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1 Introduction.

The case focompetition rests mainly on economic grouri8iasiceconomicsrinciples

tell usthat competition increases economic efficiency and welldrdike many other
elements of economic policy, the day to day implementation of competition policy is
based on a tgslative framework. The essential element of this framework is that it seeks
to prohibit anticompetitive behaviour by business undertakings and it is hoped that this
prohibition will be sufficient to ensure that firms compete. In this regardpetition
policy can be seemssentiallyas an attempt to implement economic policy by legal

means.

Of course the case for competition policy is not based purely on economic considerations.
Competition policy has often been used as a mechanism to achieve poljezives.
Originally a major goal of the US Sherman Act was the restraint of political power.
Similarly the victorious Allied Powersriposedcompetition lawon Germany for political
reasons Historically EU competition policy has had as its objective ghemotion of
greater market integration and the creation of a single market rather than competition per
se and certainly in the past where a conflict arose between market integration and

competition, the former inevitably won out.

Arguments in favour otompetition are often couched in terms of fairness. While for
economists competition is often seen as being about increasing efficiency, lawyers, in
particular, often view competition as being about ensuring edliitgre is therefore a
fundamental diffenece in approach between lawyers and economists.

In spite of these diverse and, sometimes conflicting objectives it is nevertheless fair to
say that economics is at the core of competition law and policy.
OCompetition law is about economics and econonfiavieur, and it is essential for
anyone involved in the subjeBtwhether as a lawyer, regulator, civil servant or in
any other capacitfpto have some knowledge of the economics concerifé¢hish,
2001, p.)



The last 30 years has seen a steady trepdisdictions throughout the world towards a
more economics based approach to the interpretation and implementation of competition
law. The US hagyenerally led the way in this regarthe present paper looks at how
economic theory and the way it has ewnl\has come to play a key role in competition
policy. Specifically it will look at how economic thinking has influenced policy and
practice in several key areas such as:

I Merger Control;

I Market Definition;

I Agreements between firms; and

I Single firm market peoer.

2: Analysing the Competitive Effects of Mergers.

The trend towards grounding competition decisions on sound economic principles is
perhaps best demonstrated by the evolution in the approach to merger analysis over the
past four decadedn the 1960sthe US Supreme Court blocked mergers where the
merging parties had market shares of less than 8Bedmn Shoe' andVon’s Grocery

Stores.? Both judgements were based on OincipiencyO theory, which held that even
mergers involving small market shares skdobk prohibited on the grounds that they
would give rise to further mergers, leading eventually to a situation where only a small
number of competitors remaingdlande, 2001) Less than a decade theapplicationof
mergerpolicy in the UK was summariseay one commentator as: Orough justice: some
deals get stopped while others sneak through. But rough justice is better than no justice at
all.O(Martin, 1998).The approach to merger control has changed dramatically over the

past twenty years.

The shift h approach can be traced back to the issuingetXS Department of Justice

1982 Merger Guidelines. Although the Department had previously issued a set of merger

L Brown Shoe Co. v. United States 370 US 2941962)
2 United States v. Von's Grocery Company et al. 384 US 270 (1966).



guidelines in 1968 hie 1982version is generally regarded as the first attempt to set out a
framework for merger analysis firmly grounded in ecomotheory. For example, the
1982 Guidelines set out a clear logical framework for identifying the relevant market,
which is considered further in the next section. They also sought to establish clear
economics based criteria for identifying mergers that might be dered anti
competitive. The 198%2ersion only addressed the issue of coordinated effects. The 1992
version of the Guidelines introduced the notion of unilateral efigbish has come to

play an increasing role in merger cases

The approach to merger analysis has shift away from the traditional strochehact
performance paradigm. High levels of market concentration do not lead to any
presumption that a merger is aotimpetitive. The ephasis instead is on establishing
whether there is a credible mechanism by which the merger may haxeorapttitive
effects, i.e. lead to higher prices. Economic theory has identified two broad channels by
which such effects may come about:
I Unilateral efects: As a result of thenergerit may become profitable fathe
merged entity to raise prices even if the remaining firms in the maskeitdaise
their prices; or
I Coordinated effectsThe merger may enable the firms remaining in the market
postmergerto raise prices collectively.

Unilateral effects generally arise in one of two ways. The first is where a merger would
create a dominant position or strengthen an already existing dominant position. The
second arises in circumstances where, althougm#érged entity would not be regarded

as dominant, it would nevertheless be capable of increasing prices unilaterally. As a
general rule this latter type of unilateral effects arises in the case of differentiated
products. Most consumer goods markets arearcegl as comprising differentiated
products. The potential for a unilateral price increase-pesger depends on the relative
closeness of the merging firmsO products, i.e. if the price charged by one of the merging
parties went up would a significant nber of consumers switch to the other merging

partyOs brand because they regard it as the next best alternatatenéfréhthe casiben



there is a significant risk that the merger would give the merged entity power to raise
prices unilaterally, i.e. #vould give rise to potential unilateral effec&nce the concept
was introduced in the 1992 Merger Guidelir@salytical tools have been developed for

analysing the likelihood of unilateral effects.

