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Today, we will discuss three topics: One, are there barriers to decarbonization in competition law?
Second, what is the proposed policy of the European Union to change competition law to allow
decarbonization agreements? Third, since the climate crisis is a worldwide problem, what could Japan

do to adjust its competition policy?

What is the problem?

The problem is market failure in sustainability and environmental economics. The cost of greenhouse



gas emissions and pollution is not included in the price of products and services. This means that
demand in the market for unsustainable products is higher than the economically efficient level. You

see this reflected in this simple slide.

1.1 We cannot solely rely on markets to solve the climate crisis
because of market failures:

[ Negative Externalities — The Social Welfare Loss ]
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CLEARY GOTTLIEB See John Newman, “The Qutput-Welfare Fallacy: A Modern Antitrust Paradox”

When we include the social cost of pollution and climate change, the price will be P2 and the quantity
Q2.The price is P1 and the quantity is Q1 if prices do not include the social cost of pollution and
carbon emissions. That means that there is a social welfare loss, associated with pollution and the

climate crisis.

This leads to what is called a “collective action problem”. Everyone would be better off if we moved
to a green economy, but no one wants to be the first to start that move to the green economy. You see

this illustrated in this little diagram.



Market failure and ““collective action problem™ illustrated:

Figure 1 First-mover disadvantage in green
coordination

Firm payoff matrix

See Jenkins et al (Oxera), “When to give the green light to green agreements”
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Firm A has a profit of 50, and if it moves to a green production without greenhouse gas emissions, its
cost would go up, meaning that its profits go down to 25, and firm B would take its market share and

have profits of 60.

So, firm A does not move because it fears a loss of market share and profits. Firm B also does not
move because it, too, fears a loss of market share and a loss of profits. The only way to solve this

collective action problem is to coordinate and to move together.

Economists and policymakers think that an important solution to the climate crisis is climate
innovation, driven by competition — the development of low carbon and low greenhouse gas
technologies. Unfortunately, the pace of low carbon innovation is slowing down and many of the
technologies that we need either do not yet exist or they do exist but they are not yet scalable — they
cannot be increased in volume enough to make a difference in the climate crisis. So innovation is very
important to solve the climate crisis, but it is not the sole solution for the time being because the

competition does not drive innovation enough.



And we cannot solely rely on market-driven innovation:

The pace of low-carbon innovation has slowed

down
Share of climate mitigation patents in total patents, 1978-2019
10
0
SFESFFFL IS L
Source: Worldwide Patent Statistical Database (PATSTAT) available through OECD MicroData Lab
https://www,oeed.org/sti/intellectual-property-statistics-and-analysis. htm#ip-data),
CLEARY GOTTLIEB Dechezlepretre, OECD, presentation, October 14, 2021 6

The market failure and coordination problem that I described earlier is usually solved with regulation,
but in practice, regulation is not adequate. In individual countries, there is often not the political will
to drive regulation if other countries don't take the same steps and other countries see the same first-
mover disadvantage. So just like we see a market failure or a coordination problem in the markets, we

also see a regulatory failure or a coordination problem in worldwide regulation.

Some people may think, why should Japan or Europe introduce strict climate regulation when China,

for instance, or India continue to use very high-carbon-emitting energy generation?



Market failures are resolved by regulation, but we see policy failure:

> Why? Weak climate policies...

Climate policy stringency in OECD Carbon pricing in 44 OECD and G20
countries, 1990-2020 countries, 2018
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See also World Bank Carbon Pricing Dashboard

You see in the left-hand graph that the level of climate regulation has flattened in the last decade. And
in the right-hand graph, you can see that carbon taxation and emissions trading rights cover about 20%

of the economy, which is not enough. The policy failure is also illustrated by this graph.

Because of policy failure, we need private cooperation as a
complement to regulation

Estimated reductions in annual global greenhouse gases by 2030, compared to current policies, in
billion metric tons of CO, equivalents.

Emissions reductions Latest emissions

needed to limit warming to 1.5°C reduction pledges

Updated
national pledges

Glasgow leaders’
- ] declaration on
-6.3 billion metric tons forest and land use
Global methane
pledge

Global coal to
clean power
transition

Electric vehicles
declaration

mediar

CLEARY GOTTLIEB Regulatory deficit: Promises made at COP26



On the left-hand side, we see the amount of regulation needed to reduce emissions enough to reach
the Paris Agreement goals. On the right-hand side, we see the impact of the promises that were made

at COP26, showing a very significant shortfall.

So innovation and regulation are both necessary, but not enough to defeat the climate crisis. We also
need other forms of coordination and that include private action by companies. Individual action by
companies is possible if there is a willingness to pay by consumers, but the willingness to pay often
does not exist. Where consumers’ willingness to pay is not enough, private action is vulnerable to the
coordination problem. No one wants to move if the others don't also move. So the only way for the
private sector to move, in markets where consumers are not willing to pay enough for sustainable

production, is to work together for decarbonization.

