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Abstract

Postal privatization in Japan offers great opportunities to deliver consumer benefits and innovation
to Japanese citizens. Whether those benefits will be delivered or not will depend on how
pro-competitive the regulatory structure will be that underpins the privatization process. The
Competition Agency, JFTC, plays a crucial role in advocating pro-competitive reforms in this area.
Many of these pro-competitive reforms have also been delivered in the telecoms sector, and it is thus

important to study this sector for useful lessons which can be applied in the postal context.

The paper reviews the prospects for pro-competitive postal privatization, and applies the latest
learning on the mechanics of privatization. The paper also notes that postal privatization does not
take place in a vacuum, and sits within the overall context of a changed global communications
economy. The cost reductions brought about by the printing press amounted to a fraction of the cost
reductions brought about by the microprocessor (afactor of 1,000 to 10 million). This means that the
current revolution is every bit as powerful as the renaissance and industrial revolution before it.
Indeed Professor Lawrence Summers, the president of the Harvard University, noted that we were in
the third mgjor revolution of the last thousand years, at the Davos World Economic Forum event in
2006.

The paper examines the interface between regulatory systemsin the telecoms and postal sectors, and
competition issues. In particular the paper focuses on the upcoming postal privatization and how the
Japanese ministries involved can ensure that the privatization benefits consumers and leads to
consumer welfare gains in the economic sense. In the context of both telecoms and postal, three

areas that predominate are:

) Reserved Sector. How big should the reserved sector be? What impact does the size of the
reserved sector have on competition in the unreserved areas?

(i) Cross-Subsidization. The paper considers whether cross-subsidization is aways harmful, or
whether a more consumer welfare standard needs to be adopted. If so, how is the issue

affected by legacy government ownership and legacy privileges.

The paper evaluates and makes recommendations regarding upcoming postal privatization.
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1. Introducton to Pro-Competitive Regulation Generally

The putpose of this paper is to examine the role of pro-competitive sectoral regulation, its
impact on consumer welfate optimization, and the competitiveness of a national economy. We will
review in particular the telecoms and postal sectors, the latter in light of postal sector reform in
Japan. We focus case studies on the telecom and postal sectors because these sectots ate very
important as the communications infrastructure for the modern day business world. Lowering the
costs and rendering these structures mote efficient will lead to cost savings for business which will
be consequently better able to compete on the global stage. Thus we can see that ensuring pro-
competitive regulation delivers consumet-welfare-enhancing benefits has a direct impact on the
competitiveness of the Japanese economy. There ate also similarities between these two sectots
from which general principles can be learned.

Sector regulation presents specific issues for competition policy. The roles of antitrust and
sector regulation for regulated industries are complementaty but at times in tension. One is forward
looking and prophylactic in nature. That is, sector regulation seeks to identify a problem before it
happens and creates an administrative process to proscribe behavior ex-anfe. Competition
policy/antitrust looks to regulate industries ex post and reacts to marketplace conditions.

In regulated industries, a number of sectors have transitioned ot are transitioning from
traditional regulation to competiion. It is during this transition period in which we should be
particularly concerned because matket power in the transition might forestall true competition
beyond the transition phase. Many sectors undergoing this type of transition have a strong legacy of
state interventionism in the economy, including state ownership of regulated industries. Some of
these industries have been fully or pattially privatized while others remain under state ownership. In
a number of countries the ptivatizations have not been accompanied by market liberalization that
would ensure that incumbents could not engage in anti-cotnpetitivé practices.  In markets that -
continue to have state owned. enterprises (SOEs), entrants are faced with a situation whete 2
government serves as both regulator and market participant. In countdes with faitly new

competition and sector agencies, there is particular concern that a lack of strength in the

competition regulator will lead to industry capture.  Competition agencies, particulatly those in the
transitioning economies, must focus on preventing anti-competitive behavior in this area. By
competition, we mean a normative framework based on econommic efficiency and consumer welfare.
An act that reduces consumer welfare or economic efficiency is anti-competitive.

2. T'ransition from Regulation to Competition

The pitfalls of monopoly ate well known, and consist of higher prices and lower production.
However, where there are significant economies of scale, a situation might exist where high levels of
market power may be necessary to deliver consumer welfare benefits. These situations historically
have been referred to as “natural monopolies.” In “natural monopolies,” competition would require
the installation of redundant systems. To prevent this inefficiency, governments sometimes provide
for legislated monopolies in areas where natural monopolies occur, such as network industries like
postal, telecom or electrdcity. In other instances, the government creates a monopoly in such areas
by its own accord because of political ideologies such as nationalization or import substitution.
However, this creates a host of problems that do not occut with private monopolies. In both cases,
competition agencies play a role in ensuring (i) pro-competitive regulation and (ii) that welfare



benefits are maximized (avoiding both cannibalistic competition on the one hand and welfare
diminishing monopolization on the other).

Over the past decade, many governments have recognized the benefits of competition and
chosen to privatize sevetal state monopolies. During this privatization process, the enforcement of
competition law becomes ail the more crucial. This is because privatization in itself is not a
guarantee of increased competition and the accompanying benefits. If a state monopoly is
ptivatized without the removal of the public sector restraints (such as anti-competitive legislation)
that protect its monopoly power, then it will come as no surprise that the result of the privatization
will be a private monopoly. When the aim of reform is to increase competition, public sector
restraints leading to private monopoly will result in the failure of those aims. Regarding postal, the
decision to privatize the postal setvice is 2 vety positive step. Unlocking the force and benefits of
competition will lead to major opportunities for Japanese consumers and businesses alike. The
postal and related delivery services are the communications infrastructure of the modern business
world, If these are efficient and low cost, business costs will decrease and lead to more competitive
businesses. Howevet, the precise manner in which the privatization will roll out will determine
whether the benefits of competition will be successfully unlocked.

A significant problem with respect to SOEs in particular is that they are not profit-
maximizing entites. 'The guarantee of an SOE’s monopoly power and its regulation by a
governmental agency changes its behavior from economic to political — it must influence and
manipulate the regulatory agency for its own gain. In addition to attempts to increase costs or hide
profits in cost to allow it to earn excessive profits, the monopolist may also try to curry favor with
influential figures. This can take the form of creating pricing schemes to appeal to political allies ot
paying its employees inflated salaties to mobilize a constituency base highly interested in influencing
the regulatory agency.’ The power of the regulatory agency over their functions leaves the
monopoly with little if any incentive to réspond to actual consuimer demands ot market conditions.?

Since the purpose of SOEs is not necessatily to earn profits, they are instead interested in
driving out competitors. As such, SOHs have an incentive to undercut their private rivals:

Government firms use the benefits of monopolized business sectors, along with
many other advantages of government ownership, to price competitive activities
below cost. Antitrust authorities call this ‘predatory pricing’ when done by private
firms but ignote the behavior of government firms. The effect, however, is the same:
competing ptivate companies don’t enter or are driven from the market.?

Prvate firms cannot sustain predatory pricing as easily because shareholders are likely to
punish firms that ptice below marginal cost in ordet to drive out competitors. A government market
participant, however, can sustain predatory pricing precisely for the reason that market forces will
not act to end such practices. In additon, the non-profit maximizing firm may not try to recoup the
lost profit of a predatoty pricing scheme (a key element of the US predatory pricing test). This is

1 Richard A. Posner, The Effects of Deregrlation on Competition: The Experience of the United States, 23 Fordham Inv'l L]. 7 (2000).
2 David EM. Sappington and J. Gregory Sidak, Conperition Law for State-Owned Enterprises, 71 Antitrust LJ. 479(2003).

3 Rick Geddes, Government Enterprises: The Forgotten Antitrust Coneern,
available at http:/ /www-hoover.stanford.edu/pubaffairs/we/current/geddes_0600.heml.



why governments tend to be, at best, tevenue maximizers, whereas the private firms tend to be (ox
should be) profit maximizers. '

In the transition from SOEs to ptrivate ownetship, public sector trestraints must also be
prosctibed as part of competition policy in regulated industries. Public sector restraints cover the
behavior of government-owned companies, and the impact of regulatory policies and laws that
distort competitive markets, such as state aids. As Tim Murs, the former Chairman of the US
Federal Trade Commission (“FTC”)} argues:

Attempting to protect competition by focusing solely on private
testraints is like trying to stop the flow of water at a fork in a stream
by blocking only one of the channels. Unless you block both
channels, you are not likely to even slow, much less stop, the
flow...The same is true of antitrust enforcement. If you create a
system in which private price fixing results in a jail sentence, but
accomplishing the same objective through government regulation is
always legal, you have not completely addressed the competitive
problem.*

Thus, effective regulated industry oversight requites the elimination of public sector restraints.’

Public sector restraints ate addressed in the competition laws of most countries. The only
major developed market where there is a specific competition exception to state action is the US
market. In large part, this is due to the particular history of the United States, where there was much
less of a history of state intetvention in the economy than one finds in other countries. Under US
law, the state action exemption has its juridical basis in the Parker 2. Brown decision. In Parker, the
Supreme Court rejected the contention that the California raisifi profation program violated the
Sherman Act.® The Court found that the prorate program was not cteated. to opetate by force of
individual agreement or combination, but rather by the legislative command of the state and did

. “pot intend. to. operate without that command,” Therefore, the Court found that the law did not
violate the Sherman Act because the Sherman Act was not created to limit the ability of state
officials or legislatures to regulate commerce. The Court buttressed this holding in the sovercignty
accorded to state legislatures under the Constitution, which could only be limited by Congress. The
Court did, however, place a limitation on the exemption by stating that it did not grant immunity to
people ot corpotations who violated the Sherman Act under the guise of 2 state grant of authority.’

In order to qualify for immunity under the Parker standard, “the challenged restraint must be
clearly articulated and affirmatively expressed as state policy,” and “the policy must be actively

* Timothy ]. Muris, State Intervention/State Action — A 1S, Perspective, Fordham Annual Conference on International Antitrust Eaw & Policy, New
York, NY Oct. 24, 2003.

5 Ser Shanker A. Singham, Ir it Time for an International Ag t an Uneompetitive Public Sector Practices?, 27 Brook. J. Int’l L. 35 (2001).

& Parkerv. Brown, 317 U.S. 341 {1943). Under the proration program, the California Agricultural Committee sets production limits in order to maintain
the price of raisins. See id. at 347.

T Id

8 See id. See also Rice v. Norman Williams Co., 102 U.S. 654, 662 (1982) (holding that upholding the validity of a state statute does not insulate a firm’s
invocaton of the statute from scrutiny under the Sherman Act).



supervised.” In California Retail Liguor Dealers Ass’n v. Mideal Aluminum, Ine., the Court struck down
a California statute because, although the price fixing restraint was cleatly expressed as state policy,
the state neither set the prices nor tegulated the reasonableness of the price schedules. Had
Califotnia’s program completely controlled the distribution of liquor within the state, that
comprehensive regulation would have been exempt from the Sherman Act under the state-action
doctrine.' Thus, state legislation that appeats inconsistent with federal antittust law can survive
preemption if it qualifies under the state action exemption doctrine.

It is interesting to note a change in direction of US policy in the area of competition
exemptions and the state action exemption in particular. As early as 1978, Robert Bork saw an
enortmous proliferation of regulatoty and licensing authorities in the US and he argued that this
would damage the US economy if allowed unchecked, thus recognizing the importance of
competition advocacy in the regulatory process in the US."" The FTC’s recent State Action Task
Force has had successes in identifying this problem.” It noted that states should be prevented from
acting opportunistically towards one another, and that this was an important part of the federal
process. One of the recommendations of this task force was to introduce the explicit definition of a
market patticipant {for whom there would not be a state-action exemption).

The current transitions from regulation to competiion come at an interesting time in
communications histoty in tetms of technological innovation and its influence on the comparative
process.

3. New Communications Economy

In the 21st centuty, the way information is deliveted to consumers is undergoing a rapid and
total change. People are organizing themselves around information and content, and less on
mmaterals’ and delivery. Iri"this age, downwatd préssure on delivety costs brought about by the
costless delivery of information over the internet and e-mail is almost total. This has caused a shift
to the actual content — a complete reversal from the McLuhanesque “medium is the message”. It is
_hard to explain the full impact of the information revolution. Suffice it to say that cost reductions

brought about by the printing press were of the order of 1,000. Cost reductions brought about as a -

result of the invention of the microptrocessor ate of the order of 10 million. The printing press led
to the industrial revolution as the mmicroprocessor has led to the information revolution, but the
impact of the microptocessor will be far greater. In a speech in Davos (2006) to the World
Economic Forum, Professor Larry Sumtners noted that we were currently living through the third
revolution of the last thousand years (the tenaissance and the industtial revolution being the first
two).

In many ways, there is a new communications economy which applies to the way that all
manner of products are transpotted across borders. In this new communications economy, the
activities of a telecotnmunications providet, catrying information across the e-mail, or a mail carrder

ity of Lafayetre v. La. Power & Light Co., 435 U.S. 389, 410 (1978). See alio Cal Relail Liguor Dealers Ass'n v. Mideal Alwminun, Inc, 445 US. 97, 105
(1980)(“Midaar”).

10 See Mideal, 445 US. at 106.
1 Robert H. Bork, The Aniitrust Paradox: & Policy at War with Iseff (1978).

12 fee Federal Trade Commission, Report of the State Action Fask Force: Recommendations to Clarify and Reaffirm the Original Purposes of the
State Action Doctrine To Help Ensure That Robust Competition Continues to Protect Consumers (September 2003).



carrying the same information in documentary form, or an express delivery provider carrying the
same document can be weighed. Since these different platforms in some senses compete against
each other, it is important that nothing is dope that damages one or the other in the government’s
tregulatory supetvision of the sector. In order to ensure the most efficient and effective delivery
channel, it is impottant that the channels are allowed to compete against each other. Economists
have desctibed the theoty that underpins such competiion as the theory of “monopolistic
competition.” Under this theory, individual monopolies can compete better against each other and
promote overall consumer welfate in an economic sense.

In the virtual world, the meaning of geography is changing. People no longer think of
themselves as creatutes of a particular physical space. They are as likely to have interests in common
with, for example, 2 Yahoo group member in the US or Europe as in their home town of Tokyo.
They may not have much in common with their nearest neighbors in the traditional sense of the
wotd. Increasingly, connectivity is between people, and place is less relevant, just as content and not
carrdage is king. Another thing that has changed is the speed with which global business is now
conducted, poweted by the internet. The speed of this change is so fast that the communications
channels must be fast also.

All of this has impottant consequences for telecom and postal companies. The speed of the
regulatory system is important. For example, in the US, the current regulatory system which applies
to USPS is not tenable, where it takes ten months to approve a postal increase. At this important
juncture in the evolution of communication technology, the policy implemented by the state has a
substantial impact on the degtee of competition in the industry, both at the time of deregulation and
in the future.

