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Preface

This book is concerned with the question of whether the size of an
economy matters for competition policy. The answer, I submit, is a
definite yes: size does matter, and to a considerable extent.

The idea for this book and the need for it struck me while I was
practicing law in Israel. Although Israel is a small economy, character-
ized by highly concentrated markets protected by entry barriers, al-
most all of the court decisions at that time looked to EC and U.S.
court decisions and scholarly writings for guidance and applied their
principles almost blindly. The difference in market conditions be-
tween these two large economies and that of Israel was rarely taken
into account. This seemed contrary to basic economic principles:
competition policy strives to maintain market conditions that are con-
ducive for competition. Whether firms compete is very much a factor
of the structure of the markets in which they operate. Structure, in
turn, is highly influenced by the natural conditions of the market,
mainly the degree of concentration and the height of entry barriers.
As both are usually higher in small economies than in large ones, this
should be taken into account in the formulation and application of
competition law. I decided to return to academia and research this
question. This book is the fruit of that research.

The economic paradigms on which the competition policies of large
economies are based do not necessarily apply to small economies. The
main fact that creates the need to tailor competition policy to eco-



nomic size is that competition laws often consist of “one-size-fits-all”
formulations. These formulations are designed to achieve the goals of
the law in each category of cases to which they apply, while recogniz-
ing that some false positives and some false negatives may occur at the
margin. The marginal cases of large economies constitute, however,
the mainstream cases for small economies. The effect of small size is
similar to that of a magnifying glass: special market phenomena be-
come more significant as extremes become the rule. This requires
small economies to change the focus of their competition laws to reg-
ulate their markets efficiently.

Although several major economic studies have focused on the spe-
cial characteristics of small economies, there has been no comprehen-
sive attempt to evaluate the implications of those characteristics on
competition policy in small economies. In this book I seek to analyze
systematically the competition policy implications of small size. The
need to recognize the effects of size on optimal competition policy has
been strengthened by the positive steps taken by both the World Trade
Organization and an organization comprised of most competition
authorities toward the harmonization of competition laws. To be
welfare-enhancing, such laws should take into account differences be-
tween jurisdictions, including differences that result from their mar-
kets’ natural economic conditions, which may affect the formulation,
interpretation, and application of their competition laws.

I am relieved to have more than the time allotted to Academy Award
winners to express their thanks, as over the period it has taken me to
write this book many people have provided insightful guidance on
many difficult questions.

My research on the subject began at the Graduate School of the
University of Toronto Faculty of Law, where I benefited greatly from
the teaching and the inspiring guidance of Frank Mathewson, Ralph
Winter, and Hudson Janisch, who have also provided some perceptive
and useful criticisms of the manuscript from which this book was
distilled. Above all, I wish to express my heartfelt appreciation to
my teacher, supervisor, mentor, colleague, and friend Michael J.
Trebilcock for his invaluable guidance and comments and his con-
stant encouragement and support throughout my work. Michael’s
criticism and wisdom, his personal involvement in all stages of my
work, and the belief he showed in my capabilities throughout this re-
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search were second to none. I will forever be indebted to him. The
John M. Olin Law and Economics Program at the University of To-
ronto provided invaluable financial support.

The major part of this book was written during the time I spent as a
visiting scholar at the Columbia University Law School and later as a
research fellow at NYU’s Center for Law and Business. Both have
been extremely instructive to my research by making me feel very wel-
come and by providing me with the physical and financial resources
necessary to engage in extensive research. I have also benefited greatly
from personal interaction with many faculty members and visiting
scholars. While it is impossible to name them all, I would like to men-
tion in particular Ron Gilson, Victor Goldberg, Harvey Goldschmid,
Jeff Gordon, Merit Janow, Avery Katz, John Manning, and Carol
Sanger at Columbia. Victor Goldberg also provided extremely useful
and perceptive comments on previous drafts of an extended manu-
script.

Within NYU’s School of Law my debts are likewise considerable.
Eleanor Fox and Bill Allen have been wonderful mentors and friends.
Eleanor’s perceptive and thoughtful suggestions, as well as her kind-
ness and support, have been highly instrumental to my work. I have
also greatly benefited from Bill’s innovative spirit, sharp mind, and
warm heart. Barry Adler, Yochai Benkler, Rob Daines, Marcel Kahan,
and Louis Kornhauser have provided invaluable support by their en-
couragement and open doors.

I have also benefited from helpful discussions and valuable sugges-
tions on parts of this book from Amitai Aviram, Adi Ayal, Michael
Birenhack, Leonard Cheng, Russell Damtoft, Elizabeth Davidson, Ed
Iacobucci, Niva Elkin-Koren, Allan Fels, John Fingleton, Idit Froim,
Barry Hawk, Ehud Kamar, Bill Kovacic, David Lewis, Menachem
Perlman, Peter Roth, Steven Salop, Oz Shy, Raymond Pierce, Dror
Strum, David Tadmor, and Roger Ware. Many of them are also close
friends. Many thanks are due to participants in the stimulating faculty
seminars at Columbia University, the University of Michigan, Univer-
sity of Pennsylvania, and University of Toronto, and George Mason
University on a paper that embodied a much-condensed version of
this book.

Susan Atkins at NYU has provided invaluable administrative as-
sistance. Keren Wainberg and Boris Sherman rendered excellent re-
search assistance in the last stages of preparing this book for print.
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Both worked long hours in search of ever-evasive references and
sources. To the anonymous readers who reviewed the manuscript for
Harvard University Press, I express my thanks for their valuable sug-
gestions and for the supportive spirit in which they were made. Mi-
chael Aronson, Benno Weisberg, Amanda Heller, and Kate Brick of
Harvard University Press contributed valuable editorial suggestions. I
am also indebted to my friends and colleagues at Haifa University
whose friendship and understanding allowed me to devote time to
preparing the book for print.

I would also like to thank the Southern California Law Review for
its permission to reprint some parts of this book, which first appeared
as “Size Does Matter: The Effects of Market Size on Optimal Compe-
tition Policy,” 74 Southern California Law Review 1437 (2001).

Last, but in no way least, I am grateful to my family. To my per-
sonal source of strength, my husband, Avigdor, for whom research is a
life mission, and who has constantly reminded me of life’s real priori-
ties. To my children, Jonathan and Natalie. To my parents, Etty and
Avraham Shitzer, whose belief in my abilities is nothing less than as-
tounding. To my brother and sister, Eran and Mayrav. This book is
dedicated to all of them.
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Introduction

For the most part, the literature on competition policy focuses on
large economies, such as the United States and the European Commu-
nity. This is not surprising, as their competition policies have been a
major tool for achieving economic and other social goals for several
decades, and given the size of the markets regulated by these policies.
Yet the economic paradigms on which such competition policies are
based do not necessarily apply to the many small market economies
that exist around the world and that have adopted or are contemplat-
ing the adoption of a competition policy. As I argue in this book, the
size of a market necessarily affects the competition policy it should
adopt.1

Definition of a Small Market Economy

Let me first define what constitutes a small economy. For the purposes
of this book, a small economy is an independent sovereign economy
that can support only a small number of competitors in most of its
industries. This definition already captures one of the economic con-
sequences of small size: the highly concentrated nature of most of the
industries, which is a determining feature for applying competition
policy.

Market size is influenced by three main factors: population size,
population dispersion, and openness to trade.2 Small population size



limits demand and reduces the number of firms that can efficiently
serve the market. Population dispersion over a large geographic area
may create several small local markets within a geographically large
jurisdiction. The size of an economy is also influenced by a combi-
nation of additional economic, geographic, technological, legal, and
political factors that create market boundaries and restrain the en-
try of potential competitors into the market. Primarily, the relevance
of the jurisdiction in economic analysis is dependent on the inter-
national environment in which it is positioned, including its trade
agreements or arrangements with other economies. Liechtenstein, An-
dorra, and Monaco, for example, are so economically integrated with
their larger neighboring states that they can be economically regarded
as part of their markets. In these jurisdictions a considerable degree of
openness to trade negates a conclusion of smallness based on popula-
tion size alone. These examples signify why the definition focuses on
economies rather than on jurisdictions.

The definition of a small economy is arbitrary in the sense that there
is no magic number that distinguishes a small economy from a large
one. Jurisdictions can be placed on a continuum according to their
size. Some are very small, such as Jersey (with a population of ap-
proximately 90,000) and Malta (400,000). These are also, geographi-
cally, island economies. For political reasons Israel can also be consid-
ered an island economy with a larger population of about 6 million.
Australia is much larger (19.5 million), but can still qualify as a small
economy because most of its industries are characterized by concen-
trated market structures. The dispersion of its population over a com-
paratively large geographic area (albeit mostly around several urban
centers) serves to create market regionalization. This fact, coupled
with its distance from its major trading partners, creates problems
typical of small economies. Of course, the smaller the economy, the
more concentrated its industries are likely to be and vice versa. Yet all
small economies are characterized by monopolistic or oligopolistic
structures in most of their industries. For the sake of simplicity, I shall
not differentiate between degrees of smallness, unless necessary.

It should also be emphasized that for an economy to be considered
small, not all its industries need be highly concentrated. Some indus-
tries, such as retail services, are highly competitive even in small econ-
omies. Conversely, firms located in small economies might compete in
and even dominate world markets. In such cases, the size of the do-
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mestic population or its dispersion does not constrain the scale and
scope of production of such firms. Nonetheless, when such firms are
the exception rather than the rule, the jurisdiction should still be de-
fined as a small economy. The fact that some domestic firms are inter-
nationally competitive does not alter the fact that most domestic
markets are highly concentrated. Moreover, the domestic markets in
which such firms operate may also be concentrated.

The Relevance of Jurisdictional Borders

As international trade among countries is steadily rising, one can
reasonably question the relevance of jurisdictional borders to com-
petition policy. More large firms are becoming multinational, and
multinational firms based in different countries crisscross national
boundaries in establishing networks of subsidiaries. Major interna-
tional trade agreements have been signed and implemented. All these
trends throw firms based in different national markets, including
those based in small economies, into increased competition with one
another.

Yet the borders of a jurisdiction often create a point of discontinu-
ity. They represent a change in the degree of mobility of almost all fac-
tors of production. These boundaries may result from natural trade
barriers. For example, language differences may create trade barriers
when language is an important element of the product (e.g., computer
keyboards and software). Trade barriers may also result from geo-
graphic boundaries (e.g., maritime borders, high mountain chains, se-
cluded areas) that create high transportation costs. Transportation
and adaptation costs are especially influential when low-priced, high-
shipment-cost, or perishable products are involved. Australia’s dis-
tance from major exporters, for example, is great enough to make
natural protection quite substantial.3 Trade is also limited when pro-
ducers must be in close proximity to the ultimate consumers. This
condition is most typical in service industries such as retail trade,
personal service establishments, and the curative and other profes-
sions. Political conditions may also influence trade levels—accentuat-
ing geographic isolation both by closing certain passages to trade
and by preventing trade between adjacent jurisdictions.4 For example,
eastern European countries were traditionally closed to competition
from many other countries owing to political and ideological differ-
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ences. Differing tastes or cultural preferences may also affect trade
levels.

These natural trade barriers are often compounded by policy
choices such as tariffs, quotas, limits to the convertibility of currencies
and transfer of credits, and even the standardization of consumer
choice created by the central authority. Trade levels are also affected
by domestic laws and regulations such as those regulating dumping li-
ability, preferential treatment in government tenders for local prod-
ucts, and intellectual property rights protection. Entry barriers that
face domestic and foreign producers alike, such as brand name recog-
nition and sunk costs, also affect trade.

These barriers are not uniform in degree, either between jurisdic-
tions or at different periods in time. The relevance of the jurisdiction
in economic analysis is thus dependent, inter alia, on its agreements or
arrangements with other jurisdictions with which it has economic
contacts, actual or potential. A liberal trade policy may make the ju-
risdiction de facto less relevant as a unit in economic analysis. Yet
openness to trade is quite often a limited tool that does not remove
many trade boundaries. Accordingly, many economies are still small
in size.

The Need for a Specially Tailored Competition Policy

Small economies need a competition policy that is specifically tailored
to their markets. As Chapter 1 demonstrates, small economies face
different welfare maximization issues than do large ones. A critical
feature of small economies is the concentrated nature of many of their
markets, resulting from the presence of scale economies and high en-
try barriers. Smallness has adverse implications for domestic market
structure and performance. The size of some industries is sub-optimal
to the extent that limited demand constrains the development of a
critical mass of domestic productive activities necessary to achieve the
lowest costs of production. But even when productive efficiency can
be achieved, small economies cannot support more than a few com-
petitors in most of their industries. Competition is often characterized
by monopoly or oligopoly protected by high entry barriers. These
market conditions have an adverse impact on prices and output lev-
els of many goods and services, that may carry over to vertically inter-
connected industries. This in turn implies that finding the balance
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between productive efficiency and competitive conditions in small
economies is challenging. In the presence of scale economies, a bal-
ance should be struck between firms large and integrated enough to
enjoy these economies and firms numerous enough and with sufficient
opportunity for effective rivalry.

These salient characteristics require small economies to devise ap-
propriate endogenous policies that offset at least some of the adverse
effects of their small size. Competition policy can either increase or re-
duce the disadvantages of small size. To reduce them, competition
policy has to be designed to deal effectively with the unique obstacles
to competition that are inherent in an economy, including those that
stem from small size. Even small economies that enjoy some unusual
comparative advantage must have the capacity to benefit from these
hazards of fortune and to make them a basis for sustained economic
development. Moreover, in small economies the importance of an
appropriately structured and efficiently enforced competition policy
may be greater than in large economies. Given that the market’s invis-
ible hand5 has a much weaker self-correcting tendency, the costs of
improper design and application of competition laws might be higher
in both the short and the long run.

To be sure, many of the principles and doctrines that apply to large
economies apply equally to small ones. The goal of competition pol-
icy, which is aimed at creating and maintaining the conditions for
workable competition to maximize social welfare, and its main tool
and ideological choice—a market economy—are similar in both large
and small economies. Yet the comparative prevalence of concentrated
market structures in a small economy creates trade-offs that require a
different set of rules to regulate the conduct of market participants.
The need for different rules arises from the existence of one-size-fits-
all formulations that are based on general presumptions about market
conduct, which are informed, in turn, by the natural conditions of the
market. Small size affects competition laws from their goals to their
rules of thumb. For example, a rule that categorically prohibits the
creation of joint ventures that might increase the market power of the
parties would not enable firms located in small economies to utilize
one of the most important methods open to them for increasing their
productive and dynamic efficiency and thereby overcome the inherent
limitations arising from smallness.

