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Abstract

This thesis proposes a new understanding of Article 106(2) TFEU using
composite legal and economic interrogative frameworks. Article 106(2)
provides that under specified conditions, any Treaty rule may be disapplied
with respect to services of general economic interest (‘SGEIs’). The
underlying research tests two principal claims concerning Article 106(2). The
tirst is that it is the central Treaty provision for reconciling EU and Member
State interests concerning SGEls, and the second, is that it is a strict
exception. The purely legal component of the analysis comprises internal
and external accounts of Article 106(2). The former concerns its operation on
a standalone basis, with the latter dissecting its interaction with other TFEU
derogation mechanisms. The internal analysis reveals the seeming volatility
of the manifest error standard and considers the effects of enduring
difficulties concerning proportionality review. The external account discloses
the ubiquitous contingency of Article 106(2), resulting in it being side-lined
in a variety of ways. In overall terms, Article 106(2) is shown not to be the
central Treaty mediating mechanism for SGEIs that it may be capable of
being. The combined legal and economic component of the thesis is based on
deploying the theory of market failure and its analogue, government failure,
in order to test whether Article 106(2) is a strict exception. Market failure is
used to assess SGEI verification. Government failure is used to assess the
disapplication of other Treaty provisions under Article 106(2). The market
failure analysis reveals that manifest error control is strict for efficiency
related market failures, for EU circumscribed distributional objectives, and
occasionally, elsewhere. The government failure analysis discloses
significant but avoidable weaknesses in disapplication review, but with
pronounced change over time, including a relative recent partial revival of
its strictness following Altmark. In the aggregate, the combination of legal
and economic analysis shows Article 106(2) not to be a strict exception,
except in limited circumstances. In the light of the findings on centrality and

strictness, proposals for the reorientation of Article 106(2) are made.
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Introduction

A. Overview

This thesis concerns the operation of Article 106(2) of the Treaty on the
Functioning of the European Union (TFEU’).! It is an investigation of the
centrality and strictness of this provision based on a combination of legal

and economic analysis. Article 106(2) TFEU provides that:

“Undertakings entrusted with the operation of services of general economic
interest or having the character of a revenue-producing monopoly shall be
subject to the rules contained in the Treaties, in particular to the rules on
competition, in so far as the application of such rules does not obstruct the
performance, in law or in fact, of the particular tasks assigned to them. The
development of trade must not be affected to such an extent as would be
contrary to the interests of the Union.”

By its terms, Article 106(2) is concerned with mediating between all other
Treaty provisions (including the fundamental freedoms and the competition
rules) and the realisation by the Member States of objectives in the general
interest. In Altmark, Advocate General Léger identified Article 106(2) as the
lynchpin provision within the Treaty for the reconciliation of economic and

social goals.? According to the Commission in 2001:

“Article [106] of the Treaty, and in particular Article [106(2)], is the central
provision for reconciling the Community objectives, including those of
competition and internal market freedoms on the one hand, with effective
fulfilment of the mission of general economic interest entrusted by the public
authorities on the other hand.”3

At the same time, the Court of Justice has frequently referred to Article
106(2) as a significant exception to the Treaty, and as such, one that is to be
interpreted strictly. This began with the judgment of the Court in 1973 in
BRT v SABAM II, and has been repeated at regular intervals ever since.*

Although the initial characterisation of Article 106(2) as strict was particular

1 This will be referred to as ‘the TFEU” and “the Treaty’ throughout this thesis. This research is limited to SGEIs and
does not cover ‘revenue producing monopolies’.

2 Opinion of AG Léger of 19 March 2002 in C-280/00 Altmark, §80

3 Commission Communication 2001/C 17/04, p.4, §19. This formulation by the Commission appears to be an
adapted version of the Court of Justice’s observation in C-202/88 France v Commission [1991] ECR 1-1223 to the effect
that: “In allowing derogations to be made from the general rules of the Treaty on certain conditions, that provision
seeks to reconcile the Member State’s interest in using certain undertakings, in particular in the public sector, as an
instrument of economic or fiscal policy with the Community’s interest in ensuring compliance with the rules of
competition and the preservation of the unity of the Common Market.” §12

4 C-127/73 BRT v SABAM II [1974] ECR-313, §19. See also, C-242/95 GT-Link [1997] ECR 1-4449, §50 and C-340/99
TNT Traco [2000] ECR 1-4109, §56
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to the entrustment requirement, it was confirmed as applying to Article
106(2) in all of its facets in 19975 A generally strict disposition is an
unsurprising reaction to a provision that by its terms may sanction the
disapplication of any other Treaty provision. Given its potential scope,
Article 106(2) could have presented a significant threat to the creation of the

internal market.

Article 106(2) has proven to be a troublesome and discordant Treaty
provision. It presents considerable challenges in terms of coherence and
consistency, having by now, “produced a long line of complex and at times
abstruse case law, with difficulties being encountered in relation to virtually
all its aspects”.® The overall objective of this research is to generate a new
comprehensive understanding of Article 106(2) using a combination of legal
and economic analysis. It does so by seeking to answer two questions based
on the prominent characterisations of the provision as both central and strict.
The first research question asks whether Article 106(2) operates as the central
Treaty mediation mechanism for Service of General Economic Interest
('SGET’) claims. The second asks whether Article 106(2) is in practice a strict
exception. In answering these questions, the objective is to develop a
penetrating understanding of the provision and to suggest ways in which its

coherence and consistency might be improved.

This thesis is based on two distinct analytical strands, one of which is purely
legal and the other, which is a combination of legal and economic analysis.
The purely legal analysis is used to address the question of Article 106(2)’s
centrality. That is comprised of comprehensive internal and external
accounts of Article 106(2). The internal component is a standalone study of
Article 106(2) that also considers its wider political moorings. The external
component considers the application of Article 106(2) against the backdrop
of other Treaty provisions, and in particular, alternative filtering techniques
and derogation mechanisms. The second analytical strand is an economics-

informed testing of the strictness of Article 106(2), for which the analysis is

5 C-157/94 Commission v Netherlands [1997] ECR 1-5699, §37

6 See, Ross, Article 16 E.C. and Services of General Interest: From Derogation to Obligation?, ELR, 2000, 25(1), 22-38, p.23.
See also Hancher, European Utilities Policy, The Emerging Legal Framework, Utilities Policy, 1991, Vol. 1(3), 253-266,
p.258, referring to its ‘obscure clarity’.
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split between a consideration of SGEI verification on the one hand, and on
the other, the issue of whether and to what extent other Treaty rules are
disapplied. The former is interrogated using the concept of market failure
and the latter, the concept of government failure. The dominant mode of
analysis in this thesis is legal and as such, the role of the economic analysis is

primarily as an aid to interpretation.

A principal driver of this research is ascertaining the potential for the
concept of market failure to contribute to the understanding of Article 106(2).
Market failure is a theoretical account of the circumstances where markets
do not operate either efficiently or at all. Periodically, suggestions have been
made that market failure could be key to either the understanding or
framing of Article 106(2).” Despite that, up until now, no sustained attempt
has been made, either to verify the potential of market failure theory, or to
ascertain its likely limits in the context of the qualification or control of
SGEls. This thesis undertakes those assessments for the first time. In
addition, government failure theory is deployed in adapted form by way of a
combined legal and economic analysis of disapplication review. In very
general terms, government failure theory is concerned with why public
interventions depart from an optimal efficiency or distributional standard, a
concern with particular relevance to how SGEIs are organised and

provided.?

With respect to the centrality of Article 106(2), this thesis documents the
instability and incoherence of Article 106(2) in respect of which clear and
consistent principles as to the nature of SGEIs and of the applicable
proportionality standard have proven to be elusive. Those difficulties have
played out against and are in large part attributable to sustained political
contestation. This research also demonstrates that Article 106(2) occupies a

highly contingent position within the overall Treaty scheme. It is not the

7 For example, according to Sauter, “[rJemarkably enough, so far the definition of SGEI under Community law has
not been systematically or explicitly connected with instances of market failure.” Services of General Economic Interest
and Universal Service in EU Law, 2008 ELR Vol.33, No.2, April, p.167. Since then, @lykke and Megllgard have brought
forward an account of SGEIs that is partially based on a market failure foundation but focused on network
externalities. See Ulykke & Mellgaard, What is a Service of General Economic Interest, Eur. J. Law Econ., Published
online, 1 December 2013. This is considered in Chapter 1.

8 See generally, Wolf, A Theory of Nonmarket Failure: Framework for Implementation Analysis, Journal of Law and
Economics, 22 (1979), pp.107-139 and Le Grand, The Theory of Government Failure, British Journal of Political Science,
21, (1991), pp.424-442.
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central mediating mechanism for SGEIs that it appears it could be. Instead,
Article 106(2) is frequently bypassed through a variety of means. Those
include exceptions to the concept of ‘undertaking’, a prerequisite of the
application of the competition rules, through to more subtle forms of
ousting, including, a discernible preference for the free movement

derogation mechanisms.

With respect to the characterisation of Article 106(2) as a strict exception, this
thesis demonstrates how the position exhibits considerable variability over
time and by subject matter. To streamline the analysis, Article 106(2) is
analysed by dividing its operation between, on the one hand, SGEI
verification, and on the other, the operation of the conditions leading to the
disapplication of other Treaty rules. The latter is referred to as
‘disapplication review’ in this thesis. SGEI verification is shown to be very
strict with respect to market failures, but against a backdrop of generally
pliable SGEI qualification. With respect to the disapplication review, in line
with the strict exception label, there was an initial phase in the period
leading up to Corbeau when Article 106(2) lived up to that billing.” After that,
and faced with difficult distributional issues, it morphed into a permissive
derogation. More recently, in the wake of Altmark, and as a result of detailed
implementation measures adopted by the Commission with respect to Public
Service Obligations (‘PSOs’) only, Article 106(2) has been partially revived as

a strict exception.

In answering the principal research questions, this thesis also makes a
number of significant additional findings. In relation to the manifest error
test for SGEI verification, with respect to market failure, this is shown to be
strict and in no sense marginal. That has implications for the appropriate
supervision standard for non-market failure related interventions, in respect
of which intensive Commission intervention is highly problematic, at least in
terms of legitimacy. Second, the government failure critique of
disapplication review calls into doubt the feasibility of operating Article

106(2) as a generally strict exception absent legislation or other forms of

9 C-320/91 Corbeau [1993] ECR 1-2533
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prescriptiveness (such as the post-Altmark SGEI packages) requiring that
approach. Third, and related to that, this research doubts whether pre-
emption can provide a full account of the operation of proportionality

review under Article 106(2).

While individual chapters are summarised in section C below, this thesis is
made up of three parts. Part I, comprised of Chapters 1 and 2, provides the
internal and external accounts of Article 106(2) respectively. That analysis is
undertaken for the purpose of demonstrating both the indeterminacy and
contingency of Article 106(2). Part II is comprised of Chapters 3, 4 and 5.
Chapter 3 makes the case for why a new economics-oriented interrogation of
Article 106(2) is necessary for the purposes of assessing its strictness. It
includes a justification for recourse to the theory of market failure and its
part analogue, the concept of government failure. Chapters 4 and 5
demonstrate the presence of market and government failure in the Article
106(2) case law, respectively. Part III is comprised of the Conclusions and
includes three proposals concerning the operation of Article 106(2) that are

directed principally at improving its clarity and coherence.

B. Subject Matter and Method

1. Context

The debate concerning the qualification of services as SGEIs and in turn the
effect on the operation of other Treaty provisions has been an enduring
political and legal controversy in EU law, not least because the demarcation
between state and market is continuously in flux, with SGEIs often
positioned at their intersection. Leading commentators on Article 106(2)
have described it as “a flashpoint for the tensions resulting from the shifting

balance between the regime for undertakings subject to the competition

15



rules, and the public interest exceptions thereto.”10 In less dramatic but

equally revealing terms, the Court of Justice has explained that:

“Article [106(2)] seeks to reconcile the Member States’ interest in using
certain undertakings, in particular in the public sector, as an instrument of
economic or fiscal policy with the Community’s interest in ensuring
compliance with the rules on competition and the preservation of the unity

of the common market.”11

In order for Article 106(2) to apply, six tests must be satisfied.'? First, there
must be an undertaking. That issue is usually determined in the context of
assessing whether there is a Treaty violation warranting the application of
Article 106(2). Depending on the scope of the concept of ‘undertaking’,
Article 106(2) may be bypassed entirely. Second, there must be an SGEI. That
raises the issue of whether an SGEI is an objective concept in EU law, a
Member State controlled construct, or as appears to be the current law, a
hybrid, constrained to some degree by EU law, but based on a presumption
favouring Member State discretion. Third, the SGEI must have been
‘entrusted” to one or more ‘undertakings’. That means that there must be an
act of public authority underpinning the SGEI. In practice, this test raises
issues as to the difference between the authorisation of activities and the
mandating of specific outcomes, with only the latter usually qualifying as
validly entrusted SGEIs. Fourth, and by way of a necessity test, it must be
demonstrated that the operation of other Treaty provisions would “obstruct’
the delivery of the SGEI. The assessment of necessity raises difficult
challenges as to whether there is any fundamental incompatibility between
the provision of an SGEI and various Treaty rules, including those on
competition and free movement in particular. Fifth, and by way of a
proportionality test, other Treaty rules are only to be waived ‘in so far” as it
is necessary to enable the fulfilment of the particular tasks entrusted to the
SGEI provider. The nature and extent of proportionality review and the

calibration of an appropriate standard is probably the greatest controversy

10 See, Sauter and Schepel, ‘State” and ‘Market’ in the Competition and Free Movement case law of the EU Courts, TILEC
DP 2007-024, p.124

11 C-159/94 Commission v France [1997] ECR 1-5815, §55

12 This paragraph follows the exposition of Article 106(2)’s elements contained in the Opinion of AG Léger in C-
309/99 Wouters [2002] ECR 1-1577, §157-166.
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affecting Article 106(2). The sixth and final test under Article 106(2) concerns
the effect on the development of trade of the displacement of Treaty rules,
which should not be such as to be contrary to the interests of the Union. It

too has proven to be problematic.

Condensing the detail of those tests, in very broad terms, the provisions of
Article 106(2) raise two distinct sets of challenges. The first is one of
qualification, and it concerns what activities warrant treatment as SGEIs.
Given that it is axiomatic that the Member States have a right of initiative
over the formulation and scope of SGEIs, the question of the appropriate
level of supervision by the EU has raised acute difficulties. The second is the
question of whether and to what extent the disapplication of other Treaty
provisions is necessary. In order to generate a new understanding of Article
106(2)’s strictness, it is expedient to split the analysis very broadly between,
on the one hand, issues of SGEI formulation and verification, and on the

other, questions of necessity and proportionality.!3

2. The Primary Research Questions

The case law on what amounts to an SGEI is disparate and in some respects
confused.’ This is not altogether surprising considering that the Treaty
simply refers to ‘services of general economic interest” without further
elaboration.!> There is also evidence that it was always intended that the
concept of SGEI would be open-ended.'® On several occasions, the European
Courts have confirmed the lack of controlling principles over the concept of
SGEL In 2008, the General Court summarised the position concerning the
nature of eligible general interests in BUPA as follows: “there is no clear and

precise regulatory definition of the concept of an SGEI mission and no

13 This also subsumes the final test under Article 106(2) concerning the development of trade.

14 Cases are characterised by cursory analysis of whether there is an SGEI, with a tendency towards declaratory
statements by the Court of Justice. See for example, C-320/91 Corbeau, §14 and C-475/99 Ambulanz Glockner [2001]
ECR 1-8089, §55, where the Court makes peremptory findings accepting postal and ambulance services respectively
as SGElIs.

15 Usually both the EU Courts and the Commission tend, where possible, to avoid trying to take any position on
whether a particular activity is an SGEI. See Buendia Sierra, Article 106 - Exclusive or Special Rights and other Anti-
Competitive State Measures in Faull & Nikpay, The EU Law of Competition, 2014, p.850

16 See Opinion of AG Dutheillet de Lamothe in C-10/71 Port de Mertert [1971] ECR-723 where he says that: “As all of
the participants emphasised at the symposia of Brussels and Bruges, the concept of services of general economic
interest is extremely broad and apparently it was for that reason that the authors of the Treaty chose it in preference
to the concept which is more traditional in certain national laws but is probably narrower, that of economic public
services of an industrial or commercial nature.”
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established legal concept definitively fixing the conditions that must be
satisfied...” .17 Inevitably perhaps, given the lack of controlling principles, the
General Court has also held that Member States are only subject to control
for manifest error in deciding that a particular service is an SGEI, a view that
is not likely to be disturbed by the Court of Justice.’® That raises the issue of
how supervision for manifest error works in practice, since even marginal
control presupposes some limiting principles, however attenuated. So far, no
overarching account of the operation of the manifest error standard has

emerged.

Considering that the purpose of Article 106(2) is to decide the conditions in
which the principal rules underpinning an open market economic system
should be disapplied, it appears logical to consider whether and how the
theoretical framework underpinning that system - neo-classical economics -
identifies those situations when market outcomes are not optimal.l® That is
provided by market failure theory, offering an explanation of the
circumstances in which markets do not operate optimally or at all. While
there is some debate at the margins about the categories of market failure,
there are a number of broadly defined types in respect of which the
underlying causes are quite well understood. Externalities, public goods,
information asymmetries, natural monopoly and market power have all
been extensively documented in the economic literature. While market
failure comes with a very important efficiency limitation, nevertheless, it will
be demonstrated to make a significant contribution to the development of a

positive account of the operation of the manifest error standard under

Article 106(2).

The testing of SGEIs by reference to market failure leads to a consideration of
whether the same kind of critique of disapplication review under Article
106(2) is also feasible. While market failure offers some remedies for various
efficiency driven market imperfections, in some instances, they are highly

prescriptive, while in others they are non-existent. More importantly, market

17 T-289/03 BUPA [2008] ECR-81, §165
18 T-17/02 Fred Olsen [2005] ECR 1I-2031, §216. See also T-289/03 BUPA, §166
19 See generally Mankiw, Principles of Economics, 2006, Part 4.
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failure theory has almost nothing to say about the most efficient way of
pursuing non-efficiency related distributional and cohesion objectives. Given
the prominence of those goals in Article 106(2) cases, in order to test the
overall strictness of disapplication review, it is necessary to turn to another

theoretical framework, namely government failure.

Government failure is an account of those situations where government
intervention should not have occurred, or where as a result of an
intervention, avoidable inefficiencies are created, or the realisation of the
underlying objective is frustrated. It can be understood as subsuming market
failure given that its focus is on the means and consequences of any form of
intervention, whatever its motivation. In cases where the underlying
intervention is directed at correcting a market failure, market failure theory
can be relied upon to provide an optimal solution in efficiency terms, but
where it does not, or where the underlying objective is distribution or
cohesion related, then government failure theory provides a means to test

the nature of the intervention in terms of its efficacy.?’

In order to assess the strictness of disapplication review from an economic
perspective, it has been necessary to draw on some of the main insights
provided by government failure scholarship adapted to the mechanics of
Article 106(2). That is because in contrast to market failure, the forms of
which can be directly deployed for SGEI verification, government failure
scholarship is more diffuse with less particularity as to its instances.?!
Despite that, the experience from State aid, and in particular, the theoretical
underpinnings of the Refined Economic Approach provide an example of a
very closely related field where a concern to prevent and mitigate
government failure was manifest. Bearing this in mind, and considering the
peculiar government failures to which SGEI design and delivery may be
prone, this research tests the strictness of disapplication review across three

main parameters: transparency and proof, necessity and proportionality, and

2 In this thesis, ‘efficacy’ refers to how well an intervention meets its objective while minimising the resources
consumed.
2 As a result, it is questionable whether government failure constitutes a unitary ‘theory’.
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efficiency. That analysis is undertaken for three time phases that are

demarcated by the judgments in Corbeau and Altmark.

C. Elements

In order to convey the development of the overall argument, the following is

a summary of the contents of the following chapters.

Chapter 1: The Contestation and Indeterminacy of Article 106(2). This
chapter introduces the operation of Article 106(2), outlines the constitutional
changes that have impacted on it, together with their drivers, and considers
certain accounts of the provision. It is an internal account of Article 106(2).
The first element is a synopsis of its operation directed at revealing key
facets of its indeterminacy. The second element of the chapter is a
consideration of the wider political and constitutional context impacting on
Article 106(2). In particular, it identifies the Commission’s initial deployment
of Article 106(3) in the 1990s to impose liberalisation in telecommunications
as having initiated an enduring political controversy. Partly in response,
Commission initiatives have popularised the framing of SGEI claims around
what will be referred to as ‘stylised delivery characteristics’ such as
universality and continuity. Constitutional change has also prompted the
emergence of the “‘manifest error’ test as the applicable standard for review
of SGEI claims. The manifest error standard is variable, and its drivers
obscure. Occasionally, it has given rise to highly problematic second-
guessing of sensitive distributional objectives pursued by the Member
States.?? The third element of the chapter concerns relevant conceptual
accounts of Article 106(2) touching on the principal research questions. On
the positive side, they tend to be confined to either the issue of SGEI
qualification, or alternatively, the necessity and proportionality analysis.
Given its prominence, Sauter and Schepel’s pre-emption driven account of

proportionality is given extended consideration. In overall terms,

2 This has occurred most prominently with respect to the issue of social housing, which is considered in Chapter 1.
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considering the contestation and volatility of Article 106(2), serious doubts

arise as to its capacity to operate as a central Treaty mediating mechanism.

Chapter 2: A Most Contingent Exemption. This chapter is primarily an
external account of Article 106(2). It introduces the concept of contingency
and demonstrates its ubiquity. Contingency is an overall description of the
different ways in which Article 106(2) is bypassed, even when SGEI claims
are either directly implicated or viable. Its manifestations are presented in
three broad situations. The first concerns the extent to which Article 106(2)’s
natural territory is contested ratione materige. That is through a number of
tiltering techniques pioneered by the Court of Justice, namely the public
authority and solidarity exceptions to the concept of an undertaking. The
second strand of the demonstration of contingency concerns the interaction
of Article 106(2) with the free movement rules, and in particular, their
implicit and explicit derogation mechanisms. It reveals a marked preference
for using those mechanisms instead of Article 106(2). The third instance of
contingency concerns the problematic relationship between Article 106(2)
and Article 107. Ultimately, Article 106(2) has been subordinated to the
system of State aid control, while more generally, Altmark represents a
version of Article 106(2) by proxy. In summary, Article 106(2) is shown not
to be the central provision for the reconciliation of fundamental Treaty rules

and the pursuit of general interest objectives that it appears it could be.

Chapter 3: The Case for Using Market and Government Failure to Test the
Strictness of Article 106(2). This chapter proposes the development of a
new understanding of Article 106(2) by interrogating it from an economics-
informed perspective. Recourse to market failure under Article 106(2) is
justified because it is concerned with deciding when and to what extent
some of the most important rules underpinning an open market economic
system should be suspended. The nature of market failure, its forms and its
self-contained remedies for their identification are explored. Separately,
consideration is given to how orthodox understandings of market failure
treat it as constrained to the resolution of efficiency related problems only.

Given that market failure is at most a partial account of the range of
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permissible general interests under Article 106(2), it is not an adequate
framework for the interrogation of disapplication review. For that purpose, it
is proposed to rely on government failure. Government failure is mainly
concerned with the nature and causes of sub-optimal intervention (in terms
of efficacy) by governments in markets.? For the reasons outlined in Section
B, government failure scholarship is adapted for testing purposes in light of
the peculiarities of SGEIs. Given that strictness is a relative concept,
disapplication review will be tested over three phases delineated by the

judgments in Corbeau and Altmark.

Chapter 4: SGEI Verification and Market Failure. In this chapter the
strictness of SGEI verification is tested using the concept of market failure in
three fields. That is undertaken across telecommunications, environmental
protection and broadcasting. These have been selected because of their
particular susceptibility to different types of market failure. Despite that, the
record of deploying market failure in these sectors is shown to be very
mixed. In telecommunications, recourse to market failure analysis under
Article 106(2) for traditional universal service obligations is thin. While
market failures have been relied upon with respect to public support for
broadband investment, in a separate demonstration of Article 106(2)’s
contingency, that reliance has occurred under Article 107(3)(c).?* By contrast,
environmental protection reveals the efficacy of market failure analysis at
penetrating stylised SGEI claims. Separately, it suggests the potential for
SGEI qualification based on more diffuse public benefits. Completing the
testing of SGEI verification is an assessment of the role of market failure in
the field of broadcasting. Even though Article 106(2) is operative with
respect to public service broadcasting, its qualification by a protocol attached
to the Amsterdam Treaty appears to be taken to preclude a market
counterfactual, even as a reference point for SGEI dimensioning. Separately,
there has been robust recourse to market failure concepts with respect to

digitalisation. Despite material variability, overall, the fields reviewed

3 See Winston, Government Failure versus Market Failure, 2006, p.2-3, “Government failure then arises when
government has created inefficiencies because it should not have intervened (in the market) in the first place, or
when it could have solved a given problem or set of problems more efficiently, that is, by generating greater net
benefits.”

% As is demonstrated, that appears to lead to the permissible SGEI for broadband provision being highly restrictive.
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suggest the viability of using market failure to negate certain SGEI claims. In

those situations, manifest error control appears to be very strict.

Chapter 5: Disapplication Review and Government Failure. In this chapter
the strictness of disapplication review is tested over three time periods using
the concept of government failure. The focus of the analysis is on the extent
to which the Commission and the EU Courts prevent or mitigate
government failures concerning SGEIs by recourse to Article 106(2). In line
with the division of analytical tasks between market failure and government
failure proposed in Chapter 3, this chapter is focused on the need for and the
extent of the disapplication of Treaty rules in order to sustain an SGEL
Overall, a significant amount of government failure is tolerated in
disapplication review. Despite that, the position is variable over time, with
three distinct phases discernible. Initially, while the Court of Justice’s
insistence on Article 106(2) as a strict exception may have been too simplistic,
it had the effect of reducing the potential for government failure. In the
second phase, beginning with Corbeau, the Court’s resolution effectively
collapsed when it was confronted with SGEls implicating important
distributional objectives. Greater instances of government failure were
tolerated. The third phase, beginning with Altmark and still continuing is
more mixed with an accumulation of second phase precedent, offset, to some
degree, by post-Altmark legislative interventions. It is characterised by a
general re-orientation of Article 106(2) in mitigation of government failure, at

least for PSOs.

D. Synthesis and Proposals

This thesis aims to give fresh insight into the operation of Article 106(2). It
does so by means of a combination of legal and economic analysis. While the
indeterminacy of Article 106(2) has been a well-documented feature of
Article 106(2), this thesis seeks to better the understanding of that
phenomenon through the establishment of linkages to its political

contestation and ultimately, constitutional changes. With the exception of the
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Public Service Broadcasting Protocol, in very forensic terms, those changes
have been inconclusive.?> Nevertheless, they have had a meaningful impact
on the application of Article 106(2), ultimately leading to the adoption of the
manifest error test for SGEI qualification. Closely related to that, the
understanding of the operation of Article 106(2) as contingent is presented as
a new understanding of the provision, in the process casting considerable
doubt on the assertion that Article 106(2) is the central Treaty mediating
mechanism for SGEI claims. It is a mechanism for the resolution of certain
SGEI claims, but it has been shown not to be the mediating mechanism that

it could be capable of being.

The deployment of economic analysis to understand Article 106(2) and in
particular, to gauge its strictness is presented as a significant innovation.
Previously, suggestions have been made that Article 106(2) might benefit
from deploying the concept of market failure, but until now, neither has its
essentials been investigated nor its deployment undertaken on a systematic
basis. The complementarity of market failure and government failure and
the analytical necessity of distinguishing between SGEI verification and
disapplication review has allowed for a more careful dissection of Article
106(2)’s strictness than could have been achieved based on solely legal
analysis. Moreover, the temporal analysis of disapplication review permits
the elucidation of a general trend, an important consideration given the
relativity of strictness as a concept. Overall, this research underlines the

importance of prescriptiveness if Article 106(2) is to be applied strictly.

Through the analysis of SGEI verification using the prism of market failure
in particular, there is much that is revealed about the nature of manifest
error review. Manifest error control of market failure claims is demonstrated
to be strict, but incidentally, so too is Commission supervision of
distributional and cohesional goals in certain situations. While the problem
of legitimacy may not be very acute with respect to the verification of market
failures, it is undeniably strong with respect to distributional goals in

particular.

25 0J 1997 C 340, p.109
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Separately, and without questioning the variety of general interests that are
capable of giving rise to valid SGEI claims, this research highlights the acute
difficulties that arise concerning the nature of disapplication review, and in
particular, the appropriate proportionality standard. There is in that regard
something of a trade-off between centrality and strictness. While this thesis
focuses on the manifestations of contingency, it is difficult to resist the
conclusion that an important underlying driver of that phenomenon has
been doubt and uncertainty as to the appropriate form of disapplication
review. As a result, a simple formula intended to achieve centrality while
ordaining across the board strictness is likely to be elusive. In any event,

much of the contingency of Article 106(2) is probably irreversible.

In the light of those constraints, this thesis makes a limited number of
suggestions concerning the deployment of Article 106(2), which are
principally directed at clarity and consistency. The first is a proposal that the
Commission should clarify the nature of manifest error control given what is
revealed by this research. While the Commission may prefer to hang back,
unless the standard is the subject of systematic clarification, it risks being
perceived to be arbitrary. Second, a market counterfactual is suggested as the
benchmark for all SGEI claims. While the general interests may be
untrammelled, qualification as an SGEI should be linked to a material
departure from actual or sufficiently prospective market outcomes. Third,
and in the only instance of greater strictness being advocated in the
application of Article 106(2), it is proposed that the scrutiny of the grant of
new special or exclusive rights underpinned by an SGEI be much more
rigorous. Overall, centrality and strictness may be elusive and perhaps even
mutually exclusive, but greater clarity and coherence are realisable

objectives.
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Chapter 1
The Contestation and Indeterminacy of Article 106(2)

A. Introduction

Article 106(2) is an enigma. On the one hand, it is said to be an indispensable
mediation mechanism between market and non-market objectives.?6 On the
other hand, in respect of the qualification of activities as SGEIs, the General
Court has declared that there are no controlling principles.?” Overlaying its
application, there have been serious political difficulties and consequential
constitutional changes. The operation of Article 106(2) is incendiary in
nature, and as one commentator has put it, difficulties have been

encountered at almost every turn.?8

This chapter provides a summary account of the mechanics of Article 106(2),
establishes the wider political and constitutional context, and considers
certain academic accounts of the exemption. In overall terms, this chapter
explores the indeterminacy of Article 106(2) as driven by its political
contestation. That goes to the core of a consideration of whether Article
106(2) is capable of operating as the central mediating mechanism for SGEI
claims. A distinguishing characteristic of Article 106(2) among the other
competition-related rules has been the enduring political contestation of its
operation. Although the intensity of that debate has not produced significant
legal change, there have been material constitutional adjustments, as well as
subtle but significant changes to the application of Article 106(2) in particular
contexts. These have not necessarily enhanced the clarity or coherence of the
provision. As a result, the operation of Article 106(2) defies ready systematic
explanation and exhibits significant incoherence. That has presented
considerable challenges for the development of comprehensive academic

accounts of its operation.

2 See AG Léger in Altmark
7 T-289/03 BUPA, §165
2 (Ross, 2000), p.23
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The elements of this chapter are as follows. In section B, the essential
elements of Article 106(2) are set out in summary terms. Two issues in
particular are prominent, the first being the nature of control over the
general interests capable of falling under Article 106(2), and the second being
the nature of proportionality review. With respect to the first issue, in
superficial terms, that may be regarded as having been resolved by the
adoption of the manifest error standard, but as will be considered separately,
that is an opaque test, with the true nature of the underlying control
remaining unexplained for the moment. The position with respect to
proportionality review displays similar indeterminacy, with on-going
uncertainty as to whether it can or should operate on the basis of least
restrictive means, or indeed whether there is a definite requirement for

proportionality review under Article 106(2).

In section C consideration is given to the wider and political, constitutional
and administrative landscape on which SGEIs have been a principal point of
contention for some time. None of that contestation is too surprising given
the nature of many of the legal controversies falling within Article 106(2),
and in particular, the preponderance of distributional interventions. The
Commission’s use of Article 106(3) to liberalise telecommunications began
more than a decade of political debate and institutional manoeuvring
resulting in a number of specific but indeterminate constitutional changes.
For its part, fearing legislative or constitutional weakening of Article 106(2),
the Commission sought to give comfort to the Member States through a
seemingly more pliable approach to SGEI qualification. That led to the
increasing formalisation of SGEIs around stylised delivery characteristics. In
addition, the Commission confirmed that its control over SGEI qualification
was based on supervision for manifest error. As will be explored, although
that supervision standard is referred to as “marginal’, in some instances it is

highly interventionist.

In section D relevant conceptual accounts of Article 106(2) are considered.
This is not intended to be an exhaustive critique of the voluminous legal

literature in the field. Instead, the focus is on overarching explanations of
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Article 106(2) bearing on its clarity and coherence that assist with answering
the two principal research questions. In particular, it considers accounts of
how services qualify as SGEIs, and separately, scholarship exploring the
proportionality test under Article 106(2). With respect to the identification of
SGEls, there has been countervailing emphasis on the necessarily open-
ended nature of the concept and as against that, a suggestion of limitations
based on certain stylised delivery characteristics. By contrast, proportionality
review has been more systematically treated, with Sauter and Schepel’s
prominent contribution of a pre-emption driven account. Although offering
valuable insight, ultimately, this is shown not to be a complete explanation
of proportionality review. Overall, despite their ingenuity, the various
accounts of Article 106(2), which in any event have been developed for
different purposes, do not offer comprehensive answers to the principal

research questions.

In section E, the preceding analysis of contestation and indeterminacy of
Article 106(2) is summarised. Any Treaty provision hobbled in this way is in
danger of being by-passed, especially if there are alternative means of

disposing of cases where SGEIs are implicated.

B. Elements of Article 106(2) and Underlying Challenges

1. Introduction

In this section the broad mechanics of Article 106(2) are explored in outline.
It begins with a brief consideration of Article 106(2) within the wider scheme
of Article 106. That is followed by an overview of the major challenges and
issues presented by the five principal tests incorporated into the provision,
namely, the requirement for an SGEI, entrustment, necessity, proportionality
and finally, a consideration of the effects on the development of trade.?” SGEI

verification and disapplication review are each the subject of extended

® See AG's Léger summary of the six tests (including the requirement for an “undertaking’) in his opinion in C-
309/99 Wouters, §157.
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consideration in Chapter 4 and 5, respectively, and as such, what follows is a

distillation of the essential workings of Article 106(2).

2. The Mechanics of Article 106(2)

Article 106(2) is simply one component of a tripartite system of rules
incorporated in Article 106 concerning the participation and regulation by
the Member States of interventions in their economies with respect to the
pursuit of commercial activities. In respect of public undertakings or holders
of special or exclusive rights, Article 106(1) specifically prohibits the
maintenance in force or adoption of ‘measures’ in contravention of the
Treaty rules. While generally affirming the applicability of all the Treaty
rules, and in particular, the competition rules, Article 106(2) makes provision
for the suspension of those rules in the event that their application would
obstruct the provision of an SGEI. That is subject to the development of trade
criterion. Article 106(2) is stated only to apply to undertakings providing an
SGEI or operating a revenue producing monopoly. Rounding off Article 106,
Article 106(3) confers the Commission with a power of implementation
through the adoption of decisions and directives addressed to the Member

States.

Situated as they are within the same Treaty article, it might be assumed that
Article 106(1) and 106(2) would operate as natural companion provisions, or
in more elementary terms, a simple rule and exception mechanism. Their
interaction is, however, more complicated than that, partly through the
asymmetric nature of the provisions, and by reason of the challenges
inherent in interpreting each on its own, quite apart from the difficulties
posed and controversies engendered by a composite reading.3’ Article 106(1)
and Article 106(2) are not aligned given that they are not expressed to apply
to either the same entities or activities. There is, therefore, a seeming
mismatch between Article 106(1) and Article 106(2), although in practice
there is a significant amount of overlap given that historically public

undertakings and special and exclusive rights holders were often SGEI

3% A composite reading has been deployed by the Court on a number of occasions, most notably, in C-320/91
Corbeau, §§12-13.
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providers. Nevertheless, it will be apparent that Article 106(1) and Article
106(2) cannot be characterised as a simple rule and exception. Adding to the
idiosyncrasy of Article 106, Article 106(3) incorporates a significant
derogation from the wusual enactment processes by conferring the
Commission with the legal power to unilaterally adopt legislation. As will be
considered in Section C, recourse to that power has had a significant impact

on the shaping of Article 106(2).

3. Elements of Article 106(2)

a) The Existence of an SGEI

On its face, the task of interpreting Article 106(2), and in particular the
concept of SGEI appears to be similar to the challenge faced by the Court
when interpreting the concept of ‘State aid” in Article 107 or the term
‘“undertaking’ as the lynchpin concept for the Treaty rules on competition.
There is, however, a particular challenge presented by Article 106(2) given
that the term ‘general economic interest’ is inherently open-ended.?! As a
matter of practicality, Member States are usually responsible for the
organisation of public services that frequently qualify as SGEIs. In addition,
the concept is necessarily dynamic giving evolving social, economic and
technological conditions.?? SGEI policy may exhibit preferences that are
unique to certain Member States, in particular concerning the achievement of
distributional or cohesion objectives. As such, arguments for a ‘national” or
‘communautaire’ approach to the concept of SGEI appear to be finely
balanced.3® While the communautaire approach to SGEI definition has never
been in the ascendancy, it has been necessary to stipulate at least some

minimal level of control over Member State SGEI claims. That has taken the

31 There are some parallels between this question and the issue in US constitutional law about whether activity is
sufficiently affected by a public interest so as to justify certain kinds of intervention. See in that regard, Munn v
Illinois 94 U.S. 113 (1876), pp.126-127, which relies on old English precedent as to whether a matter is exclusively
one juris privati. Interestingly, in that case the Court’s underlying concern appeared to relate to the possible exercise
of market power. That was regarded as a sufficient public interest to avoid a taking claim with respect to property
rights. US law, however, recognises a distinction between classic police powers (which significantly, is taken to
include licensing and authorisation) and other regulatory interventions, including price regulation, which in the
Lochner era were more at risk of invalidation. See Lochner v. New York, 198 U.S. 45 (1905). Subsequently, that position
was significantly diluted post-New Deal.

32 C-18/88 GB-Inno-BM [1991] ECR 1-5941, §16

3 Buendia Sierra argues that the tension between the ‘national” and ‘communautaire” approaches to SGEI definition
is more notional than real, while noting a pronounced tendency on the part of the European Courts to
accommodate Member State claims with respect to the existence of SGEIs. See Buendia Sierra, Exclusive Rights and
State Monopolies under EC Law, 2000, pp.279-283
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form of the manifest error test.3* The challenge is that to be meaningful, that
test needs to have some substantive content, in respect of which neither the
Commission nor the European Courts have been forthcoming. Given its
importance, and despite its seeming indeterminacy, the manifest error test is

the subject of separate consideration in Section C below.

In line with the open-ended nature of the general interest capable of
qualification under Article 106(2), there has been little judicial guidance as to
the essential attributes of an SGEI. Writing in 1999 Hancher maintained that
the Court has never offered a general definition, and prefers a “casuistic
approach”, a position that has not changed all that much since then.%
Exceptionally, the Court’s 1991 judgment in Porto di Genova hints at a
possible market failure perspective informing its approach to SGEI claims.3¢
The context was a dispute over the allocation of exclusive loading and
unloading rights for cargo at that port, which was argued to be an SGEI. The
Court rejected the claim summarily on the basis that this activity did not
“exhibit special characteristics as compared with the general economic
interest of other economic activities...”.3” In conventional terms Porto di
Genova might also be understood as referring to activity that on account of a
particular regulatory overlay, for example a requirement of service provision
on uniform terms, qualifies as an SGEI. Alternatively, in referring to special
characteristics of dock services, the Court may have also been alluding to the
lack of inherent market failures in that activity. Despite regular use in
subsequent case law, the Court’s pithy comparison in Porto di Genova has not

been elaborated upon.3

Part of the reason for the Court not having expanded upon the meaning of
‘special characteristics’ can be understood on the basis that in many cases the
acknowledgement of a particular intervention as being in the general interest

may be a costless concession on the part of the Commission or the European

3 This it should be noted is the standard applied by the Commission to Member State SGEI claims in the context of
State aid assessment. While subsequent review by the General Court of those decisions is also on the basis of that
standard, in practice, that review needs to be fuller if it is to be meaningful.

3 Hancher, Community State, State, and Market in Craig and de Burca (edits.), The Evolution of EU Law, 1999, p.726
36 C-179/90 Porto di Genova [1991] ECR 1-5889

% ibid., §27

3 See for example, C-266/96 Corsica Ferries France [1998] ECR 1-3949, §45; T-157/01 Danske Busvognmend [2004] ECR
11917, §84; C-1/12 OTOC, ECLI:EU:C:2013:127, §105.
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Courts. An agnostic, or at least accommodating approach to SGEI
qualification may appear to be justified, especially in those cases where by
reason of the lack of entrustment, Article 106(2) is ultimately found not to
apply. Separately, both the Commission and the European Courts may
prefer to concentrate scrutiny on the questions of necessity and
proportionality. There are, however, significant dangers inherent in such an
approach, not least since those tests are not as such concerned with verifying
the existence or extent of an SGEIL.3 As a result, a distortion of competition
may be permitted to some extent, even when there is no justification

whatsoever for such an approach.

Finally, over time, the Court of Justice has also pioneered an approach to
SGEI qualification based on the delivery of sufficient “public’ benefits,
classically fulfilled by the making available of services on a ubiquitous basis.
It entails that a generally identifiable portion of the population can avail of
the SGEI. It reached its apotheosis in telecommunications in the form of
Universal Service Obligations (USOs), typically comprising the provision of
a basic level of service on a national basis subject to uniform terms. Despite
that, and in the face of arguments that public benefits must be national in
scope, both the Commission and the General Court in particular have sought
to move away from a blanket universality requirement. As a result, the
Commission has emphasised that an SGEI claim is perfectly viable, even
where the service in question is local or regional.? There does, however,
appear to be a minimum requirement as to standardised availability within
the intended class of beneficiaries. That is reflected in the judgment of the
General Court in BUPA, where it emphasised that all insurers were under a
general obligation to contract, subject to meeting minimum benefit
requirements.#! As a result, it did not matter that only half of the population

availed of cover.42

3 See (Buendia Sierra, 2000), p.280

40 This stems necessarily from the recognition of the role of local and regional governments in organising SGEIs
within their functional areas. See White Paper on Services of General Interest, COM(2004) 374 final of 12.05.2004,
section 2.3,3.1,4.2

41 T-289/03 BUPA, §§163,172. See, however, Section D below for a consideration of whether there are core minima
for an SGEI to arise.

22 ibid., §§186-187
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b) Entrustment With Particular Tasks

The formal requirement, namely that there be an act of public authority, is
evidential in nature, since it assists with the isolation of particular tasks.3
Marenco has maintained that “[tlhe word ‘entrusted’ further restricts the
scope of the exception in so far as it requires that the Member States
concerned should have mandated the undertaking for the operation of the
service, in order to achieve specific results.”#* Interpreted in this way, the key
features of entrustment are specificity and compulsion brought about
through an act of public authority. Constraining these requirements is the
fact that SGEI organisation is the product of complex political, institutional
and historical considerations. The modern regulatory state operates in a
myriad of different ways, with responsibility for SGEI organisation
frequently undertaken at different levels of government, and with many
SGEIs organised locally.#> In the light of that reality, both the Commission
and the Court of Justice have approached the requirement for an act of
public authority pragmatically, provided that the public authority is acting
in an official capacity.4¢ In its judgment in the Electricity and Gas Cases, the
Court confirmed that neither legislation nor regulation was required for

entrustment to be valid.4”

Given the variety of governance models underpinning SGEI organisation,
there are also very significant limitations on the ability of EU law to
supervise the steps leading to entrustment. Consistent with that, the General
Court has taken a pragmatic view of the iterative process that is likely to
underpin entrustment. That is best represented by its judgment in Fred Olsen
in 2002.48 There, the General Court refused to accept claims that entrustment
had not been properly undertaken simply because the SGEI had its origins in
a proposal from the entity subsequently selected as the service provider. The
General Court reasoned that since the entrusted undertaking had (by

necessity) to agree to be bound by the concession, it was unavoidably

% The requirement for an act of public authority was first stipulated in C-127/73 BRT v SABAM 11, §20

# Marenco, Public Sector and Community Law, CMLR 20: 495-527, p.517

45 See Services of General Interest in Europe, Communication from the Commission, COM(96) 443 final, §9.
4 See (Buendia Sierra, 2014), p.851

47 See among them, C-159/94 Commission v France, §66.

48 'T-17/02 Fred Olsen
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involved in the entrustment process. That did not mean that there was no
longer an underlying public act.#® The limited potential for penetrating the
process behind entrustment is also apparent in light of the requirement put
in place in the post-Altmark SGEI packages. Under the 2011 SGEI
Framework, Member States are simply ‘encouraged” to consult widely with

respect to the formulation of the SGEI mission.50

Instead of focusing on the entrustment process or taking a rigid view of the
subsequent evidential act, a principal concern under EU law has been on the
verification of compulsion. As a result, both the Commission and the Court
have ruled out mere approval or authorisation of specific activities as
amounting to entrustment.5! In GVL the Court emphasised the nature of
supervision as decisive.5? While the entrustment criterion was also the
subject of extended debate before the General Court in BUPA, one of its
conclusions, namely that sectoral legislation was capable of amounting to
entrustment is hardly controversial, even if that entailed some implicit

rowing back on the position going back to GVL.53

c¢) Necessity

The use of the word ‘obstruct’ serves as the touchstone for determining the
degree of incompatibility that must arise between the application of those
rules and provision of a particular SGEI. As such, this is interpreted as the
necessity test under Article 106(2).5* Under its terms, Treaty rules may only
be set aside “in so far’ as this is necessary, a phrase that seems to incorporate
a proportionality standard. The difficulty of separating necessity and
proportionality review stems from the fact that necessity review involves a
consideration of the requirement for a given intervention. By contrast
proportionality review may identify a number of alternatives, each of which
may be said to be necessary in a ‘but for’ sense (i.e. without it the SGEI

would go unfulfilled), but where the distortive effects are very different. As

# ibid., §188

5 European Union Framework for State Aid in the Form of Public Service Compensation, (2012/C8/03), §12

51 Commission Decision 85/77/EEC, Uniform Eurocheques, OJ 1985 L35/43, §29

52 C-7/82 GVL [1983] ECR 483, §41. This upheld Commission Decision 81/1030/EEC

5 T-289/03 BUPA, §177-179

5 See for example the opinion of AG Léger in C-438/02 Hanner [2005] ECR 1-4551, §140-141, where he locates the
necessity test in the use of the word ‘obstruct’ in Article 106(2) and the proportionality test in the words ‘in so far
as’.
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a result, the question of necessity is always means specific, even if that is not

always apparent in the deployment of Article 106(2).

The critical challenge presented by the necessity test is the degree of
jeopardy that must be encountered by the SGEI provider in the fulfilment of
the particular tasks that are assigned to it before the disapplication of other
Treaty rules is regarded as warranted. The difficulty of the assessment is
exemplified by the Electricity and Gas Cases.>> These were enforcement
proceedings against the Netherlands, Italy, France and Spain concerning
exclusive production, import and export rights for electricity, and in one
case, gas. The Court held that it would be sufficient to show that without the
measures at issue, it would not be possible for the incumbents to perform the
particular tasks assigned to them.*That did not entail proving that without
the contested measure they would not be viable.” The Commission had
argued that the defendants needed to demonstrate some type of financial

imperilment absent the contested bans or less restrictive alternatives.58

It will be apparent that ultimately questions of necessity turn on complex
financial assessments. Stated otherwise, the obstruction test is only capable
of very rigorous deployment where reliable evidence gives the reviewing
institution the necessary confidence that the effect of its intervention will not
materially impact underlying SGEI provision. SGEIs are often important
public services where an exacting assessment of necessity may be regarded
as possibly compromising the continuity of essential services. That risk may
have been a very significant subtext to the judgments of the Court of Justice
in the Electricity and Gas Cases. These issues are considered further in

Chapters 3 and 5.

d) Proportionality

The proportionality element of Article 106(2) is reflected in the words “in so

far as’ since it is specified that the competition and other Treaty rules should

55 C-157/94 Commission v Netherlands [1997] ECR 1-5699, C-158/94 Commission v Italy [1997] ECR 1-5789, C-159/94
Commission v France [1997] ECR 1-5815, C-160/94 Commission v Spain [1997] ECR 1-5851

56 C-159/94 Commission v France, §95

% ibid., §52

58 §93. With the benefit of hindsight, this was both unnecessary and unwise, especially considering likely judicial
concern as to whether continuity of supply might be affected by striking down the national monopolies.
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only be displaced to the extent that it is necessary for the performance of the
particular tasks.> In the opinion of former Competition Commissioner Karel
Van Miert, proportionality review is usually the single most important issue
in SGEI cases.®® The express language of Article 106(2) appears to make
some type of proportionality review inevitable, with debate focused on
whether the standard is the same as for free movement or is sui generis.
Consistent with that, Buendia Sierra has advanced the case for a global
proportionality standard identical to that operating in the context of free
movement, but with less rigorous scrutiny of special or exclusive rights.¢* By
contrast, advancing a provocative but distinctly minority viewpoint,
Baquereo Cruz has questioned whether proportionality review is actually a
prerequisite of Article 106(2) scrutiny in all cases.®? He characterise the
exemption as more of an ‘on-off switch” and disapproves of any reflexive
attribution of standard necessity and proportionality controls to its
operation. Despite that, the case law evidences the existence of a distinct
proportionality requirement, in the sense of focusing on alternative means,
although as will be explored in detail in Chapter 5, there are many instances
where proportionality review is missing from the Article 106(2) analysis.
Based on those cases where proportionality review is at least referred to,
there appears to be at least two standards. One of these is predicated on the
adoption of the least restrictive means.®® The alternative does not require
this, provided that a selection is made among reasonable alternatives and as

a result is not manifestly disproportionate.

An example of the least restrictive means approach is Dusseldorp.%* There, the
Court of Justice condemned an export restriction for waste recovery as

disproportionate. The context was the operation by the Netherlands of a

% Van Bael & Bellis suggest that the literal wording of the provision supports a construction that something beyond
mere necessity (i.e., without the measure at issue would the SGEI be assured) but that the nature of the extra
element is context specific. See Competition Law of the European Union, 2010, pp.940-942.

6 According to former Competition Commissioner Karel Van Miert, “Le probleme de I'article [106(2] du traité, s'il
existe, est celui du controle de la proportionalité des moyens utilisés par les Etats membres ou par les entreprises pour assurer
leur missions du intérét général. La définition de ces missions n'a presque jamais fait I'objet de controverses”. Reproduced in
(Sauter & Schepel 2007) from the original, Les mission d’interet general et l'article 90§2 du Traité CE dans la
politique de la Commission' (1997) 2 1l diritto dell’economia 277, pp.280-281

61 See (Buendia Sierra, 2014), pp.854-864.

©Baquero Cruz, Beyond Competition: services of General Interest and European Community Law, in de Burca, EU
Law and the Welfare State: In Search of Solidarity, 2005, pp.195-196

6 See (Buendjia Sierra, 2000), pp.303-304.

64C-203/96 Dusseldorp [1998] ECR 1-4075
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system restricting the export of oil-related waste products to other Member
States against a backdrop of significant EU legislation. The Dutch authorities
prohibited the export of oil filters for recovery unless it was demonstrated
that the destination country operated more technically advanced facilities.
They argued that the operation of a dedicated facility to handle this waste
was an SGEI This they claimed made it necessary to guarantee it a stable
supply of waste fuel thereby justifying a highly restrictive regime for
exports. The Court held that Article 106(2) could only apply if “without the
contested measure, the undertaking in question would be unable to carry out
the task assigned to it.”®® In doing so, the Court expressly adopted the
observations made by Advocate General Jacobs to the effect that it needed to
be shown “to the satisfaction of the national court that the objective cannot
be achieved equally well by other means.”®® More recently, in Hanner and
relying on Dusseldorp, Advocate General Léger asserted that the least
restrictive means must be deployed for the purposes of proportionality

review under Article 106(2).”

Despite the Court of Justice’s seeming insistence on less restrictive
alternatives in Dusseldorp, on other occasions it has taken a deferential stance,
even when presented with evidence that less restrictive alternatives may
have achieved the general interest objective. That, for example, was the
position in Albany, which concerned the provision of supplemental insurance
cover in respect of which affiliation to designated sectoral funds had been
made compulsory.®® There, Advocate General Jacobs drew attention to
evidence suggesting that in other sectors, general interest objectives akin to
those imposed on the fund in Albany were being fulfilled on the basis of
managed competition as opposed to the conferral of exclusive rights.®® By

contrast, in deferring to the means chosen, the Court emphasised the

6 ibid., §67

6 Opinion of 23 October 1997, §108

67 C-438/02 Hanner [2005], Opinion of 25 May 2004, §157

68 C-67/96 Albany [1997] ECR 1-5751

% Opinion of AG Jacobs in Joined Cases C-67/96 Albany; C-115/97 Brentjens [1999] ECR 1-6025; and, C-219/97
Drijvede Bokken [1999] ECR 1-6121 of 28 January 1999, §432

38



measure of discretion that the Member States had with respect to the

operation of their social security systems.”?

Given that proportionality appears to unavoidably entail a consideration of
alternatives, it presents courts with a considerable challenge. The
Commission lost the Electricity and Gas Cases mainly because although it
suggested the possibility of alternatives it did not substantiate them in a way
that persuaded the Court of Justice that the evidential burden had switched
back to the Member States. Unsurprisingly, the challenge of explaining the
operation of proportionality review under Article 106(2) has attracted
considerable scholarship. The most prominent of those accounts is that
provided by Sauter and Schepel in the form of their pre-emption driven
explanation of the phenomenon.”! Its attraction lies in its seeming
rationalisation of the basis on which the Court elects for strict
proportionality review. Given its significance, it is the subject of extended

consideration in Section D below.

e) The Effect on the Development of Trade

The second sentence of Article 106(2) provides that ‘the development of
trade must not be affected to such an extent as would be contrary to the
interests of the Union.” Leaving aside the difficulty of interpreting this
sentence, there appears to be an in-built conflict between it and the first
sentence of Article 106(2).7> The latter is concerned with identifying to what
extent Treaty rules, including those affecting trade, need to be curtailed in
order to sustain a particular SGEI. If that determination is made, it is difficult
to see what useful purpose is served by the final sentence of Article 106(2).
Contrary to that, if it serves a distinct purposes then that is not very
apparent. As will be considered in Chapter 2, it has been a very significant

factor in the determination of the direct effect of Article 106(2).73

In the Electricity and Gas Cases, the Court reprimanded the Commission for

having failed to outline how the development of trade might have been

70 ibid., §122

71 (Sauter & Schepel, 2007)

72 There is also the difficult issue of the impact of the second sentence on the direct effect of Article 106(2), which is
considered in Chapter 2. See in that regard a detailed consideration in (Buendia Sierra, 2000), pp.346-352.

73 See Section C.2.b
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affected by the impugned restrictions.” Since the judgments in the Electricity
and Gas Cases, there has been no real guidance on the meaning of the last
sentence of Article 106(2).”> As summarised by Advocate General Léger in
Wouters, several Advocates General have tried to give some sense of what is
entailed, but that has not gone much beyond indications that the curtailment
of Treaty rules should not have a “substantial effect on intra-Community
trade”.”¢ For its part however, occasionally, the Commission has deployed
the final sentence of Article 106(2) in a dynamic way, in particular, by
requiring the adjustment of mechanisms (for example reviewing the SGEI
against on-going market developments) as a condition of its approval of
State aid.”” Separately, the Commission has invoked the final sentence as
justification for making non-compliance with secondary law lead to State aid
being denied the benefit of Article 106(2).”8 In overall terms, the uncertainty
as to the substantive content of the second sentence of Article 106(2) simply

adds to the overall indeterminacy of the provision.

4. Summary

Although this section is only a synopsis of elements of Article 106(2) and of
some of the underlying issues, the undercurrents of volatility and
uncertainty will be apparent. Nowhere is this clearer than in the tussle over
supremacy in SGEI qualification. Taking the competence of the Member
State to define SGEIs as a given, the critical issue is the subsequent
supervision at EU level. The Porto di Genova “special characteristic’ formula
has never been advanced into a comprehensive account of SGEIs. Adding to
the seemingly unstable nature of Article 106(2), the strictness of the necessity
standard is in doubt. More prominently, the very existence of strict
proportionality review is questioned, and alternatively, even where it is
acknowledged, its intensity is both variable and disputed. Separately, the

meaning of the last sentence of Article 106(2) remains elusive and raises a

74 §111

75 It is elaborated upon in very general terms in Commission Decision 91/50/EEC Isselcentrale, §47. It was also
considered in BUPA, but only in a perfunctory way. See T-289/03 BUPA, §308.

76 C-309/99 Wouters, Opinion of AG Léger, sec. 166.

77 For example, Commission Decision 2002/149/EC, Corsica Ferries France, where the Commission stipulated that
the nature of the PSO obligations be reassessed (and likely reduced) in the light of the greater provision of
competing services. See §117 et seq.

78 See sections 18 and 19 of the 2011 SGEI Framework (2012/C8/03). Although this was published in 2012,
consistent with its title, this is referred to as the “2011 SGEI Framework’ throughout this thesis.
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fundamental question as to the necessary vantage point for the assessment of
the Union interest. In comparative terms, only the entrustment element of
the exemption appears to exhibit stability and coherence, but with the
distinction between entrustment and sectoral regulation remaining
problematic. Overall, the indeterminacy of Article 106(2) presents a
considerable challenge for any provision tendered as a central Treaty

mediating mechanism for SGEIs.

C. The Political, Constitutional, and Administrative

Battleground

1. Introduction

While the preceding section has identified critical points of indeterminacy
affecting Article 106(2), there is a wider political and constitutional context
driving their manifestation. Critical to contextualising the indeterminacy of
Article 106(2) is a consideration of the Commission’s use of its Article 106(3)
powers, the political debate that it triggered, and in turn the constitutional
change that came in its wake. No other competition related rule has been the
subject of such intense political and constitutional contestation. That, it will
be argued has shaped the application of Article 106(2) in subtle but
significant ways, including, most prominently, through the adoption of the

manifest error control standard.

2. The Article 106(3) Trigger

Under Article 106(3), the Commission is given the power to adopt directives
and decisions “where necessary” in order to give effect to the provisions of
Article 106, including Article 106(2). Crucially, that power is exercisable
without the formal involvement of either the Council or the European
Parliament. The Commission’s first use of its general legislative power under
Article 106(3) did not occur until 1980, when it adopted what came to be

referred to as the Transparency Directive.” Significantly, the Court of Justice

79 Directive 80/723/EEC
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rejected a challenge to the Commission recourse to Article 106(3). In
particular, it refused to treat the availability of the regular legislative process
as precluding recourse to that mechanism.8? As a result, the Commission was

given the green light to deploy Article 106(3) more ambitiously.

The first significant use of the Commission’s Article 106(3) powers in a way
that directly concerned Article 106(2) was to begin the liberalisation of the
telecommunications sector. That began with the adoption of Directive
88/301 on Terminal Equipment.8! The Terminal Directive forced the Member
State to end exclusive rights over the sale and connection of telephone
handsets. In recital 11 of the Terminal Equipment Directive, the Commission
had asserted, baldly, that Article 106(2) did not apply, and that in any event,
if it did, exclusive rights over equipment would not jeopardise universal
telecommunications networks. A challenge to this directive was also
unsuccessful. Rejecting the argument that the adoption of the Terminal
Equipment Directive was tantamount to findings of Treaty violation by the
Member States, the Court held that Article 106(3) permits the Commission to

“specify in general terms the obligations arising from Article [106(1)]”.82

Victory on the Terminal Directive emboldened the Commission to press
forward with the liberalisation of telecommunications services. That
endeavour was fraught with much greater risks. Unlike the case of
equipment, the Commission could not assume that the abolition of exclusive
rights would not have any impact on the ability of incumbents to continue
providing universal service. Most incumbents had highly unbalanced tariffs
with significant cost under-recovery for local calls being financed in part
through monopoly profits on international calling.®® Despite this, through
the Telecommunications Services Directive, the Commission decided that all

fixed services other than the provision of voice telephony should be

8 Joined Cases 188/80, 189/80 and 190/80, France, Italy and the UK v Commission [1982] ECR 2545.

81 C-202/88 France v Commission [1991] ECR 1-1223. For a detailed discussion of the constitutional issues at stake, see
Brothwood, The Court of Justice on Article 90 of the EEC Treaty, CMLR 20: 335-346 1983.

82 ibid., §17

8 For a review of this and other challenges faced by incumbents in the four largest Member States, see Thatcher, The
Europeanisation of Regulation - The Case of Telecommunications, EUI, Working Paper RSC No.99/22
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liberalised.84 Inevitably, several Member States brought a challenge. In
substance the Commission’s recourse to Article 106(3) was validated, yet
again.85 Subsequently, the Commission set a date for full liberalisation of 1

January 1998, subject to possible derogations.8¢

The political implications of the Commission’s actions in
telecommunications were significant. Dissenting Member States argued that,
by proceeding unilaterally, the Commission had acted in an anti-democratic
manner. Of special concern to the Member States must have been the
Commission’s implicit assessment of the burden of SGEI obligations for
incumbents, since that was the driver for determining the scope of exclusive
rights. Recourse to Article 106(3) to liberalise telecommunications had one
immediate and several long terms effects. The almost instant effect was the
Commission being forced to promise that it would not rely on its Article
106(3) power without extended dialogue with the Council and the Economic
and Social Committee.?” Some Member States took this as precluding further
reliance on Article 106(3) without their consent.38 The more enduring effect

was to focus intense political attention on the scope of Article 106(2).

Separately, and in what came to be a hugely significant decision, when
tackling electricity liberalisation, the Commission prioritised enforcement
proceedings rather than persevering with the adoption of a liberalising
Article 106(3) directive.?® Although the Commission initially proposed an
Article 106(3) directive to open up the electricity and gas sectors,

subsequently, it changed courses and instead presented this as a proposal for

8 Article 2 of Directive 90/388/EEC of 28 June 1990 on Competition in the Markets for Telecommunications
Services. At recital 22, the Commission indicated that during 1992 it would reconsider the need for any special or
exclusive rights.

8 C-271/90 Spain & others v Commission [1992] ECR I-5883. The Commission’s requirement for contractual
termination was struck down on the basis that there was no evidence as to how the Member States had required or
encouraged such arrangements. Its definition of special rights was invalidated because of its vagueness. See §25
and 31 respectively.

8 Directive 96/19 amending Directive 90/388/EEC with regard to the Implementation of Full Competition with
Respect to Telecommunications Markets

87 Described in the Commission’s XXVth Report on Competition Policy, 1995, §100

8 For a principal-agent comparison of the liberalisation of telecommunications and electricity, see Schmidt,
Commission Activism: Subsuming Telecommunications and Electricity under European Competition Law, Journal of
European Public Policy, 5:1, (2011) pp.169-184. Schmidt traces the compromise on consultative recourse to Article
106(3) to a December 1989 Council meeting at which Directives 90/388/EEC was agreed. See p.175.

8 Schimidt, supra, attributes the Commission’s comparative timidity in electricity to the less clear cut economic case
for liberalisation, political divisions within the Commission itself, and in the main, unified opposition from the
Member States, led by France.
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a Council Directive in February 1992.°0 In parallel, it brought enforcement
proceedings in the Electricity and Gas Cases against France, Spain, Italy, and
the Netherlands on the basis that import and export restrictions for
electricity and gas violated the free movement rules. The Commission’s
probable strategy was to use a legal victory or at least the prospect of it to set
the context for a political negotiation with the Council for the phased
opening up of the electricity sector. As referred to above, the Commission
lost the Electricity and Gas Cases, although France eventually led the Member
States to agree on a Council Directive before the handing down of judgments
in those cases.”! The outcome of the Electricity and Gas Cases only served to
demonstrate the onerous nature of the burden of proof on the Commission

in bringing forward evidence of the practicality of less restrictive means.

3. An Evolving Constitutional Position for SGEIs

Partly in response to the Commission’s recourse to Article 106(3), Article
106(2) has been the subject of a number of Treaty changes, reflecting the
underlying contestation of its application. A common feature of all of these
addenda is their oblique nature, with no direct amendments to Article 106(2)
as such, but instead, efforts to adjust its deployment through collateral and
often incoherent constitutional accretions. Nevertheless, those changes have
had a number of concrete effects, including sector specific adjustments to the
application of Article 106(2), the formalisation of SGEIs around stylised
delivery characteristics and most importantly, the emergence of the manifest

error standard for SGEI control.

a) Article 16 TEC introduced by the Treaty of Amsterdam

The first constitutional changes with respect to SGEIs came with the
introduction in the EC Treaty of a new Article 16, which became effective on
1 May 1999.2 It reveals greater sensitivity on the part of the Member States
to the role of Article 106(2) given their experience in both

% (Schmidt, 2011), p.177

91 Directive 96/92/EC

92 The Treaty of Amsterdam was signed on 2 October 1997 based on negotiations initiated at Messina on 2 June
1995. Judgments in the Electricity and Gas Cases were not handed down until 23 October 1997.
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telecommunications and electricity. Article 16 provided, without prejudice to

certain other Treaty provisions, including the competition rules, that:

“.....given the place occupied by services of general economic interest in the
shared values of the Union as well as their role in promoting social
and territorial cohesion, the Community and the Member States, each within
their respective powers and within the scope of the application of this
Treaty, shall take care that such services operate on the basis of principles
and conditions, which enable them to fulfil their tasks.”

In addition, Article 16 was also subject to a Protocol affirming that its
adoption was without prejudice to the then existing Article 106(2) acquis as
regards the principle of “equality of treatment, quality and continuity of
service”.” Despite a prominent role played by France in securing Article 16,
its adoption underwhelmed many French parliamentarians who referred to
it as a ‘consolation’.?* Nevertheless, the Protocol underlined the need for
special sensitivity with respect to SGEI verification even if the precise nature

of that deference was unspecified.

For its part, the General Court in particular has been careful to acknowledge
Article 16 and in a number of instances to deploy it, largely for rhetorical
effect.”> Several Advocates General have interpreted it as signalling the need
for greater deference to the Member States, most especially in relation to the
qualification of SGEIs.?® In TNT Traco, Advocate General Alber advised that
Article 16 was “an expression of a fundamental value judgment in
Community law”.%7 For Advocate General Jacobs in Ambulanz Gléckner, the
insertion of Article 16 drove the conclusion that providers of emergency
ambulance services were entrusted with an SGEIL%As such, Article 16

provided a justificatory gloss. Seen in the round, however, it says everything

% Declaration on Article 7d of the Treaty Establishing the European Community, OJ C 340/1 133 (1997)

% “La France a néanmoins obtenu une consolation, avec l'insertion par le traité d'Amsterdam d'un article 16
nouveau”, Rapport d'information fait au nom de la Délégation du Sénat pour 'Union européenne sur les services
d’intérét general en Europe (No. 82, 2000-2001) of November 2000, Rapporteur Hubert Haenel, p.20

9% In T-289/03 BUPA, it is referred to by the General Court as affecting “in a general manner” the qualification of
Member State interventions as SGEIs. See §167.

% According to AG Maduro, it provides a point of reference for the interpretation of Article 106(2). See C-205/03 P
FENIN [2006] ECR 1-6295, fn. 35 of his opinion.

97 C-340/99 TNT Traco, §94

9% Opinion of AG Jacobs C-475/99, §175
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and nothing, although it has been argued that it provides a basis for a

positive entitlement to a bundle of SGEI rights.?

b) The Public Service Broadcasting Protocol to the Amsterdam Treaty

The Amsterdam Treaty also inserted a Protocol into the EC Treaty in relation
to public service broadcasting. In a number of decisions in the 1990s, the
Commission had begun to take a more probing approach to scrutinising the
nature and extent of public service obligations imposed mainly on Member
State owned or controlled providers of television programming.'® Partly in
response, and after significant lobbying by the European Broadcasting
Union, the Member States agreed to a Protocol on Public Service

Broadcasting.1%1 It states as follows:

“The provisions of the Treaty establishing the European Community shall be
without prejudice to the competence of Member States to provide for the
funding of public service broadcasting insofar as such funding is granted to
broadcasting organisations for the fulfilment of the public service remit as
conferred, defined and organised by each Member State, and insofar as such
funding does not affect trading conditions and competition in the
Community to an extent which would be contrary to the common interest,
while the realisation of the remit of that public service shall be taken into
account.”102

Although displaying some of the compromise characteristics of Article 16
TEC, the terms of the Protocol are somewhat more pointed. It appears to be a
sui generis rule for public service broadcasting intended to deflect active
Commission intervention with respect to funding.’®® As will be explored in
greater detail in Chapter 5, that in practice has been its effect. In addition, it
has driven a more general ousting of recourse to market outcomes as the

benchmark for defining public service remits in the field.

9 Prosser has argued that rather than being viewed as determinative of the balance of power, Article 16 might
instead be understood as creating a new basis for constituting positive obligations in favour of the citizens in
respect of SGEIs. See Prosser, Services of General Interest in Community Law: From Single Market to Citizenship
Rights, Lecture, Seminariale tenuta il 15 dic. 2003 presso il Dipartimento di Diritto dell’Economomia,
dell'Universita degli Studi di Roma, La Sapienza.

100 See Commission Decision 91/130/EEC and Commission Decision 93/403/EEC, both concerning the European
Broadcasting Union.

101 See Donders, State Aid and Public Service Broadcasting - How Future Proof is the Remit of Public Broadcasting
Organisations?, Institute for European Studies, Working Paper 1/2009, p.12

102 O] 1997 C 340, p.109

103 Unlike Article 16, the Protocol is not stated to be without prejudice to Article 106(2) or other Treaty provisions. It
was also the subject of a follow up resolution by the Council on 25t January 1999 emphasising the importance of
allowing public service content to move on to new delivery platforms. See OJ (1999/C 30/01).

