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DiscuUsSION FORUM






PREFACE

The Austrian Federal Minister for Economic Affairs and Labour,
Martin Bartenstein, invited to a Discussion Forum on 24 January 2002,
devoted to the interlinked issues of "Competition and Competitiveness
in a New Economy". The discussion results were envisaged to feed into
the policy strategies of the Austrian Government as well as into the
Minister’s interventions on EU level. As a member of several Council
formations of the EU (Industry, Tourism, Internal Market, Employment
and Social Policy, Foreign Trade, Energy), the host makes use of the
discussion and the results in his interventions in the Council meetings.
Moreover, the efforts to draft a new Austrian competition law, which
did establish an independent competition authority by mid-2002, were
greatly enhanced by the results of the Forum.

The current volume brings together the statements delivered during the
Forum. In addition, a number of articles deal with competition policies
in a rather broad sense, on EU and national level. They include a
summary view from the EU Competition Commissioner on new
developments of Community competition policies, a general view of
how to reform Austrian competition policies as well as internal market
related issues concerning the Cardiff process and barriers to services.
Furthermore, a number of articles are devoted to sectoral regulation in
the electricity, railway, postal services and financial services sector as
well as on the regulation of shop-opening hours. In a final contribution,
the essence of the various articles and the results of the discussion
during the Forum are summarised.

The following few pages contain the programme of the discussion
forum as distributed to the participants.

1. THE TRADE-OFFS AND INTER-LINKAGES BETWEEN
COMPETITIVENESS AND COMPETITION

Do competition and competitiveness reinforce each other? Or is there a
trade-off between increasing competitive markets and the profitability
of a firm? Since only competitive firms and locations can succeed in the
global environment, the two aspects of business life do not seem to be
grossly contradictory. Nevertheless, a case can be made of large firms
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which may be competitive in the world economy but may at the same
time enjoy a dominant market position at the national level.

Moreover, a trade-off between competition and employment can be
argued to exist at least in the short run: Liberalisation and privatisation,
as well as unwinding a merger, could lead to immediate employment
losses in the sector concerned. Such losses due to the failure of a
company are directly visible and perceived by the general public, the
media and politicians. In contrast, the achievements of competition
policies are much less obvious in the short run: an effective competition
policy usually cannot do more than prevent price hikes and set the stage
against decreases in the quality and diversity of goods. However, in the
long run an effective competition policy which ensures a competition-
friendly environment is seen indispensible for sustained
competitiveness of companies in a certain location. This per se would
also have positive employment effects.

Another trade-off might exist between the prevailing degree of
competition and horizontal aid. Such aid may be viewed inevitable for
establishing the competitiveness of a firm in the first place. Policy-
assisted cluster formation and the protection of intellectual property
rights will in the short to medium run underpin competitiveness of
products, but may not be desirable from the competition point of view.

Questions:

* Is there an optimal competition intensity which leads to the
maximum degree of competitiveness?

* Is there an optimal degree of liberalisation which minimises the
differences between short-term and long-term effects on
employment?

* How should horizontal aid (R&D, cluster formation, protecting
intellectual property rights) be judged in the light of competition
policy?

* What role does asymmetric information play in the context of
competition and competitiveness?

2. EFFECTIVE COMPETITION IN A NEW ECONOMY
The New Economy, defined as productivity-driven non-inflationary

long run growth of output and employment, is largely based on (a) fast
dispersion of new technologies, in particular in the information and



communication branches, (b) salient macro-economic fundamentals and
(c) well functioning markets. The latter may depend on the general
competitive climate in the society as well as on the quality of
competition policy and regulation. Although the myth has lately been
taken out of the New Economy, new technologies still impinge on
product innovation and new production methods, which in turn may
have an important impact on the effectiveness of competition policies.

This leads to questions about how the New Economy does affect

competition:

* In what way and to what extent does the globalisation of markets
impinge on the definition of the "relevant market"? Do regulations
of market entry and exit become obsolete in a globalised market?

* Does increased transparency (resulting from new methods of
providing and transmitting information) reduce the need for strigent
competition policies?

* To what extent have the new technologies contributed to more
competition in former monopolistic network industries such as
energy, telecommunications or postal services? How are the
remaining monopolistic fields (predominantly the network per se)
to be dealt with by the competition authorities?

* Is there a new network monopoly emerging from the world wide
web? How should it be treated by competition policy?

The reform discussion regarding competition policies at the European
level aims at a larger degree of harmonisation as far as the law is
concerned, but at the same time at increased decentralisation when
individual cases are pursued (getting national authorities more involved
than before). At national level, the degree of competition will — among
other factors — also depend on the quality of institutions. The newly-
designed competition authority for Austria would be an independent
administrative body with the possibility to investigate cases and bring
them before the cartel court. The historic involvement of the social
partners in investigating competition cases is envisaged to be reduced.

If it is agreed that competition control must be strong in order to harvest

the full positive effects of the New Economy, further questions arise as

to the concrete implementation of competition control:

*  What would be a meaningful division of labour between national,
EU and international competition bodies? E.g.:
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- National level: improving market access, cooperation between
competition authorities and sectoral regulators, establishing a
network between national competition authorities.

- EU level: harmonisation of the legal system, concentration on
core cases, decentralisation of procedures, cooperation with
national authorities.

- International level: WTO negotiations on trade and
competition, dispute settlement mechanism

What should be the general design of the relationship between

sectoral regulators and competition authorities?

Will competition between competition authorities (forum shopping)

be advantagous or detrimental to the single market?
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INTRODUCTION
MARTIN BARTENSTEIN

It is a great pleasure for me to welcome you all here in the Palais
Ferstel. I am particularly honored that Nobel Laureate Prof. Joseph
Stiglitz has accepted my invitation to be the main speaker this evening,
and I am of course well aware that, apart from this event, his presence
in Austria is extensively used in order to profit from his great
knowledge and his many ideas.

This evening we would like to discuss the interlinked topics of
"Competition and Competitiveness in a New Economy". Globalisation
and the Single Market have visibly increased competition, which makes
it necessary for companies to constantly review their competitive
position on international markets.

