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Abstract

How was it possible for public services to be ldized in the EU despite a history of strong
government control? Much of the literature on th&ie has developed around the argument over the
impact of EU institutions on the liberalization pess. But the fact that liberalization is not an
EU-only phenomenon poses problem: did EU instihgiceally matter? The paper tries to assess the
relative impact of EU institutions and non-EU fasteespecially the role of institutions at the
sectoral level which has largely been ignored. tabzation of public services involves the diffitul
task of dismantling aancien régimevhich justified and supported monopolization, afdetting
up a new one. Thus, it is highly likely that thénarability or strength of the former regime will
affect the prospects of liberalization at the Etkle

Against this backdrop, the paper focuses on “seegimes” that governed service provision in
each sector. Introducing the framework of sectgimes has several advantages. First, it allows us
to trace and explain the agenda-setting procesprafierence change of member states in a dynamic
way. Secondly, it helps us predict how likely memktates' preferences are to converge.
Thirdly, it allows us to see that the nature oatieinship between member states and EU institutions
is not a uniform one, but that it is in fact shajpgdhe vulnerability of sector regimes. The paper
examines two cases, the liberalization of air fpanisand telecommunications services. The case
studies show that liberalization of the two sersiegs brought by the subsequent weakening of
national sector regimes, and find that the imp&&u institutions was greater in the
telecommunications sector than in the air transpector due to the difference in vulnerability loé t

sector regimes.



Introduction

Provision of public services was one of the majocig-economic policies of West European
governments in the twentieth century. The goverrirpeovided a wide range of services such as
water, gas, electricity, post, railway, telecomneations, and air transport that contributed to
people’s well-being, economic development, andciteation of employment. Since government
intervention was legitimized by economic theorigst of natural monopoly in particular, there
was little room for criticism against public mondips. For most of the post-war period,
governments regarded the provision of basic sesvicat are essential for citizens and economic
activity as part of their responsibility.

However, the situation changed slowly but suligtiy from the mid 1980s, with the adoption
of the White Paper on completing the internal magkal the signing of the Single European Act.
The public services that the member states provigechme targets of liberalization at the
Community level one after another, starting withh &ansport, and quickly spilled over to
telecommunications, electricity, gas, and postalises in the 1990s. Many of the service
providers have been either fully or partly privatiz leaving less room for government control.
How was it possible for a policy area which wasjscibto strong member state control to be
liberalized in the European Union (EU)?

Much of the literature on this issue has devalop®und the argument over the impact of EU
institutions on the liberalization procesgimong them, Sandholtz and Stone Sweet give thé mos
“supranationalist” account, arguing that liberdliaa was driven by a coalition of the European
Commission and transnational interest groups whrelssured member states into changing their
policy towards public service regulation. Duringe thiberalization process, the Commission
upheld judgments by the European Court of Jusk€&J] and Article 86(3) (ex Art. 90 (3) EEC)
of the Treaty to press governments for liberal@atiThus, the supranational authority of EU
institutions has been referred to as a major ey variable for public service liberalization in
the EU?

However, liberalization of public services did ratcur exclusively in the EU, but in other
advanced industrialized countries as well. Thisepas serious question: if liberalization occurred
in other countries, did EU institutions really nes®; were they decisive in bringing about change?

For example, Schmidt insists that it was becauspwérnment support that the Commission was

! See, for example, Wayne Sandholtz and Alec SteveeSeds.European Integration and Supranational
GovernancdOxford: Oxford University Press, 1998); Raineriigsand Nicolas Jabko, ‘Moving Targets: National
Interests and Electricity Liberalization in the Bpean Union’ infComparative Political Studie®4 (7) September
(2001): 742-67; Mitchell P. Smitigtates of Liberalization: Redefining the PublictBem the Integrated Europe
(Albany: State University of New York Press, 200K)seph Goodmaiiglecommunications Policy-Making in the
European Unior(Cheltenham, U.K. and Northampton, MA: Edward EI@&06).

2 sandholtz and Stone Sweet, op. cit.



able to make use of its supranational authdrijoreover, Levi-Faur argues that liberalization
would have diffused to most member states everowitthe EU’

Thus, the objective of the present paper is twoftildt, to answer why EU member states
agreed to liberalize public services; and secon@sskess the relative impact of EU institutions
and other factors that are not derived exclusifteyn the EU. To achieve this, the paper focuses
on the politico-economic structures and institusi@n the sectoral level, or “sector regimes,” that
managed and regulated service provision in eadiorsédberalization involves the difficult task
of dismantling thesancien régimeshat justified and supported monopolization, ahdetting up
new ones. Therefore, it is highly likely that thanerability or strength of the former regimes will
affect the liberalizatiorprocess. As the following argument will show, thanfiework of sector
regimes allows us to trace and explain the ageetimg process and the change in member-state
preferences in a dynamic way. Moreover, it enharmas understanding of the relationship
between member states and EU institutions. Spaltificvhen a sector regime is vulnerable,
supranational institutions and actors are likelplery the role of a facilitator of negotiationstla¢
Council rather than to shape the preferences of beestates per se, since member-state
preferences will have already changed due to teakolown of sector regimes which was caused
by forces other than those derived from EU ingans.

The rest of the article proceeds as follows. Sadtioe outlines the basic structure of “sector
regimes” and the conditions that make a regime naaheerable, thus inducing liberalization. In
doing so, it identifies two distinct types of sectegimes: one that is based primarily on national
institutions, and the other on international ingtiins. The latter is presumed to be more
vulnerable and thus, be liberalized with less imi@m EU institutions. In sections two and three,
the liberalization process of international ainsport and telecommunications services in the EU
will be analyzed. These two services were choserass studies because: (1) they represent the
two different types of sector regimes; (2) they tanconsidered as “hard cases” that have been
explained by “supranational” governance; and (®ythare less susceptible to the influence of
previous liberalizations since they were the fistbe liberalized. The article will analyze the
liberalization process by focusing on the vulndigbof sector regimes, how it affected member
states’ preferences, and its relations with EUtintgins. The case studies that follow will analyze
the policy-making process up to the most criticatidions made in each sector: the adoption of
the First Package in 1987 for air transport sesjiemd the Council's decision to liberalize voice

telephony in 1993 for telecommunications services.

