1, there is zero correlation, and the model is
equivalent to a standard conditional logit.

Pn’|k =

Y

3. Empirical Specifications

The indirect utility function of customer n is
assumed to take the following linear form:

an = /31Pnj + /.;zTnj + Gan (1)

(1%) For more on the global conditions for the nested logit
model to be consistent with utility maximisation see
Daly and Zachary (1979) and McFadden (1978). For
value of A greater than one, Borsch-Supan (1990) derives
conditions for which the model is locally consistent with
utility maximisation. For an empirical application see
Kling and Herriges (1995).

The indirect utility depends not only on the price
charged by each alternative j, P,;, but also on the
logistic costs of shipping calcium carbonates, T,
and other exogenous variables included in Z,;.

The price variable used in the estimation is the
price ex-work that plant j charges to paper mill .
However, the price of alternatives thatare not actu-
ally chosen is not directly observable. Unlike
consumer good industries suppliers do not offer
uniform prices. In fact, they tend to charge prices
that are relatively different from one customer to
another (M). As a result, the price that a mineral
plant could charge to a new customer may not
be the same as the one that it already charges to
its current customers. This fact makes it difficult
to attribute a price for alternatives that were not
selected.

Because the price of alternatives that are not
chosen is not observable, this study resorts to
constructed hypothetical prices for each paper-
mill-alternative pair. A simple OLS regression
is used to make out-of-sample prediction. The
ex-work price is likely to depend on the quantity
required, the type of mineral, whether PCC or
GCC, and if GCC whether it is chalk, limestone
or marble based GCC, the type of paper for which
the filler pigment is being used as well as the cost
of operating the supplying plant. Using actual
2004 transaction data, the estimated price equa-
tion is described below:

priceij = o + grquantity; + gmneral; +

L ]
> i papertype; + Dy; paperdummies; + v (2)
=1 i=1

The plant dummies will capture unobserved plant
characteristics that are likely to be associated with
larger or lower prices. To check the robustness of
our results, we implement two other specifications
of equation (2) without the quantity variable. One
of them is similar to the above equation without
the quantity variable. The second specification
includes labour costs and energy prices. Using the
OLS regression coeflicient estimates, we predict
the prices of these non-selected alternatives.

As already mentioned, logistics is an important
consideration when selecting a supplying plant.
Interviews with customers confirm that, also for

(1) Large paper companies own several mills, and in this
case it is rather unlikely that a calcium carbonate sup-
plier can charge different ex-works price to paper mills
belonging to the same paper company. As a result, the
price of non-selected alternatives would be the same
as that of paper mills actually selecting the product at
issue. However, not all paper companies own several
paper mills, and not all paper companies deal with all
suppliers.
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plants within the actual choice set of a given mill,
it remains an important decision factor. Moreover,
the logistic costs vary depending on the means of
transportation: the most frequent mode of trans-
port is trucking, but shipping across water is also
used by some mineral plants. Because the data
on transportation costs as provided by the differ-
ent suppliers are inconsistent (e.g. because it does
not appear as such in the invoicing), distance is
an objective measure that is taken as a proxy for
transportation and logistic costs. However, since
transportation costs also vary with the water con-
tent of the calcium carbonate product (the higher
the water content, the larger the transportation
cost), distance is adjusted for the solid content.
Merchant plants ship filler PCC with dry content
of 50% and sometimes 70%. Alternatively, on-site
PCC plant ship up to 35% dry content. In addi-
tion, filler GCC is made drier than filler PCC.

Dummy variables for each supplier are also
included in most of the empirical specifications
of the model. These variables should capture
unobserved attributes for this producer such as
customer relationship, image etc. The model also
includes dummy variables for the types of GCC.
The raw material for GCC is chalk, limestone and
marble. Chalk GCC is usually cheaper and pro-
vides lower brightness levels.

4. Data

The data was collected for the European Commis-
sion investigation of the acquisition of twelve JM
Huber on-site plants by Omya, six of which are
located in Europe. The merging parties provided
annual shipments to paper mills for the years
2002-2004. For many shipments the data also
contained the price with and without transporta-
tion costs, the distance (in km) between the min-
eral plant and the paper mill, slurry form, and the
mode of transportation, road, sea vessel or rail. In
addition, the Commission requested the annual
capacity of each plant.

Third parties active in GCC and PCC also pro-
vided similar data. Imerys is the only other firm
active in both GCC and PCC. SMI, Solvay and
Schaeferkalk provided data on PCC shipments.
Finally, two small producers of GCC, Provengale
and Reverte also supply similar data.

