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I. Introduction and Purpose

'Mutual recognition' is one of the most important policy
innovations to emerge from recent European integration.
Originally formulated as a circumscribed legal doctrine by the
European Court of Justice, it was swiftly seized upon by policy-
makers who began exploiting it as a regulatory principle, to
greatly facilitate the harmonisation process required for the EC-
1992 programme. Its great merit is that, where applicable, it
moves the Community away from the 'all-or-nothing' trap of

harmonisation. 4

In several ways, mutual recognition among member states
forms a complement to harmonisation, once it is agreed that
harmonisation need not be 'total' or 'all-encompassing'. This is
useful to the extent that there is no economic justification for
pursuing such comprehensive EC regulation (which is the case in

a majority of policy areas).

Another merit of mutual recognition is that it provides much
greater room to apply the subsidiarity principle in a functional
way. Given that the four economic freedoms of movement in the
internal market are much more secure as a result of "1992", and

taking comfort from the Court's consistent protection of the



single market's integrity, the Community can be much more relaxed
than in the 1970s about the "remaining" regulatory powers of
member states. At the same time, mutual recognition provides
member states with a degree of regulatory autonomy which might

have been impossible under the old "all-or-nothing" perspective.

This paper will address the next logical step in the shift
away from "total" harmonisation: regulatory competition. Whereas
mutual recognition is a static notion, regulatory competition is
dynamic. The latter's relationship with harmonisation, however,
is complex: for given, well-defined EC regulation it may act as
a complement; in more radical thinking it may be viewed as an
outright substitute for harmonisation by the EC Council of
Ministers. Regulatory competition is only possible when there is
mutual recognition; in turn, the latter is only possible when

harmonisation is not 'all-encompassing'.

Given a single market and its regulatory principles (see
Section II1), regulatory competition refers to complex business-
government interactions which occur at national level, leading
member states to experiment with national regulation for market-
strategic reasons (such és the 'competitiveness' of 1local
business). Alternatively, a member state with restrictive
regulation may be forced to respond to the adverse effects of its

regulations for local business in the single market.

When regulatory competition is complementary with

harmonisation, its processes begin after a certain degree of EC



harmonisation has been achieved; to this extent, its impact
should be limited. By contrast, when regulatory competition is
a substitute for harmonisation, the EC process does not commence
with a certain degree of harmonisation in the Council. Rather,
the ultimate goal - sufficient regulatory convergence among
Member States such that justified regulatory objectives are
achieved with minimum distortions in the single market - would
equally, if not better, be accomplished through a process whereby
member states experiment and compete with national regulation.
Internal market forces would respond via variations in the flow
of goods, services, and factors, forcing the adversely affected
member states to react. Such an iterative process would
eventually bring about a 'market-driven' regulatory convergence.
Since market preferences would probably be better revealed by the
dynamics of regulatory competition, than by bureaficracy-driven
and politicised harmonisation in the Council, regulatory
competition would further be a superior solution on normative

economic grounds.

The present paper is a provisional attempt to better
understand the scope and limitations of regulatory competition
in the EC, as well as: its costs and benefits. A full
understanding can only be the result of a major research
programme, both at the conceptual level of economic or political-
economy models and at the level of careful case studies. Here,
we shall concentrate on four questions. First, we ask what the
place of regulatory competition is among the innovative set of

'guiding principles' of EC-1992, and especially its emergence



from mutual recognition. Second, the role of business-government
interactions is addressed by stylising the possible processes of
regulatory competition in the Community. This stylised
representation makes it easier to identify when and where
business-government interaction might take place. Third, the
economic case for regulatory competition is briefly outlined, and
its 1limitations are considered. Fourth, we discuss the
proposition that regulatory competition, from a normative
economic point of view, is a superior alternative to Council-

driven harmcnisation.

II. Requlation for Integration - What, How, and at What Level?

Before examining the emergence of regulatory competition in
the context of the '1992' programme, it is instructive to recall
some of the theories of regulation, which seek to explain why
regulation is enacted in the first place. The economic
justification for a certain degree of regulation in the internal
market should be respected, while at the same time ensuring that
associated distortions are minimised, and that prohibitive
regulatory barriers between member states are removed as well as

prevented from recurring.

The traditional, normative view of regulation posits that
regulation 1is only economically justified when markets fail.
Since market failures will damage general welfare, this theory
holds that regulation is therefore designed to safeguard and

improve the public interest. There are three such market



failures: externalities, market power, and imperfect or
asymmetric information !. In a context of economic integration,
these market failures also exist, and so the corresponding
motives to regulate remain the same. However, there are two
fundamental distinctions between the economics of regulation in
a local or national setting versus that in,an EC-type situation:
first, different regulatory regimes may coexist, entailing a
policy choice between hierarchy (ie. centralisation),
coordination, or comﬁetition; and second, because economic
integration is often an evolutionary process, there is an
imperative to regulate such that greater economic intercourse is

achieved.

The normative view of regulation (ie. what regulation
'should' do, and how regulators 'should' behave inkthe process)
has since been challenged on the grounds that it does not
adequately explain regulation in practice. Rather, a positive
theory of regulation, to explain how regulators actually do
behave, was needed. Beginning with Stigler (1971), economists
have developed a theory based arcund the self-interest of
regulators, rather than some idealised conception of the common

2

good . Specifically, regylatofs can be '"captured" by the

industries they are supposed to regulate: they come to equate the

! A fourth market failure is an inequitable distribution of
wealth and income, but we do not discuss this here, as such wider
distributional goals are more likely to be better accomplished
by other instruments of public policy, namely the fiscal (tax)
system. For a review of the three 'orthodox' market failures as
a basis for regulation, see Kay and Vickers (1988).

. See Peltzman (1989), for a review of the positive theory
of regulation, and its variants.
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public good with these industrial interests, and in exchange for
promoting such interests, appropriate some of the resulting
rents. A primary explanation for capture is that asymmetries of
information between the government and firms require the
regulatory agency to be closely involved with firms on a day-to-
day basis, with a resulting tendency to identify with the aims
of the firms themselves. Variants of regulatory capture include
government capture, in which the regulatory agency becomes too
closely identified with the aims of the government itself (eg.
the protection of employment in certain constituencies), and
bureaucratic capture, whereby the aims of a regulatory agency
come increasingly to reflect the individual aims of its staff
(Gatsios and Seabright, 1989). The common thread running though
all forms of capture is a departure from the pursuit of the
public interest at large. ‘

Another instance in which the outcome of regulation deviates
from the common good is so-called "strategic" regulation, or the
use of regulation as a trade instrument. Beyond the traditional
use of tariffs, it is now widely recognised that most trade
barriers are regulatory in nature. Technical standards and
regulations, and state aidé are examples of tools which can be
used to shield domestic industry from international competition,
with the result that output is lower than what allocative
efficiency would define as optimal, and consumers face higher

prices than they otherwise would have.

Although the initial motive to regulate may be market



failure, the regulatory outcomes produced under both regulatory
capture and strategic regulation demonstrate that regulation -
to improve market functioning - can itself fail. Assessing the
merits of public policy then becomes an exercise of balancing the
costs of market failure against those of regulatory failure (or
more broadly, government failure 3). Only‘by undertaking such a
comparative cost-benefit analysis can an argument for regulatory
intervention be made in a given case. Although it is likely that
there will always be some government failures associated with

regulation, it is obviously desirable to keep these to a minimum.

Once the prior questions of "what" should be regulated, and
"how", have been answered, the existence of a "federal" setting
such as the Community adds a further dimension +to regulatory
policy: namely, at what level should regulation be undertaken?
This third question interacts closely with the other two issues,
since market failures (particularly externalities) can manifest
themselves at an EC-wide level, thereby necessitating EC action

(or at minimum, joint EC-member state action) *. Further, the

* Other sources of government failure (at the EC level, in
a Community context) include: costly decision-making procedures,
excessive centralisation (ie. a failure to delegate regulation
to lower levels of government), incomplete regulation which has
the effect of sustaining fragmentation in the internal market,
ineffective enforcement of regulations, and inadequate
consideration of the adjustment costs which regulations impose
differentially on member states. (Pelkmans, 1990).