46



c¢) The Treaty Establishing a Constitution for Europe (‘TECE’)

Unsurprisingly, SGEIs were also to be accorded further treatment in the
TECE. Article I1I-122 of the TECE cautioned the EU and Member States to
“take care that such services operate on the basis of principles and
conditions, in particular economic and financial conditions, which enable
them to fulfil their missions”, adding that “European laws shall establish
these principles and set these conditions without prejudice to the
competence of member states, in compliance with the constitution, to
provide, to commission and to fund such services.” Again, the drafting was
ambiguous but with a renewed emphasis on the right of initiative of the
Member States. In substance, it is difficult to distinguish Article III-122 from
Article 16 introduced by the Amsterdam Treaty. While the Commission’s
2004 White Paper on Services of General Interest welcomed Article I1I-122, it
did so on the basis that it would clarify the basis for further action on SGEIs,
even though the provision appears to direct legislative intervention at EU
level to the issue of funding SGEIs as opposed to their specification.104
Ultimately, the demise of the TECE at the hands of French and Dutch voters
meant that Article III-122 never became effective, but nevertheless, its

orientation would influence later constitutional change.

d) Article 14 of the TFEU introduced by the Treaty of Lisbon

Unsurprisingly, SGEIs also featured in the debate leading up to the adoption
of the Treaty of Lisbon. Again, it was a case of ambiguous incremental

development. The new Article 14, which replaced Article 16 provides that:

“Without prejudice to Article 4 of the Treaty on European Union or to
Articles 93, 106 and 107 of this Treaty, and given the place occupied by
services of general economic interest in the shared values of the Union as
well as their role in promoting social and territorial cohesion, the Union and
the Member States, each within their respective powers and within the scope
of application of the Treaties, shall take care that such services operate on the
basis of principles and conditions, particularly economic and financial
conditions, which enable them to fulfil their missions. The European
Parliament and the Council, acting by means of regulations in accordance
with the ordinary legislative procedure, shall establish these principles and
set these conditions without prejudice to the competence of Member States,

104 COM(2004) 374 final, section 14
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in compliance with the Treaties, to provide, to commission and to fund such
services.”

Although it repeats the language on cohesion from Article 16 TEC, perhaps
the most significant feature of this provision is the clarification of legislative
competence in favour of the Parliament and Council. It is also noteworthy
that in line with Article I1I-122 of the defunct TECE, this competence appears
to be limited to those things that sustain SGEIs, and in particular, their
financing arrangements. How that is to be squared with powers to legislate
generally with respect to matters affecting SGEIs (and not just their
financing) that have been carried forward is far from clear.'% In addition, the
final proviso emphasises that the definition of the scope and content of

SGEIs is for the Member States.

e) Protocol 26 to the Treaty of Lisbon

Consistent with the approach taken in the Amsterdam Treaty on SGEIs, the
Treaty of Lisbon also came with a Protocol. Once more this continued the
political debate by Treaty addendum. It appears that Dutch apprehension in
relation to the treatment of social housing by the Commission was central to
its inclusion.’% Confusingly, while Protocol No. 26 is styled as referring to
services of general interest (without the qualifier, ‘economic’), the
substantive content refers mainly to SGEIs, even though its stated effects are
expressed with reference only to Article 14 and not Article 106(2). It provides

as follows in the operative parts:

Article 1

“The shared values of the Union in respect of services of general economic
interest within the meaning of Article 14 of the Treaty on the Functioning of
the European Union include in particular:

- the essential role and the wide discretion of national, regional and local
authorities in providing, commissioning and organising services of general
economic interest as closely as possible to the needs of the users;

105 See generally, Buendia Sierra, Writing Straight with Crooked Lines: Competition Policy and Services of General
Economic Interest, in Biondi & Eekout, with Ripley edits., EU Law after Lisbon, 2012, pp.347-366.

106 See Opinion of the European Economic and Social Committee on the Affordability of SGEIs, OJ C 177, 11 June
2014, pp.24-32, footnote 1.
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- the diversity between various services of general economic interest and
the differences in the needs and preferences of users that may result from
different geographical, social or cultural situations;

- a high level of quality, safety and affordability, equal treatment and the
promotion of universal access and of user rights.

Article 2

The provisions of the Treaties do not affect in any way the competence of
Member States to provide, commission and organise non-economic services
of general interest.”

Although it draws heavily on Commission soft-law guidance in relation to
SGEIs and earlier Court judgments, the Protocol appears to have the very
clear objective of reining in the Commission.’®” The Protocol seeks to put it
beyond doubt that the formulation of those general interest concerns is a
matter for Member States within their constitutional orders and that the
Commission should not assume that the position will or should be uniform
across the Member States. In addition to the terms of the Treaty of Lisbon,
its entry into force in 2009 also initiated the terms of the Charter on
Fundamental Rights. In Article 36, the Charter included yet another Delphic

formulation concerning SGElISs. It provides that:

“The Union recognizes and respects access to services of general economic
interest as provided for in the national laws and practices, in accordance
with the Treaty establishing the European Community, in order to promote
the social and territorial cohesion of the Union.”108

While the issue of whether the charter is a possible source of directly
effective rights may still be in doubt, it is clear that at the very least it acts as
a restraint on the EU institutional actors in the exercise of their powers and
prerogatives.’® This may ultimately act as a bar to certain Commission
interventions through emphasising the primacy of the Members States in the
determination of the general interest. Despite that, it is notable that the
promotion of social and territorial cohesion is framed with reference to the

Union and not the Member States.

107 For good measure there was yet another protocol inserted in relation to public service broadcasting. Protocol 29
is a restatement of the Protocol on Broadcasting introduced by the Amsterdam Treaty.

108 See (2000/ C 364/01) for the initial version as promulgated.

10 See Article 51 of the Charter.
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4. The Commission’s SGEI Containment Strategy

Despite the Court having confirmed its power to do so, until the aftermath of
Altmark, the Commission never used its Article 106(3) powers to establish
any broad principles concerning SGEIs, either in terms of their definition,
substantive content or supervision. Instead, the Commission has issued a
stream of soft law instruments in the form of several communications, a
Green Paper, a White Paper and numerous ad hoc reports and
communications.’® In addition to clarifying certain issues, while
occasionally introducing new uncertainties, the Commission has used these

publications to attempt to keep political concern under check.!?

a) The Commission’s Soft Law Guidance

The Commission’s conceptualisation of SGEIs has evolved over time through
soft law instruments. There has, however, been no definitive clarification of
the SGEI concept in technical terms. The Commission’s first containment
effort in the field of SGEIs was its 1996 Communication on Services of
General Interest in Europe.''> The very title signals a presentational
innovation on the part of the Commission, which was to distinguish between
SGEIs and Services of General Interest (SGIs). The latter comprised what it
defined as “market and non-market services that the public authorities class
as being of general interest and subject to specific public service
obligations”.113 In other words, SGIs comprises SGEI provided by
undertakings as well as public services provided otherwise. The
Commission also acknowledged that the term ‘public service’” was itself
ambiguous.!* Separately, the Commission was careful to note the
importance of subsidiarity, which it maintained would allow the Member
States considerable discretion to implement specified general interest

objectives, particularly in the electricity sector.1

110 Commission activity even extended to the issuance of an intriguingly entitled ‘Non Paper on Services of General
Economic Interest and State Aid’, 12 November 2002.

1 According to Sauter, the Commission’s strategy can be conceived of as “[d]rowning discord in a stream of
Communication...... " Public Services in EU Law, 2015, p.27.

112 COM(96) 443 final of 11.09.1996

13 ibid., p.2

114 jbid.

115 ibid., p. 10. This was a clear acknowledgment of the sensitivity of its interventions in that sector.
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The Commission’s 2000 Communication on Service of General Interest
represented a significant evolution in its approach to SGEIs.!¢ Pointedly,
and presumably concerned to show its adaption to the enlarged
constitutional landscape, the second sentence of the 2000 Communication
makes reference to the then new Article 16 of the EC Treaty. SGEIs are
defined as “services that are different from ordinary services in that public
authorities consider they need to be provided even when the market may not
have sufficient incentives to do so”.1” While this is not styled as a ‘market
failure” approach, it has some of those connotations. In addition, the 2000
Communication is very significant for the Commission’s voluntary adoption
of the “‘manifest error’ control standard for the supervision of SGEI claims.118
Although clearly offered to the Member States to give comfort on SGEI
definition, there are no specifics provided as to how this standard might

work in practice.

The Commission followed up in 2001 with a Report to the Laeken Summit.11?
Significantly, for the first time, the language of ‘market failure” was used to
explain certain interventions by public authorities.’?® In emphasising the
possible underperformance of markets in some cases, the Commission
provided three different bases for intervention.!?! The first concerned those
cases where “the individual or the market fail to appropriately value all
benefits” of a particular activity.1?> Education was cited as an example. The
second category concerned “the desire by society to ensure the provision and
use of “merit” goods and “club’” goods”, with museums cited as an example.
The third category was a catchall and refers to services that society
determines should be available to everybody. This report was not, however,
tendered as soft-law guidance.'?3 Ultimately, this conceptual framework was

not taken forward or developed by the Commission as part of the

116 COM(2000) 580 final of 20.09.2000

117 ibid., §14

118 ibid., §22

119 COM (2001) 598 final

120 The margin note to §3 of the Introduction is: ‘Public sector intervention in cases of market failure’.
121 COM (2001) 598 final, §3

122 This corresponds to the concept of a positive externality, a classic market failure.

123 86 confirms that it does not replace the 1996 or 2000 Communications.
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subsequent White Paper on SGlIs, or for that matter in copious follow up

documents.124

b) Avoiding a Framework Directive

A principal objective of the Commission in its publication of prolific
guidance on SGEIs was the concern to avoid a ‘framework directive’. While
it is difficult to be certain what such a directive might have included, it
appears that certain political actors envisaged that it might define the
concept of SGEI with greater precision, or possibly provide for more lenient
treatment of SGEIs, not least with respect to supporting measures. The
political battle over a framework directive reached a high point in the mid-
2000s, having started as a demand for an SGEI ‘charter’, it was eventually
supplanted by calls for a framework directive. 1> The call for a charter first
appeared in a 1995 CEEP (an association of public undertaking in Europe)
study that proposed a new treaty provision on SGEIs that would have cut
back on the scope of Article 106(2).12¢ EU institutional actors were more
cautious.’”” While broadly welcoming the 2000 Communication, in plenary
session, the Parliament fell short of calling for the adoption of a framework
directive on SGEIs.1?8 In 2002, following up on a commitment contained in its
Laeken Report, the Commission issued a terse communication on the
possibility of a framework directive. It moved away from that on the basis
that it was preparing a Green Paper.’? In its subsequent Green paper, while
the Commission appeared to be open to the possibility of a framework
directive, it pointed out that Article 16 TEC would not provide a legal basis

for such a measure. It also emphasised the challenge that would be

124 There is a passing reference to market failures in the context of insurance in the 2003 Green Paper on Services of
General Interest. See COM(2003) 270 final, §62(e).

125 (Buendia Sierra, 2000), pp.330-331.

126 CEEP, Concurrence et Service Public, 1995

127 See by way of commentary on the CEEP proposals, Editorial Comments, Public service obligations: A Blessing or
a Liability, 1 CMLR, 33: 395-400, 1996. The CEEP case for limiting Article 106(2) appears to have been offset by the
Second Report of the Advisory Group on Competitiveness calling for further competition in utilities subject to the
maintenance of universal service.

128 European Parliament Resolution of 13.11.2001, (2002/C 140 E/002)

129 Communication from the Commission to the Council, the European Parliament, the Economic and Social
Committee and the Committee of the regions on the Status of Work on the Examination of a Proposal for a
Framework Directive on Services of General Interest. COM/2002/0689 final
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presented in trying to draft a measure based “on the common denominator

of different services with very different characteristics” .13

Subsequently, Parliament was to become explicit in its overall opposition to
a framework law. In responding to the 2003 Green paper on Services of
General Interest, it argued that a framework directive could not
accommodate the diversity of SGEIs and would lead to confusion concerning
its relationship with already adopted sectoral regulation.!3! Parliament also
maintained that a framework directive would cut across what it regarded as
the exclusive competence of the Member States to define SGEIs.!32 By the
time the Commission adopted its 2004 White Paper on Services of General
Interest, it ruled out a framework directive on the basis that it was
anticipated that the TECE would enter into force and that it was possible that
under it, new legislation for SGEIs might emerge.’3? In 2007, in continuing to
reject the case for a framework directive, the Commission claimed that what
came to be Protocol No. 26 of the Treaty of Lisbon was a “new, transparent

and reliable framework at the level of the Treaty” with respect to SGIs.134

c) Stylising Services of General Economic Interest

Despite the Commission’s prodigious output by way of soft law guidance,
Sauter has argued that the net effect has been ‘harmless’.’3 While the
assembly of materials over time has brought forward surprisingly few
innovations, there have been subtle but meaningful effects. That is most
apparent in the formalisation of SGEIs around a number of stylised delivery
characteristics. They include universality, continuity, non-discrimination,
and affordability. While these are typical characteristics of “universal service’

or ‘public service” obligations, they have become part of the standard SGEI

130 Green Paper on Services of General Interest, COM(2003) 270 final, §40

131 European Parliament, Report on the Green Paper on Services of General Interest, (COM(2003) 270 -
2003/2152(INT)), §11. The Commission identified the then Article 95 TEC as a potential legal basis, but claimed that
it could not be availed of to demarcate between SGEIs and SEL

132 §18

13 White Paper on Services of General Interest. COM(2004) 374 final, p.6,11

134Communication of the Commission to the European Parliament, the Council, the European Economic and Social
Committee and the Committee of the Regions, A Single Market for 21st Century Europe, (COM(2007) 724 final),
p-10. See also the accompanying Commission Staff Working Document - Progress since the 2004 White Paper on
Services of General Interest, SEC(2007)1515.

135 (Sauter, 2008), p.171. See also, Sauter, Services of General Economic Interest (SGEI) and Universal Service Obligations
(USO) as an EU Law Framework for Curative Health Care, where he says: “In substance, there is no relevant change:
the entire debate on services of general economic interest can be seen as a holding exercise by the Commission,
intended to diffuse political tension on this topic, without having much of an impact on the scope or meaning of
services of general economic interest.” TILEC DP (2007-029), p.9

53



discourse and have been used to ground arguments that to qualify as an
SGEI, activity must at minimum have several of these characteristics.3¢ An
emphasis on stylised delivery characteristics is understandable, not least
because they have a very strong correspondence to elements of the French
service public tradition and effectively embody many of the tenets of the Loi

Rolland conception of public services.!3”

In its 2003 Green Paper on SGEI, the Commission gave prominent attention
to what it introduced as a “common set of obligations” underpinning SGEIs
in so far as they were then regulated at European level.’3 The Commission
acknowledged the undesirability of “a single comprehensive European
definition”, but nevertheless, identified universal service, continuity, quality
of service, affordability and user and consumer protection as core features of
SGEI provision. These were simply an amalgam of obligations from the
regulation of the telecommunications, electricity and postal sectors. Each one
of these concepts is fraught with difficulties, however, some of which are
acknowledged by the Commission. Consider for example the issue of
continuity of supply for electricity. The Commission acknowledged in the
Green Paper that there might be situations where a provider has adequate
incentives not to interrupt supply absent any compulsion.!®® Take the other
exemplar of an SGEI, namely ‘affordability’”. The Commission cites
telecommunications regulation as having pioneered the concept but whether
a particular price intervention has that effect depends on the content of the
method of price regulation deployed. In the Electricity and Gas Cases, France
sought to rely on what it claimed was an obligation of the incumbent to
supply at lowest cost. The obligation in question was interrogated by the
Court, which held that it did not in fact guarantee least cost supply.14°
Separately, the Commission’s reliance in its Green Paper on ‘universal
service” as a general obligation omits any specific reference to how absolute

or extensive supply obligations need to be for that purpose.

136 See Ross, A Healthy Approach to Services of General Economic Interest? The BUPA judgment of the Court of First
Instance, ELR, (2009), 34(1), 127-140,

137 See generally, Guglielmi G., Une Introduction au Droit du Service Public

138 Green Paper on Services of General Economic Interest (Com)2003 270 final, 21.05.03, p.16

139 §50

140 C-159/94, §81. The Commission rightly questioned whether a general requirement for productive efficiency
could be regarded as an SGEIL.
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The difficulties become even more acute when comparing the other general
obligations, ‘quality of service’ and ‘user and consumer protection’. In line
with the GVL distinction between general regulation and sector specific
requirements, with respect to ‘user and consumer’ protection, the
Commission emphasises a distinction between ‘horizontal consumer
protection rules’ and those that are distinctly applicable to a particular
sector.4! In respect of quality of service, however, the Commission relied on
specific obligations taken mainly from telecommunications and postal
liberalisation, such as safety regulation and billing requirements, that in
substance appear to fit more readily in the category of general regulation
and in turn outside the realm of an SGEI. Certainly, these do not appear to
be the kind of negation of a fundamental commercial freedom of the type

emphasised by the General Court in BUPA.142

The subsequent White Paper noted that there was division on the adoption
of a common set of obligations at EU level and even more diluted support
for the Commission’s suggestions for additional obligations. Yet, despite the
apparent rejection of the common obligations approach, the earlier more
discursive parts of the White Paper retain general language emphasising the
importance of universal service, security, safety and quality provision.143
Although the stylised delivery characteristics approach was not carried
forward formally, it has an obvious attraction for interlocutors in the various
political and legal debates on SGEIs that remain current. This approach,
however, has several shortcomings, not least being that it tends to ossify the
concept of SGEI In essence, stylised delivery characteristics are just a
generalised way of describing particular tasks. As a result, recourse to them
may turn the validation of SGEI claims into quasi-semantic debates about

whether the characteristics of service delivery take pre-ordained forms.

141 Green Paper on Services of General Economic Interest (Com)2003 270 final, §62; Case-7/82 GVL
142 T-289/03 BUPA, §190
143 COM(2004) 374 final, pp.7-11
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5. Manifest Error and the Problem of Legitimacy

As previously referred to, the manifest error standard for SGEI supervision
was included in the Commission’s 2000 Communication on Services of
General Interest.* It is perhaps the most significant move by the
Commission as part of its overall containment strategy with respect to SGEIs.
No authority or analysis was supplied in the 2000 Communication in
support of the manifest error standard. Neither does it appear to have been
predated by any Commission decisions in individual cases expressly
applying that supervision standard. As a result, it might be best understood
as the Commission wishing to be seen to respond to the Member States in
the light of Article 16 TEC. The manifest error standard appears to disavow
any prior limits by both respecting the Member State’s right of initiative as
well as attaching strong prima facie validity to any assertion by a Member

State that a particular activity has general interest significance.

a) Judicial Approval

Relatively early in the case law on Article 106(2), there was a suggestion that
the qualification of an activity as an SGEI entailed significant discretion on
the part of Member States. The Court’s judgment in Sacchi appeared to leave
it to the Member States to decide what constitutes an SGEIL.'#> That is an
enigmatic judgment, in which the Court refers to Member States making
decision to “treat” particular activities as SGEIs.14¢ The use of this word
suggests that it was for the Member State to determine what qualifies as an
SGEI (in this case broadcasting and advertising), a proposition that did not
go unchallenged.'*” Subsequently, in GEMO Advocate General Jacobs
advanced the argument for “marginal control” of SGEI claims, but did not
refer to the Commission’s 2001 Communication. Paradoxically, in the three
cases that he mentions in that footnote, the Court of Justice, rejected

arguments in favour of various SGEIs.1#8 Those judgments give no indication

14 COM(2000) 580 final

145 C-155/73 Sacchi [1974] ECR 409

146 ibid., §15

147 See the reservations expressed in Bellamy & Child, Common Market Law of Competition, 1993, p.816, fn.,86: “It is
submitted that whether an undertaking is operating a service of general economic interest is to be determined by
Community law.”.

148 C-126/01 GEMO [2003] ECR I-13769, Opinion of 30 April 2002, where he says at footnote 75: “It is clear that
control is in principle a marginal control. None the less in Case C-18/88 GB-INNO-BM [1991] § 22, the Court did
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of any special deference justifying supervision on the basis of marginal

control.

In Fred Olsen, the General Court held for the first time, that given the breadth
of Member State discretion, the standard of control would be for “manifest
error” only.!* As authority for that conclusion, the General Court cited a
much earlier decision of the Court in FFSA, while also referring to the 2001
Communication. The paragraph relied upon from FFSA is only loose
authority for the proposition that control should be for manifest error.’>° In
2007, in its judgment in BUPA, the General Court again approved the
manifest error test, relying on the Commission Communication from 2001,
and again, the less than conclusive FFSA judgment.’®! The manifest error
standard was also expressed endorsed by the General Court in Colt in
2013.1%2 Considering the wider constitutional backdrop, it is almost

inconceivable that the Court of Justice would now take a different stance.

b) An Open Standard

The concept of marginal control based on manifest error has been adopted
by the Commission considering the standard of review that it faces before
the European Courts in the competition arena, although it has a general
application extending across many forms of judicial review by the European
Courts, including the supervision of the exercise of legislative and executive
power. In Alrosa, Advocate General Kokott framed the manifest error

standard as follows:

“If the factual and evidential position reasonably allows different
assessments, there can be no legal objection if the Commission adopts one of
them, even if it is not the one which the Court considers to be preferable. A

manifest error of assessment exists only where the conclusions drawn by the

not accept that the production and sale of telephones constituted a service of general interest; see as regards dock
work, Case C-179/90 Porto di Genova, paragraph 27, and as regards the transfers by banks of funds from one
Member State to another, Case 172/80 Ziichner [1981] ECR 2021, paragraph 7.”

149 T-17/02 Fred Olsen, §216

15 T-106/95 FFSA [1997] ECR 1I-229. The paragraph relied on in FFSA is 99. It says that: “the authorities of the
Member States may in some cases have a sufficient degree of latitude in regulating certain matters, such as, in the
present case, the organisation of public services in the postal sector.”

151 T-289/03 BUPA §220-221

152 T-79/10 Colt ECLI:EU:T:2013:463, §92
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Commission are no longer justifiable in the light of the factual and evidential

position, that is to say if no reasonable basis can be discerned.”153

The implication of such an approach in the context of Article 106(2) will be
apparent by substituting ‘Member State” for ‘Commission” and ‘Commission’
for “‘Court’. The position seems even clearer considering the socio-economic
considerations that are often implicated in SGEIs. Chief among those choices
will be those relating to whether and to what extent a given policy pursues
distributional objectives, whether it should be progressive from a wealth
perspective, or instead, should have an overriding cohesion component that
trumps equity concerns. It is very difficult to imagine how the Commission
has the legitimacy to engage in a full-blown assessment of those choices.
Despite that, and as will be considered next, occasionally the Commission
intervenes very invasively in the formulation of distributional choices by the

Member States.

c¢) Not Marginal Review in Some Cases

While the nature of SGEI verification and, in particular, the assessment of
market failure claims in the context of manifest error standard is considered
in detail in Chapter 4, simply for the purposes of illustrating the difficulties
inherent in the operation of that test, it is instructive to consider the issue of
social housing as an SGEI. In that regard, it is noteworthy that the 2005 SGEI
Decision introduced as part of the Monti-Kroes Package included a complete
exemption with respect to ‘social housing’.’> Moreover, it appeared to
uphold the primary (if not exclusive competence) of the Member States, in
particular by referring to activities of social housing “qualified as services of
general economic interest by the Member State concerned.”1% Despite that,
social housing has been the subject of a number of interventions by the

European Commission and by the EFTA Court.’® Common to all of these

15 C-441/07 Alrosa [2010] ECR 1-5949, Opinion of AG Kokott of 17 September 2009

15 Commission Decision 2005/842/EC

155 Article 2(1)(b)

1% State Aid No E/2005 and N 642/2009 - Dutch Social Housing C(2009) 9963 final. Judgment of the EFTA Court in
Case E-4/97 Norwegian Bankers’ Association v EFTA Surveillance Authority of 3 March 1999 and, Case E-9/04 The
Bankers” and Securities” Dealers Association of Iceland v EFTA Surveillance Authority of 7 April 2006. In both cases the
EFTA Court applied Article 59(2) of the EFTA Agreement, which is modelled on Article 106(2). In E-4/97, the EFTA
Court upheld the SGEI claim but annulled the underpinning EFTA decision by reason of a failure to consider the
development of trade requirement adequately. See §§67-70. In E-9/04, the EFTA Court again upheld the underlying
SGEI, but annulled the decisions, this time on doubts concerning proportionality, which it found to warrant a full
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cases has been the fundamental issue of eligibility for social housing or
associated financial assistance. Purely for the purpose of highlighting the
essential controversy from an Article 106(2) perspective, the Commission
decision in Dutch Social Housing will be considered further. In many respects

it is a microcosm of a critical difficulty in scrutinising SGEI claims.'>”

What is significant about Dutch Social Housing is both the intensity of the
Commission’s scrutiny of the social housing system and its seeming
insensitivity to the nature of the general interest being relied upon by the
Netherlands. There were allegations of significant competitive distortions in
the private rental sector. Dutch housing associations were the recipients of
direct and indirect support ranging from special access to land through to
favourable state backed lending and guarantees, all of which was said to
distort competition. Those concerns appeared to be based in particular on
diversification into other activities, resulting in housing associations
competing to provide higher end accommodation at deflated prices. The
Netherlands was planning a further €750 million in support over ten years
through loan grants and guarantees for housing foundations. In discussions
with the Commission concerning the existing system and the planned aid,
the Netherlands took the view that although the housing was social, it was
not necessarily confined to the assistance of people based on financial
circumstances. The Dutch authorities considered that they could take into
account the desirability of ensuring a spread of ages and means so as to
avoid ghettoisation. That position was largely pulled asunder by the
Commission using the 2005 SGEI Decision. Despite the apparent exemption,
Recital 16 of the 2005 SGEI Decision defined social housing on the basis of
the assistance of persons who “due to solvability constraints are unable to
obtain housing at market conditions”.1% That suggested little or no room for

SGEI designation of activity pursing non-equity driven cohesion goals.

As a result of the Commission’s reliance on Recital 16, the commitments

entered into by the Dutch were significant. In addition to agreeing to cap the

investigation. These were focused on open-ended eligibility criteria, and as such, might be better understood as
going to the validity of the underlying SGEI. See §§77-79.

157 Tt is noteworthy that the exemption for the provision social housing contained in Commission Directive
2012/21/EU does not refer to the Member State qualification of this activity as an SGEL

158 Commission Decision 2005/842/EC
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income level for qualification for social housing by reference to the trigger
for other entitlements under the Dutch welfare system, the Netherlands also
agreed that 90% of rented accommodation would be allocated to persons
with taxable income below a specified amount, meaning that only 10% could
be allocated on other bases, even though the criteria to be applied were to be
transparent and determined in advance.'® The Commission appeared to pay
lip service to Dutch concerns about wider goals by simply noting in passing
that it considered the objectives of social mix and social cohesion to be
important. In effect, the Dutch cohesion model for social housing was greatly
constrained, although the extent to which the Dutch Government may have
been willing to accept this outcome so as to achieve wider reforms should

not be overlooked.

While the Netherlands volunteered changes to the scheme, that was clearly
following a protracted negotiation.’®® It is very difficult to regard the
Commission’s approach and in particular its condemnation of the pre-
existing system as being ‘marginal’ unless the decision is to be read as
condemning the non-existence of transparent eligibility criteria. The
Commission’s stance may be criticised on the basis of insufficient deference
to the Member State’s choices as to domestic social policy.!! Ironically, the
Commission decision was adopted some two weeks after the Lisbon Treaty
and in particular, Protocol No. 26 came into force. It is not referred to in the
Commission decision, and it is not apparent how the Commission’s

intervention can be reconciled with respect for its terms.

15 E-2/2005 and N/642/2009 Dutch Social Housing, §41. The ceiling, although index linked, was initially set at
€33,000 but takes no account of family size, meaning that largely families with household incomes above the cap
appear to be more harshly treated than smaller ones with incomes below the cap.

160 The fact that the Netherlands offered to specify and limit eligibilities proved to be a significant point in a
subsequent challenge before the General Court (following a reversal of an inadmissibility ruling) in T-202/10
Stichting Woonlinie v Commission, ECLI:EU:T:2015:287, Judgment of the 7t Chamber of 12 May 2015, now on appeal
to the Court of Justice in C-414/15 P Stichting Woonlinie. The General Court not only refused to attribute eligibility
restrictions to the Commission as an element of control for manifest error, but went further and declined to treat the
Commission as having implicitly found that the pre-existing system could not qualify as an SGEI on the basis of
manifest error. See §§54-63.

161 See, Drijber, SGEI and Social Housing, Presentation at “One Year of Application of the New Package for Services of
General Economic Interest’, Academy of European Law, Trier, 15 March 2013, notes on file with author and elements
of the conference summarised in Hoornaert, Conference Report, EStaL 4 (2013), pp.773-777.
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6. Summary

This section has focused on the political contestation of Article 106(2). The
underlying clash between free market and more interventionist approaches
is reflected in an accumulation of constitutional addenda many of which are
as indeterminate as Article 106(2) is itself. If there is a discernible subtext to
those changes, it may be that invasive supervision of distributional and
cohesional goals is increasingly unacceptable to the Member States. The
Commission probably avoided more fundamental change to Article 106(2) as
well as framework legislation through its soft-law strategy, but that strategy
has not been costless. As part of that approach, and possibly with a view to
seeking to formally objectivise SGEIs, their identification through the
verification of stylised delivery characteristics came to prominence. As has
been considered, several of those characteristics are highly pliable if not
meaningless given their abstraction. Separately, in conceding or
acknowledging the manifest error standard for SGEI verification, the
Commission appeared to take a step back into marginal review, but all the
time, it has studiously avoided giving any type of systematic account of how
this standard operates in practice. Although isolated, cases such as Dutch
Social Housing are difficult to reconcile with the concept of attenuated review.
More importantly, such interventions may ultimately provoke an even
stronger response from the Member States. As a result, the underlying

political contestation of Article 106(2) may be dormant rather than resolved.

D. Conceptual Accounts of Article 106(2)

1. Introduction

The following is a synthesis of certain conceptual accounts of aspects of
Article 106(2). While it is true that the operation of Article 106(2) is not ad hoc,
the very diversity of the subject matter of cases and the underlying political

sensitivities present considerable challenges for the purposes of developing
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conceptual accounts of Article 106(2). Nevertheless, recourse to that
scholarship may assist with both of the principal research questions. Given
that the scrutiny of Article 106(2)’s strictness in Chapters 4 and 5 is divided
between the verification of SGEIs and the disapplication of Treaty rules,
respectively, this section is limited to those accounts that seek to give an
overarching conceptual explanation of either. As a result, with respect to
SGEI identification, it considers the claims of Prosser, Ross, and @lykke &
Mpollgaard, and with respect to proportionality, it explores the pre-emption

account of proportionality pioneered by Sauter and Schepel.

2. Prosser’s Solidarity-Based Account of SGEIs

The most distinctive conceptual account of SGEIs is the solidarity-based
explanation advanced by Prosser.’6? This critique explains SGEIs as being
intended to meet certain fundamental needs of a communal nature. As such,
it is goal-based. Prosser regards the continental tradition of ‘service public’
as exemplifying solidarity through its emphasis on universalism and service
provision on both mandatory and uniform terms. According to Prosser, the
principal focus of a solidarity-based account of SGEIs is to “prevent or limit
the socially fragmenting role of markets”.193 Solidarity is proffered as socially
unifying, based in particular on a concern for satisfaction of needs that are
capable of collective fulfilment.'%* Prosser traces his approach to solidarity to
the early 20t century sociology of Emile Durkheim and his collaborator and
public lawyer, Léon Duguit. He regards social solidarity as unrealisable
through regular market provision.1®> According to Prosser, the social
solidarity understanding of SGEIs is most coherent in the regulation of
public services, and in particular, utility regulation, where uniform pricing

and obligations to serve frequently apply.1¢

162 Prosser, Public Service Law: Privatisation’s Unexpected Off-Spring, 2000, 63 Law and Contemporary Problems, 63,
pp.70-72. See also, Ross, Promoting solidarity: from public services to a European model of competition, 44 CMLR 2007,
pp.1057-1080

163 Prosser, The Regulatory Enterprise: Government Regulation and Legitimacy, 2010, p.16

164 This concept of solidarity is distinct from that deployed by the Court of Justice for the purpose of limiting the
concept of ‘undertaking’” under the competition rules as considered in Chapter 2.

165 There appears to be, at least to some degree, a general dismissal of the potential for markets to meet collective
preferences without being dehumanising. That view may be as much borne of assumption as demonstration. See,
Block, The Roles of the State in the Economy, in Smelser & Swedberg, The Handbook of Economic Sociology, (1994),
p.696.

166 Prosser, EU Competition Law and Public Services, in Mossialos, Health Systems Governance in Europe, 2010
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Prosser regards the position of economic analysis in the public policy sphere
as hegemonic and accordingly objectionable, while taking issue with market
failure derived regulation as simultaneously too wide and too narrow.1%” The
narrowness, he argues, is derived from the implicit assumption that “in
principle market solutions are always the first-best outcomes to decisions on
the allocation of goods and services”. 198 The wideness he attributes to the
treatment of other bases of intervention as arbitrary. Prosser advances a
more general argument critically questioning whether much of the activity of
the modern regulatory state can be categorised as being concerned with the
correction of market failures only. Despite that, his opposition to a market
failure account of SGEIs is in essence an argument for a wider moral

dimension in economic organisation.1%’

The social solidarity critique has the advantage of identifying certain services
as SGEIs on the basis that they meet a common basic need that is capable of
being satisfied on a collective basis. In addition, solidarity seeks to
objectivise a basis for regulatory intervention that appears to be more
specific than generalised distributional claims. Despite that, there is no
doubting its inherent subjectivity, or at the very least, the need for society to
reach a consensus on basic needs.’”? That in turn focuses attention on which
of those needs are solidarity derived, whether “solidarity” can be objectivised,
or instead, is simply a question of social consensus or majority support.!”!
Prosser’s solidarity-based account is essentially concerned with the
qualification of SGEIs based on the extraction of a single unifying purpose.1”2
That very purpose may be regarded as inherent in the pursuit of any
conceivable distributional goal. As a result, Prosser’s account might be

understood as a claim for an open-ended (and not market failure

167 Prosser, Regulation and Social Solidarity, Journal of Law and Society, Vol.33, No.3, September 2006

168 ibid., p.369

169 ibid. p.378

170 There are obvious parallels with Rawls’ concept of social primary goods. See Rawls, A Theory of Justice, 1971, p.62
71 For an ambivalent account of the justiciability of solidarity, see Davies, The Price of Letting the Courts Value
Solidarity: The Judicial Role in Liberalising Welfare, in Ross & Borgmann-Probel, Promoting Solidarity in the European
Union, 2010.

172 See in this regard, Commission Decision 2003/521/EC, Bolzano Cableways, §§46-47, where in the context of State
aid, the Commission rejected the operation of cableways mainly used for skiing as meeting a “basic need”. While
the conclusion looks sensible, on slightly different facts and in particular, against another social context, the
Commission’s approach might have been harder to defend. More fundamentally, this raises the question of the
legitimacy of the Commission taking a view on what are basic needs.
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constrained) approach to what is capable of qualifying as a general interest

under Article 106(2). That, it is submitted, is largely unobjectionable.

3. Ross’s Communautaire Core Reading of BUPA

While Prosser’s approach to SGEI definition might be seen as a reaction to
the possible limitation of general interests, by contrast, Ross’ is derived from
the stylised delivery characteristics approach to SGEI verification. Ross has
argued that a “communautaire core” must underpin a service in order to
qualify as an SGEL!7® The contention is that although the concept of SGEI is
not communautaire in the conventional sense, there is nevertheless a
minimum content that the European Courts insist on being present in order
to qualify a particular activity as an SGEI. The nub of Ross’s argument is

based on the judgment of the General Court in BUPA.

In summary, BUPA concerned the operation of an inter-insurer levy that
Ireland sought to justify on the basis that it was necessary to sustain the
regulated terms on which private medical insurance was provided. Those
included rules on open enrolment, lifetime cover, minimum benefits and
community rating. The effect of those rules was to require insurers not to
refuse cover to particular individuals, to renew cover annually where cover
continued to be on general offer, to include cover at predetermined levels for
particular conditions, and not to engage in price discrimination for the same
level of cover. The General Court emphasised that while the concept of SGEI
was not communautaire, nevertheless, in every case it was essential that the

SGEI mission was universal and compulsory.174

Although Ross’ dissection of the General Court’s approach in BUPA is
revealing, it is not clear that BUPA establishes a general principle that a
particular stylised delivery characteristic, namely universality, is a sine qua
non of SGEI qualification, and even if it does, that is a questionable
proposition. While the General Court emphasised that the obligation to
contract with all consumers (subject to limited exceptions) meant that the

service was ‘compulsory’, each of the other regulatory requirements was also

173 (Ross, 2009), p.136
174 T-289/03 BUPA, §163, §172
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mandatory. As such, the emphasis on compulsion serves to obscure the
actual focus on the obligation to contract. Why the General Court sought to
emphasise this particular feature of the system (itself brought about by the
open enrolment and lifetime cover rules) to the exclusion of the other
regulatory obligations is not entirely clear. The obligation to contract may
have presented itself as the clearest mandated departure from typical
commercial freedom. As a result, to the extent that BUPA does establish a
communautaire core for SGElIs, its significance is in focusing on how
obligations produce material departures from autonomous commercial
conduct. That, it is submitted was first recognised by the Court of Justice as

far back as in the Electricity and Gas Cases.1”>

4. Olykke and Mgllgard’s Network Component Theory of SGEIs

Among the various accounts of SGEIs, this is the hypothesis that up to now
is most closely based on a form of market failure analysis. The backdrop to
its developments is @Jlykke and Mellgard’s concern that the manifest error
test for SGEI verification is not, of itself, a sufficiently clear or certain
mechanism.'”¢ They argue that although market failure is part of that
assessment, so too is the existence of relevant legislation, and the universal
and compulsory nature of the mandate. In the face of the uncertainty
surrounding those elements they suggest that the concept of SGEI must be
objectivised and to that end, they advocate an economic approach focusing
on the concept of market failure. While considering various forms of market
failure, they conclude that network effects are critical, before suggesting as
an SGEI definition, “[t]he strengthening of a component of a network that
under provides services to a significant share of the population of a Member
State.”1”7 Subsequently, @lykke and Mpgllgard’s engage in a statistical
analysis of the caselaw of the Court to argue that “most SGEI cases

determined by the European Courts indeed relate to industries with clear

175 See in particular, C-159/94 Commission v France, §81, where the Court concluded that a claimed obligation to set
tariffs as low as possible was considered by the Court not to actually operate in that way.

176 Jlykke & Mpllgaard, What is a Service of General Economic Interest, Eur. ]J. Law Econ., Published online, 1
December 2013, pp. 1-3, section 2.1.2

177 ibid., section 2.4

65



network aspects”.1”8 In that regard, they rely on cases from transport,
telecommunications, postal services, energy and waste collection. As a
subsidiary line of argument, they maintain that other prominent sectors,
such as pension and insurance schemes, health care and public employment

agencies “have network aspects that are linked to network effects”.17

Dlykke and Mpllgard’s analysis is significant because it takes forward the
concept of market failure to try to develop a systematic account of the
concept of SGEI. What is not entirely clear is why market failure is then
effectively collapsed in its entirety into a related phenomenon, namely
network effects.180 Furthermore, although the authors acknowledge that an
activity may have network characteristics without exhibiting network effects,
the implications of that distinction do not appear to have fully impacted on
the findings. For example, Jlykke and Mgllgard’s specifically acknowledge
that electricity, gas, and water networks do not exhibit network externalities,
yet they rely on cases from those sectors where SGEI claims have been
accepted as demonstrating their hypothesis.!8! While they do instead refer to
those activities as being public goods, they do not broaden their overall
claim accordingly. It remains focused on networks or network effects only.
In any event, in many of the cases from those sectors, the explicit basis of the
Court of Justice’s acceptance of the SGEI is by reason of apparent
distributional or cohesional goals, and not any network element, be that in

general terms or by reason of network externalities.

Separately, Olykke and Mgllgard’s subsidiary line of argument concerning
the other activities identified, namely, pension and insurance schemes,
health care and public employment agencies exhibiting externalities is not
fully substantiated with respect to the existence of networks or network
externalities for that matter. Instead, for some of them, respect for the
principle of significant population coverage is highlighted. Again, that might
be expected to lead to Dlykke and Mpgllgard’s overall claim being qualified,

178 The statistical analysis identifies various sectors where SGEI claims have been considered. Those sectors are the
subject of general claims as to the existence of networks or network effect and on that basis the acceptance of an
SGEI claim is taken to confirm the broader hypothesis. See section 3.2.

179(®lykke & Mpllgaard, 2013), section 3.2

180 Specifically, they focus on the positive externality characteristics of certain networks, whereby the addition of a
new user benefits all other users.

181 jbid., section 2.5
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but nevertheless, it remains that an SGEI, strengthens a component of a
network that provides services to a significant share of the population. In the
end, it is not entirely clear whether the existence of a network externality or
some generalised connection to networks is dispositive. More generally, the
shoehorning of all SGEI claims into underpinning network externalities (if
that is the actual claim) is not comprehensively justified.!8? That is not to say
that network externalities are not relevant in SGEI cases, but why other

recognised forms of market failure should be discounted is not apparent.

5. Sauter and Schepel’s Pre-emption-Based Account of
Proportionality Review under Article 106(2)

The pre-emption based approach to explaining the operation of
proportionality under Article 106(2) was first advanced by Sauter and
Schepel in a 2007 monograph. 18 It remains the most prominent conceptual
treatment of this specific issue, providing as it does, a comprehensive

account of proportionality review.

a) The Nature of the Claim

Sauter and Schelpel make their claim in the light of the outcome of the
Electricity and Gas Cases and subsequent judgments, where the existence of
EU sectoral legislation appears to have made a decisive difference to the
nature of the proportionality review under Article 106(2). Accordingly, the
fact of pre-emption, which they frame as the occupation of a field through
legislative intervention is said to be the critical driver.184 Sauter and Schepel
derive the variants of proportionality review from the Court of Justice’s
ruling in Fedesa concerning the Common Agricultural Policy.!85 There, the
Court distinguished between judicial review based on ‘manifest error’ and
on ‘least restrictive means’.18¢ Sauter and Schepel argue that the logic of

Fedesa applies, but in reverse, in respect of proportionality under Article

182 jbid. In any event, Olykke & Mpgllgaard suggest at the end of section 2.5 that the source of underprovision of an
SGEI might be non-excludability, network effects or asymmetric information. As will be explored in Chapter 3,
non-excludability and information asymmetries are distinct drivers of market failure. It is not clear how they can in
all (or many) cases be equated with network effects.

183 (Sauter & Schepel, 2007)

18 Sauter’s has his own slightly more detailed version of the claim in Services of General Economic Interest and
Universal Service in EU Law, ELR, 2008, 33(2), 167-193.

185 C-331/88 Fedesa [1990] ECR 1-4023

186 ibid., §13,14
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106(2). The subtext is that in political and legal terms the Member States are

pre-eminent when it comes to SGEIs.18”

The Electricity and Gas Cases provide the foundation stone for Sauter and
Schepel’'s pre-emption claim.'®® There, the Court grappled with
proportionality-related concerns in disposing of Commission arguments that
the incumbent operators could continue to discharge their SGEI obligations
without exclusive import and export rights. The Court held that in the
absence of a Community framework in the field, and based on what it
regarded as generalised claims made to it by the Commission as to possible
alternatives, it was not in a position to condemn the operation by several
Member States of import and export restrictions. In particular, the Court
emphasised its inability “to undertake an assessment, necessarily extending
to economic, financial, and social matters concerned with adopting the most
efficacious means of delivering the SGEI”.18 While acknowledging that the
Electricity and Gas Cases could be read as meaning that a least restrictive
means test applied, at least in principle, taken as a whole, Sauter and Schepel
maintain that they stand for the proposition that there are two distinct
proportionality standards, with the test of manifest error having been

applied.1?®

b) Testing the Pre-emption Claim

The pre-emption hypothesis incorporates a number of critical elements. First,
it takes as its starting point the existence of at least two types of
proportionality standard, the adoption of means that are not manifestly
disproportionate, and cumulatively, the adoption of the least restrictive
means. Secondly, it provides that for pre-emption to occur, there must be a
relevant legislative framework. That raises two follow-on issues. On one
hand, the question arises whether it is meaningful to characterise a dispute
as concerning a particular field or activity only. On the other hand, the

question arises whether the legislation must deal with the specific

187 (Sauter & Schepel, 2007), p.164

188 Fedesa was concerned with the legality of EU legislation where the Union had significant (if not pre-eminent)
legislative competence at that time, leading the Court to consider that Community legislation should only be set
aside if it was ‘manifestly inappropriate’ for its intended purpose.

189 ibid., §106

190 (C-147/97 Deutsche Post and C-148/97 Citicorp Kartenservice [2000] ECRI-825, Opinion of 1 June 1999
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intervention that is at issue under Article 106(2), or whether comprehensive
legislation, albeit not addressing that intervention, suffices to result in pre-
emption. The final critical element is that the overall argument for the pre-
emption drive account of proportionality relies on a number of cases that are

said to demonstrate its operation in practice.

On the first critical element, a fundamental difficulty arises if there is in fact a
single proportionality standard under Article 106(2). Sauter and Schepel are
careful to acknowledge that this is a contentious point.’! In Deutsche Post
Advocate General La Pergola asserted the existence of a single
proportionality standard based on a consideration of less restrictive means
under Article 106(2).19? Perhaps of greater consequence for the pre-emption
based account is Advocate General La Pergola’s characterisation of the
nature of proportionality review in the Electricity and Gas Cases as turning on
the procedural distinctiveness of enforcement proceedings and the
Commission’s apparent failure to adduce the necessary proof.1®® As such, the
result in the Electricity and Gas Cases does not necessarily vitiate the existence

of a single strict proportionality standard.

On the second critical element, namely the need to characterise a dispute as
relating to a particular field, that might be regarded as obvious in most
instances, but that is not always so. BUPA illustrates this potential problem
very well, since it was styled by the General Court as a case about health. As
part of its overall justification for the nature of judicial review, the General
Court emphasised the limited competence of the EU in the area of health,
while also relying on Article 16 TFEU to underscore the primacy of the
Member States in determining the nature and modalities of SGEI
provision.’ That in turn led to deference on proportionality, which was
framed with reference to testing for manifest disproportionality.!®> By
contrast, if the General Court had treated it as an insurance case (albeit one

directly related to health), arguably the non-life insurance regulatory

191 (Sauter & Schepel 2007), p.165

192 Opinion of AG La Pergola of 1 June 1999 in C-147/97 Deutsche Post and C-148/97 Citicorp Kartenservice, p.853
193 ibid., fn. 63

194 ibid.

195 T-289/03 BUPA, §238
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framework had pre-empted Ireland in relation to the nature of the measures

it could adopt in support of the SGEI.1%

While problems of field characterisation may not arise that frequently, on the
third critical element, Sauter and Schepel face a more fundamental difficulty.
Their hypothesis proceeds on the basis that if there is no legislation in the
tield then proportionality review is weaker, and conversely, that if there is
comprehensive legislation (the field being fully occupied) then the stricter
standard applies. While pre-emption is a nascent constitutional doctrine in
EU law, it is more formally established in the US, both in practice and
doctrinally.’”” There, a general distinction has been developed between
express and implied pre-emption. Express pre-emption arises from a clear
statutory declaration to that effect. By contrast, implied pre-emption can take
the form of field or conflict pre-emption. Field pre-emption refers to
comprehensive legislative intervention such as to manifest an intention not
to permit the operation of rules from another source. Obstacle pre-emption
arises when within a federal system of government a direct conflict or
inconsistency exists, or where there is no literal contradiction, but where
compliance with one set of rules necessarily jeopardises the achievement of

the objectives of another.

It is not entirely clear why in Sauter and Schepel’s account, field pre-emption
suffices to determine the proportionality standard, at least if relevant
legislation, however comprehensive, does not address the specific matter at
issue in the Article 106(2) proceedings. Sauter and Schepel do not focus on
this issue in a forensic way, but they may be taken to have assimilated field
occupancy with harmonisation. Given the primacy accorded to Member
States that is implicit in Sauter and Schepel’s approach, it would be
surprising if the mere fact of detailed (but not directly on point) EU
legislation should automatically lead to stricter proportionality review. In
any event, the Court of Justice has held that a Member State is prevented

from residual reliance on Article 106(2) in the presence of relevant legislation

19 More specifically, it expressly permitted the operation of loss compensation schemes, which appear to be
qualitatively different from the risk equalisation scheme operated by Ireland given that the latter would necessarily
require that revenue be taken into account.

197 For a general exposition of the US approach, see the judgment of Justice Sandra Day O’Connor in Gade v
National Solid Waste Management Association 505 US 88 (1992).

70



only when the general interest in question has been considered in the
legislative process and is reflected in a specific legal provision.'”® In other
words, actual pre-emption under Article 106(2) occurs very rarely. Hence,

the least restrictive means standard would apply equally infrequently.

Finally, in the light of these considerations, the overall position considering
the various cases relied upon by Sauter and Schepel, and subsequently by
Sauter, is mixed. They include Corbeau, Almelo, Ambulanz Glockner, Albany,
Brentjens and Drijvende Bokken.'®® In neither Corbeau nor Ambulanz Gléckner
was the Court of Justice confronted with any significant evidence or debate
as to the potential for less restrictive means.??0 Almelo bears out the pre-
emption hypothesis given that there was no sectoral legislation in place and
the Court appears to apply a not manifestly disproportionate standard to the
choice of means, albeit when considering private conduct.??! By contrast,
Albany, Brentjens and Drijvende Bokken (which in effect comprise one
judgment) are clearer authority in favour of the pre-emption driven account
of proportionality review. The cases concerned de facto exclusive rights over
the provision of supplementary pension cover. In summary, having accepted
the relevant pension funds as SGEIs, the Court of Justice refused to impugn
the means deployed by the Netherlands, despite prima facie evidence
concerning the viability of less restrictive alternatives. There was no relevant

EU sectoral legislation in place.

Other cases, not expressly relied upon by Sauter, including Dusseldorp and
Kobenhavns Kommune are more mixed and in particular reveal the problem of
the requisite form of pre-emption. As previously referred to, Dusseldorp
concerned the restriction of the export of oil-related waste products from the
Netherlands that was justified on the basis of needing to ensure an adequate
supply for a dedicated waste handling facility in the country. The EU had
tirst legislated on this issue in 1975 by means of a directive, subsequently

amended in 1991, which was then followed by a Council regulation in

198 C-206/98 Commission v Belgium [2000] ECR 103509, §45

199C 266/96 Corbeau; C-393/93 Almelo [1994] ECR 1-1477; C-475/99 Ambulanz Glockner; C-67/96 Albany; C-115/97
Brentjens; and, C-219/97 Drijvende Bokken

20 That issue is considered in greater detail in Chapter 5 with respect to both of these cases.

201 C-393/92 Almelo [1994] ECR 147
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1993.202 Despite this, the Court of Justice stipulated that it needed to be
established that the national objective could not be achieved by other means.
The EU legislation did not address the specific issue of export restrictions,
and in a previous judgment of the Court of Justice the harmonising provision
of the 1975 directive had been described as having “only ancillary effects on
conditions of competition and trade.”? As a result, although the EU had
legislated in the field, there was no relevant pre-emption in which case the
more lax proportionality test would have been expected to apply.?** Instead,
the Court of Justice appears to have taken the opposite view by requiring a
demonstration that the underlying objective could not be achieved by other
means.?®> The Court of Justice took a similar approach in Kebenhavns
Kommune against the same legislative backdrop, but there its deployment of
the less restrictive means standard was less categorical.?% Instead, the Court
proceeded on the basis that even if the less restrictive means standard

applied, the available alternative to exclusive rights was not viable.?0”

Despite these difficulties, the Sauter and Schepel’s hypothesis appears to
explain much that is obscure concerning the operation of proportionality
review under Article 106(2). In particular, it is revealing by focusing
attention on the nature of the evidential record before the European Courts.
The existence of detailed legislation in particular may help to both inform
the judges while also possibly offering reassurance as to likely outcomes in
those situations where the protection of Article 106(2) is denied. More
fundamentally, it may assist with the political legitimation of intensive

proportionality review.208

202 Council Directive 75/442/EEC on Waste as amended by Council Directive 91/156; Council Regulation (EEC)
No. 259/93 on the Supervision and Control of Shipments of Waste.

203 C-155/91 Commission v Council [1993] ECR 1-939, §20

204 This difficulty is acknowledged by (Sauter, 2015), p.62

205 §67. Unfortunately, the Court obscures its analysis by immediately following the finding with an observation
that it needed to be demonstrated that without exclusivity the SGEI could not be assured. That suggests that
proportionality review can be assumed by simple ‘but for” causation review, a phenomenon that will be considered
in greater detail in Chapter 5.

206 C-209/98 Kobenhavns Kommune [2000] ECR 1-3743, §80

207 §80. The Court identified that alternative as a general obligation to recycle.

208 That concern might be regarded as central to Sauter and Schepel’s contribution given its grounding in a division
of powers that recognises the right of initiative of the Member States with respect to SGEIs.
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6. Summary

Considering the underlying volatility and indeterminacy of the case law, and
the wider political controversy surrounding Article 106(2), the challenges in
developing a conceptual account of its operation will be apparent.
Nevertheless, the utility of the conceptual accounts considered for present
purposes is mixed. Prosser’s argument is as much about what Article 106(2)
should not be as anything else. As such, it is a defence of the open-ended
nature of potential general interests, which is hardly objectionable. Ross’
claim is more specific, but if SGEIs are conceptualised as departures from
market provision, then it is difficult to justify why one stylised delivery
characteristic, namely universality, should be singled out as dispositive. In
any event, its meaning is highly elastic. Similarly, it is not altogether clear
why Olykke and Mpgllgaard’s pioneering market failure critique is reduced
to a network or network externality driven account of SGEIs. By contrast,
Sauter and Schepel’s account of proportionality review is intuitively
appealing and it appears to explain much that is otherwise obscure. On
closer inspection, however, it loses some of its lustre, both as to the precise
nature of the pre-emption driver, the relevant field and ultimately, its
explanatory powers. Nevertheless, it implicitly calls critical attention to the
nature of the evidential record before the European Courts. In that regard,
the existence of relevant legislation is clearly a critical input, even if that is

not always decisive.

E. Conclusions

Without wishing to overstate its significance, the very framing of Article
106(2) within Article 106 immediately conveys its awkwardness.
Simultaneously, it is both less and more than an exception to Article 106(1),
while its enforcement as part of Article 106 takes the form of an exceptional
implementing mechanism in the form of Article 106(3). Underscoring the

idiosyncrasy of Article 106(2), the concept of SGEI has oscillated between
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objective and subjective renderings. The Court of Justice’s own effort to build
a generalised account of SGEIs never got beyond the tantalising Porto di
Genova formula of ‘special characteristics’. In seeking to head off
constitutional change while attempting to objectivise the concept of SGEI, the
Commission has tended to emphasise formalism based on stylised delivery
characteristics. Separately, and most likely precipitated by the introduction
of Article 16 TEC, the Commission was prompted to announce the manifest
error supervision standard. While superficially attractive, that test requires a
substantive underpinning standard. In systematic terms, its operation
remains unexplained for the moment. Nevertheless, on occasion, it appears

to entail much more than marginal review.

Emerging from this analysis the indeterminate nature of Article 106(2) will
be apparent. While many other Treaty provisions, including other rules
contained in the competition chapter are the focus of debate, the political
contestation of Article 106(2) is probably unique. That is reflected in the
seemingly unprincipled concept of an SGEI and a perpetually debated
proportionality standard. While offering valuable insights, relevant
academic accounts have not solved those fundamental indeterminacies. It is
not apparent how a mechanism that is so contested and uncertain can
function as a central mediating mechanism for SGEI claims. As a result, there
is a fundamental question as to the fitness for purpose of Article 106(2). In
the face of such indeterminacy, it would not be surprising if the Court of
Justice in particular looked to other ways of resolving the controversies that
Article 106(2) appears intended to resolve. This is the case and it is manifest
in the form of the contingency of Article 106(2), which is explored in the next
chapter.
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Chapter 2: A Most Contingent Exemption

A. Introduction

In this chapter Article 106(2) is considered within the wider scheme of the
Treaty and in particular, other derogation mechanisms. It is a consideration
of phenomena that are largely external to Article 106(2) that have a
significant impact on whether and how it is applied. It follows from the
internal exploration of Article 106(2) in Chapter 1. A number of factors
affecting the deployment and relevance of Article 106(2) are considered.
They range from the contestation of Article 106(2) ratione materiae, through to
impediments to the deployment of Article 106(2), and ultimately, a seeming
preference for reliance on other Treaty derogation mechanisms ahead of
Article 106(2). Overall, Article 106(2) is shown to be a most contingent Treaty

exemption.

In section B of this chapter, the ways in which the territory capable of being
occupied by Article 106(2) is contested are highlighted. The focus is on how
the Court of Justice has taken particular types of activity entirely outside the
scope of the competition rules. It has done so very visibly through the
invention of the public authority exception to the concept of an undertaking.
In addition, the Court has curtailed the application of the competition rules
through the solidarity exception. Many of the cases in which the public
authority and solidarity exceptions have been applied concern either the
correction of market failures or the pursuit of distributional objectives. That
may make them suitable for resolution under Article 106(2) in so far as SGEIs
could have been held to exist in several of those cases. Instead, Article 106(2)
has been by-passed, when its deployment might have assisted with a more

nuanced application of the competition rules in particular.

In section C of this chapter, the implications of the existence of derogation
mechanisms under the free movement rules are considered. A comparison is
made between their availability and scope and those of Article 106(2). From
the outset, Article 106(2) was mired in difficulties as to its availability by way

of direct effect. By contrast, the direct effect of the free movement derogation
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mechanisms flowed naturally and inevitably from the Court of Justice’s
intent to maximise the deployment of the underlying fundamental freedoms.
Moreover, in terms of scope, the Court has progressively expanded the
constellation of public interest reasons in the form of mandatory and
imperative requirements. By contrast, there have been lingering (albeit
misconceived) doubts about the potential nature of general interests capable
of qualification under Article 106(2). To make matters worse, there have been
and are still are doubts about whether Article 106(2) can lead to the
disapplication of any other Treaty rule in all situations where it is invoked.
In the aggregate, these difficulties have culminated in a pronounced
preference for the free movement derogation mechanisms over Article
106(2). Bearing in mind the difficulties that have complicated the application
of Article 106(2), a judicial aversion to its deployment is hardly surprising.

In section D of this chapter, particular consideration is given to another
competing derogation framework, namely the State aid regime. Given the
rough equivalence of general interests under Article 106(2) and what may
fall under Article 107(3)(c), the potential for overlap will be apparent. There
is however, the extra complication of the centralised nature of State aid
control in the hands of the Commission. Despite its availability in other
contexts, limits on Article 106(2)’s direct effect are still enduring with respect
to State aid procedure, and they have morphed into a more substantive
assimilation of the essentials of Article 106(2) by the State aid rules. That is
exemplified by the judgment in Altmark. In many respects, Altmark is an
expression of Article 106(2) by proxy. As such, it might be regarded as the

ultimate illustration of Article 106(2)’s contingency.

Finally, Section E is a brief conclusion emphasising that despite being billed
as the central Treaty mediation mechanism for SGEIs, in reality, the role of

Article 106(2) is highly contingent.
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B. Contestation - the Scope of Article 106(2) Ratione Materiae

1. Introduction

This section demonstrates how the potential area of application of Article
106(2) is contested, specifically in the competition arena through the
development of two exceptions that shrink the scope of the competition
rules. They are based on the concepts of solidarity and public authority.
While the Court of Justice may not have developed those exceptions for the
purpose of relegating Article 106(2) to a more marginal role, that has been

one of their principal effects.

2. The Public Authority Exception

The public authority exception concerns those instances where the
characteristics of activity are sufficiently bound up with the exercise of
sovereignty such that it is not treated as economic for the purposes of the
competition rules. The public authority exception is a specific aspect of the
Court’s more general approach to the interpretation of the term
“undertaking’. It is clearly related to but is distinct from the express Treaty
exemption with respect to the exercise of “official authority’. The nub of the
exception concerning public authority is that in certain situations, the state or
its agents exercise essential or traditional state prerogatives, which result in

the entity in question not being regarded as an ‘undertaking’.

The origins of the public authority exception are to be found in Article 55
EEC through its inclusion of an exception based on the concept of “official
authority’. It appeared in Chapter II of the Treaty of Rome dealing with the
right of establishment, and stipulated that its provisions did not apply to
activities that were ‘concerned, even occasionally, with the exercise of official
authority’. Article 66 EEC of Chapter III provided that the terms of Article 55
EEC applied with respect to services. Currently, Article 51 TFEU deals with
the exercise of official authority in respect of freedom of establishment and

Article 62 TFEU in respect to the provision and receipt of services. The
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classic instance of the exercise of official authority is that concerning the
police or judicial functions of the state, although functions with only
incidental reliance on powers that are inherent in those activities are not
accepted as falling within the exception.??”” Significantly, the official authority

exemption only operates with respect to the specified free movement rules.

The first extended consideration of the official authority exception was in
Reyners, which concerned a nationality requirement in connection with bar
admission.?!? That necessitated a consideration of the function of the legal
profession in Belgium. There, Advocate General Mayras provided the
elaborate but ethereal formula that: “[o]fficial authority is that which arises
from the sovereignty and majesty of the State; for him who exercises it, it
implies the power of enjoying the prerogatives outside the general law,
privileges of official power and powers of coercion over citizens.”2!1
Prominent considerations in the verification of the exercise of official
authority include the nature of the interests to be advanced by the
underlying activity (as between private and public) and the source of
adherence to the arrangement or function in question (private agreement or

state coercion).

The public authority exception was instigated and applied for the first time
in connection with the competition rules in Eurocontrol 1.212 It concerned a
dispute over the payment of charges for air traffic control ("ATC’) services,
which led to the examination of Eurocontrol, a specialist regional ATC
agency established by convention. Eurocontrol had three principal functions.
Those were the provision of training to national ATC services, direct
management of ATC on behalf of requesting signatory states, and the charge
collection responsibility. A threshold issue was whether Eurocontrol was an
undertaking. The claim was that the charges that it was imposing were

abusive by reason of its pricing model.

29 See case C-283/99 Commission v Italy [2001] ECR 4363, §15, dismissing a power of arrest for minor offences as
peripheral to the main functions of private security guards.

210 C-2/74 Reyners [1974] ECR 631

211 There are significant constitutional objections that could be made to this formula, not least the largely missing
position of the rule of law. That omission is referred to by AG Cruz Villalén in Belgian Notaries who cites but
jettisons the Mayras approach in Reyners. See C-47/08 Belgian Notaries [2011], ECR 1-4105, Opinion of 14 September
2010, §95.

212 C-364/92 Eurocontrol I [1994] ECR 1-43
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In his opinion, Advocate General Tesauro expressly relied on Reyners and in
particular Advocate General Mayras’ extravagant exposition of the official
authority exception to exclude the application of the competition rules. In
emphasising the strategic nature of control over air space as an incident of
sovereignty, Advocate General Tesauro highlighted the coercive nature of
ATC, and the legal obligation on persons in control of aircraft to obey ATC
commands.?13 In addition, Advocate General Tesauro considered that air
traffic control was a natural monopoly and that the operation of competing
services might not be feasible or desirable in practice.?* While Advocate
General Tesauro did not justify that claim by reference to the cost function of
the activity (the usual explanation for natural monopoly), he touched on the
presence of insuperable coordination challenges.?’> Advocate General
Tesauro also mentioned another market failure, namely, non-excludability, a
characteristic of public goods.?!® In practical terms, any aircraft in controlled
air space is an inevitable recipient of ATC services. Separately, and although
not mentioned by Advocate General Tesauro, the charge collection function
undertaken by Eurocontrol tackled a different type of potential market
failure. That was the co-ordination challenge presented by the need to collect
charges in respect of aircraft traversing the airspace of signatory states where
the operator might not have a place of establishment in several of them,

thereby potentially frustrating the collection of fees.?!”

In respect of Eurocontrol’s management of ATC services, the Court of Justice
emphasised the ‘powers of coercion’ point, the link to the discharge of
international legal obligations and the maintenance of territorial security.?!®
Echoing its Advocate General, the Court also drew attention to the problem
of non-excludability that is inherent in ATC services. Overall, the Court

determined that the activities of Eurocontrol, which were derived from

23 The need to apply coercion in an ATC system is surely overstated given the essential nature and purpose of the
service.

214 Opinion of 10 November 1993, section 13

215 jbid.

216 jbid., section 15 of his opinion

27 In C-29/76 LTU [1976] ECR 1541 the Court had decided that the Brussels Convention did not apply to the
recovery of Eurocontrol charges, a result that was only mitigated in part by Cases 9 and 10/77 Germanair [1977]
ECR 1517, which left open the possibility of recovery based on bilateral arrangements between signatory states.

218 C-364/92 Eurocontrol I, §24
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Member State sovereignty over their airspace was a public interest task
aimed at safeguarding safety. These, it treated as non-economic in nature,
and instead as amounting to activities that were typically those of a public
authority.?’® In grafting the ‘official authority’ exception on to the
competition rules, the Court was no doubt alive to textual limitations. This
probably explains its reference to the exercise of “public’ as opposed to

‘official” authority.?20

The Court of Justice’s reliance on the coercion point may have been
overstated since compliance might be taken to be implicit in the nature of the
service, and not as such based on any public authority power of compulsion.
Separately, the Court’s reliance on the problem of excludability served to
highlight the public goods nature of ATC and as a market failure, that might
have been used to treat its provision of ATC services as a pan-European
SGEIL??! In that regard, Eurocontrol was the subject of an absolute duty to
supply, even in the event of non-payment. Instead, the Court preferred to
treat the underlying activity as ‘non-economic’ even though it was clearly an
aggregation of paid services provided by a combination of public entities

and Eurocontrol.

The judgment in Eurocontrol I left open the possibility that Eurocontrol might
be regarded as an undertaking in respect of certain of its activities. That
underpinned a subsequent complaint made to the Commission by an Italian
ATC equipment supplier, SELEX. It was alleged that Eurocontrol’s selection
of prototypes in connection with research and development led to a
significant advantage for successful suppliers by reason of the impact on the
standard ultimately adopted by Eurocontrol and in turn its assistance to
national ATC providers making procurement decisions. The Commission
rejected the complaint, inter alia, on the basis that Eurocontrol was not an
undertaking and for each of its functions, including the preparation and

adoption of standards, it was engaged in the exercise of public authority. In a

219 §30
20 jbid.

21 Despite the usual national focus of SGEIs, unsurprisingly, the Commission has confirmed that the scope of
SGEIs may be cross-border. See, for example, Commission Decision 2011/3/EU, Danske Statsbaner, §265.
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challenge to this rejection in Eurocontrol II, the General Court found that
Eurocontrol was an undertaking when engaged in consulting because of its
participation in a market.??? In reversing the General Court, the Court of
Justice held that to avail of the public authority exclusion, the nexus with a
given Eurocontrol activity did not need to be essential or indispensable for
ensuring the safety of air navigation.??? It held that once the exercise of
public authority exception arose, any activity that was even plausibly related
to it was also covered by the public authority exception.??* That meant that in
respect of the development and adoption of standards, contracting and
prototype purchasing, Eurocontrol was not an undertaking.??> Again, an
approach based on the identification of SGEIs informed by market failure
might have been more meaningful than the Court’s category exclusion
approach. Standardisation is a typical response to market failures, the
severity of which is variable, depending in large measure on the potential for
commercialisation.??¢ At the very least, an Article 106(2) inquiry would have
considered the objective necessity of the impugned practices if they were

regarded as abusive.??’

The hollowness of the public authority exception is more apparent in the
Court of Justice’s subsequent ruling in Cali.??8 In that case, a dispute arose
about the levying of charges in respect of port anti-surveillance activity. The
plaintiff was resisting a claim for charges for this service, which were levied
by a private corporation given an exclusive right to provide a surveillance
service around the Genoa oil port. The applicants argued that since the ships
that they used were equipped with their own surveillance equipment, to
require them to pay for duplicative services was an Article 102 abuse. An
issue arose as to whether or not the provider of the port’s surveillance

service was an undertaking. The Court confirmed that the activities of the

22 T-155/04 Eurocontrol IT [2006] ECR 11-4797, §91-92

23 C-113/07 P Eurocontrol 11 [2009] ECR 1-2207, §79

24 ibid., §76

25 The judgment of the Court of Justice in Eurocontrol I is the subject of comprehensive and convincing criticism by
Sanchez Graells on the basis of its abandonment of functionalism as deployed by the General Court in a very
forensic way. See, Distortions of Competition Generated by Public Buyer Power, University of Oxford, Center for
Competition Law and Policy, Working Paper CCLP (2009), (L) 23

26 See generally, Swann, The Economics of Standardization; An Update, Report for UK Department of Innovation
and Skills, 27 May 2010.

27 Internal Commission documents disclosed during the procedure demonstrated significant concerns about
possible anti-competitive effects of Eurocontrol’s behavior.

28 Case C-343/95 Cali [1997] ECR 1-1547

81



Member State in the exercise of public authority had to be distinguished
from those activities of an industrial or commercial character. Ultimately, the
Court held that anti-pollution surveillance of this type formed part of “the

essential functions of the State”, and was not economic.229

The possibility of deciding Cali by reference to Article 106(2) was partially
dealt with by Advocate General Cosmas in the alternative. He argued that
the surveillance service was not capable of being provided under
competitive conditions. Advocate General Cosmas considered that the
provider, SEPG, was entrusted with an SGEI mainly predicated on his view
of the importance of environmental protection, as reflected in the legal order
of the Communities as existing then.?30 Separately, he reasoned that since the
intended Dbeneficiaries of environmental surveillance services were
ultimately the public at large, the universality element of Article 106(2) was
satisfied. While Advocate General Cosmas argued for the treatment of
environmental surveillance activity as an SGEI on the basis of the public
benefits, a more convincing approach may have been to consider the
potential for market failure.?3! The crucial issue in the proceedings was the
obligation on all port users to pay for the surveillance services. Such an
obligation could stems from two particular causes of market failure that
appear to have been unavoidable once a system of general surveillance was
decided upon, namely that such a service is non-excludable and non-
rivalrous in consumption.?®? It is a public good in the technical economic
sense. This, rather than the police powers argument partly underpinning the
Advocate General’s view (and accepted by the Court), would have been a
much more compelling justification for the system of charging and could

have been sustained under Article 106(2) on the basis of necessity review. 233

29 Opinion of AG Cosmas of 10 December 1996, §22

20 jbid., §55-60. At §3 of his opinion, AG Cosmas refers to the case as important because it afforded the Court, “an
opportunity to clarify to what extent protection of the environment is or is not a core public authority activity....”.
»1 ibid., §96

22 In line with Porto di Genova, AG Cosmas distinguishes prior surveillance from subsequent clean up activity, and
treats the latter as ‘ordinary’ economic activity. Although his market failure analysis is inchoate, he treats the
surveillance activity as having special characteristics. See §97. Separately, his analysis of diffuse public benefits is
compelling and shows the advancement of the general interest other than through stylised direct service provision
to the public.