The need to apply to small economies a different set of rules from
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those that maximize the overall welfare of large ones can also be ex-
plained by using the theory of the second best.6 The theory postulates
that if there exists an optimum under certain conditions, once even
one of the conditions is not fulfilled, the old optimum is no longer nec-
essarily the most efficient solution. The new optimum would not nec-
essarily even be in the same direction and magnitude as the old one.
This can be demonstrated by an example. The U.S. competition au-
thorities use concentration indices as a prima facie indicator of the
competitive effects of a merger. These indicators are important since
they create a presumption of illegality. The Herfindahl-Hirschman In-
dex (HHI) is one such tool, which indicates the level of concentration
in a market based on both the number of firms operating in it and
their relative market shares. The U.S. competition authorities have
chosen an HHI level that is met, for example, by any merger in a mar-
ket with five equal firms. This HHI indicates mergers that are likely to
be anti-competitive, unless the defendant can prove otherwise. This
index is based on generalized predictions of gains from size as well as
behavioral assumptions about the market. Small economies would
not achieve efficient results by applying the same concentration levels,
as most of their industries would be caught under them, and a pre-
sumption of illegality, which is usually hard to combat, would arise in
most mergers. Yet the second-best optimum will not necessarily be
achieved by reducing the HHI levels in proportion to the reduction in
the size of the economy. The reason is quite simple: at smaller firm
sizes it can no longer be assumed that scale and scope economies have
been exhausted, and concentration might be necessary to achieve pro-
ductive and dynamic efficiency. Moreover, concentration affects the
conduct and performance of firms in direct as well as indirect ways
such that no simple formula exists to predict the effects of more lim-
ited demand on them.

One may question the justification for a competition policy in small
economies, especially very small ones. The costs of adopting and im-
plementing a competition policy may be regarded as a tax that must
be justified by offsetting benefits before it is implemented. The smaller
the economy, the higher the costs per capita of implementing a com-
petition policy because certain expenses should be incurred regardless
of population size. A second reason for the relatively high costs of
competition policy in small economies is that concentrated markets
pose relatively more competition policy issues than less concentrated
markets.
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At the same time, however, the benefits that competition policy
may offer to small economies are much greater, relatively, than those
to be gained in larger, less concentrated markets. The natural condi-
tions of many markets in small economies that tend to limit competi-
tion increase the need to regulate the conduct of market players to
ensure that competition occurs in those industries in which competi-
tion is feasible, that limits are set on the conduct of firms operat-
ing in markets that are not self-regulating, and that importers do
not behave anti-competitively. Even in monopolistic or oligopolistic
markets, competition policy can significantly improve market perfor-
mance by reducing the opportunities and the incentives of firms to
abuse their market power, either commercially or politically. Compe-
tition laws are also an indispensable ingredient of economic liberal-
ization. They are part of the basic organizing principles of a society
relying primarily on contract rights and private ownership to allocate
resources, distribute wealth, and motivate innovation. Beyond purely
economic reasons, a culture of competition is positively linked to
other social goals, including employment and democracy. Abuse of
dominance or cartelization of newspapers or TV stations, for exam-
ple, may have significant negative effects on the freedom of speech,
which is one of the basic tenets of democracy. Microeconomic policy,
including competition policy, may also become more important when
a small economy limits its discretion with regard to macroeconomic
tools, such as its currency. The adoption of the basic principles of
competition policy is often also a precondition for trading with large
economies, such as the EC. Should small economies decide to forgo
the adoption of competition policy principles, they may lose the many
benefits that trade may offer, including the increase in demand en-
joyed by exporting firms and the strengthening of incentives of do-
mestic firms facing foreign competition to increase productive and dy-
namic efficiency. Often the adoption of competition principles is thus
a strong force for efficiency in small economies. Such principles also
create a basis for a stronger and better law as the competition agency
becomes integrated into the international competition community, de-
velops more specific competition rules, and creates public awareness
of the benefits of stronger competition.7

The competition policy of small economies may thus have relatively
higher costs but also higher payoffs than that of large ones. To reduce
enforcement costs, the competition authorities of small economies
should choose their cases cautiously so as to ensure that the benefits—
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both to the specific industry at hand and from setting guiding princi-
ples for other market participants—justify the costs. The establish-
ment of a competition regime at a regional rather than a national level
also offers a means by which small jurisdictions may reduce the costs
of applying a competition policy.8 A supranational competition au-
thority that implements and enforces the competition rules in all juris-
dictions involved may counteract the adverse scale effects of small size
by reducing implementation costs for all the jurisdictions. The suc-
cessful implementation of such regimes requires, however, that all ju-
risdictions concede their authority on competition matters to the su-
pranational authority. To reduce costs significantly, all jurisdictions
should also have relatively similar characteristics and policy goals.

Regional agreements are especially useful for micro-states, which
may lack the necessary technical and financial means to implement a
full-blown competition policy on their own. Yet even when regional
agreement are not feasible, micro-states should, nonetheless, seek to
promote a culture of competition through the adoption of some of the
fundamental tenets of competition policy, such as measures against
hard-core cartels and blatant abuses of dominance. Such measures
would enable them to combat some of the major problems associated
with market power instead of leaving them to the limited regulatory
powers of the market. They would also allow for the shaking up of es-
tablished and close-knit business elites, given the severe problems of
impartiality and stagnation of existing structures that often character-
ize small economies.

The Current State of Competition Policy
in Small Economies

Most small economies give no systematic weight to considerations of
size in their competition policy. Many do not go beyond rhetorical ac-
knowledgment of their special economic traits in designing and apply-
ing their antitrust laws. Rather, they adopt or rely on the statutes and
established case law of large economies, mostly of the EC. This ap-
proach has many recognizable advantages, such as a ready basis for
the law, a large body of comprehensive case law and commentary, and
network externalities. The main pitfall of such an approach is that in-
sufficient weight is given to the unique characteristics of small econo-
mies.

Surprisingly, although several major economic studies have focused
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on the special economic characteristics of small economies,9 there has
been no comprehensive attempt to evaluate the implications of those
characteristics on their competition laws. This book provides system-
atic guidance on the effects of small size for competition policy in
small economies. It places under the magnifying glass the implications
of size on competition policy. While the main focus is on the issues
that call for special attention or different regulatory tools, it also iden-
tifies areas of law in which the applicability of the competition policy
of large jurisdictions poses no special problems based on differences
in market size.

The need for this research has intensified in recent years. Politi-
cal trends toward separating formerly large jurisdictions into smaller
ones and the move toward more market-oriented economies have
made competition policy an important and indispensable tool in the
formation of these economies. The shift from direct management of
the economy in favor of an increased reliance on the market has led to
the adoption of competition laws as an integral part of economic
reform measures in many jurisdictions. In the early 1980s there were
approximately twenty jurisdictions with competition laws. Twenty
years later there were approximately ninety-eight jurisdictions with
competition laws, and this number continues to rise. Many of the
jurisdictions that have recently adopted a competition policy are
small.10 In addition, only in recent years have many jurisdictions, es-
pecially small ones, acknowledged the need for competition laws that
would regulate their markets by maximizing the use of the market’s
invisible hand. In other jurisdictions competition laws that were only
partially enforced in the past are currently being implemented with
more vigor. These trends increase the need for a study of the implica-
tions of small size on one of the main economic tools used in market
economies: competition policy.

Although size is only one of a set of parameters that affect optimal
competition policy, the importance of an analytical framework that
analyzes the implications of size as a stand-alone factor stems from
four different sources. First, in many small economies the goals of
economic efficiency take center stage. Size is undoubtedly an impor-
tant parameter in this framework. Analysis of the case law of small
economies clearly indicates that disregarding the effects of small size
on optimal competition policy may prevent small economies from
achieving their stated policy goals.

Second, considerations of economic size are much too often over-
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looked by policy makers, agencies, and courts. This stems, usually,
from the lack of awareness of the economic consequences of small
size (beyond rhetoric alone) and the lack of an analytical source that
would provide guidance on the subject.

Third, and most important, even if policy makers in small econo-
mies eventually decide that it will be in their best interest to adopt the
laws of large economies, this decision must be based on a clear under-
standing of the implications of such a decision for their economies.
Understanding the specific economic implications of small size is a
crucial element in making an informed decision about which competi-
tion principles to adopt.

Finally, the importance of the study of optimal competition pol-
icy in small economies also derives from the recent trend toward the
harmonization and convergence of competition policies on a global
scale. Two events have pushed convergence to the forefront. The first
is the recognition of the World Trade Organization (WTO) Ministe-
rial Conference of the need for a “multilateral framework to enhance
the contribution of competition policy to international trade and de-
velopment.”11 The second is the establishment of an International
Competition Network by the competition authorities of most juris-
dictions for the enhancement of international cooperation and the re-
duction of trade barriers.12

One of the major risks of the harmonization process is that in the
rush to harmonize, the effects of harmonized laws on small economies
will be overlooked. Small economies undoubtedly stand to benefit
from convergence of competition policies. Harmonization of compe-
tition policies will, inter alia, reduce the transaction costs of import-
ers that may otherwise find it unprofitable to invest in learning and
complying with the competition policies of small economies. It will
also reduce the costs of domestic exporters of exporting to large econ-
omies. At the same time, the special characteristics of small econo-
mies should not be overlooked in formulating the harmonized laws,
as otherwise they may lose some of the benefits of harmonization. To
give but one example, rules that combat the anti-competitive conduct
of international firms by the extraterritorial application of domestic
competition rules may create problems of enforcement in small econ-
omies that often lack the ability to create a credible threat to large
international firms. Any arrangement relating to competition policy
at the international level should take due account of such consider-
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ations. Moreover, even if a harmonized law is eventually adopted,
market size may continue to affect the interpretation and enforcement
policy of small economies. International firms doing business in small
economies would need to be sensitive to these differences.

Additional Factors That Affect Optimal
Competition Policy

Undoubtedly, economic size is not the only parameter that influences
the design of competition policy. Competition policies do not apply
in a vacuum. Rather, they are a product of a combination of eco-
nomic, ideological, philosophical, historical and political factors. Ac-
cordingly, the environment in which competition policies are applied
might differ significantly from one jurisdiction to another. For exam-
ple, the east European countries that adopted competition policy as
part of a move from a fundamentally communitarian and socialis-
tic set of national values may wish to apply their competition laws dif-
ferently than a country that has adopted it as part of a highly individ-
ualistic, freedom-of-contract set of values. The ideological values on
which competition policy is based might also affect its goals. One of
the main goals of South African competition policy, for example, is
distributive: to ensure the dispersion of economic power among previ-
ously deprived citizens. This goal may well overshadow efficiency ob-
jectives.13 Transitional economies also raise a unique set of issues, in-
cluding the phased application of competition policy principles and
the need to educate the public in their benefits.

While such factors must be taken into account in shaping optimal
competition policy, they are outside the scope of this book, as transi-
tional, ideological, and political economy issues are not necessarily
unique to small economies. Yet whatever the ideological basis on
which competition policy is based, policy makers and interpreters of
competition policy in small economies must have a clear understand-
ing of the implications of the special economic characteristics of their
markets for framing optimal competition policy. Otherwise, the social
costs of their policies would be obscured. This book provides guide-
lines for such an analysis.

Similarly, competition operates within a framework defined by the
general laws and by social conventions. Many domestic policies, such
as intellectual property, subsidy and tax, licensing, and health and en-
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vironmental policies, set some of the ground rules for market activi-
ties and, accordingly, affect the scope for competition.14 For example,
intellectual property policy may create legal monopolies justified by
the need to enhance dynamic efficiency in the long run. Competition
policy should take into account the effects of such policies in design-
ing an overall framework in which firms operate. Since, however, such
policies are usually taken as a given in competition law settings, and
they usually do not differ significantly in small and large economies,
this book is confined to the question of the proper role of competition
laws within such frameworks.

I begin by focusing on the economic characteristics of small-scale
market economies. Economic analysis serves to answer two questions
that are germane to the debate: Which market conditions and trade
practices are characteristic of small economies? And how large are the
gains and costs of these market phenomena? The answers to these
questions provide the basis for the policy issues addressed in subse-
quent chapters, which focus on how the competition laws of small
economies should be designed and implemented.
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C H A P T E R O N E

The Economic Characteristics of
Small Market Economies

The theory of competition is a fundamental feature of our free market
society. From the time of Adam Smith until today, competition has
been viewed as an important tool for achieving social welfare as well
as other social goals. As Kenneth Train observes: “Competition, in
theory if not always in practice, is nothing short of a miracle. Each
firm tries to make as much profit as possible without regard (at least
directly) for social welfare. Each consumer maximizes his own utility,
ignoring others. Yet the result is that social welfare, in the Pareto
sense, becomes as great as possible. This consistency of private goals
with social goals—the existence of the ‘invisible hand’ that molds pri-
vately motivated actions into socially desirable outcomes—serves as
the rationale for a ‘free market.’”1

The economic theory underlying competition laws is based on the
belief that the market’s invisible hand is, potentially at least, a far
more powerful guardian of the social welfare than any other form of
regulation. Competition draws competitors into the market to re-
move excess profit. It stimulates incumbents to greater productive
and dynamic efficiency. It weeds out the inefficient by the objective
test of market survival, and it assures the optimal allocation of re-
sources into production activities. Competition is also trusted because
there is little basis for faith that regulators possess the knowledge and
the motivation required to fine-tune business behavior on behalf of
consumers.



Whether firms compete is very much a matter of the natural condi-
tions of the markets in which they operate, and natural conditions are
highly influenced by the size of the market. The natural conditions of
many markets in small economies differ greatly from the assumptions
of the textbook economic models of perfect or contestable competi-
tion. There is generally some departure from these models that cannot
be glossed over or rectified. Richard Caves and others have argued
that the fundamental structural traits of smallness of an economy de-
mand that particular functions in standard economic models be speci-
fied differently from those cited in studies of large economies.2

Accordingly, this chapter presents the key economic characteristics
of small market economies. It analyzes the basic causes and conse-
quences of concentrated industries, as are commonly found in small
economies. As I will show, small market size affects the three main
indicators of social welfare: allocative, productive, and dynamic ef-
ficiency. Allocative efficiency refers to the economy-wide allocation of
resources. Ideally, the allocation of resources should reflect real, rela-
tive resource costs of producing the goods or services in each sector of
the economy and the relative utility or satisfaction to each consum-
ing unit of the various goods and services that are available. Produc-
tive efficiency addresses the question of whether any given level of
output is being produced at lowest cost. Dynamic efficiency focuses
on whether there are appropriate incentives to increase productivity
and to engage in innovative activity that may yield less expensive or
better goods.

Research has shown that there are three main economic character-
istics of small economies: high industrial concentration levels, high
entry barriers, and below-MES (minimum efficient scale) levels of
production. These characteristics result from the basic handicap of
small economies: the large size of minimum efficient scales of produc-
tion relative to demand. These characteristics and their implications
for the conduct and performance of firms operating in small econo-
mies are the focus of this chapter.

Naturally, no two small economies are alike. They differ in their
characteristics and policies. Some of these differences are the result of
the natural conditions of the market, such as geographic isolation and
the availability of raw materials. Others are attributable to govern-
mental economic policies such as tax and trade regulations. Accord-
ingly, smallness is always a matter of degree. Nonetheless, some regu-
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larities of economic phenomena can be found in all small economies.
Predictions are therefore robust in the sense that they hold across all
small economies.

