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Introduction

FarR TOO MaNY policymakers in Europe have a confused vision about the poli-
cy conditions required for Europe to grow its digital economy. Their habits of
thought are already embedded in initiatives taken by the EU’s digital policymak-
ers. The conventional wisdom that has emerged over the past years supposes that
whatever digital underperformance that can be ascribed to Europe is a conse-
quence of the superior performance of U.S. technology companies. They are sim-
ply too competitive or too innovative for Europe’s economy to prosper on the
back of indigenous innovation.

Consequently, serious policy attention has been given to strategies for reducing
the competitive strength of foreign firms in Europe. The European Parliament,
for instance, passed in 2015 a remarkable resolution calling for the breakup of
Google (NYT 2014). The European Commission is drawing up plans for regu-
lating digital platforms like Facebook, Amazon, and Uber. Europe’s Digital Com-
missioner has grander ideas, including strategies to make sure Europe never again
gets dependent on U.S. digital prowess (Oettinger 2015). Data-localisation reg-
ulations have been introduced in Europe and some of these have spun off bigger
visions of creating a “Schengen Cloud”, “European cyberspace” or data networks
that do not run on online services supplied by companies carrying a non-Europe-
an passport (Erixon 2015).

Europe’s competition authority has not been idle. Google, for instance, has been
the subject of an antitrust investigation for years, and the current Competition
Commissioner has doubled down on the strategy to regulate the search engine’s
business model. Last year the European Commission also charged Sky UK and a
group of U.S. film studios for contracts that prevent online access to Sky’s broad-
casting of films from these studios in other European countries (European Com-
mission 2015a). Much can be said about contracts and competitive strategies of
the named companies, but it seems safe to say that they all act on the basis of
actual laws and regulations in the EU. Nor is the competition authority doing
much to dispel suspicions that it is stretching actual competition regulations in
order to satisfy unlegislated policy objectives. For instance, although copyright
reform in Europe would be desirable, partly because it would enable portability
of online entertainment services, the reality is that EU member states repeatedly
have rejected attempts to move away from the current copyright policy, which is
based on the right to national differentiation.

EXECUTIVE SUMMARY

Far too many policymakers in Europe have a
confused vision about the policy conditions
required for Europe to grow its digital econo-
my. Their habits of thought — a sense of what
is reasonable, necessary and inevitable — are
now deeply embedded in the EU’s endeav-
ours of digital policymaking. Digital underper-
formance, as frequently ascribed to Europe, is
argued to be a consequence of the superior
performance of U.S. technology companies.
In this paper, we will diagnose Europe’s econ-
omy from the viewpoint of digital expansion,
and analyse the economics of slow growth
in the digital economy. We are focusing less
on the digital economy in itself because it is
arguably not the essential component in the
quest of understanding the EU’s problems.
Like other innovative sectors, the digital

economy is more interesting for its general
effects on productivity and competition in the
wider economy rather than what it directly
produces. It is a general-purpose sector and
its dominant contribution to the economy
will come through new competition in other
sectors. A dynamic digital economy will force
labour, capital and other production factors in
the economy to adapt to new and, as a gener-
al rule, more productive economic behaviour.

We will argue that the EU’s most pressing
structural impediment for digital business-
es to develop and reach scale is regulatory
heterogeneity in non-digital industries. Due to
fragmented regulatory frameworks for many
goods and most services sectors, it is difficult
for any digital business to contest traditional

industries by digitalising old-economy busi-
ness models.

Powerful incumbents that have successful-
ly adopted to national laws and regulatory
procedures often prevent regulatory change.
Regulatory heterogeneity and incumbency
protection are intertwined. Both can be ma-
jor sources of inefficient resource allocation
in many industries — irrespective of whether
they find themselves in primary sectors, man-
ufacturing or services industries. It follows,
therefore, that the paramount task for poli-
cymakers should be to reduce the non-digi-
tal barriers that hold digital business models
back from transforming European economies
faster to become more competitive and to fa-
cilitate economic convergence.
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'The Digital Single Market (DSM) strategy, launched last year with much fanfare,
partly links up with both the mercantilism and the politicisation of the digital
business models discussed above. It partly promises reforms with the effect of
cutting digital barriers in Europe. Its actual design remains to be seen, but what
has been published so far suggests that the strategy will lead to mixed results. Just
as the EU’s non-digital Single Market regulations, it will create a digital market in
Europe that is a patchwork of openness and regulation — yet again a policy with
a “non-design”. While European authorities talk much about the need to free up
Europe’s digital economy, the DSM promises very little of that. However, it looks
certain to contain a substantial amount of new regulation, adding additional lay-
ers to the EU’s legislative hotchpotch.

Europe’s policy to build a faster and better digital economy can thus be said to
mix mercantilism, competition policy, and the DSM reform strategy. It is reveal-
ing that current initiatives are so focused on perceived barriers to digital growth
from either direct digital policy or the (superior) performance of foreign com-
panies. Few have bothered to really diagnose why Europe’s digital economy has
not expanded faster, and to what extent the factors slowing down the speed are
connected to actual digital policy and performance. In fact, judging by economic
statistics, Europe does not seem to have a problem of too much or too aggressive
competition emerging from online services. The problem seems rather to be the
opposite — that new competition to the traditional economy has not arrived fast
enough in order for new digital companies to leave a stronger imprint on the
European economy.