Competition and competitiveness are highly influenced by the New
Economy, especially by new ways of production and the transmission of
information. These developments also pose new challenges to
competition policy and competition control.

At the extraordinary summit of EU heads of state and government in
Lisbon in March 2000, a new strategic goal for the European Union was
set for the next decade, namely "...ro become the most competitive and
dynamic knowledge-based economy in the world, capable of
sustainable economic growth with more and better jobs and greater
social cohesion."

Full employment and a real growth rate of 3% per year were judged as
essential to reach this goal. At this occasion, the shortcomings of the
European labour market were identified.

The reform discussion regarding competition policies on the European
level aims at a larger degree on harmonisation as far as the law is
concerned, but at the same time it aims at increased decentralisation
when individual cases are pursued (getting national authorities more
involved than before).

On national level, the degree of competition will — among other factors
— also depend on the quality of institutions. The newly-designed
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competition authority for Austria will be an independent administrative
body to which in the recent days also our social partners have signalled
their acceptance. The competition authority will have the possibility to
investigate cases and bring them before the cartel court.

At the same time, the traditional involvement of the social partners in
investigating competition cases will be redesigned. However, their
expertise and input will also be appreciated in the future.

Since only competitive firms and locations can succeed in the global
environment, competition and competitiveness do not seem to be
contradictory.

But do competition and competitiveness reenforce each other? Or is
there — on the other hand — a trade-off between increasing competitive
markets and the profitability of a firm? In this context, a case can
certainly be made of large firms that may be competitive in the world
economy but at the same time enjoy a dominant market position at the
national level.

Moreover, a trade-off between competition and employment can be
argued to exist at least in the short run: Liberalisation and privatisation,
as well as a merger, can lead to short term employment losses in the
sector concerned. Such losses are directly visible and perceived by the
general public, the media and politicians.

In contrast, the achievements of competition policies are much less
obvious in the short run: an effective competition policy usually cannot
do more than prevent price hikes and set the stage against decreases in
the quality and diversity of goods.

However, in the medium and long run an effective competition policy
which ensures a competition-friendly environment is seen indispensible
for sustained competitiveness of companies in a certain location. This
per se would also have positive employment effects.

Another trade-off might exist between the prevailing degree of
competition and horizontal subsidies which may be viewed inevitable
for establishing the competitiveness of a firm in the first place.
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Policy-assisted cluster formation and the protection of intellectual
property rights will in the short to medium run underpin
competitiveness of products, but may not be desirable from the
competition point of view.

Questions arise:

* Is there an optimal competition intensity which leads to the
maximum degree of competitiveness?

* Is there an optimal degree of liberalisation which minimises the
differences between short-term and long-term effects of
employment?

e How should horizontal aid (R&D, protection intellectual property
rights) be judged in the light of competition policy?

* What role does asymmetric information play in the context of
competition and competitiveness?

Let me also address the third block in our headline — the New Economy

— defined as productivity-driven non-inflationary long run growth of

output and employment, is largely based on three factors:

1. fast dispersion of new technologies, in particular of information
technologies,

2. stable macroeconomic fundamentals and

3. well functioning markets.

The latter may depend on the general competitive climate in the society
as well as on the quality of competition policy and regulation. Although
the myth has lately been taken out of the New Economy, new
technologies still impinge on product innovation and new production
methods, which in turn may have an important impact on the
effectiveness of competition policies.

Again questions arise as to the concrete implementation of competition

control, especially to harvest the positive effects of the New Economy:

*  What would be a meaningful division of labour between national,
EU and international competition bodies?

*  What should be the general design of relationship between sectoral
regulators and competition authorities?

Although time seems limited this evening, we are eager to cover a range
of aspects concerning the topic raised — a fact which is mirrored by the
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experts on the podium coming from different fields of work and

institutions:

* Of course I need not introduce Prof. Joseph Stiglitz. By the
economics profession he has long been regarded an outstanding
figure, as is demonstrated by his former posts as Chairman of the
US President's Council of Economic Advisors, as Chairman of the
OECD's prestigious Economic Policy Committee, as Vice President
and Chief Economist of the World Bank, as Professor at Yale,
Princeton, and now at Columbia University, and we applaude him
very much for winning the 2001 Nobel Prize in Economics! Prof.
Stiglitz also accumulated quite some practical experience in dealing
with competition cases while serving the US President Clinton.

*  Prof. Wolfgang Franz is Professor at the University of Mannheim
and  president of the "Zentrum  fir  Européische
Wirtschaftsforschung (ZEW)" — an outstanding German economic
research institute. His work is concentrating on employment issues
and can perhaps address the trade-offs between competition and
competitiveness and their likely effects on employment.

*  Dr. Paul Gorecki is Director of the Monopolies Division and Acting
Director of the Cartels Division at the Competition Authority. He
joined the Authority in June 2000. After working for the Canadian
competition authorities for several years, he joined the Economic
Council of Canada in 1978, before becoming Director of the
Northern Ireland Economic Council in 1992, from which he joined
the Authority in 2000.

* Prof. Dennis Mueller from the University of Vienna is an
internationally well known expert on regulation and regulatory
reform.

Thank you all again for joining us here on the podium, and thank you
for your attention!

May I now invite Prof. Stiglitz to take the floor.



Stiglitz 11

COMPETITION AND COMPETITIVENESS IN

ANEW EcoONOMY
JOSEPH E. STIGLITZ

I welcome this opportunity to talk about competition policy, because
there is perhaps no topic that is more important for the functioning of a
market economy. The theorems and analyses stating that market
economies deliver benefits in the form of higher living standards and
lower prices are all based on the assumption that there is effective
competition in the market.

At the same time when Adam Smith emphasised that competitive
markets deliver enormous benefits, he also emphasised the tendency of
firms to suppress competition. Enterprises can generate far more profits
by suppressing competition than by innovating and producing better
products. It has thus become an important role of government to insure
the maintenance of competition.

