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FOREWORD

There has never been a better time to produce a practitioner’s textbook on State 
aid. The current global fi nancial debacle and government rescues of threatened 
banking institutions, followed by recession in a good many European countries, 
brings the EU State aid regime into focus more than ever before. Not only do the 
recent banking bail-outs themselves raise State aid questions, but we are entering 
a period, which may be prolonged, during which the governments of Member 
States will be faced with many calls to extend aid to industries hit by the downturn 
and the credit famine.

‘Cometh the hour, cometh the man’—or in this case the woman. I can think of 
no-one better qualifi ed for the task of producing the defi nitive practitioner’s 
handbook on this complex subject than Kelyn Bacon. Not only has she already 
written articles and lectured regularly on aspects of State aid, but she has also been 
instructed as counsel in many of the most important aid cases both in national 
courts and in the European Court of Justice in Luxembourg.

Until the seminal case of R v Attorney General ex p ICI the general perception was 
that the State aid regime amounted to little more than a debate between Member 
States and the EC Commission, with the possibility of infraction proceedings in 
the Court of Justice as a last resort. ICI demonstrated for the fi rst time, at least in 
the United Kingdom, that Articles 87 and 88 of the EC Treaty have real teeth. 
Competitors of a company which is the recipient of aid can go to a national court 
to stop the grant of that aid unless and until it has been notifi ed to, and approved 
by, the Commission. Any aid unlawfully paid must be repaid and if the govern-
ment granting it is held to have fl outed the rules, then damages may be claimed by 
disadvantaged businesses in accordance with the principles in Case C-48/93 R v 
Secretary of State for Transport ex p Factortame Ltd. With enhanced awareness of the 
signifi cance of the ‘standstill’ requirement in the last sentence of Article 88(3) the 
number of challenges based on it mushroomed in the English courts. (See for 
example R v Commrs of Customs & Excise ex p Lunn Poly, R v Secretary of State for 
Trade and Industry ex p BT3G, R v Commrs of Inland Revenue ex p Professional 
Contractors’ Group and R (British Aggregates Association) v HM Treasury, in most of 
which Kelyn Bacon appeared as counsel.) Even so, compared with the detailed 
treatment afforded to the other competition provisions of the EC Treaty, State aid 
has tended to be regarded by textbook editors and commentators as something of 
a Cinderella subject. So a text of this quality, written by Kelyn Bacon and other 
acknowledged specialists, is particularly welcome.
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The book’s structure and layout are designed to satisfy both the practitioner’s need 
to fi nd the answer to a particular question quickly and the more relaxed reader’s 
desire for a comprehensive account of the subject. After an introductory chapter 
outlining the political and economic bases for the rules, the following three chap-
ters describe in detail the concept of aid, the general principles governing the 
compatibility of aid with Community law, and relevant international agreements. 
Each of the next eleven chapters covers a specifi c type of aid, identifying and ana-
lysing relevant secondary legislation, Commission decisions and guidelines, and 
Court of Justice case-law. The last three chapters are concerned with procedures, 
dealing in detail with the Commission’s supervisory role and with the enforce-
ment of State aid rules at both European Court and national court levels. Each 
chapter is helpfully split into individually titled paragraphs, making the book 
both easy to fi nd one’s way around and visually attractive. Most important of all, 
it is written in a clear, economical and thoroughly readable style, which is a credit 
to the general editor and the distinguished group of co-authors assembled by her.

In short, European Community Law of State Aid is a thoroughly researched, well-
presented, bang up-to-date and user-friendly treatise on a diffi cult subject. Quite 
simply, it contains everything one needs to know about the law and practice relat-
ing to State aid. No practitioner advising in this area and no-one else who is inter-
ested in the subject-matter can afford not to have a copy.

Sir Gerald Barling
President of the Competition Appeal Tribunal

November 2008

Foreword
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PREFACE

During the decade in which this book has been in contemplation, the Community 
law of State aid has changed beyond recognition. From being, in the early 1990s, 
a very under-developed subject, the last ten years have seen a surge in State aid 
policy-making, with the most recent legislative reform initiatives being set out in 
the 2005 State Aid Action Plan. This has led among other things to the adoption 
of the General Block Exemption Regulation this summer, consolidating a num-
ber of separate earlier block exemptions and bringing together the assessment of 
horizontal and regional aid, for the fi rst time, under a single set of common provi-
sions. Refl ecting the increasing importance of State aid enforcement in the prior-
ities of the Commission and the Member States, the European Court has had to 
deal with a large number of State aid cases in recent years, many of which have 
raised complex issues of law and policy. In addition, as in other fi elds of competi-
tion law, the Commission has increasingly emphasized the important role of 
national courts, thereby encouraging the enforcement of State aid law through 
private litigation as a complement to regulatory intervention.

In the wake of these far-reaching changes, the aim of this book is to provide a 
comprehensive description of both the jurisprudence of the European Court on 
State aid and the Commission’s decisional practice, as well as the legislation and 
guidelines that have been adopted in this area. The size of this task is demon-
strated by the fact that, in the course of writing this book, the number of authors 
has grown from two to 15. Without the considerable expertise, time and effort of 
my co-authors this book would not have been possible. It goes without saying that 
the views expressed in all of the chapters are purely personal, and should not be 
taken as representing the views of any organisation or institution to which the 
authors belong; nor should anything in this book be taken as constituting legal 
advice. 

Several other individuals deserve particular mention. Professor Claus-Dieter 
Ehlermann introduced me to the subject of State aid in 1996 at the European 
University Institute in Florence, and encouraged me in my fi rst academic forays 
into this fi eld. Subsequently, since arriving at Brick Court, I have been fortunate 
to be involved in a number of domestic and European State aid cases, most often 
with Sir Gerald Barling who has been my colleague and friend for the last ten 
years. The arguments developed in those cases formed the basis of much of the 
structure and content of Chapter 2. Carsten Zatschler contributed substantial 
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material to early drafts of Chapters 3 and 17, and has provided valuable insights 
into numerous aspects of substantive State aid law and European Court proced-
ure; Urs Haegler assisted with the research for Chapter 1; and Luca Rubini 
 provided many helpful comments on Chapter 4. I am also extremely grateful to 
my successive research assistants Thomas Karalis, Paul Stuart, Katy Everett and 
Rowena Moffatt, whose enthusiasm and diligence enabled this book to be 
 completed far faster than it would otherwise have been. Finally, Luke Adams and 
his team at OUP have given us tremendous support through all stages of the 
 writing and production process.

We have generally attempted to describe the law as it stood at 1 September 2008, 
although we have been able to take account of a number of developments since 
that date. In particular, we have endeavoured to incorporate in Chapter 7 the 
main changes in the Commission’s policy on rescue and restructuring aid for
(in particular) fi nancial institutions, precipitated by the 2008 ‘credit crisis’, as well 
as some of the recent cases approving aid on the new basis. Chapter 7 also refers 
briefl y to the Commission’s ‘Temporary framework for State aid measures to 
 support access to fi nance in the current fi nancial and economic crisis’ adopted on 
17 December 2008, although this came too late for us to include any signifi cant 
discussion of the Framework’s contents. 

In addition to these very recent developments, a large number of consultations on 
other State aid guidelines and policy documents are ongoing at the time of writing 
and are expected to conclude by the time this book is published (or shortly there-
after). As regards substantive policy, these include consultations on new guidelines 
on training aid, aid to disadvantaged and disabled workers and regional aid to 
large investment projects; and revised rules for State funding of public service 
broadcasting. In terms of procedure, the Commission is consulting on a new 
Commission notice on State aid enforcement by national courts (to replace the 
1995 notice on cooperation between national courts and the Commission in the 
State aid fi eld), and a ‘Best Practice Code’ which is intended to provide guidance 
on the day-to-day conduct of the Commission’s State aid proceedings. These all 
highlight the fact that the fi eld of State aid law is currently one of the most dynamic 
and fast-moving in the area of Community law, presenting a constant challenge 
for both practitioners and the authors of State aid textbooks.