So the solution in situations where there is either a need for economies of scale or scope, or to
overcome lack of willingness to pay, is for companies to work together. The problem is that antitrust
law prohibits or can prohibit cooperation between companies. I recommend an article by Amelia
Miazad called “Prosocial Antitrust”. It gives examples of where competition law is discouraging

companies from working together to deal with environmental and climate problems.

1.2 Yet competition law is a barrier to decarbonisation (1)

“The stakes are high. The case studies I introduce in my article demonstrate that the fear of
prompting antitrust enforcement is preventing companies from addressing environmental and
social crises at a time when we need the private sector’s help. For example, while jurisdictions and
companies have made bold commitments to address the plastic waste crisis, antitrust law is preventing
the food industry from adopting industry-wide standards that would mandate the use of food-grade
recycled plastics. And while apparel companies have attempted to rid their supply chains of forced
standards are scuttled by antitrust scrutiny. While it is true that companies can and do avoid antitrust
scrutiny by entering into unilateral and voluntary initiatives, decades of such efforts have produced
marginal impacts.

[...] As industry leaders in Europe have pointed out, they cannot meaningfully address systemic risks
unless they collaborate with competitors. There are a variety of reasons for this. First, only through
collaboration can companies create sufficient demand for sustainable products. Second, companies
need to collaborate to produce sufficient quantities of sustainable goods at scale, such as by jointly
financing recycling infrastructure and facilities for food-contact recycled plastic, which today suffers
from a global shortage. Third, companies need to enter into binding agreements to phase out
unsustainable products. Fourth, companies must share commercially-sensitive pricing information to
address sustainability and human rights challenges in their supply chains.”

Amelia Miazad, “Prosocial Antitrust”

CLEARY GOTTLIEB 8

I will now give some examples of agreements that I have seen companies consider and even propose



and even implement. And these examples show two things. First, they show that there are companies
that are interested in sustainability cooperation. And second, they show that competition law in certain

cases discourages cooperation for sustainability.

The Karr survey found that more than 50% of businesses have walked away from sustainability
projects for fear of competition law infringement. Other examples are in this OECD paper and this

BIAC note. And if you click on the links, you will see those materials.

There are three types of agreement for decarbonization under those that are permissible clearly, those
that are and they are in green; those that are clearly prohibited, they are in red; and those that are in

between, they are in Orange — where it is not clear on the current policy whether they are allowed.

These slides give examples of agreements that either I have seen or that are in case law that are

permissible under antitrust.

Examples of corporate initiatives for decarbonisation
(from permissible, to , to prohibited)

— Joint legislative advocacy (for policy or legislative changes, such as carbon taxes)

— Information exchange / benchmarking / joint studies, such as: cooperation on scientific research
and pre-competitive basic technology research and information sharing; benchmarking and exchange

— Code of conduct. Non-binding code to follow specific sustainable practices (e.g.. ban on flaring).

— Support fund. Pooling funds or assets to mitigate, adapt, or compensate for effects of GHG
emissions; Low-Carbon Patent Pledge

— Standard setting. To certify compliance with agreed GHG reduction goals: responsible banana
procurement (fair wages); “Together for Sustainability” (chemical audits); green steel certification;

— Targets for emission reduction. Targets for GHG emissions reduction beyond regulation
requirements. ACEA (1998), JAMA/KAMA (1999) (to reduce CO, from cars); CEMEP (2000) (to
reduce sales of least efficient engines by 50%); Detergents (2011); Net-Zero Banking Alliance; Net-
Zero Asset Owner Alliance; Net Zero Insurance Alliance; Trucks; European Green Digital Coalition

— Agreement on secondary activities. To improve practices not affecting price, output, or product
diversity (e.g., sustainable packaging, transport, methane control). Pig castration anaesthesia (2008)

CLEARY GOTTLIEB n

For instance, these can be codes of conduct where, for instance, oil and gas companies promise not to
flare off gas in oil and gas exploitation. Another example is standard setting where companies agree,
for instance, on what is the definition of green steel or steel made without CO2 and greenhouse gas

emissions. Other examples are, for instance, agreements to reduce greenhouse gas emissions by 50%



in 2030 and by 100% by 2050.

I have also seen, and I've also seen case law about agreements where it is not clear under competition
law currently whether they are allowed, even though they could have good impact on solving the

climate crisis.

Some agreements are allowed if they meet, for instance, the requirements of Block Exemption

Regulations.

But what, for instance, about an agreement between steel manufacturers to use only lime that is made
without CO2 emissions? Such lime exists, but it is not yet on the market. If companies jointly agree

to buy it, the economies of scale would allow the price of that CO2-free lime to go down.

