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With thanks to the organisers of the Beesley Lecture Series for inviting me to speak, | would
like to stress upfront that | am speaking in a personal capadgyviews are not

attributable to either the Centre for Competition Policy at the University of East Anglia,
where | am a professor, or the Financial Conduct Authority (FCA), where | have a Non
Executive Director role.

| would like to start by mentioning #t thetitle of this talkwas given to me by the Lecture
Series organisers. | am not sure | would have chosen quite so grand and overarching a title
myself, and | Ave been quietly panicking about what | can usefullysathe topic, not

least because lamnot claim to bein@n expert ineconomicregulation (albeit amgoing up

a fast learning curve d@he FCA)I have concluded that it is best always to talk from what

you know, andafter 11 years as Chief Economist at the Office of Fair Trading (OWE)| as
prior experience as an economic consultant in the ateln, know about competition and
consumer policy.

So | am going to try and address the exam topic set for me, but through drawing on seven
lessonghat | havetakenfrom my experience workingn a competition and consumer
authority.



| should mention that the pictures on ntile slide reflectthe i | fadiveisedsubtitle,
which | did have a hand:iRegulation has mutated but into what: a beautiful butterfly or an
ungainly monster?

For thosewho saw Professor Stephen Littlechild present here 1 month ago, | think | should

give you a hint of where | am heading in my conclusiowsskadlyunable to attendhis

talk, but | have seen his slides. On the basis of those, it seems that Stephehéoakw

that the regulatorsshould getthemselveghe hellout of competitiveutilities markets,

broadly becaus¢heywereY {1 Ay 3 I LA I Q& S| NI 2 Tators kakeyg@d@a & L F
everything rightand | think Stephen made sone&cellentpoints n his lecture. Nevertheless,

| disagree with his overall conclusion.

While | am a strong advocate for the benefits that competition can bripgrdonally
believe thatthe regulators have a crucial role to playpiroviding a framework within which
compditive marketscanwork effectively to deliver these benefits. That saidp kthink
some of thermeedto up their game a bit when doing so, and in particulias important
that they haveas firm a theoretical and empirical footing as possible when dedrg

Two quotes: but by whom? CCp

Every individual ... neither intends to promote the public
interest, nor knows how much he is promotingit...by
directing that industry in sucha manner as its produce
may be ofthe greatestvalue, he intends only hisown gain,
andhe is ... led by an invisible hand to promote an end
which was no part of his intention.

‘ Inacivilized society, the poor provide both for themselves |
and for the enormous luxury of their superiors. The rent
which goes to supportthe vanity of the slothful landlord is
all earned by the industry of the peasant. The monied man
indulges himselfin every sortof ignoble and sordid
sensuality, atthe expense of the merchantand the

\_\tradesmanbwhom he lends out his stock atinterest.
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So, before we start properly, | wanted poesenta couple of quotes, and see if you can

guess who they are by. The first you should recognise quickly from its mention of an
WAYOBAAAOE S KI y Ro@wSnithirheissécand i2 EsbhOctisianih i ¥alk of &
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| want to highight just a couple ofonclusiongrom this. The first is that things are
complicated; while ampetition can be a very powerful force for the gqadoes have its



limitations. Even Adam Smith recognised tMsich of this my talk today will focus on this
point. The second is thain particulay competition cannot be relied upon to deliver
distributional equity aimsl will focus on this les®day, but it is an important point which
most economists understand but whislometimesseems to bdorgotten inthe poltical
debatearound utilities

Privatisation: The expected story CC p

Privatisation: Was to change managerial incentives to focus on profit-
maximisation.

Regulation: Was to ensure, in the absence of competition, that those
profit-maximising incentives drove benefits for productivity and
consumers.

Competition: Was to be the beautiful butterfly that could thereafter be

left to work its magic for productivity and consumers alike. 200
)2
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Staying with historyhut rather more recent than Adam Smithyant to revisit the story of
privatisation as it was expected pyogress at least back in the dark ages of the early
privatisationswhen | waswriting my undergraduatessay®n the topic What was expected
at that time?

1 Privatisationwas designed to change managerial incentives within the companies
towards profitmaximisation.| believe thatPaul Ormerod questioned in his Beesley
lecturea fewweeks agavhether this was in itself a heroic assumpti@iven the
behavioural biases of firms themselvésm not going to address this here. Indeed, |
am not going to focus much on the question of privatisation at all, other than to note
that, in context of health, Government seems to be experimenting with trying to
change incentives a similar way butvithout actual privatisation, through
increased autonomy and transparendyhis is fascinating and it will be interesting to
see how well it works.

1 Tuming toregulation thiswas desigadto ensure that, irthe absence of
competition, these profitmaximising incentives drove benefits for productivity and
consumersThere was though, always clear end game of moving towards
competitive markets, wherevepossible and pulling back regulatioAlbeit it was



always clear that some monopoly infrastructure elements of those marketddvou
always be regulated.

1 Competitionwas then expected to be the beautiful butterfly that could then be left
to work its magidor productivity and consumers alike.

So what have we seen in practice? Well, in many markets we have seen competition emerge,

and price regulation in its purest form has been pulled back as expected. But this does not
mean thatthe regulatorshave left these competitive markets completelyhey arestill

firmly there and indeedhey arealso firmly there in markets, such as those in financial
services, which were never (originally!) nationalised.

Regulation: A changing focus CCp

Access price
regulation, incl.

Retail price

regulation
margin squeeze

Most water and Energy transmission Financialservices
sewerage services and distribution Telecoms retail
Universalpostal BT infrastructure Energy wholesale
service stamps Water/sewerage wholesale Energy retail (sofar!)
Heathrow, Gatwick and Network Rail

Water/sewerage services

Stansted airports
(Payment systems) for large use customers

Regulatedrailfares
g Other postal services

Other UK airports
Other railfares

Why this is? | would argue that it is because thereli®en a changing focus for regulation.

