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Preface

The pursuit of a level playing field has a positb@notation. Who does not want a level
playing field? In this light it is no surprise thetonomists, lobbyists and policy makers often
substantiate their plea in some kind of policy éssiith the argument that it is necessary to
create a level playing field. But what does ‘a lgplaying field’ actually mean? And is every
plea for ‘a level playing field’ justified? How cangovernment create a level playing field, if
desirable? This study aims to demystify the conoéf level playing field’ and to give a
framework for policy makers to deal with level pilay field issues.

The study was written by Marja Appelman (chapte?,13, 4, 5 and 10), Joeri Gorter (section
5.2 and chapter 7), Mark Lijesen (chapter 8), Safaelerstal (section 5.1 and chapter 9) and
Richard Venniker (chapter 6). They thank Marcel @aand Richard Nahuis for their
indispensable detailed comments that led to mapydrements. We also thank Casper van
Ewijk, Berend Hasselman and Victoria Shestalovateir comments. From outside CPB we
benefited from comments by Jan Boone, Jeroen BoiiikRaul de Bijl, Harry Garretsen,
Johannes Hers, Maarten Janssen and Krijn Scheystilithg was co-financed by the Dutch
Ministry of Economic Affairs.

Henk Don, Director of the CPB






Samenvatting (summary in Dutch)

Verwarring over begrip ‘gelijk speelveld’

Pleidooien voor een gelijk speelveld (level playfigdd), zoals in de internationale handel,
klinken sympathiek, maar zijn vaak zwak onderboulitl komt omdat niet duidelijk is wat een
‘gelijk speelveld’ precies betekent. Sterker nogf, tegrip ‘gelijk speelveld’ wordt op
tegenstrijdige manieren gebruikt. Zo betoogt Cran{fi®98) dat het bij veilingen mogelijk is
een gelijk speelveld te creéren door benadeeldketde=en proportioneel voordeel te bieden.
Robin Cook (Britain in Italia, 2000) daarentegesgtzdat staatssteun juist moet verminderen
om een gelijk speelveld te creéren. Uit het ondgdinde rapport blijkt bovendien dat de
uitdrukking, te pas en te onpas, voor elk pleid@si worden ingezet. Dergelijke
onduidelijkheden van het begrip ‘gelijk speelvetgh een voedingsbodem voor misverstanden.
Dit rapport maakt duidelijk dat je niet in het atgeen kan zeggen of een verzoek om een gelijk
speelveld gerechtvaardigd is. Dit rapport formulésee veel voorkomende interpretaties van
het begrip ‘gelijk speelveld’ en geeft aan ondetke@mstandigheden het vanuit
welvaartsoogpunt wenselijk kan zijn om het speelwalgens één van beide interpretaties te
effenen.

Onderzoeksvragen en reikwijdte van bevindingen

Het rapport beantwoordt de volgende vragen:

Wat is een bruikbare specificatie van het begr@ijig speelveld'?

Wat is de relatie tussen een (on)gelijk speelvaldvelvaart: onder welke omstandigheden is
een gelijk speelveld wenselijk voor bevordering vwarivaart?

Welke beleidsopties heeft de overheid om, indiensgéjk, te interveniéren in het speelveld?

Begripsverheldering
Dit rapport onderscheidt twee gebruikelijke intetaties van het begrip ‘gelijk speelveld’:

Gelijk speelveld in termen van regels: alle regajis hetzelfde voor alle bedrijveNlet ‘regels’
worden alle vormen van overheidsbeleid bedoeldszwatgeving en subsidies. Een speelveld
is gelijk in termen van regels wanneer de regetsmgtrisch zijn: dezelfde niet-
discriminerende regels zijn van toepassing voer @érschillende) bedrijven in een markt.
Oftewel: twee bedrijven in een gelijke situatie den gelijk behandeld.

Gelijk speelveld in termen van uitkomst: alle bpem hebben een gelijke verwachte winst.
Bedrijven hebben een gelijk speelveld in termenwigiomst wanneer ze dezelfde kenmerken
bezitten (bijvoorbeeld dezelfde productiekostesteategische mogelijkheden) en de regels
symmetrisch zijn. Wanneer bedrijven niet dezelfderkerken bezitten, kan de overheid een



gelijk speelveld in termen van uitkomst creérenrdea bedrijf met een concurrentienadeel te
compenseren (bijvoorbeeld via subsidies).

Gelijk speelveld in termen van regels wenselijk, te  nzij ...
De eerste conclusie van het rapport is dat eejk ggleelveld in termen van regels wenselijk is,
al zijn er uitzonderingssituaties.

Uitgangspunt voor een analyse van een ‘gelijk sgdel vraagstuk is dat een gelijk
speelveld in termen van regels in principe bijdtaegn welvaart. Waarom? De idee is dat de
overheid met een gelijk speelveld in termen varlegelijke condities creéert voor bedrijven
en dat de markt de rest doet. De overheid hoefbedrijf met een concurrentienadeel niet te
steunen wanneer concurrentie leidt tot een optimiédeatie van middelen. Steun voor een
bedrijf met een concurrentienadeel kan zelfs ontggiagn voor welvaart, bijvoorbeeld als een
inefficiént bedrijf via een subsidie een groter ktaandeel verwerft dan zijn efficiénte
concurrenten. Cook heeft waarschijnlijk deze redegen gedachte wanneer hij pleit voor
vermindering van staatssteun.

De markt voor middelbaar en hoger onderwijs illestt het nut van gelijke regels
(hoofdstuk 6). In Nederland voorzien publiek gefici@rde en niet-gefinancierde instellingen in
het onderwijs. Deze instellingen verschillen inoderheidssubsidie die ze ontvangen en in de
verplichtingen waar ze aan moeten voldoen. Dezechdlen beperken de concurrentie en
verminderen de prikkel voor de instellingen om geade prijs-kwaliteitverhouding aan te
bieden. De overheid kan de welvaart bevorderen denrelijk speelveld in termen van regels

te creéren.

Redenen voor afwijken van uitgangspositie
Er is een aantal uitzonderingssituaties waarinvegtselijk kan zijn af te wijken van het
uitgangspunt dat een gelijk speelveld in termenregels wenselijk is voor welvaart.

Ten eerste kunnen asymmetrische regels bij aamtiegén de introductie van betere en
nieuwe producten en verbeterde productietechnibkeorderen (dynamische efficiéntie). Een
tweede reden is dat asymmetrische regels wengelijken zijn voor inkomensherverdeling
tussen burgers, zoals het geval is met het systaerhuursubsidie. Ten derde kunnen
asymmetrische regels bijdragen aan welvaart warlaaden verschillen in hun preferenties.

De arena voor multinationale ondernemingen (hoafdg) is een goede illustratie van de
uitzonderingen vanwege inkomensherverdeling endamdet verschillende preferenties. De
belastingen in Duitsland, bijvoorbeeld, zijn hodan gemiddeld in Europa en creéren een
ongelijk speelveld in termen van regels. Buitentndoncurrenten hebben een
concurrentievoordeel omdat ze minder hoge belastitgtalen. Hierdoor kunnen zij een
disproportioneel groot aandeel van de internatmnadrkt veroveren. Het is echter niet
waarschijnlijk dat de Duitse welvaart stijgt wannde Duitse overheid met een
belastingverlaging het speelveld effent. De nadetende hoge belastingen voor de Duitse



bedrijven wegen waarschijnlijk niet op tegen hetdrdeel dat de hoge belastingen bijdragen aan
Duitse preferenties. Tenminste, de Duitse politigs tot recentelijk niet in staat om de roep tot
sociaal-economische hervormingen te vertalen inhdegkelijke vermindering van publieke
voorzieningen en herverdeling. Vanuit Europeespmatief wordt belastingcoérdinatie tussen
lidstaten een optie. Maar ook in dat geval is loetdzakelijk het voordeel van een efficiéntere
allocatie af te wegen tegen het nadeel dat mirel@ning wordt gehouden met de heterogene
preferenties van lidstaten.

Gelijk speelveld in termen van uitkomst nooit wense lijk, maar...

De tweede conclusie uit het rapport is dat hetreash van een volledig gelijk speelveld in
termen van uitkomst nooit wenselijk is, maar ddtihgeval van marktfalen wenselijk kan zijn
om het speelveld in bepaalde mate te effenen.

Het uitgangspunt is de aanname dat een gelijk gpldeh termen van uitkomst, waarbij de
verwachte winst voor alle bedrijven op een bepapkklveld gelijk is, niet bijdraagt aan
welvaart. Over het algemeen zijn verschillen tudsedrijven juist gunstig voor welvaart: de
aanwezige productiemiddelen worden zo efficiént etigggebruikt indien bedrijven hun
comparatieve voordelen kunnen benutten om cons@mexain te trekken (statische efficiéntie).

Marktfalen mogelijk reden voor overheidsingrijpen

In geval van marktfalen kan het wenselijk zijn feeelveld in termen van uitkomst in bepaalde
mate te effenen. Statische efficiéntie kan toeneimgien de ongelijke kenmerken van
bedrijven die tot marktfalen leiden, worden geaqmerd. De overheid kan de concurrentie
bevorderen door via beleidsmaatregelen de versterengelijkheden tussen bedrijven te
effenen. Het ligt voor de hand dat Cramton dezemedng in gedachten heeft wanneer hij pleit
voor steun aan benadeelde bieders in een veiling.

Geprefereerde beleidsopties

Het effenen van het speelveld door correctie varktisden, betekent niet automatisch dat de
overheid benadeelde bedrijven moet steunen metrasymsche regels, zoals subsidies. De
overheid kan ook symmetrische regels gebruikempbipeeld: verlaging van toegangsbarrieres
tot een markt, verbetering van transparantie afedering van overstapkosten voor
consumenten. Beleidsopties met symmetrische régélsen vaak de voorkeur, aangezien de
praktijk uitwijst dat asymmetrische regels moeilijrrect zijn uit te werken (overheidsfalen),
kosten met zich meebrengen en ongewenste nevetegfieebben. De positieve effecten van
beleidsopties met asymmetrische regels overtréfémisico op overheidsfalen en
neveneffecten waarschijnlijk alleen in geval derbe& concurrentie wil stimuleren op
markten met substantieel marktfalen, zoals in ndsextoren en bij de allocatie van schaarse
productiemiddelen (bijvoorbeeld veilingen).



De Nederlandse elektriciteitsmarkt (hoofdstuk Ristireert de noodzaak van (tijdelijke)
asymmetrische regels. Om de efficiéntie van de exd®n te bevorderen zijn de prijzen van
regionale elektriciteitsnetwerken sinds de libesegiing van de elektriciteitsmarkt onderhevig
aan prijsregulering. Het probleem daarbij is daelddtriciteitsnetwerken verschillende initiéle
efficiéntieniveaus hebben als gevolg van versahileinvesteringen die dateren van voor de
liberalisering van de markt. Hierdoor zijn de veteiefficiéntieverbeteringen voor sommige
netwerken moeilijker te bereiken dan voor anderdesp. Er is dus een ongelijk speelveld in
termen van uitkomsten. Tijdelijke asymmetrischéspegulering kan dit probleem oplossen.

De veiling van benzinestations (hoofdstuk 9) iltestt dat de overheid verschillende
beleidsopties kan hebben: symmetrische regelsyanrastrische regels. De benzinestations
langs de Nederlandse snelwegen zijn nu grotendebbBnden van vier bedrijven. Met een
veiling van de benzinestations wil de overheidadreding van nieuwe bedrijven realiseren en
de concurrentie aanwakkeren. Zonder aanvullendéretgden zouden nieuwe toetreders in de
veiling een nadeel hebben gehad ten opzichte vémidege eigenaren (bijvoorbeeld minder
informatie) en bestond het risico dat toetredirtglijfit. Mede vanwege het risico op
overheidsfalen bij asymmetrische regels koos dehaig voornamelijk symmetrische regels
om dit ongelijke speelveld in termen van uitkoneseffenen. Hierdoor kunnen nieuwe
bedrijven beter toetreden.

Stappen in een gelijk speelveld vraagstuk

Op basis van bovenstaande bevindingen kunnen e¢al asagen worden geformuleerd op
basis waarvan beleidsmakers een vraagstuk ovegednspeelveld kunnen analyseren. In
aanvulling op de voorbeelden in het rapport karefiwegingskader ook worden gebruikt voor
andere vraagstukken over een gelijk speelveldszoaklecommunicatie (is het wenselijk om
toetreders te bevoordelen?), klimaatbeleid (wilkenvooroplopen in klimaatregelen?),
landbouw en defensieorders (het buitenland sulesiglidus wij ook?). We lichten het
afwegingskader toe via twee voorbeelden.

Voorbeeld 1: In het buitenland worden scheepsbosigesubsidieerd. Moet de overheid
ook Nederlandse scheepsbouwers subsidiéren onmeéignspeelveld te creéren? Dit voorbeeld
gaat over asymmetrische regels, niet over verwaghmst. Dit betekent dat we verder gaan
naar vraag 2: is er sprake van een uitzonderingg®f Het antwoord is positief, aangezien de
scheepsbouwmarkt internationaal is en landen vilestim hun preferenties. Dit brengt ons op
de vraag of het voordeel van de asymmetrischesegar Nederland groter zijn dan de kosten.
Het voordeel van asymmetrische regels (Nederlahdidigert niet en het buitenland wel) is dat
consumenten profiteren van goedkope buitenlandsspsn. Bovendien zijn er geen kosten
vanwege overheidsinterventie: geen risico op ovdgfiéen, geen ongewenste bijeffecten en
geen claim op belastinggeld. Het nadeel ligt iveleninderde winst voor scheepsbouwers en
(tijdelijk) verlies van arbeidsplaatsen. Zie ookgmraaf 5.2 en hoofdstuk 7.
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Voorbeeld 2: In Nederland ondervinden ziekenhulzigbijvoorbeeld staaroperaties
concurrentie van private klinieken. Private klirdekkunnen vanwege lage overheadkosten
staaroperaties in principe goedkoper uitvoererkefibuizen hebben hoge overheadkosten,
omdat ze daarin kosten van andere diensten (zZoa¢sisisende hulp en topzorg) verrekenen.
Vanwege dit concurrentienadeel hebben ziekenhwgearongelijk speelveld in termen van
uitkomst. Dit brengt ons op vraag 3: is er sprade marktfalen? Uit onderzoek (CPB, 2003)
blijkt dat er sprake kan zijn van marktfalen biprorg en spoedeisende hulp, maar niet bij
eenvoudige ingrepen als staaroperaties. Zover @glijk dient het oplossen van marktfalen
bij spoedeisende hulp en topzorg daarom te worakgekoppeld van het overige zorgaanbod.
Als dat lukt, is een ongelijk speelveld in termemwitkomsten voor staaroperaties geen reden
voor overheidsingrijpen.

Figuur 1.1 Afwegingskader

1. Heeft het vraagstuk over een
ongelijk speelveld betrekking op
regels of op verwachte winst?

regels verwachte winst

2. Is er sprake van een uitzonderings- 3. In geval van marktfalen kan het
situatie waarin asymmetrische wenselijk zijn het speelveld in
regels wenselijk kunnen zijn enige mate te effenen in termen
(dynamische efficiéntie, inkomens- van verwachte winst.
herverdeling tussen burgers of Is er sprake van marktfalen?
landen verschillen in hun preferenties)?

& =

2a. Zijn de 3a. Kan het Handhaaf
baten van 2b. Is er marktfalen worden een ongelijk
asymmetrische sprake van opgeheven of speelveld in
regels groter marktfalen? gecorrlgfgrdh\/la termen van
dan de kosten? SYIEUTESITS verwachte winst
regels?

Creéer
een gelijk

Handhaaf Creéer 3b. Zijn de baten
van asymmetrische
regels groter

dan de kosten?

Het speelveld

in enige mate

effenen in termen
van winst, met
symmetrische

regels

een ongelijk een gelijk

speelveld in speelveld in

termen van termen van
regels regels

speelveld in
termen van
regels

Het speelveld Handhaaf een

in enige mate ongelijk
effenen in temen §peelveld
van winst, met in termen

asymmetrische van wins

regels
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Introduction

In policy debates, we often hear a plea for a lplagling field. For example:

Social housing: Two types of organisations arevadti the Dutch market for social
housing. On one hand there are non-profit organisatwith special rights and obligations
regarding social housing (corporations). On theottand there are profit maximising firms.
The Dutch cabinet has addressed some level pldigligissues that arise from the hybrid
market structure and suggested some measures tovienpompetition (MDW, 1999a). As a
result, the tax exemption for corporations has teslished on January 2003.

Secondary vocational and higher education: In tath&rlands, secondary vocational and
higher education are provided by two types of int#s, publicly funded institutes and non-
funded institutes, which differ in the subsidiesyttare entitled to and the extent to which they
are regulated. Publicly funded institutes receivesdies directly from the government, but are
also subject to additional regulation. Non-fundestitutes receive no direct subsidies and face
less regulation. One way to encourage competiteinwéen education institutes is to create a
level playing field: removing the differential tte@ent of non-funded institutes and publicly
funded institutes.

Auctions for petrol stations: In the past, severghnisations complained that the petrol
market in the Netherlands is not very competitagprofit margins are higher than in
surrounding countries. As a response to the comiglée Dutch government intends to change
the market structure by reallocating all petrotistes along the highways. The allocation takes
place in a sequence of auctions and is aimed atra competitive market. However, potential
newcomers have complained that they have no oppityrtio obtain a license for a petrol
station, as they have to compete on an unlevelrgdield with the incumbents. They claim
that the government should make the playing fiele:l by giving them an advantage in the
auction.

International business: Companies operating omriatnal markets often complain that
they face unfair competition. Their foreign comp@s have to comply with less stringent
regulation with respect to the environment or tmlar standards. Moreover, competitors
receive state aid or are subject to lower capi@bine taxes. This creates a cost (or
competitive) advantage for the foreign companiligwing them to capture a
disproportionately large share of the internatianatket. As a result of the asymmetries,
companies in high-cost countries often advocaavel Iplaying field.

Electricity retail and networks: When the liberatisn process in electricity is completed,
several electricity retailers will compete for ttelivery of electricity to end users. To be able to
sell electricity, the retailers need access tcetketricity distribution network, which is a
regional monopoly. Two types of firms may be aciivéhe retail market: (1) companies that
only offer retail services and (2) vertically intated companies (with regards to ownership)
that offer retail services and own the electridiistribution network. Vertically integrated
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companies have an incentive to offer their ownilretanpanies better conditions than other
retail companies. The government implements reiguiabd enforce equal access to the network
by creating a level playing field.

Public organisations as market players: In thefeagtdecades many (semi-) public
organisations initiated activities in the markdten in competition with private enterprises.
However, the government has certain advantagesam@uhpo private enterprise, such as an
exemption of taxes, additional subsidies, or custoimformation. These advantages can create
a situation of unfair competition; there is no lepkaying field. This issue is still unsolved, as a
proposed law (‘Markt en overheid’) to level theyitgy field has been declined.

Research questions

The examples given show the relevance of levelipipfield issues for policymaking. They,
however, do not make clear what is meant by theegitlevel playing field" and why a level
playing field is desirable in terms of welfaresétems that the concept is used in conflicting
ways. For instance, the example of social houdirggses the importance of equal rights and
obligations for all players in the market to creatievel playing field. In contrast, the example
of the auctions for petrol stations stresses tagncthat newcomers need an advantage to create
a level playing field. Economic theory does notifjeeither, since the concept is hardly
touched upon. Instead, economic theory analysesfgpesues that could be regarded as ‘level
playing field issues’, without labelling it this waT his report tries to shed light on the meaning
of ‘a level playing field'.