Each producer provided the distance for all of
their shipments. The distance of all alternatives
included in each customer choice set was com-
puted using web-based software at www.mappy.
com. The zip code of each plant and each paper
mill were used to locate their respective geo-
graphic position, which enabled the software to
provide an estimated distance using available
roads and highways.

Because of the necessary investments in logistics,
the study assumes that shipping via sea vessel is
an alternative restricted to only a few plants and
customers. Only a handful of plants use sea vessel
to deliver their products to a number of custom-
ers. This study therefore considers that only plants
that have already shipped their product by sea
can realistically do so for other customers. Simi-
larly, only customers who are currently served
by sea vessel could consider switching to a plant
using that same mode of transportation. The same
assumption is made for shipments via rail.

After eliminating outliers such as trials, small
quantity shipments (less than 500 dmt annually),
and ex-works prices that are too high to be real-
istic (above Euro 200 per dmt) (*), the final data-
base contains 139 annual transactions for 2004 for
4 suppliers of calcium carbonates. Omya supplies
both PCC and GCC. Imerys only supplies GCC,
as it started its Husum PCC operation in 2005,
and Huber and SMI supply only PCC.

5. Estimation Results

Nested logit model can be estimated either in two
steps, by first estimating the conditional probabil-
ity and then the marginal probability, or by esti-
mating the entire probability model using stand-
ard maximum likelihood. The latter procedure is
the most commonly employed. Greene (2003) in
chapter 21 specifies a nested logit model without
dividing V,; by A. The estimation of such a model
may lead to different results from the other ver-
sion. Unfortunately some software packages such
as STATA implements the Greene formulation
while this version may not be consistent with
utility maximisation (*¥). One way to circum-
vent the problem is to constrain the dissimilarity
parameters of all nests to have the same value. In
this case, the only concern is the scaling of the
coeflicient estimates ().

The CET have estimated different specifications
of the nested logit model imposing the constraint
A = Aw. The different specifications are used to
test the robustness of the coefficient estimates, in
particular of B, and the predicting power of the
model. In this paper we will present only one set
of results.

('?) Shipments whose prices are unusually high are likely to
be trials.

(3) For more on this discussion see Henscher and Greene
(2002) and Heiss (2002). Note that NLOGIT, compan-
ion software of LIMDEP, estimates the two versions of
nested logit model. But the European Commission does
not possess this software, and the procurement rules
would delay any acquisition.

('*) For more on this topic see Heiss (2002).
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Table 1 reproduces the estimation results when
the price equation (2) includes quantity, the types
of calcium carbonates, the types of paper and a set
of dummy variables for each plant. Columns 1, 2
and 3 present the results for three basic specifica-
tions. In summary:

The coeflicient estimate on price has the expected
sign and is statistically significant at the 1% level.
This result is consistent throughout the different
specifications presented in Table 1.

Transportation costs are proxied by the variable
distance, which is itself interacted with the mode
of transportation (**). Column 1, 2 and 3 show that
longer distance affects negatively the chance of a
plant to supply customers. However, when trans-
portation is done via ships, this tends to annihi-
late the distance factor. In fact, the coeflicient esti-
mate on the interacted variable is always slightly
greater for these three specifications, though that
difference is not statistically significant. Column 4
presents the results when the distance variable is
interacted for all three modes of transportation.
Two of these coeflicient estimates are not statisti-
cally significant.

Column 5, 6 and 7 present the results of a model
specification that is similar to that presented in
column 3 but including another relevant variable.
In column 5, the empirical model specification
includes the interaction between the price variable
and a dummy variable for paper-mills that belong
to large paper companies. Arguably the price
sensitivity of these paper mills could be different
given that, for example, negotiations with suppli-
ers could take place at the group levels and include
deals covering several paper mills. Although the
coefficient estimate indicates that these mills are
less price sensitive, the estimate is not statisti-
cally significant. Column 6 presents a specifica-
tion where a variable is included that accounts for
the amount of spare capacity of each alternative
relative to each customer’s requirement. Note that
there is no clear theoretical prediction how this
variable should affect customers’ choice: the pres-
ence of spare capacity with respect to the require-
ments of a given customer may indeed indicate
that the plant can readily deliver the product to
the customer, which should influence price posi-
tively; alternatively, it may also signal that the
plant is not reaching an optimal utilisation rate,
or, for PCC, is an older generation plant that is
being less used — which should influence the
price negatively. The estimation results support
the latter interpretation, with a negative coeffi-

(1) Other specifications not presented here include distance
divided by solid content.

cient, although the magnitude of the coefficient
estimates on the distance variables casts some
doubt on the sensibility of this specification.

