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AssTrACT: This paper discusses the analytical framework developed by the Portuguese
Competition Authority to assess the impact on competition of public policy measures that
authorize the expansion by an entity enjoying an exclusive right in a market covered by a
concession contract to neighbouring markets that are legally open to competition. The water and
waste management sector is considered as a case-study on the implementation of that analytical
fmmewar&. The paper will integrate a legal perspective, considering the Portuguese legal system
but also discussing the relevance af EU law, with a competition economics perspective facusing
on possible distortions of competition.

InpEx: 1. Introduction. 2. Analytical background: theory, practice and jurisprudence. 3.
The Portuguese legal framework for water and waste management. 4. The value chain
for water and waste management. 5. The impact of an extension on an exclusive right on
competition. 6. Public policy measures and the duty of EU member States not to distort
competition. 7. The competition impact assessment methodology. 8. Conclusions.

INTRODUCTION
Most developed economies are ruled by principles of market economy and
economic freedom reflecting an underlying assumption that competition' in
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1 As the expression of an independent rivalry in the markets as defined by Adam Smith, in “An Inquiry
into the Nature and Causes of the Wealth of Nations” (chap. 7) and explored by the economic theory
during the last centuries (for a discussion of the concept see Stigler, 1957.
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(or for?) the market is one of the main drivers of economic development and
social welfare. The argument is simple: increased competition (“independent
rivalry”) pressures firms to present better deals to consumers (in quality and
price) and to be more innovative, promoting a more efficient use of resources
(in static and dynamic terms) and, as a consequence, promoting economic
development and increased welfare (Syverson 2011).

Competition is thus regarded as a public good, requiring its defence and
promotion through competition policy. The goal of competition policy is to
act against competition distortions and to promote competition between firms
in an effort to ensure a level playing field where firms compete on the merits.

Competition law enforcement, which is the visible expression of the com-
petition policy, is primarily directed to firms’ conduct, punishing cartels and
other agreements and concerted practices that restrict competition, condemning
abuses of dominant firms and prohibiting mergers that significantly impede
effective competition. Even though the main focus of attention is on private
behaviour, competition may also be distorted by public measures. While pro-
moting the public interest or addressing market failures,® public bodies may
influence market structure and distort the competitive relation between firms.

'The level playing field may be distorted by different forms of public inter-
vention: from the most radical transformation, with the creation of a legal
monopoly or the award of a special or exclusive right, grounded on the exis-
tence of economies of scale or the necessity to guaranty universal access to an
essential service; to a less obvious impact when a subsidy or a tax exemption
is granted to specific firms under a regional economic policy to promote eco-
nomic development and employment. In these different cases the focus of the
public authorities or regulators would be a specific public interest disregarding,
intentionally or not, a second public interest that is the protection of “compe-
tition” as a public good. Since the source of the distortion of competition is a
public measure and not conduct by firms operating in the market, competition
law enforcement is generally not applicable.

This has led to the development of advocacy tools, whereby competition
watchdogs seek to influence public decision-makers so as to prevent, mitigate or
even eliminate possible anticompetitive impacts arising from public measures.

2 For a introduction of the concept of competition for the market see the seminal paper by Demsetz,
H., 1968.

3 For a discussion see Noll, Roger G., 1989, and Armstrong and Sappington, 2007.
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Itis in this context that the “competition impact assessment” (CIA) metho-
dology has been introduced as an instrument that evaluates the impact of public
decisions on competition. The goal of this exercise is not to extol “competition”
as the most important public interest, but rather to identify and discuss the
impacts on competition and the consequences to the economy that may result
from competition-distorting public interventions. At the end, the ultimate
objective is to contribute towards a more informed decision process and more
efficient public interventions.

'This methodology has been implemented in different countries and institu-
tional settings*. In several countries CIA is part of a wider Regulatory Impact
Assessment (RIA)’, which “is a method of policy analyses [...] intended to
assist policy-makers in the design, implementation and monitoring of impro-
vements to regulatory systems, by providing a methodology for assessing likely
consequences of proposed regulation and the actual consequences of existent
regulation” (Kirkpatrick and Parker, 2007). Within this framework, CIA is
one of the economic impacts to be assessed, regarded as a contextual cost for
firms that result from a public decision.®

In this paper, we apply the CIA methodology to a particular situation that
presents an additional difficulty from a competition policy perspective. We
discuss the competition impact of a public decision that may allow for a firm
benefiting from an exclusive or special right in a market where there is a legal
monopoly, to expand its activity to a market that is open to competition. The
application of the CIA methodology is integrated in the Portuguese legal
framework and considers the European jurisprudence on state measures that
distort competition.

'This question has been raised in the context of the water, wastewater and
waste management activities at municipal level that function as legal monopo-
lies under the Portuguese legal framework. By law, the public or private firms
entrusted with these activities may expand their operation to complementary

4 For a revision see the OECD report, “Experiences with Competition Assessment: Report on the
Implementation of the 2009 OECD Recommendation”, 2014.

5 Countries like the United Kingdom, Germany, Italy, Ireland, Spain, Poland and Slovenia. For a revision of
different experiences in RIA see Jacobs, 2007, and the OECD page on the subject: http://www.oecd.org/gov/
regulatory-policy/ria.htm. For a discussion on the use of RIA has a political instrument see Dunlop et al, 2012.

6 In the European context the CIA in the Better Regulation program that aims to push for a more efficient
public intervention. For more information on the European Commission program on Better Regulation
see: http://ec.europa.eu/smart-regulation/index_en.htm.
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or auxiliary activities, subject to governmental authorization following a non-
-binding opinion of the Portuguese Competition.

Within this framework, our analysis relates to the competitive impact of a
firm’s activity extension, which has been awarded an exclusive right through
a concession contract to a complementary or auxiliary activity, thus entering
into a neighbouring market not covered by the concession. Since the actual
extension is the result of a public decision to authorize it, the analysis follows
the methodology used in a Competition Impact Assessment (CIA) of a public
decision.

From the perspective of a Competition Authority two interesting questions
are: (1) what are the impacts on competition that may arise in this situation
and (2) what are the aims to be pursued by a competition law-based interven-
tion at this stage. We start by presenting, in section 2, a review of the main
theoretical developments that support our analysis, and in section 3 the legal
framework for water and waste management. The two relevant questions will
be answered in sections 4 and 5 where we establish and develop the theoretical
background for the legal and economic analysis. In section 6 we look at the
role and the limitations imposed on all institutions involved under relevant
competition law rules and EU case-law.

Section 7, provides an account of how to conduct a CIA in this market
expansion scenario, proposing a three-step methodology. The first step implies
a characterization of the markets where the relevant activities are conducted,
to understand the economic linkages between the protected activity and the
complementary or auxiliary activity, as well as the competitive structure of
those markets (this first step is supported on the analyses presented in sections
4 and 5). The second step identifies possible competitive impacts using as a
guideline the OECD competition assessment toolkit (OECD, 2011, Vol. 1 and
Vol. 2) and the theoretical and legal background on anti-competitive conducts
analyses (as developed in section 5). The third step concludes the analysis by
presenting the Portuguese Competition Authority’s view on the competition
impact of the envisaged activity extension in that framework, engages in a
proportionality test in the lines discussed on section 6, and presents possible
remedies or alternatives that may be less stringent on competition.