On top of the haziness about the specificatioesie] playing field’ are questions about the
desirable policy options. Creating a level playiigdd is not the same as egalitarianism: not
every firm is equal and should have equal rightsspe Firms that have created an advantage
over other firms by taking risks, by past effontelanvestments should not be punished. It
would reduce incentives for entrepreneurship. ftdsessary to distinguish these cases in which
differences between firms are desirable from otlases in which an advantage for certain firms
has more artificial reasons. The distinction betweaesirable and undesirable advantages is,
however, often not clear. The purpose of this rejsaio provide guidelines for determining this
distinction.

The report tries to answer three questions:

What is a useful specification of the term ‘levidying field’, given the questions regarding
government intervention?

What is the relation between a (un)level playirddiiand welfare: under what circumstances is
a level playing field desirable for welfare?

How can the government intervene, if desirable?

14



Focus is on markets

This report analyses level playing field issuesweégards to firms that operate on a market.
However, conceptually the analysis also appliestt@tions in which non-profit organisations,
governmental institutes, individuals, or sportsraemthe players. The report illustrates the
extensive application possibilities with some exiap

Outline of the report
This report consists of a general analysis (paaht) some case-studies (part 11)

The general analysis in part | starts with the Bjgation of the concept ‘level playing field’
(chapter 2). It appears that the conflicting usthefconcept relates to two different types of
asymmetry that people have in mind: asymmetrigsles and asymmetries between firms'
characteristics. We define two descriptions oféleplaying field’ to address both asymmetries.
The next chapter indicates how to deal with levaying field issues (chapter 3). We formulate
a starting point for policy making and the excepsiin which it can be beneficial to deviate
from this starting point. The two final chapterspafit | elaborate on the options for policy
making (chapters 4 and 5).

The case-studies in part Il are an intrinsic p&the report, as the details of the cases
provide information about the concept of ‘levelyitey field’ in general. This approach was
chosen because of the lack of specific attentiothi® concept ‘level playing field’ in economic
theory. The cases have been chosen for two redsosis.together they cover a wide range of
level playing field issues. Second, the casesapie bf policy debate at the time of writing.
Part Il starts with an explanation of the connacttd each case with the findings in part | of the
report. The first case looks into secondary vocati@and higher education (chapter 6). The
second case analyses the arena for multinatiotadpises (chapter 7). The third case is about
electricity distribution (chapter 8) and the firalse discusses the auction for petrol stations
(chapter 9).

The main findings of this report are brought togetin the conclusion (chapter 10).
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PART |. General analysis
Specifications

The Longman Dictionary of Contemporary English (3@@lition) provides a definition of a
‘level playing field’:

“A situation in which different companies, coungrietc can all compete fairly with each other beeaus

one has special advantages.”

2.1

In line with the definition, there is an unlevehping field if some firms have special
advantages.

Despite the definition, economists, lobbyists anticymakers seem to interpret the concept
‘level playing field’ in conflicting ways. The defition in the dictionary lacks precision about
what is meant by ‘fairly’ and ‘special advantagd&tonomic literature does not provide a more
precise definition either. This chapter formulagespecification of the concept ‘level playing
field'.

The setup of this chapter is as follows. Sectidna?ldresses the conflicting use of the term
‘level playing field’. We will reduce the discrepanto differences in the type of ‘special
advantages’ (or: asymmetry) that people have irdniimerefore, section 2.2 looks at the
different types of asymmetry in the playing fieWlith the information, we are able to
formulate two specifications of the term ‘level yilzg field’ in section 2.3.

Conflicting use of the term ‘level playing fiel  d’

When we look at the way economists, lobbyists agltymakers use the concept ‘level
playing field’, we observe that they interpretritdonflicting ways. For instance, Cramton
(1998) writes in the context of auctions: “If thaller knows the extent of the asymmetry, then
the seller can level the playing field by givingailvantaged bidders an appropriate price
preference.” On the other hand, Robin Cook (Britaittalia, 2000) says in the context of state
aid: “We don't do it at home, we want to make ghe¢ our companies at home that stand on
their own feet, that trade in their own way, campete on a level playing field and, indeed, we
have made considerable progress at this summéttmg agreement that there will have to be a
reduction in state aid. That is good for Britistsimesses that don't get state aid but sometimes
are asked to compete with companies that do.”

The discrepancy between Cramton and Cook can heeddo different interpretations of
the term ‘fairly’ in the Longman definition of aeVel playing field’. Cramton seems to have in
mind that firms compete fairly when they have thme opportunity to obtain an object in the
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auction. Cook, in contrast, seems to considetiritihen the state aid rules are the same for all
firms. It is not hard to observe that these two svi@yuse the concept of ‘level playing field’
conflict with each other: Cramton would argue faréducing asymmetry, which would make
the playing field unlevel in Cook’s sense.

The conflicting use of the term ‘level playing fiéimay create a breeding ground for policy
errors, as the boxes in chapter 4 and 5 will itatst

Different types of asymmetry

Cramton and Cook have different interpretationthefterm ‘fairly’ because they talk about
different types of asymmetry. When Cramton saysshane bidders have a disadvantage, he is
referring to different characteristics of firms. @ other hand, Cook refers to differences in
rules when he says that some firms get state aldter firms do not.

Asymmetric rules

In this report the word ‘rules’ refers to all typelsgovernment policy. For example, rules in a
market refer to the legislation, taxes, subsidasyur standards and state aid. In an auction, the
rules refer to the auction mechanism, a minimundlibigl price and the auctioneer. The word
‘rules’ does not include aspects that a firm camtr@d itself, such as its strategy, cost-efficiency

or location.

We call rules symmetric if the same non-discrinmimgtrules apply to all firms. We call rules
asymmetric if they do not apply to all firms, ifffidirent rules apply to different firms or if rules
have a discriminating effect.

What do we mean with discriminating effect? Rulaséna discriminating effect if they treat
firms in equal situations differently. Rules are discriminating just because their effect differs
per firm. The effect of symmetric rules will genkyalepend on the characteristics of firms:
whether a firm is small or big, an entrant or asuimbent, located in a city or in the countryside
etcetera. Imagine a soccer game with two unusiles:r(ll) the game takes 120 minutes and (2)
the team with the white shirts gets two points$ #dores, whereas the blue team gets one point.
The teams also differ in their characteristicghasstamina of the blue team is much better than
that of the white team. Rule 1 is symmetric, desflie fact that the long duration of the game is
probably a disadvantage for the unfit white teamleR2 is asymmetric, despite the fact that the
rule holds for both teams.

The influence of a government on asymmetric rukgsetids also on the jurisdiction of a
government:
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When a government’s jurisdiction is the same adafger than) the market, the government is
responsible for the rules and it can adjust thenasgtry if it wishes. An asymmetry in rules is
more or less the intended result of policy measukasexample of an asymmetry in rules is the
Dutch market for secondary and higher educatiomtiich different rules apply to publicly
funded institutes and appointed institutes (se@teh®). Another example is broadcasting in
the Netherlands, with different rules for publicdamommercial broadcasting organisations.

If the jurisdiction of one government is smalleanithe market, an asymmetry in rules can be
the result of different policies of the various gavments involved. This is the case, for
instance, if companies compete on an internatiovaaiket and the tax level differs per country.
It is also the case if construction companies caenpa a national market and the building
regulation differs between local governments. $ech.2 elaborates on this subject.

In line with this, it is necessary to determine ethperspective is taken in the general welfare
analysis of a level playing field issue: the pec$pe of a municipal authority, a national
authority, or a supranational body like the EU.

Note that the impact of an asymmetry in rules magtmall in specific circumstances in which
firms are able to switch between rules. For instaifeducation institutes can choose freely
whether they want to be publicly funded, the asytnynia rules has little impact. Another
example is that multinational enterprises can detidnove their home base to another
country. See details in chapter 6 and 7 respegtivel

Asymmetric characteristics of firms

Generally firms in a market are heterogeneous. $-am differ in their characteristics because
of differences in their cost-efficiency or in theirategy space. In this report strategy space
means the strategic options of a firm regardingepnproduct differentiation, location,
distribution etcetera. Differences in strategy gpanay result for example from entry barriers,
information asymmetry, vertical integration, geqgr@al circumstances or access to (nhatural)
resources. An entry barrier, such as reputatiogetffor switching costs, can influence the
strategy space of firms, as it limits the posdile#i for entrants and it creates market power for
incumbents. In this report we call firms heterogerreeif they differ in their characteristics.

The characteristics of a firm are dynamic. If firdiffer in characteristics today, it does not
necessarily imply that they will still differ tomaw. The dimension of time is important in

several ways.

! Both the scope of a market and the jurisdiction are not fixed. Markets are becoming increasingly international. As a result
markets are becoming larger than the jurisdiction of one government in an increasing number of cases. In Europe, this is
partly offset by the trend to centralise the jurisdiction in the hands of the European Commission.
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2.3

First, there may be exogenous developments creaéimgasymmetries (increasing
heterogeneity), or reducing existing asymmetriedycing heterogeneity). An example of the
latter is that care providers benefit from econantiescale when they need to use an expensive
medical instrument. Economies of scale create bgésreity in cost-efficiency between care
providers with a large and a small market shar¢hérfuture, technological developments
might make the instrument cheaper and reduce edesarhscale. As a result, the
heterogeneity in cost-efficiency between the caowiders will decrease.

Second, the longer the time horizon, the morema ifirable to influence its own
characteristics. Firms will try to reduce disadeaygts and to create advantages:

Firms with disadvantages will try to reduce hetemgjty. Take, for example, a market of
shipbuilding characterised by economies of scaiglsuilder A is less efficient than
shipbuilder B, because shipbuilder A has a smatl@rket share. To reduce heterogeneity,
shipbuilder A can try to increase its market shArether example is an entrant who faces
entry barriers in the form of a lack of reputatanmd customer base. If the entry succeeds
(despite the entry barriers), the entrant will depéhis own reputation and customer base, and
heterogeneity between firms will decline.

Firms will try to introduce heterogeneity in favaafrthemselves. An example is a market of
financial services in which ex ante all (potentlanks have the same production costs.
Incumbent banks will try to create switching caaterder to discourage their clients from
switching to a competitor. As a result, productbmsts may become heterogeneous ex post.
Another example is that all banks have the saméymtion costs, and one bank invests in
electronic banking in order to lower the cost lewethe long run. Also in this example banks

become more heterogeneous.

Several asymmetries in rules and several typesteftigeneity between firms can occur at the

same timé.

Specification of the term level playing field

From the conflicting use of the term ‘level playifigid’ we learn that it is not possible to give
one generally received definition. Instead, we io&mduce specifications that are common in
level playing field discussions. In line with thed types of asymmetry, we introduce two
specifications of the concept ‘level playing field'which firms compete fairly with each other.
The first specification of level playing field foses on rules, whereas the second specification

% In many cases asymmetry in rules and asymmetric characteristics of firms are not related. For example, Germany has
disadvantages on the cotton market because of a high tax level and because it is too cold to grow cotton. An asymmetry in
rules and asymmetric characteristics of firms can be related when an asymmetry in rules creates, after a certain period,
asymmetric characteristics of firms. There may also be a relation when a government creates an asymmetry in rules in order
to tackle asymmetric characteristics of firms (see chapter 4).
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focuses on heterogeneity between firms. The spatifins make it possible to prevent
conflicting use of the concept 'level playing fiellhe specifications fit in with the ways in
which concepts of ‘level playing field’ are gendyaised.

Rules-based level playing field: the rules areghme for all firms.

Outcome-based level playing field: all firms halre same expected profit.

The specifications focus on firms, but can alsdappother players, such as non-profit
organisations (chapter 6), governments (chapténdiyiduals (section 5.3) and sports teams
(box below).

Rules-based level playing field
In a level playing field in terms of rules, ‘levés interpreted as the same rules for all firma in
market. There is a rules-based level playing fieétjual rules apply to all (different) firms in a
market and the rules treat firms equal in equabsibns (no discriminating effect). Note that
the specification of a rules-based level playimddfis about equal conditions and not about
equal effects.

There is a rules-based unlevel playing field iesuare asymmetric: if rules do not apply to
all firms, if different rules apply to differentrfins or if rules have a discriminating effect.

The notion of a rules-based level playing fieldiseful because it fits in with the idea that
competition may not be fair if firms have asymneetiles. It agrees with Cook’s argument that
it is not fair that some firms get state aid artkofirms do not. Also several examples in the
introduction (chapter 1) use level playing fields way. The first example is that competition
between education institutes may be enhanced layigea rules-based level playing field:
removing the differential treatment of the diffetréypes of institutes and giving them the same
chance on public funding (see chapter 6). Anotlkanle relates to companies operating on
an international market. Firms based in a counitly stricter rules and/or higher taxes, meet
higher costs than firms based in countries witk ksct rules and/or lower taxes. There is a
rules-based unlevel playing field (see chapteABo the regulation of retail in the electricity
market is intended to create a rules-based leaging field, as it aims to enforce equal
conditions for access to the electricity distribatnetwork for all retail companies (see chapter
8).
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Outcome-based level playing field
In a level playing field in terms of outcome, ‘léVienplies that all firms in a market have the
same expected profitFirms have an outcome-based level playing fiettiéfy have equal
characteristics (for example in cost-efficiency athtegic options) and the rules are
symmetric. In case firms are heterogeneous, thergavent can create an outcome-based level
playing field by compensating the disadvantaged fifor instance with subsidies). Both cases
result in equal opportunities for profit making.

There is an outcome-based unlevel playing fiekbihe firms have better opportunities of
making profits than others, because of asymmeffies.asymmetries can have all kinds of
causes: firms may be heterogeneous and/or faceliifes in rules.

The notion of an outcome-based level playing fisldseful because it fits in with the idea that
competition may not be fair if firms are heterogeu It suits with Cramton’s idea to create a
level playing field in an auction by giving disadtaged bidders an appropriate price
preference. This specification of a level playired is sometimes used in auctions and in
network sectors.

Consider, for example, the market for mobile tefenwinication in the Netherlands. KPN
and Vodafone are subject to stricter rules thain tmempetitors, because they have a large
market share. The stricter rules are intended towage competition in the development of
new services on the networks for mobile telecomeations. Among other things, KPN and
Vodafone have to give access to firms (such asetalect services) that do not have their
own mobile network. The access is aimed at encingabe entry of new firms.

Another example is the auction of licences for @ettations in which incumbents and
entrants are heterogeneous. Among other thingsnpak newcomers lack information about
the market and have to incur costs to build upsdctner base and a reputation. Therefore, an
incumbent is probably willing to pay a higher ambofimoney in the auction than a
newcomer. The incumbent and entrant do not haveaime opportunity to obtain the licence.
The incumbent is likely to win (see chapter 9).

It is never desirable to pursuit a fully outcomeséxd level playing field. The strict specification
makes it also practically impossible to make a ipigfield outcome-based level. In general, it

is favourable for welfare if firms differ in cosffieiency; this heterogeneity should not be
levelled” However, levelling types of heterogeneity betwéens that are related to market
failure is often favourable for welfare, sincerliiceurages competition between firms. Chapter 4
elaborates on this.

% The definition on an outcome-based level playing field can be adjusted if firms have other objectives than profit
maximisation. For instance, firms in the auctions of petrol stations aim to obtain a licence. In that case, there is a level
playing field if firms have the same probability to win a licence.

* There may be some exceptions in which the government may wish to correct for some differences in efficiency, see
chapter 8 for an example.
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Level playing field in sports

The concept of a rules-based level playing field and an outcome-based level playing field also apply to sports.

Generally, sports have a rules-based level playing field. Take for instance soccer. The same non-discriminating rules
apply to both teams. In addition, the teams change sides in the middle of the game, in order to make sure that they have
the same conditions regarding the field, the sun and the wind. Moreover, a game is only considered fair if the referee is
objective, which is often a topic of debate. These sports do not have an outcome-based level playing field: the best team

will win.

In exceptional cases, elements of an outcome-based level playing field are introduced in a sports tournament. An
example is sailing. Tournaments in which different types of sail boats participate often have asymmetric rules in favour
of the disadvantaged boats. The asymmetric rules create a situation in which boats of different strength have the same

opportunity of winning the game. The fastest boat, after correcting for its handicap, wins.

In contrast, there are also tournaments with asymmetric rules in favour of the strong player. In these cases there is a
rules-based unlevel playing field and an outcome-based unlevel playing field. For instance, in Grand Slam tennis
tournaments the highest ranked players in the world are automatically qualified to participate, whereas others have to
compete. Moreover, the highest ranked players meet each other only late in the tournament. These asymmetric rules
may have commercial reasons: a tournament becomes more attractive if the ‘big names’ participate. In addition, the

asymmetric rule may encourage dynamic efficiency: a reward for the player’s past investments (see section 5.1).
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3.1

Dealing with level playing field issues

Creating a rules-based or outcome-based levelrgdigld is not a policy goal by itself. Tilting
the playing field is only desirable if it contrilag to welfare.

A rules-based level playing field, unless...

A starting point to deal with a level playing fidkkue is to assume that a rules-based level
playing field is desirable and to check whethererare reasons to deviate from the assumption.

Heterogeneous firms are favourable for welfare

Many types of heterogeneity between firms are faable to welfare. More specifically, it is
beneficial for static efficiencyif production is allocated in such a way that rose their
comparative advantages to attract consumers. bsasishout market failure, free markets lead
to an optimal allocation of resources: no one camiade better off without someone else being
made worse off (Stiglitz, 1988). Therefore, symicatules are desirable as they hamper
competition less than asymmetric rules. For insaaamarket consists of two types of
shipbuilders who differ in their cost-efficiencyo@petition between the shipbuilders will
allocate consumers to the most cost-efficient fir8tatic efficiency in the market is encouraged
if the cost-efficient shipbuilders are able to gath larger market share than their less efficient
competitors.

Asymmetric rules can affect efficiency. It is edasysee that asymmetric rules can result in
lower static efficiency if they favour the cost-ffieient firm. Let’s return to the market of
shipbuilding in which some shipbuilders are morstegificient than others. When cost-
inefficient shipbuilders receive a subsidy, theyyrba able to increase their market share at the
expense of the efficient competitors. This woulalleeate production to the cost-inefficient
shipbuilders and reduce static efficiency in thekeaa But what if the asymmetric rules favour
the efficient firm (picking the winner)? Pickingetlwinner is not likely to result in higher static
efficiency either. The reason is that the costeédfit firm will generally also be able to gain
market share with symmetric rules. Asymmetric rugeeh as subsidies, might speed up the
growth of market share, but this ambiguous posktiffect is generally outweigh by the welfare
costs of the asymmetric rules (see section 4.4)yebAeer, it is relatively difficult to judge ex
ante which firm will be the winner. The winner in@period does not need to be the winner in

the next period.

® Static efficiency reflects whether the current technology is used as effectively as possible to satisfy consumers’ and
producers’ needs.
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Exceptions to the rule

There are a number of situations in which asymmetiies may be favourable to welfare.

In specific situations asymmetric rules may be rdéde for dynamic efficiency. See section 5.1.
In cases in which countries differ in their preferes. See section 5.2.

Asymmetric rules may be desirable to redistribnt®me among citizens (equity). See section
5.3.

No outcome-based level playing field, but...