One of the experiences I had when I was at the White House was the
recognition that all people seemed to adhere to certain principles. One
of them was the strong belief that there should be no subsidies — for
everyone except themselves. Another principle that was universally
agreed upon was the value of competition in every sector of the
economy except their own. And of course a third one was the
importance of transparency and information, except the need for
secrecy in their own room.

It has been an important issue of public policy to analyze the
appropriate extent of competition and the mechanisms by which the
government can promote competition. The subject is vast, and in the
limited amount of time I will only touch upon three specific aspects of
this issue:

1. competition and the New Economy,

2. competition and globalisation and

3. certain issues associated with the administration of antitrust laws.
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1. COMPETITION AND THE NEW ECONOMY

As Mr. Bartenstein said, while the myth has been taken out of the New
Economy, a lot of ideas associated with the New Economy have
remained. In the United States we estimate that, as a result of the
changes associated with the New Economy, productivity has
dramatically increased from the 1.1 percent that prevailed from 1987 to
1993 to around 2.5 to 3 percent. One way of thinking about the New
Economy is that it is an innovation in the process of innovation. In a
way, it has brought to the floor an approach to the economy that was
pioneered almost a century ago by the Austrian economist Joseph
Schumpeter. He emphasised the importance of innovation in a market
economy, and his work, I think, is now beginning to come into its own.

For very long periods of time, the focus in market analysis was on static
models in which innovation was ignored, and clearly, this is an
inappropriate way of approaching the virtues of a market economy. One
has to focus not on the static analysis which is underlying much of
traditional economic analysis, but on the dynamic aspects that were at
the heart of Schumpeterian analysis. Schumpeter’s view was that
markets would be characterised by a sequence of short term
monopolies. Competition would not be static. There would be a
monopoly for a while, which would be succeeded by another monopoly,
so that competition would be dynamic. In that sense he provided strong
criticism to traditional antitrust policy. He seemed to argue, although he
never formulized the idea, that, through this process of dynamic
competition, the market economy would achieve some form of what
economists would call in templating jargon "intertemporal efficiency".

Schumpeter, I think, was asking the right question, unlike Arrow and
Debreu and many of the neoclassical economists who have ignored the
importance of innovation. But Schumpeter got the wrong answer.
Unlike the picture that Schumpeter envisaged, the analyses of
Schumpeterian models over the past two decades have shown that there
is a real possibility that a firm that established a temporary monopoly
position had a variety of mechanisms by which it could perpetuate that
temporary monopoly. As a result, the overall level of innovation would
be suppressed.
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This was an argument I put forward with my co-author P.S. Dasgupta in
a series of papers in the early 1980s. The points that we raised at that
time have amply surfaced in the New Economy. Take the Microsoft
case. The findings clearly demonstrated that this firm was able to
engage in a number of practices that suppressed competition and
thereby suppressed the overall level of innovation. Very early in the so-
called "wave of New Economy", in the early 1990s, when 1 was
Chairman of the Council of Economic Advisors, the practices of
Microsoft came to our attention and became immediately a source of
great concern. It was not just the Council of Economic Advisors that
was concerned about this issue, but also the Office of Science and
Technology Policy, the Office within the White House that is
responsible for maintaining an overall environment in which innovation
is encouraged. They believed, and we concurred, that the anti-
competitive practices posed a real threat to the level of innovation in the
United States and around the world. So both institutions urged the
Department of Justice to look at this issue more closely.

One of the issues that had been raised was that many of the proposed
resolutions to anti-competitive behaviors would in effect curtail in one
way or the other intellectual property rights (IPR). It is very
important to recognise that IPR are not a matter of natural law, but they
are man-made law. And they reflect the balance between the users and
the producers of knowledge. The Uruguay-Round tried to incorporate
and internationalize IPR by the TRIPS Agreement. In the judgment of
the Office of Science and Technology Policy and the Council of
Economic Advisors, and also in my judgement, that agreement did not
get the balance right. It was basically dictated by commercial interest.
The worst aspects of that have already come to light. The poorest
people in the world, in Sub-Saharan Africa, would not have access to
aid and drugs at prices they could afford. This meant that when the
Uruguay-Round was signed, it was effectively condemning to death
thousands of people. Fortunately the outcry that came in the last couple
of years about the TRIPS Agreement has served to redress the
imbalance, but the issue remains.

When we opposed that imbalance, our view was that it was not just an
imbalance of social welfare or protecting the rights of some of the
poorest people in the world, but also one of innovation, as the major
input into research is our given knowledge. Excessive intellectual
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protection can increase the costs of this vital input and this slows down
the pace of innovation. In order to maximize the pace of innovation, and
thereby increase competition, one needs to balance IPR.

There is now a vast literature supporting the perspective that the New
Economy entails huge network externalities, related to the fact that
there are benefits from using common languages. If one was using a
telephone for instance, and nobody was at the other side of the line, this
would not help anybody. You have to be able to talk to somebody. The
value of the telephone increases the more people are linked together in a
network. The same analysis applies to computer software, including
operating systems and word processing. On the other hand, having a
single "language" and communicating with it makes it rather easy to
establish a dominant technology, not because it is the most efficient
one, but because it is used by many people. There are lots of examples
of networks which are inefficient but used because it is difficult to
move from one system to another one. So the network externalities have
created an enormous potential for monopoly power and for the abuse of
that monopoly power.

There is a certain irony in the fact that the New Economy has in some
respect increased competition and the potential for competition, while
at the same time these network externalities and the way they have been
abused have actually reduced competition. To give you one example:
The internet makes it possible for you to easily compare the prices that
firms are charging. Increased information is essential for making
markets work well and the absence of information is an impediment to
the effectiveness of competition.

However, the new technologies have also increased the scope for
suppressing competition. We have seen symptomatic examples of that
within the United States. For instance, the airline reservation network
was abused for communication with each other in ways intended to
limit competition. The practice was discovered and has now been
stopped. But it shows you how the new technologies have enhanced the
scope for suppressing competition.