In the early days of regulation, the focus was very muchkherfirst element on this slide:

retail price regulationMuch was written about this, with academics developing a myriad of
models allowing for a huge vatyeof different assumptions about the nature of asymmetric
information between regulator and company, and the incentives of each. There was
probably more richness in the theoretical literature than any regulator could have hoped to

apply.

Latterly much mog has been written about the secomtement, access price issues,
including margin squeezdhere is an interesting debabeinghad about the

appropriateness of using competition law versus regulatory tools in this area. In many EU
countries, competition law has been used, but the differing objectives of standard
competition law and regulation mean that this can create tensionisy ¥V



Standard competition law tends to be abqutotectingcompetition. h my viewt is not well

suited to dealing wh whether prices are excessive, although it has been used in that way. It

alsol SYRa G2 0SS RSt AO0SNI St i@l setVds exfliidnarg. THissinh y (G S
order to avoid unintentionally deterring proompetitive behaviourSo for example,

competition law is deliberately cautious about intervening against low prices, on the

grounds they might be predatory, for fear that $htould deter precompetitive price cutting

behaviour.

In the regulated sectors, howeveriygn the desire to move towards competitive markets as

an end pointand the initial starting point of monopoly in many marketgulators have

tended to focus mor®n promotingcompetition, not just protecting itIndeed this is the

term used in the objectives of most of the UK regulators who have a competition remit

(other than Monitor). As such, there is at least a risk that regulators may wish to push

harder on @cess and margin squeeze issues than standard competition law would normally
alow.LYyRSSR> (KIdG YAIKG 06S 1jdzA (S LINRBLISNI 3AQDSY
law is used to achieve this, however, there is a risk that this law will be distorted in

process.

Thisquestion of how and whether competition law is best used in regulated markets is an
interesting one Myfocus today though,is going to be on the third elemen this slide:

the role of regulators in providing regulatory framework focompetition As is cleafrom

this slide on which | have endeavoured to allocate different elements of the regulated
sectors to different elements of regulation, this last elememasv theNJ 3 dzf drifia2yNE Q
role in awide range of regulated but congtitive markets.

Lesson 1: The competitive C‘c‘p

process is a virtuouscircle....




{2 6KIFIO Aa GKAA NBIdzZ FG2NE FNFYSE2N] F2NI O2Y
first lessorfrom working in a competition and consumer authority, which is drawn directly
from Adam Smith (hence the almost invisible hamthe background of the slidg

Stephen Littlechildvasabsolutelyright to say that competition ibest seen as process, not
an outcome, andn my viewthat process is effectively a virtuous circle

1 On the lefthand side of this virtuous circle (as drawn here), we lraoteve
consumers buying the produdind servicesyhich offer them the best value for
money (VFM)luse VFM, rather than price, deliberately here to reflect the fact that
O 2 y a dah&idedib@tween products will reflect not only price but also quality,
service, functionality, and whether they offer consumers something new and exciting.

1 On the righthand side of this virtuous circle, we then have actuppliers
competing vigorousljo offer consumersvhat they want (iethe best VFM If
consumers buy what they most value, given the price, then suppliers will win market
share, and in the end profits, by providing thevith best possible VFM offer.

This is theheoryunderlying the vituous circle of competitionThere is also by nowwide
empiricalliterature on the benefits that competition can bring. This includeseaful2004
report by Steve Davies and colleagues from UEA, for DTI, on how competition in various
markets includingliberalised markets such as retail opticians and passenger air fligdds,
delivered clear benefits for UK consumers, including in terms of quality and innovation.
There is also lrgeand growing literature on the harm caused by cartels in markets, in
terms of excessive profits but also in terms of preventing muebded shakeuts in

industry which thereby prevents productive and dynamic efficiency improvements from
occurring.

It is, however, imprtant to realise thathis competitionprocesscan be masy, in that it can
sometimes lead to some undesirable effects as firms compete their way towards
equilibrium. So, for example, potential entrants sometimes have to see excessive profits in a
market to consider it worth entering. The potential for exitdocur can be crucial for

effective competitionand certainly for that competition to deliver productivity benefits,

even thoughsuch exitcan be disruptive and politically unpopulémdeed, the OFT has

recently produced a report emphasising to Governmrat importance of allowing for exit

when designing public markefsAnd of course, and as discussed already, competition does
not in itself generate distributional equity.

! Davies, S., H. Coles, M. Olczak andCfV 2y 6Hnnn0 G¢KS . SySTAGa FTNRY / 2YL
/' FaS&a¢X 5¢L 9 Awdaoowukitles/fild1B3ISONHT i =

hC¢ O6HAMHO GhNRSNI& 9EAGY 58$aA IwmvyfEgovuR@rivokieeblice wS3IA Y
markets/choiceand-competition/orderly-exit/#.Uoy5AsTlauA



So if we observe short term excessive profiisyuptiveexit, or indeed unequadutcomes,
0 KA & RigiSefynRan the competitive process is not working well.

...but it needs certain C‘C‘p

key elements!

Can consumers... access M ..on relevantinfo?

nough ! .
Are there... £noug e without ..towin custom?
suppliers compete barriers

There is, though, #utCio this first lesson. For this virtuous circle to work well, certain key
elements are needed, and these can easily become blocked.

1 On thedemand side if consumers are to buy the products and services which offer
them the best VFM it is clearly important that they are abl@atoessnformation
about the products available in the market, that they are ablageesshat
information (includingcomparing across products), and finally that they are able to
acton the their preferences across productsS RS @St 2 LJSR (KSaS W¢KI
consumers decisiemaking when | was at OFT, and | continue to think that they
provide a good description of the keslements involved in such decisioraking.