4. The Application .of Public Goods Theory to the Postal Sector

The original motivation for-a letter mail monopoly was that communications were a vital
part of ensuring national identity. The Post satisfied the public goods theoty, because consumers
. that benefited from the setvice did not deprive others of its benefits or limit supply. Under ordinary
public goods theoty, thete is an incentive for a monopoly to be declared because of the market
failure brought about as a result of the fact that we are dealing with public goods. Market failure
occuts because the marginal cost cutve of these kinds of public goods decreases to zero (instead of
being a U-shaped cutve as is the case with other goods). This occurs because they generally have
very high fixed costs, such as infrastructure and so forth, that means that the average-cost cutve
declines. This means that as more and more services are provided, costs decline to zero as does price.
This prevents the setvice provider from functioning and hence explains the request for state
subvention ot in extreme cases, state-mandated monopoly.

However, with the advent of e-mail, the internet, and value-added telecommunications
setvices, the atguments favoring public goods models are less and less persuasive. There is no
longer a compelling public interest in ensuting that people have access to postal service because of
the many othet ways that information is transmitted. Furthermore, even if those arguments held up,
there would be no reason not to permit competition, rather competition with regulatcd rates would
be the nort in cases which are supposedly natural monopolies.

Conventional public goods analysis is frequently given as the reason supporting a natural
monopoly. In this world, competition is shunned for fear that it will give rise to duplicated



networks and less rather than greater efficiency. In this context, it is important to note that
legislated monopolies were cteated before the development of public goods theodes. In other
wotds, much of the economics to justify natural monopoly theory occurred well after the political
forces that gave tise to natural monopoly. The reality is that natural monopoly theories never did
hold much weight. Viewing the competitive process as a dynamic one, we can see that few
industties could say that the free market, applying a natural monopoly would allow consolidation to
monopoly without the potential for new entrants or future. competition acting as a restraint. Even if
there ate still adherents to the concept of natural monopoly, the number of industrdes that do not
now have substantial infrastructural bypass capabilities is small and declining. One can look at the
impact of wireless technology on the wited market and the arguments for natural monopoly there
that were based on the high fixed costs of building the network. In the case of postal, this is even
further removed from the tealm of natural monopoly because of the ways that competing methods
of getting information to people do not rely on or in any sense interconnect with the Post’s network.

A major issue is the notion of whethet in a dynamic competitive environment, there is such
a thing as excessive competition. “Ruinous™ or “excessive’” competition frequently harms high cost
producers and benefits consumers. Consumers are harmed only if the low cost producers ate
actually producing below cost, and hence setting up the conditions for monopoly later. The whole
concept of public goods theory rests on the presumption that in certain cases monopoly is the
pteferted matket condition, because competition would invatiably be excessive and lead to
duplication. However, there is no reason in a public goods context why free competition as
opposed to a legislatively granted monopoly might not lead to a large provider, and there is no
inconsistency with normal competitive conditions that this should occur. It certainly does not mean
that cettain industries are prone to natural monopoly, or that the market fails in certain cases.

In most network industries that had previously been thought to be natural monopolies, such
as the electric utilities industry, competition has been an impottant element in keeping downward
pressure on price.

: . While the notion of natural monopoly in general has broken down, postal setvices are the

least likely entities to qualify for such.treatment even if the notion were accepted. In electricity,
telecom or gas facilities, one can see the very high fixed-capital costs of building out complex wire or
pipe networks. We do not see such high fixed costs for postal services. Because these fixed costs
ate not so high, the tisk of future entry by other businesses would be high in a freely competitive
scenardio. ‘This fact means that if the Post were privatized, then any tendency towards monopoly
would be trestrained by the possibility of future entry, thus obviating the need for excessive price
controls.

The need for a state-granted tmonopoly in the postal sector is further reduced by the
“vertical separability” of tegular postal services. The main functions of postal services are pick up,
various sorting procedutes, and delivery. Data suggests that less time-sensitive delivery services,
such as regular postal service, should tend to be less vertically integrated across these functions,
because the transaction costs involved in contracting between them are relatively low. In express
delivery, by contrast, the transactions costs involved in contracting for highly specific assets and
services needed to accomplish reliable express delivery are relatively high, and generally preclude



such separability of functions among different providers.” "Thus, while highet-speed and higher-
cost services naturally tend toward greater vertical integration, the lower-cost, lower-speed services
provided by regular postal services can be shared among several different service providers. This
ptesents opportunities to allow private companies to compete to share the workload involved in
providing the service. Such wotksharing would subject the service to competitive forces that would
apply downward pressute to costs and encourage innovation. Vertical integration of this service, by
contrast, results in extremely high inefficiency losses that ultimately impact the prices paid. by
consumets.

From a pro-poor standpoint, the letter mail monopoly acts to set a price floor in terms of
delivery — detegulation might actually lead to greater choice and lower prices. The notion that the
Post is somehow to be equated with very intensive capital cost industdes such as electricity,
telecommunications and gas is misleading. The industry instead is closer to trucking or aitlines,
where a large percentage of the costs is actually labor cost, as well as any legacy labor costs. Neither
of these industties sinks much capital into a network. In the case of postal in the US, labor costs are
80% of the total costs. In the comparable industties of aitlines and trucking, deregulation has taken
place and has led to dramatic changes in pticing and cost structures. The Post does have to contend
with inflated labor costs (at least in the US) and a large amount of political power derived from the
size of the labor force.

Other ways of reducing costs include access pricing. Access pricing comes into play when it
is possible for other companies to shate the workload of the Post, thus reducing the Post’s costs,
and getting a better rate as a result. This would include, for example, where a company delivers mail
to a central post office, thus eliminating one leg of the joutney that the Post would have to engage in
to lower costs. Discounts can also be applied for large pre-sort mailers in the case of the USPS.
However, from the petrspective of postal services, the more options are given to lower access
“chatges, the greater the problem of stranded costs, as certain dedicated assets are left unutilized for
greater periods.

_ ‘Futute mail delivery is a platform that admittedly now competes with other ways of sending

out information, or, for example, paying bills. There ate advantages to conventional “snail mail,”
compated with e-mail, such as privacy and identity theft concerns. It is likely in the future that
postal bill paying may be competitive with e-bill paying. The important thing in terms of delivery of
benefits to consumers is that these platforms are able to compete well against each other, following
the theory of monopolistic competition.

5. Potential Batriers to Effective Competition

a. State Aids and Regulated Industries

State aid has deletetious effects by subsidizing certain national champions. Competition is
not furthered by having some companies compete against certain companies that receive substantial
government subsidies in regulated industries and that use such subsidies to create barriers for entry
to competitors. Indeed, politicians might resort to state aids when the previously state-owned

13 Richard Geddes, Patterns of Private Delivery, in The Lase Monopoly; Privatizing the Postal Service for the Information Age (Ed. Edward L. Hudgins,
Cato Instimite, 1996}, at p. 84.



enterptise begins to feel the effects of competition in its regulated industry for the first time. This
political impulse must be checked.

i State Aids and EU Taw

The competition provisions of the EC Treaty ate founded on the principle that a
competitive matket, rather than a state-controlled market or one that allows private monopolies, are
the best means of securing economic efficiency, in terms of both the allocation of resoutces and
efficient production — to the benefit of businesses and consumers alike. They ensure that all
undertakings operating in the EU compete on a level playing field, and that any non-competitive
practices by companies or national authorities do not hinder healthy competition. The prime
motivating reason for the EU’s competition disciplines are the history of state control and the
urgent need to ensute that the “Eutopean project” was not thwarted because companies divided up
matkets and resutrected the borders the Treaty of Rome sought to reduce, using anticompetitive
tmeans.

State aids disrupt normal competitive forces, and therefote distort the competitive playing
field. Neither the beneficiaties of state aid nor their competitors prosper in the long term. State aid
distorts competition if it intervenes in an existing or developing competitive relationship between
holdings or sectors of production and if the measure artificially modifies the conditions of
competition among competitors.

The EU jutisprudence is useful as it sets out the basis for state aid regulation. Article 87 of
the EC Treaty' prohibits any aid granted by 2 Member State or through state resources in any form
whatsoever which distorts or threatens to distort competition by favoring certain firms or the
production of certain goods. The aid in question can take a variety of forms as, for instance: state
grants; interest relief; tax relief; state guarantee or holding; or the provision by the state of goods and.
services on preferential terms. The decision as to whether or not aid granted by Member States is
compatible with the Common Matket can be made only by a supranational and independent
authority, such as the European Commission.” The Cominission's role is to monitor proposed and

' existing state did measures by Member States to ensure that they are compatible with EU state aid = -

legislation and do not distort intra-community competiion. The Commission has the power to
tequire that aid granted by Member States which is incompatible with the common market be repaid
by recipients to the public authorities which granted it." The Member State must recover the aid
immediately in accordance with domestic procedutes. The Commission has adopted a number of
“guidelines” or “frameworks™ to clarify its state aid policy in a number of areas: regions lagging
behind in tetms of development; research and development; employment; protection of the
envitonment; rescue and testructuting of firms in difficulty. The Commission has also adopted a
number of “block exemption” regulations for state aid to: small and medium-sized enterprises; aid
for training; and aid for employment. Aid granted in conformity with all the conditions set out in
these regulations is automatically consideted compatible with the common market.

1+ Freaty Establishing the Eurapean Community {consolidated text), Dec. 24 2002, O.J. (C 325} 33, Art. 82 (2002).
15 Id. at Are. 88.

16 According to Article 89 of the EC Treaty, “The Council, acting by a qualified majority on a proposal from the Commission and after consulting the
European Parliament, may make any appropriate regulations for the application of Articles 87 and 88 and may in particular determine the
conditions in which Article 88(3) shall apply and the categories of aid exempted from this procedure”, Regarding general rules of procedures about
state aids, see Council Regutation (EC) No 659/1999 of 22 March 1999, laying down detailed rules for the application of Article 93 (now Asticle
88)of the EC Treaty, O.]. L 83, March 27, 1999, ar 1-9.



The EC Treaty, however, allows exceptions to the ban on state aid whete the proposed aid
schemes may have a beneficial impact in overall Union terms. Article 87 of the EC Treaty allows
the following forms of aid: 1) aid having a social character, granted to individual consumers; 2) aid to
make good the damage caused by natural disasters or exceptional occurrences; 3) aid designed to: a)
promote the economic development of underdeveloped areas (regarded as particulatly backwatd in
~ accordance with EU Community ctitetfa); b) promote the execution of an important project of
common European interest or to remedy a serous disturbance in the economy of a Member State;
) facilitate the development of certain activities or areas, d) promote culture and heritage
conservation (where, in the last two cases sub c) and d), such aid does not affect trading conditions
and competition in the EU Community to an extent that is contrary to the common interest).

‘The European Court of Justice (EC]) has repeatedly stated that the test in order to classify a
state measure as a state aid is whether the recipient undertaking “receives an economic advantage
which it would not have obtained under normal market conditions”.”” This is the so-called “Market
Economy Investor” principle. This test is employed in order to determine whether the advantage is
one which would or could have been obtained from a private operator acting with a view to obtain a
retutn.

Services of genetal economic interest ate different ftom ordinary services in that public
authorities consider that they need to be provided even where the market may not have sufficient
incentives to do so. This is not to deny that in many cases the market will be the best mechanism for
providing such services. Many basic requitements, such as for food, clotbing, shelter, are provided
exclusively or overwhelmingly by the market. However, if the public authorities consider that certain
services are in the general interest and market forces may not result in a satisfactory provision, they
can lay down a number of specific setvice provisions to meet these needs in the form of service of
general interest obligations. The fulfillment of these obligations may trigger, even if not necessary,
‘the granting of special ot exclusive rights, or the provision for specific funding mechanisms.

'The definition of a specific mission of general interest and the attendant service required to
fulfill that mission need not imply any specific method of service provision, The classic case is the
universal service obhgatlon (“USO™), ie., the obhgauon to provide a certain service throughout the
territory at affordable tariffs and on s1m11ar quality conditions, irrespective of the profitability of
individual operations.18 When such services of genetal interest are granted to regulated industry,
they may be prone to abuse by companies. There is evidence that imposing universal service can be -
both a cost and a benefit. In the case of telecom, one should also consider what the universal
service is intended to achieve. It may be cheaper to give people in rural communities access to
wireless, rather than wire-line service. Hence granting a USO fund to the incumbent wire-line
company is not necessarily advancing this cause. In addition, enabling the incumbent to ptice at
levels below incremental cost means that consumers may seek wire-line services in cases where
wireless would have been cheaper, but for the subsidy. This can prevent new technologies from
developing and being generally available.

17 Case C-342/96 Spain v Commission 11999} ECR 1-2459, parageaph 41; Case C-39/94, SFET and Otlers [1996] ECR 1-3547, paragraph 60; and, recently,
Joined Cases T-228/99 and 'T-233/99, WestLB » Commission {2003} ECR IE-nyr.

18 Services of General Interest - Communication from the Commission - O C 17, 19.01.2001, p. 4, paragraph 14.
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On July 24, 2003 the EC] delivered a judgment in the .Admark case” with regard to the
application of the State Aids tules to public services obligations (a notion within the broader
category of services of general economic intetest). The Court ruled on 2 long-disputed issue:
whether subsidies representing compensation for public service obligations constitute state aid
under the meaning of Article 87 (1) of the EC Treaty. The EC] pointed out that, according to
settled case-law (see supra), for a state measute to be classifiable as state aid within the meaning of
the EC Treaty, it must be capable of being regarded as an “adsantage” conferred on the recipient
undertaking which that undettaking would not have obtained under normal market conditions.

The Coutt held that there is no such “advantage” where a state financial measure must be
regarded as compensation for the services provided by the recipient undertakings in order to
discharge public service obligations. However, for such compensation to escape classification as
state aid in a particular case, four conditions must be satisfied.” First, the recipient undertaking must
actually have public service obligations to discharge and those obligations must be clearly defined. Second, the
patameters on the basis of which the compensation is calculated must be established in advancé in an
objective and transparent manner. Third, the compensation cannot exceed what is necessary to cover all or part
of the costs incurred in the discharge of the public service obligations, taking into account fbe relevant
receipts and a reasonable profit. Fourth, whete the undertaking is not chosen in a public procutement
procedure, the level of compensation must be determined by a comparison with an analysis of the
costs which a typical transport undertaking would incur (taking into account the receipts and a
reasonable profit from discharging the obligations).

Only if those four conditions ate satisfied may it be considered that an undertaking has not
enjoyed a real financial “advantage” that would have the effect of putting it in a more favorable
competitive position than the undertakings competing with it, so that it is not therefore state aid

within the meaning of the EC T'reaty.