Finally, section 8, presents the main conclusions of this paper.
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ANALYTICAL BACKGROUND: THEORY, PRACTICE AND JURISPRU-

DENCE
'The background to the methodology that we will be presenting is three folded.
We build our analytical tool on three lines of policy evaluation: the theoretical
treatment and institution reports on “competitive neutrality” and “regulatory
neutrality”; the toolbox for CIA (and RIA), with the practical guidelines that
have been developed by different institution; and the competition law and
economics theory and European jurisprudence on the application of compe-
tition law to leveraging of dominant position.

Competitive neutrality has become a relevant topic for public polices and
regulation in recent years’. In a broad sense, it refers to a market situation “where
no entity operating in an economic market is subject to undue competitive
advantages or disadvantages”. This competitive neutral state “may be affected
by ownership, institutional forms or specific objectives for certain economic
agents. One example would be advantages or disadvantages conferred by gover-
nments to business activities controlled by themselves. Another relates to the
non-profit sector that in some jurisdictions is active in the market place despite
enjoying tax and other advantages” (OECD, 2012). It is in the perspective of
the distortions that may accrue from the public intervention in markets that
this concept has been discussed, especially focusing on mixed markets where
sate-owned enterprises compete alongside private firms (OFT, 2010).

'The acknowledgment that public participation and intervention in the
markets may distort competition has raised concerns related to the impact on
economic efficiency and doubts regarding the end results on welfare (Sokol,
2009 and UNCTAD, 2014). As expressed by the Productivity Commission of
the Australian Government, in the “Competitive Neutrality Policy Statement”,
“where competitive neutrality arrangements are not in place, resource allocation
distortions occur because prices charged by significant government businesses
need not fully reflect resource costs. Consequently, this can distort decisions
on production and consumption, for example where to purchase goods and
services, and the mix of goods and services provided by the government sector.
It can also distort investment and other decisions of private sector competitors™.

7 For a revision on the discussion and the practice on competitive neutrality see: http://www.oecd.org/
competition/competitiveneutralitymaintainingalevelplayingfieldbetweenpublicandprivatebusiness.htm

8 See “Competitive Neutrality Policy Statement” available at: http://archive.treasury.gov.au/documents/275/
PDF/cnps.pdf.
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'The same Productivity Commission also stresses that competitive neutrality
“does not require governments to restructure the delivery of social programs into
competitive market”; nor does it “require governments to remove community
service obligations (CSOs) from their government businesses”; not even does
it “imply that government businesses cannot be successful in competition with
private businesses”. The concern is set on avoiding that public intervention
distorts “the level playing field” between public and private entities.

Focussing on the competitive advantages of sate-owned enterprises in mixed
markets, Capobianco and Chistiansen (2011) refer to six situations where the
competitive advantages of these firms over their rivals “are not necessarily
based on better performance, superior efficiency, better technology or superior
management skills but are merely government-created”: outright subsidisation,
concessionary financing and guarantees, regulatory financing and guarantees,
monopolies and advantages of incumbency; captive equity and exemption from
bankruptcy rules and information advantages.

Due to the difficulty in applying national competition laws is such situation,
ex ante remedies have been proposed by different institutions (OECD, 2012
and OFT, 2010)°. In this sense, the OECD recommends “eight ‘building
blocks’ that governments should address if they seek to obtain competitive
neutrality”. These are primarily related: to increase transparency and control
over public intervention on the markets; the introduction of accounting rules
that may allow for cost and revenues control; the establishment of adequate,
transparent, and accountable compensation for state-owned firms in the market
public; and the introduction of regulatory neutrality guarantying equal fiscal
and regulatory conditions between public and private firms (OECD 2012).

Regarding the CIA methodology he OECD has been gathering informa-
tion on different experiences on the implementation of CIA and is working
to propose a uniform methodology for its application'. This methodology is
summarized in a CIA checklist, that consists of a series of threshold questions,
“that show when proposed laws or regulations may have significant potential
to harm competition” (OECD, 2011, Vol 1). The public intervention is con-

sidered to have a competition-distorting effect if it:

9 As we will further develop in the text, at the EU level it may be possible to apply article 106° of the
Treaty on the Functioning of the European Union (see also OECD, 2012).

10 For further information on the OECD work on this subject see the OECD Competition Assessment
Toolkit: http://www.oecd.org/competition/assessment-toolkit.ntm.
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Limits on the number or range of suppliers?
— Limits on the ability of suppliers to compete?
Reduces the incentives for suppliers to compete?

Limits the choices and information available to customers?

It is the opinion of the OECD this “checklist helps policymakers focus
on potential competition issues at an early stage in the policy development
process.” (OECD, 2011, Vol 1).

'The same four impacts are considered in the CIA methodologies adopted
in different countries like Spain, France or the United Kingdom.

In Spain, the “competition assessment report” is one of the documents that
completes a RIA process. The report follows a three-step analysis: identification
of possible negative effects on competition, justification of the restrictions in
face of the public interest goal, the evaluation of regulatory alternatives. The
OECD checklist is applied at the identification stage."

In France, the Competition Authority (Autorité de la Concurrence), pre-
sents a “Guide for competition impact assessment of draft legislation”, that
develops “a vade-mecum that can be used by government officials to help
them identify cases that should or may usefully be submitted to the Autorité
de la concurrence for an opinion, and also to assess the competitive impact of
any new statutory or regulatory provisions they may propose.” This guide is
constructed in a series of questions regarding the impact on competition and
referring to the same issues as the OECD checklist.”?

In the United Kingdom, the Competition Assessment is also a stage in the
Impact Assessment process that is required for all government interventions
of a regulatory nature that affect the private sector, civil society organisations
and public services. This Impact Assessment tool is “to be used to help develop
policy by assessing and presenting the likely costs and benefits and the asso-
ciated risks of a proposal that might have an impact on the public, private or
third sector, the environment and wider society over the long term.” The OFT
published a guide for policy makers for the completion of the Competition
assessment setting four questions that replicating the OECD checklist."

11 See http://www.cnmc.es/es-es/promoci%C3%B3n/gu%C3%ADasyrecomendaciones.aspx
12 http://www.autoritedelaconcurrence.fr/doc/guide concurence uk.pdf.
13 https://www.gov.uk/producing-impact-assessments-guidance-for-government-departments.

14 The former United Kingdom Competition Authority.
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'The third line of research that is relevant to our methodology is the modern
formulation of concerns in competition law and economics over the leveraging
of a monopoly or dominant position to neighbouring markets that would
otherwise be competitive (Bishop and Walker, 2010, 277). Two main types
of issues can be discussed here. The first deals with the use of anticompetitive
practices to protect a dominant firms’ hold in its primary (dominated market).
This is one of the central aspects of the Microsoft antitrust litigation in the
US (the tying of browsers to Windows to protect dominance in the market
of operating systems for Intel compatible PCs) and the EU (the tying of
Windows Media Player to Windows, again to protect dominance in the market
for operating systems) (Viscusi et al, 2005, 278-280, Carlton and Waldman,
2002). For the reasons explained in the following section, in the Portuguese
waste sector this scenario is unlikely as the dominant position of concessio-
naires in waste management is protected by a legal monopoly. The second
class of issues refers to the risk of expanding dominance to a neighbouring
market (Viscusi et al, 2005, 275-278, Whinston, 1990). The risk here is that
“as a result of such leveraging that second market would be less competitive”
(Bishop and Walker, 2010, 277). As discussed in section 4, there can also be
efficiency-related rationales that justify such practices. An extensive review of
the relevant case law can be found in Moura e Silva, 2010, chapters 5 and 6.