The USStaples/Office Depot case just over ten yearago,is generally regarded as the

first unilateral effects caseThis involved a merger between two nationwide chains of
office supply superstores. The Federal Trade Commission announcement that it was
seeking to have this merger blocked surprised mamyntentators as the groups
accounted for only a relatively small proportion of total sales of office supplies.
Newsweek described it as Oa seemingly hopeless caseO. The FTC, however, produced
detailed econometric data showing that, wherethihee office sperstore groups outlets
competed directly with one another, their prices were lower than in other locations where
they did notHaving two superstore outlets competing also reduced prices but not by as
much as in locations where all three locafHte dataalso indicated that the presence of
smaller suppliers in a given geographic location did not act as a constraint on the pricing

behaviour of the two firm$.

Technological advances have facilitated such analytical developments. Scanner
technology means #t detailed information on prices and quantities can be obtained for a
wide range of products while the dramatic increase in computer power and the associated
decline inits cost have made such arsit/possible and it is now appliedutinely in

merger caes It has been applied in Irish merger cases suclragon/Heiton® and
Britvic/C&C.® In the former case the Authority rejected econometric analysis presented
by the parties which indicated that small DIY stores exercised a competitive constraint
over larger ones, although the validity of some of the evidence relied on by the Authority,

particularly consumer surveys appear questionableBdimwic/C&C the Authority

3 FTC v. Staples, Inc. 970 F. Suppl. 1066 (DDC 1997).

* For a more detailed account of this case, see Barker (1996) and Dalkier and-Béalten (1999).
® Case M04/05D Grafton/Heiton 17.2.2005.

¢ Case M07/27Britvic/C&C, 13.8.2007.



commissioned such research itsatid cleared the merger on the basis of evidence that

the merging juice brands were not each otherOs closest substitutes

Coordinated effects are considered more likely to amse¢hé case of homogenous
products. In such cases the question that needs twshered isvhether a merger would
increase the risk focoordinated behaviour. Such coordination might entail explicit
collusion in the form of a cartel because the merger in some way makes it easier for a
cartel to operate. Alternatively coordination might involve tacit collusion, where the
change in markedtructure post merger is likely to facilitate such behaviour. A number of
factors are generally regarded as facilitating coordinated behaviour. These include:

I A small number of firms in the market;

I A high level of transparency particularly as regards price

I An ability to punish firms that deviate from the potential collusive outcome;

| Repeated interaction between firms in various markets.
The analysis of coordinated effects has wiinessed the same theoretical developments
as unilateral effects. There general agreement about the factors which may facilitate
coordination but theory has not yet developed to the stage that allows for predictions of
when coordinated behaviour is likely to occur. Consequently the analysis of coordinated
effects cases tendis be largely based on a chddt type analysis.

The issue of coordinated effects arose in4heurs® case where the European Court of

First Instance rejected Commission arguments that the merger would facilitate tacit
collusion. The Court found than the event of the merger, firms would have insufficient
information to detect OcheatingO, i.e. firms deviating from the collusive outcome. It also
found that there would be no credible deterrent that might discourage OcheatingO and thus
provide firmswith an incentive not to compete. The Commission judgment is in stark
contrast to the US cruise ships merger case and the FTC analysis of coordinated effects
described irScheffman and ColemdgR003)

" For a more detailed discussion of factors that facilitate coordinated behaviour see Rey, (2002).
8 Airtours plc v. Commission, case F342/99, judgment of 6 June 2002.



Unilateral effects may arise in the case of homogemmoducts, if the merging parties
have a high market share and if the remaining firms in the market are subject to capacity
constraints. In those circumstances the merging firm could unilaterally raise prices by

cutting output as the other firms in thenket would not be able to increase their output.

A further key departure in the 1®8Vierger Guidelines was the introduction of an
Oefficiencies defence®flecting arguments first put forward by Williamson.

(1968). The US Supreme Court rejected such argum ents in Procter & Gamble.®

Each version of th&uidelinessince 1982 has expanded the efficiencies defence. Where
there is relatively little direct impact on competitianis presumedhat the transaction is
motivated by efficiencies that outweigh anyngmetitive loss. As Farrell and Shapiro
(2001, p.687pbserve:

OE a real sympathy to efficiencies is built into theidelines from the startO.

The EU Merger Regulation first introduced in 1989 contained no efficiency defence,
although it was included inadly drafts.lts omission wasttributedto concerns that it
would give the Commission too much freedom to approve mergers on industrial policy
grounds(George and Jacquemii992) In the pasthe EU Commission blocked mergers

on the grounds of efficiegagains, arguing on occasion that increased efficiencies arising
from a merger would serve to create or strengthen a dominant po@iterenet al,

1998).The revised merger regulation provides for an efficiencies defence.

The CommissionOs merger gei has been criticised as lagging somewhat behind the
US in terms of the application of sophisticated economic analysis. One US commentator
described the E@dpproachas resembling:
OE US merger policy in the 1960s and early 1970s, where courts andeznéorc
agencies distrusted efficiency arguments and believed that greater concentration
invariably begat the exercise of market powéK@vacic, 2001, p.862)

® FTC v. Procter & Gamble Co. 386 US 568 (1967).