In the more recent GEMO case,” Advocate Genetal (“AG”) Jacobs proposed to make the
distinction between measutes directly linked to the setvice of general economic interest and those
. indirectly linked. The latter only would be considered as aid and thus would be subject to
notification. This analysis was then subsequently adopted in Enirisorse.® In the Enirisorse case, the
ECR responded to the following issue: Does allocation to a public undertaking of a fund to the
State by operators who do not receive services for that undertaking constitute special or exclusive
fights given to the public undertaking under Article 87? It is clear that public undertakings are
within the scope of Article 87. But setvices in the general economic interest should not be used as a
shield for all state aid. It is necessaty to ask what atre the special characteristics that distinguish it
from other economic activities, but even then the transfer of funds must be shown to be connected
to that specific charactedstic. It is important to note that the three cases Akmark, GEMO and
Ewnirisorse were all pending before the ECJ at the same time. A/mark was the first to be decided. By
that time, the advocate general in all three cases bad tendeted their opinion. The AG in Altmark
considered that PSO compensations should be viewed as State aid while AG Jacobs in GEMO and
the AG in Ewiérisorse considered at least certain compensation mechanisms to fall outside of the

19 Case C-280/00, Altmark Trans GrebH and Regierungspriisidinn Magdeburg v Nabverkebrsgesellichafi Alimark GmbH [2003] ECR 1-7747.
2 Alimark, paragraphs 88 ef seq.

2 Case C-126/01, Ministére de [Economiz, des Finances et de Fndustrie y GEMO $4 [2003] 1-13769.

2 Joined Cases C-34/01 o C-38/01, Enirévorse SpA p Minisiern delfe Finange {2003] I- 14243,
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scope of Article 87 (1). The court in A/tmark therefore had three opinions on the same issue (and
countless articles). The judgment was cleatly influenced by AG Jacobs’ opinion (in GEMO) without
however using the latter’s terminology of a “direct” and “indirect” link. After Almark, the court
consequently applied the 4-pronged “Alimark test” in GEMO and Enirisorse.  In Enirésorse (where an
Italian company challenged a port tax because the proceeds went to a public undertaking), the EC]
found on the basis of the facts of the case that the 4/mark test was not met, i.e. the measures were
State aid. The case also discussed whether exclusive or special rights had been entrusted in the
public undertaking but this question was dealt with separately from the question of application of
State aid law. We therefore see that the GEMO and Enirisorse cases are examples of how the
Altmark conditions are interpreted in a very strict fashion.

In considering what services ate in the general economic interest, and how the funds that
suppott them should be evaluated, several key facts have emerged: (1) Has there been a purchase of
goods by the state above matket price? (2) Is there a financial advantage to cettain undertakings (i..,
if all the alleged aid does is offset the cost of discharging USO, it is not a teal advantage to the
undertaking that benefits from it). Applying this to regulated industries, one can see that there needs
to be a clear link between the state financing and the USO itself, and the USO must be cleatly
defined (and overcompensation must be avoided). Interestingly, under the EU postal directive, it is
recognized that deregulation will lead to an increase in demand which will partially solve the USO
issue.” The Directive notes that the postal compensation fund conteroplated in the directive was
state aid which had to be notified, but we should note that the Directive was pre~/Mmark and
therefore the Almark ctitetia would now be dispositive.

 State aid rules are particularly important for countries that have had a history of state
ownetship and impott substitution, but also for all sectors where there is a transition from regulation
to' competition. In such settings, governments are prone to use such aids in a market system
because this has been the traditional form of state intervention. “However, as déveloping countties
become market economies, such aids have distotting effects that create costs to consumers and must
be avoided.

ii U.S. State Action Exemption

The US is behind the curve in terms of disciplining public sector restraints of trade that
harm competition. The issue tutns on the approach to universal service obligations. As we have
seen, in the EU, the carve-out from state aids disciplines for services in the general economic
interest is limited by case law to cases where there is a direct linkage with clearly defined universal
service obligations. US state action exemption law is approaching what we see in the EU with the
matket participant exemption to the state action exemption (Z.¢, a state acting as a market participant
is subject to the same rules as a private participant, see above).

B fee recital 12 of Directive 2002/39.
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Generally under U.S. law, when a state antitrust law is inconsistent™ with federal antitrust
law, the state law is pteempted. If the state law, however, falls into the “state action” ems:t:ﬂption25
implicitly created by antitrust law, then the state law is not preempted.® Under the state-action
exemption doctrine, certain actions of state and locals government are immune from the federal
antitrust laws even though they would not survive a preemption analysis.” The state-action
exemption was set out by the Supreme Court in Parker ». Brown.”> In Parker, the Supreme Coutt
rejected the contention that the California raisin proration program violated the Sherman Act® The
Court found that the prorate progtam was not created to operate by force of individual agreement
ot combination, but rather than by the legislative command of the state and did “not intend to
operate without that command.”® Therefore, the Coutt found that the law did not violate the
Shetman Act because the Sherman Act was not created to limit the ability of state officials or
legislatures to regulate commerce.” The Court buttressed this holding in the sovereignty accorded
to state legislatures under the Constitution, which could only be limited by Congress.”*

. The Coutt did, however, place a limitation on the scope of the state-action exemption. The
-state-action exemption did not grant immunity to people or corporations who violated the Shetman
Act under the guise of a state grant of authority.”® The exemption also does not apply when the
state or municipality becomes a party in a private agreement or combination that testricts trade.**
Since the California statute set production limits but did not authorize private individuals or
cotporations to do so, the Court found that it was consistent enough with the Sherman Act to avoid
preemption under the state-action exemption.”

24 While the term “inconsistent” has been given many definitions and is subject 1o various interpretations, it usually does not apply when the state law
is more aggressive than the federal law. Sec. Areda ¢ Hosenkamp, supra note 1, ar 300. When the state law, howevey, attempts to authorize private
parties to escape antitrust laws without any supervision, compels private firms to act in a mannez forbidden by antitrust laws, or prevents
competition clearly mandated by federal law, then there is a preemption problem. S i ar 304. The first two problems permit private firms to
determine their own conduct and are often nothing more than a state’s compliance to a private frir’s request.  See, e.g., Schwegmann Bros, v. Calvert
‘Dirilers Corp., 341 US. 384 (1951). e, SREEEEE R LT TR T B TR

There are some areas where the federal deference to state law is expressly stated. For example, in the area of insurance, the states have greater
freedom to determine the antitrust regulations that apply. See McCarran-Ferguson Act of 1945, 15 U.S.C. §§ 1011-12 (2000).

% “Sate-action” in the antitrust context is very different from the civil rights (Fourteenth Amendment) analysis. In the Fourteenth Amendment

" analysis, “state-acton™ is broadly defined, ineluding some privaie détons that are “quasi-public” in character ind can include detion by state officials.
See, e.g, Marsh v. Alnbama, 326 U.S. 501 (1946) (holding that a town, although privately owned, was public enough to bring it withia the Birst
Amendment realm). 42 U.S.C. § 1983 condemns acts by public officials who are acting under the color of state law. In contrast, “state-action” in
the anti-trust contest refers only to government policies that are clearly articulated so as to not leave doubt that it is a state sanctioned practice and
not just a mistake or act reflecting the discretion of an individual official. See Areeds & Hovernkanp, supra note 1, at 356,

2

=

See Areeda & Hotenkamp, spra note 1, at 355. Actually, the state-action exemption is part of the preemption analysis. If a statute appears to be
preempted by federal law, the second step in the preemption analysis would be to determine if it qualifies as a state-action exemption. If it does,
then the statute is saved; if it does not, then the statute is preempted. Td

" % Parker o Brows, 317 US. 341 (1943},

2 Id ar 350. Under the proration program, the California Agricultural Committee set production limits in order to maintain the price of raisins. See il
at 347,

30 Id at 350,

3

Id. *We find nothing in the language of the Sherman Act or its history which suggests that its purpose was to restrain a state or its officers or agents
from activities directed by its legislature.” Jd The Sherman Act was enacted to regulate business corporations and prevent business combinations
that would restrict competition. See Parker; 317 U.S. at 350. “Its purpose was to suppress combinations to restrain competition and arempts to
monopelize by individuals and corporations, abundantly appears from its legislative history.” I

2 I

3 Seedd Seealio N. See. Co., 193 ULS. at 332; Rice v Norman Williams Co., 102 us. 654, 662 (1982) (holding that upholding the validity of a state statute
does not insulate a firm’s invocation of the statute from scrutiny under the Sherman Act).

M See Parker, 317 U.S. at 351-52. See alio Union Pac. R.R. Co. v United Stater, 313 U.S, 450 (1941).
35 See Parker, 317 U.S. at 352,
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In order to qualify for immunity under the Parker standard, “the challenged testraint must be
clearly articulated and affirmatively expressed as state policy,” and “the policy must be actively
supervised.”® In Midul, the Court struck down a California statute because, although the price
fixing restraint was cleatly expressed as state policy, the state neither set the prices nor regulated the
reasonableness of the price schedules.” Had California’s program completely controlled the
distribution of liquor within the state, that comprehensive regulation would be exempt from the
Sherman Act under the state-action docttine.™

State legislation that appears inconsistent with federal antitrust law can sutvive preemption if
it qualifies as a state-action exemption.” A restraint unilaterally imposed by  state government does
not qualify as a violation of the Sherman Act just because it has a coercive effect upon those who
must obey the law.* Some restraints imposed by a legislature, however, ate not unilateral but a
hybrid because they are enforced by private regulatory schemes.” If the statute grants private parties
a degree of regulatory power, that statute is vulnerable to scrutiny under the Sherman Act.” In order
for the state-action exemption to apply, there must be an express or strong implication of the intent
of the state to remove certain matkets from antitrust scrutiny.

Cleatly, in the United States, any set of disciplines that purported to apply competition policy
to public sector restraints would have to grapple with the state-action exemption. Some precedent
alteady exists for competition provisions in free trade agreements, which does apply some discipline
to public sector restraints. These may be found in Chapter 15 of NAFTA,* in Article VIII of the
General Agreement on Trade In Setvices (“GATS”)® or in the competition safeguards listed in the
WTO Reference Paper on Basic Telecommunications.

Chapter 15 of NAFTA recognizes the importance of maintaining an effective competition
policy in the Contracting Parties so as to promote trade and is an example of existing competition
- provistons that deal with public sector restraints at a regional level. -In Article 1501, it states:

Each party shall adopt or maintain measures to
proscribe anti-competitive business conduct, and shall

36 City of Lafayeite v. La. Power & Light Co., 435 U.S. 389, 410 (1978). See alro Cal Retail Lignor Dealers Ass'n v. Mideal Aluminum, Inc., 445 US. 97, 105
(1980) (“Midea®).

31 See Mideaf, 445 U.S. at 106. The California law required suppliess to set a resale price on liquor and dealers had to charge that price. The price was
set by the suppliers, not the state. The Court found this to be a private price-fixing arrangement cloaked in state-action. I

B Id at 106 0.9, See also New Motor Vebicle Bd. Of Cal v. Omin W. Fox Co.,, 439 U.S, 96, 109 (1978); Siate Board v. Yonng'’s Mil. Co., 299 US, 59, 63
{1936).

3 See Fisher n. City of Berkelty, 475 U.S. 260, 265 (1986).
0 Seg id. at 267.

o See id.

2 e id.

&
&

See Areeda & Hovenkamp nupra note 1, at 363. For example, a state’s intent to eliminate competition in a particular market cannot be simply inferred
from state approval of a firm’s conduct. If a state approves of certain firm conduct, it makes no direct statement about whether it wants the federal
government to make that market or firm immune from antitrust regulation. Id

# NAFTA, mpranote 11, ch. 15,

4

"

General Agreements on Trade in Services, Apr. 15, 1994, Marrakesh Agreement Establishing the World Trade Organization, Annex 1B, Lega!
instrnments-Results of the Urrgnay Round vol. 31, 33 LLM. 1174, 1175 (1994) [hereinafter GATS).

=

¢ See World Trade Ospanization, WTO Reference Paper on Basic Telecommunications (1998) at
HAL WA ARl oYW, ive.press/WIPE : 3 fhercinafier Referemee Paper.
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take apptoprate action with rfespect thereto,
recognizing that such measures wil enhance the
fulfillment of the objectives of this Agreement. To this
end the Parties shall consult from time to time about
the effectiveness of measures undertaken by each

Party.”

GATS addresses competition issues that face public sector restraints at a global level. Article
VIIT addresses the issue of monopolies and exclusive service suppliers and specifically provides the
following:

Where a Member’s monopoly supplier competes, either
directly ot through an affiliated company, in the supply
of a service outside the scope of its monopoly rights
and which is subject to that Member’s specific
commitments, the Member shall ensute that such a
supplier does not abuse its monopoly position to act in
its tertitory in a manner inconsistent with such
commitments.

The Council for Trade in Services may, at the request of
a Member which has a teason to believe that monopoly
supplier of a service of any other Member is acting in a
manner inconsistent with paragraph 1 or 2, request the
Member establishing, maintaining or authorizing such
supplier to provide specific information concerning the
relevant operations.®® '

The WTO Reference Paper on Basic Telecommunications is yet another international
agreement that includes competition provisions and bonds the U.S., notwithstanding the state action
‘exemption. This agreement requires Membets to maintain measures that prevent major suppliers-
from engaging or promoting anti-competitive practices.” Furthermote, it includes 4 list of anti-
competitive practices that should be particularly regulated. These practices include engaging in anti-
competitive cross-subsidization, using data obtained from competitors in an anti-competitive
manner, and not making avatlable to other setvice suppliers technical information about important
facilities and commercially relevant information which are needed for them to adequately provide
services.”

All of these agreements bind, #user alia, the United States, and all have been successfully
concluded with extensive U.S. participation.

Japan’s competiion law, the Anti-Monopoly Act (the “AMA”), does not currently have
Article 87-like provisions. Japan does have an Unfair Competition Prevention Law, which addresses

4 NAFTA, mpranote 11, art. 1501.
18 GATS, supra note M4, at 1174-1175.
4 See Reference Paper, snpra note 95.

50 Id.
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issues such as trade secrets and intellectual property rights, and is administered by METI. Either (or
both) of these laws could include Atrtcle 87-like provisions (refined and adapted for the Japanese
context). Such provisions must adequately deal with the USO.

b. Cross-Subsidization

All businesses cross-subsidize. Not all of this activity is harmful to consumers.
Indeed, many forms of cross subsidization are beneficial to consumers. Cross-subsidization is only
barmful if it is anti-competiive. It is anti-competitive if it could lead to the elimination of
competitors and then the increase in prices to supra competitive levels. One has to be extremely
careful in ensuring that the discipline of competition is only used when behavior is genuinely anti-
competitive and leads to consumer harm. The ordinary test of what is anti-competitive behavior is
determined by an evaluation of whether the low price charged (the price in the market which is
being subsidized by the higher price in the non-competitive market) is indeed below some measuse
of cost (which is required in determining whether there is the potential for anti-competitive pricing
in the future). The theory is based on the fact that there can only be one reason for a price below
cost, and that is to knock out competitors and recoup lost profit later.

