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INTRODUCTION TO
COMPETITION LAW

1.CENTRAL ISSUES

1. Competition law is concerned with ensuring
that firms {undertakings} operating in the free
market economy do not restrict or distort

" competition i a way that prevenits the market
from functicning optimally.
2. The belief that competition amongst
undertakings produces the best outcomes for
society is based on economic theory that
employs models of perfect competition and
menopoly, and concepts of welfare and
efficiency.
3, Itis possible for systems of competition law to
pursue objectives other than the economic ones
of wellare and efficiency. Whether they should
and, if so, what other objectives should be
pursued, is extremely controversial,
4. Evenif itis accepted that economics should
be the sole or main goal of competition law, there
is much debate as to how markets work and
when, and on what basis, competition authorities
should intervene. Three main *schools’ of
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competition analysls are known as Harvard,
Chicago, and Post-Chicago.

5. A system of competition law is provided for in
the EC Treaty. Article 3 EC provides that the
activities of the Cornmunity include 'a system
ensuring that competition in the internal market
is not distorted'.

6. A school of pofitical theory in Europe (and
more particularly, Germany} called
Ordoliberalism contained ldeas about
cormpetition law which were influential in the
development of EC competition law.

7. Recently, EC competition law has been
undergoing a process of modernization. This has
led to the competition rules being applied in a
more economically rigorous way, based on a
consumer welfare standard.

&. Three central concepts used in competition
faw are market power, rnarket definition and
barriers to entry.

The first question any book on competition law must address is, what is competition law?

The starting point is that competition law exists to protect competition in 2 free market
economy—that is, an economic system in which the allocation of resources is determined
solely by supply and demand in free markets and is not directed by government regulation,

States which adopt a market economy do so because, on the basis of neoliberal economic
theory, they consider it to be the form of economic organization which brings the greatest
benefits to society. The basis of a free market is competition between firms because such
competition is believed, for the reasons explored below, to deliver efficiency, low prices, and




2 | EC COMPETITION LAW

innovation. At the other end of the spectrum is an economy which is run by central government
planning, such as that which existed in Soviet Russia. Adherence to a belief in the market
economy leads to great importance being attached to competition policy and the introduction
of competition laws. Competition rules seek to promote effective and undistorted competition
in the market. This does not mean that in a free market economy every sectoris left 1o unbridled
competition. Areas such as health services or the provision of basic utilities may, for example,
be subject to governmental intervention or government controls, Different States may have
different views about how far the free market should be tempered or supplemented by a social
component and in the European Union agriculture is controlled by the common agricultural
policy.! The terms competition policy and competition lew are often used synonymously
but they can be distinguished. The former is broader since it describes the way in which
governments (ot, in the case of the European Community (the EC), supranational organizations)?
take measures to promote competitive market structures and behaviour. Competition policy will
therefore encompass within it a system of competition law. Those rules will seek to implement
competition policy by ensuring that firms operating in the market place do not actin a way that
harms competition.?

A first sight it might perhaps seem ironic that competition laws seek to control and interfere
with the freedom of conduct of firms in order 10 promote free competition. Similar paradoxes
face democratic governments in other spheres: how far should the liberties of individuals be
constrained in order to uphold liberty itself?

In the competition context regulatory rules are necessary to deal with market imperfections.
In particular, left alone to determine their own conduct, firms are likely to combine or collude
in a way which is profitable to those firms but which works to the detriment of society asa
whole. As eatly as the eighteenth century Adam Smith,* who first identified the ‘invisible hand’
of competition as a force leading to the general good, described the tendency of those operating
within the same trade to conspire to fix prices. Cartels are an age-old phenomenon. Further,
competition between firms may produce a ‘winner’ which dominates the market, or ‘natural’
monopolies may exist on a market. In these situations it may be thought necessary for
competition law to restrain the dominating firms' behaviour. Monopolies may also be created if
competitots are allowed to merge freely with one another. Competition law may thus aim to
preclude mergers where necessary to preserve the competitive process on the market.

The discussion above assumes that the sole goal of competition law is to achieve economic
goals and to preserve the competitiveness of markets. The position is not this simple, however.
Rather, there is much disagreement about whart goals should be pursued through the
application of the competition rules. Some argue that the economic goals should be the sole
objective, others that a wider range of objectives should be pursued. The next section discusses
the objectives of competition law.

! Although since the 1990's the system which manipulated the market through subsidizing products and
intervention buying has been gradually reformed towards a more market-oriented, environmentally friendly
policy which subsidizes farmers rather than products but often makes payments to farmers dependent on
them attaining standards on matters such as food safety, animal welfare, and care of the environment: see
Council Regulation 1184{2006 and http:flec.europa.cufagriculturefpublifcapexplained/cap_en pdf.

2 In this book we talk about EC rather than EU competition law since at present the competition rules are
contained in the Treaty establishing the Enropean Community and strictly pertain to the EC rather than the EU
as such. If the Reform Treaty comes into force the EC will be subsumed into the EU (see Addendum, infra 1399).
The compsetition rules also impact on the European Economic Area. See further infta Chap. 2.

? The adoption of competition laws has, however, sometimes pre-dated the adoption of a discernible policy,
see, for example, the discussion of the Sherman Act in the USA, infr 19 ff.

+ See Adam Smith, The Wealth of Nations (1776, reprinted Penguin, 1979).
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As a matter of terminology it should be noted thar in general parfance competition law is
often called by its American name, “antitrust Jaw". However, the EC Commission {the EC
competition authority®) now uses the term ‘antitrust’ to denote the areas of competition law
other than merger controf and State Aids ¢ The reader will find, nevertheless, that many of the
sources quoted in this book use ‘antitrust’ in its more general meaning.

3. THE OBJECTIVES OF COMPETITION LAW

A. ECONOMIC EFFICIENCY

(i} The Maintenance of Effective Competition

One possible objective of competition law, and the one which is currently in the ascendant, is
economic efficiency. This section seeks to show why competition is thought to achieve
efficiency and produce the greatest benefits to society. To facilitate the understanding of these
issues it is useful to understand some basic concepts of micro-economics and welfare econom-
ics {welfare economics is the branch of economics which deals with the desirability ofthe social
consequences of the arrangement of economic activities?). Reference should also be made to
the EC Commission’s own ‘Glossary of terms used in EU competition policy’t

(ii} Basic Economic Concepts

a. Demand Curves and Consumer and Producer Surplus

Consumers are all different. They place different values on things, have different preferences
and different incomes, and will consequently be willing to pay different prices for a particular
product. The maximum amount a consumer is willing 1o pay for a product is his reservation
price.

Although suppliers might like to be able to charge each consumer his individual reservation
price, in practice this is not normally feasible. The supplier must therefore consider the
relationship between the consumer's willingness to pay and the quantity which will be bought
on the market as a whole. If only buyers with very high reservation prices are supplied, the
quantity produced will be smaller than if buyers with lower reservation prices are supplied.
Conversely, if greater quantities are produced the price will have to fell to incorporate buyers
with lower reservation prices. The relationship between price and supply is represented by the
market demand curve. The demand curve normally slopes downwards from left to right.

3 The organization and functions of the EC Commission in respect of competition faw is explained infrm,
Chap. 2.

¢ See, for example, the web site of the Directorate General responsible for competition policy,
hitp:f{www.europa.ew.intf commfeompetitionfindex_en html.

7 Welfare economics is described as ‘normative’ as it depends on value judg about how well the econ-
omy works.

¥ Brussels, July 2002, Available also on the Furopean Commission web site, htip:ffwww.curopa.ew.intf
Commission{competition/publicationsfglossary_en.pdf and in on-line format at http:ffwww.europa.ewintf
Commission/competition/general_info/glossary_en.html. The Commission now subjects the Glossary to a
ridfer that some of itis no fonger valid after ¥ May 2004 in view ofthe changes in enforcement procedures.
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Supply curve

Demand curve
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Figure 1.1 Demand curve and consumer and producer surplus

i we assume that the market price is £30 we can see thet some consumers will be paying £50
for a product for which they would have paid more. This results in what is known as consumer
surplus and is shown by the hatched area in Fig. 1. It is the difference between the buyers'
reservation prices and the market price.*

The supply curve shows the marginal cost1® of production. In Fig. we see that the producer
is selling the output for more than It costs to produce. This results in what is known as producer
surplus and is shown by the shaded area in Fig.1.

b. Elasticity of Demand (Own Price Elasticity)

The amount by which the quantity demanded increases as price reduces (and vice versa) will
de_p_end on the market in question and the elasticity of demand for the product.

Price elasticity of demand. measures the sensitivity of the quantity demanded to the price.
Demand is said 1o be inelastic if an increase in price leads to an insignificant fall in demand. For
example, the demand for il is inelastic since for many of its uses there are no substitutes which
petform the same function. Conversely, demand is dastic if an increase in price leads to a signifi-
cant fall in demand. The demand for foreign holidays is elastic.

» Technically, price elasticity of demand is the percentage change in the quantity of a product
demanded divided by the corresponding percentage change in its price. The result will be a
negative figure as the fall in demand will be expressed as a negative figure from the starting
point. If demand for widgetst: falls by 2 per cent as a result of a 1 per cent price increase the
change in demand will be expressédias -2 per cent. The demand elasticity is then -2 divided by

* The concept of consumer surphus was first described by Alfred inc !
Maca e rp! eseri by Marshall, Principles of Economics (8th edn.,

10 See infm section ii.a. for an explanation of marginal cost.

** A widget is traditionally 2 mythical product with no specific characteristics used in competition law
_enn:ll:lu. Despite its recent metamorphosis into a device in the bottom of cans which imroduE; nitrogen
m ellqtfldmdthcrefonpuuahmdfm canned beer it won the Queen’s Award for Industryin 1991, more
a“;gl:en;:ﬂliﬁnozr:dn;de annmllyt:;dmNomnber 2003 it was reported in the Dally Mirror as coming top of

¢ ‘greatest technological invention of the last 40 it st ins i
o e ol aciogical n o years’} it still retains its characterless
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1 (the price increase), which is -2.)2 Typically, elasticity falls as one moves down the demand
curve, so that at higher prices demand is more elastic. Economic theory puts the dividing line
between elastic and inelastic demand at -1. Demand is elastic at a figure below, or more negative,
than -1.1tis inelastic between -1 and 0. In markets where demand is inelastic shortages will lead
to higher prices. S0 a bad harvest may be better for food producers than a good one. This was
true, for example, when a frost disaster struck the Brazil coffee harvest in 199513

The position of an individual firm on the market will be different from that of alt producers
on the market as a whole. Even if the demand for petrol is inelastic, the price for any individual
brand will be elastic. If Esso puts up the price of its petrol but Shell does not, drivers will look for
Shell garages and purchase the latter's petrol instead. If, however, all the sellers of petrot
collectively agree to increase the price of their petrol the quantity demanded may not change
significantly. 4

¢. Cross-elasticity of Demand

Elasticity of demand measures the relationship between the price of the product and the
demand for it. In contrast, cross price elasticity of demand measures how much the demand for one
product {A) increases when the price of another (B) goes up. It is measured by the percentage
change in the quantity demanded of product A divided by the percentage increase in the price
of B. Cross-elasticity of demand is crucial to market definition.}s

Cross price elasticity is positive if the price increase in B leads to an increase in demand for A,
and this suggests that A and B are substitute products. The Brazil coffee shortage, although
leading to an increase in the price of coffee, did not cause consumers to stop purchasing coffee
and to purchase tea instead. This indicated that consumers did not consider tea was a substitute
for coffee and that the demand for coffee was inelastic. An important point to note is that when
considering two products there may be cross price elasticity in one direction and not in the
other. Although coffee drinkers may not purchase tea when the price of coffee increases, this
does not mean that teadrinkers would not purchase coffee if there was a similar price rise in tea.
Soin Microsoft, ¢ the Commission found that while a streaming media player was a substitute for
a media player which delivered less functionality, substitution the other way round was not
readily available as less performing media players did not satisfy consumer demand for features
such as streaming or video playback.

If products are complements of each other, rather than substitutes, the cross price elasticity
figure will be negative rather than positive. If the price of petrol goes up the demand for
big-engine gas-guzzling cars may go down.

d. Profit Maximization

An assumption is made for the purposes of welfare economics that firms will act rationally and
in a way which maximizes profits.'? Whether firms really do always behave in this way may be

12 Economists often express this figure without using the minus (as it s always negative]. The bigger the
negative number the ‘higher the clasticity, for example, elasticity of -5 is higher than elasticity of -1.

1+ D. Begg, 5. Fischer, and R. Dornbusch, Economics (8th edn,, McGraw-Hill, 2005), 53—4.

' The demand for petrotis not totally inelastic. Arguments about whether governments should take action
on the environment by discouraging driving through higher petrol taxes are predicated on the assumption of
some elasticity in the demand for petrol.

15 See infra 60 . .

‘& COMP|C-3/37.792, [2005] 4 CMLR 965, para. 415, on appeal Case T-201/04, Miousoft v. EC Commission
(judgment pending). '

17 Profits represent the difference between the total cost of preducing goods or providing a service and the
revenue earned by selling them. .
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doubtful. 2 It will be seen below that, in particular, where a firm has a monopoly the managers
may prefer a ‘quiet life’ to profit maximization. Nevertheless, welfare economics is predicated
on this basis. It is certainly a safe assumption that a firm will be concerned not to make long-
tertn losses, otherwise it will ultimately have ro Jeave the market. Tt should also be remembered
that a firm which does not deliver profits to its shareholders will be artractive to predator and
so vulnerable to a take-over bid.”

¢. Economies of Scale and Scope

Economies of scale occur when the average cost of producing a commodity falls as more is
produced. If 2 widget factory produces only one widget then that widget must bear the whole
cost of establishing and running the factory. I it produces 100,000 widgets, however, the costs
are spread over 100,000 widgets instead of one. Of course, some costs (variable costs) may
increase with production (energy and labour for example, although they may not increase
proportionately to the number of extra units). However, some costs may not increase at all: if a
lorry is delivering widgets, for example, the driver will be paid the same, and the petrol will cost
the same, whether the Jorry is full or half empty.

Economies of scale result where efficiency in production is achieved as output is
increased. There inevitably comes a point, however, when the average cost ceases to fall and
economies of scale can no longer be reaped. That point is called the mininum efficient scale
{MES). The MES is of great significance for competition law since it has very important
repercussions for market structure. Where the MES is very large in relation to the market,
i.e., a producer has to supply a large quantity of products on the market before the MES is
reached, only a few firms, possibly only one, will be able to operate efficiently on the market.
What is cafled a ‘natural monopoly’ is where it is less costly for just one firm to serve the
market than for the market to be divided between more players. On a competitive market,
however, the MES is low in comparison to overall demand so that numerous firms can
operate efficiently on the market.

Econonties of scope occur where it is cheaper to produce two different products jointly than
each separately. This may result from factors such as shared assernbly lines or shared personnel
which enable the firm 10 make costs savings by producing a range of goods rather than the
individual products on their own. Economies of scope may mean that a multi-product firm has
lower unit costs than a single product firm.

'* There is an enormous literatuse on this subject. The seminal work was A. A. Bede and G, C. Means, The
Modern Corporation and Privaie Property (rcvised edn. 1968, Harcourt Brace and Waorld, 1932). For an extensive
discussion see . E. Parkinsan, Corporsts Power and Responsibility (Oxford Unjversity Press, 1993), particularly
chaps. 2-4. This doubt arises partly because of the separation of awnership from control in alt but the smallest
companies, In the layers of complex organization which make up modern businesses, decisions may be made
by managers and executives facing uncertain future events and a large number of variables. Their expectations
may be misplaced, they may be averse to tisk-taking, and they may be most concerned with corporate or indi-
vidual survival or the growth of the company rathier than its profitability. Managerment may pursue of policy
of *satisficing’, This is a theory of firm behaviour that is contrary to that of profit maximization. ‘Satisficing' is
when management adopts certain goals for profits, sales, etc. and tries to meet, but not necessarily exceed,
them. The goals may not be set high in the first place, so that management will not seem a faiture if it does not
achieve them, and it is unwilling to be in a position where the shareholders demand ever higher goals in the
future. See H. A. Simon, *Theories of Decision-making in Economic and Behavioral Sciences’ {1959} 49
Anverican Economic Review 253 and Parkinson, above, 66-7.

'# See Parkinson, supm, n. 18, 11332,
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(iii) Perfect Competition and Efficiency

a. Perfect Competition

If competition rules are designed to achieve efficiency they should be utilized where there is no
effective competition on the market. The theory of perfect competition presents a model of a
market on which efficiency is maximized and cannot, therefore, be impraved by the application
of competition rules.

A perfectly competitive market is one in which there are a large number of buyers and seflers
{firms with very small market shares can operate at minimal costs since the MES is small in
comparison to the size of the market), the product is homogeneous, all the buyers and sellers
have perfect information, 2 and there are no barriers to entry or exit. Sellers can come onto, and
leave, the marker freely.! The result of this state of affairs is that each seller is insignificant in
relation to the market as a whole and has no influence on the product’s price. Consequently,
sellers are described as price-takers, not price-makers.

In a perfectly competitive market the price never exceeds marginal cost. The marginal cost to
a firm is the cost of producing onc extra unit of the product. So if it costs £100 to produce ten
widgets but £105 to produce eleven, the marginal cost is £5. On such a tnarket the firm wilt
alwaysbe able to 2dd to profit where the marginal cost of producing a unit is less than the price.
The producer will therefore keep increasing the units it produces until the price obtained equals
marginal cost. if the price is below marginal cost the firm will have to respond by reducing
output. In other words, in a perfectly competitive market a firm’s marginal revenue (the rise in
what the firm earns by one extra unit of cutput) equals marginal cost.22

Where the price charged for a product is at marginal cost this does not mean that the firm
makes no profit ar that price. It does make a profit, but only a "normal’ one. All the factors of
production used to make the product have to be taken into account when computing the cost,
and this includes the capital. The firm has to make enough of a return on the capital employed
in the business to make it worthwhile staying on the market. When economists talk of zero
profits they mean that there is no profit above the ‘normal’ level, which is assessed in relation to
the ‘opportunity cost’. An opportunity cost is the value of what has to be given up to do
something else. The capital employed in the business must therefore reap a profit to compen-
sate the business for the profit which would come from a different outlay. H the firm does not do
this it will leave the market.

The relationship between marginal and average cost is also an important one. The average
cost is the costs of the firm evened out over all the units produced.> When the marginal cost of
the next unit exceeds the average cost of the existing units, producing the next unit raises
average costs. In that case the firm can decrease costs by reducing supply. If, on the other hand,
the marginal cost of the next unit is less than the average cost of the existing units, an extra unit

2 Buyersand sellers know of every change in price or demand and so respond immediately to such changes.

*+ For a discussion of barriers w entry. see infre 84 ff.

22 The reason for this is that although the industry’s demand curve is downward sloping, the demand curve
for each individual firm is horizontal, which means that however much itsells it will get the market price. For fur-
ther explanation of this, see D. Begg, $. Fischer, and R. Dornbusch, Economics (8th edn., McGraw-Hill, 2005),
chap. 8; D. W. Carlton and ]. M. Perloff, Modern industrial Organization (4th edn., Pearson Addison Wesley, 2005),
chap. 3.

2 See further, infra Chap. 7 fora discussion of costs in relation to predatory pricing,
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reduces average costs. In that case the firm can decrease costs by increasing supply. So the
producer will produce at the point at which the average cost curve and the marginal cost curve
intersect.

b. Allocative Efficiency

The fact that an a perfecily competitive market the market price equals the marginal cost is said
to lead 1o allocative efficiency.

Allocative efficiency results from the fact that goods are produced in the quantities valued by
society. The supplier will expand production to the point where market price and marginal cost
coincide. The supplier will not make more but neither, if i is acting rationally to maximize
profits, will it make less. Everyone who is willing and able to purchase the product at its cost of
production will therefore be able to do so. The result is a market which is in equilibrium.
Allocative efficiency is a state in which none of the players, sellers or buyers, could be made
better off without someone being made worse off. It is sometimes known as Pareto optimal after
the Italian economist, Vilfredo Pareto,?* who first developed the theory,

<. Productive Efficiency

Similarly, productive {or technical) efficiency results from perfectly competitive markets. Goods
are produced at the lowest possible cost. Every firm has to produce ar minimum cost or it will
lose its custom to others, make losses, and eventizaily will be obliged to leave the market. Given
the perfect information in the market any cost-curting techniques will be copied by the other
firms and the market price will be lowered generally. There is therefore downward pressure on
costs and cost reductions are passed on to customers because of the competitive pressure from
other suppliers,

d. Dynamic Efficiency

Dynamic efficiency is a third type of efficiency. Allocative and productive efficiency describe
static situations, but dynamic efficiency is concerned with how well a market delivers innov-
ation and technological progress. The relation of dynamic efficiency to the concept of perfectly
competitive markets is complex for, as we see below,35 it can be argued that innovation may be
better delivered by monopolistic rather than competitive markets and that the ability to achieve
market power is an important spur to innovation.

(iv) Monopoly

At the opposite end of the spectrum to perfect competition lies monopoly. This is a market
where there is only one seller. This may be because there are barriers which prevent other firms
from entering the market (perhaps legai barriers) or because there is a natural monopoly, as the
MES of production means that only one undertaking can operate profitably on the market.
The theory predicts that as the firm is not constrained by any competitors it will price as high
asit possibly can. The monopoly price will be above the competitive market price. However, the
price that the monopolist charges is still affected by demand and is constrained to sotme extent
by products from outside the market. As the price rises some customers will not purchase the
product but will use their resources to purchase something else instead. The firm usually faces

M 1848-1923, .
» Infm 15,
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adownward sloping demand curve, so the higher the price it charges the lower the demand for
its product.

If a monopolist chooses to sell just one unit it may receive an extremely high price for that
unit but that price is unlikely to cover its cost. The monopolist will therefore wish to produce
more units but each time it sells one more unit it has to lower the price. Unless the monopolist
can price discriminate between customers, the monopolist must lower the price on all units, not
just the extra ones. The producer's marginal revenue is the extra amount the monopolist
obtains from selling the extra unit, but because it involves lowering the price across the board
the marginal revenue is less than the selling price. This means that the moenopolist will sell units
only up to the point at which the marginal revenue equals the marginal cost. A monopolist's
marginal revenue is below-the market price. This in turn means that the quantity supplied of the
product wiltbe less than that which would be supplied on a competitive market. Thus prices are
higher than those resulting on 2 competitive market and output is restricted. This is illustrated
by the following diagram.