Although all the economic studies I surveyed have been conducted
on small jurisdictions rather than small economies, their outcomes
can generally be easily translated to fit the latter. The reason is that
they were either conducted on jurisdictions with absolutely small pop-
ulation and high natural and artificial barriers to foreign trade (e.g.,
Israel) or jurisdictions with dispersed population and high entry barri-
ers to foreign trade (e.g., Australia). Similarly, all studies cited on the
Canadian economy relate to the period before its trade barriers were
significantly lowered. Despite Canada’s large landmass, much of the
Canadian population is concentrated in several urban regions, and
this serves to create market regionalization.

The special economic characteristics of small economies were first
explored in depth in studies prepared for a symposium on this is-
sue organized by the International Economic Association3 and studies
commissioned by a Canadian Royal Committee in the late 1970s
to research the economic justifications and implications of the high
levels of corporate concentration in the nation’s markets.4 These stud-
ies, by some of the top economic industrial organization experts in
North America, including Richard Caves, Michael Porter, and Mi-
chael Spence,5 are among the seminal works on the economic charac-
teristics of small economies. These sources remain the principal sub-
stantive basis for later studies, which have generally verified their
results.

The Main Economic Characteristics of Small Economies

The Basic Handicap: High Levels of MES
Relative to Demand
The main handicap resulting from small size is the need of firms op-
erating in many markets to produce at levels that cater to a large
portion of demand to achieve minimum efficient scales of operation.
MES is the scale of operation at which average unit costs of produc-
tion are first minimized and is largely dependent on production tech-
niques.6 Naturally, the smaller the market demand, the fewer the MES
units that can operate profitably in it. This can be illustrated by a
simplified example. Suppose a firm has to produce at least 10,000
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units to achieve lowest costs, and domestic demand is 50,000; then
the market can economically support five efficiently sized firms. If de-
mand is only 10,000, the market can support only one efficiently sized
firm. Limited demand in small economies implies that the number of
MES firms that the domestic market can support will be smaller than
that supported by large economies.7

Scale economies are the main determinant of MES of operation.8

Scale economies are unit-cost reductions achieved through the pro-
duction of more of an output, which are internal to the firm. Accord-
ingly, they carry an inherent tendency to decrease average unit costs
until the level of output that minimizes average costs (MES) is at-
tained. Economies of scale consist of three main categories: product-
specific economies, associated with the volume of any single product
made and sold; plant-specific economies, associated with total output
(possibly encompassing many products) of an entire plant or plant
complex; and firm-scale economies, associated with the scale of the
company.

Product-specific economies are created when increased volumes of
production of a specific product tend to decrease the average total
cost per unit. They often result from production technologies that ne-
cessitate large investments merely to be able to produce the product.
When output expands, these fixed costs are spread over more units,
such that the average cost per unit declines in inverse relation to the
number of units produced. Product economies may also result from
increased specialization of machinery and labor. With a larger output,
downtime for changes between products using the same machinery is
reduced. Product economies also have a dynamic dimension: when
complex process adjustments must be worked out through trial and
error, unit costs fall as workers and operators learn by doing or de-
velop cost-cutting measures and quality control in production. Where
product economies exist, plants constructed for higher levels of out-
put of the same product will have lower average costs than smaller
plants.

Plant-specific economies of scale arise from indivisibilities in plant
management, maintenance, repair, inventories of raw materials, ship-
ping, construction, and the like. For example, economies of massed
reserves permit a large plant to retain proportionately fewer repair-
men to hedge against randomly occurring breakdowns. Plant-specific
economies may extend to output levels exceeding the threshold at
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which economies for any single product are exhausted. In such cir-
cumstances, it will be more efficient for a plant to produce multiple
products.

Firm-scale economies reflect the relationship between the absolute
size of the firm and the efficiency with which it can operate. The fac-
tors that lead to economies at the firm level are generally considered
to include management, finance, research and development, advertis-
ing, distribution, export activities, and risk taking for large projects,
as well as overhead expenses such as insurance and legal services.
Scope economies may also exist at the firm level, that is, savings in
transaction costs that result from the advantages of intra-firm trade
over market relations. Economies of scope may thus justify vertical
integration of two or more functions down the production and distri-
bution chain in one firm.9

Scale economies are not necessarily inexhaustible. Normally there
will be some scale at which all relevant advantages of large size are at-
tained and at which unit costs reach their minimum value. Beyond the
minimum point, unit costs may be constant for some output or may
rise. Diseconomies of scale, when costs rise as output is increased,
may result, for example, when it becomes difficult for the top man-
agement to exercise control over the entire organization.

Productive efficiency requires that a firm exhaust all scale econo-
mies. The realization of scale economies might create entry barriers,
that is, factors that impede or prevent the entry of new firms into an
industry or the expansion of existing ones.10 An entrant with plants of
less than MES will face cost disadvantages vis-à-vis firms with MES
plants. If MES is large relative to demand and the cost penalties for
operating below MES are substantial, a new firm would have to enter
the market at such a large scale that the combined output of all the
firms operating in the market could be sold only at substantially re-
duced prices, perhaps even below average total cost, unless another
firm were to exit the market or reduce its output. When there are
economies of firm size encompassing broader organizational econo-
mies, this may act as a barrier to entry at the broader enterprise level.

A precondition for this result is that some of the costs involved in
building MES plants are sunk, that is, they are committed to a specific
activity and are unrecoverable by their use for another economic ac-
tivity.11 Accordingly, they impose a high risk that the excess of pro-
spective revenues over variable costs might be insufficient to cover
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sunk costs, in part because of the actions of incumbents that have al-
ready incurred these high costs. Entry can thus be expected to be
profitable only if the size and probability of expected profits in the
event of success outweigh the unrecoverable entry costs that will be
lost if the firm fails as a result, inter alia, of the retaliatory strategies of
incumbents that have already committed sunk costs.12

Scale economies may also affect the choice of technology of firms.
When more efficient production technologies become profitable only
after a very large output relative to demand, it might be more profit-
able to install a different technology that, though less efficient, has
lower production costs for the range of output that satisfies demand.
Below-MES equipment not only may be a current handicap for firms
but also may persist when demand increases and can support a more
efficient technology, as it may be costly for incumbent entrepreneurs
to change their technology choice. As we shall see, scale economies
might also impede the creation of indigenous research and develop-
ment, technology acquisition, and technical progress.

The effects of scale economies may extend far beyond a specific in-
dustry if the good or the service it provides serves as an intermediate
product in the production of other goods. Even if demand for a final
product is large enough to provide adequate market outlets for the
output of at least one optimum-sized plant, demand may still be be-
low MES for the efficient production of intermediate products neces-
sary for the production of the final product. Accordingly, industrial
interdependence greatly increases the scale of the output necessary for
the full exploitation of economies of scale.13 This basic handicap of
small economies results in the three characteristics we examine next.

High Industrial Concentration Levels
The relatively large size of MES compared to demand creates high in-
dustrial concentration levels in many industries in small economies.
Industrial concentration signifies the static concentration of an indus-
try as determined by the number and size of firms operating in it.
While in large economies minimum efficient scales tend to be too
small relative to most markets to warrant high levels of concentra-
tion, in small economies the number of MES firms many markets can
support is much smaller, and accordingly industrial concentration is
likely to be much higher. In other words, in a small economy the mar-
ket structure has to be more concentrated to exploit MES.
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How high industrial concentration must be to secure production ef-
ficiency depends, primarily, on the balance between technology and
demand. At the extreme, when MES is larger than market demand,
the market can support only one plant, or cannot support any plant at
all. Production MES can also support only one plant when MES is
equal to or slightly smaller than demand. In most situations a small
economy can support a few efficient plants. A study conducted by
F. M. Scherer and others on twelve manufacturing industries indicated
that in the United States plant-scale economies compel moderately
tight oligopoly only in the refrigerator industry (a maximum of seven
efficient single-plant sellers). In smaller nations, however, the conflict
between competitive structure and production efficiency was much
sharper. Out of the twelve industries studied, Sweden had three natu-
ral monopolies (brewing, refrigerators, and cigarettes) and four more
natural duopolies. In Canada, production conditions at the plant level
were favorable to some degree of competitive structures only in the
shoe and weaving industries.14 Accordingly, to the extent that indus-
trial concentration is influenced by the efficiency imperatives associ-
ated with plant- and product-scale economies, industrial concentra-
tion is higher the smaller the market.

Actual industrial concentration levels in a market are also influ-
enced by firm-scale economies. If such economies extend beyond the
plant level, efficiency dictates that an even smaller number of firms
operate in the industry, each operating several MES plants. Studies of
firm concentration levels in different economies have confirmed that
smaller economies have a smaller number of firms per industry than
larger economies. To illustrate, a study conducted by Zeev Galmor on
210 Israeli manufacturing industries indicated that monopolies (de-
fined as industries in which the leading firm’s share in total sales was
at least 50 percent) occupied 33 percent of the industries, and oligop-
olies (defined as industries in which the share of the three leading
firms in total sales was at least 70 percent) occupied 20 percent.15 The
same phenomenon was observed in other small economies, including
Canada16 and Australia.17 Table 1.1 compares industrial concentra-
tion levels of the three leading firms in a survey of twelve industries in
1970, based on studies by Scherer and others and Michael Schefer.18

The correlation between concentration levels and population size is
striking.

Simply put, industrial concentration levels of an industry are
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heavily influenced by the size of the domestic market. The smaller the
economy, the higher the level of concentration, as most of its markets
cannot accommodate many viable competitors, ceteris paribus. Con-
versely, scale economies are less important as a constraint on the
structure of large economies. Another important factor that deter-
mines actual concentration levels in an industry is the toughness of
price competition.19 Accordingly, there exists a reverse link from con-
duct to structure.

Yet even in small economies, high concentration levels appear only
in some segments of the economy. In some industries scale econo-
mies are relatively low and thus are capable of supporting numerous
enterprises. Retailing and personal services markets, for example, are
usually also characterized by low minimum scales of operation. The
structure of these industries is generally not affected by market size.

Moreover, the negative relationship between market size and con-
centration holds best for homogeneous goods industries in which
sunk costs are exogenously determined by the nature of the underly-
ing technology. In such settings, given any particular configuration of
MES, an expansion in the size of the market will raise the equilibrium
number of firms entering the market, thus leading to a fall in concen-
tration.20 As John Sutton has shown, this relationship is not so strong
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Table 1.1 Industrial concentration levels and population size: survey of twelve
manufacturing industries in 1970

Concentration of the
three leading firms Population

Country % Index In millions Indexa

United States 41.1 100 204 100

West Germany 56.1 136 61 129

Britain 60.4 147 55 133

France 66.3 161 51 135

Canada 70.8 172 21 175

Sweden 83.4 203 8 256

Israel 91.0 221 3 480

a. The index of the inverted logarithm of the population.



for industries in which endogenously determined sunk costs, namely
advertising and research and development outlays, play a significant
role. In such industries, the larger the size of the market—and so the
profits achievable—the greater might be the sunk costs incurred. A
competitive escalation in outlays of endogenously determined sunk
costs raises the equilibrium level of sunk costs incurred by incumbent
firms—and thus reduces the number of firms operating in the mar-
ket—in step with increases in market size.21 Yet Sutton’s theory pre-
dicts only a lower bound to industry concentration levels in a specific
group of industries. The lower this minimal equilibrium level, the less
the theory constrains concentration levels.

At the same time, Sutton’s findings have important implications
for small economies as they may suggest a bottleneck problem in the
advertising-intensive retail sector, much more significant than pure
MES considerations would have implied. A competitive escalation
of advertising outlays will necessarily lead to a situation in which only
a small number of firms survive and dominate the retail segment of
the market. Increases in advertising outlays thereby accentuate what
could otherwise have been a modestly concentrated market. Such
market conditions can lead to the exercise of market power by the re-
tailing firms, with adverse effects on their suppliers and consumers.

High industrial concentration levels at the national level of a small
economy may also affect the contestability of local or regional mar-
kets, where they exist (a condition most apparent in service industries
and distribution outlets). If there are scale economies at the national
level, the number of firms competing for each local market might be
lower in small economies than in large ones, and thus provide less
constraint on incumbent firms. Assume, for example, that a small
town has room for only one bank branch. If the branch tries to charge
high prices, it might lose its business to another bank that will come in
and establish its own branch, so long as sunk costs and other entry
barriers are not substantial. The toughness of competition for estab-
lishing a local branch might be reduced as the number of potential
competitors for the market is reduced.

High Entry Barriers
Most industries in small economies are also characterized by high en-
try barriers. As noted earlier, the main entry barrier is created by the
need to produce or provide a service at levels that cater to a large por-
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tion of demand in order to achieve minimum costs, when establishing
such facilities involves high sunk costs.

Small size may also impose a supply constraint on factors of pro-
duction. Small population size may constrain the availability of la-
bor, especially skilled labor, at least in the short run. Moreover, many
small economies are also small in geographic size, which often im-
plies a limited and less diversified supply of natural, irreproducible re-
sources, such as minerals. This raises the costs of producing goods
utilizing these resources, which in turn reduces demand and the num-
ber of MES firms the market can support. The concentration of la-
bor and other economic resources in a few economic activities in
which the small economy enjoys a marked comparative advantage in
world markets (e.g., oil in Arab countries, shipping in Norway, finan-
cial services in the Cayman Islands), albeit necessary to overcome the
handicap of smallness, may further imply that few other resources are
left for other domestically located activities. Specialization may thus
make further diversification and production within a small economy
difficult because it creates significant barriers to entry for alternative
activities, particularly with respect to scarce technical skills and hu-
man capital, but also land and natural resources.22

Small size may create additional barriers to entry if vertically linked
markets are concentrated and controlled by competitors. The exis-
tence of high MES levels in one market might create high entry barri-
ers in a vertically linked market if it required a new entrant to enter
more than one market in the chain of manufacturing and distribution
or if it significantly raised its costs of production relative to the costs
of its rivals.23

Size may also affect cultural variety. Some scholars argue that small
economies are on average more likely than large ones to have a rela-
tively homogeneous culture. This may prove beneficial to competi-
tion, as cultural similarity limits the variety of competitive ventures
that can exist in the market and enables firms to serve a larger portion
of demand with homogeneous products.24 It has also been argued that
small size, through social homogeneity and identity, facilitates rela-
tively greater consensus in decision making such that small economies
are more responsive to change and are more flexible in the pursuit of
shared objectives, which support the process of economic growth.25

At the same time, small size may make competition too personal, for
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example, when the business elite is small and businessmen are careful
not to enter one another’s domain.26

Small size may also inhibit institutional and technological change.
In large economies the breadth and diversity of the economy facili-
tates private efforts to create new and better products: there are more
resources to invest in research, an experimental field wide enough to
try a greater number of new products, and more trained people who
may develop new ideas. When the acceptance of a new product by
consumers is uncertain, a producer in a small economy faces higher
risks than a producer operating in a large economy given the different
magnitudes of potential demand, especially for new products with
high elasticity of demand. All else being equal, the dynamic forces of
variety and change that foster competition tend to be stronger in large
economies than in small ones.27

Below-MES Levels of Production and Low Levels of
Specialization
The problems of high industrial concentration levels and high entry
barriers in small economies are often further accentuated by below-
MES levels of production. To the extent that small size constrains the
development of even one firm of efficient scale, a firm operating in the
domestic market alone cannot reach the levels of production that
would enable it to take advantage of scale economies and thus mini-
mize its costs by producing at the most efficient levels. Yet even in in-
dustries in which market demand is sufficiently large to support sev-
eral MES plants, a problem of production at below-MES scale still
exists. A recurring observation in studies of small economies is that a
considerable fraction of all output is produced in below-MES vol-
umes and plants.28 For example, if demand is 20,000 and MES is
10,000, two firms with a production of 9,000 might operate in the
market. It has also been shown that firms (and plants) in small econo-
mies generally have an output of products much more diverse than
that of similar-sized firms (and plants) in large economies.29 These ob-
servations were most notable in industries that were sheltered from
international trade.