* Other reasons for exclusive EC jurisdiction include the
existence of economies of scale, which make federal regulation
more cost efficient than separate national systems of regulation;
sufficiently congruent voter preferences across the entire
Community on a given issue; and efficient preference revelation
mechanisms, such that EC institutions are properly informed about
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costs of regulation, as exemplified by regulatory capture and
strategic regulation, can also sometimes be reduced or eliminated

by regulation at the federal (EC) level.

For instance, by agreeing to limit state aids (articles 92-
94 EEC) and to prohibit "quantitative restrictions on imports and
all measures having equivalent effect" (article 30 EEC), the
member states of the EC have achieved both a greater integration
of their economies, and significantly reduced the potential for
strategic trade policy to mutually inflict costs on one another

to the detriment of aggregate EC welfare.

Moreover, in a context of free movement within the internal
market, the incentives for national industry to "capture" its
naticnal regulators are severely reduced (or, inrthe extreme,
eliminated). Since regulators no longer have the power to limit
or block competitive imports, it becomes futile for national
industry to capture them - for this purpose. Rather, the
imperative of remaining internationally competitive now dictates
the reverse: industry should "capture" or otherwise pressure its
national regulators to enact regulations which favour domestic
competitiveness. If such préssure'results in "deregulation", (ie.
the removal of heretofore protective regulation), the political
influence of the regulated industry should also decline: entry
into the domestic market by foreign producers will dilute the

power of the domestic industry vis-a-vis national regulators.

voter preferences. Each of these conditions underscores the
difficulties inherent in applying subsidiarity in practice.
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When regulation is a prerogative of the national (or other
sub-federal) level of government, regulatory competition becomes
a way both to integrate national economies fragmented along
regulatory lines, and a way to reduce government failures like
capture, excessive centralisation, and its associated decision-
making costs. These, and other alleged benefits of regulatory
competition are addressed later in the paper. First, we look more
deeply at the place of regulatory competition in the context of

the EC-1992 programme and its guiding principles.

ITII. The Emergence of Requlatory Competition from EC-1992

In this section, we provide a stylised, step-by-step
explanation of regulatory competition as it emergéd during the

1992 programme. Annex I is a visual complement to the discussion.

The key objective of any internal market is the stimulation
of growth, employment, and allocative and cost efficiency. The
means to these ends consist in removing barriers to inter-state
trade and production, such that the free movement of goods,
services, and factors of pfoduction is guaranteed both de jure

and de facto.

In the early years of the Community, total ex ante (or
prior) harmonisation of member state national regulations, at the
Community level via directives and regulations, was the means by

which integration was progressively achieved. In other words, the



objective was to replace national regulations with common
regulations so that all member states would have the same
regulations in a given policy area. However, when agreement on
prior harmonisation was not reached as a result of deadlocks in
the Council, free movement was simply blocked. Moreover, in those
cases when it was eventually agreed, total harmonisation was
costly in terms of both time and the gquality of resulting
legislation, and, as a strategy, was often disproportional
(excessive) relative to the market failures it was designed to
overcome °. Finally, it was only applied to goods; service

markets were left untouched.

It is therefore unsurprising that relatively straightforward
'harmonisation cases' remained stuck in the Council for 1long
periods of time. For instance, the so-called "mineral water"
directive took 11 years to agree! °. With such slow speed and
utter inefficiency, the EC's internal market would have taken
centuries to achieve, and even then, its "accomplishments" would

have been open to debate.

The notion of minimum harmonisation was therefore introduced

® On the other hand, it is possible that national
regulations which address market failures on a national level are
inadequate when considered from an internal market perspective.
For example, the negative externalities of pollution may be
internalised within a member state (eg. firms which emit
pollutants compensate surrounding localities), but not within the
internal market (these same firms do not account for the less
immediate environmental damage they inflict on neighbouring
countries).

® See Pelkmans and Vollebergh (1986) for additional examples
of such failures.
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as a way to harmonise only the "essential requirements" of
regulations, namely those safeguarding (inviolable) interests

such as "public morality, public policy, or public security...

7

The adoption of +this concept opened the way for the
application of a complementary principle, that of mutual
recognition. The origins of mutual recognition (as a principle
in judicial review) lie in the famous 1979 ruling of the European
Court of Justice in the so-called "Cassis de Dijon" case. One
breakthrough provision of this ruling held that the importation
of goods lawfully produced and marketed in one member state
cannot be prevented by another member state if such goods fulfil
the essential requirements enumerated in article 36 EEC. Rather,
member state regulations must be "mutually recognised" and hence

free movement within the Community must be allowed.

Although mutual recognition under article 30 EEC ® is far
from sufficient to promote free movement, the case law of the
European Court following Cassis de Dijon did help to expand the

scope and application of mutual recognition. Essentially it holds

7 Article 36 EEC. The full text continues: "public security
.... the protection of health and life of humans, animals, or
plants, the protection of national treasures possessing artistic,
historic, or archaeological value, or the protection of
industrial and commercial property. Such prohibitions or
restrictions shall not, however, constitute a means of arbitrary
discrimination or a disguised restriction on trade between member
states".

® As mentioned above, the article which prohibits member
states from introducing quantitative restrictions and all
measures having equivalent effect between one another.
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that, even if article 36-type essential requirements apply,
. mutual recognition is compulsory if the essential
requirements are deemed to be 'eguivalent' among
Member States. Therefore, the detailed harmonisation

of the past is no longer required, but is rather

substituted by judicial review, rescuing free
movement;
. and national requirements are maintained, measures

must be proportional to the objective sought, and
least restrictive for free movement, .which again
reduces distortions in the internal market

considerably.

By refining mutual recognition as a principle in judicial review,
free movement was helped, but constraints wereg still very
considerable. So, mutual recognition as a regulatory principle
was gradually developed. However, one cannot "observe" the
application of this principle in practice. Instead, it operates
against the background of the Court's doctrine of judicial
review, as the Court has clarified:

. once member states have agreed on a harmonisation of
the 'essential réquirements', article 36 EEC can no
longer be invoked by member states to hinder free
movement;

. because 'minimum harmonisation' (that is, only of the
essential requirements) would, by definition, make
those requirements "equivalent”, mutual recognition

can be applied; and

12



therefore, (minimum) harmonisation is a faster route

to ascertain whether (essential) requirements are
(actually) "equivalent".

From a political point of view, therefore, an
advantage of agreeing common minimum harmonisation in
the Council, rather than wait%ng for the Court to
determine the equivalence of essential requirements in
each and every case is that it 1lends political
legitimacy to any decisions reached thereby. Judges
can only be so involved in regulatory matters until
the situation is characterised as one of "government

by the judiciary".

Later, two further extensions of mutual recognition as a

regulatory principle were applied with tremendous dmpact:

in the standards area, the "new approach" to technical
harmonisation and standardisation, and the "global

° expedited the

approach" to testing and certification
practical implementation of mutual recognition; and

in services, EC-1992 adapted the mutual recognition-
cum-minimum-harmonisation idea +to the financial
services sector (with the Second Banking Directive as

the breakthrough), and to telecommunications (with an

original combination of the standards and the services

° For further analyses of technical barriers in the EC, see:
Centre for European Policy Studies (1992). The European Community
Without Technical Barriers. CEPS Standards Programme Paper No.
1; Niall Bohan (1991). The Annual Review of European Community
Affairs 1991. London: Brassey's for CEPS; and Michelle Egan

(1993).

The Annual Review of European Community Affairs 1992.

London: Brassey's for CEPS (forthcoming).
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~approaches).

Although free movement was tremendously enhanced by all of
these refinements, hurdles might still have remained, including:
. unanimity as the decision rule in the Council. This
was cumbersome in all areas, but particularly where
minimum harmonisation is indispensable (eg. product
safety requirements); and
. national frontiers, which goods would cross, only to
be hit with remaining barriers and (border) tax

adjustments.