One final point regarding the influence of economics on merger control is appropriate
with respet to merger policy in Ireland. The decision by the Oireachtas to transfer
responsibility for merger decisions from the Minister to the Competition Authority and to
establish competition as the sole criteria on which such decisions are to be based

represerdgd a major advance in terms of merger control policy in Ireland.

3: Market Definition.

Market definition has traditionally proved highly controversial in competition cases.
Historically market definition decisions were often criticised for being arliteand
largely based on a subjective approdttNeven et. al.(1998) criticised the EU
Commission for relying@n qualitative assertions and hunches even when more
quantitative evidence could have been made avallabldominance casef part this
can te attributed to a historical failure by economists to devote much attention to this
guestionStigler (1982, p.9)for examplestated that:
OMy lament is that this battle on market definitions E has received virtually no
attention from us economists. Extdor a casual flirtation with crossasticities of
demand and supply, the determination of markets has remained an undeveloped
area of economic research at either the theoretical or empirical level.O

The 1982 US Merger Guidelines introduced a new ambrado market definition in
mergers with the SSNIP tedthe Guidelines represent the first serious attempt to set a
clear economics based approach for defining marKéts.SSNIP test is now generally
accepted as the standard test for market definitionmmgt competition agencies

throughout the world.

The SSNIP test seeks to identify the smallest market within which a hypothetical
monopolist could impose a small but significant +i@msitory increase in price and
defines this as the relevant marketasks whether such a monopolist could sustain a

price increase of 5% for at least one year eereris paribus assumption that Othe terms



of sale of all other products are held constantO. If sufficient numbers of consumers are
likely to switch to alternate products as to make the price increase unprofitable, then the
firm lacks the power to raise price. The relevant market therefore needs to be expanded.
The next closest substitute is added and the process is repeated until the point is reached
where a lipothetical monopolist could profitably impose a 5% price increase. The range

of products or the geographic area so defined constitutes the relevant niddket.
introduction of the SSNIP test spurred extensive research aimed at devising methods for

its practical applicationt?

In order for a given price increase to be profitable, profits aftgpribe increase must be
greater than or equal to profits before therease. The SSNIP test can be applied by
estimating thecritical elasticity of demand — the value of the elasticity of demand such
that profitability is unchanged as a result of an increase in price.critical elasticity of
demand() is defined as

' = 1/(m+t)
where m is the premerger price cost margin (defined as the fapwveen price and
marginal cost) andis the minimum price increas®nsidered significar®5% is the rate
of price increase generalgpplied under the US Guidelin&sIn order to calculate the
value ofthe critical elasticity of demand, all that is required is infornmata firmsO
price-cost margins. If a firmOs own elasticity of demand exdbedsitical elasticity, the
decline in sales arising from a given prioerease will be large enough to render the
price increasenprofitable. If it is not profitable for a hgthetical monopolist ocartel to
impose the assumed 5% price increase, then the prashuatsrned do not constitute the
relevant market and the market mhstexpanded.

Where demand elasticities cannot be estimated, HarriSamons(1989)developed an
alternative method for applying tI&SNIP tesbased on the critical losEhe critical loss

is defined as the maximum loss in sales resulting from a price increase that would still

% For an overview sel€auper (1996).

H See, for exampl@Baker and Bresnahan, (1984); Scheffman and Spiller, (1987); Harris and Simons,
(1989); Kamerschen and Kohler (1998hdKaserman and Zeisel, (1996) .

2 This is the formula for estiating critical elasticity of demand where the demand curve is linear.



make the price increase profitabléneir method involves estimating tbetical loss for a
given percentage margin and price increBsthe 5% used in th&SNIP test. They
suggested that average variable cost can be usegragy for marginal cost, so that the
only information required islata on average variable cost antcga The formula for
critical loss(y) may be written as follows:
y = ti(m+t)"®

If the evidence in a specific case indicates that the likely loss oftsalles hypothetical
monopolist is less than the critical losen a 5% price increase would be pedfle and

the market would bdefined.

Critical lossresults need to be interpreted careftfiydigh price cost margins indicate
that demand is relativelinelastic, indicating that the actual loss in sales from a price
increasewill be relatively small.They may also indicate the existence of market power,
Thusclaims that actual losses will exceed the critical loss thrests&d to be examined

very closely.

In applying the SSNIP test for the purpose of defining marke&bise of dominance
cases, ifis the competitive rather than tpeevailing price which is relevant in order to
avoid the cellophane trap. It will normally be extremely difficult to establish the
competitiveprice. As NERA (2001) point out, if it was possibledim sothis would make
dominance cases relativedymple. It would only be necessary to show that the prevailing
price was significantly above the competitive price to establish thatfithe was

dominant.

The importance of proper market definition was clearly demonstrated Haajhies case.

The FTC argued that the relevant market was that for office equipment superstores, while
the companies argued that it should include all office equipment supply outlets. If the
wider market definition had been adopted, the FTC case wowldaply not have

succeeded. The data also indicated that the presence of smaller suppliers in a given

3 As before,m is the premerger price cost margin andis the minimum price increase considered
significant.
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geographic location did not act as a constraint on the pricing behaviour of the two firms
involved in the proposed merger, and therefore the smaller stees in a separate

market.