Below-MES operation can have a significant impact on the ef-
ficiency and international competitiveness of domestic firms if penal-
ties for such operation are significant. Because each plant is smaller or
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produces a more diverse line of products than similar-sized plants in
large economies, it employs less specialized equipment, has a higher
proportion of setup and downtime costs, and experiences fewer of the
economies of scale that arise from “learning by doing.”30 This has
been recognized as a critical cause of small economies’ inefficiencies.31

In their seminal study The Tariff and Competition in Canada,32

conducted on a sample of sixteen Canadian manufacturing indus-
tries during the 1960s (before trade barriers were significantly re-
duced), H. C. Eastman and Stephan Stykolt found that in half of
the industries, 50 percent of the capacity or more was of inefficient
size. In only three industries was 80 percent or more of the capac-
ity of efficient size. They concluded that a significant percentage of
Canadian production came from plants of technically inefficient size.
Consequently, Canadian industries were overcrowded with below-
MES plants that had short production runs, thereby incurring exces-
sive costs of production. The large number of industries that pro-
duced inefficient capacity was especially striking because a similar
phenomenon appeared to be absent in the United States, where on av-
erage 80 percent of firms in all manufacturing industries operated
MES plants. As a result, real costs of production were higher in Can-
ada.33 Comparative studies also support the hypothesis that firms in
small economies operate with plants of below-MES size, especially in
industries in which economies of scale are very large.34 This problem
is accentuated by the fact that cost penalties for diseconomies of scale
are often highly significant.

There are numerous reasons for the persistence of small and diver-
sified plants in small economies. Without a doubt the most important
explanatory variable is market size relative to MES. Building a small
plant and building a diversified one are alternative ways of adapting
to limited demand in a small market. Plants of a given size in a small
economy are thus more diversified than plants of similar size else-
where, because the other alternative open to firms is to make their
plants more specialized but smaller still.35 The second variable is the
cost penalties incurred by production at below-MES levels. Operation
at such scale is more likely when the long-run unit production cost
function is relatively flat than when unit costs fall sharply with in-
creased plant size.

Transportation costs, that is, the costs of delivering output to cus-
tomers or bringing customers to the place where service is provided,
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may also explain the existence of below-MES plants, especially when
customers are dispersed over a wide geographic area and transpor-
tation costs are high relative to the value of the commodity. Thus,
when the geographic territory served is large and dispersed, it may
be more profitable to operate several below-MES spatially dispersed
plants that realize multi-plant economies than a single larger MES-
sized centralized unit. Multi-plant economies arise when a multi-plant
enterprise can produce more cheaply that an enterprise with only one
plant.36 Transportation costs, population density, and other factors
that affect total average costs of production and distribution are, of
course, country- or region-specific. Nonetheless, when transportation
involves fixed costs, the effect of such costs is much more pronounced
in a small market in which demand for each product is lower than in a
large market.

The diversity of production within a plant might also be a response
to the market demand that firms either supply a full range of products
or face substantial demand penalties, commanding a price premium
sufficiently high to offset production scale economy sacrifices.37 In ad-
dition, consumers in some small markets, particularly industrial buy-
ers, exhibit a preference for some diversity in supply sources of similar
products, even if it means fragmenting what could otherwise be a
more efficient, albeit tighter, market structure and causing unit costs
to be higher. Consumers may value both the security against total in-
terruption of supplies and the bargaining power conferred on them by
being able to play one producer off against another.38

Product differentiation, whereby the product of one firm is not
identical to that of its rivals, is another significant cause of below-
MES scales of production. It may lead to the installation of small-
scale capacity if, through product differentiation, firms are able to
carve out for themselves a small but profitable niche in the market.
The lower the buyers’ elasticities of substitution between brands, the
less elastic the demand curve facing the individual producer, and the
lower the cost penalties for operating at below-MES scales of produc-
tion.39 Eastman and Stykolt have found that differentiation tends to
reduce efficiency, as it is a barrier not only to the entry of new firms
but also to the expansion of existing ones.40 The product diversifica-
tion sword can, nonetheless, cut both ways. By making entry into an
industry difficult for potential entrants, it may allow established firms
to grow with the market until eventually they reach efficient size.
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Historical legacies from periods when MES was much smaller may
also help explain the persistence of small plants, especially in indus-
tries with durable, capital-intensive production equipment. The speed
at which such legacies are shed depends on the vigor of competition.
Vigorous competition stimulates modernization, whereas carteliza-
tion retards it. Additional ad hoc reasons for the survival of sub-MES
facilities include governmental policies and taxes graduated in favor
of small suppliers. For example, in Australia past state policies of sub-
sidizing local industrial development have promoted the construction
of branches of each industry in each state. As a consequence, Austra-
lia’s manufacturing centers were nonspecialized, and the typical in-
dustry was spread rather evenly among them.41

Some dynamic factors also influence plant and product capacities.
One such factor is the adjustment lags of constructing MES-sized
plants. The essence of the problem is that investment occurs in dis-
crete lumps, providing an increment of capacity that will satisfy grow-
ing demand for some time to come. The decision maker must trade off
achieving scale economies against the cost of carrying excess capacity
temporarily or sustaining a temporary capacity deficit. The smaller
the market for any given growth rate, the more time it takes to accu-
mulate a demand increment sufficient to absorb the capacity of a large
new MES plant.42 Moreover, market prices set after expansion depend
on the setup costs only indirectly, that is, only by way of their influ-
ence on the expansion decisions of firms in the first stage. It follows
that mistakes involving adding excessive capacity may lead to losses,
as prices set at the second stage may not suffice to cover the setup
costs incurred in entering the industry.43 Firms in industries with high
MES are more vulnerable to such mistakes.

Another important dynamic factor is the high level of interdepen-
dence between firms in small, concentrated markets. Here I suggest
only the bare bones of the argument, which is elaborated later on.
Simply put, the smaller the number of firms operating in a market
and the higher the barriers to entry, the greater the influence of each
firm on the market equilibrium. Firms recognize this interdepen-
dence and seek cooperative policies that are more profitable to each
of them than when each firm aggressively looks for a larger market
share. Accordingly, profit maximization in an oligopolistic market
often requires unaggressive competitive behavior with respect to stra-
tegic decisions such as price and capacity. To be sure, interdepen-
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dent behavior does not necessarily justify below-MES production.
Firms do not seek to raise their own costs. The relatively large size of
production MES, however, may blunt incentives to adopt efficiency-
enhancing measures and may lead to output levels that are below
MES.

Whatever the effect of these factors in a given industry, one conclu-
sion is clear: scales of production, as well as industrial concentration
levels, are not completely constrained to their present level by pro-
duction economies. Yet, as studies have shown, transportation costs,
market density, product differentiation, and other variables account
for much less variance in MES-deflated plant sizes than do market size
and seller concentration variables.44

High Levels of Aggregate Concentration
The interdependence between market players might extend in a small
economy beyond the scope of a specific industry. Aggregate concen-
tration, that is, the percentage of economic activity accounted for by
the largest firms in the economy, is substantially higher in small econ-
omies than in large ones. Although firms in small economies can be
small in comparison to the average firms of large economies, they are
large relative to the overall size of the small economy or relative to the
sizes of individual industries within it.45 This concentration factor is
sometimes enhanced by a network of business connections between
dominant firms.

The size of the economy also significantly affects the internal struc-
ture of these large enterprises. In large economies, a large enterprise
may be a domestic firm that limits itself wholly to a single large indus-
try. If an economy is small, a domestic firm can become large only by
diversification (unless, of course, export is possible). The reciprocal
attachments between separate business units of a large enterprise en-
able the realization of firm-scale economies.

A primary concern raised by high levels of aggregate concentration
and large firm size is that decisions made by large corporations may
have consequences that extend well beyond specific industries to pro-
duce political and social as well as “purely” economic results. Eco-
nomic concerns about large absolute firm size derive from the poten-
tial for competitive disadvantages bestowed on the smaller firms by
limited capital, distribution, and advertising channels and production
factors. For example, when distribution channels are limited owing to

The Economic Characteristics of Small Market Economies • 27



economies of scale, control of a distribution channel by a conglomer-
ate may well grant its components a comparative advantage over their
rivals. A potentially important social implication of major concentra-
tions of corporate power is the influence exerted by corporations on
public authorities and public opinion. The fear is that large, economi-
cally powerful enterprises will influence the government by sheer eco-
nomic force. This might extend to a loss of democracy.46

The Effects of Small Size on the Nature of
Competition and the Performance of Firms

The unique characteristics of small economies may affect the qual-
ity of competition and the performance of firms in many of their in-
dustries. They create three structures which raise competition policy
considerations that are more prominent in small economies: natural
monopoly, single-firm dominance, and oligopoly. Here I briefly re-
view the conduct and performance of firms under these market struc-
tures, which will be further elaborated in the following chapters. The
chains of causality do not flow only in one direction, however. Market
structure is affected by the toughness of competition in the market,
which is dependent not only on market concentration and entry barri-
ers but also on competition policy.

Natural Monopoly Conduct and Performance
The unifying characteristic of natural monopoly markets is the ability
of a single firm to provide a good or a service at a lower cost than
would a set of firms in the market. Natural monopolies may result
from unique natural conditions. They may also result from large in-
ternal economies of scale relative to demand. The level of output nec-
essary to meet demand can thus be achieved more cheaply by a single
firm than by any combination of several firms. In other words, the
cost function of the firm is sub-additive. Under such conditions, pro-
duction by a single firm is technologically more efficient, as it prevents
the wasteful duplication of fixed costs. Accordingly, in natural mo-
nopoly markets no competition is feasible in the market, although
competition for the market may take place. In most cases, however,
market forces alone cannot constrain natural monopolies. Small mar-
ket size, by increasing the size of MES relative to demand, increases
the prevalence of natural monopolies.47
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Natural monopolies, however, do not have to share the benefits of
their efficiency with consumers. Rather, they have economic incen-
tives to charge monopoly rates and to restrict output. Monopoly pric-
ing is their most recognized evil. Under perfect competition, output of
a commodity expands until price falls to the point just equal to each
firm’s marginal cost of production. When the monopoly is not con-
strained by competition for its market, its output will be smaller and
its price higher, given that it faces a downward-sloping demand curve
and the more it sells, the lower the price it receives (assuming no price
discrimination is possible). At the limit, the monopolist will equate
marginal cost and marginal revenue to maximize its profits. This
in turn reduces economic efficiency by distorting resource allocation
away from the maximum satisfaction of consumer wants. The
amount by which the decrease in consumer surplus exceeds the in-
crease in profit is known as the “deadweight loss,” since it is a loss to
consumers without an offsetting gain to producers. Monopoly pricing
also creates a wealth transfer from consumers to the monopolist, in
that consumers surrender to the monopolist some of the surplus they
would have enjoyed in a competitive market.

In addition to cost distortions on the demand side, monopolies
may cause cost distortions on the supply side. It has been suggested
that firms under competitive pressure will be more driven to suc-
ceed at keeping costs low, while monopolists will tend to pay less
attention to cost-cutting strategies and engage in slack, thus hav-
ing a greater tendency to let costs rise, leading to what is often called
“X-inefficiency.”48 This, in turn, creates production inefficiency.

Monopoly might also create rent-seeking costs, that is, the wasteful
expenditures of money and effort incurred to secure or maintain a
monopoly position.49 In natural monopoly markets these costs are in-
curred to win competition for the market and, once monopoly has
been achieved, to secure this position from more efficient competitors.
While rent-seeking behavior certainly wastes some of the monopoly
profits, no general assumption can be made about what fraction of
the monopoly profits should be counted as a welfare loss. Richard
Posner has argued that at the limit, the social loss from rent-seeking
behavior is equal to the total expected monopoly profits.50 Yet it may
well be that firms will have to spend much less than the expected mo-
nopoly rent to obtain a monopoly position in a market. Even under
the model’s assumptions, the maximum individual expenditure will
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always be that of the second-best firm, since beyond that point the
eventual monopolist will win. Also, it may become apparent early in
the race that one firm possesses greater advantages than others. At
that point, other firms will presumably exit the market, thereby re-
ducing the size of the loss. Moreover, not all expenses are necessarily
socially wasteful. The prospect of receiving monopoly profits may
motivate firms to develop new products, improve existing products,
or invent lower-cost technologies.51

Natural monopolies may also possess strong incentives to impede
innovation and thus reduce the rate of economic progress. As the
natural monopoly has already captured the entire market, it has disin-
centives to innovate or to use new technologies that will decrease
economies of scale.52 Yet if a new technology reduces production costs
without reducing economies of scale, then the natural monopolist
may have stronger incentives to develop and apply this technology
than a firm in a competitive market, given that the spillover effects of
such innovation are fewer than in a competitive market, in which
there is a greater likelihood that another firm will capture some of the
innovation’s benefits. Monopoly is also unlikely to reduce innovation
when it faces competition for its markets, since a monopolist fearing
entry into its markets may increase innovative efforts to defeat such
competition.

Apart from these purely economic effects of natural monopoly,
non-economic arguments for and against natural monopoly have also
been advocated. Some commentators argue that smallness and dispar-
ity of firms should be protected, based on goals such as the distribu-
tion of opportunities, the dispersal of economic power, and extended
product selection. If the natural monopoly firm is large relative to
other firms operating in the market, it may also suffer from the costs
of bigness surveyed earlier. Yet some non-economic benefits accrue
from the fact that there is only one set of production or distribution
facilities in a given industry instead of parallel sets. This is especially
true when the duplication of facilities is disturbing in an environmen-
tal, visual, or physical sense.

Turning again to conduct, we see that natural monopolies have in-
centives to create artificial barriers to entry into their markets to re-
duce the risks of being replaced by a more efficient firm. They also
have incentives to impede entry into their domain once they lose their
“naturalness.” If the natural monopolist is vertically integrated to
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some competitors in the competitive segments of its industry or in
another industry, it may also have incentives to extend its monop-
oly power to, and to exploit it in, those segments. The economic in-
centives for such actions involve driving out a competitor, with a view
to recouping all lost revenues of the natural monopoly segment by
charging high costs after the rival’s exit from the market (predatory
actions in their broad sense). Such conduct is profitable if the mo-
nopolist is prevented in some way from extracting monopoly profits
through its natural monopoly facilities.