As a consequence, qualified majority voting was needed, not
only to make (minimum) harmonisation possible but also to reduce
the costs of harmonisation. Specifically, qualified majority
voting has a potential to:

. make it difficult for one or a few recalcitrant member
states to "extend" minimum harmonisation by detailing
the 'essential requirements' beyond 'essentials'; and

. make it difficult for one or a few member states to
veto a proposed EC directive, as this requires a
blocking minority. If it proves impossible to achieve
such a minority (which, on essential requirements, is
much harder than with 'total' harmonisation), the
minority countries are forced to 'innovate', find
alternatives which are attractive or superior, or be
overruled. This is 1likely to upgrade the quality of

legislation and lower the costs of harmonisation.
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Although the principle of free movement was enshrined in the
1957 Treaty of Rome, there was no presumption that this would
necessitate a complete dismantling of internal frontiers. Indeed,
it was only in the 1986 Single European Act, that the principle
of no internal frontiers was explicitly written into the Treaty

in article 8A.

There are three broad categories of frontiers: fiscal,
physical and regulatory. Removing physical controls (other than
for persons, which falls outside the scope of .this paper)
requires relatively unambitious harmonisation as long as fiscal
aspects can be avoided. Some activities, however, do create
problems  because they require +total Tharmonisation {eg.
veterinary/phytosanitary measures) before mutual recognition of
approvals becomes possible (and even thét requires
harmonisation). Fiscal frontiers are so sensiti&e that they
require unanimity for (any) harmonisation, let alone, removal.
While reducing the potential for tax evasion, these frontiers

also prevent tax competition between member states.

Thus, with harmonisation and mutual recognition spreading
rapidly over many product mérketé, and with fiscal and physical
frontiers fading away, regulatory frontiers became at best
"porous"”. If anything, they became 'regulatory demarcations' for

goods as, in principle, they had always been for services.

However, with free movement being applied so much more

rigorously and with a wider scope, even these regulatory

15



demarcations became increasingly subject to penetration by goods
and services from other regulatory domains. Without internal
frontiers, and by buttressing free movement with minimum
harmonisation (or judicial review) in order to ensure mutual
recognition, national regulatory systems became exposed to one
another. As a result, regulatory competition and its dynamics

became possible.

It should by now be clear that the potential for regulatory
competition can only be understood by considering its interaction
with the other three guiding principles discussed above (minimum

harmonisation, mutual recognition, and no internal frontiers).

A fifth guiding principle - subsidiarity - is an equally
crucial input into the emergence and operation of regulatory
competition, though it does not figure in Annex I. This is
because awareness and recourse to the principle in the Community

context is extremely difficult to trace to a given point in time

10

Subsidiarity is a natural result of the emergence of two-
layered government. It is an assignment principle of public

functions; but its emergence is, in and of itself, a functional

1 In the economics of federalism, subsidiarity has always
been a key principle. In the Community, however, explicit
awareness and consideration of subsidiarity has only been fairly
recent. It was first explicitly mentioned in the 1984 Spinelli
Draft Treaty on European Union, and then in the 1987 Padoa-
Schioppa Report. In the Single European Act, it is weakly
mentioned in the section dealing with the environment, while in
the Maastricht Treaty, it becomes a fundamental requirement of
EC policy when jurisdiction is concurrent {(article 3B).
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and political revolt against the unquestioned and linear shift
of ever more public functions to the EC level. Conversely, once
it applies, member states cannot freely 'dispose' of powers to
execute public (economic) functions as this may violate

subsidiarity.

Applied in conjunction with harmonisation in the EC,
subsidiarity raises the following issues:

* is it appropriate to regulate at EC level?

+ if not, or not clearly, can member states deal with the

matter (perhaps with inter-member state cooperation, but

without harmonisation)?

+ if yes, what and how much should be harmonised, and in

what details can member states still differ (justifiably)?

¢

With an understandable inhibition to go for regulation at EC
level, the move "away" from national regulation may often lead
to a relegation to the market rather than to the EC level by
regulation. The idea that public policy should be closely
associated with voters' preferences may thus be fostered by

inter-jurisdictional regulatory competition.

On the other hand, regﬁlatory competition and subsidiarity
may be at odds with one another once the non-distortiveness of
the internal market is seen as a 'public good', to be achieved
simultanecusly with subsidiarity. In other words, a purist
subsidiarity view presupposes a purist view of the internal

market. But that would greatly undermine the regulatory potential

17



of the member states, because regulatory competition is by
definition (temporarily) distortive, though the precise duration
of these distortions is uncertain (open-ended). Hence, with a
purist view of the internal market, national regulation and
regulatory competition would not, or would only barely, survive.
Only when the regulatory differences exposed by mutual
recognition, minimum harmonisation, and free movement are
"tolerated", can regulatory competition based on business-
government interaction occur. It is to these interactions that

we now turn.

Iv. The Role of Business-Government Interactions

In this section, we stylise the EC process of regulatory
competition, post 1985, as we believe it operates; Within this
process, one can identify the "moments" where business-government
interactions can be expected to occur. These moments, however,
are not uniform; rather, they are opportunities for business
behaviour, government behaviour, and their interaction. Whether
these opportunities will actually be exploited is a function of
a number of factors includiﬁg: the cost differentials implied by
differences in national regulations, the underlying
competitiveness of the industry in question relative to its
competitors in the internal market, the industry's ability and
willingness to 1lobby national regulators to change national
regulations, and the national regulatory authority's incentive

to actually change national regulations. Annex II should be
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consulted. while reading the discussion in the text.

While the characterisation is a preliminary one, it may
serve as a useful framework within which to examine detailed case
studies of actual business-government interactions in the
Community. It is only by conducting such investigations that the

empirical validity of the schema can be tested and improved.

Beginning with a situation in which national regulations
diverge, the means by which regulatory competition is introduced
is explored. There are two possibilities. Either mutual
recognition is applied, in which case the four economic freedoms
of movement are recognised, differences in national regulation
are exposed, and regulatory competition becomes possible.

¢

In the other case, barriers to intra-EC free movement exist,
blocking mutual recognition. Such barriers would be the result
of ostensible "health or safety" requirements which national
regulators impose in the absence of EC legislation harmonising
these "essential" requirements. A firm trying to export to the
member state which has imposed these restrictions faces three

possible strategies:

(1) It could decide that the export market in question is of
marginal business significance and cease attempting to penetrate
it. Alternatively, it may actually conform to the national
regulations of the export market, thereby incurring additional

production costs, and defeating the purpose of mutual recognition

19



1 Assuming, however, that the firm (and others in the same
industry at home and in other parts of the EC) estimates that the

export market is worth exploiting, it could:

(2) lobby the European Commission and/or its home government to
begin infringement procedures against the pffending member state
(articles 169 and 170 EEC, respectively). This is the first
moment of business-government interaction one can identify, and

it occurs within a stylised "Court track".

The outcome of these interactions could be a femoval of the
barrier which originally blocked mutual recognition; an attempt
in the Council to establish harmonised minimum essential
requirements for the good/service in question (shift to the
stylised "regulatory track" - see below); oOr an adaptation of the
offending national regulation in conformity with the Treaty (ie.
the regulation is adjusted so that it allows free movement and
is more "proportional" to the market failure it seeks to combat).
At this stage, business located in the offending regulatory
jurisdiction will similarly have an incentive to interact with
its national regulatory authority. Which, if any, of these
outcomes will actually occ@r is thus a function of the relative
strengths of the two member state governments, and the two

opposing business interests.

1 Either of these responses can be explained by the fact
that going to the Court or pressing for a directive takes time,
money, and other resources which a firm acting alone (or even
together with its industry) may not be willing to expend.
Adopting a "confrontational" strategy vis-a-vis the offending
member state may also be risky for the firm in the long term,
because of the deep hostility engendered between the two sides.