Kelyn Bacon
December 2008

Preface
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NOTE ON CITATION

This text uses the post-Amsterdam Treaty numbering of articles of the EC Treaty. 
As is by now conventional, when the text includes a direct quotation from a judg-
ment that precedes the Amsterdam renumbering, the new article number is sub-
stituted, in square brackets, for the original number.

Most judgments of the European Court referred to in the text have been reported 
in the offi cial European Court Reports (ECR), and for these the relevant ECR 
reference is given. An increasing number of judgments and orders of the European 
Court are not, however, reported in the ECR series; and in some cases the judg-
ment is too recent to have been reported there. In those cases the date of the judg-
ment is given instead of an ECR reference.

Commission decisions taken following a formal investigation procedure are pub-
lished in full in the Offi cial Journal (OJ), as are the authentic language versions of 
decisions to initiate the formal investigation procedure (together with a ‘meaning-
ful summary’ in the language of the OJ in question). In those cases the OJ refer-
ence is given where available. If the decision has not yet been published the case 
number and date of the decision are given. Where the Commission closes a case 
following a preliminary examination of the notifi cation or complaint, only a sum-
mary of the decision is published in the OJ, with the full text in the authentic lan-
guage (now, increasingly, accompanied by an English or French translation) 
available on the Commission’s website. In such cases the case number and date of 
the decision are given rather than the OJ reference. 

For State aids that are covered by a block exemption and are therefore non-notifi -
able, no decision arises, but Member States are still required to provide summaries 
of the aids that have been granted. These summaries are published in the OJ as 
well as the Commission’s website; in the few instances where the text cites such 
aids, the OJ reference is given.
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1

INTRODUCTION TO STATE AID 
LAW AND POLICY

A. Overview

Introduction. The purpose of this book is to set out the detailed rules for the 
application of the European Community State aid rules (both substantive and 
procedural) by the Commission, European Court and national courts. These 
detailed rules are addressed in Chapters 2 to 18 below. Practitioners seeking an 
immediate answer to a practical problem should turn to those chapters. The aim 
of this chapter, by contrast, is to provide an introduction to the political and 
economic themes that have shaped the development of State aid law and practice 
within the Community over the last decades. 

The Treaty provision. The basic legal framework governing State aid control is set 
out in Articles 87 and 88 of the EC Treaty, of which the substantive rules are con-
tained in Article 87. That provision is split into three parts. 

(a) The fi rst part, Article 87(1), sets out a general prohibition. It defi nes aid that 
is prima facie prohibited and unlawful, ie aid provided through State resources 
that ‘distorts, or threatens to distort, competition by favouring certain under-
takings or the production of certain goods’. 
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(b) The second part, Article 87(2), lists the type of aid deemed to be compatible 
with the common market: that is aids that have a social character granted to 
individual consumers, aids to make good the damage caused by national 
disasters or exceptional occurrences, and aid granted to certain areas of 
Germany affected by the division of that country. 

(c) The third part, Article 87(3), allows the Commission to permit a number of 
categories of aid for which any anti-competitive effects are outweighed by 
other benefi ts. 

Comparison with other competition provisions. The structure of Article 87(1) 
described above means that, like other pillars of competition policy (merger con-
trol and the control of anti-competitive business practices), State aid control 
instructs the Commission to prohibit activities that could harm competition 
unless there are suffi ciently good grounds to allow these activities to go ahead. 
Consistent with this, the European Court has insisted on ‘the broad unity of 
purpose between the competition provisions of the Treaty.’1 Yet the practice of 
State aid control is rather different. In reality, little analysis has hitherto gone into 
screening out activities that have no real impact on competition when imposing 
the initial prohibition. The result is a largely formalistic notion of harm to com-
petition, and consequently a prohibition that catches a wide range of measures.2 
Far more attention is paid to balancing any harm against the potential benefi ts of 
the aid, when assessing whether a State measure should benefi t from a derogation 
from the prohibition (ie whether it is to be regarded as compatible with the com-
mon market). The range of benefi ts that the Commission can consider in this 
context is very broad, including not only improvements to economic effi ciency, 
but also issues of equity such as social cohesion. In principle this gives the 
Commission a very wide discretion in deciding whether the benefi ts of an aid 
outweigh the harm to competition.

The role of secondary legislation and soft law. In practice the Commission has 
limited its discretion to approve State aid through a mixture of secondary legislation 
and soft law in the form of detailed guidelines. This refl ects at least two factors. 
First, using soft law makes it easier for the Commission to resist political pressure in 
individual cases by committing itself to particular tests and standards. This strength-
ens the hand of the Commission in imposing its view of ‘good’ aid on Member 
States. Some have claimed that this gives the Commission a tool for directing the 
aid policies of Member States.3 Secondly, using soft law and secondary legislation 

1 Case 6/72 Europemballage v Commission [1973] ECR 215.
2 See eg the list at para 2.06 below.
3 M Blauberger, ‘From Negative to Positive Integration? European State Aid Control through 

Soft and Hard Law’ Max Planck Institute for the Study of Societies, Discussion Paper 04/04 (2008).
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allows the Commission to handle an increasing workload more effectively, and 
provides greater certainty to Member States when planning their actions.

State Aid Action Plan. In March 2000 members of the EU met at the Lisbon 
summit to discuss methods of encouraging growth and development in the EU. 
Their conclusions became known as the ‘Lisbon Strategy’. The Lisbon Strategy 
was re-launched in 2005, with an agenda to develop growth and jobs in the 
Community. This sparked a period of modernization and reform across all areas 
of the Community, including State aids. The proposed implementation of the 
State aid reforms was outlined by the Commission in June 2005 in a ‘State Aid 
Action Plan’.4 The Commission did not propose any limitation to the current 
wide scope of the prohibition in Article 87(1). Instead, it proposed wide-ranging 
changes to the secondary legislation and guidelines governing the analysis of 
whether an aid falls under the derogations in Article 87(3). This package of pro-
posed measures had the objective of achieving less and better targeted State aid, a 
more refi ned economic approach, more effective and transparent procedures and 
a shared responsibility between the Commission and Member States.5 It is also 
noticeable that the State Aid Action Plan is very specifi c about the Commission’s 
priorities when granting a derogation: it will be more likely to approve aids that 
promote the objectives of the Lisbon Agenda for growth and jobs. Many of the 
reforms proposed in the State Aid Action Plan have now been implemented, with 
the most signifi cant being the adoption in 2008 of the new General Block 
Exemption Regulation (‘GBER’) covering both horizontal and regional aid. 

Implications of the reforms. The reform of State aid is likely to have at least two 
effects. First, since its guidelines are increasingly grounded in fi rmer analytical 
foundations, in support of a more explicit agenda, the Commission’s ability to 
resist political pressure in individual cases may be enhanced. We can expect that 
notifying States will increasingly design aid to make sure that it falls within either 
one of the block exemptions, or failing that within the relevant guidelines. 
Secondly, it is clear that the new policy approach is based on wider and more rigor-
ous economic and fi nancial principles, and recent decisions show that Member 
States are supplying more economic and fi nancial analysis to support their notifi -
cations. Nevertheless, the Commission is still hampered by weak investigative 
powers, and the quality of its analysis is often still well below that seen in other 
areas of competition policy.