Dominant Firm Conduct and Performance
The small size of the market may also increase the prominence of sin-
gle-firm dominance.53 Dominance may result from the production of a
superior product in a market with differentiated products. It may also
result from a technological comparative advantage in the production,
marketing, or distribution process that the dominant firm enjoys over
its rivals. When scale economies are prevalent, the firm that attains
such economies may enjoy lower costs over its rivals. Fringe firms
may then produce highly differentiated products that allow them to
overcome their cost disadvantages, or survive under the monopoly
price umbrella with higher costs. Dominance can also result from ad-
ditional entry barriers. For example, when production inputs or dis-
tribution channels are limited, firms that control the necessary inter-
mediate goods or services may achieve dominance more easily. The
small size of a market increases the prevalence of the two latter condi-
tions that lead to market dominance. It also reduces the self-correct-
ing power of market forces to erode dominance.

Dominant firms may create all the costs of natural monopoly: mo-
nopoly pricing, rent-seeking costs, X-inefficiency, limited product se-
lection, impediments to innovation, and the economic and social costs
of bigness. Dominance also creates strong incentives and opportuni-
ties for the anti-competitive use of market power by the erection of ar-
tificial barriers to entry that prevent more efficient firms from entering
the market or prevent the expansion of existing firms in the market.
Such strategic exclusionary conduct leads rival firms (even more ef-
ficient ones) to shrink their output, and enables the monopolist to
raise its own price. The efficiency loss involves both the deadweight
loss and the loss in production and dynamic efficiency. It also creates
distribution of surplus from consumers to producers.
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Oligopoly Conduct and Performance
Most industries in small economies are highly concentrated under an
oligopolistic structure: a few firms, protected by high entry barriers,
produce a large proportion of the industry’s output. The main con-
cern raised by this market structure is that firms may have incentives
and opportunities to engage in collusive or cooperative conduct. As
markets become more concentrated, the behavior of firms changes as
they become more aware of the competitive reaction of their rivals to
their output and price decisions, and it becomes easier for firms to co-
ordinate these decisions among themselves. Profit maximization un-
der oligopolistic structures often implies an engagement in unaggres-
sive competitive behavior with respect to strategic decisions such as
price and the introduction of new capacity which approximates mo-
nopoly decisions. Oligopolistic firms might find it profitable to col-
lude, explicitly or implicitly. Alternatively, cooperative policies may
merely reflect a mutual recognition that a price cut by one firm will be
quickly matched by competitors and will not lead to a significantly
greater sales volume in the long run.

The link between conduct and structure in oligopolistic markets is,
however, not determinate. There are several possible equilibria, rang-
ing from competitive to monopolistic prices. At one extreme, firms
may collude to set near-monopoly prices. At the other extreme, they
may engage in cutthroat competition that drives prices and profits in
the short run below even those that would prevail in a perfectly com-
petitive industry. Which end of the spectrum an oligopolistic industry
will operate on depends on the market conditions that determine the
ease of coordination among firms.

Although oligopolists in small economies still face the whole range
of possible equilibria, some features of small economies influence the
tendencies toward and probabilities of certain outcomes. Most im-
portant, small size may increase seller concentration and the height of
natural barriers to entry, the two most important conditions for coor-
dination among rivals. Small size may also facilitate coordination or
collusion if the economy is characterized by homogeneous culture and
customs, as similarity limits the variety of competitive ventures that
must be coordinated. In addition, if we accept the view that the dy-
namic forces of variety and change tend to be weaker in small econo-
mies than in large ones, cooperation is strengthened by such trends.
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Existing enterprises can flourish with less fear of entry of a new com-
petitor utilizing new and more efficient technologies.

Coordination or collusion among oligopolists can create supra-
competitive pricing and limited output as well as some of the ad-
ditional costs of monopoly, surveyed above. It may also create pro-
duction inefficiency, and is an important explanatory variable for
production at below-MES scale. The choice between higher cost and
lower price (which results from increased output) is an impediment
to the installation of new capacity. The result of interdependence of
firms in many industries in a small market is that both established and
new firms may add units of inefficient size to the industry’s capacity in
order not to increase output—and thus reduce price—significantly. Of
course, such behavior does not necessarily justify production below
MES production level. Yet the relatively large size of production MES
compared to demand may blunt incentives of oligopolists to adopt ef-
ficiency-enhancing measures and thus create, in many situations, out-
put levels that are below MES production levels. Firms will operate
at below MES so long as the profits involved in such operation are
higher than the additional cost involved in operating at sub-MES lev-
els.54 The smaller the market, the more likely it is that the level of out-
put per firm will be below the MES of production.

Let me illustrate with an example. Assume that three relatively
equal firms produce sugar in an industry, and barriers to entry are
high, such that oligopolists are not concerned about the entry of new
firms or the expansion of fringe ones. All oligopolists currently pro-
duce at below-MES levels of production that do not enable them to
minimize their costs. As David Gilo observes, an oligopolist’s decision
whether to install additional capacity in its existing plants that would
enable it to produce at MES production levels depends on its esti-
mates of the effect of additional capacity on the price of the product,
on the one hand, and on its estimates of the effect of such additional
capacity on its production costs, on the other. If the firm believes that
the introduction of additional capacity might lead to lower prices, it
may choose to continue to operate a plant too small to exhaust econo-
mies of scale. Oligopolists may thus collectively accept market shares
that do not justify construction of MES plants for any firm in the in-
dustry as part of their recognition of their interdependence. Firms
might even use technology that minimizes unit costs, given the low
collusive level of output. Such behavior may be seen as a commitment
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device that facilitates cooperation among oligopolists.55 Small
economies may thus simultaneously deter firms from growing to more
efficient size, discourage firms from adopting cost-reducing measures,
and maintain high prices in the industry. The stability of such oligop-
oly is likely to be great because of the difficulty of introducing efficient
capacity by either existing or new firms.

Oligopolistic interdependence might also lead to operation at be-
low-MES levels in dynamic settings by affecting the oligopolist’s deci-
sion to add capacity to meet increased demand. Scherer and others
support this conclusion with the following example. Suppose that
overall market demand growth creates room for one new MES plant
every two years, and the market is supplied by four evenly matched
firms. Ideally each firm ought to build a new plant every eight years
on a two-year rotation. But the coordination required to implement
such phasing can be prohibited by the competition authorities, and
even when formal cooperation is permitted, oligopolistic rivals might
be unwilling to wait long intervals for increments of growth; nor
do they trust one another in matters of such strategic importance
to forgo a share of current growth in the expectation that they will
have their turn later. Rather, they are apt to expand more or less con-
tinuously to maintain their accustomed market shares. Each, then,
faces a trade-off between carrying excess capacity for a protracted pe-
riod or sacrificing scale economies and cost-cutting. The excess capac-
ity–scale economy trade-off is more likely to be resolved in favor of
sub-MES plants or plant additions the smaller the absolute demand
growth increment accruing to a firm in any given time period. These
considerations lead to the expectation that average plant size will be
larger the larger the market in relation to the MES and the higher the
seller concentration. The concentration/plant size relationship may
break down, however, if sellers are prone to ignore their interdepen-
dence and struggle through price competition to build and absorb the
output of large plants.56

Horizontal merger is an alternative way for firms in oligopolistic
markets to expand and realize scale economies. Firms in oligopolistic
markets might prefer mergers to internal growth, as a merger does not
affect aggregate output and thus is not deterred by the detrimental ef-
fects of increased output on price. At the same time, such mergers
might allow the merging firms to attain or strengthen market power
or to increase the interdependence in the market. Efficient merger pol-
icy is thus extremely important for small economies.
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The entry decisions of new firms into an industry and the levels of
capacity introduced by such entry are similar, in many respects, to
those of existing competitors. They depend on the interplay between
the height of entry barriers into the market and in particular the setup
costs incurred at entry and the intensity of price competition that
firms face at the post-entry stage. The tougher the post-entry price
competition, the lower the profits to be had and the lower the incen-
tives to enter. For example, if incumbents operate at MES levels that
are high relative to the demand in the industry, and if the cost penal-
ties for operating below MES are substantial, a new firm would have
to enter the market at such a large scale that the combined output
could be sold only at substantially reduced prices, perhaps even below
cost. Such a market will, most likely, not attract entry. In some situa-
tions, however, it will be profitable for firms to enter the market and
for incumbents to accommodate entry. This is the case, for example,
when the entrant possesses a cost advantage over incumbent firms.

In addition to problems of large-scale entry of new firms, fringe
entry at below-MES scale, under the high price umbrella created by
the oligopolists, may also occur. Small size and large MES may, none-
theless, reduce fringe entry, as the higher the cost penalties that will be
incurred by operating below MES, the larger the cost disadvantage
these fringe firms will have, and the less likely such entry is.57 These
cost penalties can be compensated, however, by some strategies that
tend to create market niches luring small-scale entrants, such as prod-
uct differentiation. All things being equal, in small economies fringe
entry of domestic firms is less profitable than in a large economy if
MES is large relative to demand facing the fringe firm. If, however,
most or all incumbent firms operate at below MES levels and dis-
economies of scale are large, then fringe entry is more likely. This
might create a market structure that is overcrowded with many fringe
firms operating below production MES.58

The Effects of Open Trade Policy on Small Economies

Trade policy is one of the most effective tools available to small econ-
omies for dealing with the consequences of their small size. Openness
to trade holds promise for solving some of the efficiency problems of
small economies but leaves others to be resolved by other methods,
mainly competition policy.

The export of products produced in small economies into foreign
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markets can solve some of the efficiency problems of small economies
by changing the pricing, technology, and capacity decisions of domes-
tic firms. Accessibility to export markets has one predominant effect
on domestic ones: it enlarges their scope. When a domestic industry
can economically sell abroad, the foreign export markets are added to
the aggregate demand the industry faces. An expansion of the market
could induce the creation of plants and product runs of larger size and
the achievement of lower average costs of production by domestic
firms. It may also change the technology choices of market players by
allowing them to utilize efficient production methods that require a
large output in order to be profitable.59

Export possibilities may also affect the price of domestic products.
If the exporter is constrained from price discrimination, such as by
anti-dumping laws, then the domestic price will usually equal the ex-
port price. If, however, the exporter is not constrained in such a man-
ner, then the profit-maximizing strategy of a dominant or oligopolistic
domestic firm may entail charging higher prices in the domestic mar-
ket while charging world market prices in the export markets. Such
discriminatory pricing can be facilitated if cost barriers to the reim-
portation of goods are high. Yet the lower production costs of domes-
tic firms may still lower the firms’ profit-maximizing price in the do-
mestic market.

The small scale of a domestic market also affects the range of prod-
ucts it exports. Exports of small economies usually concentrate on
a limited number of products in which they enjoy a comparative ad-
vantage over their trading partners.60 These are often value-added
niche sectors that accord with small economies’ comparative advan-
tage such as human capital rather than scale-extensive activities. Not
surprisingly, in many export industries transportation costs are non-
existent or relatively minor, such as financial services (Jersey, Malta,
Cyprus) and computer software research and development (Israel).61

This specialization in a relatively narrow range of activities further
implies that the production structure is comparatively undiversified,
since there is not much room for more industries operating at the
large scales necessary for export markets. Interestingly, the relatively
strong reliance of a small economy on one or more export activities
might give it an advantage over large economies as its vested interests
create a commitment device to its customers for the continued opera-
tion of the activity.
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Trade opportunities are, however, not without their limits. Several
factors influence the ability and the incentives of firms in small mar-
kets to export their products. Most important, it may not be economi-
cal for domestic firms to export their products. Domestic firms will be
motivated to export so long as the production price is lower than the
foreign market price plus transportation costs to the markets of desti-
nation as well as other costs that must be incurred by the firm when
exporting its products into another market, such as exchange rates
and so on. Transport prices may be high per unit cost unless the firm
exports large cargoes. Thus, if the foreign price is not high enough, no
trade will take place.

Also, a domestic firm wishing to achieve efficient scale by export-
ing might be vulnerable to entry barriers in the importing country
and thus face a high risk factor in building efficient plants.62 Large-
scale production methods require a market outlet that is large, ho-
mogeneous, and stable over time. The uncertainties of political in-
terventions and tariff changes, as well as the risks of the converti-
bility of currencies, of differing rates of inflation, and of consequent
difficulties in maintaining competitive prices, are such as to make in-
vestment in exports appreciably more risky than serving the domes-
tic market. Trade agreements provide some insurance against these
hazards of export trade. This problem can also be partly solved if
the exporter has alternative opportunities to export its products into
other jurisdictions. Some firms may also prefer not to export to avoid
foreign dumping duties. If firms are deterred from charging prices
abroad that fall below domestic prices, then they may forgo exporta-
tion, depending on the more profitable strategy. Fear among domestic
firms of retaliation from leading rivals abroad may also lead to re-
spect for national borders.63

Imports may also significantly affect a small economy’s perfor-
mance.64 Imports, or even their potential, may induce domestic firms
to refrain from supracompetitive pricing and even to operate at
efficient scales of production. Foreign firms’ production price plus
transportation, tariff, and adaptation costs as well as other costs that
must be incurred to import into the domestic market (the “foreign de-
livered price”) usually create an upper limit on domestic firms’ prices.
When the foreign delivered price equals the domestic industry’s lowest
production costs, inefficient domestic producers would be obliged to
lower costs to survive against foreign competition. This may require
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them to produce at MES. Imports thus provide contestability, which
in turn creates more efficient but sometimes more concentrated do-
mestic markets. When domestic production costs exceed the foreign
delivered price, imports may wipe out the domestic firms.

When scale economies in the domestic market are substantial so
that producers are few and perfect competition cannot prevail, the
analysis is more complicated. A potential entrant will take into ac-
count the effect of entering the market at the domestic price. It may
enter at a smaller scale than it would if the market were competitive,
so as not to affect the domestic price significantly. The domestic in-
dustry might still be wasting resources by producing at inefficient
scale because of the interdependence of firms.

Small size may also affect the character of imports. Suppose that
every variety of a good is produced subject to the same production
function and at identical costs in each country. Only the more popular
varieties of a differentiated good tend to be produced in small econo-
mies, with specialized varieties in small demand produced in the large
economies and exported to smaller ones. The main reason for this is
that producers in the large economy enjoy the advantage of access to
more customers who can be served (by assumption) at low transpor-
tation costs within national boundaries. Accordingly, foreign firms
exporting into small economies have usually reached efficient scales
of production. Thus, so long as the foreign landed price is below the
domestic price, these products will most likely be imported and sold
at a price between the foreign landed price and the former domestic
price, depending on the number of foreign firms competing to supply
the domestic market.65 When, however, the domestic industry enjoys
cost advantages over its foreign rivals, the product or service can be
produced domestically in competition with relatively more costly im-
ports. Substantial exposure to import competition should thus in-
crease the varieties of a given product in a small economy and also the
size of domestic firms.