This test was originally outlined in Brooke Group ». Brown & Williamson.” The Brooke Group
test has to be modified in the case of cross-subsidization by governmental entities or those that have
legacy govetnment ownertship. For companies that are government owned, the key issue is that
because governments ate not profit maxitmizers the element of the Brooke Group test that requires
. lost profits to be capable of being recouped is not as important. Governments ate at best revenue -
maximizers (and even this is doubtful — see USPS sponsorship of US cycling team, even though they
already have a letter mail monopoly). Therefote, if there is below cost pricing, we would argue that
this is prima facie evidence of anti-competitive cross-subsidization. Indeed the European Union
cases on this issue assume anti-competitive cross-subsidization by governments, even absent a-
possibility of recoupment of lost profit. We will discuss the issue of costs and cross-subsidization. in
more detail after the case studies.

51 Brooke Growp v. Brown & Williamson, 509 U.8. 209(1993).
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6. Advocacy Role of the Competition Agency

Because other governmental agencies may-lack the consumer welfare optimizing standards
that the competition authorities bting to their work, the competition agency must setve as the
watchdog to prevent the encroachment of anti-competitive actions and regulations by private and
public actors. In particular a competition agency in a country with a significant number of recently
privatized companies and SOEs must be vigilant to make sure that such companies do not engage in
anti-competitive practices. In tnany cases, the restraints placed on trade by public sector actions
present significant problems to the formation of a competitive market. The US Department of
Justice (“IDOJ”) has competition advocacy guidelines that highlight the following factors that DOJ
needs to consider going forward: (a) highlight the costs and benefits of the particular regulatory
system from a competition standpoint, specifically a consumer welfare optimizing standpoint; (b) if
regulatory scheme is an existing one, has regulation fulfilled its purpose; (c) is regulation well tailored
and is it the least anti-competitive possible to achieve the regulatory purpose. The methodology
used by DOJ is to testify to the executive branch with regard to legislation, to publish reports on
patticular industries, to intervene in regulatory agency proceedings, and sometimes to use litigation.

We have seen from Intemational Competition Network (“ICN”) reports that it is very
difficult for competition agencies to advocate successfully, and early engagement is vital to the
process.” Where agencies wait until after the regulatory framework of a privatization for example
has alteady been established, it becomes very difficult to actually impact that regulatory structure in a
pro-commpetitive fashion. In the ICN meeting in Bonn in 2005, many of the participants in
discussing the role of competition advocacy noted that the key was to advocate early. The reason
this was specifically mentioned was because there are many examples where a failure to advocate
eatly has resulted in an inability to effectively make the case for competition after the regulatory
structure has been put in place. Applying this in the Japanese context, if the competition agency
does not react prior to the completed process of postal privatization, assuming this happens, then it
will find it extremely difficult to change the behavior of the postal company itself, post privatization.
Thete ate many examples in the case of telecoms whete there is a lot of data on privatizations where
competition has not been successfully introduced into the privatization program.

The competition agency must operate to ensure that the voice of consumers is heard
throughout the privatization process, especially early in the privatization process, as regulation and
competition are frequently in conflict. Sectoral regulators and competition regulators may go about
implementation of policy in different ways — the former uses a centralized process to make decisions
about prices, entry, investment, and service quality, while the latter is a decentralized process in
which each competing firm makes independent decisions that are driven by the goal of profitability,
and winning customers by offering them a supetior combination of products, services and prices.
Submissions to the sector regulator are required from the “guardian of competition,” the
mndependent competition agency, to prevent regulation from being destructive to competition and
the overall goal of consumer welfare optimization. A common way to institutionalize competition
advocacy is for the competition agency to intervene in regulatory proceedings. Only the
competition agency has the institutional capacity to best understand the economic impact of
regulation on competition and therefore is best suited to provide such guidance to other agencies.
The issues raised in regulatory proceedings tend to involve the same types of questions that the

52 Comments of Albertc Heimler at ICN Annual Meeting, Bonn, 2006.
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competition agency has to deal with, e.g., whether competidon is feasible, whether an industry is
naturally monopolistic, whethet cross subsidies exist and, if so, whether they ate desirable, whether
economies of scale are substantial, and whether particular regulations are likely to accomplish their
stated objectives.

As noted above, the goal of competiion policy is to enhance consumer welfare.
Competition leads to lower prices, a wider choice of goods, and technological innovation, all in the
interest of the consumet. Competition laws have been structured to achieve this goal and it is
through competition policy that public sector anticompetitive restraints can be countered. A
countty’s competition agency needs to study the regulated sectors such as energy,
telecommunications, financial setvices and postal services as part of its competition advocacy. This
advocacy tefers to activities conducted by the competition authority related to the promotion of a
competitive envitonment for economic activities through its relationships with other governmental
entities and by increasing public awareness of the benefits of competition.

Competition laws particularly are required to restrict anticompetitive business practices and
prevent cross subsidization. Cross subsidies occur when a regulated part of a business subsidizes its
competitive affiliates by shifting affiliate costs to the regulated portion of the business. When some
of the affiliate’s costs ate paid by the regulated side (and built in to the cost structure for the
regulated price through the use of accounting methods that do not accurately allocate costs),
consumers will have subsidized the competitive affiliate and the affiliate will have a cost advantage
relative to its competitors. Cross subsidization and its cost shifting distorts markets. Under such a
system, the efficient allocation of resources and the development of competitive markets can be
stymied. Adam Smith appreciated the efficiency that competition creates noting that, “[m]onopoly,
besides, is a great enemy to good management, which can never be universally established but in

consequence of that free and umversal competltlon 'Wh‘lch forces everybody to have recourse to it
for the sake of self-defense.” - '

A previous repott by the ICN notes that competition can be hampered by public regulations

-and rule making™ It further notes that while regulatory intervention is necessaty in some sectots,

such intervention may go beyond what is strictly necessary. The competition agency must become
involved in the regulatory and the rule-making process to ensure that adequate consideration is paid
to competition concerns. The report’s Executive Summary specifies as follows:

Competition may not only be hindered by private anti-competitive conduct, such as
collusion among competitors, anticompetitive mergers...but also...by public
regulatory intetvention and rulemaking. Such regulatory intervention may be
watranted in sectors featuring extensive economies of scale or other matket failures.
In particular, without intervention, some markets may fail to provide minimal levels
of setvice considered of public interest. However, regulatory intervention may go
beyond what is strictly necessary and may impede competition in those sectors.”

53 Adam Seith, Ar Inquiry infe the Wealth of Nations, 163 (R. H. Skinner & A, 5. Skinner eds., 1976).

54 Copaiity Brilding and Technical Assistance: Burlding eredible comipetition autherities fn developing and transition ecomomies, ICN Working Group on Capacity
Building and Competition Policy Implementation (2003).

%5 Jd., Executive Summary.
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Consequently consuitation in the legislative process is one of the primordial tasks of the
competition agency, and a key area of competition advocacy.” The ICN advocates mandatory ot
discretionary consultation mechanisms, but notes that the results in the case of mandatory
consultation are better. Another relevant factor is whether the decisions of the competition agency
are binding on the legislative ptocess ot sectoral regulator. Even if the results are not binding, at
least having 2 binding requitement that forces the legislative process to justify why it has departed
from the competition agencies’ recommendation can have some useful effects. The key issue is to
ensure that legislative bodies have to respond to advice given to them by competition agencies. This
has been the case in many countries, whete competition agencies, as part of a transparent process,
make submissions on ptoposed legislation and regulations affecting sectors where competition
concerns may be implicated.

To gain credibility with companies and attract investors, numerous governments have been
simplifying and modernizing laws and regulations that affect regulated sectors. Effective regulators
can go a long way toward ensuting that free markets operate faitly and do not disproportionately
benefit cettain producer elites. This is a crucial point in societies that are still adjusting to increased
competiion and where the social benefits of privatization and liberalization policies ate not
immediately apparent. When the regulator is also a matket participant, the possibility of conflicts of
interest arises. Thete is also an increased concetn of regulatory capture. Enhancing the role of the
competition agency is important because of the risk of regulatory capture of sector regulators.”
This is less likely when the competition agency reviews sector regulations for anti-competitive
effects. We advocate an approach that gives competition agencies the authority to give non-binding
opinions and advise legislatots, but does not give the competition agency the final say. We advocate
that the competition agency’s powet should be concurrent with that of sector regulators. Fox
example, if there is an issue related to the conduct of a regulated entity, both agencies will be
involved in the review of such conduct.

7. Dealing with Legislators

... In order for the competition agency to be effective, it must deal with legislators. It must be
able to have credibility with legislators, and convince them of the benefits of competition. Although
this can be done in a number of ways, repotts ate the most effective means of communicating
credible, convincing evidence of the benefits of competition. Competition agencies would maximize
effectiveness through the pteparation reports on specific sectors. For example, at the recent ICN
meeting, the European Commission announced that it would conduct sectoral studies on the
electricity and energy sectors to ascertain possible anti-competitive practices, including those at the
public sector level. Studies and reports can be very helpful advocacy tools. In the context of postal
reform, the following study topics should be considered: '

1. What tnodel is to be used? Ptivatization, followed by libetalization in 2 sequenced fashion,
ot ptivatization accompanied by competition? What precisely will be the role of
competition?

36 Id, at 61.
5T QECD, Regrlatory Reform in Network Indusiries: Past Experience and Current Istues, OECD Economic Quitlock, June, 2000.
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2. Independence of sectoral regulator. What role will the sectoral regulator have? What does
independence mean? Frequently, independence means more than simply not being part of a
ministry. Independence is 2 measure of the real ability of the regulator to face down the
regulated entity in 2 non-coopetative game. It relies on credibility and political power.

3. Interaction. How is it envisaged that the competition regulator will interface with the
sectoral regulator? What weight will be given to the views of the competition agency?

These studies and reports can be used to educate legislators on the key issues that impact
postal privatization and the dangers of turning a public monopoly with regulation into a ptivate
monopoly without regulation. The purpose of this is to ensure that legislators who craft a particular
framework or regulatory design understand the consequences of their actions.

8. Global Competition Advocacy

Competition advocacy is practiced by a number of countries throughout the world. We
illustrate practices in the United States and Mexico, both of which have vigilant competition
advocacy systems to promote consumer welfare and economic efficiency. These countries have
noted success in competiion advocacy and we illustrate their guiding principles.

As we discussed eatlier, the United States DQO]J is guided by fou.t ptinciples in its competition
advocacy:

1. To eliminate unnecessary and costly existing regulation;
2. To inhibit the growth of unnecessary new regulation;
3. 'To minimize the competitive distortions caused where regulation is necessary by advocating
- the l'east-anticompeﬁﬁve form of regulation consistent with the valid regulatory objectives;
and
4. To ensure that regulauon is proper_ly deslgned to accomphsh legitimate regulatory
objectives.”

These principles serve to guide US competition regulators to limit the effects of regulation
that hurt consumets. In this sense, the apptoach that a competition agency must take in analyzing
the need for new or continued regulation is to focus attention on the comparative benefits of free
competition, on the one hand, and the proposed method of regulation on the other to prevent
regulations that would lead to an anti-competitive result. To the questions that the DOJ asks, we
would add an additional question: :

“Ts regulation based on normative principles of efficiency and consumer welfare, or is it
designed to favor certain competitoss at the expense of consumers?”

Like the United States, the Mexican Federal Competitton Commission (“CFC”), has adopted
a proactive role in advocating for the integration of competition policy and tegulatory reform. The
CFC issues opinions on the impact of proposed regulations on competition conditions that prevail
in a regulated market and applies competition policy to specific institutional, legal and econotnic

% DOJ Antitrust Division Manual, Chap. 5.
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conditions in specific regulated sectors that charactetize each regulated market. Recent examples of
the CFC’s efforts include involvement in the dtafting of the revisions to the telecommunications law
and issuing opinions regarding natural gas regulations.

We now look at two regulated sectors which are of great importance to the competitiveness
of Japanese economy. As mentioned before, the communications infrastructure is the key to an
efficient and globally competitive business sector. Many of the gains of the New Media Economy
would be lost if 2 competition communications infrastructure is not in place.

9. Telecommunications

Competition can be stifled through a dominant participant exerting its market powet and
other anti-competitive practices to extinguish weaker participants and consequently conttol the
market. Thetefore, it is important that the competition agency have some power to review anti-
competitive conduct in order to protect consumers. When an agency does not have the power to
enforce its decisions, it is incapable of preventing ongoing abuses. The case study of Teléfonos de
Mexico SA (“Telmex”) in Mexico demonstrates this.

a. Teléfonos de Mexico

After its privatization, Telmex’s activities were regulated under the 1990 Telmex Concession,
which allowed for competition in certain sectots, in patticular the international long-distance sectot,
while other sectors such as inter-urban and local wete insulated from competition. Telmex was to be
regulated in this manner until it could be shown that Telmex had a dominant position in any of
these sectors under the Mexican competition law. At this point the regulatory environmment changed
and an alternative regulatory system was requited. In 1998, the CFC did rule that Telmex was
dominant in five markets where there was inadequate competiion. This ruling was largely ignored
by Cofetel (the telecoms regulator), who continued to apply the 1990 Telmex Concession. The
problem was worsened, because the CFC had no power to intervene in the decisions of other
tegulators. . The real problem was. that. cross-subsidization was allowed by the 1990 Telmex
Concession since every time foreign entrants lowered prices in the competitive international long-
distance segment, Telmex was able to price at predatorily low levels in this sector, and recoup its
losses by supra-competitive pricing in the local matkets where there was ipadequate price
competition. As the head of the CFC obsetved, “Regulation has not been able to diminish the
dominance of Telmex, and is not being applied concretely. There ate a lot of points that are still not
applied.”” The cure to this problem in Mexico would have been that the CFC had greater power to
enforce its judgments.

This has tesulted in a US request for consultation to the WI'O regarding Mexico’s violation
of several GATS articles in the Telmex situation. The complaint, filed August 20" of 2000, stated
five main c:qrnpla.ir:mts:60

1. Mexico epacted and maintained laws, regulations, tules and other measures that deny or
limit market access, national treatment, and additional commitments for service suppliers

89 Cofetel, CFC Shift Telecorn Blame, Business News Americas, July 20, 2001.
QWT/ DS 204/ 1, 20 August 2000, Mexico - Measures Affecting Telecommunications Services.
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secking to provide basic and value-added telecommunications services into and within
Mexico;

2. Mexico failed to issue and enact regulations, permits, or other measures to ensure
implementation of Mexico’s market access, national treatment, and additional commitments
for service suppliets seeking to provide basic and value-added telecommunications setvices
into and within Mexico;

3. Mexico failed to enforce regulations and other measutes to ensure compliance with
Mezxico’s market access, national treatment, and additdonal commitments for service
suppliers seeking to provide basic and value-added telecommunications services into and
within Mexico;

4. Mexico failed to regulate, control and prevent its major supplier, Telefonos de Mexico
(Telmex), from engaging in activity that denies or limits Mexico’s market access, national
treatment, and additional commitments for service suppliers seeking to provide basic and
value-added telecommunications services into and within Mexico; and

5. Mexico failed to administer measures of genetal application governing basic and value-
added telecommunications services in a reasonable, objective, and impartial manner, ensute
that decisions and procedures used by Mexico’s telecommunications regulator are impartial
with respect to all market participants, and ensure access to and use of public
telecommunications transport networks and services on reasonable and non-discriminatory
terms and conditions for the supply of basic and value-added telecommunications services.