20



If none lof these solutions 1is ultimately adopted, the
firm/industry will have no choice but to take the case to the
European Court of Justice (assuming that the former still
believes the case is worth pursuing). At the Court, the defendant
member state will naturally argue that i@s regulation conforms
with article 36 EEC, while the Commission or prosecuting member
state will argue that the national regulation violates article
30 EEC. 1f the Court rules in favour of the
Commission/prosecuting member state, the offending national
regulation will have to be altered such that impofts from other
member states are permitted free access ”; On the other hand,
if the Court upholds the national regulation on the basis of
article 36 EEC, the Council may have to seek a harmonised level
of essential reqguirements, upon a proposal by the Commission

("regulatory track").

(3) While the exporting firm could begin infringement procedures,
it could equally pressure its national government to get the
Council to agree harmonised essential requirements. This is what
can be stylised as a "regulatory track". At this stage, a second
moment of business-governﬁent interaction will occur as the

exporting firm/industry lobbies its member state to go for

*2 Note that the national regulation will still apply to the
domestic industry, until or unless it is changed in response to
domestic 1lobbying efforts (in the face of competitive
disadvantages). Therefore, after the Court ruled in 1987 that the
German "beer purity" law could not be used to block imports of
beer from other member states, German beer producers continued
to face the purity law (and still do). However, because the
demand for beer is not purely a function of price, German beer
producers have not been greatly disadvantaged by the ruling.
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minimum harmonisation (or whatever level is most favourable for
the national industry), while industry in the country which
originally blocked mutual recognition will normally press its
government to argue for a higher, more restrictive interpretation
cf the minimum essential requirements. The level of harmonisation
ultimately established will manifest itself in the form of a

Directive, whose legal basis is article 100A EEC.

At this stage, mutual recognition will be applied, free
movement will be recognised, and differences .in national
regulations will be exposed. How do business-government

interactions now fuel the process of regulatory competition?

While mutual recognition, the actual possibility of free
movement, and differences in national regulations et the stage
for regulatory competition, such competition will not actually
occur unless economic agents react to these differences. There
are two ways in which the expected reactions can be understocd,

both of which rely on the concept of arbitrage.

In the first case, mobile factors of production (capital,
and to a much lower degree, labour) can relocate to the
jurisdiction whose regulations are most favourable for the
factor. Alternatively, arbitrage can occur even if factors of
production are immobile. In this scenario, it would be goods and
services which, through free movement, could be sold freely
across the EC. Consumers and firms would then respond by

purchasing the bundle of goods and services which most closely
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approximates preferences for cost and quality. The scope or
"margin" for either type of arbitrage is a function of the degree
to which national regulations diverge. Therefore, if regulatory
competition is introduced via a directive which establishes a
certain level of harmonisation, the scope for arbitrage is
correspondingly lower than if free movement had been recognised

without any prior harmonisation.

By engaging in arbitrage, consumers, firms, and capital are
in effect signalling their preferences for regulation to the
businesses involved in producing these goods and.services, and
to national authorities which formulate and implement national
regulations. We argue that business will respond in either of two
ways.

7

Within the internal market, it could either relocate to
another member state whose regulations are more favourable for
the firm's operations, or it could "adjust" by trying to cut
costs, or otherwise restructuring its activities so that it can
overcome (at least to a certain extent) the immediate competitive
disadvantages it faces relative to other firms operating under

a lighter regulatory burden.

However, if industry has incurred large sunk costs to
establish itself within a member state, or if restructuring would
involve large reductions in employment, it would probably attempt
(first) to lobby its national government. Because barriers to

free movement can no longer be imposed, the purpose of such
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lobbying efforts could only be either of two things. Business
could either pressure the national government to find a "legal
loophole" which would effectively limit free movement, without,
however, completely blocking it '*. On the other hand, business
could accept that free movement is now a fact of life, and press
its national government to adapt national regulations in a way
which reduces regulatory discrepancies, and therefore, the

competitive disadvantage faced by national business.

The end result of these cumulative business-government
interactions will be a "new" national regulatory fegime. At one
end of the spectrum, the new regime may be strongly convergent
with those of other member states. The likelihood of this outcome
is greater if no prior harmonisation a la articles 100 or 100 A
(thereby preventing the future application of artick¥e 36 EEC) was
initially established (ie. regulatory competition was either
introduced by an initial application of mutual recognition, or
by a Court ruling on the basis of article 30 EEC, for goods). At
the other end of the spectrum, the new regime may be only
slightly different from the former one if the level of minimum
harmonisation established in a directive under the "regulatory

track"” is high, and therefore thé scope for arbitrage, and the

13 The most prominent example of such a "loophole" is given
by the famous Danish beer bottle case. In this ruling, the
European Court held that the "obligation imposed by national
legislation on manufacturers and importers, as part of a system
under which the marketing of beer and soft drinks is authorised
only in re-usable containers, to establish a deposit-and-return
system for empty containers must be regarded as necessary to
achieve the objectives pursued in relation to the protection of
the environment so that the resulting restrictions on the free
movement of goods cannot be regarded as disproportionate”
{ European Court of Justice, Case 302/86, emphasis added).
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need for a defensive business response, 1is low. In this case,
national regulators would have little incentive to alter national
regulations since the competitive threat to national business

would be commensurately lower.

In order to derive some preliminary indications about the
robustness of this representation, we applied it to two case
studies. Neither is "complete" in the sense that it illustrates
the great complications and variety in the process of regulatory
competition, from start to finish. The difficulty stems from the
fact that the process takes time, is open-ended, énd not so easy
to observe first hand. Therefore, the following should only be
seen as a provisional attempt to fit the schema to actual EC
practice.

p
The European Chemical Industry: The Draft Directive on

Upholstered Furniture

This case illustrates the first stages of Annex II, namely
the business-government interactions within both the "court" and

"regulatory" tracks.

In 1988, the United Kingdom (UK) enacted national
legislation stipulating that any upholstered furniture sold on
the UK market must be manufactured with flame retardants. The

Irish Republic (IRL) also followed suit by enacting similar

* The following information was provided by CEFIC, the

European Chemical Industry Council, Brussels, during an
interview, May 1993.
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national legislation that year. Because the other 10 member
states of the EC had no national legislation on the matter, a
divergence of national laws was created. Moreover, the UK and IRL
refused to admit imports from the other 10 member states if these
did not comply with their respective national legislations
(though British and Irish upholstered furniture could enter
Continental markets). The mutual recognition of continental

national regulations was therefore blocked.

Led by the Federal Republic of Germany (D), the 10
continental member states took the UK and IRL té the European
Court of Justice on the grounds that the latter had erected a
barrier to the free movement of goods (beginning of infringement
procedures under the "Court track"). While the 10 had the nominal
support of the European Commission (CEC), the CEC-did not feel
that the 10 had a strong case, since the UK and IRL legislations
could be justified under article 36 EEC. Ultimately, in 1990, the
UK and IRL persuaded the other 10 to work towards an EC directive
harmonising the essential requirements of upholstered furniture

with respect to its fire behaviour (shift to "Regulatory track").

Within the regulétory " track, business-government
interactions were extremely intense. For the 10, the urgency of
reaching agreement was driven by the fact that furniture
manufacturers in these member states were excluded from the UK
and IRL furniture markets, and would remain so until a directive
was implemented. In additicn, for all 12 member states, but

especially for the UK and IRL, flame retardant manufacturers had
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an obvious interest in getting a directive adopted which, by
requiring the use of flame retardants in upholstered furniture,

would virtually guarantee them a large volume of business.

As a way to coordinate and advance their interests in
getting a directive adopted, the European Flame Retardants
Association (EFRA), a sector group of the European Chemical
Industry Council (CEFIC) was formed on 5 September 1990. However,
the membership of this group was soon split: on one side,
producers of halogenated flame retardants established a separate
organisation, the European Brominated Flame Retafdant Industry
Panel (EBFRIP), while the producers of non-halogenated flame
retardants remained in the original EFRA grouping. The formation
of EBFRIP was a consequence of heavy political pressure;
halogenated flame retardants are believed to be much more
dangerous toc health, safety, and the environment than their non-
halogenated counterparts. The prime business interest of EBFRIP
was therefore twofold: in addition to an EC directive stipulating
that flame retardants must be used in the manufacture of
upholstered furniture, EBFRIP also wanted to ensure that such a
directive would not exclude the use of halogenated flame

retardants.