Figure 2 shows that, in the absence of price discrimination, the marginal revenue curve is
always under the demand curve ¢ Because price is above the competitive price the monopolist
makes abnormal profits but some consumers who would have paid the competitive (marginal

Price )

Shaded area = Consumer surplus
in competitive market

Monopoly L2 il Deadweight loss
price B
H Consumer surplus turned into

producer surplus under monopoly

Competitive Marginal cost curve
price !
j
'
!
]
.
I
:
' Bemand cintve
i Quantity
Qm \ Qc
Marginal Revenue curve

Qm = Quantity produced by monopolist
Qe = Quantity which would be produced in a
competitive market

Figure 1.2 The deadweight loss due to monopoly

* If the monopolist is able to practise perfect price discrimination, that is, charge each customer his reser-
vation price, the marginal revenue curve and the demand curve are the same.
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cost) price are deprived of the product. Some of the consumer surplus identified in Figure 1 is
therefore transferred to the producer as monepoly profit but some is lost altogether. The
horizontally hatched area in the diagram shows this deadweight loss of monopoly, the loss of
consumer surplus which is not turned into profit for the producer.

According to the above theory, therefore, the main distinction between perfect competition
and pure monopolyis that the monopolist’s price exceeds marginal cost, while the competitor’s
price equals marginal cost. This monopoly pricing leads to 2 transfer of wealth from consumer
to producer, It is for this reason that firms operating on a competitive market may wish to
ernulate the effect of monopoly by colluding, for example, to set their prices at above the
competitive level and by reducing output From an efficiency point of view the transfer of
wealth to the monopolist may be immaterial. The behaviour does not, however, simply lead to
a redistribution of income but it also results in the misallocation in resources and a deadweight
loss. It is this loss to efficiency as a whole that is of concern 1o econormists.

This seeming technicality, so trivial at first glance, is the basis of the economist's most general
condemnation of monopoty: it leads to an affocation of resources that is inefficient in the sense of
failing to satisfy consumer wants as completely as possible.®?

In economic theory, therefore, the objection to monopoly is not simply the one which would
occurto most fay people—that the monopolist isableto charge excessively for its product—but
that monopoly is inefficient.?* Consumers who would have bought the producs at the competi-
tive price will spend their money on other things and welfare is not maximized as allocative
inefficiency occurs.

Another important objection to monopoly is that a monopelist will not have the same
pressure as firms operating on 2 perfectly competitive market to reduce its costs, This was
identified by Leibenstein as, and has become known as, the *X-inefficiency”. It describes
internal inefficiencies and rising costs due, for example, to high salaries, excessive perks,
aver-manning, and the lack of need to minimize the cost of production.®® A monopolist
may also waste resources, for example, defending its monopoly position, maintaining
excess capacity, and indulging in excessive product differentiation.> These inefficiencies
will be reflecred in higher prices. Another possible inefficiency is that a monopolist not
subject to competitive pressures will have little incentive to innovate and to improve its pro-
duction methods, but as we have already said, it can be argued that the opposite will be true
on some markets.!

2 F;M. Scherer and D. Ross, Industriaf Market Structure and Economic Performance (3rd edn., Houghton Mifflin,
1990, 23,

 Economists have often sought to quantify the deadweight Ioss. The starting point was Harberger's article
in 1954 in which he calculated the loss in the USA as less than 0.1% of national income: sec A. C. Harberget,
‘Monopoly and Resource Allocation’ {1954) 44 American Economic Review 77-87. in a mass of further studies
this has been found to be a great under-cstimate {for the literature on this, se¢ Scherer and Ross, Industrial
Market Structure and Ecomomic (3rd edn., Houghton Mifflin, 1990), 661-7). Cowling and Mueller
caleulated it as 7%: see K. Cowling and D. C. Musllet, ‘The Social Costs of Monopoly Power' (1978) 88 Economic
Journal 724-48, although Scherer and Rass, supm, 665 describe these results as ‘exaggerated’. In this, asin much
‘elie in economics, there are wide differences in views.

» H. Leibenstein, ‘ABocative efficiency vs. "X-efficiency”* (1966) 56 American Economic Review 392—415.
# See, e.g., R Posner, “The Social Costs of Monopoly and Regulation’ {1975} Journal of Political Economy 83.
3t Andsee infia 15.
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{v) Oligopoly

Oligopoly is a type of market structure that lies between perfect competition and monopoly on
the spectrum. An oligopolistic market is one on which there arc only a few leading firms. Given
their small number they know each other’s ideatity and recognize that they are affected by the
output and pricing decisions ofthe others, They are not anly competitors but rivals too. Theresult
of this mutual awareness may lead on some markerts to tacit collusion {that is, understood or
implied without being stated) between them. It may also lead them to coliude expressly. However,
other oligopalistic markets are characterized by fierce competition. Thus in some markets the
price appears to be set above the competitive level and to approximate monopoly pricing, but in
others it is not. A wealth of economic literature has been produced setting out economic models
of oligopoly in an attempt to explain why this occurs, The differences in behaviour on these mar-
kets also cause problems for those responsible for drafting and applying the competition rules.
The mainstream explanations of oligopolistic behaviour and the way in which EC competition
Jaw attempts to deal with oligopolistic markets are described in Chapter 1 1.1tis important to note
however, that many markets are oligopolistic and that since these markets may also lead to alloca-
tive and productive inefficiency they present amajor problem for competition authorities.

(vi) Perfect Competition, Monopoly, and Competition in the
Real World

Monopolies and oligopolies do exist. Monopolies may be created and maintained by
government regulation {utilities and transport markets, for example) andfor may be natural.
Pure monopoly is rare outside these circumstances but other markets, aithough not monopo-
lized, may be dominated by one firm which holds a very large share of the market. Other markets
may be oligopolistic, dominated by two, three, or four sellers. Even though there may be a fringe
of smaller sellers on this type of market, they may present the same concerns for competition law
as those arising on a monopolistic market, as explained in the preceding section.>?

The analysis set out of perfectly competitive markets above does, however, present a number of
problems. The main problem is that in the real world perfectly competitive markets hardly ever
exist 3 Rather, the model of perfect competition s just that—a modei. It is 2 useful starting point
because it demonstrates the concepts of productive and allocative efficiency. In reality, however,
markets do not possess all the characteristics of perfect competition, and even if they did, the
process of competition would tend to alter the situation. For example, goods are rarely homoge-
neous. Rather, players on competitive markets witl usually strive to differentiate their products
from those of their competitors, by improvements i quality or service, building up abrandimage
or adding individual features. They will seek to attract customers with better credit terms, delivery
terms, or other conditions of sate; Furthes, itis very unlikely that an infinite number of firms will
be operating at identical costs levels, that producers will not beniefit from economies of scale, and
that sellers and buyers have perfect information across an atomistic market.>

» Fora more detailed discussion see, infra Chaps, 57 and Chap. 11.

3 [, W. Catlton and ). M. Perloff, Moder Industrial Organization (4th edn., Pearson Addison Wesley , 2005},
84, suggest that the buying and scfling of shares or: the New York Stock Exchange comes close to satisfying the
assumptions for perfect competition.

3¢ Where markets are oligopolistic, onthe other hand, with only 2 very small number of frmsin themarket,
the position may be quite different, see infre Chap. 11.
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limportant caveats must thus be attached to the theory that the perfectly competitive market
is superior. In particular, in most markets economies of scale make the attainment of perfect
competition impossible. In some markets monopolies or different structures are ‘natural
because of the MES. Further, it is not actually clear that profit maximization is the policy
which firms always pursue. In addition, as Scherer and Ross point out, it might not always be
wise torely on the sovereignty of the consumer.

F. M. Scherer and D. Ross, Industrial Market Structure and
Economic Performance (3rd edn., Houghton Mifflin, 1990,
29-30

For one, the whole concept of efficient resource altocation is built upon the fundamental beliel

that the consumer is sovereign—that individual preferences are what count in the ledger of social

values .. . If, for example, consurers freely chaosing in the market demonstrate that they would

prefer at the margin to give up fifty bushels of grain to get an additionaf twenty hair shirts, we con-
chude that society is really better off because of the shift. Yetin practice our respect for consumer
sovereignty is by no means universal—not, in any event, for infants, convicted criminals, dope
adkdicts, the mentally ill, and others whose preferences cannot be trusted to generate rational
choices. And in this age of widespread neuroses and psychoses, the line between rationality and
irrationality is not ail that easy to draw. One might even entertain doubts about the soundness of
consumption decisions made by presumably normal, rational adults whase tastes (assumed in the
standard theory of consumer behaviour to be stable} have been remotded under a barrage of
advertising messages. Further qualms Infrude when we recognize that there are external
diseconamies in consumption, for example, that the purchase of a new hair shirt by Mr Willoughby
may not only increase his utility, but simultaneously reduce the utility of envious neighbors. All this
warns us that the theoremns of welfare ecanomics are erected upon sandy foundations. This does
not mean that their conclusions are wrong. The demonstration of a competitive system’s
alfacative efficiency makes considerable sense even when complications related to advertising,
ignarance, and the like are introduced. But blind falth is also uncalled for.

The reality is that most markets lie somewhere between perfect competition and monopoly, in
2 state of ‘imperfect’ or ‘monopolistic competition where firms make differentiated or
heterogeneous products* which consumers regard as imperfect substitutes, so that each firm
has some degree of market powerin that if it raises its ptices it wilt not loseall its customers. The
model of perfect competition is nonetheless still useful as a benchmark against which to
measure the competitiveness of real markets. The difference between the perfectly competitive
and monopolistic (or oligopolistic) market focuses attention on the crucial question: whether
the firm or firms have sufficient market power to raise prices above the competitive level and
keep them there,

* Seesupan. 18,

* Or products which consumers think of as differentiated. The differentiation and heterogeneity may
mainly be in their minds, perhaps as the result of clever branding or advertising {one can think of the results of
blind tastings of different brands of cola drinks).
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?rhe value of any model lies not in the absolute fidelity of each element to real world phenomena, but
inthe model's ability to make useful predictions and, mare impartantly, its ability ko give us meaning-
fut verbal accounts of aur observations.3?

(vii} The Concept of Welfare: Total Welfare, Consumer Welfare
and Efficiency Trade-offs

Welfare is the measure of how well a market is performing. A perfectly competitive market
maximizes welfare because it leads 1o efficiency. However, there are different concepts of
welfare: totai welfare and consumer welfare,

We have seen above that producer surplus is the profit a producer makes by selling goods
above the cost of production. Consumer surplus is the difference between what consurners
would be prepared to pay for goods and what they do pay. Total welfare is the sum of these two
surpluses. The objection to monopoly, it will be recalled, is that it does not just transfer some
consumer surplus to producers but that some surplus (the deadweight) is totally lost to the
market. That is a loss to total welfare. In a perfectly competitive market both producer and
con.;;mer surplus are maximized, but there are few petfectly competitive markets in the real
world.

Although, as we will see below, it is arguable that EC competition law may have a more
diffuse conception of the welfare of consumers,? consumer welfare can be defined for present
purposcs as consumer surplus (the aggregate measure of the surplus of all consumers).* If
competition policy is concerned with consumer welfare rather than total welfare it will be
concerned with the transfer of surplus from producers to consumers and consider it to be
harmful#® However, total welfare may be maximized by such a transfer. In other words,
prohibiting conduct and transactions which reduce consumer welfare may not allow efﬂcienc;
gains which maximize total welfare. A competition policy which chooses to pursue total
welfare as an objective is not concerned about the redistributive effects of efficiency gains
(redistribution can be achieved by other policies, such as taxation). This is sometimes called ‘the
constant dollar’ (or constant euro) philosophy, as no value judgment is made as 1o who
producer or consumer, has the dollar. ftis worth remetnbering, when considering this idea, thar'
in reality ‘producers’ and ‘consumers’ are often not separate eniities. Consumers may also be
shareholders, and many companies have institutional shareholders such as pension funds and
life assurance firms whose members will benefit from increases in company profits, We are all
consumers but we play other roles too.

Although theory accords prime position to allocative efficiency, improvitg overall efficiency
may require a trade-off between different types of efficiencies and this may have an effect on the
relationship between producer and consumer surplus. This is discussed in the following
extract, which explains what is meant by a potential Pareto improvement,

* H. Hovenkamp, Federal Antitrust Policy: The Law of Competirion and its Practice (3ed edn., West ,2005), 39.
38 Infra 48,
* See M. Motta, Competition Policy (Cambridge University Press, 2004), 18.

* See R. ). Van den Bergh and P. D.Camesasca, Europsan Competition Law and i parative
Perspective {2nd edn., Sweet & Maxwell, 2606), 37. et and Exanomics: A Com
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R.J. Van den Bergh and P. D. Camesasca, European
Competition Law and Economics: A Comparative
Perspective (2nd edn., Sweet & Maxwell, 2006), 29-30

(viii) Dynamic Competition

The trade-off between different types of efficiencies mentioned above is particularly acute when
dynamic efficiencies are concerned:

In some cases, allocative efficiency may conflict with other efficiency goals: productive efficiency
and dynamic efficiency. . . Productive or technicat efficiency impies that output is maximised by
using the most effective combination of inputs; hence internal stack (also called X-inefficiency) is
absent. The goal of productive efficiency implies that more efficient firms, which produce at lower
costs, should not be prevented from taking business away from less efficient ones. Obwiously, the
achievement of productive efficiency is not a Pareto improvernent since the less efficient firms are
made worse off. Dynamic efficiency is achieved through the invention, development and diffusion
of new products and production processes that increase social welfare. Whereas productive
efficiency and allocative efficiency are static notions, progressiveness or dynamic efficiency refers
1o the rate of technological progress. Again, there will be tosers in the dynamic competitive
struggle, so that Pareto impravements cannot be reached. To enable policy decisions when the
different efficiency goals are not consistent with each other, welfare economics offers the
alternative criterion of Kaldor-Hicks efficiency.

A Kaldor-Hicks improvernent allows changes in which there are both winners and fosers, but
requires that the gainers gain more than the losers lose. This condition being satisfied, the winners
could compensate the losers...and still have & surplus left for themselves ... A Kaldor-Hicks
improvement Is also referred to as a potential Pareto improvernent, since actual compensation
would again satisfy the Pareto criterion. The central value judgment underlying Kaldor-Hicks
efficiency is that an exchange of money has a neutral impact on aggregate well-being, which may
not be the case when the incomes of gainers and losers differ. By the using the Kaldor-Hicks
criterion total welfare is maximised. This welfare notion may allow clearing mergers that enable
the merging firms to achieve important scale economies and thus improve productive efficiency,
but at the same time enable previously independent firms to coliude and raise prices above
competitive levels. In terms of total welfare, it is irrelevant that producers rather than consumers
capture the surplus produced by achieving efficiercies, as the monopoly overcharge paid by
purchasers to stockholders is treated as a transfer from one member of a sqciety to another and
50 is ignored in the balance.

. .animprovament in terms of dynamic efficiency does not satisfy the Pareto criterion, since this will
harm less innovative firms which will lose customers to their technically superior competitors.
However, suchimprovements may satisfy the Kaldor-Hicks criterion since benefits both to pioneering
firms and consumers may outweigh losses to non-innovative firms.42

It can be argued that monopolies have fewer incentives to innovate than firms in competitive
markets but itis also possible that some degree of market power is an incentive to innovate. The
Austrian economist Joseph Schumpeter took issue with the idea that competition is a better
spur to innovation than monopoly. He considered that a monopolist may be more willing to
bear the risks and casts of invention and technical development. 42

Schumpeter's argument is that competition in innovation is more important than price
competition because it is 2 more effective means of obtaining an advantage over one’s competi-
tors. This is known as ‘Schumpterian rivalry’, where firms compete in a constant race to bring
new products on to the market in ‘gales of creative destruction’, competition is dynamic and
positions of market power are short-term as further innovation hands the advantage to another
player. )

This involves accepring thiat short-term positions of significant market power may arise but
that this is not necessarily inimical to consumer welfare. The following extract from an article
by an economist explains why this is so.

D. Hildebrand, ‘The European School in EC Competition Law’
(2002) 25 World Competition 3, 8-9

In the static welfare analysis of market power, it is evidenced that a consumer surpius loss wili
occur where the consumer willing to pay the marginal cost is not supplied. Indeed this normally
occurs wher there is an unregulated monopoly that raises price above marginal cost of supply. A
measure of the static inefficiency that results is analysed in terms of the actual cost of production
in comparison with the minimum production cost {productive inefficiency), and in terms of price
set above marginal cost ef supply {allacative inefficiency) .. . In this static analysis there is a clear
total welfare loss associated with the exercise of market power. The static analysis, however, has
no time dimension because It is fooking at an equilibrium situation. Such an analysis is unable to
explain or incorporate technological development or product and process innovation: it is
concerned solely with the aliocation of resources in the context of fixed technology and a given
€ost situation. In the real world, product markets evolve over time because of new technologica
discoveries and the introduction of new and improved products. Such innovation generates

The question of trade-off between efficiencies and the relationship between efficiency and
consumer welfare poses difficult problems for EC competition law and raises the issue of what
is called the ‘efficiency defence’. For example, a merger may put an undertaking in a position of
market power, leading 1o a loss of allocative efficiency and higher prices for consumers, but also
lower costs and increase productive efficiency {through economies of scale for mstance) These
issues are discussed further in the following chapters of this book.#

4 R.).Van den Bergh and P, D. Camesasca, E ition Law and E ics: A Cl ive Perspective
{2nd edn., Sweet & Maxwell, 2006}, 31. And see Casze '1‘-168]01 P, GlaxoSmithiline Services Unlimited v. Commission,
27 September 2006, discussed infra Chap. 4, where it was argued that increased prices to consumers were out-
weighed by dynamic efficiencies resulting from the undertaking concerned having more profit to plough back
into the research and development of pharmaceuticals.

4 ). A. Schumpeter, Capitalism, Socialism and Democracy (Harper, 1942),

#! See in particular Chap. 4 (Article 81{3)), Chap. 7 {in relation to abuses of a dominant position), and
Chap. 12 (mergers).
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welfare gains due to dynamic efficiencies. This means that a proper welfare anaysis of market
power needs to take into account both the static and dynamic efficiencies—and any trade-off
between them.

Where dynamic efficiency aspects are introduced into the competition analysis, it is evident
that the presumption that market power leads to a loss of allocative efficiency and to a loss in
consurner welfare is crucially predicated on the assumptions that the costs of the firm concernec
do not fall due to production rationalization or that product innovation does not occur. According
to the European School, the following conclusion can be drawn: market power may speed
productivity and growth and reduce the costs of the growth process despite a tendency to a less
than optimal allocation of resources in static equilibrium.

Dynammic efficiency is analysad in terms of how total surphuss, consumer plus producer surplus,
evolves over time with the introduction of a product of process innovation. A new product satis-
fed a demand that was not catered for before. if the product was supplied atits short run marginal
production cost then none of the suppliers would recover their original research and development
(R & D) investment. The anticipation of this by suppliers would mean that there would be no incen.
tive to make the investment and develop a new product. Evenin a competitive market situation, a
firm invests in a project if the net present value of future returns matches the investment outlay
andinitiat losses. The competitive firm's assessment will include the need for atleast anormai rate
of profit as an equilibrium condition. Suppiiers are indifferent between investing and not, if they
subsequently earn profits that exactly recover their outlay. as weft as the normal return on the
investment. Product innovation only occurs if firms eam more than just enough to offset their
investment. They will only actually invest if they anticipate making profits in excess. Such profits,
however, mean pricing above short run minirmat average total costs either because there are
barriers to entry or because the innovating firm has market power. The market, when it is
functioning well, solves this difficult balance by accommodating the creation of temporary
positions of market dominance, the resulting super profits attracting all manner and types of
entrepreneurial factor which bids away the excessive profit such that in equilibrium the marginal
investment will be just offset by the present value of future normal profit.

Concepts of dynamic efficiency and dynamic competition are particularly important now in

respect of what is called the ‘new economy’ of high technology markets.«

B. OTHER OBJECTIVES OF COMPETITION LAW
{i) Other Goals for Competition Law?
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(ii} Preservation of Liberty and Dispersal of Economic Power

The use of the competition rules to preserve competitive markets may achieve economic
efficiency but may also uphold the foundations of liberal democracy. Competitive markets will
generally preclude the creation of excessive private pawer.

G. Amato, Antitrust and the Bounds of Power (Hart Publishing,
1997), 2-3

Antitrust [aw was, as we know, invented neither by the technicians of commercial law {though they
became its first specialists) nor by economists themselves (though they supplied its mast solid
cultural background). it was instead desired by politicians and {in Europe) by scholars attentive to
the plliars of the democratic systems, who saw it as an answer (if not indeed 'the’ answer) to @
crucial problemfor democracy: the emergence from the cornpany or firm, as an expression of the
fundamentat freedom of individuals, of the opposite phenomenon of private power; a power
devoid of Jegitimation and dangerously capable of infringing not just the economic freedom of
ather private individuals, but also the balance of public declsions exposed to its domineering
strength. On the basis of the principles of liberal democracy, the problem was twofold and
constituted a real dilermma. Citizens have the right to have their freedoms acknowledged and to
exefcise thern; but Just because they are freedoms they must never become coercion, an
impasition on others. Pawer In liberal democratic societles is, in the public sphere, recoghized
only in those who hold it legitimately on the basis of law, while, in the private sphere, it does not go
beyond the limited prerogatives allotted within the firm to its owner. Beyond these limits, private
power in a liberal democracy (by contrast with what had occurred, and continues to occur, In
societies of other inspirations) is in principle seen to be abusive, and must be limited so that
ne-one can take decisions that produce effects on others without their assent being given.

The question whether government regulation or the private power of the fitm is more frighten-
ing is an ideological one which pervades many arguments in competition law, and is a
fundamental dilemma of lberal democracy itself. However, one of the most important
arguments in favour of a competitive market structure, where the individuat seflers and buyers
areinsignificant in relation to the size of the market, is that it decentralizes and disperses private
power and protects individual freedom. > This conception of the value of competition is central
to the ideas of Ordoliberalism, as discussed below.s6

As we will se¢ in the next section, competition laws have not always pursued, and stitl do not
always pursue, the single goal of economic efficiency. Different jurisdictions may have different
goals, and may change their goals over time. Even if one accepts that the goal of competition law
is to achieve allocative efficiency and maximize consumer welfare there is the question whether
this should be the oniy objective.