The EU Commission irvirgin/British Airways indicated that th&SSNIP test was only
one of the possible tests of market definittdrChis apparent rowing back by the
Commission is somewh#&bubling.
OAny Statement to the effebiat SSNIP is just one example fww to define a
relevant market without clearly specifying witlaé alternative to SSNIP might be,
clearly runs the risk of aeturn to a process of market definition by hoc
reference t@roduct characteristics(8§ERA, 2001, p.19).

Massey and Daly2003) have criticised the fact that Irish courts in many cases have
relied on subjective tests for defining markets whigvitably introduce considerable
uncertainty into the processdare unlikely by their nature tale all relevant variables

into account, and increase the likelihood of error.

In Mars/HB, Keane J defined the market as being that for impulser&am products
Qargely on what has been described as@emmon sensefQinnate characteristicsO
testCandstaed O do not think that someone going into a confectionerOs or newsagent to
buy an ice cream who finds the cabinet temporarily empty would treat their appetite as
slaked by a can of coke or a bag of cri€sin Ballina Mineral Water Company v.
Heineken'” Kearns, J. held that lager was part of the wider beer market. Referring to the
ECJ judgement inited Brands he statedOAgain, one can, | think...substitute the word

(agedthere for the wordbanan®and other beer products for other fruit gwots, and

14 on this point see, for example, Katz and Shapiro, (2003D&bBrien anwickelgren, (2003)

15 case No. IV/B2/34.780Virgin/British Airways, at para 70.

18 Masterfoods t/a Mars v. HB Ice Cream Ltd., [1993] ILRM 145.

Y Ballina Mineral Water Company v. Heineken Ireland Limited, Kearns, J., 31.5.2002 should be noted,
however,that the plaintiff in this case put forward no expert economic evidence to support its claim that
lager was the relevant product market.
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one arrives at a situation where on the application of that test, it seems to me that the

appropriate market definition or product market is the beer m@ket.

The Supreme Court in its judgement on the ILCU appaedicated that quantitative
evidence on market definition was to be preferred to subjective approddsesring

the CourtOs judgment, Mr Justice Fennelly observed: OIf it is to arise in another case, |
would hope that the Authority would produce cogent factual evidence of thenegisie

such a product market in representation servites\Bile admittedlyobiter dicta it,
nevertheless, suggests that quantitative evidence is to be favoured in respect of market

definition.

4. Analysing Agreements Between Firms.

In considering agreeemts between firms, the influence of economic thinking is most
clearly illustrated in the legal approach to vertical agreements, i.e. agreements between
firms at different stages of the production process. Traditionally vertical restraints were
viewed withconsiderable suspicion but this view was strongly questioned by the Chicago
school in the 1960sThe consensus view among economists todayhas vertical
restraints cannot beonsidered proor anticompetitiveper se. Rather, the question of
whether tley are antcompetitive will depend on the speciizcumstances prevailing in

any given market. Consequently, thessessment of the impact of exclusive
dealing/supply agreementeeds to be addressed on a dasease or rule of reason
basis.It is geneally recognised in the literature that vertical restraiatiice intrabrand
competition. In many instances, such reductioray be more than offset by increased

interbrand competition.

In 1963 theUS Supreme Court, by a3 majority, held that the questi of whether or
not vertical restraintsvere anticompetitive had to bbased on an assessment of the facts

18 Competition, Vol.11(5), p151.

19 Competition Authority v. John O Regan & Others, High Court Kearns, J. 22 October 20Bupreme

Court 8 May 2007 at 53L.CU is an unincorporated body and its directors were nominated as defendants.
The author was an expert witness for ILCU in the case.
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in the particular cas®.Four yeardater, howeverin a judgment that proved to be highly
controversialjt did an about turn and concluded thattical restraints were illegaber
se.! A decadédater, the Court again reversed its viewSidvania, holdingthat vertical
restraints could promote interbrand competitionebgbling the manufacturer to achieve
efficiencies in distribution:
Owhen interand competition exists ... it provides a significafeck on the
exploitation of intrabrand market power becausehef ability of consumers to
substitute a different brand of tekame product’®
The Supreme Coujudgmentin Sylvania was seen as markirtpe coming of age of

economic analysis in antitrust.

In Sylvania, the Court distinguished between price and-pooe vertical restraints, and
held thatthe per se prohibition on resale price maintenand@PM) established inDr.
Miles Medical shouldconinue to apply?® In 1997, the Court concluded that maximum
RPM (where a manufacturer sets a price ceiling) should no longsuliject to ger se
prohibition but should be subject to a rule of reatest** This overturned an earlier
judgmentof the Courtin Albrecht v. Herald.”> There had been widespread criticism of
the Albrecht judgment
OThe most plausible reason why a manufacturer would wigheseribe price
ceilings binding its resellers is to avoid repeatedrginalization ... Unless the
ceilings ae used as focal points thscourage undercutting, and hence to support
price-raising collusion, it is hard to see how such behaviour could harm
competition or consumers. Quite clearly it should not be illpgalse.O(Scherer
and Ross1990, p.558)
In alandmark judgment handed down late last year the Court went a step further and

ruled that RPM should no longer be subject teease prohibition, instead the rule of

2 White Motor Co. v. United States, 372 US 253 (1963).

2L United States v. Arnold, Schwinn et al. 388 US 365 (1967).

