
 1 

 
 
 
 
 
 
 

THE ROLE OF ECONOMICS IN COMPETITION POLICY  

 

 

PATRICK MASSEY  

 

Director, Compecon Limited. 

 

Paper presented at the University of Limerick 

30th January 2008. 

 

 

Not for quotation without the authorÕs written permission. 



 2 

1: Introduction.  

 

The case for competition rests mainly on economic grounds. Basic economics principles 

tell us that competition increases economic efficiency and welfare. Unlike many other 

elements of economic policy, the day to day implementation of competition policy is 

based on a legislative framework. The essential element of this framework is that it seeks 

to prohibit anti-competitive behaviour by business undertakings and it is hoped that this 

prohibition will be sufficient to ensure that firms compete. In this regard competition 

policy can be seen essentially as 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 political objectives. 

Originally a major goal of the US Sherman Act was the restraint of political power. 

Similarly the victorious Allied Powers imposed competition law on Germany for political 

reasons. Historically EU competition policy has had as its objective the promotion 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 of competition 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 equity. There is therefore a 

fundamental difference 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. 

ÒCompetition law is about economics and economic behaviour, and it is essential for 

anyone involved in the subject Ð whether as a lawyer, regulator, civil servant or in 

any other capacity Ð to have some knowledge of the economics concerned.Ó (Whish, 

2001, p.)  
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The last 30 years has seen a steady trend in jurisdictions throughout the world towards a 

more economics based approach to the interpretation and implementation of competition 

law. The US has generally led the way in this regard. The present paper looks at how 

economic theory and the way it has evolved 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: 

!  Merger Control; 

!  Market Definition; 

!  Agreements between firms; and 

!  Single firm market power. 

 

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 decades. In the 1960s, the US Supreme Court blocked mergers where the 

merging parties had market shares of less than 8% in Brown Shoe1 and Von’s Grocery 

Stores.2 Both judgements were based on ÒincipiencyÓ theory, which held that even 

mergers involving small market shares should be prohibited on the grounds that they 

would give rise to further mergers, leading eventually to a situation where only a small 

number of competitors remained. (Lande, 2001) Less than a decade ago the application of 

merger policy in the UK was summarised by one commentator as: Òrough justice: some 

deals get stopped while others sneak through. But rough justice is better than no justice at 

all.Ó (Martin, 1998). The approach to merger control has changed dramatically over the 

past twenty years. 

 

The shift in approach can be traced back to the issuing of the US Department of Justice 

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

                                                 
1 Brown Shoe Co. v. United States 370 US 294 (1962) 
2 United States v. Von's Grocery Company et al. 384 US 270 (1966). 
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guidelines in 1968, the 1982 version is generally regarded as the first attempt to set out a 

framework for merger analysis firmly grounded in economic theory. 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 considered anti-

competitive. The 1982 version only addressed the issue of coordinated effects. The 1992 

version of the Guidelines introduced the notion of unilateral effects which has come to 

play an increasing role in merger cases. 

 

The approach to merger analysis has shift away from the traditional structure-conduct-

performance paradigm. High levels of market concentration do not lead to any 

presumption that a merger is anti-competitive. The emphasis instead is on establishing 

whether there is a credible mechanism by which the merger may have anti-competitive 

effects, i.e. lead to higher prices. Economic theory has identified two broad channels by 

which such effects may come about: 

!  Unilateral effects: As a result of the merger it may become profitable for the 

merged entity to raise prices even if the remaining firms in the market do not raise 

their prices; or 

!  Coordinated effects: The merger may enable the firms remaining in the market 

post-merger to 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, although the merged 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 are regarded as comprising differentiated 

products. The potential for a unilateral price increase post-merger depends on the relative 

closeness of the merging firmsÕ products, i.e. if the price charged by one of the merging 

parties went up would a significant number of consumers switch to the other merging 

partyÕs brand because they regard it as the next best alternative. If that were the case then 
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there is a significant risk that the merger would give the merged entity power to raise 

prices unilaterally, i.e. it would give rise to potential unilateral effects. Since the concept 

was introduced in the 1992 Merger Guidelines, analytical tools have been developed for 

analysing the likelihood of unilateral effects. 