23 Buendia Sierra has observed that in some cases, including Cali, a number of the factors relied upon to conclude
whether an activity is ‘non-economic” are more relevant to the qualification of an activity as an SGEI under Article
106(2). See (Buendia Sierra, 2000), p.276.
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Overall, the nature and extent of the public authority exception has
important implications for the relevance and application of Article 106(2).
Although cases applying this exception are few in number, conceivably, they
could have been determined on the basis of underlying SGEIs. Market
failures feature very prominently in the four judgments in which the
exception for the exercise of public authority has been applied to oust the
competition rules. To the extent that greater reliance on the concept of
market failure could be incorporated within Article 106(2), there is reason to
doubt whether the public authority exception should exist in its current
form. 234 That would still leave the Court free to have applied an exclusion
based on the exercise of regulatory power in line with some of its older
precedent.?® In its current form, the public authority exception is static and
appears to disregard the rise of the modern regulatory state. The difficulties
of applying its progenitor, the official authority exemption were well
summarised by Advocate General Cruz Villalon in the Belgian Notaries Case,

where, he stated that:

“For all those reasons, reliance on the criterion of purpose (general
interest/individual interest) or the criterion of the manner of imposition of
the obligation secured by (unilateral/bilateral) force is an approach, which
inevitably leads to shaky ground. For the concepts involved are
extraordinarily imprecise, subject as they are to the vagaries of relative
proportions, and, therefore, inaccessible to the slightest degree of
objectivity.”236

In short, the official authority exemption is backward-looking in nature, yet,

its derivative, the concept of the exercise of public authority, has successfully

ousted Article 106(2).

3. The Solidarity Based Exception and Undertakings

The essential features of the Court’s approach to the concept of undertaking

in the application of Articles 101 and 102 are by now very well established.

24 (Sanchez Graells, 2009). Writing in the context of public procurement specifically, he argues for a more limited
application of the public authority exception as opposed to greater reliance on Article 106(2).

25 See in particular, C-82/01 Aéroports de Paris [2002] ECR 1-9297, §76-77, upholding the General Court’s distinction
in the same proceedings between supervisory and entrepreneurial functions.

26 C-47/08 Belgian Notaries, §99
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The Court’s expansionary approach to the definition of undertaking reached
its zenith in its ruling in Hofner, where a federal employment agency was
found to be engaging in economic activity in the provision of job placement
services on a universal basis.?®” Given that historically the provision of
universal employment services was a classic welfare function engaged in by
many Member States, Hofner signalled the potential for broad areas of State
provision to be subject to the competition rules.?® The result in Hofner, which
saw the invalidation of the employment placement monopoly, at least in so
far as it extended to executive recruitment, came about despite the Court’s
acceptance of the activity of the German public employment agency as an
SGEIL2* Within two years of the judgment in Hofner, in 1991, the Court began
to develop a very significant exception to the concept of undertaking. This
focused on activities of a social nature exhibiting strong solidarity and
related features. Its development was to have very significant implications
for Article 106(2) as a result of these cases not been treated as concerning

SGElIs.

The solidarity exception was first deployed in the Poucet and Pistre cases
concerning the operation of compulsory sickness funds in France.?*? In both
cases, the applicants sought to avoid their obligations to make the requisite
contributions to the schemes by claiming that the funds to which they were
affiliated held dominant positions. 24! They also raised the possibility of
buying cover from an insurer in another Member State. The critical issue was
whether or not the funds were undertakings. Advocate General Tesauro
emphasised three critical features demonstrating the social solidarity
characteristics of the funds before concluding that they were not
undertakings.?#? First, contributions were determined by reference to the
income (whether salary or pension) of the person insured. Second, the
benefits provided and the method of calculating premia were established by

the French State. Third, the schemes were operated on a ‘not-for profit” basis

»7C-41/90 Hofner, §21

28 The ‘solidaristic’ nature of the activities of the Federal Employment office is emphasised by Giubboni, in Social
Rights and Market Freedom in the European Constitution, 2009, pp.198-199.

29 §24. Giubboni regards Hofner as an instance of a failure to apply Article 106(2) at all. Ibid., p.198.

20 C-159/91 and C-160/91 Poucet & Pistre [1993] ECR 1-637

21 Obviously the holding of a dominant position is not per se abusive, so as such, the precise Article 102 abuse
being relied upon is not very clear.

22 Opinion of AG Tesauro of 29 September 1992
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and there was a system of internal subsidies for funds in deficit. The Court
characterised the activities of the funds as ‘social’, by reference to the same
features emphasised by Advocate General Tesauro, and it concluded that the
funds were not undertakings.?*3 Overall, the Court appears to have
proceeded on the assumption that where redistributive elements were

sufficiently strong, then in principle competition could not be sustained.

While no Article 106(2) argument was advanced in Poucet and Pistre, an SGEI
approach may have been viable. Advocate General Tesauro referred to the
fund as a “public service” as a way of emphasising their pursuit of
significant redistributionist policies.?** The funds were constituted in a
manner that clearly satisfied the entrustment requirement under Article
106(2).24 If they had been treated as such, then the essential issue would
have been the justification for the grant of special rights given the
requirement of compulsory affiliation for specified funds by sector. That in
essence is a consideration of possible less restrictive alternatives. It would
have entailed the Court deciding whether a system of authorisation (under
conditions of free entry and regulated exit) that respected the features of the
French system would have been equally efficacious in terms of advancing
the general interest. By contrast with Hdfner, in Poucet and Pistre, and this
may have been crucial, there was no evidence before the Court of any market
operating, apart from a claim that the applicants wished to have the

opportunity to buy cover elsewhere.?46

A prominent feature of the Court of Justice’s rendering of the solidarity
concept is its emphasis on the ‘capitalisation” principle. That appears to refer
to the practice of generating returns through investment, which is frequently
engaged in by insurers. Capitalisation is to be contrasted with systems that
are based on ‘pay as you go’ models, such as classic social welfare based

schemes of insurance. In FFSA, the Court relied in part on the schemes

3 See Poucet et Pistre, §18. For a clearer example of that tendency, see the Opinion of 14 November 2002 of AG Stix-
Hackl in C-355/00 Freskot [2003] ECR 1-5263, §71. The provision of compulsory agricultural insurance on terms that
supported smaller producers is framed as social rather than economic by reference to its aims.

24 Opinion of AG Tesauro of 29 September 1992, section 4

%5 ibid., section 4. The referring Court refers to them as being “charged with the management of a special social
security scheme” under national legislation. See §16, 20.

26 Jt may be that the existence of the impugned regulation precluded that possibility.
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capitalisation to justify the finding that it was an undertaking.?*” The Court
also emphasised the voluntary nature of the cover as important for the
purpose of that finding.?*8 As with reliance on capitalisation, this claim is
problematic. Compulsion is frequently the means of preventing free-riding
and far from negating the existence of a market, it is often essential in order
to prevent consequential market failures. That is especially so if the

regulatory design builds in the achievement of certain distributional goals.?4

The solidarity exception was also applied in Cisal.?>° The applicant resisted
making payments to INAIL, a not-for-profit public law entity that was
established to handle contributions and make payments in the form of short-
term sickness assistance and long-term disability pensions.?! The applicant
argued that he had procured adequate cover on the private insurance
market. Advocate General Jacobs emphasised two facts in particular, having
reiterated a view he expressed in Poucet and Pistre, namely that the critical
question was whether the activity in question, subject to the applicable
obligations, could be undertaken for profit.5> The first factor he relied on
was that pension payments involved an element of redistribution breaking
what he saw as a more direct link between contributions and benefits, which
he regarded as characteristic of market provided insurance. The second was
that benefits were set by law and could be determined ultimately by the
state.??® Advocate General Jacobs regarded the facts that INAIL was not for
profit and that it pursued social objectives as irrelevant for the purpose of
determining whether it was an undertaking. He considered that its social
function might be relevant for the application of Article 106(2), although he
ultimately concluded that this should be a matter for the referring court. For
its part, the Court of Justice treated the activities of INAIL as an aspect of the

operation of the Italian system of social insurance. It emphasised the

247 C-244 /94 Société d’Assurance [1995] ECR 1-4013, §17,22

28 jbid.

29 A recent notable example is compulsory cover mechanisms included in the Patient Protection and Affordable
Care Act in the United States.

20 C-218/00 Cisal [2002] ECR 1-691

21 The system had its origins in dissatisfaction with 19th century tort based liability and offered employees engaged
in manual labour greater security in return for waiving their rights to seek court compensation.

22 Opinion of 13 September 2001, §38. AG Jacobs appears to use this as a shorthand way of asking whether the
social objective in question could be fulfilled under market conditions.

23 Jtaly was astute in bringing evidence of the solitary occasion when the terms of cover were rejected by the
authorities. The relevant Minister had availed of powers to refuse approval for INAIL of a proposal for the price of
cover for craft workers.
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importance of Member State autonomy in the organisation of their social
security systems.?®* The Court then focused on the aspects of the system
identified by Advocate General Jacobs, namely the system of internal
redistribution and the degree of state supervision. It found that the rate of
contribution was not systematically proportionate to the risk insured.?®> To
that end, it emphasised the setting of contributions in part by reference to
income, which meant that it was not a standard insurance system of risk-

based pricing.?%¢

In Cisal, the Court considered that neither the method of calculating
contributions nor the payment of Dbenefits displayed sufficient
proportionality to make the activity economic. That overlooks the pooling
mechanism that is inherent in the operation of insurance markets.?>” While
an element of risk pricing will be contract specific, it is highly unlikely that
private insurance markets price using a system of direct proportionality.?58
Separately, the Court’s reliance on the degree of state supervision as
resulting in certain activity no longer being economic is unconvincing.
Although Advocate General Jacobs also relied on supervision as negating the
existence of economic activity, that was undermined by his candid
acknowledgment that there were many situations where ‘the rules of the
game’ including price and minimum benefits are determined by the State,
but where entities engaged in such activities were treated as undertakings.?>°
With respect to Article 106(2) and the issue of entrustment, it will also be
recalled that the Court has emphasised the intrusiveness of Member State

supervision going beyond mere regulation.26

Conceivably, Article 106(2) could have been applied in Cisal as an alternative

to the solidarity exclusion, although unlike Poucet & Pistre, that may have

24 C-218/00 Cisal, §31

25 ibid., §39

%6 In addition, pensions were calculated by reference to a band using a national average salary with a 30%
fluctuation meaning that there was a significant element of internal redistribution. Lower paid workers received
higher payments while higher paid employees received less than their previous income.

27 It also ignores the possibility that pricing with reference to salaries was a viable proxy for risk given that workers
exposed to the greatest risk may have earned some element of a premium. See Thaler & Rosen, The Value of Saving
a Life: Evidence from Labour Markets, in Terleyckyj, Household Production and Consumption, NBER, 1976, who,
drawing on an insight of Adam Smith, quantify a risk premium for various occupations so as to provide a
meaningful input for cost benefit analyses of contemplated safety interventions.

28 The existence of price discrimination alone calls into question whether strict proportionality is to be observed in
insurance pricing.

29 §73, Opinion of AG Jacobs of 13 September 2001

20 C-7/82 GVL [1983] ECR 483, §41
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resulted in a different outcome. The applicant had argued that it would be
possible to rely on regular insurance markets but with provision for a loss
compensation fund of some sort in place so as to guard against the
possibility of INAIL (or other providers) having a disproportionate number
of riskier employees on its books.?! Framed in those terms, it appears to be a
classic Article 106(2) question, and one that might possibly have led to the
invalidation of the exclusive rights, depending on the applicable

proportionality test.

A later case, AOK, reveals the all or nothing nature of the solidarity-based
exception, which allows conduct having significant competitive
consequences to escape the competition rules entirely.?¢2 AOK concerned the
system whereby representatives of German sickness funds determined the
maximum amounts of reimbursement to be paid by individual funds to
pharmaceutical suppliers. Under German law, a two-stage process operated
whereby a representative association was obliged to decide which drugs
were subject to price regulation, and in turn, required to make a decision
about the applicable maximum rate of reimbursement, subject to annulment
by the relevant ministry. The representative association set the maximum
reimbursement rates for drugs supplied by the two applicants. They claimed
that these prices were excessively low. The pharmaceutical suppliers sought
to rely on Article 101 by arguing that the association of sickness funds was a

purchasing cartel.

Again, the characterisation of the sickness funds was critical to the
applicability of Article 101. Significantly, the national Court also referred a
number of questions in the alternative, including two in relation to the
possible application of Article 106(2). Under the German system, funds were
required to respect certain fundamental principles such as the obligation to
provide a set of minimum benefits established by law. According to

Advocate General Jacobs, certain features of the German system suggested

%1 The principle of a loss compensation scheme was not just a speculative suggestion. Provision for such a
mechanism was included in the Third Non-Life Directive liberalising the provision of general insurance. See
Council Directive 92/49/EEC, at recital 24.

262 C- 264/01 AOK [2004] ECR 1-2493
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that the funds were engaged in economic activity.?®3 In particular, the
various funds competed with each other in that employees (who were
obliged to buy cover from at least one fund) were free to choose from among
several. The funds also competed with each other in relation to
supplementary benefits and their efficiency in claims management. As
against that, the Court of Justice emphasised that there was no direct
relationship between prices charged for cover and the level of benefits. In
addition, a system of cost equalisation operated between the different funds.
In making reference to competition between funds, the Court emphasised
that ultimately there was none between them in respect of mandatory
benefits.?64 Although acknowledging that Germany had introduced a limited
amount of competition between providers, the Court emphasised that this
was solely with a view to supporting the social objectives of the funds, in
particular, by helping to ensure that the funds operated in accordance with
the principles of sound management.?®> For these reasons, the Court
concluded that the funds were not undertakings, and on that basis, the
representative body engaged in maximum rate setting was not an association

of undertakings.

The Court’s dismissal of the economic nature of the activities of the funds is
unconvincing. It sought to emphasise the lack of competition around
minimum benefits.26¢ While it was true that minimum cover was specified,
the various funds were entitled to charge different prices for the mandatory
offering, and they competed on top up cover. Separately, the Court’s claim
that limited competition had been introduced in order to improve the
realisation of social objectives did not mean that the underlying activity was
not economic, at least in exhibiting rivalry, and having the potential for anti-
competitive consequences. In referring to the provision of encouragement for
principles of sound management, in reality the Court was referring to
productive efficiency through managed competition. Since Germany was

deploying constrained market based mechanisms to achieve social goals, the

263 Opinion of AG Jacobs of 22 May 2003, §§37-42

264 The funds competed on price with evidence of differentials of up to 30%.
25 C-264/01 AOK, §56

26 ibid., §54
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competition rules could have been applied, subject to Article 106(2), given

the plausible treatment of the funds as SGEIs.¢”

Subsequently, FENIN brings about the expansion of the solidarity
exemption.?®® It concerned complaints of violations of Article 106(2) to the
Commission concerning the activities of constituent elements of the Spanish
public health system in their dealings with suppliers, where waiting periods
of up to 300 days for payment were alleged. The Commission rejected the
complaints in part because it did not consider that the Spanish public health
system was an undertaking given the social function that it performed. This
result was confirmed by the General Court, which accepted that while the
making of those purchases by the Spanish public system of supplies was a
distinct activity, this could not be dissociated from their subsequent use in
order to pursue social goals.?®® The General Court emphasised that it was the
activity of selling as opposed to purchasing that characterised economic
activity, a distinction that is at odds with the typically symmetrical nature of
markets.?”0 The Court of Justice upheld this finding emphasising the nature
of the subsequent use of good or services as decisive.?’! Separately, in
Eurocontrol 1, the classification of purchasing activity as non-economic when
carried out for the purpose of solidarity-related reasons was extended to
purchasing for the purpose of exercising powers of public authority. Both
the General Court and the Court of Justice confirmed that the Commission
was entitled to consider that the exemption for related purchasing activity
was not just limited to the solidarity based exception, the decisive

consideration being that the underlying activity is not economic in nature.?”2

FENIN demonstrates the ‘all or nothing’ nature of the solidarity exemption.
Activities of the public health system that may have been abusive escaped
any potential censure under EU competition law. There was no assessment

of whether there was any causal link between the functions of the entity and

27 This is how AG Jacobs provisionally treated the funds, while noting that the necessity test would not have
inevitably led to the condemnation of the price setting mechanism, in respect of which he argued that a test of
manifest disproportionality applied. See §95 et seq.

268 T-319/99 FENIN [2003] ECR II-357

269 ibid., §36

270 ibid., §37

271 C-205/03 P FENIN, §26

22 T-319/99 FENIN, §65; C-205/03 P FENIN, §102
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the abuse as alleged. Conceivably, the Court could have found that elements
of the Spanish public system were undertakings in relation to their
purchasing activities, not least because it entailed direct participation in a
market. Extended credit periods can generate anti-competitive effects by
creating significant business dependencies. 22 The Court could then have
gone on to consider the application of Article 106(2) given that system
pursued obvious redistributive goals. It is difficult to see how (if it was the
case) delays in payment for suppliers of the public health system were
necessary for its operation. Even if it was argued that a reduction in credit
periods would impact on the overall operation of the system, it is not clear
that this would compromise the operation of the Spanish system or its

overall capacity to serve.

Subsequent case law illustrates that even in the presence of strong solidarity
this does not guarantee that an insurance provider will not be treated as an
undertaking. This is evident in AG2R Prévoyance, where despite finding that
there was a high degree of redistribution in the scheme, the Court of Justice
still decided that it was probably an undertaking, having regard to the
degree of state supervision.?’* The designation of the funds was initiated in a
collaborative process between employers and unions, which occurred
against a backdrop of other entities competing with respect to the
supplemental cover provided under the scheme.?”> In addition, the fund
enjoyed a degree of autonomy over the nature of supplementary benefits
characteristic of economic activity.?”¢ AG2R Prévoyance is also significant in
that the Court applied Article 106(2) even though it appeared to accept the
analysis of Advocate General Mengozzi to the effect that no abuse was

established. This may signal greater potential recourse to Article 106(2) in

273 It is possible that the funding arms of the Spanish State operated a policy of staggered payments to the
purchasing entities within the public system in Spain, which in turn led them to seek to impose extended credit
terms. It is noteworthy that under Article 4(4) of Directive 2011/7/EU on Combating Late Payments in Commercial
Transactions, entities providing healthcare are now limited to an additional 60 days beyond the general 30-day
default rule. See also, recital 25.

74 C-437/09 AG2R Prévoyance [2011] ECR 1-973. This part of the ruling, §53 to §65, is not a model of clarity. It
appears to be largely influenced by the opinion of AG Mengozzi of 11 November 2010.

775 ibid., §63

776 ibid., §54
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these situations, even if, as will be explored in Chapter 5, the necessity and

proportionality review in AG2R Prévoyance was very shallow.?””

4. Summary

In this section, the way in which the application of Article 106(2) is contested
ratione materiae as a result of two Court of Justice developed exceptions to the
concept of an undertaking has been explored. The nascent market failures
underpinning several of the public authority cases are striking, raising the
question of their possible accommodation under Article 106(2) as SGEIs,
assuming that the entrustment condition was also satisfied. In some respects,
the solidarity exemption is even more objectionable from an Article 106(2)
perspective than its public authority counterpart, in particular, considering
the distributional goals that are frequently at stake in SGEIs. Both the public
authority and solidarity exemptions lead to inadequate or entirely missing
scrutiny of conduct capable of generating significant anti-competitive effects.
While in a number of cases it is not clear that recourse to Article 106(2)
would have changed the result, in others it could, and in almost all instances

it may have provided a more coherent overall justification for the outcome.

C. Competition - The Free Movement Derogations

1. Introduction

This section is principally concerned with a number of factors affecting the
choice between the free movement derogation mechanism and Article 106(2)
as a means of excusing compliance with fundamental Treaty provisions.
Initially, it considers the comparative direct effect and scope of the free
movement derogation mechanisms and Article 106(2). It identifies the
largely untrammelled nature of mandatory and imperative requirements in

the public interest and compares them with a perception of significant

277 As Kersting notes: “Balancing the Member States’ interest in the functioning of their social security systems with
the Union’s interest in the protection of competition by applying Article 106(2) TFEU is a far more differentiated
approach than the previous all-or-nothing approach according to which the applicability of the competition rules
depended on whether the entity was an undertaking.” Kersting, Social Security and Competition Law - ECJ Focuses on
Article 106(2), Journal of Competition law and Practice, 2011, Vol.2, No.5, p.475
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limitations on the nature of general interests that may be accommodated
under Article 106(2). That is followed by a consideration of the doubts that
Article 106(2) is actually capable of doing what it says, namely permitting
the disapplication of any other Treaty provision. The analysis then turns to
how a preference for recourse to the free movement derogation mechanisms
has become manifest and suggests that this is unsurprising given both the
modalities of litigation before the European Courts as well as the likelihood
of a preference given the more embedded nature of the free movement
derogation mechanisms. Although the evolution of the overall position is
understandable, Article 106(2) has been relegated to a peripheral and

contingent position.

2. Direct Effect and Scope

a) The Free Movement Derogations

The requirements for direct effect dating back to Van Gend en Loos have been
stable for some time under EU law, and in essence require clarity, precision
and unconditionality.?”® More specifically, provisions should not require any
implementing measures or the exercise of discretion on the part of the
Member States or any EU institutions. The direct effect of Treaty derogation
mechanisms is a function of the direct effect of the related primary right or
prohibition. The Court’s 1978 judgment in Cassis introduced the concept of
mandatory requirements in the public interest justifying restrictions on the
free movement of goods. That was in response to the unqualified
condemnation in Dassonville of any trading rules that directly or indirectly,
actually or potentially might hinder trade.?”” While it may not be accurate to
refer to those mandatory requirements as directly effective on a stand-alone
basis, it is clear that those exceptions could be relied upon as a function of
the direct effect of the free movement rules since at least in the Court’s

conception of them, they are inherent in them.

It is instructive to note for comparative purposes the timing and ease with

which direct effect was accorded to those free movement provisions that

278 C-26/62 van Gend en Loos [1963] ECR 3
279 C-120/78 Cassis de Dijon [1979] ECR 649, C-8/74 Dassonville [1974] ECR 837
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tend to feature in SGEI cases, namely Article 49 on the right of establishment
and Article 56 on the freedom to provide services. Article 49 TFEU was first
found to be directly effective in the Reyners judgment of the Court in 1974.280
That was followed at the end of the same year by the ruling in Van
Binsbergen on the direct effect of Article 56 on freedom to provide services.?81
Article 56 was found to be directly effective at least in so far as it was

intended to end discrimination specifically by reason of nationality.?82

The corollary of an all-embracing approach to what might constitute a
restriction on free movement was the development of a variety of inbuilt
justifications giving the Court of Justice the ability to avoid a finding of a
violation of the relevant free movement provision. In that way, it also
avoided being constrained by the limited number of general interest
derogation grounds included in the Treaty of Rome.?8? In Thieffry, the Court
indicated that the availability of mandatory requirements in the public
interest was capable of justifying restrictions on the right of establishment.?84
Two years later, in Van Wesemael, the Court confirmed the potential
availability of imperative requirements in relation to the public interest to

justify restrictions on the freedom to provide services.?8

The only seeming limitation placed by the Court on mandatory and
imperative requirements in the public interest concern attempts to justify
restrictions on free movement by reference to what the Court has
characterised as ‘solely economic’ reasons.?8¢ That proposition was formally
endorsed in Gouda, which interpreted an earlier ruling in Bond wvan
Adverteerders as suggesting that economic considerations could not be taken
into account to justify restrictions on freedom to provide services.?8” Despite
that, the Court has accepted that reasons of a fiscal nature linked to the

possible destabilisation of social security systems, are in principle capable of

20 C-2/74 Reyners [1974] ECR 631

21 C-33/74 Van Binsbergen [1974] ECR 1299

22 Subsequently, the Court moved beyond limiting direct effect based on discrimination and even began to insist on
equivalence assessments ahead of legislation. See C-340/89 Vlassopoulou, [1991] ECR 1-2357

23 Article 36 of the Treaty of Rome had a number of notable omissions, including the protection of health.

24 C-71/76 Thieffry [1997] ECR 765, §12,15

25 C-110/78 Van Wesemael [1979] ECR 35, §28

26 The Court has also taken a similar approach under Article 36, See C-251/78 Denkavit [1979] ECR 3369.

27 C-288/89 Gouda [1991] ECR 1-4007 §11 and C-352/85 Bond van Adverteerders [1988] ECR 2085. That is a generous
reading of the Bond van Adverteerders judgment.
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justifying restrictions on certain Treaty freedoms.?®8 The Court, however, will
not accept as justifications the protection or enhancement of the tax base
independently of a specific funding requirement.?®® In overall terms, there
are very few meaningful constraints on the scope of imperative requirements

in the general interest.?

The Court’s adoption of exceptions to the free movement rules in the form of
mandatory and imperative requirements relating to the public interest was
probably unavoidable considering the expansive interpretations given by the
Court to the free movement protections set against a relatively narrow set of
express Treaty exceptions.?’! In particular, the Court’s desire to extend the
scope of the free movement provisions to prohibit not just direct or indirectly
discriminatory measures, but also those tending to impede or render less
advantageous cross border provision, meant that a high hurdle was raised,
even if there has been some adjustments.?> A loose equilibrium was
achieved though a system of expansive prohibitions matched by an
unlimited set of possible exceptions.??> While the availability of those
exceptions is tempered by the overlay of a proportionality test, and a general
refusal to countenance measures that are directly or indirectly
discriminatory, the open-ended nature of the imperative requirements case
law means that they are capable of being applied to a myriad of situations,

including cases involving SGEIs.

The potential application of the free movement rules was also to be further
enhanced by the gradual weakening of the rule concerning purely internal
situations. That had operated so that where there was no cross-border
dimension, the free movement provisions and in turn the associated
derogation mechanisms were not applicable.?* By way of example, in

Hdfner, which concerned the employment of a German national by a German

28 C-372/04 Watts [2006] ECR 1-4325, §103

29 For example, see C-243/01 Gambelli [2003] ECR 1-13031.

20 They range from protection of the environment, workers and health, through to the advancement of important
constitutional values.

1 See to that effect, Scott, Mandatory or Imperative Requirements in the EU and the WTO, in Barnard & Scott
(edits.), The Law of the Single European Market, 2002.

22 That began with case C-267/91 Mithouard [1993] ECR 1-6097, and in respect of services is applied is cases such as
C-544/03 Mobistar [2005] ECR 1-7723.

2 See in this regard, Scharpf, The Asymmetry of European Integration, or Why the EU Cannot be a ‘Social Market
Economy’, Socio-Economic Review (2010) 8, 211-250, p.219.

24 See C-175/78 Saunders [1979] ECR 1129, §11.
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company, the Court faced a question on the potential applicability of Article
56 TFEU as part of the reference questions.?> It avoided the free movement
of services issue by holding that it had no application to an entirely domestic
situation. That was so even though the German monopoly on employment
services may have hampered the recruitment of workers from other Member
States.?’¢ As anomalies emerged, the purely internal situations rule soon
began to be qualified. In particular, that occurred in respect of residence
rights for third country nationals, where on the immediate facts no cross-
border movement had occurred.?”” The Court of Justice softened the purely
internal situations rule to exclude scenarios where there had been a prior
exercise of some free movement right.>® That in turn broadened the

potential for the application of the free movement derogation mechanisms.

Separately, the Court created an even more significant exception to the
purely internal situation rule based on the possibility that certain national
legal systems might afford their citizens the same rights and protections as
would apply as a result of the application of EU law.?® At its broadest, this
leads to the complete breakdown of the purely internal situations
principle.30 More importantly for present purposes, since it allows the Court
to apply the free movement rules in a purely domestic context, it also means
that the Court is free to apply the associated free movement derogation
mechanisms so as to provide a complete answer. Where previously the
application of free movement rules would have been barred, they are now
capable of being applied. As will be considered below, far from
supplementing the Court’s analysis under Article 106(2), in some instances

the effect is to supplant it.

25 C-41/90 §8§37-39

26 The Court went on to decide the case by reference to Article 106(2), albeit incoherently.

27 See generally, Foster, Foster on EU Law, 2009, Ch.10.

2% See C-370/94 Vigel [1995] FP 11-487.

29 (C-448/98 Guimont [2000] ECR 1-10663, §23; C-451/03 Calafiori [2006] ECR 1-2941, §29; and, C-245/09 Omalet
[2010] ECR 1-3771, §15

30 By its terms, Article 267 TFEU appears to give the Court this latitude since the question arises in the course of
national proceedings. Effectively, it converts an issue of national law (albeit one that could be determined by
reference to EU law) into a question of EU law.
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b) Article 106(2)

The initial approach of the Court was to deny direct effect to Article 106(2),
thereby preventing litigants from relying upon it before national courts.30!
The view that Article 106(2) was not directly effective was in part based on
the view that as Treaty guardian only the Commission could apply the
development of trade criterion included in the second sentence of Article
106(2). In Port de Mertert, the Court held that Article 106(2) was too
conditional for direct effect, since it required an appraisal of the tasks
entrusted to the undertaking in question and of the interests of the
Community.30? That appeared to suggest that the difficulty arose from the
requirement to apply the second sentence of Article 106(2) on the effect on
the development of trade. In BRT v SABAM II, Advocate General Mayras
foresaw the possibility that Article 106(2) might become directly effective,
but predicated on the Commission’s exercise of its powers under Article

106(3).303

In Fabricants Raffiniere d’Huile from 1983 the Court, again citing Port de
Mertert, ruled that “at this stage” Article 106(2) was not capable of creating
individual rights that a national Court was obliged to protect.3%* It was not
until 1989 that the direct effect of Article 106(2) was effectively confirmed, at
least in part, in Ahmed Saeed.3% There, the Court ruled that inaction by the
European Commission under Article 106(3) did not mean that Article 106(1)
or Article 106(2) could not be invoked before national courts.3% The
judgment also contemplated national authorities taking a view on SGEI
entrustment and the question of obstruction.30” Later judgments in ERT and
Almelo also appeared to confirm the ability of Member State courts to

determine the issues of SGEI entrustment and the application of the

301 For a detailed treatment of the complex evolution of the position on direct effect, see (Buendia Sierra, 2000),
pp-341-352.

302 C-10/71 Port de Mertert, §14

303 C-127/73 BRT v SABAM 11, p.740

304 C-172/82 Inter-Huiles [1983] ECR 555, §15

305 C-66/86 Ahmed Saeed [1989] ECR 803. In C-393/92 Almelo [1994] ECR 147, AG Darmon, in his opinion of 8
February 1994 identified Ahmed Saeed as the crucial turning point on direct effect.

306 C-66/86 Ahmed Saeed, §53

37 See generally, Van Slot and Hancher, Article 90, ECLR 1990, 11(1), 35-39, who refer to the holding that national
authorities could apply the obstruction test as ‘remarkable’ considering the general assumption following Sacchi
that only the Commission could apply it.
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obstruction test.3% Subsequently, in his opinion in Porto di Genova, Advocate
General Van Gerven suggested that in earlier cases, the Court was receptive
to the direct effect of the first sentence of Article 106(2). 3% This meant that a
national Court could make a determination on whether or not any SGEI had
been entrusted. Presumably, his point was that if the conclusion of that
analysis was negative, then Article 106(2) was not available, irrespective of
the outcome of the application of the second sentence of Article 106(2).31° By
the time of the Court’s judgment in Corbeau in 1993, the direct effect of
Article 106(2) was not doubted. In cases such as Corbeau, the Court might
have regarded direct effect as essential given that it was confronted with
questions concerning whether Article 106(1) was being violated in
conjunction with Article 102, with only Article 106(2) available to rescue the

situation.3!!

Turning to the issue of scope, a basic question arises as to the nature of the
general interests that are capable of qualification under Article 106(2). This is
analogous to the issue of what reasons are capable of constituting an
imperative requirement in the public interest under the free movement
rules.312 The perception of Article 106(2) as being limited in terms of the
general interest that may qualify under its terms is probably attributable to
two reasons. The first concerns the clumsy formulation of the provision, and
in particular, the use of the formula ‘general economic interest’. Read
literally, Article 106(2) might be taken to refer only to services that implicate
interests that are economic in nature.3!3 Instead, it refers to the nature of the
underlying activities as opposed to limiting the nature of the general interest

basis for the intervention.3'4 Reflecting that interpretation, an enabling

308 C-260/89 ERT v Dimotiki [1991] ECR 1-2925, §§ 33-34; C-393/92 Almelo, §§ 49-51(c)

309 C-179/90 Porto di Genova, Opinion of AG Van Gerven of 19 September 1991, §28

310 This meant that if a national Court finds that an SGEI has been entrusted it is stuck and can go no further, except
possibly to consult the Commission.

311 In Corbeau, the Court was unforthcoming as to whether there was a violation of Article 106(1) in conjunction with
Article 102. It noted that the mere granting of exclusive rights is not impermissible, but then referred to the duty of
the Member States not to impair the effectiveness of the competition rules before then turning to Article 106(2). See
§§10-12.

312 There are some differences in terms of what is recognised as an imperative requirement as between workers,
goods, services, establishment and capital, with an understandably more restricted category of exceptions for
goods. See Barnard & Deakin, Market Access and Regulatory Competition, in (Barnard & Scott, 2002).

33 As Bauby observes, “Certainly the expression ‘service of general economic interest’ is particularly improper,
because the authors’ main aim was the ‘economic’ nature of the services rather than any particular ‘economic’
category of general interest.” See, From Rome to Lisbon: SGIs in primary Law, in Szyszczak (edit.), Developments in
Services of General Interest, Legal Issues of Services of General Interest, 2011, p.23

314 See Hancher & Sauter, EU Competition and Internal Market Law in the Health Care Sector, 2012, p.284.
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approach to the definition of SGEI was advanced by the Commission in the
Green Paper on Services of General Interest. 31> After noting that the concept
was not defined in the Treaty, the Commission indicated that: “there is
broad agreement that the term refers to services of an economic nature
which the Member States or the Community subject to specific obligations
by virtue of a general interest criterion”.31®¢ The Commission’s approach to
the concept is also consistent with various pronouncements (albeit
negatively formulated) of the Court in cases such as Albany and Federutility
to the effect that in formulating SGEIs, Member States may not be prevented

from taking into account national policy objectives.31”

The second, and perhaps more significant reason for treating the general
interest that are capable of accommodation under Article 106(2) as
constrained stems from an argument based on its relationship to the scope of
imperative requirements in the general interest. The basic contention is as
follows. By its terms Article 106(2) is concerned with economic interests. Yet,
the Court has consistently indicated that imperative requirements in the
public interest can never be based solely on economic concerns. Completing
the argument, Article 106(2) can only be used to justify economically
motivated restrictions on the free movement rights. As will be shown, there
is no substance to this assignment of mutually exclusive roles, not least
considering what has already been considered concerning the proper
interpretation of the word ‘economic” in Article 106(2). Nevertheless, given

the plausibility of the dichotomy, it may have a limiting impact in practice.3!®

While the scope of ‘economic’ would probably extend to a restriction for
reasons of efficiency or equity and those of a macro-economic or fiscal
nature, there may be many others that would be excluded. There is little
reason to assume that the general interest to be pursued under Article 106(2)
should be confined to narrow economic motivations, whether the term

‘economic’ is given a technical meaning or is taken to pertain to part or all of

315 Commission Green Paper on Services of General Interest, COM (2003) 270 final

316 ibid., §17

317 C-67/96 Albany, §104, CC-265/08 Federutility [2010] ECR 3377, §29

318 A limiting view has been challenged, most prominently, by Judge Koen Lenaerts, in Defining the Concept of
‘Services of General Economic Interest’ in light of the ‘Checks and Balances’ set out in the EU Treaties, Jurisprudencija,
2012, 19(4) 1247, pp.1255-1256.
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the national economy. There is therefore a broad potential equivalence
between what might constitute an imperative requirement in the public
interest under implied free movement derogation mechanisms and the scope
of general interests capable of being pursued under Article 106(2). This is so
even though the Court has on occasion identified profit considerations as
falling outside the purview of the free movement derogations, with the

implication that they are to be analysed under Article 106(2).31

3. Hard Limits on Article 106(2)

The express terms of Article 106(2) provide that entities entrusted with SGEIs
are subject to ‘the rules contained in the Treaties, in particular the rules on
competition” except where its provisions are satisfied. It does not say that
those entities are subject to the “prohibitions” contained in the Treaties, but
instead by referring to ‘rules’, that must be taken to import the rules and any
derogation mechanisms. Despite the apparently unqualified nature of the
powers of exemption under Article 106(2), the question of which Treaty
provisions it can qualify and whether the Member States themselves can rely
on it has been beset by doubt. The first indication of possible limitations as to
the scope of Article 106(2) was provided by the Campus Oil judgment of the
Court. 320 The context was a challenge to Ireland’s operation of a national oil
refinery from which all distributors were obliged to source a fixed
proportion of their requirements. According to the Court, this requirement
operated as a quantitative restriction on imports in violation of Article 34

TFEU. The Court ruled that:

“Article [106(2)] does not, however, exempt a Member State which has
entrusted such an operation to an undertaking from the prohibition on
adopting, in favour of that undertaking and with a view to protecting its
activity, measures that restrict imports from other Member States contrary to
Article [34] of the Treaty.” 321

319 See C-203/96 Dusseldorp, §44

320 C-72/83 Campus Oil [1984] ECR 2727

321 §19. Buendia Sierra interprets this judgment, not as an indication of limits as to which Treaty provision may be
disapplied under Article 106(2), but instead, on whether the Member State (as opposed to the entrusted
undertaking) may rely on Article 106(2). (Buendia Sierra, 2000), pp.292-293. As against that, Johnston treats the
Campus Oil judgment as referring to limits on the provision that may be disapplied under Article 106(2). See
Johnston, Other Exception Clauses in Oliver (edits.), Oliver on Free Movement of Goods in the European Union, 2010,
§10.15.
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Separately, although stipulating that Article 106(2) was not available to cure
a breach of Article 34, the Court left open the possibility of allowing the Irish
measures to be justified under Article 36.322 In doing so, Campus Oil provides
an early example of the Court’s preference for resolving disputes under the
free movement derogations, in this instance relying on an express Treaty
derogation concerning public order. Ultimately, the Campus Oil position was
not sustainable. The Court’s ruling in Corbeau implicitly called in to doubt
the Campus Oil approach. That was reinforced by the judgment in the
Electricity and Gas Cases. There, in rejecting the Commission’s challenge to the
national electricity monopolies, the Court found a violation of Article 37 on
the basis that an import and export ban amounted to discrimination.3?* Prior
to holding that Article 106(2) could cure that violation of Article 37, the
Court made a more general statement to similar effect with respect to the
Treaty rules generally. Logically, this meant that, contra the judgment in
Campus Oil, Article 106(2) could be used to justify import restrictions
operated by the Member States.

Despite the apparent unshackling of Article 106(2) in the Electricity and Gas
Cases where it was used to justify restrictions on free movement provisions,
fresh doubts have emerged. Those are as a result of Hanner, a 2005 judgment
of the Court concerning the operation of the Swedish monopoly in relation to
medical and related products. Sweden operated a public monopoly over
prescription and non-prescription drugs.??* The Court of Justice held that
Article 37 prohibited a procurement system operated by a monopolist that
was liable to place trade in goods from other Member States at a
disadvantage. It also found that Article 106(2) could not be relied upon in the
absence of a system that prevented discrimination against products from
other Member States.3?5 As a result, it is possible that there are hard limits on

the potential of Article 106(2) to be used to disapply other Treaty rules.

322 The Court of Justice proceeded to do so having regard to the public security imperative of ensuring availability
of minimum quantities of oil.

3 C-157/94 Commission v Netherlands, C-158/94 Commission v Italy, C-159/94 Commission v France, C-160/94
Commission v Spain. All of these cases are reported at [1997] I ECR 5699.

324 C-438/02 Hanner. This is a judgment of the Grand Chamber.

3% ibid., §48
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4. A Preference Revealed

On its face, the Treaty presents a national court confronted with a restriction
on economic activity with a significant dilemma. Under which Treaty rules,
and in particular, which derogation mechanism should such a restriction be
analysed assuming that it gives rise to a prima facie violation of a directly
effective Treaty provision? When faced with reference questions, the Court
of Justice must address the issues as formulated by the national court,
although it enjoys significant discretion as to the order in which it replies to
questions and as to the perfection of the questions that it has been asked.32¢
The national courts can be forgiven for preferring to seek the resolution of a
case by reference to the most straightforward principles of EU law. In that
regard, Article 106(2) is not always an attractive option. Where a particular
restriction obviously implicates trade within the EU, and a question can be
framed in terms of a restriction on one or more of the free movement
provisions, then arguably it may be easier to rely on those provisions and
their associated derogations, even when the provisions of Article 106(2) also
appear to be satisfied. Understandably, the Court of Justice is also likely to

prioritise answering questions that will resolve a case with the least effort.3?

There are also signs of judicial aversion to Article 106(2). A 2009 judgment of
the Court on a reference from the Netherlands in Sint Servatius is
instructive.3?8 It concerned a challenge to a decision of the Dutch authorities
to refuse a social housing association a permit to participate in the financing
and construction of a housing project in Liege, Belgium, close to the border
with the Netherlands. Under Article 22(2) of the Constitution of the
Kingdom of the Netherlands, the provision of sufficient living
accommodation is described as a concern of the public authorities. 32° In the
Netherlands, there is significant regulation of the provision of social housing,
including a requirement that any regulated association first obtain prior

consent before engaging in cross-border investments. The Dutch Council of

326 See C-365/02 Lindfors [2004] ECR 1-7183, §43

327 This point is made by Hatzopoulos, The Economic Constitution of the EU Treaty and the Limits between Economic and
Non-economic Activities, 2012 EBLR 973, p.985, although he suggests that the Court prioritises questions likely
‘offering the most credible solutions’. That is not always apparent.

38 C-567/07 Sint Servatius [2009] ECR 1-9021

329 Jt would appear though that this does not translate into a legally enforceable right to housing.
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State asked a series of questions roughly divided between those concerned
with free movement of capital under Article 63 TFEU and the associated
Article 65 exemption on the one hand, and, Article 106(2) on the other. It had
been argued that the activities of Dutch housing associations constituted an
SGEIL. The Court found that the requirement of prior consent was a
restriction on the free movement of capital in violation of Article 63. Since
that requirement related to public housing, the Netherlands could justify it
as an imperative requirement provided that the basis on which a request for
exemption would be appraised was sufficiently clear, which it found was not
the case under Dutch law.330 The Court refused to answer the reference
questions concerning Article 106(2) on the basis that it was obvious that the
provisions of Article 106(2) did not apply to the dispute, but without calling
into question the claim that the housing association was entrusted with an
SGEL Instead, the Court maintained that since the proceedings were neither
concerned with the grant of special or exclusive rights, nor the classification
of the association’s activities as an SGEI, Article 106(2) was not relevant.33!
This reasoning makes no sense since the permissibility of the prior
authorisation system was at issue in circumstances where the national court

justifiably regarded it as having been entrusted with an SGEI.332

The Court of Justice was exacting, in that while it admitted that a system of
prior authorisation might be necessary, it only did so after concluding that a
system of ex post notification might be ineffectual considering the
irreversible nature of building projects. 333 Furthermore, it recast the prior
authorisation system by condemning the standard on which it operated as

not being based on objective criteria, known in advance and applied in a

30 There is an air of surrealism about this case considering that the delivery of social housing is presumably
predicated on it being furnished within the Netherlands. It is not apparent how Member State efforts to do that
should be diluted by having to consider cross border investments by housing foundations. Ironically, the Dutch
authorities were concerned about State aid aspects of the project given the ability of the social housing entity to
borrow on preferential terms.

331 Sint Servatius, §46

32 Van de Gronden observes with reference to this case and social services of general interest (‘SSGI’), “applying
the well-known Treaty provisions on free movement to SSGI providers without paying attention to solidarity (by,
for example, explaining the role Article 106 TFEU may play in the present case) comes down to ignoring the
problems that Member States encounter in organising the provision of SSGI in a market setting”. See van de
Gronden, Free Movement of Services and the Right of Establishment, in Neergaard (edit.), Social Services of General
Interest in the EU, 2013, p.150.

33 §34. Separately, the Court rejected any reliance on the public policy exemption provided for in Article 65 in
respect of restrictions on capital on the basis that a sufficiently fundamental interest was not at stake despite claims
by the Dutch authorities about a lack of social housing.
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non-discriminatory manner.3%* It is difficult to see on the current law, how
Article 106(2) could have been applied to similarly invalidate the prior
authorisation requirement as applied under Dutch law. The lack of EU
competence may have justified the application of relatively weak necessity
and proportionality tests under Article 106(2). Even if a particular project
need not contribute to the stock of public housing in the Netherlands, an
assessment would be necessary of what if any opportunity was foregone by
participating in cross-border investment.33® Article 106(2), which is
sometimes presented as a béte noire of public services may have saved the
Dutch mechanism without amendment, while the application of the free
movement provisions necessitated the recasting of the system of prior
authorisation. In effect, proportionality review under the free movement
rules appears stricter than under Article 106(2).33¢ While Sint Servatius is not
an extreme intervention (in terms of what is required of the Netherlands), it

appears that Article 106(2) was bypassed intentionally.

In Sint Servatius the application of Article 106(2) might have left the Dutch
permit system unscathed. There are, however, other instances where Article
106(2) might have invalidated a restriction that the Court has found to fall
within one of the exemptions to the free movement rules. The 2012 judgment
of the Court in Susisalo is a striking example. It concerned a system of
restrictive licensing for pharmacies in Finland.33” The Finnish rules provided
that the University of Helsinki (‘UoH’) had the right to open up to sixteen
pharmacies, while private entities were limited to three. Certain training,
documentation and specialist medicine production responsibilities that had
been conferred on the UoH were relied on at least in part to justify the
differential regime. Although the Court was asked questions under Article
49 and Article 106(2), it determined the case exclusively by reference to
Article 49. Consistent with precedent, it decided that, Article 49 applied on

the basis national law required a Member State to grant the same rights to its

34 The test used appears to be a ‘tight rationality” test of the kind contemplated by Bermann, Proportionality and
Subsidiarity, in (Barnard & Scott, 2002), p.81

35 It is not entirely clear that the Belgian project would also have been social housing.

36 As an example of the Commission claiming the broad equivalence of necessity and proportionality review under
Article 106(2) and the free movement derogations, see Livret A et Livret Bleu, Commission Decision of 10 May 2007,
2110 final, §146.

37 C-84/2011 Susisalo, Judgment of the Court, Third Chamber, 21 June 2012
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nationals as those that a national of another Member State in the same
situations would derive from European law.3¥® The Court found that the
licensing system was a restriction on freedom of establishment secured
under Article 49 TFEU, since although it was not discriminatory, it was
likely to hinder the exercise of the right of establishment. Before doing so, it
referred to the general autonomy of the Member States in the design of their
social security systems.3®® The Court then noted that Article 52(1) TFEU
potentially justified restrictions on freedom of establishment to ensure the
quality of medical products and separately, the lack of European
harmonisation on the opening of pharmacies. In doing so, it provides an
interesting contrast with Sint Servatius where the European Union’s general

lack of competence in social housing is ignored.

In Susisalo, the Court found that the tasks assigned to UoH fell within the
protection of public health, and subject to the national court establishing that
UoH was in fact engaged in these three activities across its branch network,
concluded that there would be no violation of Article 49 TFEU. This is more
than lax considering that the weakest form of necessity inquiry under Article
106(2) would have involved verifying at least a plausible connection between
the means chosen and the particular end sought to be achieved.340 It is
interesting to consider how Article 106(2) might have been applied whether
to avoid a violation of either Article 49 or Article 106(1) in conjunction with
Article 102.341 The UoH may have been entrusted with an SGEI (the referring
court though so) in that it was charged with responsibilities that a pharmacy
chain operating in the normal course of business was unlikely to undertake.
As the Court noted, there was no EU legislation on the opening of
pharmacies, so a weaker version of the proportionality test may have

applied to the restriction imposed on other pharmacies. What is remarkable

38 The Court did not even insist on the national court suggesting that a reverse discrimination rule under Finnish
law operated so as to necessitate the application of Article 49. Instead, the Court proceeded on a suggestion to that
effect by the applicant during the oral hearing. See Susisalo, §21, where the Court said it could not conclude that an
answer under Article 49 would be irrelevant.

39 This is an odd characterisation of the nature of this case. More generally, reference to the competence of the
Member States to organise their social security systems usually signals significant deference towards them by the
Court. See for example, C-70/95 Sodemare [1997] ECR 1-3395, §§27,32.

30 See Berman, Proportionality and Subsidiarity, in (Bernard & Scott, 2002), p.80, for a consideration of the variants of
proportionality including its weakest form, namely the rational connection test.

31 The privileges accorded to UHI appear to be in the nature of a special right. That would bring the case under
Article 106(1), which might have then made Article 106(2) unavoidable. Furthermore, a finding of inevitable abuse
would have been probable given the suggestion that the range of available products on offer was restricted.
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about the Court’s ruling under Article 49 is that it did not require any causal
connection between the special privileges accorded to UoH and the
exceptional responsibilities entrusted to it. It therefore overlooked the
decisive question as to whether the performance of those tasks necessitated

the restriction in question at all.

5. Explaining the Court’s Preference

The difficulty in establishing the true position as to the scope for using
Article 106(2) to cure a violation of any Treaty provision is exacerbated by
the Court of Justice’s frequently minimalist reasoning. Apart from fleeting
references to the final sentence of Article 106(2), it is not entirely clear what
really motivates the approach taken by the Court in choosing between free
movement derogations and Article 106(2). Given that deficit, the argument
advanced by Bekkedal in support of Article 106(2) not being available to cure
any violation of a free movement provision is notable. It seeks to
differentiate the essential interests that are advanced by fundamental Treaty
freedoms on the one hand and the competition rules on the other.34?
Bekkedal argues that Article 106(2) should not be used to exempt violations
of free movement provisions. His principal concern appears to be that the
weaker proportionality test deployed by the Court in Article 106(2) cases
should not be deployed when a fundamental Treaty freedom is at stake. At
the heart of Bekkedal’s thesis is a value judgment that places the freedom
protected by the free movement provisions on a higher constitutional plane
than those protected by the competition rules. It is true that much of the
rhetoric of the Court, and in particular its tendency to exalt the free
movement provisions, might be regarded as justification for this distinction.
Nevertheless, it is difficult to distinguish the essential nature of free
movement and competition law principles, given that arguably both exist for

instrumental purposes connected with the creation of the internal market.343

32 Bekkedal, Article 106 TFEU is Dead. Long Live Article 106 TFEU!, in (Szyszczak, 2011)
3 As far back as 1974, the Court in finding that Articles 101 and 102 were directly effective, categorised those
prohibitions as conferring important rights on individuals. See C-127/73 BRT v SABAM I, §16.
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6. Summary

In this section, the difficulties concerning the direct effect of Article 106(2)
have been considered. The eventual confirmation of the direct effect of
Article 106(2) may have been as much a matter of expedience as anything
else.34 More generally, it is conceivable that the Court does not wish Article
106(2) to be used to outflank one of the free movement derogations, either
for permissive or prohibitive ends. Where a measure is found not to be
capable of being saved under the free movement rules, there is a marked
disinclination to rescue it under Article 106(2).34> Complicating matters, there
are lingering doubts about whether the disapplication of Article 106(2)
extends to ‘fundamental” Treaty provisions. Meanwhile, the Court of Justice
has continued to innovate in terms of what can constitute an imperative
interest, while the gradual abandonment of the purely internal situation rule
means that the free movement derogation provisions are potentially
applicable in any situation. Where the Court finds that a measure falls
within one of them, then the usefulness of applying Article 106(2) may be
questioned. Given that referring courts tend to raise free movement
derogation questions first, the Court’s practice (despite frequently reordering
questions) has been to deal with Article 106(2) issues late in its judgements.
The free movement derogations are a more familiar and in turn attractive
analytical framework. As a result, Article 106(2)'s contingency is not

surprising.

D. Subordination - the State Aid Rules

1. Introduction

Although the contingency of Article 106(2) is quite apparent with respect to

the free movement derogation mechanism, that phenomenon is even clearer

34 Earlier Article 106(2) precedent such as Port de Mertert suggested that the basic tests for direct effect were not
satisfied, but the subsequent abandonment of that position in Ahmed Saced and other cases was not on the basis of
any elaborate argument. It was simply asserted.

35 In some cases that will be justified, especially where there is no obvious connection between the nature or
performance of the SGEI and the restriction in question. See for example, C-271/09 Commission v Poland [2011] ECR
1-13613.
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with respect to the State aid rules. This is not just because of the effective
equivalence of the mechanics, but also because of the procedural
distinctiveness of Article 107, based on largely centralised control by the

Commission. As a result, this issue warrants separate consideration.

2. Procedural Relationship between Article 106(2) and State Aid
Enforcement

While the preceding subsection has tracked the eventual confirmation of the
direct effect of Article 106(2), Lynskey argues that ultimately this is limited to
‘private sector competition rules” and that in particular, it has never been
accorded direct effect in the context of State aid procedure.34 In this regard,
it is important to bear in mind that the direct effect of Article 107(1) is itself
limited, given the curtailment of the role of Member State Courts to verifying
the existence of aid, with matters of compatibility being the preserve of the
Commission.3” As such, in procedural terms, the question of the impact of
Article 106(2) is in large measure about whether its applicability could serve
to obviate the need for State aid notification and the suspension of newly

proposed aid.

The issue of the procedural relationship between Article 106(2) and Article
108(3) was first subject to extended debate before the Court of Justice in
Banco Exterior.3*® There, Advocate General Lenz relied on earlier precedent
effectively equating the substance of Article 106(3) enforcement with State
aid procedure.?* He saw no prejudice accruing to the Member State through
the assessment of Article 106(2) claims in the context of State aid review.3%0
That approach was followed by the Court, which may have been concerned
that to conclude otherwise could lead to a coach and four being driven
through State aid procedure.>! Subsequently, in CELF, France attempted to

distinguish between the notification and standstill obligations, arguing that

36 Lynskey, The Application of Article 86(2) to Measures Which do Not Fulfil the Altmark Criteria; Institutionalising
Incoherence in the Legal Framework Governing State Compensation of Public Service Obligations, 2007, 30(1) World
Competition 153, pp.163-164

37 C-354/90 FNCEPA [1991] ECR 1-495, §14

38 C-387/92 Banco Exterior [1994] ECR 1-877

39 Opinion of 11 January, 1994, §68-69

350 §70

31 §17. Arguably, the proportionality standard built into 106(2) justifies this approach. Other Treaty rules are only
disapplied to the extent that it is necessary. With respect to new aid, it seems hard to justify how the non-
observance of either the notification or standstill requirement could be justified even for an SGEL
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the latter might be justifiably suspended for SGEIs.35? That was rejected by
the Court, on the basis that these obligations were two sides of the same
coin, and essential to overall control to safeguard the operation of the then
common market.3> Separately, Advocate General La Pergola had advised
that while Article 106(2) could be used to declare aid compatible, in the event
of non-notification, it could not cure the illegality of wunlawful
implementation.3>* In Ferring, Advocate General Tizzano took a different
view, considering that qualification under Article 106(2) removed any

possible illegality by reason of non-notification.3>

The direct effect of Article 106(2) in the context of State aid procedure was
not directly at issue in Altmark, which as will be considered in the next
subsection, was concerned with the prior issue of whether there was aid to
begin with. As a result, Banco Exterior appears to continue to be good law. In
practice, the application of Article 106(2) in conjunction with Article 107 is
now largely policed within the State aid procedure. This leaves the
Commission with a significant amount of discretion as to whether to deploy
specific State aid guidelines or a more generic Article 106(2) approach to aid
for SGEIs. In effect, the procedural assimilation of Article 106(2) under the
State aid machinery has resulted in more substantive subordination.3>¢ This
issue is explored in detail in Chapter 5. That has been brought about in large

measure through the Altmark judgment, which is now considered.

3. Altmark as a Proxy for Article 106(2)

In Altmark, the Court of Justice was confronted by the issue of whether
funding for public service bus routes in a small German city was State aid,
but exemptible under Article 107 (‘the State aid approach’).35’Alternatively,
the funding was capable of not amounting to State aid provided that it was

necessary and proportionate (‘the compensation approach’).3*® The challenge

32 C-332/98 CELF [2000] ECR 1-4833

353 §32

34 Opinion of 14 December 1999, §19

3% Opinion of 8 May 2001, §76-§80

3% This issue is considered in detail in Chapter 5.

37 In T-106/95 FFSA, the General Court had endorsed this approach.

3% In C-53/00 Ferring [2001] ECR 1-9067, the Court held that compensation to cover additional costs associated with
a PSO would not be treated as an advantage thereby taking it outside of the State aid rules. This view has its origins
in an earlier judgment in C-240/83 ABDHU [1985] ECR 531. The compensation approach was subsequently

109



confronting the Court of Justice in Altmark was to find a way to avoid an
across-the-board carve-out for financing of public services, while at the same
time preserving some measure of control over the Member States. In doing
so, the Court was confronted with conflicting advice of various Advocate
General, who were divided as between the State aid and compensation
approaches.®> An important feature of Altmark is that Article 106(2) was not
applied, nor could it have been. Instead, Article 73 TFEU was in principle
relevant as a lex specialis for transport related aid, but was not applied on the

basis that a sectoral regulation was in place.3¢°

The Court stipulated four tests, which if satisfied meant that there was no
advantage accruing to the recipient of public service compensation,
guaranteeing that funding would not amount to State aid to begin with.361
First, there needs to be a public service obligation, with those obligations
being well defined. Second, the parameters of compensation must be
established in advance in an objective and transparent manner. Third,
compensation must not exceed the costs incurred in discharging those public
service obligations taking account of revenues and a reasonable profit.
Finally, where the selection of the provider had not been made on the basis
of a public procurement process securing the lowest cost provision for the
community, then the costs should be based on the costs of a well-run

operator adequately resourced for its purposes.

The co-incidence between the Altmark criteria and the essentials of Article
106(2), at least in its stricter incarnations, is striking but also essential
considering what the Court of Justice was attempting to do.362 The first test

incorporates the concept of an SGEI in the form of a PSO and mirrors the

reflected in the Community Guidelines on the Application of Articles 92 and 93 of the EC Treaty to State Aids in the
Aviation Sector, OJ C 350, 10/12/1994, p.5, and in the Guidelines on State Aid to Maritime Transport, OJ C 205,
5/7/1997, p.5.

3% AG Jacobs proposed a compromise third way in his opinion in GEMO, which was based on ‘quick look” review
of the compensation, such that if the necessary connection between the assistance and the public service was not
immediately apparent, then the State aid approach would apply. See C-126/01 GEMO, Opinion of AG Jacobs of 30
April 2002, § 117-119.

360 Regulation (EEC) 1191/69 as amended by Regulation (EEC) No. 1893 /91

361 C-280/00 Altmark, §89-93

32 See, Biondi & Rubini, Aims, Effects and Justifications: EC State Aid Law and its Impact on National Social
Policies, in Spaventa & Dougan (edits.), Social Welfare and EU Law, 2005, referring to Altmark as a “rather successful
transplant, after the necessary adjustments, of the main requirements of Article [106(2)]”, p.95.
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mandatory dimension to “entrusted” under Article 106(2).363 The second and
third tests are focussed on the necessity and proportionality of the
compensation. The second test has echoes of Ahmed Saeed, where the Court
emphasised that in the absence of sufficient cost information and
transparency, it would be difficult to justify the conclusion that without
compensation, the performance of the SGEI would be imperilled.3¢* Finally,
the last test is efficiency oriented and is the kind of approach that one would
have expected to apply to the calculation of allowable costs if a stricter
proportionality test applied under Article 106(2). As will be explored in
Chapter 5, despite some tentative suggestions in that regard, ultimately
efficiency was disclaimed as a core Article 106(2) requirement. Although
conceived as a filter for the exclusion of advantage for the purposes of State
aid verification, the Altmark criteria are an elaborate variant of several of
Article 106(2)'s core elements, but with some significant innovations.
Hancher and Larouche have summarised the overall effect of Altmark as
internalising the problem of PSO compensation within Article 107 through
the concept of SGEI being evacuated, in favour of the possible more pliable
PSO concept, but at the price for the Member States of greater strictness and

transparency as to the compensation parameters.36>

While the Court of Justice must have been concerned about the high profile
schism in the case law, the implications of the Altmark solution have been
profound for Article 106(2). In voicing his opposition to the Ferring approach
in his first opinion in Altmark, Advocate General Léger argued that Article
106(2) was the central Treaty provision for reconciling Community
objectives.3%® In the immediate wake of the judgment the Commission
confirmed that Article 106(2) was still applicable to measures failing the
Altmark criteria.3¢” Arguably, the severity of the Altmark tests had the
potential to result in an actual or perceived weakening in Article 106(2).

After all, if compensation was adequate or less than adequate then there was

33 The interchangeability of the terms ‘PSO’ and ‘SGEI’ is confirmed in cases such as BUPA, although it that cases
that was effectively agreed by the parties in argument and accepted by the Court. See T-289/03 BUPA, §162.

364 C-66/86 Ahmed Saeed, §56-57

35 Hancher & Larouche, The Coming of Age of EU Regulation of Network Industries and Services of General
Economic Interest, in Craig & de Burca (edits.), The Evolution of EU Law, 2011, p.761.

366 Opinion of AG Léger of 19 March 2002 in C-280/00 Altmark, §80

367 Redevance Radiodiffusion, C(2005) 1166 fin, §37
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no State aid, but if it was excessive, then it is difficult to see how is could be
regarded as necessary under Article 106(2).3¢8 Despite that, and as will be
explored in greater detail in Chapter 5, the proportionality requirement
exhibits significant variability.3¢ This is reflected to a degree in the
Commission’s decision in BBC Digital Curriculum coming only months after
Altmark.370 There, despite the absence of any demonstration that the BBC's
costs were those of a typical well run operator, the Commission approved
the funding as proportionate, largely on the basis that since the BBC was not
going to be allowed to recover all of its estimate of the costs of the service,

there would be no over funding.3”!

Altmark was an innovative solution to a problem created by divergent case
law, but at the price of Article 106(2)'s relevance. If instead, the Court had
accepted the State aid classification then leaving aside its inapplicability on
the facts of Altmark, Article 106(2) would have been generally available in
these situations. Moreover, although that would have confirmed the
necessity of State aid filings, there would almost certainly have been a
political response. In particular, the Commission may have wished to bring
forward a proposal so as to have allowed the Council to act under Article
107(3)(e) TFEU.372 Alternatively, the Commission may have done precisely
what it did in response to Altmark by adopting a decision under Article
106(3) so as to relieve Member States of the obligation to notify a wide
category of supports for public services that were SGEIs.373 In the process,
Article 106(2) may have gained greater prominence if not complete
coherence. Instead, Article 106(2) is now contingent on the prior application
of the Altmark principles. The position has, however, become more
complicated in the light of the post-Altmark SGEI packages, the implications

of which are also considered in detail in Chapter 5.

38 See Buendia Sierra, Finding the Right Balance: State Aid and Services of General Economic Interest, in EC State Aid
Law, Liber Amicorum Francisco Santaolalla Gadea, 2008, p.215

39 See the argument to that effect in (Biondi & Rubini, 2005), p.73,100

370 C(2003)3371

371 §152

372 The Commission may not have been able to cope with all of the State aid notifications that this could have
generated, assuming that they were forthcoming.

373 See Commission Decision 2005/842 on the application of Article 86(2) of the EC Treaty to State aid in the form of
public service compensation to certain undertakings entrusted with the operation of services of general economic
interest.
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4. Summary

Although the assimilation of the application of Article 106(2) within the State
aid framework is justifiable on systemic grounds, it makes the deployment of
Article 106(2) subordinate to State aid law and policy. While that
subordination began well before Altmark, the judgment is perhaps the
ultimate manifestation of that contingency. The irony of that state of affairs is
that Altmark appears to be a strict exception incarnation of Article 106(2), but
this time as a rule of reason for determining the concept of advantage for the
purpose of State aid identification. Given its relative rigour that might be
thought to weaken Article 106(2) inevitably, and for a while that appeared to
be the case. Despite that, the overall position is more complicated than that
and the consequences for Article 106(2) potentially more invigorating that
initially anticipated. As will be explored in Chapter 5, Altmark has triggered
a partial revitalisation of Article 106(2) that might not have otherwise

occurred.

E. Conclusions

In this chapter the overall contingency of Article 106(2) has been considered.
To that end, Article 106(2) cannot be properly understood based solely on
internal analysis. An essential element of such an exercise is an exploration
of its operation as against possible alternatives. It may appear facile to
characterise the operation of Article 106(2) and the free movement
derogations in competitive terms, but it does capture the underlying
dynamics. The free movement derogation mechanisms enjoyed ‘first mover
advantage’ on direct effect, and expanded in direct proportion to the reach of
the free movement provisions. Their application has in turn been boosted by
the effective abandonment of the purely internal situation rule. By contrast,
Article 106(2) played ‘catch-up” on direct effect, while the range of general
interests capable of accommodation under Article 106(2) might appear to be
limited. Separately, when Article 106(2) comes up against imperative

requirements, it is hardly a contest, since invariably, they will be first
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applied, in the process determining not just the outcome, but in some

instances, the very applicability of Article 106(2).

This demonstration of contingency has been undertaken by investigating its
interaction with other Treaty provisions and constructs capable of producing
similar outcomes. Even where SGEIs are centrally implicated in cases, with
national courts raising Article 106(2) questions, and in some cases Advocates
General providing clear answers, in some instances the Court of Justice has
avoided recourse to Article 106(2). It has created exceptions to the
undertaking concept in respect of solidarity and the exercise of public
authority. Yet, the solidarity-based exemption appears not to extend to any
concern that is not capable of accommodation as a distributional general
interest under Article 106(2). Separately, the public authority exception is a
problematic extension of the official authority exception, and one based on a
highly elusive justification. In the process obvious market failures
susceptible to Article 106(2) analysis are not interrogated on that basis.3”4
What is common to both the solidarity and public authority exceptions is
their binary character, leading to an ‘all-or-nothing’ application of the
competition rules. This is to be contrasted with the potential for their

calibrated application under Article 106(2).

Despite the variety of phenomena considered in this chapter, the overall
position might be summarised by understanding Article 106(2)’s
contingency in terms of its failure to emerge as the 7iber exemption for the
resolution of SGEI related claims. Perhaps that is most apparent in the area
of State aid, where Altmark appears to confirm both the procedural and
substantive emasculation of Article 106(2) by the State aid regime. Although
having the appearances of such an ultimate rule, Article 106(2) has never
really been accorded that role. The preceding analysis in Chapter 1 has
explored the seeming indeterminacy of manifest error control and serious
division and uncertainty characterising necessity and proportionality review.

In the light of those difficulties, the suitability of Article 106(2) to operate as

374 The official authority exemption is clearly applied with greater rigour to the free movement rules than the public
authority exception is applied to the competition rules. See the comments of AG Cruz Villarén in C-47/08 Belgian
Notaries that in the fifteen cases that had by then resulted in Court judgments on the official authority exemption, in
no instance was its terms found to be satisfied. See §87.
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the iiber exemption for SGEIs is in serious doubt. Accordingly, Advocate
General Léger’s description of Article 106(2) in Altmark as a crucial
mediating provision under the Treaty is at best a normative aspiration and
not a reflection of the underlying reality.3”> Far from being central, Article
106(2) is contingent, and it continues to struggle for relevance. It is not even

master of its own domain.

375 Opinion of AG Léger of 19 March 2002 in C-280/00 Altmark, §80
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Part II

Testing for Strictness
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Chapter 3

The Case for Using Market and Government Failure to Test

the Strictness of Article 106(2)

A. Introduction

In this chapter the argument is made for developing a new understanding of
Article 106(2) using economic analysis. That is advocated for the primary
purpose of assessing whether Article 106(2) is a strict exception. It is in part a
response to Sauter’s call for greater economic interrogation of the
provision.3”¢ The basic intuition in favour of economics-informed analysis is
that since Article 106(2) is a mechanism for assessing the trade-off between
general interest objectives and fundamental Treaty rules, such a calculation
is inherently susceptible to economic interrogation. Considering the wider
trends in EU competition law towards an economic approach, it is notable
that Article 106(2) has escaped comprehensive economic scrutiny for so
long.377 That is not altogether surprising bearing in mind the concern that
economic analysis of Article 106(2) will inevitably curtail its scope. It is
reflected in some of the accounts of SGEIs referred to in Chapter 1, where
concerns that economic analysis may lead to the curtailment of the
permissible scope of SGEIs are prominent.3”® It also exemplifies a more
general concern about the tendency of positive economic analysis to morph
into limiting normative prescriptions.?”” Given the prominence of
distributional and cohesional objectives under Article 106(2), that concern is

understandably heightened with respect to SGEIs.380

376 (Sauter, 2008), pp.181-182

377 Tt should be acknowledged that Nicolaides has made extensive use of economic techniques to criticise the
operation of Article 106(2). Tellingly, he has identified the failure to curb inefficiency as the biggest general failing
in the operation of Article 106(2). See Nicolaides, The Application of EU Competition Rules to Services of General
Economic Interest: How to Reduce Competitive Distortions, in J. Eekhoff (edit.), Competition Policy in Europe, (2003),
p-2

378 See, for example, (Prosser, 1996)

379 See in that regard, Kaupa, The More Economic Approach — A Reform based on Ideology, (2009), EStAL 311, p.313,
where she argues that although the Refined Economic Approach proposed for State aid is presented as a positive
analytical tool, it may be a limiting normative framework.