% Susanne Schmidt, ‘Commission activism: subsumilegéenmunications and electricity under European
competition law’ in Journal of European Public Bglb (1) March (1998): 169-84.

4 David Levi-Faur, ‘On the “Net Impact” of Europeaation: The EU’s Telecoms and Electricity Regimesveen
the Global and the National’ @omparative Political Studie37 (1) February (2004): 3-29.



Structure and Vulnerability of “Sector Regimes”

A “sector regime” is a configuration of instituti®@nd structures that governs the provision of
services in a sector. In general, public serviadosaegimes are constituted of: (1) a logic that
legitimizes monopolization of a service; (2) a faimnstitution that stipulates or enhances
monopolization; and (3) interdependence among satto benefit from monopolizatichThe
theory of natural monopoly played an important iea legitimizing logic of monopolization and
public ownership of transport services and utsiti€-or example, air transport services were
exempted from the application of anti-trust law dese it was deeply related with national
security concerns, and because it was regardechagieal monopoly. Since the basic principles
of the international air transport regime was draypnbefore and after the Second World War,
governments were reluctant to grant each other thaféic rights over their territories. Also,
despite the fact that air transport services reguimassive amount of investment, there was
limited demand in the wake of the post-war peribiolis, governments had to restrict competition
so as to make air transport services profitablee Tame logic could be applied to
telecommunications services. Since network constmucrequired an enormous amount of
investment, it was necessary for service operabomsinimize their production costs by expanding
their network as much as possible. The conventiansdiom was that there should be a single
service operator so that services could be efficiand be provided at the minimum price. The
fact that services were limited to telegrams anides¢elephony at the time reduced chances for
competition to take place, and this strengthenes Itigic for monopolization. As a result,
international and national institutions were set topauthorize monopoly status for service
operators or administrations which provided theswgises.

In international air transport services, the Gartion on International Civil Aviation and
bilateral aviation agreements regulated the prowmigif services. These international agreements
provided for state sovereignty over the airspacevabtheir territories, equal opportunity to
participate in international air transport servjcasd at times, measures to enhance equality of
outcome as well. The bilateral agreements stipdila¢éems on airfare, the number of flights,
capacity sharing, and traffic rights so that coritrey states would be able to share equal capacity
of flights and reduce competition between natidlzg carriers. In principle, a single airfare was
set for each route through negotiations amongnaidompanies at the International Air Transport

Association. Furthermore, the Convention Relatmthe Regulation of Aerial Navigation in 1919

® Studies on the liberalization of public servicé®w use the concept of rent-seeking coalitionslewveloping the
concept of “sector regimes,” | especially drew loa work of Hulsink. cf., Willem HulsinkPrivatisation and
Liberalisation in the European Telecommunicatio@emparing Britain, the Netherlands and Frané®ndon and
New York: Routledge, 1999).See, also, Yuko Sddes Politics of Globalization in Telecommunicatiotixternal
Pressure” on Japanese Policies (Tsushin Gurobamk&eijigaku: “Gaiatsu” to Nihon no Denki-tsushigiSaku)
(Tokyo: Yushindo-kobunsha, 2005): 46-9.



authorized national governments to restrict doroesti transport services (cabotage) to national
airlines. In the case of telecommunications, therimational Telecommunications Union set
interconnection standards, and restricted the pi@viof international services to those operators
who had monopoly status in their domestic marketvie operators, which were generally

administrative bodies, were authorized by law tovpate services and construct infrastructure
exclusively. In addition, they could decide whickrniinals were allowed to connect to the
network, set standards of the terminals, as wellpashibit resale of networks by private

companies. In this way, air transport and telecomoations services were exempted from
anti-trust law, and were governed instead by i&onal and national institutions that formally

excluded competition among service providers.

Actors who benefited from the legitimizing loghnd formal institutions were public service
providers, administrative bodies, hardware manufacs and politicians. Public service providers
and administrations profited from the monopoly owarvice provision, and possessed the
authority to regulate the market. Hardware manufacs were able to benefit from a less
competitive procurement system and a monopsony witlemand side (i.e., usually the
government) which was less concerned with costgffeness. Thus, politicians were able to gain
support of public officials, manufacturers and d¢iiuencies in rural areas. This, in turn was
reflected in choices of government policies. Thee¢helements noted above—Ilogic, institution
and interdependence among actors—formed a robgistedhat supported the existence of public
service monopolies.

Thus, it is possible to hypothesize that the wedke sector regime becomes, the easier the
liberalization process. But what makes a sectanregn one service weaker? Sector regimes lose
their robustness when their legitimizing logic, Batample the theory of natural monopoly, turns
out to be less credible, and/or when actors wholleaxfited from the regime have to pay higher
opportunity cost to maintain it. Also, regimes teiledbe more vulnerable when they are based
primarily on international institutions. This isdaise when two or more of the parties liberalize
the sector, it enhances competition and brings dprices, thereby diverting demand to that
country when there are no trade barriers. Publinopolies in neighboring countries will have to
pay the cost of maintaining a regulated marketdsynly domestic users to foreign operators. In
this way, liberalization in one country elevatepaoyunity cost for actors in another country to
maintain monopoly, thereby enhancing the spillaxdiberalization processes internationally. On
the other hand, liberalization of services that emastituted of national institutions does not
generate similar spillover effects, and liberalmattends to stop at the domestic level. This
implies that member state-preferences are likelycdaverge in sectors with regimes based
primarily on international institutions even withaine impact of EU institutions. On the other

hand, member-state preferences are likely to rerdaiarged in sectors with regimes based



primarily on national institutions, and EU institris are likely to play a more important role in
the liberalization process. The following secticmsalyze how and why regimes in both air

transport and telecommunications services weakemetled to liberalization.
Liberalization of Air Transport Services

Breakdown of the sector regime in the U.S. anififsgact on the EC (1978-1984)

The regime that regulated air transport servimegan to weaken in the U.S., starting in the
1970s. As was mentioned above, it was the lack evhathd and economies of scale that
legitimized the regulation of air transport sergic&hese problems were gradually resolved after
demand started to grow in the 1950s, and trangpsttdecreased thanks to the development of jet
airplanes. By the 1970s, it was deemed possiblerf@il-scale, low-cost companies to survive in
the market. In spite of these developments, maibne companies struggled for stable revenue,
asking the Civil Aeronautics Board (CAB) for tighteegulation® This went completely against
the deregulation argument which was gaining graaintthe time, and contrary to the hopes of the
major airlines, only worked to speed up the breakdof the existing regime.