'This line of literature is highly relevant in the context of this study given
the legal protection afforded to concessionaires in their primary market (thus
preventing any contestability of dominance, except in the long-run when con-
cessions reach termination). In light of the deregulatory aims of the European
single market and the European Commission’s powers under article 106 TFEU,
the European Court of Justice has developed a significant line of case-law
according to which the leveraging of dominance by a firm holding exclusive
rights in a primary market to a secondary market may involve not just a bre-
ach of competition law on the part of dominant firm, but also by the state
awarding the exclusive right or authorizing expansion into that neighbouring
market (for an extensive review, see Sierra, 2014). These theoretical, practical
and jurisprudential developments are applied to the Portuguese waste sector
in sections 5 and 6 below.

As stated in the introduction to this section, these three lines of theory,
practice and case-law form the analytical background of the methodology
proposed in this paper. The aim of this paper is to contribute to a knowled-
geable, academically and legally sound approach to the issues raised by public
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policy measures that allow firms holding a dominant position in a primary
waste management market into neighbouring markets that could operate
competitively. The methodology proposed uses the insights of those three
lines of development to assess a particular public intervention in the market,
pointing out to possible solutions that, as a form of ex ante remedies to the
competitive risks identified in the literature and the case-law, may contribute
to an improvement on market efficiency.

The situation that we are assessing requires special scrutiny given that we
are addressing a public decision — an authorization — regarding the extension
of the activity of a firm, that benefits from an exclusive or special right in a
market where it provides a service of general economic interest economic —
the provision of waste and water supply service. This exclusivity, that allows
the firm to operate as a legal monopoly, was in itself the result of a previous
public decision to grant to state or privately-owned firms the responsibility
to provide those services as concessionaires. In our analyses we consider these
firms has having the same benefits as a state-owned enterprise, regardless of
being publicly or privately owned. The concepts of “competitive neutrality”
and “regulatory neutrality” are clearly relevant in this scenario.

The contribution of this methodology to better-designed public policies
in the field of waste management is to create a framework to conciliate the
prevalent environmental concerns behind the authorization of expansion by
concessionaires with the promotion of competition as an institutional guarantee
of an efficient functioning of waste markets. It is submitted that this can be
achieved by combining the insights of competition law and economic analysis
of leveraging of dominance to neighbouring markets with the approach envi-
saged in the competition impact assessment toolkit to assess public measures
and the legal principles emerging from the European Court of Justice case-
-law under the competition rules of the EU. The latter also provides a form
of background default rule: should these concerns not be resolved through
ex ante remedies or in case of non-compliance, the provide a warning as to
the possible risks faced by a firm that chooses to act anticompetitively in the
neighbouring market, signalling the sector for future ex post intervention
through the imposition of sanctions. This provides the necessary inputs to
design appropriate remedies to address ex ante possible anticompetitive risks
in a coherent framework,

Although this analysis is focused on the specific issues raised in the context
of waste and water management in Portugal, we believe that the methodology
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developed in the following sections contributes to the theoretical and practical
discussion on public intervention in the utility sector, combining the previous
lines of discussion into one structured analytical tool and providing possible
pragmatic solutions.

THE PORTUGUESE LEGAL FRAMEWORK FOR WATER AND WASTE

MANAGEMENT
'The water and waste management sector in Portugal is currently undergoing a
substantial restructuring process in an effort to adapt to the new EU Directives
and to economic and technical developments in the markets for these servi-
ces. The institutional setting for the provision of public services for water and
urban waste management is also being reformed, as are the market regimes
for waste management.”

These changes maintain a clear focus on the compliance with Portuguese
and EU environmental goals but they also reflect an explicit concern with the
efficient use of infrastructure and the economic and financial sustainability
of the system.

In the Portuguese legal system, the provision of water supply, wastewater
management and urban waste management services'® is one of the basic eco-
nomic sectors from which private enterprise may be excluded.” The relevant
legal regime is set in Law no. 88-A/97 which limits the private enterprise
access to water collection, treatment and distribution, urban wastewater
collection, treatment and disposal and urban waste management within the
scope of municipalities and/or so-called multi-municipal systems (i.e. systems

15 See Antonioli B. and Massarutto A., 2011, for a clarification on the two concurrent institutional systems
for waste management in European countries: a public service, organized as a legal monopoly, operating
at a municipality level, responsible for household waste and urban waste from small producers (that
we will generically name urban waste); and a market regime managing the remaining commercial and
business waste, under the application of the extended producer responsibility (as defined in the Directive
2008/98/EC of the European Parliament and of the Council of 19 November 2008, on waste and repealing
certain Directives).

16 Throughout this article urban waste includes household waste, urban orphan waste and urban waste
from small producers The Portuguese legal framework for waste management distinguishes between urban
waste from small producers and from large producers. The former is considered to be waste produced
by private or commercial firms with the same characteristics as household waste, i.e. not exceeding 1100
Litres daily (Decree-Law no. 178/2006, article 5(2) and Decree-Law no. 96/2014, article 1, o)).

17 Portuguese Constitution of 1976, article 86(3). The original drafting of this provision, adopted in
the wake of the 1974 revolution and the nationalizations that took place in 1974 and 1975, imposed on
legislative bodies the duty to provide for such exclusion. Following the 1989 constitutional amendment,
the legislator may exclude such sectors but is no longer required to do so.
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serving two or more municipalities requiring a predominantly State-funded
investment for reasons of national interest). Until 2013, multi-municipal con-
cessions could only be awarded to public-sector-controlled entities. Private
enterprise was admitted at municipal level but only following the award of a
public service concession.

Given the envisaged privatization of the State holding company EGF™,
with its controlling stake in 11 of the 12 multi-municipal waste management
system concessionaires, the law was changed in 2013 to allow the grant of
concessions to privately-controlled entities (Law no. 35/2013). Thus, access to
private enterprises is currently limited only with regard to water collection and
supply and wastewater management services. The exclusion is not complete,
however, as the 2013 law allows the concessionaire to grant sub-concessions,
in part or in full, to private entities (new Article 1(6) Law no. 88-A/97).

Following this partial liberalization, distinct management models were
introduced by Decree-Law no. 92/2013, adapting the legal framework for
multi-municipal systems of water, wastewater management and waste manage-
ment to the new rules. With this new legal framework, the exclusive rights for
water collection, treatment and distribution as well as wastewater collection,
treatment and disposal in a multi-municipal system are either directly held by
the State or attributed to a public-sector-controlled firm under a concession
contract (with the possibility of sub-concessions being granted to private sector
entities). Exclusive rights for urban waste management in multi-municipal
systems can be awarded under a concession contract to privately-controlled
enterprises. This allowed the privatization of the concessionaires of urban waste
management multi-municipal systems, through long-run concessions, thus
establishing distinct roles to be played by the State, as the entity responsible
for the public service, and the concessionaire providing the service.

Concessionaires of water, wastewater, and urban waste management multi-
-municipal systems may be allowed to extend their operation beyond the scope
of the concession contract to complementary and ancillary activities, provided
this does not conflict with the provision of the public service awarded by con-
cession, that it does not distort competition and that the concession services
maintain separate accounting (Article 5(2) Decree-Law no. 92/2013). The same

18 EGF (Empresa Geral do Fomento, S.A.), “is Aguas de Portugal Group’s sub-holding company responsible
for guaranteeing the treatment and recovery of waste within a framework of environmental and economical
sustainability and contributing towards raising the quality of life and the environment” (http://www.egf.
pt/?lang=en).
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provision sets out examples of such activities, namely the use of infrastructure
to exploit energy-generating potential and waste preparation for recycling and
recovery. This possibility is, however, subject to governmental authorization
tollowing a non-binding opinion by the Portuguese Competition Authority
(PCA).