It is never desirable to pursue a fully outcomeeldsvel playing field, on which all firms have
the same expected profit. Section 3.1 explainsdfimiency will increase when firms can use
their competitive advantages to attract customdosvever, it may be desirable to level the
outcome-based level playing field to a certain eixbe case of market failure. More
specifically, if heterogeneities between firms selated to market failure, static efficiency may
increase if these heterogeneities are correctedn@ket failure we mean that efficiency in a
market is less then optimal because of externslitiearket power or incomplete markets. See

chapter 4.
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Exceptions: towards an outcome-based level playin g field

This chapter analyses the relationship between paging field and static efficiency in case of
market failure. Static efficiency is a measurehaf éffective use of current technology to satisfy
consumers’ and producers’ needs. Chapter 3 shdvegdnany types of heterogeneity between
firms encourage static efficiency. In this chapterwill show the consequences of market
failure for static efficiency (84.1). Governmentdrvention aimed at moving towards an
outcome-based level playing field may enhancecsédficiency in case a type of heterogeneity
between firms is related to market failure (84V@g will make clear that the government does
not necessarily need to implement asymmetric nolesove towards an outcome-based level
playing field. Policy options that do not discrirate between firms are often preferable to
policy options involving asymmetric rules (84.3hig is mainly because the possibilities for

asymmetric rules are limited (84.4).
Consequences of market failure for static effic ~ iency

Heterogeneity between firms can be related to nidailere. Why? Heterogeneity may give a
firm market power that does not result from its panative advantages. Therefore, this market
power may lead to misallocation of resources. Sudfstortion can harm static efficiency.

It is not always clear cut whether heterogeneityveen firms is related to market failufte.
Chapter 3 already showed that many types of hedeeity are favourable for static efficiency.
In addition, certain types of heterogeneity onlysemarket failure in specific cases. For
example, does an information asymmetry for entrargate market power for incumbents? The
answer will probably be negative for the markettfakeries. New bakeries are likely to be able
to enter the market, although the information aswtnyncan initially be unfavourable for them.
In contrast, an information asymmetry can prevairyein an auction of licences for petrol
stations. The essential difference between thenharkets is that the number of licences for
petrol stations is fixed by the government, whetbashumber of bakeries can increase.
Therefore, new firms can only get a licence foetrq station if they are better than
incumbents right from the start, which is not likél entrants have an information
disadvantage. In contrast, new bakeries have siomeetd overcome the information
disadvantage. This example makes clear that #éessary to analyse on a case-by-case basis

whether heterogeneity between firms is related aoket failure.

® The causal relationship between an asymmetry and a market failure may go in both directions, depending on the specific
case. On the one hand, an asymmetry may cause a market failure. On the other hand, a market failure may cause an
asymmetry. Since the direction of the causality is not relevant for the analysis of level playing field, this report will not stress
the direction of the causality, but simply say that an asymmetry is related to a market failure.
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Also note that market failure does not have to éenanent. In some cases, a type of
heterogeneity between firms that is related to miafidilure can diminish in the course of time

(see section 2.2.) or by temporary governmentvetgion (see section 4.3).

The impact of market failure differs per case. hiaket failure may be substantial or not,
depending on the distance between the market oeteom the welfare optimum. Examples of
substantial market failure can be found in netwdilties and in the allocation of scarce
recourses (such as auctions). Market failure casubstantial in auctions, because small
heterogeneities between bidders in an auctionezhto large differences between the
outcomes of commonly used auctions (see chaptdi&@ket failure can be substantial in
network utilities, because these sectors have rohagacteristics that can cause market faifure.
The market failure related to heterogeneities betwieems is likely to be less substantial in

many other situations.

Consequences of government intervention

Levelling heterogeneity related to market failuas intensify competition between firms and
increase welfare. The intuition is that the map@iver of the firms that benefit from the
heterogeneities is reduced. As mentioned in se8tidnit is often not desirable to level all
types of heterogeneity between firms, but only ¢hibet are related to market failure.

An example is the market for financial serviceswabst-efficient and cost-inefficient
banks. Suppose the heterogeneity in costs betwedrainks can persist because consumers
face switching costs: changing banks necessariijiés a new account number. Obviously, a
new account number creates a lot of paperworkdstarners, as all the client’s financial
relations need to be informed (CPB, 2001a). A govemt policy to introduce portability of
account numbers and to improve transparency redweigshing costs and subsequently market
power. The increased competition makes it easrahfocost-efficient banks to gain market

share, which will increase static efficiency in tharket.

" An important characteristic that can cause market failure is the fact that network utilities are often natural monopolies. The
strong economies of scale make it socially undesirable to have more than one network. The scale-effects are caused by the
significant investment in infrastructure and the small marginal costs for services transported over the infrastructure. Other
frequently appearing market failures in network utilities are consumption externalities and switching costs. See Shy (2001).
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No level playing field in the Dutch UMTS auction

The Dutch UMTS auction is an example in which static efficiency might have been harmed because the government did
not reduce the types of heterogeneity between firms that are related to market failure. Entrants are generally at a
disadvantage in auctions. Even worse, entrants generally have zero probability of winning and may therefore decide not
to enter the auctions (section 9.5). In that case, the government could be forced to sell the object for little more than the
reserve price. The government has options to reduce heterogeneity between firms in the auction design, for instance
with an exclusive UMTS-license for entrants or with a higher number of licenses than the number of incumbents. The
Dutch government did not choose any of these options. Several economists criticised the design of the Dutch UMTS
auction as 5 licenses were sold for a market with 5 incumbents (see Klemperer, 2002a, Jehiel and Moldovanu, 2001,
and Van Damme, 2001). These authors claim that an entrant is unlikely to win a license in such a situation. This claim is
supported by the fact that the Dutch UMTS auction attracted only one entrant, and generated low revenue in
comparison with the UK and Germany.

4.3 Options for government intervention

A government that wants to reduce heterogeneitydxt firms will often have a number of
policy options. One can distinguish policy optidhat involve asymmetric rules and other
policy options. Both types of policy options cather have a permanent or a temporary
character:

» Policy options that reduce heterogeneity betwemnsfin the course of time may be temporary.
The government intervention can stop after the etdidilure is solved. An example is the
yardstick competition for electricity networks irhigh the rules for the inefficient network
owners may need to be stricter than for their Efficcounterparts. The asymmetric rules can
have a temporary character, with the intentiomtmerage efficiency improvements by
inefficient network owners. After a certain dates tules can be level (see chapter 8).

» Policy options that only offset heterogeneity beswéirms may need to be permanent. The
reason is that this type of government interventioas not reduce the market failure. An
example is the regulation of equal access to taetritity distribution network: it does not
reduce the market power of the owner of the distidlm network, but prevents abuse of market

power.

43.1 Government intervention with symmetric rules
The government can intervene with symmetric ruvetiuce the heterogeneity between firms.
The intended result of this type of governmentriveation is to level the outcome-based level
playing field to a certain extent. At the same tittne government introduces or keeps a rules-
based level playing field.

Government intervention with symmetric rules hasddvantage that it does not involve

discrimination between firms. Section 4.4 shows thi is an advantage because it leads to
relatively low costs of government intervention aatatively little legal restrictions.
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4.3.2

There are several examples of government intermentith symmetric rules:

General policy options to intensify competitionvibetn firmsThere are several examples,
depending on the type of heterogeneity betweersfiffor instance, policy options to improve
transparency and to introduce portability of ac¢dounmbers in the bank example.

Corrective measures preceding the competition, diategeducing heterogeneity between firms.
An example is the market for electricity retailiimywhich a vertically integrated distribution
network owner causes market failure. The optiorgfmrernment intervention is to require
vertical separation of ownership of the networkrirthe retailing market (see chapter 8).
Another example is the auctions for petrol stationehich the incumbents are more likely to
obtain a license. An option for government inteti@nis to limit the market share that any
firm may have (see chapter 9).

Changing to another competition mechanism, in otdentensify competition between firms.
These options are limited to markets in which ther big role for government anyway. An
example is that the government chooses anotheibautechanism to allocate petrol stations
(see chapter 9). In public sectors with a budgetharism, the government may be able to
change the funding of institutes, see for exantptenbarket for education (chapter 6).

Policy options with asymmetric rules
The government can also reduce or compensate geteity between firms with asymmetric
rules. Asymmetric rules either favour the disadaget firm(s) or create a handicap for the
advantaged firm(s). The government introducesasrbbsed unlevel playing field in order to
move towards an outcome-based level playing field.

The use of government intervention with asymmetries is likely to be limited to cases
with substantial market failure, because asymmaetities have relatively high costs of
government intervention compared to symmetric rales because of legal restrictions (see

section 4.4).

Asymmetric rules can have many forms. Let us retanhe example of the auction for petrol
stations, in which the government wants to encaiggticipation of entrants. The government
has several options for favouring the entrantsirfstance by giving them a credit bid (an
entrant only has to pay a certain percentage dfitljs or by reserving attractive licenses for
them. The government could also create a handaraipdumbents, for instance by setting
restrictions on their participation. Another exaend the Dutch market for fixed
telecommunications. KPN has some obligations thatat apply to other firms in this market,
because KPN is the incumbent and formerly a moristipgthte organisation. KPN has to offer

some services to all Dutch consumers at reasopaicles and with a certain quality (universal

30



4.4

441

service obligation). These services include fixgdgte telephone services, public telephones

services and information services about subscribers

Limitations to government intervention

The government obviously needs to choose a (cortibimaf) policy option(s) with the most
positive welfare effect. The existence of markédufas does not automatically imply that
government intervention will improve welfare. Thevgrnment has to weigh the positive
consequences of a policy option on static efficjeagainst the costs of government
intervention. Moreover, the legal possibilities fmymmetric rules are restricted.

Costs of government intervention

The costs of government intervention are relatetieaisk of government failure, transaction
costs and undesired side effects. This sectionsiwdlw that the costs of government
intervention are generally larger for asymmetriesithen for symmetric rules. Therefore, the
positive effects of policy options involving asymtme rules may only offset the costs of
government intervention in markets with substantiatket failure (network utilities and

allocation of scarce recourses).

Government failure relates to the risk that a goment chooses the wrong policy option
because of an information asymmetry or politicgdapunism. This risk is generally low if a
government wants to create a rules-based leveingdigld, as it is rather easy to judge ex ante
whether rules will treat firms equally in the eqaatumstances. In contrast, the risk of
government failure may be high in case of asymmetties, because it is difficult to judge ex
ante which policy measures will compensate forfogeneity between firms. Governments
lack information on the extent of the heterogen#igt needs to be levelled, on the type of
corrective rules that are needed and on the eftédte corrective rules on the playing field.
See, for instance, the questions arising if a gowent aims to level the outcome-based playing
field for entrants to certain extend in order te@irage participate in an auction. How big is
the entry barrier? Is a bidding credit a good potiption? Is a bidding credit of 10% of the
winning bid large enough to offset the entry baftie

If the government failure is large, the effectitifitg the playing field towards an outcome-
based level playing field could be the oppositavbat was intended.

Transaction costs can be high in case of asymnredes. It often involves complex regulation.

Moreover, asymmetric rules can have direct budgetansequences for a government in case
of subsidies, tax deductions etcetera.
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A government needs to consider, on a case-by-ass, lany potentially undesirable side
effects of intervention on equity and efficiencpliBy options that do not discriminate between
firms are likely to involve little undesirable sigffects. In contrast, side effects are likely to
occur when tilting the playing field involves asyratmic rules. Potential side effects on equity
are explained in section 5.3. Potential side effect efficiency may arise because asymmetric
rules benefit some firms (and harm others) andter@hs)incentives not related to the
comparative advantages of the firms. An exampteasa subsidy for shipbuilders may
reallocation more resources (capital, labour) te ¢gkector than efficient. Another example is the
FCC auctions in the US in which bidders with disaabages on the capital market had the
possibility of instalment payments. The outcomethete auctions show that the rules gave
bidders an incentive to submit risky business p(are chapter 9).

Legal restrictions in case of setting asymmet  ric rules

Legal principles raise the question whether a gawent is allowed to implement asymmetric
rules in order to move towards an outcome-baseal [@aying field. To know the legal
possibilities, we look at some basic legal prinegpas well as at conditions in the EC treaty
regarding state aid and competition. See for muierination: MDW (2002) and Maasland et al
(2003).

When setting asymmetric rules, the governmentd&eép three basic legal principles in mind.
First, the principle of equality before the law sdlyat the government has to treat equal cases
equally and that the government has to treat unegisas unequal to the same extent. This fits
in with the second principle: the principle of ndiscrimination says that equal situations may
not be treated differently, unless the differeramesobjectively justified. Non-discrimination
also means that rules of the game have to be kbnowath firms and have to be applied the same
way. Third, the principle of proportionality imp#ighat the government needs to prove that the
asymmetric rules are necessary and proportionaach the government goal. Moreover, the
government needs to make clear that the marketréadannot be solved with other means.

The EC treaty shows a tension between the conditiegarding state aid and competition. On
the one hand, asymmetric rules seem to comply thélobligation for governments in article
82(3) and 82(10) not to jeopardise competitiorthis light, asymmetric rules may be regarded
as possible government instruments to encourag@etition in markets in which competition
fails. On the other hand, asymmetric rules careganded as state aid. Article 87(1) EC Treaty
prohibits, with certain exceptions, any aid grarttgch Member State or through State resources
in any form whatsoever which distorts or threat®endistort competition by favouring certain
undertakings or the production of certain goodsofar as it affects trade between Member
States. Asymmetric rules, by nature, entail adygagdo certain undertakings.
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Asymmetric rules will be qualified as a form of &taid within the meaning of Article 87,
when it meets all of the following four criteria:

The measure confers on certain undertakings améatya, which they would not enjoy from
their own commercial endeavours or which woulderadi them of charges that are normally
borne from their budgets. There is no advantafeeiuindertaking does something genuine in
return.

The measure is specific or selective: it favoury aertain undertakings or the production of
certain goods and services.

The advantage is granted by the State.

The measure affects competition and trade betwemmiér States. Article 87(3) mentions
some categories of State aids that can be exerhgtége European Commission, like state aid
that facilitates projects, which are importantEurope or the development of certain forms of

enterprise.

The tension in the EC treaty between conditionangigg state aid and competition makes it
difficult to say whether and when asymmetric rides allowed. The Court of Justice has not
made any decisions with regards to asymmetric igdésThe point of view of the European
Commission about the permissibility of asymmetuiles seems to be ambiguous. In some cases
the Commission puts more emphasis on competitioniristance, the Commission permits that
firms with market power are excluded from the aurcihf telecommunication frequencies for a
certain period. In other cases, the Commission mate emphasis on considerations regarding
state aid. An example is that the European Comarisseems to consider that credit bids for
newcomers are state aid in the case of the audtiometrol stations. Theoretical and empirical
research reveals that the government, when giviedjtchids, may expect higher revenues
rather than lower (see chapter 8), but it seenficdlif to use ex ante economic analysis on how
competition will develop as a legal burden of proof

Conclusion

Government intervention may increase static efficieif heterogeneity between firms is
related to market failure, but it does not necélgsarean that the government needs to
implement asymmetric rules. Policy options with syetric rules are often preferable to policy
options involving asymmetric rules. The reasom# tisymmetric rules may involve high costs
of government intervention. The positive effectgofernment intervention on static efficiency
need to be weighed against the costs of governimemvention. The positive effects of policy
options that involve asymmetric rules may only effthe costs of government intervention in
markets with substantial market failure, such asaise of network utilities and in the allocation
of scarce recourses (e.g. auctions).
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5.1

Exceptions: no rules-based level playing field

This chapter analyses three situations in whiclmasgtric rules can enhance welfare: dynamic
inefficiency (85.1), difference between nationaferences (85.2) and equity-considerations
(85.3). These situations are exceptions from tmeige rule that a rules-based level playing
field is desirable for welfare. In these situatidimsre will generally neither be a rules-based

level playing field, nor a move towards an outcdmased level playing field.
Dynamic efficiency

In this section, we zoom in on the relationshipAsen level playing field and dynamic
efficiency. Dynamic efficiency is a measure of immpements in total welfare generated by
better and new products (product innovation) angraéwed production techniques (process
innovation). We consider bidding markets in whioteraction on rules-based level playing
fields may lead to dynamioefficiency and we consider how governments camvetee to

restore dynamic efficiendy.

In a bidding market, firms submit bids in ordeiotatain the right to serve a specific product
market for a certain time period. For certain biddimarkets, procurement processes take place
at a regular interval: the right to serve the maikenly valid for a specific period of time, afte
which the license has to be procured again. Themgorent may decide to do so if it wants to
be flexible in adjusting for new circumstancesmencourage entry of a new, more efficient,
entrant]

Laffont and Tirole (1993) argue that the governnmreay want to create a rules-based
unlevel playing field to solve the hold-up problemthe case of repeated procurement
processes on a bidding market. The hold-up probftemns that the current license holder may
decide to invest less than what is socially optjrhatause he is not certain to keep the license
after the next procurement process (Williamson,6)9The hold-up problem is especially a
concern if investment is non-contractible. Laffand Tirole argue to solve this problem by
creating a rules-based unlevel playing field, givihe incumbent an advantage in the
procurement stage. A potential entrant will onlyaoi the franchise license for the next period
if he proves to be much more efficient than theimbent'® Usually, the playing field is also
8 For the sake of simplicity, throughout this section we will ignore the following well-known trade-off between dynamic
efficiency and static efficiency. Several economists claim that there is an inverted-U relationship between market
concentration and innovation: innovation in moderately concentrated markets (oligopolies) is higher than in both very
concentrated industries (such as monopolies) and very competitive industries. (See e.g., Aghion et al., 2002.) This implies
that there may be a trade-off between static efficiency and dynamic efficiency, as for static efficiency it could be optimal to
have the market serviced by many firms, whereas dynamic efficiency requires just a few.

° The reader may wonder whether there is a link with our case study on the auctions for petrol stations (see Chapter 9). In
fact, there is no link: the auctions for petrol stations are about static efficiency, this chapter is about dynamic efficiency.

19 L affont and Tirole’s result depends on the transferability of the assets. If assets are non-transferable, the incumbent may
have a large advantage in the procurement stage so that it still could make sense to favour potential entrants.
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not outcome-based level as the incumbent has {e@@ribus) a higher probability to obtain the
license than a potential newcomer. See the boxbfElnan example of the hold-up problem.

As we have argued in chapter 4 on static efficietiogre is one important reason for
government to be cautious with tilting the playfredd in favour of a particular type of firms:
the hazard of government failure. See also Aghi@htdowitt (1998) for potential sources of
government failure in the specific case of targd&d subsidies.

The hold-up problem and the allocation of licenses for commercial radio stations

Sometimes incumbent firms use the theory of hold-up in order to convince the government to give them an advantage in

procurements. An example in this respect is the market for commercial radio stations.

In the past few years, the Dutch parliament discussed extensively how to reallocate licenses for commercial radio
stations. The government proposed to auction these licenses to the highest bidder. However, the radio stations that
currently owned a license argued that this was unfair: they had invested in their brand name and in the familiarity of
radio listeners with their channel. They feared that potential newcomers would outbid them in the auction so that these
could free-ride on their investments. The incumbents claimed that they should have an advantage over newcomers in

the reallocation process. In other words, they argued for a rules-based unlevel playing field.

At first sight, this argument seems to be in line with the economic literature. However, there is a subtle difference
between the reasoning put forward by Laffont and Tirole, and the arguments of the incumbent commercial radio
stations: Laffont and Tirole take an ex ante view, i.e., they consider the situation before investment decisions are made.
In contrast the radio stations reason from an ex post point of view, i.e., given that they had invested, they claimed to
need an advantage in the reallocation process. Clearly, this argument does not make sense: at the moment they
obtained the license, they knew that it was only valid for a fixed number of years and that they might only harvest from
their investment for this limited time period. To prevent the hold-up problem in the future, it is possible to take account of

it in the new contracts.