'The proposition that the DSM strategy will contribute to the creation of a Digital
Single Market neglects how regulatory heterogeneity in traditional non-digital
sectors is draining both digital and non-digital businesses in Europe of compet-
itive edge. European authorities implicitly assume that digital technologies and
the digitalisation of non-digital business models will be released by the elimina-
tion of supply and demand constraints that result from insufficient e-communi-
cation infrastructure, fragmented copyrights systems, heterogeneous privacy laws,
and simplified rules for e-commerce. It is true that legislation in these policies, if
appropriately designed, can set a better context for digital economic activity. It
is highly questionable, however, that such reforms will encourage online entre-
preneurial discovery, innovation and creative destruction in non or semi-digital
sectors.

Regulatory complexity can also work as a “subsidy” to incumbents when it dis-
courages new companies to enter a market. Small and start-up businesses cannot
simply take a business model that works in Warsaw and set it up in Berlin or
Madrid. Unlike big companies, they lack the resources to adopt existing busi-
ness models to diverse national regulations, in services as well as in many goods
sectors. Companies with business models aiming to digitalise old sectors such
as bricks-and-mortar retail services, construction, healthcare delivery, or the vast
number of professional services cannot simply roll out a business model in Eu-
rope that has been proven successful in one EU country.

What is holding back European entrepreneurial discovery is general commercial
policy, not digital policy specifically. In the EU, companies typically have to adopt
their operations to the the vast number of non-digital national laws and regula-
tions of 27 other member states. Since this is costly and risky, it prevents both
digital and non-digital businesses with an innovative streak from gaining scale.
Naturally, it prevents companies that hold a European passport to catch up with
American competitors that have reached scale and gained investment power from
experimenting and operating in a much more harmonised U.S. market compris-
ing of 320 million potential consumers.

In this paper, we will diagnose Europe’s economy from the viewpoint of digital
expansion, and analyse the economics of slow growth in the digital economy. We
are focusing less on the digital economy in itself because it is arguably not the
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essential component in the quest of understanding the EU’s problems. Like other
innovative sectors, the digital economy is more interesting for its general effects
on productivity and competition in the wider economy rather than what it direct-
ly produces. It is a general-purpose sector and its dominant contribution to the
economy will come through new competition in other sectors. A dynamic digital
economy will force labour, capital and other production factors in the economy
to adapt to new and usually more productive economic behaviour. A digital econ-
omy with limited reach into other sectors, however, will not force much adaption
upon the rest of the economy. It follows, therefore, that the paramount task for
policymakers should be to reduce the barriers that hold digital business models
back from transforming European economies faster to become more competitive
and to facilitate economic convergence.

We will argue that the EU’s most pressing structural impediment for digital busi-
nesses to develop and reach scale is regulatory heterogeneity in non-digital indus-
tries. Due to fragmented regulatory frameworks for many goods and most ser-
vices sectors, it is difficult for any digital business to contest traditional industries
by digitalising old-economy business models. In addition to regulatory diversity,
innovative business models whose distinctive feature is the application of new
technologies face another systemic impediment preventing them from gaining
ground in traditional industries.

Powerful incumbents that have successfully adopted to national laws and regula-
tory procedures. Regulatory heterogeneity and incumbency protection are inter-
twined. As has been seen in the discussion over platform regulation in Europe,
those that are promoting that form of regulation often represents businesses that
have been contested by new online services. Both heterogeneity in commercial
regulations and protection can be major sources of inefficient resource allocation
in many industries — irrespective of whether they find themselves in primary sec-
tors, manufacturing or services industries.

In Chapter 2, we will document Europe’s productivity problem. Chapter 3 will
briefly outline the current priorities in the EU’s digital agenda. Chapter 4 discuss-
es the nexus of information and communication technologies (ICT), productivi-
ty growth, and market regulation. Chapter 5 concludes.

Europe’s Productivity Problem

Productivity growth is the major driver of economic development and higher
standards of living, and behind the rates of productivity growth stands especially
innovation, or, if the growth rates are poor, lack thereof. Productivity growth
means that an economy uses resources more efficiently, i.e. resources that are
made available when productivity grows spur economic activities and structural
economic change. At its core, productivity growth reflects a firm’s ability to pro-
duce more (or at least the same amount of) output with less input. It is generally
driven by companies ability and willingness to deploy new technologies, em-
brace new ideas and business processes, and adjust to new and innovative business
models. In other words, these are the factors that allow firms to employ inputs for
the production of goods and services in a more efficient way, and to explore new
types of commercial activity or even invent new markets.

The OECD (2015), along with many others, argues that productivity will be the
main determinant of economic growth over the next 50 years, with investment
in innovation and knowledge-based capital (KBC) being the top determinant
of productivity growth. Judging by recent rates of productivity growth, howev-
er, Europe’s economies are not on track for fast economic growth. Productivity
growth has underperformed for quite some time, and there has been a general
trend of declining productivity growth for the past three or four decades. Low
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productivity growth rates are not a problem exclusive to Europe; other Western
economies like the U.S. suffer from low rates of productivity, too (van Ark 2014).