4 State Aid Action Plan: Less and better targeted state aid: a roadmap for state aid reform 2005–
2009, COM(2005) 107 fi nal.

5 ibid, para 18.
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B. Why governments grant State aid

1. Government and markets

Markets and economic effi ciency. Modern European economies rely heavily on 
markets and private undertakings to decide what goods to make and sell, what capital 
projects to fund, what R&D to undertake, and where all these activities should take 
place. There are many reasons for this, from the belief that competitive markets are 
an important protector of liberty,6 to more economic concerns with effi ciency. 
Economists are fond of quoting the fi rst and second welfare theorems, which state 
that (under certain conditions) market allocations will achieve static effi ciency: no 
one can be made better off without someone being worse off as a result.7 But perhaps 
more important in supporting the view of the current Competition Commissioner, 
Neelie Kroes, that markets and competition are a key source of benefi t for European 
citizens8 is the impressive body of research and experience showing that competition 
between free undertakings spurs investment, productive effi ciency, and innovation.9 

Government and markets. Modern European economies do not, however, rely 
on markets and private undertakings for everything, and do not leave markets and 
undertakings completely free from interference and regulation. This is not sur-
prising. Markets, after all, do not always deliver effi cient outcomes. In any case 
governments often pursue goals that have nothing to do with economic effi ciency, 
and spend large amounts on a wide variety of policies. For example:

(a) Governments are often directly involved in the provision of public services 
such as health services, education, social welfare, national defence, law and 
order and environmental protection. 

6 Yergin and Stanislaw note that according to the ordoliberal view competition was the best way 
to prevent excessive private or public concentrations of power, and was the best guarantee of political 
liberty, as well as providing a superior economic mechanism: see D Yergin, and J Stanislaw, 
Commanding Heights: The Battle for the World Economy (Simon and Schuster 2002), pp 16–17.

7 HW Friederiszick, L-H Röller and V Verouden, ‘European State Aid Control: An Economic 
Framework’ in P Buccirossi (ed), Handbook of Antitrust Economics, (MIT Press, 2008), p 632.

8 ‘The bitter experience of history has demonstrated that engineering the creation or protection of 
national “champions”—yielding to the temptation for governments to “pick winners”—is not the way 
to succeed in the global economy’: Commissioner Neelie Kroes, ‘Industrial Policy and Competition 
Law & Policy’, Speech at the Fordham University School of Law, New York, 14 September 2006, press 
release SPEECH/06/499. 

9 For example, empirical work on the European and US banking markets show that deregulation 
leads to cost effi ciencies: J Gual and D Neven, ‘Market Services and European Integration: issues and 
challenges’, in European Economy – Social Europe (Reports and Studies) No. 3 (European Commission 
1993), 151–82; and J Jayaratne and P Strahan, ‘Entry Restrictions, Industry Evolution, and Dynamic 
Effi ciency: Evidence from Commercial Banking’ (1993) Journal of Law and Economics, Vol 41(1), 
239–73. Alesina et al also show that for OECD countries deregulation has tended to increase invest-
ment, especially in the utilities, transport and communications sectors: A Alesina et al, ‘Regulation 
and Investment’ (2005) Journal of the European Economic Association, Vol 3(4), 791–825.
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(b) Governments also play an active role in managing important sectors of the 
economy, often where the sector is dominated by a former state monopoly, 
such as in telecoms or energy.10 

(c) States are active in many aspects of consumer protection. In the UK for exam-
ple the OFT has a mandate to conduct market studies to identify and address 
‘all aspects of market failure, from competition issues to consumer detriment 
and the effect of government regulations.’11

(d) Governments may also regulate markets for a variety of other reasons, such as 
the need to manage systemic risks in the fi nancial sector.

State aid is thus just one of many channels through which governments have an 
impact on the functioning of markets and economies. It is, however (as will 
become apparent from the rest of this book), probably the channel that is most 
tightly regulated under Community law.

2. The pattern of spending on State aid

The magnitude of government spending on State aid. The value of total State aid 
in 2006 for the EU 25 was E66.7 billion,12 which corresponds to an average of 
0.58% of GDP for those countries. Comparing State aid to other forms of govern-
ment spending confi rms that, across the EU, State aid remains a minor aspect of 
government activity. EU-wide government spending in 2006 was E5,400 billion, 
implying that State aid accounted for 1.24% of total government spending. These 
fi gures, however, mask signifi cant regional variations. Total UK State aid amounted 
to E4.2 billion in 2006, representing 0.22% of UK GDP or 0.6% of total UK 
central government spending during that period. On the other hand in Malta, 
which grants the highest percentage of State aid of any EU Member State, the fi g-
ures for the same year were 1.77% of GDP and 4.00% of total government 
spending.13

Horizontal versus sectoral aid. The Commission distinguishes between hori-
zontal and sectoral State aid. Horizontal aid concerns schemes potentially benefi t-
ing all companies, regardless of their industry. Sectoral aid is targeted at specifi c 
industries or sectors (or companies within those sectors). In 1992 sectoral aid 
accounted for 48% of EU State aid, and by 2006 that fi gure had fallen to 15%.14 
This trend is in line with the clear preference on the part of the Commission for 

10 Where sectoral regulation provides specifi c rights to some undertakings, this may be equiva-
lent to providing funding to them.

11 Offi ce of Fair Trading, ‘Market Studies – Guidance on the OFT Approach’, November 2004.
12 Data obtained from the Commission website; fi gures exclude aid to railways.
13 Figures exclude aid for agriculture, fi sheries and transport. 
14 Figures exclude aid for agriculture, fi sheries and transport.
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horizontal aid, which is considered to distort markets less than sectoral aid 
does.15

The distribution of horizontal aid. Horizontal aid tends to be focused on areas 
where it is believed that markets alone will not deliver outcomes that are socially 
or politically optimal. For example, companies may be reluctant to spend enough 
on basic R&D if they fear that their rivals stand to benefi t from any results; SMEs 
may be unable to raise suffi cient capital because they do not have a suffi ciently 
long track record; and governments may wish to support depressed regions for 
reasons of social cohesion. In 2006, 85.2% of EU 25 State aid went to horizontal 
schemes, with varying aims such as the environment (31.2% of all horizontal 
State aid), regional aid (22.0%), R&D&I (16.4%), SMEs (12.8%), employment 
(7.9%), energy (2.9%), culture and heritage conservation (2.8%), training 
(1.7%), commerce, export and internationalisation aid (1.5%), and risk capital 
(0.7%). As for the UK, 89.8% of its State aid was granted for horizontal schemes, 
with a greater emphasis on environment and risk capital and less weight on 
employment.16 

The distribution of sectoral aid. The reasons why some sectors benefi t from 
sectoral aid are varied and sometimes refl ect historical accident. Broadcasting 
benefi ts from sectoral aid because it is felt that access to information is a basic 
requirement in a functioning democracy, and there are concerns that coverage in 
rural areas may not be provided by unregulated markets. Shipbuilding also gets 
special treatment because of perceived structural features that have led to cyclical 
over-capacity. More historically, coal has been an important focus of Community 
policy since the Communities’ foundation, motivated in large part by a desire that 
Europe be self-suffi cient in energy. In 2006, sector-specifi c State aid accounted for 
14.8% (E7.1 billion) of EU 25 State aid, and for the UK this fi gure is 10.2% 
(E315 million).17 

15 In 2005, Commissioner Neelie Kroes said: ‘I welcome the shift in all Member States away from 
supporting individual companies or particular sectors towards tackling horizontal objectives such 
as R&D, the environment and cohesion’: press release IP/05/457. See also Friederiszick, Röller and 
Verouden, ‘European State Aid Control: An Economic Framework’ in P Buccirossi (ed), Handbook 
of Antitrust Economics (MIT Press 2008) p 652. 