5.2 Countries differ in their preferences

Several governments levy taxes, set environmetaatiards, and in many other ways make the
rules for firms operating on a single internatiomerket. Thus, there are, contrary to what we
have assumed so far, several jurisdictions sharisiggle playing field. This may change the
perspective on the desirability of a rules basedllplaying field. Since national preferences
differ (e.g. with respect to the optimal company barden, labour legislation or the optimal
stringency of environmental legislation), one maga to allow discretion in national policy
making.

National policy making often has a significant mi@ional impact since countries are
linked by the international market in which theinfs operate. If a country raises its taxes or
accentuates its environmental legislation, therctirapanies in this country lose competitive
power. In addition, differences between tax burdend stringency of environmental legislation
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5.3

cause investment to flow towards tax and pollutiamens that do not necessarily yield the
highest gross return. This implies that governmshtaild take the policies of other countries
into account, when they design their own natiomdicy. Just like firms, they play a game of
their own, dubbed ‘tax competition’ if it concer@xation, and ‘ecological dumping’ if it
involves lax environmental legislation.

International spillovers reduce the margin for tisionary national policy making. In the
extreme case, single countries have no power wiatsoRazin and Sadka (1995) show, for
example, that in the face of tax competition th8roal capital income tax rate for a small open
country with a fully integrated capital market elguzero, even if the country has a strong
preference for public goods provision. The saméd$tiue, mutatis mutandis, for ecological
dumping. Clearly, if there is no margin for distmetry national policies, there is no reason
why coordination should allow for differences bedmenational preferences, and harmonisation
is most likely optimal. In such an extreme castgrimational spillovers do not alter the general
desirability of a rules based level playing field.

The hitch in this reasoning is the extreme forcthefinternational spillovers. In practice,
only a few countries qualify as small and open, #yedcapital market, in spite of ongoing
integration, is still divided in national segmer#oreover, agglomeration externalities —
advantages of clustering of economic activity -enftreate a ‘lumpy world’ in which capital is
mobile ex ante, but locked into agglomerations @st pThis makes tax competition and
environmental dumping less extreme than in modissty theoretical models. Thus, there will
be a margin for discretionary national policy makiaven for small and open economies.

In short, differences between national preferenogdy that the optimal form of
coordination is generally partial, and does noblwe full harmonisation. With respect to tax
competition one can think of an EU minimum corperiaicome tax rate instead of a full
harmonisation of corporate income tax rates; wepect to ecological dumping one can think
of emission targets instead of full harmonisatibemvironmental legislation. Partial
coordination implies that firms from different cdtias face different tax rates and are subject
to different laws. The optimal playing field in ed is unlevel.

Similar issues arise in other cases in which thisgiction of one government is smaller than
the market. For instance, if companies operate matianal market and regulation differs
between municipalities. See also section 2.2.

Equity considerations

The preceding sections considered cases in wh&cfottus was on efficiency. But even if a
market is efficient, there can be a further argunfi@ngovernment intervention: income
distribution among citizens (equity). What are t@sequences in the analysis of level playing
field issues when we add equity as a governmeriPgoa
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There are several types of level playing field éssin which equity considerations play a role.
Section 5.2 discussed that governments may sereliff tax levels, in accordance with the
differences in preference regarding income redhistion. There are also examples of equity-
considerations within one jurisdiction. For exammpleany countries have a universal service
obligation in postal services. The incumbent pastabice company has the obligation to
deliver mail to every address in a country, inahgdihe remote addresses. This creates a rules-
based unlevel playing field, since new postal sergompanies do not have this obligation.

Often there is a trade off between equity and iefficy. The government has to weigh the
effects of a policy option on efficien@nd equity in order to know whether it is beneficiat f
welfare. There are two situations in which equityrsiderations may play a role in a level
playing field issue.

First, an asymmetry in rules may be the resultiffiéidnt equity preferences between
jurisdictions. As an undesired side effect, thenaspetric rules may affect efficiency. The
effects are described in chapter 3: Asymmetricsraln result in lower static efficiency if they
favour the cost-inefficient firms. This trade o#tlwveen equity and efficiency is not present
when it is the other way around: asymmetric rukas i@sult in higher static efficiency if they
favour the cost-efficient firm.

Bundesverband Deutscher Banken (the German baakisggion) neglects the potential
trade off between equity and efficiency when ithpssfor lower taxes at home. It states that
“Taxes have a decisive influence on the competoxger of the economy and citizens. A too
high tax burden limits the initiative of peopleduees the cost-effectiveness and the
international competitive power of enterprise [[n.prder to strengthen the competitive power
and the growth of the economy, a further loweriftpa levels is needet(Translated from
German) The high taxes in Germany are, howevenexed with the preference of income
redistribution. Chapter 7 analyses the plea forelotaxes in Germany and concludes that is

ambiguous whether a tax cut would increase welfare.

The second situation in which equity-consideratioagy play a role in a level playing field
issue is when asymmetric rules are desirable faierficy. As an undesired side effect, the
asymmetric rules may affect equity. The fact thataaket is efficient says nothing about the
distribution of income.

In level playing field issues between firms, th#uance of asymmetric rules on equity is
only indirect. The reason is that the equity coasations concern individuals, whereas the
asymmetric rules concern firms. Individuals geirtircome from labour and capital.
Asymmetric rules for firms will have an indirecfedt on income distribution through the
individuals that get (part of) their income fronbéaur and capital in the firms concerned. It is
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not possible to make general statements aboutithetion of the influence of the asymmetric
rules on equity, but it is possible to say somegldhout it on a case-level. An example is a
market of shipbuilders in which only shipbuilderdceives a subsidy and other shipbuilders do
not. The subsidy for shipbuilder A will indirecttijt the income distribution towards
individuals that work at shipbuilder A and indivala with shares in shipbuilder A. At the same
time, individuals that work at or have shares imeotshipbuilders will lose. Moreover, all tax-
payers A have to pay for the subsidy.

Level playing field issues between individuals nhaye direct consequences (instead of

indirect), as is shown in the box below.

Individuals as players

The specifications and general welfare consequences of level playing field issues also apply to individuals. The starting

point for dealing with a level playing field issue between individuals can be the same as with issues between firms.

Generally, individuals do not face an outcome-based level playing field, since individuals have different
characteristics. Individuals may differ in their talent or in the value they attach to things. An example of a different
valuation is that somebody who loves Van Gogh is willing to pay a higher price for a painting of Van Gogh than
somebody who is only interested in Mondriaan. Individuals may also have different possibilities to operate on a
market. For example, someone who lives in the country side incurs higher shopping costs to select the product
with the best value for money than someone who lives in a city with a high density of shops.

Generally, individuals face a rules-based level playing field, as symmetric rules are in line with the basic principle of
non-discrimination (see legal restrictions in section 4.4.2). In certain situations, however, individuals face
asymmetric rules. Often, asymmetric rules regarding individuals are intended to change income distribution. An
example is the subsidy for house rent, which is only available for low-income households. As a result the outcome-

based level playing field is levelled to a certain extent an there is a rules-based unlevel playing field.

Equity considerations in the case of individuals are the same as in the case of firms, except that the consequences are

direct instead of indirect. This means that there may be a trade off: the government can hamper equity if it erases

asymmetric rules in order to encourage static efficiency. And the other way around, asymmetric rules that are intended

to change equity can (as a side effect) also affect efficiency.

54

Conclusion

Welfare often benefits of a rules-based level pigyield, but there are three situations in
which an unlevel rules-based level playing fieldyrba preferable:

» In some situations competition on a rules-baseel lphaying field leads to dynamic

inefficiency. The government may restore dynamiaidfficy by implementing a rules-based
unlevel playing field with policy instruments sual asymmetric procurement-rules. However,
the success of instruments that create a rulesthadevel playing field may be jeopardised by

several sources of government failure.
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When preferences between countries differ, thenatigovernments may wish to set different
rules. However, a government also needs to consitlenational spillovers, since asymmetric
rules influence the competitive power of nationainpanies in international markets. This
implies that governments should take, in desigtiigr own national policy, the policies of
other countries into account. In extreme casespetition between government policies may
result in a race to the bottom. In more generatgas which the mobility of recourses is
limited, there is a margin for discretionary natibpolicy making. Then, the optimal playing
field in rules is unlevel.

Asymmetric rules may sometimes be desirable beaafusguity considerations (income
distribution among citizens). As an undesired siffect, the asymmetric rules can affect
efficiency. In many cases there is a trade off leetwequity and efficiency. It is not possible to
make general statements about the effects of asynomdaes on equity, because the influence

of asymmetric rules on equity is only indirect.
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PART Il. Case-studies

The case-studies in the second part of the repovige examples of the general analysis in the
first part.

The first case discusses the market for secondargtional and higher education (chapter
6). The case is relevant for two reasons. It isxample of the conclusion in part | that a rules-
based level playing field can enhance welfare nmaaket in which asymmetries in government
rules are not related to market failure. Moreottee,case shows that level playing field issues
are conceptually the same for non-profit organisetias for profit maximising firms.

The second case looks at the arena for multindtemtarprises (chapter 7). The case
provides an example of the additional consideratitvat need to be taken into account when
countries differ in their preferences. This cas® a@lonsiders the effects of policy options on
equity. Moreover, the case shows that level plajigld issues can also play a role in the
interaction between governments.

The third case deals with the electricity markétafater 8). It illustrates that several level
playing field issues can arise within a sector witinsiderable market failures. By unravelling
the type of market failure in each level playingldiissue, it becomes clear why certain policy
options are desirable for one situation and notHerother.

The last case discusses the auctions of petrabssafchapter 9). The case explains that
certain types of heterogeneity between firms (insent-entrant, ownership, information) can
be fine in most markets, but can create markatriiin the case of auctions. The case discusses

several options to increase competition.
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6.1

Secondary vocational and higher education

This chapter focuses on secondary vocational eiducand higher education. More
specifically, it focuses on the provision of edimaal programs that entitle successful students
to a legally protected qualification (we refer he$e programs as accredited educational
programs). These educational programs are pro\igiedio types of educational institutes,
publicly funded and non-funded institutes. The tyoes face different government regulation.
In this chapter we consider the arguments forehalldistinction between, and thus the
differential treatment of, funded and non-fundedeadion providers. Should the government
remove this distinction anidtroduce a rules-based level playing fi¢fd®e analyse this
guestion using the framework developed in the ihstpters.

This chapter discusses the following issues. Howhdaconcepts of level playing field
apply to the field of education (86.2)? How do lénel playing field concepts relate to the
government goals and market failures (86.3)? Wiatle consequences of an asymmetry in
the rules (86.4)? What are the policy options (86\WWhat conclusions emerge for education
policy (86.6)? This case illustrates that a rulasdal level playing field is preferable for welfare
if there are no market failures related to the fogfeneous characteristics of institutes.

Introduction

In secondary vocational education as well as ihdriggducation, the supply of accredited
educational progranisis characterised by extensive government inteiwenThe government
subsidises institutes for (some of) their educatigmograms, and regulates entry of institutes to
the sector and behaviour of the institutes on theket (e.g. through accreditation of
educational programs). This intervention may béfjed by market failures such as external
effects and the difficulty for prospective studetat®bserve educational quality. External
effects may arise in various ways: more highly edied individuals increase the productivity of
co-workers, enhance social cohesion and are ledy lio engage in criminal activities. When
individuals do not take these effects into accotimgy will invest too little in education.
Subsidies may correct for this. Accreditation erdegtransparency on the educational market,
and thereby stimulates informed educational chaacescompetition between educational
providers.

* The concept of a level playing field has also been used in the context of public educational institutes using

public funds to compete on the market for private education. Such use of public funds is thought to result in

unfair competition. In other words, there would not be a level playing field in the market for private education.

2 We define accredited educational programs as programs that lead, upon successful completion, to legally protected
qualifications. Besides the accredited educational programs all kinds of training programs exist, partly aimed at the same
potential students. Accredited institutes and publicly funded institutes sometimes offer such training programs as well. A
third category of education providers is also active on this market: private institutes that do not offer accredited educational
programs at the moment, do not receive funding (nor do their students), and are not subject to educational laws. These
institutes are also potential entrants on the market for accredited education. The same accounts for foreign institutes.
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6.2

But is the current government policy optimal? Tleernment paper “Grenzeloos leren: Een
verkenning naar onderwijs en onderzoek in 2010h{soét several current weaknesses. In
secondary vocational education improvements arsilplesfor quality, freedom of student
choice, and the match between the educational anogybeing offered and the demand by both
students and employers. Moreover, the number desiis dropping out before graduation is
too high. In higher education similar problems ac€uality is generally good, but parts of
higher education can be upgraded. Moreover, tojttitess (in international perspective) are
absent. The students have a too limited choicedsrtprograms with different duration,
combination of working-learning or educational noeth. Transparency is too low as well.

These weaknesses may be improved by encouragingetition between educational
institutes. Currently competition seems to be wedlkeast some institutes can be characterised
as regional monopolistd This applies both to secondary vocational edunaitd to higher
education. Such a monopolistic situation limits file@dom of choice for students. Moreover, it
provides institutes with weak incentives to attstadents, and thus to provide high quality at
low prices. Stronger competition may improve theemtives for institutes to differentiate and
to reveal information about the differences. Ondtier hand, stronger competition has some
potential downsides as well. These are primariky tiuthe special characteristics of education.
For example, the quality of education may be hardhserve by students and competition may
increase the incentives to abuse this lack of kadgeé. CPB (2001b) has tentatively concluded
that enhancing competition, and tackling the draskbdy additional policy measures, seems
promising.

What causes the monopolistic situation? It is paht consequence of past government
policy aimed at concentration of publicly fundediedtion in large institutes. This policy has
reduced the number of institutes, and thereby ctitiqgrebetween institute¥’ More important
for the level playing field discussion, regionalmopoly power is also thought to result from
the distinction between publicly funded and noneffed institutes, and the fact that access to
public funding is limited. Lack of government fundigives non-funded institutes a
competitive disadvantage on the market for acaeddiducation. It is doubtful whether the less
stringent regulation makes up for this.

The educational playing field: level or not?

In what ways are funded and non-funded institutested differently by the government? Do
the differences imply a rules-based level playietdf or not? Do the differences imply an
outcome-based level playing field, or not?

3 See, e.g. CPB (2002).
* Onthe positive side, concentration stimulates the realisation of economies of scale (that is, if they exist)
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The differences between funded and non-fundedumss are twofold:

publicly funded institutes may receive subsidiesrfithe government for their educational
programs, non-funded institutes do not receive guwent subsidie$}

publicly funded institutes are subject to additioregulation compared to non-funded institutes.
The additional regulation concerns such issueaitigrt fees for full-time students,
management and organisation, and the legal statuparticipation of students.

New educational programs of publicly funded insétuare not automatically funded by the
government. To be eligible for funding, new progsamave to pass the test of macro-efficiency.
This requirement is imposed because the governthigrks that too many similar educational
programs (by different publicly funded providersjhin a region are not desirable. According
to the government, this would result in unnecesdaplication of fixed costs, and consequently
to inefficient government spending on educationwkeleer, the positive effect of entry is
increased competition. Therefore, it is not possiblsay in general that duplication of fixed
costs reduces welfare. Another point of attentfothat the precise meaning of macro-
efficiency, and the correct way to implement ithig entirely clear (see SER, 2001). For
example, how many is ‘too many’'?

Institutes are free to apply for the status of ohéhstitute. The government cannot forbid
institutes to enter the group of publicly-fundesdtitutes, although such entry would require that
the new institute gets mentioned in the law itéalif public funded institutes are listed in the
law). In the past, however, entry into the groupwablicly funded institutes has hardly
occurred. Apparently the additional regulations borad with the possibility that part of the
educational programs may not pass the test on re&fictency, make entry unattractive.

The educational playing field described above ithee a rules-based nor an outcome-based
level playing field, as we will explain below.

No rules-based level playing field
The reason why there is a rules-based unlevelmpiaield concerns the test on macro-
efficiency. This check implies that institutes piding a new educational program (new for the
institute) are sometimes excluded from fundingtfias program because the government judges
that there will be too many similar educationalgreams. Hence the requirement of macro-
efficiency discriminates against new programs. fixisprograms face some protection.

The fact that funded and non-funded institutes tifferent regulations concerning their
conduct is frequently interpreted as an asymmetiié rules. In a strict sense this is not
correct, however, because every institute may ahtmapply for the right to funding and

5 Whether the program is provided by a funded or a non-funded institute is irrelevant for student support. Students attending
an accredited educational program are in principle eligible for student support (unless they do not qualify due to personal
characteristics).
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satisfy the additional rules. No institutes arelested up beforehand. The asymmetry in rules is
related to characteristics that can be changetidinstitutes themselves. The question then is
which bottlenecks deter institutes from such a gea®ne bottleneck is the macro-efficiency
requirement discussed above. Another possibilitiias the change in status brings about
various (transition) costs, in which case the didtireatment of funded and non-funded

institutes may be interpreted as an asymmetrylesru

No outcome-based level playing field

Can the educational playing field be characterasedn outcome-based level playing field?

This question requires an answer to two underlgingstions: are there the institutes
heterogeneous; if so, do the asymmetric rules destabove tackle this heterogeneity?

One obvious potential source of heterogeneity betwestitutes is the distinction between
incumbents on and (potential) entrants to the niddkea specific educational program. Due to
barriers to entry entrants face a different stnasggace than incumbents. The standard examples
of entry barriers are economies of scale, sunksdmgthe incumbents, absolute cost advantages
of the incumbents, and consumer switching costdckMiactors are likely to be relevant on the
educational market?

Consumer switching costs may play a role. Studeinésdy enrolled in an educational
program face costs when switching to a new eduegiovider: education programs will
probably not link up exactly with each other, meagnihe student will have to spend extra time
in education. These switching costs provide mgpketer to the educational institutes over
their current students. This market power seemdl shoavever. The reason is that not many
students switch. Much more important is competifmmnew students.

Another potential barrier to entry concerns impetrfaformation about the quality of newly
provided educational programs. Entrants to a pdaiceducational market have not had the
possibility to build up a good reputation. Hendese entrants are not likely to attract many
students from scratch. The relevance of this drdiryier may be limited when a good
reputation of an institute on the markets for otheucational programs extends to the new
accredited educational programs this institute wémbffer.

Overall, switching costs and reputation effectsi¢iwimay bring about market failures
related to the heterogeneous characteristics tfiuites) do not seem to be important.

Since heterogeneity between educational instittibesot seem to be related to market failure,
the asymmetries in the rules observed earlier cabatargeted at alleviating heterogeneity. In
other words, the asymmetric rules can not servedee the market towards an outcome-based
level playing field. Instead, they will distort @agsible outcome-based level playing field. Think
of how the rules relate to differences in costedfficy between institutes. A non-funded
institute which is as efficient as a funded insétbas less opportunity of attracting students,
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6.3

since it has to charge students the full costarGlehe rules do not contribute a move towards
an outcome-based level playing field.

Policy interpretation of level playing field

In the field of education, policymakers seem tahie notion of a level playing field to non-
discriminatory rules. This becomes clear from wieofving quote referring to the introduction
of a level playing field in secondary vocationaledtion (translated from the Dutch cabinet
paper “Grenzeloos leren”):

“Educational programs provided by existing or newatte institutes can receive
government funding, provided they satisfy the sauomdity requirements and work under
the same conditions. (OCW, 2001, p.34)’

Hence, the government considers the possibiligliofinating the discrimination between
education providers concerning entitlement to pufinding for educational programs.
Whether this includes abolishing the test on mafigiency is not clear. Moreover, levelling
the rules begs the question which rules shouldyagplially to all institutes: the ones that
currently apply to the funded institutes, the otiet currently apply to the non-funded
institutes, or other rules? This is a question ablevegulation, and not a question about level
playing field. Therefore, this question will not Bddressed in this chapter.