As with exports, imports do not offer a panacea for a small econ-
omy’s inefficiencies. The extent to which external trade can provide
an effective escape from the penalties of smallness is limited by a num-
ber of factors. Importing firms face the additional burden of transpor-
tation costs and often also adaptation costs and tariffs. These barriers
might inhibit trade by making it uneconomical to export into small
economies if they raise the foreign delivered price above the domestic
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price. In particular, the limited size of domestic demand might not en-
able foreign firms to realize import economies that would allow them
to compete effectively with domestic firms. Unless import scale econo-
mies encompass several products, the lower the quantity imported,
the higher the fixed costs per unit and the higher the foreign landed
price. The higher these additional costs, the more protected domes-
tic firms are from foreign competition, and the less they are con-
strained in their conduct. Moreover, the decisions of foreign firms to
enter the domestic market may be influenced by the effect that the for-
eign producers perceive their entry will have on domestic prices in
oligopolistic markets.66 Finally, from an economy-wide perspective,
strong reliance on imports exposes the economy to the risk of exoge-
nous shocks in the global trading system.67 So long as political inde-
pendence is desired, there will be justification for keeping within do-
mestic boundaries industries whose products are indispensable and
whose whole supply might be cut off. A small economy may also wish
to limit imports because of non-economic considerations, such as de-
fense and national security, the closing of domestic plants in unem-
ployment-ridden areas, stability of supply of certain products, and
building a technological infrastructure.

As with exports, if foreign importers can segregate the foreign mar-
ket from the domestic market, they might also profit from a discrimi-
nating strategy according to which they will charge higher prices in
the domestic market than in their home or international markets. The
exercise of market power in the supply of a particular good or service
means that the small economy is effectively paying a higher price,
which may also have adverse effects on other industries in which the
traded good or service is an intermediate input. The supracompetitive
price charged by a foreign firm, once it has eliminated all of its domes-
tic competitors, can even be higher than the price charged by domestic
producers before international trade occurred.

A study undertaken on the Isle of Man, an independent state lying
in the Irish Sea between Britain and Northern Ireland, provides some
interesting insights on the limited effects of trade on small open econ-
omies. The Isle of Man experiences price levels for consumer goods
that are some 10 percent higher than those in nearby regions of the
British mainland. Transport costs were found to account for only a
relatively small part of the observed price differentials (up to 30 per-
cent). The major causes of price differentials were found to include
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high stockholding and inventory costs that result from the need to im-
port in economically sized consignments and the desire to obtain bulk
purchase discounts from suppliers for quantities that are large relative
to local demand; the failure to exploit scale economies in wholesaling
and retailing sectors owing to small size; and imperfect competition
among firms owing to concentrated market structures protected by
entry barriers.68 This research implies that simply increasing trade will
not be sufficient to improve efficiency. What is required is a broader
policy that increases productive efficiency and reduces the ability of
firms to exploit their market power. Although the Isle of Man is a mi-
cro-state, the findings may carry over to relatively larger economies.

An alternative way open to importers to enter a small economy is
through the establishment of local subsidiaries. Foreign control can
take one of two forms: acquisition of control over existing domestic
firms or the creation of new firms in the domestic market. In the first
case, large foreign firms can increase the income-earning ability of a
small domestic enterprise by incorporating it into a larger complex
and giving it access to the advantages of firm-scale economies. Such
conduct also preserves the typically close interdependence of firms
and has the least effect on prices and industry structure. In the sec-
ond case, the entry of a foreign firm adds a new market player to
the industry. The choice between these two options is based on the
same analysis noted with regard to large-scale entry into oligopolistic
markets. In addition to the benefits stronger competition creates, the
existence of foreign subsidiaries in a small economy may benefit the
economy through access to technological innovations. This benefits
the domestic market in several ways, including the introduction of
domestic workers to new techniques and technologies, elevating the
small country’s prospects for its own future innovations, and limiting
oligopolistic coordination if it introduces heterogeneity in costs or in
products.

The foregoing analysis demonstrates that the structure and perfor-
mance of a small economy are influenced by its international trade.
Trade policy is thus an important tool available to small economies
for improving market performance.69 When trade is substantial, it
might even negate a presumption of smallness resulting from the size
of the domestic population.

There is a clear interaction between trade and competition policy.
When trade barriers are reduced, competition policy plays an impor-
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tant role in facilitating trade by reducing private barriers to the entry
of foreign importers and to the export of products from within na-
tional boundaries.70 The freer the trade, the stronger the incentives of
firms to re-erect barriers and keep their historical advantage. Compe-
tition policy can create a level playing field by ensuring foreign firms’
access to the domestic market. Such access should ensure that foreign
producers have the ability to compete with domestic producers on fair
and equal terms. This involves not only the “formal” right to compete
in the domestic market but also the creation and enforcement of rules
of conduct prohibiting anti-competitive behavior, such as abuse of
monopoly power, and discouraging collusive, exclusionary, or preda-
tory practices. For example, when distribution or marketing channels
are limited, competition policy has an important role in ensuring that
foreign importers have the same access to these channels as do domes-
tic producers. Competition policy has an additional important role in
preventing anti-competitive conduct among foreign firms trading in
the domestic market as well as anti-competitive agreements between
domestic and foreign firms that affect the markets.

When trade barriers are high, competition policy is an important
tool for regulating the conduct of firms in small and closed or semi-
closed markets. Competition policy also plays a critical role when un-
restricted exposure to international trade is not sufficient to solve ef-
ficiency problems. As we have seen, the abolition of trade barriers
does not always lead to such an expansion of markets for domestic
producers that the number of competitors facing them would be-
come large and competition would take place. The existence of sig-
nificant costs of trading means that firms in small economies often
do not compete in a market larger than the domestic market. It may
well be that competing imports act like a fringe of small domestic ri-
vals rather than a force linking domestic prices to those of the world
market, and the pro-competitive effect of participating in export mar-
kets is curbed when domestic sellers can practice price discrimination
against domestic buyers. These efficiency concerns remain, owing to
factors such as high adaptation and transportation costs, timeliness of
supply, and the inherent nature of service markets. Thus, measures to
reduce seller concentration, entry barriers, or firms’ opportunities to
collude still hold promise for securing more efficient market perfor-
mance.71 In other words, even in a small market with a liberal trade
policy, competition policy has a crucial role for increasing efficiency in
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the market by reducing or eliminating abuses of dominant position
and the incentives of firms to collude, and by ensuring that domestic
firms have incentives to achieve productive and dynamic efficiency in
light of aggressive international competition.

The symbiosis between competition and trade policies in a small
market emphasizes the need for their alignment. An interesting indi-
cator of the interdependence between trade and competition policies
is evident in the provisions of the Canadian Competition Act, which
enable the competition authorities to recommend the removal of cus-
toms duties that prevent or lessen competition. Section 31 of the act,
for example, empowers the Governor in Council to remove or reduce
customs duties whenever, as a result of an inquiry under the act, a
judgment of a court, or a decision of the Competition Tribunal, such
trade liberalization is required for remedying anti-competitive situa-
tions.72 Such a trade liberalization remedy should be preferred to a
conduct-oriented remedy because the former offers the prospect of
new entry while the latter does not. This provision has rarely been
used, however.73 Other sections of the act encourage the tribunal to
take a trade-liberalizing initiative in that it is empowered to make
conditional orders requiring structural remedies unless within a rea-
sonable time custom duties have been removed, reduced, or remitted
or restrictions on imports have been reduced or removed.74 Trade re-
strictions that are endogenous policy choices made by the small econ-
omy’s government may also create a self-inflicted tension with compe-
tition policy. It is somewhat problematic for a government to bring
action (or enable third parties to bring action) against domestic firms
for anti-competitive behavior that is a direct result of the inherent
characteristics of a small market and that could be solved through the
introduction of trade.

Conclusion

Small market size creates a complex trade-off among the three com-
ponents of efficiency. If a given number of firms can operate efficiently
in the market, productive efficiency requires that the market con-
tain only this number of firms, all operating at efficient scales. Produc-
tive efficiency in a small economy usually implies that concentration
should be higher than in large ones, as fewer MES plants and firms
can be supported by the market if export is limited.
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At the same time, productive efficiency imperatives often cause in-
dustrial concentration in a small economy to be high enough to allow
some market power to be realized. Efficiency can be adversely af-
fected by patterns of market behavior to which firms in highly con-
centrated industries are prone. Under monopolistic or oligopolistic
market structures, firms have incentives and opportunities to engage
in conduct that leads to higher profits and, in many cases, higher
costs. Further, entry barriers play an important role in anti-competi-
tive strategies, especially when irreversibility or information asymme-
try exist. This, in turn, creates adverse effects on allocative efficiency.
Moreover, high concentration bears an uncertain relationship to pro-
ductive efficiency because noncompetitive behavior in concentrated
industries can impair it and lead to below-MES levels of production.

Market size also affects dynamic efficiency, which involves research
and development expenditures designed to create new products and
processes as well as technology transfers. Technological change has
long been recognized as an important feature of efficiency: innova-
tions serve to lower production costs, which in turn may serve to
enhance allocative efficiency within society by freeing resources for
use in other industries, and may enhance the quality of the products
and the competitiveness and comparative advantage of the innovative
firm.75

In today’s world of rapid technological change, superior technolog-
ical innovativeness is also crucial for international competitiveness.
Absent strategic control of some natural resource (such as petroleum
or tourist sites), high material standards of living can be enjoyed only
when advanced technologies are mastered,76 as a comparative advan-
tage is important for economic growth, a balanced government bud-
get, and a stable balance of payments. Widespread mastery of ad-
vanced industrial technology may also have positive spillover effects
as it increases the capabilities of domestic firms to achieve ever more
powerful evolutions, thereby accelerating technical progress.77 Firms
in small economies, however, generally exhibit extremely low levels of
continuous research and development on products and processes.78

The cost disadvantage that this low level of R&D imposes on domes-
tic firms is often significant.

Many empirical studies have tried to determine the complex
relationships among market structure, firm size, and technological
change.79 Innovative activity is responsive to both supply and demand
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conditions.80 Small size may affect both. If demand is limited, this may
affect the level of the appropriable benefits expected to flow from in-
novation and reduce incentives to innovate. On the supply side, there
is a pervasive duality to the effects of both firm size and market struc-
ture on innovative efforts. Some researchers have argued that large
firm size is more conducive to innovative activity than small firm
size.81 The essence of this argument is that large size is necessary to re-
alize scale economies involved in research, and to allow firms to ap-
propriate sufficient rewards to justify innovative activity. Yet large
size can also be a disadvantage in facilitating innovation. In a large
corporation the decision to proceed with R&D has to filter through a
long chain of command, which may increase the chance that an idea
will be rejected. Most studies conclude that R&D increases more than
proportionally with scale up to a certain size and then decreases as a
proportion of sales. Scherer concluded that “[a] little bit of bigness . . .
is good for invention and innovation.”82

In a small economy “a little bit of bigness” implies high levels of in-
dustrial concentration. There is a consensus that concentration aids
innovation up to a threshold level, after which there is no further pos-
itive relationship. Firms in concentrated markets with little fear of
outside entry do not have strong incentives to innovate.83 Rather, they
may attempt to prolong the life of their fixed assets by slowing the
rate of adoption of new technology. Such firms may, nonetheless, have
incentives to obtain new products and processes through licensing
that are unlikely to disturb the existing equilibrium of the industry, or
that may give them a significant comparative advantage over their ri-
vals.84 Small economies may therefore be caught between the necessity
of having large firms in order to have successful R&D programs and
the fact that such large firms usually imply the existence of high con-
centration levels, which have proven to exert a depressing effect on in-
novation. One way to overcome these problems is, of course, to ex-
pand the size of the market by exports.85

In summary, the small size of an economy places a handicap on
its economic performance. The small number of firms in many domes-
tic markets means that competition is likely to be limited, given the
existence of disproportionately more natural monopolies, dominant
firms, and oligopolies than in large economies. Their presence can be
expected to have an adverse impact on the prices of many goods and
services over and above those caused by diseconomies of scale. Thus,
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small economies suffer both from the inability to realize some scale
economies and from the lack of competitive conditions in many of
their industries.

Market forces alone cannot achieve efficiency in small markets that
operate mainly by private ordering through decentralized market ex-
changes and that are characterized by high concentration levels and
high barriers to entry. In the absence of appropriate regulation, mar-
ket forces will not, in many cases, sustain a desirable degree and form
of competitive discipline among firms in the economy. Even open-
ness to trade is limited in its effect on a small economy, when trade
barriers are such that domestic players are not significantly affected in
their size and price choices by world markets. When this proves to be
the case, competition policy has an important role in placing pro-ef-
ficiency pressures on domestic producers. Competition policy in a
small economy is thus a critical instrument with respect to determin-
ing domestic market structure and conduct and the intensity of com-
petition.

Structural and conduct-oriented measures enforced under the aegis
of competition law can improve industrial efficiency, impair it, or si-
multaneously engender mixed effects. I turn next to competition poli-
cies that most effectively deal with the special characteristics of small
market economies. The empirical conclusions about the structural
and performance characteristics of small markets that were explored
in this chapter will be translated into competition policy choices.
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C H A P T E R T W O

The General Implications of
Small Size for Competition Policy

Competition laws are part of a set of legal rules that aim at maximiz-
ing social welfare. They do so by determining the rules of the game by
which competition takes place and by distinguishing normally advan-
tageous competitive behavior from anti-competitive conduct. The ba-
sic tool that is used to achieve this aim is the creation of an economic
environment in which firms can compete on merit, and consumers can
derive the benefits that the market can deliver.

Competition policy is applied to economic situations. It should thus
be carefully designed to take into consideration the special character-
istics of the market to which it is applied. Even when conditions for
perfect competition do not exist, substantial improvements over the
market performance that would have prevailed in the absence of regu-
lation can be achieved by seeking the regulatory framework that is
best suited for maximizing the benefits of markets to society.

Accordingly, the empirical conclusions about the structural and
conduct characteristics of small market economies, which were ex-
plored and analyzed in Chapter 1, should be translated into policy
choices. In this chapter I explore the basic policy choices that need to
be incorporated into competition policy in small economies.1 The first
section focuses on the goals of competition policy in a small economy.
As I will argue, a small economy cannot afford to be vague in setting
its goals, but rather should set clear and determinate goals that focus
on achieving economic efficiency. The following sections survey in a



general manner the dilemmas of competition policy that are unique,
or more pronounced, in small economies as well as the basic princi-
ples that should be applied to solve these dilemmas. These principles
will serve as a framework for the rest of the book. The next three
chapters are organized along the market structures that are prevalent
in small economies—monopoly, natural monopoly, and oligopoly.
Chapter 6 focuses on mergers that create such market structures.

The main assessment criterion used in these discussions is the abil-
ity of the regulatory method to enhance and maximize domestic eco-
nomic welfare. The regulatory regime should create incentives for in-
dustries not only to achieve allocational efficiency but also to
minimize production costs and engage in innovation so long as the in-
cremental costs of those efforts are exceeded by the value of the cost
savings thus achieved.