Once this has been resolved it will have 1o be decided what competition law should be
adopted and how it should be applied in pursuit of these goals. We look first at what other goals
competition law might pursue,

(iii} Protecting Competitors and Fair Competition

The preservation of liberty supports competitive markets and may in some markets result in
economic efficiency. In other cases the goals may be inimical. Competition laws which are aimed
at the dispersal of power as a matter of ideology may favour small businesses and seek to protect
them from big business. Instead of protecting competition the tendency may instead be to use the
competition rules to protect competitors, For example, competition law could be used to protect

45 See F. M. Scherer and [3. Ross, Industrial Market Structure and Economic Performance (3rd edn., Houghton
Mifflin, 1990}, 18.

# See infra 54 1. * infra 34,
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smalt firms from the dominant firm's (efficient) low pricing, or to force 2 dominant firm to give
access to resources it controls to a smaller firm in order to allow the latter to compete with it.#7
Such a policy may accord with popular sentiment which is distrustful of ‘large’ firms.* I is
what is described by some schools of thought as ‘populist’, as we see below,#* and can be seen as
‘fair’ rather than ‘free’ competition. It will, however, enable a povernment to nurture small
businesses, and to promotea society in which citizens are encouraged to be their own boss, run
their own business, and behave in 2n entrepreneurial manner. The dispersal of market power
tnay prevent the redistribution of wealth from consumers to firms with market power burt the
protection of small and inefficient businesses may also take wealth from consumers.

(iv) Socio-political Issues

Competition law may also be used to service other policies, such as social, employment, indus-
trigl, environmental, and/or regional policy (for example, by prohibiting mergers which will
cause job losses, or allowing restrictive agreements which will preserve declining industries for
alittle longer or produce environmental benefits). The pursuit of such policies may be inconsist-
ent with the pursuit of efficiency.

(v) The EU Dimension

I the European Union there is an added dimension. The competition rules are at present set out
within the Treaty establishing the European Community and when/if the new Reform Treaty
comes into force they will be set out in the Treaty on the Functioning of the Union, The EU com-
petition rules must therefore be viewed in their context and as one of the tocls set out to achieve
the aims and objectives of the European Treaties. The history of the EC Treaty, the European
Community, and the European Union is explained in Chapter 2. The aims and tasks of the
Community, the Union, and the competition rules are, however, introduced in section 5 below.

C. CONCLUSIONS

There seems to be a consensus at present that competition law should be adopted and applied in
pursuit of economic efficiency. It will be seen in subsequent sections, however, that there are
different views as to how competition law rules can best achieve this. Further, the extent to
which competition laws should alsc be used to pursue goals other than efficiency such as the
protection of competitors, jobs, or the environment is controversial.

The pursuit of these other goals may favour small firms, individuals or environmental con-
cerns at the expense of consumer welfare.® Supporting small businesses for the sake of it at the

*7 See the issue of refusal to supply by dominant forms and the ‘essential facilities' doctrine, infra Chap. 7,
and in respect of intellectua) property rights, Chap. 10,

“© Seemfrap. 27 fF.
* Infran. 50,

* A good example of the tension between a popular distrust of large and powerful firms coupled with sen-
timentality towards small businesses on the one hand, and a popular liking for [ow prices and plenty of choice
onthe other, can be seen in the debate in the UK over supermarkets which culminated in the market investiga-
tion reference of the grocery sector by the OFT to the Competition Commission under s. 131 of the Enterprise
Act 2002 in May 2006; see The Grocery Market, the OFTs reasons for making @ reference to the the Competition
Commissign, OFT 845. Similarly, although a society may object to the ability of a large company with market
power to make excessive profits at the expense of consumers, the shareholders in the monopolist may beinsti-
tutions such as pension funds and assurance companies which are investing on behalf of the consumers in
their role as workers or policy-holders.
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expense of more efficient competitors will be a drag on the economy. Similarly, the prevention
of a merger which would result in efficiencies on the ground that it may save jobs in the short
term may mean that the individual companies are unable to compere effectively on the market
in the long run and a decision 1o allow an anti-competitive agreement berween firms in an
industry in historic decline may ensure the firm’s survival for a time but may cause inefficiency,
It may be better for nature to take its course. The most efficient will survive and the remaining
resources can be used in new industries which will create future prosperity.

This is not to say that there should nor be social, regional, employment, environmental, or
other policies. It is 2 matter of whethet, and to what extent, rhese may be or should be pursued
as part of a competition policy and how far competition can be isolated from other policies. The
question of what concerns competition law should encompass in addition to efficiency is
ultimately a matter of political choice, and we retur to it below when looking at the ‘Chicago
school’ and at the current objectives of EC competition law.

4. US LAW

It is impossible to discuss competition law without some reference to US law because of the
influence which American lawyers and economists, working with reference to the American
system, have had on competition law thinking.

The USA was the first jurisdiction to adopt a proper ‘modern’ system of competition law.5!
The US Congress passed the Sherman Act in 1890.52 It is still in force. Section 1% states:

Every contract, combination in the form of trust or otherwise, or conspiracy, in restraint of trade or
commerce among the several States, or with foreign nations, is hereby declared to be llegal. Every
person who shall make any contract or engage in any combination or conspiracy hereby declared to
be illegal shall be deemed guilty of a felony ., .

Section 2 states:

Every person who shall monopolize, or attempt to monepolize, or combine or conspire with any
other person or persons, to monopolize any part of the trade or commerce among several States, or
with foreign natlons, shall be deerned guilty of a felony . ..

None of the expressions used in the Sherman Act, such as ‘in restraint of trade' or ‘monopolize’
were defined.

The most popular explanation for the passing of the Sherman Act is that it was to combat the
power of the ‘trusts’. It had become common for the owners of stocks held in competing
companies to transfer those stocks to trustees who then controlled the activities of those
competitors and consequently lessened competition between them (this is why it has become
known as ‘antitrust’ law). The activities of the railroad companies gave rise 10 particular

#! For a summnary of the ways in which throughout the centuries the English Crown created monopolies
and the spasmodic action taken against certain business practices, sec M, Furse, Cottipetition Law of the UK and EC
{4th edn., Oxford University Press, 2004). 2--6; the UK courts developed a doctrine of restraint of trade at com-
mon law, but this never developed into a system of competition law: see Chitty On Coniracts (29t edn., Sweet &
Maxwell, 2006}, Chap. 16.

¥ 'An Act to protest trade and commerce against unlawful restraints and monopolies’, 15 USC, 2 July 1890.
It was supplemented by later statutes, the Clayton Act (1914), the Federal Trade Commission Act {1914),
the Robinson-Patman Act (1936), the CellerKefauver Act (1950) and the Hart-Scot-Rodine Antitrust
Improvements Act 1976,

53 Sec also infra Chap. 4.
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concern. It is also claimed, however, that the Shermarn Act was more of a protectionist measure
passed in response to pressure by farmers, small businesses, or those desiring to stop the
transfer of wealth from consumers to big business. The Chicago schools* view is that it was
passed to preserve economic efficiency, but since the theories of allocative cfhiciency, dead-
weight loss, and Pareto-efficiency had not then been invented it cannot have been articulated in
exactly this way. The argument about the conception of US antitrust is not merely about
history, but is important when considering what the objective of that law is now and in the
‘struggle for the soul of antitrust’. it may seern to the neutral observer that in passing the
Sherman Act Congrass made a law without a discernible policy behind it and that the policy
only emerged later. Richard Posner, a leading exponent of the Chicago school, says that the
motives of the legislators of 1890 are irrelevant. We explain below the meaning of the
expression ‘popalist’ which appears in this extract.

R. A. Posner, Antitrust Law (2nd edn., University of Chicago
Press, 2001), 24-6

Populists would like the interpretation of the antitrust laws to be guided neither by the common-
faw background nor by economics, but instead by the prominent vein of populist thought that
runs through the legisiative history of all the major federal antitrust statutes. St the mative and
meaning of iegisiation are different things. No doubt most of the legistators whose votes were
essential to the enaciment of these statutes cared more about the distribution of income and
weatth and welfare of small business and particular consumer groups than they did about alloca-
tive efficiency, especially since the economics profession itsetf had no enthusiasm for antitrust pol-
icy ... But these legislators did not succeed in writing into the statutes standards that would have
enabled judges to order these goals and translate them inta coherent, administrable legal doc-
trine without doing serious and undesired damage to the ecanomy. For guidance the courts per-
force turned elsewhere. After a century and more of judiclal enforcement of the artitrust statutes,
there is a consensus that guidance must be sought in economics. There is no generally accepted
principle of statutory interpretation that shows that the courts were wrong to go this route.

The law developed in 2 series of judicial decisions in the half-century following the Sherman
Act in a rather ad hoc manner, and reflected the experiences of the American economy as it
went through an industrial revolution, the Depression, and the New Deal.57 In the 1940s
and 1950s the ‘workable competition’ hypothesis™ was infiuential?® In the 19505 the

*¢ See E. T. Sullivan (ed.}, The Political Econonay of the Sherman Azt (Oxford University Press, 1991} for a collec-
Tion of essays written between 1959 and 1989 on the Sherman Act, published to mark the centenary of the Act.
The articles display the wide divergence of views between some of the most eminent names inantitrust think-
ing, as well as historians and Department of Justice officials. :

* For the Chicago school, see infra 23. For Robert Bork's Chicago view of the intention of Congress see R. H.
Bork, The Antitrust Panadax (Basic Books, 1978, reprinted with 2 new Introduction and Epilogue, 1993), chap. 2.

> Alfred Marshall's Principles of Ecotomics (Macmillan, 1890). was first published only in 1890 and Pareto
published his theory in 1909. For 2 good account of the history of the US legislation, see E, Gellhorn., W. E.
Rovacic, and S. Calkins, Antitrust Law and Ecomomics (Sth edn., West, 2004) 22-36.

> The New Deal was a federal policy begun under President Roosevelt in 1933 to aid those thrown out of
employment in the Depression.

3 Seeinfm 33,

% See the Report of the Attorney General's National Committee o Study the Antitrust Laws (1955),
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Structure — Conduct — Performance paradigm was developed by what is called the Harvard
School, particularly by J. S. Bain. This led to a belief that markets were fragile and 1o an
antitrust policy which intervened to protect small businesses against large firms ( policy
which Posner describes as ‘populist’ because he sees it as based on ‘a hostility towards wealth
and power and 4 suspicion of capitalism but a suspicion that falls short of an endorsement of
socialism’).® From the 19505 onwards, however, another school of thinking emerged, the
Chicago school, which did not believe that markets were fragile. Chicago schoal thinking had
a profound impact on the development of antitrust enforcement in the USA and has
influenced the thinking about competition law in Europe and around the world. Later, a school
of ‘post-Chicago’ thinking emersged. The Harvard, Chicago and post-Chicago schools are
described in the next sections.

There are three particular features of US antitrust law which should be noted as differing
from EClaw.# These nced to be borne in mind when looking at US cases ar reading American
commentators. First, the US competition authorities, the Department of Justice Antitrust
Division {DO]) and the Federal Trade Commission (FTC), enforce the antitrust laws by
bringing actions before the ordinary federal courts: they are primarily prosecutors rather than
decision-makers (although the FTC does have administrative adjudication powers and both
agencies shape the application of the law by the issuing of guidelines, making speeches,
negotiating settiements and so on). The DOJ may bring criminal as well as civil proceedings for
violations of the Sherman Act. The state governments (through their attorneys general) may
alse prosecute federal antitrust infringements and the states have their own state antitrust Jaws
100. This is in contrast to the EC competition authority, the Commission, which enforces the
rules by taking decisions binding on the firms concerned, acting as both prosecutor and
judge ¢ Secondly. in the US the antitrust laws are the subject of a very significant amount of
private litigation, again before the ordinary federal courts. This contrasts with the position in
Europe where private litigation has hitherto been relatively rare.s? The result of these two
factors is that US law has been developed on a case by case basis by the courts, while in the EC
it has been primarily developed by an administrative authority with the Court acting only to
review the legality of the authority's actions. The third matter to note at the outset is that s. 2 of
the Sherman Act forbids monopolization and attempts to monopolize. It is thus crucially
different from the corresponding provision in EC law, Article 82, which forbids the ‘abuse of a
dominant position’. The significance of the difference in these provisions is explored furtherin
Chapter 7.

% R.A. Pasner, Antitrust Law (2nd edn., University of Chicago Press, 2001), 24. ‘Populism’ is a term that has
been attached 1o various pelitical movements in different countries (for example, late nineteenthcentury
Russia) but in general means the preferences of ‘ordinary people’. It is characterized by the defence of the little
marn against powerful arganizations, such as governments, large firms, and trade unions.

#! There are more than three differences of course {e.g., 5. 1 of the Sherman Act is structured differently
from the EC counterpart, Article 81) but the three mentioned here are particularly crucial.

“ There is an appeal by way of judicial review to the Court of First Instance {CFT) and from there on 2 point
of law to the European Court of Justice {EC)). Since 1 May 2004, under Council Regulation 1/2003 [2003] O]
L1/1, all the Member States of the EU must empower their national competition authority (NCA) to apply and
enforce the EC competition rules. In many Member States the NCAs have powers similar to those of the EC
Commission, whereas in others the NCA prosecutes before the courts.

“ The‘'modernization’ of EC law, which came into effect on 1 May 2004, aims, inter alia, to encourage greater

private enforcement, and the EC Commission is reviewing how private actions miay be facilitated: see further
infra Chaps. 2and 15.
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5. SCHOOLS OF COMPETITION ANALYSIS

A.THE STRUCTURE — CONDUCT — PERFORMANCE
PARADIGM AND THE HARVARD SCHOOL

The § -+ € — P paradigm is that the structure of the market determines the firm’s conduct and
that conduct determines market performance, for exampls, profitability, efficiency, technical
progress, and growth. The model thus sought to establish that certain industry structures lead
to certain types of conduct which then lead to certain kinds of economic performance. In par-
ticular, highly concentrated industries cause conduct which leads to poor economic perform-
ance, especially reduced output and monopoly prices.

These views stemmed mainly from work done at Harvard University. The initial work was
done in the 19305, particularly by E. §, Mason, s and was developed by his pupil . S. Bain in the
19505.9% The theory was developed through empirical studies of American industries (twenty
manufacturing industries were studied in the early 1950s) rather than from theoretical models.
The conclusion that market structure dictated performance caused a belief that competition
law should be concerned with structural remedies rather than behavioural remedies. The focus of
attention was, therefore, on concentrated industries. Bain considered that most industries were
more concentrated than was necessary {economies of scale were not substantial iz most indus-
tries); that batriers to entry were widespread and very high and so new firms were prevented
from entering markets; and that the monopoly pricing associated with oligopolies began to
occur at relatively low levels of concentration, These influential conclusions coincided with a
general trend of US Congressional policies which sought to protect small businesses and which
were suspicious of business expansion. This led in the 1960s to an extremely interventionist
antitrust enforcement policy in the US.% Criticism of the Bainian analysis, led by the Chicago
school (below), centred particulatly on the fact that the conclusions drawn from the empirical
studies were flawed;*’ that they wrongly found barriers to entty to be pervasive and wrongly
found economies of scale to be rare. Consequently, the policy of condemning 50 many business
practices as anti-compefitive was misconceived. Despite the rise of the Chicago school, the
§ = C— P paradigm remains a basic tool of competition analysis. Although mainstream

& See E.S. Mason, Economic Cone ior and the Monopoly Problemt (Harvard University Press, 1957).

%> See ). S. Bain, Barriers to New Competition {Harvard University Press, 1956} and Industrial Organization (2nd
edn., Wiley, 1968},

¢ e.g., Brown Shoe Co v. United States, 370 US 294, 82 5.Ct 1502 {1962); FTC v. Consolidated Foods Corp 380 US
592, 85 5.Ct 1220 (1965); FTC v. Proctor & Gamble Co, 386 US 568, 87 5.Ct 1224 (1967); United States v. Arnold,
Schwinn & Co, 388 US 355, 87 5.Ct 1856 (1967).

7 Inter alin, in that they used accounting rates of return to calculate profits although they are unreliable indi-
cators of monopoly profits; that they used cross-sectional data rather than data on 2 particular industry; that
they were not a proper test unless based on long-run rather than short-run performance; and that the
researchers did not atways consider that the structural variables were not exogenous i.e, that the concentration
was itself determined by the economic conditions of the industry. There is modern work with the S — C > P
model (notably by John Sutton) which takes account in particular of this last, very setious concern: see further
D.W. Carlton and J. M. Perloff, Modern Industrial Organization (4th edn., Pearson Addison Wesley, 2005}, 24674,
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economists no longer believe that structure dictates performance, it accepts that structure is
important to the ability of firms to behave anti-competitively. As Hovenkamp says:

The 5-C-P paradigm feft certain marks that seem all but indelible—for exarmple, the greatly increased
attention to market definition, barriers to entry, and proof of market power that even the most
convinced members of the Chicago School acknowledge to be important. Antitrust without
structurat analysis has become impossible, thanks largely to the 5-C-P writers.Ta be sure, they may
have gone too far in emphasizing structure over conduct, but that Is a question of balance, not of
basic legitimacy. Not even 5-C-P's most vehement critics would roll the clock back completely,s8

B. THE CHICAGO SCHOOL

“Chicago’ 5 a school of monetarist and free-market economics, called after the Un iversity
where many of its originators and adherents did their work.s® Unlike the Harvard school the
foundations of its competition analysis were rigorously theoretical rather than empirical. Even
while the 5 — C ~» P paradigm was becoming established as the dominant ideology of the day
Chicago scholars were loudly decrying it and developing an alternative model based on neo-
classical price theory. Although the $ — € — Pmode! has never been entirely eclipsed, Chicago
school economics produced a ‘revoliation’ in competition thinking both in the US and (later)
around the world.™ Although, in its turn, it has been criticized and some of its most treasured
shibboleths found not to withstand further analysis, its influence on competition law is
profound. In the USA the ascendancy of Chicago during the 1970s and 1980s led to a change of
direction in the application of antitrust law.

The fundamental Chicago view??is that the pursuit of efficiency, by which is meant allocative
efficiency” as defined by the market, should be the sole goal of competition law.” The school
does not support sentimentality for small business or the corner store but places trust in the
market. The identity of the winners or losers is irrelevant so long as efficiency is achieved.
Indeed, since the writers consider that few barriers to entry exist, that industries frequently
benefit from economies of scale, and that businesses are profit-maximizers, the Chicago school
places much belief in the ability of the market to correct and achieve efficiency itself without
interference from governments or competition laws,

Hovenkanp sets out the basic tenets of the Chicago school in the following extract from an
article written in 1985, Although critical of some of the views, Hovenkamp nonetheless
describes himself as a ‘fellow traveler’ [sic}.

“ H. Hovenkamp, Fedew! Amtitrust Policy: The Law of Competition nd its Practice {3rd edn,, ThamsonfWest, 2005}, 46.

@ Milton Friedman way a leading figure of the Chicago schaol. The main proponents of its antitrust ideas
include Stigler, Demsetz, Brozen, Posner, and Bork.

™ See generally R, Posner, The Chicago School of Antitrust Analysis’ 127 Univ. Pa. LR. 925 {1979).

?* Chicago thinking was behind the entire ‘Reaganomics’ of the Reagan administration and Chicago School
economics have fiad 2 profound and lasting influence on the economic policies of governments throughout
the world.

7* We can only describe here the views of Chicago school adherents g Hly. There are considerable diver-
gences of view among them.

7 Chicago theory halds that the market itself punishes those who are productively inefficient. As the con-
ditions for Pareto-efficiency can rarely be fulfilled, Chicago usually uses ‘potential’ Pareto-efficiency as the
guide, which means 2 policy whereby the total gains of il those who gain should be greater than the total
losses of a those who lose, see supra 13 fF,

™ Some Chicago adherents would hold that allocative efficiency should be the scle goal of afl government
policies,
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A clear statement of the view that ‘efficiency is all’ is set out in Robert Bork's celebrated polemic,
The Antitrust Paradox.

e

H. Hovenkamp, ‘Antitrust Policy After Chicago’ [1985] Univ.
Mich. LR 213, 2269

... the following discussion summarizes a few of the model's basic assumptions and principles
that have been particularly important in Chicago Schaol antitrust scholarship.

{1) Economic efficiency, the pursuit of which should be the exclusive goal of the antitrust laws,
consists of two relevant parts: allocative efficiency and productive efficiency ... Occasionally
practices that increase a firm's productive efficiency reduce the market's aliocative efficiency. For
example, construction of a large plant and acquisition of large market share may increase a firm's
productive efficiency by enabling it to achieve economics of scale; however, these actions may
simultaneously reduce alfocative efficiency by faciitating monopoly pricing. A properly defined
antitrust poiicy will attempt to maximize net efficiency gains. ..

{2) Most markets are competitive, even if they contain a relatively smali number of seflers.
Furthermore, product differentiation tends to undermine competition far less than was formerly
presumed. As a resuit, neither high market concentration nor product ditferentiation are the anti-
competitive problems earller oligopoly theorists believed them tobe . ..

{3) Manopoly, when it exists, tends to be self-correcting; that is, the monopolist’s higher profits
generally attract new entry into the monopolist’s market, with the result that the monopolist's
position is quickly eroded. About the best that the judicial process can do is hasten the correction
process . ..

(4) ‘Natural’ barriers to entry are more imagined than real. As a general rule investment will
flow into any market where the rate of return is high. The one significant exception consists of
barriers to entry that are not natural—that is, barriers that are created by government itseff. in
most markets the government would be best off if it left entry and exit unregulated , ..

(5} Economies of scale are far more pervasive than economists once believed, largely because
earlier ecanornists looked only at intra-plant or production economics, and neglected economies
of distrlbution. As a resuit, many more industries than were farmerty thought may operate most
economically only at fairly high concentration levels . . .

{6} Business firms are profit-maximizers. That is, their managers generally make decisions that
they anticipate will make the firm more profitable than any atternative decision would. The model
would not be undermined, however, ifit should turn out that many firms are not profit maximizers,
but are motivated by some alternative goal, stich as revenue maximization, sales maximization, or
‘satishicing.’ ... 7 The integrity of the market efficiency made requires only that a few firms be
profit-maximizers. In that case, the profits and market shares of these firms wil grow at the
expense of other irms in the market . ..