 

The US Staples/Office Depot case, just over ten years ago, is generally regarded as the 

first unilateral effects case.3 This 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 many commentators as the groups 

accounted for only a relatively small proportion of total sales of office supplies. 

Newsweek described it as Òa seemingly hopeless caseÓ. The FTC, however, produced 

detailed econometric data showing that, where the three office superstore groups outlets 

competed directly with one another, their prices were lower than in other locations where 

they did not. Having two superstore outlets competing also reduced prices but not by as 

much as in locations where all three located. The data also 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 firms.4 

 

Technological advances have facilitated such analytical developments. Scanner 

technology means that 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 in its cost have made such analysis possible and it is now applied routinely in 

merger cases. It has been applied in Irish merger cases such as Grafton/Heiton5 and 

Britvic/C&C.6 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 questionable. In Britvic/C&C the Authority 

                                                 
3 FTC v. Staples, Inc. 970 F. Suppl. 1066 (DDC 1997). 
4 For a more detailed account of this case, see Barker (1996) and Dalkier and Warren-Boulton (1999). 
5 Case M04/051 Ð Grafton/Heiton 17.2.2005.  
6 Case M07/27- Britvic/C&C, 13.8.2007. 
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commissioned such research itself and cleared the merger on the basis of evidence that 

the merging juice brands were not each otherÕs closest substitutes. 

 

Coordinated effects are considered more likely to arise in the case of homogenous 

products. In such cases the question that needs to be answered is whether a merger would 

increase the risk of coordinated 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 market structure post merger is likely to facilitate such behaviour. A number of 

factors are generally regarded as facilitating coordinated behaviour. These include: 

!  A small number of firms in the market; 

!  A high level of transparency particularly as regards prices; 

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

!  Repeated interaction between firms in various markets.7 

The analysis of coordinated effects has not witnessed the same theoretical developments 

as unilateral effects. There is 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 tends to be largely based on a check-list type analysis.  

 

The issue of coordinated effects arose in the Airtours8 case where the European Court of 

First Instance rejected Commission arguments that the merger would facilitate tacit 

collusion. The Court found that, in the event of the merger, firms would have insufficient 

information to detect ÔcheatingÕ, i.e. firms deviating from the collusive outcome. It also 

found that there would be no credible deterrent that might discourage ÔcheatingÕ and thus 

provide firms with 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 in Scheffman and Coleman (2003).  

 

                                                 
7 For a more detailed discussion of factors that facilitate coordinated behaviour see Rey, (2002). 
8 Airtours plc v. Commission, case T-342/99, judgment of 6 June 2002. 
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Unilateral effects may arise in the case of homogenous products, 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 the market would not be able to increase their output. 

 

A further key departure in the 1982 Merger Guidelines was the introduction of an 

Òefficiencies defenceÓ reflecting arguments first put forward by Williamson.  

(1968). The US Supreme Court rejected such argum ents in Procter & Gamble.9 

Each version of the Guidelines since 1982 has expanded the efficiencies defence. Where 

there is relatively little direct impact on competition, it is presumed that the transaction is 

motivated by efficiencies that outweigh any competitive loss. As Farrell and Shapiro 

(2001, p.687) observe: 

ÒÉ a real sympathy to efficiencies is built into the Guidelines from the startÓ. 