The government’s goals

What are the policy goals in secondary vocationdl lsigher education? In general terms, the
government bears responsibility for access to ddugahe quality of education and efficiency
of (public spending on) education:

access: a broad supply of educational programddheuguaranteed, participation of students
should not depend on financial background (but depend on intellectual capacities);
quality: good education, good match with studembaied, good match with labour market
demand, innovative;

efficiency: high quality at low prices/costs, psaeflecting the (marginal) costs.

Given these policy goals, what should governmetlitp@ok like? Why might government
subsidies and government regulation improve upsituation in which education is provided
by the market? The instruments chosen by the gavemhshould address the market failures

that justify government intervention. Do marketdees justify public funding and regulation?
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Government subsidies may be justified by the presef external effects and by the goal of
repairing the detrimental effect of taxes on inwesits in educatioff. Economists have found
it hard to quantify the external effects from aditl educational investments, or even to
provide convincing evidence of the existence oftpasexternal effects. This doesn’t mean
that they don’t exist; it means that there is aofatincertainty. The tax argument has only
recently been studied by economists: the first @apion is that this argument does not justify
additional public subsidies for (higher) education.

Quality regulation can be justified by the inforimatproblems on the market for
educational programs. Education is an experienod:gex ante students cannot observe the
quality of education they will receive, but will gerience this quality only during their
education (and even then possibly imperfectlythencompetition for students, institutes (both
profit and non-profit) may be inclined to abusestimformation-asymmetry by saving on
investments in non-observable quality. The repomatechanism will partly counter this
incentive, but some need for regulation may remain.

Entry regulation may be justified by the possiilif inefficient entry. This may occur in
the presence of fixed costs of production. Ingguwill only enter when their expected income
stream (partly from government subsidies) makefupoth fixed and variable costs. The
income stream of entrants will mainly come aboutdbgaling’ students from incumbents.
These private benefits for the entrant may be fattgen the social benefits from the extra
competition brought about by the entrant. In tteteclimiting entry may be socially beneficial.

Consequences of asymmetry in rules

How do the market failures relate to the level pigyfield issue? Do they ask for asymmetry in
government rules? The market failures are notedlad heterogeneity between providers of
education. Hence, from the market failure pointiefv, there seems to be no case for
discriminatory rules. There is no reason why quabguirements for educational programs to
get accredited (which need not be the current reqénts) should not be enough to be eligible
for public funding. In other words, there is nogea to tie public funding to additional
regulation. Indeed, the discriminatory rules aremeant to tackle market failure: they are
primarily an outflow of historical decisions. Ingfent entry (if it is relevant at all, given the
references to regional monopolies and the desisoe to increase competition) is not related
to heterogeneity between institutes. Inefficierttyemay be a reason to limit entry, but there
are no strong reasons why the incumbents shoulavoerred above entrants that have proven
their capacities in other educational markets.

5 Sometimes the goal of access is also seen as a justification for subsidies. The goal is in itself legitimate, but public student
loans with income-dependent repayment seem a more efficient instrument than subsidies. Such loans directly target the
relevant market failure: credit and capital market imperfections due to asymmetric information.
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Apparently, asymmetric rules are not likely to mméficial. The asymmetric rules may even be
costly to society. The requirements attached taitte to funding, including the check on
macro-efficiency, seem to deter private institdtem applying for funding. In other words, the
requirements function as a barrier to entry. Counsatly the publicly funded institutes may
sometimes be considered as regional monopolies.mbnopolistic situation may provide
these institutes with insufficient incentives t@yide an optimal price/quality relation.
Moreover, the monopolistic situation directly imgdilimited variety of educational providers
for the students.

Policy options

Above we concluded that asymmetric rules seemye hasts, but no benefits. Relevant market
failures are not related to heterogeneities betveeleicational institutes, implying that
asymmetric rules are not desired. All in all, tip@priate road ahead seems to be to bring
about a rules-based level playing field: all ediocsl programs have to meet the same quality
criteria in order to be funded. In a rules-baseeliplaying field the right to funding is the same
for entrants as for incumbents, which implies thaumbents may loose their protected
position.

Suppose that creating a rules-based level is (otlyjea bridge too far. Does this mean that the
current situation of regional monopolies shoulddle=n for granted? Not necessarily. There are
several policy options for stimulating competitidnat do not require abolishing the current
distinction between publicly funded and non-fundestitutes:

general policy measures like government provisars(ibsidies for the provision) of more
information about educational programs, espectalyr quality;

reducing the asymmetry in rules for funded and fusndled institutes, such as less difference in
subsidies for (accredited) education at non-furidstitutes compared to (accredited) education
at publicly funded institutes;

policy measures aimed at enhancing competition éatvthe current publicly funded institutes,
e.g. by strengthening the dependence of publicifigndn outcome measures and productivity
measures. This policy measure does not tilt theipdefield between funded and non-funded
institutes.

The welfare gains that may be attained by thesesunes are not clear; the precise costs and
benefits of these policy measures require furthatysis. The first and third policy options are
also fruitful in case the government aims to createles-based level playing field after all (no
regret options).
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General policy measures

The provision of reliable information enhances sfarency and enlarges the sensitivity of
students for differences between institutes, thekehding to fiercer competition. The
sensitivity of student demand may also be enhahgezktending the possibilities for students
to attend single courses at other institutes. frtag enhance the possibilities of entrants in an
educational market to attract students, and fastepace at which information about new
educational providers and new educational progtaeeemes available.

Policy measures to change the asymmetry in subsidie s

Public funding of institutes, and thereby the dis@mation between funded and non-funded
institutes, can be diminished in (at least) two svejthout changing overall funding to
education:

transfer part of the budget for institute fundinghe budget for student support;

transfer part of the budget for institute fundingrbuchers, targeted at students that currently
enrol in publicly funded institutes, that can bersipat either publicly funded or at appointed
non-funded institutes.

Both options may stimulate the sensitivity of studefor quality differences between publicly
funded and non-funded institutes, since the firelrmnsequences of this choice become
smaller (unless private institutes raise theirggisubstantially in reaction to the policy).

The first option is not efficient in achieving thissult, however. The reason is that students
at non-funded institutes in the old situation wéteive more government aid in the new
situation. Their choice of education provider, hgamr is not likely to be affected. On the other
hand, students at publicly funded institutes ae¢efis paribus) confronted with an increase in
the price of education: part of the funds spentlwgir’ education is redistributed to students at
non-funded institutes. This may induce some stidienopt out of education. For students that
will still enrol in education, the choice for noarfded institutes becomes (ceteris paribus) more
attractive, inducing the publicly funded institutesmprove the quality of their education. The
fact that this policy option includes a transfepablic funds to students at non-funded
institutes without affecting their choice indicathat a more targeted transfer of funds may be
desirable.

The second option aims at targeting the public $uodhe same students as before the
transfer, but giving them more freedom in theirick®f provider. The idea is that students that
participate in publicly funded education under ¢herent system (and only those students) will
receive a voucher that can be spent at any fundadrefunded institute. Of course, this
requires that these students can be charactenistte dasis of individual characteristics. Under
this system, students at non-funded institutesivea® extra funding and the price of
education does not rise for students at publichd&d institutes. Moreover, more students will
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be induced to switch over to non-funded institublesther words, competition between the two
types of institutes will increase more than underfirst transfer option. Overall: no
redistribution of public funds between studentsl atarger effect on student choice and

competition.

Alternative policy measure to increase competition

Stronger dependence of public funding on past pmidiace may strengthen the incentives of
the publicly funded institutes to provide quali@ne possibility is to let the accreditation
agency distinguish a number of ‘quality rates’, asdign a quality rate to each educational
program. Funding tariffs may then depend on thdityuate: the higher the quality rate a
program has, the higher the funding tariff for €nt$ enrolled (or diploma’s granted) in this
program.

Conclusion

The educational playing fields of this chapter, fhee markets for accredited educational
programs in secondary vocational and higher edutatian neither be characterised as a rules-
based level playing field nor as an outcome-baseel playing field. The government applies
different rules to funded and non-funded institutes also favours incumbents above entrants.
Since there are no major heterogeneities betweenatious educational providers, the
asymmetry in rules also implies that there is alc@me-based unlevel playing field. Market
failures in the educational markets of this chapternot related to possible differences in the
characteristics of educational providers, implyihgt the asymmetric rules do not provide
benefits from tackling market failures. The asynmnastin the rules do, however, have their
costs: market power for the incumbent publicly feddnstitutes.

The obvious policy option that emerges from thiymie is to bring about a rules-based
level playing field: all educational programs haweneet the same quality criteria in order to be
funded. In a rules-based level playing field thghtito funding is the same for entrants as for
incumbents, which implies that incumbents may labsé& protected position. If creation of a
rules-based level playing field is not yet viabtdifically, the prime benefit of introducing a
rules-based level playing field, more competitican also partly be brought about by some
alternative policy options. Alternatives are ingigg transparency and lowering switching
costs of students, decreasing the level of fundingublicly funded institutes and increasing
funding of students, and making public fundingredtitutes more dependent on educational
performance. The precise costs and benefits oéthelcy measures require further analysis.
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7.1

The arena for multinational enterprises

Multinational enterprises often plead for a levialying field. A complication is that the
jurisdiction of any single government is limitedite own country. Moreover, equity
considerations should not only involve the impatirccome distribution within countries, but
also between countries. This chapter illustratasnkither a rules-based level playing field nor
an outcome-based level playing field is likely ®favourable for welfare if differences in
preferences between countries are taken into atcoun

This chapter discusses the following issues. Howhdaconcepts of level playing field
apply to the field of multinational enterprises (2 What are the policy goals (87.3)? What
are the consequences of creating a rules-baséddlayéeng field (§7.4)? Are there other policy
options (§7.5)? What are the considerations reggrgolicy competition between governments
(87.6)? The answers on these questions are suneaiamishe conclusion (87.7).

Introduction

Companies operating on international markets aftenplain about unfair competition. Their
foreign competitors have, so they claim, to conwity less stringent regulation with respect to
the environment or labour standards. Moreover, Hikegedly receive state aid or are subject to
lower capital income tax rates. This gives thenost ¢or competitive) advantage, allowing
them to capture a disproportionately large shatbefnternational market.

As a result of these asymmetries, companies frgi-bost countries often advocate a
‘level playing field.’ It invariably requires legegulation, more state aid, lower tax rates at
home, or the reverse abroad. Let us consider @famples. The white paper of the European
Commission on chemicals policy admits that stringegulation to protect human health and
the environment is constrained by the maintenahdteeocompetitiveness of the EU chemical
industry. In fact, competitiveness is explicithcaorporated as a chemicals policy objective
(European Commission, 2001a).

A reference to a plea for a level playing fieldabour standards is made in a recent report
by Evaluation and Data Development, a think tanthefCanadian government. It states that
employers tend to stress the level-playing-fielguanent on a global basis. They point out that
Canada's most important competitors reside in thieed States, not Europe, and therefore
reject the European model, with its emphasis onl@yngent security, and its limited ability to
lay off workers (Evaluation and Data DevelopmeB98).

Robin Cook, the former British foreign secretargstaddressed the problem of state aid. He
took up the gauntlet for British industry by stiegsthat the British are the ones who have been
demanding repeatedly that one must make surehtbig tire no hidden subsidies within the
EU: “We don't do it at home, we want to make sheg bur companies at home that stand on

their own feet, that trade in their own way, campete on a level playing field and, indeed, we
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have made considerable progress at this summétting agreement that there will have to be a
reduction in state aid. That is good for Britistsimesses that don't get state aid but sometimes
are asked to compete with companies that do” (Britaltalia, 2000).

Like many national business organisations, the @arBank Organisation (Bundesverband
Deutscher Banken, 2002) pushes for lower taxesmaehlt states that “Taxes have a decisive
influence on the competitive power of the economg aitizens. A too high tax burden limits
the initiative of people, reduces the cost-effeatiess and the international competitive power
of enterprise [...] In order to strengthen the cetitjwve power and the growth of the economy, a
further lowering of tax levels is needed. " (Tratst from German).

All these examples are implicit or explicit pleas & level playing field. Should they be
honoured? And if so, under what conditions? Inifigcanswers one should know exactly what
constitutes a level playing field, who are the v@rmof its imposition, who the losers, and how

gains and losses should be weighed.

The playing field for multinational enterprises : level or not?

The set of examples of pleas for a level playietdfcould be extended almost indefinitely.
They tend to have one feature in common: it is llyagder clear exactly what advocates mean
when they use the term. We attempt to pin dowrctimeept by staging the case of corporate
income taxation.

Bundesverband Deutscher Banken seems to have i ip@erman taxes are above the
European average then the international playirid ippears to be unlevel to their
disadvantage. Some details need to be filled ilmp@r 2 explained that in a wide range of
environments there afiems who competeon aplaying fieldto makeprofit. Furthermore,
players in the examples above claim that the ptafigld is unlevel, and that the government
canimprovethe situation by creatinglavelplaying field. In this section we ask who the
players are, how they compete, what the playing f&e and in what sense it is unlevel. In the
next section we ask how the government can imptiogeituation.

These questions are less straightforward than appeéirst sight. One complication is that
the international market on which multinationale¥ptises compete are shaped by tax systems,
while tax systems themselves are shaped by tax efitiop between national governments
(Gorter and De Mooij, 2001). This implies that #aés a hierarchy of playing fields: one for
multinational enterprises, and another for govemtsiéNe focus on the first, but also pay some
attention to the second.

The players are the German companies and theigfoo®unterparts. They compete on the
basis of quality and price of the goods and sesvihey produce. Their target or objective is to
maximise profits. The playing field is most natlyalefined as the relevant antitrust market,
including national and international taxation aedislation, as well as technological,
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geographical, and cultural features that impacnupe ability of firms to produce goods and
services of high quality or low prices.

A level playing field is hard to pin down. At itxteeme it encompasses symmetry in all
dimensions that characterise the international etafikhis is unattainable since at least
geographical differences between countries cana@liminated. German companies will never
be competitive on, say, the international cottomkei simply because German is too cold to
grow cotton. Therefore, we restrict ourselves t@t@n. This still leaves two possible
interpretations open: (1) symmetry in taxation, abhipoils down to a ‘rules-based’ level
playing field; (2) a difference between German fordign taxation that makes German
companies on average equally competitive as tbedign counterparts, which can be
interpreted as an outcome-based level playing.field

It seems that the Bundesverband Deutscher Bankethédirst interpretation in mind as it
complains that German taxes are above the Eurapsanage. This complaint should not,
however, be interpreted as harmonisation of Geramahforeign tax systems. Since countries
cling to their sovereignty in taxation, home ancefgn companies will always be subject to
different tax treatments. It is therefore not helpb brand any asymmetry in taxation as
contributing to unlevelness. In order to give a@sdbased level playing field empirical content,
one should allow for example a generous depredaii@wance to offset a high statutory tax
rate. Therefore, we define a rules-based levelipdpfjeld as equality of the effective corporate
income tax rate for German and foreign companiesspective of how this equality comes
aboutt’

A move towards an outcome-based level playing fieddild boil down to German tax
breaks ironing out non-fiscal disadvantages of Gerecompanies (or a tax increase in case of
advantages). For selected industries this used tmimmon practice. Tax relief for shipbuilding
is a notorious example, not only in Germany bunhany European countries. It was intended to
allow European shipyards to stand up to their Asiampetitors. Elsewhere advocates of
outcome-based level playing fields continue to gdhweir concerns. For example, Brian Jenkins
calls for tax breaks for Australian tenderers sificeign competitors are capable of outbidding
them because of access to cheaper steel inputsr(deh998).

In short, German and foreign companies competd@ibasis of quality and price on the
international market. The playing field is unleuelder a rules-based specification since
German effective tax rates are higher than the figao average. The Bundesverband
Deutscher Banken claims that the German governosnimprove the situation by creating a
rules-based a level playing field. We will turnthis question in the next section.

" There are, however, many different effective tax rates, each with its distinct interpretation, and each corresponding to a
different country ranking (Gorter, 2001).
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The government’s goals

The Bundesverband Deutscher Banken appeals tongaticefficiency and fairness. After all,
efficient German companies may be pushed out ofttueket, and it seems unfair that by
having to pay higher taxes at home they are patditadvantage compared to their foreign
competitors. Does this imply that the German gonemt should respond to the plea for a
rules-based level playing field? In order to fimdanswer we need to be precise about the goals.

The German government does not promote the intefés&rman companies only, but that
of the German society as a whole. This implies weashould assess a level playing field on the
basis of the welfare of the companies as well aother agents that are not directly involved in
the game.

In applied welfare economics it is common practaeubdivide society into a group of
agents that predominantly rely on wage labour,aagcbup of agents that draw a significant
part of their income from interest, dividend angita gains'® We will call the first group
wage labourers and the second shareholders, alttanggperson may be both types of agents
at the same time (their labour income often excéeeis capital income in absolute terms). It is
also important to note that there is a large (altbecreasing) home bias in international
portfolio’s (Lemmen, 1998). This implies that tidarests of German shareholders by and large
coincide with the interests of German companiestddeer, for redistributional purposes it is
important to keep in mind that shareholders eawlaively high income, where we define
income as the power to dispose of privaate public goods and services.

How the interests of these agents should map betariterion ‘social welfare’ is by now
well understood. The income of either group separats well as income equality should have
their place (Atkinson and Bourgingnon, 2000). Tthesgoal of the German government

comprises:

the income of wage labourers;
the income of shareholders;
income equality.

How does this relate to ‘efficiency’ and ‘equitys defined in chapter 5? Under certain
assumptions the income of wage labourers and inadrekareholders can be summarised by
their mean, which is to be interpreted as efficierdter all, the higher it is, the more
efficiently labour and capital must have been ated over the production of private and public
goods. Income equality is, of course, tantamouenaity.

The instrument of the German government to achileese goals is the tax system. It
attempts to provide an optimal amount of publicdgpand services relative to private

18 For an example closely related to the present discussion see Lopez, Marchand and Pestieau (1998).
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consumption, and to redistribute income from rizlpoor according to national preferences for
equity. In principle any tax could serve these go@brporate income tax may, however, be
particularly important. It generates a significamportion of total tax revenue and its first
incidence is highly redistributive as its falls ieglty on shareholders. Even if it strongly
discourages investment it may be an optimal télxefgovernment is imperfectly informed
about its subjects’ earning capacity (Huber, 19898@ned with this framework we are ready to

assess government policy.
Consequences of a rules-based level playing fie  Id

In 2000 millennium the German government reformedax system. It marked the end of
imputation of corporate income tax to shareholdansl, the end of taxation of holdings in other
corporations (Keen, 2002). Thus, the German govemtsirived to move towards a rules-
based level playing field for its multinational errises by reducing the tax burden on capital
income.