Finally, column 7 presents a specification where a
variable accounting for customer loyalty is intro-
duced. When a paper mill belongs to a paper com-
pany that already deals with the supplier that owns
the plant the dummy variable “customer loyalty”
is equal to 1, otherwise it is zero. The coefficient
estimate is positive as expected and statistically
significant. This result suggests that paper-mills
would prefer selecting a supplier with whom their
paper company already does business with.

6. Choice Elasticities

The nested logit specification adopted in this
study models the choice probabilities as func-
tion of observed variables. Once such a model is
estimated it is useful to know the extent to which
these probabilities vary in response to a change
in price. The coefficient estimate of the price vari-
able is not directly interpretable. We present the
changes in terms of semi-elasticities. That is, by
how much the choice probabilities are altered for
a 1% change in price. To compute the own price
elasticities we restrict our attention to customers
who are actually selecting the alternative in ques-
tion. Table 2 presents the elasticities for the model
specifications presented in column 1 of table 1.
The elasticities for the other specifications of table
1 follow very similar patterns.

The first cell indicates by how much the prob-
ability of selecting an Omya GCC plant would
decrease following a price increase of 1%. The fig-
ure indicates that current Omya customers would
on average rapidly switch to another supplier
should Omya raises its price too much. A 5% price
increase would certainly leave Omya with no cus-
tomers as the probability cannot decrease by more
than 1.

The cross-price elasticities are provided in the
diagonal cells of table 2. When Omya increases
its price, its current customers are more likely to
switch on average to Imerys than to other sup-
pliers. Note that not all Omya customers would
have Imerys as an alternative in their choice set.
As aresult, this change in probability only applies
to these customers for whom Imerys is a realis-
tic alternative. The cross-price elasticities for
Imerys’s current customers reveal that following
a price increase these customers are more likely
to switch to Omya GCC than to other suppliers.
This result tends to indicate that GCC customers
would prefer first another GCC supplier. Focus-
ing on Huber’s customers, the difference in cross-
elasticities is much less pronounced in this case.
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Following a price increase, Huber’s customers are
more likely to switch to Omya PCC, although the
probabilities of switching to the other alternatives
are not much lower.

7. Conclusion

We use the data collected by the Commission to
estimate a discrete choice model to shed light on
the substitution pattern between GCC and PCC.
The purpose of this work is to check and possi-
bly complement other evidence about market
definition collected by the Commission during its
investigation. In particular, contrary to the noti-
fying party’s claim, interviews with customers
and switching evidence pointed toward a broad
market including both filling PCC and GCC. The
elasticities results of the choice model support the
existence of a broad market.
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Table 1 — NLM estimation results

(Variables used to predict price: quantity, pcc, gcc_limestone, gcc_chalk, Speciality, UWF, CWF, UMP,
CMP, Board, Plant_dummies)

()] (2 ®3) ) (5) (6) (7)
Price -.0095%%* -.0161%* S0133%%¢ | -01196% | -.014967¢ | -.01274%* | -.01505**
(0.003) (.003) (.003) (.003) (.003) (.003) (.003)
Large Customer Price 0041
Q) (.005)
Distance -.0029 *** -.0039%** -.0037**%* -.0038*** -.0049+%* -.0040%*
(0.001) (.001) (.001) (.001) (.001) (.001)
Distance for Ship .0030*** .0039%** 0037 -.0001 .00370* .00814*** .0039%**
Shipments (0.001) (.006) (.001) (.0003) (.001) (.001) (.001)
Distance for Road -.0039*%%
Shipments (.0007)
Distance for Rail Ship- -.0001
ments (.0009)
GCC Chalk 1.1110%** .3069 4779 .2963 -.5670 1623
(0.562) (.517) (.590) (.514) (.776) (.481)
GCC Limestone 1.7534 *** 1.2652%* 1.3328%* 1.2559** 2.1592%% 1.2587**
(0.578) (.528) (.635) (.524) (.996) (.490)
GCC Marble .8856** .3483 .5002 3167 .7984 .2625
(0.533) (.503) (.581) (.503) (.765) (.467)
Imerys -.8923%* -.79410%* -.7067*%* -.7704** -2.32404% -.6800**
(.269) (.294) (.298) (.297) (.547) (.302)
SMI -2.2792%** -1.5991%* -1.2179** -1.5913** -3.0320*** -1.7307***
(422) (.552) (.580) (.550) (.769) (.548)
Huber -1.3705%** -.8742 -.6136 -.8534 -2.7103*%** -.4492
(.462) (.592) (.628) (.595) (.838) (.597)
Spare Constraint -.0979***
(.015)
Customer 1.1721**
Loyalty (.568)
Icv 739444 1.1199*** 1.0206*** .8661** 1.0245%** 105214+ 1.1097*%*
(.20) (.224) (.273) (.240) (.276) (.359) (.292)
Log-likelihood -189.9250 | -187.3531 -182.8319 | -175.8821 | -182.5698 -75.7761 -180.9856
Observations 993 993 993 993 993 992 993
(Groups) (139) (139) (139) (139) (139) (139) (139)
Predictive Power (%) 74 83 80 81 79 119 81
Nests 2 2 2 2 2 2 2