Examples of corporate initiatives for decarbonisation
(from permissible, to , to prohibited)

. To comply with laws to prevent freeriding on non-sustainable illegal
activities upstream (e.g., no-deforestation in Indonesia, Brazil)

. To integrate the social cost of individual GHG emissions and each
commit to invest an equivalent amount in initiatives to curb GHG or carbon offset.

. To develop new tech to lower GHG emissions. Joint R&D Block Exemption; joint
commitment to offtake CO,-free lime/4® Gen Nuclear (LFTR) for industrial heat for green steel

. To produce non-GHG energy/products where individual action would be too risky or
costly. Oil & Gas Climate Initiative (introducing new technology; lowering GHG emissions together)

. Agreement to produce non-GHG energy/products that would otherwise
be too risky or costly. Introduction of new technology; recycling collection sharing

. Agreement to reduce high-carbon production or sales — ban on bottom dragnet
fishing; joint closure of coal-fired electricity production/blast furnaces; Cars (failed); CECED

. Agreement to reduce purchases of high-carbon input (collective boycott?);
agreements to exif coal insurance (to ensure social costs are internalized); exit red meat finance

of clean input materials, First Movers Coalition; or raw materials for recycling.

introducing new technology:; to achieve economies of scale/scope. Example,
producing CO2-free lime and green hydrogen (instead of carbon to extract oxygen from iron ore)

CLEARY GOTTLIEB 1

And what about an agreement between steel companies, for instance, to use green hydrogen to
“reduce” iron oxides in ore to create steel (by taking the oxygen out of iron ore)? Currently coal is

used for that — pure coal, called coke — which results in high CO2 emissions.

If they all agreed to move to hydrogen to extract the oxygen, that would be a significant improvement



from a climate perspective. But the problem is that they may not have enough green hydrogen, and
therefore would need to invest in creating green hydrogen, which makes their product more expensive.

That may discourage steel makers from doing this individually.

A third example is the use of 4th generation nuclear technology to create industrial heat. This 4th
generation nuclear technology already exists. For instance, the LFTR technology mentioned here,
which allows thorium-based molten salt power generation. This technology exists, but it takes
investments and a promise to use it, for it to be able to come to market. Individual steel companies
may not wish to promise to use this technology, even though is good for the climate, because it might

be too expensive to bring to market, in particular if their competitors do not use it.

These are just three examples in the green steel sector where cooperation could be helpful to reduce
emissions from steel production and to create green steel. The first is using CO2-free lime. The second
is using hydrogen for reduction of iron ore to create steel. And the third is using 4th generation CO2-
free technology to generate industrial heat for steel production. Currently, competition law may

discourage that kind of cooperation.

Another example is an agreement to shut down blast furnaces, or in the energy sector, an agreement

to shut down coal-fired electricity production.

Such an agreement was prohibited in the Netherlands a few years ago. Electricity producers said they
would not individually shut down coal-based power plants if competitors are not going to do the same.
So the only way to reduce CO2 emissions from coal-based power generation was to agree that they

would all shut down together and all move to clean power generation together.

The Dutch antitrust authority prohibited that agreement, in essence, for two reasons. The first was that
they only counted the benefits that occurred in the Netherlands, even though the agreement would
have benefits for the worldwide climate. We will discuss later that under the new proposed EU
competition policy, the antitrust authority might be willing to count at least Europe-wide benefits and

possibly worldwide benefits, and then the outcome could have been different.

The second reason why the agreement was prohibited was because the antitrust authority thought the
benefits weren't high enough, because the energy manufacturers were not willing to destroy the carbon
emission rights associated with coal-fired electricity production. They wanted to sell those rights. So,
the antitrust authority was concerned that the agreement would just move emissions from one industry

to another one.
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So, to conclude the first section, we have seen efforts by companies to agree on reduction of carbon
emissions. And second, we have seen cases where agreements were discouraged or prohibited when

they would have been good for the climate crisis and should have been allowed.

The European Union, and particularly the European Commission, is considering whether to change its
competition policy to allow sustainability agreements if they meet certain conditions. Their policy has

two pillars.

The first pillar is to take strong action against collusion between companies to undermine regulation
or to greenwash. This diagram gives you an example how in certain cases, companies may have an

incentive to agree not to clean up their act instead of cleaning up their act.

2.1 EU efforts to define competition policy for decarbonisation
— first step was to take action against greenwashing collusion

If partial WTP, parties who focus only on short-term profits may earn more by
colluding on grey than going green individually

Figure 3 Incentive to coordinate on grey

instead
when choosing
Firm payoff matrix ‘ . ' ‘ {Green is costly,
| but consumers have
g sufficient WTP
Firm B

Grey 50, 50 25,60
Green 60, 25 30,30

Note: The first entry in a cell reflects the payoff for Firm A and the second entry represents the payofi for Firm B. In
this case, firms would actually choose {Green} under competition (for instance, because costs are not too high and
there is sufficient willingness-to-pay), but would under coordination choose {Grey}

Source: Oxera

Source: “When to give the green light to green agreements” (Jenkins et al, Oxera)

An example is the Adblue cartel. Diesel engines emit polluting nitrogen oxide by running. These
polluting nitrogen oxide can be changed into non-polluting nitrogen and water in a catalytic converter.
For the catalytic converter to work, it needs a chemical product called AdBlue. To provide enough of
this catalyst in a car, the tank must have a certain size -- big enough to provide enough catalyst for a

year's use in driving the car. This tank took up space in the luggage area of cars. Carmakers agreed

11



quietly to reduce the size of the AdBlue tank. That undermined the regulatory objectives of

environmental rules.