Suppose that, in line with these reforms, the Gargwernment attempts to establish a full
rules-based level playing field for its multinatadrenterprises by reducing the tax burden on
capital even further. What would be the likely emnic impact? The tax cut reduces the cost of
capital for German companies, at home and to alesdent in the rest of the EU. This
stimulates investment, and increases their busessty. They capture a larger share of the
home as well as the foreign market, and are lik@iyiake more profit® This is of course good
news for shareholders. They will see their inconmedase as a result. Moreover, labour
productivity rises because of a larger capitallstdtis translates into higher wages. Thus the
lower capital income tax also benefits wage labsure

The tax cut also involves, however, costs. Tharcabrporate taxes means a lower level of
public provision or a higher tax burden on labawoime since the government’s budget must
balance in the long run. Less public goods is adiiantage for both wage labourers and
shareholders. Moreover, a higher tax burden onualmeome directly affects the income of
wage labourers, and indirectly that of shareholderse trade unions will be able to pass on
some of the burden to employers.

For shareholders the net effect is probably pasitihe first incidence of the entire tax cut
falls on them, while they share the burden of tveelr level of public good provision with the
group that predominantly relies on wage labour. &édoer, they carry the burden of the higher
taxes on wage labour only insofar the trade un&asable to pass it on to employers.

In contrast, for the wage labourers the net effelikely to be negative. The first incidence
of the higher tax burden on labour income entirefadls on them, they carry part of the burden
of the lower level of public good provision, an@ytindirectly benefit from the tax cut on

° For the sake of simplicity we abstract from international relocation of firms.
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capital income only insofar this translates infarger capital stock, a higher labour
productivity, and ultimately higher wages.

It should be noted that in the long run the fimaidence of the tax may differ substantially
from the first incidence. In particular, capitaimgernationally mobile in the long run. This
enables shareholders to pass on a larger shane obtporate income tax burden to labourers.
A tax cut would then materialise as higher wages tigeoretically, differences in tax burden do
not lead to differences in competitiveness in tmglrun, as the tax differences are
compensated by the income of labourers. Howeverdntise, shareholders appear to be
incapable of entirely passing on the tax burdeatourers, even in the long run. In fact,
empirical research and ‘guesstimates’ by fiscaheatists suggest that roughly two thirds of
the final incidence falls on shareholders, andréimeaining third on labourers in the form of
lower wages (De Mooij, 2003).

Since the tax cut decreases the income of wageidatsy and increases the income of
shareholders, income equality decreases. Tableninavises these points:

Table 7.1 Effects of tax cut on income

Income
Wage labourers -
Shareholders +

Income equality .

7.5

Whether on balance social welfare increases issanch move towards a rules-based level
playing field would not necessarily be beneficamGerman society as a whole, let alone that a
rules-based level playing field would be optimalfact, it would be purely coincidental if the
trade-off between the interests of wage labounedsshareholders was exactly such that it
would justify a reduction equal to the differen@gveen German effective capital income tax
rate and that of the rest of the EU. This bringsié@n important point: a rules-based level
playing field in the international arena, in spifdts ‘fairness,’ fails to do justice to national

preferences for public goods and equity.

Other policy options

Are there alternatives to a corporate income td® The German government may support
German companies by giving subsidies, or fencifighef home market by raising trade
barriers. These alternatives are, however, lessaat within the European context. State aid is
restricted by the Acquis Communautaire of the Bthoaigh Member States do have some
discretion in granting it. More importantly, nevade barriers are effectively ruled out by free
movement of capital, labour, goods and servicesqgtlintessence of the EU. Besides, two
hundred years of trade theory have given firmsemed to the gains from trade. Thus, policy
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makers would probably reject these alternatives éiney were unconstrained by European
legislation.

Policy competition

EU Member States set the effective corporate incaxeates that apply to companies that are
competing on the same international market. Thidigs that their social welfare functions
depend not only on their own rate, but on the wlanotay of rates within the EU. This, in its
turn, prompts governments to set their tax ratedegically. Their optimal tax rate depends on
other tax rates, which makes it necessary to fagliets about other governments’ tax setting
behaviour and respond accordingly. Thus the comibimaf multiple jurisdictions and a single
playing field introduces a hierarchy of games, plaged by the companies, and another by
governments.

The introduction of tax competition is not trividlhe central tenet of the corresponding
literature is that uncoordinated taxation leadsesults that may be optimal from the
perspective of the individual government, but adeoptimal from a communal perspective
(Wilson, 1999). It introduces a potentially impartaole for tax coordination. This begs the
guestion whether coordinated tax rates should balelf so, a rules-based level playing field
would be optimal from the perspective of the Elaaghole.

There is one argument in favour of equal tax rdtegould establish fiscal neutrality, which
implies a reallocation of production factors towsardlatively efficient firms. This increases
aggregate EU income. There is, however, also amagt against equal tax rates. The recent
history of German public finance reveals that Garyrlaas a relatively strong preference for
public goods and redistribution, or at least thatGerman political system has until recently
not been able to translate calls for socio-econasafirm into actual reduction of public goods
provision and redistribution. Whether German pufifiance reflects genuine German
preferences or not, the principle of subsidiaritgidd allow Germany to choose its own tax
rate.

This is, however, not argue that tax coordinatianrot be welfare enhancing. A minimum
tax rate may be expedient to prevent governmeats &ngaging in tax competition under false
pretences. In general, a somewhat rules-basedalmizying field may strike the optimal
balance between productive efficiency and diffeesnigetween national preferences. This idea
is substantiated by academic research. Kanbur aed KL993) show that full coordination may
not be optimal in a world with heterogeneous cdastinvolved in tax competition.
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Conclusion

Bundesverband Deutcher Banken, the organisati@eohan banks, calls for a rules-based
level playing field in taxation. In particular,advocates a German tax reform that would bring
the corporate income tax rate of Germany on a fthrthve effective corporate income tax rates
of Germany’s most important trading partners. Stidhis plea be honoured?

If one takes the perspective of the German govenhméhich promotes the interests of
German shareholders as well as wage labourersaseeis far from clear cut. In all likelihood,
the German tax cut would benefit shareholders,hamtiwage labourers. Thus, a rules-based
level playing field has an ambiguous impact on aef even if it increases mean income. The
lesson to be learned is that, in case of heterayengreferences, there is no reason why the
optimal trade-off between the interests of wagelmbrs and shareholders should imply
equality between the German and the EU effectivparate income tax rates.

If one takes the perspective of the EU as a whalecoordination between Member States
is an option. Since a harmonisation of effectiverttes implies fiscal neutrality and hence a
more efficient allocation of production factors;udes-based level playing field may be optimal
after all. On closer inspection, this conjectunasuout to be false. A rules-based level playing
field does not do justice to differences betwedional preferences. A somewhat rules-based
unlevel playing field may be optimal to accommodaie heterogeneous preferences of
Member States.
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8.1

Electricity distribution

This chapter deals with level playing field issireglectricity distribution in the Netherlands.
Level playing field issues concern both competiti@tween retailers and (yardstick)
competition between regional network companiesctitgty distribution illustrates two notions
from the general analysis in part I. First, it $tcates that tackling certain market failures with
asymmetric rules is favourable for welfare, whiteer market failures can be tackled with
symmetric rules. Moreover, this chapter shows éisgtmmetric rules may only be needed
temporarily.

The remainder of this chapter is organised asvaldection 8.1 introduces the electricity
distribution sector and touches upon some recerglodpments. Section 8.2 focuses on level
playing field issues in electricity retail, wherdasues regarding level playing field for
distribution network companies are discussed itige8.3. Section 8.4 summarises our
conclusions. The outline of this chapter diffenfrother chapter, because two level playing
field issues are discussed. Nevertheless, we fath@wsual outline within both level playing
field issues. We assess (1) what type of leveliptafield applies to electricity networks and
electricity retail, (2) how government goals arsaéed, (3) what role heterogeneities play and
(4) how they may be counteracted by policy measures

Introduction

Electricity markets are subject to significant chas Generation, trade and retail are
liberalised, whereas transport of electricity, boththe national and regional level, is subject to
new forms of regulation. Many of the issues ineletricity sector are also relevant for other

network sectors.

Figure 8.1 shows the industrial column for eledyidrom production to end users. The dotted
line shows the vertical integration of traditiondilities. In this chapter vertical integration
means that two firms have the same owner (whieliasved), although they are legally
unbundled into two separate firms (as is prescrifpethe Dutch electricity law). In the
Netherlands, vertical integration generally ocdugsnveen retail and distribution (or local
transporty® These vertically integrated companies were oneaght to be so called natural
monopolists, stemming from the notion that dupl@abf the network would be inefficient.
Advancing understanding of markets and technoldgiegelopments has led to the notion that
the concept of natural monopoly applies to the nete/only. As a consequence, competition in
retail is now being introduced throughout the Wiesteorld.

2 Sometimes, in the case of Essent and in cases abroad, the utility holding also includes a production company. In countries
with a (former) national production monopolist (e.g. France and Belgium), the entire column may be integrated. We focus on
the general Dutch case, where regional distribution networks are vertically integrated with retailers.
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Figure 8.1 Industry column of electricity

Wholesalers / producers

Transmission network

Retailers

Distribution network
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The Dutch Electricity Law prescribes liberalisatiminend user markets in three steps, the last
one being implemented in 2004 (see table 8.1).USeds that are still captive in the transition
period are protected by price regulation. Energgesrfor these customers are subject to a price
cap, until the final step is completed.

Stepwise liberalisation of the Dutch elec tricity market

Target group Free choice of supplier by Number of connections
Very large users (connection > 2MW) 1 January, 2000 650
Large users (connection > 3x80 Ampeére) 1 January, 2000 59 000
Small users, electricity from durable sources 1 July, 2001 7 000 000
Small users, all types of electricity 1 July, 2004 7 000 000

In the new situation, electricity retailers compfetethe delivery of electricity to end users, but
delivery is obviously still bound to the single wetk. This implies that the network is an
essential facility for participating in the marleatd third party access (TPA) of retailers to the
network is an important condition for effective qoatition?*

% gee, for instance Laffont et al. (1998), Lewis and Sappington (1999) and Granderson (2000).The discussion on TPA is not
unique to electricity retail. Third party access is also important in other network sectors (e.g. telecommunications and
railways, see for instance Armstrong and Doyle, 1998). Furthermore, the TPA issue may also be important in other sectors
with essential facilities, like access to telecommunication network and storage fields in natural gas wholesale markets.
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8.2

8.2.1

Electricity retail: competition between retaile  rs using an essential facility

This section focuses on the regulation of retaitaress to the electricity distribution network.
Electricity users buy electricity from retailerast like many other products. Until recently,
electricity retailers were vertically integratedji@al monopolists, offering both retail and
transport services to end users.

In the following subsection, we fit electricity aditin our analytical framework. Section
8.2.2 discusses policy options. Conclusions amatidated in section 8.2.3.

The playing field of electricity retail: leve | or not?

How does the regulation of retailer access fit mtio framework? Regulators typically
prescribe TPA against equal conditions. Accordmfdth our specifications and the one of
Baumolet al, 1997 (see box), this implies a rules-based Iplagling field. The reason is that
one may view the access conditions as the ruldseojame, referring both to the possibility of
access and to the conditions under which it takesep One condition is that the price under
which access is granted, the access fee, is eguall electricity retailers?

Does this mean that the situation may also be iestas an outcome-based level playing
field? To answer this question, we have to checkéterogeneities between firms.
Heterogeneous firms in combination with a rulesedsvel playing field constitute an
outcome-based unlevel playing field.

The incumbent retailer is vertically integratediwtihe monopoly distribution network,
whereas new retailers are not vertically integralagch electricity law prescribes legal
unbundling between retail and the network. Legdluwndling implies that the activities should
be organised in different legal entities (i.e. #nbut does not require unbundling of
ownership® Legal unbundling enhances possibilities for reukato keep an eye on cross-
subsidisation etcetera. From an economic persgediowever, legal unbundling does not
change the incentives. If the ownership of thellggmbundled entities is still in the same
hands, the incentives for the combined firms amélar to the incentives for a fully integrated
firm. Maximisation of combined profits leaves thereer better off than separate profit
maximisation. As a result, non-integrated retaiterd the integrated incumbents are
heterogeneous.

The heterogeneity between the non-integrated eesadind the vertically integrated
incumbent poses several competition problems.,Eiretmonopoly network activities may
subsidise retail-activities. For instance, thegnéged firms may use profits on the monopoly
distribution network to finance retail investmeritgs difficult to control this type of cross-

2 |n Dutch electricity retail, the access fee is directly charged to the end user, so that no transfer takes place between the
retailer and the network owner.

% England (including Wales), Sweden and Finland have adopted unbundling of ownership for electricity, England has also
unbundled ownership of natural gas utilities (European Commission, 2002c).

63



subsidy, as the allocation of costs between ratallnetwork activities is ambiguous. Second,
the integrated firms have an incentive to raiseaitwess fee, as a high access fee reduces profit
possibilities for pure retailers, thus discouragémgry. Although vertical integration is not a

form of market failure in itself, it introduces nkat failure from the monopoly network to the
retail market. In short, vertical integration atfethe competitive strength of pure retailers
negatively through reduced profit possibilitiesisTimeans that there is an outcome-based
unlevel playing field.

The Efficient Component Pricing Rule

The Efficient Component Pricing Rule (ECPR), also known as parity pricing was first proposed in Willig (1979) and has
seen much debate since. Parity pricing of a bottleneck input (such as access to electricity networks) implies that the
access fee equals the incremental costs of providing network access plus foregone profits of the bottleneck owner.
Baumol et al (1997) show that the ECPR creates a rules-based level playing field in the retail market. We will not go into
parity pricing in detail, but devote our attention to the specification of level playing field used by Baumol and his co-
authors.

Baumol et al (1997, p 151-2) define level playing field as a situation where differences between (minimum viable) prices
equal incremental cost differences. Let us turn to the individual elements of this definition, using a simple example.
Incremental costs are costs needed to produce one extra unit of output. Differences between producers may exist and
play an important role in the definition here. Let us use a simple example of two energy retailers, where retailer 1's
incremental costs are denoted by c; and the incremental costs for retailer 2 are c,. The incremental cost difference
between these retailers is ¢;-Co.

The minimum viable price is the lowest price at which a good is sold without making a loss. In the simplest of worlds, the
minimum viable price exactly equals incremental costs. Our example is only slightly more complicated than the simplest
of worlds, in the sense that the minimum viable price equals the incremental costs plus the access fee, denoted as a.
The minimum viable price (p) for both firms may be defined as pi=ci+a;. If we apply the definition of Baumol and his co-
authors to our simple example, we see that the playing field is level if the difference between minimum viable prices (p;-
p2) equals the incremental cost difference (c;-c;). This condition is fulfilled if the access fee is equal for both firms, i.e.
a;=ay. This definition implies that an efficient firm (for example c;<c;) has the possibility of setting a lower price than its
competitors (p1<pz). This resembles a rules-based level playing field as defined in our theoretical framework. Note that
the actual price of the efficient firm may just as well be equal to that of its competitors or even higher. The definition
applies to the possibility of setting a lower price rather than the actual price, thus allowing for the existence of rents

influencing actual prices.

Vertical integration does not distort the rulesdzhtevel playing field, if we follow the
definition by Baumokt al. (1997) strictly (see the box above). After albhgs-subsidisation
(through investments financed by network profitétmough ambiguous allocation of
advertising costs) effectively lowers incrementadts of the retail subsidiary of the integrated
firms. A high (but non-discriminatory) access fedaeges the gap between incremental costs
and minimum viable prices, but it does so by threesamount for all retail firms.
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8.2.2

8.2.3

8.24

Government Goals

When regulating a market, one should first be awéthe policy goals served by regulation. In
the case of third party access regulation, prorgatificiency through the introduction of
competition in the retail market seems to be tlgeilsors main purpose. This purpose follows
from the notion that efficiency is, in general, béidial to welfare for the society at large.

Consequences of heterogeneous firms

Electricity retail hardly seems to be bothered tarket failures, implying that non
discriminatory access to the network should befficgent condition for efficient competition
in the retail market. As we stated in the previsestion, vertical integration puts one firm
ahead of the rest, despite the fact that a rulesebbevel playing field is imposed. This is
unfavourable for competition, as it is more difficior an efficient non-integrated retailer to
gain market share. This may harm static efficieinahe market (see section 3.1). Another
effect of discriminatory access to the networkhat it may deter inefficient entry. It is not
possible to say in general whether deterrenceadfidient entry is positive or negative for
welfare. On the one hand, deterrence of inefficarity may increase welfare if the costs of
duplicating fixed assets are high. On the othedhdsterrence of entry keeps competition
simmering. Entry may encourage competition, witkvdeard pressure on prices as a result,
even if the entrant is inefficieft.

Policy options

The government has two options if it aims to maweards an outcome-based level playing
field. The first option is to unbundle the ownepsbf the integrated firm&. This option deals
immediately with the cause of the outcome-baseduahlplaying field: only incumbent
retailers are vertically integrated with the ownéthe network. Unbundling of ownership is a
once-only measure, after which a rules-based [g@eging field may coincide with a more
outcome-based level playing field. The downsidardfundling is the risk of a negative price
effect because of double marginalisatf@.he second option is to regulate the access ftreat
cost level. This solution makes it possible to kéepfavourable effects of vertical integration.
The downsides are that it requires permanent gavenhintervention and a regulator who has
good knowledge of all costs, which is often hargiactice. Both options have pros and cons.
The government choose the second solution: permaggulation of the access fee.

! For a more extensive discussion, see Boone, 1997.

% prices may go down, even if a cost-inefficient retail firm enters the market. The explanation is that, before entry, there are
monopoly prices and supranormal profit for the incumbent. Entry leads to price competition, with lower prices and reduced
profit for the incumbent as a result (allocative efficiency increased). Note that average cost-efficiency is now lower than it
was before entry.

% Note that unbundling would lead in the direction of an outcome-based level playing field, but other imperfections over
(customer base, reputation etc) may prevail.

#" Unbundling of ownership would not cause additional negative effects on possible economies of scope, as these effects (if
any) are already distorted by legal unbundling.
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8.3

8.3.1

Electricity distribution networks

This section focuses on the regulation of eledyridistribution networks. Network operators
are subject to regulation by the Dutch energy r@gul(DTe), which contains level playing
field aspects.

DTe explicitly uses the term level playing fieldiia review of the first regulatory period (DTe,
2002), linking it to a similar footing for all corapies. The terrfsimilar footing refers to equal
opportunities, thus implying that DTe uses the Bmation of an outcome-based level playing
field, as we will explain later on in this chapter.

Electricity distribution networks are operated bgipnal monopolists, which calls for
regulation in order to prevent misuse of market @owglectricity network pricing in the
Netherlands is subject to a price cap, setting @mam to the annual increase in the access
fee.

We distinguish between the regulatory model inténdecombine yardstick competition
with a price cap on a structural base (8.3.1) apdpblicy options for the transition phase
leading to that model (8.3.4).

The level playing field of electricity distri ~ bution networks: level or not?

How does DTe set the price cap for electricity matwaccess pricing? DTe adjusts the price
cap annually by CPI-X, where CPI is the inflaticgrgentage according to the consumer price
index and X is a required percentage of produgtivitporovement. A network owner is allowed
to set the access fee in yedPtat the following level:

P,=P. X (1 + CPI - X) (8.1)

DTe proposes to determine factor X by a systenmaodistick competition. Yardstick
competition implies that regulated prices depend gardstick, which is often based on some
measure of best or average practice in the indastaycomparable industry. In the case of
electricity networks, DTe bases the X-factor onititistrys average efficiency improvement
in the last regulatory period and the regulastexpectations of future improvements. This
ensures that companies that outperform the averagea higher rate of return, whereas under-
performers face a lower rate.