In view of the envisaged privatization of EGF, Decree-Law no. 96/2014 esta-
blished specific rules for multi-municipal waste management systems awarded
to private-sector entities and set the uniform terms for those new concession
contracts. Regarding the authorization to undertake complementary and other
activities, Decree-Law no. 96/2014 requires a non-binding opinion from the
Regulator for Water and Waste Services (ERSAR — Entidade Reguladora dos
Servigos de Aguas e Residuos), in addition to the opinion of the PCA.

Decree-Law no. 96/2014 also provides an important clarification to the
meaning of “complementary” and “auxiliary” activities, albeit formally limited
to the concession of the multi-municipal waste management systems awar-
ded to private firms: “complementary activities” are those not included in the
core activity of the concession that use the existing infrastructure, in view of
maximizing its profitability; “other activities” (which seem to be correlated
with the concept of auxiliary activities) are those that the concessionaire is
licensed to perform that are not related to its primary activities.

THE VALUE CHAIN FOR WATER AND WASTE MANAGEMENT
To understand the possible impact of an extension of the concessionaire’s
activity on competition, it is essential to have a prior understanding of the
structure and competitive pressures of the value chain supporting these services.

'The services of a general economic interest related to water, wastewater and
waste management are organized in a value chain with two vertically related
primary activities”, a distribution network serving users/consumers, and a
bulk service consisting of the infrastructure supporting that network, that
relates to other support activities. The two primary activities are fundamental
for the provision of the public service and are the object of the exclusive right
of concessionaires.

In water supply, the bulk operations encompass the collection, treatment
and storage of water and the distribution operations relate to the downstream

19 On the concept on industry value chain, the vertical relation between operations and support activities
view Porter, 1985: Ch. 1.
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networks that deliver the water to end users and consumer households (Cave
and Wright, 2010). Regarding wastewater management the distribution
network is the drainage system that is connected to the bulk sewage system
and to the systems for wastewater treatment, storage and disposal. Finally,
for waste management the upstream activities are the collection of undifte-
rentiated or sorted waste, and the downstream activities are the bulk services
of transport, selection, disposal or recovery.?

As already mentioned, all the bulk and distribution systems for households
and urban services are supplied under a public concession granting exclusive
rights. This means that concessionaires operate in a market under a legal mono-
poly, i.e., without competitive pressure, usually subject to sector regulation.
There are different arguments to support a legal monopoly as discussed in the
literature on the economics of regulation?. It may be a response: to “market
failures” related to the existence of scale or network economies or asymmetric
information (Braeutigam, R., 1989); and/or to the need to ensure the provi-
sion of a service of general economic interest (Noll, R., 1989 and Armstrong,
M. and Sappington, D., 2007), observing principles of universality and non-
-discrimination. In the case urban water and waste services, their provision
must also comply with the Portuguese and European environmental objectives
and quality of service requirements.

'The undertakings that benefit from the exclusive right are under the obliga-
tion to make available (i.e., invest in) and to manage the infrastructure and all
the equipment necessary to ensure the supply of those services at the level set
by the concession contract. These firms, whether in the public-sector or in the
private-sector, operate with the objective of being effective in complying with
their contractual duties, of providing efficient management of their assets, in
particular, the infrastructure and of achieving financial stability.

In sum, the bulk and distribution activities in water and waste management
are part of a larger value chain that includes principal activities and other
support activities that may be horizontally or vertically related. The conces-
sionaire holds an exclusive right in part of these operations while maintaining
horizontal and vertical relations with other firms operating in markets open

20 For further and more detailed description of the value chains for water, wastewater and waste sectors
view Baptista, 2014.

21 For a revision see Baldwin, R. et al, 2012.
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to competition®. It is important to notice that in these relationships, the firm
benefiting from the exclusive right may act as a monopolist, when it offers the
service covered by the legal exclusive, but it may also act as a monopsonist as it
may be the only firm requiring specific services or goods (Massarutto, 2007).

In its effort to attain economic efliciency and financial stability, conces-
sionaires may consider substituting the vertical and horizontal relations in
the market for the possibility of expanding their activities into those services.
With this decision to expand, they will alter the market competitive structures
within the value chain, and in other related operations specially, if they are
able to leverage their market power onto the competitive markets.

In particular there may be two consequences on the market competitive
structure. On one hand, if a concessionaire expands its activity into an ope-
ration that is within the value chain and is open to private initiative and
competition, it may use its market power in the protected market to exclude
other competitors from the competitive market (what the EAGCP Report,
2005, classifies as exclusion within the market). This effect will be more pro-
bable and more severe the stronger the firms’ position in the market and,
especially, if the firm has a monopsonist or a monopolist position with the
possibility of acting as bottleneck (Rey, P. and Tirole, J., 2007). For example,
if the firm is the only one delivering an intermediate good (i.e., its collects a
specific waste for recycling or for energy evaluation) and decides to vertically
integrate a further activity for transformation, it is possible that it will have
an advantage vis-a-vis its competitors (former clients) possibly leading to the
foreclosure of the related market.

On the other hand, if the concessionaire decides to expand its activity to a
related market, it could leverage the existing dominant position in the market
where it has an exclusive right into the new activity (what the EAGCP Report,
2005, classifies as exclusion in an adjacent market). It may use, for example,
the existing equipment or infrastructure, financed with investments in the
protected market, to gain a favourable position in the competitive market or it
may cross-subsidize the operation in the competitive market with gains from
the protected market or even transfer costs from one operation to the other.”

22 For example, in waste management the firm managing urban waste may outsource transportation
services while remaining responsible for the waste until it is transferred to a recycling facility (as is the
case where sorted waste is sold for recovery).

23 The possibility of expanding the activity to a related market, open to competition, while using the
existing infra-structure, may create a distortion on the decision to invest. If a firm that has the responsibility
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From these cases, it becomes clear that when a firm that benefits from an
exclusive right, as is the case of a water, wastewater or waste management ser-
vices concessionaire in Portugal, decides to extend its activity to new markets,
this might have an impact on the competitive structure. Nevertheless, this
does not necessarily entail that the activity expansion by the concessionaire
will have a negative impact on social welfare, only there might be an impact
on competition within the protected markets or in adjacent markets. This is
a theme subject to ample discussion in economic literature on the social costs
and benefits of market foreclosure.?*

On the side of possible negative impacts, there is the classical argument
that associates an increase in market power with allocative, productive and
dynamics inefficiencies.”® From the consumer’s point of view, this implies
facing a narrower supply in the new market, with higher prices, less quality
and less innovation as a consequence of the decrease in competitive pressure.*

From a more favourable perspective, reminiscent of the Chicago School criti-
que on vertical integration (Bork, R, 1978 and Posner, R. 1976), the integration
of different activities in the same undertaking holding a dominant position in
a related market could increase efficiency if, e.g., there are gains to be made
with economies of scale and scope or the introduction of new technologies,
and savings to benefit from if there are transaction costs that are avoided or
an increase in the vertical information that relates the final consumer to the
producer, preventing double marginalization or allowing for a more correct
estimation of the market demand (Rey, P, and Tirole, J., 2007, Joskow, P.,
2008 and EAGCP Report, 2005,)

to invest in a infra-structure that will be used in a protected market knows that it will be acceptable for it
to latter expand its activity to an open market using the same infra-structure it may over invest in the first
moment on the perspective of later gains. This argument comes close to what is known in the literature
as the Averch-Johnson effect (Averch & Johnson, 1962)

24 For adiscussion on the effects on welfare when a firm that is a regulated monopoly expand its activity
in to a deregulated market see Vickers, 1995. As Vickers explains, the question that is raised in that situation
is not the same as the one addressed in the literature on vertical integration. Nevertheless, the literature on
vertical integration explores a number of important issues that are relevant to “the general question at hand,
including economies of scope and vertical externalities, variable proportions in production, possibilities
for price discrimination and monopolistic competition between differentiated products.” (Vickers, 1995: 2)

25 Forarevision of the arguments see, e.g., EAGCP Report, 2005; Cabral, 2000: chap 2 and 9; and European
Commission, 2009. On the allocative inefficiencies see also the seminal article by Harberger, 1954.