Certainty is an additional assessment criterion. Reasonably clear
rules that are consistently applied are important because they allow
firms to assess their legal risk a priori and to adjust their competitive
behavior accordingly.2 Clear rules may also reduce the costs of admin-
istering competition policy. Administerability issues will also be taken
into account.

The Goals of Competition Policy

In a small economy it is vital that the goals of competition policy be
clearly, consciously, and unambiguously defined, and that economic
efficiency be given primacy over other goals. Goals signal to market
participants, as well as to the relevant authorities, how the law should
be interpreted and implemented. While goals should always be clear,
the special characteristics of small economies increase the need for
clarity. The reason is that in small economies, striking a balance be-
tween competing goals raises particularly difficult trade-offs that may
create high degrees of uncertainty.

Competition policy is basically designed to protect, promote, and
encourage the competitive process. Competition is valued for its effec-
tiveness as a dynamic device for efficiently allocating society’s re-
sources and for enforcing market discipline by market pressure from
alternative sources of supply and the desire to keep ahead of rivals.
Competition may also be valued for other reasons that are more so-
cial and political (what I will call social goals): it disperses wealth and

The General Implications of Small Size for Competition Policy • 47



opportunity. Were it possible to achieve all the goals of competition
policy simultaneously, this analysis would have been an easy one. The
problem is that these goals conflict in many situations that are com-
mon in small economies. We should therefore adopt a broader social
perspective that aims to maximize the aggregate benefits to society
which in some cases may come at the expense of specific goals.

Small economies should strive to achieve economic efficiency as
their main goal because they cannot afford a competition policy that
is prepared to sacrifice economic efficiency for broader policy objec-
tives. Most important, when social goals conflict with economic ef-
ficiency, courts either cannot materially promote them or can do so
only at unacceptable costs. Undeviating pursuit of wealth dispersion
and small size of firms at the expense of efficiency will be costly in
small economies because inefficient firms will be preserved in the mar-
ket, and thus the market will operate inefficiently. If such protection
were nonetheless pursued, it would have to involve the whole scope of
the market, since sporadic protection of small firms would make little
contribution to social goals. Systematic protection, however, would
impose unacceptably high economic costs on the economy. Also, com-
petition law efforts to preserve small business units over more ef-
ficient larger rivals would often be futile without costly ongoing regu-
lation, because these inefficient firms would either exit the market or
grow internally to efficient sizes. But even if efforts to preserve small-
sized firms were not futile, they would involve the courts in essentially
political decision making for which there are no appropriate legal cri-
teria, and in a costly regulatory, supervisory role for which they are ill
equipped. Thus the protection of competitors instead of competition
would appear to be costly as well as producing arbitrary results that
would make competition law unpredictable and obscure clear think-
ing about its proper and attainable objectives. Even when there is no
evident conflict, injection of social goals, by broadening the proscrip-
tions of business conduct, would multiply legal uncertainties.3 In ad-
dition, such protection of small firms harms consumers who, on aver-
age, are likely to be less wealthy than the owners of small businesses,
especially when such businesses are protected by competition law.

Moreover, even if the protection of small businesses were our cho-
sen goal, competition policy should not be chosen as the method to
achieve it. Competition law, as its name indicates, is aimed at facilitat-
ing competition among potential rivals. It strives to achieve this goal
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by reducing artificial barriers to competition and by allowing market
participants to interact independently. Tax measures, for example,
might be better tools for achieving such goals. Finally, monopoly, or
rather the incentive to become one, is an important “engine” that fa-
cilitates competition. Limiting business size per se thus conflicts with
the basic principles on which competition policy is based.

Although these arguments apply to any economy, regardless of its
size, smallness intensifies the primacy of efficiency. In large economies
social goals are served, to a considerable extent, by the competition
policies that promote economic efficiency and progressiveness. The
goals of dispersed power and better business opportunities are
achieved, in many cases, by a competition policy that eliminates mo-
nopoly not attributable to economies of scale or superior skill and
prevents mergers, agreements, or practices that obstruct competition.
But even if competition policy makes concessions to social goals, the
few instances of market imperfections in a largely competitive envi-
ronment are not apt to have much adverse incremental impact on the
distribution of income and the maintenance of small, dispersed firms.
In a small economy, by contrast, economies of scale in production or
distribution reduce, by definition, the number of firms necessary to
supply any given demand, and may reduce or altogether eliminate
competition in the affected market. Accordingly, economic and social
objectives may substantially diverge when efficiency dictates displace-
ment of small firms by larger business units.

Moreover, in small economies the argument that the protection of
small business is based on individual choice is limited. Once we con-
strain the size each business can achieve and limit its ability to take
advantage of the natural conditions of the market, we inevitably con-
strain the freedom of choice.

Finally, the importance of economic efficiency as a primary objec-
tive becomes highlighted in a small economy in which interdependen-
cies in the interests of various stakeholders are likely to be more sig-
nificantly affected by a particular market transaction. This reality
increases the probability of lobbying, rent-seeking behavior, and po-
litical posturing aimed at the “safeguarding” or pursuit of other ob-
jectives that a public benefit or interest criterion promotes if not fa-
cilitates. If competition policy is influenced by non-economic
considerations, the risk of costly industrial policy in the guise of com-
petition policy becomes high.4 At the same time, however, efficiency
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considerations might bring about the creation of larger enterprises,
which may exert political pressure to use the competition law system
strategically as a method for achieving private interest advantages.
Efficiency might therefore have to be qualified by public choice con-
siderations in dealing with very large and influential enterprises.

Accordingly, in small economies social goals should be given little
or no independent weight in formulating competition policy. This is
not to say that when non-economic considerations exist, such as the
need to produce a certain product within jurisdictional borders for se-
curity reasons, they should be disregarded. Yet these considerations
should be limited in their extent and specifically set out in the proper
legislation.

The primacy of economic efficiency has been recognized in several
small economies. For example, it was expressed in the amendment to
the New Zealand Commerce Act that came into force in May 2001.
The amendment replaced the statement of purpose that was included
in the title of the act to read: “to promote competition in markets for
the long-term benefit of consumers” (the words that were added by
the amendment are emphasized). The change, according to the ex-
planatory note, clarifies that competition is not an end in itself but a
means to promote the long-term benefit of consumers and New Zea-
landers as a whole.5 A clear goal provision can signal the legislator’s
intent to regulators as well as to market participants.

Unfortunately, however, this has not been the case in all small econ-
omies. Many laws enumerate a long list of potentially conflicting
goals, much like the purpose clause of the Canadian Competition Act,
which enumerates four different goals. It provides that the act should
maintain and encourage competition in Canada “in order to promote
efficiency and adaptability of the Canadian economy, in order to ex-
pand opportunities for Canadian participation in world markets
while at the same time recognizing the role of foreign competition in
Canada, in order to ensure that small and medium sized enterprises
have an equitable opportunity to participate in the Canadian econ-
omy and in order to provide consumers with competitive prices and
product choices.”6 Assuming that the purpose clause is not merely a
harmless statutory placebo intended to reassure all relevant political
constituencies of the good intentions of the act, its goals might be said
to conflict. The first, second, and fourth goals may be read as empha-
sizing efficiency. The third goal may be read as another aspect of ef-
ficiency: to promote efficiency, conditions of workable competition
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should be created, whenever possible, by ensuring that the number of
firms operating in the market will be large. But it can also be con-
strued as a public interest argument based on the need to ensure that
small firms have an “equitable” share of economic activity. The sec-
ond interpretation is strengthened by the argument that the legislature
does not waste its words and thus would not have included this goal if
it did not add to the other goals. Achieving all of the enumerated ob-
jectives simultaneously may thus be unrealistic, as several are inher-
ently contradictory.7

Stating no goals, or stating the goals too broadly or elusively, may
also be problematic. The Israeli Restrictive Trade Practices Act,8 for
example, does not include an explicit goals provision. Several provi-
sions signal that its ultimate goal is to regulate market conduct in ac-
cordance with the “public interest.” Public interest, however, is a
very broad notion, elusive in meaning, which may relate to a diversity
of economic as well as non-economic goals that may be inconsistent
in some respects. The rhetoric used by the courts as well as the direc-
tor of the Competition Authority signals that the act’s goal is mainly
economic: to eliminate obstacles to market competition, which is vital
to the proper functioning of the market, and to regulate the operation
and creation of economic entities that possess monopoly power.9 Nev-
ertheless, such broad economic language, which manipulates the rhet-
oric of competition without penetrating the underlying substance,
does not necessarily limit the possible interpretation of the law’s pro-
visions.

Yet even if economic efficiency is the ultimate goal, it is difficult, if
not impossible, to create a purpose clause that will direct enforcers
and market participants to a conclusive interpretation in all cases.
The intermediate objectives of economic efficiency and progressive-
ness are composed of allocative, productive, and dynamic efficiency.
In some settings, and especially in concentrated markets, all three can-
not simultaneously be realized, and when this is so, competition pol-
icy faces complex economic trade-offs. It is with these trade-offs that
the rest of this book is concerned.

Recognizing the Relative Importance of
Productive Efficiency Considerations

We have seen the conflict that small size creates among productive,
dynamic, and allocative efficiency. The dilemma for competition pol-
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icy is how to reconcile the technical constraints that productive ef-
ficiency places on the number of sellers with the assumed undesir-
ability of a certain type of industry behavior created by high degrees
of concentration on allocative and dynamic efficiency.

One implication of the fact that in small economies large firm or
plant size might be required in order to achieve MES is that high levels
of industrial concentration may be a necessary evil in order to achieve
productive efficiency. Accordingly, a small economy should not pur-
sue a policy that views high concentration levels as undesirable per se.
Rather, competition policy should be sympathetic toward the en-
hancement of output by individual firms, through either internal
growth, mergers, or joint ventures, which allows for the exhaustion of
economies that were not exhausted by the previous market structure
and could not be exhausted in less anti-competitive ways. For in-
stance, the merger of ownership of plants or firms of sub-optimal size,
operating in the same market, may promote the consolidation of
plant or firm capacity and the eventual achievement of economies of
large scale.

The drawback of such a policy is, of course, higher levels of concen-
tration. One social cost of higher concentration levels might be the in-
crease in the market power of firms and with it their ability to charge
prices much above costs, which in turn decreases allocative efficiency.
Higher concentration levels are not a free good also because of
income distributions caused by increased market power, the impact
that widespread cartelization can have on dampening entrepreneurial
vigor, and the social and political malaise that follows from excessive
concentration of economic power. How much weight one wishes to
place on such costs is a question of values. Yet the efficiency benefits
from mergers and internal growth in small markets can be sufficiently
compelling in at least a subset of cases that policy makers ought not to
reject these possibilities out of hand.

Competition policy should thus strive to strike the optimal balance
between structural efficiency and competitive vigor so that firms may
operate at efficient scales and pass at least some of the benefits of
greater efficiency on to consumers. The key question is a matter of de-
gree: How sizable are the benefits compared to the drawbacks of
larger size of operation? Some mergers, for example, may lead not to
the consolidation of production but rather to higher prices through
the exercise of greater market power by the newly created firm. It is an
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appropriate goal of public policy to prevent such mergers. Other
mergers might create economies of scale while increasing the market
power of the merging parties. This increase in market power, how-
ever, may be a minor consideration if oligopolistic or monopolistic
conditions are already present and prices are already at high levels.
Thus, when competition fails—because markets are so small in rela-
tion to MES that tight oligopoly is inevitable—permitting still higher
seller concentration levels to develop and to achieve productive ef-
ficiency can sometimes be warranted. Concentration in such situa-
tions provides a second-best solution to the plant-specific scale econo-
mies problem.

Similar dilemmas arise in the regulation of cooperative agreements
among rivals, such as specialization agreements or joint ventures and
strategic alliances for shared research and development, production,
or marketing functions. Such agreements raise trade restraint con-
cerns, especially those involving the facilitation or enhancement of co-
operation among competitors in an already concentrated market. At
the same time, cooperative agreements may enable a group of firms to
carry on an activity on a more efficient scale; to reduce information or
transaction costs; to engage in expensive, innovative projects; or to
eliminate free rider problems. Absent such agreements, many firms in
small economies will incur high costs and might abandon these proj-
ects altogether, thereby reducing dynamic, productive, and even
allocative efficiency.

Accordingly, small economies should reject a policy that views
agreements that have the potential to increase productive or dynamic
efficiency as illegal per se. Rather, they should opt for a rule that bal-
ances possible efficiency enhancements against the anti-competitive
effects of the cooperative conduct and allow arrangements in which
the benefits offset the restrictions on competition. The solutions to
such dilemmas are developed throughout the chapters that follow.

The Limited Effectiveness of Structural Remedies

Another implication of the basic dilemma created by small size is that
structural remedies to lower seller concentration should be limited
when scale economies are significant. Structural remedies, such as the
dissolution of monopolistic or oligopolistic structures by reducing
concentration, may help reduce the feasibility of market power, collu-
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sion, and interdependent behavior. At the same time, they usually in-
volve a trade-off between enhancing competition and exploiting po-
tential cost efficiencies that flow from MES of production, when
applied in small economies. Even if firms can be broken up into
smaller parts, market demand might constrain the number of efficient
units so that oligopolistic conditions would prevail. Moreover, struc-
tural remedies based on mere size alone might deter or prevent highly
efficient dominant firms from competing aggressively or from taking
advantage of their economies of scale or of scope, or their new
product development. In addition, structural remedies might not be
effective without costly ongoing regulation, as small inefficient firms
would not survive in a free market and would eventually grow to
larger sizes that allow them to take advantage of scale economies. Ac-
cordingly, small economies should generally reject laws that prohibit
large size per se or that adopt structural solutions to all market power
issues. Nevertheless, where structural remedies may achieve efficient
results in small economies, they should be seriously considered. Given
the many problems involved in conduct regulation, structural mea-
sures may provide an important solution.

The Relative Significance of Conduct Regulation

A policy that is more lenient toward mergers and the internal growth
of firms must be accompanied by legal rules minimizing the effect of
more concentrated market structures on industry efficiency. Competi-
tion policy in a small economy should thus aim to minimize the unde-
sirable economic effects of concentrated market structures and sup-
port the dynamic, long-run market forces that lead to more efficient
market structures.

One method of achieving this goal is to apply strict rules to collu-
sive anti-competitive behavior. Such a policy may help break down
oligopolistic coordination and induce oligopolists to operate at higher
levels of output and at lower prices than they would have in the ab-
sence of legal consequences. This, in turn, will enhance efficiency.

Similarly, a strict policy should be adopted toward exclusionary
practices with no offsetting benefits when practiced by monopolies.
Given the prevalence of dominant firms in small economies and the
length of time it might take market forces to erode them, a small econ-
omy cannot afford to leave the regulation of monopoly power to mar-
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ket forces alone. Competition policy must focus particularly on deter-
ring the creation and maintenance of artificial barriers to entry in
order to permit new firms to enter and to expand in monopolistic in-
dustries and increase competition. New entrants must have the op-
portunity to enter a market without handicaps other than those aris-
ing from the first-mover advantages enjoyed by existing competitors,
such as well-established ties with consumers and skilled employees.
Adoption of a strict anti–exclusionary conduct policy is one method
for achieving this goal. Another involves ensuring the disclosure of ac-
counting and profit information by the dominant firm so that it be-
comes more difficult for it to hide areas of rapid growth or high profit-
ability behind a protective shield of consolidated reporting. These
methods and additional ones are elaborated below.