1 On thesupply sideif suppliers are to compete vigorously to offer consumers what
they want, then it is important that there arenough supplierghat these suppliers
actuallycompete and that they do saithout significant barriers to entry or
expansion

Each of these different elements in the virtuous circle can become blocked, iand it
noteworthy that blockages arespeciallylikely to arise in the regulated sectors, given that:

1 (on supply side) there argome clear barriers to entry/expansipand

1 (on the demand side) some of the products/services are complex to understand or at
least make a purchasing decision about, involve {@mgn and sometimes emotional
choices Others areessentially boring to purchase, at least relative to buying a new



app for a smartphone or a new outfivhich can also result in consumers not bother
to access, assess or act on relevant information

consumer law are crucial tools
Can consumers... ...on relevantinfo?

- Unfair
Aggressive Misleading e
sellin| i
4 selling Sermns

Are there... enough who without ..towin custom?
suppliers compete barriers
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Lesson 2: Competition and C*C‘p

So if these are thkey elements of the virtuous cile, what can we ddo ensure that they
R2y Qi 0 S O2peaps dnu@risiigh/, given my background Lesson 2 is that
competition and consumer law are crucial toolghrs regard This is fairly well understood,
so | will be brief.

Lookingat competition lawF A NB G 2F | £ X

1 Mergers policys designed to prevent the creation of structural problems in markets
(ie to make sure there are enough suppliers).

1 Article 101 TFEWor Chapter 1 CA98 the UK) covers explicit collusion and anti
competitiveagreements to ensure suppliers compete.

1 Article 102TFEU (or Chapter 2 CA@8yers exclusionary abuse by a dominant firm
to limit barriers to entry and expansion.

These are therefore alkacial for ensuring an effectivaupplysideto the virtuous cirte of
competition.

Turning toconsumer lawthis also contains a number of different strands:

1 Afirst strand, soon to be harmonised across the EU through Implementation of the
new Consumer Rights Directive, is effectiddgigned to ensure that productse
represented fairly So that when a landlord in a pub gives you a pint of beer you can
0S adaNB GKFG A0 Aa W LAYGQ YR AG Aa
WY SIWI@rovisions: What You See Is What You Get.



1 A second strand, encapsiiéd in the UK Consumer Protection from Unfair Trading
Regulations (20085is designed taddressaggressive and misleading selliawgd
thereby ease thessessmeniby consumers of any available information on products.

1 A third strand, covered by the U¥nfair Terms in Commercial Contracts Regulations
(1999) is designed INB @Sy i SELX 2A Gl GABS 0SKI GA2dzNI o
behavioural biases, lack of information and lack of bargaining power by hiding unfair
terms in their contractsSuch terns can have the effect of making it hard for
consumers tactin accordance to their preferences.

So consumer law clearly helps to ensure an effeaemandsideto the virtuous circle of
competition.

At this point, | am going to take a slight diversioam aware that CMA Chairman, David

/| dZNNA S>> 3 @S fl1aid 6SS1Qa WShSadn@AsybuSWll bedzNBE > |y
aware, here has been a big debate about whether or not the regulators should have

concurrent competition and consumer powers,instead whether we should leave such

enforcement up to the specialist competition/consumer authorities. This is linked to the

guestion of whether they use these tools properly, or reach too readily for their regulatory

powers.

Inmy view, ifwearegoth (G2 f S @S GKS NBIdzE I G62NAR | OGA GBS
f SIS GKFG a Ty WATQ F2N GKS GAYS o60SAy3aos
regulators all the appropriate tools to address market issues. Otherwise, they may have a
tendency toreach for the tool they have available rather than the tool which is best. | am

extremely pleased in this context that the Government is going to be giving concurrent

competition powers to the FCA from April 2015, and | was pleasedthat regulators

were left with these powers during the recent revisions to the competition regime in the UK.

That said, there are clearly huge benefits in terms of deterrence and general legal precedent

¢ including across other sectoggo be derived from bringing casesder general
O2YLISGAGA2Y 1 63X GKAOK GKS NB3IdzE | 62NB LI2&aaAro
is also true that regulators have occasionally dropped potential competition cases quietly

because they were concerned that improved competition migtflict with another of

their objectives. Given these tensions, | both advocated and support the new system of

allowing the CMA to remove cases from the regulators if they feel there is a clear benefit in

doing so. (In fact, | wonder whether there migivem be merit in extending this to include

consumer law, where we also have concurrency albeit it is much less discussed!)

HoweverL GKAY|1 ©S &aK2dzZ R Ifa2 NBO23IyAasS olyR (K
on removing cases going forward) that a regary approach may well often be the quickest

and easiest approach to take to a problem. Indeed, it is worth noting (and perhaps not as

well known as it should be) that competition authorities themselves often reach for



commitments rather than going tofall decision, which is not really terribly different to the
regulatory solutions adopted by the regulators. TBEThas (in my view,unwisely) rather
circumscribedts ownability to take such commitments thaving a policy afiot accepting

them in potental fining caseql was itching at OFT to review this because it felt wrong to
me and indeed OFT has in fact played quite fast and loose with its own policy in order to
achieve sensible pragmatic solutions). By contrast, DGComp has done a huge amount via
commitments and arguably thereby managed to create a great deal of effective market
changeg including incidentally in the regulated industries of other EU countrégsa far

lower cost than taking cases through the whole lengthy process of SO, Dexvisi@ppeal.

So | am not personally as anti the regulators taking a regulatory approach to competition
policy issues, so long as they weigh up the decision carefully, think about the loss in
deterrence benefits, and also give priority to their competit@bjective in doing so.

Lesson 3: But there is a gap on C‘C‘p

both the supply side...

Standard competition law doesn’t deal well with:

Arethere... enough who without ..towin custom?
suppliers compete barriers

10

Butthe system of concurrency, artde correct use of competition and consumer law by
regulators is not the key themé wish to addressr mypresentation Instead, wishto
focus on the gap that exists between these two areas of law.