 

The EU Merger Regulation first introduced in 1989 contained no efficiency defence, 

although it was included in early drafts. Its omission was attributed to concerns that it 

would give the Commission too much freedom to approve mergers on industrial policy 

grounds. (George and Jacquemin, 1992). In the past the EU Commission blocked mergers 

on the grounds of efficiency gains, arguing on occasion that increased efficiencies arising 

from a merger would serve to create or strengthen a dominant position. (Neven et al., 

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

 

The CommissionÕs merger analysis has been criticised as lagging somewhat behind the 

US in terms of the application of sophisticated economic analysis. One US commentator 

described the EU approach as resembling: 

ÒÉ US merger policy in the 1960s and early 1970s, where courts and enforcement 

agencies distrusted efficiency arguments and believed that greater concentration 

invariably begat the exercise of market power.Ó (Kovacic, 2001, p.862) 

 

                                                 
9 FTC v. Procter & Gamble Co. 386 US 568 (1967). 
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One final point regarding the influence of economics on merger control is appropriate 

with respect 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 

represented 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 arbitrary and 

largely based on a subjective approach.10 Neven et. al. (1998) criticised the EU 

Commission for relying Òon qualitative assertions and hunches even when more 

quantitative evidence could have been made availableÓ in dominance cases. In part this 

can be attributed to a historical failure by economists to devote much attention to this 

question. Stigler (1982, p.9), for example, stated that: 

ÒMy lament is that this battle on market definitions É has received virtually no 

attention from us economists. Except for a casual flirtation with cross-elasticities of 

demand and supply, the determination of markets has remained an undeveloped 

area of economic research at either the theoretical or empirical level.Ó 

 

The 1982 US Merger Guidelines introduced a new approach to market definition in 

mergers with the SSNIP test. The Guidelines represent the first serious attempt to set a 

clear economics based approach for defining markets. The SSNIP test is now generally 

accepted as the standard test for market definition by most 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 non-transitory increase in price and 

defines this as the relevant market. It asks whether such a monopolist could sustain a 

price increase of 5% for at least one year on a ceteris paribus assumption that Ôthe terms 
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of sale of all other products are held constantÕ. If sufficient numbers of consumers are 

likely to switch to alternative 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 hypothetical monopolist could profitably impose a 5% price increase. The range 

of products or the geographic area so defined constitutes the relevant market. The 

introduction of the SSNIP test spurred extensive research aimed at devising methods for 

its practical application.11  

 

In order for a given price increase to be profitable, profits after the price increase must be 

greater than or equal to profits before the increase. The SSNIP test can be applied by 

estimating the critical elasticity of demand – the value of the elasticity of demand such 

that profitability is unchanged as a result of an increase in price. The critical elasticity of 

demand (! ) is defined as: 

! = 1/(m+t) 

where m is the pre-merger price cost margin (defined as the gap between price and 

marginal cost) and t is the minimum price increase considered significant Ð 5% is the rate 

of price increase generally applied under the US Guidelines.12 In order to calculate the 

value of the critical elasticity of demand, all that is required is information on firmsÕ 

price-cost margins. If a firmÕs own elasticity of demand exceeds the critical elasticity, the 

decline in sales arising from a given price increase will be large enough to render the 

price increase unprofitable. If it is not profitable for a hypothetical monopolist or cartel to 

impose the assumed 5% price increase, then the products concerned do not constitute the 

relevant market and the market must be expanded. 

 

Where demand elasticities cannot be estimated, Harris and Simons (1989) developed an 

alternative method for applying the SSNIP test based on the critical loss. The critical loss 

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

                                                 
10 For an overview see Kauper (1996). 
11 See, for example, Baker and Bresnahan, (1984); Scheffman and Spiller, (1987); Harris and Simons, 
(1989); Kamerschen and Kohler (1993); and Kaserman and Zeisel, (1996) . 
12 This is the formula for estimating critical elasticity of demand where the demand curve is linear. 
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make the price increase profitable. Their method involves estimating the critical loss for a 

given percentage margin and price increase Ð the 5% used in the SSNIP test. They 

suggested that average variable cost can be used as a proxy for marginal cost, so that the 

only information required is data on average variable cost and price. The formula for 

critical loss (y) may be written as follows: 

y = t/(m+t)13 

If the evidence in a specific case indicates that the likely loss of sales to the hypothetical 

monopolist is less than the critical loss, then a 5% price increase would be profitable and 

the market would be defined. 