A great deal of emphasis has recently been placed on the New
Economy. And I believe rightly so, because of the concentrations of
economic power that have occurred in some key parts of the economy. I
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should emphasise, however, that the old economy is still alive and
represents an important part of our economy, and also that anti-
competitive practices remain a deficiency of the whole economy. Let
me just mention two examples in the old economy sector. First, the
largest set of price fixing cases ever discovered have occurred within
the last five years. So the notion that the old-fashioned antitrust
behavior is a relic of the past is clearly not true.

Second, there are a whole variety of other practices which in some ways
have been facilitated by the new information technologies. The most
dramatic example is predatory pricing in the airline industry to prevent
the entrance of competitors into a particular market. This is a problem
more in the United States than in Europe. Normally when a new
competitor enters a market, thereby splitting it up, the aggregate
demand curve facing the incumbent firm shifts to the left and its supply
goes down. In the predation case the response of the incumbent firm
was not only to lower the price but at the same time to increase the
supply. It lost money with the additional airplanes but continued its
policy until the new entrant, who typically had only shallow pockets to
finance the new entry, was wiped out. Miraculously thereafter, prices
went up to very high levels. So when talking about the New Economy
one should not forget the continuation of the old economy and the
threats to competition in that arena.

2. COMPETITION AND GLOBALISATION

I now want to come to the second topic, competition and globalisation.
There are four issues I want to talk about in that context. The first, and
in some ways the most important, is that in an international arena we
have competition policies that are completely incongruent with the
policies that we have within our domestic economies. For instance, we
have embedded a set of anti-dumping provisions within the WTO in
order to stop the very kinds of activities that I just described, predation
among others. Yet the standards used are by no means comparable with
the standards employed in national competition policies. Europe should
be familiar with this, as the United States are currently charging Europe
under the anti-dumping laws with uncompetitive practices in the area of
steel. Analyses have shown that if the WTO standards were used within
the United States, some 80 to 90 percent of American firms would be
judged to be dumping. The standards are completely unreasonable and
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do not compare with any competition standards. Thus we have a double
standard, one for trade within an economy and another one for trade
between economies. The anti-dumping standards of the WTO are
basically anti-competitive principles designed for the protection of
domestic industries. One of the objectives of the next round, the
development round of trade negotiations that just begun in Dohar
should be to eliminate these anti-dumping provisions. The problem is
that they represent the interest of the US export industries in Europe
and vice versa. As time goes by, other countries are learning from the
United States and Europe. Because the American and the European
economies are more competitive than any other economy in the world,
they would be subject to more anti-dumping actions than other
countries in the long run. Thus it is even in the self-interest of Europe
and the United States to get rid of these anti-dumping provisions.

The second issue within globalisation I want to touch on very briefly is
the view that you need to create large firms and reduce competition in
order to be competitive in the international arena. It is my strong
belief that this is wrong. There is a lot of evidence that the most
effective way of attaining competitiveness is to have strong
competition. The force of competition is indispensable to achieve a
dynamic path of innovation. And it is innovation and increases of
productivity, and not economies of scale, that are going to be most
important in attaining competitiveness in the long run. Moreover, one of
the greatest advantages of globalisation is that it has reduced transport
cost. And although the size of firms tends to increase, there can be
many large firms competing in any market. Thus the degree of
competition should in fact be increasing not decreasing.

The third issue has to do with agglomerations and de-agglomerations.
I want to emphasise the distinction between horizontal and vertical
agglomerations. Many of the conglomerates, particularly the
conglomerates in the 50s and 60s, did not really restrict competition.
They bought, say, one firm in the furniture industry, one firm in the
computer industry, and these had nothing to do with each other. These
agglomerations did not result in economies of scope; they just aimed at
an eclectic assortment of profit-making enterprises. They did therefore
not attain market dominance in any of the areas they covered. That is
very different from a strategy of mergers intended to reduce competition
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and obtain market dominance, which is exactly what competition
authorities ought to prevent from happening.

One should also keep in mind that the size of an agglomeration alone
does not necessarily cause limitations of competition, except when it
becomes large within a given society. In countries like Korea, where the
concentration of conglomerates is so high that any of the firms is too
big to fail, competition can be severely damaged. But that is a slightly
different issue. The point was raised that in the last fifteen years, the
restructuring of sectors like electricity and communication has
enhanced the ability of the market to have competition by itself, and has
therefore decreased the role of regulation and government oversight. I
agree, except that there remain areas in most of these industries in
which there is still a large degree of market power that can be abused
and leveraged. In the case of the telephone industry, for instance, the
last mile remains a monopoly. It has been undermined only by the cable
network and by mobile phones.

I was very much involved in the 1996 Communications Act in the
United States. At the time we had a big debate about the necessity for
Justice Department oversight. Some people believed that competition
was about to surface and that we could abandon any oversight. Others,
and | was among those, argued that we still needed oversight, as we did
not know how fast competition would develop. I think we proved to be
correct.

Competition has been growing very slowly and monopoly practices
have remained very strong. In California one has seen a lot of evidence
of abuses of market power in the electricity market. Among firms, it has
long been a standing issue whether competition should be confined by
using trade secrets or patents. Coca Cola is still protected by a trade
secret. The main issue here that any patent policy has to keep in mind is
"getting the balance right". If this is not attained, there would be an
incentive to move out of the patent system. And the patent system has
certainly the advantage of disclosure, as you have to write down what
you want to be patented. Most firms continue to rely heavily on patents.
At least in the United States there has been a massive expansion of the
scope of patents in business practices.
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The fourth issue in the context of competition and globalisation
concerns the co-ordination of antitrust policies among various
authorities. Some people believe that there should only be one antitrust
authority per country and that having more than one results in
unnecessary duplication. I find that view peculiar, because as market
economists we think that duplication is good, because it causes
competition: we are in favor of many firms producing goods and
services and argue that their overlap is in fact of positive benefit. To be
sure, there needs to be some degree of harmonisation and there has to
be a high degree of co-operation. But the big advantage of having more
than one antitrust authority is that there can be a race to the top. The
antitrust authorities that are most stringent, most efficient, most
effective in promoting competition among firms will be the most
important in determining the structure of markets.