First, on the supply sid@y myviewa G I Y RF NR O2YLISGAGA2Y fl 6 R2

existing structural issuetacit collusion(as opposed to explicit collusion) collective
exclusion

AYR tA1S9AAS 2y (KS RSYFIYR &AARSXo®
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Lesson 3: C‘C‘p

...and the demand side

Can consumers... access assess ...on relevant info?

. Unfair
Aggressive Misleading contract
Wiy i
selling selling terms

Standard consumer law doesn’t deal well with:

Poor info
transparency

Behavioural biases

Switching
costs & ex
post hold-up

Divergence

incentives

The focus oftandard consmer lawis more on deliberately fraudulent or exploitative

behaviour by firms. In my view,R2 S & y Q (i otReSpotentiad Ifotkiges to the demand

side of the virtuous circle such asarchcosts poor information transparencgylivergence of
incentivesswitching costgincludingex postholeup2 ¥ G K2 4SS WO NJ LILISRQ o8&
andbehavioural biases.

Note that | have left behavioural biases slightly separate from the othetsis slide. This is

because while behavioural biases can have it own implicagdosexample over

confidenceorove® LJOA YA &Y Oly fSIFIR O2yadzYySNAR G2 GIF 1S
¢ there are alsanteractionsbetween behavioural biases drsome of the other elements

shown For example, behavioural biases can both explain and exacerbate search costs and
switching costs.

Some of these factors are covered by competition and consumer law to some extent, in
theory, but not really in practices there a reason for this? That is, is there a reason why
GKSe FNBX y20 TFdzZfte O20SNBR o0& GKS flgK 2Stfzx
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Why? Competition/consumer law C‘C‘p

requires firms to be ‘at fault’

Competition, and also consumer law albeit to a somewhat lesser extent,
rely heavily on the concept of deterrence:

>  Not all firms that breach the law are caught, but sanctions are
sufficient to ensure that they still have incentives to comply

But a deterrence approach can be problematic:
»  Needs very high fines to make it work well
>  Personal sanctions help, but can be difficult to prosecute effectively

»  Either way, high fines are clearly only appropriate where firms do
something clearly wrong, otherwise there is a clear risk of deterring
pro-competitive behaviour

Key issue in the ‘gap’ is that firms often don’t really do anything ‘wrong’.

13
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Competition law, and to a lesser extent consuraav, rely on the concept of deterrence.

The law sets out some general principles for what constitutes illegal behaviour. Not all

breaches are observed or prosecuted but heavy sanctions are used where they are. The risk

of facing such a fine then incenges firms to comply with the law in the first place.

But a deterrence approach can be problematic:

 First, it reedshighfinesi 2 YIF 1S A0 62N} 03AQSy GKI G | dzi
Oy Qi LINRPaSOdziS SOSNRGOKAY IO doctedte OF Yy 6S KI
deterrence, even in a normal sector. Indeed, while the OFT has recently revisited its
fining guidelines to give it more flexibility to set fines at a level that generates
deterrencé, this is still likely to be a struggle where firms activelyhwisbreach the
law. Andifi KA & A& KI NR XAgan He espeéigiNmald in @reguistédii 2 NE A
sector, given that consumers and politicians alike will worry about fines simply being
passed on as higher pricasthese important utility sectors

1 Second, lecause fines are high, the threshold for intervention is also high. This is
completelyappropriate, but it does make these cases large and compleat.thisin
turn means not many can be takghirther increasing need for high fines)

1 Personal sanains help, but can be difficult to prosecute effectivedg again is right
YR LINBLISNJ 3AQSYy (KIG LIS2LI SQa KdzyYly NA3IK

(88 hcCce LINBaa NBfSIFHaSs abSs DdzARIyOS 2nbert2®gl f 6ASa T2
www.oft.gov.uk/newsand-updates/press/2012/7812#.Uo3gAMTIauA
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1 Either way, high fines and personal sanctions are only appropriate where firms do
something clearly wrong. As such, cortipen and consumetaw are deliberately
designed to be relatively hands off, and address only @dadrdeliberate anti
competitive, fraudulent or exploitative behaviour.

ySea 0KS Ww3IkKrLIQ Aa GKI G

AadadzsS Ay FTAtNSY day2 TSy R

behave in ways that might be acceptable under other market circumstances. No one has
suggested that there needs to be a special mechanism for facilitating switching between,
say, Amazon and ebay, but switching has clearly been a crucial issoté thd banking and

energy markets. Such problems need markpécific ex anténtervention, designed to
market circumstances, with no penalties for not having adoptexdtibhaviour in the first

place.
The regulatorsare increasingly C‘c‘p
. . o .
active in this ‘gap’ — Examples
= Oct 2013: Protection = Oct 2013: Ban on mid-term  « Nov 2013: Upcoming
against mid-contract price price rises and rollovers on consultation on transparency
rises through switching and fixed-price contracts, to in asset management.
enhanced transparency prevent ex post hold-up - Oct 2013: Proposal for
» Oct 2013: Improved and enhance switching. tougher rules on payday
accreditation of PCWs to = Aug 2013: New standards lending to limit behavioural
facilitate search of conduct around biases and ex post held-up
- Aug 2013: Proposal for transparency, including on and on P2P lenders to
Gaining Provider Led (GPL) info to facilitate search. enhance transparency.
solution to enhance = July 2013: Wholesale level  + Jan 2013: RDR - new rules on
switching market-making obligations financial advisors to enhance
- Sept 2011: Ban on rollovers in electricity — to ensure transparency and reduce
to enhance switching effective price signals and divergence of incentives.
= 2010 Voluitary. code of facilitate en:ry/f:axpansxon. « Oct 2012: MMR — new rules
enctica on Broadhand « Feb 2013: Requirement to enhance transparency (by
speeds to enhance that complaints data be reducing disclosure!) and limit
transparency comparable to aid search behavioural biases
{2 AF (KIFGQa GKS 3 Llworthyidtingdhktéhe edhilatérd ateS G KS 3|
increasingly active in that gap.
Stephen Littlechild based his argument that the regulators should get out of competitive
marketsprimarily on the basis of two major policies that have been put in place by Qfgem
the nondiscrimination condition introduced in 2009 and since abandoned, and the current
policy of allowing each energy company to offer only up to four tariffs per fuel. | do not
want to provide a direct response on these two policies. The effects oflismmimination
conditions can beambiguoudut they certainlycanlead toreduced competition andverall
prices and profits going upAsa dzOK L Ol y ¥Fdzf t & dzy RSNERGFYR { (S