 

Critical loss results need to be interpreted carefully.14 High price cost margins indicate 

that demand is relatively inelastic, indicating that the actual loss in sales from a price 

increase will be relatively small. They may also indicate the existence of market power, 

Thus claims that actual losses will exceed the critical loss threshold need to be examined 

very closely. 

 

In applying the SSNIP test for the purpose of defining markets in abuse of dominance 

cases, it is the competitive rather than the prevailing price which is relevant in order to 

avoid the cellophane trap. It will normally be extremely difficult to establish the 

competitive price. As NERA (2001) point out, if it was possible to do so this would make 

dominance cases relatively simple. It would only be necessary to show that the prevailing 

price was significantly above the competitive price to establish that the firm was 

dominant. 

 

The importance of proper market definition was clearly demonstrated in the Staples 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 would probably not have 

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

                                                 
13 As before, m is the pre-merger price cost margin and t is 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 stores were in a separate 

market. 

 

The EU Commission in Virgin/British Airways indicated that the SSNIP test was only 

one of the possible tests of market definition.15 This apparent rowing back by the 

Commission is somewhat troubling. 

ÒAny Statement to the effect that SSNIP is just one example of how to define a 

relevant market without clearly specifying what the alternative to SSNIP might be, 

clearly runs the risk of a return to a process of market definition by ad hoc 

reference to product characteristics.Ó (NERA, 2001, p.19). 

 

Massey and Daly (2003) have criticised the fact that Irish courts in many cases have 

relied on subjective tests for defining markets which inevitably introduces considerable 

uncertainty into the process and are unlikely by their nature to take all relevant variables 

into account, and increase the likelihood of error.  

 

In Mars/HB, Keane J defined the market as being that for impulse ice-cream products 

Òlargely on what has been described as the Ôcommon senseÕ or Ôinnate characteristicsÕ 

testÓ and stated: ÒI do not think that someone going into a confectionerÕs 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 crisps.Ó16 In Ballina Mineral Water Company v. 

Heineken17 Kearns, J. held that lager was part of the wider beer market. Referring to the 

ECJ judgement in United Brands he stated: ÒAgain, one can, I think...substitute the word 

ÔlagerÕ there for the word ÔbananaÕ and other beer products for other fruit products, and 

                                                 
14 On this point see, for example, Katz and Shapiro, (2003) and OÕBrien and Wickelgren, (2003). 
15 Case No. IV/D-2/34.780 Virgin/British Airways, at para 70. 
16 Masterfoods t/a Mars v. HB Ice Cream Ltd., [1993] ILRM 145. 
17 Ballina Mineral Water Company v. Heineken Ireland Limited, Kearns, J., 31.5.2002. It 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 market.Ó18 

 

The Supreme Court in its judgement on the ILCU appeal indicated that quantitative 

evidence on market definition was to be preferred to subjective approaches. Delivering 

the CourtÕs judgment, Mr Justice Fennelly observed: ÒIf it is to arise in another case, I 

would hope that the Authority would produce cogent factual evidence of the existence of 

such a product market in representation services.Ó19 While admittedly obiter dicta it, 

nevertheless, suggests that quantitative evidence is to be favoured in respect of market 

definition. 

 

4: Analysing Agreements Between Firms. 

 

In considering agreements 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 with considerable suspicion but this view was strongly questioned by the Chicago 

school in the 1960s. The consensus view among economists today is that vertical 

restraints cannot be considered pro- or anti-competitive per se. Rather, the question of 

whether they are anti-competitive will depend on the specific circumstances prevailing in 

any given market. Consequently, the assessment of the impact of exclusive 

dealing/supply agreements needs to be addressed on a case-by-case or rule of reason 

basis. It is generally recognised in the literature that vertical restraints reduce intrabrand 

competition. In many instances, such reductions may be more than offset by increased 

interbrand competition. 