Telmex prevented US suppliers from supplying cross-border telecoms setvices, from
obtaining competitive rates for termination in Mexico, and from leasing lines. ‘Termination rates are
the rates charged for calls made from abroad whose final destination is Mexico. A USTR ptess
release highlights two problems with call termination in Mexico: price, as well as the mechanism for
determining the ptice of call termination. The structure in Mexico allows for only the dominant
* carrier - who has an incentive ‘to keep ptces as high as possible - to' negotiate an- international --
termination rate. All other carriers in the country must accept this rate, protecting the rate from
competition. This has resulted in termination costs in Mexico being 19 cents a minute, wheteas in
the US, Canada and Chile, termination costs ate six cents a minute.”’

Another setrious problem mentioned in both the WTO filing and press release concetns
interconnection. By their nature, telecom setvices have network characteristics. The more
significant the network characteristic is, the more consumers will be attracted to the firm with the
latgest market share. For this reason, interconnection is crucial.®® On certain occasions, Telmex has
outright refused to provide interconnection. Even where it has provided for interconnection,
however, the situation is less than ideal. While interconnection rates in the US, Canada and Chile
are at half a US cent, Telmex charges 4.6 cents in Mexico.®

& U5, to Reguest WTO Conswltations With Mexico Regarding Telecosmmunications Trade Barriers, USTR, 2000,
62 D, Daniel Sokol, Barriers fo Entry in Mexisan Telecommunications: Probiems and Sokutions, 27 Brooklyn J. Int'l L. 1 (2001).
3 ULS. to Reguest WTO Constliations With Mexico Regarding Tesecommunications Trade Barviers, USTR, 2000.
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Purthermore, the complaints against Telmex for anti-competitive behavior read like a
textbook of anti-competitive strategy. These include: anti-competitive cross-subsidization, anti-
competitive pricing, disctiminatory tariffs to regions where Telmex maintains a monopoly,
unregistered tariff and discount plans, requiring competitors to lease unnecessary private lines,
disctiminatory billing and collecton practices, use of information obtained from competitors
towards anti-competitive ends, failure to make available technical information necessary for
operation, refusal to provide ptivate lines and circuits, denials of private lines to internet setvice
providets, and discriminatory treatment for calls to internet service providers by Telmex. Though
the opinion itself has not yet been released in the case, the results from the case have been reported
and show that Telmex was guilty of various anti-competitive practices.

Telmex’s anti-competitive cross-subsidization has served to prevent other providers from
effectively competing in the long-distance market. The irony is that because of the consequences of
these anti-competitive problems, AT&T Latin America was recently sold to its rival Telmex.

b. Other Telecom Issues

Thete ate other areas whete similar competition concerns exist regarding the regulations that
apply to other regulated industries centered around specific issues related in particular regulated
industries. '

In the case of telecom whete there has been extensive work done, particular problems are
(a) network access and (b} anti-competitive cross-subsidization. In the leading cases, such as ATe&>T
. MCI, the coutt noted that mere pervasiveness of a regulatory scheme did not immunize an
industry from anti-trust liability. In that case, AT¢T asserted that its public interest assertions
should offset ahy anti-trust liability. In terms of prevention of anti-competitive cross-subsidization,
* the challetige is to avoid predatory pricing where the measurement of cost is on an incremental
{rather than a fully distributed costs basis). However, as noted below, if it is the state that is engaged
in predatory pricing, then we must bear in mind that governments tend to be at best revenue
_ maximizers, not profit maximizers. '

The great challenge in dealing with cross-subsidization issues turns on whether it can
accurately be detected. This in turn depends on how extensive the SOE’s internal accounting
systemn is. Certain things are critical to ensuring that cases of cross-subsidization can be detected.
These ate summarized below:

1. Structural Separation

Structural separation refers to the process where different lines of business are not
structurally separated, it is much easier for businesses to engage in anti-competition cross-
subsidization. A price cap over each line of business prevents one line of business being used to
subsidize others, since the potential ctoss-subsidizer cannot increase its prices in one area in order to
support below-cost pricing in another area.
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il. Accounting Separation

Another critical component of monitoring and preventing cross-subsidization is accounting
separation. ‘This is an important part of understanding the cost base of the cross-subsidizer.
Without this knowledge, it is very difficult to bring a cross-subsidization case.

All of the above methods are designed to ensure that where some markets are reserved to a
monopolist, the monopolist, be it private or public, does not abuse its monopoly position and create
an anti-competitive spill-over effect in another related or unrelated market.

10.- Postal Regulation

Regulation of the postal sector must be pro-competitive and must ensure that levels of
competition increase. In particular, regulation must be sensitive to the fact that any damage to the
competitive process in the express delivety ot other sectors related to the postal monopoly will have
a negative impact on consumets. A competition authotity must have a role in the regulation of the
postal sector to ensure that thete is no abuse of the dominant position by the universal service
provider. '

In examining how tegulation in postal affects competition, it is the interplay between
regulated postal services and untegulated express delivery services where the possibility for anti-
competitive behavior in the regulated sector exists. Express delivery is a method of communication
and transportation that serves to get items from door to door within a definite period of time. The
key elements of this service stem from the integrated nature of the service. Integrated express
service providets understand and cater to the time sensitivity of the commercial business. Given the
rapidly globalizing economy that utilizes a just-in-time production schedule, express delivery of parts
has become essential to global operations of businesses. Further, express delivery offets faster
delivery of business documents, thereby promoting more rapid transactions for services. It also
allows small and medium-sized businesses to compete in the global marketplace by giving them

..access to an international distribution system. A well functioning express delivery market that allows ... . .

for all express delivery operators to compete without government distortions in favor of a preferred
carder allows for the more rapid development of the Japanese economy and infrastructure. This
development will ensure that Japanese businesses will be made more globally competitive.

Express delivery requires a robust service system that involves ait and ground transport,
disttibution centers, delivery, and the use of advanced technologies in all facets of its business to
track items and ptovide information. Express delivery services consist of the expedited collection,
transport, and delivery of documents, printed matter, parcels, and/or other goods, while tracking the
location of, and maintaining control over, such items throughout the supply of the service. Services
provided in connection with express delivery services include, but are not limited to, customs
facilitation and logistics management. Express delivery services may include one or more value
added elements, such as collection from an address designated by the sender; release upon signature;
guarantee of delivery within a specified time; electronic and/or other advanced technologies; and
ability of the sender to confirm delivery. Many WTO Members classify postal services separately
because they ate petformed by postal administtations. The Central Product Classification system
(CPC), used by numerous countries, generally classifies services performed by postal administrations
sepatate and apatt from any other services. Postal services lack these value added services. In
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contrast, postal setvices include the shipment of letters and parcels both domestically and
internationally.

Competition and regulaton interact in this regard when express delivery services are at a
competitive disadvantage when postal companies use Universal Service Obligation (“USO”)
tequirements to anti-competitively cross subsidize their unregulated services (such as express
delivery) using revenue provided by their monopoly services. Because of the dominant position of
Japan Post, the JFTC must ensute that Japan Post does not abuse this position and engage in
anticompetitive conduct. Furthetmote in view on the impending privatization of Japan Post, the
JFTC retains an important advocacy role in the regulatoty shape of the privatization.

a. Arguments in Favor of Postal Privatization

Perhaps the most important argument in favor of postal privatization is often lost when the
issue is discussed. While the atgument that the postal company will become more efficient, with
resulting benefits for investors is often raised, the impact on consumers of privatization is often
ignoted. This is a pity as the benefits to consumers ate the most valuable benefits for society as a
whole provided that the privatization is accompanied by competition as well as liberalization.

The benefits of privatization are that public sector monopolistic entities tend not to be as
efficient as private entities. It is to be hoped that privatization will lead to more efficiencies, because
managers will be able to keep costs down and quality up. Managers will be able to maximize worker
output and minimize waste. These are things that are not easily done in a public sector context. But
these greater efficiencies do not just arise because of the fact of privatization.” They arise because of
the restraints that competition imposes on managets to petform and also get the most out of their
workforce. Postal prices have generally risen in countries where the postal setvice is a government
owned fmonopoly.  This is in’ contrast-to othiet séctors where prices in communications and
transportation have fallen. Thete is evidence in the US that this number translates into a significant
cost imposed on consumers — as much as $4bn - $12bn per year.* Studies of the US postal system

also demonstrate that not only have ptices gone up, but quality of service has declined. Between

1967 and 1987, mail delivery became 15 percent slower.”

In the US, thete have been a number of postal reotganizations that have not led to beneficial
changes. The reasons that these teorganizations have all failed is because none of them have
actually unleashed the forces of competition, and led to the kinds of systemic internal changes that
we have refetred to above. It is the absence of the competitive impulse that meant increasing costs
simply translated to incteasing prices. The lack of competition also creates a risk-averse mentality at
all levels of the workforce, leading to much less innovation. The rewards of innovative activity do
not flow to the business that is not facing the white heat of competition. One source of problems
for USPS has been the manner of tregulaton; in particular, the fact that the USPS must seek
apptoval from the Postal Rate Commission for any innovative activity.

In Japan, the cutrent plan to privatize Japan Post has the strong suppott of Prime Minister
Junichiro Koizumi, who has promoted the idea of postal reform since 1979 when he served as 2

¢ Robert W. Hahn and John A. Hird, The Corts and Bensfils of Regilation; Review and Synthesis, 8 Yale Journal on Regulation 233, 264 (1990},

6 1J.8. Postal Service, Origin-Destination Quarterly Statistics Reporz, FY 1988, Quarter 1, pg. 7 {note that these are the Post Office’s own figures and
only take into consideration the time between post office to post office and not to the final destination).
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junior finance minister, and who made it a focal issue in the special elections held last September.
Postal reform has been at the very “heart of the teforms™ that the Prime Minister has advanced
since taking office in 2001 in line with the policies of “no growth without reform” and “leave to the
private sector what it can do.”® The Prime Minister thus understands that privatization will lead to
“mote diverse and better products and services [to be] developed and provided through ingenuity
and knowledge.”” The Prime Minister’s strong suppott for these policies will add important
credibility for competition advocates against those opposed to bringing about the benefits of a
competitive postal sector.

b. Costs in Private Firms

There is strong evidence that there is upward pressure on costs in SOEs, leading to higher
prices, unless some form of subvention or subsidy is applied. Unlike in private companies, thete is
no shate price reduction element to discipline behavior. The twin threat of bankruptcy or takeover
that changes the behavior of a private firm simply does not exist in the case of an SOE. Data
suggests that in the U.S., the monopoly of USPS itself accounts for §2.5bn in excess costs to mailers
in the third class bulk regular mail service.””

¢. Reserved Sector Analysis

Based upon the premise that universal service in the postal sector constitutes a public good,
postal privatizations in other countries typically have reserved to the incumbent SOE a limited
sector of postal services in which the SOE remains the monopoly provider. The goal here generally
has been to ensure that, at some basic level of setvice, all customers in all regions retain access to
postal services at affordable prices. Because ptivate companies ate restticted from competing within
this reserved sector, however, the reserved sector temains unaffected by market forces that apply
'downward pressure on prices and encourage innovation in competitive sectors of the postal service. *

A key issue, therefore, is the apptopriate scope of the reserved sector, as a latger reservation
than necessary. could have a vety negative imopact on competition in the martket. Typically postal
companies reserve as part of theit postal monopoly all goods up to a certain weight limit. This
weight limit vares considerably around the wotld (among postal agencies). Recent Buropean
directives set the reservation at 100g, declining to 30g over time.

Cleatly a reservation that is significantly broader than this will have competitive impacts.
Such reservations can lead to the following effects:

1. Whete thete is competition between the postal company and other providers of non-postal
services. The teservation prevents the non-postal service providets from functioning in the
market at all.

6 General Poliey Speech by Prime Minister Junichiro Koizumi to the 163 Session of the Diet {September 26, 2005), available online at
http:/ fwww. kantel.go.jp/ foreign/koizumispeech/2005 /09/26shoshin_e himl

61 Id.
6 Thomas M. Lenard, The Efffiency Costs of the Postal Mongpody: The Case of Third Class Mail, 6 Journal of Regvlatory Economics 421 (1994).
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2. 'The fact that there is a reservation enables the postal company to lower its costs in the non-
reserved sector. This can distort the market for provision of services in the non-reserved
sector.

We believe that the appropriate weight limit for the reserved sector should be a maximum of
100g progtessively reduced over time and this should be reduced over time. The resetved sector
should also take into account other factors besides just weight.

d. Universal Service Issues in Postal

As noted above, a Universal Service Obligation (USO}) often is retained as part of the postal
privatization process based upon the assumption that postal service — at least at some level —
constitutes a public good to which all citizens must be granted access. Therefore, within a limited
reserve sector, the incumbent SOE typically retains a legal obligation to provide the defined service
to every customer that requests it. In return for assuming this service commitment, the universal
service provider typically enjoys protection from competiion within the reserved sector (as
discussed above) as well as USO funding intended to ensure that (i) the cost of the service remains
affordable to all customers, and (i) that the universal service provider does not lose money in
providing the service.

The Japanese Cabinet Decision on Basic Policy on Postal Privatization (Sept 10, 2004) (the
“Cabinet Decision”) stated that “Preferential measures shall be established if necessary to maintain
universal service”. This statement presents a number of problems as our studies of the universal
setvice concept in a number of different areas demonstrate. Our studies show that the universal
service commitment may actually lead to cost advantages for the incumbent that is subject to
universal service obligations. This is because the universal service obligation means that the Post
has a built-in infrastructure that can be used to lower costs for the provision of cettain services
outside the reserved sector. For example, the Post can use its infrastructure to lower the costs
associated with sending packages through express mail, if it has an express mail arm. Instead of

having to pay costs of C for utilization of infrastructure which the private competitor must build out,
the Post must pay only C-X (the cost of elements that are needed but have already been built out
under the USQO).

This reduction of costs means that the Postal Company is at a cost advantage over the
private competitor. The USO therefore becomes mote like a State Aid to use the language of
European competition law. Applying the concepts that are applicable under European State Aid law,
the USO becomes a governmental benefit that alters the cost base of the Post. Under European
terms, the ald is an “economic advantage which it would not have obtained under normal market
conditions.” European law also provides an exemption for services of general economic interest,
although this benefit is not without limits.