In contrast to the U.S., however, Europe’s productivity problem is more alarming
since it does not come on the heels of a productivity surge during the IT boom
from the mid 1990s till 2004. Europe’s productivity decline has been much more
steady. Moreover, Europe’s productivity performance remains substantially be-
hind U.S. productivity growth. Recent statistics suggest that the Euro area is, at
aggregate level, much less productive than the U.S. When measured in output per
hour in purchasing power U.S. dollar, Europe’s level of productivity was just 70
per cent of the U.S. level in 2014, a gap of 30 percentage points (TCB 2015). By
comparison, the Euro area stands at 84 per cent of U.S. productivity. As distinctly
shown by Figure 1, all European countries for which data is publicly available
show productivity growth rates that are well below those of the U.S.

Figure 1: Multifactor productivity growth rates
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Source: OECD.

What explains the gap in productivity growth rates between the U.S. and EU
countries? The extensive use of ICT is a significant determinant of the American
lead in productivity growth (IMF 2015), and it was the chief reason behind the
surge in productivity growth in the 1990s. Similar gains from ICT adoption can-
not be observed for all developed economies, and Europe in particular is falling
behind. The growth in multifactor productivity, which is a good proxy for an
economy’s capability of adapting to new technologies and innovation, is compar-
atively low.

In European countries for which data is available, there is a clear positive re-
lationship between productivity growth and the use of ICT in production, as
expressed by the share of ICT capital investment in total investment (see Figure
2). However, it is not only that productivity growth lags behind the U.S.; it is also
concentrated in a few sectors where ICT as an input for production has always
been central. For the period 2001 to 2009, Figure 3 shows that annual productiv-
ity growth was particularly strong for finance and insurance and telecommunica-
tions. This explains, for instance, why the UK (where the financial services sector
is an important source of economic output) was amongst the fastest growing
economies before the financial and economic crisis, with above-average produc-
tivity growth rates. The UK’s financial services sector showed high absorption
rates for ICT capital investment. After the crisis, however, ICT capital investment
weakened considerably in the UK, as did the country’s productivity growth.
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Figure 2: Multifactor productivity growth and ICT capital formation
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Figure 3 also shows that productivity growth in other sectors than finance, insur-
ance and telecommunication was much lower and often negative for many EU
countries. As outlined by the IMF (2015), personal services (hotels, restaurants,
social, and other personal services), traditional non-market (or less marketable)
services (public administration, education and health services), but also real estate
services show much lower than aggregate productivity growth rates due the lack
of innovation and technological change in these services.

Those sectors that are characterised by a relatively high degree of protection —
such as public services, professional services, construction and network industries
— show negative or comparatively low productivity growth rates (see also OECD
2014). The explanation is partly about the openness of these sectors to investment
in ICT, but, as we will discuss later, it is related to institutional factors rather than
endogenous resistance to technology and innovation. The investment in, and the
cross-sectoral adoption of, KBC substantially contributes to productivity growth
(Kretschmer et al. 2013; IMF 2015). In other words, the chief economic merit of
innovation — in ICT and generally — does not come from its invention or creation
but adoption in the wider economy. ICT and KBC such as computerised infor-
mation, innovative ideas, and economic competencies contribute to productivity
growth in terms of a better functioning of product, services, labour and capital
markets (Andrews and Criscuolo 2013).

Benchmarking the general composition of productivity growth in the EU with
the U.S., which has a similar balance between manufacturing and services in its
economy, is instructive, and gives further indication about how the European
economy fails to grow faster through an expanding digital economy. It is not
just a matter of investment in ICT, but also what happens in the broader services
sector when the economy gets transformed. Obviously, the European services
sector growth has trailed the expansion in U.S. services. The same is true for
productivity growth, and what contribution the services sector gives to general
productivity growth.
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Figure 3: Average annual industry TFP growth rates, 2000 — 2009
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The McKinsey Global Institute has estimated the productivity gap in business
services' between the EU and the U.S. to be as high as 43 percent (MGI 2010;
BIS 2011). Figure 4 gives further evidence to that observation. It shows the con-
tribution of major industrial sectors to aggregate productivity growth in the U.S.
and the EU for the period 1995 to 2007. The difference between market service
contributions is striking: 0.6 percentage points for the EU against 1.8 percentage
points for the U.S. Similarly, Timmer et al. (2011) show that between 1995 and
2005 business services contributed 0.7 percent annually to productivity growth
annually in U.S. commercial services and -0.1 percent annually in the EU. It
should be noted that business and commercial services include a wide range of
highly diversified ICT services, such as programming, data facilitation and stor-
age, and digital marketing services.

! Business services include not only professional services (accountancy, legal, engineering,
marketing, tax and management consultancy, architects), but also I'T; software services, technical
testing, and labour search services etc. Business services are mainly used as inputs by other firms

(see Kox 2012).
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The difference between the EU and the U.S. in the contribution from ICT pro-
duction is equally notable. In goods production, however, it is clear that Europe-
an economies are ahead of the U.S. when measured in terms of contribution to
productivity growth. Generally, productivity growth in the manufacturing sector
is pretty strong in Europe, and that sector also shows high rates of investment in
ICT. Europe’s problem seems rather to be pretty isolated to the ICT sector itself
and, importantly, the obstacles for ICT to power services sectors to a greater extent.