16 Figures exclude aid for agriculture, fi sheries and transport.
17 Figures exclude aid for agriculture, fi sheries and transport. Recent high-profi le cases of ad 

hoc rescue and restructuring aid include Bankgesellschaft Berlin in Germany (Case N 49/2006 
Amendment of the BGB decision (26 April 2006)), Alstom and Bull in France (Decision 2005/418/
EC Alstom [2005] OJ L150/24 and Decision 2005/941/EC Bull [2005] OJ L342/81), British 
Energy in the UK (Decision 2005/407/EC British Energy [2005] OJ L142/26), and Alitalia in Italy 
(Decision 2006/176/EC Alitalia [2006] OJ L69/1).
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C. The aims of Community State aid control

1. Role of Community oversight of State aid

Justifi cation for State aid control. State aid has the capacity to distort competi-
tion by interfering with the level playing fi eld on which companies compete, with 
the potential consequence that less effi cient companies can account for a larger 
share of output. State aid control gives the Commission a role in preventing such 
distortions, unless there is a good enough reason why the aid should be granted. 
This point is nicely captured in a speech by Lowri Evans, where she said: 

There are strong reasons for State aid control in the EU. State aid is a tool that can be 
put to good and bad uses. State aid can be abused to protect national players, keeping 
ineffi cient fi rms afl oat, distorting competition and artifi cially maintaining costly, 
fragmented markets. But State aid can also be used positively to embrace globaliza-
tion by better targeting public funds towards growth and jobs in open and competi-
tive markets—supporting economic reform to deliver long-term competitiveness. 
The Commission, in that context, is a referee making sure that when State aid is 
given, it is overall for the benefi t of the Union, because the positive side in terms of 
growth, jobs, social cohesion, or the environment say, outweigh the negative side in 
terms of distortions to competition and trade.18

As the following paragraphs explain, such distortions may be both intended and 
unintended. 

Preventing intended distortions. Perhaps the most important reason for imposing 
Community oversight on State aid is in order to prevent countries from deliberately 
using State aid to benefi t their own enterprises at the expense, among others, of rivals 
located in other Member States. Governments can favour their own enterprises in 
many ways, for example by subsidizing their exports, paying for their R&D, impos-
ing import tariffs, and offering attractive terms to overseas investors. This can create 
benefi ts for the national economy. A larger share of industry profi ts will be earned 
domestically, and other sectors of the economy may also benefi t by supplying inputs, 
sharing the benefi ts of a more skilled workforce, and so on. Community control of 
this type of government activity can help avoid two ineffi ciencies. 

(a) First and most important, government aid to a ‘national champion’ can distort 
the international level playing fi eld on which companies compete, and may mean 
that less effi cient companies end up accounting for higher levels of output. 

(b) Second, Community control can limit wasteful spending on State aid by pre-
venting a ‘prisoners’ dilemma’. Aid by one country could trigger retaliation 

18 Lowri Evans (currently Deputy Director-General – Operations, DG COMP), ‘State Aid 
Reform: Where Do We Stand? Status of the State Aid Action Plan’, Speech at the IBC Global 
Conference, Brussels, 7 November 2006.
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from another. These two acts may partially cancel each other out, thus limit-
ing their impact on market outcomes. But the two governments will be worse 
off because they have both spent resources to no benefi t. By limiting the 
discretion of national governments to grant aid, Community control can 
help avoid this waste.19 

Preventing unintended distortions. Even if a government does not intend to 
favour its domestic enterprises at the expense of others, State aid may still distort 
the level playing fi eld as an unintended side effect of a measure whose purpose is 
purely domestic.20 It is well established that State aid is an objective concept and 
that aid is defi ned in relation to its effects rather than its purpose.21 Community 
oversight provides a mechanism by which these spillovers are taken into account.

Examples. Several recent cases involving formal investigations by the Commission 
illustrate the nature of Community oversight and the Commission’s concerns. 

Volkswerft Stralsund.22 In August 2005, Germany notifi ed to the Commission 
its intention to grant regional investment aid in favour of Volkswerft Stralsund, 
a shipbuilding company located in Mecklenburg Vorpommern. Concerned 
by the fact that this regional investment aid could not only be used to increase 
the productivity of the fi rm, as assessed by Germany, but also to increase its 
production capacity, the Commission decided to open a formal investigation 
procedure. It subsequently found that the aid was not aimed at helping this fi rm 
to increase its production capacity and that, according to the competitors, it 
would not distort competition in the EU. The Commission accordingly 
approved the aid. 

French R&D aid to Peugeot-Citroën for hybrid diesel car.23 In November 2007 the 
Commission decided to open a formal investigation into a proposed E96 million 
State aid for Peugeot-Citroen and its partners, to support the development of a 
hybrid diesel car. Whilst the aid appeared to meet two horizontal objectives 
covered by Community guidelines (environment and R&D), the Commission 
questioned whether the aid really addressed a market failure, as Peugeot-
Citroen’s competitors had also started to develop such a car without similar 

19 See eg Friederiszick, Röller and Verouden, ‘European State Aid Control: An Economic 
Framework’ in P Buccirossi (ed), Handbook of Antitrust Economics (MIT Press 2008), pp 638–9. 
However, some authors have noted that under certain circumstances competition between countries 
can enhance overall effi ciency; see eg T Besley and P Seabright, ‘The Effects and Policy Implications 
of State Aids to Industry: An Economic Analysis’ (2001) Economic Policy, Vol 14(28) 13–53.

20 Friederiszick, Röller and Verouden, ‘European State Aid Control: An Economic Framework’ 
in P Buccirossi (ed), Handbook of Antitrust Economics (MIT Press 2008), pp 638–9.

21 See para 2.03 below.
22 Decision 2007/402/EC Volkswerft Stralsund [2006] OJ L151/33.
23 Decision in Case C 51/2007 VHD programme (13 November 2007) and press release 

IP/07/1679.
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State support. The case was closed in January 2008 after the State aid proposal 
was withdrawn by France.

Vauxhall car training.24 In February 2007, the UK notifi ed to the Commission 
a plan to provide aid to the Vauxhall plant at Ellesmere Port, which its owner 
General Motors had selected to produce its new compact car. In order to be able 
to produce this car, training for the employees was necessary. The proposed 
State subsidies were targeted at this training programme. In July 2007 the 
Commission decided to open a formal investigation into the necessity and 
specifi city of the proposed aid. The aid was ultimately approved on the grounds 
that the costs of the usual training and the training specifi c for the introduction 
of this new car was not included in the proposed aid. Instead, the aid was tar-
geted at a training programme that would enable the employees to acquire 
‘skills which are transferable to other fi rms or industries’. 

Pickman.25 The Commission decided to open a formal investigation into aid 
granted to the Spanish fi rm Pickman, which produces dishes and chinaware. 
Following a complaint by a competitor, the Commission found that Pickman 
had received support from the regional and national authorities in Spain in the 
form of loans and debt rearrangements. The Commission has raised concerns 
that this support is fi rm-specifi c and aimed at artifi cially keeping an ineffi cient 
fi rm in business,26 resulting in a distortion of competition. This investigation is 
ongoing at the time of writing.