Calls for tighter regulation from airline compasiwere refuted by the theory of contested
markets which was recently introduced in the fiefdeconomic€. According to this new theory,
if entry to and exit from the market were relativehsy, new entrants would be able to challenge
the monopoly with lower prices. Therefore, governimegulation is no longer necessary even in
sectors with characteristics of a natural monopdéythe theory of natural monopoly was rejected
in this way, interdependence among the actorsstiygported the existing regime began to loosen.
President Carter enthusiastically supported deagigul, thinking that it would raise support from
the public who were users of air transport. In ®etol978, a law was passed that stipulated the
deregulation of market access and airfares in dicnesites by 1982 and abolition of the CAB
by 1984.

Developments in the U.S. greatly influenced tbécy proposal of the Working Party on Air
Transport which had just been set up under the dtieerof Permanent Representatives a year

before in 1977. In May 1979 the European Commission issued a Manthm (hereinafter,

® Takao Akiyoshi Transformation of Public Policy and Policy ScienBegulatory Reforms in the Air Transport
Industry in Japan and the U.S. (Kokyo-seisaku nyhién seisaku-kagaku: Nichibei kokuyuso-sangyo nioke
hutatsu no kisei-kaikakyYokyo: Yuhikaku, 2007): 82-4, 93.

” |bid: 96-8. There are many counterarguments quiisiy the proposition that the air transport maiket
contestable.

8 Commission of the European Communities (CEC), Aingprt: a Community approach. Memorandum of the
CommissionBulletin of the European Communities. Supplendér@ (1979): 7-8. It is not clear why the working
party was established, but according to an interig O'Reilly, a Commission official has commentedtbe need
to react to the ECJ judgment in 1974, which is abersid to have opened prospects for liberalizatiché air
transport sector (Dolores O’Reilly and Alec Stonee8ty‘The Liberalization and European RegulatioAiof
Transport,’ Sandholtz and Stone Sweet, op. cif7).16



“First Memorandum?”) which, referring to the airisport policy in the U.S., proposed new goals
and policy measures for the Commuriitfhe Commission claimed that monopoly of the sector

for reasons of economies of scale “is not necdggare,™°

and that competition rules should be
applied™ The Commission’s neoliberal understanding of thebem, and its strong will to
counter theancien régimavere reflected in the text.

However, the Council ignored most of the Commois'si proposals. Restricting the emission of
nuisances and simplification of freight transpaxigedures were what concerned many member
states at the time, and liberalization was a nptiarity for most of thent? The fact that the
Commission proposed revolutionary measures in aa@rovoke discussidh did not help the
negotiation either.

Nevertheless, the Commission proceeded with dmsudtation procedure and was encouraged
by the European Parliament, airline companies ams@r uassociations who supported
liberalization** This motivated the Commission to complete anotemorandum (hereinafter,
“Second Memorandum”) in March 1984. The Second Mamdum was a more concrete, detailed
policy proposal than the first, which recommendegradual, partial liberalization. In response,
the Council set up a High Level Working Group caostd of national flag carriers and
regulatory agencies. The Working Group met eighmes in late 1984, and submitted a report
which showed changes in member states’ prefereiogesrd liberalization. Member states who
strongly supported the Commission’s proposal weeprasentatives from the U.K., the
Netherlands and Luxembourg, but the rest also dgitest a gradual, limited liberalization was
necessary? The fact the all member states agreed to exanhieeptospects of liberalization,
albeit cautiously, was a significant change, whiefiected the weakening of the air transport

sector regime in these states.

Breakdown of the sector regime in Europe (1978-1985

The Netherlands was the first member state in therGunity to conclude a liberal bilateral
agreement with the U.S. The Netherlands suppohied)tS. at the Chicago Conference in 1944
and had traditionally supported a liberal air tgors regime. Its national flag carrier, KLM, was
known for its efficient management which concemitadn international services, and was seeking

to gain greater access to the U.S. market. In aaeupport KLM, the Dutch government not

° CEC, op. cit.: 28-30.

19 |bid.: 13.

™ 1bid.: 19.

2 |bid.: 24.

13 |bid.: 3.

14 CEC,Civil Aviation Memorandum No 2. Progress Towards tiesdlopment of a Community Air Transport Palicy
COM (84) 72 final. Brussels: 15 march 1984: 3,7.

15 Stephen Wheatcroft and Geoffrey Lipmair, Transport in a Competitive European Market: Piebs, Prospects
and StrategiegLondon: The Economist Intelligence Unit, 1986}:%.



only concluded a new bilateral agreement with th8.Ubut was promoting a liberal plurilateral
agreement as welf The U.S.-Dutch agreement in 1978 became a thmatéighboring
countries that were still harboring protectionigteements, and led the Belgian, West German and
British governments to revise their bilateral agneats with the U.S.

Liberalization in the North Atlantic routes spill over to European routes after 1984. This time,
it was the U.K. who set the process in motion. Hgvcompleted the restructuring of British
Airways, the Thatcher administration began to praribe revision of bilateral agreements with
other EC member states. The first one was wittDiheeh which was concluded in 1984. At the
end of the same year, West Germany also respondealls of the British. These developments
led to a watershed year in 1985 when Luxembourgnée and Belgium also concluded new
agreements with the U.K., thus creating a wavébeflization in Western Europé.