Figure 4: Major sector contributions to labour productivity growth in select-
ed EU economies and the United States, 1995-2007
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The DSM Strategy and its Limits

In order to strengthen Europe’s digital economy, EU lawmakers currently focus
almost exclusively on those barriers enumerated by the DSM strategy. Indeed, the
insight that digital technologies “know no borders” is key to understanding the
nature and scope of the problems European digital businesses and entrepreneurs
face. The adoption and diffusion of digital technologies within traditional Euro-
pean products and services sectors could be the main driver of new business mod-
els, product innovation and employment. But here lies the problem: traditional
non-digital markets still “know” national borders.

The European Commission as well as the European Parliament identify digital
technologies and digital business models as key components of Europe’s internal
and international competitiveness. Following up on the Lisbon Strategy’s objec-
tive to become the “most dynamic and competitive knowledge-based economy in
the world by 20107, the Digital Agenda for Europe was conceived as one of the
seven top initiatives of the Europe 2020 strategy. Released in 2010, the Europe
2020 Strategy set out the importance of information and communication tech-
nologies for the achievement of a Digital Single Market. Accordingly, the Com-
mission highlighted the need for a reliable European legal framework in order
to stimulate investments in a competitive high-speed Internet infrastructure and
in related services. In addition, the Commission stated the aim to create a true
Single Market for online content and services governed by clear European rights
regimes (European Commission 2010).

Shaped by the objectives of the Europe 2020 strategy, the DSM Strategy adopted
in May 2015 sets out 16 initiatives that aim to address three primary objectives
(European Commission 2015):
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*  Objective I: Better access for consumers and businesses to digital goods and
services across Europe

*  Objective II: Creating the right conditions and a level playing field for digital
networks and innovative services to flourish

*  Objective III: Maximising the growth potential of the digital economy

Table 1 provides a more detailed overview of the strategies derived from the Com-
mission’s core objectives.

Table 1: The EU’s 2015 Digital Single Market (DSM) Strategy

Pillar Policy Initiative

Objective I: Better *  Rules to make cross-border e-commerce
access for consumers easier including consumer protection

and businesses to dig- rights

ital goods and services *  Better enforcement of consumer rights
across Europe *  More efficient cross-border parcel delivery

*  To end discriminatory practices in
geo-blocking

*  The renewed approach to apply anti-trust
law in the e-commerce sector

* A reform of European copyrights legisla-
tion

*  To increase the access of broadcasting
services across Europe

* A reduction of the administrative burden
of complex VAT procedures in cross-bor-

der sales
Objective II: Creating *  An ambitious modernisation of EU tele-
the right conditions and coms legislation
a level playing field for * A review of the audio-visual media frame-
digital networks and work
innovative services to *  An inquiry of online-platforms as dom-
flourish inant player in digital markets from the

perspective of competition law

* A modernisation of the EU data privacy
legislation (e-privacy Directive)

®  Measures on cyber and network security

Objective II1: Maximis- *  The promotion of the free flow of data by
ing the growth potential a European ‘Free Flow of Data Initiative’
of the digital economy and a ‘European Cloud Initiative’

*  The definition of interoperability stan-
dards in various areas of the Digital Single
Market, e.g. e-health, transport planning
or energy

*  An inclusive digital society

Source: European Commission (2015b, 2015¢)

All of these initiatives have their own merits and will also create their own distor-
tions. While a full evaluation of each of these initiatives cannot be done at this
stage as few legislative proposals have been launched, it is revealing that few, if
any, of these initiatives explicitly aim to tackle regulatory fragmentation within
the EU’s “non-digital” Single Market.

While the Single Market narrative conveys the impression of streamlining na-
tional regulations in Europe, there reality is that it is characterised by various
degrees of harmonisation and mutual recognition in both goods and services sec-
tors (EPRS 2014a, 2014b; Messerlin 2011). It is a patchwork of legislative and
regulatory models, and the “non-design” of Europe’s market policies is causing a
lot of confusion and uncertainty about what entrepreneurs (and consumers) can
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and cannot do across borders. It is notable that market fragmentation and regula-
tory heterogeneity will remain, even if the DSM strategy delivers on its promises.

Regulation and Regulatory Heterogeneity:
Barriers to Entrepreneurial Discovery

For European digital and non-digital industries to become more innovative and
internationally competitive, policymakers must effectively address market frag-
mentation in the EU’s internal goods and services markets where heterogeneous
national regulations dominate. The variation of country-specific productivity
growth rates and the level of regulatory heterogeneity within the EU reflect the
diverse nature of the Single Market. Accordingly, regulatory heterogeneity is, by
definition, not a desirable characteristic of a true borderless common market.

Diverse national regulations in traditional non-digital sectors prevent large firms
and start-ups from experimenting with new products, processes and business
models that can spill-over to other non-digital sectors, e.g., through a more effi-
cient exploitation of ICT and large volumes of otherwise non-existent industry
data. Recognising the lack of harmonisation in traditional sectors and its adverse
impact on digital businesses not only requires new thinking about specific policies
for digital sectors; it also requires considerable reforms of general market poli-
cies, aiming for the creation of a genuine non-digital European Single Market,
which is arguably the most fundamental precondition to ease structural economic
change and in order to create a true cross-national Digital Single Market.