In the Altmark case, the court ruled that in order for a benefit to be classifiable as a state aid,
it must be capable of being regatded as an “advantage” conferred on the recipient undertaking
which that undertaking would not have obtained under normal market conditions.” As we
discussed, there are four conditions which must be applied for a state financial measure to escape

© Almark Trans GebH and Regierungspracsidinm Magdebirg v Nabverkebrigesellichafi Altmark GmbH, [2003] ECR I-7747,
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classification as a state aid if it is for services to a recipient to discharge public service obligations.
First, the recipient undertaking must actually have public service obligations to discharge and those
obligations must be clearly defined. Second, the parameters on the basis of which compensation is
calculated must be established in advance in an objective and transpatent manner. Third, the
compensation cannot exceed what is necessaty to cover all or part of the costs incutred in the
discharge of the public setvice obligations, taking into account the relevant receipts and a reasonable
profit. Pourth, where the undertaking is not chosen in a public procurement, the level of
compensation must be determined by a compatison with an analysis of the costs which a typical
undertaking in the same sector would incur (taking into account the receipts and a reasonable profit
from discharging the obligations). In othet words any USO that exceeds this level would be a state
aid under the .Almark test. This would mean that any USO Fund which is based on a tax that
competitors of the postal company would pay would almost automatically violate the Almwark
ptinciples because a fixed tax rate would be contingent on the variable of the revenues of the
companies from which it is accrued, and that would have nothing to do with the actual cost of
providing the universal service. Similarly a fund that was given to JPCo as a result of proceeds of
ptivatization would also be a violation, unless it was clearly reduced to the minimum required.

The allocation of such funds could, under Eutopean law, also constitute special and
exclusive rights under Atticle 87 of the Tteaty on European Union (“TEU”). In ascertaining
whether the services ate in the general economic interest, it is necessary to ask whether the service
has special characteristics that distinguish it from other economic activities, and the transfer of funds
must be shown to be connected to that specific characteristic. One of the relevant factors is a
financial advantage beyond the cost of covering the USO being given to one of the undertakings.
Hence, in order for a USO fund not to be caught under these provisions, it would need to be clearly
defined.

Even if a political decision is taken to impose a Universal Service Obligation and obtain
monies for that obligation from other parties, this has to be carefully handled in order to make sute
that the incumbent company does not hide behind the USO as a way to engage in more anti-
_ competitive practices. This has been dealt with in numerous ways across multiple network industry
sectors. In general a number of themes emerge:

1. The Universal Service Obligation has certain benefits, such as name recognition
associated with providing the setvice or built out infrastructure, as well as certain costs, such
as setting up the infrastructure. The costs and the benefits must be weighed against each
other. The historical Universal Setvice Obligation in the case of the Post Office will be an
advantage as it has enabled the Post Office to build out the necessary infrastructure in rural
and remote areas in Japan.

2. The Universal Service Obligation should be supported by those who benefit from it.
Clearly, people in the rural areas themselves benefit from the Universal Service Fund.
However, equally clearly, people in rural areas cannot be expected to support the Universal
Service Fund entirely on theit own. The obligation should therefore rest with taxpayers
more generally. It must be clear that taxpayers are paying the USO. The more hidden the
subsidy is, the larger the SOE can engage in predatory behavior by using the subsidy, as
taxpayers will only complain if they see that their taxes are being abused. Indeed, there is 2
direct link between how long the SOE is capable of sustaining predatory conduct and how
non-transparent the particular regulation is.
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3. Universal Service Fund obligations should not be imposed generally on competitots
or potential entrants to market. 'This is because this damages competitive markets. These
public sector restraints are effectively state aids to the Post Office which may be used to help
it compete against othet new entrants in sectors that are broadly competitive.

11. Ensuring Privatization Leads to Competition

We have established that one of the major purposes behind privatization is to unleash the
fotces of competiion and generate the efficiency and management gains for the benefit of
consumers of the service. One of the challenges that are typically faced by the Post is that it has
very high labor costs, brought about by a high level of powerful public sector unions. Employee
ownetship therefote may be a way of minimizing labor concerns, while at the same time ensuring
that the conditions for ptivatization result in a more productive workforce.

It will be important in any contemplated privatization to ensure that the newly ptivatized
Post cannot continue to engage in anti-competitive practices. These include the following:

1. Deterring entry of new competitors.

2. Use of Jegacy privileges fo secure a better competitive position. Competition agencies should look for
special tax breaks, customs privileges, even things like parking privileges that have an impact
on the overall cost base.

3. Predaz‘og; or exclusionary practices. Agencies will have to be sensitive to the possibility that post
setvices may elect to charge for certain services below cost to knock out competltors in
| cértain aréas, using the legally mandated monopoly in other areas to do so. '

Many of these problems could be solved by a series of tegional postal companies. Such a
divestiture also helps the issue related to labor changes, because it will de-concentrate the power of
labor unions, and theteby allow the downward pressute on labor costs that competition brings to be
effective.

The Japan Prvatization Bill (the “Bill”) does contemplate a separation between the various
lines of business of Japan Post. This is very important, and it is good that separation of these
revenue streams is in the Bill. It also will be important to include similar safeguards against cross
subsidization in the regulations implementing the Bill. De jure and de facto separation, including
having sepatate price caps, if ptice caps are contemplated, and rlgld accounting separation between
these entities would also be required.

The Postal Prvatization commission does not cutrently have within its number
tepresentatives of the competition agency. This would be very important to ensure pro-competitive
concerns are addressed in the privatization process itself. There are also special exemptions that are
contemplated in the privatization during the preparatory period for Japan Post. These include the
ability of Japan Post to provide financing for international cargo transport. There are provisions
that provide that this must be approved by the Privatization Commission, and that this activity must
not unfaitly harm those who provide like activities. This needs to be more clearly spelled out in the
implementing regulations and the competition agency needs to be involved more closely in this area.

28



The language used here is woolly and needs to be tightened up - a consumer welfare oriented
approach, as opposed to the quasi-trade test that appeats to be applied here, needs elaboration.
Where the bill refers to the fact that the new postal companies will not do anything to damage the
interests of companies that provide like services, the competition agency needs to weigh in with its
views regarding precisely what this means in a competition context.

Thete are other ateas such as insurance and financial services where the provisions are to
ensure that the competitive relatonships with other providets are not adversely affected. This is
slightly clearer language, but it is important to ensure that the JFTC’s views are actively sought in
the crafting of the implementing regulations.

The key areas where some competition safeguards are mandated are as follows:

1. Use of the USO as a shield for anti-competitive practices. Frequently, as noted above, the
USO is so used.

2. A rigorous accounting separation mechanism among the various businesses is required to
ensure that any anti-competitive cross-subsidization is limited. In constdering the costs for
provision of a setvice, we recommend using a hypothetical private fitm, and adding to that
cost base the benefits accrued from being government owned, including all exemptons from
taxes, licenses or any other regulatory process that private firms would have to engage in.
All these costs should be added to the hypothetical benchmark. If the Post is charging
below these costs, then a case can be made for anti-competitive cross-subsidization.

12. Potential Issues in Japanese Postal Privatization
“a.” Bvaluation of JPCo’s Cost Base -

Itis clear that Japan Postal Company (“]PCo”) (one of the cornpanies that will exist after the

‘privatization separates the postal company from the financial services and insurance arms of Japan

Post) has benefited from having already built out its infrastructure. ]PCo thetefore cleaﬂy will
benefit from this legacy governmental ownership. Meanwhile, there ate a number of domestic
express companies, such as Yamato and others that might be interested in providing postal services.
The problem for them would be that they would have to compete against the much lower cost,
already built-out infrastructure of JPCo. JFT'C would have to develop a methodology to deal with
this cost differential, by assigning a hypothetical benchmark cost for provision of postal setvice, and
by developing accurate ways of evaluating the cost of the individual network elements. A careful
and accurate evaluation of cost is particularly important as the SOE can engage in below-cost pricing
which would be below the real cost of provision of the service (if those costs are properly allocated)
but may be below the hypothetical and artificially created cost, which arises from the petks and
privileges of government ownership.

In studies of the cost of the universal setvice obligation, a common theme emerges. The
USO has both cost and benefit characteristics. Many studies conclude that any cost characteristics
are outweighed by the benefit characteristics, and any cost savings by limiting the USO are dwarfed
by savings from, for example, reducing the premium wage of government postal employees, who
tend to be paid significantly more than private sector counterpatts in comparable jobs. This 1s borne
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out even by a study on universal service in the U.S. authored by a number of Postal Rate
Commission members.”

In this study, the authors note that the USO does not necessarily mean ubiquitous countet
service. There are many ways of delivering the counter service, including providing mobile counters
by postal coutiers on their rounds {especially effective on rural routes). The study noted that, in the
US, there were 38,000 postal facilities, many of which sat idle for large parts of the day. Closing
some 7,000 of these would only provide a saving of the order of 0.6 percent of total costs. Cost
savings could also be incutred by reducing the delivery days on non-business routes (a 5 day service
which is the norm in many countrdes would give dse to a 3 percent cost saving). The biggest saving
by far, however, would be from equalizing postal workers with compatable ptivate sector
counterpart wage levels. In the US, whete postal worker wage levels are 21-35 percent higher than
comparable private sector workers, the saving would be between 12 and 20 percent of total costs.
The reason the wage premium is sustainable is the lack of competition, so once competition is
introduced the Post Office would likely benefit from these major savings quickly. In most
privatizations, substantial workforce reductions occur — (40 percent between 1988 and 2001 in New
Zealand, 15 percent between 2002 and 2005 in the UK). These reductions and cost savings dwatf
tinkering with the USO. However, the significant benefit of the USO is the fact that the Post Office
already has built out infrastructure as a result of the USO. :

The USO is often regarded as a set of obhgatlons fixed in stone. We would argue that this is
not the correct way of analyzing the USO. The USO is 2 living obhgatton which may change with
time and with liberalization. For example, the notion of the USO requiting a cettain number of
counters, if technology supersedes the use of counters for sorting, must itself be altered to take into
account these dynamic changes. '

"This is best illustrated by locking at the telecoms example. Here, the notion of 2" USO tied -
to an incumbent wire-line company does not make sense when technology and cost reduction have
totally transformed the way that basic telecoms services are delivered to consumers. Wireless
- telephony has lower cost than wire-line, and a USO that applies to wire-line incumbent companies .
can distort the market by making wite-line costs artificially lower than wire-less costs. Even newer
technologies like Voice Over Internet Protocol (“VOIP”) ate dramatically changing the very
business model for the provision of telephony services. For VOIP, distance and duration of calls
does not give tise to cost consequences. If consumers could be connected via VOIP, any USO for
the incumbent would be damaging to the up-take of this new technology.

A recent study by the UK’s telecoms regulatot, the Office of Comtmunications (OFCOM),
has shown again that the USO can be both benefit and burden. Specifically, the OFCOM study
found that the incumbent — British Telecom (BT) — could receive the following benefits from the
USQO:

Enhancement of corporate reputation.

Marketing and brand recognition.

Information on how the telephone system is used by customers.
Benefits associated with customer life cycles.

Hnlb el Sl

™ Robert Cohen e af, The Cost of Universal Serviee in the US and Its Impac on Comperition, (Procedings of Wissenschafiliches Institut fir
Kommuaikationsdienste GmbH, November 17-19, 2002).
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5. Benefits associated with ubiquity

6. Avoidance of business loss because carrier is deemed to discourage or even disconnect
customers.

7. Avoidance of disconnection costs, and planning costs (because the carrier has to provide
service and cannot engage in modeling and planning to determine where to provide
service).

OFCOM calculated that USO costs wete in the region of £58m - £89m. The net benefits of
the above were in the region of £54m to £64m, suggesting an actual USO net cost of only £4m -
£25m. OFCOM therefore decided that these numbers wete not significant enough to merit 2 USO
subsidy for BT." ‘

The International Telecommunication Union (“ITU”) has published a set of Draft Model
Universal Service/Universal Access Policies, Regulations and Procedures. ” These policies,
regulations and procedures are intended to ensutre that thete is access to information and
communication technologies (“ICTs”), while also recognizing the impottance of opening up the -
market to competition, as a way of “stimulatfing] network development, encouraging the spread of
innovative technologies and ptomote high quality, affordable service.™ The ITU Draft notes that
universal service funds are not the only means of reaching service/access goals, and that rapid
technological change has laid the foundation for alternative technologies (such as mobile telephony)
to provide access to information without the necessity of guaranteeing a particular service.” The
ITU Draft further notes that “it is generally recognized that . . . the market is proving to be the best
mechanism for serving nearby all levels of user needs.””

According to the ITU Draft, thete also is a need for interim measures to deal with the fact
that market-based remedies tend to help the higher end of the spectrum (businesses and wealthier
consumers) while market solutions may take time to percolate down to the poorer people. These
points underline Universal Service Funds (USE) and Telecommunications Development Funds
(“TDFs”) principles. . The ITU Draft goes on to state that it believes that “it is a fundamental right

~of all citizens to have access to diverse and untestricted sources of information and means of

communications.”” This language is potentially problematic as making something a_fundamental right
opens up the potential for services market distortions to occut. The ITU prnciples also note,
however, that the “fitst objective of this policy shall be the ptrovision of access to a basic level of
telephone service in all rural and low-income utban areas.”” Note the emphasis on the provision of
access, not necessarily service. This ties-in to the Chilean approach, which is discussed below.

. See UK OFCOM, Review of Universal Serviee Obligation (June 30, 2005), OFCOM plans to follow this review with a more comprehensive stdy of
USQ costs and benefits in 2006,

2 International Telecommunication Union and Commonwealth Telecommunications Osganisation Model Universal Service/Access Policies,
Regulations and Procedures, Draft of November 26, 2002 (“TTU D=ft”).

" Id at2.
™ Id at 3.
® Idatl.
% Id. at 3.
" Id at 4
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The ITU Draft also suggests language requiting all Licensed or authorized operators or
service providers to contribute to the Fund.” However, there is no discussion of whether this
approach leads to pro-competitive market solutions. Pethaps to counter this statement, the ITU
Draft goes on to say that USF funds should not be used to the competitive advantage ot
disadvantages of any one private operator. In emphasizing market oriented, non-discriminating
principles it proposes the following sample language:

“To the greatest extent possible, USF funds will be employed to facilitate investment in
market-oriented, sustainable operations, which will not reguire public subsidy following initial
start-up func'ling.”"'9

Again this stresses the temporary nature of the USF. The ITU Draft does suggest that the
most competitively neutral practice is to require all market participants to contribute an “equivalent”
amount by setting a fixed percentage of designated revenues. However, the ITU does not consider
the anti-competitive effects of this policy. The practice of requiring the private sector firms that
compete against the universal service provider in competitive markets to fund its USO subsidy can
distort market signals with respect to the services provided by each. This distortion occurs by
sending inaccurate price signals to consumets deciding whether to use competitive services in place
of the regular postal offered by the univetsal service provider, thereby resulting in inefficiencies and
higher overall costs for all. '

Additionally, requiring funding from ptivate market participants has the effect of amplifying
any cross-subsidization by the universal provider to the detriment of competition in the competitive
markets. This occurs where the universal service provider competes against the private companies
in the competitive markets with attificially low ptices that are cross-subsidized from the USO fund,
while the private companies themselves must bear the additional cost of confributing to the USO
fund. Throughout the ITU Draft, thete is no attention paid to the costs of the USF and from where’
itis drawn. Indeed, it is almost as if the I'TU Draft’s ptinciples are based on the notion that the USF
is virtually costless, which of course is a fallacy.