Both EFRA and EBFRIP lobbied the CEC and the European
Parliament (EP) to influence the content of the essential
requirements which would be included in the directive. It is
interesting, from a political economy perspective, to outline the

positions of the different member states and their respective
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industries (both furniture manufacturers and flame retardant

manufacturers).

Of the member states, only D was strongly opposed to the
idea of requiring the use of flame retardants in upholstered
furniture. This opposition was justified on the grounds that all
flame retardants are poisonous, and whén used in furniture emit
toxic gases which can be fatal for humans. Needless to say, D was
even more strongly opposed to the use of halogenated flame
retardants. However, given the unlikelihood of D securing a
blocking minority in the Council on a directive thch required
the use of flame retardants in general, D therefore pushed, in
the CEC (DG III, Industry and Internal Market), for a directive
which would require flame retardants in upholstered furniture,
but ban the use of halogenated ones in particufar. The CEC
proposal for this German-backed directive became known as the
"PPBE Directive" (poly-brominated biphenyl ethers directive, or
the directive which bans the use of PPBEs/halogenated flame

retardants).

The UK and IRL, on the other hand, pushed for a separate
directive in the CEC based dn their national legislations. Their
efforts were initially unknown to the Germans, while the Germans
were unaware of the UK and IRL efforts. The octher member states,
apart from D, were not as actively involved, but in the process,
Italy (1) managed to insert an additional test to the original
UK and IRL essential requirement. This additional test, however,

did not correspond to Italian national industry interests, but
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rather to general public safety concerns.

On the industry side, furniture manufacturers generally
believed that a directive requiring flame retardants in
upholstered furniture was an inevitability, and so were unopposed
to it. Rather, they actually saw merit in such a directive, since
this would "level the playing field" in the EC furniture market,
and prevent UK and IRL furniture manufacturers from applying
different flammability standards to their products, according to

whether these were destined for export or domestic markets !°.

As for flame retardant producers, it was mentioned above
that all such producers stand to gain large advantage from the
adoption of an upholstered furniture/flame retardants directive.
In this regard, it is noteworthy that several German producers
of flame retardants did not succeed in persuading the German
government to withdraw its opposition to the use of flame
retardants. Rather, it became necessary for firms such as BASF
and Great Lakes to concentrate their lobbying efforts within a
European trade association (CEFIC), and toward the CEC. Only
after extensive scientific testing did Germany begin to accept
that flame retardants (at léast the non-halogenated ones) do not
impose excess risks to heaith, safety, and the environment. In
this sense, there was no "capture" of the German government by

German industrial interests.

' It was previously assumed that upholstered furniture

without flame retardants was cheaper to produce than that with
flame retardants. However, it has since been demonstrated that
the reverse is true, by a margin of approximately 20%.
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By the end of 1991, the EP began drafting its opinion on the
two separate and mutually inconsistent proposals. It basically
told the CEC to draft a single directive which stipulated which
flame retardants could be used in upholstered furniture. In this
way, the EP, under the direction of Environment Committee chair
Ken Collins, and rapporteur Caroline Jackspn, aided the position
of EBFRIP, which would now have more time to lobby the CEC,
national governments, and/or plan for adjustment to a future ban
on halogenated flame retardants, if such a ban were ultimately
imposed. Given the British nationality of both .Collins and
Jackson, together with the fact that most fléme retardant
producers in the UK produce halogenated flame retardants, the
position advocated by Collins and Jackson becomes more
understandable.

p

All of the foregoing business-government interaction has so
far been restricted to the regulatory track. What is the current
status of the proposed directives? To summarise, a meeting in
February 1993 on the legislative programme of the CEC was set to
discuss one single proposal for a directive which would allow the
use of both halogenated and non-halogenated flame retardants in
upholstered furniture. Howe%ef, before this meeting, the proposal
was personally withdrawn (ie. vetoed) by Jacques Delors,
President of the CEC, who invoked the subsidiarity principle as
a justification. He argued that member states acting individually
could more appropriately enact national legislation on the
matter. Intense lobbying on the parts of both EFRA and EBFRIP has

since resumed, but for the moment, the proposed directive remains
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in limbo.

This case study is therefore, as yet, an incomplete test of
the framework set out in Annex II. However, it is possible to
speculate on the regulatory competition which will be possible
after an EC directive is finally implemented. The scope for such
competition will be a function of the level of "minimum essential
harmonisation" which is established in the directive. 1f, for
instance, the directive does indeed permit the use of both
halogenated and non-halogenated flame retardants, there will be
scope for regulatory competition on the basis of what type of
flame retardant is used in upholstered furniture. For instance,
it is conceivable that market forces could eventually "drive out"
the use of halogenated flame retardants if consumers and
environmental groups deem that they are hazardous to’ human health
and the environment, and thus switch purchases away from
furniture produced with such flame retardants and/or demand that
national regulations additionally stipulate the use of non-
halogenated flame retardants. In this way, a movement to ex post
convergence of national regulations, beyond essential
requirements, would be observed, and this would be achieved
without the additional resdurce costs of decision-making in the

Council.
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The European Banking Industry: The Second Banking Directive ¢

Whereas the previous case study focused on the business-
government interactions involved in establishing mutual
recognition and free movement, the present example begins with
a situation in which mutual recognition and free movement prevail
at the onset, therefore permitting regulatory competition to

actually take place.

The creation of an internal market for banking services from
1 January 1993 is primarily the result of the prinbiple of "home
country control" espoused in the so-called Second Banking
Directive (89/646 EEC, 17 December 1989). The principle
stipulates that branches of credit institutions established
outside the home country, in another EC member state (the "host"
country) will be subject to the regulations of the home country.
In other words, the host country must "mutually recognise" the
regulations of the home country, beyond the harmonised essential

requirements '7.

'* The following draws from Karel Lannoo and Jorgen
Mortensen. Tcwards an European Financial Area. Brussels: Centre
for European Policy Studies (forthcoming).

7 These essential requirements are in turn set out in the
following supplementary directives: the directive on solvency
ratios for credit institutions (89/647 EEC, 18 December 1989) and
the directive on own funds for credit institutions (89/299 EEC,
17 April 1989). The only allowable restrictions on mutual
recognition in banking services are a "general good" clause,
which permits host country regulators to impose additional
regulations on banks, if this is deemed to be in the general
interest. A second potential restriction is the right of host
country authorities to impose additional conditions relating to
the implementation of host country monetary policy and for the
supervision of liquidity.
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Given a situation of mutual recognition and free movement,
how are differences in national banking regulations being

arbitraged by consumers and firms?

One example is given by the case of the French bank Credit
Lyonnais which introduced a high interest deposit account in
Belgium before the Second Banking Directive came into effect.
Because this type of account is not permitted in Belgium, but can
be very advantageous for depositors, Credit Lyoconnais attracted
a substantial amount of business away from Belgian banks. Faced
with such a competitive disadvantage (ie. mofe favourable
treatment of foreign banks in Belgium than that of domestic
banks), Belgian banks according to our schema should have
pressured Belgian bank regulators to alter Belgian law and reduce
the regulatory discrepancy. However, Belgian banks have thus far
not exerted such pressure on the Belgian authorities. This
highlights the difficulty of predicting exactly if, when, and to

what degree, business-government interactions will take place.

In a separate, but similar case, Barclays Bank of the UK
attempted to introduce interest-bearing current accounts through
its subsidiaries in France; However, this effort was blocked by
French authorities on the grounds that it would be against the
interest of consumers, as it would result in higher fees on
deposits for bank customers. The French government consequently
enacted legislation banning similar banking products. While our
schema predicts (or at least allows for the possibility) that

Barclays should have pressured the UK or the CEC to take France
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to the European Court of Justice, Barclays chose not to do this.
Rather, it felt that such a confrontational approach could
potentially damage Barclays' future relations with French
authorities, and therefore accepted the French ban on their

product.