[7) Antitrust enforcement should be designed in such a way as ko penalize conduct precisety to
the point that it is inefficient, but to toierate or encourage it when it is efficient .. During the
Warren Court era, antitrust enforcement was excessive, and often penalized efficient
conduct. ..

{8} The decision to make the neoclassical market efficiency model the exclusive guide for
antitrust policy is nonpolitical.

R. H. Bork, The Antitrust Paradox: A Policy at War
with Itself (Basic Books, 1978, reprinted with a new
Introduction and Epilogue, 1993), 901

Antitrust is about the effects of business behavior on consumers. An understanding of the
refationship of that hehavior to consumer well-being can be gained only through basic economic
theory. The economic models involved are essential to alf antitrust analysis, but they are simple
and require no previous acquaintance with economics Lo be comprehended. indeed, since we can
hardly expect legislators, judges, and lawyers to be sophisticated economists as well, itis only the
fact that the simple ideas of economics are powerful and entirely adequate to this field that makes
it conceivable for the law to frame and impiement useful policy.

Consumer welfare is greatest when society’s economic resources are allocated so that
consumers are able to satisfy their wanis a5 fully as technological constraints permit. Consurner
welfare, inthis sense, is merely another term for the wealth of the natlon. Antitrust thus hes a built-
in preference for material prosperity, but it has nothing to say about the ways prosperity is distrib-
uted or used. Those are matters for other laws. Consumer welfare, as the terrm is used in antitrust,
has no sumptuary or ethical component, but permits consumers to define by their expression of
wants in the marketplace what things they regard as wealth. Antitrust Itigationis not a process for
deciding who should be rich or poor, nor can it decide how much wealth should be expended to
reduce pollution or undertake to mitigate the anguish of the cross-country skierat the desecration
wrought by snowmobiles. It can only increase colfective wealth by requiring that many lawful
products, whether skis or snowmobiles, be produced and sofd under conditians most favorable to
consumers.

The role of the antitrust laws, then, lies at that stage of the economic process in which produc-
tion and distribution of goods and services are organized in accordance with the scale of values
that cansumers choose by their relative willingness to purchase. The law's mission is to preserve,
improve, and reinforce the powerful economic mechanisms that compel businesses to respondto
consumers. ‘From a social point of view,” as Frartk H. Kright puts it, ‘this process may be viewed
under two aspects, (a) the assignment or affocation of the available productive forces and
materials among the various lines of industry, and b} the effective co-ordination of the various
means of production in each industry into such groupings as will produce the greatestresult.’ ...

These two factors may convenien'tly be called ollocative efficiency and productive eff-
ciency ... These two types of efficiency make up the overali efficiency that determines the level of
our saciety’s wealth, or consumer welfare. The whole task of antitrust can be summed up as the
effort to improve allocative efficiency without impairing productive efficiency so greatly as to
produce either no gain or a net loss in consumer welfare. That task must be guided by basic
econamic analysis, otherwise the law acts blindly upon forces it does not understand and

‘produces results it does not intend.

73 For 'satisficing’ see supra n. 18.
? Earl Warren was Chief Justice of the Supreme Court 195368,

Critics have argued that efficiency could not be the sole pursuit of competition law without becom-
ing inconsistent with other government policies, such as those pursuing distributive goals.”

** The arguments are summed up in the Hovenkamp article an extract from which is set out supra 24,
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Bork made a riposte to this in the Epilogue to his book reprinted in 1993;

R. H. Bork, The Antitrust Paradox; A Policy at War with
Itself {Basic Books, 1978, reprinted with a new
Introduction and Epilogue, 1993}, 426-9

Of the two, the issue of the goals of antitrust seerns to have fared somewhat better than the law's
capacity to deal with economics. Fifteen years ago, the gquestion of what goals antitrust serves,
and hence what factors a judge may properly consider in deciding an antitrust case, had not been
addressed in any systemic fashion. The answers given by courts and commentators were hardly
more than slogans of a more or less appealing variety, depending on your taste for populist
rhetoric. Though the preservation of competition was often cited as the aim of the law, there
seemed no agreed definition of what, for the purposes of antitrust, competition is.

‘Competition,’ the courts assured us, meant the preservation or comfort of small businesses,
the advancement of first amendment values, the preservation of political democracy, the preser-
vation of local ownership, and so on ad infinitum. fudges could and did choose among the items
they had invented and placed in this grab bag in order to legislate freely. Comucopias have their
attractions but, when it comes to finding and applying a policy to guide adjudication, horns of
plenty make anything resembling a rule of law impossible.

The argument of this book, of course, is that competition rmust be understood as the
maximization of consumer welfare or, if you prefer, economic efficiency. That requires economic
reasoning because courts must balance, when they conflict, possible losses of efficiency in the
allocation of resources with passible gains in the productive use of those resources. In a word, the
goal is maximurn economic efficiency ta make us as wealthy as possible. The distribution of that
wealth or the accomplishment of noneconomic goals are the proper subjects of other laws and
not within the competence of judges deciding antitrust cases.

By and large, with some ambiguity at times, the more recent cases have adopted a consumer
welfare model. Aside from some explicit statements to that effect, the best evidence for the
proposttion is that courts now customarily speak the language of economics rather than pop
sociology and political philosophy. If the conversion from a mufti-goal jurisprudence is not
complete, it Is nevertheless very substantial. Explicit opposition to the consumer welfare thesis
cornes less from judges than from the academics. The objections are generatly of two kinds: denial
that an exclusive consumer welfare focus IS to be found in the various antitrust statutes; and
insistence that such a policy is not desirable.

A different line of attack comes from those who observe, quite correctly, that people value
things other than consumer welfare, and, therefore, quite incorrectly, that antitrust aught not be
confined to advancing that goal. As non sequiturs go, that one is world class. There may be
somecne identified with the Chicago Schoof who thinks all human activity can be analyzed in
terms of economics and efficiency, but that is not true of most Chicagoans and certainly
constitutes no part of my argument. No one body of law can protect everything that peopte value.
1 antitrust could, we would need no other statutes. fwe trace the implications of the propositign,
it results in judges deciding cases as i the Sherman Act said: ‘A restraint of trade shall consist of
any contract, combination, or conspiracy that fails to produce, in the eyes of the court, the
optimum mix of consumer welfare and other good things that Americans want.’ That is inevitably
the result of bringing into judicial consideration an open-ended list of attractive-sounding goals to
be weighed against consumer welfare,

Nor is there any force to the argument that the consumer welfare cannot be the exclusive
mission of antitrust since that mission will be rendered less effective unless afl other government
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policies pursue the same goal. Of course, antitrust will be less effective in prometing consumer
welfare if government simultangously subsidizes small business. A tariff policy designed to keep
American companies viable will be less effective if government allows foreign competitors to set
up manufacturing operations in the United States. That fact does not state a reason fora judge to
alter the way he construes the tariff laws or other laws that apply to foreign comparies’ operations
here. Many statutory policies conflict to some degree with other statutory policies. Whether or
not they shoutd do so, and to what degree, is a subject for legislation rather than adjudication.
Inany event, no matter what policy goals or cambination of goals one attributes to antitrust, the
effectiveness of the law in forwarding those policies will be diminished by other public policies. That
fact tells us nothing about how judges should go about deciding cases under the antitrust statutes.

Furthermore, in the following extract from the 2001 second edition of Posner’s seminal book
first published in 1976, he takes issue with the populist view that would seek still to use compe-
tition faws to promote goals other than efficiency.

R. A. Posner, Antitrust Law (2nd edn., University of Chicago
Press, 2001), 24-5

Populists complain that monopolization transfers wealth from consumers to the stockholders of
monopoistic firms, a redistribution that goes from the less to the more weaithy. The transfer,
unlike the restriction in output that monopoly pricing entaits, has no direct effect on efficiency,
though some economists have long argued that, given diminishing marginal utility of income, a
transfer of income from a wealthy to a poor person increases the utility of the poor person more
than it reduces the ity of the wealthy person. The argument is plausible in extreme cases: a
dollar surely confers more utility on an indigent person than on a billionaire, But applied to
monopoalies and cartels, Itis undermined not only by the increasingly broad ownership of common
stock, both directly and by virtue of pension-fund investments in the stock market, but also by the
point made earlier that competition to become a monopolist will tend to transform the expected
gains from the monopoly into social costs experienced as income by people not necessarily
wealthier than the consumers of the monopoly's product. What is more, any windfall gains from
maonopolization will be enjoyed only by the first generation of the monopolist's shareholders, since
anyone who buys their stock will pay a premium equal to the discounted present value of the
expected monopoly profits, and so will earn only a normal, not a monapoly, return on his
investment. In any event—and this is the most important point--the wealth-redistribution
argument for antitrust has no implications for the content of antitrust policy. Whether the
objection undergirding the policy is to the moropalist's distortion of output or to his profit, the
measures required to meet the objection are the same.

A second populist concern is that monopoly, or more breadly any condition {such as concen-
tration} that fosters cooperation among competing firms, will facilitate an industry's manipulation
of the poiitical process to obtain protective tegislation aimed at increasing the industry’s profits.
Traditionally such protection took the form of controls over entry and price competition, coupled
with exemption from the antitrust laws, that cartelized the industry much more effectively than
could be done by private agreement. Once again, this is a concern that reinforces rather than
contradicts the economic objection to monopoly. The legislation sought by an industry—a tariff,
atax on a substitute product, control of entry—will have economic effects similar to those of a

private cartel agreement.




28 | EC COMPETITION LAW

process, as well as directly through cartelization, thus implies no change in the character of an
antitrust policy deduced from economic considerations. Nevertheless, it is not a solid argument.
While monopoly or concentration reduces the costs of organizing effectively to manipula%e the
political process, it also reduces the demand for public assistance in suppressing competition. A
firrm that has a secure monopoly without public assistance or enjoys supracompetitive profits by
reason of tacit collusion will have less incentive to expend resources on obtaining the aid of
government In fending off competition than a highty competitive industry would have. The latter
rwst incur higher costs of organizing to influence government, but it also has more to gain. The
up-shot is that it's unclear as a matter of theory which type of industry, the munopolistic- or thAe
competitive, has more to gain from government intervention. This theoretical indeterminacy is
mirrored in the empirical world, where we observe many unconcentrated industries—such as
dairy farming, local broadcasting, taxi service, medicine, and law—enjoying governmental
protection against competition.

A third populist argument has, in contrast, implications for antitrust policy that diverge sharply
from those of the economic approach. The populist atternative to an antitrust poficy designed to
promote economic efficiency by limiting monapoly s a policy of restricting the freedom of actic_)n
of large business firms i order to promote small business. The idea that there is some spel:sal
virtue in srnall business compared to large is a persistent one, though the basis for the idea is
obscure. While there may be a justifiable concern with the power of wealth to influence and
perhaps deform the political process, the correlation between personal wealth and monopoliza-
tion is weak. Among the wealthiest Americans today are trial lawyers, athletes, actors and
actresses, other entertainers and media celebrities, and entrepreneurs few of whom owe their
wealth to market power. Small businesses do not seem disadvantaged in lobbying refative to
large, and large businesses are more likely to owe their size to econormies of scale or sa:cpe.
superior management, patents and copyrights, and other factors than even populists do not wish
1o bring under antitrust condemnation than to monopoly. Small businesses are not less likely than
iarge to violate the antitrust laws or toseek and obtain protection from competition. indeed, tothe
extent that small businesses tend to be found In small markets, they are as likely, even more likely,
to collude to raise price above the competitive level. ...

Antitrust enforcement is not only an Ineffectual, but a perverse, instrument for trying to
promote the interests of small business as a whole. Antitrust objectives and the objectives of small
business people are incompatible at a very fundamental level. The best overal! antitrust policy
from a small-business standpoint is no antitrust policy. By driving a wedge between the prices and
the costs of the larger firms in the market (a market cannot be effectively cartelized untess the
large firms init participate in the cartell, monopoly enables the smaller firms to survive even if their
costs are higher than those of the large firms. The only king of antitrust policy that would benefit
small business would be one that sought to prevent large firms from underpricing less efficient
small firms by sharing their lower costs with consumers in the form of lower prices. Apart from
raising in acute form the question whether society should promote smalf business at the expense
of the consumer, such a policy would be unworkable because it would require comprehensive and
continuing supervision of the prices of large firms. There are no effective shortcuts. For example,
if mergers between large firms are forbidden because of concern that they will enable the ﬁrfﬂs
resulting from such mergers to take advantage of economies of scale and thereby underprice
smaller firms operating at a less efficient scale, one or more of the targer firms will simply expand
until the efficient scale of operation is reached.

Perhaps the most contentious of alt Chicago school claims is that the pursuit of efficiency as Fhe
sole goal of competition law is non-political. The essential zrgument is that since cornpetltlc.m
policy is dictated only by micro-economics it is ideology-free. The adoption of such a policy is,

INTRODUCTION TO COMPETITION LAW | 2

however, in itselfideological. Chicago proclaims itself as neutral because it believes only in mar-
ket forces. The idea that this is an apolitical stance is challenged by Fox and Sullivan in the fol-
lowing passages from an article in 1987.7 In particular, the authors stress that the law should
not only be economics. Rather, economics should be used as a tool to support the system which
is aimed at supporting consumers and a dynamic system of competition law. The Chicagoans’
view of economics itself reflects a vision of what society we should live in,

E. M. Fox and L. A. Sullivan, ‘Antitrust—Retrospective and
Prospective: Where Are We Coming From? Where Are we
Going?’ (1987) 62 New York Univ LR 936, 956-9

Economists have both praised and criticized mainstream antitrust law. Many economists, espe-
ciatly those with Chicago leanings, think that because antitrust is about markets, as is microeco-
nomics, antitrust law should be economics. They react as though the law is out of kilter whenever
it diverges from their particular econamic insight; and they so react regardless of whether the law
diverges because empirical processes Nave not validated factual assumptions, or because the jaw
has identified social goals other than or in addition to allocative efficiency. Law is not economics.
Nor were the antitrust laws adopted to squeeze the greatest possibie efficiency out of business.
Nonetheless, we would not want an antitrust system that hurts consumers rather than helps
them. Most people agree that economics is a toof that can help keep the system on course to help
consumers and to facifitate dynarnic competition, Economic analysts have provided important
insights into why business acts the way it does, and what the probable efiect of a practice will be
orn the marketplace. Despite the consensus that economics can play a supporting role, the
Chicago School, in the name of law and economics, has waged ideological warfare, assaulting
antitryst itself. Commitment and belief fuel the debate on both sides. While others seem aware
that the debate is about values, Chicagoans seem not to be. They often claim the imperative of
science for their policy prescriptions. But on poirtts of basic difference behween Chicagaans on the
ane hand and realists or traditionalists on the other, the Chicago assertions are not provable. They
are not matters of fact. They cannot be derived from economics. The basic difference between

Chicagoans and traditionalists is a difference of vision about what kind of society we are and
should strivetobe ...

The Chicago beliefs are compatible with only the most minimal law. In antitrust, the most
minimal law, given the existence of the statutes, is faw that proscribes only clear cartel
agreements and mergers that would create a monopoly in & market that included all perceptible
potential competition. Let us review the characteristics that underlie this minimalist approach to
antitrust.

First, the Chicago School claims that it has the right prescription for efficiency. This is
unprovabie; some would say highly suspect, and others would say wrong. Economic experts have
Intense-debates as to what schieme is likely to produce a more efficient or a more dyramic,

inventive economy, Economics does not provide a conclusive answer. Within a wide range, the
answer is indeterminate . ..

7 One needs only to Jook at the USA in the 1980s. The economics of Chicago were those of the American
Right. Robert Bork was President Reagan's nominee for the Supreme Court, but he was rejected by the Senate

{although that had rore to do with his conservative views on matters such as abortion than with his views an
barriers to entry),
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Second, the Chicago School always opts for norms that presuppose that markets are robust and
that firms, imbued with perfect knowiedge and risk neutrality, move their resources quickly and eas-
ily to the mast profitable opportunity. Data about how people actually behave belie these assump-
tions . .. Yet Chicagoans continue to press for legal rules that accept these assumptions as true .. It
i5 this mind-set that led Judge Posner to dissent in a recent case in which a prisoner was blinded in jail
and sued prison authorities for neglect ... A majority of the appellate court thought that appoint-
ment of counsel was improperly denied to the prisoner, but Judge Posner disagreed . .. Assuming
the existence of a market for lawyers that would functioniike a Chicago model market, ludge Posner
argued that if the prisoner’s case was any good, a lawyer would have taken it on contingency. The
fact that no lawyer did 'proved’ that the prisoner's case lacked merit.. . 7°

Third, the Chicago School defines compeiition in terms of efficiency; defines efficiency as the
absence of inefficiency; defines inefficiency in terms of artificial output restraint; .. .and thus
concludes that any activity that does not demonstrably limit output is efficient and therefore
procompetitive. Thus, it 'proves’ that almost all business activity is efficient—a neat trick.

Fox and Sullivan thus question the bases of many of the views on which the Chicago concept of
efficiency is hung and hence challenge its utter faith in the ability of the market to correct itself.
Criticisms have also been made in the Chicagoans’ belief that barriers to entry are rare outside
government regulation, 3 that potential competition polices the marker as well as existing com-
petitors because, in the absence of barriers to entry, monopolists will be challenged by new
entrants if they reap monopoly profits, and that most markets are competitive. The Chicago
model is criticized for being ‘static’ and concentrating too much on long-term effects rather
than on short-term effects and of competition as a process Above all, it is argued that the
neoclassical market efficiency model of Chicago is too simple to account for or predict business
behaviour in the real world.

C. POST-CHICAGO

Whatever criticisms can be and have been made of the Chicago school, it undeniably changed
competition law thinking profoundly. It placed rigorous economic analysis at the centre of com-
petition law. After Chicago it is impossible to accept the S — C — P paradigm withour
qualification, or not to think of efficiency as a central concern. It shed new light on many matters.

More recently, however, there has been a synthesist of different strands of thought. Extreme
Chicago ideas have been tempered by new insights. There is a general recognition that
economics may give indications of whar questions to ask, but does not always yield definitive
answers, and certainly not answers which are necessarily value-free. What is called modern
industrial organization theory or new industrial economics stresses the effect that the strategic
conduct of firms can have in different market situations. It considers that firms may indulge in
strategic entry deterrence, for example. So the belief that predatory pricing is rarely rational
conduct, as Chicagoans said, is replaced with the idea that it can in some circumstances be

adopted as a rational strategy to prevent new competitors entering the market.#! Post-Chicago

?* The case concerned was Merritt v. Faulkner, 697 F. 2d 761 {7th Cir), This story rather puts into the shade the
classic Chicago school joke. A lawyer and 2 Chicago scholar walk along the pavement. The lawyer says ‘Oh
look, there’s 2 £20 note lying on the pavement’. ‘No', says the Chicago scholar, ‘there can't be. If there was,
someone would have picked it up”. )

% See the discussion of bartiers to entry infra 84 ff.

# Secinfrz Chap. 7.
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competition scholarship admits of more complexities than either the pure Harvard or Chicago
approaches and 'helps observers understand why conduct thought benign in light of Chicago
School teaching might in fact lessen competition'.52 It also attempts 10 deal with the importance
of dynamic competition.®* Qther ideas and theories which inform post-Chicago thinking
include the following:

(i) Game Theory

Game theory is central to much modern industrial organization theory and stems from work
done in the 1940's by von Neurnann and Morgenstern.® It models the strategic interactions
between firms—their conflict and cooperation—as ‘games’ in which each firm plans its own
strategy, for example with regard to pricing or output, in the light of assumptions about the
strategy which willbe adopted by its competitors. Game theory is in particular an important iool
in analysing the conduct of oligopolies and is dealt with further in that context in Chapter 14.

(ii) Contestable Markets

The theoty of contestable marketsts places the main emphasis on freedom of entry to, and exit
from, a market. It attaches importance not to the structure of the market but to its contestability.
So long as 'hit-and-run’ entry by competitors is possible the behaviour of firms operating on the
market will be constrained and they will perform efficiently and price competitively. The mini-
mum conditions for a contestable market are instantaneous entry and costless exit and, crucially,
the inability of the incumbent to respond to entry by another competitor by lowering its prices.
This last point is vital because otherwise the incumbent firm can keep its prices at monopoly level
and only lower thern when it needs to respond to competition. In reality, again, the conditions for
perfect contestability are not often found.» However, the term ‘contestable market’, meaning one
with low barriers to entry and exit where the threat of entry does significantly constrain the
incumbent, is used more loosely and is now often found in competition faw discussion.®

{iii) Raising Rivals’ Costs

Raising rivals’ costs describes strategic behaviour of a firn which is designed ro raise the costs
of its rivals relative to its own.# It normatly requires some degree of market power (or, for some
strategies, political power or influence). It includes intetfering with the production or selling
methods of rivals, lobbying for or supporting government regulation which has a differential
itnpact on the rivals' costs, raising the price of inputs, tying, raising switching costs {so that

% E, Gellhorn, W. Kovacic, S. Calkins, Antitrust Law and Economics (5th edn., West, 2004), 97.
** Seesupm 15.

5 J.von Meumann and Q. Morgenstern, The Theory of Games and Economic Behaviour (Princeton University
Press, 1944),

> W. ). Baumol, J. Panzar, and R, Willig, Contestable Markets and the Theory of Industry Structure (Harcourt Brace
Jovanovich, 1982); W. ]. Baumol, ‘Constestable Markets: An Uprising in the Theory of Industry Structure’
(1982} 72 Amer Economic Rev 1.

8 Sunk costs, for example, will be a hindering factor, see infiz 88.
&2 S, Bishop and M. Walker, The Economics of EC Competition Law {2nd edn., Sweet & Maxwell, 2002), 3.33,

# T. G. Krattenmaker and S. C. Salop, 'Anticompetitive Exclusion; Raising Rivals’ Costs to Achieve Power
Over Price’ 96 Yale Lf 209.
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customers find it difficult or expensive to change to the rival's goods or services) and indulging
in rapid product innovation in primary markets.* Some behaviour which raises rivals’ costs
may also increase welfare and whether competition law should sanction or allow it often
depends on the particular circumstance of the case. In the following chapters of this book we
will come across many examples of behaviour which can raise rivals’ costs. %

(iv) Transaction Cost Economics

Transaction cost economicsis based on the theory first developed by Ronald Coase in The Nafure
of the Firm 3t Transaction costs are the costs a firm incurs by trading with other parties. Coase's
argument was that a firm can choose to organize its activities by doing things itself (so internal-
ising the costs) or by using other parties to do them {i.e. using the market}, A firm producing
widgets may therefore may have a choice between itself producing the inputs nevessary for
widget production and obtaining them from other parties. Similarly it may have a choice
between doing its own distribution and using independent distributors. The first of these
options in each case involves vertical integration while the second involves agreements with
others. Which is chasen will depend on its comparative efficiency. The insight from transaction
cost economics for competition law is that competition law should net be designed so as to

force firms to take less efficient options for doctrinaire reasons of promoting more competitive
markets.