What made such a spillover of liberal bilatergidesaments possible? This was due to the market
structure of the air transport sector which enhdntansport diversion from countries with
protectionist regimes to those with liberal onest Example, if transport capacity and airfares
were to be liberalized through a liberal bilateagireement between the Dutch and the U.S.,
national flag carriers will have to compete withcleaother, thus bringing down airfares in the
Amsterdam-New York route. This may make it chedpeusers in neighboring countries such as
West Germany or Belgium to travel via Amsterdanidad of flying from their own country to
New York. Consequently, airline companies in thesentries will lose customers to KLK. The
fact that European airlines had a greater depegdencinternational servicks made them
extremely vulnerable to the threat of transportediion.?’ In fact, between 1978 and 1981,
countries such as Belgium, the Netherlands and \@&stnany who had concluded liberal
bilateral regimes with the U.S. saw a rise in thenher of passengers in the North Atlantic route
by 30.9 percent, while in countries such as Frai@mgin and ltaly, who maintained their
protectionist agreements, the number increasechlyy1® percerit. In other words, in countries
where the government had maintained their proteistioregimes, national flag carriers were

paying an enormous amount of opportunity cost. §dree logic can be applied to explain the rise

18 Daniel M. KasperDeregulation and Globalization: Liberalizing Inteational Trade in Air ServiceCambridge:
Ballinger, 1988): 56-7.

7 It is important to note that the French and Belglanisions in fall 1985 to conclude a new agreemgitthe U.K.
were made against the backdrop of the White Pap&amnpleting the Internal Market, which was adoptet a few
months before, in June.

8 Higher reduction of airfares and growth in passeriffic were seen in early liberalizing courgri€or example,
leisure airfares between Amsterdam and the U.Keweduced by 20%, and passenger traffic increag&d%
between 1982 and 1987, while airfares rose by 18&gqpassenger traffic increased only by 25% in uaténecting
Paris and the U.K. (Kim Abbot and David Thompsdeg-regulating European aviation: The impact oftbilal
liberalisation’ ininternational Journal of Industrial Organizatio? (1991): 131).

19 Civil Aviation Authority, Airline Competition in the Single European Mariedndon: Civil Aviation Authority,
1993): 75.

20 Kasper, op. cit.: 78.

21 Jose A. Gomez-lbanez and Ivor P. Morgan, ‘Derdigdnternational Markets: The Examples of Aviatiand
Ocean Shipping’ itvale Journal on Regulatioh (1) (1984): 115.



of liberal bilateral agreements in European routes.

In the bilateral agreements concluded betweefJtie and the Netherlands, Luxembourg, and
Belgium, regulations on market access, transp@aasy, and airfares were liberalized to a great
degree, showing the governments’ strong preferefarea liberal air transport regime. On the
other hand, agreements between the U.K. and Westdbg and France were much more limited.
For example, they maintained limits on capacityrisiga the former left room for consultation,
and the latter set a sharing ratio of 55:45 instefathe previous 50:5¢. By examining the
content of the bilateral agreements noted abovepalicly stances of each country, it is possible to
identify three groups of countries with differemeferences?® The first group includes the U.K.,
the Netherlands, Luxembourg, Belgium, and Irelafds group supports rapid deregulation. The
second includes West Germany, France, and Denmadse countries prefer a gradual, partial
reform of the sector and support the adoption afsilens made at the European Civil Aviation
Conference by the Community. The rest, includirady)tSpain, Portugal, and Greece were less
enthusiastic about regulatory reform. Consideriregfact that the Council showed little interest in
the First Memorandum, this shows that many memia¢eshad changed their preferences toward
liberalization in just five to six years. At thensa time, this indicates that the key to successful
negotiation at the Council depended on how famtieenber states in the first group and those in

the third group could compromise on the issue.

The Single Market Project and the adoption of tiretiPackage (1985-1987)

As the sector regimes in many member states weiarmiag to weaken, the European Council
adopted the White Paper on completing the intenmaiket (hereafter, “White Paper”) in June
1985. The White Paper stated that the Council ofidiers was supposed to decide on a common
policy for bilateral air transport agreements adiwg to the following schedufé. First, Council
will decide on the procedure of setting airfaresDBcember that year, then change the ratio of
capacity sharing from 50:50 to 75:25 by June 1986, finally, adopt a common policy regarding
the application of Article 81 (ex Art. 85 EEC) b98r. In addition, the White Paper noted that the
Commission would use its powers designated in kr8d (ex Art. 89 EEC) to examine violations
of airline companies and demand member state goents to take the necessary measures if the
Council did not show progress according to scheffule

However, negotiations in the Council did not med as scheduled. Instead, it was the judgment
of the ECJ in April 1986 that gave an impulse t® flegotiation process. The ECJ concluded that

competition rules of the Treaty applied to bilatergreements on air transport services, and until

22 Wheatcroft and Lipman, op. cit.: 213.

23 |bid.: 61.

24 CEC, Completing the Internal Mark&thite Paper from the Commission to the European db(idan, 28-29
June 1985). COM (85) 310 final: 30, Annex: 27; CEG84).

% bid.: 30.



the application procedures are decided in accomavith Article 83 (ex Art. 87 EEC), the
member states or the Commission are to take thesaary measures according to Articles 84 (ex
Art. 88 EEC)and 85 respectively.Encouraged by the ECJ judgment, the Commissionttzed
Dutch presidency decided to add pressure on thebestates who were less enthusiastic about
liberalization.

On June 18, the Commission held a press confereatling on member states to respect the
schedule stipulated in the White Paper and to takasures to liberalize airfares and capacity
sharing at the Council meeting scheduled at theoéride montf’ The Dutch presidency, who
was also frustrated with the slow reaction of treukXil, decided to make use of its status as
presidency to refer to the problem at the comingogean Council in the Hague. The Dutch
presidency successfully included a paragraph irPtlesidency Conclusion which referred to the
ECJ judgment and encouraged the Council of Mirsster adopt the appropriate decisions

“without delay.”®

This turned out to be a turning point for the tiraof a common air transport
policy. A week later, the Council of Ministers $et itself a goal for the first time to completeeth
internal market by 199%.