French State guarantee for Finnish nuclear power plant operator TVO.27 In 
September 2007, the Commission closed its formal investigation into a guarantee 
by the French government covering a loan granted to the Finnish electricity pro-
ducer TVO. With this loan, TVO purchased part of a nuclear plant from the 
French company Areva. The investigation showed that TVO would have had 
suffi cient access to the fi nancial markets to fi nance the project without the French 
Government’s action, and that the guarantee premium paid by TVO to the French 
Government was not below the market price. The guarantee did not therefore 
confer an advantage on TVO, and hence did not constitute State aid. 

Sicilian regional aid scheme.28 In 2005, Italy notifi ed to the Commission a pro-
posed regional aid scheme ‘designed to promote the setting up of new compan-
ies and to narrow the gap between companies in Sicily and companies located 

24 Decision in Case C 23/2007 Vauxhall Motors (16 April 2008).
25 Decision in Case C 20/2007 Pickman [2007] OJ C239/12.
26 According to Commissioner Neelie Kroes, ‘We must ensure that companies in diffi culties do 

not benefi t from illegal and repeated public support without undergoing the necessary restructuring 
to return to viability’: press release IP/07/897; and see further generally Chapter 7 below. 

27 Decision 2008/281/EC TVO guarantee [2008] OJ L89/15.
28 Decision 2007/493/EC Sicilian regional aid scheme [2007] OJ L183/41.
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in other regions of Italy.’29 The scheme provided for a reduction in the rate 
of the Italian regional tax on productive activity, for cooperatives and private 
security fi rms. The Commission considered that the aid would distort competi-
tion without promoting growth, with no demonstrated link between the design 
of the aid and the objectives that it purported to serve. The aid was therefore 
prohibited.30 

2. The Article 87(1) prohibition

The goal of preventing distortions to competition. In the State Aid Action Plan 
the Commission sets out its current view about the role of State aid control. It 
starts by insisting on the importance of competition as a means of promoting con-
sumer welfare and promoting the effi cient allocation of resources: ‘[c]ompetition 
is furthermore essential to enhance the competitiveness of the European economy, 
by creating an environment in which effi cient and innovative companies are 
rewarded properly’.31 The State Aid Action Plan goes on to describe the particular 
role of State aid control in protecting competition as being to maintain a level 
playing fi eld. It sets out two reasons why this is important. First, it ensures that 
market forces reward the most competitive companies, to the benefi t of European 
competitiveness. Second, it prevents companies accumulating market power, 
which could lead to higher prices and lower quality.32 

Absence of consumer welfare as a goal in approach to Article 87(1). The state-
ments in the State Aid Action Plan in support of a goal of consumer welfare, and 
expressing a concern about market power, are notable as rare references to the con-
cepts in the practice of State aid control. Writing before the State Aid Action Plan 
was published, Martin and Strasse said that in practice State aid control has often 
placed relatively little weight on consumer welfare.33 This is certainly true of Article 
87(1), which contains no explicit or implicit requirement to show the creation of a 
harmful degree of market power, or harm to consumers in any other way. 

The standard of proof for showing a distortion of competition. Not only is 
there no requirement to show that State aid will lead to consumer harm, but there 
is not even, in practice, any need for extensive analysis showing a material distor-
tion to the level playing fi eld in the fi rst place. The basic test for a distortion of 
competition is whether the recipient of the aid was strengthened (for example 

29 ibid, para 9.
30 ibid, paras 18–31 and 46, and press release IP/07/159. 
31 State Aid Action Plan: Less and better targeted state aid: a roadmap for State aid reform 

2005–2009, COM(2005) 107 fi nal, paras 5 and 6.
32 ibid, para 7.
33 See eg S Martin and C Strasse, ‘La Politique Communautaire des Aides d’État Est-elle une 

Politique de Concurrence?’ Concurrences, 2005 Vol 3: 52–9.
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because its costs were reduced) compared to others competing in intra-Community 
trade. However it is not necessary to defi ne the relevant market, or confi rm that 
there are competitors at all (a measure benefi ting a whole sector can be aid); there 
is no need to show that the impact is substantial; and indeed the goods and services 
for which competition is distorted need not be the ones affected by the aid.34

Selectivity and distortion of competition. On its face, there is another element of 
the defi nition of an aid in Article 87(1) that could screen out measures that are 
unlikely to have a material effect on competition. This is the criterion that an aid 
must ‘favour certain undertakings or the production of certain goods’, or in other 
words, an aid must be selective.35 In practice, however, the selectivity test plays 
a limited role in screening out measures from further scrutiny. In one sense the test 
is rather strict: the fact that a measure benefi ts undertakings in just one Member 
State is irrelevant to an assessment of whether it is selective. What matters is 
a comparison between the undertakings affected by the measure and others in the 
same Member State. This can mean there is no causal link between the selective 
nature of an aid and any distortion of competition.36 On the other hand the com-
parison between the affected undertaking and others in the same Member State 
brings a wide range of potential measures within the ambit of the prohibition. 
Almost all State measures affect different undertakings and sectors to different 
degrees, so that almost all measures are potentially caught by this condition. While 
there are some limits to the concept of selectivity, the principles underlying these 
are often ambiguous and hard to apply.

The problem of ‘over-inclusiveness’. All of this has led some commentators to 
refer to a problem of ‘vast over-inclusion’37 and to call for reforms that would 
require a more robust analysis of the potential for a State measure to distort 
competition in order to limit the scope of the prohibition.38 

Commission’s approach. The Commission’s package of State aid reforms ignores 
the calls to limit the application of Article 87(1) by strengthening the analysis of 

34 See generally paras 2.134–2.140 below.
35 See para 2.02 below and discussion of selectivity criterion at paras 2.109–2.132.
36 C Ahlborn and C Berg, ‘Can State Aid Learn from Antitrust? The Need for a Greater Role for 

Competition Analysis under the State Aid Rules’ in Biondi, Eeckhout and Flynn (eds), The Law of 
State Aid in the European Union (OUP 2004) p 54, noting that in Case 203/82 Commission v Italy 
[1983] ECR 2525 the discrimination was between sectors in Italy employing many women, and 
others in Italy employing fewer. However the impact on competition occurred between the favoured 
Italian companies and their foreign counterparts.

37 Ahlborn and Berg, ibid, p 51.
38 Ahlborn and Berg, ibid, p 54; Papandropoulus et al, ‘Selectivity, Economic Advantage, 

Distorition of Competition and Effect on Trade’ in J Derenne and M Merola, Economic Analysis 
of State Aid Rules-Contributions and Limits (Berlin 2006), p 123; and Friederiszick, Röller and 
Verouden ‘European State Aid Control: An Economic Framework’ in P Buccirossi (ed), Handbook 
of Antitrust Economics (MIT Press 2008) pp 656–60.
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distortion of competition, or through any other means. Instead, as noted at para 
1.05 above, the Commission has concentrated on reforms to the assessment of 
compatibility under Article 87(3). There are a number of possible reasons why the 
Commission has not sought to limit the scope of Article 87(1). 

(a) The Commission bears the burden of proof for showing that a measure is aid, 
but lacks strong investigative powers. A high standard of proof of, for exam-
ple, a distortion of competition might make it impossible for the Commission 
to sustain a prohibition decision in some cases. 