Both of these banking examples therefore demonstrate the
limitations of the Court track, or the willingness of business
more generally to invest resources in order to uphold (as opposed
to secure) mutual recognition and free movement 8 Even more
fundamentally, however, these examples unaerscore the
unpredictable and complex nature of business behaviour in a
context of regulatory competition. In order to understand with
more certainty when business will exploit the opportunity for
business-government interaction, at which level (nafional or EC)
these will occur, and what form they will take, etc, ocne would
require a robust theory of business lobbying. All of these
difficulties serve to illustrate that the process of regulatory

competition in the EC cannot be generalised by way of simplified

models.

® Note that because the bank was a subsidiary rather than
a branch, the French authorities were not strictly required to
mutually recognise British regulations. Therefore, in this case,
Barclays faced an additional option: it could have altered the
status of its subsidiaries, making them branches instead, though
this would presumably have entailed costs which Barclays was not
willing to incur.
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v.l The»Economic Case for Requlatory Competition

While the "case" for regulatory competition in the EC
context is usually assessed against the backdrop of a previous
reliance on total, prior harmonisation (see next section), there
are more generic economic reasons to _support the use of
competition among rules. Briefly, these can be characterised as

follows:

* Greater choice of regulatory systems: If the four economic
freedoms of movement are recognised, consumers and firms will be
able to arbitrage among the differences in naticnal regulations
revealed thereby. With the free movement o0f goods and services
upheld by the application of the mutual recognition principle,
consumers in any given regulatory jurisdiction wikl be able to
choose among commodities produced according to wvarious other
national regulations. To the extent that greater variety
increases utility, consumer welfare will be enhanced. Further,
when mobility rests with factors of production (capital, and in
Europe, to a much 1lesser degree, labour), these factors can
locate within the jurisdiction whose regulations most closely
approximate their prefereﬁces; allocative efficiency will be

improved '°.

+ "Disciplining effect" on national regulatory systems:

With an choice of regulatory regimes, consumer and firm behaviour

% Note that regulatory regimes here are considered to be
given; they themselves do not react to this arbitrage.
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can serve to tame the "Leviathan tendencies of government" (Sinn,
1990) *°. According to this reasoning, government officials
(politicians and bureaucrats) are self-interested individuals who
maximise their utility subject to the constraint of being re-
elected. Their utility is enhanced by raising tax revenues in
excess of what is needed to finance the provision of public goods
in their jurisdiction. In a context of regulatory competition,
however, governments are forced to provide the public goods
demanded by their constituents at the lowest possible tax rate:
if they fail to do this, these constituents might leave the
regulatory domain altogether (in which case the téx base of the
regulatory domain would be eroded), or they might not re-elect
the government. In this way, regulatory competition is said to
exert a disciplinary function on government spending, in the
absence of explicit fiscal constraints on the goverhment‘s power

of taxation (Hauser and Hosli, 1991).

+ Strategy for discovery, experimentation, and innovation: Given
a situation of imperfect information among economic agents
(including regulators themselves) regarding the most desirable
form and content of regulation, regulatory competition provides
a market-driven way to AdiscoVer" which regulations offer
"protection” that is demanaed by the residents and firms of a
given jurisdiction, and which are deemed superfluous. By "voting

with their feet" %, or by simply substituting purchases of the

?® The Leviathan model of government behaviour is developed
in Brennan and Buchanan (1980).

2l gee Tiebout's seminal contribution on the finance of

local public goods (1956).
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"home" good or service with that of a good/service produced
according to the regulations cof another jurisdiction, consumers
and firms will signal their preferences for regulation to their
regulatory authority (or alternatively, make explicit the
opportunity costs of certain inefficient regulaticns). Whenever
governments recognise that domestic regulations are too costly
for citizens or companies - relative to their cbjectives - they
have an incentive (driven by vote maximisation, and the potential
for tax base erosion due to the relocation of residents) to adapt
the system in a way which may {(or may not) copy successful
solutions in other jurisdictions. This makes regulafion flexible,
and allows authorities to adopt measures in line with (changing)
local preferences. In this way, regulatory competition uses the
"market for regulations" as an exploratory device for finding the
best institutional arrangements (Hayek, 1968, quotéd in Siebert

and Koop, 1993).

+ Local regulatory powers retained where possible: Given the
normative economic assumption that regulation should reflect as
closely as possible the preferences of the people it is designed
to protect, regulatory competition is a means to implement the
subsidiarity principle. Moreovér, when the application of
subsidiarity prescribeé that regulation be assigned to a sub-
federal level of government, regulatory competition facilitates
the revelation of regulatory preferences by consumers and firms.
Following from the previous discussion on regulatory competition
as a means of stimulating discovery, experimentation, and

innovation, subsidiarity enhances the ability of economic agents
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to signal their preferences to regulatory authorities, since they
are ‘"closer" to these authorities, than they would be had

regulation been centralised.

VI. The Limitations of Requlatory Competition

While the foregoing has emphasised the benefits of
regulatory competition, it must be stressed that regulatory
competition is not an end in itself. Rather, in én integrative
context, it must be seen as a means to achieve the optimal degree
of convergence among national regulations. This convergence would
indeed be driven by the market process outlined above, and would
embody all of the attendant efficiency benefits described.
Nevertheless, the case for regulatory competition should first
and foremost be evaluated in terms of the policy outcomes it is

expected to produce.

Assessed in this way, the key question is: how well does
regulatory competition lead to an "optimal" degree of convergence
of national regulations? wé have seen in the previous section
that business-governmént ’interactions in practice do not
necessarily conform to the schema of regulatory competition put
forward in Annex II. While it is still too early to pass
definitive judgement on processes of regulatory competition,
these preliminary indications underscore the difficulties

inherent in modelling such interactions.
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These complications, moreover, also exist at a more
theoretical economic level. Most fundamentally, perhaps, is the
question of whether regulatory competition will actually result
in the convergence of regulations around a unigque, optimum
equilibrium. To the extent that preferences for regulation
diverge in an internal market, and will continue to do so for the
foreseeable future, regulatory competition cannot be expected to
lead to such convergence around a unique equilibrium, though this
may be beneficial on the grounds that different preferences are
respected. On the other hand, there is no reason to believe that
any or all of the various equilibria produced 5y competition

among rules will be optimal ?%.

The reason for this stems from the idea that consumers and
firms cannot always accurately evaluate the cost-quality and
cost-safety tradeoffs required to judge which regulations are
necessary and which are not . In these cases, a limited number
of regulatory authorities, as opposed to numerous consumers and
firms, will decide which cost-quality and cost~safety
combinations are acceptable; perfect competition among economic
agents in the market for regulations is replaced by oligopolistic
competition among regulator§'agenéies, presumably with all of the
instability properties'predicted by standard economic theories

of industrial organisation.

2 The following draws heavily from Majone (1992).

3 Indeed, if this were not the case, the justification for
regulation based on market failure (information imperfections in
this instance) would be absent.
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In addition, the dynamics of regulatory competition - ie.
the time it takes for regulatory competition to achieve some
degree of convergence - are a further complication. Even in a
situation where regulatory competition could reasonably be
expected to lead to a unique, efficient outcome, the process
entailed may actually thwart such a result: if convergence toward
the most efficient type of regulation is relatively slow,
producers may commit themselves to alternative regulations which
would be too costly or difficult to change at a later date, due

to sunk costs.

Other more specific 1limits to a process of regulatory
competition can also be enumerated. These, however, correspond
to either of the two ways in which regulatory competition can be
modelled: as a process of arbitrage between locatidns, in which
factors of production are mobile and "vote with their feet", or

as arbitrage by immobile factors for mobile goods and services.

When regulatory competition is seen as a process of
arbitrage by mobile factors between locations, two key
assumptions are critical: factors are (perfectly) mobile, and
they will move in response fo differences in regulation. Both of
these assgmptions, however, are somewhat unrealistic in practice.
In the EC, only capital can be said to be mobile, and even then
a distinction must be made between portfolio investments (which
are highly elastic with respect to net rates of return), and
direct investment, which is a function of a variety of factors

(including market proximity/transport costs, infrastructure
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quality and levels, and 1labour costs relative to skill and
productivity levels). Given these caveats, the speed and
intensity with which market forces will respond to regulatory
divergences will be dulled, and the eventual outcome of the

process will therefore be less pronounced *.