For the Commission, though, the Council’'s stat@mes insufficient since it did not guarantee
the fulfillment of the schedule stated in the WHiaper. Soon after the Council, the Commission
notified the national flag carriers to correct baadon all cartel-like measures that impede Article
81 within two months, showing its adherence towtete Paper’

These developments coincided with the formatiba oonservative government in France and
the rotation of the presidency from the Netherlatodthe U.K. that helped accelerate discussions
in the Council after November. As was mentionedvab&rance had still maintained a cautious
stance towards liberalization when she concludeéva agreement with the U.K. However, the
conservative government formed in March 1986 wadkusiastic about liberalizing the economy,
and at the Council in November, France began tpqe® deals so as to reach a comprofiise.
The fact that the U.K. held the presidency helgedrtegotiation proceed as well, since the U.K.
was now responsible for hammering out a compronaideer than demanding radical reforms.

As a result, most of the member states agreethe@rierms of capacity sharing and multiple

26 European Court of Justice, Judgment of the CouBBd%pril 1986. Criminal proceedings against Lucagasind
others, Andrew Gray and others, Andrew Gray anérsthlacques maillot and others and Leo Ludwigadinelrs.
References for a preliminary ruling: Tribunal deipslde Paris France. Fixing of air tariffs. Appbday of the
competition rules in the EEC Treaty. Joined ca€st@ 213/84 irEuropean Court Reportd986): 1425.

27 Stephen Wheatcroft and Geoffrey Lipm&uropean Liberalisation and World Air Transport:Wards a
Transnational IndustryLondon: The Economist Intelligence Unit, 19900): 6

2 Eyropean Council, Presidency Conclusions. 26 antiié 1986 iBulletin of the European Parliament. Special
Edition4 July 1986: 5.

29 Council of the European Communities General Seéagtaontinuation of the 1090th Council meeting TroTs
Luxembourg, 30 June 1986, 7883/86 (Presse 104): 8.

30 Wheatcroft and Lipman (1986): 60.

31 Tim Dickson, ‘Bitter Blow for Britain as Hope of Aafes Compromise Fades’financial Times12 Nov. 1986:
I-3.
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designation at the Council meetings in November@edember, thereby progressing towards the
first stage of liberalization. Although the CouricilDecember saw “significant progre¥s'on the
terms of airfares, the policy stances of the memstses mentioned above did not fully converge.
Six countries, including the Netherlands and Westn@ny, agreed to the presidency’s proposal,
but four countries such as France and Southernpgaro countries demanded conditions on
discount fares® The confrontation between the two groups reflected differences in
geographic conditions and the competitiveness dfir tmational flag carrierd* Similar
confrontation reappeared in issues such as fitedom and opening up of access to regional
airports®

Despite such confrontation, it is highly likelyat both the member states who preferred full
liberalization and those who demanded tighter doyds held incentives for an agreement at the
Community level. Countries that preferred full liakzation, such as the U.K. and the
Netherlands, had better chances to open up Southgmopean markets by negotiating at the
Community level rather than the bilateral level.isTvas because the financial status of the
airlines of Southern European states were so uesgaid fragile that it was deemed extremely
difficult to open up their markets if the negotimis were left to bilateral ones. For the liberdls,
was important that these countries were firmlyosethe road towards full liberalization, even if it
progressed in small steps. On the other hand, dbéh&n European states had to face increasing
transport diversion if they were to be left behindhe liberalization process. Thus, it was also in
the interest of these states to participate im#gptiations at the EC level, thereby slowing down
the liberalization process. The countries’ stratggisitions were reflected in the outcome of the
First Package which was agreed in June 1987:the.negotiation ended with the U.K. and the
Netherlands compromising with the demands of thett®mwn European countrié.

The First Package functioned as a spring boardsticcessive legislations to liberalize air
transport services and led to the dismantlemerth@fmonopolist regime which had governed
international civil air transport. As soon as tleeand stage of liberalization began in late 1989,
the member states reaffirmed their commitment tmplete the internal market by January

1993% As a result, member states agreed to a greateeeled liberalization than the White

32 Council of the European Communities General Seéagt&orrigendum to the 1133rd meeting of the Council
Transport Brussels, 15/16 December 1986, 11296/2&8¢E 203) COR 1(e): 4.

33 |bid.: 4-5; ‘UK Gives Up Hope of Air Route Reformm Financial Times15 Dec. 1986: I-2.

34 Member states that demanded conditions (e.glettith of stay) on discount fares were southermfeain states
that attracted numerous tourists during the vangiiriod. The national flag carriers in these coestwere less
profitable than those in the U.K. or the Netherkarfebr example, Spanish and Greek airlines we@dety
consecutive losses (Wheatcroft and Lipman, op. 3.

35 Tim Dickson, ‘EC Ministers in Air Transport Reformalks’ in Financial Times23 June 1987: I-2; O'Reilly and
Stone Sweet, op. cit.: 179-81.

36 Council of the European Communities, Council Dinee87/601/EEC of 14 December 1987 on fares for
scheduled air services between Member Stat€ficial Journal L374, 31. 12. 1987: 12-8.

37 Council of the European Communities General Seda¢td373rd meeting of the Council Transport Brusss
December 1989, 10311/89 (Presse 230): 15.
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Paper had designated by July 1992, when the Tlaotd®je was adopted. With the liberalization
of cabotage in April 1997, the problem has now tebiftowards slot allocation in congested
airports and agreements with third countries.

As O'Reilly and Stone Sweet have pointed out, rible played by the Commission in the
liberalization process cannot be neglettelh the first half of the 1980s, the Commissioaftid
legislation and supported the creation of user@asons despite the reluctance of a majority of
member states. After the adoption of the White Rapesed its legal powers enshrined in the
Treaty to pressure member states into complyingh wiite schedule and influenced the
policy-making of member states, to a certain dedrgaetting goals for further liberalization.