For that reason I welcomed the role that European competition
authorities exercised in the Honeywell-GE merger. The American
authorities basically caved in to corporate pressure from American
firms. The European antitrust authority was not under a similar
pressure, it recognised the dangers, and it spelled out ways in which
they could arrange the merger which would mitigate the anti-
competitive effects. And when Honeywell-GE refused to comply, the
merger was blocked. That kind of check and balance between different
competition authorities, I believe, is a very positive development.

3. ADMINISTRATION OF ANTITRUST LAWS

The third broad issue I want to talk about is the administration of
antitrust policies. [ want to address two sub-topics within that field. The
first is that antitrust is an extremely complex subject, and one of the
problems is how to administer this complex area, how to generate the
appropriate level of expertise. I believe that it is important to develop
independent traditious systems focusing around antitrust. In the United
States we have developed an independent traditious system focusing on
another complex area, bankruptcy, but we have not done that in the area
of antitrust. If you read some of the court decisions, you realize the
adverse consequence of this: judges who have never studied economics
try to make decisions that are extremely difficult — with disastrous
results.
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The second point I want to raise is the importance of independence. In
the United States we have more than two overlapping approaches to
antitrust. Within the public arena, we have the Federal Trade
Commission and the Antitrust Division of the Department of Justice.
But apart from that we have the civil court system: the parties can
directly go to court and ask for a redress of the damages they have
incurred as a result of anti-competitive practices. This provision was put
in at the very early stage of antitrust laws, at the end of the 19th
century. The reason was concern that government may not be strong
enough to sustain corporate interest. Antitrust law in the United States
was not so much influenced by Adam Smith and the theories of market
economies that I alluded earlier, but a broader political movement that
was concerned with the power of large corporations in our society and
the monopoly practices which adversely affected consumers. There was
a worry that those same powers would have been able to suppress the
role of the government in suppressing anti-competitive practices. In the
United States we saw that actually happen in the context of the
Microsoft case. Microsoft, through the Senator in the State of
Washington, tried to persuade Congress to withdraw all funding for the
prosecution of Microsoft. He did not succeed, but he tried very hard. It
is important to have another check, and I think that this check is
provided by civil action. Even though there are large costs and the
system is imperfect, it is an important check.

The final issue raised was the relationship between competition policy
and trade policy. Those of us who have been involved with anti-
dumping cases had to deal at the same time with competition policy.
This resulted in ongoing disputes in some cases. Every year, a few
pages in the report of the Council of Economic Advisers (which is
actually seen as the economic report of the President) have been about
the issue of trying to harmonise competition policy and trade policy,
including anti-dumping policy. The latter is at times called the "fair
trade laws", but actually the laws on dumping are "unfair trade laws", as
they undermine competition. We always had long negotiations with our
US Trade Representative who simply didn’t understand our position on
competition. He always won the negotiations in the WTO, but we won
what went into the president’s report. However, there has been
enormous progress in the last five years, as many trade ministers are
beginning to realise that official trade barriers, government barriers to
getting into another country, may turn against themselves when they try
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to get into another country and face a monopoly there that refuses to
buy their goods. As a result, the whole area of competition policy is
becoming recognised as an important part of trade policy.

4. CONCLUDING REMARKS

I want to conclude by trying to put into perspective some of the issues
that I have raised. I have emphasised that competition is an important
vehicle for increasing competitiveness and that I do not subscribe to the
view that one ought to tolerate anti-competitive practices or dominant
firms because it was necessary to attain competitiveness — quite the
contrary.

I also want to reecho what the Minister said about the importance of
macroeconomic policies. As a consequence of large macroeconomic
disturbances, even well-functioning firms can bust. In that context the
case of Korea comes to my mind, where a great mass of macroeconomic
problems were exacerbated by the policies pushed on that country by
one of the international financial institutions. We did a study attempting
to ascertain whether the firms that went bankrupt were on average more
or less productive than the firms that survived. The answer was that the
firms that went bankrupt tended to have slightly higher debt-equity
ratios, but in terms of efficiency and profitability over the preceding
decade, they could fully stand up with the other firms. When you have
large macroeconomic disturbances, bankruptcy does not serve as a good
sorting device between good and bad firms. This is one of the important
reasons for maintaining sound macroeconomic policies; they are
absolutely essential for maintaining competitiveness.

There is a third related point that I want to emphasise. In American
competition policies we stress the difference between protecting
competition and protecting competitors. We want to protect the
competitive process but not particular competitors. There is another
important distinction and that is between protecting individuals and
protecting firms. When firms go bankrupt the workers in those firms
suffer. However, the Schumpeterian competition that I alluded to
earlier, inefficient firms being replaced by firms that are more efficient,
is an important part of the dynamics of the economy. In that process,
some individuals are adversely affected, and it is an important
responsibility of government to provide social protection as well as
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training to facilitate those individuals moving into other enterprises.
Having a sound macroeconomic policy with low unemployment is
absolutely vital, because it enables individuals to move from one job to
another. It means that when you loose a job there is another job
available. If unemployment rates are ten percent or more, net mobility is
impaired.

These are issues not only of social justice, but they actually relate to the
issue of competitiveness that is primarily of concern today. Success and
competitiveness entail risk taking which in the end is borne by
individuals. Let me deal with two concrete examples of downside risks.
The first one is unemployment. In the United States over the last
decade, we have created an enormous number of firms. In the first two
years of the Clinton Administration two million new firms were created.
But successful economies have lots of failures. In the United States, the
social consequences were minimized both through a retraining program
and, most importantly, because of a very low unemployment rate. That
macroeconomic environment served as a safety net which enabled
individuals to take risks that they otherwise would not undertake. It is
not an accident that one of the most successful economies in the New
Economy besides the United States is Sweden. This country has an
active labor market policy which facilitates the ability of individuals
who loose their jobs to move into other jobs. In the last eight years
Sweden has been able to maintain relatively low levels of
unemployment. The United States and Sweden have been among the
most successful economies in creating new firms and a whole variety of
new technologies.