Transaction cost research has identified efficiency reasons for which firms use various forms of
internal organization and has underscored the importance of contractual techniques in curbing
opporiunistic behavior that, if feft uhchecked, undermines business arrangements that increase
efficiency. By showing that the main purpose of many forms of economic organization~—for example,
joint ventures, vertical integration, and restrictive distribution contracts—often is to reduce costs,

transaction costs scholars have spurred a reevaluation of antitrust doctrines that have treated such
arrangements with hostility.2

Therefore, in contrast to other ideas taken on hoard by post-Chicago thinking, such as the anti-
competitive effects of strategic behaviour, transaction cast economics point to a less expansive
application of competition rules.

{v) Conclusion

Post-Chicago analysis is more complex than either the original 5—5C~P paradigm or pure
Chicago. It accepts the efficiency goal but recognizes the real-fife complications in devising
competition rules to achieve this. As far ag application and enforcement are concerned, post-
Chicago analysis makes greater demands on competition authorities and decision-makers
because of the very wealth of models and theories that may fail to be considered.

** See D. W, Carlton and J. M. Perloff, Modern fndustrial Organization (4th edn., Pearson Addison Wesley,
2005), 371-9. .

# Seein particular Chaps. 7 and 12.
* Econgmica 4, 386 (1937). See also the work of Oliver Williamson, particularly ‘Transaction Cost
Economics’ in R. Schmalensee and R. D, Willig (eds.), 1 Handbook of Industrial Organization (1989) 135,

* E. Gellhorn, W. Kovacic, 5. Calkins, Antitrust Law and Economics (Sth edn., West, 2004), 101. See also R.J.

Van den Bergh and P. D. Carnesasca, European Competition Law and Economics: A Comparative Perspective (2nd edn.,
Sweet & Maxwell, 2006), 94-8; P, L. Joskow, The Role of Transaction Cost Economics in Antitrust and Public
Utility Regulatory Policies’ (1991) 7 JL. Economic & Org 53.
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D. OTHER SCHOOLS, THEORIES, AND CONCEPTS

The following should also be noted:

(i) Workable Competition

In the 1940's the theory of *workable competition’ was developefi.” Thi:.z was assoT:iated wit}.l ‘the
Harvard School and held thatas perfect competition was usually 1mposs.1ble toattaincom petition
policy should aim to produce the best competitive arrangement practically attamabl.e..Thas.too
presented difficulties. The criteria by which workability can be assessed may be divided into
structure, conduct and performance criteria but it may be hard to assess whetherl ornot they have
been satisfied in any particular industry; and if some are satisfied and some not, it may be hard E:
decide whether workability has been attained without making sub]e_cuve value Ju.}dgments. p
Workable competition, in short, does not provide a very workable basis for dC‘VE]D]:.!lFIg @ soun:
competition policy. The European Court of Justice {EC]) referred to workable competition in 1}_9;6
in Metro 1, equating it with ‘the degree of competition necessary to ensure ::le observance of the
basic requirements and the attainment of the objectives of the [EC] Treaty".

{ii} The Austrian School

The Austrian School embraces a theory of dynamic competition which' goes beyond.t.hat
advanced by Schumpeter.®¢ As with Chicago, the Austrian School's conception of cqr:ﬂpeun?r;
policy is just one facet of a wider school of economic theory,®? one of w.hose most i :danftm
voices in the twentieth century was von Hayck.?® Von Hayek believed in untmmm.ell . ree;
markets and the ability of potential competition to prevent the long-run e:fplomanon _oh
monopoly power. The implications of this were that competition laws should notinterfere witl
the competitive process, not even by prohibiting cartels.**

(ii) Effective Competition

The concept of ffective competition is found in EC competition law. The_EC'.J defines a d<‘)minant
position for the purposes of Article 81 as involving an und.enakmg s power to ‘prevent
effective competition being maintained on the relevant market'1% and under the EC Merger

. ; ion’ ican Economic Review 241-56; see
, M. Clark, "Towards a Concept of Workable Competition {1940) 30 American :
als: S}. Ns'ofnick, ‘A Critique of ?g:ltcepts of Workable Competition’ (1958) 72 Quarterly Journal of Economics
380-423,
i and Ecomomic Performance (3rd edn.,
ol further F. M. Scherer and D. Ross, Industrial Market Structure Pe o,
Houg?'::n Mifﬂi::. 1990) 52-5; R.). Van den Bergh and F. D. Camesasca, European Competition Law and Economics:
A Companative Perspective (2nd edn., Sweet & Maxwell, 2006), 70-3.
# Case 26{76, Metro v. Commission (Ne. 1) [1977] ECR 1875, [1978] 2 CMLR 1, para. 20.
0 Seesupra15. . '
7 Originating with Carl Menger, Professor of Economics at the University of Vienna, 1873-1903.
# Friedrich von Hayek held chairs from 1931 on at various universitieg: in Lonf:lon {the London School of
Economics), Germany and Austria and, from 1950 to 1962, at the University of Chicago. . )
% See furtherR. ). Van den Bergh and P. D. Camesasca, European Competition Law and Economics: A Comparative
Perspective (2nd edn., Sweet & Maxwell, 2006), 88.
¢ Ome of the two main competition law Articles, See infra Chaps. 5-7.
w3 Case 2{76, United Brands v. Commission [1978] ECR 207, [1978] 1 CMLR 429, para. 65; Case 85/76,
Hoffmann-La Roche & Co AG v. Commission [1979] ECR 461, [1979] 3 CMLR 211, para. 38.
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Regulation the grounds for the prohibition of a merger are that it would ‘significantly
impede effective competition”.12 The Court of First Instance said in GlaxoSmithKiine that ‘the
competition referred to in Article 3{I}g) EC and Article 81 EC is taken to mean effective
competition, that is to say, the degree of competition necessary to ensure that attainment of
the objectives of the Treaty’.' Bishop and Walker suggest that ‘effective competition* should be
outcome-based.

S. Bishop and M. Walker, The Economics of EC Competition
Law (2nd edn., Sweet & Maxwell, 2002), 16

2.10 ... The economic goal of EC competition law is the protection and promotion of effective
competition. But this is a goal only because of the benefits that it delivers to European consumers.
What matters therefore are the outcomes for consumers that competition in a particular market
delivers—not the particular form that the competition pracess takes. Whether a market is
characterized by effective competition or not therefore depends on the outcomes it produces.

This raises the question of what outcomes are produced by effective competition and how can
they be distinguished from those produced by less than effective competition. The practical
application of competition law ought to be interested less in outcomes that are desirable in some
theoreticai, abstract sense and more in outcomes that are feasible for regulatory intervention to
achieve.... To draw this distinction requires consideration of the various economic models of
competition and the implications each type of model has for consumer welfare.

6. ORDOLIBERALISM

Ordoliberalism is not a just school of competition or economic theory but an entire political
and economic philosophy. However, it has important implications for competition policy and
it is therefore convenient to mention it here before looking in the section below at its influence
on the development of EC competition law,

Ordoliberalism was conceived in Germany in the 1930's and nurtured at the University of
Freiburg during the Nazi era.'o* It became a key element of post-war thinking in Germany,
envisaging a new relationship between law and the economic system and holding that
competition is necessary for economic well-being and thar economic freedom is necessary for
political freedom.1 It advocates an ‘economic constitution’ whereby competition and
¢conomic freedom are embedded into the law so that there is neither unconstrained private

" Counctl Regulation 139{2004 [2004] O) L124{1, Art. 2(3). The previous Merger Regulation, Council
Regulation 4064/89 [1990] O) L257{13, also employed the concept of ‘effective competitiom’, see infra Chap. 12.

19 CaseT-168/01, GlaxoSmithKline Services Unlimited v. Commission, [2006] ECR 11-2969, [2006] 5 CMLR 1623,
para. 109,

' Henceits alternative name of the ‘Freiburg School, The leading ordoliberal theorists were the economist
Walter Eucken and the lawyers Franz Bohm and Hanns Grossmann-Doerth, Sec further D. Gerber,
‘Constitutionalizing the Economy: German Neo-liberalisr, Competition Law and the ‘New Europe’ (1994) 42
American Journal of Comparative Lew 25,

19 W. Maschel, ‘Competition Policy from an Ordo Point of View' in A, Peacock and H. Willgerodt (eds.),
German Neo-Liberals and the Social Market Economics (MacMillan, 1 989, 142,
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power nor discretionary governmental intervention in the economy. Competition law, it holds,
should create and protect the conditions of competition. It follows from this that competition
is a value in itself and not just a means by which purely economic objectives—such as effi-
ciency—are to be achieved. An ordoliberal approach to competition policy leads to the protec-
tion of competitors and small and medium sized enterprises, regardless of the effects on
efficiency, rather than the protection of competition, as it prizes the freedom of all citizens to be
able to enter and compete on markets.

R. O'Donoghue and A. J. Padilla, The Law and Economics of
Article 82 (Oxford University Press, 2006), 9

Ordoliberal thinking on the goal of competition law was based on notions of “fairness” and that
firms with market power should behave “as if” there was effective competition . .. This reflected
a view that small and medium sized enterprises were important to consumer welfare and that
they should receive some protection from the excesses of market power. Ordoliberal thought
therefore considered that certain restrictions on dominant firm behaviour were necessary and
appropriate. The basic notioh was was that firms with economic power shouid not engage in
conduct that unfairly limited rivals’ access to markets or production. Of course, dominant firms
had to be allowed the commercial freedom to compete on the merits. In this regard, ordoliberal
thinking developed a notion of “performance-based competition” {Leistungswettgewerb). For
example, non-predatory lower prices, better quality products, or better services were all
considered as legitimate ways of excluding rival firms and should be permitted, whereas
conduct that was not performance-based competition (e.g., below-cost prices) should be
prohibited.

We see in later chapters of this book how ordoliberal thinking infiuenced the development of
the law on Articles 81 and Article 82 of the EC Treaty.

7. EC COMPETITION LAW

A.GENERAL

The first ‘European’ competition rules were Articles 65 and 66 of the Treaty of Paris of 1951,
which created the European Coal and Steel Community (ECSC).'%¢ The Treaty of Rome, which
established the European Economic Community (EEC), and the competition rules set within it

i They were based on a draft prepared, at the behest of Jean Monnet, by the Harvard antitrust lawyer
Robert Bowie, who was an adviser 1o John McCloy, the US High Commissioner for Germany and a close ally of
Monnet. Monnet, a French economist and public official, Deputy Secretary-General of the League of Nations
1919-1923, is considered to be, with Robert Schuman, one of the founding fathers of the European Union. For
an account of the history of the ECSC see D. Spiernburg and R. Poidevin, The History of the High Authority of the
European Coal and Steel C ity: Supranationality in Operation (Weidenfeld and Nicolson, 1994). The ECSC
competition provisions were the pattern for the later EEC ones.
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came into force in 1958.17 However, the EEC competition rules were not enforced by the
Community institutions until Regulation 17 was passed four years later. 100
In a book published in 1998, Daniet Gerber, a comparative lawyer, argues that there is a rich
tradition of thought in Europe about what we now cail competition law, which has given
European domestic competition laws, as well as EC law, a distinctive character of their own.
Gerber first of all summarizes what he calls the ‘Competition Law Story” in Europe.

D. Gerber, Law and Competition in Twentieth Century Eurobe:
Protecting Prometheus (Clarendon Press, 1998), 68

Europeans began to develop the idea of such a general faw to protect competition almost a
century ago. The idea took shape in the 18905 in Austria, where it was a product of Vienna's
extraordinary creative intellectua life. Competition law proposals emerged in order to protect the
competitive process from political and ideclogical onslaughts, and they relied heavily on
bureaucratic application of a ‘public itterest’ standard in doing so. One of these proposals gained
significant political support, and @ competition law was almost enacted—only to be barred by the
disintegration of the Austrian legislative process.

Although political events blocked further development of competition law ideas in Austria,
such ideas were intensely debated in both intellectual and politicat arenas in Germany during the
decade that bracketed the turn of the century. These conflicts shaped a discourse from which
Europe's early competition legislation drew much of its substance and without which its
enactment is barely conceivable. Moreover, many elements of this discourse were to become
fixtures of European competition law thought.

The first Eurcpean ‘competition law' was enacted In Germany in 1923 in response to the
postwar inflation crisis. The system created to implement this legislation became an important
factor of economic and legal iife in Germany during the 19205 and established tompetition law as
an operational reality rather than merely an idea. It was, however, too weak to withstand the
Pressures ranged against it, and it was efiminated during the 1930s.

Gerran experience with this systern was nevertheless influential in the spread of competition
law ideas, and during the late 19205 competition law itdeas were widely discussed throughout
Eurape. By the early 19305, additional statutes along the lines of the German legislation had been
enacted in several smalier European states. More importantly, these discussions and enactments
generated a framework for thinking about the roles and characteristics of competition law that
was to be used after the Second World War as the basis for competition legislation and that
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After the end of the war, many European governiments turned to competition law as a means of
encouraging economic revival, undergirding recently re-won and stifl fragiie freedoms and
achieving polltical acceptance of post-war hardships. Virtually alt of these competition law
systems were based on the thought and experience of the interwar period. In most of them,
howevet, cormpetition law was imbedded in economic regulatory frameworks that impeded its
effectiveness, and it was seldom supported by significant economic, political or intellectuat
resources. As aresult, these systems remained a rather marginal component of general economic
policy, and in this respect some have not fundamentally changed even today.

In postwar Germany, competition law took a different turn—one that was to play a key role in
the process of European integration and to have extraordinary consequences for the course of i
postwar European history. This change of direction was prepared during the Nazi perlod by a ,
group of neo-liberal thinkers who secretly and often at great personal risk developed ideas of how ;
Germany should be reconstituted aiter the war. In their so-calted ‘ordoliberal” vision of society,
economic freedom and competition were the sources not only of prosperity but also of political

- freedom. They represented the ‘economic constitution® of society, and law, the ordoliberals said,
had to protect and implement this constitution. inthis view, therefore, competition law acquired a
new importance because it was made a basic structure of the polgticat systern. It also acquired new
characteristics: ik was now Lo operate increasingly according to juridical principles and
procedures rather than on the basis of administration discretion,

These ideas eventually fell on fertile soil in the years after the Second World War, Nourished by
the desire for new social ideals and supported by the occupation authorities, nec-iberal
reformers enacted a competition law in 1957 that achieved new prominence and a vastly greater
economic and political role. Despite often intense opposition from 'big industry’, competition faw
has become a ‘plilar’ of the *social market economy’, and as such it has played a key role in some
of the postwar Europe’s most impressive economic and political successes.

remains influential.

‘7 On 1 January 1958 not only did the Treaty of Rome come into force but also, coinci i
German Competition Law system (the Gesetz gegen memﬂbqﬁrhhwfomc;nfa:emg;db;n;we
Ametican occupiers before they would return full sovereignty to the new German state. US officials consid-
ered that the.conc.mu'ated and heavy cartelized nature of pre-war German industry had aided Hitler's rise 1o
power and his military conquests and that US-style competition laws would help German democracy. Anti-
cartelization statutes were Arst put into Place in 1947. However, there was a domestic as well as an American
impetus towards the adoption of 4 complete new system and Chancellor Adenauet's economics Minister,
.l.udwn_ i ll]i}‘lurd (who was himself Chancellor 1963-1966) pushed hard for it, although against strong oppos-
:;‘;ﬂo S::mld:o al;:xi::xcme:. :c: fhe delay unil 5958). The GW_l:h(which is still in place today) rapidly acquired an

5 economic an The instituti R ! o
e y oot Canljg(’)j ﬂsi{:;em ¢ institution primarily charged with enforcing it
108 [195962] O) $pec. Ed. 87. See infia Chap. 2.

Gerber thus locates the spirit of European competition law in the ideas of fin-de-sidcle Austria
and in the German concept of ordoliberalism.* in fact, he goes further back, to nineteenth-
century liberalism’s conception of law as being necessary to create freedom by constraining
power. in Europe, competition law is to be seen as part of an *economic constitution’ which
embraces social justice and is part of the political system. !¢ The UK, however, has in the recent
past at least shared the American economic philosophy. One commentator has identified a
dichotomy between what he calls ‘nec-American’ capitalism—individualistic, unregulated,
based on shert-term profits, and with a minimal social component—and ‘Rhine model’
capitalism—collective achievement, public consensus, social welfare 11t Gerber considers that
English legal culture led to distinctive features in the UK competition law model, which moved
it away from the general 'European model’ he identifies. Nevertheless the UK's use of
administrative controls produced similarities which are important from the perspective of
European integration ‘because they have provided a commion experiential base that has eased

109 See suprd 34, See further D. Gerber, ‘Constitutionalizing the Economy: German Neo-liberalism,
Competition Law and the "New Europe’ {1994) 42 American Journal of Comparative Law 25.

11 Fora recent example of the concern of many Member States for the ‘social’ aspect in competition policy,
see the insertion into the Treaty of Article 16 (ex Art. 7) reiterating the value of ‘services of general economic
interest’ in the Community, See furtherinfi Chap. 8 and the Addendum, infra 1399.

1 M, Albert, Capitalism Against Capitalism (Whurr Publishers Ltd, 1993),
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mutual understanding and co-operation within EU institutions and forged important links
between Member State governments and officials’.nz

B. THE OBJECTIVES OF THE EUROPEAN COMMUNITY
AND EC COMPETITION POLICY

(i) The Objectives of the European Community

An examination of the mison d'étre of the European Community and European Union is beyond
the scope of 3 book on competition law. As Craig and de Biirca state, t/here are and always have
been many different and contested views about the original aims and raison d'étre of the EC and
EU among its political actors, populace, and commentators. A complex range of historical,
political, and economic forces and contingencies contributed to creating the entity which exists
today”.11* A brief discussion of the aims and objectives of the Community is, however, essential
to understand the context within which the competition rules are set and the impact that these
aims and objectives may have on the interpretation and application of those rules.

The Preamble to the Treaty of Rome? states that the Member States recognize, infer alia, ‘that
the removal of existing obstacles calls for concerted action in order to guarantee sieady expan-
sion, balanced trade and fair competition’. The objectives of the Treaty are set out in Article 2.
The original Article 2 stated:

The Community shall have as its task, by establishing a common market and progressively approxi-
mating the economic policies of Member States, to promote throughout, the Community a harmo-
nious development of economic activities, a continuous and balanced expansion, an increase in
stability, an accelerated raising of the standard of fiving and cioser relations between the states
belonging ta it.

Article 2 has subsequently been amended, and since the Treaty of Amsterdam came into force
on 1 May 1999 states:

The Community shall have as its task, by estabiishing a common market and an economic and
monetary union and by implementing the common policies or activities referred to in Articles 3 and 4,
to promote throughout the Community a harmanious, balanced and sustained development of
economic activities, a high levef of employment and of social protection, equality between men and
women, sustainable and non-inflationary growth, a high degree of competitiveness and convergence
of ecanomic performance, a high level of protection and improvement of the quality of the
envirenment, the raising of the standard of living and quality of life, and economic and social
cohesion and sofidarity among Member States.

The Community therefore has a number of wide-ranging and aspirational goals which have
expanded during the life of the EC and which it seeks to achieve through economic integration.
The creation of the common market is not therefore an end in itself, but a means (along with the
establishment of economic and monetary union (EML} and the implementation of commen
policies or activities) of achieving the promotion of the matters listed in Article 2. The ‘common
market’, often used colloquially as a synonym for the Community, means an area where direct

112 3, Gerber, Law and Competition in Twentieth Century Evrope: Protecting Prometheus (Clarendon Press, 1998), 207
183 P.Craig and G. de Biirca, EU Law: Text, Cases and Materials (3rd edn., Oxford University Press, 2003), 4,
444 The adoption of this Treaty and its amendments are discussed infra Chap. 2.
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and indirect barriers to trade between Member States are removed and a common import and
export policy adopted toward the outside world as far as commercial transactions are
concerned, In Metro v. Commission,! > the Court of Justice said in 1976 that the objectives of the
Treaty included the creation of a single market achieving conditions similar to those of a
domestic market. The single market is the ‘internal’ aspect of the common market, and is now
defined in Article 14{2):116

The internal market shall comprise an area without internal frontiers in which the free movement of
goods, persons, services and capital is ensured is accordance with the provisions of this Treaty.

The economic integration of the Member States has been taken further by progress towards
EMU. The third and final stage of EMU entailed the adoption of a single currency, the Euro
(€).1¥7 The single internal market, however, remains the core concept on which econemic inte-
gration is founded.

Article 3 of the Treaty sets out the ‘activities’ of the Community necessary for the purposes
set out in Article 2. This has also expanded since 1958, reflecting the additions to Article 2. The
present Article 3 states:

1. For the purposes set out in Article 2, the activities of the Community shaltinclude, as provided in
this Treaty and in accordance with the timetable set out therein:

{8) the prohibition, as between Member States, of customs duties and quantitative restrictions
onthe import and export of goods, and of all other measures having equivalent effect;

ib) acommon commercial policy;

{c) aninternal market characterised by the abglition, as between Member States, of obstacles to
the free movement of goods, persons, services and capital;

{d) measures concerning the entry and movement of persons as provided for in Title fv;
(e} acommon policy in the sphere of agriculture and fisheries;

ifi acommon palicy in the sphere of transport;

{g) @asystem ensuring that competition in the internal market is not distorted;

th) the approximation of the laws of Member States to the extent required for the functioning of
the common market;

fi the promotion of to-ordination between employment policies of the Member States with a
view to enhancing their effectiveness by developing a co-ordinated strategy for employment;

{) apolicyin the social sphere comprising a European Social Fund,
(k) the strengthening of economic and social cohesion;

i apolicy in the sphere of the environment;

{m,

the strengthening of the competitiveness of Community industry;

112 Case 26{76, Metro v, Commission (No. 1) [1977] ECR 1875, [1978) 2 CMLR 1, para. 20,

116 Previously Article 7, The concept of the ‘internal market’ was first formally enshrined in the Treaty by
the Single European Act 1986 (SEA), which provided for its completion by the end of 1992.