Example of action against greenwashing collusion: 4dBlue

Figure 1- The Commission’s Findings In AdBlue Cartel

SCR system: reduces harmful NOx

emissions by injecting AdBlue. Daimler, Volkswagen, Audi, Porsche
Chemical reaction in catalytic converter turns the and BMW

harmful NOx into harmless water adn nitrogen. — Agreed on AdBlue tanks sizes

T — Agreed on ranges until the next
a— ank AdBlue refill
f — Reached common understanding on

/_\ average AdBlue consumption

— Exchanged information on these
elements

® Nitrogen
Water They restricted competition on
— NOx cleaning effectiveness beyond
legal
— AdBlue refill comfort

converter

Source: European Commission

Jing Li and Mathias Reynaert) TSE Working Paper 1204, April 2021

The European Commission imposed high fines, arguing that this was effectively a cartel between
carmakers. This is one example of an antitrust authority taking action against greenwashing and
collusion in order to reduce climate or pollution risks. But apart from punishing greenwashing

collusion, they also want to help companies work together if there are climate benefits.

I recommend a paper written by economists Oxera, which is called “When to give the green light to
green agreements”. They explain that companies have the right incentive, the right encouragement, to
clean up their production if they realize that there are positive spillover effects. Positive spillover
benefits exist where cleaning production by one firm benefits also other firms, so all firms have the

incentive to clean up production.

12



2.2 Second step: recognize that firms have incentives to improve
sustainability where there are “sustainability spill-over benefits”

Firms increasingly realize that (a) they benefit in the long term, if (b) their rivals
eliminate greenhouse gas emissions (“spillover benefits™), and (c) these private
benefits align with public benefits. If so, firms have a genuine incentive to pursue
efficient sustainability goals, and competition authorities don’t need to assume that
they are just out to raise short-term profits at the expense of consumers.

“Where positive spill-overs exist between firms, efforts by one firm also benefit
other firms. In this case, the level of sustainability efforts by other firms would
actually have a positive effect on a firm achieving its own objectives. Allowing
firms to coordinate their sustainability efforts will then lead to higher overall
effort levels.”

Examples: reduced existential threat from climate change; genuine social objectives; common
cost savings; improved industry reputation; avoiding costly and inefficient regulation

Source: “When to give the green light to green asreements” (Jenkins et al, Oxera)

Examples of positive spillover benefits are, for instance, reduced threat to physical assets from climate
change. There are more and more companies that realize that if they go on producing high emissions
as they currently do, eventually there will be serious problems for the economy, for society, and for

their existence. Those firms have an incentive to work together to reduce greenhouse gas emissions.

The European Commission is proposing new guidelines for agreements between competitors, the so-
called Horizontal Guidelines. The proposed new guidelines include a chapter on sustainability

agreements.
The guidelines first confirm that the Commission will in future take sustainability benefits into account

when assessing agreements under competition law. They give examples of sustainability agreements

that are permissible under competition law.
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New Horizontal Guidelines — Assessment under Article 101(1) TFEU

* Guidelines confirms that sustainability is a EU policy priority;

* Guidelines confirm sustainability agreements may fall outside the scope of the
prohibition of Article 101 TFEU, if they do not affect any parameters of competition:
— agreements that do not concern the economic activity of competitors, but their
internal corporate conduct;
— agreements to create database containing information about sustainable suppliers;
— agreements for organizing industry-wide or consumers’ awareness campaigns.

* Guidelines describe “soft safe harbor” for widely defined sustainability standards
agreements — even if mandatory — if 7 cumulative conditions are met:
— unlimited participation and transparent process for selecting the standard;
— no obligation for third parties to comply to the standard; [criticize]
— participating companies can adopt a higher sustainability standard,;
— no exchange of commercially sensitive information beyond what is necessary;
— non-discriminatory access to the outcome of the standardization process;
— no appreciable increase in price nor appreciable reduction in choice; [criticize]
— monitoring system ensuring compliance.

CLEARY GOTTLIEB

The most important example of this is the so-called standard sustainability standards agreement. This
type of agreement is broadly defined, more widely than in the past. For instance, they would allow
sustainability standards agreements that are mandatory or binding on the participants. Also, the
definition of sustainability standards would include also, for instance, agreements to use input or raw
materials that are produced without carbon emissions or greenhouse gas emissions. These agreements
would be allowed if seven conditions are met, which I will not have time to discuss. The bottom line
is that the Commission allows these kind of sustainability standards, even if they are mandatory and

even if they are widely defined.