(b) The low threshold for a distortion of competition may refl ect the fact that 
there is no need to show that an aid has had actual effects; it is enough to 
show that it is liable to distort competition. But this is not a very satisfactory 
explanation. Merger control also involves an ex ante analysis of the potential, 
rather than actual, effects of a change to the market. Yet the Commission 
must provide extensive factual analysis in order to support a fi nding that a 
proposed transaction would harm competition.39 

(c) Some commentators point to the role of history and politics. On that view, 
the wide scope of the prohibition has arisen as the European Court has sought 
to empower the Commission against the resistance of Member States.40 The 
Commission is now reluctant to limit the application of Article 87(1) because 
the status quo, combined with the discretion the Commission enjoys in 
applying the derogation in Article 87(3), gives it a unique role in harmonizing 
the goals that Member States pursue in their aid policies. It is suggested that 
the Commission is anxious to extend, rather than limit, this role.41 

Whatever the Commission’s reasoning, the result is a wide prohibition of aid, 
which has only been limited by the Court on a fairly piecemeal basis,42 without 
any coherent economic rationale. 

3. The derogations in Article 87(2) and (3)

Distinction between Article 87(2) and (3). If a government measure is found to 
be a State aid under Article 87(1), it can still be approved if it satisfi es the conditions 

39 See eg Guidelines on the assessment of horizontal mergers under the Council Regulation on 
the control of concentrations between undertakings [2004] OJ C31/5.

40 M Blauberger, ‘From Negative to Positive Integration? European State Aid Control through 
Soft and Hard Law’, Max Planck Institute for the Study of Societies, Discussion Paper 04/04 (2008), 
p 8 and references therein.

41 ibid.
42 See eg the Court’s attempts to demarcate non-aid elements of public service compensation 

in Case C-53/00 Ferring v ACOSS [2001] ECR I-9067 and Case C-280/00 Altmark [2003] ECR 
I-7747, the adherence to a formal State resources criterion in Case C-379/98 PreussenElektra [2001] 
ECR I-2099, and the fi nding of lack of selectivity in Case C-308/00 GIL Insurance [2004] ECR 
I-4777 and Case T-233/04 Netherlands v Commission (judgment of 10 April 2008).
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of Article 87(2) or (3). The exemptions in Article 87(2) are mandatory—
if the aid falls within one of the categories specifi ed therein, the Commission is 
required to approve it and has no discretion. The purpose of these exemptions is to 
declare lawful three specifi c categories of aid: social aids to individual consumers, 
disaster aid and aid compensating for the cold war division of Germany. The vast 
majority of cases, however, are assessed not under Article 87(2) but under Article 
87(3), for which the Commission has a wide discretion. While Article 87(3) specifi es 
a number of categories of aid that may be approved, covering regional, horizontal and 
sectoral aids, the underlying principle is that measures falling under that provision 
should help achieve an objective of common interest. 

The objectives of common interest. The range of potential objectives of a com-
mon interest is very broad. Sometimes they aim to support consumer welfare and 
the effi cient allocation of resources (as when they are targeted at market failures). 
But the State Aid Action Plan also notes that they may also promote a wider set of 
social and political objectives such as ‘sustainable growth, competitiveness, social 
and regional cohesion and environmental protection’.43 Thus one commentator 
has observed that ‘the common interest comprises both an economic effi ciency 
dimension (effi cient functioning of markets) and an equity dimension.’44 The 
Commission’s role in deciding whether a State aid is justifi ed by an objective of 
common interest gives the Commission a tool for what has been called ‘positive 
integration’: rather than merely preventing actions that harm competition, the 
discretion the Commission has in interpreting the derogation in Article 87(3) 
gives it the ability to infl uence the aid policy of Member States.45 In the State Aid 
Action Plan the Commission announces its proposed intention to use this tool 
in order to further the goals of the re-launched Lisbon Strategy for growth 
and jobs. 

The Commission’s priorities. The Commission is more likely to grant a deroga-
tion under Article 87(3) if it addresses a market failure, such as a suboptimal level 
of R&D&I, insuffi cient risk capital available or insuffi cient investment in human 
capital.46 The Commission also places emphasis on the achievement of ‘social and 
economic cohesion and sustainable development’,47 and its specifi c objectives in 

43 State Aid Action Plan: Less and better targeted state aid: a roadmap for state aid reform 
2005–2009, COM(2005) 107 fi nal, para 10.

44 L Evans, ‘Delivering the State Aid Reform’ (2006) Concurrences, Vol 4, 7–9. Note that many 
economists would dispute the claim that social welfare has an equity dimension.

45 M Blauberger, ‘From Negative to Positive Integration? European State Aid Control 
through Soft and Hard Law’ Max Planck Institute for the Study of Societies, Discussion Paper 04/04 
(2008), p 7.

46 State Aid Action Plan: Less and better targeted state aid: a roadmap for state aid reform 
2005–2009, COM(2005) 107 fi nal, paras 24–32.

47 ibid, p 8.
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this respect include the provision of high quality services of general economic 
interest, the reduction of disparities between the regions of Europe, environmental 
protection, and greater investment in modern transport, energy and information 
and communication technology infrastructures.48

Shaping Community State aid policy. It is apparent from the discussion above 
that it is Article 87(3), rather than any other provision in the Community State 
aid rules, that has been used by the Commission to shape the policy and direction 
of State aid control within the Community. The way in which this has been 
achieved in practice, in particular through secondary legislation and soft law, is 
discussed in the next section. 

D. Implementing State aid policy

Implementing Article 87(3). As well as the specifi c provisions in the Treaty, State 
aid control is subject to a signifi cant body of secondary legislation and soft law 
comprising block exemptions and other regulations, guidelines, frameworks, 
communications, consultation documents and notices. Almost all relate to the 
practical application of Article 87(3). They embody three policy choices on the 
part of the Commission. First, their content encourages particular policy choices 
by Member States when directing their State aid spending. Secondly, the volume 
and detail of the soft law embodies a choice about the relative importance of rules 
versus discretion. Thirdly, the content of the soft law embodies choices about the 
extent to which exemptions will be based on effects as opposed to form. These 
points are discussed in turn in sections 1 to 3 below. Finally, section 4 discusses the 
more refi ned economic approach to State aid policy that has been adopted by the 
Commission in recent years.

1. Guiding the aid policies of Member States

Resisting political pressure. One function of secondary legislation and soft law is 
to enable the Commission to resist political pressure from Member States. Absent 
the various block exemptions and guidelines, the wide discretion of the Commission 
in applying Article 87(3), and the controversies both within and without the 
Commission about what constitutes ‘good’ aid, could leave it exposed to lobbying 
by particular Member States based on their specifi c political situations. Of course, 
this is still bound to occur on occasion.49 But by limiting its discretion through the 

48 ibid, paras 33–4 and 39–47.
49 Particularly in the highly sensitive context of rescue and restructuring aid: see Chapter 7 

below.
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use of legislation and soft law, the Commission has effectively limited the scope for 
such pressure.50

Guiding the aid policies of Member States. The Commission’s success in using 
secondary legislation and soft law as a means of strengthening its position with 
respect to the Member States has allowed it to pursue an increasingly positive 
agenda for determining the aid policies of Member States. As noted above, this is 
sometimes referred to as ‘positive integration’.51 This has been demonstrated, 
most clearly, in the new approach to State aid policy set out in, and pursued since, 
the State Aid Action Plan.

2. Rules versus discretion

The debate about rules versus discretion. The most striking feature of the 
secondary legislation and soft law surrounding the application of Article 87(3) is 
just how much of it there is, and how much concrete detail it provides about when 
the Commission is likely to grant a derogation. This volume and detail embody a 
clear choice on the part of the Commission to favour rules over discretion when 
assessing compatibility. The degree of discretion that competition agencies and 
courts should have when balancing pro-competitive and anti-competitive effects 
is the subject of a long standing debate in the context of assessing unilateral 
conduct.52 But the arguments wielded on either side are relevant when assessing 
the proper legal framework for State aid control as well. 