 

In 1963 the US Supreme Court, by a 5-3 majority, held that the question of whether or 

not vertical restraints were anti-competitive had to be based 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 2004, Supreme 
Court 8 May 2007 at 55. ILCU 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 case.20 Four years later, however, in a judgment that proved to be highly 

controversial, it did an about turn and concluded that vertical restraints were illegal per 

se.21 A decade later, the Court again reversed its view in Sylvania, holding that vertical 

restraints could promote interbrand competition by enabling the manufacturer to achieve 

efficiencies in distribution: 

Òwhen interbrand competition exists ... it provides a significant check on the 

exploitation of intrabrand market power because of the ability of consumers to 

substitute a different brand of the same product.Ó22 

The Supreme Court judgment in Sylvania was seen as marking the coming of age of 

economic analysis in antitrust. 

 

In Sylvania, the Court distinguished between price and non-price vertical restraints, and 

held that the per se prohibition on resale price maintenance (RPM) established in Dr. 

Miles Medical should continue to apply.23 In 1997, the Court concluded that maximum 

RPM (where a manufacturer sets a price ceiling) should no longer be subject to a per se 

prohibition but should be subject to a rule of reason test.24 This overturned an earlier 

judgment of the Court in Albrecht v. Herald.25 There had been widespread criticism of 

the Albrecht judgment. 

ÒThe most plausible reason why a manufacturer would wish to prescribe price 

ceilings binding its resellers is to avoid repeated marginalization ... Unless the 

ceilings are used as focal points to discourage 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 illegal per se.Ó (Scherer 

and Ross, 1990, p.558) 

In a landmark judgment handed down late last year the Court went a step further and 

ruled that RPM should no longer be subject to a per se prohibition, instead the rule of 

                                                 
20 White Motor Co. v. United States, 372 US 253 (1963). 
21 United States v. Arnold, Schwinn et al. 388 US 365 (1967). 
22 Continental TV Inc. et al. v. GTE Sylvania Inc. 433 US 36 (1977). 
23 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 non-price vertical restraints.26 This judgment has also 

proved controversial with moves in Congress to introduce legislation restoring the per se 

prohibition on RPM. 

 

In contrast to the US approach in Sylvania the European Court of Justice in 

Consten/Grundig specifically rejected the argument that interbrand competition was more 

important than intrabrand. 

ÒAlthough competition between producers is generally more noticeable than that 

between distributors of the same make, it does not thereby follow that an agreement 

tending to restrict the latter kind of competition should escape the prohibition of 

Article 8[1](1) merely because it might increase the former.Ó27  

In Brasserie de Haecht, the Court held that exclusive purchase agreements were not by 

their nature contrary to Article 81(1).28 In Delimitis, it stated that an exclusive purchasing 

agreement did not infringe Article 81(1), unless it could be shown that there was a 

significant degree of market foreclosure due to a network of such agreements, in which 

case an individual agreement must be shown to contribute significantly to that 

foreclosure.29 

 

The EU Commission also traditionally adopted a far more hostile approach to vertical 

restraints but has now moved towards a more economics-centered approach. The 

CommissionÕs traditional approach was set out in its former block exemptions on 

exclusive distribution30 and exclusive purchasing,31 where it effectively deemed all such 

agreements to be in breach of Article 81(1). However, the block exemptions then 

concluded that vertical restraints generally satisfied the requirements of Article 81(3). 

Korah (1990) argued that, in effect, the Commission erred: first, in the direction of 

finding offensive behaviour that may not be so, and then in granting blanket exemptions 

to behaviour that may in some circumstances be harmful in an attempt to establish clear 

                                                 
26 Leegin Creative Leather Products, Inc., v. PSKS, Inc., dba Kay’s Kloset…Kay’s Shoes. 
27 Joined cases 56 and 58/64 Consten and Grundig [1966] ECR 299. 
28 Case 23/67 Brasserie de Haecht v. Wilkin I 1973 ECR 77. 
29 Case 234/89 Delimitis v. Henniger Brau 1991 ECR I-935. 
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 of a number of national authorities criticised 

the CommissionÕs approach at a forum organised by the Commission in April 1995, 

arguing that vertical restraints were not automatically offensive, that there was excessive 

reliance on block exemptions and that it would be preferable to subject vertical restraints 

to a case by case analysis. Several other commentators also criticised the CommissionÕs 

approach.32 

  