30 There is undoubtedly an element of ‘low hanging fruit’ being prioritised as a result of which the peripheral
position of Article 106(2) as an esoteric derogation mechanism may have contributed to it being ignored.
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For the purposes of economic analysis of Article 106(2), it is proposed to
deploy the concepts of market and government failure to interrogate SGEI
verification and disapplication review, respectively. While the various forms
of market failure are considered at length in Section C, in broad terms,
market failures can lead to markets performing sub-optimally, and in
extreme cases, such failures can prevent the very existence of markets.3¥! The
theory is an account of when market derived outcomes depart from an
economic version of the general interest, namely aggregate economic
efficiency.382 Given that SGEI provision typically entails the displacement or
modification of market outcomes, the theory of market failure provides a

sensible starting point for analysing the verification of activity as an SGEI.

Since SGEI verification is just one half of the composite Article 106(2)
equation, the question arises as to whether economic theory has any capacity
to also provide insight into the question of whether or on what terms other
Treaty rules should be disapplied. This may be provided by the scholarship
on government failure. In very general terms, government failure is
concerned with how government interventions in an economy are ineffectual
or suboptimal.3® That may result in avoidable inefficiencies, often arising
from the exclusion or restriction of competition. Separately, excess resources
may be consumed in the realisation of the underlying objective. Very
frequently those imperfections undermine the efficacy or scope of the
underlying objective, which in many cases may be distributional. In that
regard, it is important to emphasise that government failure scholarship
ranges wider than an assessment of government efforts to resolve classic
market failures. That is an important advantage considering the range of
general interests capable of being accommodated under Article 106(2), which

in many cases encompass the pursuit of distributional or cohesion goals.

This chapter comprises the following sections. In Section B, the case is made

for a fresh understanding of Article 106(2) using economic analysis. Based on

31 See generally, Ledyard, Market Failure, in Durlauf & Blume (edits.), The New Palgrave Dictionary of Economics,
2008.

32 That is frequently referred to as welfare maximisation. It is considered further in the following section but in
essence, it is concerned with achieving the greatest economy wide utility for consumers and producers.

3 For a general introduction to the concept of government failure, see Orbach, What is Government Failure, Yale
Journal on Regulation, online edition, (2013), Vol. 30:44
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the pre-eminence of markets within the Treaty scheme, and considering that
Article 106(2) is concerned with the justification for their ousting, it makes
sense to inquire into what the conventional economic theory underpinning
reliance on markets acknowledges as a basis for intervention. That is
provided by the theory of market failure. As a partial analogue to it,
government failure offers a number of critiques of the possible limitations of
public interventions in markets. Testing the strictness of Article 106(2) using
economic analysis has the potential to enrich the comprehension of its inner
workings. Separately, it may also assist with determining whether Article
106(2) could operate as both the central and a strict mediation mechanism for
SGEI claims. Any potential revitalisation of Article 106(2) requires more than
a strategy for eliminating the particular manifestations of contingency
documented in Chapter 2. As revealed by the analysis in Chapter 1, Article
106(2) exhibits considerable indeterminacy and unpredictability in how it
addresses the resolution of the fundamental trade-off that it was intended to
resolve. A more forensic understanding of the nature of disapplication

review is essential for that purpose.

Section C of this chapter is a critical consideration of the theory of market
failure and the concept of government failure. With respect to market failure,
it traces the derivation of its principal forms from General Equilibrium
Theory, paying close attention to its underlying assumptions. A significant
limitation of market failure is its singular focus on efficiency, the meaning of
which is explored. Despite that, market failure has several analytical
attractions, not least being its relatively settled forms, which are usually
capable of verification after appropriate factual inquiry. As a result, it is
proposed to use market failure to better understand SGEI verification. With
respect to disapplication review, while market failure suggests appropriate
remedies, considering both the underpinning efficiency constraint and the
much wider variety of general interest objectives capable of falling under
Article 106(2), a wider analytical framework is necessary. To that end, it is
proposed to rely on the concept of government failure. Although it is a part

analogue to market failure, in practice, government failure scholarship
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recognises the variety of general interest objectives pursued by government

and provides a general critique of their efficacy.

Finally, Section D is a brief conclusion. It summarises the case for needing to
deploy both market and government failure if the strictness of Article 106(2)

is to be interrogated properly.

B. The Case for Testing Article 106(2)’s Strictness using

Economic Analysis

1. Introduction

This section considers the potential for economic analysis to be deployed for
the purposes of assessing the strictness of Article 106(2). That is developed
from a consideration of the role of markets under the Treaty and of their
acknowledged limitations as well as those of governments when intervening
in markets. In this context, economic analysis refers to a systematic
assessment of the optimum means of achieving a particular objective,
considering the desirability of minimising the resource allocation, and to that
end, the consideration of equally efficacious alternatives. As a result, the
proposed approach to gauging the strictness of Article 106(2) is predicated
on an initial focus on the efficacy of the operation of markets as a means of

tulfilling the general interest.

2. The Purpose of Developing a New Understanding of Article
106(2)

a) Intrinsic Purposes

For analytical purposes, the challenge of assessing the strictness of Article
106(2) can be divided into two distinct issues. The first concerns the
verification of services as SGEIs. The term “verification” is used on the basis
that SGEI definition is at first instances an issue for the Member States, but
nevertheless, it remains subject to control for manifest error. The second
analytical strand concerns the strictness of disapplication review. The

proposal for recourse to economics-informed analysis stems in part from the
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limits of a purely legal critique. Although capable of capturing the evolution
and nuance of Article 106(2), legal interrogation may struggle to be
sufficiently systematic unless a guiding standard is objectivised so that
strictness can be gauged in at least relative terms. An economic benchmark
may assist in that regard. Recourse to economic analysis could also help with
overcoming some of the formalism that at times has featured in the
application of Article 106(2), and which is typified by reliance on stylised
delivery characteristics to ground SGEI claims highlighted in Chapter 1.
Economic analysis has the potential to renew the focus on the underlying
general interest.34 Similarly, it may provide the means to distinguish
between alternatives in relation to their likely effects, and so inform

proportionality review.

b) Extrinsic Benefits

Turning to the extrinsic benefits of developing a new understanding of
Article 106(2) with a view to recasting it as the primary Treaty mediation
mechanism for SGEIs, the contingency of Article 106(2) has been established
in various ways in Chapter 2. It might appear that a series of changes
removing the various manifestations of contingency would suffice for the
purpose of ensuring the emergence of Article 106(2) as the primary Treaty
reconciliation mechanism for SGEIs. That, however, is not likely to be the
case in practice. As set out in Chapter 1, Article 106(2) exhibits significant
indeterminacy and instability in terms of its essentials. In that regard, there is
a pressing need to make sense of the manifest error standard, which for the
moment remains unexplained. Separately, proportionality review appears to
be predicated on at least two possible standards, but with continuing
uncertainty as to their existence and application. In the face of that
indeterminacy and uncertainty, economics-informed analysis may have the
potential to clarify aspects of the operation of Article 106(2) with a view to
assessing whether it is capable of being resuscitated so as to operate as the

central Treaty mediating mechanism for SGEIs.

34 The judgment of the Court in C-159/94 Commission v France is a prominent example of various stylised delivery
characteristics being individually assessed in terms of whether they mandated departures from outcomes that
might otherwise have pertained. See §72-89.
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3. A Treaty Based Justification for an Economics Informed
Approach

Any consideration of the strictness of Article 106(2) needs to be located
within the basic architecture of the Treaty and in particular its default
reliance on market mechanisms. From the outset, the EU was able to
effectively piggyback on Member State recognition, in particular through
their legal systems, of the mechanisms key to the operation of a market
economy. That is so even though the extent of public involvement in those
economies was very diverse from the outset and continues to exhibit
significant variety.?> The constant manifestation of the default nature of
market mechanisms under the constitutional order has been the competition
rules and maybe even more fundamentally, the free movement rules, which
in part presuppose the existence of national markets to be progressively

expanded through the elimination of trade barriers.

The case for a market-centric analysis of Article 106(2) is also inherent in its
position within the Treaty and by reason of its specific formulation.
Although Article 106(2) is more than just an exception to Article 106(1), it is
significant that Article 106(1) includes a specific obligation prohibiting the
introduction of measures violating the Treaty rules with respect to public
undertakings and the holders of special or exclusive rights. Equally, Article
106(2) begins by affirming the application in principle of Treaty rules to SGEI
providers. That is then followed by a very specific balancing mechanism in
the residual portions of Article 106(2). As a result, Article 106(2) is concerned
with the trade-off between market mechanisms (exemplified by the
competition and free movement rules) and the pursuit of general interest

objectives. As the Court of Justice explained in 1975:

“the Treaty includes various provisions relating to infringements of the
normal functioning of the competition system by actions on the part of the
State. This in particular is the purpose of Article [106] to the extent to which
it lays down a particular system in favour of undertakings entrusted with
the operation of services of general economic interest....”386

35 See generally, Nugent, The Government and Politics of the European Community, (1991), pp.42-45.
36 C-94/74 IGAV v ENCC [1975] ECR 11-699, §33,34
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Although recourse to markets, as a default form of economic organisation,
remains hardwired into the Treaty, constitutional change has qualified the
position somewhat.?¥” That is reflected in the reference to ‘a highly
competitive social market economy’ in Article 3(3) TEU.3% Despite that,
reliance on market mechanisms remains an embedded feature of the
constitutional order. Article 120 TFEU requires the Member States to ‘act in
accordance with the principle of an open market economy with free
competition, favouring an efficient allocation of resources” in compliance
with the principles of Article 119 TFEU. That provision stipulates that in
respect of exclusive competences, the activities of the EU and the Member
States are to be conducted in accordance with the principles of ‘an open
market economy with free competition’. As a corollary to that stipulation,
and considering the nature of Article 106(2) as a derogation mechanism, it
makes sense to consider how mainstream economics identifies those
situations where, ex hypothesi, markets do not deliver or are incapable of

delivering optimal outcomes.

While EU law does not mandate reliance on markets across the board, both
the internal market and the competition rules assume reliance on market
mechanisms as a default mode of economic organisation. From the outset the
project of European integration was concerned with the geographic
expansion of those markets through the elimination of barriers to trade and
the realisation of comparative advantages.?®® That strategy was predicated
on implicit or explicit acceptance of the economic claims that underpin the
operation of markets. In general terms, those concern the capacity of markets
to reduce costs, increase choice and promote innovation. As a result, in the
context of Article 106(2), it becomes salient to consider what conventional
economic thinking (as represented by the neo-classical tradition)

underpinning general reliance on market acknowledges as to the possibility

37 On the mixed economic constitution of EU, see Sauter, Public Services and the Internal Market: Building Blocks or
Persistent Irritant? TILEC Discussion Paper, 2014-022, p.7-8

38 On the process of evolution towards a social market economy, and more generally on the ‘open’ nature of the
economic constitution, see Devroe & Cleynenbreugel, Observations on Economic Governance and the Search for a
European Economic Constitution, in Schiek, Liebert & Schneider (edits.), European Economic and Social
Constitutionalism after the Treaty of Lisbon, 2011, pp.95-120

389 None of this is to understate the wider political objectives of integration in the post war era for which economic
forces were harnessed for instrumental purposes.
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or justification for intervention.’® That is provided in the form of market

failure theory.

4. Summary

In this section an argument has been developed from first principles as to
why an economic approach, grounded in market and government failure,
may be an appropriate analytical framework for the assessment of whether
or not Article 106(2) is a strict exception. That is derived from two
fundamental propositions. The first concerns the position of markets as a
default form of economic organisation under the Treaty. The second is based
on the insights of economic theory into the circumstances in which market
outcomes diverge from or are incapable of operating in the general interest
as conceived of within neo-classical orthodoxy. As a result, reliance on the
theory of market failure, and its partial analogue, government failure, is
proposed for the assessment of whether Article 106(2) is actually a strict
exception. Ultimately, the suitability of both concepts turns on their
accessibility and adaptability, and in particular whether they are viable
methods of interrogating the operation of the legally constructed tests
underpinning Article 106(2). It is to those questions that the analysis now

turns.

C. The Theory of Market Failure and the Concept of

Government Failure

1. Introduction

In this section, the concepts of market and government failure are
introduced. They are suggested as a set of analytical tools for the purpose of
better understanding the operation of Article 106(2). The theoretical
underpinning, forms, and limitations of each will be separately considered.

Although following comparable structures, the peculiarities of government

3% The neo-classical tradition builds on the foundational work of Adam Smyth, Riccardo and others to construct a
utilitarian account of the operation of the economy based on competitive markets and placing heavy reliance on the
concept of marginality as a key economic driver. See generally, Backhouse, The Penguin History of Economics, 2002,
p-201.
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failure theory necessitate slightly different treatment to market failure. As
will be explored, this stems in part from the diverse nature of government
failure scholarship and comparatively less specificity as to its manifestations
when compared with market failure. As a result, it is in the realm of applied
government failure scholarship that the adaption of government failure
theory for the purposes of disapplication review will be proposed. That is
tendered in the light of a consideration of the peculiarities of SGEI design
and delivery. By contrast, the proposed deployment of market failure theory

to assess SGEI verification will be largely in its orthodox neo-classical form.

2. Market Failure

a) The Theory of Market Failure

The theory of market failure is an economic account of those circumstances
where markets are unable to attain their full efficiency potential. It has its
origins in neo-classical economic thinking on the characteristics of a perfectly
competitive economy.?! Market failure is concerned with departures from
those idealised conditions. A perfectly competitive economy is, inter alia,
predicated on a large number of utility maximising consumers and profit
maximizing producers. In an economy that is competitive across all markets,
a pattern of consumption and production emerges so as to set prices so that
it is not possible to make anybody else better off without making some other
participants worse off, so called Pareto optimality. Under those idealised
conditions, total welfare is maximised.3*? Total welfare is the sum of the
consumer and producer surplus. Consumer surplus is the difference
between what a consumer pays and what they would have been prepared to
pay in a given transaction. Producer surplus is the difference between what a
producer is paid and what it would have been prepared to accept in a given
transaction. Whether it is conceived of as the maximisation of total welfare or
as it is also referred to, the achievement of Pareto optimality, competitive
markets are tendered as maximising efficiency. Alternatively, they are said

to maximise total welfare.

31 The classic account is to be found in Bator, The Anatomy of Market Failure, The Quarterly Journal of Economics,
Vol. 72, No. 3 (Aug. 1958), pp.351-379.
32 See generally, (Mankiw, 2006), Ch.7
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Market failure identifies a number of situations where the operation of
markets is either negatively impacted from an efficiency perspective, or
where markets do not exist at all, both resulting in a departure from the
idealised efficiency outcome. Among the principal examples, usually
included in orthodox accounts of market failures are externalities, public
goods, information asymmetries, natural monopoly, and market power.
Externalities refer to those situations where the full benefits or dis-benefits of
a transaction are not confined to the parties to it such as to prevent its
occurrence. Public goods are goods or services, which because of peculiar
economic characteristics are not likely to be provided efficiently (or at all) by
market mechanisms. Information asymmetries refer to impediments to
efficient bargaining by virtue of parties not possessing the same essential
information. Natural monopoly refers to a situation in which a product or
service is provided at least cost to society by a single provider. Finally,
market power is concerned with those situations where firms have the
ability to determine prices in their own right rather than simply taking the
market-clearing price. Each of these and other forms of market failure are
considered in more detail below. In addition, consideration will be given to
merit goods. Merit goods refer to goods the consumption of which confers
greater benefits on society than revealed by consumer-expressed
preferences.3” Although merit goods fall outside the standard neo-classical
paradigm of market failure, they are sometimes included within it, which
can be rationalised on the basis that guaranteeing their provision may

increase total welfare.

Reverting to the origins of market failure, Pigou articulated the theory in
terms of the disparity between private and social costs.?** This laid the
foundation stone for modern welfare economics, of which market failure is
an essential building block. Complementing Pigou’s critical insight, the
emergence of General Equilibrium Theory at the end of the 19t century
provided a broader analytical framework within which a complete set of

market failures could be hypothesised. Through mathematical modelling,

3% While merit goods are capable of being understood as a special case of information asymmetries, there is often
an element of positive externalities also operating.
34 Pigou, The Economics of Welfare, 1920, Part II, section 2
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General Equilibrium Theory concerns attempts to establish whether all
markets in a simulated economy might be capable of simultaneous clearing
(by the equalisation of supply and demand), and if so under what
conditions.?®® That work reached its apotheosis in the 1950s with the
development of the Arrow-Debreu-McKenzie Model ("ADM Model’). 3% This
proved the existence of an economy wide competitive equilibrium, or in
other words, systemic Pareto optimality using the ADM Model.3%7 General
equilibrium models make a number of simplifying assumptions, several of
which are very significant for present purposes. First, they assume a
complete set of markets, with all necessary property rights. Second, they
proceed on the basis that consumers and producers maximise benefits and
minimise costs, respectively. Third, they hypothesise that markets are fully
competitive (i.e., no market power), with prices and related information
known by all firms and consumers. Fourth, they assume that there are no

transaction costs associated with trades.

Unpicking the various assumptions made by the ADM Model, it is possible
to understand the essentials of several of the five principal forms of market
failure referred to above. In addition, and through its assumptions, the ADM
Model implicitly reveals a distinct category (as opposed to an underlying
cause) of market failure, namely missing markets. This is derived from the
assumption of a complete set of markets in futures and risks. In practice,
those do not exist, especially for contingent products or services, or for
certain types of insurance. Markets that do not exist (despite demand for
them) are referred to as missing markets, as a result of which there is a loss
in total welfare. Often the reason that they do not exist is because of adverse
selection stemming from information asymmetries, themselves a distinct

source of market failures.398

35 In practice many markets do not clear, the employment market being the most prominent example. Frequently,
wages do not fall to equalise supply and demand, the result being unemployment.

3% In General Equilibrium Models, consumers have an initial allocation of goods and services, and they are
allocated a utility function tracking the satisfaction that they derive from purchases. See Bewley, General
Equilibrium, Overlapping Generations Models and Optimal Growth Theory, 2007, Chapter 1.

37 For a discussion of General Equilibrium Theory, see (Backhouse, 2002), pp.254-262

3% As a result, missing markets are not considered further as a separate class of market failure.
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b) Forms of Market Failure
i. Externalities

Externalities arise where all of the benefits or harms associated with activity
do not accrue to whoever performs it. As such, externalities can either be
positive or negative. An example of a positive externality is the incremental
benefit to all users of a communications network when another user is
added. An example of a negative externality is pollution from a factory
affecting nearby residents. Pigou refined the concept of externalities by
introducing the concepts of marginal private costs and marginal private
benefits. He demonstrated that the presence of externalities resulted in a
divergence between private and social benefits, or alternatively, private and
social costs.3? In the presence of either, total welfare is not maximised. In the
case of a positive externality, an insufficient quantity of the service or good is
provided. The opposite holds true for a negative externality, where a
product or service is produced to excess, in the process failing to maximise

total welfare.

With respect to solutions to the problems of externalities, economic debate
has focused on their prevalence as well as on the most effective means for
their elimination. The solution to positive and negative externalities offered
by Pigou was to propose the alignment of private and social costs. In respect
of negative externalities this is a tax, while for positive externalities it is some
form of subsidy. The effect of either form of intervention is to establish a new
equilibrium and in turn to maximise total welfare. This is what is referred to
as ‘internalising’ the cost or benefit of the externality. The other likely
governmental responses to either type of externality are a redefinition of
legal structures (and possibly the allocation of property rights), or direct
regulation, including possibly, prohibition.#®® Many externalities are
sufficiently trivial to be ignored, or alternatively, may be mitigated by

market workarounds.

39 (Backhouse, 2002), pp.273-274
40 Buchanan & Vanberg, The Politicisation of Market Failure, Public Choice 57: 101-113 (1988)
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ii. Public goods

Public goods are those goods and services for which the exclusion of
consumers is not feasible and where each incremental act of consumption
does not reduce the residual quantity. The problem of excludability refers to
the fact that sometimes it is difficult to prevent certain persons from the
consumption or enjoyment of a good or a service even though they are
unwilling to pay. The inability to keep out free riders will inevitably lead to
some goods and services not being provided. Some goods can or will be
provided even if exclusion is not perfect, but for others, complete
excludability is essential. Non-excludability is the pre-eminent cause of
market failure in public goods. The second characteristic of public goods is
that they are non-rivalrous in consumption. The fact that incremental
consumption has no bearing on the residual quantity confounds the price
system, since ordinarily each act of consumption reduces the available
supply. There are situations where non-rivalry in consumption applies, but
only up to a certain point, in which case the problem of congestion may
become relevant. Not all public goods are both non-excludable and non-

rivalous in consumption. These are referred to as ‘impure” public goods.

Conventional examples of public goods include the provision of national
defence and the operation of lighthouses. 41 Some kinds of information are
regarded as pure public goods. The outcome of fundamental scientific
research is one such example.??2 Once knowledge of it is passed from any
one person to another, its subsequent retransmission is virtually
uncontrollable. Similarly, any one person’s knowledge of this information
has absolutely no bearing on its availability for another. The first coherent
explanation of public goods is to be found in a 1954 work of Samuelson.4%
His work focused on what have come to be referred to as pure public goods:

namely those situations where the characteristics of both non-excludability

01 Stiglitz argues that the realisation that information is very different from other commodities and is in fact a
public good was ‘the fundamental breakthrough in the economics of information’. See Stiglitz, The Contribution of
the Economics of Information to Twentieth Century Economics, The Quarterly Journal of Economics, November 2000,
p.1448.

402 For a comprehensive account of knowledge as a public good see, Stiglitz, Knowledge as a Global Public Good, in
Inge, Grunberg & Stern (edits.), Global Public Goods: International Cooperation in the 21st Century, United Nations
Development Programme, New York, 1999.

403 Samuleson, The Pure Theory of Public Expenditure, 36 Rev. Econ & Stat. 387 (1954)
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and non-rivalry are present. Samuelson’s conclusion was that: “[N]o
decentralised price system can serve to determine optimally, these levels of
collective consumption.”#* By contrast, private goods are neither non-

excludable nor non-rivalrous in consumption.

The classification of a good or a service as a public good has usually been
treated as unavoidably making the case for government intervention. Since
the problem of non-excludability is one of free riding, the obvious solution is
to use coercive tax powers to ensure adequate funding and in turn provision.
Historically, the arguments for a tax-based solution to the provision of public
goods (so as to overcome the problem of excludability) in part explain
significant state provision of public goods, not least in Europe. 4% If a good or
service is also unrivalrous in consumption, then the case for government
provision becomes very compelling, although determining the optimal level

of output (from an efficiency perspective) remains highly problematic.

iti. Information Asymmetries

This refers to a situation where market actors do not have the same type of
information for the purposes of a particular transaction. In orthodox
accounts, the essential concern is a relative and not an absolute one. As a
result, a Pareto optimal outcome can be reached provided that both parties
to a transaction are both ignorant to the same degree. Related problems are
those of adverse selection and moral hazard.*%® Adverse selection is the
tendency of certain types of contract to attract individuals who are the least
profitable. Moral hazard refers to a phenomenon whereby certain
interventions intended to obviate a particular risk or harm may have the
opposite effect in practice. Information asymmetries arise in many areas of
economic activity, most especially where service providers have special
knowledge or expertise relevant to purchasing decisions. The related
problems of adverse selection and information asymmetry are especially

acute in the field of insurance.

404 ibid., p.388

405 This by itself, would appear to be something of a non-sequitur, since although the state may need to take the
lead in commissioning and financing the provision of public goods, that does not seem to preclude the possibility
of private provision. See Hayek, The Constitution of Liberty, 2010 (reprint), p.155

406 For an extended argument as to the pervasiveness and significance of information asymmetries, see (Stiglitz,
2000), p.1441-1478
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The absence of information asymmetries is a fundamental assumption of
General Equilibrium Theory. It was not until a 1970 paper by Akerlof that
the problem of information asymmetry and the associated difficulty of
adverse selection was the subject of comprehensive formal treatment.40”
Using the stylised example of the market for second hand cars, Akerlof
models a scenario in which because of the problem of judging quality in
advance, market prices fall to those of the inferior cars, with the potential for
no trades at all. 408 It is possible to conceive of both private and government
solutions to the problem of information asymmetries. In many cases private
solutions (such as agreements on standard, guarantees, quality certification
etc.) can overcome this form of market failure. Despite that, the resolution of
many information asymmetry problems such as weights and measures are
left to government. This may be largely for historical reasons, although there
might be reason to expect higher degrees of impartiality and consistency
from government where it has no direct pecuniary interest in the market in
question. Problems associated with adverse selection are more difficult to
overcome effectively using private means. Sometimes, they are the subjects
of significant regulatory intervention such as ‘must buy’ rules for certain
products. By contrast, moral hazard problems may be overcome at least to
some degree by private means such as excess rules of the kind common in

the insurance sector.

iv. Natural Monopoly

A natural monopoly arises when the total social costs are minimised by
having one firm serve the entire market. As a result, only a single provider
will be profitable.#®® As summarised by Posner, natural monopoly is not
about the number of sellers in a market, but instead, concerns the

relationship between demand and the technology of supply.#l® Since a

207 Akerlof, “The Market for “Lemons”; Quality Uncertainty and the Market Mechanism’, The Quarterly Journal of
Economics Vol. 84, No. 3 (Aug 1970), pp.488-500

108 Akerlof acknowledges that this is not the case in practice for many markets, even with significant information
asymmetries, including that for second hand cars. This he selected on the basis of its ease of understanding as
opposed to its realism or importance. Ibid, p.489.

409 Examples of natural monopoly, although not referred to as such, feature in the writing of Adam Smith, in more
conceptual terms in those of J.S. Mills, before being initially rendered in the neo-classical tradition by Edgeworth in
the early 20t century. See generally, Mosca, On the Origins of the Concept of Natural Monopoly: Economies of Scale and
Competition, The European Journal of the Theory of Economic Thought, 15(2), pp.317-353

410 Posner, Natural Monopoly and its Regulation, Stanford Law Review Vol.2, No.3 (Feb. 1969), p.548
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natural monopoly may result in monopoly provision, it is also a form of
market failure given that it is a departure from conditions of perfect
competition. Natural monopolies are often characterised by increasing
returns to scale usually in the presence of significant fixed costs. Work led by
Baumol in the late 1970s demonstrated that in a multi-product setting the
presence of scale economies was not a necessary or sufficient condition for
natural monopoly to pertain in that context.4!! What matters is subadditivity,
a situation where the cost of total output is less than the sum of the cost of
those outputs separately produced. As a result, Baumol argued that the
verification of the condition of natural monopoly is more difficult than
previously understood.#1? In a more direct challenge to the phenomenon, the
Austrian School tradition in economics has criticised natural monopoly
theory as entirely unsound and developed ex post facto to justify grants of
exclusive rights resulting from political bartering.#13 Separately, Posner has
argued that given technological change and evolving consumer preferences,
natural monopolies are not likely to last long enough to warrant direct

intervention.44

By definition, and unlike many other forms of market failure, there is no
scope for private action to mitigate the negative effects of natural monopoly,
which will include all of the shortcomings of regular monopoly as to price,
efficiency and innovation. Traditionally, the existence of natural monopoly
has often been used to justify the grant of exclusive rights to a particular
tirm, backed up by a prohibition on competing activities. Historically, that
approach was exemplified by the utilities. The more modern response to
natural monopoly is some form of economic regulation targeting the natural
monopoly element but with no legal barriers to entry. Usually, the focus of
such regulation is to mitigate the effects of monopoly pricing and to

implement distributional goals. Initially, the US forged the way with rate of

411 Baumol, On the Proper Cost Tests for Natural Monopoly in a Multi-product Industry, Amer. Econ. Review 76 (1977)
p-809

412 Tt would also seem to follow that true natural monopolies are less likely to be encountered in multi-product
settings.

43 In particular, see DiLorenzo, The Myth of Natural Monopoly, The Review of Austrian Economics, Vol.9, No.2,
(1996), p.43

414 (Posner, 1969), p.643
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return regulation, which was eventually heavily criticised.#!> Following work
by Littlechild and Beesley in the 1980s, rate of return regulation using price
caps was pioneered in the UK.41¢ That offered the potential to limit market
power, to create efficiency incentives and to prevent ‘rate shocks” at the

advent of liberalisation.

v. Market Power

Closely related to the problem of natural monopoly is that of market power.
In classic form, the concept of market power entails the ability to maintain
prices above competitive levels, although this conception of the problem is
limited to allocative and productive efficiency concerns.!” Market power
could be equally inimical to dynamic efficiency over time given reduced
incentives to innovate. Problems associated with market power have long
been regarded as a source of market failure and instances of market power
may be quite common. Despite that, interventions directed at market power
tend to be relatively limited for a number of reasons. First, while perfectly
atomistic competition would exclude any market power, workable
competition based on a more limited number of firms, may produce broadly
comparable results. Second, and perhaps more fundamentally, the existence
of market power may provide a crucial incentive for further entry, provided
that this is not foreclosed through regulatory constraints or exclusionary
business practices. Accordingly, the focus of intervention is often on
removing those obstacles, bearing in mind that technological and other
innovation will frequently redefine those challenges. Finally, the control of
market power entails price-regulation in many instances, which requires

considerable resources to administer.

vi. The Special Case of Merit Goods

A merit good is one the consumption of which is regarded as conferring
wider benefits beyond those reflected in the preferences of a particular

consumer.1® The concept of merit goods, as pioneered by Musgrave, is based

415 (Posner, 1969), pp.592-606, includes an extended critique of rate of return regulation in particular.

416 See Littlechild, Privatisation, Competition and Regulation, IEA Occasional Paper 110, 2000 for a discussion of the
lead up to the introduction of price cap regulation in the UK.

417 See Oxford Dictionary of Economics, 2009, p.284

418 ibid., p.290
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on a deliberate departure from the consumer sovereignty paradigm reflected
in the homus economicus assumption of the individual as best placed to
maximise personal utility.#1® As acknowledged by its originator, the decision
on what is a merit good can be arrived at through a number of distinct lines
of justification. Musgrave himself locates the strongest justification in
situations where community values supplant the wusual consumer
sovereignty paradigm characteristic of markets.#?0 In some respects, the
concept of merit goods can be understood as an externality-driven problem,
but one where, by contrast with public goods, the externality obscures the
consumer’s purchasing preferences as opposed to the incentives of
producers to provide, which is typically the case for a public good arising
through non-excludability.4?! As a result, the output of certain goods is
assumed to be sub-optimal. Television output in the form of public service

broadcasting (‘PSB’) is usually regarded as a classic merit good.#?2

c¢) Limitations of Market Failure Theory

The following are among the most significant limitations of market failure.
They fall into three main categories. The first concerns the extent to which
the fundamental assumptions of General Equilibrium models hold, since if
they do not, that could ultimately vitiate the overall efficiency claim. The
second concerns the apparent limitation of market failure theory to efficiency
maximisation concerns only. The third relates to the potential for greater
inefficiencies to arise through piecemeal attempts to correct market failures.
The general implications of these limitations are considered here, with the
particular implications for the use of market failure as an analytical tool

considered in the next sub-section.

i. Departures from Relevant Assumptions and their Implications

As previously noted, General Equilibrium Theory makes crucial

assumptions in relation to consumers and producers maximising benefits

419 Musgrave, A Multiple Theory of Budget Determination, FinanzArchiv, New Series 25(1), (1956/57), pp.33-43

420 The concept of merit goods, although accessible in vernacular terms, suffers from very significant indeterminacy
in terms of its theoretical justification. Musgrave himself acknowledges this and offers a number of candidate
justifications before settling upon the community values account as the most persuasive. See Musgrave, Merit
Goods, New Palgrave Dictionary of Economics, 2008.

221 Considering further the security implication of broadcasting, state monopolies, although by no means necessary,
are nevertheless an unsurprising outcome.

422 This issue is the subject of further consideration in Chapter 4, Section D.1.b.

134



and profits and minimising costs. In relation to producers, long-standing
economic analysis has identified significant agency problems that lead to a
divergence in incentives within firms, in particular between owners and
management.*?3 As a result, profit maximising through cost minimisation
cannot be generally assumed. Similarly, on the consumer side, the
assumption of utility maximising behaviour by consumers has come under
sustained assault from behavioural economists.#?* Separately, there are
claims from the field of information economics that even small departures
from the zero transaction costs assumption bring about outcomes that are far
removed from marginal cost pricing operating in perfectly competitive

markets, and much closer to those observed in monopolised markets. 425

Despite these criticisms, the argument for competitive markets benefits from
the regular exposition of the demonstrable effects of competition in terms of
pricing, choice and innovation. The aim of General Equilibrium Theory was
to show that an economy wide Pareto optimal equilibrium could be
achieved, not that it existed in practice. Moreover, provided that in the main,
markets are at least effectively competitive with actors usually acting
rationally, then it is arguable that an economy tends towards efficient
outcomes. More pragmatically, the limitations of markets (even within an
efficiency only paradigm) still raise the fundamental issue of what other
institutional arrangements would produce materially greater total welfare.
That dilemma is best captured by Coase’s observation that ultimately the

choice confronting policy makers may be between imperfect alternatives.#2¢

ii. The Efficiency Limitation
A crucial limitation of the market failure critique is its focus on efficiency
only. The orthodox view of market failure is that it is confined to total

welfare maximisation, and in that way, distributional concerns or other non-

equity-motivated concerns are separate matters. That separation was

43 This goes back to the work of Berle & Means in the 1930s in the United States, summarised in Bratton, Berle and
Means Reconsidered at the Century’s Turn, 26 J. Corp. Law, (2001), pp.737-770.

424 See generally, Sunstein, (edit.), Behavioral Law & Economics, 2000.

45 See for example Stiglitz’s reference to the 1971 work of Diamond demonstrating that even with small search
costs, market prices were likely to be very close to or at monopoly levels in (Stiglitz, 2000), p.1459, fn. 41.

426 Coase, The Regulated Industries; Discussion, with Ernest W. Williams, Jr., The American Economic Review, Vol. 54,
No. 3, Papers and Proceedings of the Seventy-sixth Annual Meeting of the American Economic Association, (May
1964), pp.192-197.
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formalised by the ADM Model, which was subsequently used to derive two
principles, which have come to be known as the ‘Fundamental Theorems of

4

Welfare Economics’. 4?7 The First Welfare Theorem states that subject to some
specific assumptions, and a general assumption about the absence of any
market failures, an economy wide competitive equilibrium is Pareto efficient.
That in substance is the defining efficiency claim of competitive markets. A
converse of the First Welfare Theorem is the Second Welfare Theorem, which
holds that any Pareto efficient outcome can be brought about by way of
lump-sum taxes and payments so as to redistribute wealth among
consumers. According to Stiglitz, in effect, the Second Welfare Theorem
brings about the formal separation of efficiency and distributional
concerns.*?8 [t does so by setting distributional issues to one side in favour of
an initial prioritisation of total welfare maximisation.#? This, as will be

considered has significant implications considering the policy objectives

typically pursued for SGEIs.

iii. The Theory of Second Best

A potentially significant qualification to General Equilibrium Theory is the
Theory of Second Best as developed by Lipsey and Lancaster.#3 The Theory

of Second Best is summarised by Dollery & Wallis as follows:

“if a market failure is present in one sector of the economy, then it is
conceptually possible to achieve a higher level of social welfare by
deliberately violating allocative efficiency conditions in some other sector,
rather than by intervening to restore allocative efficiency in the original
instance of market failure.”43!

The Theory of Second Best is potentially disabling considering that certain
interventions, while justified in a particular context, may not be optimal

overall because of the existence of related market failures.*32 Hovenkamp has

47 Leon Walras undertook the pioneering work on General Equilibrium Theory. Arrow and Debreu took this
forward before further final refinements by McKenzie. See (Backhouse, 2002), pp.169-172.

48 Stiglitz, The Invisible Hand and Modern Welfare Economics, National Bureau of Economic Research, Working paper
No.3641, 1991, p.4

429 This is exemplified by Musgrave’s working hypothesis that distributional issues are a matter for a separate
branch of government. See (Musgrave 1956/57)

80 Lipsey & Lancaster, The General Theory of Second Best, The Review of Economic Studies, Vol.24, No.1 (1956-1957),
pp-11-32

#1 Dollery & Wallis, The Theory of Market Failure and Equity-Based Policy Making in Contemporary Local Government,
Local Government Studies, 27:4, 59-70

42 The formal theory postulates that where there are several market failures, then the efficiency effect of correcting
one may be positive, negative or neutral.
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argued that theories of second best are beyond the economic competence of
even sophisticated competition law courts.#33As a result, much of
competition enforcement is predicated on what is referred to as Partial
Equilibrium Theory, which ignores economy-wide effects of particular
interventions, and instead seeks to improve outcomes in individual markets
or sectors of the economy. Pragmatically, with the progressive elimination of

market failures, the potential for second best outcomes should reduce.

iv. Support for and Limits of Using Market Failure to Understand SGEI
Verification under Article 106(2)

As revealed by the preceding analysis, market failure takes fairly well
defined forms that are usually capable of verification. As such, it appears to
be a suitable construct for investigating SGEI qualification under Article
106(2). While there is on-going debate within mainstream economics
concerning market failure, that principally concerns its prevalence and
implications rather than its form.434 Separately, although the singular focus
of market failure on efficiency is also a limitation, it is not a significant
constraint for the purposes of positive interrogative analysis. Any normative
account of Article 106(2) must reflect the variety of general interest objectives
(efficiency, equity, cohesion, etc.) that are capable of being accommodated
under Article 106(2). Furthermore, although the implications of the Theory
of Second Best, if taken to their logical conclusion, could disable the
operation of all systems of competition law and economic regulation, that
does not occur in practice. Overall, none of these issues invalidate the case

for recourse to Article 106(2) for analytical purposes.

There is a modicum of support within legal academia for the deployment of
market failure concepts under Article 106(2). Sometimes this is advocated for
particular sectors, or more generally. That has been without systematic
attempts to validate its potential efficacy or for that matter its limitations.
Schwintowski was one of the first commentators to expressly link the

operation of Article 106(2) to market failure, making a somewhat elusive

4% See Hovenkamp, Antitrust After Chicago, 84 Mich. Law Rev. 212, pp.241-242 (1985), where he states that
‘Problems of second-best may be so overwhelming and so hypothetical that the antitrust policymaker is well off to
avoid them..

#4 See (Stiglitz, 2000), pp.1441-1478.
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distinction between fundamental and partial market failures, with the latter
subsuming USOs.43 Subsequently, Sauter has suggested that market failure
would be a “logical starting point when defining the scope of SGEI and
universal service obligations”, and goes on to note that “[r]emarkably
enough, so far the definition of SGEI under Community law has not been
systematically or explicitly connected with instances of market failure.”43¢
This is an aspect of his normative account of Article 106(2) considered in

Chapter 1.

Van de Gronden has noted that cross-subsidisation and what he refers to as
‘cherry-picking’ are not the only problems encountered in Article 106(2)
cases, and that the concept of market failure has the potential to illuminate
much more of the Article 106(2) case law than is widely appreciated.43”
Davies also sees potential for the deployment of market failure within Article
106(2), but regards the separation of efficiency and equity concerns as
impossible.#38 He concludes that such an approach is not feasible given that
invariably Member States will seek to present all of their interventions as
welfare-enhancing by arguing that even redistributionist measures correct
market failures.#3 Given the technical specificity of market failure, that
concern may be overstated and in any event, is not tested against the Article
106(2) case law.440 More significant is Davies’ concern that if distributional
objectives are to be accommodated under Article 106(2), it will be very
difficult to second-guess the decisions of the Member States. That, however,
is a concern that matters mainly for normative purposes. In that regard, it is
important to emphasise that for present purposes the use of market failure is
proposed for understanding the verification of SGEI claims as part of an

assessment of the strictness of Article 106(2). Seen in the round, in its

85 Schwintowski, The Common Good, Public Subsistence and the Functions of Public Undertakings in the European Internal
Market, European Business Organisation Law Review 4: 353-382, 2003

436 (Sauter, 2008,) p.167

%7 Van de Gronden, The Internal Market, the State and Private Initiative — A legal Assessment of National Mixed Public-
Private Arrangements in the Light of European Law, Legal Issues of Economic Integration 33(2): 105-137, (2006), pp.126-
133 in particular.

48 Davies, Article 86 EC, The EC’s Economic Approach to Competition Law, and the General Interest, European
Competition Journal, Vol.15, No.2, Aug. 2009, pp.549-584, p.579-581

49 jbid., p.580 et seq.

40 This echoes a more general phenomenon in regulation, namely that there may be many different rationales
underpinning a particular intervention. See Baldwin & Cave, Understanding Regulation - Theory, Strategy & Practice,
1999.
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recognised forms, market failure appears to provide a viable means of

investigating SGEI verification.

Given the diffuse nature of SGEI claims, it is proposed to concentrate the
market failure analysis by focusing on particular sectors. Therefore, market
failure will be used to assess the strictness of SGEI verification in three fields;
namely, telecommunications, environmental protection and broadcasting.
These have been selected for a number of reasons. First, all three are
regarded as manifesting many of the classic market failures, and as a result,
it will be instructive to consider the extent to which explicit market failure
analysis percolates through to the operation of Article 106(2). The analysis
may also cast some light on the application of the manifest error standard
where market failure claims are made before the Commission. Second, in
both the telecommunications and broadcasting sectors, distributional and
other general interest objectives (apart from the correction of classic market
failures) frequently arise. As such, incidentally, the analysis may reveal the
nature of SGEI supervision for those claims, while offering insights into the
challenge of dealing with a variety of general interest objectives under
Article 106(2). Finally, environmental protection and broadcasting have seen
specific constitutional change bearing on SGEI verification. As such, they
provide a useful opportunity for comparative analysis in the light of the

political tensions surrounding SGEIs.

Finally, given that neo-classical economics offers or implicitly suggests
correctives for several forms of market failures, it may seem obvious that
they could be used as the basis for an assessment of disapplication review
under Article 106(2). In practice that is not feasible for two reasons. The first
refers back to some degree to a concern raised by Davies that frequently a
general interest intervention under Article 106(2) will have a combination of
objectives, with efficiency concerns often subsidiary among these.#4! As a
result, the orthodox prescriptions for market failures are not likely to be able
to achieve a variety of general interest objectives falling outside of the

correction of classic market failures. Second, discretion as to the nature of

41 (Davies, 2009), pp.578-580
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general interest interventions is both a political reality and frequently a
political imperative. The suite of remedies for certain market failures
provided within the neo-classical synthesis are very specific, and in any
event are not prescribed for all of its forms. As a result, for the purposes of
interrogating disapplication review under Article 106(2), it is necessary to
have recourse to a broader analytical framework, but one that is still
economic in nature. For that purpose recourse to the concept of government
failure is suggested. Although operating as an analogue to market failure
theory, in practice, government failure is only a partial analogue in that - as
will be demonstrated - it recognises the diversity of general interest

interventions.#4? It is to that scholarship that the analysis now turns.

3. Government Failure

a) The Concept of Government Failure

Government failure theories provide an account of the ways in which, in
response to a market failure or in pursuit of some other general interest
objective, government intervention is ineffectual. Central to government
failure are concerns about both the efficiency and efficaciousness of
interventions having regard to the underlying objectives. While market
failure is sufficiently formalised and systematised to be treated as a theory,
government failure scholarship is more eclectic. Government failure, which
is sometimes referred to as non-market failure theory, is a diverse school of
scholarship, with political, economic and political economy strands. The
most prominent of these is the political economy branch in the form of public
choice theory.*3 It focuses on the underlying causes of government failure
and the probable divergence of democratically determined outcomes from
the economic prescriptions for the correction of market failure. It involves
the application of economic techniques to political decision-making, the

modern iteration of which is the Virginia School formerly led by Buchanan

42 As to the claim that government failure is a part analogue to market failure, see Dollery & Worthington, The
Evaluation of Public Policy: Normative Economic Theories of Government Failure, Journal of Interdisciplinary Economics
7(1): pp.27-39.

43 See generally, Velijanovski, Economic Approaches to Regulation, in Baldwin, Cave & Lodge (edits.), The Oxford
Handbook of Regulation, 2010.
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and Tullock.*#* The Virginia School pioneered the study of how self-interest
and the power of special interests within the political system may interfere

with the realisation of general interest goals.#4>

Critical to government failure theory is the relationship with market failure
theory. Most obviously, a role for government could be conceived along the
line of correcting for efficiency derived market failures only. As Besley puts
it, “[b]y systemizing the notion of market failure, Pigou seemed to promise
an economic theory of a mixed economy and the role of government.”446
There are a number of fundamental objections that may be taken to a model
of government constructed on this basis.#4’” They fall into two broad
categories, which to some degree are antithetical. The first is that there may
be a multitude of reasons going beyond the correction of market failures for
which government intervention is warranted. While many situations may be
susceptible to market failure analysis, many others are more readily
understood as being concerned with the achievement of other objectives,
frequently of a distributional or cohesion nature.**® In practice, Article 106(2)

must accommodate that reality.

The second series of objections question any automatic equation of the
existence of a market failure with the need for a response by government.
The first of those takes issue with the existence of a market failure as even
establishing a prima facie case for government intervention. This opposition
is predicated on the potential for markets to evolve partial or complete
solutions to market failures so as to obviate the need for government
intervention.4® As a result, the correction of a market failure is on occasion
treated as a possible source of entrepreneurial opportunity and not a reason

for government intervention.#® The concern from a government failure

#4 For a general introduction to public choice, see Besley, Principled Agents? The Political Economy of Good
Government, 2007.

45 See for example, (Buchanan & Vanberg, 1988).

46 (Besley, 2007), p.28

47 At minimum, such a role would also need to extend to the definition and allocation of property rights as well as
a system of contract enforcement considering that these are the unstated (but essential) assumptions behind all
General Equilibrium Models.

48 See generally, Rationales for Public Policy - Distributional and Other Choices in Weimer & Vining, Policy
Analysis - Concepts and Practice, 2011

49 On this theme generally, see (Winston, 2006), Ch.6.

450 On the tendency of neo-classical economics to overlook such opportunities, see Veetil, Concepts of Rationality in
Law and Economics: A Critical Analysis of the Homoeconomicus and Behavioural Models of Individuals, European Journal
of Law and Economics, 2011, 31(2), 199-228, p.214.
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perspective is the effectiveness of governments at remedying market failures
without generating greater problems. That concern is most prominent in
public choice theory with a tendency to caricature Pigou as having assumed
that government could intervene effectively to remedy market failures.*>! In
effect, it a criticism of the failure of welfare economists to consider that
political institutions might be just as prone to failure as markets. While Pigou
and others only predicated market failure as making a prima facie case for
government intervention, it is clear that a realistic view must be taken of

both the capacity and weaknesses of government.

b) Accounts of Government Failure

There are four principal accounts of government failure that are potentially
relevant for present purposes. The first was developed by Wolf during the
1970s and 1980s and is a comprehensive account of government failure in
production.*5> The second is that proposed by Le Grand in the early 1990s,
which is largely a critique of Wolf.#>3 The third is Vining and Weimer’s
theory of government production failures, which also hails from the early
1990s.454 The fourth is the 2007 exposition of the Refined Economic Approach
(REA’") to state aid enforcement authored by Friederiszick, Roller and
Verouden.#®> Roller et al’s work is not a theoretical account of government
failure, but it is a practical normative prescription with a concern to prevent
government failure at its core.#>® That, as will be considered, has particular
implication for the viability of a government failure critique of disapplication

review under Article 106(2).

The novelty of Wolf’s contribution lies in adapting and analogising essential
elements of the market failure theory. Its focus is on providing both a

positive and normative framework to underpin the demarcation between

51 See Keech, Munger & Simon, The Anatomy of Government Failure, Duke PPE Working Paper 13.0216, p.3.

452 See (Wolf, 1979), pp.107-139; Wolf, Markets or Governments: Choosing Between Imperfect Alternatives, A Rand Note,
prepared for the Alfred P. Sloan Foundation, N-2505-SF, September 1986; and, Wolf, Market and Non-Market
Failures: Comparison and Assessment, Journal of Public Policy, Vol.7, No.1, (Jan-Mar 1987), pp.43-70. Wolf takes a
generally broad view of production so as to encompass more traditional state supply.

453 (Le Grand, 1991), pp.423-442

#4 Vining & Weimer, Government Supply and Government production Failure: A Framework Based On Contestability,
Journal of Public Policy, Vol.10, No.1 (Jan-Mar 1990), pp.1-22

455 Friederiszick, Roller & Verouden, European State Aid Control: an Economic Framework, in Buccirossi, (edit.),
Handbook of Antitrust Economics, 2007.

456 Although the REA was formally presented in 2005, considering the likely dispositive contribution of Roéller et al
(as members of the Competition Directorate’s economic service) to its adoption as well as their fuller exposition of
its rationale, it seems appropriate to credit them with the specification of the REA.
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government and private provision. By contrast, Le Grand’s account
incorporates elements dealing with the issue of direct government
production, while addressing other issues, including the effects of market
regulation. Despite the principal focus of Wolf’s theory being on production
issues, given that it serves as the point of departure for subsequent
scholarship this theory of government failure will be outlined.#*” Le Grand’s
contribution is also outlined considering that in addition to government
production, it also considers taxes and subsidies, and regulation. As Vining
and Weimer’s theory of government failure focuses on government
production only (narrowly defined), it is not considered further for present
purposes.®5® Conversely, in light of its greater practicality and its likely
relevance, if only by analogy for present purposes, Roller et al’s REA is

considered in extended detail.

i. Wolf’s Theory of Government Failure

Wolf’s analysis is directed at identifying certain anomalies in the conditions
of supply and demand that lead to government failure in production.*> This
is key to the analogy with market failure. According to Wolf, government
supply is characterised by four basic attributes.®® The first concerns the
difficulty of measuring or evaluating outputs leading instead to a focus on
inputs. Secondly, government supply is often monopolistic, leading to
inefficiency. Thirdly, many government outputs are subject to peculiar
production uncertainties. Fourthly, government activity usually lacks a
success measure analogous to profit and losses within markets. On the
demand side, Wolf identifies five factors as driving demand for government
intervention.46! The first factor is greater awareness of the limitations of
markets. The second is the heightened power of special interest groups. The
third concerns the particular incentives of politicians to be seen to solve

social problems. The fourth is the emphasis on the short term having regard

457 The fact of government ownership may be a driver of government failures to the extent that within the political
system the government’s pecuniary interest in value maximisation tends to trump effective safeguarding of the
general interest.

4% Production is defined by Vining & Weimer, as the securing of goods either through production or contracting for
use or distribution by government, (Vining & Weimer, 1990), p.4.

4% In this he appears to be heavily influenced by Stigler’s account of economic regulation, Stigler. See for example,
A Theory of Government Regulation, Bell Journal of Economics, (1971), Vol.2, No.1, pp.3-21

460 See (Wolf, 1987), pp.60-63

461 ibid., pp.54-60
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to the electoral cycle. The fifth concerns the frequent disconnect between the

beneficiaries of particular interventions and those who incur the costs.

Against those conditions of supply and demand, Wolf proposes four major
categories of government failure.46> The first he terms “internalities’, which
are driven by private motives that he suggests are derived from government
not facing an external market constraint. Redundant costs are Wolf’s second
form of government failure, and they relate to productive inefficiency caused
by the lack of competition. Wolf’s third form of government failure is the
derived externality, which he explains as an unintended effect not foreseen
or properly understood when the original market failure prompted an
intervention. As with their market failure theory antecedents, these
externalities can be positive or negative. Wolf’s final category of government
failure is distributional inequity. While he accepts that conventional market
failure theory focus only on efficiency derived problems, he identifies
inequities in terms of privilege and power as a distinct form of government
failure. With respect to the prevention of government failures, Wolf provides

only generalised comment on the desirability of market-based solutions.

ii. Le Grand’s Critique of Wolf

Le Grand’s chief criticism of Wolf is that he pays insufficient attention to the
precise form of government intervention, which can range from production
through to regulation. As a result, Le Grand engages in a high level analysis
of the efficiency and equity effects of government intervention by reference
to their three principal forms: provision, taxation or subsidy, and regulation.
With respect to provision, unsurprisingly, Le Grand finds that the degree of
competition has a significant bearing on efficiency. With respect to taxes and
subsidies, he cites likely departures from allocative and productive
efficiency.#63 With respect to regulation, Le Grand hypothesises that a
government acting in the public interest that was perfectly informed might
be able to determine an efficient allocation of a good or a service. That
potential is offset, however, by the significant information asymmetries that

it usually faces. In addition, Le Grand refers to the possibility of industry

462 jbid., pp.63-67
463 (Le Grand, 1991), p. 436
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capture, and the potential for sectoral interests to eventually emasculate the
general interest. Both of those problems are enduring government failure

concerns.

With respect to equity generally, Le Grand argues that there is no prior
reason to assume that government provision will be equitable or inequitable,
but that there may be consequences for income given that profits from
government ownership accrue to taxpayers generally. As to subsidies,
according to Le Grand, the degree of equity is a function of successful
targeting to ensure a minimum quantity for all. That depends on the
eligibility criteria for assistance. Overall, a comparison is only meaningful
considering the nature of distribution prior to the intervention. With respect
to regulation, Le Grand observes that regulation of quality or entry may
have significant distributional consequences if it raises prices. As with the
case of the efficiency properties of regulation, outcomes are affected by

information asymmetries and the potential for regulatory capture.

iii. Roller et al’s Refined Economic Approach for State Aid

The Refined Economic Approach (‘REA’) was first proposed in the
Commission’s 2005 State Aid Action Plan (‘SAAP’), which among other
things, suggested greater reliance on the concept of market failure and other
economic concepts for the purpose of compatibility review under Article
107(3)(c).44 Although the REA as ultimately reflected in the SAAP was
issued as a Commission document, a subsequent paper by Friederiszick,
Roller, and Verouden provides an overall justification for the REA based on
the mitigating government failures, an underpinning that is less apparent in
the SAAP.465 Given that at the time it was authored, Roller was the Chief

Economist at DG Competition, it will be referred to as ‘Roller et al’s” REA.

464 Brussels 7.6.2005, COM(2005) 107 final, §§22-23

465 Friederiszick, W., Roller, L.H., & Verouden, V., European State Aid Control: an Economic Framework, in
Buccirossi, (edit.), Handbook of Antitrust Economics, MIT Press, 2008. An outline of their approach is contained in a
June 2005 presentation by two of the authors at the LEAR Conference on Advances in the Economics of
Competition Law, Rome, 23-25 June 2005. That took place only a number of weeks after the publication of the
SAAP. See also on the same issues, Friederiszick, Roller & Verouden, EC State aid control: an economic perspective,
in Rydelski (edit.), The EC State Aid Regime; Distortive Effects of State Aid on Competition and Trade, 2006, Ch.8, pp.145-
182.
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Roller et al identify the rationales for state aid both in terms of efficiency and
equity, and - in an orthodox economic approach - treat the resolution of
market failures as efficiency directed.*® They also emphasise the potential
for economic analysis to illuminate what they appear to assume is an
inevitable efficiency loss inherent in the pursuit of distributional policies.46”
Separately, they address the limits of state aid policy, and raise the issue of
government failure including its potential ineffectuality in raising total
welfare due to features of the political system.#8 As a result, the potential of
procedural safeguards to help mitigate government failures is emphasised.
Roller et al then turn to the specification of elements of a REA, which
incorporates a balancing test between positive features and distortionary

effects.

On the positive side, Roller et al propose three considerations as part of
assessing the compatibility of an intervention falling within the State aid
rules. First, a measure should address a market failure or other objective of
common interest. In turn, the second test is comprised of three limbs:
namely, that the appropriate policy instrument is used; that it produces an
incentive effect; and, that this could not be achieved with less aid. These are
expressly attributed to the concern to address the problem of government
failure. With respect to the appropriateness of the instrument, while Roller et
al make the point that another policy option outside of state aid may be more
appropriate, the normative prescription is that “at minimum alternative
measures inside state aid should be assessed”.4®® This may be an instance of
practical normativity considering the Member State’s presumptive discretion
over policy choices.#”? The second limb of the second test in relation to
incentivisation introduces a requirement for counterfactual analysis. The
third limb of the second test is an inquiry as to whether the same change in

behaviour could be produced with less aid.

466 (Roller et al, 2008), pp.632-633

%7 ibid., pp.634-636

468 ibid., p.637

469 ibid, p.650

470 A review of the policy choices considered and an assessment of their advantages is called for in the 2009
Commission Staff Common Principles for An Economic Assessment of the Compatibility of State Aid under Article
87(3). Note, however, the specific opposition of the UK on this point. See letter to Mr. H. Drabbe from the UK
Permanent Representation of 6 July 2009.
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The third consideration proposed by Roéller et al is the assessment of the
overall balance taking the effect on competition and trade as a composite
standard. To that end, a variety of circumstances are documented illustrating
possible forms of anti-competitive effects, such as support for inefficient
production and exclusion. There is no suggestion of any hierarchy within
these ‘theories of harm’. Instead, it is proposed that the gravity of the specific
distortion should be determined by reference to a consideration of three
subsidiary questions: the procedural context for the award of the aid, the
market characteristics, and the amount and type of aid. The first question
incorporates a qualified presumption that the transparency of the award
process may give some comfort as to the minimisation of competitive
distortions. The second is a consideration of the market structure. The final
question reflects the variety of forms of aid, and in turn their magnitude as
significant drivers of distortive effects. Roller et al do not give any indication
as to when the overall balancing exercise should tip in favour of prohibition

as a result of a material distortion of competition having an effect on trade.*”!

Roller et al’s REA was not included in fully adumbrated form in the SAAP.
Nevertheless, in subsequent guidance, the overall balancing tests described
above made their way into the framework for compatibility assessment. That
has not been without significant objections and concerns. Kaupa has argued
that Roller et al’s claim that the pursuit of equity inevitably has a trade-off in
terms of efficiency is generally unproven and is highly context specific.42
Separately, Buendia Sierra and Smulders have raised concerns that the REA
reflects a view of State aid enforcement as an appendage of competition law
to be applied within a common analytical framework.#”3 Instead, they
identify the internal market concern to ensure a level playing field as

crucial.#74 To that end, they maintain that the State aid rules are directed at

471 Unsurprisingly, the Commission’s 2008 Vademecum on State Aid indicates that a large number of negative
indicators need to be offset by a high level of positives. 30 September 2008, p.12

472 See (Kaupa, 2009), p.317. This criticism also draws attention to the fact that even if Roller et al are correct, the
Commission faces significant legitimacy problems in seeking to supervise or second-guess any such trade off. That
is acknowledged as ultimately a political question. See (Roller et al, 2007), p.636.

47 Buendia Sierra & Smulders, The Limited Role of the ‘Refined Economic Approach’ in Achieving the Objectives of State
Aid Control: Time for Some Realism’ in EC State Aid Law, Liber Amicorum in Honour of Francisco Santaolalla, (2009),
pp-9-11

474 Buendia Sierra & Smulders also raise doubts as to the possible elasticity of the concept of market failures, ibid.,
pp-15-16
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the prevention of subsidy wars.4”> As such, they argue that the body of State
aid rules is not really a framework for controlling Member State economic
errors. Nevertheless, they see in the more positive elements of the REA tools
that may assist the Member States in being more efficient in the use of their
resources, even if that is not of direct assistance to the Commission in

furtherance of the ultimate rationale of the State aid rules.

¢) The Risk of Government Failure in SGEI Formulation and Delivery

The relevance of government failure with respect to SGEIs stems from their
political and social contexts, and the particular challenges presented for
governments by the pursuit of distributional and cohesion objectives. As
such, SGEI formulation and delivery may serve as something of an open
laboratory for the observation of government failure. Although the vast
majority of government failure scholarship is focused on the potential for
failures in production, similar challenges arise with respect to the regulation
of markets so as to deliver SGEIs. From a government failure perspective,
three types of difficulty appear to be especially acute with respect to the
framing and delivery of SGEls. The first are information problems, the
second stem from possible shortcomings in the political systems
underpinning SGEI formulation, and the third concerns the challenge of
efficiency, particularly in the context of achieving distributional objectives.
Although each factor is considered separately, it will be apparent that they

are fungible in many respects.

The problem of information deficits is a significant challenge for government
in terms of implementing distributionally motivated policies.4’® Firms that
are entrusted with SGEIs will readily understand that opacity is often in
their interest. Frequently, the SGEI entrusted provider is the only source of
the actual information necessary to understand a range of salient issues such
as cost of service provision, the need for exclusive rights, or the justification
for a particular pricing strategy. 47 Adding to the information challenges,

SGEIs are common in network industries frequently requiring specialist

475 ibid., p.8-9

476 See (Le Grand, 1991), p.438.

477 As to that concern, see Nicolaides, Compensation for Public Service Obligations: the Floodgates of State Aid, ECLR
2003, 24(111), pp.561-573, with reference to C-53/00 Ferring.
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technical knowledge for effective market design and regulation. Expertise
may gravitate towards the SGEI entrusted firms, sometimes making it
difficult for government to sustain crucial technical competence.*’® This in
turn may increase the risk of regulatory capture. As a result, SGEI
formulation and delivery entails unique principal-agency problems going

beyond traditional government welfare programmes.47

A second principal difficulty concerning SGEIs is that often their
organisation and provision is usually the result of a complex interaction of
technological, historical and social circumstances mediated through ad hoc
political bargaining. The electoral system may create incentives to be seen to
confer eligibilities or entitlements to public services even when market
provision is at least adequate or has not been tested.480 Furthermore, political
processes may have a bias for the pursuit of redistribution objectives through
regulation rather than taxation and direct financing.48! Moreover, under the
Treaty, Member States entitlement to public ownership of undertakings is
respected. Historically, almost all SGEI were provided through public
undertakings. Frequently, they were large employers with corresponding
political clout. From a government failure perspective, those circumstances
create a risk that the welfare of the entity providing the SGEI may
emasculate the determination of what is in the general interest. Obviously,
that cannot be generally assumed since it is a function of the robustness of

the political processes in a given Member State.

The third difficulty stemming from the peculiar nature of SGElISs is the risk of
inefficiency. The causes are multi-faceted and cannot be simplistically
attributed to the fact that many SGEIs are provided by public undertakings,
not least considering that there is competition for some SGEIs. Instead, much

of the difficulty may instead derive from the nature of general interest

478 This may be exacerbated by EU requirements to operate national regulatory authorities in which case both
government and the regulator may be competing for a very small number of people.

479 There is in fact a double principal-agent problem, in that the population delegates to elected politicians, and in
turn, government (frequently) delegates the delivery of public services to separate entities. See generally, Lane, The
Principal-Agent Approach to Politics: Policy Implementation and Public Policy-Making, Open Journal of Political Science,
2013, Vol.3, No.2, 85-89.

480 As to this possibility, see Shepsle & Weingast, Political Solutions to Market Problems, American Political Science
Review, 78, (1984), pp.417-434.

81 See Posner, Taxation by Regulation, The Bell Journal of Economics and Management Science, Vol.2, No.1 (Spring,
1971), pp.22-50.
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objectives that predominate in SGEIs, namely the pursuit of distributional
and cohesion goals. Unsurprisingly, the focus of political debate will usually
be on the formulation and specification of the underlying eligibilities or
entitlements. Given that emphasis, questions of efficiency may be regarded
as a secondary consideration, frequently relegated to specialist regulators.
The difficulty is that efficiency considerations are inherent in SGEI design
and the associated market structure, which in line with their significance are
often determined through the political process. Legislators may not,
however, have access to information on a range of alternatives with different
degrees of efficaciousness in terms of the realisation of the underlying
general interest goals. As a result, typically regulatory controls are focused
on minimising productive inefficiency but may still result in greater
aggregate inefficiency (i.e. a total welfare loss) than would arise if different
means were chosen for SGEI delivery.4¥? In addition, the problem of the “soft
budget constraint’ looms large. 483 In particular, it may lead to systematic

over-compensation for SGEI providers.

Finally, although only fleeting, there have been some references in academic
discourse to possible reliance on government failure under Article 106(2).
This is even more tentative than similar suggestions with respect to the use
of market failure, although as in that case, there does not appear to be any
systematic effort to interrogate Article 106(2) from a government failure
perspective. In his 2008 normative account of Article 106(2), Sauter
suggested that market failure “and/or government failure” would be a
logical starting point in defining the scope of the SGEI and USO
obligations.#* While aspects of the tests that he then goes on to advocate
may be taken to reflect a concern to avoid government failures (in particular,
the emphasis on the implementation of competitive solutions), they are not
tested against case law and practice under Article 106(2). Separately,

Hancher and Sauter have suggested possible reliance on the concept of

82 Even where they do, the effects of productive inefficiency in terms of qualifying eligibility or in reducing the
benefits accruing to beneficiaries may not have as much prominence in political debates as might be expected.

43 See generally, Kornai, Maskin & Rolan, Understanding the Soft Budget Constraint, Journal of Economic
Literature, Vol.41, (4), pp.1085-1136. They have summarised the phenomenon as concerning a funder’s willingness
to provide more compensation or support for output ex post than it had been willing to do ex ante. Its essential
drivers are expectation on one side and a predilection on the other.

484 (Sauter, 2008)
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government failure for the purposes of proportionality review, but that is in
the context of the free movement derogations. 45 Finally, Qlykke &
Mgllgaard’s 2013 account of what is an SGEI also raises the possible
relevance of government failure with respect to the pursuit of the most
efficient policy for SGEI delivery, but is not taken forward by them

considering their principal focus.48¢

d) Limitations of Government Failure Theories for the Purposes of
Disapplication Review

The relevance of government failure concepts for understanding Article
106(2) stems from the relative rigidity of market failure compared to the
diffuse nature of government failure scholarship. To be meaningful, a
government failure critique must take into account the fact that state
interventions often have the achievement of distributional or cohesion
objectives as their primary purpose. This is a crucial consideration in the
context of Article 106(2) where the practice of the Member States reflects that
reality. While market failure theory offers a number of remedies for some of
its manifestations, considering the variety of SGEIs (and their underpinning
objectives), practical government failure accounts (such as that of Roller et
al) explicitly recognise the pursuit of distributional goals. As a result, for the
purpose of assessing disapplication review under Article 106(2), government
failure offers essential analytical flexibility not provided by the theory of

market failure.

Government failure scholarship has been the subject of many critiques and
objections.#®” Given the preponderance of that scholarship in the form of
challenges to public choice scholarship, much of that criticism is not directly
relevant for present purposes. Similarly, objections to government failure
accounts on the basis that it sets a gold standard for government
intervention not capable of being satisfied in practice (thereby unduly
restraining government) are not a constraint for positive analysis, although

they clearly matter for the purpose of making any normative claim. It is

95 Hancher & Sauter, One Step Beyond? From Sodemare to Docmorris: The EU’s Freedom of Establishment Case Law
Concerning Health Care, Common Market Law Review 47: 117-146, (2010), p.144

486 (Qlykke & Mollgaard, 2013), section 2.7
487 See, for example (Block, 1994), p.691.
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worth noting, however, that the more nuanced insights into what is likely to
be a perpetual debate on the role of government and markets have
emphasised that the critical question frequently entails a choice of
alternatives that are all imperfect to some degree.®8® That, if anything,
reinforces the case for recourse to economic analysis to the extent that it

exposes the limitations of both markets and governments.

It is, however, at the level of specifics that difficulties arise concerning
recourse to government failure theory for a practical purpose. Writing
generally as to the indeterminacy of the concept, Orbach notes, “[n]either the
prevalence of studies of government failures nor the use of the phrase
‘government failure’ necessarily says much about the standard of
"failure’” .48 This is to be contrasted with the seeming fixity of purpose
exhibited by market failure theory.**® Market failure has the great advantage
of focusing on the identification of conditions giving rise to a departure from
an economy-wide general equilibrium. Scholarship in the field has always
enjoyed a constancy of purpose focused only on efficiency, based on a total
welfare standard. Separately, since forms of market failure are fairly
coherent and stable, testing for market failure can proceed directly based on

the presence or otherwise of its various manifestations.!

By contrast, direct recourse to government failure theory presents a greater
challenge for present purposes. As has been explored, the principal
theoretical accounts of the nature of government failure focus only on
production. While Wolf offers incidental prescriptions in mitigation of
market failure, they are production specific, and not likely to illuminate
disapplication review under Article 106(2).4? At most, he offers insights into
possible shortcoming in the provision of public services. While Le Grand
correctly focuses attention on the form of government intervention as

important to the nature of outcomes, his analysis does not penetrate to the

488 (Coase, 1964)

489 (Orbach, 2013)

90 On the attractiveness of the market failure synthesis generally and also a critical account, see Bozeman, Public-
Value Failure: When Efficient Markets May Not Do, Public Administration Review, Vol.62, No.2, pp.145-161.

#1 Tt is the case that this then becomes a qualitative exercise based on factual verification, but arguably that is
unavoidable given the difficulty of quantifying market failures. See LECG, Comments on DG Competition’s Draft
Common Principles, 11 June 2009, p.6-7.

492 (Wolf, 1979) pp.136-137
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design of market regulation of the kind often implicated in Article 106(2)
cases. More generally, the scholarship on government failure (especially the
public choice variety) is concerned with explaining the how and why of
government failures, frequently with self-evident or very particularised
demonstrations of the phenomena, such for example as overt or covert
barriers to market entry.4%? It does not assist with the derivation of a general

set of principles as such for the purposes of disapplication review under

Article 106(2).

Given the impossibility of direct testing, the question arises whether, as was
the case for Article 107 through the adoption of the REA, it is possible to
assemble a similar government failure inspired construct for interrogating
Article 106(2). That would appear to be feasible considering the broad
congruency of general and common interest goals under Article 106(2) and
Article 107(3)(c) respectively, and the similarity of the underlying control
mechanisms. In this regard, it is important to acknowledge the normative
nature of the REA versus the principal purpose of using government failure
in this instance, which is as a way of assessing the strictness of disapplication
review. Fiedziuk has argued that REA is capable of adaption for the purpose
of reviewing PSO compensation under Article 106(2).4%* That, however, is
subject to an important limitation in that her claim (which is also normative)
is limited to the treatment of PSO compensation. For present purposes a
variety of interventions capable of falling under Article 106(2) need to be
tested from a government failure perspective. In order to do so, it is
proposed to draw on the particular susceptibilities of SGEIs to government
failures outlined in the preceding subsection in the light of the established

legal mechanics of disapplication review under Article 106(2).

e) The Lens for Assessing Disapplication Review using Government
Failure

Considering the particular challenges that are presented by SGElIs, it is

necessary to focus on those aspects of the operation of Article 106(2) that

493 There are many prominent theories of government regulation, including that of Stigler. See for example, (Stigler,
1971). It and others tend to be expositions of the underlying causes.