In favour of discretion. On one side of the debate, there are those that consider 
that there is no reason why courts and competition regulators should not be ‘free 
to ramble through the wilds of economic theory in order to administer a fl exible 
approach’—using the language of US v Topco.53 This view gives rise to the applica-
tion of an unstructured rule of reason approach which involves the complex 

50 M Blauberger, ‘From Negative to Positive Integration? European State Aid Control through 
Soft and Hard Law’ Max Planck Institute for the Study of Societies, Discussion Paper 04/04 (2008). 
See also N Pesaresi and M Van Hoof, ‘State aid control : an introduction’ in Mederer, Pesaresi and 
Van Hoof (eds), EU Competition law Vol IV, State Aid, (Claeys & Casteels 2008), para 1.34.

51 M Blauberger,‘From Negative to Positive Integration? European State Aid Control through 
Soft and Hard Law’ Max Planck Institute for the Study of Societies, Discussion Paper 04/04 (2008).

52 See eg the Sony/BMG saga illustrating different approaches to the question of the Commiss-
ion’s discretion. In 2004 the Commission approved the merger of Sony and Bertelsman Music 
Group (BMG): Decision 2005/188/EC Sony/BMG [2005] OJ L62/30. Following a complaint 
from a third party, Impala, the CFI remitted the decision to the Commission on the grounds that 
it was vitiated by manifest errors of assessment and was inadequately reasoned: Case T-464/04 
Impala v Commission [2006] ECR II-2289. Bertelsmann and Sony then appealed that judgment 
to the ECJ, which found that the CFI had committed a number of errors of law in its judgment, 
and acknowledged the Commission’s discretion when carrying out complex economic assessments. 
The ECJ therefore, annulled the CFI’s judgment: Case C-413/06 P Bertelsmann and Sony v Impala 
(judgment of 10 July 2008).

53 US v Topco Associates [1972] 405 US 596.
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balancing of effects that are either benefi cial or detrimental to overall welfare. The 
report by the Economic Advisory Group on Competition Policy for DG 
Competition advocated this approach in the context of Article 82 reform.54 The 
obvious benefi t of this approach is that it is very fl exible, allows all relevant factors 
to be taken into account, and does not prejudge the importance of those factors in 
any particular case. 

In favour of rules. On the other side of the debate, those that favour rules, or 
some type of structured rule of reason, over unfettered discretion55 point to import-
ant costs associated with a rule of reason. Rules increase transparency. In the State 
aid context, this means that Member States are better able to predict whether or 
not their aid is likely to benefi t from a derogation under Article 87(3). This in 
turn makes it easier for countries to give aid in such a way as to limit (or entirely 
eliminate, in cases falling within one of the block exemptions) the burden of a 
State aid investigation. The policy choice to limit discretion and provide extensive 
guidance about how the Commission will perform compatibility assessments 
perhaps refl ects the view that the benefi ts to governments of speedy and certain 
confi rmations of their own policy choices to award State aid outweigh the costs of 
the inevitable errors and inconsistencies. 

The extent of errors and inconsistencies. Needless to say the extent of the costs of 
errors and inconsistencies itself depends on the content of the secondary legisla-
tion and soft law, and an important aspect of this is the extent to which the rules 
set out therein refl ect an effects-based analysis of State aid.

3. Effects-based versus form-based analysis

Form-based approach in State aid control. The proliferation of block exemptions 
and guidelines has been criticized for leading to ‘analysis by pigeon-holing’, whereby 
the assessment of State aid comprises little more than fi tting the aid into the right 
guideline ‘box’ based only on its form. Since each box is governed by its own idio-
syncratic rules and thresholds, errors and inconsistencies are unavoidable.56 The 
rigid way in which the guidelines have typically been applied has also come in for 
criticism as refl ecting an approach which is too form based: 

[T]he various ‘soft law’ provisions have typically been applied in a rather strict, 
formalistic way. There is little scope for approving State aid measures which do not 

54 See also Gaul et al, ‘An Economic Approach to Article 82’ (2005) Report for the European 
Commission.

55 See C Ahlborn and J Padilla, ‘From Fairness To Welfare: Implications for the Assessment of 
Unilateral Conduct Under EC Competition Law’ in Claus-Dieter Ehlermann and Mel Marquis 
(eds), European Competition Law Annual 2007: A Reformed Approach to Article 82 EC (Hart 
Publishing, 2008).

56 See C Ahlborn and C Berg, ‘Can State Aid Learn from Antitrust? The Need for a Greater Role 
for Competition Analysis under the State Aid Rules’ in Biondi, Eeckhout and Flynn (eds), The Law 
of State Aid in the European Union (Oxford University Press 2004), pp 47–8.
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meet the conditions set out in the provisions but which would very likely be benign. 
Alternatively, disallowing State aid measures which meet the conditions, but which 
are likely to be ineffective or distort competition is not envisaged.57

Potential compatibility of guidelines with an effects-based approach. However 
the use of secondary legislation and guidelines does not in itself preclude a com-
mitment to a largely effects-based analysis of whether an aid is compatible with 
the Treaty. What matters is whether the rules set out within the legislation and 
guidelines are based on an economic analysis of the probable effects of particular 
classes of aid on welfare and effi ciency, or whether instead the rules refl ect judg-
ments that particular types of aid are undesirable for other reasons (for example 
because they limit the economic freedom of some market participants) or indeed 
refl ect uninformed prejudice about what aids should be allowed. Refl ecting a 
growing commitment to effects-based analysis, the Commission in its State Aid 
Action Plan announced its intention to adopt a more ‘refi ned economic approach’ 
to evaluating State aid,58 which will focus on an effects-based analysis of both sides 
of the balance in Article 87(3): the costly distortions that State aid can generate on 
the one hand,59 and the necessity for aid, and the reasons why markets are unable 
to deliver the desired benefi t, on the other.60 The Commission accepts that per-
haps the proliferation of different guidelines, and the inevitable inconsistencies, 
has gone too far.61 However it remains committed to providing governments with 
extensive guidance about how Article 87(3) will be applied. The reformed 
approach is discussed in more detail in the next section.

4. A more refi ned economic approach? 

Market failure as a reason for State aid. The more refi ned economic approach to 
assessing the compatibility of a State aid under Article 87(3) set out in the State 
Aid Action Plan puts market failures at the heart of its approach. According to 
this, a State aid can be compatible with the Treaty if it corrects a market failure 
‘thereby improving the functioning of markets and enhancing European compet-
itiveness.’ The only other justifi cations are for aids that are targeted at social 
and equity goals, rather than improved economic performance.62 The claim that 
government intervention in economic activities can be justifi ed by the existence 

57 Friederiszick, Röller and Verouden, ‘European State Aid Control: An Economic Framework’ 
in P Buccirossi (ed), Handbook of Antitrust Economics, (MIT Press 2008) p 630. 

58 State Aid Action Plan: Less and better targeted State aid: a roadmap for State aid reform 
2005–2009, COM(2005) 107 fi nal, p 18.

59 ibid, para 22.
60 ibid, para 23.
61 ibid, para 17.
62 ibid, para 10.
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of market failures is a common one.63 The logic for this position is as follows. 
Good outcomes are the ones that properly functioning competitive markets 
deliver. However in practice markets can be subject to failures which mean that 
market outcomes are not effi cient. In such circumstances, State intervention to 
correct the market failure is legitimate. For example companies may not invest 
enough in training because spillovers (or ‘externalities’) mean their rivals will get 
some of the benefi ts if staff often move employer. In this example government 
provision of, or support for, vocational training projects could help the economy 
achieve closer to optimal levels.