This chapter on sustainability agreement also explains when the Commission will approve agreements

even if they restrict competition.
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New Horizontal Guidelines — Assessment under Article 101(3) TFEU

» If an agreement restricts competition, it can still be allowed if it leads to efficiency
gains: quantitative and/or qualitative sustainability benefits;

* Agreement must prove necessary to attain the sustainability objective:
— overcome first mover disadvantage;
— cure market failures where public policies and regulations fail to do so;
— achieve economies of scale;
— nudge consumers’ preferences.

« Consumers must receive a fair share, deriving from three different kinds of benefits:
— “individual use value benefits” -- such as better quality of product;
— “individual non-use value benefits™ -- benefits resulting from the consumers’ appreciation
of the impact of their sustainable consumption on others:
— “collective benefits” -- positive externalities that benefit society as a whole. [Indert

+  HG 603: “where consumers in the relevant market substantially overlap with, or are part of
the beneficiaries outside the relevant market, the collective benefits to the consumers in the
relevant market occurring outside that market, can be taken into account if they are
significant enongh to compensate consumers in the relevant market for the harm suffered.”

* Residual competition

CLEARY GOTTLIEB

The guidelines discuss four conditions for approval of such agreements, as found in Article 101,
Paragraph 3 TFEU. The first condition is that the agreement must lead to an efficiency gain. That could

be, for instance, reduced greenhouse gas emissions or reduced CO2 emissions.

Second, the agreement must be necessary to achieve that sustainability objective. An example is, for
instance, where they overcome the first-mover disadvantage, the market failure that we discussed at
the beginning of this presentation. It is particularly relevant where public policy and regulation is not
enough to eliminate market failures. Another example is where cooperation is necessary to achieve
minimum efficient economies of scale. This, for instance, could be an agreement, a so-called offtake
agreement, where members of an industry all agree that they will buy a particular new clean input

material.

The third condition for the approval of agreements that restrict competition is that consumers must
receive a fair share of the benefit. The Commission will recognize three different kinds of benefits to
consumers. The idea is that the benefits to consumers must be greater than the disadvantages to
consumers. The disadvantages, for instance, are price increases or reduced choice. The first benefit
they recognize is called “individual use value benefit”. This occurs, for instance, if as a result of a

sustainability agreement, the quality of a product improves or the price of the product decreases. In
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that case, the consumer who buys the product receives an individual value benefit.

In traditional antitrust analysis, individual use value benefits have long been recognized. What is new
is that the Commission will also take account of “individual non-use value benefits”. This is a value
that a consumer may feel it receives if it buys a clean product and therefore does not pollute, meaning
that neighbors are better off, or climate risks are reduced. It's a form of enlightened altruism. There is
a growing body of economic evidence showing that consumers are willing to pay for helping others,
and helping the climate, and improving the environment. Those values can be quantified with
consumer surveys (contingent pricing surveys for hedonic pricing analysis). The Commission is
willing to take those values into account as a benefit that helps outweigh the disadvantages that

consumers may have as a result of an agreement.

The third category of benefits that the Commission is now willing to consider in the assessment of
sustainability agreements are “collective benefits”. These are, for instance, benefits for the climate as

a whole, for society as a whole, positive externalities that benefit the entire society.

In Japanese policy, this is perhaps not new because Japanese policy may have an appreciation of
benefits to society more than, for instance, European or American policy which focuses more on the
individual consumer benefits. The recognition of collective benefits as a possible justification is an

important change in European policy.

There is, however, still a question about how to quantify the collective benefits and how much of the
collective benefits should count for the justification of an agreement. Until 2001, interestingly, the
European Commission counted collective benefits fully. After the modernization of competition law,

they abandoned this policy.
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When (and how much) do collective benefits count? (1)

« Until 2001, EC applied CECED (1999) precedent

»  “Individual economic benefits ... savings on electricity bills allow recouping of increased costs
of upgraded, more expensive machines within nine o 40 months”

»  “Collective environmental benefits ... the benefits to society ... appear to be more than seven
times greater than the increased purchase costs of more energy-efficient washing machines. Such
environmental results for society would adequately allow consumers a fair share of the benefits
even if no benefits accrued to individual purchasers”

«  After that, collective benefits did not count. Until Mastercard (2014), para 234:

» As the Dutch ACM explains

“this starement by the Court therefore does not determine whether full compensation of negatively affected consumers is
necessary or whether these advantages should be in or out of market. ... MasterCard clarifies the case law _.. as follows:

(i) out of market benefits ave counted towards compensation of the consumers negatively affected, in particular if they
affect substantially the same group;

(i)  out of market efficiencies benefiting other consumers can also be counted toward a fair share for consumers
overall; and

(iii)  full compensation of the negatively affected consumers is not required, just conferral of appreciable objective
advantages.