Equation (1) in section 8.1 tells us that the maximaccess fee in period t is allowed to
exceed the access fee in period t-1 by (CPI-X)gyercThe consumer price index is the same
for all firms by definition. The DTe (2002a) expiaid that the X-factor will be generic after the
transition phase. This implies that, after the ditton phase, all firms are allowed to increase
(or decrease) their prices by the same percentageh is, by definition, consistent with a
rules-based level playing field.
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8.3.2

8.3.3

8.3.4

More important to welfare than the X-factor, howeve the level of the regulated access fee.
The level of the access fee depends on the itétial in the previous period, which differs
between network companies. These differences batfirmes follow from regional differences
in the strategy space (such as customer densibgrgpghic factors and so on) and initial
differences in cost-efficiency.

If not corrected, these differences yield an unl@laying field in terms of outcomes. One
wants to correct for regional differences, by allogwegional variations in the initial level of
the price capRt-1). Normally, one does not want to correct for difieces in efficiency (see
section 2.3). However, in this case part of thecigficy differences stems from the period
before liberalisation of the market. To correcttfeese specific efficiency differences, DTe

introduced a transition regime.

The government goal

Efficiency is the main purpose of the regulator.e2002a, p4) states tHatevery business
will have a continual incentive to operate as éfitly as possible to stay ahead of its
competitors.

Consequences of heterogeneous firms
Why does DTe introduce a transition regime in otdesorrect for efficiency differences
steaming from the period before liberalisationhaf market? Suppose that a certain network
owner has a productive efficiency well below thibther companies. The other companies are
efficient because of public investment in the paside under a different institutional
constellation of the sector, in which no effectineentives for efficiency improvement existed.
As described in section 8.3.1, after the transifieriod, the system of yardstick competition
requires firms to increase their efficiency by Hagne rate. It will be relatively easy for the
inefficient network owner to increase its efficignbecause theasy measures still have to be
taken. This implies that the inefficient firm isnarded for its initial lack of efficiency (through
a highPt-1) stemming from the period before yardstick contjmetiwas in place. In contrast,
firms that have already taken several measuregtease their efficiency will be punished for
their good behaviour, as it becomes harder to durithicrease their efficiency. As a result of the
heterogeneous initial efficiency levels, the rubased level playing field (all firms the same X-

factor) does not lead to move towards an outconsesbéevel playing field.

Policy options for the transition phase

In its ‘Overview of the first regulatory conttdDTe, 2002a), DTe explains that it uses the first
regulatory period to move towards an outcome-bésesl playing field,...because the
companies did not begin at the same level of efficy, implying that the level playing field
that DTe seeks to establish is not yet in pla@Te, 2002a, page 5; a similar line of reason
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8.4

may be found in DTe, 2002b, pp. 12-13). This argutaiion reveals that DTe holds the initial
efficiency of firms to be part of the playing field

DTe's solution to this problem is a transition periatiere the X-factor is firm-specific: higher
for the inefficient network owners than for theffi@gent counterparts. The firm-specific X-
factor proposed by DTe in the transition regimméeant to eliminate the differences in
efficiency that existed in the year 2000 (whenrégulation started) and to start the second
regulatory period at the same level of efficientlis implies that the transition aims to tilt the
playing field towards an outcome-based level plg¥iald (equalising the opportunities of
implementing the required X-factor).

To enable a firm-specific X-factor the Dutch Elégty law has been altered in 2003. The firm-
specific X-factor conflicted with the Dutch Eledity law 1998, which prescribed a generic X-
factor for all firms. Attempts of DTe to set a firspecific X-factor under the 1998 law was
overruled by a decision of the CBIC6llege van Beroep voor het Bedrijfsle¥ean appeal

court for companies) in November 2002. Under th@81law, any solution to deal with the
heterogenic initial efficiency levels was likelyton into legal problems. Since the problem at
hand is heterogeneities between firms, it can belgolved by creating countervailing
asymmetric rules. The updated Electricity law eaalthe necessary policy options.

Conclusion

The electricity case shows that one sector can sawveral level playing field issues, with

several solutions to each issue.

First, we analysed electricity retail. The accassing regime may be characterised by a rules-
based level playing field for retailers using tletwork. However, vertical integration of the
incumbent retailer with the network firm affect® ttompetitive strength of pure retailers
negatively through reduced profit possibilities eféfore, there is an outcome-based unlevel
playing field. Although vertical integration is natform of market failure in itself, it introduces
market failure from the monopoly network to theaikemarket.

Two solutions have been suggested to move towardsi@ome-based level playing field.
The heterogeneity itself may be taken away, faiaimse by unbundling vertically integrated
firms. This is a once-only measure, after whichlas-based level playing field may coincide
with a more outcome-based level playing field. Bheer solution involves regulating the

% DTe does not follow the definition in Baumol et al (1997) for the initial differences in efficiencies, because these
differences stem from a past institutional framework. Baumols definition implies that differences in efficiencies should be
reflected in price differences.
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access fee at a welfare optimising level. Note tiiatrequires permanent government
intervention, as described in section 5.1.3.

Second, we applied the concept of level playiniglfie electricity distribution networks. The
regulatory framework for access fee regulationssraightforward case of a rules-based level
playing field: all firms face the same X-factorqtered rate of productivity improvement). The
rules-based level playing field coincides to aéaegtend with an outcome-based level playing
field: all firms have similar opportunities to imase their profits.

The framework comes with a transition period howgeirewhich the situation is less clear.
Heterogeneities between firms disturb the idealpéc Network owners are heterogeneous in
initial cost-efficiency levels. DTe proposed to oteract the heterogeneous initial efficiencies
by a transition regime aimed with asymmetric rulssymmetric rules are a necessary condition
to move towards an outcome-based level playind.fiehe Dutch Electricity Law has been
altered in 2003 to enable asymmetric rules.
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9.1

The auction for petrol stations
Introduction

Auctions have been widely used by governmentslt@sange of scarce resources. In several
countries, governments auctioned licenses to ftirasgave them the right to enter certain
markets such as the market for mobile telecommtinitaAs some of these auctions lead to
undesirable outcomes, policy makers all aroundithid have become aware that “in auction
design, the devil is in the details”, as auctiopasx Paul Klemperer (2002b) has pufitn this
chapter, we will investigate whether the ‘levelnekthe playing field’ might be one of these
details.

In Part | of this report, we argued that a usetailtsrg point in the analysis of a level
playing field issue is to assume that a rules-bésesl playing field is desirable. The
government may have a reason to intervene if ieetgpcompetition on a rules-based level
playing field to lead to market failure. In linethithis, this chapter will show that, despite the
virtues of bidding on a rules-based level playiiedf, it can make sense to favour
disadvantaged bidders. In particular, if licencesauctioned to enter a market, it can make
sense to favour new and small firms.

In order to make this point, we will focus on thecton for petrol stations along the Dutch
highways. The Dutch government has been convirttadthere is market failure, in the sense
that market power by the largest petrol firms lefmdsndesirably high petrol prices. Currently,
the government aims to increase competition imthaeket by auctioning licenses. We will
argue, however, that established large companidg®ipetrol market are probably willing to
pay more for a license to operate a petrol statian small firms or firms that have not yet
entered the market. We will claim that the Dutchrggmment will increase competition in the
petrol market only if the government tilts the pfrayfield on which firms compete towards an
outcome-based level playing field. In order to dpthe government may need to use
asymmetric rules. The starting point of our analysiMDW (2002), which deals with the
design of auctions and other allocation mechanidis.authors of the MDW-report mention
‘level playing field’ as an important issue in ttiesign of allocation mechanisms in general.
The report includes several policy recommendationsplement rules that deal with an
unlevel playing field in a product market for whilitenses are sold.

Before we start discussing this case, we needéessthat we only intend to use it to illustrate
the idea that in some situations, competition oul@s-based level playing field may lead to
undesirable outcomes. We are aware that the Dutebrgment faced limitations in designing
the auction as the petrol firms owned everlasticgnises. Policy makers had to negotiate with

® For instance, several UMTS auctions in Europe were considered a failure as governments raised less money than they
expected.
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9.2

the current owners of the service stations in otd@&onvince them to give up these licenses.
The auction design is a result of these negotiatiMoreover, the first and second round of the
auction already took place, so that the rules efaxction cannot be easily changed. In other
words, we recommend the reader to view this calsdysas an illustration of the ideas
expressed in Part I.

We will discuss the following issues. What are tthies of the auction (§89.2)? Do these rules
constitute a level playing field (§9.3)? What pglgoal does the Dutch government wish to
achieve using the auction (89.4)? What are thenpiateconflicts between heterogeneities
between bidders and this goal (89.5)? What arpaliey options for the Dutch government to
reach its target (89.6)? The answers on theseiqossire summarised in the conclusion (89.7).

The rules of the auction

In December 2002, the Dutch government initiatedaation for rights to operate a petrol
station along the Dutch highways. In the next 2&rggit intends to sell the licenses for each of
the about 250 service stations along the highwatysut 10 every year. After that, all licenses
will be reallocated once every 15 years. The reésothis is that currently, the retail market

for petrol is a typical example of a ‘tight’ oligoly which is characterised by a few strong firms
and high entry barrierS.Both market characteristics are explained by #oe that each petrol
firm needs a license for every petrol station k@es. In the past, these licenses have been
allocated in a way which favoured established lag@panies. The resulting market structure
of today is such that four firms dominate the mark&bell, Esso, BP/Mobil, and Texaco. On
top of this, Shell has a significantly larger madrkkare than the others, so that there is scope for
price-leadership. Several organisations have cdmgdahat this market structure establishes
market failure as firms are able to sustain prtbes substantially exceed their average costs. It
is not clear whether this is truly the case, buéast their profit margins are higher than in
several surrounding countries (see table 9.1).

The Dutch government decided that this was enoegbon to try to ‘cure’ the petrol market
by organising an auction, aiming to increase thmaber of firms in the market. The rules of the
auction are the following. Licenses will be valat fL5 years and will be sold sequentially in
‘sealed-bid’ auctions. In each auction, every bidn submit a single monetary bid. The
winner of the license is the bidder who submitsttiginest bid. If the current owner wins, the
winner pays the difference between her bid andéwend highest bid (when a license is
auctioned for the first time), with a maximum eqtml5% of her own bid. If the winner of an
auction is not the current owner of the license,winner pays her bid to the owner. When the
license is auctioned again after 15 years, the evipays her bid to the government. In addition,
the government implemented a rule which specifiesit is not possible to operate two service

® see Canoy and Onderstal (2003) for a more detailed investigation of ‘tight’ oligopolies.
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stations with the same trademark within a distaof@5 kilometres in the same direction along
the same highway. Finally, the largest four comesum the market agreed to sell 50 of their
petrol stations before the end of 2004.

Table 9.1 Concentration and retail margins inthe r  etail petrol market in 1997. *

CR1* CR4** Margin petrol (eurocents per litre)  Margin diesel (eurocents per litre)

The Netherlands 31 74 12.8 11.0
Belgium 18 55 11.6 11.7
Germany 20 53 10.2 11.7
France 14 38 7.6 9.4
United Kingdom 15 56 6.7 7.2

* CR1 = market share of largest firm
** CR4 = total market share of four largest firms

9.3 The playing field in the auctions of petrol sta  tions: level or not?

In this section, we interpret the meaning of rutesed and outcome-based level playing fields
in auctions and discuss whether the above rulesargstent with at least one of these
specifications. In line with our specificationsRart I, we assume that bidders compete on a
rules-based level playing field if the rules are{tliscriminatory. Moreover, bidders compete
on an outcome-based level playing field if theyhall’e to same probability of winning an
object in an auction. Do economists use both sjgatibns when they write about a level
playing field in auctions? It seems to be.

For instance, Maskin and Riley (2000) state:

“In this paper, [...] we are concerned with compagi the revenue from the two common auctions which
both employ symmetric rules (a level playing fiéld.

Maskin and Riley speak about a rules-based lewsimg field as they refer to symmetry in the
rules of the auction.
Cramton (1998) has a different specification in dniihan Maskin and Riley:

“If the seller knows the extent of the asymmetingntthe seller can level the playing field by givin
disadvantaged bidders an appropriate price prefeseh

It is not immediately clear what is precisely tipefication Cramton is using, but we could
think of something like the following: ‘Bidders cqte on a level playing field if the auction
design levels out specific types of heterogenedtiyvieen bidders in such a way that all bidders

% Source: MDW (1999b). CR1 is the market share of the largest firm. CR4 is the total market share of the largest four firms.
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have the same probability of obtaining a licenbedther words, Cramton appears to refer to
what we have just defined as an outcome-based payghg field. It is not hard to observe that
his specification is in conflict with Maskin andI&}’s: Cramton argues for introducing
asymmetry in the auction rules to create a lewegyiph field while that would make the auction
unlevel in the sense of Maskin and Riley. In otlverds, the auction designer may need to
discriminate among bidders if he desires to mowatds an outcome-based level playing field.

Depending on the situation, the government may bayeod reason to implement either
type of playing field: a rules-based level playfiedd is optimal if the bidders’ value of the
good reflects the social value of the good, wheeeamve towards an outcome-based level
playing field may be needed if it is desirable twéallocate the good to the bidder with the
highest value. Recall that in Part I, we have madanilar analysis for markets: the
government only has a reason to discriminate arfiomg in the case of market failure.
Observe that in this sense, there is no differéeteeen auctions and markets.

Does the auction for petrol stations constitutales-based level playing field? The answer is
no, as there are three asymmetric rules. Firs,af the current owner loses a service station,
he receives the entire auction revenue. Other béddie not receive anything if they lose.
Second, if the current owner submits the highekthe obtains the license and only has to pay
the difference between the bid and the second bidiié (with a maximum of 15% of her own
bid). Any other winning bidder has to pay the entiid Finally, the owners of the previous
and the next petrol station on the highway arewsdad from participation as it is not possible to
operate two service stations with the same trademiin a distance of 25 kilometres in the
same direction along the same highway.

Does the auction constitute an outcome-based jgaging field? We speak of an outcome-
based level playing field if ex ante differencesn®en bidders are levelled out in such a way
that all bidders have the same opportunity of olitgi a license. At least until 2005, small firms
have a good opportunity of obtaining licenses sdhctions, as the four largest firms have
promised to sell 50 of the petrol stations theyentty own along the Dutch highways.
Moreover, firms operating petrol stations withidiatance of 25 kilometres to a particular
service station are excluded from participatiothie auction of this service station. The
government has implemented this rule to avoid ficnesating local monopolies. To some
extent, this rule mitigates the heterogeneity betwlarge established firms and potential
entrants. We will analyse in section 9.5 and 9.étivr these rules support a move towards an

outcome-based level playing field.

2 The first two rules only apply to the first time that a service station is auctioned. In later rounds, the current owner will be
treated in the same way as the other bidders. The reason for this asymmetric treatment is that the government has
committed to compensate the current owners for giving up their everlasting licenses. The government implemented the 15%
rule in order to avoid collusion against the current owner: competitors may have an incentive to submit a very low bid on a
petrol station in order to drive up the costs for the current owner.
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9.4

The government goals

What is the Dutch government’s goal in the casthefauction for petrol stations? The
economic literature mentions the following thregegltives governments may wish to reach

using auctions:

Efficiency The auctioned objects should be allocated tditider that attaches the highest
value to it. In the petrol market, the allocatisrefficient if each license is allocated to thenfir
that is able to build the cheapest petrol statigerates it at the lowest cost, and is the most
effective in terms of marketing.

Competition The objects should be allocated such that cotnpein a specific market is
optimal. This is important in terms of welfare asrplies a high consumer surplus.
RevenueThe objects should be auctioned such that themonent raises as much money as
possible. High auction revenue can be importantefare as the government needs to levy
less (distortionary) taxes.

An important precondition is that the rules of aictéon are consistent with national and
international law. In particular, it may be questble whether discriminatory rules are legally
valid. We will spend some words on this later iis thapter>

So, what is the Dutch government’s goal in the edghe auction for petrol stations? Before
answering this question, let us answer a moreswaioid: why does the government intervene at
all in the petrol market? Why does it issue a lgdihumber of licenses despite the possibility
that this may lead to a lack of competition in tharket? The answer is that a dense network of
petrol stations along the highway conflicts witlfiesp on the highways, a healthy natural
environment, the targets of urban planning andavelfeducing duplication of costs.

In its official documents, the Dutch governmentidades that it mainly wishes to change the
way licenses for petrol stations are allocatechtodase competition in the petrol market, which
is desirable in terms of welfare (MDW, 1998). Cotiijen is increased if firms have less
ability to realise supranormal profits. Therefdiee Dutch government considers it important
that the currently strong firms lose market sharsnhall firms and entrants. Competition in the
petrol market will increase only if the auctiorais outcome-based level playing field to a
certain extend. Only then will new and small firgagn market share, so that eventually firms
will be less able to realise supranormal profitdldwing our analysis in Part |, we add the
gualification ‘to a certain extent’ to ‘outcome-ledsevel playing field’ as a fully outcome-
based level playing field may not be desirable.iRstance, it may not make sense to encourage
very cost inefficient firms to enter the market.

* See MDW (2002) and Maasland et al. (2003) for more details on the legal validity of asymmetric rules in auctions.
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9.5

Consequences of heterogeneous bidders

The previous section has revealed the close rakdtip between a move towards an outcome-
based level playing field in the auction and sigfit competition in the petrol market.
However, Klemperer (1998) shows that the playietdfiof auctions with symmetric rules may
not be outcome-based level in the case of heteemgesrbidders. The bidder with the advantage
will always win the object in the auction. Disadtegred bidders may even decide not to enter
the auction at all, as their probability of winniisgzero anyway, which happened in several
UMTS auctions?

These arguments hold true for various types ofrbganeity between bidders. The bidders
in the petrol auction differ along the dimensiohsibcumbent/entrant, (2) costs, (3) ownership,
and (4) information. Let us illustrate the relatlogtween these types of heterogeneity and the
Dutch government's objective to increase competitiothe petrol markainder the
assumption that the auctions constitute rules-bdseel playing fieldsWe will argue that
competition on a rules-based level playing fieldl piobably not solve the market failure in the
petrol market: the government will not increase petition. To solve this problem, the
government may wish to favour disadvantaged biditeifse auctior’

Incumbent/entrant

In the petrol market, the most important type dehegeneity is the distinction between
incumbents and (potential) entrants. For threeoregsan incumbent can be expected to be
willing to pay a higher amount of money in an aoictthan a newcomer, so that the incumbent
is likely to win in the case of a rules-based lgyaling field. First, the incumbent is more cost
efficient than the entrant as the entrant showldshin building up a customer base, attracting
employees, buying assets for operating in the magkeetera. Second, there is a network effect
in this market which gives an advantage to incurtas they realise higher sales per odtlet.
Third, an incumbent, by buying the license, carvene a newcomer from entering the marKet.
To see this, suppose that before the auctionnthenbent has a monopoly in the market. If the
newcomer enters, not only will total market profiecrease due to the introduction of

competition, the old monopolist also has to shhaeeprrofit with the new entrant.

3 Klemperer (2002a) and Van Damme (2002).

* See also MDW (2002)

% MDW (1999b) indicates that the petrol market is characterised by a strong network effect: a firm with many outlets attracts
more customers per outlet that a firm with few outlets. Onderstal (2002) has shown the existence of strong network effects
empirically. Car users can save for air miles, presents, or discounts if they buy their petrol regularly at stations with the same
trademark. Therefore, they prefer trademarks with many outlets. Shell sells (ceteris paribus) about twice as much fuel per
outlet than a firm with only one petrol station along the Dutch highways.