2 Continental TV Inc. et al. v. GTE Sylvania Inc. 433 US 36 (1977).
3 Dr. Miles Medical Co. v. John D. Park & Sons, 220 US 373 (1911).

24 State Oil Company v. Barkat U. Khan and Khan & Associates, Inc. 118 US 275 (1997).
25 Albrecht v. Herald Co. 390 US 145 (1968).
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reason standard should apply as in-pdne vertical restraint®. This judgment has also
proved controversial with moves in Congress to introduce legislation restoripgrthwe
prohibitionon RPM.

In contrast to the US approach i$vivania the Hiropean Court of Justice in
Consten/Grundig specifically rejeadthe argument that interbrandrapetition wasnore
important than intrabrand.
OAlthough competition between producers is generally matieeable than that
between distributors of the same makeéoies not thereby follow that an agreement
tending to restrict théatter kind of competion should escape the prohibition of
Article 8[1](1) merely because it might increase the formiér.O
In Brasserie de Haecht, the Court held that exclusive purchasgreements were not by
their nature contrary to Article 81(39In Delimiris, it statedtha an exclusive purchasing
agreementdid not infringe Article 81(1), unless it could be shown that there avas
significant degree of market foreclosure due to a network of agaements, in which
case an individual agreement must be showncdaotribute gjnificantly to that

foreclosure®

The EU Commissionalso traditionally adopted a far more hostdpproach to vertical
restraints but has now moved towards a meo®nomicscenteredapproach.The
Commissio®s traditional approach was set mutits former block exemptions on
exclusivedistributior?® and exclusive purchasifi where it effectively deemed all such
agreements to be in breach of Article 81(However, the block exemptionsthen
concludedthat vertical restraints generally satisfied the requams of Article81(3).
Korah (1990) argued that, in effect, the Commission erfiest, in the direction of
finding offensive behaviour that may not & and then in granting blanket exemptions

to behaviour that may isome circumstances be harmful m @tempt to establish clear

% I eegin Creative Leather Products, Inc., v. PSKS, Inc., dba Kay’s Kloset...Kay’s Shoes.

27 Joined cases 56 and 58/64nsten and Grundig [1966] ECR 299.

2 Case 23/6Brasserie de Haecht v. Wilkin I 1973 ECR 77

29 Case 2389 Delimitis v. Henniger Brau 1991 ECR 1935

30 Commission Regulation No. 1983/83, OJ L 173/1 (1983), amended by OJ L281/24 (1983).
31 Commission Regulation No. 1984/83, OJ L 173/5 (1983), amended by OJ L281/24 (1983).
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legal rules, and avoid individual consideration of every fact situation. Ehlermann and
Laudati (1995) reported that representatives wfiber of national authorities criticised
the CommissionOs approamha forum organisedybthe Commission in April 1995,
arguing thatvertical restraints were not automatically offensive, that thereewesssive
reliance on block exemptions and that it wouldobeferable to subject vertical restraints

to a case by case analysgeveral othecommentators also criticised the CommissionOs

approach?

In its 1997 Green Paper, the Commission stated that the bl@emption approach was
adopted to deal with the large volumenaftifications of vertical restraints and the fact
that only a smalhumber of cases could be dealt with by means of individual decisions
(EU Commission, 1997)The 1997Green Paper heralded a significant fappraisal by
the Commission:
OThe heated debate among economists concerning vegstalints has calmed
somewhat amh a consensus is emergingertical restraints are no longer regarded
asper se SUSPICIOUS Oper se pro-competitive. Economists are less willing to make
sweeping statements. Rather, they rely more on the analyhis fafcts of a case in
question.O (EU@nmission, 1997, p.iii)
It went on toobservethat:
OThe fiercer is interbrand competition, the more likely are the procompatitive
efficiency effects to outweigh any amimpetitive effects of vertical restraints.
Anti-competitive effects are onlikely where interbrand competition is weak and

there arearriers to entry at either producer or distributor level.O

The Commission has generally taken a hostile approach to RRdhg it to be in

breach of Article 81(1) in a number of cases. Agsult,exemptions have rarely been

granted.This hardline approach to RPM was restated in the 1997 Green Paper.
OThe policy of treatingsale price maintenance andimpediments to parallel trade
as serious violations of the competition rulesuld continue. It$ proposed that

they be treated ager se contrary to Article 8[1](1), as long as the agreement,

3 See, for example, Chard (1980), [3a(1996), Van den Bergh (1996), Massey (1996).
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concertedoractice or decision concerned may affect trade between Mestdnes.

They are also unlikely to benefit from an exemption urdécle 8[1](3).0

5: Abuse of Dominance.