26 There is also a well-known phenomenon in legal and economic literature on regulated markets where
a regulated-firm subject to price-regulation is able to evade regulation by acquiring and exercising market
power in a vertically-related market (rate-regulation evasion) (USA DOJ, 1982 Merger Guidelines, available
in https://www.justice.gov/archives/atr/1982-merger-guidelines).
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A final extreme case should be considered. It might happen that the con-
cessionaire intends to expand, or is asked by the market to extend its activity
to a related market outside of its concession and open to private initiative
where no alternative suppliers exist. This may happen because the local market
doesn’t create enough scale even though service has to be oftered for social
or environmental reasons. As the market is legally opened to competition,
central or local governments may be hesitant in contracting the provision of
these services on an exclusive basis and instead rely on the expansion by the
concessionaire. In the case the concessionaire enters the competitive market,
there will be a first-mover with the capacity to create entry barriers that will
reduce incentives for new entrants should market conditions change and allow
competition to take place.

THE IMPACT OF AN EXTENSION ON AN EXCLUSIVE RIGHT ON

COMPETITION
From a competition law perspective, the risk of foreclosure is higher when the
expanding firm enjoys a dominant position. A dominant position is defined in
the ECJ’s case law as “a position of economic strength enjoyed by an under-
taking, which enables it to prevent effective competition being maintained
on the relevant market by affording it the power to behave to an appreciable
extent independently of its competitors, its customers and ultimately of the
consumers. Such a position does not preclude some competition, which it
does where there is a monopoly or quasi-monopoly, but enables the under-
taking, which profits by it, if not to determine, at least to have an appreciable
influence on the conditions under which that competition will develop, and
in any case to act largely in disregard of it so long as such conduct does not
operate to its detriment” (ECJ 1979, paragraph 38).

The delimitation of the relevant market is a precondition to determine

whether a given firm holds a dominant position and, therefore, to subject its
conduct is to article 102 TFEU?% (abuse of dominance).?

27 TFEU — Treaty on the Functioning of the European Union. For the main provisions regarding the
European Competition law in the TFEU see: http://ec.europa.eu/competition/antitrust/legislation/legislation.
html. For a discussion on the application of the competition Law, and in particular article 102, to utilities
see Williams, 2004.

28 This corresponds to article 11 of the Portuguese Competition Act — Law no. 19/2012. In this paper
we will only refer to Article 102 TFEU but most of what will be said in this regard also applies under the
Portuguese competition regime.
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Due to its importance, the CIA analysis starts with the identification of
the relevant markets that may be affected by the public decision. In the case
under analysis, this entails ascertaining whether the different activities related
to water, wastewater and waste management could be identified as relevant
product markets and establishing the geographical borders of those markets
(i.e. regional or national). A good starting point for this exercise is the position
of the European Commission Directorate General for Competition (“DG
Comp”) regarding the relevant markets for packaging waste. DG Comp has
classified each activity in the value chain for packaging waste management as
a relevant market, at regional or national level, leaving open the possibility
of a further division taking into account different types of waste and users
(European Commission, 2005). It is in the context of the relevant market that
dominance is then assessed.

'The assessment of dominance may not be as problematic as it would seem
as there is support in the case-law of the European Court of Justice (ECJ)
for the proposition that a firm holding an exclusive right in a given economic
activity is to be considered as holding a dominant position in a substantial
part of the internal market. In Dusseldorp the ECJ held that “[t]he grant of
exclusive rights for the incineration of dangerous waste on the territory of a
Member State as a whole must be regarded as conferring on the undertaking
concerned a dominant position in a substantial part of the common market”
(ECJ 1998, paragraph 60). %

It should be noted that merely holding a dominant position is not tanta-
mount to an infringement of article 102 TFEU. According to long-standing
case-law, “a finding that an undertaking has a dominant position is not in itself
a recrimination but simply means that, irrespective of the reasons for which
it has such a dominant position, the undertaking concerned has a special res-
ponsibility not to allow its conduct to impair genuine undistorted competition
on the common market”. (ECJ 1983, paragraph 57)

For conduct by a dominant undertaking to run afoul of article 102 TFEU
it is therefore necessary that it constitutes an abuse of said dominant position.
In the Hoffmann-La Roche case, where this pharmaceutical company was
considered to be dominant in the markets for difterent vitamins for industry
use and human consumption and to have abused that position by entering

29 This statement is consistent with earlier case-law. See, (ECJ 1991a paragraph 28, 1991b paragraph 31,
1991c paragraph 14, 1991d paragraph 17).
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into exclusive purchase agreements with its clients as well as by granting
rebates conditional on the client obtaining most or all its requirements from
Hoffmann-La Roche, the European Court of Justice delineated concept of
abuse of a dominant position, as a behaviour “which, through recourse to
methods different from those which condition normal competition in products
or services on the basis of the transactions of commercial operators, has the
effect of hindering the maintenance of the degree of competition still existing
in the market or the growth of that competition”. (ECJ 1979, paragraph 91)

Article 102 TFEU addresses two broad categories of abusive behaviour by
dominant firms: (i) exploitative abuses, whereby a dominant firm takes advan-
tage of its economic power so as to obtain benefits that it could not obtain in
conditions of normal, reasonable and effective competition, at the expense of
the interests of customers or consumers or (in the case of one or more domi-
nant buyers) of suppliers (e.g. by charging excessively high prices) (Temple
Lang, 1979); and (ii) exclusionary abuses, when a dominant firm excludes its
competitors by means other than competing on the merits of the products
or services they provide, e.g. by raising barriers to entry and expansion in the
market or by artificially distorting conditions of access to or to compete in
the market, altering, as a consequence, the competitive process (European
Commission 2009, paragraph 6).

With the guidance paper on the enforcement priorities in applying the
article 82 of the EC Treaty (102 TFEU) to abusive exclusionary conduct by
dominant undertakings, the European Commission places a special attention
to the second type of abuse. The European Commission’s aim in focusing
enforcement on exclusionary conduct “is to ensure that dominant undertakings
do not impair effective competition by foreclosing their competitors in an
anti-competitive way, thus having an adverse impact on consumer welfare,
whether in the form of higher price levels than would have otherwise prevailed
or in some other form such as limiting quality or reducing consumer choice.”
(European Commission 2009, paragraph 19)

The Guidance on exclusionary conduct describes the most common categories
of exclusionary practices. Some of these examples are helpful in understanding
the possible competitive impact of an expansion to a neighbouring market
by a firm that holds an exclusive right in some operations of a value chain for
water, wastewater and waste management.*