17 The adoption of the Euro began on 1 January 1999 and culminated in the introduction of the new coins
and banknotes on 1 January 2002 and the withdrawal of national currencies at the end of February 2002. For
the way in which the 'ECUF referred to in the Treaty became the 'Euro’ without an amendment to'the Treaty,
see 5. Weatherill and P. Beaumont, EU Law (3rd edn., Penguin, 1999), 776. Not all Member States have adopted
the single currency. On 1 January 2007 the Member States in the surozone were Belgium, Germany, Greece,
Spain, France, Ireland, ltaly, Luxembourg, the Netherlands, Austria, Portugal, Finkind and Slovenia, Of the
pre-2004 Member States, Denmark, Sweden and the UK remain outside it. Cyprus and Malta will join on
1 January 2008.
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{n) the promation of research and technological development,

{o,
(p]
(o

encouragement for the establishment and development of trans-Furopean networks;
a contribution to the attainment of a high level of health protection;

a contribution to education and training of quality and to the flowering of the cultures of the
Member States;

{f] apolicy in the sphere of development co-operation;

[5) the association of the overseas countries and temitories in order to increase trade and
promote jolntly economic and soclal development;

[t} acontribution to the strengthening of consumer protection;

[} measures in the spheres of energy, civil protection and tourisen.

The Community’s activities are thus broad, encompassing the pursuit of a large number of
policies and activities, including in Article 3(1)(g), ‘a system ensuring that competition in the
internal market is not distorted’.11#

Further, Article 4(1), inserted into the Treaty by the TEU in 1993,? assumes that economic
policies in the Community will be based on an open market economy with free competition:

For the purposes set out in Article 2, the activities of the Member States and the Community shall
include, as provided in this Treaty and in accordance with the timetzble set out therein, the adoption
of an economic policy which is based on the close co-ordination of Member States’ economic
policies, on the internal market and on the definition of common obiectives, and conducted in
accordance with the principle of an open market economy with free competition.

This is taken up in Article 157(1) which deals with the Community’s industrial policy,12 and
says that Community action shall be ‘in accordance with a system of open and competitive
markets',

The abandoned Constitutional Treaty would have said that the EU offered its citizens ... a
single market where competition is free and undistorted’. The June 2007 Council meeting, how-
ever, agreed that the EC wil be subsumed into the EU and a revised Treaty on Furopean Union
will refer to establishing an internal market but without the reference to free and undistoried
competition. Article 3(1){g) will disappear from the EC Treaty, which will be renamed the
“Treaty on the Functioning of the Union’. However, a Protocol on competition will be annexed
to the new Treaties. EC comperition law will become EU competition law. For details, see the
Addendum. 12t

However, even if the over-arching objective of the competition rules is to advance the (pre-
sent) aims of the EC as set out in Article 2 of the EC Treaty, that still leaves open the question of
how exactly they are to do this. In other words, in the light of the discussion in the sections
above, what are the goals which the application of EC competition law is designed to achieve in
order to further the Community's mission?

"% Until the TEU amendments in 1993 this provision was Article 3(f) and read: ‘the institution of a system
ensuring that competition in the common market is not distorted”. It was reworded by the TEU and became
Article 3{g). and was again renumbered by the Treaty of Amsterdam to become the present Article 3(1)(g).

1 As Article 3a under the previous numbering.

13 “Industrial policy’ describes the very wide raft of policies to do with creating employment and invest-
ment opportunites and enhancing competitiveness (not necessarily the same as enhancing competition} and
the output of industry.

121 Ser infra 1399,
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(ii) The Development of the Objectives of EC Competition Policy

As Bork wrote in relation to US law: ‘Antitrust policy cannot be made rational until we are able
to give 2 firm answer to one question: What is the point of the law—what are its goals?' 1z

We said above!2 that EC law appears to be striving for ‘effective competition’. We therefore
need to ask, in the light of the preceding discussion, what effective competition entails. As noted
abave, competition policy has been included in the list of Community activities set out in Article 3
since the inception of the Community in 1958. Tt was embedded in the Treaty right from the start
asa set of wider policy goals oriented towards the objective of European economic integration. It
was necessary in order to underpin the internal market aspect of the common market because
there was no point in dismantling, by means of the free movement provisions, State measures
which divided the Community territorially and compartmentalized the market if private
undertakings could erect and maintain barriers to trade between Member States by carving up
markets between thert and indulging in anti-competitive practices. Economic integration is
therefore promoted both by free movement and by competition.’¢ In general it is true to say that
the free movement provisions apply to State measures and the competition provisions to those
of private actors. However, this statement masks a number of complexities, First, in some cases
the free movement provisions can bind private parties, in particular where ‘collective’ private
action is concerned in the area of free movement of persons and services.12s Secondly, some
situationsrzise both free movement and competition issues. A good example of thisis Bosiman, 126
where the EC] decided the case on free movement grounds and dectined to deal with the (very
interesting) competition arguments.!?” Thirdly, it is possible to impugn some State measures on
competition grounds. Indeed, the application of the competition rules to State action has
become a very significant aspect of competition law in the EUL128

The Community Courts have repeatedly stressed the fundamental nature of the competition
rules. As the ECJ said in Eco Suisse:

However, according to Article [3{1}g)] EC. .., Article [811 of the Treaty constitutes a funcamental
provision which is essentfal for the accomplishment of the tasks entrusted to the Cormmunity and, in
particular, for the functioning of the internal market, 122

"2 R, Bork, The Antitrust Pamdex: A Policy at War With liszlf (Basic Books, 1978, reprinted with a new
Intreduction and Epilogue, 1993), 50.

2 Supr 34,

12t See |. Baquero Cruz, Between Competition and Free M The E ic Constisutional Law of the Ei
Community (Hart Publishing, 2002),

135 See Case 36{74, Wdrm & Kochv. Association Union Cycliste Internationale [1974] ECR 1405 and Case 415/93,
Union Rayal Belge des Sociftés de Football Association ASBL & others v. Jean-Marc Bosman [1 995) ECR 1-4921, [1996] 1
CMLR 645 (both cases concerning the rules of sporting organizations).

126 ibid, Bosman is described in Chalmers, Hadjiemmanuil, Monti and Tomkins, European Union Law
{Cambridge University Press, 2006}, 708 as being ‘fo]uiside the small world of Community lawyers, arguably
the most famous cases in the history of Community law....".

" The case dealt with the tights of professional football players to move between chubs when out of contract,
and changed the transfer systemn. See also Case C-303/99, Wouters v. Algemene Raad van de Nederlandse Orvder van
Advocaten [2002] ECR 1-1577, §2002) 4 CMLR 913, on the rules of the Dutch Bar, discussed infra Chap. 3.

138 See infra 54 and Chap. 8.

12 Case C-126/97, Eco Swiss China Time Ltdv. Benetton International NV [1999] ECR 1-3055, [ 2000] 5 CMLR 816,
para 36. Article 81 is one of the two main substantive competition articles. See also Case (45399, Courage Ltd
v. Crehan [2001] ECR 1-6297, [2001] 5 CMLR 28, para. 20; Case T-168/01, GlaxoSmithKlineServices Unlimited v.
Commission, 27 September 2006, para. 118 (indispensable for the achie of the missions entrusted to the
Community’}).
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The role of competition policy as an instrument of single market integration is absolutely
crucial to an understanding of EC competition law. It differentiates EC law from any system of
domestic competition law, whether in the Member States, the USA, or elsewhere. EC competi-
tion law has been seen as serving two masters, the ‘competition’ one and {even more demand-
ing) the imperative of single market integration. This second goal has sometimes dictated the
entire development of the law, particularly, as we shall see, in respect of vertical restraints.?* A
good example of the use of the competition rules in advancing the single market was the
adoption of the new block exemption Regulation on motor vehicle distribution in 2002.1?‘ The
Regulation allows the dealers and manufacturers less leeway than the previous Regulation32
because the Commission was concerned that they were still acting to maintain price
differentials in different Member States. The Competition Cornmissioner, Mario Mont, said of
the new Regulation:13*

... The Commission also needs ta play its role as an initiator of change where markets do not function
satisfactorily in the ight of the Treaty objectives. The adoptionin July of new exemption regulation for
motar vehicle distribution can serve as a concrete example. it is high time we had a genuine single
market in cars, for the benefit of consumers but also In the interests of the competitiveness of
European industry. A review had clearly shown that the market integration pursued by old regulation
applicable to the sector had not been achieved to the extent hoped for, and that consumers were
receiving their share of the benefits deriving from the exempted restrictions. Thus, a new systerm has
been put in place to give a fresh boost to market integration, so that consumers can benefit from
better prices, wider choice and improved services.}*

As recently as 2000, the Commission’s Annual Report on Competition Policy talked of the two
cbjectives of competition policy:

Commission’s XXiXth Report on Competition Policy {1999),
Introduction, paras 2-3.

The first objective of competition poiicy is the maintenance of competitive markets. Competition pol-
ity serves as an instrument to encourage industrial efficiency, the optimal allocation of resources,
technical progress and the fiexibllity to adjust to a changing environment. In order for the
Community to be competitive on worldwide markets, it needs a competitive home market. ...
The second is the single market objective. An internal market is an essential condition for the
development of an efficient and competitive industry. As the Community has progressively broken
down government erected trade barriers between Member States, companies operating in
what they had regarded as “their* national markets were and are for the first time exposed to

% Iafm, Chap. 9.
st Commission Regulation 1400{2000 [2002] OJ L203/30, [2002] 5 CMLR 777,
2 Regulation 1475/95 [1995] O] L145{25.
133 Commission’s XXXHind Report on Competition Policy {(Brussels, 2003), foreword, p. 5.
i i issi have
1% Note also the swingeing fines imposed by the Commission on mator manufacturers found to
infringed the competition rules by attempting Lo prevent the parallel import of their cars between Member
States, ¢.g., Volkswager [19981 O] 1124/60, [1998] 5 CMLR 33 {€102 million, reduced by th_e CFtonappeal, Case
T-62/98, Volkswagen AG v. Commission [2000] ECRT1-2707, [2000] 5 CMLR 853 to €90 million, appeal to the EC]
dismissed, Case C-338J00F, Volkswagen AG v. Cammiuiarl_[ZOOﬂ ECR1-9189, [2004] 4 CMLR 351).
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campetitors able to compete on a Jevel playing field. . .. Moreover, the objectives of competition
policy have been integrated into into the Commission’s new strategy for the European single
market adopted on 24 November.i% The aim is to prevent anti-competitive practices from

i
i

' undermining the single market's achievements.
1

However, inr 1999 the White Paper on Modernization in 1999 the Commission said that the
focus of competition policy had changed: s

At the beginning the focus of [the Commission’s] activity was on establishing rules on restrictive
practices interfering directly with the goal of market integration . .. The Commission has now cometo

concentrate more on ensuring effective competition by detecting and stopping cross-border cartals
and maintaining cormnpetitive market structures.

As we will see below, the Commission has now formuslated the objectives of competition law in
a way which conceptualizes competition and market integration as serving a common end,
rather than seeing competition as a means of advancing the single market.13

There was considerable German and ordoliberal influence on the drafting of the EC
competition provisions (particularly noticeable in respect of Article 82 which is worded so as to
prohibit ‘the abuse . .. of a dominant position’ and gives specific examnples of such abuse, includ-
ing the charging of excessive prices1%) and we have already seen that the development of EC
competition law has been greatly influenced by ordoliberal ideas. Ordoliberalism, it-will be
recalled, prizes individual economic freedom and is hostile to manopoly not because of its
effects on efficiency but because it embodies private economic power. The result of this is that
EC law has often been interpreted and applied o protect the competitors themselves rather
than the competitive process, to favour small or medium-sized enterprises, to keep markets
open and to achieve fairness’. Moreover, as well as serving to uphold the single market,
competition policy has been called in aid to support or advance other Community policies such
as liberalization.!* We see in the subsequent chapters of this book how these purposes have
sometimes conflicted, and how different ones have been favoured at different times and in
different contexts. The question of to what extent, if at all, the EC competition rules should take
onboard sacio-political issues such as the environment or employment has been, and remains,
deeply controversial,

133 This is a reference to the Commission’s communication of 24 November 1999 (COM{1999)642,
endorsed by the Helsinki Council, Bull. 12-1999), setting out the strategic objectives of the internal market for
the next five years (200004}, which were ta improve the citizens’ quality of life, enhance the efficiency of the
EU's product and capital markets, improve the business environment and exploit the achievenents of the
internal market in a changing world.

'* Commission White Paper on modernization of the rules implementing Articles &1 and 82 of the EC
Treaty [1999] O C132{1, [1999] 5 CMLR 208, Executive Summary, pt. 8.

97 See infiu 1.

12 The concept of a ‘dominant position” is also central to EC merger regulation, see Council Regulation
139/2004 {2004] O] 1.24/1 and infra Chap. 12, which shows the EC's fear of ‘unilateral or collective acquisition
of market power likely to undermine market mechanisms’ (D. Gerard, 'Merger Control Policy: How to Give
Meaningful Considerations to Efficiency Claims? {2003} 40 CMLRev 1367, 1 380).

*** For example, in the liberalisation of the air transport and telecommunications markets: see further infra
Chap. 7 and Chap. 8.
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iii) The ‘Modernization’ of EC Competition Law and the
Consumer Welfare Standard

During the 1990's the Commission began to move towards a realignment of' the goals of
competition law in line with the modern economic thinking on competition described above. 110
The term ‘modernization’ is often used specifically 1o refer to the great reform of the enforce-
ment of EC competition law which took place in 200441 However, the modernization of EC
competition law goes much wider and deeper than that, and encompasses also the gradua].revo-
lution in the interpretation and application of the substantive law which had taken ?Ifzce in the
previcus decade, 142 as well as developments subsequent to 2004.14* The result of all thisisto place
the welfare of the consumer squarely at the heart of EC competition law discourse.

In fact, the word ‘consumer(s)’ appears twice in the text of the competition articlf,s .tben?—
selves. First, it is provided in Article 81(3) that a restrictive agreement may escape proh1b1—t10n if
it contributes to improving the production or distribution of goods or promoting Fechmcal or
economic progress while, inter alia, ‘allowing consumers a fair share of the res.ulung ber.n?ﬁt .
Secondly, Article 82, which prohibits any abuse by undertakings of a domma.nt position,
contains a {non-exhaustive) list of examples of abuses. The second of these (Arnc]e’ 82(b)) is
“limiting production, markets or technical development to the prejudice of consumers’ (and the
EC] referred to Article 82(c} and (d) as being aimed at practices which cause damage o con-
sumers in Continental Can in 1974*4), In addition, consumers feature in the Merger Regulafxon
{ECMR), Article 21){b) of which says that in appraising a merger the Commission shall take into
account, inter alia, '...the interests of the intermediate and ultimate consumers, and the
development of technical and economic progress provided that it is to consumers advantage
and does form an obstacle to competition’.143

1 Supta 13T . .

W Council Regulation 1/2003 [2003] O] L1f1 and the accompanying secondary legislation and Notices; see
infi2 119,

1492 This could be discerned first of all in the more ‘economic’ ap{:grg;d(; taken t? ::m: ﬂ;ﬁ:]ﬂ; m

er the regime which came into operation in ursuant

;:“ge‘:fknel:u?::on“ngoumlr?:gulwm 406489 [19%90] O] L 257/13, now Regulation 139,'2004.[2004] (}?]
L24f1, see infra Chap. 12); the first solid manifestation of it in the antitrust ﬁeld was l_hc adoption by the
Comnmission of a Notice on the definition of the relevant market in 1997 (Commission Notice on the definition
of the relevant market for the purposes of Community competition law [1997] Of C372/51); then there was lh'e
Green Paper on vertical resteaints (COM 96) 721 final) paving the way for the reform of the Comm:ssmc:) s
much-criticized policy towards vertical restraints in 1999 (Commission Regulation 279_0]‘99 [1999) h]
L336/21 and the Commission Notice, Guidelines on vertical restrains [200010) C'Z?lfl. see infra Chap.9), the
1999 White Paper on the modernization of enforcement and procedure {Commission White Paper ondmod-
ernization of the riles implementing Articles 81 and 82 of the EC Treaty [1999} 0) Cl_32,"1), ans n;v'ev
Guidelines and block exemptions on horizontal cooperation agreements in 2000 {Guidelines on ¢
applicability of Article 81 of the EC Treaty to horizontal cooperation agrecmer.lu_[lml} [9)) (2_3)‘2; Com?olas)lon
Regulation 2658/2000 on specialization agreements [2000] O} 1.304/3; Commission Regulation 2659{2000 on
categories of research and development agreements [2000] O] 1304{7). e

13 Such as the Commission review of Article 82, launched by the DG Comp Discussion Paper on
application of Article 82 of the Treaty to exclusionary abuses, Brussels, December 2005, and the Draft
Guidelines on the assessment of non-horizontal mergers, 13 February 2007, "

1 Case 672, Europemballage & Continental Can.v, EV Commission [1973] ECR 215, {1973] CMLR 199. para. 26,
in which tbeIEC] made m:l!ﬁ‘pormm point that the provisions were aimed at practices which injured them
indirectly as well as directly. i

145 Council Regulation 1392004 [2004] O] L24/1 (the ECMR). Exactly the same provision appeared in
original Mergler elfueguhﬁon. 41)54[3'5 [199]0] 101 Ll{S?Il 3. Note also that Recital 29 of Regulation 1 3ﬂ20tg4
refers to a merger’s potential efficiencies counteracting the effects on competition and ‘in particular the
potentiat harm to consumers’ ( there was no similar recital in 4064/89).
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As the modernization process progressed, the speeches and publications of the Commission
proclaimed the belief that the competition rules should promote efficiency and consumer
welfare. This was particularly so after the appointment of an economist, Mario Monti, as
Commissioner responsible for competition in 1999, Furthermore, this theme appeared in ‘soft
law’ documents emanating from the Commission, s The Commission Guidelines on vertical
restraints, adopted in middle of 2000, state that ‘[T]he protection of competition is the primary
objective of EC competition policy, as this enhances consumer welfare and creates an efficient

allocation of resources’."? Monti elaborated on this later in 2000 when he described the EC
approach in this way:

Enshrined in the Treaty. ... fis] ‘an open market economy with free competition’. Since its adoption
more than 40 years ago, the Treaty acknowledges the fundamental role of the market and of compe-
tition in guaranteeing consumer welfare, encouraging the optimal allocation of resources and
granting to ecanomic agents the appropriate incentives to pursue productive efficiency, quality and
innovation. Personally | believe that this principle of an open market economy does not imply an
attitude of unconditional faith with respect to the operation of market mechanisms. On the contrary,

1t requires a serious comritment—as well as seif-restraint—by public powers, aimed at preserving
those mechanisms. 148

Furthermore, in a speech in July 2001, he said:1®

... the goal of competition policy, in afl its aspects, is ta protect consumer welfare by maintaining a
high degree of competition in the common market. Competition should lead to lower prices, a wider
choice of goods, and technological innovation, all in the interest of the consumer,

The fact that he said that the protection of consumer welfare was the goal rather than a goal was
acclaimed by the then Deputy Assistant Attorney General of the US DO} Antitrust Division
who said that [w]e in the United States appland Commissioner Monti's bold leadership in
embracing the consumer welfare modet of competition policy’,150 '

The approach enunciated by Monti above, and reflected in the Verricals Guidefines, is one
whereby competition laws protect the competitive structure and dynamic of the market: ‘they
protect openness of access to markets, and the right of market actors not to be fenced out by
dominant firm strategies that are not based on comperitive merits’.**! Such an approach is likely
to Jead in some cases to a different outcome than that which is reached by a system concerned
with efficiency seen exclusively in terms of whether or not output is limited, as is arguably
currently the position in US law.!%2 The importance zccorded in the EC 1o the competitive

¢ Moreover, in a case in 1998 Advocate General Jacobs reminded the Court that ‘the primary purpase of
Article [82] is o prevent distortion of competition-and in particular to safeguard the interests of consumers-
rather than to protect the position of particular competitors’, Case C-7/97, Oscar Bronner GmbH & Co KG v.
Mediaprint [1998] ECR 1-7791, [1999] 4 CMLR 112, para. 58 of his Opinion, discussed infrz Chap. 7.

“7 [2000] O) C291/1 (the ‘Verticals Guidelines), para 7.

"% M. Mont, 'European Competition Policy for the 21st Century’ in B. Hawk (ed.) [2000} Fordham: Corp L Inst,
chap. 15, {and available on the Commission’s web site hetp:ffwww.europa.eu.intfcommjcompetitionfspeeches|.

14# ‘The Future for Competition Policy in the European Union', Merchants Taylor's Hall, London, 9 July
2001, available on the Commission web site, http:jfwwrw.europs.eu.intfcommjcompetition/speechesf
index_speeches_by_the_commissioner.html.

1% William J. Kolasky 'North Atlantic Competition Policy: Converging Towards What?', Address given at
the BICL 2nd Annual International and Comparative Law Conference, Londen, 17 May 2002, available on the
DOJ web site, http:jforww.usdoj govfatr/public/speschesfspeech_kolasky.htm,

# E. Fox, What is Harm to Competition? Exclusionary Practices and Anti-competitive Effect’ (2002) 70
ALJ 371,392,

152 See ibid., 380-91 and further infra, Chap. 7.
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process is shown by the wording of rhe competition provisions themselves, as explained in the
Commission’s 2004 Guidelines on Article 81(3).5> The Guidelines contain a statement of the
objectives of Article 81 phrased differently to the statement in the Verticals Guidelines, but still
talking of protecting competition s a means of enhancing consumer welfare:'™

The objective of Article 81 is to protect competition on the market as a means of enhancing
consumer welfare and of ensuring an efficient allocation of resources. Competition and market
integration serve these ends since the creation and preservation of an open single market pramotes
an efficient aflocation of resources throughout the Community for the beneht of consumers.