The cellophane trap makes it very difficult to use the SSNIP test to detime relevant
market where a firm is dominarA profit maximising firm that was dominant would
generally be expected to raise prices up to the point whérer g@roducts were
sufficiently close substitutes for any further price increase to be unprofitddiehas led
someeconomists to attempt to estimate market power directly on the dfagisnsO

residual demand curves.

Lerner (1934) proposed using thapgbetween price and marginal cost as a measure of
the degree of firmsO market power. This measure is known as the Lerner index and can be
written as follows:
(p-c)/p
wherep equals price andis marginal cost.
The Lerner Index is the leftand side of e profit maximization condition for a
monopolist, which is commonly expressed in the form:
(p-c)p=1

In effect, this states that the size of the price cost gap is equal to the inverse of the
elasticity of the monopolistOs demand curve. As Werden, (R SF®) observes:

OThe profimaximization condition for the dominant firm is precisely the same as

that for a monopolist, provided that the elasticity of demand in the condition is

understood to be that faced by the dominant firm.O

The residual demandiove facing an individual firm is thieorizontal difference between
the total market demand curve and tbil supply of all other firms in the market. The
underlying demandbehaviour of consumers and the supply behaviour of producers of
substitutes detarine the specific shape of a firmOs residual demamve. Where goods

are homogeneous and the market is perfemiypetitive, no firm has any economic
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power b each producer facemn infinitely elastic residual demand curve. In the more
usual case oproduct differentiation and/or oligopoly, the residual demand cuvile
slope downwards, the slope getting steeper assthmstitutability of the products
decreases. In other words, the stedjpeore inelatic) the residual demand curviee

greater the degresf market power.

Kammerschen and Kohler (1993) therefore argued that alinfbemation needed to
determine economic power is contained inglope of the residual demand curve. Kahai

et al. (1996) repord that several techniques have been introdutieat can yield
estimates ofan individual firmOs residual elasticity of demand. They estimatsidual
elasticities of demand to test whether AT&T should contiouge regarded as enjoying a
dominant position in the US int&tatelong-distance telecommmications marketWolak

(2003) also used residual elasticity estimates to test for market power in the California

electricity market.

The development of such analytical tools opens up the progpecinarket definition
issues may no longer be crucialabuse ofdominance casesvhich is quite important
given the difficulties involved in defining the relevant market in dominance cases.
Econometric analysis of price and other dafating to the particular firm may provide a
direct insight into whether it can be said to enjoy a dominant position. Such
developments may prove beneficial, not least if they reduce gpeat in argument

before the courts as to what constitutesréhevant market.

Werden (1998) noted that it has become common for econotiststimate residual
demand elasticities, and for US courts to relysooh evidence. Whether the Irish courts
or the EU Commission wilhdopt a similar approach is open to question. The European
Court of Justice ruled irContinental Can that the Commissio must definghe relevant
market before deciding whether or not a firm camdgarded as dominant.
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There has been considerable debate at EU level about the need for a more economics
based approach to Article §The CompetitionO2005consultation papeon Article 82
states:
Gror a refusal to supply to be abusive, it must, however, have a likely
anticompetitive effect on the market which is detrimental to consumer wélfare.

The idea that for behaviour to be considered abusive, it must harm consumecs and
just competitors is again one that is consistent with economic thinking. The Supreme
Court in its judgment iLCU held that consumer welfare is the sole objective of
competition law.

OThe entire aim and object of competition law is consumer weGarapetitive
markets must serve the consumer. That is their sole purpose. Competition law, as if
often said, is about protecting competition, not competitors, even if it is competitors

who most frequently invoke it.O (p.38).

One area that has been quiteiroversial in abuse of dominance cases is the issue of
predatory pricing. Authors such as McGE®55 and 1980and Selten(1978) have

argued strongly that predation is not rational and is therefore unlikely to occur and such
views have strongly influeled US courtsO thinking reflected in a series of judgments
which have seriously limited the scope for successful claims of predation in the US. In
Matsushita the Supreme Court held thategatory pricing must be capable of earning
excess profits in the longun3* In Cargill it warned that Omistaken inferencesO
concerning alleged predatory prices Oare especially costly, because they chill the very
conduct the antitrust laws are designed to prot@dtOBrooke Group it referred to Othe
general implausibilityof predatory pricingd and concluded that Opredatory pricing
schemes are rarely tried, and even more rarely successful, and the costs of an erroneous

finding of liability are high.&

¥ See, for example, D.G. Competition, (2005) Vickers, (2005).

34 Matsushita Electric Industrial Co. Ltd. et al. v. Zenith Radio Corp. et al., 475 US 574.
% Cargill, Inc. v. Monfort of Colorado, Inc., 479 US D4, 122 (1986).

% Brooke Group Ltd. v. Brown & Williamson Tobacco Corp., 509 US 209 (1993).
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It is now recognised thalhe Chicaganalysis dismissing predation asational relies on

assumptions of certainty and perfect information.
OAt the same time modern economic analysis has developed coherent theories of
predation, contravening earlier economic writing claiming that predatory pricing is
irrational. More than tht, it is now the consensus that predatory pricing can be a
successful and fully rational business strategy; and we know of no major economic
article in the last 30 years that has claimed othenBisethe courts have failed to
incorporate the modern wing into judicial decisions, relying instead on earlier

theories no longer generally acceptg@@iton et al. 1999)

Dodgson et al. (1992) and (1993) describe methods for testing whether or not
behaviour may be deemed predatory. They queried the MMC findi ngs of
predation in the bus market in the English Midlands and Inverness
respectively and concluded that these were actually examples of OStackleberg
warfareO B both firms attempting to establish themselves as the price leader.
The entrant had entered the market with too many buses and the incumbent

responded by putting in too many buses in turn.