CLEARY GOTTLIEB 19

An example is the CECED case from 1999. This concerned an agreement between washing machine
manufacturers to produce efficient washing machines and to phase out the most inefficient models.
The efficient washing machines were more expensive, but the consumers saved more on electricity
and water and washing powder than the price increase for the machines. These are, of course, examples
of individual use based benefits. But the Commission went on to say that even if these individual
benefits did not exist, it would still count the benefits to society from cleaner production. That

suggested that it would also count collective benefits.

After 2001, the Commission dropped the recognition of collective benefits. That decision related to
very specific European enforcement considerations (the elimination of the Commission’s monopoly

on exemption decisions) not relevant for Japan.
But 15 years later, the European Court of Justice ruled in the Mastercard case. This case laid the

foundation for the recognition of collective benefits like climate change reduction or reduction of

pollution in the assessment of agreements that restrict competition.
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When (and how much) do collective benefits count? (2)

Question 1: Can collective benefits justify restriction only where “consumers in the relevant market
substantially overlap with, or are part of the beneficiaries “ (as EC proposes in HG para 602-605)?

\/‘\/‘ X? X2
0@ D OC

Consumers (C) paying for clean fuel Consumers (C) buying sustainable wood ~ Consumers (C) buying sustainable

are also Beneficiaries (B) from clean air ~ mostly grown abroad: bio-diversity benefits cotton made abroad: collective
(or substantially overlap) (B) don’t count at all? benefits (B) don’t count at all?

Question 2: What share of the benefits are counted to balance against competitive harm —

All benefits (B)? Or only those experienced by consumers who pay (A), as the EC proposes (that’s indiv. use

value benefit). This leads to bad results — Example of 1% class fliers asked to pay for sustainable fuel —

Agreement not allowed because A is less than the extra price they pay, even it could avoid high social costs (B)?

Proposed answer: “Fair share” analvsis should be in two steps

*  Step 1: before assessment of the benefit to consumers, social cost (“externalities™) should be internalized to calculate “true

price” (as required in “polluter pays™ principle Art 191(2) TFEU).

*  Step 2: After step 1, if agreement price > “true price”, check if agreement confers “appreciable objective advantages of such a

character as to compensate for the disadvantages which that agreement entails for competition” (Mastercard)
*  Compensation need not be full, but must be “fan”; damage costs instead of abatement costs

CLEARY GOTTLIEB

The European proposed guidelines are not perfect. They count collective benefits only if the
consumers who pay for the benefits are all beneficiaries of the benefits. That's this first Venn diagram
here. They also count collective benefits if there is a substantial overlap between the beneficiaries (the
green circle in the second Venn diagram) and the customers who pay for the benefits (the red circle).
But they would not count collective benefits if there is almost no overlap between the beneficiaries

and the customers who pay for it, or if there is no overlap at all (the third and fourth Venn diagrams).

Let's give an example of the third Venn diagram. Consider an agreement between furniture makers to
use only sustainable grown wood. Most of that wood happens to be grown in tropical countries. The
beneficiaries would be people in tropical countries whose biodiversity and climate emissions are
improved, but the customers who would pay for it are European, and there is very little overlap. Such

an agreement would be prohibited even under the new policy. I think that that is wrong.

Another example is an agreement on clean cotton production. This would involve cotton grown
without chemicals and without too much water, completely outside of Europe, and the customers in
Europe would pay for this. Such an agreement would also be prohibited because the consumers are

not direct beneficiaries.
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In my view, this is in violation of the general principle in European law that is called the ‘polluter

pays’ principle. Whoever is responsible for polluting production or polluting consumption should pay

for the costs social costs of that pollution.

A flowchart summarizes the analysis of the new guidelines.

Summary: Decision tree for 101(3) TFEU or proportionality analysis

Agreement to reduce
emissions or pollution

Step 1: does the

agreement restrict

competition?
Step 2: If the

agreement restricts
competition, follow

this decision tree

Consumers are
willing to pay for
sustainability; no
market failure

Consumers are
not sufficiently
willing to pay for
sustainability;
Market failure

—

sustainable products

Parties should compete
on meeting demand for

Agreement is “not indispensable” to create economy of scale
or scope. to create synergies, or to share prohibitive risk (see
Guidelines), and is therefore not allowed unless a Block

Exemption Regulation apply

Parties pursue
short-term profit

Parties pursue

long-term “spill-  ——

over benefits
Agreement “improves production

technical or economic progress.”
Public / internal evidence

Risk of collusion

as in 4dBlue

Agreement restricts competition
and does not “contribute” to
sustamability, and is therefore

prohibited

Ancillary restraint or
Art 101(3) TFEU

“fair share™ should reflect
“polluter pays” prineiple

CLEARY GOTTLIEB

1

Step 1 is, “does the agreement restrict competition?” If not, it is allowed, like the standard agreement

we discussed.