The second example concerns the relationship between pension reform
and competition policy, namely the higher risk for firms to go bankrupt
because of stronger competition. In the United States right now,
everybody has seen the consequences of one big bankruptcy, Enron.
Many people who thought they had a private pension program have just
discovered that they don’t have one. As a matter of standard advice,
individuals are told that you shouldn’t have a lot of your wealth in the
company for which you work, because if the company goes bankrupt
you lose not only your job, but you lose everything else. Enron
represented an abuse of that basic principle.
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We have seen in country after country that this volatility is very high
and that individuals are not well equipped to make decisions that
provide them effective protection for their old age. In country after
country, including the model country Chile, we have seen the adverse
consequences of that. Around the world there is a re-examination of the
balance in the three-pillar-approach for pensions and the recognition
that there are some real limitations in the form in which it has often
been applied, particularly for developing countries.

Let me conclude and reiterate what I said in the beginning. I think the
debated issues are among the most important facing any society. In the
long run, designing a competition policy that works will be the most
important part of the strategy for maintaining the competitiveness of the
market economy.
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COMPETITION POLICY IN THE NEW ECONOMY !
WOLFGANG FRANZ

Given the topic of this discussion forum I am in the favourable position
that the Scientific Council of the German Federal Ministery of
Economic Affairs and Technology has recently published a report on
"Competition Policy for the Cyperspace".”> As a member of this council
I may or must, as you like, rely on this report, although it goes without
saying that I speak here for myself and not for the council. Moreover,
the Center for European Economic Research (ZEW), which I am
directing, has established a research group on new information and
communication technologies in global networks and, of course, among
other topics competition policy has taken center stage in our research
agenda.’

The basic message of my statement can be summarised as follows: The
New Economy creates new challenges also for competition policy. This
can be illustrated by the internet which is at the heart of the new
economy and will remain important even after the collapse of its
glorification. However, the challenge is not so obvious for
governmental competition policy, provided the country has an
independent and effective competition authority, but more demanding
for the competition authority itself. The rationale behind this thesis is
the high degree of abstraction which governs most of the legal
framework of competition policy. If this law is applied adequately — and
this constitutes the challenge for the competition authority —, most
developments in market structures enforced by the internet can be
coped with. Put differently, to adjust in practice the application of the
legal framework to the specific features of the new economy constitutes
the challenge for competition authorities.

The obvious question then is: What are the peculiarities which
characterise the new economy, and the internet in particular, and make
it different from traditional markets in the old economy? At the risk of

Statement for the Discussion Forum on "Competition and Competitiveness in
a New Economy" organized by the Austrian Federal Ministery for Economic
Affairs and Labour", Vienna 24th January 2002.

See www.bmwi.de for downloading ths report.

For more information see our web-site: www.zew.de.
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repeating what has been said already, let me very briefly mention the
following outstanding pecularities with an emphasis on the
consequences for competition policy.

(1)

(i)

Reduction of transaction costs, especially the costs of overcoming
spatial distances: This means that the process of globalisation of
markets will be more rapid and intensive. This has consequences
for regulation policy. Issues such as supervising stock markets,
rules of accounting or crediting, licences for medicaments, access
for youths to pornographical internet pages and the like become
international issues and require closer government cooperation.
Customers enjoy greater price transparency, firms are faced with
reduced possibilities of price differentation.

Network character, i.e., a single product or service has little or no
value in isolation, but generates value when combined with other
goods." While this phenomenon is not entirely new (e.g.
telephones), the degree to which networks shape business
strategies today has changed dramatically. An example is the
hardware/software paradigm: By buying a particular hardware
component, the customer takes into account that, the larger the
network of users of a particular software format, the higher the
value consumers attach to the hardware that uses this format.
Moreover, emails, bulletin boards, chat-groups, mailing lists were
of minor importance, if at all, ten years ago. This network
character has two consequences for competion policy.

Firstly, suppliers of complementary products have to coordinate on
a particular standard and to overcome the critical mass problem
when introducing the standard in the market which often requires
considerable upfront investment. On the other hand, users of an
established standard, the installed base, are reluctant to incur the
costs of switching to the new technology. Hence, the market
success of a competitor’s product will depend not only on its
inherent attributes (price and quality), but also on its ability to
connect his product with the others by means of a seamless
interface. Such co-ordination problems and installed base effects
pose questions as to how to handle mergers and strategic alliances.
Secondly, the difference between the market and the firm becomes
blurred. Typical examples are internet auctioneers such as eBay or,

4

See e.g. Roller and Wey (2001), International Competition Policy in the New

Economy, WZB-Jahrbuch 2001, Berlin (edition sigma).
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already in the old economy, Nike which nearly entirely
concentrates on management issues rather than to produce any
sports article (these are produced by other firms). Competition
policy is then confronted with the need to properly define a
relevant market.

(iii) Maintaining property rights is a final issue to be addressed. Digital

products can be copied at very low costs. A prominent example is
Napster, a virtual market where people "exchanged" music, for
which only one customer has paid sometime.

Taken these and other issues together, the challenges for competition
policy stemming from the new economy should be obvious. As a final
point let me therefore point out these traditional areas where
competition authorities have to adjust to these developments.

(1)

(i)

Assessment of market structures, i.e. the appropriate application of
rules concerning mergers. This is even more difficult than so far
for the following reasons. How to define the threshold from which
on we speak of "mergers"? One solution could be to use the outline
agreement of all firms involved in the network to decide upon a
possible merger. Moreover, how to define the relevant market?
Will cross price elasticities still do the job? Or should the
competition authority take into account the extent to which a
particular supplier has to anticipate actions from other firms within
a reasonable time period? What is the importance of innovations in
light of short product cycles where the pressure of competition
often does not stem from the same market but from more attractive
substitutes from other markets, that means potential competitors
concentrate already on the next generation of products?