94 Fiedziuk, Towards a More Refined Economic Approach to Services of General Interest, European Public Law, 16, No.2
(2010): 271-288.
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may be the most revealing with respect to government failures. As explored
in Chapter 1, the conventional treatment of Article 106(2) is predicated on six
elements. That includes the existence of SGEIs, the verification of which will
be considered from a market failure perspective in Chapter 4. As a result,
and apart from entrustment, the principal residual element of Article 106(2)
is necessity and proportionality review, the dominant view being that the
development of trade criterion in the second sentence is an aspect of that
overall review.#® A government failure critique will be pursued in Chapter 5
with respect to necessity and proportionality on the basis of considering the
strictness of the obstruction requirement, whether less restrictive means are
considered, and the extent to which the general interest can be determined

independently of the interests of the SGEI provider.

In addition to a consideration of necessity and proportionality, two
fundamental issues, namely that of information problems and efficiency, will
be considered. They may be said to be both antecedent to and consequential
upon the issues of necessity and proportionality, respectively. Both problems
have been considered in subsection (c) above as part of the appraisal of the
particular susceptibility of SGEIs to government failures. Informational
constraints are ubiquitous in the formulation and regulation of SGEIs.4%
They undercut everything from the evidence sustaining claims for exclusive
rights, through to the proof of the level of funding required to sustain a
universal service. In broader terms, the analytical construct to be deployed in
Chapter 5 will be framed as transparency and proof. That is so as to
encompass legislative and other interventions requiring the production of
certain information, and the consequences (if any) of not complying with
such requirements. In addition, given that disapplication review typically
takes place within a legal procedure, it will also include the question of
proof, the allocation of burdens, and the drawing of appropriate inferences.
As typified by the Electricity and Gas Cases considered in Chapter 1, questions

of evidence and proof are frequently dispositive in SGEI cases.

45 See (Buendjia Sierra, 2000), p.351.

9 In that regard, it is notable that enduring information problems are inherent in the design of the state aid
procedures. See Neven & Verouden, Towards a More Refined Economic Approach in State Aid Control, in
Mederer, Peraresi & Van Hoof (edits.), EU Competition Law - Volume IV: State Aid, 2008.
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The third main issue that will be considered as part of the assessment of
disapplication review from a government failure perspective is that of
efficiency. It is axiomatic in government failure scholarship that government
interventions be well targeted and cost effective, as well as minimising
waste, otherwise the underlying distributional goal is subverted, at least to
some degree.*” Questions of efficiency transcend almost all aspects of the
operation of Article 106(2) and are centrally implicated in the choices of the
Member State. Inevitably, this leads to questions as to whether Member State
ascendancy in SGEI definition necessarily precludes efficiency review, or
whether disapplication should be conditioned on some minimum level of
efficiency. Perhaps less fundamental, but still relevant for the overall
consideration of efficiency are questions as to the feasibility of higher levels
of productive efficiency taking Member State’s structuring of SGEI delivery
as a given. Here too, information issues are heavily implicated, highlighting

once more the interconnectedness of all of these matters.

In summary, government failure in disapplication review will be assessed by
tracking the evolution of three phenomena; namely, transparency and proof,
necessity and proportionality, and efficiency. That will be undertaken with
respect to three distinct periods given the possible variability of the
underlying positions over time. The first phase runs from the earliest Article
106(2) cases up to the period just before the Corbeau judgment of the Court of
Justice. Corbeau is proposed as a demarcation point on the basis that it was
the first case where the Court was confronted by and directly engaged with
the very difficult question of disapplication review for distributional and
cohesion objectives. The second phase runs from Corbeau up to just before
the Altmark judgment of the Court. Altmark is proposed as a demarcation
point both because of its general implications for Article 106(2), and more
generally, because of the subsequent interventions on the part of the
Commission in the form of the Monti-Kroes and Almunia packages. In
respect of both regimes, the implications for disapplication review, albeit
confined to the funding of PSOs, are very considerable. As such, the third

phase runs from the Altmark judgment up to the present.

497 See (Winston, 2006), p.75 ,who frames this as a failure to optimise social welfare.
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D. Conclusions

In this chapter, the case was made for using market and government failure
to consider the overall strictness of Article 106(2). Given that 106(2) is a
mechanism for trading off general interest objectives against fundamental
Treaty rules, greater economics-informed analysis may have considerable
illuminating potential. That analysis has two purposes, which are linked.
The principal purpose is to make an objective assessment of whether Article
106(2) is a strict exception. The subsidiary purpose is that establishing the
underlying position is key to the consideration of whether 106(2) is capable
of operating as both a central and strict Treaty mediating mechanism for

SGElIs.

The proposal to use market failure to test for SGEI verification has been
made from first principles. In particular, it is based on the prominence of
market mechanisms as a constitutional default for economic organisation
under the TFEU. Given that Article 106(2) permits the disapplication of any
Treaty provision, chief among them the competition and internal market
rules, it makes sense to consider how the economic orthodoxy that advocates
reliance on markets in the general interest itself conceptualises departures
from optimality. That is provided by the theory of market failure.
Considering both its constancy of purpose and its relatively settled forms, it
is proposed as the tool with which to directly interrogate the strictness of
SGEI verification. That will be undertaken in Chapter 4 with special
reference to three fields, namely, telecommunications, environmental
protection and broadcasting. Although market failures are prominent in each
of those sectors, they are also characterised by the pursuit of distributional
and other general interest goals. Accordingly, the underlying analysis may
also assist with developing a wider understanding of the operation of the

manifest error standard.

Separate and apart from SGEI verification, the aggregate position with

respect to Article 106(2)’s strictness can only be established by including an
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assessment of disapplication review. While market failure theory suggests or
invites corresponding remedies, they are limited by its underpinning
efficiency limitation. By contrast, distributional and cohesion goals are pre-
eminent under Article 106(2). As a result, reliance on another analytical
framework is necessary, in respect of which government failure is proposed.
In essence, government failure is concerned with the potential for sub-
optimal intervention. Although underpinned by a number of theoretical and
practical contributions, unlike market failure, government failure cannot be
directly applied. Instead, taking account of the particular susceptibilities of
SGEIs to government failure, and distilling its essential legal mechanics, a
tri-partite approach is proposed for testing the strictness of disapplication

review over time. That will be undertaken in Chapter 5.

The instrumental purpose of the proposed economic analysis is with a view
to informing the inquiry as to whether Article 106(2) is capable of operating
as the central Treaty mediation mechanism for SGEI claims. The relegation of
Article 106(2) cannot be overcome by a formula that simply reverses
instances of its contingency, even if that was feasible. A central mediating
role can only be undertaken by a provision that has mechanics that are
stable, coherent and appropriate in light of the nature of the underlying
general interest. Through illuminating the essential trade-off at the core of
Article 106(2), the economic analysis will be used in the Conclusions to

assess the potential for revitalising Article 106(2).
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Chapter 4
SGEI Verification and Market Failure

A. Introduction

This chapter comprises a critical review of Article 106(2) case law using
market failure theory. The analysis will be undertaken with respect to SGEI
verification as part of the composite testing of Article 106(2)’'s overall
strictness. While several commentators have suggested that the concept of
market failure may provide a natural starting point for the assessment and
verification of SGEI claims, so far, these have not been empirically tested.4%
For the reasons outlined in the preceding chapter, and in particular, given
the prominence of market failures in these sectors, the analysis will be
carried out with respect to telecommunications, environmental protection,
and broadcasting. Overall, the use of market failure as a negative filter for
verifying SGEI claims is revealed, and the contingency of recourse to market

failure under Article 106(2), highlighted.

The structure of this chapter is as follows. In section B, recourse to the
concept of market failure under Article 106(2) in telecommunications is
explored. Despite the prominence of market failures in the economics of the
sector, the application of Article 106(2) to telecommunications has seen less
reliance on market failures for SGEI verification than might be expected.
Instead, the economic analysis has been dominated by the analysis of
distributional and cohesion goals, giving rise to the classic SGEI in the form
of Universal Service Obligations (‘USOs’). More recently, market failure
scrutiny has come to the fore in driving State aid compatibility analysis of
public funding of broadband networks, but that is performed under Article
107(3)(c). That has been accompanied by a corresponding reduction in scope
of permissible SGEIs by way of qualifying PSO under the first Altmark

criterion. As a result, the permissible SGEI for broadband is restricted to a

48 See (Schwintowski, 2003), (van de Gronden, 2006), and (Sauter, 2008).
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form that is limited to very particular distributional and cohesion
characteristics. In doing so, the goal of the Commission appears to be to

focus interventions very precisely, while minimising competitive distortions.

Section C is an exploration of the deployment of the concept of market
failure with respect to environmental protection under Article 106(2). The
analysis presents a revealing microcosm of Article 106(2) considering the
Court of Justice’s temporary inclination to confer presumptive SGEI status
on certain kinds of activity connected with the remedying of environmental
problems. That tendency was even more peremptory than the stylised
delivery characteristics approach to the verification of SGEIs explored in
Chapter 1, since it only focused on the purpose of the intervention.
Ironically, while general constitutional change has perhaps accounted for an
overall weakening in the strictness of Article 106(2), the constitutionalisation
of environmental principles such as that of the ‘polluter pays” has resulted in
greater scrutiny of environmental interventions as SGEIs by reference to
market failure concepts. The Commission, in particular, has used the concept
of market failure to deny certain SGEI claims, in the process shedding light
on the true nature of the manifest error standard. Separately, and with
respect to ecological protection, the Commission appears willing to
acknowledge that support for the provision of public goods may entail
intervention that is qualitatively different from classic direct public service

provision.

Section D deals with the broadcasting sector and in particular the issues of
Public Service Broadcasting (‘PSB’). As with telecommunications, there is
significant potential recourse to market failure arguments in this area, but in
the face of digitalisation, they are of reducing significance. Although it is not
a conventional market failure, the merit goods explanation for PSB is now
the principal economic justification for Member State funding in the sector.
Although Article 106(2) remains central to the analysis of PSB funding, not
having been ousted by Article 107(3)(c), the merit goods approach is not
deployed to any significant extent in SGEI analysis. That is because such an

approach would necessarily involve much greater definition of PSB content
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by reference to a market counterfactual. In the light of the Broadcasting
Protocol appended to the Amsterdam Treaty that is now regarded as a
constitutional impossibility.4* By contrast, the concept of market failure has
been deployed quite extensively by the Commission with respect to digital
switchover for the purpose of compatibility review under Article 107(3)(c).
There too, it operates as a negative filter. While Article 106(2) claims have
been made in cases, the prior Article 107(3)(c) analysis appears to be

dispositive.

The concluding Section E is a consideration of the overall implications of the
analysis. Chief among them are the significant (although not abundant)
instances of the deployment of market failure in particular as a negative filter
for SGEI claims. More specifically, market failure is used by the Commission
to reject certain kinds of general interest claims which are either tendered to
it as such, or which the Commission interprets in that way. Among the many
implications, this calls into question the characterisation of ‘manifest error’
supervision as somehow marginal or non-invasive. For from being marginal,

the applicable standard appears to be very strict.

B. Telecommunications

In this section, consideration is given to the role of market failure in SGEI
claims in the telecommunications sector. Despite a period when market
failures proliferated in telecommunications, they were never prominent in
the EU’s initial liberalisation of the sector. Moreover, technological change
has swept away many of those market failures. Recently, there has been
much more significant reliance on market failure (albeit in hybrid form) in
the sector, driven by Member State funding of broadband rollout. That,
however, takes place almost exclusively under Article 107(3)(c), with SGEI
qualification under Article 106(2) limited to a highly prescriptive form of
intervention. In this way, another form of contingency of Article 106(2) is

manifest.

499 0] 1997 C 340, p.109
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1. The Economics of the Telecommunications Sector

Traditionally, analogue telecommunications networks were regarded as
exhibiting strong natural monopoly characteristics, driven by the cost
function of local distribution infrastructure. 5 Given that single supplier
provision was less costly than that pertaining under competitive provision,
the granting of exclusive rights was common.>’! In many countries that led
to formalised arrangements whereby in return for exclusivity, a sole
provider was obliged to meet reasonable requests for connection onto the
network.>2 The suppression of competition in turn led to the likelihood of
monopoly pricing without further regulatory intervention. Complicating
matters, typically, distributional and cohesion objectives were also pursued
through tariff structures that kept the cost of local services low at the
expense of high long distance and international tariffs. Underpinning this in
many jurisdictions was price regulation of varying degrees of sophistication.
Among its variants was rate of return regulation first deployed in the United
States, and building upon it, price cap regulation first advocated by
Littlechild in the United Kingdom in an attempt to improve productive

efficiency.503

Analogue telecommunications also exhibits both positive and negative
externalities. Positive externalities are associated with the addition of new
customers onto a network. The benefit that existing users receive from an
additional user is uniform even though their individual valuations of that
addition may diverge very widely.5%* Optimal pricing should operate to
expand the network on the basis of the marginal cost being equal to the sum
of the marginal benefits to all users of the network. In practice, both because

of distributionally motivated regulatory interventions, and by reason of the

50 See generally, Sharkey, The Theory of Natural Monopoly, 1989, Ch.9.

01 See generally Kerf & Geradin, Controlling Market Power in Telecommunications: Antitrust v Sector Specific Regulation
- An Assessment of the United States, New Zealand and Australian Experiences, Berkeley Technology Law Journal,
Col.14, Issue 3, Article 4, Sep 1999.

502 For an account of the rise of universal service as the quid pro quo for the suppression of competition in
telecommunications in the US in the early 20t century, see Thierer, Unnatural Monopoly: Critical Moments in the
Development of the Bell System Monopoly, Cato Journal, Vol.14, No.2 (Fall 1994), p.267.

50 See (Littlechild, 2000)

504 See generally, Shy, The Economics of Network Industries, 2001, Ch.1
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likely impracticability of this form of pricing, charges are usually calculated
on the basis of uniform or geographically averaged rates. The positive
externality issue has instead been addressed through wholesale pricing
arrangements between providers. In addition to the positive externality
problem just described, and perhaps counter-intuitively, telecommunications
also exhibit negative externalities due to traditional charging principles. That
arises from the fact that although communications is two way, typically, the
cost is borne by the call originator, even though both sides are effectively
consuming the same telecommunications services. That problem is usually
solved by the social convention of alternating the origination of calls. 5%
Given that the positive externality problem may be dealt with through
wholesale arrangements and the negative externality problem through social
conventions, the result is that natural monopoly was the pre-eminent market
failure problem impacting on the competitive structure of the analogue

telecommunications world.

2. Universal Service Obligations as the Exemplary SGEI

Despite the presence of several actual and potential sources of market
failure, the treatment of telecommunications under Article 106(2) has been
characterised by much greater emphasis on the pursuit of distributional and
cohesion goals as justification for the qualification of ubiquitous network
provision as an SGEI. The very first instance of a telecommunications service
being recognised as an SGEI occurred in the European Commission’s 1982
enforcement decision in BT-Telespeed.5% The Commission accepted the
qualification of the activities of the British Post Office, which had just been
superseded by the establishment of British Telecommunications (‘BT"), as the
provision of an SGEI under Article 106(2). It did so on the basis of legislation

that required BT meet only reasonable requests for service.>0

Following BT-Telespeed, USOs came onto the political agenda as part of the

adoption in 1987 of a Green Paper on Telecommunications Policy (‘the

55 The alternative is to part charge both the originator and the receiver, although this is not very common in
practice.

506 Commission Decision 82/861, BT-Telespeed

%7 Under Section 3(1) of the British Telecommunications Act 1981, BT was placed under a general duty to serve
subject to reasonable practicality.
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Telecommunications Green  Paper’).5®  Despite its detail, the
Telecommunications Green Paper does not even mention the natural
monopoly characteristics of telecommunications and is equally light on
references to other market failures.5” Instead, it focused on the impediments
to the introduction of competition presented by ITU-influenced tariff setting
that tended to keep international rates extremely high so as to fund lower
domestic rates.519 Although digitalisation was only beginning across Europe,
in pushing for liberalisation, the Commission did not signal any concerns in
relation to the possible existence of natural monopoly as justification for the
retention of exclusive rights. Instead, the focus of the Telecommunications
Green Paper was on how tariffs could be adjusted through ‘rebalancing’ so
as eventually to allow for unrestricted competition.5! In effect, unwinding
the then existing distributional regulatory overlay was the biggest

impediment to the introduction of competition.

As EU liberalisation of telecommunications progressed, the basic
characteristics of USOs were harmonised through secondary legislation. This
built on a political consensus reflected in a 1994 Council Resolution
identifying universality, continuity and equality as comprising its
essentials.?? USOs combined elements of universal network provision and
the formalisation of pricing obligations, typically based on uniform
(geographically averaged) charging principles. Under the first Universal
Service Directive, it took the form of voice telephony and basic data
functionality, subject to uniform pricing principles that could be imposed at
the discretion of the Member States.>'® In addition it covered access to
emergency services and public payphone provision. For the incumbents, the

core voice telephony obligation could be discharged by way of their

508 Towards a Dynamic European Economy, Commission Green Paper, COM 87/290

59 The Telecommunications Green Paper emphasised other market failures such as the risk presented by
digitalisation and the uncertainty about prospective demand for new services. Ibid., p.50

510 In the initial stages of EU telecommunications liberalisation, the rules of the International Telecommunications
Union (‘ITU’), as a specialist agency of the United Nations, were a major stumbling block to progress and were the
indirect target of the Commission’s very first enforcement decision using the competition rules in BT-Telespeed.

511 In introducing the Telecommunications Green Paper, the Commission proposed accepting continuing exclusivity
on the basis that it was considered ‘essential at this stage for safeguarding public service goals’. See Proposed
Positions, p.16.

512 Council Resolution of 7 February 1994 on Universal Service Principles in the Telecommunications Sector, (94/C
48/01). Demonstrating the pliability of these concepts, universality was equated with affordability, equality with
territorial access, and continuity with quality.

513 Directive 98/10. See Articles 3 and 5. The preceding Directive 95/62 has not detailed any specific obligations.
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continuing provision of services over pre-existing copper technology. 54 The
original USO in telecommunications came to signify the essence of an SGEI,
while also giving vital impetus to the stylised delivery characteristics

approach to SGEI qualification explored in Chapter 1.

3. The Digital Revolution

a) Technological Transformation

The effects of digitalisation on the telecommunications industry are difficult
to overstate.>® From the 1980s, every element of underlying network
provision from switching and transmission, through to local distribution,
was overhauled. Underpinned by exponential increases in computer
processing power, advances in optical electronics and new technology
capable of digitalising copper connections, the basic functionality of
telecommunications networks was transformed.>'® In parallel, electronic
devices underwent a revolution, with improvements in performance in turn
driving demand for increased capacity necessitating the deployment of
broadband networks. As a result, underlying service provision shifted from
voice and basic data services to the provision of undifferentiated high
capacity bi-directional connections, with voice being just one of a myriad of
overlaid services. Over a period of twenty years the telecommunications

industry was transformed into the electronic communications sector.

b) Economic Reordering

While traditionally the notion of natural monopoly was understood to be
driven by the presence of economies of scale, extensive research in the 1960s
and 1970s revealed that they were not a necessary or sufficient condition for
a natural monopoly. 517 Instead, the focus turned to ‘subadditivity” of costs
with a very important distinction emerging between single product and

multi-product firms.>'® As a result of this new understanding, the possibility

514 Although it is not prescriptive, Directive 98/10 appears to assume operator levies as the likely source of USO
funding.

515 For a comprehensive and generally prescient account before digitalisation took hold, see Negroponte, Being
Digital, 1995.

516 See, Laffont & Tirole, Competition in Telecommunications, 2001, Ch.1.

517 See generally, (Sharkey, 1989), Ch.9.

518 As previously referred to, this is a situation where the cost of total output is less than the sum of the costs of a
range of products separately produced.
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of a natural monopoly in a multi-product setting (as the telecommunications
industry was then becoming) was considerably reduced. Around the time
that the subadditivity concept began to emerge in the economic analysis of
natural monopoly, digitalisation began to be implemented in
telecommunications. Its advent and changes to the modes of deployments of
networks, together with additions to traditional services, began to
undermine the economics of the standard natural monopoly claim. With the
sector being transformed in the space of two decades, the view of

telecommunications as a natural monopoly was no longer inhibiting.

4. Broadband and Hybrid-Market Failure

From 2002 the Commission and the Council began endorsing ambitious
goals for the availability of high-speed (broadband) communications
networks. This culminated in the Digital Agenda Europe Strategy (‘DAE
2020") adopted in 2010 as part of the Europe 2020 Strategy in response to the
global financial crisis.’!® As a result, in the context of realising national and
EU level broadband targets, it was always likely that the Member States
would turn to direct financial assistance to fulfil those ambitions, with that
becoming a certainty once EU funding became available for that purpose.
That has resulted in 132 individual State aid decisions since 2003 and the
adoption of two sets of guidelines in 2009 and 2013.52° Both sets of guidelines
largely codified the accumulating case law on State aid for broadband
funding.5?! The Commission has exercised control using the State aid rule,
and to that end deployed market failure oriented guidelines as
foreshadowed by the SAAP.522 In the process, and as will be explored,
Article 106(2) has been largely sidelined.

The Commission’s 2009 Broadband Guidelines prioritise market failure as

the Commission’s analytical framework for the determination of the

519 Europe 2020, A European Strategy for Smart, Sustainable and Inclusive Growth, COM(2010) 2012, p.14. Earlier
documents such as eEurope 2005: An Information Society for All, COM (2002) 263, sets basic targets directed at
government.

520 This number is that presented by the Commission as being the position as of 15/05/2014.

521 Community Guidelines for the Application of State Aid Rules in Relation to Rapid Deployment of Broadband
Networks, (2009/C235/04) (“the 2009 Broadband Guidelines’), and EU Guidelines for the Application of State Aid
Rules in Relation to the Rapid Deployment of Broadband Networks, (2013/C25/01) (‘the 2013 Broadband
Guidelines’).

52 COM(2005) 107 final
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compatibility with the internal market. That said, the only efficiency-related
market failure that is identified is positive externalities in terms of spillover
effects.>?® Even so, the precise justification is very thin. A myriad of economic
activities are characterised by positive externalities but are not considered
instances of market failure justifying intervention. Surprisingly, the
Commission’s 2013 Broadband Guidelines on this specific issue are even
looser that the 2009, version. They specify the problem as related to the
inability of prospective investors to internalise the ‘whole benefits’ of a
prospective investment.>* Although acknowledging wider knock-on
benefits from broadband investment, basing the justification on the inability
to capture all the positive externalities of an activity is surely too broad. The
crucial issue is whether a prospective investor is capable of capturing a
sufficient part of the overall economic benefits so as to have the requisite

incentive to proceed.

It is clear that the Commission’s 2009 Broadband Guidelines extend beyond
inefficiency causing market failures of the type emphasised in the SAAP. The
Commission acknowledged that even where market outcomes are efficient,
Member States might still wish to pursue ‘cohesion” goals, especially with a
view to bridging the “digital divide’.5?> The Commission also flagged a
concern in relation to the crowding out of private investment, and in line
with the 2005 SAAP, expressed particular concerns about the incentive
effects of public support for competing private investment.>2¢ Separately, the
2009 Broadband Guidelines demonstrated the difficulties that arise in
separating interventions on the basis of equity and cohesion as opposed to
efficiency, not least considering that particular measures may be directed at

all three.

As a result of the need to take a pragmatic approach that fuses efficiency (i.e.,
market failure) and cohesion objectives, the Commission has relied on the
mapping of broadband rollout using a three-colour system in order to reveal

the existence of current and planned networks. Mapping exercises may

523 2009/ C235/04), §39
52 (2013/C25/01), §37
525 2009/ C235/04), §4

166



suffer from gaming by existing players (who could exaggerate their plans)
and do not model the crowding-out effects of direct intervention.
Nevertheless, they establish parameters for supervising distributional and
cohesion objectives in a structured way that is known in advance by the

Member States.

Under the Commission’s 2009 Broadband Guidelines, a white area is one
that has no broadband networks, and a grey area has at least one such
network, while a black area has two or more broadband networks. The
Commission refers to intervention in white areas (normally rural areas) as
correcting market failures and contributing to territorial cohesion, reflecting
the intermingling of efficiency and cohesion objectives.>?” Despite that, it is
clear that cohesion objectives predominate and will be deferred to by the
Commission even if there are no market failures, strictly speaking. For grey
areas, the Commission prescribes more detailed inquiry, focusing in
particular on the efficacy of national regulatory interventions. Since most of
those measures are directed at the control of market power as a form of
market failure, this suggests that the efficiency paradigm predominates in
the consideration of aid for grey areas. By contrast, in black areas, the
Commission usually treats the presence of two or more networks as ruling
out the need for public intervention, “in the absence of a clearly
demonstrated market failure” 528 That implicitly reveals that intervention for
cohesion purposes is in general not likely to be permitted in those areas. This
approach is maintained in the 2013 Broadband Guidelines subject to a new
possibility of authorising funding even in black areas in order to deliver a
‘step change’ in available capacity. 32 This concern is qualitatively different
from the usual cohesion objective and is a reflection of industrial policy in

State aid enforcement.530

While the role of market failure under Article 107 has become increasingly
prominent since the adoption of the SAAP in 2005, up until 2013 there had

been no explicit pronouncements by either the Commission or the EU Courts

527 §42
528 §43

529 (2013/C25/01), §84

50 On this issue generally, see Sauter, Squaring EU Law and Competition Policy: The Case of Broadband, TILEC
Discussion Paper No. 2013-021.
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concerning the role of market failure under Article 106(2). That would
appear to have changed considering the judgment of the General Court in
Colt in 2013.53! In that case, the Court indicated that the verification of a
market failure “is a prerequisite for qualification of an activity as an
SGEI” 532 For the first time, there appeared to have been explicit judicial
support for the concept of market failure as central to the operation of Article
106(2). The underlying position is, however, more complicated than that. The
question that arises is whether in referring to ‘market failure’, the General
Court was referring to an inefficiency-derived economic failure as
considered in Chapter 3, or a more wide ranging category capable of
including distributional and cohesion goals.>®® Given that the Court’s claim
was made in the context of the Commission’s application of Article 107, and
specifically the verification of the existence of an SGEI for the purposes of
considering the first Altmark criterion, the General Court’s claim must be
treated with caution. The Commission’s assessment of that issue was made
in the light of the 2009 Broadband Guidelines, which as already considered-
although grounded in the language of market failures - are not limited to the
inefficiency-derived kind. Instead, and unsurprisingly, they subsume the
pursuit of cohesion goals in particular.5** As a result, the judgment in Colt on

this point needs to be approached with caution.5%

5. The Curtailment of Permissible SGEIs

The Commission’s approach to the recognition of SGEIs for broadband can
be traced back to a 2004 decision in Pyrénées-Atlantiques.53¢ Before
considering the evolution of the issue since then, it bears emphasising that
the relevant point in that decision was whether there was a PSO for the

purposes of the first Altmark criterion, which was equated with verification

531 T-79/10 Colt ECLLI:EU:T:2013:463

52 “]] ressort de ces dispositions que l'appréciation de l'existence d’une défaillance du marché constitue un
préalable a la qualification d"une activité de SIEG et ainsi & la constatation de I'absence d’aide d’Etat.” T-79/10 Colt,
§154. See also the largely identical judgments in T-258/10 Orange and T-325/10 Illiad. Both were unsuccessfully
appealed in C-621/13 P (Order, ECLI:EU:C:2015:114) and C-624/13 P (Order, ECLI:EU:C:2015:112), respectively.

53 As Sauter notes, “In the context of SGEI the relevance of the concept of market failure is increasing, but it is not
always clear if this includes only efficiency (market failure narrowly defined) considerations or also equity (market
failure broadly defined) considerations.” (Sauter, 2015), p.221.

54 Community Guidelines for the Application of State Aid Rules to the Rapid Deployment of Broadband Networks,
(2009/C 235/04)

535 The alternative is to read the judgment as confirming the need for some kind of underlying market inadequacy.
536 N 381/2004 Pyrénées-Atlantiques. See also a similar decision in N 382/2004 Limousin (DORSAL).
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of the existence of an SGEI.5%” Pyrénées-Atlantiques concerned the provision of
a wholesale passive network by a concessionaire and recipient of public
funding, which was to be used to offer facilities and services to enable
downstream providers of retail communications services to deliver
broadband services throughout the region. Pre-existing network rollout was
very patchy, accounted for mainly by the presence of France Telecom, and a
smaller mainly urban provider. As a result, the Pyrénées-Atlantiques
authorities issued a tender for a ubiquitous network on the basis of
minimising the contribution from public funds, while constraining the
concessionaire’s business model and profitability. Retail providers of
telecommunications services were to be offered access on non-discriminatory
terms to network elements, with the concessionaire prohibited from serving

final consumers.

Although the state funded wholesale network was intended to facilitate the
provision of broadband services to the territory as a whole, the intervention
relied on the regulated provision of services to providers of
telecommunications services, without any guarantee that they would be
made available to end users.538 As such, the measure enabled service
provision through the commercial offerings of retail providers. It will be
immediately apparent that this type of intermediate provision of a service
differs from the more usual final consumer delivered offerings that tend to
predominate with respect to SGEIs.>* Heavily influenced by the lack of
broadband services, the paucity of advanced networks, and with passing
reference to the possibility of market power problems, the Commission
accepted the measure as an SGEL>*? According to the Commission, to qualify
as an SGEI, the intervention needed to be motivated by public service
reasons. To that end, it emphasised that since the network to be deployed
was not likely to be duplicated, it would be necessary to ensure open non-

discriminatory access to it. As a result, although the original problem was

57 As such, it is not the residual application of Article 106(2) in circumstances where one or more of the Altmark
criteria are not satisfied. The same approach was taken in C 35/2005 (ex N.59/2005) Appingedam, which is discussed
below.

5% Pyrénées-Atlantiques, §11

5% Despite this and no doubt live to the potential SGEI implications, the Département still maintained that the
network was universal: “ En ce qui concerne plus précisément la typologie du réseau, les autorités francaises ont
précisé que le projet était relatif a un réseau universel pour tous les publics.” Pyrénées-Atlantiques, §12.

540 The market failure problems concerned possible refusals to supply. Pyrénées-Atlantiques, §59
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not necessarily directed at a market failure, the proposed intervention
entailed a risk of market power, the regulation of which was decisive in

terms of SGEI qualification.>#!

The result in Pyrénées-Atlantiques is significant given that the Commission’s
emphasis on the exclusion of the concession holder from retail provision was
a method of minimising competitive distortions. Subsequently, it became
clear that the type of structure deployed by the French authorities is the only
acceptable form of SGEI for broadband. This was illustrated by the MANS
decision concerning broadband deployment in Ireland adopted in 2006. In it,
the Commission denied SGEI status for the operation of metropolitan area
networks in parts of the country that lacked broadband services.>*? Ireland
proposed the granting of a concession to operate passive networks subject to
non-discriminatory access to retail providers, and a prohibition on the
provider competing in that segment. This was refused SGEI treatment,
however, on the basis that since the service would principally be made
available to business users, there would be nothing “to enable broadband
access to the general public, citizens and business in rural and remote
areas” .>*3 In MANS, the likely direct connectors were large business users on
account of their likely bandwidth requirements. The Commission’s approach
suggests a reversion to the more orthodox direct public benefits requirement
seemingly relaxed in Pyrénées-Atlantiques, although there, the concessionaire
was subject to an absolute obligation to connect all customers, both business

and residential on behalf of the commercial providers.

In MANS, the Commission concluded that the measure was not an SGEI and
doubted that the market investor test was passed. The result was that the
Irish plan was considered to be State aid. The Commission analysed the
compatibility of the aid on cohesion and market failure grounds under

Article 107(3)(c). The analysis tipped in favour of the compatibility of the aid

541 This might be regarded as a consequential market failure.

522 Commission decision N 284/05 of 8/3/2006, MANS.

33 The Commission attached some significance to the Irish Government’s labelling of the initiative as a “public-
private partnership” as indicating that a sufficient “public’ dimension was somehow lacking. In the same paragraph
(§38), the Commission also claimed that Ireland had never used the term ‘public service’ to describe its objective.
Ireland appears not to have engaged in the elaborate “service public’ labelling exercise that typifies the approach of
other Member States to setting up SGEI claims. Overall, this kind of formalism on the part of the Commission is
unconvincing. It may, however, reveal that SGEI claims are as much to be formally asserted as established.
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on the basis that sectoral regulation had not brought wholesale prices to
marginal costs levels, and had only required a limited suite of mandatory
offerings from the incumbent that did not include access to dark fibre.>** In
effect, the presence of market failures as a result of the imperfectly
constrained exercise of market power was accepted as part of the overall
justification for the intervention. It is noteworthy that although the
Commission accepted these market failure justifications (although not
expressly labelled as such), it appears that it would not have done so if it had
been satisfied with the efficacy of existing regulation, as had been the case in
the Appingedam decision. There, the existence of sectoral remedies and
voluntary wholesale offerings was treated as negating any possible market
failure justification from intervention.>*> By contrast with Appingedam, which
concerned an urban network, in MANS, cohesional concerns loomed large in
relation to Ireland’s argument concerning the emergence of a digital divide
disadvantaging rural areas.’® The Commission’s interrogation of the
cohesion argument was necessarily superficial. This is perhaps a very clear
illustration of deference to such goals in circumstances where the
Commission lacks an objective basis and perhaps the legitimacy to supervise
the Member State’s policy choices. The subsequent move to a formal
mapping exercise as part of the 2009 Broadband Guidelines was an effort to

build some objective constraints around the realisation of those goals.54”

Through the 2009 Broadband Guidelines, the Commission codified its
treatment of SGEI claims in conformity with its approach in Pyrénées-
Atlantiques. In them, the Commission was highly prescriptive and stipulated

that:

4,

’..... the recognition of an SGEI mission for broadband deployment should
be based on the provision of passive, neutral and open access infrastructure.
Such a network should provide access seekers with all possible forms of

54 MANS, §62. Dark fibre is optical cable that has not been connected to lasers.

545 C(2006) 3226 final. That included a range of mandated offerings and the voluntary offer by the incumbent of
wholesale broadband access in competition with a similar offering by the other existing operator. See §77.

546 In Appingedam the Commission highlighted domestic research as revealing: “that existing market failures are
limited and mainly related to market power and minor production externalities”. See §75.

57 Arguably, the objectivisation of the assessment and the expansive approach to market failure assists with the
problem of legitimacy.
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network access and allow effective competition at the retail level, ensuring
the provision of competitive and affordable services to end users.”548

That approach is maintained in the 2013 Broadband Guidelines.>*° While as a
result of Altmark, it is the public service mission that is being tested, the
Commission’s approach is highly prescriptive by limiting assistance to
wholesale provision only. The Commission ordains a single kind of business
model for wholesale intervention. While this appears at odds with the
usually open-ended potential for SGEI claims, it may be borne of a more
fundamental perspective. Although acknowledging the case for intervention
in part on efficiency grounds and more generally for cohesion purposes, the
Commission is seeking to keep the locus of interventions as far away as
possible from activities that are potentially competitive. Since the
Commission must accommodate non-efficiency related goals, it uses an
elementary form of market counterfactual testing (based on the mapping
exercise) to particularise the market inadequacy. It then seeks to minimise
the consequent competitive distortions by targeting and circumscribing the
nature of the intervention. With Article 107(3)(c) guidelines as the
Commission’s preferred analytical framework, Article 106(2)’s relevance is

inevitably contingent.

6. Summary

The presence of a number of market failures in the telecommunications
sector might be thought to provide an ideal platform for exhibiting the
relevance of market failure analysis under Article 106(2). That is especially
the case given that USOs typically satisfy the formal requirements of
entrustment and specificity. Despite that, the traditional treatment of
telecommunications under Article 106(2) draws very lightly, if at all, on
formal market failure analysis. The presence of distributional objectives as an
overlay on those market failures has tended to preclude strict or exclusive
market failure analysis. By the time the EU turned to consider wider network
liberalisation, digitalisation had significantly eroded natural monopoly as

the principal form of market failure affecting telecommunications. As a

545 2009/ C235,/04), §27
59 (2013/C25/01), §23
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result, despite having provided the classic SGEI in the form of USO, market
failure analysis was never a significant feature of the application of Article

106(2) in the analogue world.

In the digital world, a form of market failure analysis has become the
Commission’s principal tool for the assessment of interventions aimed at
securing ubiquitous broadband, in particular through State support for the
roll-out of advanced telecommunications networks. Given that it does not
confine interventions to the resolution of inefficiency problems, in reality this
is a hybrid market failure approach. Demonstrating Article 106(2)’s
contingency, this analysis is undertaken using Article 107(3)(c) as part of an
overall balancing test. As a result, the form of permissible SGEI has become
greatly constrained. SGEI verification occurs in the context of applying the
tirst Altmark criterion, with the result that only a very particular kind of
market intervention is permitted under Article 106(2). In effect, the SGEI has
been fixed in classic redistributive form, but in a very targeted way. That
may reflect the Commission’s wish to continue to exercise oversight and
control over an area characterised by significant Member State
intervention.®® In more general terms, the abiding experience in
telecommunications serves to illustrate the difficulty of separating efficiency
and cohesion goals in this arena, especially when overlaid with the

realisation of industrial policy.>5!

C. Environmental Protection

In this section, consideration is given to the use of market failure to
interrogate SGEI claims in the environmental field. There is an important
distinction between market failures as the wunderlying causes of
environmental problems, and separately, the issue of whether the remedial

activities (either in total or in any of its elements) are themselves prone to

5% In 2012, the Commission approved €6.5 billion of broadband State aid. See Kliemann & Stehmann, EU State Aid
Control in the Broadband Sector - the 2013 Broadband Guidelines and Recent Case Practice, EStaLQ 3 2013, p.494.

51 On this problem generally, in relation to telecommunications, see Gomez Barroso & Perez Martinez, Assessing
Market Failures in Advanced Telecommunications Services: Universal Service Categories, paper presented at ITS
14t European Regional Conference, Helsinki, August 23-24, 2003.
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disabling market failures. That distinction has not always been made in the
context of SGEI qualification, but increasingly, it is, through forensic
recourse to the concept of market failure on the part of the Commission in
particular. Again, there is evidence of the use of market failure as a negative
filter but this time directly under Article 106(2), and not by way of the
deployment of Article 107(3)(c). Separately, recent decisions on ecological

preservation point to the possibility of preservation activity giving rise to

diffuse public benefits as SGEIs.

1. The Economics of Environmental Protection

The prominence of environmental concerns as a pre-eminent global political
concern might be regarded as setting an ideal context for greater reliance on
market failure analysis for their resolution. In 2006 the report of the Stern
Review on behalf of the UK Government described climate change as the
“greatest and most wide-ranging market failure ever seen.” .52 Several of the
most pressing environmental problems are regarded as classic market
failures. Prominent among them is pollution, which can be controlled, inter
alia, through greater equalisation of social costs and benefits.553 Separately,
many environmental amenities, such as clean air, access to forests, wetlands
etc., may be treated as public goods exhibiting various degrees of congestion
depending on the nature of the underlying ecosystem. In parallel, the
problem of the tragedy of the commons has been explained on the basis of
the perverse incentives that arise from unrestricted collective access and the
consequential need to allocate property rights or to settle social conventions

regulating access.5>*

Despite the obvious relevance of economic techniques and in particular of

market failure in the environmental sphere, there is an inherent suspicion of

552 Stern Review: The Economics of Climate Change, Executive Summary, (2006), p.2. The Report identifies negative
externalities, public goods characteristics and information problems about the transition to new technologies as
critical market failures contributing to climate change.

5% See generally, (Mankiw, 2006), Ch.10.

5% Hardin, The Tragedy of the Commons, 162 Science 1243 (1968). Hardin suggested “either socialism or the privatism
of free enterprise”. For a consideration of a third way, based on formal and informal cooperative arrangements for
shared access, see Ostrom, Revisiting the Commons: Local Lessons, Global Challenges, Science, Vol. 284, No. 5412,
pp.278-282.
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any form of market-based solution to environmental problems.>%® This stems
most likely from the role of unconstrained market forces as being the root
cause of many very serious environmental problems.?>¢ Accordingly, it is
unsurprising that positing the solution to an environmental problem as
requiring no more than the correction of a market failure through recourse to
another market mechanism is frequently viewed with suspicion. That is
exemplified by criticism of regulatory constructs such as tradable pollution
permits as effectively conferring a ‘right” to pollute without any moral
opprobrium.%” In that regard, it is important to recognise the basic
contestation that arises in the environmental arena between an instrumental
view of the environment (as reflected in the market failure approach) and the
view of it as intrinsically valuable, irrespective of any economic utility.58
Added to this, there is a fundamental debate in the literature as to the
relative superiority of markets or governments in overcoming information
asymmetries as a fundamental source of market failure impacting on the

environment.5°

While the actual manifestation of environmental problems can frequently be
attributed to underlying market failures, Article 106(2) is more likely to be
directly engaged in the analysis of a service or intervention that is directed at
resolving an underlying environmental difficulty. As a result, the focus
should shift to whether remedial activity has ‘special characteristics’” that
would qualify it as an SGEI as well as on determining the precise locus of the
market failure. The intervention necessary to resolve or mitigate an
environmental problem may involve several interconnected activities, with
the possibility of a variety of market failures. They can range from classic
natural monopoly characteristics (perhaps justifying exclusive rights),
through to public good type problems, most especially concerning non-
excludability, in particular, where a service generates diffuse benefits. In

more general terms, and as revealed by the subsequent analysis, there may

5% For an early example of the argument for determining levels of pollution having regard to overall resource
allocation, see Baxter, People or Penguins: The Case for Optimal Pollution, 1974.

5% Leaving aside the issues of failure to regulate and enforce.

57 Dryzek, Foundations for Environmental Political Economy: The Search for Homo Ecologicus, New Political Economy,
Vol.1, No. 1, p.36 (1996)

5% See generally, Sagoff, The Economy of the Earth, 2008, Chs.2&3.

59 See generally, O'Neill, Ecological Economics and the Politics of Knowledge: the Debate between Hayek and Neurath,
Cambridge Journal of Economics, 284, pp.431-447.
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be a default presumption that a market-based mechanism may not emerge
either on a timely or an adequate basis such that the general interest is
tulfilled. There is also the possibility of price mechanisms being overridden
or indeed under-estimated in terms of their ability to recover the cost of
realising general interest objectives, which themselves may come about

through spontaneous supply in certain markets.

2. The Constitutional Treatment of Environmental Issues

Unlike other fields such as transport, it has taken environmental protection
some time to acquire both free standing and cross cutting constitutional
significance within the EU legal order.>*Despite that, in 1983 in ABDHU the
Court declared environmental protection to be one of the Community’s
essential objectives.5¢! It was not until the entry into force of the Single
European Act (‘SEA’) in 1987 that it achieved overt constitutional
prominence, even though the 1970s and 1980s had seen the adoption of
copious amounts of legislation relating to environmental issues.5®?> As a
qualifier to the new Article 100a legislative mechanism, the SEA introduced
a requirement that this power was to be exercised with the attainment of
high levels of environmental protection as a base.’%3 Equally important, the
SEA included a distinct chapter on the environment, which in Article 130r(2)
included two very significant stipulations. The first was that environmental
problems should be rectified at source, while the second required the
observation of the polluter pays principle.>** The implications of the former
for free movement of goods will be apparent, not least considering that
remedial environmental action such as waste disposal is frequently

undertaken on a cross-border basis. The consequences of the latter would

50 As AG Rozes explains in C-172/82 Inter-Huiles “ [a] Community policy for the environment was only considered
necessary in order to achieve the objectives of the Community only after the signature of the Treaty in 1957,...”. See
p.578.

561 C-240/83 ABDHU, §13

562 In C-91/79 and C-92/79 Commission v Italy [1980] ECR I-1099 and 1115, the Court of Justice ruled that recourse to
Article 100 for legislation dealing with the environment could not be precluded provided that a lack of
harmonisation led to a distortion of competition within the internal market.

563 Article 100a(3)

564 The polluter pays principle was first reflected through legislation in Directive 75/439/EEC on Waste Oils. See
Article 14.
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prove to be equally profound, in that it constitutionalised the internalisation

of the costs of pollution so as to correct the underlying market failure.6>

The adoption of the Maastricht Treaty saw environmental protection become
a clearer aim of the EC through its inclusion in the description of the
fundamental tasks of the then Community.>*¢ In addition, the requirement
for unanimity was relaxed with respect to certain kinds of environmental
legislation.?” Under the Amsterdam Treaty, the replacement of the co-
operation with the co-decision procedure significantly increased the powers
of the European Parliament with respect to the adoption of environmental
legislation. In addition, the Member States were also to be allowed to
proceed with implementing more stringent national requirements despite
the overall harmonisation dynamic.5%8 Following all of these changes, Article
4 TFEU now identifies the environment as an area of shared competence
between the EU and the Member States. Unsurprisingly, and as will be
considered below, this has already been the basis of an argument (albeit
unsuccessful) regarding the nature of control for manifest error for SGEIs

with respect to the resolution of environmental problems.>¢°

3. Environmental Arguments and SGEIs

Consistent with the lower prominence accorded to environmental issues in
the early days of the European Union, initially, the Court was not especially
receptive to SGEI claims in an environmental context. This makes the Court’s
eventual conversion on these issues all the more striking. One of the earliest
claims for SGEI qualification on environmental grounds was the 1983
judgment of the Court in Inter Huiles. That case principally concerned a
dispute over the export for recovery of waste oil, and in particular, efforts to
prevent non-authorised operators from exporting waste oil for recovery.57

Under Directive 75/439/EEC, France had implemented a system of regional

565 In his opinion in GEMO, AG Jacobs, stated that “The polluter pays principle has its origins in economic theory
and was conceived to deal with a market failure: pollution is perhaps the most important example of what
economists refer to as a negative externality, that is a loss (normally to society) which is not priced.” C-126/01
GEMO, §66

566 Article 2 EC

%7 For an overview of the evolution in the constitutional standing of the environment, see Sadeleer, EU
Environmental Law and the Single European Market, 2014, p.10-13

568 Article 95 EC

569 T-295/12 Germany v Commission and T-309/12 Zweckverband Tierkérperbeseitigung ECLI:EU:T:2014:676

570 C-172/82 Inter-Huiles
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exclusive rights, the holders of which took action to prevent third party
exports of waste oil. France claimed that the activity was an SGEI. The Court
of Justice interpreted the directive as permitting exclusive rights but not
export restrictions. This then left it with the issue of applying Article 106(2),
which by its terms was capable of justifying an outright ban on exports. The
Court avoided Article 106(2) by relying on Port de Mertert for the proposition
that Article 106(2) was not directly effective.5’! Consistent with the seeming
ascendancy of the free movement rules over Article 106(2) as described in

Chapter 2, the environmental context was not dispositive.>”2

In Almelo, in confirming that obligations of security of supply, non-
discrimination and uniform pricing comprised an SGEI for electricity, the
Court also indicated that compliance with environmental legislation should
form part of the necessity review.>”® In the subsequent Electricity and Gas
Cases, and in defence of exclusive rights over the import and export of
electricity and gas, France argued that environmental and regional policy
considerations under concessions constituted acts of entrustment of SGEIs
under Article 106(2).574 While appearing to stand over Almelo, the Court of
Justice rejected the French argument on the basis that adhering to generally
applicable environmental legislation could not be regarded as a specific act
of entrustment of an SGEL>”> That approach is reflected even more
emphatically in a 2009 decision of the Commission concerning long-term
power purchasing agreements in the electricity sector in Poland.57¢ There the
Commission held that mere compliance with generally applicable
environmental standards could not be treated as SGEI entrustment and

would also contravene the polluter pays principle.5””

571 §15. In his opinion C-172/82 Inter-Huiles, AG Rozes considered that the existence of an SGEI was highly possible.
See p.581.

572 Although rejecting the SGEI argument, the Court also dealt with the claim under the directive that exclusive
rights might entail an export ban. It rejected this on the basis that it was necessary considering the provision made
for indemnities. See C-172/82 Inter-Huiles §14.

573 C-393/93 Almelo, §49

574 Specifically, see C-159/94 Commission v France, §62

575 ibid., §69. The Court muddies the position subsequently in §71, but it appears that this should be read in the light
of §69. It also accords with the Court’s rejection of France’s argument in §70.

57 Commission Decision 2009/287/EC, Polish Power Purchase Agreements

577 ibid., §230
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4. The Presumptive Environmental SGEI

On a number of occasions, the Commission and the Court of Justice have
treated interventions connected with the remedying of environmental
problems as SGEIs. The mere linkage to remedying an environmental
problem appears to have been dispositive. This most prominent example is
the 2000 judgment of the Court in Kebenhavns Kommune concerning the grant
of exclusive rights for the recovery of non-hazardous waste from the
construction industry arising from a shortage of capacity for handling of this
waste in the Copenhagen area.’® A handler of building waste had been
authorised to construct and operate a facility within the Copenhagen
municipality, but when it sought to source and process waste from within
the municipality, it was refused authorisation. The municipal authorities had
decided that in principle the waste from Copenhagen should be processed at
a designated site, which was operated by a consortium that has been selected

through tendering.57

The refusal was challenged in part on the basis that this was an
impermissible grant of exclusive rights contrary to Article 106(1) read in
conjunction with Article 102. The Danish authorities sought to justify the
restriction arguing that the processing of such waste was a task of general
economic interest, and that the arrangements were essential to ensure
sufficient capacity. Advocate General Léger doubted that any particular
tasks had been allocated to the members of the consortium by way of
entrustment.58 The Court accepted the SGEI claim holding that “the
management of particular waste may properly be considered to be capable
of forming the subject of a service of general economic interest, particularly
where the service is designed to deal with an environmental problem”.58!
The Court’s seeming focus was on the purpose for which the service was

rendered as opposed to the inherent or prescribed delivery obligations of the

578 C-209/98 Kobenhavns Kommune

579 In practice it gave permission to other operators in respect of occasional activities.

5380 Opinion of 21 October 1999, §104

581 C-209/98 Kobenhavns Kommune, §75. Note a similar approach to the treatment of an activity as an SGEI because it
is related to environmental protection in the opinion of AG Cosmas in C-343/95 Cali considered in Chapter 2 with
respect to the exercise of public authority exception.
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service.58? This is in contrast to the approach of the Court only a year earlier
in Dusseldorp, when it was agnostic about whether the incineration of

dangerous waste in the Netherlands was an SGEI.583

An equally lax approach to an SGEI claim was taken in the 2006 decision of
the Commission in AVR concerning the provision of aid to a single operator
of incinerator services in respect of certain categories of hazardous waste in
the Netherlands.5% The decision is significant because of the reasons
accepted by the Commission for qualifying the incineration services
provided by AVR as an SGEIL.? In summary, they were that: (i) there was an
obvious public interest in the appropriate treatment of hazardous waste; (ii)
that without the aid, the relevant facility would have closed; (iii) that the
public interest was real, in that even though the need for the facility was
predicated on a miscalculation of the required capacity, there was no
demonstration by any of the objectors that without it, exports would not
have been necessary; (iv) that there was no infringement of the ‘polluter
pays’ principle; (v) that the environmental aid guidelines would still apply
notwithstanding the treatment of the activity as an SGEI; and (vi), that the
aid was of a general character since some of the waste came from
households. It is notable that the obligations imposed on AVR are not
highlighted as constituting the SGEI.58¢

With the exception of point (iii), none of these explanations make sense or
worse, are directly contradicted either by the Commission’s own analysis
elsewhere in the decision, or by its usual practice elsewhere in the field of
State aid. Point (i) is a Kebenhavns Kommune type generalisation on the
importance of the task on environmental grounds.®®” It is unclear why the
fact that an activity is directed at an environmental problem should mean

that it is treated as a presumptive SGEIL.?8 Point (ii) concerning the risk of

582 Although the service entailed some general benefits to the public, it was clearly directed at the construction
industry, once more revealing inconsistency in the public benefit requirement under Article 106(2).

583 C-203/96 Dusseldorp, §67.

584 Commission Decision 2006/237/EC, Netherlands Hazardous Waste

585 All of the reasons are set out at section 6.2 of the Commission decision.

58 With respect to entrustment, the decision refers to the ‘public service’ obligations being sufficiently clear. See
§86. These appear to be requirements in relation to non-discrimination, transparency and the offering of ‘socially
acceptable’ tariffs. See §17.

587 C-209/98 Kobenhavns Kommune is expressly relied upon and quoted from at §77of the Commission decision.

58 That is not affected by the fact that certain environmental problems can be regarded as market failures.
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closure goes to the necessity of the intervention, but that is quite distinct
from qualification as an SGEI Point (iii) in relation to capacity may have
been valid although it goes to the proportionality of the contested measures.
Point (iv) is contradicted by the Commission’s analysis that charges were
suppressed to some degree, hence the full cost of pollution was not
internalised.?®® Point (v) does not appear to be relevant to whether the
activity was an SGEI, which in principle should be considered independently
of the potential application of sectoral guidelines. It may, however, be an
admission as to the contingency of Article 106(2) in the light of Article 107.
Finally, point (vi) as to the take-up of the service appears to ignore the fact
that the service was overwhelmingly directed at commercial and industrial
users, a point that the Commission has used in other sectors to deny SGEI

status to particular activities.>

5. Market Failure Deconstructing the Presumptive SGEI

Despite the Kobenhavns Kommune approach, there are a small number of cases
where the Commission has been much more discriminating about the
identification of market failures in environmental cases and in turn much
more robust about rejecting SGEI claims based on the pliable Kobenhavns
Kommune construct. In particular, while accepting that providers have formal
obligations, the Commission has used market failure analysis to vitiate the
general interest claim. This is exemplified by two decisions in particular.
The first decision, WRAP Newsprint was adopted in 2003 and concerned aid
for recycling of paper for the manufacture of newsprint paper. The second,
Tierkdrperbeseitigung, is a Commission decision of 2012 concerned Germany’s
provision of operating assistance to the provider of reserve slaughtering
capacity in the event of an epidemic. In both cases the manifest error test for
SGEI qualification was deployed, and in neither case was any special
deference extended to the assessments of the Member States as to either the
relevance or existence of market failures. Similarly, the presence of stylised
delivery obligations did not serve to qualify the activity as an SGEI given the

lack of a relevant underlying market failure.

589 Netherlands Hazardous Waste, §29
5% For example in N /284 05 MANS in telecommunications. At the very least, the issue of consistency arises.
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In WRAP Newsprint, the UK provided aid for the establishment of a waste
paper recovery system, which was to focus on the production of newsprint
quality paper.5”! There were two principal concerns behind the UK’s
intervention, the first being the low levels of domestic reprocessing of paper,
and the second being the lack of any UK facility producing newsprint, which
typically is made from waste paper. The proposed facility was required to
use specified volumes of waste paper from the municipal waste system.
Citing Kobenhavns Kommune, the aid recipient argued that the activity in
question was an SGEI given that it concerned a waste management service,
and could be expected to reduce the volume of waste going to landfill by
diverting it to newsprint production. Significantly, the UK did not argue that
the activity was an SGEIL Instead, it argued that as State aid, it could be
justified under the Community Guidelines on State Aid for Environmental

Protection (‘the Environmental Aid Guidelines’).5?

The Commission’s treatment of the SGEI claims in WRAP Newsprint exhibits
both some of the formalism that is typical of its approach under Article
106(2), but reinforced by more meaningful market failure analysis. First, the
Commission claimed that to qualify as such an SGEI must be necessary for
and available to all citizens.5®3 To that end, the Commission relied on its 2001
Communication on Services of General Interest, even though it made no
such assertion in that document.>® The Commission added that if the
activity had been paper collection, then that would have been of universal
benefit, but since the aid was directed at ensuring the use of only certain
amounts of waste for reprocessing, that was not the case.>® Again referring
to the 2001 Communication, the Commission maintained that to qualify as
an SGEI, a service must be one “that the State should normally provide to
the public and is limited to the needs of this service, or if the market would

never be able to realise the service in the same conditions”.5% The

%1 Commission Decision 2003/814/EC, WRAP Newsprint

52 OJ C 37,3/2/2001

5% WRAP Newsprint, §97

5% ibid.

%5 ibid., §97. This misses the point that the mandatory waste diversion from the municipal waste stream was to a
significant extent comprised of public waste.

5% ibid., §98
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Commission then argued that the production of newsprint from waste paper

was not a service that a State should normally provide. 57

Turning more forensically to the issue of market failures, the Commission
found that if they existed, they arose on the paper collection as opposed to
the paper processing side.>® Although not expressly relying on this
evidence, earlier in its analysis, the Commission had made reference to the
likely under-pricing of landfill (owing to the UK not taxing this activity
appropriately in line with some other Member States) as discouraging the
collection and sorting of paper for reprocessing.5” Therefore, the
Commission declined to accept the production of newsprint from waste
paper as an SGEI That was by reference to its inherent characteristics,
namely, the absence of significant market failures. Moreover, the denial of
the SGEI claim was not overcome by the presence of a prominent stylised
delivery characteristic, namely the compulsory use of fixed quantities of
waste paper from the municipal system and ongoing obligations with
respect to reductions in by-products.®® Although it is difficult to speculate
as to why the Commission was so rigorous in its approach, once Article
106(2) did not apply, that allowed the Commission to use the Environmental
Aid Guidelines very precisely to determine an acceptable level of investment
support.®®l  While that might also have been feasible by way of
proportionality review under Article 106(2), the prescriptiveness of those
guidelines was probably a more attractive analytical framework, and in any

event, was the basis on which the UK sought to justify the measure.

Turning to the second Commission decision, in Tierkdrperbeseitigung, the
Commission objected to financing from a public authority provided to a
slaughterhouse that was responsible for making available sufficient excess
capacity to ensure that large numbers of cattle could be processed in the
event of a mass cull affecting several of the German Lander.62 In related

domestic proceedings, the Bundesverwaltungsgericht appeared to accept

%7 ibid., §99

5% That was in direct opposition to the stance taken by the UK in seeking to justify the measure under the
Environmental Aid Guidelines.

599 WRAP Newsprint, §190

60 The obligation to extract waste from the public stockpile is not emphasised as part of the SGEI analysis.

1 The decision was handed down the day before judgment in Altmark.

602 Commission Decision 2012/485/EU, Tierkorperbeseitigung
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that the provision of reserve capacity was simultaneously an SGEI as well as
being bound up with the exercise of public authority.® In response to
complaints from competitors invoking the polluter pays principle, the
Commission argued that the cost of such capacity should be carried by the
farming sector as a cost that was inherent in the activity. By relieving farmers
of it, this principle was being ousted and in turn a separate advantage
conferred on the provider of the capacity. The Commission also considered
that the provider had sufficient excess capacity in the ordinary course of the
operation of its business such as not to require any separate reserve capacity
to meet emergency requirements, or in turn, direct support for its
provision.®% That was despite the measure having been put in place in the

context of responding to the BSE crisis.

During the investigation, the German Government argued that the activity
was an SGEI, not least by reason of the need to protect human health. It
relied on the legal obligation on public authorities to procure the proper
disposal of certain types of animal waste.®®®> Germany also argued that
compliance with the polluter pays principle would be impossible for this
activity given that costs of disposal in a specific instance could not be
attributed to a particular farmer. That was akin to a claim that the
maintenance of reserve capacity was a public good, the use of which could
not be attributed to a particular polluter. Germany elaborated on this
argument by maintaining that under state law, the recipient of aid for
reserve capacity was prohibited from using charges for ordinary rendering
services to recover the costs of dedicated excess capacity.®% In effect,
Germany was arguing that the regulatory system led to a market failure in
the sense of disabling the recovery of the cost of reserve capacity other than

through direct public subsidy.®0”

The Commission rejected the broad SGEI claim on two grounds. The first
was on the basis that public payment of the cost of excess capacity relieved

users of a cost inherent in the underlying activity in which they were

63 This appears to mirror the approach of the Court of Justice in Cali.
604 Tierkorperbeseitigung, §§25-28

605 ibid., §94

606 ibid., §114

7 ibid., §214
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engaged and so violated the polluter pays principle.®® According to the
Commission that principle precluded the existence of an SGEI In the
alternative, the Commission asserted that in other parts of Germany,
epidemic capacity was met within spare operating capacity.®® In principle,
the Commission considered that the cost of an epidemic reserve should be
recovered through regular end user charging and on the facts it considered
that this was possible.®1? There was no market failure inherent in the activity
or (contrary to Germany’s argument) one arising from regulatory design
frustrating the operation of a regular price mechanism. As a result, according
to the Commission, it did not matter that the provider was the subject of a
formal obligation to provide excess capacity.®!! In effect, market failure
analysis trumped the stylised delivery characteristics approach to SGEI

verification.

By way of postscript to the Tierkorperbeseitigung decision, Germany and the
aid recipient subsequently sought the annulment of the Commission
decision before the General Court.®’> Germany did so in part by relying on
the Kobenhavns Kommune judgment together with a wider argument that this
area of policy was at most the subject of shared competence, and in respect
of which there had been no specific EU legislative intervention.®'® As a
result, it argued that the Commission should have acceded to its SGEI claim.
In dismissing this argument, the General Court recited the formula from the
Porto di Genova judgment concerning the need for special characteristics
before going on to find that such characteristics were not present in the
Tierkdrperbeseitigung case.®'* While that may have been true, it is difficult to
argue that they were any more or less apparent than in Kebenhavns Kommune.
The main difference was that in Tierkdrperbeseitiqung, the economic analysis
had exposed the lack of any underlying market failure, meaning that neither

the obligation to process all carcasses on presentation nor the obligation to

608 ibid., §114

69 ibid., §186

610 ibid., §220

611 ibid., §188

612 T-295/12 Germany v Commission and T-309/12 Zweckverband Tierkérperbeseitigung
613 ibid., §44,45

614 ibid., §64
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maintain reserve capacity (which the General Court regarded as closely

linked) supported the existence of an SGEIL.615

6. Environmental Public Goods as SGEIs

Finally, a relatively new phenomenon under Article 106(2) concerns the
treatment of the restoration and conservation of lands for ecological
purposes as SGEIs. This began with a 2009 decision of the Commission in
German Ecological Reserves concerning Germany’s transfer of land to
conservation organisations without charge and separately the funding of
ecological restoration programmes.®’® In both instances, Germany argued
that the underlying purpose was a Service of General Interest (‘SGI') and
that as a result, the recipients were not undertakings. The Commission
rejected this on the basis that the recipients were undertakings by reason of
engaging in economic activity, and that there was State aid. Instead, it
asserted that given the public benefits from ecological enhancement and
diversity, but considering the economic context, ecological restoration and
conservation, it was an SGEL®7 Having decided that sectoral guidelines
covering forestry only covered a small part of the potential economic
activity, the Commission instead applied the Monti-Kroes SGEI Package in
the process revealing the somewhat arbitrary division of roles between
Article 106(2) and Article 107(3)(c).6™ Ultimately, the Commission exempted
the measure under the 2005 SGEI Framework on the basis that the
conservation and development tasks were adequately specified and there
was no-over compensation. A similar approach was taken in a notification
from the Netherlands.®® As in the German case, in Netherlands Ecological
Reserves the Commission noted that in its 2004 White Paper on Services of
General Interest, it had referred to the possibility of recognising SGEIs in the

environmental arena.620

615 The unsuccessful challenges to the Tierkdrperbeseitigung decision are under appeal to the Court of Justice as C-
446/14 P and C-447/14 P, respectively. See OJ 2012/ C 273 /26.

616 State Aid NN 8/2009 Germany, C(2009) 5080 final, German Ecological Reserves

617 ibid., §58

618 ibid., §59

619 SA 31243 (N308/2010)

620 jbid., Sect. 3.4
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What is striking about both of these cases is that no ‘public service’ as such
was directly delivered or guaranteed by these projects. While public access
was envisaged for several of the projects, including for fisheries and forestry
related initiatives, those dividends were ancillary. In reality, the real public
benefits were diffuse. Furthermore, the focus of the acts of entrustment was
not on the guarantee of access but rather on the specificities of how the land
was to be managed and developed for ecological purposes. Equally
significant is the rejection of the SGI arguments in favour of SGEI
designation.®?! In terms of justifying the characterisation of the underlying
issue as economic, perhaps more explicit recourse to market failures would
assist the Commission in avoiding a lapse into Kebenhavns Kommune
generalities. Ecosystems display public goods characteristics, since they are
non-rivalrous and non-excludable, and also generate considerable positive
externalities.®?> Linking the entrusted tasks to overcoming specific market
failures could also assist with eliminating the constraint of verification for

stylised delivery characteristics.

7. Summary

The position with respect to SGEI qualification for environmental activities
has demonstrated considerable fluidity over time, with the emergence of
market failure analysis as a significant driver of change. Going from a non-
interventionist position in ADBHU, the Court’s conversion in Kebenhavns
Kommune even went beyond the usual stylised delivery characteristics
approach to SGEI verification. Instead, the nature of activity as connected
with the abatement of an environmental problem appeared to create a
presumptive SGEI. By way of corrective to the unquestioning Kobenhavns
Kommune approach, the Commission has begun to demonstrate greater
clarity and more acute inquiry of the underlying SGEI claims, reinforced by
the Court’s emphasis on the need for particular ‘special characteristics’. As a

result, SGEI analysis in the environmental context also appears to confirm

621 The decision in the Dutch notification (N308/2010) was appealed to the General Court in T-15/12 and T-16/12.
Among the arguments was a claim that environmental protection is an SGI under Article 2 of Protocol 26 to the
TFEU and that as such, competition law is inapplicable. The Fifth Chamber struck out both challenges as
inadmissible on 19 February 2013.

62 See, Eco Logic, The Use of Market Incentives to Preserve Bio-diversity, Final Report for the European
Commission, July 2006, p.41.
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the Porto di Genova touchstone of ‘special characteristics’ as capable of
referring both to the inherent nature of the activity (in respect of which
efficiency-driven market failures are investigated) and, in more conventional
terms, the presence of stylised delivery characteristics going beyond regular

market provision.

The Commission’s approach in WRAP Newsprint and Tierkdrperbeseitiqung
demonstrates the potential role of market failure as a negative filter for SGEI
claims. It also reveals that manifest control is in fact strict and not marginal
when efficiency-related market failures are at issue under Article 106(2).623
While arguably there were public service type obligations applicable in both
instances, the lack of underlying and relevant market failures meant that the
Commission concluded that there was no valid general interest at stake
under Article 106(2). Clearly, constitutional change - not least in the form of
the polluter pays principle - has heightened the scrutiny of environmentally
based SGEI claims. Separately, and possibly providing impetus for greater
recourse to market failure in assessing those claims, the Commission’s
decisions in the German Ecological Reserves and Netherlands Ecological Reserves
may have moved the emphasis away from stylised delivery characteristics
with respect to tangible services. Although simply illustrating the
longstanding requirement that the entrustment of particular tasks should
contribute to the general interest, the Commission’s approach has the
potential for more frequent qualification as SGEIs of the diffuse benefits of

overcoming certain kinds of market failure.

D. Broadcasting

In this section, consideration is given to the role of market failure in
broadcasting, with particular reference to PSB. As with telecommunications,
historically, the sector was replete with market failures, but digitalisation has

eroded many of the traditional justifications for intervention. The remaining

6 In T-295/12 Commission v Germany, Germany is reported as having argued that the Commission could only
control for manifest error in the light of the considerable margin of appreciation favouring the Member States. See
§108.
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economics-inspired justification for PSB, namely, the public goods
justification, is never deployed in a forensic manner. To some degree that
would require a focus on what markets might be capable of producing. As
will be considered, that has been out-lawed by the General Court. As a
result, the touchstone of intervention based on departures from
competitively generated outcomes has been jettisoned. As against that,
public funding of digital infrastructure has been subjected to rigorous
market failure analysis, but again, under Article 107(3)(c) and not Article
106(2). Further underlining the latter’s contingency, the typically prior
Article 107 analysis appears to determine the position under Article 106(2).

1. The Economics of Broadcasting

a) Market Failures in Broadcasting

Traditionally, the field of broadcasting in its analogue form displayed
several forms of market failure. Those have included natural monopoly
characteristics in the operation of the underlying transmission network,
strong public goods characteristics for outputs, and associated positive and
negative externalities. With respect to transmission, given the single-product
nature of the output and the associated cost structure, natural monopoly is
likely. The public goods argument stems from the problem of non-rivalrous
consumption considering that any single use of a widely propagated
broadcast signal will not diminish or affect its availability to others. Linked
to that, given that the marginal cost of incremental consumption is virtually
non-existent, allocative efficiency may be violated through charging, even if
that is essential in order to under-write the costs of future production and for
the purpose of rewarding innovation. With respect to the public goods
characteristics, analogue broadcasting also displays non-excludability given
that a free-to-air analogue signal is not easily encrypted, so to the extent that
provision must be underwritten by charging, there may be a significant

excludability problem.624

64 Technically, it is unclear whether an analogue signal can be encrypted although it can be scrambled. Practically
speaking digitalisation has facilitated encryption to a very significant extent.
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Separately, the positive and negative externality characteristics, although
hardly unique to broadcasting, appear to have elevated significance
considering the nature of the output and its assumed importance in opinion
forming. With respect to negative externalities, certain types of output may
be regarded as harmful, making the case for prohibition or other forms of
control. By contrast, the positive externality argument has been used to
justify public support for certain types of output regarded as delivering
wider societal benefits, such as education. This is an enduring argument in
favour of PSB mandates, and as will be considered, drives their presumptive
treatment as SGEIs under Article 106(2). In this regard, there is the potential
for a distinctly paternalistic subtext. That phenomenon was well-reflected in
the observation of Lord Reith, a former head of the BBC in the UK, to the
effect that the corporation was concerned with delivering not so much what

people wanted as what the BBC thought they should have.®?>

While frequently the problem of public goods - and in particular the problem
of non-excludability - is tackled on the basis of government financing
through either general taxation or a licence fee, the alternative has been to
finance the activity through advertising. Common to both of these
interventions is that they break the direct connection, through the price
mechanism, between consumers and provider, with consumers only having
indirect means for signalling preferences or their intensities.®?¢ As a result of
this disconnect, and considering the usually finite number of channels that
analogue broadcast technology can support, both the advertising and
publicly funded models may lead to consequential deficiencies in terms of
outputs, with respect to quality and diversity. By contrast, pay television
models tend to perform better in relation to both of those parameters, but at
the price of reduced accessibility. Furthermore, given the channel restrictions
in the analogue world, even if competition is technically viable, there is a risk

of less programming diversity than under monopoly. That arises because a

65 “So the responsibility at the outset conceived, and despite all discouragements pursued, was to carry into the
greatest number of homes everything that was best in every department of human knowledge, endeavour and
achievement; and to avoid whatever was or might be hurtful. In the earliest years accused of setting out to give the
public not what it wanted but what the BBC thought it should have, the answer was that few knew what they
wanted, fewer what they needed.” Reith, Into the Wind, 1949, p.145.