The pace of structural economic change arising from technological innovation is
difficult to project ex ante, especially the precise net impact on savings and in-
vestment behaviour and the absorption of workers. Yet, the economic literature is
fairly clear about the factors encouraging or discouraging structural economic ad-
justment. Changes in consumer tastes, demographics and work habits generally
drive structural change. A business-friendly regulatory environment is important.
On the other hand, tight regulatory measures are a prime barrier for economic
adjustment and productivity-enhancing structural economic change. At the same
time, regulations have a “cultural effect”, i.e., they feed back on production pat-
terns and work habits.

Both regulatory restrictiveness and regulatory heterogeneity are key character-
istics of the SEM (EPRS 2014a, EPRS 2014b). Although the Single Market
advanced over the past 20 years, non-harmonisation of national laws and defi-
ciencies in the EU’s mutual-recognition framework are the rule rather than the
exception. Anti-competitive product market regulations not only affect the mar-
kets they regulate. Tight regulations also have a considerable knock-on effect on
downstream sectors and their competitiveness, e.g., when firms use the output of
highly regulated sectors as intermediate inputs in the production process. Em-
pirical research indicates that subsidies, establishment barriers and differences in
tax schemes hinder economic adjustment processes because these regulations can
effectively protect low-productivity incumbent operators from competition, i.e.,
incumbents that would not be able to survive in a less distortionary and more
harmonised regulatory environment. Removing regulatory obstacles to entrepre-
neurship and investment, and eventually competition, would therefore encourage
experimentation with new ideas, products and business models in and beyond the
markets that are actually highly regulated (IMF 2015, OECD 2015, Restuccia
and Rogerson 2008, Conway and Nicoletti 2000).

Openness to trade is another key driver of a productivity-enhancing reallocation
of an economy’s domestic resources (Kiriyama 2012). The ease of doing business
across borders is crucial for foreign companies to operate, invest and innovate in
another jurisdiction, and to stimulate local business cycles. In practice, however,
regulatory obstacles often prevent companies from investing in foreign markets or

10
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servicing foreign customers. Heterogeneity in regulations is found to significantly
impact on a company’s choice of mode of servicing a foreign market for most
product and services sectors (Kommerskollegium 2015a, Kommerskollegium
2015b, Nordas and Kox 2009, Kox 2005).

Different levels of country-specific regulations and regulatory diversity signifi-
cantly hamper trade in traditional non-digital sectors. As will be discussed below,
regulatory heterogeneity is a key factor determining the decisions of European
online businesses to engage in cross-border commerce in the EU. Since it is hard
for digital business models to gain ground and expand in a fragmented non-dig-
ital world, EU lawmakers need to address “national regulatory silos” way beyond
of what the EU has identified as current key priorities in its DSM agenda. Since
most digital business models aim to “digitalise” old sectors, fragmented non-dig-
ital markets pose a significant challenge for any start-up or incumbent firm aim-
ing to roll out a digital business to another European country, let alone the EU
market as a whole.

For market regulations, survey data shows substantial differences in both the scope
and the restrictiveness of sectoral regulations, indicating the enduring resistance
of EU member states to give up control over various legislative and regulatory
powers (see Figures 5 to 8). Regulatory heterogeneity in traditional non-digital
markets is substantial and an important source to the variations in EU member
state’s productivity levels. For total factor productivity, the data shows that in-
tra-EU productivity is not showing signs of convergence — far from it. Between
2000 and 2009, for example, aggregate total factor productivity of Northern Eu-
ropean countries increased, while it decreased for a number of Southern Europe-
an countries, which still show higher average levels of regulatory restrictiveness,
and stagnation thereof (see upper left chart of Figure 3 and Figure 5).

Figure 5: 2013 OECD product market regulation indices of single market

economies

Greece 1.74
Slovenia 1.70
Poland 1.65
Sweden 1.52
France 1.47
Luxembourg 1.46
Ireland 1.45
Spain 1.44
Belgium 1.39
Hungary 1.33
Portugal 1.29
Germany 1.29
Finland 1.29
Estonia 1.29
Slovak Republic 1.29
ITtaly 1.26
Denmark 1.22
Austria 1.19
United Kingdom 1.08
Netherlands 0.92

Source: OECD indicators of Product Market Regulation, 2013.

Evidence on intra-EU variation in the OECD’s market regulation data shows that
regulatory heterogeneity within Europe’s Single Market is still distinct. Diverse
laws regulating investment, market entry, entrepreneurship, state-owned enter-
prises and network industries remain a core feature of the Single Market, as are
diverse sets of rules for a wide range of services sectors including telecoms, trans-
port, retail and professional services.
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For those Single Market economies that are covered by the OECD’s surveys,
the country-specific restrictiveness of both horizontal and specific industry reg-
ulations reveal a substantial degree of legislative heterogeneity that impairs any
efficient functioning of the Single Market (see Figure 6). Although the barriers to
trade and investment, for example, do not differ strongly between member states,
policy heterogeneity is most significant in this policy field. The same is true for
the potential administrative burden for companies aiming to invest or simply
trade across EU borders.