Finally a few comments regarding the issue of collective dominance. EU case law
indicates that in order to establish collective dominance it is necessary tahgtidinms

have engaged in tacit collusion. This, of course, raises all sorts of difficuliges.
demonstrate collective dominance requires convincing evidence that the performance of
firms in a market that permits @odination as a rational strategynet consistent with
independent decisiemaking in a market where intdependence is accepted. In a simple
Cournot or Bertrand game this means demonstrating not that prices exceed Ocompetitive
(i.e., benchmark competition) prices, but exceed prices thatdvemerge from a Nash

equilibriumbased on independent (roo-ordinated) decision makir.

37 Phlips (1995) argues that with explicit collusion firms operate at the joint profit maximixing level
whereas under tacit collusion firms raise price above Naglibzym with the ultimate objective of trying

to achieve the joint profit maximising price but the latter is hard to achieve in the absence of a formal
collusive agreement.
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Such issues were central to ComRegOs decision finding that Vodafone and 02 were
jointly dominant in the market for mobile call access and origination. Followimng
appeal by the parties to the Electronic Communications Appeal Panel, ComReg agreed to
have the decision struck out and pay costs after the first dayOs hearing before the panel.
The decision is analysed to some extent in Mason et. al. (2007) whse@@nRe@s

failure to investigate actual prices, output levels, profits and shares to see whether they
were consistent wittacit collusion something whiclComReg failedo do®

6: Conclusions.

The paper began by suggesting that economics lay a&ibtieeof competition policy. It

has sought to describe how economic thinking has influenced the application of

competition policy over the past forty years. Undoubtedly developments in economic

theory and analytical methods have improved the quality of ebtigm policy decisions

in many cases. There is still room for improvement. Further work is required in the case

of coordinated effects and in tacit collusion. In other areas the courtOs and decision
makers in various jurisdictions have been slow to tekenomic views on board

indicating that in those areas the argument has yet to be won.

3 The academic literature on how to conduct such an analysis had developely,rezenpoint where

there are now robust methods for assessing whether tacit collusion has occurred. The methods build on the
work of Nevo (2001), who develops methods to decompeses® profits (more exactly their price/cost
margins) into different factors (such as market structure, product differentiation and collusion). This
method has been extended and applied by Slade (2004) to the UK brewing industry. See also Rees (1993)
on theUK salt case.

20



References.

Baker, J.B. and Bresnahan, T.F. (1984ytimating the Elasticity of Demand Facing a
Single Firm: Evidence on Three Brewing Firms, Stanford Workshop on Far Markets:
Research Paper No.54.

Barker, J.B. (1996): Econometric Analysis iARTC v. Staples, American Bar
AssociationOs Antitrust Section Economics Committee, 18 July /288da.

Bolton, P., Bradley, J. and Riordan, M. (1998)edatory Pricing, Strategic Theory and

Legal Policy. Available athttp://www.princeton.edu/~pbolton/BBRPrincetonDP.pdf

Carlin, F.M. (1996): Vertical Restraints: Time for Chang&®,opean Competition Law
Review, 5. 2838.

Chard, J.D. (1980): The Economics of Exclusive Distributorship Arrangements with
Special Reference to EEC Competition Polidytitrust Bulletin, 25(2) (Summer): 405

36.

Dalkier, S. and WarreBoulton, F.C. (1999): Prices, Market refion and the Effects of
Merger in J.E. Kwoke and L.J. White, ed8ke Anti-Trust Revolution, 3rd ed. Oxford:
Oxford University Press.

D.G. Competition, (2005)Discussion Paper on the Application of Article 82 to
Exclusionary Abuses, Brussels: EU Comrasion.

Dodgson, J.S. Katsoulacos, Y. and Newton, C.R. (1992): A Modelling Framework for the
Empirical Analysis of Predatory Behaviour in the Bus Service InduBégypnal Science

and Urban Economics, 22, 5270.

Dodgson, J.S. Katsoulacos, Y. and NewtonR.C(1993), An Application of the
Economic Modelling Approach to the Investigation of Predationrnal of Transport
Economics and Policy, 15370.

Ehlermann, C.D. and Laudait, L. (eds.) (19%#nceedings of the European Competition
Forum, Chichester: Wgy.

European Commission, (1997b): Green Paper on Vertical Restraints in EC Competition
Policy, Brussels: EU Commission.

Farrell, J. and Shapiro, C. (2001): Scale Economies and Synergies in Horizontal Merger
Analysis,Antitrust Law Journal, 68(3): 685710 4 687.

21



George, K. and Jacquemin, A. (1992): Dominant Firms and Metg@rsomic Journal,

102: 14857.