66 On this and other economic shortcomings of the analogue broadcasting world, see Coase, The Economics of
Broadcasting, The American Economic Review, Vol. 56, No.1/2, pp.440-447 (1966).
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new provider has incentives to replicate the offering of the incumbent if its
share of the existing market based on a replicated formula is more valuable
than the profits that could be extracted from a differentiated format targeting

niche audiences.?”

b) The Merit Goods Argument for PSB

As previously referred to and most prominently of all, traditional
broadcasting has attracted the argument that its output is a merit good.®?® As
noted in the discussion of merit goods as an adjunct to the causes of market
failures in Chapter 3, this concept is highly problematic. That is both in terms
of the underlying explanation of the phenomenon as well as in relation to the
setting of parameters around public intervention with respect to merit
goods. The degree of indeterminacy is considerable, as is the potential to
possibly justify any form of intervention in markets. Nevertheless, the merit
goods argument has intuitive appeal in the context of broadcasting,
especially considering the reflexive equation of quality broadcasting with
merit. Among the various possible justifications for public goods advanced
by Musgrave, the ‘community values’ paradigm appears most relevant. It
can be relied upon to justify collective determination of a favoured stock of
information, which can be combined with a redistributive goal in order to
justify mass access on egalitarian grounds. Similarly, by drawing on the
assumed educational capacity of television, it is not difficult to connect that
to empowering the individual to make ‘better’ choices. Despite that, as
Armstrong and Weeds have pointed out, viewers are heterogeneous, so it is
implausible that a broadcaster can make optimal decisions that ‘improve’ the
preferences of such large numbers of people.?® Separately, it is far from clear
that there is much difference in substance between the merit goods argument
and the more conventional positive externality dimension to broadcasting

considered under market failures.63°

€7 On this problem generally, see Steiner, Program patterns and preferences and the workability of competition in
broadcasting, Quarterly Journal of Economics 66: 1952, pp.194-223, and from a more empirical perspective, Brown,
Economics, Public Service Broadcasting, and Social Values, The Journal of Media Economics, 9(1), 1996, 3-15, pp.10-12.
68 See, for example, Department of Culture Media and Sport (UK), The Future Funding of the BBC (Davies Report),
July 1999, Annex 8, p.203.

02 Armstrong & Weeds, The Economic Regulation of Broadcasting, 2007, p.15

60 See, for example the equation of them in Public Services Media and Market Integration in Cremona (edit.),
Market Integration and Public Services in the European Union, p.163
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2. The Informed Citizenry Justification for PSBs

Despite the prominence of several market failures in the field of
broadcasting, and the frequent recourse to the merit goods argument,
arguably the active citizenry justification for PSOs has assumed general
ascendancy over the past twenty years. As summarised by Armstrong and
Reed, it is based on the assumption that through television and in particular
PSB, citizens are made aware of pressing social and economic issues, are
better prepared to engage in democratic debate, and as a result, are more
capable of keeping governments and other political institutions under
control and accountable.?®! The view of broadcasting as enabling democratic
participation emerges very clearly from the terms of the Amsterdam
Protocol, which also emphasises the need to preserve media pluralism. The
active citizenry justification for PSB mandates is even more apparent in the
Commission’s 2001 Communication on the Application of State Aid rules to
Public Service Broadcasting, which is replete with references to democratic
concerns but with no reliance at all on the concepts of market failures or
merit goods.®®? That approach has been carried forward into the digital era
by the 2009 Communication on the Application of State Aid rules to Public
Service Broadcasting, which again makes no reference to market failures
despite referring to the 2005 SAAP (where market failure analysis
predominates) as setting part of the context for the revision of the 2001
Guidelines.®®Instead, in specifying the ‘manifest error’ standard for SGEIs in
broadcasting, invoking the Amsterdam Protocol, the Commission indicates
that the test would be satisfied where prescribed output does not meet the

“democratic, social and cultural needs of each society”.634

®1(Armstrong & Weeks, 2007), p.25
62 O] C320,15.11.2001, p.5

63 O] €257, 27.10.2009, p.1, §7

64 ibid., §48
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3. Digitalisation and the Emergence of the Consumer Sovereignty
Paradigm

a) The Transformation of Broadcasting through Digitalisation

As with telecommunications, the digital revolution has had enormous effects
on every aspect of the technology of broadcasting. % With respect to
transmission, digitalisation has increased the variety of products on offer, as
well as the number of networks capable of providing those services. As a
result, the problem of natural monopoly as justification for entry restrictions
has been overcome. Separately, digitalisation enormously boosted the
channel dividend from equivalent amounts of spectrum. Perhaps more
importantly, it has transformed the capacity of satellite cable and other wired
networks both in terms of the number of channels on offer and their ability
to support interactive services. Competition by way of a much larger number
of channels has enhanced content diversity very considerably. Separately,
with the advent of digitalisation, the problem of excludability is much more
easily solved, not least through the use of encryption.®® Finally,
improvements in device capability and of memory capacity have given
consumers much more control over personal choice, a process that has now

culminated in ubiquitous on-demand television services.

b) The Erosion of the Market Failure Case for Intervention

The effect of technological change, and in particular the impact of
digitalisation on the market failure case for intervention in broadcast
markets was first comprehensively articulated in the Report of the Peacock
Review of the BBC delivered to the UK government in 1986.637 Although the
remit of the committee, headed by the economist Alan Peacock was to report
on the funding of the BBC, its overall emphasis was on the movement of the
entire system of broadcasting towards the consumer sovereignty
paradigm.®¥® As a result, the role of the BBC and other UK broadcasters was
to be subordinated to that purpose. While aspects of the Peacock Review

were highly controversial, including the proposal for a three stage transition

65 For an overall summary of the changes, see (Armstrong & Weeds, 2007).

66 The alternative has been to extract charges through the taxation systems.

67 Report of the Committee on the Financing of the BBC (Peacock Report), Cmd. 9824, London, HMSO (1986)
638 Peacock Report, §592
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to a broadcasting market, its real significance lies in the prescience with
which it deconstructs the validity of the market failure justifications for
intervention in broadcasting in the light of the then anticipated but uncertain
prospective technological changes. In particular, it emphasised the
importance of freedom of entry for programme makers, the potential for
their output to be carried on a proliferation of channels, and in turn the
ability of providers to operate pay per view systems through digital
encryption.®® At all stages, the provision of PSB content was assured, but
with the ultimate objective of making public funding available to
commission content on a variety of channels and not just the BBC.640
Ultimately, only some of the recommendations of the Peacock Report were
taken forward, but it remains an exemplar of a market and government

critique of public service organisation and provision.

Consistent with the recognition by his committee of the enduring role of
PSB, in subsequent writings Peacock acknowledged that a society could take
a collective decision that certain types of programming were especially
worthwhile, and in turn deserving of public support.®4! While recognising
the merit goods justification for PSB, through his overarching support for
‘workable” competition, Peacock was concerned to ensure that the impact of
government intervention was much more effectively targeted. In particular,
Peacock exposed what he regarded as the non sequitur that most or all of
public funding for public service broadcasting should go to a single
monolithic provider.®4? As to the nature of those outputs, Peacock ultimately
regarded this as a question for democratic determination, but with a
pronounced scepticism concerning the incentives of specialist regulatory
agencies delegated that task to get it right.®4> He saw the potential for more

individualised consumption decisions to drive diversity and quality: in

6% ibid., §598

0 For a defence of the Peacock Report’s actual support for PSB as a merit good, despite an overwhelmingly
reformist agenda, see Potschka, Broadcasting and Market-Driven Politics in the UK and Germany: The Peacock Committee
in Comparative Perspective, International Journal of Cultural Policy, 19:5, 595-609.

641 See Peacock, Public Service Broadcasting without the BBC? in Public Services Broadcasting Without the BBC?, IEA,
2004, pp.41-42.

¢2 That was to be achieved by requiring greater amounts of production to be independently produced, in the
process undermining any scale and scope advantages of the BBC and ITV in the UK as vertically integrated
providers.

643 A particular concern (and this has special resonance in the context of Article 106(2)) was the public service
provider effectively determining its own outputs and with ineffectual supervisory mechanisms. Those themes are
considered in greater detail in Chapter 5 under the analysis of government failure.
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effect, constituting the consumer sovereignty paradigm. The inevitable result
would be a reduction and reorientation in the nature of PSB as the market

produced greater variety while competition reduced the cost of access.

It is noteworthy that several of Peacock’s more prominent opponents in the
debate over public service broadcasting subsequently adopted the market
failure rationalisation for PSB. In doing so, Graham and Davies argued that
technological advances would create new forms of market power affecting
the broadcasting sector and that far from weakening the case for
broadcasters with a distinct public service ethos, it would strengthen it. %44 In
the light of what digitalisation has now delivered, that is far from clear. More
generally, and at least in the UK, the emphasis has switched to public service
broadcasting as enabling democratic participation as part of a more general
argument that PSB constitutes a cornerstone of national identity and
citizenship.®4> To some degree, that was exemplified by the seeming

prioritisation of the citizen over the consumer in the UK’s Communications

Act 2003.646

4. Market Failure in the Public Service Broadcasting Field under
Article 106(2)

a) Defining PSB and its Treatment as a Conclusive SGEI

In order to assess the approach of the Commission, it is necessary to place
the evolution of its approach concerning PSB in context. Historically, the
Commission was confronted with almost all of the Member States organising
the provision of PSB, but in many instances subject to very significant
autonomy on the part of the provider. During the 1990s, the Commission
was sceptical about claims that PSB providers should be automatically
accorded SGEI treatment in respect of their activities. In a 1991 decision
concerning the European Broadcasting Union, the Commission was non-

committal about whether the activities of public broadcasters in the various

64 Graham & Davies, Broadcasting, Society and Policy in the Multimedia Age, 1997

5 “The choice for Government is likely to be a stark one: if the market failure arguments do not work, they may
simply have to build a case for public communications provision based on the traditional values of education,
pluralism, culture and citizenship.” Living in Cloud Peacock Land, Tambini (PCMLP, University of Oxford) and
Jamie Cowling (ippr), Published in Financial Times, Creative Business, 11 March 2003.

06 See Livingstone, Lunt & Miller, Citizens and Consumers, Discursive Debates During and After the Communications
Act 2003, Media Culture and Society, July 2007, Vol.29, No.4, 613-638.
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Member States amounted to an SGEIL®’ That reticence was also apparent
two years later in EBU/Eurovision.®® In 1997, in Flanders Television
Advertising, although seemingly acknowledging the underlying PSB
obligation as an SGEI, the Commission made a distinction between general
broadcasting obligations applicable to all broadcasters and specific
requirements as to the nature of programming, with only the latter to be
regarded as an SGEL® Although not based on a market failure critique, it
suggested that there would be much more careful vetting of SGEI claims
through a focus on actual deliverables. That never transpired, however, not
least following the introduction of the Amsterdam Protocol on Public Service

Broadcasting.

The effects of the Amsterdam Protocol are especially apparent in relation to
the issues of definition, supervision and enforcement of PSB obligations.
Although the protocol emphasised the right of definition over the make up
of the PSB, that is caveated by a slightly more elaborate version of the
standard Article 106(2) control. On the issue of definition, and even making
allowances for Member States primacy, it has always been a requirement
that there be adequate specificity in the delineation of public service tasks.
After all, Article 106(2) refers to “particular tasks’. Despite both the 2001 and
2009 Broadcasting Guidelines stipulating that without specificity, Article
106(2) review would be frustrated, the Commission routinely accepts highly
generalised statements as to the responsibilities of providers as valid under
Article 106(2).%0 Again, that is without any market failure or merit goods
based interrogation of the case for the PSB. For example, in its 2004 decision
in TV2/Denmark, the Commission acknowledged that the obligations
imposed on TV2 were qualitative in nature, and despite the absence of
effective monitoring, still found that nearly all of its output (apart from
Internet related commercial services) constituted an SGEIL ©1 A similar
approach is taken in a 2006 decision concerning ad hoc financing for Dutch

public service broadcasters, which were referred to by the Commission as

67 Commission Decision 91/130/EEC, Screensport, para., 69

#8 Commission Decision 93/403/EEC, EBU/Eurovision System, para., 78. Note, however that the Commission
granted an Article 101(3) exemption for the arrangement.

49 Commission Decision 97/606/EC, Flanders Television Advertising, para. 14

6% 2001 Broadcasting Guidelines, §37; 2009 Broadcasting Guidelines, §45

651 Commission Decision 2005/217/EC, §85
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“rather broadly defined”, but which nevertheless were accepted as
constituting an SGEI, even in the absence of any significant domestic

supervision.6>?

In parallel, the Commission (and the General Court) have also deployed a
slightly more grandiose defence of this “hands-off’ approach, grounded in
the requirements of the European Convention on Human Rights, and in
particular, the freedom of expression guarantee. In 2008, that was endorsed
by the General Court judgment in TV2/Danmark.65® Although it annulled the
underlying decision, the General Court upheld the Commission’s
verification of the underlying PSB as an SGEI. Before citing Article 10 of the
Convention, the General Court held that: “In this respect, the EBU,
intervener in support of the Commission, was right to stress the importance,
for protecting freedom of expression, of the public service broadcaster’s
editorial independence from public authority -....”.65* This is an assertion
that the implied freedom of expression right of the PSB provider is

inconsistent with the detailed specification of its public service remit.6%

The General Court’s approach in TV2/Danmark amounts to privileging their
position and effectively assumes that public accountability will lead to
corrosive political control. A human rights overlay has been used to justify
the failure to pay closer attention to the specification of the general interest.
While, the concern for editorial independence is most acute in relation to
news programming, that can be adequately safeguarded through more
generalised regulatory measures, such as those directed at fairness and
balance. That is well illustrated by the Commission’s consideration of that
issue in insisting on better specification of the PSB through entrustment in
Germany.%%¢ In recording its acceptance of proposed reforms in 2007 to close

a State aid investigation, the Commission rightly distinguished supervision

652 Commission Decision 2008/136/EC, §122

63 T-309/04 TV2/Danmark [2008] ECT II-2935

654 ibid., §118

65 There is undoubtedly some element of spillover from German constitutional law as it applies to broadcasting
and this freedom of expression paradigm. Article 5 of Germany’s Basic Law has been interpreted as preventing any
external attempts to influence the content of the media by state or commercial interests. Separately, the Lander
control broadcasting policy, with broadcasting freedom regarded as an institutional right of the PSB providers in
Germany. See Steemers, In Search of a Third Way: Balancing Public Purpose and Commerce in German and British Public
Service Broadcasting, Canadian Journal of Communication, Vol.26, No.1.

6% State Aid E 3/2005, C(2007) 1761 FINAL.
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through adequate specification of particular tasks from respect for editorial
independence.®®” This is now a lost cause in the light of the TV2/Danmark
judgment, which appears to overlook the instrumental raison d’étre of PSB

providers.

b) Renouncing any Market Comparison

Unsurprisingly, in the light of the Amsterdam Protocol and more generally
the superficiality with which Article 106(2) is applied in relation to PSBs, any
semblance of requiring the Member States to first assess market provision
before specifying the PSB is defunct. Either a market failure or a merit goods
approach to the definition of PSB necessarily requires a comparison with
market-generated outputs. The absence of recourse to such a market
comparison means that economic analysis is effectively precluded in the
supervision of the SGEI qualification for PSB. The rejection of a market
counterfactual approach can be traced back to two significant decisions of
the Commission in relation to the BBC. The first from 2000 concerned the
introduction of a 24 hours news service to rival that of CNN and Sky and for
which the BBC was being permitted by the UK authorities to use licence fee
funding.®®® The Commission emphasised that for the purposes of qualifying
as an SGEI under Article 106(2), it was important to consider that this service
would enhance the choices available to consumers. That was framed more as
a way of safeguarding plurality in news supply than responding to any
specific concerns about market power on the part of the then existing
players. The Commission claimed that “the specific features of the service
cannot be found in services provided by private operators” before
proceeding to rely on both the absence of advertising and of charges for the
service as the distinguishing features.®>® That is not entirely convincing given
that both of these features become inevitable once a decision is made to
include such a service within the BBC's PSB remit. News 24 had no

advertising and was free of charge so it was treated as an SGEI and because

657 §251
6% Case NN 88/98 (2000) OJ C78/6. It is noteworthy that no additional license fee funds were to be made available
to the BBC in respect of the service, but instead, an entirely new service, which according to the Commission would
have significantly greater overheads than its commercial rivals (at least in terms of headcount) was to be financed
from envisaged savings and efficiencies. This perhaps reveals a very generous approach to PSB funding. In effect,
output was to be expanded to meet the already sanctioned level of public support.

659 NN 88/98 BBC News 24, §53
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it was an SGEI it was advertising free and free from direct charges. This is an
illustration of a stylised delivery characteristics approach to SGEI
qualification obscuring the market comparison, leading to a circular

justification of the treatment of the activity as an SGEI.®¢0

The Commission took a similar approach in BBC Digital Curriculum in
2003.%61 Again, the proposal was to extend the remit of the BBC, this time in
relation to online educational services. The service included the provision of
a virtual learning environment complimenting regular school curricula. The
Commission noted that at that time, there were at least four existing
providers of managed online education services, as well as considerable
competition from a number of other less advanced providers. Again, as was
the case for BBC News 24, the proposal was that the service would be
provided on a fully open basis with no charges. The Commission’s Article
106(2) analysis was perfunctory.®®> The Commission recorded the UK’s
acknowledgement that there would be significant effects on the existing
market, but noted that a number of conditions were to be imposed on the
BBC, as a result of which the Commission accepted that Article 106(2) could
be relied upon in full. In particular, the Commission emphasised that those
conditions would ensure that the services would be ‘distinctive’ and
‘complementary’ to those provided by competitors.®®®> While the language
has connotations of market comparison, the BBC’s proposals appear to have
been highly duplicative.®®* Moreover, the subsequent history of this
initiative, which became known as BBC Jam appear to indicate that the
spillover effects were much greater than initially represented, with the BBC

Trust eventually intervening to end this service in 2007.665

The ultimate demise of any market comparison for PSBs occurred in the

judgment of the General Court in TV2/Denmark, where a number of

60 Instead, it may have been better to have only relied upon the plurality concern in the light of the BBC's
distinctive impartiality obligations.

661 C(2003) 3371 fin

662 ibid., §40

663 ibid., §41

4 See contra, Wiedemann, Public Service Broadcasting, State Aid, and the Internet: Emerging EU Law (2004) 4 EStaLQ
597, who refers to this as a ‘market failure” type approach that is at odds with the European model of society.

65 BBC Trust suspends BBC Jam, Press Release of the BBC Trust, 14 March 2007. Among the reasons identified by
the Trust included pending complaints to the European Commission that its decision and the conditions that it has
imposed had not been respected. http:/ /www.bbc.co.uk/bbctrust/news/ press_releases/2007/bbc_jam.html
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objections were made to how the Commission had deferred to Denmark
concerning the definition of the PSB, and in turn its acceptance as an SGEI.¢6¢
The applicant argued that all broadcasters were the subject of PSB
obligations, and that as a result, there was no reason to privilege just one
with public support. In rejecting this, the Court upheld the Commission’s
comparison of obligations by reference to the qualitatively different burdens
imposed on TV2 alone. In that regard, it dealt with the separate claim that
since TV2's output was largely indistinguishable from those of its
commercial rivals, it should not have been accepted as a PSB, and in turn as

an SGEIL. This, the General Court responded to as follows:

“To accept that argument and thereby to make the definition of the
broadcasting SGEI dependent - through a comparative analysis of
programming - on the range of programming offered by the commercial
broadcasters would have the effect of depriving the Member States of their
power to define the public service. In fact, the definition of the SGEI would
depend, in the final analysis, on commercial operators and their decisions as
to whether or not to broadcast certain programmes. As TV2 A/S rightly
submits, when the Member States define the remit of public service
broadcasting, they cannot be constrained by the activities of the commercial
television channels.”

This is a remarkable assertion by the General Court, not least because it
effectively concedes that the Member States are free to intervene to procure
the delivery of content, even when that is generally available in the market
on satisfactory terms. In a way, it does not even appear to matter what the
underlying justification for the PSB is (market failure, merit good or
participatory citizenship) because the realisation of any such objective has no
constraining comparator. In other sectors, the fact that other players are
providing services on satisfactory terms obviates the case for public
intervention.®®” The General Court’s objection is asserted as a matter of
principle and it is categorical in that it admits of absolutely no constraint on
the scope or content of PSB, irrespective of the market provision, even where
that duplication is in the form of free to air transmission.®®® That is not to say

that such provision should operate as an absolute constraint in all cases, but

666 Case T-309/04 TV2/Danmark

67 See for example, Commission Decision 2001/851/EC Tirrenia di Navigazione, §30 and Commission Decision
2011/98/EC Scottish Ferries, §272-277.

68 In other words, there is no accessibility concern as would arise with respect to comparable offerings provided on
a pay television basis.
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to reject its relevance out of hand is to risk wasteful subsidy of duplicative

content under the pretext of SGEI provision.

5. Digital Switchover and Market Failure

Despite the availability of digital broadcasting since the early 1990s,
terrestrial broadcasting networks in particular have been slow to convert to
digital. This is due largely to the need to change frequencies, which in many
Member States has raised complex cross-border co-ordination challenges.
Despite that, broadcasters have gradually migrated, in particular through the
deployment of the DVB-T standard that has become harmonised across
Europe. As a result, the Commission has walked a fine line between support
for this standard and policing the State aid rules. Under the ‘eEurope’ 2005
strategy adopted in 2002, the Member States were pressed to announced
target dates for cutover to DVB-T by December 2003.6%° In its 2003
Switchover Communication, the Commission indicated in general terms the
potential relevance of market failures in relation to the problem, but was not
clear as to whether that was specific to Article 106(2) or Article 107.670
Subsequent State aid cases confirmed the relevance of market failure
concepts and the seeming inability of Article 106(2) to overturn the market
failure driven Article 107(3)(c) analysis.®”! This is reflected in two decisions
concerning the introduction of the DVB-T standard in Germany: Berlin
Brandenburg DVB-T and North Rhine-Westphalia DVB-T.672 Given the factual,
legal and economic similarity of the two cases, only the former is considered

in detail.

In Berlin Brandenburg DVB-T, the local regulatory agency, MABB, awarded
spectrum for free to Germany’s two principal commercial broadcasters,

ProSieben and RTL, and provided them with direct funding to offset the cost

669 COM(2002) 263 final

670 COM(2003) 541 final. At p.11, the Commission is non-committal in stating that “[n]on-intervention can result in
market failure and jeopardise general interest goals in the sense explained above.”

71 Despite that, in respect of the Spanish conversion to DVB-T, although the existence of a market failure in parts of
Spain was not in dispute, the existence of a PSO (again equated with an SGEI) was denied by the Commission
largely on the basis that the operation of DTT networks had not been specifically declared to be a public service and
that the principle of technological neutrality had not been respected in the funding process. See Commission
Decision 2014/489/EU, Spanish DTT Conversion, §§119-124.

62 Commission Decision 2006/513/EC Berlin-Brandenburg DVB-T, and Commission Decision 2008/708/EC, DVB-T
North Rhine-Westphalia, respectively. Several of the SGEI arguments featuring in Berlin Brandenburg DVB-T under
Article 106(2) analysis are rolled up into the Article 107(3)(c) assessment in North Rhine-Westphalia DVB-T.
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of switching to DVB-T for a period. In considering the availability of Article
107(3)(c), the Commission faced a number of arguments justifying the
intervention. Those included, the co-ordination challenge posed by the need
to change spectrum, the positive externalities associated with the move (such
as the freeing up of spectrum for other uses), the strengthening of
competition between platforms, overcoming the risk to the network
operator, and the promotion of innovation. Although accepting that the first
two concerns were genuine market failures (i.e. efficiency derived), that
could in principle justify intervention, the Commission found that neither
justified the financial assistance provided considering the materiality of the
aid, which for a period covered nearly half of the transmission costs of the
broadcasters.®”3 The strengthening of competition, which was really a market
power argument was rejected on the basis that there was vibrant competition
from other platforms and that the emergence of new ones could be
jeopardised.6” The risk of rollout of DVB-T was not regarded by the
Commission as exceptional and had been subsequently initiated elsewhere
without public support. Finally, the argument for innovation was rejected on
the basis that DVB-T was being supported for television only, with

significant doubts about ancillary uses, such as on mobile devices.

A notable feature of the Berlin/Brandenburg DVB-T decision is how the
Commission fended off Germany’s SGEI argument. The claim was that the
mere act of transmission of channels (albeit not PSB channels) on digital was
an SGEI on the basis that it promoted technological innovation through
mobility and portability, safeguarded competition between platforms, and
promoted plurality across them.®”> The Commission easily dealt with the
innovation argument largely relying on the preceding Article 107(3)(c)
analysis to the effect that moving to DVB-T was not a technological step-
change. In addition, the Commission pointed out that digitalisation was not
unique to terrestrial television and was a challenge for all transmission

platforms, including cable. The Commission’s approach to the seemingly

673 Berlin-Brandenburg DVB-T. At §100 the Commission makes express reference to the need for the market failures
to be efficiency derived and real, in the sense of being factually verified.

674 ibid., §110

675 ibid., §123
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distinct competition and plurality points was to roll them into one. It
dismissed Germany’s concerns on the basis that there were no structural or
other problems in the market, and no reason why abusive conduct on
existing platforms could “hamper the distribution of content and endanger
plurality” .76 Even though Germany invoked a plurality justification on the
basis of encouraging the emergence of another platform, the Commission
held that the market was already performing adequately from a competitive

perspective and that plurality was accordingly assured.

6. Summary

In the analogue world, and predicated on advertiser funding, a range of
market failures as well as lesser shortcomings appeared to justify
intervention in broadcasting to guarantee greater diversity in content.
Among them is the somewhat elusive merit goods justification. Surprisingly,
initially the Commission was reticent about SGEI status for PSB in a way that
it had not been for USOs in telecommunications. With the advent of
digitalisation, the market failure justification for intervention largely
collapsed. That leaves the merit goods claim intact, but with the equally
amorphous informed citizenry argument for PSB in the ascendancy. As a
result, the demise of the market failure justification has seen no obvious
curtailment of the scope of PSB’s qualification as an SGEI under Article
106(2). Taking the merit goods and informed citizenry justifications as valid,
it appears axiomatic that in defining PSBs, the starting point should be a
consideration of market outputs.®’” Instead, the General Court has ruled out
recourse to a market counterfactual, while arguably misusing the freedom of
expression guarantee as precluding detailed specification of a public service
remit. As a result, it is difficult to quibble with Grespan’s characterisation of
PSB as the most “special” SGEI of all.78 Of the three sectors considered, it is in
the broadcasting sector that the pull of the political on the economic has
trumped what has been a technological revolution shared in equal measure

with telecommunications.

676 ibid., §128

7 That is not to deny the difficulty of constructing a market counterfactual, either based on no public funding of
output, or, with such support being shared much more widely.

678(Grespan, 2010)
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By contrast with the ousting of market failure analysis for PSBs, with respect
to State aid for digital switchover, the Commission has made occasional but
effective use of market failure arguments, including for the purposes of
defeating generalised SGEI claims. Again, and as is the case for public
support for broadband funding in telecommunications, that takes place by
way of Article 107(3)(c) compatibility assessment and not Article 106(2)
review. While the Commission has been confronted with follow on Article
106(2) claims, they are usually rejected on similar terms to the Commission’s
disposal of market failure claims under Article 107(3)(c). That even applies to
plurality considerations, which are often argued to implicate concerns not
adequately safeguarded through competitive processes and competition
law .67 This illustrates yet another form of contingency affecting Article
106(2) and in particular the tendency for the prior application of other Treaty
rules to significantly impinge on its application. Again, in common with its
approach of SGEI limitation in connection with public support for
broadband funding, the Commission’s general approach has been to
emphasise interventions that are directed at the locus of the market failure or
that achieve a distributional goal through means operating as closely as

possible to the final consumer.

E. Conclusions

In this chapter, the correction of market failure as a general interest objective
under Article 106(2) has been considered. Emerging from that, it appears
that the resolution of a market failure counts as a valid SGEI, although that is
qualified by Spanish DTT Conversion. Commission decisions from the
telecommunications and environmental arenas in particular demonstrate the
operation of market failure as a negative screening device, often leading to
the rejection of certain general interest claims. A prominent feature of the
Commission’s approach is considerable strictness with respect to their
verification. Member States are not accorded any special deference with

respect to what they propose as market failures or qualifying circumstances.

679 See Ofcom, Review of Media Ownership Rules, 2006, §2.15-2.19,
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While the Commission might be criticised on the basis that in those
situations, review is not marginal, its approach can be defended given the

greater objectivity of these issues.

The relative strictness of manifest error control for efficiency related claims is
best exemplified by the environmental sector, in particular, by decisions such
as WRAP Newsprint and Tierkdrperbeseitigung. In both instances, the
Commission treated the assessment of market failures as technical issues, as
to which it is fully prepared to second-guess the Member States. By contrast,
and as exhibited by the Pyrénées-Atlantiques and MANS decisions, when it
comes to cohesion concerns, there is clearly greater deference, although now
constrained for broadband funding by increasingly prescriptive guidelines.
Somewhat confusingly, those guidelines are presented as a market failure
based approach, when it is clear that they go well beyond the resolution of
efficiency related market failures. Unsurprisingly, in Colt the General Court
took the Commission’s terminological looseness at face value, and has
asserted that the existence of a market failure is a prerequisite of SGEI

qualification.®80

As with the general position for Article 106(2) in the Treaty scheme, the role
of market failure under Article 106(2) displays significant contingency. That
is apparent from a comparison of the three sectors reviewed. In the field of
telecommunications, market failure analysis for broadband support occurs
predominantly under Article 107(3), in large part because the Commission
has so greatly constrained the nature of permissible SGEIs in the field. As a
result, the first Altmark criterion is frequently not satisfied. By contrast, in the
environmental arena, where distributional and cohesional goals are not quite
as prominent, there is greater recourse to market failure analysis under
Article 106(2), but that too depends on the absence of specific Article
107(3)(c) guidelines. Completing the picture, the market failure case for PSB
has been largely eroded. Constitutional change has been interpreted as
precluding recourse to even elementary market comparisons so as to

calibrate the nature and extent of public provision with respect to other,

680 T-79/10 Colt, §154
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largely non-economic, bases for intervention. As a result, economic analysis
in framing the nature or context of PSB as an SGEI is effectively defunct. The
contrast with the assessment of public support for broadband could not be
any clearer even taking account of the pseudo-market failure approach of the

Commission for that purpose.

In considering the role of market failure under Article 106(2), it should be
emphasised that sometimes the resolution of a market failure does not take
the form of a classic SGEI with stylised delivery obligations that are
frequently the hallmark of distributional or cohesion goals. Those obligations
may lead to an irresistible conclusion that there is a valid underlying general
interest objective, not necessarily as apparent in respect of the resolution of a
market failure. As a result, the Commission decisions in German Ecological
Reserves and Dutch Ecological Reserves are significant, not just as examples of
environmental public goods. They also demonstrate that particular tasks
under Article 106(2) need not take the form of stylised delivery obligations
for conventional services in order to make a direct contribution to the
fulfilment of the general interest. Contingency aside, this innovation could
be essential to the resolution of market failure analysis in playing a more

prominent role in Article 106(2).

Finally, the contrasting situations in the environmental and broadcasting
tields are very revealing from a constitutional perspective. In relation to the
environment, constitutional change, such as the introduction of the polluter
pays principle, has given impetus to market failure analysis and as part of a
general analytical framework, market counterfactuals. By contrast, in
relation to broadcasting and albeit limited to PSBs, a protocol dating back to
the introduction of the Amsterdam Treaty has been used to entirely oust
even the most elementary economic critique of the scope and funding of PSB.
It is unclear that this was the necessary or inevitable result of its terms,
whatever the underlying intention. While Article 106(2) remains to the fore,
market failure or even more elementary economic analysis in the form of

counterfactual testing has been completely eviscerated. For an economic
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system that still purports to rely on a market-based default form of economic

organisation, that approach is very difficult to justify.
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Chapter 5
Disapplication Review and Government Failure

A. Introduction

This chapter is an assessment of the evolution in the manifestation,
prevention and mitigating of government failure in SGEIs through a critical
account of the operation of disapplication review under Article 106(2). It
comprises the second part of the economics-informed analysis directed at
investigating whether Article 106(2) is a strict exception in practice. This
chapter focuses on changes under Article 106(2) across three dimensions
over three time phases. The former are transparency and proof, necessity
and proportionality, and efficiency. The periods covered include an initial
strict exception phase running up to just before the judgment in Corbeau,
when Article 106(2) appeared to be a bulwark against government failure, a
period of significant retrenchment beginning with the judgment in Corbeau
and going up to just before that in Altmark, and still unfolding, a third phase
that began with Altmark, and which characterised by the partial revival of

Article 106(2) as a brake on government failure.

Given the manner of their organisation and typical content, SGEIs are
susceptible to the particular forms of government failure outlined in Chapter
3.681 Critical to the establishment and mitigation of government failures are
transparency challenges, whether in the form of non-existent information, or,
as is more frequently the case, acute information asymmetries. The latter
may give the SGEI provider an insuperable advantage over governments by
obscuring both necessity and proportionality review under Article 106(2).
Similarly, the lack of pertinent information and in particular of meaningful
comparators can make distinct efficiency scrutiny effectively impossible.
While efficiency can be treated as an aspect of proportionality review, such is
its growing prominence and cross-cutting significance, that it is treated on a
stand-alone basis in this chapter. As will be apparent, the position with

respect to transparency and proof affects the assessment with respect to

681 See Section C.3.c above.
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necessity and proportionality, and in turn, efficiency, to a considerable

extent.

This chapter is comprised of the following elements tracking three distinct
phases in disapplication review. Section B considers the initial phase leading
up to the judgment in Corbeau. During the ‘strict exception” phase, Article
106(2) was developed and applied very restrictively, as exemplified by the
Court of Justice’s approach to questions of transparency and proof. Although
market integration was the preeminent objective, the prevention of
government failure was a broadly congruent goal, even if the latter was
more incidental than intended. That said, this first phase is characterised by
relatively few difficult cases, and really none in which the Court was forced
to take a view on the trade-off between the realisation of very sensitive

distributional goals and the upholding of fundamental Treaty rules.

Section C tracks the second phase, beginning with Corbeau, during which
Article 106(2) went from being a strict exception to becoming much more of a
permissive derogation. In respect of transparency and proof, necessity and
proportionality, and efficiency, Article 106(2) ceased to be a significant brake
on government failure. The critical challenge for the Court of Justice, first
directly confronted in Corbeau, was reconciling cohesional goals with the
competition rules. Over a period of ten years, Article 106(2) ceased to operate
as a significant brake on government failure. This was exemplified by a shift
in focus from SGEI provision to the equilibrium of the SGEI provider. While
this overall transformation was partly in response to some genuinely
difficult cases, arguably, the Court could have beaten a more effective

retreat.

Section D is a consideration of Altmark and its implications for Article 106(2)
from a government failure perspective. These are complex and multi-faceted
given the antecedence of much of Altmark in Article 106(2)’s strict exception
incarnation and its subsequent recasting in several different guises.
Complicating matters further, it is necessary to consider the operation of
Article 106(2) outside the realm of the funding of Public Service Obligations

(‘PSOs’). Initially, it appeared that by relegating Article 106(2) to a sweeper
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role, and given the pronounced concern for government failure in the
Altmark tests (albeit for state aid identification purposes), Article 106(2)
would continue to experience further erosion in mitigation of government
failure. That has not been the case across the board. Implementing legislation
and soft-law guidance for PSO compensation are significant interventions
with very pronounced effects in terms of the mitigation of government
failure. In some respects, the current phase of disapplication review under
Article 106(2) is stricter and certainly more nuanced and sophisticated than
the first. Among the questions that now arise is whether the government
failure revival in the context of compensation for PSOs will infuse Article

106(2) more generally.

Finally, Section E is a brief conclusion that emphasises the overall variability
of disapplication review from a government failure perspective. Following
the judgments in Corbeau and Altmark, it may have appeared that Article
106(2) would no longer be applied strictly. Somewhat surprisingly, the post-
Altmark era has seen a revival in its strictness, at least for PSOs, a
development that raises the question as to why the position more generally

under Article 106(2) should continue to be indulgent.

B. The First Phase - The Strict Exception

1. Introduction

In this section, the issue of transparency and proof, necessity and
proportionality, and finally, efficiency are considered with respect to Article
106(2) for the period running from the establishment of the EEC up to just
before the handing down of the Court of Justice’s judgment in Corbeau. In
this period SGEIs were largely untouched by EU law. Nevertheless, a judicial

determination to operate Article 106(2) as a strict exception is apparent.
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2. Transparency and Proof

As considered in Chapter 3, information deficits and asymmetry problems
are rife in Article 106(2) cases. At best these are only partially soluble
through judicial intervention, perhaps through the deployment of
presumptions. In relation to Article 106(2), their resolution becomes a
challenge mainly for the Commission in respect of which it enjoys a specific
competence under Article 106(3). The Commission’s first use of that power
occurred in 1980 when it adopted Directive 80/723/EEC (‘the Transparency
Directive’).®82 The Transparency Directive was primarily envisaged as a
necessary intervention for the purposes of state aid control.® It included
reference to the desirability of transparency with respect to compensation for
burdens associated with the pursuit of ends ‘other than commercial ones’,

but made no explicit references to SGEIs.%%4

The Transparency Directive required the Member States to collect basic
accounting information concerning their financial relations with public
undertakings (broadly defined) as well as on the financial performance of
those entities, including details of compensation for non-commercial
burdens.®8> Despite its scope, the Transparency Directive included a
prominent exclusion for public undertakings that operated in the water,
energy, posts, telecommunications and transport sectors.t8¢ As a result, many
of the fields generating archetypal SGEI claims fell outside the terms of the
Transparency Directive, albeit temporarily. That deficiency was
subsequently rectified by the first revision to it in 1985, which ended those

sectoral exclusions. The Commission justified this extension on the basis of

62 Directive 80/723/EEC on the Transparency of Financial Relations between Member States and Public
Undertakings of 20 June 1980

683 ibid., see recitals 4, 5, 6.

684 jbid., recital 12

685 ibid., Article 3

686 ibid., Article 4
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“developments in the competitive situation in the sectors concerned and the

progress made towards closer economic integration.” 687

Despite the limitations of the Transparency Directive from an SGEI
perspective, in 1989 the Court of Justice took the strict exception
characterisation of Article 106(2) to its logical conclusion concerning the
nature of proof that was required in order to establish that the competition
rules should be disapplied by reason of Article 106(2). This occurred in
Ahmed Saeed, which concerned the tariff setting arrangements between
airlines and efforts to circumvent them through the sale of tickets to German
residents for flights not originating in Germany but which stopped over
there. %8 The Court of Justice was faced with difficult questions as to the
direct effect of Article 101 and 102, as well as the duty of national authorities
under Article 106(1) when it came to tariff approval. With respect to those
duties, the Court acknowledged the potential relevance of Article 106(2)
considering the obligations of certain airlines to operate non-commercial
routes in the general interest.®®® The Court held that a direct link needed to
be established between specific public service obligations and the overall
tariff system in order to qualify under Article 106(2). More specifically, the
Court held that “without effective transparency of the tariff structure it
would be difficult, if not impossible, to assess the influence of the task of
general interest on the application of the competition rules in the field of
tariffs.”®0 Although it went on to acknowledge that ultimately the
assessment was for the national court, the obvious inference was that absent
the necessary proof, arguments for the disapplication of the competition

rules should be rejected.®!

From a government failure perspective, the judgment of the Court of Justice
in Ahmed Saeed was very significant. First, the Court was live to a critical

information problem, although not one that was very prominent in the

67 Recital 3, Commission Directive 85/413/EEC of 24 July 1985 amending Directive 80/723/EEC on the
Transparency of Financial Relations between Member States and Public Undertakings.

688 C-66/86 Ahmed Saeed

69 ibid., §55

% ibid., §57

1 ibid.
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argument of the case.®®? Second, the Court’s stipulation that the impact of
any SGEI needed to be demonstrated with reference to the tariff structure
was directed at the role of the national authorities. It correctly focused
attention on the only meaningful way of determining the case for an
exemption from the competition rules. Third, the Court’s stipulation also
indicated the likely limits of feasible judicial intervention on this issue. EU
experience from many sectors has since demonstrated that the quantification
of the burdens and benefits associated with SGEI delivery is often complex,
necessitating a range of accounting and economic techniques.®® It would be
too much to expect the Court to be any more prescriptive than it was.
Finally, and perhaps crucially, by raising the inference that a failure to
substantiate the impact of the SGEI on the tariff structure, the Court was
giving the Member States a compelling incentive to adhere to elementary

accounting transparency at the very least.

3. Necessity and Proportionality

a) The General Position

In general terms, Article 106(2) sets the substantive standard for determining
the extent to which the disapplication of other Treaty rules is to be judged.
Their application must give rise to obstruction of the performance of the
SGEI mission, either in law or in fact. For its part, in some of the earlier
Article 106(2) cases, the Court of Justice tended to take an uncompromising
stance, although arguably necessity was not seriously in issue in those cases.
Faithful to the literal wording of Article 106(2), in cases such as CBEM/CLT
Hofner, and Porto di Genova, the Court emphasised that there needed to be a
demonstration of how the application of other Treaty rules would “obstruct’
in the sense of being ‘incompatible” with the performance of the particular
tasks arising from the SGEL%* According to the Court, there needed to be
proof of how the application of other Treaty rules was incompatible with the

discharge of the particular tasks associated with the SGEI. Framed in this

2 Jt does not feature at all in the opinions of AG Lenz on 28 April 1988 and 17 January 1989.

63]n the field of telecommunications, Article 5 and Annex III of Directive 97/33/EC on Interconnection and ONP
established, for the first time, specific rules for the calculation of the costs of universal service provision. This was
based on the net cost methodology, namely the difference between operating with and without the SGEI.

64 C-311/84 CBEM [1985] ECR 3261, §17; C-41/90 Hofner [1991] ECR 1979 §25; C-179/90 Porto di Genova, §26
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way, necessity review appeared to mitigate the potential for government
failure, although in the absence of testing cases, the Court was not

challenged in a serious way.

Taking its cue from the Court of Justice’s characterisation of Article 106(2) as
a strict exception, during the strict first phase, the Commission usually took
a hard-line approach to necessity under Article 106(2). In NAVEWA-
ANSEAU, for example, the Commission indicated that it would only
countenance a limitation on the rules on competition when “the undertaking
concerned has no other technically and economically feasible means of
performing the particular tasks”.6% In BT-Telespeed, the Commission asserted
that it was not sufficient that compliance with other Treaty rules made the
performance of the SGEI difficult.®® Similarly, in Ijsselcentrale, the
Commission dismissed the argument that ending restrictions on imports of
electricity could make distribution planning more complicated. That was on
the basis that to permit imports required no more than an intensification of
planning that the network operator already needed to undertake in order to
take account of authorised self-suppliers.®”” In the same spirit, in
EBU/Eurovision System, the Commission held that although the airing of
international sports content would be made more difficult for public
broadcasters by applying the competition rules, it would not be rendered

“impossible”.6%

During the first phase, when the Commission faced distributional objectives
(and this may have affected its choice of cases), it was fortunate that those
goals were formulated in ways that facilitated strict necessity review. In
Ijsselcentrale, the Commission was able to rely on the fact that a customer
proposing to rely on imports for part or all of its requirements could no
longer automatically fall back on the default ‘absolute obligation to
supply’.®” Similarly, in Netherland Express Delivery Services, in censuring the

extension of PTT Post BV’s dominant position, the Commission pointed out

65 Commission Decision 82/371/EEC, NAVEWA-ANSEAU, §66. The SGEI in question (operation of a public water
system) was quite remote from the practices in question, which concerned the labelling of washing machines.
Commission Decision 82/861/EEC, BT-Telespeed, §42

67 Commission Decision 91/50/EC, Ijsselcentrale, §44

8Commission Decision 93/403/EEC, EBU/Eurovision System, §79, but note the Commission cleared the
arrangements under Article 101(3).

9 Jjsselcentrale, §44(a) and (b). That supplier of last resort was at the core of the assumed SGEL
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that the incumbent was not actually subject to an obligation to provide
services at uniform rates throughout the Netherlands.”® While the
Commission could control the cases that it took forward availing of Article
106(3) that likely entailed a consideration of Article 106(2), it had no control
over questions concerning necessity and proportionality that might reach the

Court of Justice through the preliminary reference procedure.

Finally, the position on the choice of means is unknowable with respect to
the first phase given the absence of decisions or cases directly on point.
While the strict exception characterisation of Article 106(2) might be
regarded as leading inevitably to a proportionality standard based on the
deployment of the least restrictive means, this is conjecture only. EC
legislative intervention in sectors featuring SGEIs only began to proliferate in
the wake of the adoption of the 1986 Single European Act.”! It was from
then on that liberalisation began to impact on sectors where SGEI claims
were likely. As a result, it is unsurprising that in the first phase, neither the
Commission nor the Court was faced with resolving the most contentious
element of disapplication review, namely, whether the proportionality

standard required recourse to the least restrictive means.

b) Pragmatism Portended

The advent of liberalisation of various network industries was to have very
considerable implications for the analysis of necessity under Article 106(2).
Beginning with the telecommunications sector from the mid 1980s,
liberalisation was introduced in the utilities and network industries. By the
early 1990s these developments drew much more forensic attention to the
feasibility of continuing to implement important distributional objectives
while pursuing liberalisation, and in turn, giving full effect to the
competition and free movement rules. In particular, the questions of
necessity and proportionality under Article 106(2) came to the fore. While
the displacement of the competition rules was assumed to facilitate SGEI

provision in many sectors, whether that was essential for the maintenance of

700 Commission Decision 90/16/EEC, Dutch Express Delivery Services, Section 17. This decision was subsequently
annulled on procedural grounds. Joined Cases C-48/90 and C-66/90 Netherlands et al v Commission [1982] ECR I-
565.

701 It set a deadline of 31 December 1992 for the completion of the internal market.
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the SGEI was far less obvious. In the Terminal Equipment Directive, the
Commission had asserted boldly that even if the provision of the underlying
telecommunications network was an SGEI, the abolition of special or
exclusive rights with respect to importing and marketing terminal
equipment would have no impact on universal network provision.”?? That
kind of declaratory approach would not be defensible with respect to the

liberalisation of telecommunications services.

There were indications during the first phase that an absolutist approach to
necessity and proportionality might not be sustained. One such sign came in
the form of the Commission’s assessment of the scope of the exclusive
privilege that might be necessary in order to allow the liberalisation of
telecommunications services to begin. With its adoption of the
Telecommunications Green Paper in 1987, the Commission signalled how it
would use its margin of appreciation under Article 106(3) in order to
liberalise the sector.”® The Commission approached the issue of the necessity
of exclusive rights on the basis of two considerations. The first was in the
context of maintaining then prevailing USOs and associated tariff
structures.”®* The second, and arguably more prominent consideration was
that monopoly profits from exclusive rights were considered crucial for
investment in digitalisation.”%> As a result, an overarching concern to ensure
the survival of the incumbent firms as principal providers of ubiquitous
services is a dominant subtext, with the need for investment and the
introduction of competition framed at least in part in oppositional terms.”0
No consideration is given to whether earlier competition would have

provided even greater incentives to invest.

In the light of those considerations, the Commission adopted an indulgent
but arguably necessary approach.”?’ It concluded that since most countries

appeared to give incumbents a monopoly over basic network provision and

702 See Commission Directive 88/301/EEC on Terminal Equipment, recital 11. Obviously there may have been
monopoly profits on equipment that cross subsidised underlying network provision, but presumably not of a
magnitude as would threaten the viability of underlying network provision.

703 COM(87)290 final

704 ibid., p.74

705 At least at EU level this did not subsequently result in any significant enhancement in the nature of the USO
obligation in line with the progressive digitalisation of networks.

706 The Telecommunications Green Paper refers to these as “partially contradictory’ considerations, p.49.

77 See in that regard, (Buendia Sierra, 2000), pp.309-314.
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voice services, this could serve to delineate the extent of necessary exclusive
rights considering the network investment challenges common to them all.”%8
The immediate concern was not a significant contraction of existing rights
but the curtailment of their extension. On that basis, the Commission
proposed to use Article 106(3) to liberalise all fixed services, apart from what
came to be termed ‘voice telephony’ services.”? Other services regarded as
‘value added” in nature were to be open to provision by competing
undertakings, with a general date for full liberalisation of all voice services
set for 1 January 1998710 If nothing else, the experience in
telecommunications served to demonstrate the difficulties presented by
necessity and proportionality review in mitigation of government failure in a
complex and dynamic sector, even for a technically sophisticated
bureaucracy like the Commission.”! It also portended a possible revision in
the Court’s generally absolutist stance on necessity and proportionality
review during the first phase once distributional goals were implicated in a

way that engaged those tests in a critical way in an Article 106(2) case.

4. Efficiency - The Manifest Incapacity Doctrine and Article 106(2)

Although perhaps not readily apparent from the wording of Article 106(2),
questions of efficiency are very heavily implicated in its operation. As
explored in Chapter 3, the specification of the SGEI may involve the
realisation of goals that unavoidably have efficiency implications depending
on the incentives of providers. Especially serious efficiency failures may
arise where an SGEI is supported through the grant of exclusive rights.
Absent economic regulation, an exclusive rights holder will be free to limit
output by setting excessive prices, leading to allocative inefficiency.”’? In

addition, not having the spur of competitive rivalry to keep costs down,

708 The fact that in many cases those exclusive rights long pre-dated even the prospect of ubiquitous digitalisation
did not appear to matter.

70 This was subsequently defined quite narrowly in Article 2 of Commission Directive 90/387/EEC.

710 See Commission Directive 96/19/EC of 13 March 1996, amending Directive 90/388/EEC with regard to the
implementation of full competition in telecommunications markets. Prior to that, the Commission had liberalised
satellite, cable and mobile services.

711 The preponderance of state ownership of incumbents may also have been significant in the negotiating dynamic.
712 The position is separately more complicated for network industries (where SGEIs are common) since marginal
costs are frequently less than average costs and as a result pricing on that basis would not ensure solvency in the
presence of significant fixed costs. While two part tariffs based on price discrimination using inverse elasticities of
demand are a potential solution they too have significant drawbacks, not least the difficulty of calculating them.
Furthermore, frequently SGEIs entail mandates to implement uniform or non-discriminatory pricing which is at
odds with systems based on inverse elasticities. See generally, Pierce & Gellhorn, Regulated Industries, 1999, Ch.7.
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frequently monopolists are productively inefficient.”13 Furthermore, a
monopolist may be impervious to changes in the nature of demand and in

turn fail to innovate leading to losses in dynamic efficiency.

The question then arises whether Article 106(2) has a bearing on either the
censure or toleration of such inefficiencies. During the strict exception phase
of Article 106(2), it appeared that even if an intervention qualified as an
SGEI, Article 106(2) would not be available to excuse certain types of failure
and non-performance that in very general terms might be regarded as forms
of inefficiency. Those would include output restrictions and failures to
innovate. The basis for the doctrine, referred to as manifest incapacity to
satisfy demand (“the manifest incapacity doctrine’), was a prior finding of an
Article 106(1) violation in conjunction with Article 102, but with the Court of
Justice effectively refusing to extend the benefit of Article 106(2) - where it

was applicable - to excuse the inefficiency.”14

The manifest incapacity doctrine is exemplified by the Hdfner judgment of
the court.”® There the federal agency that had been given a monopoly over
employment placement services tolerated the activities of competing
business executive placement agencies. Liability in Hdfner turned on the
Court being able to specify actual abuses that had already occurred, while
implicitly finding that they were directly attributable to the grant of
exclusive rights by the Member State. In Hdfner, the Court stipulated that
there would be a violation of Article 106(1) in conjunction with Article 102
where a dominant firm was “manifestly not in a position to satisfy
demand”.”’® Hifner is a case of ‘seeing is believing’ with the Court being
presented with clear evidence of monopoly non-provision.”’” By focusing on
manifest failure to meet demand, the Court of Justice appeared to be capable
of having it both ways: the conferral of special and exclusive rights was not

automatically condemned under Article 106(1) in conjunction with Article

713 The potential for productive inefficiency in the operation of networks goes beyond possible over-staffing and
lack of productivity that may arise under monopoly. In addition, and depending on how prices are set through
regulation, there may be extra incentives to inflate the reckonable asset base, in particular, if the regulator permits a
rate of return in excess of the cost of capital. This is referred to as the Averch Johnson effect. See Averch & Johnson,
Behaviour of the Firm Under Regulatory Constraint, American Economic Review 52(5): (1962), 1052-1069

714 This is referred to as such in (Van Bael & Bellis, 2010), p.913.

715 C-41/90 Hofner

716 ibid., §24

717 In Hofner executive recruitment appears to have been left to the private sector.

218



102, but could be, depending on market outcomes.”’® In Hdfner, the Court
readily admitted the existence of an SGEI, but having identified the
possibility of a manifest failure to meet demand, the Court was clear that
Article 106(2) could not justify any derogation from the principle of
effectiveness as applied to the competition rules.”’® As a result, it appeared
that Article 106(2) could not be used to excuse certain kinds of government

tailure, especially if they were egregious.

The potential shortcomings of relying on outward manifestations of abuse
become apparent when comparing the argument in Hdfner with those
recorded in the later judgment in Italian Job Centres.”?® Hofner proceeded on
the basis that the mere existence of executive placement services (which were
tolerated by the German authorities) highlighted the manifest failure to meet
demand. In Italian Job Centres, relying on statistics, the Italian authorities
made a valiant effort to argue that the public jobs placement service was at
least performing adequately. In its intervention, the Commission claimed
that the nature of the market was such, both in terms of size, differentiation
and evolution of the labour being procured, that it was impossible to
imagine that a single provider could meet all demand.”?! Rather than
abandoning the inevitable abuse doctrine, Advocate General Elmer instead
broadens and deepens the inquiry by carrying out a globalised review of the
nature of the jobs placement market and the degree of specialisation
witnessed in liberalised markets.”?> For its part, the Court adopted the
Commission’s assessment of the varied and dynamic nature of placement
services emphasising the challenges for a public undertaking in responding

to a market undergoing significant changes.”??

718 Historically, this has been a vexed and fluid issue in EU law, see (Buendia Sierra, 2014), pp.824-834.

719 C-41/90 Hofner, §24, 25, respectively

720 C-55/96 Italian Job Centres [1997] ECR 1-07119

721 This is only one step away from a first principle argument that absent special circumstances a monopolist is
always likely to restrict output, fail to innovate, and more generally not satisfy demand except at supra-competitive
prices.

72 In the same vein, see AG Gulmann in Crespelle, when he addressed arguments to the effect that various
cooperatives given exclusive rights over bovine artificial insemination were not offering a comprehensive service
and were over-charging customers. In addressing claims of overcharging he suggested that: “such examples are of
interest only if they may be regarded as evidence that the system itself - as a whole or as regards sufficiently
important aspect of it - is contrary to community law.” See C-323/93 Crespelle, Opinion of 4 May 1994, Section 29.
75 C-41/90 Hofner, §§ 33-35
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As will be considered in the next section, ultimately Article 106(2) was made
available to excuse inefficiencies in SGEI delivery. As a result, an alternative
market failure interpretation of the underlying facts of Hofner allows for the
extraction of a more coherent government failure driven explanation of the
result. Employment markets are prone to market failures on the basis of
possible information asymmetries and co-ordination difficulties. This is
particularly the case where a Member State wishes to offer economy wide
placement services. At most, that general interest objective serves to justify a
monopoly over the gathering of information on the availability and
requirements of job seekers and prospective employees. Although Germany
wished to offer a federally-run universal and free service (at the point of
access), that did not necessitate the grant of across the board monopoly
rights covering information gathering, matching services and ultimately
placement. As a result, if the Court had reasoned out from what was
required to sustain the SGEI in the light of those market failures, it could
have determined in a more convincing manner the extent of the necessary

exclusivity.”?4

5. Summary

It is tempting to characterise the strict exception phase of Article 106(2) as
exemplifying the potential for Article 106(2) to act as a backstop against
government failure in SGEI delivery. That said, right up until the 1990s
fundamental Treaty rules were not in practice being applied in several
sectors with prominent SGEIs.”?> Although probably driven by a concern to
ensure that Article 106(2) was not used to drive a coach and four through the
operation of the internal market, the effect of the Court of Justice’s approach
was to require a high degree of justification for the displacement of other
Treaty rules. Ahmed Saaed in particular exemplifies a critical awareness of
questions of proof and a defensible specification of what at minimum would

be necessary to demonstrate necessity. This judgment also indicates the

724 An objection to reasoning out from Article 106(2) is that it may lead to a failure to fully particularise breaches of
Article 106(1) in conjunction with another Treaty provision. For a criticism of this ‘burden shifting’, see (Van Bael &
Bellis, 2010), pp.916-917

755 See Sauter, The Telecommunications Law of the European Union, EL] Vol.1 No.1, March 1995, pp.92-111, p.95, who
by way of section heading, refers to the period from 1957-1987 as a “moratorium on the application of European
Law to Telecommunications”.
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likely limits of judicial activism on these issues, with an obvious need for the
Commission to have taken forward the baton in mitigation of government

failure.

Despite this, the first phase needs to be approached with some caution.
Arguably, neither the Court nor the Commission was faced with a genuinely
difficult Article 106(2) case. Even Hdfner, which highlights the utility of a
market failure critique to highlight the underlying government failure, was
not such a significant test for the Court of Justice. The underlying
distributional goal was not obviously threatened by the condemnation of
exclusive rights. Without suggesting a reverse of the adage that hard cases
make bad law, it is clear that in many of the first phase cases, the strict
exception approach came with a relatively low political cost to the Court.”2¢
The critical question would be whether in the face of liberalisation and the
challenges posed by significant distributional interventions, the Court could
maintain the strict exception approach. Unless the Commission in particular
intervened to force the production of relevant information, the ability of
Article 106(2) to mitigate government failures would be significantly
retarded, leaving the Court with an increasingly difficult task as the
completion of the internal market saw competition begin to encroach into

traditional SGEI territory.

C. The Second Phase - Permissive Derogation

1. Introduction

The second phase in the analysis of disapplication review from a
government failure perspective runs from the handing down of the
judgment in Corbeau in 1993 up until just before the judgment in Altmark in
2003. Although this period only covers ten years, it includes a wide range of
developments, which, with a small number of exceptions, disclose not just a

marked change in sentiment, especially in the language of the Court, but also

726 “Great cases like hard cases make bad law”, Northern Securities Co. v United States, 193 US 197, 400 (1904),
Justice Holmes dissenting.
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subtle and sometimes profound adjustments in the direction of Article
106(2). Despite some compensating legislative interventions by the
Commission, particularly directed at transparency, by the end of this phase
Article 106(2) was not as significant a backstop against government failure as

it once was. It had become a much more permissive derogation.

2. Transparency and Proof

As previously considered, the first and second iterations of the Transparency
Directive did little to overcome the informational challenges inherent in
disapplication review under Article 106(2).7?7 It was not until 2000 that the
position was changed in several important respects, through the adoption of
Directive 2000/52/EC. As reflected in its amendment of the title to the
Transparency Directive, this legislation extended the underlying
requirements to all undertakings engaged in SGEI provision, while also
introducing a requirement that separate accounts be maintained.”?
Significantly, in terms of what was to come to pass later, Directive
2000/52/EC contained an exclusion from its requirements for SGEI support
“fixed for an appropriate period following an open, transparent and non-
discriminatory procedure.””? In line with an approach that in overall terms
was indulgent, it was not framed so as to require that a tender be run on the

basis of lowest cost.730

Despite SGEIs being the paramount concern of the amendments to the
Transparency Directive made in 2000, the separate accounts requirement
was undercut by a lack of specificity as to the precise method of cost and
revenue allocation. While it may be unfair to impugn that approach by
reference to current standards, by 2000, the regulation of
telecommunications in particular (and post, electricity and gas to a lesser

extent) had generated a significant amount of know-how and legislative

727 A third revision to the Transparency Directive in the form of Directive 93/84/EEC did not alter the position in
that regard. It was principally concerned with the manufacturing sector.

728 Commission Directive 80/723/EEC of 25 June 1980 on the Transparency of Financial Relations between Member
States and Public Undertakings as well as on Financial Transparency within Certain Undertakings

729 Inserted as the new Article 4(2)(c) of the Transparency Directive. See also Recital 11

730 The process is not expressly referred to as tendering.
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prescription in relation to these issues. 73! The Commission did not bring that
know-how or specificity to bear in its amendments to the Transparency
Directive, although by then, there were latent political strictures on recourse
to Article 106(3). More generally, those sectors had demonstrated the
indispensability of targeted interventions directed at the informational
problem in the context of quantifying necessary support for SGEIs in classic
USO form. Furthermore, the revisions to the Transparency Directive in 2000
did not include any provision to the effect that non-compliance with its

terms would mean that the benefit of Article 106(2) would be denied.”3?

In the absence of a sufficiently comprehensive Transparency Directive, much
would turn on whether the approach in Ahmed Saeed would continue to be
maintained. With its 2000 judgment in Deutsche Post, the Court began a
significant retreat.”3® Deutsche Post concerned the non-physical re-mailing of
credit card related data, which Citibank undertook by delivering letters to
the Dutch Post Office for final delivery by Deutsche Post to customers in
Germany. Although Deutsche Post was paid a terminal due for final
delivery, it appears to have been accepted before the referring German court
that, nevertheless, Deutsche Post incurred a loss in respect of this kind of
mail. As a result, it attempted to impose a surcharge, in purported operation
of an international convention on postal charges, which was set at the price
of the standard charge of mailing for a regular letter in Germany.”3* This
resulted in the referral of several questions to the Court including as to a

possible violation of Article 106(1) in conjunction with Article 102.

In his opinion in Deutsche Post, Advocate General La Pergola pointed out
that based on the evidence before the Court, it was not apparent that
Deutsche Post operated an appropriate cost allocation system, which would

have been essential to assess the proportionality of levying a surcharge on all

731 Under Article 7(2) of Directive 97/33/EC of the European Parliament and Council, the Commission was
permitted to draw up guidelines on cost accounting systems and accounting separation in relation to
interconnection. Similarly, Article 18(3) of Directive 98/10/EC of the European Parliament and Council on the
Application of ONP to Voice Telephony and on Universal Service contains relatively precise rules for cost
allocation in relation to voice telephony.

732 That would have put the result in Ahmed Saeed on a legislative footing.

733 C-147/97 and C-148/97 Deutsche Post

734 Subsequently, Deutsche Post moderated its claim to a surcharge based on the standard charge less the actual
amount received from the originating postal service in respect of each letter.
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foreign originated mail based on standard postal charges.”®> He expressly
adopted the Court’s previous ruling in Ahmed Saeed to the effect that absent
this kind of transparency, it could not be inferred that the conditions of
Article 106(2) were satisfied.”?¢ In other words, the proportionality of the
charge would not be assumed simply because there was a plausible
argument that some level of recovery was appropriate to support Deutsche
Post’s universal service obligation. Simple ‘but for’ causation was not

enough for necessity under Article 106(2).

The Court of Justice declined to follow the opinion of its Advocate General.
It pointed to the fact that while such a system of cost transparency would be
required, the relevant directive was not then in force. Without it, and given
the absence of an international agreement on the appropriate system of
charges between operators, the Court refused to rule that the principle of a
surcharge was not justified under Article 106(2).73” In effect, the information
asymmetry worked to the advantage of the SGEI provider. While it is true
that the Advocate General’s approach is ‘all or nothing’, it seems justified
considering the underlying information asymmetries. By contrast, the Court
of Justice’s stance appears indulgent considering that at the relevant time,
Deutsche Post had not been complying with its obligations under the Postal
Services Directive, which required it to separate out the costs of each element
of universal service provision.”? Compliance with those obligations would
have likely disclosed that any losses on the service at issue in the
proceedings could have been offset by profits from elsewhere, thereby not

jeopardising the SGEI.73?

From the perspective of proof, just over a year after Deutsche Post Article
106(2) was further undermined by TNT Traco.”° It concerned a challenge to a

practice of the incumbent Poste Italiane in levying a surcharge on rivals

735 Opinion of 1 June 1999 in C-147/97 and C-148/97 Deutsche Post, fn. 59

736 ibid.

737 Conceivably, the Court could have taken the terms of the directive as prima facie evidence of what a
proportionate response might be. See an example of that approach with respect to security of supply for electricity
in Jahrhundertvertrag, where a proposed provision of a draft directive permitting a 20% reservation for domestic
energy sources was used by the Commission to clear a measure under Article 106(2). Commission Decision
93/126/EEC, Jahrhundertvertrag, §30

738 Article 14(2) of Directive 96/67/EC

7% For a detailed criticism of the approach of the Court of Justice, see Bartosch, Joined Cases C-147/97 and C-148/97,
Common Market Law Review 38: 195-210, 2001

740 C-340/99 TNT Traco
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equal to its standard postal charge, even when its infrastructure and services
were not being used. In addition to questioning the abusiveness of the
charge, the referring court drew attention to the fact that although there were
domestic legal requirements concerning the separate presentation of the
revenues and costs of monopoly and competitive services, there was no
regulatory mechanism to prevent the allocation of subsidies from the
funding of the SGEI (including the levies) to competitive services. TNT Traco
argued that the latter should have prevented recourse to Article 106(2). In
rejecting this, the Court of Justice held that absent EC rules, reliance on
Article 106(2) was, as was the case for Article 102, to be determined in
accordance with national law.741 As a result, the lack of domestic measures
prohibiting cross-subsidies did not mean that the conditions of Article 106(2)
were not met.”# That was despite the Court of Justice itself stipulating that
the contested surcharge also needed to be levied on Poste Italian’s own

competing services, something not provided for in domestic law.743

The effect of the Court’s approach was that Article 106(2) could be satisfied
through a demonstration with reference to the separate accounts
requirement only. In TNT Traco Advocate General Alber had advised that in
the absence of European rules, this issue was to be determined in accordance
with national procedural rules, subject to the wusual equivalence
protections.”#* The difficulty with this is its characterisation of this issue as
procedural, considering that it went to the essence of what needed to be
demonstrated in order for Article 106(2) to apply.”7#> By asserting that the
position under Article 106(2) was the same as for Article 102, the Advocate
General and the Court both overlooked the acute information asymmetry
problems arising in SGEI litigation. As a result, the orthodox confirmation in
TNT Traco that the burden of proof rests on the party seeking to rely on
Article 106(2) only tells part of the story.”46

741 ibid., §§61-62

742 ibid., §62

74 ibid., §58

744 Opinion of AG Alber, 1 February 2001, §116

745 AG Alber also relies on C-242/95 GT-Link as authority for the fact that procedural issues under Article 106(2) are
to be determined by national law in the absence of EU harmonisation. Arguably, GT-Link only does so in respect of
Article 102.

746 C-340/99 TNT Traco, §59
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3. Necessity and Proportionality

a) The Necessity of the Intervention

In the second phase, the issue of necessity underwent very significant
change. While the strict exception conception of Article 106(2) may have
been overstated, it was based on a general objectification of the SGEI
mission, a default presumption in favour of competition provision and the
operation of markets, and finally, a pronounced willingness to hold Member
States to account. The crumbling of these keystones of necessity review

during the second phase will now be considered.

i. From SGEI Provision to the Stability of the SGEI Provider

The judgment in Corbeau marks the start of a distinct second phase in
disapplication review under Article 106(2) from a government failure
perspective. Corbeau concerned the operation of a rapid delivery service in
Liége in competition with that of the publicly controlled provider, Régie de
Postes (‘'RdP’). RdP claimed damages on the basis that the services provided
by Corbeau infringed upon its monopoly over a basic postal service. That led
to questions about the validity of the underlying monopoly under Article

102 and 106 by a local court.

The Court of Justice found that there was an SGEI to collect carry and
distribute mail on behalf of users throughout Belgium. As has already been
pointed out, in Corbeau the Court did not particularise, but appeared to
assume an automatic violation of Article 106(1) in conjunction with Article
102.747 Furthermore, the Court of Justice might be said to have ‘reasoned out’
from requirements that it saw as flowing from the underlying SGEI, namely
the operation of a national postal system. It referred to the activities of
competitors such as Corbeau, which it noted were free from the obligation to
operate a system of internal subsidies.””® By contrast, the ‘economic

equilibrium” of the provider was based on the ability to offset losses on

747 (Buendia Sierra, 2014), p.831. See also, and by way of criticism, (Van Bael & Bellis, 2010), pp.906-907
748 C-320/91 Corbeau, §18
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unprofitable activities through monopoly profits from reserved services.” It
left the referring Court to determine whether Corbeau’s activities were

directly competing services or instead value added services.

It is important to understand the nature of the concession made by the Court
in Corbeau to SGEI providers. In essence, the focus moved from what was
required to ensure the provision of universal service to guaranteeing
conditions for the survival of the SGEI provider.” Although not necessarily
intended to collapse the necessity test into a consideration of what was
needed to protect the incumbent, the emphasis on ‘equilibrium’ and its
subsequent deployment had that effect.””! Furthermore, it is not apparent
that the Court needed to do any of this to resolve the issues before it.
Advocate General Tesauro correctly characterised the dispute as a factual
one, essentially concerned with whether Corbeau was providing rapid
delivery services. On that basis the reference questions were soluble without
relying on the ‘equilibrium” formula. 752 Despite that, the Court introduced a
double protection for RdP by stipulating that even if Corbeau’s offering was
a rapid delivery service, it needed to be shown that its provision would not
affect RdP’s economic equilibrium.”3 That even went beyond Belgium’s own
assessment of what was prospectively necessary given that it had made a

decision to liberalise all rapid delivery services.”>*

The contrast in substance and sentiment with Ahmed Saaed is apparent,
where the Court objectivises the requirements of SGEI delivery in a manner
that avoided its conflation with the survival of the SGEI provider in
accordance with Corbeau. In this regard, a later judgment of the General
Court in Air Inter is revealing, not least because it resisted the equilibrium

formula by insisting that Article 106(2) was not available simply because

749 ibid., §19

7% An alternative approach by the Court could have been to indicate that if exclusivity was strictly necessary for the
underlying SGEI, then the incumbent would have had sufficient incentives to respond comprehensively to the
demand for rapid delivery services, which it did not.