Control of improper behavior: This control has been traditionally a
difficult job because the competition authority had always to
balance the negative effect due to behavior which aims at
restricting competition against a possible welfare gain. The new
economy increases difficulties at least for the following reasons. In
markets which are characterised by network effects firms have to
achieve a critical level of production. This has to be accepted by
the competition authorities even if this increases the market power
of those firms. More problematic is the judgement upon strategies
of the same firms to conquer related markets such as has been
disputed in the Microsoft case. A second point is price
differentation. This is important in the internet economy due to a
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possible large difference between marginal and average costs.
Frequently, the marginal costs of digital products approach zero.
Full competition is then impossible, the number of suppliers
remains limited. Suppliers can, under certain conditions, react with
price discrimination for several groups of customers. This stragegy
does not necessarly represent an improper behavior as long as the
firm does not exclusively reduce prices in that particular partial
market where a new firm tries to enter.

(iii) Cooperation in research and development: Cooperation in this field
among firms which have already a dominant market power is
extremely dangerous for competition and will not be tolerated by
competition authorities. But sometimes a cooperation can be
justified. For example, if a single firm does not have the manpower
and/or financial means to develop a new product, it may cooperate
with other firms being in the same situation, and form a working

group.

Be that all as it may, competition policy in the new economy is an
international issue. Experience tells us that in most cases national or
supranational competition authorities have cooperated. As long as these
competition authorities come to similar conclusions about market
definitions the internationalization of economies should tend to reduce
the potential for conflict” But this agreement may not cover
assessments of market power or over how to remedy. Hence, there may
arise a new potential for conflicts between competition authorities.

> See Roller and Wey (2001).
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COMPETITION POLICY AND COMPETITIVENESS:
THE PERSPECTIVE FROM A SMALL OPEN EU

MEMBER STATE!
JOHN FINGLETON

I intend here today to touch on a number of related topics:

The economics of competition and what it contributes to
productivity and competitiveness;

The effect that technological change, new economy issues and
globalisation have on competition enforcement; and

The nature of relationship between competitiveness and
competition policy.

1. COMPETITION AND COMPETITIVENESS

I want to start my remarks here today on the subject of the economics
of competition. First let me concentrate on the strides forward that
have been made:

Developments in industrial organisation theory in the late 1970’s
and 80’s have largely been incorporated in textbooks such as that of
Jean Tirole and the work of many competition agencies. In general,
competition authorities are increasingly sophisticated and much less
likely to rely on outmoded structuralist views, but instead prefer to
examine each issue on its merits. So, for example, high market
shares are less of a concern and in a very small number of cases
small market shares perhaps could be more of a concern. In
particular, there is recognition that intense price rivalry may drive
high concentration.

Empirical industrial organisation methods associated with names
such as Bresnahan, Porter, Sutton and Pakes have coincided with
the increased availability of retail scanner data and other rich data
sources, giving us many new practical tools to measure
substitutability and indicate the presence or absence of market
power. In countries where such data are available, competition

1

This is the written version of remarks prepared for a seminar in Vienna on
January 24th 2002. The speech was delivered by Dr. Paul Gorecki. I am
grateful both to Paul Gorecki and to Dr. Francis O’Toole of Trinity College
Dublin for comments.
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authorities use such techniques. The Staples-Office Depot case is
usually mentioned in the US context, and recently the European
Commission did similar analysis in the Volvo Scania case. Of
course, many economists argue that they made wrong decisions
using these sophisticated analysis, but it is early days and what is
important is that such techniques come from academia into practice
within a short time span. Indeed, it is often practice that is leading
as opposed to following academia.

* At the political economy level, there is increasing convergence
between the laissez-faire Chicago and more interventionist Harvard
schools of thought. On the one hand, the Chicago school,
exemplified by Posner’s JPE article in 1975, has successfully
persuaded others and competition authorities that state restriction
on competition and regulation is at least as important in welfare
terms as private restrictions on competition. On the other, the
Chicago school critique on issues such as vertical restraints, tying,
efficiency defences and monopolisation led to a theoretical re-
examination of these theories in a way that made more precise the
conditions under which private markets can be inefficient and be
improved upon. I would say that, as a result, there is much greater
consensus now among economists that anti-competitive harm can
result from private actions, but that the set is narrower than many
would have argued in the 1960s. This consensus is well illustrated
in Posner’s 2001 edition of Antitrust Law.

All of these improvements mean that the competition policy that is
practiced today is more soundly based and enjoys broader political
consensus, notwithstanding various short-run ebbs and flows in the
political wind. I would say that this has been somewhat of a paradigm
shift. It is worth noting that one of the strongest investigative and
enforcement regimes exists in the United States, a country that places
great emphasis on free markets.

However, there is one area in which I feel economics still has some way
to go, and that is in understanding better the longer term and
macroeconomic welfare effects of competition. Perhaps this reflects my
own position as head of a competition agency sometimes asking myself
"why are we here" rather than always just "how do we do this". Most of
the strides forward in recent decades have informed the "how" rather
than the "why".
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The early welfare analysis of Harberger, who found only small gains
from competition policy, followed by Posner’s 1975 paper’, which
found large losses but attributed them to government regulation, and
then the work of Cowling and Mueller and others who found larger
losses is not particularly helpful in this regard (i.e. in terms of long-run
or macro welfare effects) for two reasons.

First, this analysis is typically very static in the sense that it looks at the
welfare gains arising in the change between two equilibria. This results
from the fact that we use a simple diagram on which we compare
monopoly and competition as two equilibrium outcomes. Other than the
literature on X-inefficiency, there is little attention to the question of
whether competition, by driving firms to cut costs, actually changes the
equilibrium. Nor do we understand whether the existence of a
competition policy stops bad things happening in the sense that, for
example, explicit price cartels would exist but for such policy. In some
sense this is dynamic as the path of the economy is altered by the
existence of the authority. The positive dynamic effects that
competition exerts on productivity may be much greater than the static
ones, but we still know very little about it. Recent research suggests,
however, that strong competition is associated with higher rates of
productivity growth.’