Standard Errors are presented in parenthesis. * , **, *** = significance level at 10%, 5% and 1% respectively.

(") Dummy variable Large Customer is equal to 1 when a paper mill belongs to one of the top five paper companies: IP, Stora
Enso, Sappi, Upm, M-real.
(*) Number of observed choices predicted by the model.

Table 2 — Weighted semi-elasticities of probability with respect to prices.
(Variables: Distance, Distance for Ship, GCC Chalk, GCC Limestone, GCC Marble)

Effect on the probability of selecting
%price change Omya GCC Omya PCC Huber PCC Imerys GCC SMI PCC
Omya GCC -0.1948 0.0225 0.0296 0.0630 0.0296
Omya PCC 0.0952 -0.1762 0.0092 0.0296 0.0540
Huber PCC 0.0325 0.0505 -0.1090 0.0422 0.0421
Imerys GCC 0.1304 0.0114 0.0046 -0.1867 0.0390
SMIPCC 0.0599 0.0188 0.0115 0.0060 -0.1080
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ECJ Judgement of 5 October 2006 Commission v. France: A major
step forward for the recovery policy ()

Bernadette WILLEMOT and Anne FORT,

Directorate-General for Competition, unit |-4

On 5 October 2006, the Court of Justice issued
an important judgement for the State aid recov-
ery policy (%). The article below summarises the
facts that gave rise to the case before the Court
and gives an overview of the reasoning followed
by the Court. Finally, it highlights the importance
of this judgement for the execution of Commis-
sion recovery decisions.

1. The facts

On 12 July 2000, the Commission found that the
aid granted by France to Scott Paper/Kimberly
Clark (*) was incompatible with the common
market and took a final negative decision ordering
its recovery. The aid amounting to €12.3 million
consisted of a preferential price of land and of a
preferential water treatment levy.

Following the Commission decision, the French
authorities issued the assessments ordering the
recovery of the aid and the relevant interests to the
beneficiary. These assessments were challenged by
Scott Paper before the “tribunal administratif” of
Orléans. Under French law, the challenge of these
assessments leads to an automatic suspension to
their execution. In addition Scott Paper contested
the Commission decision before the Court of First
Instance of the European Communities (*).

After several exchanges of correspondence
between France and the Commission with a view
to speed up the recovery procedure, the Commis-
sion decided to sue France before the Court of Jus-
tice for failure to execute the Commission decision.
Despite the two-month deadline set by the Com-
mission decision, only a minor part of the aid (°)

(") The content of this article does not necessarily reflect
the official position of the European Communities. Res-
ponsibility for the information and views expressed lies
entirely with the authors.

(?>) Case C-232/05, Commission v France, (2006), not yet
reported.

(® 0]J,15.01.2002, L 12, p. 1-32.

(*) Case T-366/00 Scott v Commission, (2007), not yet
reported. On 23 March 2007, the Court of First Instance
annulled part of the decision that concerns the aid gran-
ted in the form of a preferential price for the property.

(®) One part of the aid linked to the preferential water
treatment levy was repaid by the company Procter and
Gamble who took over the assets of the Scott plant in
June 1998.

had been reimbursed four years after the adop-
tion of the recovery decision by the Commission.
On that basis, the Commission considered that the
French State did not fulfil its obligation to achieve
an immediate and effective execution of the Com-
mission decision as defined by Article 14(3) of the
Council Regulation 659/1999 of 22 March 1999
(“the Procedural Regulation”) (°).

2. The judgement

The judgement brings very interesting clarifica-
tions on two essential points of the state aid field. It
makes clear that the measures taken by the Mem-
ber State must lead to the immediate and effective
execution of the Commission recovery decision
and clarifies the principles governing the actions
by the beneficiary against the Commission deci-
sion both at Community and national levels.