The Guidelines go on to deal with the question of the conditions which have to be fulfilled
before agreements which are restrictive of competition may escape the prohibition against such
agreements by the operation of Article 81(3).155 The final condition under Article 81(3) is that
the agreement must not ‘afford the undertakings concerned the possibility of eliminating
competition it respect of a substantial part of the products concerned’. The Commission’s
conelusion on this in the Guidelines is that in the end protecting competition trumps other
considerations:

Ultimately the protection of rivalry and the competitive process is given griority over potentially pro-
competitive efficiency gains which could result from restrictive agreements, The last condition of
Article 81(3) recognises the fact that rivalry between undertakings is an essential driver of economic
efficiency, including dynamic efficiencies in the shape of innovation. In other words, the ultimate aim
of Article 81 is to protect the competitive process. 156

Neelie Kroes, who took up office as Competition Commissioner in autumn 2004, continued to
proclaim the goal of protecting competition as a means of ensuring efficiency and consumer
welfare. For example, in a speech in London in September 2005 she said:157

Consumer welfare is now well established as the standard the Cornmission applies when assessing
mergers and infringements of the Freaty rules on cartels and monopolies. Our aim is simple: to
protect competition in the market as a means of enhancing consumer weifare and ensuring an
efficient allocation of resources. An effects-based approach, grounded In solid economics, ensures
that citizens enjoy the benefits of a corpetitive, dynamic market economy.

Further, her speech to the BEUC'® in November 2006 was actually entitled ‘Consumer Welfare
is the Standard of Anti-trust Enforcement”.t5

13 [2004] O C101/97,

5+ [bid, para. 13.

15 Sec infra Chap. 4.

3¢ Guidelines on the application of Article 81(3) of the Treaty, para. 105.

'*7 European Comsumer and Competition Day, Lomdon, 15 September 2005, http;/feuropa.
eufrapidpressReleasesAction.do?reference=SPEECH|05/512&format=HTML&aged=0&language=
EN&guilanguage=en. The Commission’s "Competition Day' held twice yearly since 2000 became a
‘Competition and Consumer Day' in September 2005 when it was held in London, and both the Competition
Cotnmissioner, Nechie Kroes and the Chairman of the OFT, John Vickers stressed that (in Vickers' words}
*...consumer and competition policies must work together in tandem if not as one see also hutp:ff
www.oft gov.uk/NR/rdontyres/ IFAQ03036-F07D—42BE-858E-0B1194855CBO/0/sp0705 pelf.

'™ Bureau Européen des Unions de Consommateurs {the European Consumers’ Organisation).
** Brussels, 16 November 2006, available at http:/feuropa eufrapid/pressReleases Action.do?reference=
SPEECH[06/691&format=HTML&aged=0&language <EN&guilanguage=en {The consumer is at the heart of
competition enforcement, We want markets 1o work better, not for an abstract notion of “free competition™, but
because better functioning markets provide consumers with better goods and better services, at betier prices).
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The imprimatur of the CFl has been given to the welfare of consumers as the objective of the
competition rules. Although in 1976 the EC) had referred to ‘workable competition’s® the
Community Courts had not previously made pronouncements on the precise economic
objectives of the rules. In the summer of 2006, however, the CFi gave two judgments'é1 in which
itidentified the ‘well-being’ or ‘welfare’ of consumers as the objective. The first was Osterveichis-
che Postsparkasse in which the CFI said:

It should be pointed out in this respect that the ultimate purpose of the rules that seek to ensure that
competition is not distorted in the internal market is to increase the wellbeing of consumers, That
purpose can be seen in particular from the wording of Article 81 EC. Whilst the prohibition laid down
in Article 81(1) EC may be declared inapplicable in the case of cartels which contribute to improving
the production or distribution of the goods in question or to promoting technical or economic
progress, that possibility, for which provision is made in Articie 81(3) EC, is inter alia subject to the
condition that 2 fair share of the resulting benefit is alowed for users of those products. Competition
{aw and competition policy therefore have an undeniable impact on the specific economic interests
of final customers who purchase goods or services. 162

This was followed by the judgment in GlaxoSmithKline where the CFl said:16*

Howevet, as the objective of the Community competitior: rules is to prevent undertakings, by restrict-
ing competition between themselves or with third parties, from reducing the welfare of the final
consumer of the products in question. . .

In GlaxoSmithKline this formulation of the objective of the rules was crucial to the one of the
findings in the case, as it prevented an agreement from falling within the prohibition of anti-
competitive agreements in Article 81(1). Although the cbject of the agreement was to restrict
parallel trade that could not, on the facts of the case, be equated with the object of reducing the
welfare of the final consumer.'s+

Two further interesting points should be noted. First, there is the meaning of ‘consumers’.
The word ‘consumers’ in Article 81(3) has long been interpreted in EC law as encompassing alt
indirect and direct users, and not just private {natural person) end-users, which is the popular
conception of a ‘consumer’.16* However, GlaxoSmithKline (and to a lesser extent Osterreichische
Postsparkasse) considers the competition rules to be aimed at the welfare of the final consumer.
This may be no more than a reflection of the facts in those cases. Nevertheless, there is undoubt-~
edly a current thetoric, illustrated by the Commissioner’s speeches, that emphasises the benefits
that the Commission’s enforcement of the competition rules has for individuals. Moreover, the
2006 Leniency Notice (which seis out the vewards offered to cartel members who reveal the
cartel to the Commission) justifies the leniency policy on the grounds that ‘[t]he interests of
consurners and citizens in ensuring that secret cartels are detected and punished outweigh the

% Case 26/76, Metro v. Commission {No. 1) [1977] ECR 1875, [1978] 2 CMLR 1, para. 20, see supre 33,

+61 The judgments were given by different Chambers, with one judge in common. For the Court of First
Instance, see Chap. 2.

42 Cases T-213J01 and T-214J01, Osterreichische Postsparkasse AG v. Commission and Bank fiir Arbeit und
Wirtschaft AG v. Commission [2006] ECR 11-1601, para. 135.

12 Case T-168/01, GlaxoSmithKlineServices Unlimited v. Ci ission, 27 September 2006, para. 118.

t64 See further infra, Chap. 3.

163 See Case T-2992, SPO v. Commission [1996] ECR 11-289; Merger Regulation, 139/2004, Art. 2(1){b) inter-
mediate and ultimate consumers); Guidelines on the application of Article 81(3) [2004] Of C101/97, para. 84

(... direct or indirect users ... including producers that use the products as an input. .. In other words ... cus-
tomers of the parties to the agreement and subsequent purchasers).
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interest in fining those undertakings that enable the Commission to detect and prohibit such
practices'’$¢ (emphasis added). This suggests that European citizens have an interest in the
enforcement of the competition rules that goes beyond their role as consumers.

Secondly, there is the question of what the ‘welfare of the consumer’ or ‘consumer welfare’
actually means. Because of the way that competition law works—in prohibiting agreements,
abuses or mergers because of their anti-competitive effects—it will normally be the case that
the competition authority will initially be concerned with identifying any consumer detriment
that may arise from the conduct or transaction under review. The question may then arise as to
whether this detriment is offset by any resulting consumer benefit. This is seen clearly in the
operation of Article 81(3) of the EC Treaty, mentioned above.’s” What amounts to consumer
detriment has never been precisely defined,!s® but appears to consist of higher prices, reduced
output, less choice or lower quality of goods or services, or diminished innovation, while
consumer benefit consists of the reverse {(lower prices, greater output, greater choice, higher
quatity, more innovation).'¢% EC law has not yet expressly equated “consumer welfare’ with ‘con-
sumer surplus’in the economic sense described earlier.' 7 Certainly, the standard or objective of
EC competition law does not appear to be ‘total welfare’. It will be recalled from above!”! that
the economic concept of total welfare is the sum of consumer surplus and producer surplus and
that it does not encompass value judgments about how the surplus should be distributed:
However, EC law demands in Article 81{3) that a ‘fair share’ of the efficiency gains resulting from
anti-competitive agreements must be passed on 10 consumers if such agreements are not to be
prohibited and, according to the Commission, the efficiency gains from anti-competitive
mergers must likewise be passed on.172 In other words, EC competition law is concerned not
with the welfare effects on the whole economy but with the impact on consumers. The efficient
allocation of resources must work to the benefit of consumers, or at the very least not make
them worse off.

The pursuit of the objective of consumer welfare rather than, for example, the aims of
competition policy identified by ordoliberalism, can have a decisive influence on the interpret-
ation and application of the law. The last part of the EC competition rules to be subjected to
‘modernization’ is Article 82, the provision prohibiting the abuse of a dominant position.??

1% Commission Notice on immaunity from fines and reduction of fines in cartel cases [2006] CG) €298{17,
para. 3.

147 And sce Chap. 4. ltis also seen in the efficiency defence’ in merger control, (infiz Chap. 12) and in the sug-
gested ‘efficiency defence’ in respect of Article 82 {see DG Comp Discussion Paper on the application of Article
82 of the Treaty to exclusionary sbuses, Brussels, December 2005, paras. 84-92, infr Chap. 7}. In Case C-95/04
P, British Airways plc v. Commission, 15 March 2007, para. 86, the EC[ said that it had ta be determincd whether the
disadvantage to competition might be countertralanced, or ourweighed, by efficiency advantages which also
benefited the consumer.

1% See P. Marsden and P, Whelan, * “Consumer Detriment and its Application m EC and UK Competition
Law’ [2006] ECLR 569.

15 See e.g. Guidelines on the application of Article 81(3} [2004] 0) C101/97, particularly paras. 16, 21, 25;
Guidelines on the assessrent of horizontal mergers [2004] O) C31/3, paras, 8, 80-1; DG Comp Discussion
Paper on the application of Article 82 of the Treaty to exclusionary abuses, Brussels, December 2005, para. 4
Draft Guidelines on the assessment of non-horizantal mergers, 13 February 2007, paras. 71-72.

"o Supra 311
71 Supma 13.

172 Commission Guidelines on Horizontal Mergers [2004] Q) C31/5, paras. 77 and 79 (see further infr
Chap. 12); also, Discussion Paper on Article 82, paras, 84-90,

17 The modernization of Article 82 was initiated by DG Comp's Discussion Paper on the application of
Article 82 to exclusionary abuses, December 2005.
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The question of whether competition law should protect competitors or competition is
particularly relevant in respect of Article 82 and we will see in Chapters 5, 6, and 7 how the
debate about the ‘reform’ of Article 82 necessitated a wide-ranging debate about the purposes
of competition Jaw. Older ideas linger on: the Advocate General's Opinion in British Airways,
delivered in February 2006 described Article 82 as not being ‘only or primarily designed to
protect the immediate interests of individual competitors or consumers ‘but to protect the
structure of the market and thus competition as such (as an institution)... "1 The E(J's

- judgment in that case, which took a very 'conservative’ line towards the application of Article

82, did not gainsay that staternent. s

(iv) Socio-Political or ‘Non-efficiency’ Factors and the
Relationship of Competition with Other Community Policies

As already intimated, there has been a long controversy over how far, if at all, ‘non-competition’
issues should be taken into account in EC competition law. It will be seen in the subsequent
chapters of this book that on numerous occasions in the past cases and decisions have taken
account of socio-political factors, ¢ particularly those embodied in other Community policies,
but that contradictory messages on this have been sent out by the Community Courts and the
Commission.

The adoption by the EC of the goal of promoting consumer welfare through allocative
efficiency makes it difficult to simultanecusly promote other objectives. Indeed, the whole
philosophy of the modern ‘economic’ approach to competition policy is that it should be
concerned only with efficiency. The EU and its Member States must obviously pursue other
policies too, but these, it is argued, should not affect the ways in which the competition rules are
interpreted and applied. Moreover, the 2004 reforms, which decentralized the enforcement of
EC competition law to the national competition authorities of the Member Statest”” and gave
encouragement to the private enforcement of the competition rules in the national courts,
made the exclusion of non-efficiency considerations attractive on expediency grounds. It is one
thing for the Commission to balance competition against other Community policies, but quite
another for national courts and authorities to do so.17#

The problem with EC competition policy is that it ¢an never stand alone in splendid isolation
because, as seen above!?® it is stated in the EC Treaty to be one of a number of activities

174 Qpinion of Kokott A-G in Case G-95/04 P, British Airways v. Commission, delivered 23 February 2006,
para. 86.

175 Case C-95[04 P, British Arways v. Commission, 15 March 2007.
176 See in particular the application of Atticte 81(3), infra Chap. 4.

177 Council Regulation 12003 [2003] O] L1/1; Commission Notice on cooperation with in the network of
competition authorities [2004] O] C101/43. :

178 In the Commission White Paper on modernization of the rules implementing Articles 81 and 82 of the
EC Treaty [1999] O] C132/1, the Commission firse proposed decentralization and turned its face against using
Article 81(3} to take into account socio-political factors: see infra Chap. 4. Member States do pursue objectives
which do not fit with the efficiency approach. In 2006 Member State governments interfered with merger
transactions in the energy sector it order to protect national comparnies from ‘foreign’ take-overs, thus incur-
ring the wrath of the Commission which considered the actions contrary to the European Merger Regulati
(ECMR) Regulation 139/2004 [2004] Q] L2422. On 18 October 2006 the Commission opened infringement
proceedings under Art 226 EC against Spain in respect of the conditions the Spanish energy regulator had
imposed on the takeover of the Spanish energy company Endesa by the German company E.ON: see Press
Release IPJ06/1426, and further, Chap.12.

w9 Supra 381,
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undertaken to achieve the objectives of the European project. The fact that the realm of EU
activities is ever-widening complicates matters. The EC Treaty now contains a number of
‘flanking"1® provisions that provide that certain policies or objectives must be taken into
consideration, or taken regard of, when other Community policies or activities are being
pursued—the environment,'®! employment, 182 cultural aspects, 13 human health protection,'™
consumer protection, ' economic and social cohesion,'® and development co-operation. s
There is no expressed hierarchy of these, excepr that the integration of environmental
protection requirements into other Community policies and activities is stipulated in Article 6,
in the ‘Principles’ section in Part One of the Treaty. It can be argued that it is possible to
construct a hierarchy based on the legal nature of the provisions concerned, with for example,
directly effective Treaty provisions taking precedence over secondary legislation,'®® and it
should be noted that, as we have already seen, the EC] has described the competition provisions
as being fundamental’ provisions.1?

There are two possible ways in which non-efficiency issues and other Community policies
can be taken into account.'*® A matter may be excluded from the scope of competition law
altogether; or the matter may be covered by the competition rules but other considerations may
affect their application. Examples of the former are the ECJ's exclusion of collective bargaining
agreements between employer and employees on the ground that such arrangements fall
within the ambit of social policy,!?! and cases finding that an entity is not an ‘undertaking’ and

# O policy-linking or policy integration.

18 Article 6 EC; the specific provisions on environment poficy are in Articles 174-176. On the
Commission’s DG Comp (Competition Directorate General)’s website there is a page European Competition
Policy and the Environment” which says ‘Community law provides that environmental considerations must be
integrated into all other Community policies. This includes European competition policy. In their turn both
the national legislalor and the industry have to respect competition law in putting in place environmentat
initiatives. Neither should they establish forms of collaboration, rules or practices that would constitute unjus-
tified obstacles to competition’. See further, infra Chap. 4 and Chap. 13.

2 Article 127(2) EC ('The objective of a high level of employment shall be taken into consideration in the
formulation and implementation of Community policies and activities'),

83 Article 151{4) EC (‘'The Community shall take cultural aspects into account in its action under other
provisions of this Treaty..."),

w4 Article 152{1) EC (A high level of human health protection shall be ensured in the definition and
implementation of all Community policies and activities?),

w3 Arricle 153(2) EC {'Consumer protection requirements shalibe taken into account in defining and imple-
menting other Commaunity policies and activities’).

s Article 159 EC {(Member States to conduct their economic policies to attain the objectives in Article 158,
which provides for the Community to develop and pursue actions leading to strengthening of economic and
social cohesion).

7 Article 178 EC {Community totake account of the development cooperation objectives in Article 177 in
implementing policies which are likely to affect developing countries).

18 See]. Baquero Cruz, Between Competition and Free Movement: The Economic Constitutional Law of the European
Community (Hart Publishing, 2002), 63-5; Odudu, O, The Boundarics of EC Competition Law (Oxford University
Press, 2006}, 169-70.

' Case (-126/97, Eco Swiss China Time Lid v. Benetton International NV [1999] ECR |-3055, [2000] 5 CMLR 816,
para. 36; Case C-453[99, Courage Ltd v. Crehar {2001] ECR 1-6297,[2001] 5 CMLR 28, para. 20; ). Baquero Cruz,
opcit.n. 188,71,

3¢ See generally Odudu, op. cit. n. 188,159-174.

11 Case C-67[96, Albany International BV v. Stichting Bedviffspensioenfonds Textielindustrie |1999] ECR 1-6025,
[2000] 4 CMLR 446: see infra Chap. 3.
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its agreements or conduct therefore not subject to the competition rules.’? This manoeuvre
preserves the purity of the ‘only consumer welfare objective’ approach to competition law by
making competition law inapplicable, but is questionable.’”* Once within the scope of
competition law, there is the possibility of taking account of non-efficiency considerations
through the application of Article 81(3), or through what is categorized as an ‘abuse of a
dominant position’ under Article 82. The present position is that Article 81(3) should not be
used in this way,’ and the approach to Article 82 is also being reformed in a direction that
would exclude non-efficiency considerations {such as ordoliberal-inspired ones).¥s However,
despite this general trend of restricting competition law to efficiency questions there continue
tobe instances where other considerations intrude. One difficult case is Wouters's in which the
EC) in 2002 held that the rules of the Dutch Bar did not infringe the prohibition against
restrictive agreements because the rules pursued public interest objectives. 197

As far as the objective of single market integration is concerned, it is noted above that the
Commission now conceptualizes this and competition as serving the same ends. Those ends
are consumer welfare and an efficient allocation of resources. If we fook again at the statement
of the objective of Article 81 set out in paragraph 13 of the Article 81(3) Guidelines!®® we see
that that competition and market integration serve these ends as 'the creation and preservation
of an open single market promotes an efficient allocation of resources throughout the
Community for the benefit of consumers’. In this way competition policy is released from its
role as the handmaid of market integration and the raison d'étre of the single market identified
as consumner welfare. No foniger, as in the past, are there two separate objectives of competition
policy.'** Competition and single market integration converge a5 means to the same ends. 20

There has also been a long-standing problem over the relationship between competition
policy and the Community's industrial policy. In 2004 the Commission issued a
Communication, A pro-active competition policy for @ competitive Europe,2®! which set competition at

12 For example, Case C-205{03 P, Federacién Nacional de Empresas de instrumentacion Cientifica, Médica, Técrica y
Dentat (FENIN) v. Commission, 11 July 2006 (EC), afirming Case T-319%9 FENIN v. Commission [2003] ECR
11-337, [2003] 5 CMLR 34); Cases C-264, 306, 354 & 35501, AOK Bundesverband and others v. Ichtyol-Gesellschaft
Cordes and others [2004] ECR 1-2493: see further infrz Chap. 3 and Chap. 8.

192 There are also matters excluded from the competition rules by the Treaty itself- agriculture (Art. 36 EC
and Council Regulation 26/62, [1959-62} O) Spec.Ed. 129); national security {Art. 296 EC; for the application
of this in the context of mergers, see infra Chap. 12): nuclear energy {inasmuch as it is covered by the Furatom
Treaty, Art. 305(2} EC). For the position of undertakings entrusted with services of general economic interest
see Art. 86{2) EC, discussed infra Chap. 8.

194 Infra Chap. 4,

195 [nfra Chaps 5and 7.

19 Case C-309{99, Wouters v. Al Raad ven der Nederiandse Orde van Ady [2002] ECR 11577, [2002]
4 CMLR 13,

197 Cf. Case C-519/04 P, Meca-Meding 2nd Majcen v. C fssior, 18 Jeuly 2006, [2006] 5 CMLR 1023, infia 111.

9% Supra, 46.

1% Assaid, for example, in the quotation from the Commission's XX1Xth Report on Competition Policy set
ouL suprs 42.

20 Forthe development of this convergence sce C. D. Ehlermann, The Contribution of EC competition pol-
icy to the Single Market' (1992) 29 CML Rev 257; K. Mortelmans, ‘Towards Convergence of the Rules on Free
Movement and Competition’ (2001) 38 CML Rev 613; R. O'Loughlin, ‘EC Competition Rules and Free
Mavement Rules: An Examination of the Parallels and their furtherance by the EC) Wouters Decision’ [2003]
ECLR 62;]. Baquero Cruz, op. cit. n. 188, supra. This does not mean, however, the single market does not have a
political function as well.

1 COM (2004) 293 final.
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the heart of industrial policy rather than in opposition to it. The Commission said that {T]he
goal of a pro-active competition policy is to support the competitive process in the internal
market and to induce firms to engage in competitive and dynamically efficiency-enhancing
behavior', The Comimnissioner elaborated on this in a speech in September 2006:

This afternoon | would ke us to try to rethink industrial policy! | think it makes no sense to speak of
industrial policy and competition policy as distinct one from the other, let alone as antagonistic
policies. | would rather define industrial policy as one which frames the structural conditions
necessary to ensure eccnomic success in a globalising econonmy. And | therefore have no qualms in
saying that competition policy forms—or should form--a central plank in any industrial policy.202

This explanation of the relationship between competition policy and industrial policy hasto be

scen in the context of the Lisbon Strategy2s whereby the EU has set itself the strategic goal of

becoming the most competitive and dynamic knowledge-based economy in the world by 2010,
capable of sustainable econemic growth and more and better jobs and greater social cohesion.
The 2004 Communication said of competition and the Lisbon Strategy:

Competition policy is one of a number of Community policies impacting upon the economic
performance of Europe. Itis a key element of a coherent and integrated policy to foster the competi-
tiveness of Europe's industries and to attain the goals of the Lisbon strategy.

The trumpeting of competition policy as advancing the Lishon agenda highlights how the
argument goes round in a {virtuous) circle: the application of competition law serves the
‘economic’ goal of consumer welfarefefficiency and does not take account of ‘socio-political’
concerns; the poal of consumer welfarefefficiency is to ensure that 'citizens enjoy the benefits of
a competitive, dynamic economy’;2+ and that economy will deliver to them ‘sustainable
growth with more and better jobs and greater social cohesion?*—surely a socio-political goal
par excellence. As the Director General of DG Comp has said:s

Commpetition is not an end in itself, but an instrument designed to achieve a certain public interest
object, consumer welfare. At the same time, competition policy can contribute to other objectives:
in the EU context, for example, it can work towards the success of the strategy for growth and jobs,
and form part of the public debate about the role of state intervention and regulation in industry.