The”ITU Draﬁ doe"s ca.ll. .fbf c-areftﬂ acéoﬁnﬁng.ff-oce.duréé, but-agair“z ndﬁhéﬁe cideé the ITU o

document deal properly with the risk that USF monies may be used to cross subsidize services in
competitive markets.

In looking at the costs side of the equation, the Australian experience is instructive. The
costs must be only those in producing standard service and payphones. In the Australian case, non-
standard services are excluded from the costs calculation. The Chilean case is instructive because it
shows that the USO can be bid out competitively.

The Chilean approach is interesting in the telecoms area because, unlike electricity and water,
it is universal access, not universal service that is contemplated. In the telecoms context, universal
access is achieved by the creation of a Telecommunications Development Fund. The Fund’s
mission was to promote the installation of payphones, available 24 hours a day in areas where there
was limited or low telephone density. This in contrast with some countries that have focused on

¥ fdat 7.
Y at 6.
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universal service and providing a telephone in every house. The initial goal of installing 6,000
phones in rural areas was quickly achieved, and the next goal was to install telecom centers in each
of the 341 counties. Subtel, the Chilean telecoms regulator would oversee the application of a
subsidy which should be catrefully calibrated so as not to exceed the estimated investment value.
Techniques wete used to find the minimum cost solution. Once technical solutions were found for
cettain projects, they were put out for competitive tender and awarded to the bidder seeking the
lowest subsidy. Commentators on the Chilean system have noted that the Subtel estimate of the
subsidy was likely to represent the upper level of what is needed. The reason for this is that the
Subtel estimate did not take into account existing infrastructure.” In any event, in the first year the
total committed subsidy was $23.1m, a very low amount. Firms on average requested only 60
petcent of the maximum subsidy. The subsidy on each tural phone was $3,800 as opposed to
$12,000 before the fund. This was largely brought about by the competitive bidding process. The
impact of the fund has been very significant with 93% of the rural population having access to
telecom services by 2002, as opposed to only 10% in 1995.

Setra bas commented that mobile phones have become more popular with pooter
consumers, especially with pre-paid phone cards. This dynamic has also affected the notion of
universal setrvice with regard to landline telephony. Serta points out that greater competition is itself
a way of satisfying the Universal Access Obligation, as more competition lowers price and thus
makes services more genetally available. For example, long distance prices have fallen by over 80%
since 1994 after deregulation. In electricity generation, ptices fell by 50 percent (and it should be
noted that instilling competition in the generation area is notoriously difficult).

Serra also looks at whether cross-subsidies actually help the poor. The cross-subsidy that
normally accompanies a USO fund was meant to make local telephony more accessible (on the basis
that the poor would particulatly need this kind of setvice, whereas businesses would use long-
distance and international services). However, he notes that in the Chilean example, the average
family’s phone bill increased from $9.30 to $25.10, even as the number of lines increased by a factor
of six. Subsidies that ate funded from taxes, as opposed to from competitors or from the proceeds

of a privatization are more likely to lead to efficiency enhancing uses that actually target the poor.

Setta notes that in Chile’s public udlities, cross-subsidies have been virtually eliminated, and any
subsidies remaining are funded out of the national budget. This is a very significant achievement
that should not be under-estimated.

The studies suggest that company-specific data should be avoided and hypothetical or proxy
costs should be used. How should these proxy costs be calculated? The FCC has noted that the
least cost, most efficient and reasonable technology should be used. However this may not be
accutate — these technologies may not be immediately available and frequently take time to be rolled
out.

Studies cettainly appear to show that consumers and entrants lose in the event of 2 Universal
Service Fund operated by a tax. Imposing a tax on other market participants naturally increases
costs for those participants. This not only increases prices for their customers, but also can impede
ot even prevent entty by additional market participants, to the detriment of competition in those
markets. This policy futthermote distorts market signals to consumers by artificially increasing

8 Pable Serra, Subsidies in Chilean Public Utifities, Policy Research Working Paper No. 2445, The Wo:ld Bank (Sept. 2000).
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prices, which in tutn leads to inefficiencies that increase costs for all consumets. Fipally, to the
extent that the tax is based on atbitrary definitions to determine which providers will be taxed, how
much they will be taxed, and which ones ate eligible for support, the tax can alter the actions of the
providers (including those of the SOE) so that they can either avoid taxes or gain access to subsidies.
This creates further distortions that can lead to costly inefficiencies as well as restrictions on
competition.”

In determining the costs of providing the USO, regulators have naturally adopted diffetent
standards. In Australia, the costs of ptovision of non-standard service were excluded from the
calculation. ‘The Chilean regulator, meanwhile, allowed the USO to be bid out competitively. This
was a useful exercise since a competitive bid generally applies downward pressute on costs.

As the population becomes denser, so the Post Office benefits from economies of scope
and economies of density. It has been shown that as the number of delivery points increases, the
number of letter-carriers does not increase (because the same letter-carrier can easily service those
increasing areas). Hence, the USO does not lead to costs rising with delivery points, since the bulk
of the costs are in the lettet-carder itself. Yet Post Offices often argue that increasing volumes
mean increasing USO costs. This example shows that USO cost, far from being proportional to
increasing volumes, may actually be inversely proportional to volumes depending on the precise
spread of the delivery points.

b. Auctioning off Reserved Sector?

One method of stimulating competition in postal would be to auction the reserved sector, as
one auctions spectrum in the telecommunications world. The problem with this approach is that it
is not clear who would actually make competitive bids, especially since there would bave to be an
obligation to service the less profitable markets as a condition of the auctich. " Still,; Chile’s telecom
privatization stands as an example of a successful process in which the telecom reserved sector was
assigned by auction to private sector bidders, which bids had the effect of allowing market forces to
. identify the minimum USO subsidy needed to provide service to the relevant ateas.

Economists have considered the potential for franchise bidding particularly in rural regions.
As early as 1968, Demsetz wrote about the concept of franchise bidding, but the concept dates from
the 19® century.® Franchise bidding requires the following: (i) Low sunk costs — many netwotk
utilities do not lend themselves to franchising because their sunk costs are very high, howevet the
advantage in the postal sector is that sunk costs are modest; (i) Severability of network elements-
regional separation applies in the case of post or rail. Postal monopoly franchises could be awarded
in different regions. The idea would be that these franchisees would have a franchisor-franchisee
relationship with the Postal incumbent. Such a relationship would require monitoring for quality
standards as would be the case with any franchise relationship. However, commentators have
expressed the concern that there are significant transactions costs associated with franchise bidding
which may make it less attractive.

81 Gregary L. Rosston and Bradley S. Wimmer, The ABC' of Universal Servive: Arbitrage, Big Bucks, and Competition, 50 Hastings L], 1585, 1587 (1 999).
82 Harold Demsetz, Wy Regulare Utilities, 11 Jourmal of Law and Economics 55 {1968).
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Mail delivery does lend itself to these kinds of franchise arrangements. It is useful to
describe exactly how mail is collected, sorted and delivered. Mail is generally received from
customers at multiple points. Itis then transferred to a node, and sorted. It is then transferred to
another node where it is re-sorted for onward delivery to specific customers. The service lends itself
to competition because ) thete ate very low levels of sunk costs (unlike other network industries),
and b) quality is easily observable - delivery times can be easily monitoted. Transport capacity can
also be leased in small portions without appreciable cost disadvantages. Postal operators have also
not been responsible for built out infrastructure in the transportation area. Postal operators use
roads and airways that already exist, and so the transportation cost is limited to vehicles {unlike in
gas, telecom or electricity, where there are substantial sunk costs).

Under franchise bidding, the inward and outward sorting of mail would be retained by the
incumbent JPCo. JPCo would be subject to ptice regulation in this area. The transportation of mail
between the nodes would be subject to competiion. The transportation of unsorted mail to and
from the nodes would be part of the franchise bid. The successful bidder would win both the
collection from and delivety to a cettain region, thus enabling monopolies of scope to be leveraged.
The franchise bid would only apply in rural areas, so that the incumbent would continue to setve
urban areas. In the Chile telecommunications privatization, there were auctions for both the rural
areas as well as the USO that accompanied them. The companies that bid on certain segtents also
bid an amount representing what fund they would need to support universal service. The winner
was the company with the lowest universal setvice requirement (all other things being equal). The
advantage of this mechanism is that it applies continuous downward pressure on costs, and thus
lowers the teal cost of providing the universal service obligation.

Commentators have evaluated the possibility of auctioning the teserved sector and the USO.
One of the more recent studies on the precise auction mechanism which could be used is an auction
wheré small geographic afeas would be put up for auction, along with the USO.* These studies
suggest that the current model of USO which is used in many countties does not properly take into
account some very impottant dynamics. These include the fact that costs vary over different areas,

. and so the actual cost of providing universal service is not uniform. Yet many USO funds assume

that these costs are uniform. By ignoring the lack of uniformity of costs, fixed USO funds do not
liberate forces that will drive USO costs down. Since costs of providing universal service vary from
customer to customer, the ideal wotld would be one where the USO provision for each customer
most closely mirrors the actual cost of providing that service to that customer. Anything else is
market-distorting. However, this market distortion cannot really be avoided, but it can be
minimized. The advantage of the auction process is that (a) it is the market and not the regulator
who decides how much funding is required to satisfy the service it deems to be required and (b) it
will lead to the application of downwatd pressure on costs. The regulator will also be disciplined to
ask questions as to what level of universal service is truly required.

In the Global Symposium for Regulators 2002, the ITU considered minimum subsidy
competition auction mechanisms. In consideting what the maximum subsidy cught to be, the ITU
recommended that a financial cost model be used, or that the market be allowed to determine the
final amount of the required subsidy through competitive bidding. In the latter case, the maximum
subsidy could be announced pror to the acton, and bidders then would identify in their bids the

83 See, e.g., Anctions for Unirersal Serviee Obligations, Deanis Weller, presented at the Twelfth Biennial Conference of the TTS, Stockholm, June 1998.
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minimum subsidy they would require in order to provide the service. All else being equal, the bid
would be awarded to the bidder with the lowest subsidy requirement. Thus, competitive bidding
would have identified the minitmum subsidy actually required for a qualified service provider to
provide the setvice.

c. Interconnection and Access Pricing

Another idea that has been suggested to make the pbstal sector more competitive is that
there should be interconnection between the new entrants into the network of JPCo. This would
avoid the inefficient duplication of already built out infrastructure. Again this is an interesting
notion, but the problem would be the interconnection fee. If the Post is able to charge a
prohibitively high interconnection fee, then we would simply replicate problems we have seen in the
telecoms atea. A nutnber of cases in the telecoms area, such as Telmex (already discussed) have
shown us that excessive interconnection fees are very difficult to control when the incumbent
possessed bottleneck facilities.

The difference in postal atises from the queston of how difficult it is to build postal
infrastructure. Since much of the postal cost is in labor costs, and the faciliies needed are not
complex, it may be possible to build out infrastructure and that this infrastructure would not be
unnecessatily duplicative. This would be analogous to having a number of express delivery pick-up
facilities. This kind of infrastructure is to be differentiated from other networks where fixed capital
cost is substantially greater, such as telecommunications, or electticity. While no-one considers it
odd that thete are a number of different express delivery pick up facilities, it would be very strange
(and more importantly a waste of resources) to have multiple electricity gtids (although even this
area no longer exhibits the natural monopoly characteristics that it once did, due to competition
from other soutces of energy, and new technologies for delivering electrical energy).

Weighed against this is the concern that interconnection with JPCo will be a one-sided
negotiation with all the power in the hands of the Post. This is likely, if past experience is anything
_to.go by to lead to a vety high interconnection rate. It is unlikely that JFTC would be able. to.
successfully discipline such a powerful actor, and this could lead to advetse market effects. In
particular, a delay in being able to cortect anti-competitive practices can have significant market
effects for the new entrants in this market.

A significant difference between telecom intetconnection and postal interconnection is that
while postal interconnection can be limited, it cannot be denied totally, as there is nothing to stop
users sorting and using the postal network in a bulk fashion, albeit at single piece rates. The
question is what is the most efficient form of sanctioned access, and how should it work. One can
have interconnection into upstream facilities, such as the mail-sorting equipment ot downstream at
delivery points. In the case of upstream, interconnection theories usually rely on some variant of the
essential facilities doctrine. In the case of postal, these facilities are not truly essential in the antitrust
sense. They can be duplicated with relative ease (or improved with innovation) and to tequire
intetconnection may not give tise to the most competitive solution in the long run. Given that the
facility is not truly essential, normal competition rules should apply. If the Post Office increases the
pice, the new entrant may well develop its own solution, thus restraining the Post’s pticing.
However, this does not take into account the economies of scope and historic government
ownership of the Post Office. Downstream access would allow new entrants to deliver on some
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mail routes: The problem here is how to avoid cteam skimming where new entrants simply leave
the Post with all the high cost routes.

One question that atises is what should be the cost of access pricing if a parcel delivery
company needs to use the network. Most postal reform requires the unbundling of downstream
access — so-called unbundled access at reasonable prices. The key question is naturally what
constitutes a reasonable price. Anothet question is to what extent should the postal service factor in
its USO in considering what that price should be (as some commentators have suggested).

We would argue, based on the fact that the USO may have both benefit and costs
chatactetistics, that the access price should not factor in the USO, otherwise access pricing simply
becomes another USO subsidy. Instead the access price should be a cost-based access price, based
on the unbundled eleiments that actually constitute the real cost of provision of the particular service.
This would be analogous to the cost-otiented interconnection charges that are mandated by the
WTO Basic Telecoms Agreement. It is important to note that the language used in the WTO
Agreement — cost-otiented, as opposed to cost-based — is the result of a compromise. Hence it is
very impottant that a consumer welfare enhancing goal is achieved by cost-based access pricing.

POSTCOMM in the UK has identified six different sectots mt‘hjn postal services that may
need to be accessed by private providers:

i Collection
(i1) Outward sorting
(i)  Transpottation
@)  Imward Setting
() Delivery

- (vi)  Support activities

The above elements omit certain key issues such as marketing and sale of stamps. Of these,

_delivery takes up the highest attributable cost, but this is largely because its cost tends to be inflated .

because of the Universal Service Commitment. One significant issue is that the incuambent company
has economies of scope and size, not because it has out-competed its competitors in an open
marketplace, but rather because it has been given a statutory grant of a monopoly.