30 For a general discussion of exclusionary conduct see Bishop and Walker, 2010; EAGCP Report, 2005.
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A first example of exclusionary conduct that is relevant is predation®. By
engaging in predatory conduct, the dominant firm incurs losses or foregoes
profits in the short-term (amounting to a sacrifice consisting of financial
losses of forgone profits, from a short-term profit-maximizing perspective)
so as to foreclose, or be likely to foreclose, one or more of its actual or poten-
tial competitors with the aim of strengthening or maintaining its dominant
position, thereby causing consumer harm (European Commission 2009,
paragraph 63). In the scenario where an ex ante CIA may be required, this
practice can be associated with the leveraging of a dominant position from
the legally protected market to the competitive market. This leveraging effort
can be executed in different ways. On one hand, the firm that benefits from
the legal monopoly in one market might uses the monopoly rents or a more
stable financial situation to practice prices in the competitive markets that are
below the operation costs in that market, allowing for cross-subsidization.*
Another possibility is for the firm to (over)allocate the investment cost for
equipment and infrastructure or any common costs to the protected market,
so that it can artificially offer better prices and/or quality in the competitive
market that could not be replicated by an equally efficient competitor.®

A second relevant example is the case of exclusionary conduct by input
foreclosure or by refusing to supply or to give access to an infrastructure
(Vickers, 1995, Hart et a/., 1990, Rey and Tirole, 2007). This anticompetitive
conduct may happen when the concessionaire expands into a vertically rela-
ted, upstream or downstream, market where it also acts has a supplier or a
consumer. In this situation if it refuses to negotiate (to buy, sell or give access
to the infrastructure covered by the exclusive right) with other competitors

31 For a general discussion on predation see, European Commission, 2009 (paragraph 63), OECD, 2005;
Areeda and Turner, 1975; Ordover and Willig, 1981; Bolton et al., 2000; Moura e Silva, 2009 and 2010.

32 The concept of sacrifice is met not only where the firm prices below average avoidable cost but also
where “the allegedly predatory conduct led in the short term to revenues lower than could have been
expected from a reasonable alternative conduct”, in the sense that the firm could have avoided a loss.”
(European Commission, 2009, paragraph 65).

33 These risks are expressly addressed by the European Commission when it states that: “The Commission
may also pursue predatory practices by dominant undertakings on secondary markets on which they
are not yet dominant. In particular, the Commission will be more likely to find such an abuse in sectors
where activities are protected by a legal monopoly. While the dominant undertaking does not need to
engage in predatory conduct to protect its dominant position in the market protected by legal monopoly,
it may use the profits gained in the monopoly market to cross-subsidize its activities in another market
and thereby threaten to eliminate effective competition in that other market.” (European Commission,
2009, paragraph 63, footnote 2).
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in the new market, it may incur in an anticompetitive exclusionary conduct.
The likelihood of market foreclosure will be higher if the concessionaire acts
as a monopolist or a monopsonist in the vertical relation.

A third example relates to exclusionary conduct by tying or bundling of
services (Rey & Tirole, 2007; Tirole, 2005). In both cases the dominant firm
may tie-in the supply of the service in the protected market with the provision
of a service in the new market. In the case of tying, the consumer buying the
tying service (sold under protection of a legal monopoly) is also required to
buy the service in the new market. In the case of bundling the two services
are only sold together. The firm may also adopt a mixed bundling strategy
where the acquisition of the bundle is made more attractive through a dis-
count strategy. By resorting to these practices, the firm holding a dominant
position in a protected market may leverage that position into markets open
to competition.

A fourth and final example of market foreclosure within this analytical
framework is the use of loyalty contracts (exclusive dealing and/or loyalty
rebates) that may constitute a barrier to entry in to the competitive market. As
mentioned above, this conduct may occur when a firm expands its activity to a
market that is open to private initiative, but where there is no private interest in
offering the service (this may happen in local markets, e.g. due to insufficient
scale). In this situation, the activity expansion from the protected market to
the new market may even be a response to a public necessity, although it is
outside the scope of the exclusive right, and the provision of this service may
only be possible through the use of existing infrastructure or equipment or
cross-subsidization. In this situation, and when there is a public policy com-
mitment to maintain the market open to private initiative, it is important to
ensure that there is no reinforcement or creation of barriers to entry through
the use of loyalty contracts, i.e., it is crucial to guarantee that the firm holding
an exclusive right in the primary activity does not adopt conduct that could
threaten the contestability of the neighbouring market (Baumol, 1982).

Finally, it should be noted that a dominant firm whose behaviour is likely
to fall under Article 102 TFEU may provide an objective justification for its
conduct, e.g., by demonstrating that the exclusionary effects are outweighed
by efficiency gains benefitting consumers (ECJ 2012, paragraph 42).

In conclusion, firms holding a concession in water, wastewater and urban
waste management may be considered, in line with the ECJ’s case-law, as having
a dominant position in that market (or markets, depending on the concrete
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findings of market definition in the product and geographical dimensions).
'The legal monopoly in the protected market confers on the dominant firm
a structural advantage when competing in a downstream market (ECJ 2015,
paragraph 39). When these firms expand their activity to a related market,
they are subject to what the ECJ defines as a “special responsibility not to
allow its conduct to impair genuine undistorted competition on the common
market” (ECJ 1983, paragraph 57). Thus, in granting an authorisation for a
concessionaire to expand to a neighbouring market, public authorities should
be mindful of the potential impact on competition and impose ex ante condi-
tions that minimize possible distortions on competition therein.

PUBLICPOLICY MEASURESAND THE DUTYOF EUMEMBER STATES

NOT TO DISTORT COMPETITION
Although article 102 TFEU prohibits abuses of dominance by undertakings,
this provision is also relevant to assess the legality of public policy measures
adopted by a member State, given that article 106(1) TFEU requires that
“[i]n the case of public undertakings and undertakings to which Member
States grant special or exclusive rights, Member States shall neither enact nor
maintain in force any measure contrary to the rules contained in the Treaties,
in particular to those rules provided for in Article 18 and Articles 101 to 109.”

Article 106(1) TFEU is to be read in conjunction with articles 101 and/or
102, together with Article 4(3) of the Treaty on European Union (TEU).
Whereas Article 102 deals with the unilateral conduct of dominant under-
takings, Article 101 deals with collusive conduct (agreements and concerted
practices between undertakings and decisions of associations of undertakings)
that has the object or effect of restricting competition and that affects trade
between Member States. Article 4(3) TEU imposes on Member States the
duty to refrain from any measure which could jeopardize the attainment of
the Union’s objectives, which include the establishment of the internal market
(article 3(3) TEU). In accordance with Protocol no. 27 on the internal market
and competition, the internal market “includes a system ensuring that compe-
tition is not distorted”, which encompasses the Treaty rules on competition. It
follows that the EU Treaties impose on member States the duty not to enact
or maintain measures that may deprive the competition rules set in articles
101 and 102 TFEU of their effectiveness (“gffer utile”).

Thus, where a member State grants an exclusive right to an undertaking,
that act being a measure of public policy, the EC] will review whether such
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measure breaches the obligations arising from the combined provisions of
article 106(1) and 102 TFEU.

As the ECJ recently held in the DEI case, regarding the grant by the Greek
government to the state-owned incumbent electricity producer of exclusive
rights to mine for lignite, the most attractive fuel used to generate electricity
in Greece: “(...) a Member State is in breach of the prohibitions laid down by
Article 86(1) EC [the former Treaty establishing the European Community,
now Article 106(1) TFEU] in conjunction with Article 82 EC [now Article
102 TFEU] if it adopts any law, regulation or administrative provision that
creates a situation in which a public undertaking or an undertaking on which
it has conferred special or exclusive rights, merely by exercising the preferen-
tial rights conferred upon it, is led to abuse its dominant position or when
those rights are liable to create a situation in which that undertaking is led to
commit such abuses (...)". (ECJ 2014, paragraph 40)

One remarkable clarification brought about by the ECJ in this case is the
fact that for the grant of an exclusive right to be in breach of article 106(1) in
conjunction with article 102 TFEU, it is not necessary that any abuse should
actually occur”. This means that no actual market conduct that qualifies as an
abuse is required where a public policy measure creates the 7isk of an abuse
of dominance.