The second step is, if the agreement restricts competition but is intended to reduce greenhouse gas

emissions or reduce pollution, then we follow this flow chart.

If there is no market failure, for instance, because consumers are willing to pay for green products,

then cooperation is generally not allowed. Companies should compete on being cleaner and greener

than their competitors. The traditional analysis would apply, including the block exemption regulation

for joint research and development, or specialization agreements.
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If there is a market failure or a collective action problem, for instance, insufficient willingness to pay,
then approval depends on whether the parties pursue short term profit benefits or long term spillover
benefits. If the parties really pursue long term spillover benefits like climate change improvement or
pollution reduction, then the agreement is allowed if the conditions of Article 101(3) TFEU are met,

including that consumers get a fair share of the benefit.

To conclude, there are some suggestions that might be usefully considered in Japanese competition
policy. I would recommend to include sustainability goals in competition policy and to count collective
benefits — at least for agreements to limit climate change, protect biodiversity, and avoid large-scale

pollution.

3. Need for more than guidelines.

* Recommendation to integrate sustainability in competition policy, and to count
collective benefits — at least for agreement to limit climate change, protect
biodiversity, and avoid large scale pollution

* Guidelines are necessary but not sufficient:

» continued legal uncertainty and threat of future proceedings

* At the very least we could add also: individual guidance to companies which have
entered into — or intend to enter into — a sustainability agreement.

* Better: Create legislative basis for exemption, as in Austrian law.
«  “Consumers receive a fair share when the benefits derived from improving the
production or distribution of goods or promoting technical or economic progress

contributes appreciably to an ecologically sustainable or climate-neutral economy.”

+ Best: Block exemption for sustainability agreements

CLEARY GOTTLIEB
Guidelines are necessary, but they're not sufficient because there is still lack of legal certainty and the
possibility of future proceedings which could discourage companies from agreeing on sustainability

agreements.

Three things are recommended.
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First, there should be a possibility for companies who are thinking about a sustainability agreement
but are worried that the agreement is not enough, to obtain individual guidance from the antitrust

authorities. They should be allowed to come and see the antitrust authority and ask for guidance.

Second, one could consider a legislative change, as was done, for instance, in Austrian law, to create
a legal basis for justification of sustainability agreements. In Austrian law, for instance, the law now
provides that such agreements can be exempted if they contribute appreciably to an ecologically

sustainable or climate-neutral economy.
The best solution, I think, is to develop a block exemption for sustainability agreement -- an automatic
group justification for sustainability agreements. Even in the European Union, this has now been done

for sustainability agreements in agricultural sector.

This is the text that was introduced a few months ago in the regulation on trade in agricultural products.

Even the EC recognizes legislative change is needed (CAP Regulation)
-- Block Exemption would be appropriate for legal certainty

Regulation 1308/2013 on a common organisation of the markets in agricultural products (Article 201a)

Vertical and horizontal initiatives for sustainability

Article 101(1) TFEU shall not apply to agreements, decisions and concerted practices [...] that aim to
apply a sustainability standard higher than mandated by Union or national law, provided that those
agreements, decisions and concerted practices only impose restrictions of competition that are
indispensable to the attainment of that standard.

Paragraph 1 applies to agreements, decisions and concerted practices [ ...] to which several producers
are party or to which one or more producers and one or more operators at different levels of the
production, processing, and trade in the [ ...] supply chain, including distribution, are party.

For the purposes of paragraph 1, “sustainability standard” means a standard which aims fo contribute
to [...] environmental objectives, including climate change mitigation and adaptation, the sustainable
use and protection of landscapes, water and soil, the transition to a circular economy, including the
reduction of food waste, pollution prevention and control, and the protection and restoration of
biodiversity and ecosystems [...]

Agreements, decisions and concerted practices that fulfil the conditions referred to in this Article shall
not be prohibited, no prior decision to that effect being required.

CLEARY GOTTLIEB M

It says that agreements are allowed automatically if they meet a number of conditions.

First, they must aim to achieve a sustainability standard that is higher than is required by law.
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Second, the agreement must not be more restrictive than is necessary to achieve that sustainability

standard.

There could be additional conditions, for instance, a market share ceiling that agreements must not

cover more than a certain market share, let's say, 30%.

In sum, I recommend that the Japanese antitrust authority might consider: guidelines, individual

guidance, a legislative basis for exemption, and a block exemption for sustainability agreements.

Thank you for your patience.

OXBER
ENTE, BERICBYE-VLWEBWVWET, HERMOHLHAIE. BFOEFRE2UZEZH
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[SLTHEHEEWNEIThEERNWET,
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OR—ILTURFHELT
Thank you.