Article 12 of the Eutopean Postal Directive sets out the rules for setting access prices in the
EU. The three general principles from which one can choose are (1) incremental pricing, (2) retail
minus, or efficient component pricing, or (3) Ramsey pricing. Retail minus access pricing tends to
be favored by incumbents, since it is the furthest from a cost-based pricing mechanism. However,
retail minus is not strictly necessary for the survival of the universal service obligation.

There is also a question as to which of these elements in the network the incumbent must
grant access. We would argue that access must be granted anywhere in the network at any one of

the netwotk elements.

Access pricing has been studied extensively in the context of the UK Postal system. Indeed
when UK Mail, Ltd (a new postal operator) entered into an access agreement with Royal Mail to use
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its network, Postcomm made comments designed to focus on the impact this agreement would have
on competition in the postal sector.”* In this case, UK Mail wanted to inject mail into Royal Mail’s
Inwatd Sorting Centers. The two companies agreed to use weight-based prices for this
interconnection. In negotiating the access price, Postcomm was anxious to make sure that the
access prce did not damage the ability of the Royal Mail to satisfy its Universal Service
Commitments. Postcomm believed that the access price should be based on a reasonable allocation
of profit, rather than a retail-minus system. In other words, the access price should be cost- and not
ptice-based. Postcomm noted that using a retail-minus regulatory scheme would be discriminatory
as it would favor the Royal Mail’s upstteam business.

In determining the approprate measure of costs for setting the weight-based access price,
Postcomm adopted a volume-weighted average of first- and second-class tatiffs as a proxy product
whose costs were detetmined be about the same as the costs that the Royal Mail would incur.
Postcomm was careful to ensute that upstream and downstream costs were propetly allocated in this’
scheme, and also added a teasonable profit element. While Postcomm itself did not set the rate, it
commented on the access agreement and was an important party in the negotiation process.
Postcomm was not petsuaded by UK Mail’s argument that the costs should based upon the lower
second-class tariff, rather than a hybrid of both the first-class and second-class tariffs, noting that
Royal Mail should base the access price on the geographic area where the other party was located. If
the universal setvice subsidy was threatened in a high-cost service area, Postcomm recommended a
rural chatge fee. '

Interestingly, Postcomm noted that postal service does not entail significant sunk costs, as
most of the costs invested can be re-deployed elsewhere in the economy. Postcomm also noted that
costs naturally increase as the access point moves further upstrearn, and the incumbent postal
company has to expend more resources to complete its delivery.

d. Impact of Work Sharing

. Even in countries whete thete is a regulated monopoly, such as the US, worksharing hasled

to some cost reductions. Cohen et al (2001) estimate that Workshm:ing saved the USPS about $15bn
in costs. Work-sharing in essence is a form of access pricing, in which a ptivate competitor may
provide certain elements of the postal network, in conjunction with those still provided by the
regulated monopoly.

In the UK, the postal reforms that will apply to the Royal Mail in the coming year (2006) do
involve licensed operators interconnecting into the Royal Mail’s existing distribution system. In the
UK, Btitain’s postal system will be fully liberalized from January 1, 2006. Under the postal reform in
the UK, licensed companies will be able to collect, transport, and deliver letters and charge
customers. Thete are 2 number of additional batriers that must be removed in the UK. Royal Mail
is the sole postal company that does not have to pay Value Added Tax. There are also a number of
other privileges that the Royal Mail enjoys that need to be climinated, and that will be part of an
ongoing process of reform.

8+ See Postal Commission Report (March 2004)
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13. Further Cost Considerations: How to Avoid the Cross-Subsidization Problem

While we have already set out the general cross-subsidization test {(see above), we have noted
that it needs to be modified on the case of state-owned companies. Because we are dealing with a
State-Owned company, thete are many factors that must be addressed. The Brooke Group test, which
generally applies in predatory pticing situation, requires the following two elements to prove
predatory pricing:

1. Price below costs. Typically average vartiable cost is used as a proxy for marginal cost.

2. Predator must be able to recoup lost profits. In order for this to occur, predator must have
market power.

In the contest of State-owned companies, we need to unpack these two tests further.

‘a. Below-Cost Pricing

In order for below-cost pricing to occur, there must be an agreed measure of cost. We have
noted that state ownership, or legacy government ownership, can have a profound impact. We will
now analyze some of these impacts.

The usual measure of cost in determining competitive pricing is marginal cost. Marginal cost,
being difficult to compute, is usually proxied by average variable cost. The precise measure of cost
used is absolutely key to the determination of whether pricing constitutes an anti-competitive
practice. This measure then will drive the entire determination of whether there has been an anti-
competitive practice.

In order to ensure that the market and related markets are kept competitive, it will be
necessary to be extremely careful in the analysis of costs. The following factors must be borne in
. mind as we analyze costs.__

1. Shared Infrastructure Cost. In the case of the Post, there are a number of shared costs, which
can be attributed both to the letter mail monopoly infrastructure as well as the parcel service.
This issue of shared infrastructure cost was considered in the case of Dentsche Post ».
Commission,”. In that case, in looking at the costs of providing setvices, Deutsche Post
(“DP”) argued that it nceded the 33 freight centers that were used in the postal system to
provide its parcel service. It therefote sought to include in the cost calculations the capital
cost of setting up the freight centers. There is also some shated staffing between these two
functions. It was also found in the DP case that some dedicated B-to-B parcels wete
delivered jointly with B-to-C parcels in standard delivery rounds. In other words, there were
a number of areas where DP’s express arm benefited from certain sunk cost items that it had
as a result of its letter mail system. Since that system was a monopoly, its express delivery
arm had artificially lower costs than a hypothetical competitor would have. Hence these
costs must be added to the stated cost of providing the service. It will be necessary in the
case of JPCo to ascertain how it conducts its parcel delivery arm, and whether it uses some

85 Dentsehe Post . Commission, [2002] ECR 1-247/27 (the “DP Case™).
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of the letter mail infrastructure to perform these services. In the DP case, the mail-order
service costs could be specifically attributed to the mail order function. Thete is also a
question as to the cost of running the capital, maintenance, and supplies of the netwotk, and
how these costs should be apportioned between the postal and egpress arms.

2. Historical legasy of government ownership. It is necessary to track back to establish the real impact
of the historical legacy of government ownership. There may be transfers of assets, real
estate, or other property to the formerly state-owned company, pethaps even as patt of the
ptivatization process. The British Post Office, which intervened in the DP case, maintained
that the transfer of any property to the public postal service constituted unlawful state aid.
In the DP case, there were also transfers of funds from the DB-Telekom to DB-Postdienst
which allegedly constituted state aid. In the case of the privatization of the JPN, a question
will be whether there are any funds or propetty transfers which could constitute both anti-
competitive aid, but also would lead to the reduction of the costs of providing the express
delivery service. We understand that as part of the privatization process, the Universal
Service Fund will be met from the proceeds of the sale of the constituent patts of the JPN.
This is a vety impottant area which needs to be carefully monitored by the JFTC. This is
because these funds could be regarded as transfers as defined above. They could be
problematic from a competition and market distortion standpoint. An assessment would
also have to be made about any other funds that have been transferred to JPCo from other
branches of JPN prior to, or as part of the privatization.

3. Historic costs associated with government ownership. In the DP case, DP maintained that it had
historic costs that private competitors did not have - these included above avetage wages,
redundancy payments, government sponsored programs such as affordable housing for its
employees and so forth that together constituted an atypical cost element.®® It is likely that
JPCo would make similat arguments to justify anti-competitive activity. It is important to
note that many of these alleged atypical components are not really higher cost that private
competitors would have, and to the extent they are usually dealt with in ptior transfers of
assets from State to the Post (as they were in the DP case).

4. Targeted rebates. The DP gave rebates to major users. These rebates were partially funded out
of its revenues from the letter tmail monopoly, and from other revenues. One of the
problems for DP was that it was clear from the documents that the rebate strategy was
designed to deal with DP’s declining market share and not to deal with any concept of a
universal service component.

5. Legacy-based privileges and benefits. JPN’s legacy as a state-owned monopolist may mean that the
JPCo has certain privileges and benefits that it has as part of its government status. These
can include preferential tax status, parking privileges and preferential customs status when
sending packages across national boundaties. These kinds of benefits must also be added to
the cost of the provision of the service.

6. Interaction between Universal Service Obligation, Reserved Sector and costs of service provision. In the DP
case, DP maintained that it had a Universal Setvice Obligation for delivery of all postal

86 Dentsche Past v. Commission, [2002] ECR 1-247/27.
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parcels up to 20 Kg. This is a very high weight limit. The notion of what the universal
setvice function covers is naturally linked to what is covered by the Reserved Sector. The
Univetsal Service Obligation should only cover what truly constitutes essential mail - hence
we advocate that a 30g target. Allowing the reserved sector size to increase will allow the
Universal Setvice Obligation to be used to defend anti-competitive activity and to lead to a
calculation of costs attributed to provision of the express service that understates the actual
costs. This will in turn make it much harder to demonstrate that pricing on the express
sector is below some measure of cost.

While average variable cost is generally a proxy for marginal cost, incremental cost may be a
ptoxy for cost evaluations in the case of network industries. Costs will be average incremental cost,
plus elements to account fot various government privileges, including the USO benefit. This can be
desctibed by the following schematic:

Total Cost: 4_"“ Cost Elements, C, where n=1 to x

// “— Long-Run Average Incremental Cost (“LRAIC™)

. x
Total Cost = Hypothetical Benchmark Cost (‘HBC”) = LRAIC + 2 C,
n=]

where C,=USO benefit(as described),” C,= patking privileges, C,= tax privileges etc.
: %

and ECn is the summation of Cost Elements relating to Governmental Benefits (“CEGB”)
n=1

In order for below-cost pricing to be maintained, it must be below the Hypothetical
Benchmatk Cost. In practice, there will be many cases of pricing above LRAIC but below HBC.
The greatet the CEGB, the greater will be the difference between HBC and LRAIC (A (HBC-
LRAIC)). Some elements of CEGB will be relatively easy to compute. Other benefits will be much
more difficulty to compute. However, the CEGB cost elements must include all privileges and
benefits that accrue from the state-ownership. This includes any benefits that the SOE derives from
the taxpayer. In the case of the Japan postal privatization, we understand that the proceeds of the
privatization will partially be used to create a universal service fund. These amounts may be
significant (of the ordet of billions of dollars) and hence constitute a significant USO benefit for
JPCo. CEGB will thetefore include an element C,, that represents the benefit of this particular fund.

b. Market Power and Recouping Costs

The second limb of the Brooke Grosp test is the presence of market power, and the associated
ability to recoup the costs incurred in below-cost pricing. Here, market share typically is used as a
proxy for market power. If an entity has market power, then, under the second limb of the Brooke

87 The USO benefit includes such benefits as greater brand awareness, enhancement of corporate zeputation, benefits associated with customer life
cycles, ete.
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Group test, it is capable of knocking out competitots or raising price after a predator. 1f a company
does not have market powet, then it will not be capable of such activity, and its conduct is not
predatory. Market power is therefore a very important determinant of whether a company can
actually raise prices and engage in activity that damages consumers. Without this power, low prices
charged by the alleged predator would simply invite others into the market.

In the US, Section 2 of the Sherman Act prohibits the abuse of monopoly power once
acquired as well as attempts to monopolize. It is important to note that there is no antitrust bar to
simply attempting to increase matket shate even to 100%. The cases interpreting Section 2 of the
Sherman Act have suggested that market share of greater than 70% rses to the level of being
problematic from this perspective.”® A snap-shot analysis of the market has usually been used to
establish the level of tnarket share at any given time. However in matkets that are rapidly changing,
such as after a ptivatization, a fixed (in time) reference for market share does not make much sense.
Instead the dynamic view we suggest is more accurate. Market power is important, as without it,
there would be no ability for the SOE to recoup lost profits. Its low prices would only invite others
into the market, and these would discipline its price-hiking tendencies.

In the case of SOFEs, there are also different factors that need to be considered, based on
their status as government entities. They are as follows:

@ Government as revenue-maximizer can sustain predatory prices for longer than can a
ptivate company. It can do this because the threat of bankruptcy is not as real — governments tend
to bail-out their failing enterprises. SOEs also receive other aids and hand-outs from government.
These benefits need to be factored into the analysis above, but they also mean that SOEs with lower
than 60 percent market share can still be engaged in harmful predatory conduct.

(i) The othet factor to consider is the impact that such behavior is having on market
share. If M(x) is the market shate of SOE x, then (dM(x))/dt — the rate of change of market share —
will help determine the true dynamic market power of SOE x. Where (dM(x})/dt is large, and
particularly in cases where (d*M(x))/dt® > 0, then even relatively low levels of M(x) can lead to
market power, that can enable an SOE (or indeed a private competitor) to engage in and sustain
harmful predatory conduct.

14. Prevention is Better Than Cure

In our experience, atound the world, once an incumbent is allowed to engage in anti-
competitive practices, it is very difficult to discipline the incumbent because of its significant political
power. Itis much better to ensure that the regulatory design precludes anti-competitive practices,
and monies are not available to JPCo from the outset to engage in such behavior. This is why it is
impottant to limit the size of the reserved sector, to ensure that the postal sector is competitive as
possible, and to make certain that opportunities for the exploitation of bottleneck facilities are very
strictly limited.

88 See, e.g., United States v, E.I DuPont de Nemours & Ca., 351 11.8. 377 (1956) (75% markes share sufficient to show market power); Tops Markess, Inc. v
Dnality Markets, Inc, 142 F.3d 90 (2d Cir. 1998) (market shares of over 70% sufficient).
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15. Conclusion

There is cleatly a strong link between the approaches of competition agencies and regulatory
agencies. There is demonstrable evidence that competition agencies have an important role to play
in ensuting pro-competitive regulation, i.e. regulation that maximizes overall consumer welfare and
efficiency. This is particularly true where privatization and regulation of former SOLs is taking place.
Through this tole, competition agencies can ensure that regulatory reform will create a more
competitive marketplace. This is part of a larger role that the JFTC should play in privatization and
pro-competitive regulatory reform in Japan. The goal must be competition in the postal, insurance
and express delivery markets in the case of Japan Post but liberalization more generally as well. A
pro-competitive regulatory apptroach in telecom is also likely to yield substantial consumer and
business gains. The most recent US-Japan Regulatory Reform and Competition Policy Initiative®
offers a number of recommended area for further liberalization to create a more competitive
envitonment: telecommunications, information technologies, energy, medical devices and
pharmaceuticals, financial services, competition policy transparency, privatization, legal systems
reform, commercial law and distribution. We hope that a more active JFT'C role in competition
advocacy in the Japan Post privatization process will continue into these other areas as well.
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