As concerns licence and permits systems, the restrictiveness and complexity of
regulatory provisions and procedures is high on average. At the same time, het-
erogeneity within national legislations remained considerable for EU member
states. The same is true for government involvement in network services sectors.
Accordingly, a comprehensive reform package addressing regulatory heterogene-
ity would have a considerable impact on intra-EU trade. As outlined by Fournier
etal. (2015), for example, aligning PMR indicators to the average of the top half
of the best performers would bring down regulatory heterogeneity by one fifth
and could increase intra-EU trade intensity by more than 10 per cent.

Figure 6: Cross-country regulatory heterogeneity in the EU

HORIZONTAL INDICATORS
Explicit barriers to trade and investment 0.62
Licence and permits systermn | ——_—“_— —5 5 —— (.47
Complexity of regulatory procedures = 0.42
Government involvement in network sectors 0.35
Command & control regulation | E— ——————— (.35
Scope of state-owned enterprises | E————— (.29
Barriers in services sectors — |mum—m—e—e— (.24
Barriers to Network Sectors | (.23
Regulatory protection of incumbents /S— (.21
Barriers to Entreprencurship |me— 0.17
State Control 0.15
PMR Aggregate | 0.14

SECTORAL INDICATORS
Airlines 1.24
Telecom Services 0.67
Professional Services | n—— ().} 7
Retail Services | n—— (.41
Legal Services  n— (.37
Road Transport |- — — (.37
Rail Transport |ee——— (.3
Postal Services | n—— (.28
Accounting Services 0.28

0.00 0.20 0.40 0.60 0.80 1.00 1.20 1.40

Source: OECD. Indicators of Product Market Regulation, 2013. Own calculations. Numbers rep-
resent calculated variation coefficients based on national regulatory restrictiveness indices in 2013.
Countries in sample: Sweden, Finland, Belgium, Netherlands, United Kingdom, Germany, Italy,
Austria, France, Spain.

Regulatory heterogeneity within the Single Market is still distinct as evidence
suggests for the inter-EU variation in the OECD’s market regulation data (see
Figure 7). For those European economies that are covered be the OECD’s sur-
veys, country-specific numbers on market regulation reveal a substantial degree
of policy heterogeneity impairing the efficient functioning of the Single Market.

Heterogeneity in market regulations is also a typical feature of network services
industries such as airline services, telecommunication, but also postal and trans-
port services. In addition, EU member states retail markets are characterised by
significant differences in national regulations, and that also holds for a vast num-
ber of professional services beyond the area of legal services. As shown by Figure
7, for the period 2008 to 2013, progress in regulatory convergence was marginal
— at best. Most sectors do not exhibit any advances in regulatory convergence. For
engineering and architectural services as well as telecommunications, regulatory
diversity within the Single Market even increased as is expressed by the absolute
distance between minimum and maximum restrictiveness levels.
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The OECD’s services trade restrictiveness indices (STRI) exhibit a similar picture
(see Figure 8). In this core category, regulatory heterogeneity is a salient character-
istic of all services sectors covered by the OECD’s surveys. Differences in restric-
tiveness reflect general regulations that apply across all sectors of the economy,
e.g., barriers to the movement of employees, barriers to competition, restriction
on foreign entry, but also transparency in the rule-making process.

Figure 7: Diversity in regulatory restrictiveness in services sectors

Variation in Regulation in EU Network Sectors

Telecom Services 2008 '—D:}—*

Telecom Services 2013 ’—DI}—‘

Postal Services 2008 [ e 1}
Postal Services 2013 | L — I CHN
Rail Services 2008 | — e
Rail Services 2013 | —] Je
Road Transport Services 2008 [ s
Road Transport Services 2013 [ e

Airline Services 2008 H L]

AifineServices2013 | [ e

0o 05 10 15 20 25 30 35 40 45 50 55 60

Variation in Regulation in EU Professional Services Sectors

All Professional Services 2008 — e
All Professional Services 2013 | '—‘:l:}—‘
Legal Services 2008 | — e
Legal Services 2013 | e I I
Accounting Services 2008 | —{ e [}
Accounting Services 2013 | ’—E:—‘
Architecture Services 2008 _’—( L] [ —
Architecture Services 2013 -4|—°|—‘—‘
Engineering Services 2008 ) o | ———
Engineering Services2013 | e |}

0o 05 10 15 20 25 30 35 40 45 50 55 60

Retail Services 2008 — [e f—

Retail Services 2013 | —_— T Je
Retail Licences and Permits 2008 i —_——— o | o
Retail Licences and Permits 2013 | —_— Ie e

00 05 10 15 20 25 30 35 40 45 50 55 60

Source: OECD indicators of Product Market Regulation, 2013. The box plot shows the minimum,
first quartile, median, third quartile, and maximum regulatory restrictiveness levels. Dots represent

mean values.