'The EC]J justifies this ruling based on the foundational role of competition
within the internal market, arguing that “a system of undistorted competition,
such as that provided for by the Treaty, can be guaranteed only if equality
of opportunity is secured as between the various economic operators” (ECJ
2014, paragraph 41). Measures adopted by member States which create an
“inequality of opportunity between economic operators” are therefore in breach
of article 106(1) in conjunction with article 102 TFEU. In the context of the
enforcement of these Treaty provisions, the EU Commission is only required
“to identify a potential or actual anti-competitive consequence liable to result
from the State measure at issue”.

In sum, under the ECJ’s case law, State measures will be in breach of the

EU Treaties where they:

“(...) affect the structure of the market by creating unequal conditions of
competition between companies, by allowing the public undertaking or the
undertaking which was granted special or exclusive rights to maintain (for example
by hindering new entrants to the market), strengthen or extend its dominant
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position over another market, thereby restricting competition, without it being
necessary to prove the existence of actual abuse”. (ECJ 2014, paragraph 46)

In the case of the authorization to expand the activity within the water,
wastewater and waste management services, the public decision impacts on the
relationship between bulk, downstream services and other support activities.
Bearing in mind the examples that were discussed on the previous section,
there is the possibility for this authorization to create unequal conditions of
competition between companies.

For example, consider the authorization to enter the downstream markets
where the undertaking holding an exclusive right upstream (the concessio-
naire) will be competing against other firms that may be, at the same time,
vertically-related clients/suppliers . This underscores the relevance of the EC]
long-established principle according to which, where a firm that is dominant
on a market in raw materials refuses to supply a customer producing deriva-
tives with the objective of reserving the downstream market to itself and with
the possibility of eliminating all competition downstream, such conduct is an
abuse of dominant position within the meaning of article 102 TFEU (ECJ
1985, paragraph 25).

'The same principle applies where the extension of a dominant position is
the result of a State measure and has the potential to eliminate competition
in the new market:

“(...) the extension of a dominant position, without any objective justification, is
prohibited ‘as such’ by Article 86(1) EC in conjunction with Article 82 EC, where
that extension results from a State measure. As competition may not be eliminated
in that manner, it may not be distorted either (...)". (ECJ 2014, paragraph 67)

At this point it is crucial to clarify that the ECJ’s case law does not pre-
clude a dominant firm enjoying an exclusive right in an upstream market from
extending its activity to a vertically-related neighbouring market where it will
not benefit of exclusive or special rights. However, where such extension is
the result of a State measure, it is essential that the authorization is subject to
conditions that ensure that there is no risk that competition in that neighbou-
ring market is distorted by unequal conditions of competition between firms.

This is in fact the position of the EU Commission in the context of the libe-
ralization of the postal sector, where it has held that strategic considerations,
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such as the will to enter into a new market, and synergies between the incum-
bent firm holding an exclusive right in the upstream market and its subsidiary
operating in a vertically-related market that has been liberalized, cannot be

ignored (European Commission 1997). The General Court (GC) has adhered
to the Commission’s view, while referring to article 345 TFEU:

“To require that the remuneration which a public undertaking with a monopoly
receives in return for the provision of commercial and logistical assistance to its
subsidiary should correspond to the payment which would have been demanded
under normal market conditions, does not prohibit such a public undertaking
from entering an open market but subjects it to the rules of competition, as the
fundamental principles of Community law require. Such a requirement does not
adversely affect the system of public ownership and merely ensures that public and

private ownership are treated equally”. (GC 2000, paragraph 77)%*

Thus, the GC accepted the Commission’s view that the payment by the
downstream subsidiary for the inputs provided by the upstream firm should be
determined in normal market conditions. This entails that the price charged
on the downstream market by the integrated firm covers all the incremental
costs incurred in providing complementary or auxiliary activities, an appropriate
contribution to the fixed costs arising from use of the upstream infrastructure
and an adequate return on the capital investment in so far as it is used for the
downstream activities.

THE COMPETITION IMPACT ASSESSMENT METHODOLOGY
Differently from its role as a public enforcer of competition rules, the PCA’s
competition impact analysis is not an ex posz assessment of the legality of the
conduct of one or more firms. Since the PCA is required to issue an opinion
before such complementary or auxiliary activities are actually exercised, there
is in fact no actual conduct on the market by the holder of an exclusive right.
The PCA is therefore required to evaluate the impact of the authorization on
competition in neighbouring markets before any evidence can be collected on
its actual effects on the market.

A word of caution is, however, in order. If following an authorization,
evidence is found that the conduct of the firm that holds an exclusive right is

34 This judgment was annulled by the EC) on appeal on unrelated grounds.
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in breach of competition rules, the PCA or the European Commission may
still enforce those rules against the firm, namely Article 102 TFEU. In other
words, the existence of this ex ante appraisal in no way undermines the ex posz
applicability of competition rules to actual conduct on the market by the holder
of an exclusive right (or by any other undertaking operating in neighbouring
markets, for that matter).

Given this strict focus of the ex ante analysis on the /ikely competitive impact
of the decision to authorize the extension of activities, there is a close affinity
with the CIA of a public intervention.

Furthermore, given the need to balance the pursuit of public policy goals
with the possibility of anticompetitive impacts on the affected markets, the
analytical methodology required by such an evaluation also presents simila-
rities with the approach developed by the European Commission and EU
courts regarding Article 106(1) TFEU in conjunction with Article 102 TFEU
examined in the previous section.

In conducting a CIA one must keep in mind that the public authority
deciding whether or not to grant the authorisation, i.e. the Government, is
itself pursuing a public interest, in this case one relating to the provision of
public services or services of a general economic interest. In that sense there
could be other public interest dimensions to the decision other than the
public interest of preserving competition that is within the province of the
PCA. A competitive market should be valued as a public good, in the sense
that it promotes economic development and social well-being, but there are
other public interests to consider. Ultimately it will be for the Government
to balance the public interests at stake, not the PCA. The institutional role of
the PCA in this framework is one of contributing to a better informed public
decision, by pointing to possible anticompetitive impacts and devising how
such impacts can be minimized or even avoided.

As referred to in the introduction, this ex ante evaluation follows the three-
-step methodology of a CIA. 'The first step implies the characterization of
the markets where the relevant activities are conducted to understand the
economic linkages between the protected activity and the complementary or
auxiliary activity, as well as the competitive structure of those markets. The
second step identifies possible competitive impacts using as a guideline the
OECD competition assessment toolkit (OECD, 2011, Vol. 1 and Vol. 2) and
the theoretical and legal background on anti-competitive conducts analyses.
'The third step concludes the analysis by presenting the PCA’s view on the
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competition impact of the envisaged activity extension in that framework,
engages in a proportionality test in the lines discussed above of the EU case-law
under Article 106(1) TFEU, combined with Article 102 TFEU, and presents
possible remedies or alternatives that may be less stringent on competition.

'The first stage was already discussed in section 5 of this article. As mentio-
ned above, the DG Comp practice on the competition analyses in the waste
sector proposes that each activity in the value chain may be considered as a
relevant market. Furthermore, the EU case law supports the general finding
that a firm holding an exclusive right in a given economic activity is consi-
dered as holding a dominant position in a substantial part of the internal
market.