Your first question is whether the EU is proposing to adopt a block exemption. The answer to that
question is that the EU have done it effectively for the agricultural sector, but they think they cannot
do it for legal reasons for the rest of the economy. Personally, I disagree with that, but it is a
consideration which is probably not relevant for Japan because it relates to peculiarity of EU treaty

law.

As to your second question, it is true that a block exemption regulation would include a number of
criteria. For instance, a block exemption regulation might provide that the market share of participants
to the agreement must not be greater than 30%. Second, the aim of the agreement must be to apply a
standard that is higher than required by regulation. Third, the agreement must be indispensable for that

purpose in the sense that there is no less restrictive and equally efficient alternative.

But these criteria are easier to apply than the market effects analysis that would otherwise be required.

The experience — certainly in the EU, for instance, with block exemptions for joint research and
development agreements or for licensing agreements or for distribution agreements — shows that they
can be more easily applied than in the absence of these regulations. That suggests that a block
exemption would improve predictability. I should add that European block exemptions include a
safeguard clause, an ability for the Commission to withdraw the block exemption if they think that on
balance the agreement is not good for sustainability, and that is something that requires action by the

Commission.

In summary, experience in Europe suggests that block exemptions can be good for predictability and
therefore encourage pro-competitive agreements. The so-called escape clause or safeguard clause in
block exemptions allow the Commission to withdraw the benefit of the block exemption if the
Commission thinks that in a particular case, the block exemption is being abused. That allows the
Commission to draw an adequate balance between predictability on the one hand and effective

enforcement on the other. I hope that answers your question, Professor Hayashi.

OMER
RELLSTFMYFELT,

OXBER
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HYUNESITETNELE, HLVT, MIZE. BEWLLET.
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O K—LTURHHEE
Yes, thank you, Professor Yanagi. Am I right to think you refer to the agreement between electricity

producers to phase out coal coal-based production of electricity in the Netherlands?

OME&
BLVET, REDRSARDT )Y FARL—E2—XDFAXERTT,

OF—ITURFEL

I will have to research that that particular agreement. Under the new guidelines, the Commission would
count benefits to consumers if the consumers either overlap with the beneficiaries, so if they are part
of the beneficiaries, or if there's a substantial overlap between the customers who pay and the

customers who are beneficiaries.

In electricity production, indeed, there is indeed a substantial overlap between the consumers who pay
for electricity because everybody uses electricity, and the beneficiaries of electricity production
because they include the entire society. So, there's a substantial overlap between beneficiaries and

customers. Such an agreement could benefit under the new guidelines.

There leaves a remaining question of how much of the benefit is actually counted when balancing

benefits and costs.

If the benefits of the agreement are worldwide, do we only count that portion of the benefits that go to

24



European consumers? Or do we count all of the benefits to all beneficiaries worldwide, which is very

important for climate agreements for instance?

I don't have the percentage precise, but imagine that European consumers are 20% of worldwide
beneficiaries, do we count only 20% of the benefits and weigh that against the cost that European
consumers pay? | think that the answer is that all of the benefits should be counted and not just 20%

for two reasons.

First, the criterion under EU law is that a “fair share” of benefits should go to consumers. Under the
‘polluter pays’ principle, European consumers should first pay for the social costs of emissions of
greenhouse gasses before they are entitled to a share of the benefit. This is step one on Slide 20. This
‘polluter pays’ principles part of European Constitutional Law, Article 191, Paragraph 2 of the Treaty
on the Functioning of the EU. I do not know whether such a principle exists in the Japanese law, but

it makes very good common sense to apply that principle.

The second step would be to check whether the customers who pay for the cleaner energy get an
appreciable objective advantage, in accordance with the judgment in the Mastercard case. Having a

cleaner environment or a more stable climate should qualify as an appreciable objective advantage.

In sum, I do not know more about the case that is mentioned by the Dutch Antitrust Authority in their
informal opinion. But I think this is what the Dutch Antitrust Authority tried to explain and I hope,

Professor Yanagi, that this answers your question.

OME&
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OF—ILTURFHEL

This is a very important question. The answer is, and I believe the Commission agrees, that we should
count both present and the future benefits. Now, to calculate the future benefits, it is necessary to
quantify them and calculate a net present value in order to do a proper balance against current costs.

This can be done by calculating future damage and discounting that damage to the net present value.

There is a very interesting economic study by the Dutch and the Greek Antitrust Authority about the
quantification of social costs to be used for the balancing of costs and benefits of sustainability
agreements. I do not mention it in the slides, but I should have. If you wish, I can send it to you, but
you can find it on the website of the Dutch and the Greek Antitrust Authority. It goes into significant
detail on economic analysis and the calculation of shadow prices and various other techniques to

calculate the net present value of future benefits. I hope this answers the question.

OLtHZEE
HYNESTETVET,
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Now, if it is useful to send me questions by email, if [ have the chance to do it, I would be happy to

look at those questions.

OXEER
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Thank you.
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