However, the analysis so far has also showntligapreferences of member states had changed
substantially even before the Commission startesieétd its legal powers, namely Article 86 (ex
Art. 90 EEC), and that we need to look further itite process of preference formation. The
reason why member states other than those of Souheope shifted their preferences towards
liberalization, albeit difference in degree, waxdese the Dutch-British bilateral agreement
spread fear of transport diversion among nationdines of neighboring states, thereby
weakening the sector regimes in these countriesa Aesult, the question that the Council faced
after the adoption of the White Paper was not sohhabout liberalization per se, but about the
appropriate pace and extent of liberalization. Totcome of the negotiation was up to the
countries that demanded full liberalization andsththat demanded the maintenance of regulation
to compromise on an appropriate level of regulatefgrm. In that sense, the fact that the U.K.
held the presidency at the latter half of 1986 waad left in charge of reaching a compromise, and
that a conservative government was formed in Frayase important coincidences. In these kinds
of circumstances, the Commission did not so mueapstthe preferences of member states, but
facilitated negotiations in the Council. The rofette Commission though, grew in importance in

the telecommunications services, which will be wred with in the next section.
Liberalization of Telecommunications Services

Breakdown of national sector regimes and their ioifan the EC

As in the air transport sector, it was liberaliaatin the U.S. that triggered reform in the EC
(European Communities). In the U.S., the conseate#eof 1956 precluded AT&T from engaging
in any business other than the provision of comrmamier communications services. But the
growth of the computer industry from the 1960s tedthe development of new specialized
services and equipment for businesses by compaitfes than the AT&T. The 1970s saw the

Federal Oversight Board and the court granting eeivants authority to provide specialized

% O'Reilly and Stone Sweet, op. cit.
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services and allowing them to connect their terfsit@ AT&T’s network. Hence, it was not long
before the monopoly status of AT&T was called igt@stion. In November 1974, the Department
of Justice filed an antitrust lawsuit against AT&Viter a hard-fought battle, the two sides reached
a settlement in 1982, in which AT&T would divestsalf and cease to provide local
telecommunications services, but be allowed to @i the provision of value-added services
(VAS) instead.

Following developments in the U.S., the Britislovgrnment also began liberalizing
telecommunications services. The idea to liberatelecommunications services had a great
potential to be welcomed by the financial sectoicwihad long demanded for better services, and
the public who had become weary of inefficient gy and strikes of labor unions at British
Telecom.

In this way, the provision of VAS, voice teleplypand infrastructure were liberalized in the
U.S. and U.K. by the mid-1980s. But developmenthertwo countries did not simply spillover
to their neighbors, as was seen in the case dfassport services. This was primarily because in
the telecommunications sector, most of the serweere directed toward domestic users, and
users were unable to switch providers due to réigu& on international services. The
telecommunications sector was based on a reginmteatlvaved a much smaller scope for the
convergence of member state preferences thanftiia air transport sector.

In the EC, Commissioner for Internal Market EtierDavignon noticed the rapid development
in information and transmission technologies andirttpotential impact on the European
socio-economy. Davignon was also familiar with et that new services such as electronic mail
and videotext were being developed, and that tlweydcbring down the cost of transmission.
However, this knowledge did not lead to the propdea the liberalization of services and
infrastructure, but were directed towards the htieation of the provision of hardware to enhance
the development of technology. Hence, liberalizaid telecommunications services was never
proposed as a major agenda in the EC until thel®&0s* In fact, it was not so much initiative
of the Commission, but developments in the Gensgatement on Tariffs and Trade (GATT) that

shaped the liberalization process in the EC.

The Uruguay Round and the liberalization of VASBE:2990)
In autumn 1982, the contracting states to the GAgfeed to examine a proposal to start
negotiations on the liberalization of trade in $&#8 which was put forward by the U.S. The ever

stronger integration of the computer and telecomaations industries enhanced the development

%9 |n 1983 the Commission proposed a policy to esthldiframework to support the development of ads@énc
services in the private sector, but the Councilntitiregard it as a priority issue, and declineddopt it. Thereafter,
policy proposals concerning the liberalization efvéces were not put forward until 1985, when thieitd/Paper on
Completing the Internal Market was published.
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of VAS, which in turn created a new notion of trad&ade in services.” Technological
development in both industries led to the incraasaternational transactions, the emergence of
multinational enterprises and outsourcing of bussrectivities, thereby increasing the importance
of information processing via international netwarkt was therefore deemed inevitable that
liberalization of telecommunications services, egdly VAS, which was highly internationalized
and did not fit into the theory of natural monopokould be placed on the agenda. Behind the
U.S. proposal were ambitions of the AT&T to entepithe international VAS market.

Although the U.S. was well aware of the potestiaf liberalizing trade in services and its
ramifications to the telecommunications sectowdis not the case for the Commission and the
member states of the EC. Following the U.S. propdisa Commission and several member states
conducted a comprehensive review of the serviceséar the first time. The report showed the
link between trade in services and telecommunioafids potential growth, and the fact that the
EC was one of the greatest exporters of servicdgimnvorld. Among the member states, the U.K.,
France, West Germany, and the Netherlands weredftuibe the leading exportéfsin March
1985, the Council decided to support negotiatiamssérvices trade under the GATT along with
the U.S. The Uruguay Round negotiations began &%,18nd in parallel with the negotiations, the
issue of service liberalization finally came to thee in the EC.

In February 1988, the Commission presented apmaplan to liberalize telecommunications
services. The aim of the Commission was to swilitlgralize the services market so that member
states could decide on a common position for thve nreeind and also to complete the creation of
the internal market for telecommunications by thd ef 1992. The Commission proposed two
directives: (1) an Article 86 Directive to liberadi services that did not share the characteristics
a natural monopoly, that is, VAS; and (2) a Couridilective to ensure open interconnection
between member states, i.e., the Open Network $toov{ONP). As no Article 86 Directive had
ever been drafted before, the Commission’s staagght the member states by surpfise.

By the mid-1980s, VAS had been liberalized otilisralization had been at least examined not
only in Britain but also in France, Belgium, DeninaWest Germany, and Italy. Since businesses
were the primary users of VAS, liberalization wasoavenient way for conservative governments
to gain support from them. But only the governmentthe U.K. and West Germany went so far

as to support the liberalization of voice telephthioreover, the rest of the member states had

40 william J. Drake and Kalypso Nicolaidis, ‘Ideastdrest, and Institutionalization: Trade in Sersiead the
Uruguay Round'’ in International Organization 46 \{linter (1992): 52, 57; R. Brian Woodrow and Pierean&,
‘Trade in Telecommunications Services: The Eurog@éammunity and the Uruguay Round Services Trade
Negotiations’ in Charles Steinfield, Johannes M. &aand Laurence Caby eds., Telecommunications imsifran:
Policies, Services and Technologies in the Euro@anmunity (Thousand Oaks: Sage Publications, 1990);
CEC (1985): 26-7.