Understanding the relationship between competition and productivity
growth is of vital importance to the question under discussion here
today. If competition policy can drive higher long-term productivity
growth, then it can improve competitiveness and contribute to real
increases in GDP per person.

Second, the range of estimates given for welfare gains varies between
half of one percent and 15 percent of the output in markets in question,
hardly a useful figure to guide policy priorities. Simply establishing a
clear lower bound on the long-term macroeconomic benefits of
competition would be useful in guiding public policy.

> Richard Posner, "The Social Costs of Monopoly”, Journal of Political

Economy, 1975.
For a summary of relevant research, see "A World Class Competition
Regime", White Paper from the UK Department of Trade and Industry, July
2001, at page 2.
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While there has always been in varying degrees strong support for free
enterprise and competition policy in the US, this has been much less the
case in the EU. What has changed in recent times is the embracing of
and support for stronger competition policy in many more countries.
Economic arguments have played a vital role in this development.

2. EFFECT OF TECHNOLOGICAL CHANGE

Understanding the dynamic effects of competition is also central to
several of the other questions raised today relating to technology, new
economy, globalisation, and competitiveness. I do not believe
competition policy is dead in the face of such issues, but rather that
technology, globalisation and new economy changes raise new
challenges and need for focus in competition policy design and
enforcement. Let me give a few examples.

* Globalisation of markets, whether driven by technology or reducing
trade barriers or both, means that our view of what is a relevant
market becomes broader. This raises important questions about the
efficacy of competition enforcement by single countries when the
market environment spans many. Recent high profile international
cartels in lysine and vitamins point out how much we, in Europe
and the international community, rely on the strong investigative
and enforcement regime that exists in the United States. Such
incidents not only raising concerns about whether our European
investigative and enforcement regime is adequate, they also point us
in the direction of greater internationalisation in competition policy.
Foremost in my view is the ability to share information and conduct
joint investigations, and not international talking shops. But
international talking shops do not require solemn treaties, whereas
sharing information usually does. In mergers it is often in the
parties interest to facilitate sharing. Perhaps parties should be
offered the chance to allow sharing of information — perhaps it
could act as a signalling mechanism? I also strongly believe that
Europe will, perhaps as a result of a bottom up learning experience
by Member States, be obliged to introduce criminal sanctions. I
realise that this is contrary to the current view in Austria, but I
understand and appreciate that different countries and cultures in
Europe will have very different experiences and perspectives on
this question for the present.
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* My second example relates to technology and the regulation of
natural monopoly. In many areas, technology has improved the
possibility of having service competition over a fixed network. In
some areas, and here telecommunications comes to mind, it has also
augured greater competition between networks. However, these
developments do not reduce the need for stringent competition
policies. First, these markets put even greater burdens on
competition policy in the short run while they are being liberalised.
The process of generating entry into formerly monopolised markets
is slow, not least because governments have frequently been loathe
to restructure and to give regulators the powers to liberalise quickly.
Second, even once they are fully liberalised, these markets will still
have all the usual competition issues such as mergers, the
possibility of cartels, and exclusionary vertical restraints. Finally, I
do not believe that these markets will need less regulation in future.
Monopoly networks will remain, and regulation will be needed to
deal with one-way and two-way access problems. The involvement
of new private firms and, if it occurs, privatisation, will mean that
regulation will become more explicit and transparent, as has begun
to happen. For this reason, it may seem as though we have even
more regulation.

*  Thirdly, it is not clear what effect new economy issues will have on
competition enforcement. In the short run, new technologies
increase the burden on competition authorities for two reasons. For
example, markets in which technology feeds network effects
demand that competition authorities develop new expertise and
analysis. Second, platforms such as the Internet that increase
competition in markets such as ticket sales may raise concerns
about the natural monopolyelement inherent in the platform. The
very ability of the platform to contribute to competition in
downstream markets where it is an input may be the factor that
leads it to require closer competition scrutiny.

3. COMPETITIVENESS AND COMPETITION PoLicY

Let me turn now to the third aspect of my talk, namely the relationship
between competitiveness and competition policy. Competition policy
drives productivity growth. Higher productivity leads to a direct
increase in domestic welfare, but it also leads to increased
competitiveness as exported goods and essential inputs for the
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production of exported goods are produced more efficiently. Many
other policies such as those towards industry, education, research and
development, legal process, infrastructure, etc. also affect the efficiency
of the domestic economy and competitiveness.

In principle, there should be no conflict between these policies and
competition policy. Rather, they should tend to complement each other.
Putting large infrastructure projects out to public tender is an example
of such complementarity. However, one area where it is often thought
that conflicts may arise is in the area of industrial policy. Specifically,
for a small open economy, there is an argument that competition policy
may prevent domestic players from attaining the scale necessary to
compete internationally.

In my view, the national champion argument results from a mis-

comprehension of what competition policy is about.

* If the market is truly international, then the relevant market is
international and the domestic market share irrelevant. A good
example of this is Nokia in Finland, where the fact that it dominates
domestic production does not mean that it must dominate
consumption. There is the question as to who polices these
international markets, which I alluded to above, but this is for
another day. There is also the problem that the domestic stock
market may be heavily dependent on the stock of one company. But
there is no conflict with competition policy.

e If national markets are domestic, then there are several reasons to
doubt the merit of a policy to develop a national monopoly to grow
large abroad. First, efficient capital markets, and not monopoly
profits, are the best judge of investment at home or abroad.
Investments funded from monopoly profits are more likely to give a
lower return, so it is not a good use of capital, especially if the
fundamental problem is that capital is scarce in the national
economy. Second, Michael Porter’s insight that rivalry in the
domestic market is the best stimulus to foreign success is highly
relevant. Too often, the domestic monopoly becomes lazy and is not
so successful abroad. Third, it seems to be based on a false
mercantilist doctrine that exports are good no matter what the cost.
The cost is not just the tax on domestic consumers but also the
deadweight loss.
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Irish economic policy has, until recently, appeared to prioritise 