which | know are shared to some extent by my colleagt@&herine Waddamand Morten
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Hviidat UEAwhohave donework in this areagndindeed some othis wasincluded in
Stephen Littlechilta &t A RS a

However, | want to highlight that there are a very substantial number of other actions by
the regulatorsn this space; and in particular Ofcom, Ofgem and FSA/F@A could no

doubt dispute the pros and cons of everyone one of the interventions listed on these slies,
but for the most part ivould arguethat they areless controversiabetter evidencedand
overall far more likely to generate real benefifBhevast majorityof the examples on this

slide are ao very recent, anchdeed activity in this area seems to have been growiray
these regulators, it now sees easily to outweigh more standard regulatativity, at least

if measured by column inches of press releases.

| do not intend to go through thislide in detail\ye can returnto do solater if you like)
However, thekey points to notic€in addition the high level of recent activitgje theterms
that keep coming up: transparency, switchitwsts searchcosts ex post holelp,
divergence of incentives.

Behavioural biases only come up a couple of times, in the context in particular of the need
for lenders to do proper affordability tests whefffering loans/mortgages, and in the case

of mortgages then properly stregesting these for possible interest rate changes, rather
than relying on possli overconfident or overoptimisticconsumerselfassessment.

However, behavioural biases actuajyread far more across these examples than first
appears.

For exampleand while it is not discussed in terms of behavioural economics, | beheve
Ofcom proposal to move to gaining provider led solution for switching on broadband and
fixed voice telepbny is strongly influenced by behavioural consideratidiee point here is
that consumers are disproportionately disincentivised from switching under a losing
provider led switching system where théyst have to phone up the supplier they wish to
leave and face having to potentially wait a long time to get through on the phone, only to
thenfacea hardsell as to why they should not switch.

| have focussed in this slide on Ofcom, Ofgem and the H@@Apicture is rather different at
Ofwat, Monitor, CAAand ORR, who are still in more traditional regulatory space, aflasit
literally just jumped onto this bandwagon on Monday this week with a new offering: A CAA
online fees and charges tables to give air passengers the full price picture on theitdrlight.
the case of OfwatORRand Monitor, this may be partly because competition not a very real
aspect of these markets as yet, at least at the consumer level. Howeigstill important

that they engage with this debate.

14



Lesson 4: ‘Gap’ issues also occur C'C'p
elsewhere.... Selected CC inquiries

2013 (PFs) Apggregates,cement = Tacit coordinationinGB cement market, including
and RMX concrete collective exclusion of imports

2013 (PFs) Private healthcare *  Market powerin hospital services markets
* Lack of transparency on performance by hospitals
or consultants
* Divergent incentives between patients and
consultants due to referral Incentive schemes

2013 Statutory audit * lack of transparency about auditquality in advance,
services forlarge leading to barriers to switching
companies * Divergence of incentives between shareholders and
management
2009 BAA airports * Structural issuesidentified, giving BAA excessive
market power in Scotland and South-East.
2006 Domesticbulk LPG * High switching costs, search costs and a lack of
transparency
15

Now, of course, theregulaie &8 SOG2NR FNB y20 GKS 2yfteée LI I OS
issues; they arise in other markets too, and we are lucky in the UK to have the Competition
Commission to address such issues.

This slide and the next provide a list of selec®@ cases ov¢he past decadé Again, | am
not going to talk through these in detail, but you should immediately see some of these
same issues arisingissues that are not well covered by standard competition and
consumer law including both supply sidissues suchs tacit coordination, collective
exclusion and structural issues)cademand side issuesich as transparency, divergence of
incentives, search costs and switching costs

a4 &2dz oAttt 0SS I gl NBI (d¢ahdtdsbnieextenizmh&ads oA f f 0
with the move to CMA, and this is precisely because there is recognition of the gap between
standard competition and consumer law and the important role the CC canTilayis

important because it suggests the question is NOT whether there sheudtions in this

gap between competition and consumer law, but whether regulators should be doing it. If

S GSNB (2 IR2LIW {GSLKSYy [AGGf SOKAf RQa &adza3S
competitive markets, then | would expect these sorts of investigeito still go on, but

instead of being done by the regulators, they would be done by tHEK&

*NBThe @bleson this slide and next leave otk §  / / Q& Y I NJ S (Groseyie® R@06)Ardllingd A 2 y & Ay |
stock leasing (2009), local bus services (2011), and Movies on Pay TV (2012)
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...and indeed the CC can fill C*C‘p

gaps left by regulators

Ongoing Payday lending * Issues include transparency, search costs, switching

(to 2015) costs and behavioural biases (as well as barriers to
entry and expansion)

Ongoing Private motor * Issues include divergence of incentives, vertical

(to 2014) insurance integration, and switching costs (NB Careful
recognition of ongoing FCA work!)

2009 PPI * High search costs and lack of transparency,
combined with switching costs and mis-selling

2007 PCA services in NI * Poor transparency, search costs and switching costs

2006 Store card credit * Poor transparency, lack of clear APR infoto enable

services search, ex post hold-up through high penalty

charges

2006 Home credit » Search costs, switching costs and lack of
transparency

16

This is evidenced by this second slide of selected CC past actions, which all relate to financial
services. You could argue that at least some of these \filing the gap when FSA did not

KIS  O2YLISGAGAZ2Y 202SOGAQBSd 'a &2dz Oy &SS
Soifthe CC (orinfutureCMA Kl &S LLO OFy FRRNBaa (GKSasS &
with CC taking on this role rather than thegulators?