41 CEC,Towards a Competitive Community-wide Telecommunicsifiterket in 1992. Implementing the Green
Paper on the Development of the Common Market fec@enmunications and Equipme@OM (88) 48 final.
Brussels: 9 February 1988: 22.

42 The reform proposal submitted to the Cole goventrnéWest Germany recommended the liberalizatien t
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not even considered the issue of liberalizatiorthat point. Telecommunications services in
Southern Europe were not sufficiently developeddapt to the developments experienced in the
U.K. or West Germany. For example, the number okss channels in Portugal was only half of
that in Denmark (see Figure 1). This diversity aghanember states was bound to make the
negotiations difficult, and the Article 86 Direatiwvas a convenient way to circumvent delays in

the liberalization process.

Figure 1: Access channels per 100 inhabitants in 1990

Source: OECD Telecommunications Online Database.

In December 1988, the Commission announced it adbpt the Article 86 Directive to
liberalize VAS. Since only the Council could adtip¢ ONP Directive, the Council responded by
using the ONP Directive to seek concessions onténms of the Services Directive. The
preferences of member states clashed over the @pimlevel of liberalization. While the U.K.,
the Netherlands, Denmark, and West Germany demanddiberalization of VAS, France, who
was accompanied by Southern European states areimhourg, wanted basic data transmission
services to be exempted from liberalization. I1s tontext, the Uruguay Round negotiations and
the active trade policy of the U.S. enhanced dewigsnaking in the Council.

Negotiations concerning the liberalization oet@immunications services started in June 1989
at the Uruguay Round, and it was highly likely tN&S would be the first type of service to be
liberalized. In addition, the U.S. expanded itg¢arfor liberalization beyond the domestic market
from 1988, demanding the EC to open up its matkdtaced with mounting international
pressure, the member state representatives atdbeniber 1989 Council recognized the need to

decide on a common position and to liberalize thernal market.

public telecommunications network if it were to iege the development of private operators (Ebeaite, ‘A
history of recent German telecommunications policyarvey M. Sapolsky et al., The telecommuniaadio
revolution: past, present, and future [London: Relge, 1992]: 98-101).

43 Woodrow and Sauvé, op. cit.: 110.
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As a result, the Council and the Commission afjeea compromise to delay the liberalization
of basic data transmission services until Janu8881to allow member states like the U.K. to
proceed with early liberalization, while grantinguaitries with low levels of development to defer
the implementation of the directive. As has beestused, many national telecommunications
regimes were left relatively immune from liberatioa in other countries because sector regimes
lacked the spillover mechanism which worked througk market. Instead, the Article 86
Directive, which was legitimized by ECJ judgmemtslD91 and 1992, and international pressures
acted as a driving force for common policy. Theux-vitessegtwo-speed)” approach, which
became common in subsequent directives, was amesio such exogenous pressure and the rift

among member states preferences.

The GATS negotiations and the liberalization otgdelephony (1990-1993)

During the negotiations of the Services and ONPe®ives, member states and the
Commission were in agreement not to apply compaetitules to voice telephony and construction
and operation of infrastructure for the time beinglowever, the very notion of
telecommunications as a natural monopoly was losingund because of technological
development and fundamental reforms in the U.SK.,Uand Japan. Furthermore, the U.S.
proposed in December 1991 to liberalize long-ditabasic telecommunications services in the
Uruguay Round? Met with fierce opposition from the EC and otheuntries, the U.S. backed
down the proposal. But by that time, the EC hadaaly agreed to include an article in the General
Agreement on Services in Trade (GATS) that promitedtontinue negotiations for further
liberalization in the futuré&® Faced with these developments, it seemed ineeitéisl member
states, albeit reluctantly, to liberalize voiceefony and infrastructure in the near futtfre.

The fact that France Télécom (FT) and the Fregmfernment became enthusiastic about
liberalization was another blow to the states ot@itBern Europe who were opposed to rapid
liberalization. The FT had become a public entsgpmwith an independent accounting system in
January 1991 and was developing joint ventures éhtsche Telekom to provide international
services.” The change in French preference reflected thelolewent in technology. The various
technological developments that had been in the R&Desting stage were now ready for

commercialization, and telecommunication servicesewshifting from fixed voice telephony to

4 H. G. Braodman and C. Balassa, ‘Liberalizing Intdomeat Trade in Telecommunications ServicesThe
Columbia Journal of World Busineg8 (4) (1993): 33-4 cited in Markus Fredebeul-Krand Andreas Freytag,
‘Telecommunications and WTO Discipline: an assesgroEthe WTO agreement on telecommunication sesvit
Telecommunications Poli@d (6) (1997): 483.

5 Woodrow and Sauvé, op. cit.: 102-3.

46 CEC,Communication to the Council and the European Paréat on the Consultation on the Review of the
Situation in the Telecom Services Sed®®M (93) 159 final. Brussels: 28 April 1993: 146&podman, op. cit.: 177.
47 France Télécom and Deutsche Telekom started wvjeirture in VAS in October 1991 called Eucom, tdenided
to establish a company to provide telecommunicatimgtwork and services to multinational enterprisddarch
1993.
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mobile telecommunications and from single-functioetworks to multi-function networks.
Mobile telecommunication services had been in sersince the 1980s, but the adoption of a new
standard, Groupe Spéciale Mobile (GSM), showed pmtts for growth of a European-wide
market. As for the fixed network, an optic wire waisl down across the Atlantic in 1988, and the
introduction of ISDN (Integrated Services Digitaétork) by 1992 was agreed in the EC, raising
expectations for an emerging market for internatiatata services for multinational enterprises.
Surrounded by such environmental change, the olbgect France in the GATS negotiations was
similar to that of the U.K. and other countriesttpeeferred full liberalization: to gain access to
American, Japanese, and Canadian markets eveat ifetuired opening up their home marfet.