Cost-benefi t analysis and the balancing test. The existence of a market failure is 
not itself a suffi cient justifi cation for providing State aid.64 Governments have 
many policy tools at their disposal and aid may not be the most appropriate 
response. Moreover State aid is costly, involving public funds that could have been 
used elsewhere, and fi nally it may distort the market by disturbing the level playing 
fi eld on which fi rms compete for funding and for customers.65 These consider-
ations are refl ected in the Commission’s ‘balancing test’ in the evaluation of 
whether to approve aids, as now applied to all cases assessed under Article 87(3).66 
In a paper on the reform of State aid control originally written while still Chief 
Economist at DG Comp, Lars Hendrik Röller, together with his co-authors, 
claimed that the balancing test essentially uses cost-benefi t analysis as a means of 
identifying which State aids fall under the derogation in 87(3).67 Cost-benefi t 
analysis is the standard tool for assessing whether public sector projects should be 
funded and is, for example, explicitly required by the EU Regulations for Structural 
Funds and the Cohesion Fund.68 

Theory versus practice. By stating that it wants to base the analysis of compatibil-
ity of an aid on a review of its costs and benefi ts, the Commission has taken 

63 See eg Friederiszick, Röller and Verouden, ‘European State Aid Control: An Economic 
Framework’ in P Buccirossi (ed), Handbook of Antitrust Economics (MIT Press 2008), pp 632–3; 
J Vickers ‘State aid and distortions of competition’, Speech to the UK Presidency seminar on State 
aid, 14 July 2005 where he states that subsidies are often defended with the claim that they correct 
a market failure; and JE Stiglitz, Principles of Microeconomics (WW Norton & Company 1997), 
p 153, where the author claims that government may be able to enhance effi ciency in the economy 
by correcting an existing market failure.

64 See also J Vickers, ‘State aid and distortions of competition’, Speech to the UK Presidency 
seminar on State aid, 14 July 2005, p 4.

65 Friederiszick, Röller and Verouden, ‘European State Aid Control: An Economic Framework’ 
in P Buccirossi (ed), Handbook of Antitrust Economics (MIT Press 2008), p 637.

66 See further paras 3.28 below.
67 Friederiszick HW, L-H Röller and V Verouden, ‘European State Aid Control: An Economic 

Framework’ in P Buccirossi (ed), Handbook of Antitrust Economics (MIT Press 2008), p 648.
68 Council Regulation (EC) 1083/2006 laying down general provisions on the European 

Regional Development Fund, the European Social Fund and the Cohesion Fund [2006] OJ 
L210/25, Article 40(e).
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a clear step in the direction of an effects-based approach to State aid control. 
In practice the analysis is likely to fall short of this for a number of reasons. Some 
of the main diffi culties are discussed in the following paragraphs.

Continued role for guidelines. The more refi ned economic approach is being 
implemented in particular through guidelines: since the adoption of the State Aid 
Action Plan, the Commission has issued several new regulatory frameworks and 
guidelines, and others are currently under review.69 While these new guidelines 
may well take into account the more coherent effects-based approach of the 
balancing test, it is also likely that they will continue to embody a number of 
simplifi cations and presumptions. This is because the development of these guide-
lines will inevitably refl ect some of the same pressures that have shaped the exist-
ing approach: a desire to resist political pressure through pre-commitment, a 
desire to provide certainty to notifying Member State and the reality that the 
Commission still lacks the investigative powers needed to conduct its own analy-
sis, so that precise guidelines become a tool for eliciting relevant information from 
notifying states.

Investigative powers. The Commission’s ability to conduct sophisticated effects-
based analysis continues to be limited by the fact that the Commission lacks the 
ability to gather the necessary data, a problem that is not addressed in the State Aid 
Action Plan. As noted in a recent paper by the current Chief Economist at DG 
Comp:

[T]he implementation of a rigorous economic assessment is hampered by limited 
powers of investigation: obtaining much of the necessary information hinges on a 
suffi cient level of cooperation by member States and the provision of information by 
third parties. It seems to us that further improvements in the investigative powers of 
the Commission are hard to dispense with.70

Analysis of benefi ts. A further casualty of the translation of the more refi ned 
economic approach into practice is the analysis of the benefi ts of an aid. The 
Commission has opted to put clear guidance about the priorities States should pur-
sue when designing aid ahead of a thorough analysis of the merits of individual 
schemes. The State Aid Action Plan highlights a number of general areas where 
market failures lead to underinvestment. It then raises a strong presumption that 
any aid that increases spending in this general area is benefi cial. It is very likely that 
these presumptions will carry over into the guidelines. In the new R&D&I 

69 The Commission aims at largely completing the process by 2009 (see European Commission, 
‘Vademecum Community Rules on State Aid’, February 2007). An important example of guide-
lines still under revision are those that deal with rescue and restructuring aid.

70 D Neven and V Verouden, ‘Towards a more refi ned economic approach in State aid control’ 
in Mederer, Pesaresi and Van Hoof (eds), EU Competition law, Vol IV, State Aid (Claeys & Casteels 
2008), para 1.373.
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framework, for example, the Commission states that the main evidence it will 
consider when assessing whether an aid confers a benefi t is whether it leads to 
higher R&D spending. However analysing the sources of market failure in itself 
cannot identify which projects should be funded. It may be the case that market 
failures lead to under-investment in basic R&D, because companies know that 
their rivals are likely to learn of their results and get some of the benefi ts. Even so, 
that does not mean that every basic R&D project would or indeed should have 
been funded by markets in the absence of the market failure. The point that not 
all R&D spending is benefi cial has been forcefully made by the Economic Advisory 
Group on Competition Policy.71

Analysis of effect of competition and trade. The analysis of aid for R&D also 
illustrates the area in which the Commission’s assessment of the economic effects 
of a State aid remains the most disappointing, namely the assessment of the 
impact of an aid on competition and trade. The Commission’s current R&D&I 
Framework, which came into force in January 2007,72 usefully lists a number of 
ways that an aid could be harmful: it could deter rivals from making their own 
investments; it could increase the market power of the recipient; and it could 
maintain an ineffi cient company. However there is no suggestion that the required 
analysis of these potential effects should draw on the experience and standards 
that have been developed in other areas of competition law. Notably, for example, 
there is no requirement to defi ne the market within which the impact on competi-
tion is to be assessed, let alone a requirement to do so to the standard that is 
required for merger control. Not surprisingly the result is that the analysis of the 
harm to competition in recent decisions remains rather loose.73

Conclusion. Even if, in practice, the Commission’s more refi ned economic 
approach falls short of an entirely rigorous case-by-case cost-benefi t analysis of 
proposed aids, it still has the potential to lead to decisions that are signifi cantly 
more grounded in the economic and fi nancial analysis of effects than before. 
There is now a clearly articulated conceptual framework that identifi es a number 
of substantive points that need to be established, and where economic and fi nan-
cial analysis can provide the most credible evidence. This is an encouraging start, 
which will doubtless continue to be developed over the next years. 

71 Commentary by the Economic Advisory Group on Competition Policy (EAGCP) on the draft 
Community Framework for State Aid for Research, Development and Innovation, July 2006.

72 Community Framework for State aid for Research and Development and Innovation [2006] 
OJ C323/1, discussed in detail in Chapter 8 below.

73 See eg Decision in Case N 195/2007 Rolls-Royce Deutschland (11 March 2008), Decision in 
Case N 435/2007 ‘MINimage’ programme (30 January 2008), Decision in Case N 887/2006 Projet 
Bernin 2010 (10 July 2007), Decision in Case N 854/2006 TVMSL programme (10 May 2007). 
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