Qx
Qx

Lesson 5: CCinquiries do C‘C‘p

have key advantages...

#+  The CC truly understands competition, and how to analyse it empirically
“* It has a clear competition objective, not to be traded off against others

“* It comes to issues with a clear mind, and can (hopefully) see the wood
despite the trees.

It does not face ‘perimeter’ issues (e.g. an issue in SME banking)

% It has strong legitimacy and a history of avoiding political intervention and
regulatory capture (partly due toits panel system)

“ It has a free hand re remedies, solong as they are proportionate
(including structural break-up as in airports - and potentially energy?).

17

Well, it is true that CC inquiries do have a few key advarstager action by the regulators:
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1 At least in comparison with the regulatqiswouldsay that the CC truly understasd
competition and (of particular importance) how to analyssmpetitionempirically

1 The C@as a clear competition remit, not be traded off against oth@tss true
that this has the potential to change under the CMA, with the &acy of State
having thenew powerto require theCMAto investigatespecified publicnterest
issuesalongside competitionssues withira market investigation but in practice |
would personally not expectb see this power used ofteffhe Secretary of State
already had the poweunder the Enterprise Act 2002 intervenein market
investigations to investigate defined public interest issw@esl this power hanever
(to my knowledge) been useth any case | would expect the CMA to preserve a
very clear focus onompetition, even if weighed against other objectives).

1 It comes to issues with a clear mind, and can (hopefully) see the wood despite the
trees, something that the regulators have often been accused of beingletaldo.

T ¢KS // R2Sa y20 FIFI0S WLISNAYSGSND A&aadsSax
example it would not have been possible for the FCA to carry out the current market
study into SME banking alone, because the FCA has no remit over loans to
busnesses, which will comprise at least a part of this study. As such, it makes more
sense for the OFT (and perhaps going forward the CC) to be leading on this study,
albeit working closely with the FCA.

1 The CC has strong legitimacy and a history of avombhigcal intervention and
regulatory capture. While some are critical of it, in my view this is to a large extent
R2gy G2 adndS§stem/of@écisiathaking. Why does this work so well? |
think it is becaus@anel members have strong incentivesn@intain their own
individual reputations for independence, balarexed judgment. At the same time
(and other than the panel Chairs perhapthey have no real interest in CC as an
institution. This is good because it means their focus is absolutely ahiegthe
right judgment.This contrasts with the regulators, where regulatory decisions tend
to be made by a mixture of staff, executive and Board, all of whom have a strong
interest in their regulator as an institutioihis is not to say they make worse
decisions in practice, but they are clearly less able to claim legitimacy.

1 Finally, the CC has a free hand in respect of remedies, so long as they are
proportionate, even including structural breaip as occurred following the BAA
airports investigationand could perhaps even occur following an investigation into
the energy sector).

As such, | would argue that the CC makes a great backstop for regulators, and it can clearly
add value. I think the CCaspeciallywell suitedrelative to the regulators tinvestigating
supply side issues, and in particular issues around structure and tacit collusion. In the past, |
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had felt that the C@night struggle to act in these areasut the requirement of structural
divestments following the BAA airports inquiry ahe recent findings on collusion in the
UK cement market give great hope here. The CC also seems to be developing a healthy
scepticism towards vertical integratioand its potential implications for limiting entry and
expansion by smaller neintegrated payers.

Given all of this, | will happily add my voice to the general clamour arguing that a CC
investigation into energy will be valuable at this point, especially given that the allegations
seem at this stage to be primarily on the supply s{@&gem las already done a lot on the
demand side)As part of this, | would alsargethe CQo lookcarefullyat the vertical
integration within the sectoand whether this might in itself be harming competition

Lesson 6... but CC inquiries alone C‘c‘p
are unlikely to be enough!

%+  Spotting problems:

# It can be difficult for a generalist authority to spot issues in markets,
especially without leniency or harmed competitors. Easier for a
specialist regulator which is monitoring markets all the time.

One-look analysis:

#  CChas toget up to speed with market quickly and (usually) takes one
look. Can be hard if market is changing fast (eg in Movies on Pay TV).
Also hampers piloting of remedies.

<+ Remedy monitoring and review:

»  Can be resource intensive for a generalist authority, and therefore is
not typically done well. (True of follow-up more generally).

<+ lLackofresources to cover the whole economy

18

However, in my view, CC inquiries alone arejudlif & (2 06S Sy2dzZakK G2 |

issues in the regulated sectof®r a number of reasons.

First, it can be difficult for a generalist authority such as the OFT (or CMA phase 1) to spot
issues in markets, especially without a leniency programme éasawe for cartels) or
complaints from harmed competitors (as we typically have for abuse of dominance cases). It
is noteworthy that,once the OFT starts digging into the detail of a market, itoftéin find
concerning issues. But it is not always clear where to dig when you are faced with the whole
economy to monitor. The OFT has worked to try and develop a radar function for problems,
and | believe the CMA will be trying again, this is inherently dificult, especially in

complex anchon-consumesfacing markets.

Second, there are some difficulties arising from the fact that the CC typically only gets one,
highly timeconstrained, look at a problem. The CC has to get up to speed with the market
very quickly, and then has a one shot chance to assess whether remedies are required and,

18
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if so, impose them. This orghot approach can be particularly problematic in markets which

I NBE OKIFIy3Ay3d NILARt&d ! 3I322R S BiexohRagTVK SNB A &
(2012).When the CC published iBsovisionalAndingsin August 2011it found there to be

an Adverse Effect on Competition in this market. Nine months later, it publishasied
ProvisionalFndingsthat completely reversed this initial viewhisfollowed new

developments in the marketinked to growth of Netflix and Lovefilham notclaiming to

in a position to know which of these findings was in fact right. What | do know is that it will

have been incredibly difficult for the CC to reacfirm view in the light of a constantly

changing marketBy contrast, if Ofcom had been reviewing the issue, it would been in a

position to put the investigation on hold while it observed how the market developed.