751 This, for example, is how AG Darmon interprets Corbeau in his opinion in C393/92 Almelo, §146. He suggests that
the competition rules did not apply either where they would jeopardise the provision of the SGEI or, with reference
to the provider, ‘where they jeopardise its financial stability’.

752 Opinion of AG Tesauro of 9 February 1993, section 21 et seq.

753 §19. Furthermore, it appeared that this assessment would need to be undertaken on a market wide basis.

7% A Law of 21 March 1991, which would be effective after the period relevant in the case, provided for the
liberalisation of rapid delivery services. Presumably, Belgium considered that this could occur without jeopardising
the SGEI For background, see the opinion of AG Tesauro of 9 February 1993, section 1.
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competition would hinder or make the task of the SGEI provider more
difficult.”®> In that case, the General Court was even more dismissive of
generalised assertions as to the need for a system of internal subsidies (in
effect the equilibrium argument in more elaborate form), finding that a loss
of revenues from competition had not been particularised.”>® Moreover, there
had been no demonstration that any such losses would lead to the
discontinuance of the route.”>” Despite this, Air Inter is really an outlier
judgment in this period (like Ahmed Saaed, it concerned aviation where there
had been legislative intervention), with the generic equilibrium standard
usually holding sway. With the benefit of hindsight, subsequently the
Commission only made things worse in pursuing the Electricity and Gas Case,
by arguing against France that it needed to demonstrate that there would be
no financial imperilment of the incumbent if the contested bans were
removed.”® The Court had probably no option but to reject that
contention.”” As a result, for the duration of the second phase, the
Commission was generally tied to the equilibrium standard, and was usually
only able to overcome it where those claims were loosely asserted or where
they stretched credulity.”®® Corbeau casts a dominant shadow over the second
phase and provided essential context for the rulings in Deutsche Post and

TNT Traco with respect to transparency and proof respectively.

ii. Discounting the Competitive Counterfactual

In this instance, a competitive counterfactual refers to evidence before the
Court of the feasibility of a competitive solution, either on the basis of
prospective analysis or previous experience in the sector. To some degree
that phenomenon begins very subtly with Corbeau. There, General Tesauro
had pointed out that in the Commission’s 1991 Green Paper on postal
liberalisation, it had found that rapid delivery services had been liberalised

in all but three of nine Member States studied by the Commission.”e! The

755 T-260/94 Air Inter [1997] ECR 11-977

7% ibid., §139

757 ibid.

7%8C-159/94 Commission v France, §90

7% ibid., §95

760 See for example, Commission Decision 1999/695/EC, REIMS II, §92.

761 See sec. 19 of his Opinion of 9 February 1993 in C-320/91 Corbeau. Although much of his analysis is concerned
with showing that rapid delivery services were not subject to the same regulatory constraints as basic postal
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Court attached no special significance to Belgian's prospective assessment
(proposing the abolition of exclusive rights over rapid delivery services) and
required a demonstration that even if the impugned services were of the
rapid delivery kind, RdP’s equilibrium would not be imperilled.”¢> While
Belgium’s proposal was prospective, thereby requiring such a demonstration
for the prior period of Corbeau’s infringement, given the close proximity in
time, the Court’s concern appears to have been misplaced. The experience of
other Member States that had liberalised these services suggested that their
liberalisation was not incompatible with the underlying SGEI being

sustained.

The competitive counterfactual emerges more clearly from the facts in
Ambulanz Glockner, and from it the risk of corresponding government
failure.”®3 The case concerned the refusal to continue the authorisation of
Ambulanz Glockner to provide non-emergency medical transport services in
competition with the four medical aid organisations operating in the region.
The Court of Justice’s approach followed the Corbeau equilibrium formula on
the basis of it being satisfied, albeit in somewhat muted terms, that revenues
from non-emergency transfers were necessary to help underwrite the costs of
emergency transfers carried out under uniform conditions.”®* On that basis,
Article 106(2) appeared to justify the refusal of authorisation to Ambulanz
Glockner, but that was subject to there being no manifest inability to meet
demand.”® As to the competitive counterfactual, according to the national
court, Ambulanz Gloéckner’s participation in the sector had proceeded
without any adverse effects for seven years prior to the introduction of new
legislation.”®® The amending legislation made provision for refusing
authorisation for non-emergency services in the event that this posed a risk

(the degree not being specified) to the ability of the medical aid organisations

services, his reliance on liberalisation in other Member States served to implicitly demonstrate that a flow of
subsidies from monopoly profits to those services was not necessary to sustain basic postal services.

762 Taken literally, the Court appears to suggest that Corbeau needed to make this demonstration, something that
would clearly be beyond him given the information asymmetries. Even if it that was not the case, the subsequent
reversal of Ahmed Saaed meant that exclusive rights holders enjoyed great latitude.

763 C-475/99 Ambulanz Glockner

764 ibid., §58

765 ibid., §65

766 ibid., §14
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to go on providing a public medical transport service.”®” It also provided that
existing special rights holders would be consulted on any applications for
authorisation.”® From a government failure perspective, such a mechanism
is fraught with risks of special pleading. Seen in overall terms, the Court may
have been swayed by the argument that to invalidate the exclusive rights
might have increased the overall cost to the public authorities of the

service.”69

More striking examples of the competitive counterfactual being ignored is
provided by the outcome in the Albany, Brentjens, and Drijvende Bokken cases.
The context was the grant of de facto exclusive rights to supplementary
retirement funds through the imposition on employers in certain sectors of
an obligation to insure their employees with a specific fund. In each case, the
Court emphasised the risk of certain providers targeting businesses with
younger healthier workers, but without considering the likelihood that in
distinct economic sectors individual workforces might have had roughly
homogenous risk profiles.””? In Albany, Advocate General Jacobs drew the
attention of the Court to evidence that similarly obligated pension funds had
been operating successfully in other sectors without recourse to special or
exclusive rights through compulsory membership.”7! As a result, there
appeared to be strong prima facie evidence that in the real word,
competition was viable while at the same time respecting the special terms of
cover for supplementary schemes. That did not persuade the Court,
however, which appears to have been more swayed by Member State
conjecture as to the incompatibility of competitive provision with the
realisation of the general interest than it was by empirical evidence of the

competitive counterfactual.

767 Although the incumbent providers were not for profits’, it would seem naive to exclude self-interested
exclusionary intent.

768 At most, the public authorities needed to be able to procure necessary information while being aware of the
incentives of the incumbent providers.

769 C-475/99 Ambulanz Glockner, §53. See Opinion of AG Jacobs of 17 May 2001, §182.

770 This approach to risk is fairly typical of the Court in insurance related cases where it appears unwilling to
stipulate that Member States engage in some form of probability assessment. Instead, usually it is prepared to
accept a possible risk, no matter how fanciful or unsubstantiated as justification for exclusive rights or other
interventions.

71 See Opinion of AG Jacobs in Joined Cases C-67/96 Albany, §432. Furthermore, attempts by the Dutch
Government to explain away that example do not appear to have been successful, at least in the eyes of AG Jacobs,
who recommended that the entire issue of ‘obstruction’ needed to go back to the national court. See §433-435.
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While it would be going too far to suggest that in each of these instances the
Court of Justice should have taken the competitive counterfactual as
dispositive, that may have been defensible, at least in Albany, Brentjens, and
Drijvende Bokken. An alternative approach would have been for it to rely
upon the competitive counterfactual as establishing a strong presumption
that the disapplication of the competition rules was not necessary. That is
distinct from saying that the burden of proof always lies on the party seeking
to rely on Article 106(2). More specifically, the Court of Justice could have
insisted on the referring court being satisfied to a high degree of certainty
through sufficiently cogent evidence that competition was not reconcilable
with adherence to specification of cover. That would have avoided the
Ambulanz Gléckner scenario where the Court itself appeared only to confirm
the plausibility of the underlying financial case. In the presence of significant
risks of government failure, the position can only be made worse by
effectively resolving difficult evidential issues summarily in a preliminary
reference (Ambulanz Glockner), or conversely, delegating them with vague

guidance to national courts (Corbeau).

iii. Failure to Police Domestic Necessity Review

As will be apparent from several of the cases considered, necessity review
under Article 106(2) is frequently a question of risk appraisal. Seen that way,
and considering the nature of judicial review at the EU level, there are
significant limits on the ability of the EU Courts to scrutinise such
assessments for government failure. As an alternative, they might be
expected to ensure adequate protection by way of robust national scrutiny.
The opportunity for that was passed over during the second phase in Albany,
where in respect of exclusive rights for supplementary pensions, an
employer wishing to buy cover elsewhere was not allowed to do so. While
the possibility of exemption existed, that was only on the basis of an
application being made to the holder of the exclusive rights. Unsurprisingly,
that was challenged on the basis of a conflict of interest, and more

collaterally, by reason of the lack of effective judicial supervision.””? During

772 The existence of an exemption mechanism might be taken as implicit recognition that the exclusive rights as
conferred may not have been strictly necessary.
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the proceedings before the Court of Justice, it became clear that although
complaints about the refusal of an exemption could be referred to an
independent board, its decisions were not binding, as evidenced by the
fund’s non-compliance with them in the underlying proceedings.””3 From a
government failure perspective, this appears to be an instance of outright
regulatory capture. Despite that, the Court considered that the complexity of
making an assessment for exemption from compulsory affiliation was such
that “a Member State may consider that the power of exemption should not
be attributed to a separate entity”.”7# Instead, the Court specified that after
the fact judicial review needed to ensure that decision-making was not
arbitrary, non-discriminatory or otherwise illegal.””> Tellingly, it stopped
short of prescribing a full merits review by the national court. It also left

undisturbed the egregious failure to make appeal decisions binding.”7¢

b) Proportionality of Means

In overall terms, the second phase of disapplication review is characterised
by significant uncertainty in relation to the proportionality standard, and in
particular, the issue of whether or not proportionality review requires the
deployment of the least restrictive means. Obviously, the issue of less
restrictive means, and in particular their viability, is closely connected to the
issue of the competitive counterfactual which may serve to demonstrate or
disprove their suitability. In many of the second phase cases, there is no
consideration whatsoever of the possibility of less restrictive means being
deployed. In Corbeau and Ambulanz Gliéckner - and leaving aside the
fundamental argument about competitive provision - the possible pursuit of
alternative regulatory solutions was not part of the debate before the Court
of Justice. In neither case was the Court presented with comprehensive
argument as to the ability to maintain the SGEI without recourse to exclusive

rights. That is not to excuse it from raising these issues of its own motion,

73 See C-475/99 Ambulanz Glockner at §110 of the judgment and the Opinion of AG Jacobs at §467. AG Jacobs had
no difficulty identifying and condemning the conflict of interest, even considering the ‘not for profit’ status of these
funds. See pp.5853-5858.

7 C-67/96 Albany, §120. The task was a mixed actuarial and economic one, although hardly beyond the
competence of an independent ad hoc expert panel.

775 ibid., §121

776 Technically, the Court’s holding on this point appears to be that there was no violation of Article 106(1) in
conjunction with 102 concerning the review mechanism. It is, nevertheless, heavily bound up with the Court’s
Article 106(2) assessment.
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which again makes the ruling of the General Court in Air Inter so striking.”””
In Air Inter, as part of rejecting the case for obstruction, the General Court
emphasised that there had been no demonstration that there was “no
appropriate alternative system capable of ensuring regional development

and in particular that loss-making routes continued to be financed.””78

The outcome in Air Inter can be usefully contrasted with that in Albany,
Brentjens, and Drijvende Bokken. There detailed arguments were made about
possible recourse to market-based regulatory alternatives to the grant of
exclusive rights in the Dutch supplementary pensions cases.”” It was argued
that generally applicable regulation would suffice to secure the desired
social outcomes. More specifically, minimum standards could have been
adopted with respect to entitlement and eligibility requirements, as had been
the case in respect of the prohibition on prior health screening.”® The Court
did not engage with this contention beyond an assertion that the case
concerned social security, as to which Member States had a significant
margin of appreciation.”! This was sign-posted by the Court’s assertion that
in order for the conditions of Article 106(2) to be satisfied in the aggregate,
all that needed to be shown was that without the exclusive rights in
question, the entrusted undertakings could not perform the particular tasks
assigned to them.”®? Taken literally, that reduced disapplication review to

simplistic ‘but for” causality analysis.

4. Efficiency

In Héfner, as part of an expansive approach to Article 106(1) in conjunction

with Article 102, the Court condemned the operation of an SGEI provider as

777 T-260/94 Air Inter. The issue of less restrictive means does not feature in the underlying Commission Decision
94/291/EC, which was an application of sectoral legislation, Council Regulation 2408/92, but equally, it does not
feature as an issue in the arguments recorded in the judgment. That said, Article 6 of Council Regulation 2408/92
provides for the phasing out of exclusive rights with respect to domestic routes.

778 ibid., §140

779 The final three cases can be treated together since they all concerned supplementary pensions in the Netherlands
and were determined by largely identical Court judgments handed down on the same day.

780 §430 of the Opinion of AG Jacobs in C-67/96 Albany

781 C-67/96 Albany, §122. The Court seeks to rely, on C-238/82 Duphar [1984] ECR 523, which reliance is criticised by
Gyselen as the Court’s “most sweeping (and probably most disappointing) observation” considering that Duphar
concerned basic compulsory cover and the operation of the free movement rules. See Gyselen, Case Note, Common
Market Law Review, 37: 425-448. Interestingly, although writing in a personal capacity, Gyselen (a former
Commission official) indicates that in respect of a complaint to the Commission by Brentjens, prior to the trilogy of
judgments, the Commission had anticipated that it would need to be satisfied that no less restrictive means could
have been deployed.

782 C-67/96 Albany, §107; C-115/97 Brentjens’,§107; and, C-219/97 Drijvende Bokken, §97
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an exclusive rights holder on efficiency grounds, while denying the
availability of Article 106(2) to excuse those failings. A critical question in the
second phase would be whether the Court continued to refuse recourse to
Article 106(2) in that way. More generally, the issue would arise as to
whether the Court or the Commission was in a position to impose efficiency-
enhancing measures as a condition of the applicability of Article 106(2) so as
to mitigate government failures. In the second phase, the limits of the
manifest incapacity doctrine became apparent and more formal recognition
of Member State control over SGEI definition led to a significant overall

weakening of the position on efficiency under Article 106(2).

a) The Limits of the Manifest Incapacity Doctrine

In Corbeau, unsurprisingly, the defendant made a valiant effort to frame the
case as an Hdfner-type failure to meet demand.”® The essential claim was
that RAP had not innovated in terms of catering for rapid delivery services
and that a gap in the market was being filled by Corbeau. Those claims are
confronted head on in the opinion of Advocate General Tesauro, who
acknowledged that although the service provided by the incumbent might
be said to be “indifferent”, nevertheless, there was an obligation on it to meet
all requests for service.”8 He contended that where the exclusive rights were
objectively necessary, it was beside the point under Article 106(2) if the
monopolist was inefficient.”8> He argued that questions of efficiency were a

matter for the national authorities.

In Corbeau, while the Court did not go so far as expressly to adopt the
Advocate General’s position on efficiency that may be regarded as inherent
in the outcome that it reached. As a result, contrary to Hifner it appeared that
non-performance was excusable. An important difference in that regard was,
that in Corbeau, such inefficiency appeared to benefit from the protection of
Article 106(2).78 This stems from the approach of the Court in ‘reasoning

out’ from Article 106(2) as referred to above. While Advocate General

78 See Report for the Hearing, Corbeau, p.2539

784 Section 16 of his opinion of 9 February 1993

785 ibid.

78 Buendia Sierra explains this on the basis that Corbeau effectively reversed the burden of proof. Unlike Sacchi
where exclusive rights were not presumed to be unlawful, the opposite appears to be assumed in Corbeau but with
Article 106(2) providing the saving justification. See (Buendia Sierra, 2014), p.832.
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Tesauro’s logic appears convincing, nevertheless, the Court could have
conditioned its approval on grounds of necessity by reference to RdP’s not
failing to meet demand in a manifest manner. Buendia Sierra has pointed out
that such a stipulation was included in the judgment in Gldckner, while
acknowledging that it was not subsequently taken forward in the Article

106(2) jurisprudence.”8”

b) Pre-eminence on SGEI Definition Precluding Efficiency Scrutiny

While there is undoubtedly a need to respect the ability of Member States to
make their own distributional and cohesion-based choices, it is not apparent
that this should extend to permitting significant levels of productive
inefficiency in their fulfilment. Even if the Court’s abilities in this regard are
heavily constrained, not least in replying to preliminary references, that does
not appear to follow for the Commission. At the very least, it has the
capacity to grapple with the exact modalities of SGEI provision and in turn
possible efficiency implications. Furthermore, such control would appear to
be legitimate even considering the hegemonic position of the Member States
in respect of the definition of SGEIs. Contrary to that, in a number of
judgments during the second phase, judicial affirmation of discretion with
respect to SGEI formulation (in terms of the specification of particular tasks)
effectively morphed into the Commission being disabled from taking steps

to ensure even productive efficiency in SGEI delivery.

The regression on efficiency in the second phase can be traced back to the
setting of the supervision standard for SGEI qualification based on manifest
error. Although the manifest error standard was confirmed in Fred Olsen,
that was predicated on a statement in FFSA concerning the amount of
discretion vested in the Member State.”®® There, the Court of Justice indicated
that “the authorities of the Member States may in some cases have a
sufficient degree of latitude in regulating certain matters, such as, in the

present case, the organisation of public services in the postal sector”.” At its

787 Buendia Sierra has argued that Corbeau is moderated by Ambulanz Glockner on the basis that the latter qualified
Article 106(2) by requiring that it would only apply provided that there was no manifest failure to meet demand in
line with Hdfner. He acknowledges that other judgments do not support this approach. (Buendia Sierra, 2014), p.860
788 T-106/95 FFSA, §99

789 ibid., §99
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highest, that was a claim for deference in the specification of particular tasks
(e.g., delivery targets, number of post office per head of population, etc.). It
does not follow that this should have precluded the appraisal of how
efficiently the entrusted tasks are performed. The Court went further,

however, in FFSA and stipulated that:

“In the absence of Community rules governing the matter, the Commission
is not entitled to rule on the basis of public service tasks assigned to the
public operator, such as the level of costs linked to that service, or the
expediency of the political choices made in this regard by the national
authorities, or La Poste's economic efficiency in the sector reserved to it.”7%

In superficial terms this appears to preclude efficiency as a condition of
qualification under Article 106(2). It is worth pointing out, however, that the
Court made this pronouncement on efficiency in the context of arguments
directed at the specification of the USO in terms of its nature and extent. In
particular, it was addressing an argument seeking to question the extent of
USO provision (and in turn, the related costs) through requirements as to the
number of post offices to be operated by the SGEI provider.”! In substance,
that amounted to impugning the particular tasks assigned to La Poste, as to
which deference to the Member States is understandable. In that regard, the

Court could have distinguished deference on the precise tasks delegated to

La Poste from an appraisal of its operational efficiency in their execution.

Despite the potential for distinguishing those issues in that way, under the
FFSA approach SGEI providers were entitled to recover compensation based
on all of the costs that they actually incurred.”? This meant that significant
productive inefficiencies would continue to be tolerated at EU level to the
extent that domestic initiatives or EU regulation did not actively target them.
The General Court’s excusing of the Commission in this way acted as a
significant constraint on the use of efficiency control as a check on
government failure. While safeguarding against productive inefficiency may

be a big challenge for the European Courts (beyond control of manifest

79 The Court relied on the Opinion of AG Tesauro in Corbeau

791 See §108 of the judgment. Separately, at §86, the General Court records the Commission as having argued that it
was not its role to improve the efficiency of the public postal service in France.

72 See, for example, Commission Decision 2002/782/EC, Poste Italiane, §133, despite possible indications of
efficiency problems. See §131, point (iv).
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inefficiency of kind stipulated in Ambulanz Gldckner), the case for relieving
the Commission of that task is not at all apparent. SGEIs frequently implicate
the achievement of important distributional goals. Productive inefficiency in
particular can only operate to either reduce the number of eligible
beneficiaries or lead to a generally inferior service. The likelihood of
productive inefficiency is the most immediate danger arising from a focus on
the equilibrium of the SGEI provider as opposed to the efficacy and

efficiency of the underlying service provision.

5. Summary

The thrust of the second phase of disapplication review as a brake on
government failure will be apparent. Overall, the Court of Justice set a
disengaged tone, with retreat readily apparent across each of the three
dimensions considered. From a government failure perspective, by the end
of the second phase, Article 106(2) had gone from being as a strict exception
to operating as a permissive derogation. That is not to underestimate the
difficulty presented by several of the cases reaching Luxembourg. Despite
that, the conflation of securing SGEI provision through guaranteeing the
survival of the SGEI provider that was initiated by Corbeau was an
unnecessary turn. Slightly later cases such as Air Inter displaying a more
pronounced concern for government failures were overwhelmed by a wider
multi-faceted retreat. That included the effective reversal of Ahmed Saeed on
the nature of proof and more importantly, the consequences of the requisite
proof not being forthcoming. Prominent features of that retreat were a
reluctance to approach necessity with a firmer eye to the competitive
counterfactual and a loss of concern for inefficiency. Once the European
Courts retreated from a significant role in mitigation of government failure,
and more importantly, also appeared to relieve the Commission of that
obligation, remedial action would increasingly become a matter for

legislative intervention only.
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D. The Third Phase - Partial Revival

1. Altmark and the Transformation of Article 106(2)

a) Introduction

This section explores government failure under Article 106(2) in the wake of
the Altmark judgment. The relationship between Altmark and 106(2) is
variable and complex. In particular, matters have been complicated by
legislative interventions in the wake of Altmark. These have come in two
rounds: first the ‘Monti-Kroes Package’ in 2005, and subsequently, the
‘Almunia Package” in 201273 As a result, the structure of this section
involves a split in the consideration of government failure between the
implementation of Altmark and the position more generally pertaining under
Article 106(2). This section maintains the tracking of the strictness of
disapplication review by reference to transparency and proof, necessity and
proportionality, and efficiency. The position based on Altmark
implementation is in turn divided between, on the one hand, measures that
fall within the exempting decision, and on the other hand, the corresponding
frameworks adopted by the Commission for those that do not. Both the
Monti-Kroes and Almunia packages represented progressively more
rigorous requirements from an efficiency perspective with respect to the
delivery of SGEIs. Whether they herald a wider reorientation of Article
106(2) back toward the prevention and mitigation of government failure

remains to be seen.

7% The Monti-Kroes Package comprised Commission Decision 2005/842/EC of 28 November 2005 on the
application of Article 86(2) of the EC Treaty to State aid in the form of public service compensation granted to
certain undertakings entrusted with the operation of services of general economic interest, the Community
Framework for State Aid in the form of Public Service Compensation (2005/C297/04), and Commission Directive
2005/81/EC of 28 November 2005 amending Directive 80/723/EEC on the transparency of financial relations
between Member States and public undertakings as well as on financial transparency within certain undertakings.
The Almunia Package is more comprehensive and includes, Commission Decision 2012/21/EU, on the application
of Article 106(2) of the EC Treaty to State aid in the form of public service compensation granted to certain
undertakings entrusted with the operation of services of general economic interest, a European Union Framework
for State Aid in the form of public service compensation (2012/C8/03), a Communication from the Commission on
the Application of the European Union State Aid Rules to Compensation Granted for the Provision of Services of
General Economic Interest (2012/C8/02), and, Commission Regulation 360/2012/EU on the Application of Articles
107 and 108 of the Treaty on the Functioning of the European Union to de minimis aid granted to undertakings
providing services of general economic interest.
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b) Altmark and the Mitigation of Government Failure

The overall composition and tenor of the Altmark ruling evinces a
pronounced concern to guard against government failure even though the
ruling was rendered as a filter for the identification of advantage for the
purposes of the State aid rules.”* In line with the nature of SGEIs, however,
the PSO requirement of the first test is open-ended, although it may
ultimately lead to the narrower PSO requirement eventually emasculating
the SGEI concept. In addition the requirements of obligation and definition
replicate the entrustment requirement in Article 106(2). The second element
of Altmark - which requires that compensation parameters be arrived at in a
transparent manner and that they be determined in advance - can be
understood as an obvious attempt to guard against government failure
through an emphasis on process. There is clearly a concern about the
incentive effects of systems based simply on reimbursement for losses after
the fact.”?> The third Altmark criterion limits compensation to the costs of
PSO provision, and makes provision for profit. Both the nature of cost
calculation and the precise allowance for profit are left open, which is

unsurprising considering the technicality of both.

It is with respect to the fourth test that the Court of Justice displays great
subtlety and a deeper awareness of the difficulties inherent in PSO funding.
This sophistication was likely informed by the fundamentals of utility
regulation. Member States are given an incentive to tender based on lowest
cost.”% As an alternative, the Court constructed a quasi-regulatory formula.
While stipulating that compensation should be based on the costs of a
‘typical” undertaking, this needed to be one that was ‘well run’. It at least
places some emphasis on productive efficiency, even if that is generous in
relative terms. The Court was trying to square a difficult circle. It raised the
issue of comparative performance but without setting a hypothetically

efficient comparator as the benchmark. Similarly, the reliance on the

794 C-280/00 Altmark, the critical sections of the judgment are §89-93

795 Altmark, §91

7% That is even more prescriptive than Article 4(2)(c) as introduced to the Transparency Directive when amended
by Directive 2000/52/EC.
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undertaking being ‘adequately’ resourced reflects an abiding concern in
utility regulation that a provider be properly capitalised.””” Completing the
third test, and possibly drawing (albeit without attribution) on the legislation
at issue in ADBHU, the Court makes reference to the PSO provider being

permitted a reasonable profit.”?8

Despite its very specific purpose, given its subsequent deployment for
substantive compatibility assessment, it is interesting to compare the overall
effect of the Altmark criteria with Article 106(2) during the first two phases.
Clearly, it is much closer - not just in substance, but also in sentiment - to
Article 106(2) in its strict exception guise. Put otherwise, if the trajectory of
the strict exception approach had been maintained, this may have led to this
kind of prescription for substantive assessment under Article 106(2). By
contrast, Altmark seems far removed from Article 106(2) as a permissive
derogation. Given that the case concerned land transport, in Altmark the
Court could not have actually deployed Article 106(2) considering the
distinct constitutional and legislative provisions for aid in that sector. Even if
it could, however, this kind of approach would have been unthinkable in the
second phase. In formulating its judgment in Altmark, presumably the Court
also understood that in other sectors, Article 106(2) would still be available.
The immediate question was whether the rigour and specificity of Altmark
would be mirrored under Article 106(2), or would the permissive derogation

approach be maintained.

c) Initial Stasis

Immediately following Altmark, it appeared as though certain types of aid
would inevitably be cleared under Article 106(2) even when one or more of
the Altmark criteria were not satisfied. Although the Commission proceeded
to enforce several of the Altmark criteria, and most especially the third
criterion in particular, vigorously, it appeared that Article 106(2) would

continue to be applied permissively. BBC Digital Curriculum provides an

797 See (Pierce & Gellhorn), 1999, pp.134-144.
798 C-240/83 ADBHU [1985] ECR 531. Article 13 of Directive 75/439/EEC specified that the permitted cost
indemnities could take into account a ‘reasonable profit’.

240



example.” In that case, the Commission accepted as adequate the UK
government’s claim largely on the basis that the BBC would not receive all of
the money that it had requested for the service (by way of license fee), this
meant that the compensation was not proportionate under Article 106(2).800
This was despite the lack of any demonstration that the BBC’s costs were
those of a typical, well-run organisation. The same approach is apparent
elsewhere. Accordingly, compensation for credit unions in Scotland that
failed the fourth Altmark criteria was also cleared under Article 106(2).801
This was done on the basis that compensation would reflect net costs,

compliance with which would be systematically verified.

2. Elements of Disapplication Analysis post-Altmark
Implementation

a) Transparency and Proof

i. Transparency and Proof under Article 106(2) so as to Avoid State
Aid Control

The issue of transparency was not addressed on a standalone basis in the
2005 SGEI decision, but clearly, the detailed elaboration of the entrustment
requirement is relevant. The 2005 SGEI Decision expanded on the traditional
specificity by requiring that the act of entrustment must, in addition to
specifying duration, scope and nature, also include parameters for
‘calculating, controlling and reviewing compensation.’8? In addition, and
presumably with a view to better specifying the general interest, and
possibly minimising the dangers of regulatory capture, Member States were
‘encouraged’ to consult widely with respect to the SGEI mission. All of these
elements are taken forward into the 2012 SGEI Decision, with the addition of
a pointed evidential requirement, namely, that the act of entrustment must
make specific reference to the 2012 SGEI Decision. In addition there is
generic reliance on the observation of general cost accounting principles, for

undertakings providing services of general economic interest. The 2012 SGEI

799 State Aid No. N 37/2003, BBC Digital Curriculum

800 That included a requirement to maintain separate accounts and the general prohibition on the BBC using the
license fee for commercial purposes. See §55. Neither of those measures provides any reassurance that the
underlying service would be productively efficient.

801 C(2005)997 fin, §39

802 Commission Decision 2005/842/EC, Article 4(d)
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Decision retains those elements and introduces a new provision on
transparency for certain undertakings requiring the publication of the

amount of aid by year.8%

it. Transparency and Proof under Article 106(2) for State Aid
Compatibility

As already noted, the 2005 framework adopted the same approach to
entrustment as the 2005 SGEI framework decision, subject to the consultation
addendum and a standalone requirement for separate accounts for
undertakings providing several services. That is stated to be without
prejudice to the requirements of the Transparency Directive. The 2005
Framework takes a broadly similar approach with respect to the specification
of accounting and related requirements, which is maintained in the 2011
Framework. In addition, the 2011 SGEI Framework includes a new section
headed ‘“Transparency’. This introduces a publication obligation with respect
to consultation on the specification of the PSO, its details, and the amount of
funding.8%4 The 2011 Framework also creates new reporting requirements to
the Commission, including complaints as to non-compliance with its

terms.805

Perhaps more importantly for government failure purposes, and considering
the wider consideration of transparency in this chapter, the 2011 Framework
includes a provision to the effect that non-compliance with the provision of
the Transparency Directive means that the aid is regarded as affecting the
development of trade contrary to the interests of the Union.8% This is a very
significant change, creating precisely the kind of incentive necessary to
secure compliance with its terms. Such an amendment was not included in
the Transparency Directive, even when recast as Directive 2006/111/EC. The
Transparency Directive had been amended in the immediate wake of the
Altmark judgment to change the scope of covered undertakings, which had
been defined as including SGEI providers that were recipients of State aid.

Directive 2005/81/EC simply amended the Transparency Directive to bring

803 Commission Decision 2012/21/EU, Article 7
804 (2012/C8/03), §60

805 ibid., §62

806 ibid., §18
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within its terms SGEI providers that were in receipt of any form of public
service compensation.®” In turn, Directive 2006/111/EC was largely a
codification exercise.8® By contrast, through the consequences of non-
compliance, the 2011 Framework creates an essential and compelling

incentive long missing from the transparency regime at least for some SGEIs.

iii. The Residual Position on Transparency and Proof under Article
106(2)

With respect to the case law on transparency and proof in the period since
Altmark, there have been no fundamental changes. As such, absent the Court
of Justice reviving Ahmed Saeed or further legislative intervention, there
appears to be a significant gap between on the one hand, compensation that
falls within the 2012 SGEI decision or that is compatible with the 2011
Framework, and on the other hand, measures falling outside. Moreover, as
Deutsche Post demonstrated in the second phase, not even non-compliance
with sectoral legislation has led the Court to conclude that necessity could
not be established. As sectoral legislation has grown in terms of scope and
complexity, there is even less justification for not linking non-compliance to
the availability of Article 106(2), not least considering that much of the

legislation is in effect an iteration of the provision.

b) Necessity and Proportionality

i. Proportionality under Article 106(2) so as to Avoid State Aid
Control

In respect of the calculation of PSO compensation, the 2005 SGEI Decision
followed the third Altmark requirement by stipulating that all revenues
derived from the provision of the SGEI must be taken into account. It went
further by specifying that all of the variable costs of providing the SGEI
could be recovered in addition to a contribution to common costs and an
adequate return on capital.8% That could include a ‘reasonable” profit, which

was linked to that of the average of the “sector in recent years’.810 In line with

807 Article 2.1(d) as inserted by Directive 2005/81/EC

808 See recital 1 of Directive 2006/111/EC

809 Article 5 of Commission Decision 2005/842/EC

810 jbid., Article 5(4). Significantly, the 2005 Decision does not stipulate the return on capital must not exceed its
cost.
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a more economics-oriented approach, the concept of “profit’ was recast as ‘a
rate of return on capital’, for which recourse to benchmarking was
permitted.8!! Despite that, the approach to cost recovery remained indulgent.
Recital 11 confirmed that the permissible level of cost recovery for SGEIs
under Article 106(2) ‘should be taken as referring to the actual costs incurred
by the undertakings concerned’. As a result, in practice, cost recovery was
likely to be based on some form of fully distributed historic costs. This can be
contrasted with previously established methods of allowing for the recovery
of efficient costs only, such as long run incremental cost ('LRIC") models
deployed in telecommunications.8?> From the Commission’s perspective,
initial reserve was likely a pragmatic calculation both in terms of the
invasiveness of the intervention and the need to begin reform through the
introduction of elementary accounting principles ahead of more efficiency

oriented hybrid economic-accounting models such as LRIC.813

The 2012 SGEI Decision takes forward these requirements with some
additional detail and limitation. It rows back on the limits for compensation
that were declared compatible with Article 106(2) and in turn exempted from
notification under the 2005 SGEI Decision.814 Under the 2012 SGEI Decision,
allowable costs are limited to avoidable costs for undertakings providing
services in addition to the SGEL815 There is, however, no suggestion of any
limitation of costs to “efficiently incurred” costs only, even if in principle such
an approach can be reconciled with taking the modalities of PSO provision
(as expressed through entrustment) as a given. With respect to the cost of

capital, the 2012 Decision introduces a safe harbour that in all events, a rate

811 jbid.

812 These access-pricing models are designed to simulate marginal cost pricing. It should be acknowledged that in
the very early days of access price regulation in telecommunications, approaches such as those based on Fully
Distributed Historic Costs were initially permitted as a basis for calculating interconnection prices, but by 1998
were being criticised by the Commission as likely producing prices that were not efficient. See Commission
Recommendation 98/195/EC on interconnection in a liberalised telecommunications market. (O] L 73/42). More
generally, the treatment of common costs is frequently a major issue in the cost of SGEIs. On the nature of possible
alternatives (in the contest of test for cross-subsidies), see Hancher & Buendia Sierra, Cross-subsidization and EC Law,
CMLR 35: 901-945, 1998, pp.906-908.

813 Significantly, the 2005 Decision does not stipulate the return on capital needed to equal the cost of capital.

814 Article 2 of Commission Decision 2012/21/EU creates a general maximum for annualised compensation at €15
million.

815 ibid., Article 3(3). In practice this may result in less compensation than on a standalone cost basis.
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of return not greater than the relevant swap rate plus a specified premium is

reasonable.816

ii. Proportionality under Article 106(2) for State Aid Compatibility

The 2005 Framework adopted a more or less identical approach to the
proportionality of PSO compensation, including the same requirements with
respect to cost allocation as contained in the 2005 SGEI Decision. With
respect to the calculation of SGEI compensation, it provided that non-SGEI
activities must recover at least all of their variable costs, an appropriate
contribution to fixed common costs, and an adequate return.8” The 2011
SGEI Framework specifies an approach to the proportionality of PSO
compensation that is in keeping with the 2012 SGEI Decision. With respect to
the calculation of compensation, while expressly permitting compensation
based on expected costs and revenues, it ties the underlying assumptions to
validation by sectoral regulators and other independent agencies.88
Separately, and by way of further specification of the net avoidable cost
methodology, attention is drawn to telecommunications and postal
legislation as guidance.®! There is also, for the first time, some specificity
with respect to the allocation of common costs, but with sufficient flexibility
to accommodate any objective, rationally defensible method. There is also
greater nuance introduced in relation to the position on the rate of return,
with departures from the safe harbour identified in the 2012 SGEI decision
where the SGEI provider faces a meaningful commercial risk.820 Finally, the
2011 SGEI Framework provides that the act of entrustment itself must
include a mechanism for avoiding and repaying any overcompensation. The
2011 SGEI Framework also carries forward the 2005 approach with respect to
entrustment, but introduces an important new requirement targeting open-
ended mandates. It stipulates that in principle, entrustment should not

extend beyond the period necessary to depreciate the most significant assets

816 jbid., Article 5(7). Again reference to benchmarking is permitted where an approach based on a rate of return on
capital is not feasible.

817 (2005/C297/04), §16

818 (2012/C8/03), §23

819 ibid., §26

820 jbid., §38. This is where the SGEI provider is wholly indemnified through after the fact compensation.
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underpinning SGEI delivery.8?! From a government failure perspective this
is a significant intervention considering the sharpening of the position on

tendering also included in the 2011 SGEI Framework.82

The 2011 SGEI Framework introduces a very significant change with respect
to tendering. This links compatibility to actual or prospective compliance
with the applicable procurement rules.82*> The impact of this requirement
cannot be understated, even if a Member States avoids initial compliance
through promising future adherence. Furthermore, its potential effects must
be assessed considering that open-ended entrustment is no longer
acceptable. Given the ambiguity of the drafting, on one view, the tendering
requirement arises independently of the literal scope of the pertaining
procurement rules.82* Such an interpretation has, however, encountered
significant objections, which Geradin has justified with reference to the
General Court’s judgment in SIC.825 Those are that in SIC the General Court
appeared to rule out that non-compliance with tendering (absent a sectoral
obligation) could preclude reliance on Article 106(2), and that in any event,
the appropriate remedy for such non-compliance was regular enforcement
action by the Commission. Separately, and maybe more importantly, there
are likely to be insuperable objections to the Commission effectively

amending procurement law through Article 106(2) enforcement.

As against these objections, the Commission’s approach in paragraph 19 of
the 2011 SGEI Framework may well reflect two distinct but congruent
considerations. First, and as alluded to in Chapter 1, occasionally Article
106(2) has been deployed dynamically to take account of possible changes in
circumstances over time. As such, the Commission’s reserve position of

possibly extracting a future compliance commitment on procurement may be

821 ibid., §17

82 A similar requirement does not appear in the 2012 SGEI Decision.

82 (2012/C8/03), §19

824 From a literal perspective, the word “applicable’ in §19 may be crucial.

825 Geradin, Public Compensation for Services of General Economic Interest: An Analysis of the 2011 European Commission
Framework, Vol.2 ESaLQ 51 (2012). Case T-442/03 SIC v Commission [2008] ECR II 1161, §145-147, which relies on T-
17/02 Fred Olsen, § 238-239. Despite that, §238 of Fred Olsen appears to admit of the possibility of guidelines (at least
concerning Article 107) having such an effect. While the 2011 Framework could be regarded as an implementation
of Article 106(2), it is not an Article 106(3) directive or decision. Alternatively, while it may be treated as a set of
guidelines on the application of Article 107 when deploying Article 106(2) as the specific test for compatibility, not
even the procedural assimilation of Article 106(2) within the State aid rules (as typified by Banco Exterior) could be
said to have extinguished Article 106(2).
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both defensible and realisable in practice. Second, the Commission also has
the possibility of calibrating the ‘most economically advantage tender’
requirement in a way that addresses essential Member State concerns. While
two prominent sectors, namely land transport and public service
broadcasting, remain outside the scope of the 2011 SGEI Framework, and
even considering the safe harbours contained in the 2012 SGEI Decision for
other sectors, if the new procurement requirement included in paragraph 19
has teeth, then it is likely to have far reaching consequences for SGEI
provision.®2¢ It may result in greater recourse to market mechanisms for the
resolution of government failures in the design and calculation of SGEI

compensation.8?”

Finally, in the 2011 SGEI Framework, the Commission reserves its discretion
to impose additional requirements where the competitive distortions may
affect the development of trade contrary to the overall interests of the
Union.#?® This may serve to operationalise the requirements of the second
sentence of Article 106(2).82° From a proportionality perspective, the 2011
SGEI Framework contains an important stipulation with respect to
entrustment connected with special or exclusive rights. While
acknowledging that Article 106(1) remains the primary vehicle for dealing
with those matters, the Commission states that where the exclusive rights
provide for advantages not properly assessed according to the net cost
methodology, then the aid itself might not be deemed compatible.830
Although one step removed from the justification for the underlying special
or exclusive rights, this raises the question of whether such grants are not

capable of being interrogated on the same basis as direct PSO compensation.

826 In particular, considering that open-ended entrustment is effectively prohibited.

87 See Bartosch, editorial, EStaLQ, Issue: 01/2004, p.1, commenting in the immediate wake of Altmark on the
unlikelihood of the Member States ever taking that course unilaterally.

828 (2012/C8/03), Section 2.9

829 There are significant parallels with the attempts as part of the Refined Economic Approach to specify the
requirements concerning competition and the development of trade for State aid purposes.

80 (2012/C8/03), §57
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iti. The Residual Position on Necessity and Proportionality under
Article 106(2)

With relatively few cases reaching the European Courts on these issues since
Altmark, it is difficult to point to any emerging trend. Judgments such as
AG2R Prévoyance from 2011 tend to confirm that the generally
permissiveness nature of proportionality review that was characteristic of
the second phase is still enduring.®3! There, exclusive rights had been vested
in an undertaking with respect to the provision of supplementary cover for
workers in the French bakery sector. At issue in the case was the lack of a
mechanism that could be availed of by particular employers so as to secure
an exemption permitting them to purchase cover elsewhere for employees.
In considering that issue, the Court implicitly endorsed the necessity of
exclusive rights on the basis that competition would mean that AG2R
Prévoyance would “run the risk of defection of low-risk insured parties”. 832
As a result, it would end up with an increasing share of bad risks. This is
presented as conjecture only, there being no evidence relied upon by the
Court as to the gravity of that risk.833 The possible homogeneity of risk
profiles raised a general question about the necessity for exclusive rights, but
at minimum it may have pointed to the need for an exemption mechanism.
Despite that, the Court was not prepared to insist on such a requirement.8*
As a result, even the veneer of domestic supervision that was deemed
adequate in Albany, was found to have been permissibly jettisoned by the

French authorities in AG2R Prévoyance.

c) Efficiency
i. Efficiency under Article 106(2) so as to Avoid State Aid Control

It is perhaps efficiency, and in particular the issue of productive efficiency
that has witnessed the greatest change in the period since Altmark. That has

come about gradually, but with a general ratcheting up of pressure on the

81 C-437/09 AG2R Prévoyance

82 ibid., §77

83 Again, the elementary issue of the homogeneity of risk profiles is not considered properly.
834 §§75-81
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Member States to move towards tendering and to impose safeguards against
inefficiency.83 The 2005 SGEI Decision began that process tentatively, by
noting that in the context of determining a reasonable profit, the Member
States were free to introduce incentives in relation to quality and productive
efficiency.8%¢ That approach is carried forward into the 2012 SGEI Decision,
although the Commission is more prescriptive and requires that there must
be ‘balanced sharing” with respect to productive efficiency incentives where
they are introduced.??” It also clarifies that gains in productive efficiency

should not lead to a deterioration in the quality of output.?3

ii. Efficiency under Article 106(2) for State Aid Compatibility

The 2005 SGEI Framework replicates the 2005 SGEI Decision by including
the same provision with respect to the possible incentivisation of
improvements in productive efficiency. In the 2011 SGEI Framework, the
Commission tightens the position in relation to efficiency. It unveiled an
important new requirement by obliging the Member States to “introduce
incentives for the efficient provision of SGEIs of a high standard, unless they
can duly justify that it is not feasible or appropriate to do so.”8°
Understandably, Member States are allowed a broad discretion, with the
Commission citing non-limiting examples, subject to a requirement of
independent verification.840 Furthermore, the link to quality and in turn the
need for adequate specificity through entrustment is emphasised.84!
Separately, over-compensation is only permitted with respect to

performance in excess of expected efficiency gains.842

iti. The Residual Position on Efficiency under Article 106(2)

In the aftermath of Altmark, litigation before the General Court in particular
has confirmed the general permissibility of a much less exacting approach to

efficiency in line with the approach in FFSA in the second phase. In M6 and

85 Clearly, the desire is that Member States will resort to tendering.

83 Article 4 of Commission Decision 2005/842/EC

87 Article 5(6) of Commission Decision 2012/21/EU

88 ibid., recital 22. Obviously this then requires much greater surveillance of the nature of output by the SGEI
provider.

89 (2012/C8/03), §39

840 ibid., §42

841 ibid., §42, 43

842 ibid., §47
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TF1, the principle that compensation should not exceed the net costs of
service provision under Article 106(2) was endorsed, with the Court also
confirming that the issue of whether it could be performed at lower cost was
in principle irrelevant.843 According to the General Court the more general
issue of the provider’s efficiency was of no consequence for the purposes of
Article 106(2) in the absence of EU rules.?** While the result might in part be
explained as driven by the subject matter, namely broadcasting, the principle
was also applied by the General Court in 2012 in Brussels Hospitals.84> In that
case, the Court acknowledged that it had been confronted by a “theoretical’
argument to the effect that bad administration should not be compensated
through State aid, which the applicant had described as a ‘black hole
view’.84 The General Court did not engage with this objection except to
repeat the position established in M6 and TF1, and by asserting that in line
with FFSA, the choices made by the Member State with regard to the
efficiency of the SGEI provider could not be second-guessed.?4” This may
assume a degree of informed planning on the part of the Member States that
does not exist in practice. Finally, the third phase shows signs that the
manifest failure to meet demand doctrine still exists. It is referred to by the
Court of Justice in its judgment in AG2R Prévoyance, where it mentions that
lack of evidence of the relevant fund not meeting the requirements of

customers.848

3. Summary

From a government failure perspective, the third phase of disapplication
review does not just begin with Altmark; it is dominated by it. In the initial
aftermath of Altmark, it appeared that Article 106(2) would occupy the role of
sweeper by exonerating (at least to some degree) non-compliance with the

Altmark criteria. One result was that the potential of Article 106(2) to mitigate

843 Joined Cases T-568/08 and T-573/08 M6 and TFI [2010] ECR 11-03997

84 jbid., §§139-140

85 T-137/10 Coordination Bruxelloise D’institutions Sociales et de Santé (CBI) ECLL:EU:T:2012:584, §298. The
argument appears to have been far from theoretical. As Hancher and Sauter point out, the possibility of comparing
cost information between public and private hospitals was at least viable considering the commonality of many
regulatory obligations. See Hancher & Sauter, This won’t Hurt a Bit: the Commission’s Approach to Services of General
Economic Interest and State Aid to Hospitals, TILEC DP 2012-012, p.20.

846 T-237/10 CBI, §298

847 ibid., §300. The Court states that this was the position “as EU law now stands.”

848 C-437/09 AG2R Prévoyance, §72. The Court’s reliance on this point comes just before its consideration of the SGEI
issue.
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government failures at least continued in line with its second-phase
degradation, and in some respects, actually worsened. That was set to
change very dramatically, however. Using its Article 106(3) powers, the
Commission proceeded to implement, elaborate and extend the Altmark
principles in significant mitigation of government failure. Although that
revival is limited to one context, namely the funding of PSOs, it is so
comprehensive as to go beyond the remedial features of Article 106(2) in its
strict exception guise. In that regard, the Commission has displayed
considerable sophistication. In addition to the progressive tightening
between the exempting decisions, it has positioned the frameworks at the
cutting edge of a very pronounced strategy in mitigation of government
failure. While the first phase may have been characterised by a certitude (on
the part of both the Commission and the Court of Justice) borne of over-
simplification, the same cannot be said of either of the Altmark
implementation packages. This is exemplified by the nuance of the 2011
SGEI Framework. If anything, aspects of the Commission’s ambition have
had to be moderated by acknowledgments of just how far much SGEI
provision deviates from an optimum efficiency standard. A pressing
question that now arises is the sustainability of the residual position under
Article 106(2), which is still anchored in the precedent from the permissive

derogation phase.

E. Conclusion

In this chapter the extent of government failure tolerated under Article
106(2) has been demonstrated. The underlying assumption is that with
greater laxity in its enforcement, the extent to which government failure is
tolerated increases. The division of the analysis into three phases
demonstrates the variability of the position across those periods. The first
phase was characterised by a strong underpinning presumption with respect
to the efficacy of markets and the desirability of their integration. As
illustrated by Ahmed Saeed, that in turn led to a pronounced disinclination to

displace the competition rules. Although government failure may not have
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been a prominent or conscious concern, its prevention and mitigation was
the inevitable result. Simplifying matters, the critical conflict that Article
106(2) was intended to address never reached a resolution point in the first

phase.

Although the EU Courts continue to refer to Article 106(2) as a ‘strict
exception’, that ceased to be the reality as soon as the liberalisation of
network industries began.8® From the handing down of the judgment in
Corbeau, Article 106(2) was characterised by progressive laxity, with a
corresponding rise in the incidence of government failure. Although several
sectors were the subject of extensive regulation in that period, and while
underlying government failures were curtailed, the general approach under
Article 106(2) was one of considerable indulgence for SGEI providers. The
judgment in Corbeau unnecessarily introduced the amorphous ‘equilibrium’
formula, taking the focus off what was necessary to guarantee SGEI
provision as a distinct task. Separately, the judgments in Deutsche Post and
TNT Traco meant that the position on transparency and proof was effectively
reversed. Necessity review was attenuated and proportionality obscured by
the emergence of on-going uncertainty as to the applicable standard. The
second phase also saw an unqualified retreat by the Court on efficiency.
During that period, the Commission had further recourse to its Article 106(3)
powers, but its generic interventions remained timid, and served as a limited
corrective to the change of direction led by the Court of Justice. Article 106(2)

ceased to be a significant constraint on government failure for SGEIs.

The third phase of the analysis is focused on the post-Altmark environment
for the operation of Article 106(2). This comprises a picture of considerable
complexity and change brought about mainly by legislative intervention and
soft-law guidance. The approach of the Commission reflected in the Almunia
Package raises several difficulties. The first concerns those areas where
Article 106(2) is implicated, but which do not involve public service
compensation, whether classified as State aid or not. It would appear that

they continue to be governed by a permissive derogation version of Article

89 Buendia Sierra observes that as an exception Article 106(2) is ‘in theory’ to be interpreted strictly. (Buendia
Sierra, 2014), p.855
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106(2). The difference between this and the 2011 Framework is not just
significant, arguably, it is unsustainable. To take one example, the received
interpretation of FFSA prevents any assessment of efficiency, even by the
Commission, which is completely at variance with the multi-faceted
intervention and prescriptiveness introduced by the 2011 SGEI Framework
on this issue. Moreover, the justification for this differential treatment is not
apparent either for this or any other of the elements of disapplication review
considered in this chapter. This hardly assists with the overall clarity of
Article 106(2), or for that matter, overcoming its contingency. The possible
resolution of this profound anomaly raises difficult legal, political and

institutional challenges that are considered in the conclusions that follow.
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Part III

Synthesis and Proposals

254



Conclusions

A. Introduction

This research has been directed at answering two fundamental questions
concerning Article 106(2) that have not previously been the subject of
systematic inquiry. The first is whether or to what extent Article 106(2) acts
as the central mediation mechanism for SGEI claims. The second is whether
Article 106(2) operates as a strict exception. In both cases, the primary goal
has been to extract a comprehensive understanding of the workings of a
troublesome but intriguing Treaty provision. The centrality question has
been investigated using internal and external legal analysis of the provision.
The question of strictness has been explored using legal and economic
analysis. In summary, this research has shown that Article 106(2) is not the
central Treaty mediating mechanism for SGEIs that it could be, while the

strictness of Article 106(2) has been demonstrated to be highly variable.

This thesis is also tendered as a contribution to scholarship in the field as the
tirst systematic testing of the potential for the concepts of market failure and
government failure to illuminate the understanding of Article 106(2). It is
based on an initial dissection of market failure, an exercise not previously
undertaken by leading scholars who have suggested the potential
deployment of the concept to understand Article 106(2) better. That
exploration, and in particular, the pre-eminence of efficiency in the form of
maximising total welfare has also revealed the limitations of market failure
and the consequential need to interrogate disapplication review using a
related but distinct framework. For that purpose, government failure has
been deployed. It incorporates the essential mechanics of Article 106(2), but
adapted to the risks of government failure that are specific to it. Overall, this
thesis is a demonstration of both the potential and the limits of more
economics-informed analysis under Article 106(2). In addition, it provides

new insights into the operation of the manifest error standard.

In these conclusions, the key findings of the research are first restated. From

them, the answers to the two principal research questions are summarised

255



and a number of significant ancillary findings are highlighted. That is
followed by an assessment of the most significant implications of the
research. Those contribute to the formulation of a limited number of
proposals for the reorientation of Article 106(2). They are made largely with
a view to ensuring greater clarity and consistency. As will be apparent, there
is no simple formula for installing Article 106(2) both as the central

mediating mechanism for SGEIs and as a strict exception.

B. A Summary of the Analysis

Part1

In Chapter 1, the fundamental indeterminacy of Article 106(2) has been
explored. Such indeterminacy stems principally from the supposedly
‘principle free’ nature of the concept of SGEI and the disputed nature of
disapplication review.#0 Much of the indeterminacy of Article 106(2) is
driven by the fact that its operation is contested in the political realm in ways
that few other Treaty provisions are, and that no other competition-related
rule has been.8>! That is apparent in the intensity of political debate and
repeated revisiting of SGEIs, even though that has been through largely
inconclusive constitutional change. Efforts by the Commission to deflect
more substantive revisions have seen the formalisation of the concept of
SGEI around stylised delivery characteristics. It also led to the emergence of
control based on manifest error, which is potentially very variable. Efforts to
build a systematic account of the concept of SGEI in abstract terms such as
those tendered by Prosser, Ross, and Jlykke & Mgllgaard, appear to be too
general or limiting. Separately, although Sauter and Schepel’s pre-emption
based account of proportionality is revealing, when it is interrogated, it
looses some of its cogency. In particular, the nature of the legislative
intervention necessary to produce pre-emption is unclear, the question of the

relevant field is debatable, and the empirical outcomes mixed. It does,

850 See T-289/03 BUPA, §165
851 State aid has of course been the subject of prolonged debate but without the same constitutional dimension that
has characterised the SGEI controversy.
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however, make an invaluable contribution in drawing attention to the
importance of the evidential record before the Court. The overall conclusion
of Chapter 1 is that Article 106(2) is indeterminate in several critical respects.
At the very least, that places a question mark over the suitability of Article

106(2) to fulfil the role of central Treaty mediation mechanism for SGEIs.

In Chapter 2, the phenomenon of Article 106(2)’s contingency was explored.
That contingency is apparent in the different ways in which Article 106(2) is
bypassed. These include the development of a number of interpretative
devices leading to the avoidance of Article 106(2). The exercise of public
authority and the solidarity exemptions preclude the treatment of certain
activity as economic in specific circumstances. Arguably, Article 106(2) could
have been deployed in many of those instances, at least in the sense that
SGEI claims were viable on the facts. Instead, Article 106(2) has endured
protracted uncertainty in relation to its direct effect, and has been
increasingly subordinated to the State aid regime. By contrast, the free
movement derogations have been comparatively much less restricted in
terms of availability and scope. Unsurprisingly, that has led to a seeming
preference for their deployment over Article 106(2). Separately, the judgment
in Altmark formalises that phenomenon by introducing a proxy for Article
106(2). In the aggregate, Article 106(2) has failed to emerge as an iiber-

exemption for SGEI claims.

In summary, Chapters 1 and 2 do not support a view of Article 106(2) as the
central mediating mechanism for SGEI claims. Instead, they reveal
considerable indeterminacy and contingency, meaning that Article 106(2) is
ousted from the resolution of many disputes where SGEI claims are at least
viable. Although Advocate General Léger advanced the argument for Article
106(2) to operate as a central mediating mechanism for SGEIs very forcefully
in Altmark, the exemption had failed to occupy that position well before the
subsequent judgment of the Court of Justice. While it would be simplistic to
attribute that contingency in all of its manifestations to the indeterminacy of

Article 106(2), it is difficult to see how an exemption that displays such
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uncertainty (not least as to SGEI qualification and proportionality review)

could fulfil a central mediating role for SGEISs.

Part II

Chapter 3 made the case for using economics-informed legal analysis in
order to test whether Article 106(2) is a strict exception. That question is in
turn sub-divided between an assessment of how activities qualify as SGEIs,
and separately, a consideration of the disapplication of other Treaty rules.
With respect to the former, it was argued that since the Treaty relies on
markets as a default form of economic organisation, it would be instructive
to identify those situations in which the economic thinking underpinning
markets postulates suboptimal outcomes. That is provided by the theory of
market failure, which is derived from departures from the assumptions
underpinning the modelling of a perfectly efficient economy. The principal
forms of market failure are shown to be relatively settled and coherent.
Despite that, of itself, and in particular considering the efficiency limitation,
the theory of market failure is an insufficient basis for an economics-
informed analysis of Article 106(2). That led to the proposed use of
government failure as the second analytical framework. It is a part-analogue
to the concept of market failure and is concerned with the case for and the
efficacy of government interventions. Considering the particular forms of
government failure to which SGEIs may be prone, it was proposed to track
disapplication review across three dimensions, namely, transparency and
proof, necessity and proportionality, and efficiency. That was to be
undertaken across three time phases demarcated by the Corbeau and Altmark

judgments.

Chapter 4 is the first part of empirical testing of the strictness of SGEI. Using
the concept of market failure, that was undertaken with respect to
telecommunications, = environmental protection and  broadcasting.
Surprisingly, market failure has not been prominent in the SGEI analysis of
classic USOs in telecommunications. It has, however, been to the fore in the
Commission’s approach to Member State funding of broadband under the

State aid rules, albeit in a less than pure form. Confusingly, and given the
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frequent equation of PSOs and SGEIs post-Altmark, that has led the General
Court to pronounce that the verification of a market failure is a prerequisite
to the existence of an SGEI.852 In relation to the environment, a lax approach
to SGEI qualification has given way to quite forensic use of market failure
concepts to interrogate general interest claims. Significantly, the
constitutionalisation of the polluter-pays principle has provided critical
impetus for the deployment of market failure concepts in this field, where
they are applied strictly. By contrast with the environmental arena, in
broadcasting, and specifically in relation to PSB, market-counterfactual
analysis has been largely ousted. Although the economics-inspired merit
goods argument remains viable, the General Court has -effectively
disconnected PSB dimensioning from market provision. There is, however,
fairly extensive recourse to market failure concepts in the context of the
Commission’s approach to digitalisation, where in turn, generalised SGEI
arguments have been given short-shrift. Overall, the use of market failure as

a negative filter for SGEI qualification emerges.

Chapter 5 is the empirical demonstration of government failure over three
time phases. The early stages of Article 106(2)'s application was
characterised by a reflexive concern to ensure that its application did not
undermine the internal market project given the breadth of the exemption.
As such, Article 106(2) acted as a brake on government failure with respect
to SGEIs. That, however, was in the context of resolving cases where the
issues of necessity and proportionality were not engaged in a critical way. As
soon as the Court was confronted with difficult distributional and cohesion
issues in cases such as Corbeau, it became clear that Article 106(2) would not
continue to be operated as a strict exception. The second phase of
disapplication review was also characterised by a retreat by the Court of
Justice on the issues of information and proof. More generally, the Court
appeared to abandon any general presumption against the ousting of
markets, driven in part by being confronted with more difficult
distributional and cohesion questions. By contrast, the third phase running

from the Altmark judgment is characterised by the partial revival of Article

852 See T-79/10 Colt, §154
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106(2) as a strict exception through the adoption of progressively stricter
frameworks in respect of its application to funding for PSOs falling outside
the companion exemption decisions.85® In aggregate terms, this leads to a

very mixed picture with respect to the strictness of disapplication review.

In summary, having made the case in Chapter 3 for economics-informed
analysis of Article 106(2), its strictness has been tested on that basis in
Chapters 4 and 5. That has revealed significant variability in the strictness
with which Article 106(2) has operated. With respect to SGEI verification,
manifest error scrutiny has been shown to be strict in several instances, not
least with respect to market failure claims. That said, those cases are few in
number, and as considered in the following section, they need to be seen in
context. Separately, with respect to disapplication review, the position
appears to have gone full circle. Initial rigour yielded to pliability in the
second phase. The third phase appears to confirm that absent an Ahmed Saeed
type approach, Article 106(2) is only capable of operating as a strict
exception where it is the subject of detailed implementation aimed at
securing such an outcome. The Monti-Kroes and Almunia packages
demonstrate the nature of that challenge and are in effect systems of quasi-

utility regulation for PSO funding.

C. Interpreting the Research Findings

1. The Principal Research Questions Answered

a) Article 106(2)'s Application is so Contingent that it is Not the Central
Treaty Mechanism for SGEIs that it Could Be Ratione Materiae

The first research question concerned whether Article 106(2) operates as the
central mediating mechanism for SGEIs. This has been addressed in Part I,
comprising Chapters 1 and 2. In overall terms, this thesis has demonstrated
that far from being a central mediating mechanism for SGEIs, Article 106(2)

is contingent and has been side-lined in many different ways. There is little

8% Commission Decision 2005/842/EC, Commission Decision 2012/21/EU. Under the Almunia Package, there is
also the possibility of falling within Commission Regulation 360/2012/EU on de minimis aid for SGElIs.
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doubt that the politically contested nature of Article 106(2), not shared with
any other competition related rule, other than Article 107, has had a very
significant impact on its potential use as a central Treaty mediating
mechanism for SGEIs. Key to the demonstration of contingency has been the
‘external” account of Article 106(2) developed in Chapter 2. Through wider
contextualisation a clearer understanding of its operation emerges. As such,
the demonstration of Article 106(2)’'s contingency is also presented as a

significant new contribution to its understanding.

While the formal demonstration of Article 106(2)'s contingency was
undertaken in Chapter 2, that contingency is also revealed by the testing of
Article 106(2)’s strictness in Part II of the thesis. In particular, that is apparent
from the analysis undertaken in Chapter 4. In both the telecommunications
and broadcasting sectors, there is extensive reliance on the concept of market
failure under Article 107(3) in preference to the deployment of Article 106(2).
By contrast, in the environmental arena, for example, in German Ecological
Reserves, the Commission referred to the lack of directly relevant State aid
guidelines as a reason for preferring the deployment of Article 106(2).85* The
clear implication was that if, as in the WRAP Newsprint decision, there had
been such guidelines, then the Commission would have instead applied
them. As a result, contingency is a dominant theme in this critique, partially
driven by Article 106(2)'s own indeterminacy, but perhaps more so by a
wider control strategy on the part of the Commission. It has long understood
Article 106(2) as a significant potential threat to its own administrative

monopoly with respect to the compatibility analysis of State aid.

b) Article 106(2)’s Strictness Displays Pronounced Variability

The second research question focused on whether the consistent
characterisation of Article 106(2) as a strict exception is accurate.?> This is
addressed in Part II of the thesis, comprising Chapters 3, 4 and 5. For
analytical purposes, the question of Article 106(2)’'s strictness was split

between SGEI verification and disapplication review. The position under

8% NN 8/2009, German Ecological Reserves, §59

8% Baquero Cruz has pointed out that initially, the strict exception moniker was applied to the formal requirements
of Article 106(2), in particular, with respect to the entrustment requirement before morphing into a description for
the operation of the provision in all of its facets. (Baquero Cruz, 2005) p.176
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each is complex, and by no means uniform. The starting point of the analysis
for SGEI verification is that in principle any general interest is capable of
accommodation under Article 106(2). Despite that, this research discloses
considerable strictness in the Commission’s verification of SGEIs in two
instances in particular. The first concerns the making of market failure
claims, which as highlighted in the environmental arena, is both technical
and strict. The second are those instances where for strategic reasons the
Commission takes a very prescriptive approach to what is a permissible
SGEL That is typified by the Commission’s approach to public support for
the establishment of broadband telecommunications networks. As against

this, with respect to PSBs, SGEI verification is ‘light touch’.

Despite the position as revealed by this research, there is reason to consider
that a generally permissive approach to SGEI verification holds good,
notwithstanding the Commission’s approach in Spanish DTT Conversion.
There are two main reasons for this. First, the concession of an activity as an
SGEI may be viewed as costless if one of the other conditions of Article
106(2) is not satisfied. Second, and related to that is an enduring assumption
that rigorous proportionality review is a good substitute for strict SGEI
control. Surprisingly, even the 2011 SGEI Framework proceeds on that basis.
In it, the Commission refers to a situation where entrustment occurs without
competitive selection, “where very similar services are already provided or
can be expected to be provided in the near future in the absence of an
SGEL”8% The Commission might have been expected to take the position
that such services would not qualify as an SGEI on the basis of manifest
error. Instead, and with very deliberate reference to the Member State’s
“wide margin of appreciation” in SGEI definition, the Commission suggests
the possibility of intervening to reduce the amount of aid so as to reduce
competitive distortions.8” This makes little sense. Where market provision is
adequate (in the sense of conforming to the desired social outcome), then

there is no case for any State aid at all.

8% (2012/C8/03), §56
857 The Commission then refers to possible foreclosure where such services are provided below the costs of any
actual provider.
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With respect to disapplication review, the position concerning strictness
emerges more clearly. Article 106(2) operated only briefly as a strict
exception before collapsing into a permissive derogation in the face of the
liberalisation of network industries and other sectors implicating sensitive
distributional goals. For the purposes of disapplication review, the potential
for Article 106(2) to operate as a strict exception depends on either of two
possibilities that are capable of operating in tandem. The first is strictness
predicated on detailed legislative or soft-law implementation. The second is
a judicial presumption against the ousting of markets, an appreciation of the
criticality of informational problems as key to disapplication review, and the
drawing of appropriate inferences in the event of the failure to bring forward
the requisite evidence.8”® Despite a promising start in Ahmed Saeed,
ultimately, the Court lost its way until Altmark created the conditions for a
collateral but partial revival of Article 106(2). As a result, the answer to the
second research question with respect to disapplication review is that Article
106(2) operates as a strict exception, but only for PSO compensation, with the
residual position concerning disapplication review best characterised as
permissive. That is separate and apart from sectors where Article 106(2) has

been implemented through specific legislation.

2. Significant Incidental Findings

a) Centrality and Strictness are Inextricably Linked

Although the two principal research questions were formulated
independently of each other, the research outcomes reveal an underlying
interconnectedness. While Chapter 2 has exposed the limitation of Article
106(2) ratione materiae, the viability of a more central mediating role may
necessitate a less than strict approach to proportionality. To some degree, the
early positioning of Article 106(2) as a strict exception could explain the
curtailment of its scope just after Article 106(2) emerged from the morass
concerning direct effect. The development of the solidarity exemption might
be said to illustrate that difficulty. The Court of Justice may have been

concerned that in those cases the application of a strict proportionality

8% Sometimes that may be linked to compliance with sectoral legislation.
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standard would have led to the inevitable invalidation of certain Member
State interventions. Given the choice between weakening or avoiding Article
106(2), it may have appeared more expedient for the Court of Justice to by-
pass it.3% More recently, in cases such as Albany and AG2R Prévoyance, the
Court applied Article 106(2), when it could conceivably have relied on the
solidarity exclusion. As highlighted in Chapter 5, however, the intensity of
the underlying disapplication review in both of those cases was weak. As a
result, any expansion of Article 106(2) ratione materiae through jettisoning the
solidarity exemption may make no practical difference in terms of the

outcome, at least in the initial stages of that extension.80

b) Pre-emption is a Revealing but Incomplete Explanation of the Nature
of Proportionality Review

While recognising the ingenuity of Sauter and Schepel’s contribution, this
research doubts the ultimate reliability of their pre-emption based account of
proportionality review. There is uncertainty as to what form pre-emption
should take, potential difficulty concerning the identification of the relevant
field, and a number of cases that upon careful review, do not appear to
support the hypothesis. 8! Nevertheless, Sauter and Schepel’s account might
be understood as directing a focus on the evidential record before the Court
of Justice. In particular, that record may help reassure the Court as to the
likely consequences of it striking down certain measures. That is especially
the case where legislation or travaux preparatoire appears to point the way in
terms of less restrictive means. Separately, there is resistance on the part of
the Court of Justice to intervening invasively in certain sectors, including

health and insurance, which can only be explained by political sensitivities.

8% This possibility is admittedly speculative. Clearly, the Court of Justice has wider considerations to balance when
considering the scope of the competition rules.

80 Jt is, however, conceivable that in reducing reliance on the solidarity exception, the Court of Justice prefers to
initially give comfort by finding that although the activity is economic, the provider is entrusted with an SGEIL It
then applies Article 106(2) in a lax manner with respect to necessity and proportionality, but with a view to much
more rigorous deployment in later cases.

861 Although adhering to the pre-emption hypothesis, in a recent monograph, very fairly, Sauter acknowledges that
he had not found any case where the Court had applied “a strict test explicitly on account of the degree to which
the field has been harmonized.” (Sauter, 2015), p.66

264



c¢) Manifest Error Control for Market Failures as a Basis for General
Interest Interventions is not Marginal

In addition to answering the two primary research questions, this research
makes a contribution to the understanding of Article 106(2) through assisting
with explaining the operation of the manifest error standard for SGEI
verification. It reveals that although frequently described as “marginal” (with
the connotation that it is not invasive), with respect to market failure claims,
manifest error control is intensive. In the sectors that have been reviewed, it
is clear that when it comes to market failure, the Member States are not
accorded any special consideration. The Commission applies conventional
economic analysis, with only classic market failures being recognised and
with more or less de novo investigation of whether the supporting
circumstances are present. That is hardly ‘marginal’ review. Separately, it is
important to emphasise that the mere existence of market failures does not
suffice unless their operation is disabling in a material way. That may not be
the case because of their immateriality or because there is some effective
market based workaround. That is an important qualification given the

frequent claims that market failures are ubiquitous.862

The position as established with respect to market failure in this thesis raises
a more general question as to the potential role of market failure under
Article 106(2). It is not suggested that the existence of a market failure
without more justifies qualification under Article 106(2), although it does
raise the question of whether the authorisation of activity that has market
failure characteristics (such as the operation of a natural monopoly) should
qualify it as an SGEI The conventional analysis would be that it should not,
absent an act of entrustment that specifies particular tasks. That, however,
might be questioned on the basis that invariably those tasks simply evidence
the existence of an underlying reason (in the general interest) to regulate an
activity in a particular way, such for example as the conferral of exclusive

rights on a natural monopoly provider. Judgments such as BUPA suggest

862 See generally (Stiglitz, 1994), Ch.3.
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that in certain situations, the mere authorisation of activity is capable of
amounting to entrustment. Furthermore, the approach taken by the
Commission in German Ecological Reserves and Dutch Ecological Reserves
perhaps signals greater openness to more diffuse public benefits qualifying

as SGEIs in the presence of underlying market failures.

d) The Gap between Disapplication Review for PSO Funding and other
Instances of the Application of Article 106(2) is Widening

As documented in Chapter 5, the third phase of disapplication review is
characterised by a reorientation of Article 106(2) back towards operating as a
strict exception for PSO compensation. Moreover, there has been a further
tightening of the approach to disapplication review as between the Monti-
Kroes and Almunia packages. The gap in terms of strictness between the
second phase of disapplication review beginning with Corbeau and the
regime now prescribed for PSOs in the 2011 SGEI Framework is striking. The
variance in the position with respect to efficiency is especially vivid. The
formalisation of that variance can serve only to draw more attention to why
the default position under Article 106(2), including with respect to the grant

of special or exclusive rights, should continue to be so lax.