On the second stage, the PCA seeks to identify the type of competitive
impact that might happen considering the OECD Checklist for the assess-
ment of public decisions (see OECD, 2011, Vol. 1) and applying the abuse of
dominance framework presented in sections 5 above.

According to the OECD methodology, where a measure granting the
authorization creates the conditions for exclusionary conduct it will limit the
ability of existing suppliers in the competitive market to provide a service and,
therefore, it will limit their capacity to compete. In a sense, the public autho-
rization could de facto expand the influence of the exclusive right, reducing the
number and range of suppliers in the market and/or the capacity for existing
undertakings to compete (in the OECD checklist, this represents a limitation
on the number or range of suppliers and on the ability of suppliers to compete).
'The consequence will be a decline in the diversity of suppliers and a reduction
of market rivalry with a potential negative eftect in the competition decision
variables such as price, quality diversity and innovation.

This effect may have dynamic consequences where the firm intends to
extend its activity to a market that is legally open to competition but where
no alternative suppliers have emerged to date. In this case the extension could
be justified with the aim of supplying a service essential to the fulfilment of
the public service task that it is entrusted with.

Given that at the time the assessment is conducted there is no actual con-
duct on the market and that the PCA does not have the power to enforce
Article 106(1) TFEU, there are no grounds to oppose expansion per se, from
a strict competition law perspective. The role of the PCA in conducting a
CIA is thus one of using its experience to devise remedies that may reduce
the likelihood that such anticompetitive conduct may take place afterwards.
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Ex post conduct amounting to an abuse of dominant position could lead to
a prohibition decision by the PCA accompanied by sanctions (fines). But in
fact, by intervening ex ante the PCA may enhance the deterrence of ex post
competition enforcement by fashioning remedies that increase the transparency
with which the integrated firm will operate in the different related markets.
This provides the ex ante analysis with a valid purpose once there is a holistic
view of the overall range of competition law instruments available.

'Thus, the final stage of the CIA consists of recommending that the authoriza-
tion be subject to conditions addressing anticompetitive risks in the competitive
market to mitigate possible negative impacts on competition. Given the con-
cerns identified in section 5, the PCA typically recommends that the following
conditions be attached to the authorization:

(1) Accounting and financial separation between the protected activity and
the new activity, to ensure the possibility of ascertaining the financial
sustainability of each activity through the analysis of each activities’
costs and revenues.

(2) Periodical demonstration of the economic and financial sustainability
of the new activity taking as a benchmark that the price charged for
the new service should cover all the additional costs incurred in provi-
ding it, including an appropriate contribution to the fixed costs arising
from use of the common infrastructure or equipment and an adequate
return on the capital invested (ECJ 2003).

(3) Adoption of behavioural requirements that prevent anticompetitive
conduct that could lead to market foreclosure or to the creation of bar-
riers to entry and to expansion in the new market (e.g. loyalty contracts
with clients in the new market, tying/bundling of services, predatory

pricing).

'The rationale behind these conditions is to address ex anze possible anticom-
petitive risks arising from future conduct on the market by the firm holding an
exclusive right thus reducing the likely anticompetitive impact of the authori-
zation as a public measure. This ensures the necessary reconciliation between
the public interest in the efficient use of infrastructure and the economic and
financial sustainability of the water, wastewater and waste management sys-
tems with the protection of competition in downstream markets as a public

good.
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CONCLUSIONS

Concessionaires of water, wastewater, and urban waste management multi-
-municipal systems hold exclusive rights in their respective primary activities
covered by concession contracts. Under the Portuguese legal framework, they
may be allowed to extend their activity beyond the scope of the concession
contract to complementary and ancillary activities, provided this does not
conflict with the provision of the public service awarded by concession and
that the exercise of those activities does not distort competition as well as
that the concession services maintain separate accounting. This possibility is,
however, dependent on a governmental authorization that should be preceded
by a non-binding opinion of Portuguese Competition Authority (PCA), and
in the case of privately-controlled concessionaires in the waste management
sector, also by an opinion by the sector regulator.

From a competition law perspective, a firm that holds an exclusive right in
a given economic activity is considered as holding a dominant position in a
substantial part of the internal market. This entails that its conduct is subject
to Article 102 TFEU prohibition of abuse of dominance. The extension of its
activity to a related market may lead to the firm adopting conduct that harms
competition in the downstream market and thus may be caught by the prohi-
bition of abuse of dominance. As was shown in section 5, the main categories
of possible abusive behaviour in a downstream market by a firm holding a
dominant position in a protected market are well-known in competition law:
predation, input foreclosure, tying/bundling and loyalty contracts.

As a matter of principle, such abusive behaviour leads to ex post enforcement
of competition rules. However, when asked to give an opinion on the autho-
rization of the extension of activity, the PCA is being required to make an ex
ante appraisal, as no conduct will actually take place before the authorization
is granted. Furthermore, since what is at stake is a public policy measure (the
authorization), the PCA follows the methodology used in a Competition
Impact Assessment of a public decision. An important contribution of the
methodology developed by the PCA described in this paper is the combination
of standard analysis of possible abuses of dominance with an ex ante frame of
analysis, where no actual market conduct has occurred and the focus is pla-
ced on the public measure that may enable such future conduct combining
the application of the principle of competitive neutrality with the toolkit for
competition impact assessment of public measures.

Another important conclusion of this paper relates to the fact that, in accor-
dance with the ECJ’s case law, a dominant firm enjoying an exclusive right
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in an upstream market is not legally precluded from extending its activity to
a vertically-related neighbouring market where it will not benefit of exclusive
or special rights. The unavailability of an extreme option (ex ante prohibition
of expansion) makes the development of adequate ex ante remedies a more
pressing concern for public authorities. The methodology developed in this
paper contributes to the formulation of such remedies aiming at preserving
efficient and competitive markets.

As detailed in Section 7, the role of the PCA in conducting a CIA consists
in using its experience in applying competition law and economics concepts,
particularly those relating to the anticompetitive risks of the extension of
dominance to a market that could work competitively to devise remedies to
reduce the likelihood that such anticompetitive conduct may take place once
an authorization to expand is granted. Given that the extension of activity is
the result of a State measure, it is essential that the authorization be subject
to conditions that ensure that there is no risk that competition in that nei-
ghbouring market is distorted by unequal conditions of competition between
firms. The methodology presented in this paper combines the insights gained
from competition law and economic analysis of leveraging of dominance to
neighbouring markets with the approach envisaged in the competition impact
assessment toolkit to assess public measures and the legal principles emerging
from the European Court of Justice case-law under the competition rules of
the EU to develop a coherent approach that leads to the design of pragmatic
remedies to competitive risks arising from these specific public policy measures.

By preventing the creation of barriers to entry on the market open to
competition and inhibiting possible foreclosure practices, this methodology
contributes to maintaining the contestability of the new market, while allowing
possible efficiency gains from the expansion by the concessionaire holding an
exclusive right. Hopefully, adherence to this methodology will also contribute
to make public authorities responsible for environment protection and sector
regulation as well as stakeholders more aware of the possible competitive risks
of expanding the activity of firms holding exclusive rights from their primary
market to secondary markets open to competition, thus reinforcing the incen-
tives for compliance with competition rules. Ultimately, as the European
Commission has stated, “competition and environmental policies should be
implemented in a mutually reinforcing way” in order to promote the goal of
making the EU economy dynamic, competitive and sustainable (European

Commission, 2005).
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