As concerns the EU’s regulatory landscape for commerce, national legislation has
remained the dominant source of law. Technical and administrative barriers to
trade, widely known as non-tariff barriers to trade (NTBs) in terms of diverse
horizontal regulations, national product standards, domestic market (entry) reg-
ulations and red tape died only hard after the launch of the Single Market Pro-
gramme (SMP) in 1985. 24 years on from the original 1992 deadline, there still
remains an astounding level of regulatory heterogeneity between member states.
As a consequence, European firms are not only confronted with a myriad of na-
tional and even regional legislative acts; they also face innumerable regulatory
provisions for the sake of inconsistent country- and sometimes region-specific
public policy objectives. Examples are national copyrights regimes and national
waste management regimes, but also taxi transport and education services regula-
tions set at county or municipality level.?

? For a comprehensive analysis of regulations of taxi market, which are among the most regulat-

ed sectors in OECD countries, see OECD (2007).
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Figure 8: Heterogeneity in services trade restrictiveness
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Source: OECD indicators of Services Trade Restrictiveness, 2014. The box plot shows the minimum,
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mean values.

According to the OECD’s 2013 product market regulation (PMR) index, the
Netherlands shows the lowest aggregate value for regulatory restrictiveness, sug-
gesting that Dutch regulations are on average least restrictive in terms of the
burden they create for established businesses, but also investors and start-ups.
Market-specific regulations in Greece, on the other hand, were most restrictive
indicating that businesses already operating or willing to operate in Greece face
serious obstacles due to national laws (see Figure 5).

For digital as well as non-digital business models to expand, the main barrier is
not primarily the level of regulation, but regulatory heterogeneity. Many regu-
latory measures in fact increase a company’s fixed cost of market entry as they
need to set up resources and processes to comply with diverse country-specific
provisions. Accordingly, and contrary to a functioning system of mutual recog-
nition or, at best, harmonisation, the cost of market entry adversely affects firms’
total average costs per unit of output, increasing it with every new non-domestic
export market (for a graphical illustration see Figure 9).? The consequence of reg-
ulatory heterogeneity is that many firms are effectively prevented from engaging

* Some opponents of greater degrees of regulatory harmonisation in the EU argue that regulatory
competition is needed to ensure sound regulatory practices that are fit for purpose. Such argu-
ments miss the point given that the world of today counts more than 170 non-EU countries to
look at for regulatory comparison.
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in international trade with adverse consequences for intra-industry competition,
cross-country innovation spill-overs, and economic convergence. For the services
sector in general, Kox and Lejour (2005) show that regulatory heterogeneity cre-
ates a market-entry barrier for small- and medium-sized firms (SMEs) and neg-
atively affects services exports. As a consequence, as argued by Pelkmans and De
Brito (2012), regulatory heterogeneity is not only costly to businesses; it is also
to the detriment of consumers that are confronted with higher prices and less
product variety.

Figure 9: Digital expansion and the cost of regulatory heterogeneity

Unit average cost (AC) of digital expansion

Size of overall market [Ihome market pluslexport mlarkets)

Home market = = = = Export market 1 Export market 2 — = =~ Export market 3

Note: the home market chart illustrates the evolution of average cost of supply in case of mutual
recognition of national regulatory provisions. See also Kox and Lejour (2005).

The data outlined by Figure 10 indicate that there is a robust negative relationship
between the level of regulatory restrictiveness and the size of ICT capital invest-
ment across certain regulatory categories. Total ICT capital investment tends to
be lower the higher market entry barriers, the stronger regulatory protection of
network, retail and professional services sectors, and the wider the scope of state
control and regulatory protection of incumbent companies.*

For digital companies, entering a foreign market that is governed by regulations
that are different to domestic laws increase the cost of compliance, often to pu-
nitive levels. Regulatory compliance can take various forms: the choice over the
legal form of market entry, the adoption of products and services and the way
products and services are allowed and may actually enter the market. The Euro-
pean Commission’s inquiry of EU firms’ geo-blocking practices offers a telling
example of how non-digital barriers in the EU affect digital firms’ decisions and
businesses practices.

* As concerns the complexity of regulatory procedures, the positive slope of the line is driven by
two distinct outliers: Italy, which shows a low share of ICT capital investment together with a low
level of regulatory complexity, and the UK, which shows a high share of ICT capital investment
(for the reasons discussed above) and a high degree of regulatory complexity. Eliminating the UK
and Italy from the dataset would result in a negative sample correlation between the size of ICT
capital investment and the complexity of regulatory barriers.
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Figure 10: Regulatory restrictiveness and investment in ICT capital
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In the DSM strategy, the European Commission wants to create a seamless Eu-

ropean digital market-place, in which all industries can take full advantage of
what digitalisation offers. The Commission committed itself to “make legislative
proposals in the first half of 2016 to end unjustified geo-blocking.” With its leg-
islative proposals, the Commission aims to address a key priority of the European
Council, which concluded in May 2015 that “action must be taken [...] to re-
move the remaining barriers to the free circulation of goods and services sold on-

line and tackle unjustified discrimination on the grounds of geographic location.”
Geo-blocking, which - in crude terms - encompasses the blocking or modifi-
cation of digital content (including offers of physical goods and services) based

on customers place of residence within the EU, represents a textbook example

of how disproportionate, unjustified and unnecessary national laws restrict busi-

nesses from serving customers across European borders. While copyrights issues
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are explicitly excluded from this legislative initiative, the EU’s main objective is to
address “unjustified market fragmentation strategies” that are based on customers’
nationality or place of residence (European Commission 2015d, p. 4). For most
businesses, however, geo-blocking of digital content and the modification of dig-
ital offers are indispensable to comply with different national laws. The replies to
the Commission’s public consultation on geo-blocking remarkably demonstrate
that regulatory heterogeneity in non-digital sectors poses a major barrier to digital
commerce in the EU.