In its 1997 Green Paper, the Commission stated that the block exemption approach was 

adopted to deal with the large volume of notifications of vertical restraints and the fact 

that only a small number of cases could be dealt with by means of individual decisions 

(EU Commission, 1997). The 1997 Green Paper heralded a significant re-appraisal by 

the Commission: 

ÒThe heated debate among economists concerning vertical restraints has calmed 

somewhat and a consensus is emerging. Vertical restraints are no longer regarded 

as per se suspicious or per se pro-competitive. Economists are less willing to make 

sweeping statements. Rather, they rely more on the analysis of the facts of a case in 

question.Ó (EU Commission, 1997, p.iii) 

It went on to observe that: 

ÒThe fiercer is interbrand competition, the more likely are the procompetitive and 

efficiency effects to outweigh any anti-competitive effects of vertical restraints. 

Anti-competitive effects are only likely where interbrand competition is weak and 

there are barriers to entry at either producer or distributor level.Ó 

 

The Commission has generally taken a hostile approach to RPM, finding it to be in 

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

granted. This hardline approach to RPM was restated in the 1997 Green Paper. 

ÒThe policy of treating resale price maintenance and impediments to parallel trade 

as serious violations of the competition rules would continue. It is proposed that 

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

                                                 
32 See, for example, Chard (1980), Carlin (1996), Van den Bergh (1996), Massey (1996). 
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concerted practice or decision concerned may affect trade between Member States. 

They are also unlikely to benefit from an exemption under Article 8[1](3).Ó 

 

5: Abuse of Dominance. 

 

The cellophane trap makes it very difficult to use the SSNIP test to define the relevant 

market where a firm is dominant. A profit maximising firm that was dominant would 

generally be expected to raise prices up to the point where other products were 

sufficiently close substitutes for any further price increase to be unprofitable. This has led 

some economists to attempt to estimate market power directly on the basis of firmsÕ 

residual demand curves. 

 

Lerner (1934) proposed using the gap between price and marginal cost as a measure of 

the degree of firmsÕ market power. This measure is known as the Lerner index and can be 

written as follows:  

(p-c)/p 

where p equals price and c is marginal cost. 

The Lerner Index is the left-hand side of the 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 monopolistÕs demand curve. As Werden (1998, p.370) observes: 

ÒThe profit-maximization 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.Ó 

 

The residual demand curve facing an individual firm is the horizontal difference between 

the total market demand curve and the total supply of all other firms in the market. The 

underlying demand behaviour of consumers and the supply behaviour of producers of 

substitutes determine the specific shape of a firmÕs residual demand curve. Where goods 

are homogeneous and the market is perfectly competitive, no firm has any economic 
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power Ð each producer faces an infinitely elastic residual demand curve. In the more 

usual case of product differentiation and/or oligopoly, the residual demand curve will 

slope downwards, the slope getting steeper as the substitutability of the products 

decreases. In other words, the steeper (more inelastic) the residual demand curve the 

greater the degree of market power. 

 

Kammerschen and Kohler (1993) therefore argued that all the information needed to 

determine economic power is contained in the slope of the residual demand curve. Kahai 

et al. (1996) reported that several techniques have been introduced that can yield 

estimates of an individual firmÕs residual elasticity of demand. They estimated residual 

elasticities of demand to test whether AT&T should continue to be regarded as enjoying a 

dominant position in the US inter-State long-distance telecommunications market. Wolak 

(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 prospect that market definition 

issues may no longer be crucial in abuse of dominance cases, which is quite important 

given the difficulties involved in defining the relevant market in dominance cases. 

Econometric analysis of price and other data relating 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 time spent in argument 

before the courts as to what constitutes the relevant market.  