% Gilbert and Newbery (1982) and Onderstal (2002).
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9.6

Costs

Another type of heterogeneity lies in the dimengbrosts. Firms may differ in efficiency of
production or in the cost of borrowing money. Wiihding for a license to operate in the
petrol market, an efficient firm will find the liose more profitable and is willing to pay more
for it than a less efficient firm. In order to emica competition, the government may wish to
correct for cost differences between firms. Howetles may be tricky: this is only desirable if
the government expects the inefficient firms topé@tes below the current oligopoly prices. As
the purpose of competition is to increase efficieimcthe market, the government does not want
to encourage entry of inefficient firms that widtshigher prices.

Ownership

An additional dimension in which firms differ is oership of the license that is auctioned.

Both the current owner of the license and potetiglers participate in the auction. From
economic literature we know that in takeover bafttevnership of just a toehold in the takeover
target can help a bidder to win a takeover auctidten at a low pricé If even the ownership

of a toehold gives a bidder tremendous advantagest, about ownership of the entire license,
which is the case in the auction for petrol statdn

Information

Finally, firms may face heterogeneity in the amaoafrinformation they possess on the
auctioned object. In the auction for petrol staticthe current owner of a petrol station is better
informed about relevant information concerning ple¢rol station than entrants (realised profits
in the past, the number of cars passing by dutiagify, environmental constraints, and so on).
Akerlof (1970) shows that asymmetric informationyméolate an efficient re-allocation of the
petrol stations. The reason of this is that anaentiaces a higher risk of the winner’s curse than
the current owner. When an entrant bids more tharbétter informed current owner, the
entrant may realise that the bid was too high. Kingwhis, the entrant bids relatively
cautiously, so that the current owner is more jikelobtain the object, even if the current
owner does not attach the highest value 9 it.

Policy options

In the previous section, we argued that the Dutlreghment may wish to favour small and
new firms in the auctions in order to increase cetitipn in the petrol market. More precisely,
we observed that it makes sense to correct foerdiffces between incumbent/entrant, current
owner/potential buyer, and asymmetric informatMfe also noted that correcting for cost

% Bulow et al. (1999). The logic mainly holds true for the ‘ascending auction’ and in the case of ‘almost common values'.
% Note that there is a strong correlation between ownership and the information a bidder possesses on the auctioned
license. One may argue that there is a link between ownership and the auction outcome. However, this link is only indirect.
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differences is tricky: this is only desirable asda the inefficient firms can produce more
cheaply than the current oligopoly prices.

The economic literature distinguishes the followpassibilities for governments to correct
for these differences: (1) choosing a specific iandlype, (2) corrective measures before the
auction, (3) asymmetric rules, and (4) additioyahsetric rules. These possibilities are in line
with section 4.3 in part I. For more information @moosing the right policy options in the
context of the allocation of scarce resources \igr te the framework of MDW (2002).

Let us illustrate the policy options for petroltgtas. How can the Dutch government give
an advantage to disadvantaged bidders (potentiaréa and small incumbents) so that they
have a fair chance against advantaged biddersl(issiad large firms) in the auction? And: to
which extent has the Dutch government implemertiedpossibility in the design of the

auction?

Auction type

As said, the government has decided to sequensiallthe licenses in sealed-bid auctions.
From the auction literature, we know that disadagatl firms have a better chance of obtaining
a license in the sealed-bid auction than in otteardard auction types such as the commonly
used ascending aucti8hMoreover, the fact that the licenses are sold esetiplly provide
potential entrants with information about the vatdi@etrol station. Therefore, they face less
risk of bidding too high. So, they have a higheeintive to submit competitive bids.

Corrective measures before the auction

The Dutch government has negotiated with the fargdst petrol companies with regards to
several measures to be taken before the auctiam.results of the negotiations were aimed at
increasing competition in the petrol market, sitteemeasures reduce the competitive
disadvantages of potential entrants. First oftb#l,established petrol firms have promised to
decrease the number of petrol stations that oparater their name by 50 before January 1,
2005. However, the effect of this promise is omlynporary: after January 1, 2005, each firm is
unrestricted in the number of petrol station it c@tain??

Second, as we have mentioned before, it is noiilgess operate two petrol stations with
the same trademark within a distance of 25 kiloe®ein the same direction along the same
highway.

Third, in 2004, the government will abolish thécttseparation between the sale of petrol
and other economic activities such as supermahadnhs, restaurants, furniture shops, and
home improvement centres. This increases the iivesrfior supermarkets (and others) to start

“C Bulow et al. (1999) and Maskin and Riley (2000).
“ Bortolotti (2001).
“2 provided that it does not own two petrol stations within a distance of 25 kilometres along the same side of the highway.
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a petrol station along the highway. In France aningland, several supermarkets operate their
own petrol station.

Finally, the government actively tries to reducegible information asymmetries. As said,
informed bidders may have an advantage over umirvédrbidders. Before the auction, all
bidders receive information about the current pettation, the government’s zoning plan,
special circumstances in the environment of theopstation, and so on. Reducing the
information asymmetry is valuable for tilting thiaying field towards an outcome-based level
playing field.

Asymmetric rules

The government has implemented one asymmetridhatecorrects for heterogeneity in
ownership, but this rule does not correct for otigpes of heterogeneif.In addition, the
government could have introduced bidding creditgdfsadvantaged bidders. This idea is as
follows. The government gives a disadvantaged bittdeadvantage that, if the disadvantaged
bidder wins the auction, it has to pay the auctidoe minus a bidding credit (let's say
2,000,000 euros). Alternatively, the disadvantageder gets a bidding credit equal to a certain
percentage (let's say 10%), so that it only hgsapa certain fraction (90%) of the winning bid.
This was for instance done in the US, where Comsgreguired the Federal Communications
Commission (FCC) to encourage participation of woymeinorities and small business in the
mobile telecommunication auctiofisThese ‘designated entities’ received bidding dsedi
ranging from 10% to 409%. Interestingly, both theoretically and empiricatijras been shown
that tilting the playing field in this way need Head to a loss in the government’s reveffue.

At some stage, the Dutch government did considerttoduce bidding credits for potential
newcomers. However, it appears to have been coeditiat the European Courts would
interpret asymmetric treatment of bidders as disiciation between bidders or state aid to
advantaged bidders. Van Damme (2002), in contaagties that — from the economic point of
view — it is not obvious that a bidding credit guévalent to state aid. Van Damme uses the
point we have just made: both theoretical and dogliresearch has revealed that the seller,
when tilting the playing field towards an outconeséd level playing field, may expect higher
revenues rather than lower. In MDW (2002) and Maaslet al. (2003), it is argued that it is
uncertain to which extend Van Damme’s reasoning e with European law. From a legal
point of view, it is likely to be difficult to corimice the European Commission before the

auction that asymmetric rules will increase thetianaevenue.

“3 This rules works as follows. The current owner receives the entire auction revenue if it loses the license to another bidder,
and if the current owner wins, it only has to pay the difference between its bid and the second highest bid. These rules imply
that the current owner always (regardless of winning or losing) obtains an amount equal to the highest bid submitted by the
other bidders, so that this has no effect on the bidding strategy. For the rest, the same rules apply to both the owner and the
other bidders, so that ownership does not play a role anymore.

“ McMillan (1994).

45 Cramton (1998).

4 Respectively Myerson (1981) and Ayres and Cramton (1996).
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Let us consider several additional possibilitiesiltdhe playing field using asymmetric rules.
Especially when a government desires to increasgettion, such as in the auction for petrol
stations, newcomers need to have a fair chancbtéindicenses. The government may wish to
completely exclude incumbents from the auctiorreserve attractive licenses specifically for
entrants. The latter was for instance done in th&'8 auction in the UK Moreover, the
government may allow for the formation of biddirifigaces for joint bidding. When small

firms are given the opportunity to co-operate, they be able to realise economies of scale
they would not have realised when bidding al&h&lso, co-operating firms can exchange
information about the auctioned object, which redutheir winner’s curse, so that they can bid

more aggressivel.

Additional symmetric rules

Another option is the introduction of an additiof@mmetric) rule that limits each firm in the
total number of stations they own along the DutighWways. By doing so, the Dutch
government will automatically enhance competitiorhie petrol market. As we have
mentioned before, the large established firms pgomised to get rid of 50 of the service
stations they currently own before the start ofyaar 2005. This rule seems to work pretty
well: small and new incumbents have won three efrtime licenses that were sold in the first
auction in December 2002, including the most exjpensne. In the second auction in
September 2003, five out of ten petrol stationsevgeid to small and new incumbents.

In the end, the Dutch government decided to implagrnaly some of these options. It probably
has not implemented the others as it was bountéyasults of the negotiation with the current
incumbents. It supposedly had to do some concessiocompensate these firms for giving up
their everlasting licenses. Another reason fortittiig the playing field using these instruments
could have been the risk of government failure.iRstance, when giving bidding credits, the
government needs to have good approximations édidadvantage of the new and small
bidders relative to the big incumbents. It may Bgcdilt to obtain these. In some of the FCC
auctions, the US government seems to have failedrfother reason. It aimed at creating an
outcome-based level playing field by giving disathesged bidders the possibility of instalment
payments: bidders typically differed in their fircdal position, i.e., for one bidder it was
cheaper to arrange money than for the other bitfdéowever, the outcome of these auctions
showed that the bidders with the riskiest busimpémsss were generally the winners. Salmon
(2002) reports that after one auction, “many fitmegan declaring bankruptcy and defaulting on
their instalment payments”.

4" Binmore and Klemperer (2002).
8 Cramton (1995).

9 DeBrock and Smith (1983).

0 McMillan (1994).
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9.7

Conclusion

In this chapter, we have investigated the auctiorpétrol stations in the Netherlands. We have
shown that there is a rules-based unlevel play&ld.fThere is also an outcome-based unlevel
playing field, because of heterogeneity betweegel@stablished firms on the one hand and
potential newcomers and small firms on the othe Dutch government will reach its target
of increasing competition by tilting the playinglfi towards an outcome-based level playing
field. We have discussed several possibilitiegtds, including asymmetric rules in favour of
currently small firms and potential newcomers,¢heice of a specific auction type, corrective
measures before the auction, and additional synraaiction rules. The Dutch government
has implemented several of these options. It id tmsay whether the options applied are
sufficient to tilt the playing field to the righkeend.
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Conclusion

Conflicting use of the term ‘level playing field’

Pleas for a level playing field, like in internatad trade, may sound appealing, but are often not
well-founded. This is because it is not exacthyaclehat a ‘level playing field’ means. Even
worse, we observe contradictions in the way they tise the concept ‘level playing field’. For
instance, Cramton wrote in the context of auctitag it is possible to level the playing field by
giving disadvantaged bidders an appropriate prieéepence. On the other hand, Cook said that
state aid should be reduced in order to level thgipg field. Moreover, the report shows that
the concept of a ‘level playing field’ can be usedmany pleas, whether it is appropriate or

not. The confusion about ‘level playing field’ meseate a breeding ground for policy errors.
One can not say in general whether a plea forval'lelaying field’ is justified or not.

Specification of the term ‘level playing field’

In this report we distinguish two common specificas of the concept ‘level playing field”:

Rules-based level playing field: the rules areghme for all firmsThe word ‘rules’ refers to

all types of government policy, such as legislatiod subsidies. There is a rules-based level
playing field if rules are symmetric: equal nonediminating rules apply to all (different) firms
in a market. That is: two firms in equal circumstas are treated equally.

Outcome-based level playing field: all firms halve same expected proftirms have an
outcome-based level playing field if they have égharacteristics (for example in cost-
efficiency and strategic options) and the rulessgrametric. In case firms are heterogeneous,
the government can create an outcome-based lesghglfield by compensating the
disadvantaged firm (for instance with subsidies).

In this report we try to show in which circumstaseelevel playing field, according to one of

these two specifications, can increase welfare.

No rules-based level playing field, unless...
The first conclusion is that a rules-based levayipig field is desirable, although there are
reasons to deviate from this assumption.

Starting point for analysing a level playing fieégue is that a rules-based level playing field
generally enhances welfare. The idea is that thergonent creates equal conditions for alll
firms and that market forces do the rest. The guwent does not need to benefit disadvantaged
firms with subsidies, for example, in cases thahgetition leads to an optimal allocation of
resources. Cook probably had this idea in mind wieepleaded for a reduction of state aid.

The case of secondary vocational and higher eaucéthapter 6) illustrates this idea. In the
Netherlands, education is provided by publicly feddnstitutes and non-funded institutes,
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which differ in the subsidies they are entitlectw the extent to which they are regulated. The
difference in rules inhibits competition and redaitge incentives for institutes to provide an
optimal price/quality relation. Welfare can be emted if the government would create a rules-
based level playing field.

Exceptions on the rule

There are a number of exceptions on the genemathat a rules-based level playing field is
desirable. First, asymmetric rules in procurememay enhance the introduction of new and
better products or better production technologilsmémic efficiency). Second, asymmetric
rules may be desirable for redistributing incomeagncitizens (equity). An example is a
system with subsidies for house rent. Third, asytrimeules may enhance welfare if countries
differ in their preferences.

The arena for multinational enterprises (chaptes @)good illustration of the last two
exceptions. German taxes, for example, are ab@vEtinopean average and create a rules-
based unlevel playing field. Foreign companies laeest (or competitive) advantage, because
they pay lower taxes, allowing them to capturespidiportionately large share of the
international market. This does not necessarilymtbat the German government should level
the rules-based playing field by lowering taxese Tisadvantages of the unlevel taxes for the
German multinational enterprises may be offsetieyadvantage that the high taxes are in
Germany in line with national preferences. Or astethe German political system has until
recently not been able to translate calls for secionomic reform into actual reduction of
public goods provision and redistribution. If oa&es the perspective of the EU as a whole, tax
coordination between Member States becomes anmia also then, it is necessary to weigh
the advantages of a more efficient allocation efpiction factors against the disadvantage that
the heterogeneous preferences of Member Statésssraccommodated.

No outcome-based level playing field, but...

The second conclusion is that it is never desirtbjeursue a fully outcome-based level playing
field, but that it may be desirable to level thayphg field to a certain extent in the case of
market failure. Starting point of the analysishatta fully outcome-based level playing field, in
which all firms have the same expected profit, do@senhance welfare. Most differences
between firms are favourable to welfare, as efficieincreases if firms can use their
competitive advantages to attract customers (stéfficiency).

It may be desirable to level the outcome-based [@aging field to a certain extent in case
of market failure. Static efficiency may increashaterogeneities between firms that lead to
market failure are corrected. After all, correctafmmarket failure can encourage competition.
Cramton probably had this line of thought in minden he pleaded for an appropriate price
preference for disadvantaged bidders in an auction.

84



Preferred policy options

Levelling the playing field to a certain extent do®t necessarily mean that the government
has to benefit the disadvantaged firm with asymimetites, such as subsidies. The government
can also use symmetric rules, for instance by lowezntry barriers for firms, increasing
transparency, or reducing switching costs for corexs. Policy options with symmetric rules
are often preferable, since experience learnsagyahmetric rules are difficult to specify
correctly (government failure), involve costs, avh negative side effects. The positive effects
of policy options that involve asymmetric rules nayy offset the risks of government failure
and negative side effects if the government aimenttance competition in markets with
substantial market failure, such as in networktig and the allocation of scarce recourses
(e.g. auctions). Policy measures can have a tempoharacter if they help to solve market
failure, but may need to be permanent if they @olyrect the undesired effects of market
failure.

The Dutch electricity market (chapter 8) shows teatporary asymmetric rules may be
necessary. Since the liberalisation of the elatfrinarket, prices of regional electricity
networks are subject to price regulation in ordegricourage efficiency. However, electricity
networks have different initial levels of cost-effincy as a result of different investments in the
period before liberalisation. This creates an ouedrased unlevel playing field, as electricity
networks differ in the effort they have to makernprove efficiency. Temporary asymmetric
price regulation can solve this problem.

The auctions of petrol stations (chapter 9) arexample in which the government can use
symmetric and asymmetric rules to move towardswaoame-based level playing field. Petrol
stations along the Dutch highways are almost ahéhands of four firms. The government
organises an auction of all these petrol statiamsing to encourage entry of new firms and to
increase competition. As entrants have a disadgaritathe auction (e.g. in information), entry
may fail to occur if the government would not haaken additional measures. Partly because
of the risk of government failure with asymmetniders, the government has mainly chosen to

implement symmetric rules to encourage entry.

Steps in level playing field issues
The information above makes it possible to formainhumber of questions that can help
policymakers to analyse level playing field issuasaddition to the examples in this report, the
framework may be used in other level playing fislslies, such as telecommunication (is it
desirable to favour entrants?), climate policy {@owant to be in the forefront with climate
measures?), agriculture and orders for militaryigment (foreign government subsidises, we
too?). We give two examples.

Example 1: Foreign shipbuilders receive subsidiegs this mean that the Dutch
government should also subsidise shipbuildersdeioto level the playing field? This example
is about asymmetric rules, not about expected tprfiich implies that we need to continue
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with question 2: does an exception apply? The ansngositive, as shipbuilders operate on an
international market with countries that differtheir preferences. This brings us to question 2a:
do the benefits of asymmetric rules exceed thesdostthe Netherlands? The benefit of
asymmetric rules (subsidies abroad and not in gthédlands) is that consumers profit from
cheaper foreign ships. Another benefit is thatdlae no costs of government intervention: no
risk of government failure, no unintended side @Bend no use of tax money. The costs are to
be found in the loss of profit for Dutch shipbuildend (temporary) loss of employment. See
also section 5.2 and chapter 7.

Example 2: In the Netherlands hospital compete pithate clinics, for instance for
cataract surgery. Private clinics can treat catatagaper because of low overhead costs. The
hospital price for a cataract treatment also inetudosts for other services, such as emergency
care and speciality care. This competitive disathga for hospitals creates an unlevel
outcome-based playing field. This brings us to tjaes3: is there market failure? Research
(CPB, 2003) shows that there may be market failuemergency care and speciality care, but
not in simple treatments such as cataract. If ptessit is preferable to deal with the market
failure in emergency care and speciality care segpbr. In that case, an unlevel outcome-based
level playing field for cataract treatments is pason for government intervention.
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Figure 10.1
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Abstract

Pleas for a level playing field, for instance iteimational trade, are often not well-founded.
This is because it is not exactly clear what a€lglaying field’ means. But even if it would be
clear what the plea would imply, a level playingldi is not always desirable from an economic
perspective. To clarify the meaning of ‘a levelyptey field’ we introduce two specifications of
the concept. First, a rules-based level playinigl fiwhich means that all firms in a market are
treated the same in equal circumstances with regdetjislation, taxes, subsidies etcetera.
Second, an outcome-based level playing field, whietans that all firms in a market have the
same expected profit. This means that, in casesfara heterogeneous, the government
compensates the disadvantaged firms (for instaitteswbsidies). The first conclusion in the
report is that a rules-based level playing fieldasirable, although there are reasons to deviate
from this assumption. The second conclusion isithatnever desirable to pursue a fully
outcome-based level playing field, but that it nb@ydesirable to level the playing field to a
certain extent in the case of market failure. Isecaf market failure it is preferable to use
symmetric rules (equal for all firms), in steadagiymmetric rules (favouring some firms). The
report introduces a framework with questions tlaat kelp policymakers to analyse level
playing field issues. The framework makes cleat ¢time can not say, in general, whether a plea
for a ‘level playing field’ is justified or not. Is necessary to focus on the policy issues hidden
behind the plea, i.e. policy issues concerning etafiilure, dynamic efficiency, redistribution

of income and differences in preferences betweentces.
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