Theoneda K2 Gy I (i dzNB 2sfalsdilifis thé éxterd to whychj idizhabld t& pilot its

remedies. If there is one useful lesson | have taken away from the work of the Cabinet Office
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think theregulators themselves do enough in this area, but at least they are in a position to

do so, should they so wish. The strict and tight timetable faced by the CC (which will be

further firmed up within the CMA) really limits the extent to which this cardbee.

Third, while the CC gives careful thought to its remedies, many of these are in practice
behavioural remedies, avhich can alternatively be viewed &ams ofex anteregulation.

As with any form of ex ante regulation, it is important that such edias are monitored

and reviewed over time to ensure that they remain effective and proportionate, and that

they have no unintended consequencéam not sure that the OFT and CC jointly can claim
great success in terms of monitoring and reviewing theseadies over timelndeed, this

can be resource intensive for a generalist authority, which would not otherwise be looking

at the sector in question. By contrast, if a regulator puts in place such interventions within

the markets it regulates, the monitergy and review process should occur far more readily

and effectivelylt is worth noting that the current situation has the perverse result that the

OFT has responsibility over remedies imposed by the CC even in regulated sectors. As such,
itappearstobel YLI2aadA0fS (2 FAYR lyeldkKAy3a 2y GKS C/
remedies in respect of either its past SME banking or Northern Ireland PCA banking market
investigations.
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general, if recommendations arising from CC studies are not put in place fairly quickly, they

can seem to fall by the waysidas authority focus moves away from the market in question

(The same is true of recommendations arising from OFkenhatudies).

My final point on this slide is the most basic and pragmatic, but perhaps also the most
important. It relates to money. As a argument of principle, it can be questioned iay

issue igdentified in, say, a particuldinancial servicemarket- the general tax payeshould
fund the investigation rather than the sector in questidinere is, though, also an argument
of pragmatic realitylt is noteworthy that the joint budget of Ofcom, Ofwat, Ofgem and FCA
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combined for the current year vgaalmost £680mThis isaround nine times the joint budget
of the OFT and CC (£74MJhat is the implication of this? If some of the work of the
regulators were to be shifted to the OFT/CC (or in future the CMA), this work would either
involve a massive ke in taxpayer contributions, or it would necessarily be done badly, due
to a lack of resources. And given the risks of duedensome or ineffective interventions,

it is in the interests of firms and the economy, as well as consumers, that this sootlofsv
done well.

Overall, then, my personal view is that taking the regulators out of competitive markets
would not stop theseW 3 lis&u€s being addressed. This role would just move to the CMA,
but at a cost to the effectiveness of the overall regime/ané huge cost to the taxpayer.

Meanwhile, and in particular on the demand side issues, | think the regulators are well
placed to act. Nevertheless, it is important that they learn from the high quality of
competition work done by the specialist compedit authorities.To this end] fully support
closer working within the UK competition network and indeed | would argue that this should
go beyond CA98. The organic waste study carried out jointly by Ofwat and OFT (2011) and
the ongoingoint work between FCA and OFT on SME banking are nice examples of what
there should be more of.

Lesson 7: Remedies need careful C‘c‘p
ex ante design and ex post review

Remedies can be ineffective, or work in mysterious ways:

»  Extended warranties (CC, 2003; OFT evaluation, 2007; OFT UlLs, 2012)
»  Unauthorised overdraft charges. OFT lost case — savings up to £1bn!
Remedies can have unintended consequences

»  Waddams and Hviid on Ofgem non-discrimination clauses (2013).

»  FTC behavioural experiment on mortgage disclosure (2004). FSA
reduced disclosure as part of Mortgage Market Review!

Need for strong programme of ex post review of remedies
»  OFT improved greatly in this area. FCA work on RDR also positive.
There is a need for more academic work in this area

» Little overarching work done since OFT report (by UEA) ‘Assessing the
effectiveness of potential remedies in consumer markets’, 2008.
19
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need carefukx antedesign andex postreview.

First, as akady discussed, remedies caniheffective

1 The case oéxtended warranties on domestic electrical gopdsvides a nice
example. The CC report in 20@@ntified problems associated with the fact that
such extended warranties are bought as a secon@anguct, at the point of sale
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(POS), with the main consumer decisimaking process focussing on the domestic
electrical good itself. As a result of this lack of consumer focus, and lack of shopping
around, the price of extended warranties was extremethhiThe C@quired
remedieswhichincluded better POS information on total costé the product

including the warrantyandalsobetter cancellation rights.

While these remedies appeared sensible on their fadeemthe OFT evaluated thie

impact in 2007, it identified only limited improvementghichhadaddres&d only

around 5% ofthe originallyidentified detriment. This led tanew OFT market study

and eventualindertakings in lieu of a reference to the QCLG from the major

market players in 2012. These UILs inctud®irtaining & publicisingn

independent price comparison website, to ease shopping arpand providing

easily available information via-store leaflets and retailer websites, including on

the availability of alternative warranty provideis. ¥ O2 dzZNES> ¢S R2y Qi
this remedy will worleither, but the example demonstrates nicely the importance of
monitoring interventions to check that they are effective.

1 Itis also important to noté¢hat small and subtle changes in interventions can
potentially have significant effects. A nice example is provided by a behavioural
economicdield experimentarried out by the FCA earlier this yédn respect of a
case where a small amount of redragas due to a set of customers of a particular
company, and where the FCA was concerned that there would be limiteelialké
the redress offer, the FCA experimented with writing the letter to consumers in
subtly different ways. It turned out that relatly small changes to this letter led to
the response rate increasing from 1.5% to almost 12%, a huge increase.