Another difficulty which arises from both locational
theories and consumer arbitrage theories of regulatory
competition derives from the role of regulatory preferences. If
a given national market exhibits strong regulatory preferences,
an entrant to that market (via either 1local ‘production or
exports) may have an economic incentive to produce according to
these longstanding national regulatory traditions, rather than
to exercise the right, upheld by mutual recognition, of operating
according to home-country regulations. This, indeed, is the case
illustrated by the banking example given in Section IV above. In
such circumstances, the incentive of host-country regulators to
adapt national regulations in line with those of the home country
is limited, since firms in the host-country will feel

commensurately lower competitive pressures to adjust 2°.

’ ** When considering the potential for regulatory differences
to affect the location of direct investment, a distinction should
be made between the relocation of such investment, and the choice
between locations when such investment is additional or marginal.
In the former case, sunk costs would tend to limit the elasticity
of direct investment with respect to differences in regulation,
while in the latter case the elasticity would be much higher.

** A final issue which we do not address in great detail,
but which again concerns both types of regulatory competition,
is the potential for "zero" or sub-optimal regulation, as a
result of the regulatory competition process. While some of the
literature (cf. Siebert and Koop, 1990 and 1993; Oates and
Schwab, 1988) refutes this proposition, the defense of regulatory
competition is less valid once a distinction is drawn between
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VI. Requlatory Competition versus Harmonisation

From an EC policy-making perspective, however, the most
immediate issue is whether regulatory competition should operate
in the complete absence of prior harmonisation by the EC Council.
The argument in favour is that regulatory competition is a
dynamic process. Its outcome would be that degree of regulatory
convergence amcong member states which internal market forces will
have revealed to be optimal. Given the many imperfections of the
EC decision-making system, and having in mind perfinent examples
of EC 'government' failures (in harmonisation) in the past, one
should not expect such 'optimality' from Council-driven
harmonisation. Hence, the inference that regulatory competition
is a substitute, indeed a superior substituteﬁ for prior
harmonisation. Both lead (eventually) to a degree of regulatory
convergence among member states, but the choice of regulatory

competition would avoid the high costs of 'government failure'.

To assess this far-reaching claim, one should first return

to the fundamental issues of 'why' and 'how' to regulate. As

pure fiscal competition (ie. on the basis of tax rate and base
differentials) and regulatory competition, where the regulations
concern the health and safety of goods and services. In the
former case, the potential for a zero or sub-optimal tax rate is
reduced if one assumes that the users and payers of public goods
are equivalent (the concept of "fiscal equivalence", Olson,
1969). Once taxes are reduced beyond a certain level, the
marginal costs of such action will outweigh the marginal
benefits). On the other hand, when consumers cannot immediately,
or even ex post, observe quality levels (eg. professional
services), the potential for sub-optimal levels of regulation
becomes more concrete.
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noted in Section II, regulation should be pursued in such a way
that government failures are minimised. It follows immediately
that if there is national regulation in one or more member states
which is not justified by market failures, there is already a
social cost, and attempts to ‘"protect" associated vested
interests by pushing for Council—driveq harmonisation would
greatly augment those costs. In such instances, there is no case
for prior (or any) harmonisation, and regulatory competition
would be appropriate. Observe, however, that since EC regulation
is not justified in the first place, regulatory competition does
not serve as a substitute for harmonisation; it.is merely the
result of an absence of harmconisation which will expose member
state regulations to internal market forces. It is then up to
those member states affected to decide whether the costs they

incur are worth the perceived benefits. ¢

We should therefore concentrate on instances where
regulation is, in theory, justified by market failures. The next
qguestion is then whether the EC regime provides a legal basis to
act on the matter in question. For the free movement of goods,
articles 36, 100, and 100A EEC would seem to present no
difficulties. For services; the identification of corresponding
Treaty articles is perhaps'somewhat more problematic. In social
affairs (and its close interdependence with the free movement of
persons), the demarcation between EC, member state, and
concurrent powers is much more complex. Even in the Social
Protocol of the Maastricht Treaty, some issues are subject to

unanimity, while for others, the EC is simply not competent. We
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do not elaborate further on this "special" policy area, but wish
to stress the general result that EC-wide harmonisation will
remain blocked for as long as EC powers are lacking 26 This
raises the issue of whether the economic freedoms of movements
will be able to operate free of constraints. If, and to the
extent that, an absence of harmonisation is accompanied by
constraints on free movement (eg. limitations on entitlements of
social security benefits), regulatory competition will be

preempted as well.

Therefore, only when regulation is justified in theory, and
when the EC has the legal competence to act, may we return to our
initial problem of choosing between total prior harmonisation and

regulatory competition.

The answer to the problem hinges on a comparative cost-
benefit analysis in a dynamic setting, and in a context of
considerable uncertainty. First, one should specify the benefits
and costs of regulatory competition, from the perspective of a
time-consuming process of iterative regulatory adjustment.
Second, this should be juxtaposed against a cost-benefit analysis
of harmonisation itself. Tﬁe exercise, however, is not a simple
one, since harmonisation is today a multi-faceted policy tool:

its scope, intensity, and modes are now typically varied

26 This assertion assumes, of course, that wvoluntary
coordination among member states for the purpose of achieving
harmonisation is impossible or impractical, or that coordination
if achieved is not credible (see Gatsios and Seabright, 1989, for
an elaboration}).

44



according to the issue at hand, and this is predominantly a
result of the learning process the EC has experienced throughout
the course of the EC-1992 programme. Moreover, harmonisation is
now almost always decided by qualified majority in the Council,

which further tends to reduce its costs and raise its benefits.

In keeping with these policy innovations, we outline below
one possible framework according to which the comparative costs
and benefits of harmonisation (in its wvarious forms) and

regulatory competition can be evaluated:
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Table I: A Comparative Cost-Benefit Analysis of Regulatory
Competition versus Harmonisation

" Regulatory Competition (RC) “
Benefits " Costs

. permits more efficient . distortions in the
preference revelation internal market
(market driven)

. duration of distortions

. encourages competition open-ended

as a strategy of

discovery (Hayek), . instability of

policy innovation, regulation (national

diversity, and regulatory "drift")

experimentation

. potential for increasing

. where technological regulatory

advance has reduced the restrictiveness

scope of natural

monopoly (ie. market

power as a market

failure), RC is a way

to "de/re-regulate” ’

. local regulatory powers
retained where possible

. undermines vested
interests in the
internal market which
would:

+ not be possible
nationally (adjustment
fears, capture, and
"weak" state
arguments) ;

+ not be easy with
total prior
harmonisation if
alliances of vested
interests can be forged
(esp. in network
markets - eg. energy,
telecoms)
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"leﬁel playing field":

» certainty for business
(easier to plan
adjustment strategies);

* no legislative drift

no distortions between
member states (though
perhaps distortions for
the entire internal
market)

different modes
available, can be tailor
made for policy area:

+ essential requirements
(minimum harmonisation);

« framework directive;
+ sunset legislation
differing intensities
can be agreed (ie. more
or less detailed)

scope can be varied:

+ selectivity of
harmonisation;

+ derogations can be
granted

Harmonisation
F_—____________—_____—__—_______—__——_____——_—__—_—_—________'
Benefits I

Costs

Where Unanimity Applies:

not enough diversity in
regulation

implied standards may
be too high
(disproportional to
market failure)

may'throttle innovation
if harmonisation too
rigid

[HOWEVER, Where Qualified
Majority Voting Applies:

reduces probability of
costly cumulation of
details and derogations

raises quality of
legislation

encourages policy
innovation because of
coalition-building in
the Council.?.]

harmonisation difficult
to alter once in place;
THOUGH,

+ not with sunset
legislation;

+ not with minimum
harmonisation (because
of remaining potential
for RC and/or the
delegation of standards
setting to standards
bodies)

risks "capture" if:

+ there are federal
supervisory regulators;

+ sectoral councils:;

» public ownership
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A few words are in order regarding this characterisation.
Beginning with regulatory competition, most of its benefits were
discussed in the preceding section. There 1is, however, one
benefit which is particularly relevant in the EC context. This
is the idea that vested interests will be undermined when
regulatory competition is permitted. Because national regulators
no longer have the power to limit qombetitive imports, the
"capture" of such regulators (in its traditional meaning) becomes
futile. The net result is that heretofore protective legislation
is exposed to (and indeed tested by) the market for regulations

in the EC internal market.