 

Werden (1998) noted that it has become common for economists to estimate residual 

demand elasticities, and for US courts to rely on such evidence. Whether the Irish courts 

or the EU Commission will adopt a similar approach is open to question. The European 

Court of Justice ruled in Continental Can that the Commission must define the relevant 

market before deciding whether or not a firm can be regarded 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 82.33 The CompetitionÕs 2005 consultation paper on Article 82 

states: 

ÒFor a refusal to supply to be abusive, it must, however, have a likely 

anticompetitive effect on the market which is detrimental to consumer welfare.Ó 

The idea that for behaviour to be considered abusive, it must harm consumers and not 

just competitors is again one that is consistent with economic thinking. The Supreme 

Court in its judgment in ILCU held that consumer welfare is the sole objective of 

competition law. 

ÒThe entire aim and object of competition law is consumer welfare. Competitive 

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.Ó (p.38).  

 

One area that has been quite controversial in abuse of dominance cases is the issue of 

predatory pricing. Authors such as McGee (1955 and 1980) and Selten (1978) have 

argued strongly that predation is not rational and is therefore unlikely to occur and such 

views have strongly influenced US courtsÕ 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 that predatory pricing must be capable of earning 

excess profits in the long run.34 In Cargill it warned that Òmistaken inferencesÓ 

concerning alleged predatory prices Òare especially costly, because they chill the very 

conduct the antitrust laws are designed to protectÓ.35 In Brooke Group it referred to Òthe 

general implausibility of predatory pricingÓ and concluded that Òpredatory pricing 

schemes are rarely tried, and even more rarely successful, and the costs of an erroneous 

finding of liability are high.Ó36  

 

                                                 
33 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. 
35 Cargill, Inc. v. Monfort of Colorado, Inc., 479 US 104, 122 (1986). 
36 Brooke Group Ltd. v. Brown & Williamson Tobacco Corp., 509 US 209 (1993). 
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It is now recognised that the Chicago analysis dismissing predation as irrational relies on 

assumptions of certainty and perfect information. 

ÒAt the same time modern economic analysis has developed coherent theories of 

predation, contravening earlier economic writing claiming that predatory pricing is 

irrational. More than that, 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 otherwise. But the courts have failed to 

incorporate the modern writing into judicial decisions, relying instead on earlier 

theories no longer generally accepted.Ó (Bolton 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 ÒStackleberg 

warfareÓ Ð 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 to show that firms 

have engaged in tacit collusion. This, of course, raises all sorts of difficulties. To 

demonstrate collective dominance requires convincing evidence that the performance of 

firms in a market that permits co-ordination as a rational strategy is not consistent with 

independent decision-making in a market where inter-dependence is accepted. In a simple 

Cournot or Bertrand game this means demonstrating not that prices exceed Òcompetitive 

(i.e., benchmark competition) prices, but exceed prices that would emerge from a Nash 

equilibrium based on independent (non-co-ordinated) decision making.37  

 

                                                 
37 Phlips (1995) argues that with explicit collusion firms operate at the joint profit maximixing level 
whereas under tacit collusion firms raise price above Nash equilibrium 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 ComRegÕs decision finding that Vodafone and O2 were 

jointly dominant in the market for mobile call access and origination. Following an 

appeal by the parties to the Electronic Communications Appeal Panel, ComReg agreed to 

have the decision struck out and pay costs after the first dayÕs hearing before the panel. 

The decision is analysed to some extent in Mason et. al. (2007) who criticise ComRegÕs 

failure to investigate actual prices, output levels, profits and shares to see whether they 

were consistent with tacit collusion, something which ComReg failed to do.38 

   

6: Conclusions. 

 

The paper began by suggesting that economics lay at the core of 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 competition 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 courtÕs and decision 

makers in various jurisdictions have been slow to take economic views on board 

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

                                                 
38 The academic literature on how to conduct such an analysis had developed recently, to a point 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 decompose firmsÕ 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 the UK salt case. 
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