Until then, countries such as Spain, PortugaéeGe, Italy, Belgium and Luxembofitgwere
able to cooperate with the French to lessen thedspgliberalization. But with the French shifting
her attitude, albeit less so than the British, aisvevident that it would be much more difficult to
impede liberalization. The new French governmeotmed in May 1995, had manifested for
liberalization and privatization of the economy.idfueled enthusiasm within the FT for reform,
and enhanced the negotiation process in the Council

After the Denmark Shock in June 1992, the Comomnsacted less authoritatively, becoming
more of a coordinator and mediator, and was marerelet about adopting Article 86 Directives.
But the Commission’s discreetness was also dueetdeict that a consensus towards liberalization
in the medium term was formed through negotiat@nd consultation among the member states
and public service operators. Greece, Italy, Patiugpain and Ireland have responded that they
would agree to the Commission’s proposal for fullrket liberalization by 1998 if they were
granted financial assistance from the StructuraidFto develop their networkS, which paved
the way for concession. As a result, the June X38@&cil adopted a resolution that stated the
member states’ commitment to liberalize voice teteyy by 1998, while allowing countries with
lower level of development and small networks ttedéhe proces¥

In this way, the liberalization process of tel@rounications services was quite different from

48 Alasdair R. YoungExtending European Cooperation: The European Usiod the new international trade
agenda(Manchester: Manchester University Press, 2002): 71

4° These countries are said to have been the mostaat towards liberalization (Analysys Consultahtstwork
Europe: Telecoms Policy to 200Briefing Report Series. European Telecommunicattbri€ambridge: Analysys
Publications, 1994] cited in Goodman, op. cit.: 675

%0 Goodman, op. cit.; 171-3. In the wake of the Derkn&hock, Competition Commissioner Brittan gave a cpee
that emphasized the principle of subsidiarity imdpean integration (Extract from a Speech by SorLBrittan to
the European University Institute-Florence, 11 JU®@2: Subsidiarity in the Constitution of the ER/92/477). The
turbulence within the Commission was also refledteithe review report which was published in Octob@®2.
Although the Commission pointed out the positivenernic effect liberalization of voice telephony waddring, it
proposed to open up only international calls witthie EC for the time being, taking into accountrdmifications it
would bring to public service operators.

%1 Tech Europel April 1993.

%2 The resolution stated in principle that markett né opened by 1998, but also confirmed that coesisuch as
Spain, Ireland, Greece and Portugal, in which ngtwapacity and development was limited and coestwith
extremely small networks, namely Luxembourg, wilddlowed moratorium of up to five years and twarge
respectively.
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that of air transport. Since telecommunicationyises were mainly directed towards the home
market, and access to the network was restrictetegylation, liberalization policies tended to
stop at the national level. In countries wheredafemunications networks were developed and
where they experienced technological developmeatiomal sector regimes weakened, but
independently. Denmark, West Germany, France, lamdletherlands are an example. But in
Southern European countries with underdevelopedanks and countries like Luxembourg with
extremely small national networks, national secemimes were still prevalent. These structural
differences created serious rifts within the EQJ aften made it difficult to pass directives even
by qualified majority voting. The reason why the n@uission was able to employ its
supranational authority by adopting Article 86 Rirees was because there was consistent
demand for accelerated liberalization by some mensbates’ and because member states

recognized the need to adopt a common positioth®dGATS negotiations.
Conclusion

In order to understand why public services havenbleeralized in the EU, the paper
investigated how the gradual weakening of naticeator regimes led to the liberalization of air
transport and telecommunications services at theldw®l. Sector regimes of the two services
weakened because of technological, theoretical eandomic development that made the former
legitimizing logic obsolete and consequently raiséde opportunity cost for key
actors—incumbent service operators and politiciammrticular—to maintain the regime.

But the way liberalization took place in the EU vei§erent according to the vulnerability of
the sector regime. In the air transport sectorionat sector regimes were based primarily on
international agreements and thus, were more \altherto policy developments in other
countries. When the Dutch and the U.S. governmentbarked on liberalization, the policy
change spilled over to their neighbors and createve of liberalization. This was because the
threat of transport diversion raised the opporjucibst for actors in neighboring countries to
maintain the regime, thus making liberalizatiorthe EU more attractive for both member states
seeking full liberalization and those feeling moructant. Since member-state preferences
converged in this way, EU institutions did not soam shape the preferences of member states per
se, but functioned as a facilitator of negotiatiahthe Council.

On the other hand, liberalization of telecommunare in the U.S. and U.K. did not weaken

sector regimes in other countries because sectgimes were based primarily on national

53 After the decision to liberalize voice telephongsamade, the Commission adopted three Directiviesinthan
three years, concerning the liberalization of ali¢ive infrastructure, mobile and personal commatoos and all of
infrastructure. The adoption of Commission Dirediveas strongly supported by Italy, Denmark, the .Uakd
Finland who wanted to speed up the liberalizatimtess (Goodman, op. cit.: 205-7).
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institutions. This expanded the divergence in pesfees especially between the more advanced
and the less developed member states, hamperia@lldation in the EU. In this context, there
was increasing role to be played by EU institutjdmgt with differential impact on the member
states. By the early 1990s, there emerged strontpmié from several member states, mostly
advanced countries, as well as strong internatipredsure at the GATS negotiations to speed up
the liberalization process. Member states seekowglarated liberalization formed a coalition
with the European Commission and employed EU utsiits to press liberalization forward,
despite the reluctance of member states mostlyoath®rn Europe. In this case, EU institutions
are likely to have pressured the less developedheermstates into agreeing to liberalization in
exchange for financial assistance to develop tel#gcommunications infrastructure.

Thus, it is plausible to say that EU institutioresdha stronger impact on the liberalization of
telecommunications services than on air transfdris is because in the case of the latter, the
vulnerability of the sector regime accounted fa donvergence in member-state preferences. In
this way, the paper has shown the relative impaceotor regimes and EU institutions on the
liberalization of public services.

In conclusion, the framework of sector regimes vedlous to trace and explain the
agenda-setting process and preference change obenestates in a more dynamic way, and
enhances our understanding of the relations betweamber states and EU institutions. The
present analysis opens up a prospect of creatpaiagies of various liberalization processes and
relations between member states and EU instituttbas can be tested and refined through

additional case studies of liberalization.
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