Oon the cost side, regulatory competition is (by definition)
distortive because it begins with only partial (or no)
harmonisation. Such distortions can be expected to lead to costs
whose magnitude are in turn a function of degreei;nd duration.
If initial regulatory divergences are large, and the
"convergence" process is lengthy, then economic agents
(particularly firms) may face considerable adjustment costs.
National "regulatory drift" is one such adjustment cost. It
results from the fact that national regulations may be altered

several times in the course of "discovering" which regime is

ultimately the most appropriate.

Another potential cost of regulatory competition is that it
may lead to increasing regulatory restrictiveness across
jurisdictions, rather than to its expected "deregulatory”
outcome. An example of this is given by the case of registered
nurses in the United States. When competition among the rules of

licensing was allowed to run its course, states followed one
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another 1in increasing the restrictiveness of 1licensing
requirements for nurses; inflows of less-skilled nurses from
other states provoked a levelling-up, rather than a levelling-
down of professional standards (Peltzman, guoted in Pelkmans and

Vanheukelen, 1988).

Turning to harmonisation, its relative costs and benefits
are more subtle, since they are very chh determined by the type
of harmonisation applied. Generally speaking, the costs of
harmonisation have been significantly reduced since the advent
of the internal market programme and the institutionalisation of
qualified majority voting. In -addition, recourse fo different
modes and intensities of harmonisation has introduced greater
flexibility to a procedure which was formerly characterised by
excess rigidity. As a result of such innovations, harmonisation
can generate a "level playing field" for business without the

4

inflexibility of the past.

It is therefore somewhat unfair that the older and more
costly form of harmonisation is often invoked as a prima facie
justification for the alternative: regulatory competition. To the
extent that obsolete examples of the "old harmonisation" are
represented as the current reality of harmonisation, they are
misleading, and their erroneous citation weakens the case for a
complete substitution of Tharmonisation with regulatory
competition. On the other hand, the mere existence and threat of
regulatory competition as a realistic alternative to more recent
forms of harmonisation disciplines the harmonisation process
itself. The use of qualified majority wvoting in the Council,
together with the no-internal-frontiers principle, further enable

ministers to "promote" the regulatory competition alternative.
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Given the foregoing comparative cost-benefit framework, the
optimal regulatory solution in a given case would combine minimum
harmonisation of the essential requirements with regulatory
competition beyond ‘this level. In other words, regulatory
competition and harmonisation should be seen as complements
rather than substitutes ?’, with the demarcation between the two

determined on a case-by-case basis.

27 Today, total, prior harmonisation is only seldom used

(eg. veterinary standards and practices). At the other end of the
spectrum, "pure" regulatory competition (ie. without any prior
harmonisation) is also a rarity.
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VII. Conclusions

This'paper has tried to address four questions which were

posed in the introduction:

(1) how did regulatory competition emerge during the EC-1992
programme?

(2) how and when do business—government»inferactions occur during
processes of regulatory competition?

(3) what are the merits of regulatory competition from an
economic perspective? andg,

(4) what are the relative costs and benefits of regulatory

competition versus harmonisation in an EC context?

With regard to the first question, the emergence of

regulatory competition should be understood in relation to the
’

set of regulatory principles which has guided the internal market
programme. In other words, regulatory competition is only
possible once mutual recognition, the four eccnomic freedoms of
movement, and the absence of internal frontiers is guaranteed.
The principle of subsidiarity, moreover, plays an additional
supporting role, though this role is less clear, since it depends
on whether one views subsidiarity as a facilitator of market

integration, or as a principle to be respected once an internal

market is already "completed".

The role of business-government interaqtions in fuelling the
process of regulatory competition is a complex and unpredictable
one. While it is possible to construct a schematic representation
of the process as it should operate in theory, examination of

practical cases highlights the difficulties inherent in any
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schema. It is indeed still too early to '"observe" concrete
examples of regulatory competition, operating from start to
finish. Mdre detailed case studies are therefore necessary before
any definite conclusions can be drawn on the precise nature of

business-government interactions.

From an economic perspective, regulatory competition
exhibits several worthwhile traits. ansuhers and firms benefit
from an expanded choice of regulatory systems and the "Leviathan”
tendencies of government spending and regulatory oversight are
said to be reduced (or more effectively controlled). In addition,
regulatory competition is a market-driven way to determine the
preferences of a population for regulation, while preserving
local autonomy in regulation. There are, however, several
limitations of regulatory competition from a theoretical point
of view. The two most prominent relate to the questions of

¢
whether regulatory competition will, in fact, reéult in the ex

post convergence of national regulatory regimes around a unique,

and "coptimum" equilibrium, and how long such a process will take.

Finally, a comparative cost-benefit analysis of regulatory
competition versus harmonisation suggests that regulatory
competition and harmonisation should be seen as complements,
rather than substitutes, to one another, with the demarcation

between the two determined on a case-by-case basis.
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Annex I

How Regulatory Competition Emerged from EC-1992

Prior to 1979: Ex ante harmonisation free movement severely
(extremely rigid; minor flexibility restricted by narrow scope
possible) of harmonisation and failures

of political decision-making
1976:

mutual recognition (MR) as a

principle in judicial review

free movement easier,

wider scope

v3

4

Limited Regulatory Competition becomes possible; gradually widened somewhat by case-law

1985/1986:

no internal frontiers + minimum harmonisation
+ MR -~ MR as a regulatory principle .

+

free movement even easier:
o fewer distortions
® much wider scope

(eg. services and standards)

qualified majority voting (fewer failures in
decision-making)

harmonisation easier

Regulatory Competition can now be widely applied




Annex 11

Post 1983

Tracking Regulatory Competition in the EC,

ex ante situation: Divergence among National Laws
How is Regulatory Competition Introduced?

i

Mutual Recognition Applied

Mutual Recognition blocked

Barriers to intra-EC free movement identified;

/

Court Track

® Stage 1: Infringement Procedures

- interaction between member states (MS),
national business, and Commission (CEC)

- could lead to:

& barrier removal, mutual recognition, and
therefore realisation of free movement
® shift to regulatory track

e adaptation of national law in conformity
with Treaty

¢ Stage 2: Court
- MS or CEC will argue article 36 EEC

|

Court Ruling

| \

CEC Wins CEC Loses
(article 30 EEC) ’

!

N

T Regulatory Track

|
New Approach - minimum
harmonisation; only of
essential requirements

Business-government
interactions to influence the
”Igvel” of harmonisation

|

Low/Minimum level of
Harmonisation

|
Directive (article 100A EEC)

Free Movement Recognised, Exposing Differences in National Regulation;
Regulatory Competition Becomes Possible

|

Arbitrage: (1) by mobile factors, or (2) by consumers and firms

]

l

|

!

Response is Strong

Response is Moderate

!

!
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Defensive Business Response

E

Option 1: Response in Market (Idem left)

- Disinvest/Relocate - adjustment/disinvestment
pressures moderate

OR o nal

- Adjust (face immediate competitive disadvantage) - pressute on gauom
government is moderate

Option 2: Response in Political Market

- Lobby National Government:

(a) to exploit loopholes (eg. Danish beer bottle case)

OR

(b) to deregulatefconverge with national laws of other

MS, thereby reducing regulatory discrepancies

New National Regulatory Regime

I

with other national regimes

New Regime is Strongly Convergent

New Regime is Weakly Convergent
Beyond Essential Requirements
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