Geo-blocking is the result of non-Europe in national laws that regulate national
goods and services markets. According to businesses” views, geo-blocking is a di-
rect consequence of regulatory market fragmentation within the EU. According-
ly, it is not geo-blocking that hits consumers and prevents European businesses to
expand gain scale; it is legislative fragmentation of traditional sectors at national
member state level that poses significant costs to businesses and consumers alike

(see Table 2).

Table 2: Taxonomy of stated concerns justifying blocking and modification
of digital offers

A) Legal compliance with national law  B) Efficient business administration,
of EU member states profitability and freedom of contract

A.2) National B.1) Efficient B.2) Profitabil-
horizontal business ad- ity and freedom
regulations ministration of contract

A.1) Sector-specific
national law

1) Lack of finan-
cial resources

1) Unviable mar-
kets, risk of sunk

1) National con-
sumer protection

Physical goods:
1) National product safety

regulations regulations 2) Lack of internal costs and miti-

2) National technical 2) National data administrative gation of general
regulations protection regu- capacities business risk

3) National labelling lations 3) Lack of external 2) Market entry/
requirements 3) National reg- administrative access and contracts
4) National waste-manage- 1+ ulation of ‘terms capacities providing for ‘ex-
ment regulations and conditions’ 4) Lack of local clusive territory’

5) National construction 4) National presence distribution
material regulations regulations of 5) Language 3) Differences in
Non-digital services: warranty and barriers willingness-to-pay

financial services 5) National VAT

7) National regulation of regimes

quate logistical/ tiation according
delivery solutions to national demand

professional services 6) Diverging 7) Lack of ade- characteristics

8) National regulations fiscal require- quate payment 4) Brand reputation
for the provision of public 1 ments beyond methods considerations
services national VAT 5) Mitigation of
Digital services: requirements fraud and counter-

7) National
protection of
brands/trade-
marks

9) National copyright laws
10) National regulations
on telecommunication
services

11) National regulations
on the provision of digital
content

party risk

1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
6) Lack of ade- 1 and price differen-
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1

T
!
!
!
!
!
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1

. . [P 5

6) National regulation of 1 ‘right to return
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1

Author’s classification. Source include BIS 2016, Business Europe 2015, EMOTA 2015, STF 2015,

EuroCommerce 2015.

A vast number of sector-specific and horizontal regulations are still fragmented
along national lines. Differences in horizontal legal provisions, for example,
require cross-EU-border online traders to adapt to national VAT, consumer
protection and data protection laws. As concerns sector-specific regulations,
businesses have to customise products and services according to national prod-
uct safety regulations, national technical regulations, national labelling require-
ments, national waste-management regulations, or national construction mate-
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rial regulations (see column 1 and 2 in Table 2). As a consequence, architecture
services providers in Athens cannot simply offer their services via an online
platform to Berlin customers without aligning their offers and portfolios with
country-specific requirements. Similarly, a construction materials provider in
Warsaw has to adapt its portfolio to Swedish product and building standards in
order to qualify for Stockholm demand.

Importantly, the variation in national regulations and legal uncertainties directly
affect digital businesses’ market entry and market expansion decisions. Adminis-
trative barriers and compliance risks impact on the firms’ assessment of legal and,
finally, financial investment risks, let alone the need to set up additional resources
to administer country-law specific contract requirements, or to fulfil local com-
mercial presence requirements (see columns 3 and 4 in Table 2). The existence of
additional and unnecessary regulations work like a tax or a tariff. It drives a wedge
between the the price of production and consumer’s nominal willingness-to-pay,
i.e., it effectively prevents digital business activities, competition, and local em-
ployment and income opportunities respectively.

Conclusion

Regulation always sets the institutional context for economic activity and entre-
preneurial discovery. In the EU, most traditional non- or less digital goods and
services sectors are still regulated in a highly fragmented fashion, leading to high
business entry costs to step into another EU economy. The digital economy is not
unique in the sense that regulatory heterogeneity is higher in “native-born” digital
sectors than elsewhere.

Europe’s problem in progressing its digital economy and productivity is rather as-
sociated with economy-wide regulatory heterogeneity, and the regulatory barriers
that exist for digital business models to contest non-digital markets. Legal barriers
in the offline world create costly barriers for goods and services trade and make it
difficult for companies to establish operations in other countries without costly
adoption of business models to domestic laws and regulations.

The Digital Single Market is a worthy ambition, but it will not shift the pace and
direction of Europe’s digital economy unless it is combined with substantial re-
forms addressing regulatory heterogeneity in non-digital sectors. This is where the
chief obstacles lie to Europe’s digital future. It is of no importance whether new
digital innovations carry a European or foreign passport. The important reform
strategy for lifting Europe’s economic growth is rather the capacity of economies
to quickly transact and adopt to new technologies and new business models.
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