C. THE LIMITS OF COMPETITION, PUBLIC SERVICES,
AND REGULATION

{i) The Limits of Competition

At the beginning of this Chapter we said that even in a free market economy some areas may not
be left to unbridled competition. In other words, there are limits to competition’. The proviston of

12 Neelie Kroes, Industria! policy and compeiition law & policy, speech at Fordham University Schoot of Law,
14 September 2006, :

8 Originally declared at the Lisbon Eurapean Council in March 2000 and relaunched in February 2005 in
the Commutiication of the Commission to the Spring European Council, Working ogether for growth and jobs: A
new start for the Lishon Strategy COM (2005} 24, 2 February 2005,

34 See Neelie Kroes, London, 15 September 2005, 1. 157, supr.
3 fhid,
3¢ P Lowe, (2006) 2 EC Competition Policy Newshetter1 1.
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some goods or services may be considered essential but unsuited to the rigaurs of the market and
to the application of competition laws. Alsc, the liberal professions have historically operated
closed shaps replete with restrictive practices, claiming that this modus aperandi is in the public
interest.?*” The biggest area of contention relates to what can be called the ‘public services”. There
is much controversy inside Member States about how public services should be run, what should
be privatized, and what should be a monopoly immune from competition and, net surprisingly,
these are equally controversial matters at EC level. In EC law, some bodies are held to be outside the
competition rules altogether, while in other cases the competition rules apply to them only to
some extent or with dispensations. The question of what should be covered by the competition
laws is a major issue and arises in a number of contexts throughout this book. 28

(ii) Competition and Regulation

The last quarter of the twentieth century saw a revolution in the way in which public services
were owned and run. Throughout Europe many State-owned monopolies were wholly or
partly privatized and put into the private sector?®® The opening up of sectors previously
monopolized by State enterprises legally protected from competition is known as liberaliza-
tion. However, such moves can lead, at least in the short term, to private monopolies replacing
public ones. This does not necessarily benefit consumers. There are particular problems where
the provision of services in a sector depends on the use of a network (such as railway lines)
which cannot feasibly be duplicated. Moreover, these undertakings are often providing services
which are essential and have to be provided ‘universally’ (the supply of water, sewage and basic
postal and telephone services for example). One solution to these problems is to subject the
liberalized sectors to ‘regulation’. Regulation ‘consists of public interventions which affect the
operation of markets through command and control® and typically involves setting up a
body which implements controls on prices and quality, creates as far as possible conditions for
competition to exist and then polices them, and oversees the social obligations of the
undertaking such as the obligation 10 provide universal service.21

One difference between regulation and competition law is that regulation acts ex ante (in
advance) whereas competition law may act ex post (reacting to conduct which is taking place or
has taken place).?'? So, where prices are concerned, a regulator will set out in advance what the

%7 The EC Commission undertook a major review of competition law and the Jiberal professions in 2003,
and reports were published in February 2004 (COM (2004) 83 final) and September 2005 {COM (2005) 451
final), available on the Commission's web site. A resolution of the European Parliament of 12 October 2006
supported the Commission’s maves sowards removing overly restrictive regulation in the professions. See
also, e.g. Case C-309{99, Wouters v, Alp Raadwn de Nederiandse Orde van Advecaten {2002] ECR1-1577, [2002]
4 CMLR 913,

3 But see in particular infiz Chap. 3 and Chap. 8. The question of sport is dealt with in Chap. 2.

209 Private rather than public ownership is a major plank of the ‘necliberal’ ideology which at present drives
globalized capitalism,

29 T, Prosser, Law and the Regulators (Oxford University Press, 1997), 4.

21t Jbid., 5-6. Obviously this is a generality. The functions of the regulators differ berween sectors and
different states organize regulation differently. The regulators in the UK include OFWAT (water), OFGEM
{energy}, the Rail Regulator and, pursuant to the Communications Act 2003, OFCOM,

2 Monopoly control is generally ex post, and so, in the current regime under Regulation 1{2003, is the
control of anti-competitive agreements {although there is the possibility of interim measures or injunctions).
Merger control is ex antz {the EC merger regime requires prior notification of mergers with 2 ‘Community
dimension’, see Chap. 12). For the differences berween competition and regulation, see further R. O'Donoghue
and A. . Padilla, The Law and Economics of Article 82 (Hart Publishing, 2006),1.4.5.
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undertaking may charge while a competition authority will step in only if and when it appears
that an undertaking’s pricing infringes the competition rules. Regulation is far more dirigiste
than competition law. Competition laws can apply to regulated sectors alongside regulatory
regimes and numerous instances of where this has occurred in the EU will be seen in this book.
Indeed, the Commission favours the application of competition law rather than regulation
wherever possible.21*

In the EC .the European Commission has pursued a programme of liberalization and
atternpted to open up the transport, postal services, gas, electricity, and telecommunications
markets. The telecommunications market is the most striking and ambitious example of this
liberalization. It has been pursued both through Directives adopted under the special
procedure laid down in Article 86(3) of the EC Treaty?'+ and through Council harmonization
Directivesunder Article 95 (which provides for measures necessary for the establishment of the
internal market). The latter cislminated in a package of measures adopted in 2002, the linchpin
of which is the Framework Directive for electronic communications.?'s There are no EC regula-
tors in the sense that we are discussing here2'6 but the regulators in the Member States may have
duties imposed upon them by EC law to implement Community policy. For example, the
Framework Directive lays down tasks of national regulatory authorities and establishes a set of
procedures to ensure the harmonised application of the regulatory framework throughout the
Community’"” Perhaps the most significant point to note about the Framework is that only
electronic communications markets where ‘ordinary’ competition law is not sufficient 1o
remedy persistent market failures are to made subject to regulation. The Commission may
ultimately veto the decision of a national regulatory authority to subject a particular market to
ex ante regulation if it thinks it unnecessary. The regulated sectors are not specifically dealt with
in this book but are discussed where relevant.2®

D. THE NEW ECONOMY

We have seen that the regulation of refecommunications is now subsumed in the regulation of
the electronic communications sector as a whole. This is because the telecommunications,
media, and information technology sectors have converged to such an extent that they have to
be regulated as a whole.2*® The electronic communications sector.is part of what is termed
the ‘New Economy’, an expression which also encompasses high technology industries such
as Internet based businesses {for example B2B marketplaces)#® computer software and

212 in the UK the sector regulators have concurrent powers with the Office of Fair Trading to apply the
Competition Act 1998 and the Enterprise Act 2002 in their sectors. See generally Butterworths Competitian Law
{Butterworths, Looseleaf), Div. [X.

M Seeinfra Chap, 8,

> Directive on 2 common regulatory framework for electronic communications networks and services
[2002] OJ L108/33. The Directive applies to all electronic communications, as explained in the following
section.

*1¢ The expression ‘regulator’ is often used loosely to mean competition authority.
M7 Framework Directive, n. 215 supra, Art. 1.

1* For example, some of the Notices in the telecommunicationsfelectronic communications sector, as
discussed in Chaps. 5and 7.

M% See European Commission, "Towards an Information Suciety Approach’, Green Paper on the
convergence of the telecommunications, media and information technology sectors, and the implication for
regulation, COM{(97) 623 final {Brussels, 1997).

20 Software systems whereby parties transact business online through a central node.
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hardware, biotechnology and aerospace. The characteristics of these marketsinclude very rapid
technological change, the creation and exploitation of intellectual property rights, the need for
complementary praducts to work together, and a high degree of technical complexity. In some
markets such as electronic communications ‘network externalities’ (the service becomes more
valuable to customers the more people who use it—mobile phones which can send and receive
photos are no fun if your friends do not have one too) are an important feature. New economy
industties pose particular problems for competition laws. For example, competition between
undertakings is not so much on price as on innovation; the usual ways of defining markets may
not work well;?2! and competition may not be in markets but for markets (markets may ‘tip’
towards one firm whose products become the standard, rendering the firm dominant—
Microsoft is the obvious instance?22—and competition will be aimed at replacing the dominant
firm}. Regulation can be applied to some markets, as in the case of electronic communications,
to deal with some of the issues but there is much debate about the extent to which ‘ordinary’
competition law can be satisfactorily applied to the new economy.22* The argument is that the
application of competition rules should be revised to allow for the dynamic competition in
these markets. Feull and Nikpay {a book written by a team of past and present officials of the EC
Commission’s Competition Directorate-General) concludes that in general such adjustment is
unnecessary 32+

tn conclusion, there seems to be no impartant conflict between innovation and competition policy
aimed at product market competition and there seems to be no fundamental flaw in competition
policy. Competition policy, by defending competition and open markets, will in general have a
positive impact on both static and dynarnic efficiency. Companies under competition pressure will be
less complacent and will have more incentive to innovate and gain market share. Product market
competition and a strict competition policy generally work as an effective stick to promote innavative
effort.223

In the later chapters of this book we will see many examples of cases and merger decisions
involving new economy rmarkets.

2 For market definition tests, see infrz 60 ff. '
222 Note also the battle in the early 1980s berween the Betamax and VHS video formats, which was won by
VHS to the total extinction of Betamax.

3 5ee, eg, |. Temple Lang ‘European Community Antitrust Law—Innovation Markets and High
Technology Industries’ [1996] Fordham Corp L Inst, 519; C. Veljanovski, ‘EC Antitrust in the New Economy: Is
the European Commission’s View of the Network Economy Right? [2001] ECLR 115; C. Ahlborn, D. S. Evans,
and A, ). Padilla, ‘Competition Policy in the New Economy: Is European Competition Law up to the
Challenge? [2001] ECLR 156; M. Monti, ‘Defining the Boundaries, Competition Policy in High Tech Sectors’,
speech at UBS Warburg Conference, Barcelona, 11 September 2001; . §. Evans and R. Schmalensee, ‘Some
Economic Aspects of Antitrust Analysis in Dynamically Competitive Industries’, NBER Working Paper 8268,
May 2001; R. Lind and P. Muysert, ‘[nnovation and Competition Policy: Challenges for the New Millenium’,
[2003] ECLR 87.

24 J . Faull and A. Nikpay {eds.), The EC Law of Competition (2nd edn., Oxford University Press, 2007,
L123-1.129 (i, Peeperkorn and V. Verouden). The book is expressed to be the authors’ personal opinions,
rather than the official position., but is obviously of particular interest because of the connection with DG
Comp.

= Faulland Nikpay, para. 1.129. This conclusion is reached after an analysis of, and in reliance on, the argu-
ments of Evans and Schmalensee, supra i, 223, See also Wanadoo, COMP(38.233, [2005] 5 CMLR 120, upheld on
appeal, Case T-340{03, France Télécom SA v, Commission, 30 January 2007.
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8. COMPETITION LAW AND THE
INTERNATIONAL CONTEXT

The effects of anti-competitive practices and the exercise of monopoly power can be felt in
States far away from that in which the undertaking concerned is located. Indeed, many
undertakings in todays globalized economy are truly 'multinational’ in the sense th?t' they have
a presence throughout the world. One of the most important issues.in competition law at
present is the international application and enforcement of competition laws a_nd ther.e are
{exciting) developments in international cooperation in competition matters. The mternatnongl
aspects of competition law arise in many places in this book, and are discussed as a whole in
Chapler 16.

9. THE TECHNIQUES AND TOOLS OF
COMPETITION LAW

A difficult question that must be faced by all authorities is how competition law should pursuc
its goals. The discussion above suggests that appropriate competition rules should be framed:

i 1o deal with the prejudicial consequences of market power ;

{ii) to deal with oligopolistic markets;

{iii} to prevent mergers which lead to a concentration in market power;

(iv) to prevent restrictive agreemients between competitors (horizontal agreements):

and

{v} toprevent restrictive vertical agreemenis which have anti-competitive consequences.

How such rules are interpreted and applied will also be crucial to the pursuit of those go?ls-.

1t is possible to adopt a system of competition law which takes a formalistic pr.ohlbntory
approach based on the assumption that certain types of conduct are harmful. This was the
position taken in the UK s restrictive trade practices legislation,?> which has now be.en repealed
and replaced by the Competition Act 1998, The legislation proscribed certain types 9!’
agreements between certain types of party concerning the matters listed in the Act. The Act c?:d
not admit the possibility of locking at the effect of agreements to see if they did in fact restrict
competition. The matter was broadiy denuded—deliberately—of economic content and the
law reduced to a number of formal propositions. Judges did not, therefore, have to rule on
economic matters.22” The perverse result was a system which caught many harmless and even
pro-competitive agreements but, conversely, allowed some which were seriously anti-
cortpetitive, 228

26 [ its final form, the Restrictive Trade Practices Act (RTPA} 1976.

27 The original Restrictive Trade Practices Act was enacted in 1956 and the judiciary did notwish to have to
decide such matters.

128 The best account of the Restrictive Trade Practices Acts was set out in the 3rd edition of R. Whish,
Competition Law (Butterworths, 1993), chap. 5, 123, which stated that ‘the for{na]ism and_ technical conun:l;;
have multiplizd and the present law is extremely complex and riddled with anomalies and unanswe
questions’.
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EC competition law does not take this type of extreme formalistic approach. it is essentially
an ‘effects-based’ law. The provisions are drafted in broad terms. Thus Article 81 of the EC
Treaty broadly aims to prevent ‘restrictive’ agreements (ivand v above); Article 82 broadly aims
to preventabuses of market power, in the terms of Article 82 a ‘dominant positien' (iabove); and
the Merger Regulation is intended to preclude mergers which would significantly impede
effective competition, in particular by the creation or strengthening of a dominant position (ii
and iii above).2?* Ironically, despite the economic base, the EC competition suthorities have
often been criticized for failing to take a sufficiently economically rigorous approach to the
application of competition law and for having instead adopred a formalistic view. They, too,
have sometimes operated on the assumption that certain things should be prohibited s a
matter of course because they are bound to have an anti-competitive effect. More recently, the
European Commission, which enforces the EC competition rules, ¢ has displayed a greater
determination to use rigorous economic analysis in its decision making, This was epitomized
by the creation of the new post of Chief Competition Economist in 200320

Economic analysis is not, however, a panacea for all problems. It does not necessarily tell the
competition authority what the outcome of any given agreement or conduet will be. It has
already been seen that economists disagree over many things and economics do not provide the
answer to every question. The applicability of 2 particular law may turn on the question
whether or not a particular firm has market power. There may, however, be disagreement about
whar market that firm operates on {are pink widgets really substitutes for yellow widgets?) and
about whether barriers to entry exist32 to prevent other undertakings entering that market and
challenging that firm's strong position. The economic view that monopoly is inefficient
presents, therefore, only a starting-point to the application of the law in any particular case.
Similarly, there may be disagreement about whether or not a particular agreement is or is not
restrictive, A distribution agreement which decreases competition between A and B may in fact
increase competition between X and Y. Thus a distribution agreement, for example, in which X
grants A the sole right to distribute its brand of goods, 1o the exclusion of B, may encourage A to
market the goods actively so that X's product competes vigorously on the market with Y's.22?
Furthermore, even if there is agreement that competition law should achieve consumer welfare,
there can be disagreement about how allocative, productive and dynamic efficiencies should be
weighed against one another, what are the welfare implications of certain practices or whether
the protection of competitors in the short term is necessary to protect comperition, and thus con-
sumer welfare, in the longer term. We see these debates played out in the cases discussed in this
book, especiatly those in Chapter 7 {abuse of a dominant position) and Chapter 12 (mergers). it
isimportant to realize that over-enforcement of the competition rules {prohibiting agreements,
conduct or mergers where there is no likely or actual harm to the market, so-called Type 1
errors, or 'false positives’) is as harmful—some say more harmful—than under-enforcement
{failing to prohibit where there is such harm, so-called Type 2 errors, or false negatives),2

9 These Articles are described in greater detsil infia in Chap. 2 and are discussed fully in subsequent
chapters. The control of oligopolistic markets, outside the merger context, is problematic, although Article 82
can be employed in some situations: see infra Chap. 11.

20 See infra Chap. 2.

3! Seesupra Chap. 2.

12 See infia 84 .

23 Forthe approach of EC law to this scenario see infi Chaps. 3,4, and 9.

284 The way the terminology ‘Type 1’ and “Type 2' errors s used is not standardized. Some writers use them
the labels the other way round. However, this is how the terminology is used in this book.



b

58 | EC COMPETITION LAW

It was seen in section 5 that there are fashions in economic theory and schools of antitrust
analysis, and that today’s orthodoxy may be overtaken by new ideas. Nevertheless, given that
competition policy is concerned with economic structures, conduct, and effects, it must be
correct that its application should be as economically literate as possible. Faull and Nikpay
explains the advantages and limitations of economic analysis in competition cases:

J. Faull and A. Nikpay (eds.}, The EC Law of Competition
{2nd edn., Oxford University Press, 2007}, 4

1.02 The growing acceptance and importance of economics it competition policy raises
questions regarding the usefulness of econemics, both for devising competition rules and for
deciding on competition cases. Aword of caution is appropriate in this respect. Economic thinking
and economic madels have proved not to be perfect guides.

1.03 Economic theories and modets are built on and around assumptions. This approach has
the henefit of making explicit the various elements relied upon in arriving ata particular conclusion
or insight. At the same time, these assumptions by definition do not cover (all) real worlg situ-
ations. In addition, when the assumptions are changed the outcomes of the models may look very
different. It is for these reasons that the application of economic theorkes may not aiways be able
to give a clear and definitive answer, for example as to what will happen in a market when compa-
nies merge, or when companies try to collude or engage in specific types of conduct.

1.04 The best that the application of economic principies can do in generat is to provide a
coherent framework of analysis, to provide relevart lines of reasoning, to identify the main issues
to be checked in the context of certain theories of competitive harm, and possibly to exclude
certain outcomes. In other words, it helps to tell the most plausible story. in individual cases it will
be recessary first to find the concepts and the model that best fit the actual market conditions of
the case and then to proceed with the analysis of the actual or possible competition conse-
quences. Economic insights can atso be useful in the formulation of policy rules, indicating under
what conditions anti-competitive outcomes are very unlikely, very likely, or rather likely, and
hefping to devise safe harbours.

In Section 10 we introduce some of the basic economic concepts used in antitrust analysis.

10. MARKET POWER, MARKET DEFINITION,
AND BARRIERS TO ENTRY

A.MARKET POWER

Itisclear from the discussion above that the key concern of competition law is with firms which
can profitably raise prices above marginal cost.?** This is what is meant by market power. It is
firms which, individuatly or collectively, have market power that are able to restrict output,
increase prices above the competitive level, and earn monopoly profits. They can raise prices
without losing so many sales that the rise rise is unprofitable. Concomitantly, they can influence

32 And see D. W. Cariton and ], M. Perloff, Modern Industrial Organization {4th edn.., Pearson Addison Wesley,
2005}, 642,
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the variety or quality of goods or services, innovation, and the other parameters of competi-
tion 226 Most firms have some market power in the short term, 27 but it is market power which
endures for a significant period of time that matters. The exercise of such market power leads,
as we have seen, to an inefficient result for society as a whole. In this section we introduce the
cancepts of market defnition and barriers to entry which are central to the assessment of mar-
ket power in EC competition law and o the discussion throughout this book.

In 1981 a seminal paper by William Landes and Richard Poster triggered a debate about the
assessment of market power, and the point at which the degree of market power warrants
antitrust proceedings, which continues today.2*® Landes and Posner advocated the use of the
Lerner index to assess market power.2** This expresses the cancept of market power ‘as the set-
ting of price in excess of marginal cost by measuring the proportional deviation of price at the
firm's profit- maximising output from the firm’s marginal costs at that output’.240

There are two  ways of measuring a firm’s market power, ‘direct’ and ‘indirect’. The ‘direct
method _lgvolw_:s_. estimating the marke( power by dsifig écoridmetric inethods, particularly the
idual demahd curve (the demand curve facing a single firm#41), However, this requires data
which is often ot available and even if it is the estimation of market power in this way may
prove problematic.24? The 'indirect’ method involves a structural approach, First the ‘relevant
market’ is defined and secondly the power on that market of the undertaking under review is
assessed using farket share and "barriersto entry’ analysis, Barriers to entry are vital to the déter-
mination of market power by this method since it is these which enable a firm already in the
market to earn monopoly profits without attracting other firms to enter that market. . The
definition, identification, and significance of barriers to entry is one of the most controversial
“ matters In afititrust ecoriomics. This issue is discussed below.24* The ‘indirect’ method is the one
‘commonly used by competition authorities throughout the world. It is used by the EC
Commission, Moreover, it has the imprimatur of the ECJ.2+

Under the ‘indirect’ method, therefore, the determination of the relevant market {or“antitrust
market'*3 is of crucial importance. This raises the important question of how a market is
identified and defined. This issue is discussed below, 246

* DG Comp Discussion Paper on the application of Article 82 of the Treaty to exclusionary abuses,
Brussels, December 2005 (hereafter ‘Discussion Paper on Article 82 para. 24,

7 As customers and competitors will need time to react to the price increase.

238 W. M. Landes and R. A. Posner, 'Market Power in Antitrust Cases’ (1981) 94 Harvard L Rev 937_See the dis-
cussion in J. Vickers, ‘Market Power in Competition Cases’ (2006) 2 European Competition Journal 3,

3% AP Lerner, "The Concept of Monopaly and the Measurement of Monopoly Fower® (1934) Rev. Economic
Studies, 157.

249 R] Van den Bergh and P.D.Camesasca, Furopean C ition Law and E ics: A (o fue Perspective
(2nd edn., Sweet & Maxwell, 2006), 110, who give the swnp]est formulation as L= (P-MC){P. See also J. Vickers,
‘Market Power in Competition Cases’ (2006) 2 European Competition Journal 3, 4—6.

M1 Called ‘residual’ as it is dernand not met by other firms in the market: sce Carlion and Perloff op, «it,,
n. 235, 66-9.

#2 M. Motta, Competition Policy (Cambridge University Press, 2004), 116-17; Vickers, op cit. 0. 240, 7. See,
however, ]. B. Bakerand T. F. Bresnahan, ‘Estimating the Residual Demand Curve Facing a Single Firm' (1988) 6
International Journal of Industrial Organization, 283.

4> See Infra 84 and Chap. 6.

¢ Case 6{72, Europembuallage Corp and Contimental Can Co Incv. G
para. 32 and subsequent case Taw: seeinfra 61 and Chap. 6.

#3 Including markets in merger cases, although, as noted supra 3, the Commission now uses ‘antitrust’ to
denote areas of competition law other than mergers.

16 See also, in particular, the discussion infrz in Chap. 6.

[1973] ECR 215,{1973] CMLR 199,
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