Harris, R. and Simons, J.J. (1989): Focusing Market Definition: How Much Substitution
is NecessaryZpurnal of Research in Law and Economics, 12:20726.

Kahai, S.K. Kaserman, D.L. and Mayo, J.W. (1996): Is the "Dominant Firm" Dominant?
An Empirical Analysis of AT&TOs Market Powdburnal of Law and Economics, 39
(October): 49%17.

Kamerschen, D.R. and Kohler, J. (1993): Residual demand analysis refathgo-eat
breakfast cereal marketntitrust Bulletin, 38(4) (Winter): 90342.

Kaserman, D.L. and Zeisel, H. (1996): Market Definition: Implementing the Department
of Justice Merger Guidelinegntitrust Bulletin, V0l.41(3) (Fall): 66590.

Katz, M. andShapiro, (2003): Critical Loss: Let's Tell the Whole Stastyyitrust
Magazine.

Kauper, T.E. (1996): The Problem of Market Definition Under EC Competition Law, in
B. Hawk ed.nternational Antitrust Law and Policy, London: Sweet and Maxwell.

Korah, V. (199); An Introductory Guide to EEC Competition Law and Practice, 4th ed,
Oxford: ESC Publishing.

Kovacic, W.E. (2001): Transatlantic Turbulence: The Boditwiponnell Douglas
Merger and International Competition Polieytitrust Law Journal, 68(3): 80573.

Lande, R.H., (2001): Resurrecting Incipiency: Frigom s Grocery to Consumer Choice,
Antitrust Law Journal, 68(3): 87598.

Lerner, A. (1934): The Concept of Monopoly and the Measurement of Market Power,
Review of Economic Studies, 1, 15F75.

Martin, P., (B98): The Merger Polic&inancial Times, 12.3.1998.

Mason, R., Massey, P. and McDowell, M., (20073iecoms — Competition on Hold?

The Need to Address Inefficient Regulation, paper presented to Dublin Economics
Workshop Annual Economic Policy Conference.

Massey, P. (1996): Reform of EC Competition Law: Substance, Procedures and
Institutions in B. Hawk (ed.)international Antitrust Law and Policy, New York: Juris
Publications, reproduced in B. Hawk (ed). (200&)orm of EU Competition Law, New

York: Juiis Publications.

22



Massey, P., and Daly, (2003):Competition and Regulation in Ireland The Law and
Economics, Cork: Oak Tree Press.

McGee, J.S. (1955): Predatory Price Cutting: The Standard Oil (N.J.)Joasei! of
Law and Economics, 1, 13F69.

McGee,J.S. (1980): Predatory Pricing Revisitdolyrnal of Law and Economics, 23,
238-330.

Newsweek, 13.7.1998.

NERA, (2001):The Role of Market Definition in Monopoly and Dominance Inquiries,
Office of Fair Trading, Economic Discussion Paper 2, London: Offi¢aw Trading.
Neven, D. Nuttall, R. and Seabright, P. (1998), Enforcement of the European Merger
Regulation in L. Phlips, eddpplied Industrial Economics, Cambridge: Cambridge
University Press.

Nevo, A., (2001): Measuring Market Power in the Retdga Cereal Industry,
Econometrical, 69:30742.

OOBrien, D.P. and Wickelgren, A.L. (2003): Critical Analysis of Critical Loss
Analysis,Washington D.C.: Federal Trade Commission.

Phlips, L. (1995): Competition Policy: A  Game-Theoretic — Perspective,
CambridgeCambridge University Press.

Rees, R. (1993): Collusive Equilibrium in the Great Salt Duopdypnomic
Journal,103: 83848.

Rey, P., (2002): Collective Dominance and the Telecommunications Industry, University
of Toulouse, mimeo.

Scheffman, D.T. and Colema M.T., (2003): Quantitative Analysis of Potential
Competitive Effects from a Merger, Federal Trade Commission, Washington D.C.
Scherer, F.M.and Ross, D. (1990Jadustrial Market Structure and Economic
Performance, New York: HoughtorMifflin, 3rd edition.

Selten, R. (1978): The Chain Store Paradéxpry and Decision, 9, 12759.

Slade, M., (2004): Market Power and Joint Dominance in UK Brewinginal of
Industrial Economics, LII(1): 133-63.

Stigler, G.J. (1982): The Economists and the Problem of Mdywop@aerican Economic
Review, 72.

23



Van den Bergh, R. (1996): Modern Industrial Organisation versus Old Fashioned
European Competition Lavituropean Competition Law Review, 2: 7587.

Vickers, J., (2005): Abuse of Market PowEetpnomic Journal, 115: F24461.

Werden, G.J. (1998): Demand Elasticities in Antitrust Analysisitrust Journal, 66,
363414.

Whish, R., (2001)Competition Law, 4th ed., London: Butterworths.

Williamson, O.E. (1968): Economies as an Amiist Defence: the Welfare Tradés,
American Economic Review, 58: 1836.

Wolak, F.A. (2003): Measuring Unilateral Market Power in Wholesale Electricity
Markets: The Californian Market, 199800, American Economic Review, Papers and
Proceedings: 4280.

24