A% 4 oA X
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on unauthorised overdraft chargdt/OCsjs an interesting exame here. As is well
known, theOFTactually lost its test case against K@ 2009. But the effect of its
concurrent market study and the case itself raised the profile of the issue so much
that consumers started focusing oniit, turn giving banks an gentive torevisit
their strategy. While the situation may still be imperfetis noteworthy that UOCs
came down hugelyAn evaluation by OFT this year found annual savings of £400m to
almost £1bn from reduced charges!

Second, remedies can hauaintended consequences

1 | have already mentioned the work done by my colleagues Catherine Waddams and
Morten Hviid on thenondiscrimination clausesnposed by Ofgem and how they
appear to have reduced competition, rather than enhanced it.

®C/ | 6 @ccasional Paper No-Encouraging consumers to claim redress: evidence from a fielél tfial
www.fca.org.uk/yousfca/documents/occasionigpapers/occasiongbaper-2.
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1 [I'would also like to mention another behavioural experiment, this time carried out by
the US Federal Trade Commission (FTC) in 20Q4eaffect ofmortgage brokers
being required to disclose to consumers the compensation they were receiving from
mortgage supplier§ What in fact happened was that consumers became over
focussed on the disclosed information, and actually made worse choices in terms of
the core decision, which mortgage offered them the best deal. In this context, it is
noteworthy that, as prt of the recent Mortgage Market Review, the FSA somewhat
reduced disclosure obligations, in particular around the provisiokeyf Facts
lllustrations based on a concern that consumersrevéacing infomation overload.

Asis clear from what | have sas far, | am big fan @xante pilotsand experiments.

However, | also believe it is important to have a strong programnex @ostreview of
remedies. The extended warranties case shows the benefit of this. The OFT had done a
great deal of work to impnee its evaluation programme, and | hope this continues within
GKS /a!® ¢KS C/! Qa 2y32Ay3 Y2yAUu2NRYy3 27
Distribution Review, early results of which were published in July this year, is also positive.

Finally, | beeve there is a need for more academic work in this area. There have been lots
of individual pieces of monitoring or evaluation by the authorities, but there has been little
overarching work done since a report prepared by my UEA colleagues for the ZIBn

So where are we? C‘C‘p

Regulation
for
competition
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“C/ ! 6 Retail Bistribition Reviesix months irc how firms are implementing the RBRE
www.fca.org.uk/news/rdrsixmonthsin
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http://www.oft.gov.uk/shared_oft/economic_research/oft994.pdf
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So where are we after all this?

Yes | thinkcompetition can deliver what Adam Smith thought it could. But the invisible
hand can do slightly erratic thingsd it can hit brick rules. thereforeneeds to be watched
and sometimes helpedhis is true across the economy but especially in the regulated
sectors.

As such, Wwere we thought it was binary choice between

Regulation or Competition 6 A G K I LINBEFSNByYy OS F2NJ 4KS I 0
XGKSNBE Aa AYyaagSIR I ySSR T2NJ

RegulationFor Competition

In this context, | think it is very good that several regulators have objective to promote
competition! That said, this could be stronger. | am lucky to be involved in the FCA, which
has an overarching strategic objective to make markets work well, and witlsratnew
competition operational objective, which has equal weight with its consumer protection and
market integrity operational objectives, and is being taken very seriously.

By contrastOfgem has had its primary competition objective successivelyredtdown,
Ofwat and(perhaps more surprisinglf)fcom both havesomewhatsecond order objectives
on competition (to protect/further the interests of consumessherever appropriate by
promoting competitiol, and Monitor does not haveng duty to promote canpetition
(although it has to exercise its functions with a view to preventing anticompetitive
behaviour).

A bit more joined up government policy in this respect would be good. It will be good to see

the UK Competition Network Statement of Intemthich is presaged in the latest round of

consultation on CMA guidance. If, as | would hope, this states that the mission of the

network should be to promote competition thenitghwill bea good start. | would personally

like to see it go beyond just concant competitionpowersto cover the sorts of markets

g2N] GKIFIG 200dzNBE Ay (GKS W3l 06SGsSSy 0O02YLIS
evening
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So thatis my general conclusion, but | would like to finish with a caseat,talk briefly
aboutmy four personal current concerns about regulation

1. The first | have already covered really. This igriglethat regulation is not
sufficiently evidencéased and can quickly become outdatedthis context, | am
supportive of the greater use siinset clasesin respect of regulations, and | think
the Ofcom fouryearly reviews of its regulated markets, to see whether regulation is
still effective and necessary, set a good precedent here, as doftically biennial
but in factalmost continuously ongoingeviews at EU level of the various EU
directives andegulations relating to financial services markets.

2. The second is the risk theggulators fail to allow for (and may themselves limit)
innovation and innovatory solutionsuturology is inherently difult. But innovative
G§SOKy2f23ASa YIe LINPOARS |yasgSNB (G2 Ylye
this be better comparison websites that use detailed personal data to help
consumers choose better, or mobile wallgoviding a competitive challenge to
traditional payments systems, or smart metering facilitating switching. The
regulators need to keep on top of such developments, and make sure they are
neither hindering innovation, nor intervening where innovation will soon bring
marketbased solutions.

3. Thethirdistherh &1 GKIF G NXB3IdzZ I 4§ SR T WheNchild@Satk2 YS |
told precisely what to do, rather than instilled with broad principles and taught to
think for themselves, they can develop a combination of blind obedience and
anarchicgaming of the rules. | worry that regulated firms have similar tendencies.
¢KSe glyd OfSIFNI NYz S& FNRY GKS NB3IdzZ | G2 NA
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