3. Research Limitations and Follow-up Research Opportunities

a) Limitations of this Research

A principal choice that was made early in this research was the deployment
of market failure in its conventional efficiency-derived form. While, this
undoubtedly limited the number of SGEIs that could be interrogated, it
entailed an important analytical advantage given the relatively settled forms
of market failure and the potential for their verification.®®3 Moreover, the
testing of market failure could proceed directly from the economic theory
because of its relatively settled forms. This research was also concentrated on
three sectors only, although telecommunications, the environment and
broadcasting were selected because of the variety of market failures that they

exhibit. The focus on market failures (strictly defined) also means that only a

863 A complication in that regard is the divergence between the conventional economic meaning of the term ‘market
failure” and the wider colloquial use of the term to signify inadequacy.
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portion of SGEI claims have been critiqued. As a result, this requires some
moderation in the interpretation of the overall position with respect to SGEI
verification as indicated above. Separately, and as outlined in Chapter 3, the
concept of government failure suffers from significant indeterminacy. For
the purposes of testing disapplication review on a systematic basis, it was
necessary to reconcile the mechanics of Article 106(2) with insights from
government failure scholarship in so far as its underlying concerns could be
expected to be manifest in the efficacy of SGEI design and delivery.
Nevertheless, the advantage of the temporal analysis of government failure
undertaken in Chapter 5 is that given the constancy of the investigation
parameters (transparency and proof, necessity and proportionality and

efficiency), it allows for the elucidation of an overall trend.

b) Follow-up Research Opportunities

Emerging from this research, a number of general and specific issues arise
that warrant further research. This work highlights the problem of
concurrent or overlapping derogation mechanisms with no obvious method
of selecting between them in terms of priority. It is an issue that would
justify systematic research across the Treaty. Such an inquiry may also help
address the provocative claim by Davies that Article 106 is a generally
redundant provision.8¢* Although, he concedes that Article 106(2) may have
more utility than Article 106(1), he contends that the accommodation of
general interest justifications under Article 101 and 102 means that Article

106(2) adds nothing to the analysis.?65

Separately, this research draws attention to the fundamental incoherence of
the concepts of the exercise of official and public authority developed by the
Court of Justice, which are predicated on a fossilised view of the state. The
difficulties posed by the official authority exemption are exposed
comprehensively and persuasively by the opinion of Advocate General Cruz
Villalén in Belgian Notaries. In suggesting further research in this area, the
challenges are not underestimated considering the acute political

contestation of the proper role and functions of the state that emerges in part

864 (Davies, 2009)
865 ibid., pp.562-581
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from the exploration of government failure scholarship in Chapter 3. The
federal dimension presented by EU law is a further complication in that

regard.

D. Implications of the Research Findings

1. A Single Strict Proportionality Standard under Article 106(2) is
Not Viable

The fundamental challenge inherent in the operation of Article 106(2) as a
strict exception is the requirement for prescriptiveness to that end. This is
borne out by the experience of several of the regulated sectors, among which
the situation in relation to telecommunications has featured prominently in
this research. More recently, the need for such specificity is reflected in the
Monti-Kroes and Almunia packages. All of this underscores the prescience
of one of the early rationales for denying Article 106(2) direct effect, namely,
that it required implementation by the Commission through recourse to its
Article 106(3) powers.8%¢ The alternative is that the regular legislative
processes be relied upon, as was the case in several sectors, with Article

106(2) implemented through detailed sectoral rules.

While this research has revealed the need for prescriptiveness in order that
Article 106(2) operate as a strict exception, that is not the only way that it
could have been operated in that manner. While the Court’s initial
characterisation of Article 106(2) as a strict exception may have been naive to
some degree, at least for the first phase leading up to Corbeau, it showed an
awareness of the criticality of information asymmetries and tailored
disapplication review accordingly. In particular, through directing in Ahmed
Saeed that a negative inference be drawn from the lack of appropriate
evidence, the Court was ensuring that Article 106(2) could not be played as

an opaque trump card.

In more general terms, absent detailed legislative prescription, there are two

fundamental limitations on the ability to deploy Article 106(2) in a very strict

86 For example, AG Mayras in C-127/73 BRT v SABAM II
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manner. The first concerns the potential impact of the outcome of
disapplication review on the fiscal position of the Member States, and the
second concerns the question of the value judgments that may be inherent in
the choices of means used to deliver a particular SGEI. Either may have
implications for the selection of the least restrictive means, at least from an
economic perspective. While occasionally the issue of fiscal impact has been
acknowledged by the Court in the context of free movement analysis as a
relevant (but by no means dispositive consideration), it is frequently just as
significant in SGEI design. In cases such as Ambulanz Gléckner it was to the

fore in the Court of Justice’s Article 106(2) assessment.8¢”

With respect to the fiscal constraint, the optimal (that is, the least distorting
in economic terms) method of implementing a distributional goal may
involve direct financial assistance to users so that they are in a position to
secure an SGEI on market terms that would otherwise be unaffordable. The
alternative may be regulation, which internalises the costs of SGEI provision
within a sector, without requiring direct financing from taxation. As a result,
there is a “fiscal constraint” that will always limit proportionality review such
that in practice it may not be feasible to insist on the deployment of the least
restrictive means possible.8%® This is to be contrasted with the position for
PSO compensation. With respect to it, the Member States are prepared to
provide monetary transfers and the EU concern is that such compensation

may be excessive thereby giving rise to competitive distortions.

The second difficulty presented by proportionality review (and in particular,
any insistence on the systematic deployment of the least restrictive means)
concerns the value judgments and possible political implications of the
choice of means of achieving redistribution.?¢® Frequently, SGEI design
generates difficult questions about the optimal means of effecting

distribution, and in particular, whether an SGEI would be much more

867 See for example, C-372/04 Watts, §72

88 With many Member States facing acute deficit problems, proportionality review under Article 106(2) that results
in new on-going costs for the Member States is unlikely to be welcome.

869 See Lewinsohn-Zamir, In Defense of Redistribution Through Private Law, 91 Minn. L. Rev. 326 (2006-2007), which
although dealing with a private law context, nevertheless, is an insightful consideration of the nature and effects of
alternative means of redistribution going beyond a mere consideration of outcomes.
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efficacious if it was more limited and less generally available.8”0 That
question is reflected in lively academic disagreement concerning whether the
breadth of entitlements (for example, their universality) has an impact on on-
going political support for the provision of public services in particular.8’t As
a result, while the Commission may be able to point to a more progressive
system of redistribution, if that involves a departure from the concept of
universality, then it is difficult to see how the Commission can impose such
an approach absent EU legislation precluding that choice. This will be

referred to as the “eligibility” constraint.

2. The Contingency of Article 106(2) is Largely Irreversible

As set out in Chapter 2, the contingency of Article 106(2) flows in part from a
number of long-standing doctrinal inventions by the Court of Justice.
Among them, the public authority and solidarity exemptions are very
significant. Although both have been shown to be problematic, and each
would appear to encroach on territory that Article 106(2) could occupy (in
the sense that SGEI claims were viable in many of the cases considered), the
question arises as to whether a change of approach would make any
meaningful difference to the actual outcome of cases. The experience in
Albany and AG2R Prévoyance suggests not. In more practical terms, it seems
that a modus vivendi of sorts has been arrived at, at least by the Commission,
with respect to the deployment of Article 106(2) in the context of State aid
enforcement. Where possible, general interest claims are usually analysed by
reference to sectoral guidelines under the State aid rules, with Article 106(2)
having a sweeper role. While that adds to the relegation of Article 106(2), on

administrative grounds alone, it is difficult to fault.

Although it may not be feasible to abandon the official authority and
solidarity exemptions, it might be possible to at least carve out certain
situations from them, in particular, where there is an underlying efficiency

derived market failure. Their presence is striking in several of the public

870 See generally, Le Grand, The Strategy of Equality, 1982, for the argument that certain public services are
disproportionately accessed by and benefit the middle classes.

871 See Moene & Wallerstein, Targeting and Political Support for Welfare Spending, Economics of Governance, 2001,
Vol.2(1), pp.3-24
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authority cases considered. While it is clear that many exercises of public
authority do not implicate market failures, where they do, then arguably the
underlying activity should be treated as economic. The position with respect
to the solidarity exemption is more complicated since by definition those
cases do not usually implicate market failures. Although the argument has
been made that those instances are susceptible to scrutiny under Article
106(2), there is usually no avoiding the need for appropriate proportionality
review. As previously indicated, in that regard, a uniform strict standard is
not feasible, although as considered below, such an approach is defensible
for new special or exclusive rights, subject to the fiscal and eligibility

constraints.

3. Greater Deference is Required from the Commission in the
Supervision of General Interest Interventions that are not Market
Failure related.

This observation stems in part from the finding of this research that
manifest-error control is far from marginal or deferential when it comes to
the existence of market failures. That might be justified on the basis that
market failure is an objective economic concept, the verification of which is
not something where special deference to the Member States is warranted.
That stance is much more difficult to sustain with respect to cohesional goals
and even more so with respect to distributional objectives. As Majone
observes, the making of distributional choices is very closely linked to
accountability within domestic political systems.”? By contrast, market
failure questions are more appropriate for technocratic resolution. As a
result, the Commission lacks the political legitimacy to engage in direct

second-guessing of a Member State’s distributional choices.873

Arguably active supervision of distributional choices made by the Member
States has been a strategic blunder on the part of the Commission. In that
regard, an approach based on requiring SGEIs to be progressive from an

income perspective looks very challenging for the Commission to impose, as

872 Majone, From the Positive to the Regulatory State: Causes and Consequences of Changes in the Mode of Governance, Jnl.
Publ. Pol., 17,2, 139-167, p.162 (1997)
873 That is not to say that many Commission interventions do not have distributional impacts, but frequently they
are secondary effects, no matter how significant. Such interventions appear to be qualitatively different from direct
questioning of distributional choices.
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it effectively did in Dutch Social Housing. It is very difficult to regard that
level of supervision as marginal. It might be argued that the Commission did
no more than to require (through negotiation) that the Netherlands be
internally consistent, by linking eligibility to thresholds under social welfare
law. The problem with this approach is that it inevitably relegates the other
policy concern of the Netherlands, namely ensuring a wider mix of tenants
of varying socio-economic circumstances, and treats it as a less worthy
general interest objective. The Commission lacks the political legitimacy
necessary to engage in this type of supervision.8’4 Intensive scrutiny also
appears to be at odds with the sort of value diversity that is recognised in
other areas of EU law, not least in relation to the free movement derogation
mechanisms.8”5 As such, the Commission may need to step back in relation

to those issues.

E. Proposals for a Reorientation of Article 106(2) in the Light of

the Research Findings and their Implications

In making these proposals, the objective is not to reorient Article 106(2) so
that it is both central and strict for SGEIs claims. As already outlined, much
of its contingency may not be capable of being undone, while across the
board strictness is not feasible or justifiable in practice. Instead, the emphasis
in these proposals is more on clarity and consistency. In making them, it
must be borne in mind that in substance Article 106(2) has been
implemented in many sectors, both through Article 106(3) interventions and
also by means of ordinary legislation. Separately, the Commission has
comprehensively targeted the ‘low hanging fruit’ in the form of PSO
compensation through the adoption of the Monti-Kroes and Almunia
packages. The issue of the granting of special or exclusive rights is the only

significant area where (assuming no sectoral legislation) Article 106(2) may

874 See contra, Heide-Jorgensen, Private Distortions of Competition and SSGIs, in (Neergaard, 2013), pp.305-306,
where she describes the approach of the Commission as “flexible’.
85 On that issue see, Lenaerts, Defining the Concept of ‘Services of General Economic Interest’ in Light of the ‘Checks and

Balances” Set Out in the EU Treaties, Jurisprudencija, 2012, 19(4), p.1255, fn. 35, relying on the judgment in Joined
Cases C-570/07 and C-571/07 Blanco Pérez and Chao Gémez [2010] ECR 1-4629.
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be engaged and where greater strictness may be justified. As a result, a
proposal previously made by Buendia Sierra concerning them is endorsed

below.

1. Clarify the Nature of Manifest Error Control under article 106(2)

This research has cast some essential light on the nature of manifest error
control under Article 106(2). While the economic analysis of SGEI
verification used the concept of market failure as the interrogative
framework, given the sectors considered and the diversity of general interest
goals, this allowed for the extraction of a more general picture. In this
regard, the Commission’s approach to market failures under Article 106(2)
mirrors that under Article 107(3)(c). It is based mainly on a small number of
efficiency-limiting market failures taking known forms, the verification of

which is strict.

While the Commission may prefer to avoid any formal elaboration of its
overall approach to SGEI verification, such clarification seems unavoidable.
There are signs that the Member States are frustrated by the seeming
randomness of outcomes under the manifest error test for Article 106(2).
Understandably, they tend to emphasise what the Court of Justice has said
about their margin of appreciation, often backed up by pre-emption type
claims concerning the lack of EU legislative competence.87¢ If unaddressed,
this consternation may re-ignite the constitutional debate on SGEIs. As a
result, the Commission needs to become much more explicit about the role of

market failure under Article 106(2).

If the Commission is to clarify the role of market failure under Article 106(2),
then it must, necessarily become more exacting about its use of the term
‘market failure’. This is especially the case if, as revealed by this research, the
verification of the existence of market failures is subject to very strict
supervision under the manifest error test. While the Commission has been
quite precise (and orthodox) in its deployment of market failure concepts

under the State aid rules, in certain areas - including for broadband funding -

876 See, for example, the arguments advanced by Germany in T-295/12 Germany v Commission, §43 et seq., by way of
challenge to Commission Decision 2012/484/EU Tierkorperbeseitigung.
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it has used market failure terminology more loosely. In particular, it has
rolled up the realisation of cohesion goals into the concept of market
failure.8”7 Clarification of the nature of the manifest error test, and in
particular, confirmation of the actual position with respect to market failures,
would also necessitate the clarification of the position as to other general
interest objectives. Furthermore, it entails confirming the issues on which
deference might be complete, partial, or as has been shown for market
failures, non-existent. This could debunk Article 106(2) control of SGEI
verification as marginal, but in any event, that characterisation now strains

credulity.

2. Establish Market Counterfactuals as the Basis of SGEI
Verification

This proposal is very closely linked with the first in that it effectively
comprises the benchmark against which the existence of an SGEI should be
determined. A claim that a market failure exists is a technical claim that a
market is not capable of existing or functioning on terms that tend to
maximise efficiency. That is distinct from a claim that a market does not
operate on terms that are socially or politically acceptable. Nevertheless, the
starting point in both instances under Article 106(2) should be to take a view
on the performance of markets absent a contemplated intervention. Coherent
SGEI analysis requires greater attention to whether outcomes diverge from
actual or prospective market outcomes and in turn, whether the particular

tasks assigned make a contribution to their realisation.

The need to test SGEI verification by reference to market provision is
axiomatic. It is an unavoidable starting point if, as is submitted, Article
106(2) is in substance about the justification for intervention intended to
produce outcomes that are different to those produced by markets. The
justification for a market counterfactual default has been explored in Chapter
3 by way of general justification for reliance on the concepts of market and
government failure as interrogative concepts. The adoption of a market

counterfactual approach also has the advantage of avoiding questions of the

877 See Chapter 4.B.4 above.
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characterisation (exemplified by the stylised delivery characteristic
approach) of a measure driving SGEI qualification. The need for a market
counterfactual might be regarded as being embedded in the Article 106(2)
case law by now. It was expressed in very clear terms, albeit with reference
to PSOs for transport in the Analir judgment of the Court back in 1999.878 It is
also an established aspect of academic discourse.8”” Despite that, as
considered in Section C, a market counterfactual approach has been
undermined very prominently by the Commission in its 2011 SGEI
Framework. The Commission must avoid equivocation on this issue. If not,
the concept of SGEI will continue to inhabit a legal universe where the
General Court’s characterisation of it in BUPA as being devoid of controlling
principles will continue to hold good.® In a situation where existing market
provision is adequate or is expected to be so within a reasonable timescale,

then it is difficult to justify SGEI qualification.

3. Distinguish Between Existing and New Special or Exclusive
Rights underpinned by SGEIs

With respect to new special or exclusive rights underpinning by an SGEI
claim, it is proposed that the Member States be required to demonstrate that
they have deployed the least restrictive means. That is subject to the fiscal
and eligibility constraints referred to above. A significant challenge arising
with respect to SGEIs is their typically long-standing nature, sometimes
based on open-ended acts of entrustment, in respect of which compliance
with a strict proportionality standard may not be feasible. As with many
similar problems, a time-based distinction appears to be the only viable
solution. For existing SGEIs, it would only be necessary (purely in the
interests of legal certainty) to show that without the contested measures, it
would not be possible to go on providing the SGEI on pre-existing terms. By
contrast, the granting of new special or exclusive rights should require a
demonstration by the maker of the SGEI claim that subject to the fiscal and

eligibility constraints referred to in Section D above, the least restrictive

878 C-205/99 Analir [2001] ECR 1-1271, §34

879 See for example, Nicolaides, Compensation for the Net Extra Costs of Public Service Obligations: Complexity and
Pitfalls, (2014) 35 E.C.L.R, pp.526-527.

880 T-289/03, BUPA, §165
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means had been deployed. In the absence of appropriate proof, that should
trigger a reversion to the Ahmed Saeed type approach.

The suggestion of distinguishing between existing and new special or
exclusive rights is a pragmatic approach first advocated by Buendia Sierra.8!
Specifically, he supported stricter enforcement of the proportionality
standard with respect to the grant of new special or exclusive rights. A more
lax test would apply in respect of pre-existing SGEIs where the Commission
had not acted. Baquero Cruz has objected to such an approach on the basis
that Article 106(2) must be the subject of a uniform interpretation, not least
because it is not a ‘highly technical economic provision” with respect to
which the Commission has specific expertise that the Court of Justice does
not have.82 The analysis in Chapter 2 of the reasons for Article 106(2) being
denied direct effect, as well as the Commission’s exposition of Article 106(2)
for PSO compensation post-Altmark described in Chapter 5, both suggest that
Article 106(2) requires detailed and systematic implementation by the
Commission. As also revealed in Chapter 5, during the second phase of
disapplication review, the Court experienced grave difficulty in applying
Article 106(2) with any certitude. By contrast, the Commission, operating
over several sectors and with specialist knowledge of the design of economic
regulation has a distinct advantage over the European Courts. As a result,
Baquero Cruz’s objection based Article 106(2) not being a technical provision
appears to be misconceived. Moreover, a uniform interpretation of Article
106(2) is not feasible in practice and in any event is not the case at present

under EU law.

There is recent evidence of the Commission taking a strict approach to the
grant of new special or exclusive rights, although that has been in regulated
sectors, where it has adopted that stance for some time, and where it has the
assistance of extra tools (in the form of sectoral legislation, particularly on
transparency).88 Under this proposal, a strict approach is advocated in all

sectors, including those lacking such regimes. While the Commission would

881 (Buendia Sierra, 2000), pp.334-336

882 (Baquero Cruz), pp.197-198

8% For an example in the postal sector, see Commission Decision C(2008) 5912 final of 7 October 2008, Slovakian
Hybrid Mail, which was upheld in T-556/08 Slovenaki Pdsta a.s v Commission ECLI:EU:T:2015:189
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carry the legal burden under Article 106(2), as Buendia Sierra points out,
ultimately, the party relying on Article 106(2) would need to bring forward
the accounting information necessary to assess the SGEI burden and in turn
quantify the nature of the benefits accruing from special or exclusive
rights.8% In turn, that should be conditional on full compliance with any
generally applicable legislation such as the Transparency Directive and any
provision on sectoral legislation that could bear upon the case for special or
exclusive rights.885 As a second stage of the review, in response to the other
party making at least a prima facie claim as to possible recourse to less
restrictive means, the party relying on the SGEI would need to also
demonstrate, subject to the fiscal and eligibility constraints identified above,

that the least restrictive means had been deployed.88

F. Closing Observations

This study of Article 106(2)’s centrality and strictness has served to provide
complementary lenses through which a comprehensive understanding of a
very unpredictable Treaty provision has been developed. This research has
sought to break new ground in part through the application of mixed legal
and economic analysis for the purpose of better understanding Article
106(2). Although sometimes proposed, such a study has not been undertaken
in a systematic way up to now. This work has highlighted the differences
between the colloquial interpretation of concepts such as market failure and
the much more precise but limited understanding of that construct provided
by economic orthodoxy. It has also clarified the limits of a market failure
critique and demonstrated the necessity of a companion analytical
framework to assess its strictness. To that end, government failure was
proposed for deployment in adapted form for the purposes of assessing

disapplication review. Subsequently, market and government failure were

884 (Buendia Sierra, 2000), p.336

885 That would be in line with §18 of the 2011 SGEI Framework applicable to PSOs.

886 In effect, this is to suggest that the sort of exercise engaged in by the Commission in the Electricity and Gas Cases
in terms of the suggestion of alternatives, but condemned by the Court of Justice, should suffice to switch the
evidential burden to the party making the SGEI claim. Such a modification is more than defensible given the
information asymmetries. Moreover, this is not a case of proving a negative, but simply one of showing that the
alternatives suggested by the other side are not less restrictive than the means deployed.
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used to interrogate a large number of cases, legislative interventions and soft
law initiatives. Some of the research findings may be surprising, such as the
nature of manifest error control for market failure claims, while others such
as the difficulty of mitigating and preventing government failure in SGEI
provision may have been assumed, but without having previously been

investigated systematically.

The proposals that have been made with respect to the reorientation of
Article 106(2) are as much a call for clarification and consistency as anything
else. They are both defined and constrained by the research findings. Key to
these proposals is greater reliance on first principles having regard to the
purpose of both the Treaty rules and the nature of the exception for SGEIs.
Article 106(2) creates a number of insuperable challenges from a supervisory
perspective within a quasi-federal system of governance. Given that context,
if simultaneous centrality and strictness are ultimately elusive, then at the
very least, greater clarity and consistency may be achievable. This thesis is

tendered as a practical contribution to that end.
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%20regulation %20europe %20EUI %201999.htm
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Case 10/71 Ministére Public Luxembourgeois v Madeleine Hein, née
Port de Mertert [1971] ECR 723
Opinion of Advocate-General Dutheillet de Lamothe delivered on 1 Jul 1971

Opinion of Advocate-General Roemer delivered on 23 Feb 1972 in Case 82/71 Pubblico
Ministero Italiano v Societia Agricola industria lattev
SAIL [1971] ECR 119

Case 127/73 Belgische Radio en Televisie and société belge des auteurs, compositeurs et éditeurs v
SV SABAM and NV Fonior

BRT V SABAM II [1973] ECR 313

Opinion of Advocate-General Mayras delivered on 12 Dec 1973

Case 155/73 Giuseppe Sacchi
Saachi [1974] ECR 409

Case 2/74 Jean Reyners v Belgium
Reyners [1974] ECR 631

Case 8/74 Procureur du Roi v Benoit and Gustave Dassonville,
[1974] ECR 837
Dassonville

Case 33/74 Johannes Henricus Maria van Binsbergen v Bestuur van de Bedrijfsvereniging voor de
Metaalnijverheid,
Van Binsbergen [1974] ECR 1299

Case 94/74 Industria Gomma Articoli Vari IGAV v Ente nazionale per la cellulosa e per la carta
ENCC
IGAV v ENCC [1975] ECR 1I-699

Case 29/76 LTU Lufttransportunternehmen GmbH & Co. KG v Eurocontrol
LTU [1976] ECR 1541

Opinion of Advocate-General Reischl delivered on 15 Dec 1976 in Case 52/76 Luigi Benedetti
v Munari
Benedetti [1977] ECR 163

Case C-71/76 Jean Thieffry v Conseil de I'ordre des avocats a la cour de Paris
Thieffry [1977] ECR 765

Case 5/77 Carlo Tedeschi v Denkavit Commerciale s.r.1.
Tedeschi [1977] ECR 1555

Joined Cases 9 and 10/77 Bavaria Fluggesellschaft Schwabe & Co. KG and Germanair
Bedarfsluftfahrt GmbH & Co. KG v Eurocontrol
Germanair [1977] ECR 1517

Case 13/77 SA G.B.-INNO-B.M. v Association des détaillants en tabac,
G.B.-INNO-B.M. v ATAB [1977] ECR 2115
Opinion of Advocate-General Reischl delivered on 21 Sep 1977

Case 110/78 Ministére public and Chambre syndicale des agents artistiques et impresarii de
Belgique v Willy van Wesemael and others
van Wesemael [1979] ECR 35

Case 120/78 Rewe-Zentral AG v Bundesmonopolverwaltung fiir Branntwein
Cassis de Dijon [1979] ECR 649
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Case 175/78 The Queen v Vera Ann Saunders
Saunders [1979] ECR 1129

Case 251/78 Firma Denkavit Futtermittel GmbH v Minister fiir Erndhung Landwirtschaft und
Forsten des Landes Nordrhein-Westfalen
Denkavit [1979] ECR 3369

Case 62/79 SA Compagnie générale pour la diffusion de la télévision, Coditel, et al v Ciné Vog Films
Coditel [1980] ECR 881

Case C-91/79 Commission v Italian Republic
[1980] ECR 1009

Case C-92/79 Commission v Italian Republic
[1980] ECR 1115

Case 172/80 Gerhard Ziichner v Bayerische Vereinsbank AG
Ziichner [1981] ECR 2021

Joined Cases 188/80, 189/80 and 190/80, French Republic, Italian Republic and United Kingdom
of Great Britain and Northern Ireland v Commission
[1982] ECR 2545

Case 7/82 Gesellschaft zur Verwertung von Leistungsschutzrechten mb v Commission
GVL [1983] ECR 483
Opinion of Advocate-General Reischl delivered on 11 January 1983

Case 172/82 Syndicat national des fabricants raffineurs d'huile de graissage and others v
Groupement d'intérét économique and others,

Inter-Huiles [1983] ECR 555

Opinion of Advocate-General Rozés delivered on 10 February 1983

Case 238/82 Duphar BV and others v the Netherlands State
Duphar [1984] ECR 523

Case 240/83 Procureur de la République v Association de défense des briileurs d'huiles usages
ADBHU [1985] ECR 531

Case 72/83 Campus Oil Limited and others v Minister for Industry and Energy and others
Campus Oil [1984] ECR 2727

Opinion of Advocate-General Lenz in joined Cases 209-213 /84 Ministere Public v Asjes
Asjes [1986] ECR 1425 delivered on 24 Sep 1985

Case 311/84 Centre belge d'études de marché - Télémarketing v SA Compagnie luxembourgeoise de
télédiffusion (CLT) and Information publicité Benelux
CBEM [1985] ECR 3261

Case 352/85 Bond van Adverteerders and others v The Netherlands State
Bond van Adverteerders [1988] ECR 2085

Case 66/86 Ahmed Saeed Flugreisen and Silver Line Reisebiiro GmbH v Zentrale zur Bekimpfung
unlauteren Wettbewerbs e. V.,

Ahmed Saeed [1989] ECR 803

Opinions of Advocate-General Lenz delivered on 17 January 1989

Case C-331/88 The Queen v Minister of Agriculture, Fisheries and Food and Secretary of State for

Health, ex parte: Fedesa and others
Fedesa [1990] ECR 1-4023
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Case C-18/88 Régie des télégraphes et des téléphones v GB-Inno-BM SA
GB-Inno-BM [1991] ECR 1-5941

Case C-202/88 French Republic v Commission
[1991] ECR 1-1223
Opinion of Advocate-General Tesauro delivered on 13 February 1990

Case C-260/89 Elliniki Radiophonia Tiléorassi AE and Panellinia Osmospondia Syllogon
Prossopikou v Dimotiki Etairia Pliroforissis and Sotirios Kouvelas and Nicolaos Avdellas and others
ERT v Dimotiki [1991] ECR 1-2925

Opinion of Advocate-General Lenz delivered on 23 Jan 1991

Case C-288/89 Stichting Collectieve Antennevoorziening Gouda and others v Commissariaat voor
de Media,
Gouda [1991] ECR 1-4007

Case C-340/89 Irene Vlassopoulou v Ministerium fiir Justiz, Bundes- und Europaangelegenheiten
Baden-WiirttembergVlassopoulou
Vlassopoulou [1991] ECR 1-2357

Case C-353/89 Commission v Kingdom of the Netherlands
[1991] ECR 1-4069

Case C-41/90 Klaus Hofner and Fritz Elser v Macrotron GmbH
Hofner [1991] ECR 1979

Joined Cases C-48/90 and C-66/90 Kingdom of the Netherlands, Koninklijke PTT Nederland NV
and PTT Post BV v Commission

[1992] ECR I-565

Opinion of Advocate-General van Gerven delivered on 16 Nov 1999

Case C-179/90 Merci Convenzionali Porto di Genova SpA v Siderurgica Gabrielli SpA
Porto di Genova [1991] ECR 1-5889
Opinion of Advocate-General Van Gerven delivered on 19 Sep 1991

Case C-271/90 Kingdom of Spain, Kingdom of Belgium and Italian Republic v Commission
[1992] ECR 1-5883

Case C-354/90 Fédération Nationale du Commerce Extérieur des Produits Alimentaires and
Syndicat National des Négociants et Transformateurs de Saumon v French Republic

FNCEPA [1991] ECR 1-495

Case 364/90 Italy v Commission [1993] ECR 1-2097

Case 2/91 Criminal proceedings against Wolf W. Meng

Meng [1993] ECR 1-5751

Opinion of Advocate-General Tesauro delivered on 14 July 1993

Case C-185/91 Bundesanstalt fiir den Giiterfernverkehr v Gebriider Reiff GmbH & Co. KG
Reiff [1993] ECR I-5801

Joined Cases C-159/91 and C-160/91 Christian Poucet v AGF and Camulrac, Pistre v Cancava
Poucet & Pistre [1993] ECR 1-637

Case C-245/91 Criminal proceedings against Ohra Schadeverzekeringen NV
Ohra [1993] ECR 15851

Case C-267/91 Criminal proceedings against Bernard Keck and Daniel Mithouard
Mithouard [1993] ECR I 6097
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Case C-320/91 Criminal proceedings against Paul Corbeau
Corbeau [1993] ECR 1-2533
Opinion of Advocate-General Tesauro delivered on 9 Feb 1993

Case C-364/92 SAT Fluggesellschaft mbH v Eurocontrol,
Eurocontrol I [1994] ECR 1-43
Opinion of Advocate-General Tesauro delivered on 10 Nov 1993

Case 387/92 Banco de Crédito Industrial SA, now Banco Exterior de Espaiia SA v Ayuntamiento de
Valenci

Banco Exterior [1994] ECR-I-877

Opinion of Advocate-General Lenz delivered on 11 Jan 1994

Case C-393/92 Municipality of Almelo and others v NV Energiebedrijf Ijsselmij
Almelo [1994] ECR 1-1477
Opinion of Advocate General Darmon delivered on 8 Feb 1994

Case C-18/93 Corsica Ferries Italia Srl v Corpo dei Piloti del Porto di Genova
Corsica Ferries Italia [1994] ECR 11783

Case 19/93 P Rendo NV, Centraal Overijsselse Nutsbedrijven NV and Regionaal Energiebedrijf
Salland NV v Commission
Rendo [1996] ECR 1-1997

Opinion of Advocate-General Gulmann delivered on 4 May 1996 in Case C-323/93 Société
Civile Agricole du Centre d'Insémination de la Crespelle v Coopérative d'Elevage et d'Insémination
Artificielle du Département de la Mayenne

Crespelle [1994] ECR 1-5077

Case C-55/94 Reinhard Gebhard v Consiglio dell' Ordine degli Avvocati e Procuratori di Milano
Gebhard [1995] ECR 1-4165

Case C-90/94 Haahr Petroleum Ltd v Abenrd Havn, Alborg Havn, Horsens Havn, Kastrup Havn
NKE A/S, Neestved Havn, Odense Havn, Struer Havn and Vejle Havn, and Trafikministeriet
Opinion of Advocate-General Jacobs delivered on 27 Feb 1997

Haahr Petroleum v Abenrd Havn [1997] ECR 1-4085

Case C-96/94 Centro Servizi Spediporto Srl v Spedizioni Marittima del Golfo Stl
Marittima del Golfo [1995] ECR 1 2883

Case C-157/94 Commission v Kingdom of the Netherlands [1997] ECR 1-5699; Case C-158/94
Commission v Italian Republic [1997] ECR 1-5789; Case C-159/94 Commission v French Republic
[1997] ECR 1-5815; Case C-160/94 Commission v Kingdom of Spain [1997] ECR 1-5851

Opinion of Advocate-General Cosma in C-157/94, C-158/94, Case C-159/94, C-160/94
delivered on 26 Nov 1996

The Electricity and Gas Cases

Case C-244/94 Féderation Francaise des Sociétés d’Assurance, Société Paternelle-Vie, Union des
Assurances de Paris-Vie and Caisse d’Assurance et de Prévoyance Mutuelle des Agriculteurs v
Ministére de I’Agriculture de la Péche

Sociétés d'Assurance [1995] ECR 14013

Case T-260/94 Air Inter SA v Commission
Air Inter [1997] ECR 11-977

Case C-370/94 Jacques Vigel v Commission
Vigel [1995] ECR 11-487
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Case C-70/95 Sodemare SA, Anni Azzurri Holding SpA and Anni Azzurri Rezzato Srl v Regione
Lombardia

Sodemare[1997] ECR 13395

Opinion of Advocate General Fennelly delivered on 6 Feb 1997

Case T-106/95 Fédération Frangaise des Sociétés d'Assurances (FFSA), Union des sociétés
étrangeres d'assurances (USEA), Groupe des assurances mutuelles agricoles (Groupama), Fédération
nationale des syndicats d'agents généraux d'assurances (FNSAGA), Fédération francaise des
courtiers d'assurances et de réassurances (FCA) and Bureau international des producteurs
d'assurances et de réassurances (BIPAR) v Commission

FFSA [1997] ECR 1I-229

Case C-107/95 Bundesverband der Bilanzbuchhalter e.V. v Commission
[1997] ECR 1-947

Case C-242/95 GT-Link A/S v De Danske Statsbaner (DSB)
GT-Link [1997] ECR 1-4449

Case C-343/95 Diego Cali & Figli Srl v Servizi ecologici porto di Genova SpA (SEPG)
Cali [1997] ECR 1547
Opinion of Advocate-General Cosmas delivered on 10 Dec 1996

Case C-398/95 Syndesmos ton en Elladi Touristikon kai Taxidiotikon Grafeion v Ypourgos Ergasias
[1997] ECR 3091

Case C-55/96 Job Centre coop. arl.
Italian Job Centres [1997] ECR 1-7119

Case C-67/96 Albany International BV v Stichting Bedrijfspensioenfonds Textielindustrie
Albany [1999] ECR 1-5751
Opinion of Advocate-General Jacobs delivered on 28 Jan 1999

Case C-163/96 Criminal proceedings against Silvano Raso and Others,
Raso [1998] ECR I-533

Case (C-203/96 Chemische Afvalstoffen Dusseldorp BV and Others v Minister van
Volkshuisvesting, Ruimtelijke Ordening en Milieubeheer

Dusseldorp [1998] ECR 1-4075

Opinion of Advocate-General Jacobs delivered on 23 Oct 1997

Case C-266/96 Corsica Ferries France SA v Gruppo Antichi Ormeggiatori del porto di Genova
Coop. arl, Gruppo Ormeggiatori del Golfo di La Spezia Coop. arl and Ministero dei Trasporti e della
Navigazione

Corsica Ferries France [1998] ECR 1-3949

Joined Cases C-115/97, C-116/97 and C-117/97 Brentjens Handelsonderneming BV v Stichting
Bedrijfspensioenfonds voor de Handel in Bouwmaterialen
Brentjens [1999] ECR 1 06025

Case C-147/97 and C-147/97 Deutsche Post AG v Gesellschaft fiir Zahlungssysteme mbH GZS)
and Citicorp Kartenservice GmbH

Deutsche Post [2000] ECR 1-825

Opinion of Advocate-General La Pergola delivered on 1 June 1999

Case C-35/98 Staatssecretaris van Financién v B.G.M. Verkooijen

[2000] ECR 1-4071
Opinion of Advocate-General La Pergola delivered on 14 Dec 1999
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Case C-219/97 Maatschappij Drijvende Bokken BV v Stichting Pensioenfonds voor de Vervoer- en
Havenbedrijven
Drijvende Bokken [1999] ECR 1-6121

Case C-180/98 Pavel Pavlov and Others v Stichting Pensioenfonds Medische Specialisten
Pavlov [2001] ECR 1-6451

Case C-206/98 Commission v Kingdom of Belgium
[2000] ECR I-3509

Case C-209/98 Entreprenprforeningens Affalds/Miljosektion (FFAD) v Kebenhavns Kommune
Kobenhavns Kommune [2000] ECR 1-3743
Opinion of Advocate-General Léger delivered on 21 Oct 1999

Case C-332/98 France Republic v Commission
CELF [2000] ECR 1-4833

Case C-448/98 Criminal proceedings against Jean-Pierre Guimont
Guimont [2000] ECR 1-10663

Case C-205/99 Asociacion Profesional de Empresas Navieras de Lineas Regulares (Analir) and
Others v Administracion General del Estado

Analir [2001] ECR I-1271

Opinion of Advocate-General Mischo delivered on 30 Nov 2000

Case C-283/99 Commission v Italian Republic
[2001]ECR 4363

Case C-309/99 J. C. ]. Wouters, ]. W. Savelbergh and Price Waterhouse Belastingadviseurs BV v
Algemene Raad van de Nederlandse Orde van Advocaten, intervener: Raad van de Balies van de
Europese Gemeenschap

Wouters [2002] I-1577

Opinion of Advocate-General Léger delivered on 10 Jul 2001

Case T-319/99 Federacién Nacional de Empresas de Instrumentacion Cientifica, Médica, Técnica y
Dental (FENIN) v Commission
FENIN [2003] ECR II-357

Case C-324/99 DaimlerChrysler AG v Land Baden-Wiirttemberg
Daimler Chrysler [2001] ECR 9897

Case C-340/99 TNT Traco SpA v Poste Italiane SpA and others
TNT Traco [2001] ECR 1-4109
Opinion of Advocate-General Alber delivered on 1 Feb 2001

Case C-475/99 Firma Ambulanz Glockner v Landkreis Siidwestpfalz
Ambulanz Glockner [2001] ECR I-8089
Opinion of Advocate-General Jacobs delivered on 17 May 2001

Case C-53/00 Ferring SA v Agence centrale des organismes de sécurité sociale (ACOSS)
Ferring [2001] ECR 1-9067
Opinion of Advocate-General Tizzano delivered on 8 May 2001

Case C-66/00 Mary Carpenter v Secretary of State for the Home Department
[2002] ECR I-6279
Opinion of Advocate-General Jacobs delivered on 13 Sep 2001

Case C-218/00 Cisal di Battistello Venanzio & C. Sas v Istituto nazionale per I'assicurazione contro
gli infortuni sul lavoro

Cisal [2002] ECR 691
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Case (C-280/00 Altmark Trans GmbH and Regierungsprisidium  Magdeburg v
Nahverkehrsgesellschaft Altmark GmbH, and Oberbundesanwalt beim Bundesverwaltungsgericht
Altmark [2003] ECR I-7747

Opinions of Advocate-General Léger delivered on 19 Mar 2002 and 14 Jan 2003

Opinion of Advocate-General Stix-Hackl delivered on 14 Nov 2002 in Case C-355/00 Freskot
AE v Elliniko Dimosio
Freskot [2003] ECR 1-5263

Opinion of Advocate-General Stix-Hackl delivered on 7 Nov 2002 in joined Cases C-34/01
and 38/01 Enirisorse SpA v Ministero delle Finanze
Enirisorse [2003] ECR 1-4243

Case C-82/01 Aéroports de Paris v Commission
Aéroports de Paris [2002] ECR 1-9297

Joined Cases C-83/01, C-93/01 and C-94/01 Chronopost SA, La Poste and French Republic v
Union francaise de I'express (Ufex), DHL International, Federal express international (France) SNC
and CRIE SA

Chronopost [2003] ECR 1-6993

Opinion of Advocate-General Tizzano delivered on 12 Dec 2002

Case 126/01 Ministre de I’Economie, des Finances at de I'Industrie v GEMO SA
GEMO [2003] ECR I-13769
Opinion of Advocate-General Jacobs delivered on 30 Apr 2002

Case T-157/01 Danske Busvognmeend v Commission
[2004] ECR 11917

Case C-243/01 Criminal Proceedings against Piergiorgio Gambelli and others
Gambelli [2003] ECR 1-13031

Case 264/01 AOK Bundesverband, Bundesverband der Betriebskrankenkassen (BKK),
Bundesverband der Innungskrankenkassen, Bundesverband der landwirtschaftlichen Krankenkassen,
Verband der Angestelltenkrankenkassen eV, Verband der Arbeiter-Ersatzkassen, Bundesknappschaft
and See-Krankenkasse v Ichthyol-Gesellschaft Cordes, Hermani & Co., Mundipharma GmbH (C-
306/01), Gddecke GmbH (C-354/01) and Intersan, Institut fiir pharmazeutische und klinische
Forschung GmbH (C-355/01)

AOK [2004] ECR 1-2493

Opinion of Advocate-General Jacobs delivered on 30 Apr 2002

Case T-17/02 Fred Olsen, SA v Commission
Fred Olsen [2005] ECR 11-2031

Case C-365/02 Marie Lindfors
Lindfors [2004] ECR 1-7183

Case 438/02 Criminal proceedings against Krister Hanner
Hanner [2005] ECR 1-4551
Opinion of Advocate-General Léger delivered on 25 May 2004

Case C-17/03 Vereniging voor Energie, Milieu en Water and Others v Directeur van de Dienst
uitvoering en toezicht energie

[2005] ECR 1-4983

Opinion of Advocate-General Stix-Hackl delivered on 28 Oct 2004

Case C-205/03 Federacion Esparfiola de Empresas de Tecnologia Sanitaria v Commission
FENIN [2006] ECR I-6295
Opinion of Advocate-General Poiares Maduro delivered on 10 Nov 2005
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Case T-289/03 British United Provident Association Ltd (BUPA), BUPA Insurance Ltd and BUPA
Ireland Ltd v Commission
BUPA [2008] ECR II-81

Case T-442/03 Sociedade Independe de Cominicagdo, SA v Commission
SIC [2008] ECR 11-1161

Case C-451/03 Servizi Ausiliari Dottori Commercialisti Srl v Giuseppe Calafiori
Calafiori [2006] ECR 1-2941

Case 532/03 Commission v Ireland
[2007] ECR 111353
Opinion of Advocate-General Stix-Hackl delivered on 14 Sep 2006

Joines Cases C-544/03 and C-545/03 Mobistar SA v Commune de Fléron and Belgacom Mobile
SA v Commune de Schaerbeek
Mobistar [2005] ECR 1-7723

Case T-155/04 SELEX Sistemi Integrati SpA v Commission
Eurocontrol I [2006] ECR 11-4797

Case C-237/04 Enirisorse SpA v Sotacarbo SpA
[2006] ECR 1-2843

Case T-309/04 TV 2/Danmark A/S and Others v Commission
TV 2/Danmark [2008] ECT 11-2935

Case C-372/04 The Queen, on the application of Yvonne Watts v Bedford Primary Care Trust and
Secretary of State for Health
Watts [2006] ECR 1-4325

Case T-8/06 FAB Fernsehen aus Berlin GmbH v Commission
FAB [2009] ECR 11-196

Case T-21/06 Federal Republic of Germany v Commission
[2009] ECR 11-197

Case C-162/06 International Mail Spain SL v Administracion del Estado and Correos
International Mail Spain [2007] ECR 1-9911

Case C-220/06 Asociacion Profesional de Empresas de Reparto y Manipulado de Correspondencia v
Administracion General del Estado

APERMC [2007] ECR 1-12175

Opinion of Advocate-General Bot delivered on 20 Sep 2007

Case C-49/07 Motosykletistiki Omospondia Ellados NPID (MOTOE) v Elliniko Dimosio
MOTOE [2008] ECR 1-4863
Opinion of Advocate-General Kokott delivered on 6 Mar 2008

Case C-113/07 SELEX Sistemi Integrati SpA v Commission and Organisation européenne pour la
sécurité de la navigation aérienne

Eurocontrol IT [2009] ECR 1-2207

Opinion of Advocate-General Trstenjak delivered on 3 Jul 2008

Case C-441/07 European v Alrosa Company Ltd

Alrosa [2010] ECR 1-5949
Opinion of Advocate-General Kokott delivered on 17 Sep 2009
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Case C-567/07 Minister poor Wonen, Wijken en Integratie v Woningstichting Sint Servatius
Sint Servatius [2009] ECR 1-9021

Joined Cases C-570 and C-571/07 José Manuel Blanco Pérez and Maria del Pilar Chao Gomez v
Consejeria de Salud y Servicios Sanitarios and Principado de Asturias
Pérez & Gomez [2009] ECR 9021

Case C-47/08 Commission v Belgium
Belgian Notaries [2011] ECR 1-4105
Opinion of Advocate-General Cruz Villalén delivered on 14 Sep 2010

Case C-160/08 Commission v Federal Republic of Germany
[2010] ECR I-3713
Opinion of Advocate-General Trstenjak delivered on 11 Feb 2010

Case C-265/08 Federutility and Others v Autorita per I'energia elettrica e il gas
Federutility [2010] ECR 3377
Opinion of Advocate-General Ruiz-Jarabo Colomer delivered on 20 Oct 2009

Opinion of Advocate-General Jddskinen delivered on 24 Mar 2010 in Case C-399/08 P
Commission v Deutsche Post AG
[2010] ECR 7831

Cases 403 /08 Football Association Premier League Ltd and Others v QC Leisure and Others and C-
429/08 Karen Murphy v Media Protection Services Ltd (C-429/08)
Murphy [2011] ECR 1-9083

Case C-499/08 Ingeniorforeningen i Danmark v Region Syddanmark
Syddanmark [2010] ECR 1-9343

T-556/08 Slovenakd Posta a.s v Commission
ECLI:EU:T:2015:189

Joined Cases T-569/08 M6 v Commission and T-573/08 TFI v Commission
M6 et TF1 [2010] ECR 11-3997

Opinion of Advocate-General Ja&dskinen delivered on 2 Dec 2010 in Case C-148/09 Kingdom
of Belgium v Deutsche Post AG and DHL International
[2011] ECR 8573

Case C-245/09 Omalet NV v Rijksdienst voor Sociale Zekerheid
Omalet [2010] ECR I-3771

Case C-271/09 Commission v Republic of Poland
[2011] ECR I-13613
Opinion of Advocate-General Jdédskinen delivered on 14 Apr 2011

Case C-437/09 Reference for a preliminary ruling: Tribunal de Grande Instance de Périqueux -
France

[2011] ECR 1973

Opinion of Advocate-General Mengozzi delivered on 11 Nov 2010

Case C-544/09 P Federal Republic of Germany v Commission
[2011] ECRI-128

Case T-79/10 Colt Téléecommunications France v Commission
Colt ECLLI:EU:T:2013:463

Case T-137/10 Coordination bruxelloise d'institutions sociales et de santé v Commission
ECLI:EU:T:2012:584
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Case T-202/10 Stichting Woonlinie and Others v Commission
RENV ECLLEU:T:2015:286

Case T-203/10 Stichting Woonpunt and others v Commission
ECLLEU:T:2015:286

Case C-242/10 Enel Produzione SpA v Autorita per I'energia elettrica e il gas
Enel [2011] ECR 1 3665

Case T-258/10 Orange v Commission
Orange ECLI:EU:T:2013:471

Case T-325/10 lliad, Free infrastructure and Free v Commission,
Iliad Judgment of the General Court of 16 September 2012

Case C-84/2011 Marja-Liisa Susisalo, Olli Tuomaala and Merja Ritala,
Susisalo ECLI:EU:C:2012:374

Case C-138/11 Compass-Datenbank GmbH v Republik Osterreich
Compass-Datenbank ECLI:EU:C:2012:449
Opinion of Advocate-General Jdédskinen delivered on 26 Apr 2012

Case C-1/12 Ordem dos Técnicos Oficiais de Contas v Autoridade da Concorréncia
OTOC ECLL:EU:C:2013:127

Cases T-15/12 Provincie Groningen and Others and Stichting Het Groninger Landschap and
Others v Commission

ECLL:EU:F:2012:53

Case T-16/12 Hermes Hitel és Faktor Zrt v Nemzeti Féldalapkezel Szervezet
ECLLEU:C:2012:426

Case C-132/12 P Stichting Woonpunt and Others v Commission
ECLL:EU:C:2014:100

Case T-295/12 Federal Republic of Germany v Commission
ECLLEU:T:2014:675

Case T-309/12 Zweckverband Tierkérperbeseitiqung in Rheinland-Pfalz, im Saarland, im

Rheingau-Taunus-Kreis und im Landkreis Limburg-Weilburg v Commission
ECLI:EU:T:2014:676

2. EFTA Court Judgments

Case E-4/97 Norwegian Bankers” Association v EFTA Surveillance Authority of 3 March 1999

Case E-9/04 The Bankers’ and Securities’ Dealers Association of Iceland v EFTA Surveillance
Authority of 7 April 2006

3. United States Court Judgments

Munn v Illinois 94 U.S. 113 (1876)

Northern Securities Co. v United States, 193 U.S. 197 (1904)
302



Lochner v New York, 198 U.S. 45 (1905)

Gade v National Solid Waste Management Association 505 US 88 (1992)

C. European Commission Decisions

(By decision number)

Commission Decision 76/864/EEC of 23 July 1976
Pabst & Richarz/BNIA

Commission Decision 82/371/EEC of 17 December 1981
NAVEWA-ANSEAU

Commission Decision 81/1030/EEC of 29 October 1981
GVL

Commission Decision 82/861/EEC of 10 October 1982
BT-Telespeed

Commission Decision 85/77/EEC of 10 December 1984
Uniform Eurocheques

Commission Decision 89/536/EEC of 15 September 1989
German Television Film Purchasing

Commission Decision 90/16/EEC of 20 December 1989
Dutch Express Delivery Services

Commission Decision 90/456/EEC of 1 August 1990
Spanish International Express Courier Services

Commission Decision 91/50/EEC of 16 January 1991
IJsselcentrale

Commission Decision 91/130/EEC of 19 February 1991
Screensport

Commission Decision 93/126/EEC of 22 December 1992
Jahrhundertvertrag

Commission Decision 93 /403 /EEC of 11 June 1993
EBU/Eurovision System

Commission Decision 94/291/EC, of 27 April 1994
Air Inter SA

Commission Decision 95/489/EC of 4 October 1995
GSM Italy

Commission Decision 97/114/EC of 27 November 1996
Ireland Telecommunications Derogation

Commission Decision 97/181/EC of 18 December 1996
GSM Spain
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Commission Decision 97/606/EC of 26 June 1997
Flanders Television Advertising

Commission Decision 99/695/EC of 15 September 1999
REIMS 11

Commission Decision 2000/410/EC of 22 December 1999
French Ports

Commission Decision 2000/625/EC of 13 June 2000
Irish Livestock

Commission Decision 2001/851/EC of 21 June 2001
Tirrenia di Navigazione

Commission Decision 2001/892/EC of 25 July 2001
Deutsche Post - Interception of Cross-Border Mail

Commission Decision 2002/149/EC of 30 October 2001
SNCM

Commission Decision 2003/215/EC of 15 January 2002
Crédit Mutuel

Commission Decision 2002/782/EC of 12 March 2002
Poste Italiane

Commission Decision 2002/753/EC of 19 June 2002
Deutsche Post - State Aid

Commission Decision 2003/193/EC of 5 June 2002
Italian Tax Exemptions

Commission Decision 2003/521/EC of 9 April 2002
Bolzano Cableways

Commission Decision 2003/707/EC of 21 May 2003
Deutsche Telekom

Commission Decision 2003/814/EC of 23 July 2003
Newspaper WRAP

Commission Decision 2005/163/EC of 16 March 2004
Tirrenia di Navigazione

Commission Decision 2005/217/EC of 19 May 2004
TV2 Danmark

Commission Decision 2005/217/EC of 9 March 2005
Bovine Embryos

Commission Decision 2005/842/EC of 28 November 2005
2005 SGEI Decision

Commission Decision 2006/225/EC of 2 March 2005
Italian Training Institutions

Commission Decision 2006/237/EC of 22 June 2005
Netherlands Hazardous Waste
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Commission Decision 2006/237/EC of 4 August 2006
Diagnostic Manual for Avian Influenza

Commission Decision 2006/513/EC of 9 November 2005
Berlin-Brandenburg DVB-T

Commission Decision 2007/217/EC of 22 November 2006
Laboratoire National de Métrologie d’Essais

Commission Decision 2007/580/EC of 24 April 2007
Slovenian Energy

Commission Decision 2008/136/EC of 24 January 2008
Lead and Cadmium

Commission Decision 2008/204/EC of 10 October 2007,
La Poste Retirement Pensions

Commission Decision 2008/708/EC of 23 October 2007
DVB-T North Rhine-Westphalia

Commission Decision 2008/765/EC of 11 December 2007
Tieliikelaitos/Destia

Commission Decision 2009/287/EC of 25 September 2007
Polish Power Purchase Agreements

Commission Decision 2009/325/EC of 26 November 2008
Southern Moravia Bus Companies

Commission Decision 2009/554/EC of 21 October 2008
Poste Italiane - Postal Savings Certificates

Commission Decision 2009/609/EC of 4 June 2008
Hungary Power Purchase Agreements

Commission Decision 2010/178/EU of 15 December 2009
Bavarian Animal Health Service

Commission Decision 2010/605/EU of 26 January 2010
La Poste - State Aid

Commission Decision 2010/607/EU of 27 April 2010
Ostend Fish Auction

Commission Decision 2010/815/EU of 15 December 2009
Poczta Polska - Universal Postal Service Obligations

Commission Decision 2011/3/EU of 24 February 2010
Danske Statsbaner

Commission Decision 2011/98/EC of 28 October 2010
Scottish Ferries

Commission Decision 2011/140/EU of 20 July 2010
France Télévision

Commission Decision 2011/319/EU of 26 January 2011
French Sickness and Supplementary Insurance Policies
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Commission Decision 2011/501/EU of 23 February 2011
BSM and RBG in the Verkehrsverbund Rhein-Ruhr

Commission Decision 2011/677/EU of 13 July 2011
Portuguese Slaughterhouse Waste

Commission Decision 2011/747/EU of 24 May 2011
Crédit Mutuel - State Aid

Commission Decision 2011/839/EU of 20 April 2011
TV2 Danmark

Commission Decision 2012/21/EU of 20 December 2011
2012 SGEI Decision

Commission Decision 2012/26/EU of 29 June 2011
Institut Francais du Pétrole

Commission Decision 2012/63/EU of 31 October 2011
Romanian Air Transport Infrastructure

Commission Decision 2012/321/EU of 25 January 2012
De Post-La Poste

Commission Decision 2012/485/EU of 25 April 2010
Tierkorperbeseitigung

Commission Decision 2012/542/EU of 21 March 2012
UK Royal Mail Group

Commission Decision 2012/636/EU of 25 January 2012
Deutsche Post - State aid

Commission Decision 2014/489/EU of 19 June 2013
Spanish DTT Conversion

(By case number)

C35/2005 ex N59/2005C of 19 July 2006, [2005] O] L/86
Appingedam

C34/2006 of 23 October 2007, C (2007) 5109 final
North Rhine-Westphalia DVB-T

C32/10, ex N 520/09 of 18 July 2006, [2011] OJ C 52/03
Delimara Power Station

E 2/2005 and N 642/2009 the Netherlands of 15 December 2009, C(2009) 9963 final, [2010]
0OJ C31/53
Dutch Social Housing

E 3/2005 of 3 March 2005 and of 24 April 2007, C(2007) 1761 final
German Public Service Broadcasting

E 8/2006 - Belgium, of 27 February 2008, [2008] O] C143/02
Flemish Public Broadcasting

N 6/A/2001 of 30 October 2001, C(2001)3265 final, [2002] OJ C77/25
Peat PSO on ESB
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N 826/2001 of 15 January 2002, 2002 C(2002) 5 final, [2002] O] C59/25
Ireland Alternative Energy

N 37/2003 United Kingdom, COM(2003)3371 final, [2003] OJ C271/06
BBC Digital Curriculum

N 143/2004 of 14 July 2004, C(2004)3632 final
PSO ESB

N 284/05 of 8 March 2006, C(2006)436 final
MANS

NN 49/99 of 25 July 2001, SG (2001) D/290553, [2001] OJ C268/7
Régimen transitorio del Mercado de la Electricidad

NN 650/2001 of 12 March 2002, C(2002)941 final
An Post Counter Network

NN 381/2004 of 16 November 2004, C(2004) 4343 final
Pyrénées-Atlantiques

NN 382/2004 of 3 May 2005, C(2005) 1170 final
Limousin (DORSAL)

NN 8/2009 Germany of 2 July 2009, C(2009) 5080 final
German Ecological Reserves

N 308/2001, SA.31243
Netherlands Ecological Reserves

SA.33540 (2012/N) of 12 June 2012
City of Birmingham

Commission Decision of 10 May 2007, C(2007)2110 final
Livret A et Livret Bleu

Commission Decision of 7 October 2008, C(2008) 5912 final
Slovakian Hybrid Mail

D. EU Legislation

Council Regulation (EEC) 1191/69 on action by Member States concerning the obligations
inherent in the concept of a public service in Transport by Rail, Road and Inland Waterway
as amended by Regulation (EEC) No. 1893/91 and Council Regulation 2408 /92

Council Directive 75/439/EEC of 16 June 1975 on the Disposal of Waste Oils

Council Directive 75/442 of 15 July 1975 on Waste as amended by Council Directive
91/156/EEC of 18 March 1991

Commission Directive 80/723/EEC of 25 June 1980 on the Transparency of Financial
Relations between Member States and Public Undertakings

Commission Directive 85/413/EEC of 24 July 1985 amending Directive 80/723/EEC on the
Transparency of Financial Relations between Member States and Public Undertakings
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Commission Directive 88/301/EEC of 16 May 1988 on Competition in the Markets in
Telecommunications Terminal Equipment

Council Directive 90/387/EEC of 28 June 1990 on the Establishment of the Internal Market
for Telecommunications Services through the Implementation of Open Network Provision

Commission Directive 90/388/EEC of 28 June 1990 on Competition in the Markets for
Telecommunications Services

Directive 92/49/EEC of 18 June 1992 on the Coordination of Laws, Regulations and
Administrative Provisions relating to Direct Insurance other than Life Insurance and
amending Directives 73/239/EEC and 88/357/EEC

Commission Directive 93/84/EEC of 30 September 1993 amending Directive 80/723/EEC
on the Transparency of Financial Relations between Member States and Public
Undertakings

Council Regulation (EEC) 259/93 of 1 February 1993 on the Supervision and Control of
Shipments of Waste within, into and out of the European Community

Commission Directive 96/19/EC of 13 March 1996 amending Directive 90/388/EEC with
regard to the Implementation of Full Competition in Telecommunications Markets

Council Directive 96/67/EC of 15 October 1996 on Access to the Groundhandling Market at
Community Airports

Directive 96/92/EC of the European Parliament and of the Council of 19 December 1996
concerning Common Rules for the Internal Market in Electricity

Directive 97/33/EC of the European Parliament and of the Council of 30 June 1997 on
interconnection in Telecommunications with regard to ensuring Universal Service and
Interoperability through application of the principles of Open Network Provision

Directive 98/10 of the European Parliament and of the Council of 26 February 1998 on the
Application of Open Network Provision to Voice Telephony and on Universal Service for
Telecommunications in a Competitive Environment

Commission Directive 2000/52/EC of 26 July 2000 amending Directive 80/723/EEC on the
Transparency of Financial Relations between Member States and Public Undertakings

Directive 2002/22/EC of the European Parliament and of the Council of 7 March 2002 on
Universal Service and Users” Rights Relating to Electronic Communications Networks and
Services

Directive 2002/58/EC of the European Parliament and of the Council of 12 July 2002
concerning the Processing of Personal Data and the Protection of Privacy in the Electronic
Communications Sector

Commission Directive 2005/81/EC of 28 November 2005 amending Directive 80/723/EEC
on the transparency of financial relations between Member States and public undertakings
as well as on financial transparency within certain undertakings

Commission Directive 2006/111/EC of 16 November 2006 on the Transparency of Financial
Relations between Member States and Public Undertakings as well as on Financial
Transparency within Certain Undertakings

Directive 2009/136/EC of the European Parliament and of the Council of 25 November 2009
amending Directive 2002/22/EC on Universal Service and Users’” Rights relating to
Electronic Communications Networks and Services
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Directive 2011/7/EU of 16 February 2011 of the European Parliament and of the Council of
on Combating Late Payment in Commercial Transactions

Commission Regulation 360/2012/EU of 25 April 2012 on the Application of Articles 107
and 108 of the Treaty on the Functioning of the European Union to de minimis aid granted
to Undertakings providing Services of General Economic Interest

E. EU Notices, Recommendation, Reports and other Documents

Green Paper on the Development of the Common Market for Telecommunications Services
and Equipment, Towards a Dynamic European Economy, COM(87) 290 final

Guidelines on the Application of EEC Competition Rules in the Telecommunications Sector,
06.09.1991, OJ (91/C 233/02)

Application of Articles 92 and 93 of the EC Treaty and Article 61 of the EEA Agreement to
State Aids in the Aviation Sector, 10.12.1994, OJ (94/C 350/07)

Council Resolution of 7 February 1994 on Universal Service Principles in the
Telecommunications Sector, OJ (94/C 48/01)

Commission’s XXVth Report on Competition Policy, 1995

Communication from the Commission, Services of General Interest in Europe, 11.09.1996,
COM (96) 443 final

Commission Recommendation 98/195/EC of 8 January 1998 on Interconnection in a
Liberalised Telecommunications Market (Part I- Interconnection Pricing), OJ (98/L 73/42)

Community Guidelines on State Aid to Maritime Transport, 05.07.1997, OJ (97/C 205/05)

Notice from the Commission on the Application of the Competition Rules to the Postal
Sector and on the assessment of certain State measures relating to Postal Services, 06.02.1998,
OJ (C98/C 39/02)

Communication from the Commission, Services of General Interest in Europe, 20.09.2000,
COM (2000) 580 final

Communication from the Commission, Services of General Interest in Europe, 19.1.2001, OJ
(2001/C17/04)

Community Guidelines on State Aid for Environmental Protection, 03.02.2001, OJ (2001/C
37/03)

Report to the Laeken European Council, Services of General Interest, 17.10.2001, COM (2001)
598 final

Communication from the Commission, on the application of State aid rules to Public Service
Broadcasting, 15.11.2001, OJ (2001/C320/05)

Communication from the Commission to the Council, the European Parliament, the
Economic and Social Committee and the Committee of the regions on the Status of Work on
the Examination of a Proposal for a Framework Directive on Services of General Interest.
COM/2002/0689 final

Report from the Commission, On the Status of Work on the Guidelines for State Aid and
Services of General Economic Interest, 05.06.2002, COM (2002) 280 final
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Non-Paper on Services of General Economic Interest and State Aid, 12.11.2002, COM 0689
final

Green Paper on Services of General Interest, 25.03.2003, COM(2003) 270 final

European Parliament, Report on the Green Paper on Services of General Interest,
(COM(2003) 270 -2003 /2152(INT))

European Parliament, Resolution on the Green Paper on Services of General Interest, OJ
(2004/C 92E/294)

Commission Staff Working Paper, The Application of EU State Aid rules on Services of
General Economic Interest since 2005 and the Outcome of the Public Consultation,
23.03.2011, SEC(2011) 397

Communication from the Commission to the European Parliament, the Council, the
European Economic and Social Committee and the Committee of the Regions, On the
Transition from Analogue to Digital Broadcasting (from digital ‘switchover’ to analogue
‘switch-off’), 17.9.2003, COM(2003) 541 final

White Paper on Services of General Interest, 12.05.2004, COM (2004) 374 final

Commission Staff Working Document, Community Rules on State Aid for Innovation,
15.11.2004, EC(2004) 1453

Communication from the Commission to the Council, the European Parliament, the
Economic and Social Committee and the Committee of the Regions - eEurope 2005: An
information society for all - An Action Plan to be presented in view of the Seville European
Council, 21/22 June 2002, 28.05.2002, COM (2002) 263

Communication from the Commission to the European Parliament, the Council, the
European Economic and Social Committee and the Committee of the Regions, A Single
Market for 21st Century Europe, 20.11.2007, COM(2007) 724 final

Commission Staff Working Document, Progress since the 2004 White Paper on Services of
General Interest, 20.11.2007, SEC(2007) 1515

State Aid Action Plan, Less and Better Targeted State Aid: a Roadmap for State Aid Reform
2005-2009, 07.06.2005, COM (2005) 107 final

Communication of the Commission to the European Parliament, the Council, the European
Economic and Social Committee and the Committee of the Regions, A Single Market for 21st

Century Europe, (COM(2007) 724 final)

Commission Staff Working Document - Progress since the 2004 White Paper on Services of
General Interest, SEC(2007)1515

Community Guidelines on State Aid for Environmental Protection, 1.4.2008, OJ (2008/C
82/01)

Vademecum, Community Law on State Aid, Updated as at 30.09.2008712

Commission Staff Working Paper, Common Principles for An Economic Assessment of the
Compatibility of State Aid under Article 87(3), 2009913

912 http:/ /ec.europa.eu/competition/state_aid /studies_reports/vademecum_on_rules_09_2008_en.pdf
913 http:/ /ec.europa.eu/competition/state_aid /reform/economic_assessment_en.pdf

310



Communication from the Commission, Community Guidelines for the Application of State
Aid Rules in relation to Rapid Deployment of Broadband Networks, (2009/C 235/04)

Communication from the Commission on the Application of State aid rules to Public Service
Broadcasting, 27.10.2009, OJ (2009/C 257/01)

Commission Staff Working Document, 2nd Biennial Report on Social Services of General
Interest, 22.10.2010, SEC(2010) 1284 final

Commission Staff Working Document, Guide to the Application of the European Union
rules on State Aid, Public Procurement and the Internal Market to Services of General

Economic Interest, and in particular to Social Services of General Interest, 7.12.2010,
SEC(2010) 1545 final

Europe 2020, A European Strategy for Smart, Sustainable and Inclusive Growth, 3.3.2010,
COM(2010) 2020

Communication from the Commission to the European Parliament, the Council, the
European Economic and Social Committee and the Committee of the Regions, Reform of the
EU State Aid Rules on Services of General Economic Interest, 23.3.2011, COM(2011) 146 final

Commission Staff Working Paper, The Application of EU State Aid Rules on Services of
General Economic Interest since 2005 and the Outcome of the Public Consultation, 23.3.2011,
SEC(2011) 397

Communication from the Commission to the European Parliament, the Council, the
European Economic and Social Committee and the Committee of the Regions, A Quality
Framework for Services of General Interest in Europe, 20.12.2011, COM(2011) 900 final

A European Union Framework for State Aid in the Form of Public Service compensation
2011 OJ (2012/C 8/03)

Communication from the Commission on the Application of the European Union State Aid
Rules to Compensation Granted for the Provision of Services of General Economic Interest,
11.1.2012, OJ (2012/C 008/02)

Communication from the Commission to the European Parliament, the Council, the
European Economic and Social Committee and the Committee of the Regions, EU State Aid
Modernisation (SAM), 08.05.2012, COM(2012) 209 final

EU Guidelines for the Application of State Aid Rules in Relation to the Rapid Deployment of
Broadband Networks, 26.01.2013, OJ (2013/C 25/01)

Commission Staff Working Document, 34 Biennial Report on Social Services of General
Interest, 20.02.2013, SWD(2013) 40 final

Commission Staff Working Document, Guide to the Application of the European Union
Rules on State Aid, Public Procurement and the Internal Market to Services of General

Economic Interest, and in particular to Social Services of General Interest, 29.4.2013,
SWD(2013) 53 final/2

Communication from the Commission, Guidelines on State Aid to Airports and Airlines,
04.04.2014, OJ (2014/C 99/03)

Opinion of the European Economic and Social Committee on the Affordability of SGEIs;
definition, measurement, challenges, European initiatives, 11.06.2014, OJ (2014/C 177/04)
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EFTA Decision No. 205/11/COL, 29/6,/2011

G. National Official Documents

Report of the Committee on the Financing of the BBC (Peacock Report), Cmd. 9824, London,
HMSO (1986)

United Kingdom, Department of Culture Media and Sport, The Future Funding of the BBC
(Davies Report), July 1999, Annex 8
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services d’intérét general en Europe (No. 82, 2000-2001) of November 2000, Rapporteur
Hubert Haenel, p. 20
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915 http:/ /www.guglielmi.fr/IMG/pdf/INTRODSP.pdf
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LECG, Comments on DG Competition’s Draft Common Principles, 11 June 2009, p.6-7920

Letter to Mr. H. Drabbe of the European Commission from the UK Permanent
Representation of 6 July 2009921

Swann, P., The Economics of Standardization, An Update, Report for UK Department of
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AG - Advocate General

CMLR - Common Market Law Review

DVB-T - Digital Video Broadcasting - Terrestrial
EStatLQ - European State Aid Law Quarterly
Jnl. Publ. Pol. - Journal of Public Policy

NBER - National Bureau of Economic Research
PSO - Public Service Obligation

TILEC- Tilburg Law and Economics Center

USO - Universal Service Obligation
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