2.1. The national measures chosen to
execute the Commission decision must
lead to an immediate and effective
execution

In its action for failure to comply with the Com-
mission’s recovery decision before the Court, the
Commission argued that the French procedure
which provides for an automatic suspensory effect
of actions brought against demands for payment
issued in order to recover aid did not fulfil the
criteria of an “immediate and effective” execution
of the Commission decision as contained in the
Commission decision and in Article 14(3) of the
Procedural Regulation.

The French government counter-argued that it
had taken all necessary steps to implement the
Commission decisions and that the national pro-
cedure applied did not preclude the execution of
the Commission decision. Besides, the French
authorities submitted that the expression “imme-
diate and effective” execution of the Commission
decision contained in article 14(3) of the Proce-
dural regulation did not mean that the aid must be
effectively recovered immediately, but that it was
sufficient for the recovery procedure to be initi-
ated without delay.

(®) Council Regulation (EC) No 659/1999 of 22 March
1999 laying down detailed rules for the application of
Article 93 of the EC Treaty (O] L 83, 27.03.1999, pp 1-9).
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The Court refuted the arguments put forward
by the French authorities. The Court stated that
a national law providing for an automatic sus-
pensory effect of actions brought against recov-
ery orders failed to have regard to the objectives
pursued by the Community rules on State aid, in
particular the immediate restoration of the previ-
ously existing situation on the market.

By delaying the recovery of the aid, this national
provision goes against the principle of effective-
ness, which is embedded in art. 14(3) of the Pro-
cedural Regulation (). Consequently, the Court
ruled that the national law is contrary to article
14(3) of the Procedural regulation and should
have been left unapplied.

The Court thereby also emphasised the need for an
immediate execution of the Commission recovery
decisions, by stressing that the delays caused by
the national procedures did prevent the immedi-
ate restoration of the previously existing situation
and prolonged the unfair competitive advantage
resulting from the aid. Therefore, to achieve its
objective of an effective restoration of competi-
tion, it is necessary that the recovery of the aid is
effected immediately.

2.2. Appeal of Commission decisions

The Court also clarifies the remedies and proce-
dures available to the aid beneficiary acting against
the Commission decision or the measures taken
by the Member State with a view to execute the
decision. The Court recalls that a recipient of aid,
acting against the measures taken by the national
authorities to implement a Commission recovery
decision, cannot call into question the Commis-
sion decision without challenging this decision
before the Community Court.

The Court repeats that, unless interim measures
are taken by the CFI, the challenge of a Commis-
sion decision before the CFI does not have suspen-
sory effect. The judicial protection offered by the
EC Treaty to the beneficiary is therefore sufficient,
so that the suspensory effect of actions brought
before national courts can not be considered to be
essential to protect the aid beneficiary.

(7) ‘[...]JRecovery shall be effected without delay and in
accordance with the procedures under the national law
of the Member State concerned, provided that they allow
the immediate and effective execution of the Commis-
sion’s decision.|[...]”

By saying that only the Community judge can
grant interim measures to suspend execution of a
Community decision in the frame of an applica-
tion for annulment before the Community courts,
the Court seems therefore to exclude any possibil-
ity of forum shopping by the beneficiary of the aid
between the national judge and the Community
judge as far as interim measures are concerned.

3. The conclusions of the judgement in the
wider context of the recovery policy

The European Courts have consistently confirmed,
that “recovery of unlawful aid is the logical con-
sequence of the finding that it is unlawful” (%).
Recovery has not been conceived as a penalty but
as a way to restore the ex-ante situation on the
market. The “re-establishment of the previously
existing situation is obtained once the unlaw-
ful and incompatible aid is repaid by the recipi-
ent who thereby forfeits the advantage which he
enjoyed over his competitors in the market, and
the situation as it existed prior to the granting of
the aid is restored (°)”.

In the Olympic Airways judgement (*°), the ECJ] has
insisted that in order for a Commission recovery
decision to be fully executed, the actions under-
taken by a Member State must produce concrete
effects as regards recovery. The Scott judgement
takes this one step further, by insisting that the
repayment of the aid has to take place without
delay and that recovery must be immediate (). It
stresses that the time-frame within which the aid
must be recovered is indeed essential in order to
ensure the re-establishment of the ex-ante situa-
tion on the market. National procedures that pre-
vent the immediate restoration of the previously
existing situation and prolong the unfair com-
petitive advantage resulting from unlawful and
incompatible aid do not fulfil the conditions laid
down in Article 14(3) of the Procedural Regula-
tion.

From a recovery policy point of view, it is essen-
ti