The Difficulty of Applying Simplistic Rules
in Small Economies

An important effect of the economic conditions of small economies is
that they cannot afford to transplant simplistic competition policies
applied in large economies. In a large economy, simplistic rules that
tend to deny categorically that real benefits can come from concentra-
tion-increasing measures have little effect on efficiency. This is be-
cause high concentration levels are rare, and most production takes
place under conditions sufficiently competitive that the benefits from
further concentration must on average be quite small. In a small econ-
omy, however, it is much less clear that single-minded reliance on
competitive forces is the best policy. Competition is not always more
conducive to the efficiency of the market. Rather, there exists a sub-
stantial array of cases in which high seller concentration could lead to
larger, more efficient production. Thus, competition policy in small
economies requires the balancing of competing considerations that
need to build on more than the simple and categorical rules that can
often be used in large economies.

One prominent example is the role of structural considerations as a
basis for a policy toward mergers in some large economies. Simple
structural measures are commonly the main indicators of market
power associated with mergers. Sometimes the high concentration
levels resulting from a merger will be sufficient reason for blocking it.
Yet concentration measures alone are not a good guide for competi-
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tion policy for small economies. Rather, measures of levels of concen-
tration should be balanced with productive efficiency considerations
dictated by market size.

Unfortunately, the trade-offs facing competition policy in a small
economy may make it more difficult to set general rules that can serve
as a basis for a policy. To illustrate, there can be no a priori indication
as to whether or not market structures that lead to a significant in-
crease in seller concentration in a market are, on balance, undesirable.
Thus, a fuller specification of a more appropriate model is called for.

Areas of Competition Policy Not Affected
by Market Size

To be sure, the basic economic theory that serves as the basis for com-
petition policy in large economies can apply equally to small ones. Al-
though a small economy may require a more careful balancing among
allocative, productive, and dynamic efficiencies, differences in size
have no effect on many areas of competition policy. These include
predominately anti-competitive practices with limited or no offsetting
efficiency effects. The most striking example is the conduct of a collu-
sive oligopoly that does not bring about any efficiencies by allowing
its members to realize scale economies. The size of the economy need
not materially affect the policy toward such collusive conduct, given
that it is against the public interest in an economy of any size. The
same is true for abuse-of-dominance offenses that enable incumbent
monopolists to create artificial barriers to entry that are not justified
by offsetting efficiencies.

It is nonetheless true that the prevalence of collusive conduct or
abuse of dominance is generally much higher in small economies than
large ones and that the remedies should usually be conduct-oriented
rather than structural. Some offenses, such as exclusive dealing, tying,
and refusal to deal, may affect competition more severely in a small
economy (quantitatively), although the nature of the effect is similar
in both large and small jurisdictions (qualitatively). To illustrate, in
small economies, exclusive dealing may more often effectively fore-
close some markets for potential competitors. Where, for example, a
monopolistic supplier of an intermediate good undertakes not to sell
its products to another distributor, a monopoly is effectively created
in the market for the final goods, a situation tantamount to vertical
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integration. As many more markets in the small economy are monop-
olistic, exclusive-dealing has stronger effects on a small economy than
on a larger, less concentrated one. By a series of regional exclusive
dealing contracts with major wholesalers or retailers, a manufacturer
in a concentrated market can make entry of new firms into the indus-
try more difficult and can even drive existing firms out of it. In large
economies, by contrast, the effect of exclusive dealing is usually much
more limited, as agreements with several dealers will still leave a suf-
ficient number of uncommitted distributors.10 Also, in a small econ-
omy a relatively small capital requirement or a rise in costs created by
exclusionary conduct might constitute a barrier to entry, as there is a
greater risk than in a large economy that demand would not be suf-
ficient to yield a normal return.

Here I have outlined the basic principles for competition policy in
small economies. In the following chapters I apply them to different
market structures in order to formulate a coherent and efficient com-
petition policy.
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C H A P T E R T H R E E

The Regulation of
Single-Firm Dominance

The costs of single-firm dominance have long been recognized. Such
costs may include, but are not limited to, allocative inefficiency result-
ing from monopoly pricing and output decisions, the potential for
productive inefficiency, limited product selection, and the costs of
rent-seeking behavior. Large firms may also be able to exert politi-
cal influence on regulators and legislatures disproportionate to their
absolute size. Such costs accrue when dominant firms become im-
mune, to a large degree, to the competitive process and its discipline.
As market dominance is quite common in small economies, it is one of
the most important issues with which their competition policies must
deal. Accordingly, in this chapter I focus on the choice of policy in-
struments necessary to regulate the economic power of single-firm
dominance. Such regulation is as significant a variable as the choice of
technology in determining the economic outcomes in small econo-
mies.

As I will argue throughout this chapter, small economies re-
quire a different focus and emphasis in their competition laws than
do large economies to provide efficient and effective solutions to
the regulatory challenges posed by dominant firms. In the first sec-
tion I define dominant position in a market, showing that the typical
market shares that may serve as a prima facie indicator of market
power should be lower in small economies than in large ones. The
second section analyzes the regulation of mere dominance and mo-



nopoly pricing. Several guidelines for regulating mere monopolies are
suggested, when such regulation is applied. The third section focuses
on the exclusionary conduct of dominant firms which constitutes an
abuse of that dominance. I identify several types of conduct that
should be analyzed differently in small economies than in large ones.

Dominant Position Defined

As Confucius once said, if names are not correct, language will not be
in accordance with the truth of things. Hence, I first introduce the rel-
evant terminology. Dominant firms are generally defined according to
the degree of their market power. Market power is a central feature in
competition law analysis. With limited exceptions, if a firm (or a
group of firms, acting jointly) does not have significant market power,
its conduct is irrelevant for competition law purposes. Accordingly,
how one determines whether and to what extent market power exists
in particular circumstances is an important issue.

What, then, is the degree of market power the abuse of which
should be deemed anti-competitive? As George Hay suggests, the key
questions can be formulated accordingly:

1. What is market power?
2. What is the relevant market?
3. How do we determine the degree of market power in the

market?
4. What is the threshold degree of market power necessary to infer

a dominant position?1

While the answers to the first three questions are usually not unique
to one jurisdiction or another, differences in economic size should in-
fluence the answer to the fourth question. As the answer to it will de-
pend on the factors that determine the answers to the first three ques-
tions, we shall first consider them briefly.

Market power is the ability of a firm (or a group of firms, act-
ing jointly) to raise price above the competitive level without los-
ing so many sales so rapidly that the price increase is unprofitable
and must be rescinded.2 The market power of the firm depends on
the barriers to entry or expansion of competitors, which enable it to
raise prices persistently above its marginal cost without attracting
new entry or expansion. Examples of such barriers include superior
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production techniques, access to limited supplies of raw materials,
economies of scale, and legal barriers such as trade restrictions and li-
censing requirements. With low entry barriers, prices substantially
above economic costs attract other firms to pursue a share of those
profits by entering or expanding in the market, subsequently pushing
prices down toward competitive levels.

The first step in determining whether a firm has market power is to
define the relevant market. The delineation of the relevant market is
important because it is only in reference to the supply or acquisition
of some defined goods or services that a firm’s market power can be
assessed. The test is basically one of substitutability, in terms of both
supply and demand. Thus, the relevant market is the arena within
which significant substitution in consumption or production occurs.
A narrow or a broad definition of the relevant market affects the anal-
ysis of a dominant position. For example, if the market is defined too
narrowly, then almost every firm will have high market shares in its
area of operation, which might, in turn, serve as prima facie indica-
tors of market power.

Should the relevant market be defined differently in small econo-
mies than in large ones? The answer is negative. The crux of the anal-
ysis, in small and large economies alike, is the degree of substitut-
ability in the relevant market. Nonetheless, it is important, especially
in small economies, to define markets as including current or poten-
tial imports, which are real and significant substitutes for domestic
products.3 Otherwise, the market power of domestic firms will be sys-
tematically exaggerated.4

Once the relevant market is defined, the next step is to calculate
the degree of market power of the firm. One method is to use the
Lerner index, which indicates the proportional derivation of price
at the firm’s profit-maximizing output from the firm’s marginal cost
at that output. The Lerner index can be calculated by using three
factors: market demand elasticity, supply elasticity of competing or
fringe firms, and the relevant firm’s market share.5 The elasticity of de-
mand signifies the rate of substitution of consumers to other products,
at a given price level. The higher the substitutability, the higher the
elasticity of demand and the lower the market power of the firm, cet-
eris paribus. Supply elasticity signifies the ease of entry or expansion
of current or potential competitors into the market. It is influenced by
the height of entry barriers into the relevant firm’s market. Absent en-
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try barriers, a firm cannot control prices in the long run, no matter
how large its current market share, because potential competitors will
enter and bid down the price. Supply elasticity can be low owing to
some technological incapability of firms to expand output rapidly
(e.g., economies of scale, the limited availability of raw materials, le-
gal barriers). Firms may also be disinclined to expand for reasons of
oligopolistic interdependence. The third factor, market share, defines
the share of the allegedly dominant firm in the relevant market. This
share is usually calculated on the basis of total production, but it can
also be based on other factors, such as production capacity. William
Landes and Richard Posner suggested that the market power of a firm
be computed as follows: Li = Si / (Edm + Esj(1 - Si)) where Li is the
Lerner index of firm i, Si is the market share of firm i, Edm is the mar-
ket elasticity of demand, and Esj is the elasticity of supply of compet-
ing or fringe firms.6

This formula is not, however, very practical, as it is unlikely that
there will be precise estimates of elasticity of supply and demand.
Hence, many jurisdictions adopt a more pragmatic approach, sug-
gested by Landes and Posner, that relies on market share as the pri-
mary determinant of market power. Inferences of market power are
based on a firm’s market share, on the assumption that the relevant
elasticities are not unusually high or low. When it can be shown that
the assumption is false, appropriate adjustments are made. When, for
example, demand is highly inelastic because there are not even re-
motely close substitutes for the product in question, a firm’s mar-
ket share will tend to understate the degree of its market power. In
such cases the firm may possess dominant market power notwith-
standing the fact that its market share is somewhat less than the usual
benchmark. Similarly, when the supply elasticity of the remaining
firms is unusually low, a given market share would signify more mar-
ket power than in the usual case, and vice versa. In the extreme, if
barriers to entry are very low, historical market shares have no sig-
nificance at all.7

The market share–based approach to determining market power
has many advantages, as dominant position is easily inferred from
market share data that are generally readily available, whereas de-
mand and supply elasticities are not easily determinable. Market
shares also create administrative convenience and reduce litigation
costs, as no lengthy proceedings or economic analyses are necessary
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to determine market power. In addition, they signal to market partici-
pants, though without precision, their “safe harbors.” At the same
time, the approach has significant flaws. One of the main criticisms
points to the fact that this approach might produce highly inaccurate
results, especially in differentiated product markets, where market
definition—and thus shares in the relevant market—are necessarily
based on somewhat arbitrary estimations of market boundaries, and
the result is necessarily inaccurate.8 Corrections based on supply and
demand elasticities are not easily applied. Econometric estimates of
demand elasticities, when available, are more informative than mar-
ket shares in determining market power. Such estimates may not,
however, always be available. Accordingly, I do not argue for the
adoption of the market share–based approach. I do, however, discuss
this approach, as it is commonly used in all jurisdictions.

At the same time, however, in some circumstances market shares
serve as more than a surrogate for market power. Rather, the ability of
a firm to engage in exclusionary practices stems from its portion of the
relevant market. Fidelity rebate schemes, whereby the dominant firm
reduces its price if the customer buys most or all of its demand from
the monopolist, may, for example, succeed in maintaining or enhanc-
ing the monopolist’s market power precisely because they are based
on the existing high market share of the dominant firm. Quantity re-
bate schemes, which offer a lower price on the total sale provided
the customer meets a certain quantity threshold, may also have simi-
lar effects.

The Israeli case of Yediot9 serves as an interesting example. The
newspaper Yediot Aharonot enjoys a monopoly position in the mar-
ket for daily newspapers in Hebrew. Its market share at the relevant
period was approximately 50 percent, while the market shares of its
two major competitors were approximately 25 percent and 10 per-
cent. Yediot engaged in a target discount strategy whereby it more
than tripled the commission to its distributors (from 15 percent to 50
percent of the price of the newspaper), provided they continued to
buy at least the number of newspapers they had bought in the past,
and that no unsold newspapers were returned to it. The court found
the policy to be anti-competitive as it created an economic incentive
for the distributors to sell as many copies of Yediot as they could,
thereby reducing the number of other newspapers sold (e.g., by posi-
tioning Yediot more prominently or by supplying other newspapers
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only on specific demand). One of the main reasons that led to this
finding was the fact that this policy gave Yediot an advantage that was
based not on the superiority of its product but rather on its current
market shares. Its competitors could not offset the effects of Yediot’s
strategy by engaging in a similar policy because of their low market
shares. As the number of copies of Yediot sold was regularly double
the number sold by its biggest competitor, the latter would have had
to give its distributors larger discounts in order to create a similar in-
centive for them to sell its newspaper.10 Furthermore, the distribu-
tors might reject a similar strategy by Yediot’s rivals’ in order to safe-
guard their long-term relationship with the market leader. Similarly,
Microsoft’s strategy of limiting the compatibility of its operating sys-
tem with its rivals’ software applications was rational only because it
already had high market shares in a market characterized by sig-
nificant network effects.11

Market power in a relevant market is a matter of degree. It is not a
single quantum but rather a spectrum, ranging from the very slight to
the very substantial. The degree of market power necessary for a firm
to be said to have a dominant position in its market, that is, the de-
gree of market power that should be deemed potentially actionable
by competition laws in single-firm violations, is of great importance.
How much market power is sufficient to warrant possible interven-
tion under the competition laws is a question of legal policy. All juris-
dictions have adopted high thresholds of market power, such as “sig-
nificant,” “dominant,” or “monopoly” power.

Should small economies adopt lower thresholds of dominant mar-
ket power than larger economies? When the law uses open termi-
nology that allows the courts to take into account all factors that
determine market power (i.e., market share, supply elasticity, and
demand elasticity), there should be no difference between small and
large economies, given that the factors in the equation for calcu-
lating market power will denote the different circumstances in such
markets.

When market shares are used as a prima facie indicator of market
power, however, in small economies the typical market share that will
signify market dominance should be lower than in large ones. The
reason is that elasticity of supply will usually be lower, given the prev-
alence of scale economies and entry barriers in small economies.
In other words, the smaller the economy, the higher the typical barri-
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ers to entry (lower elasticity of supply), and therefore the lesser the
constraints that potential entry places on a firm that tries to raise
prices above marginal cost, and the lower the market shares necessary
to infer dominant market power. For the same reason, in small econo-
mies current market shares are a better indicator of the market power
of a firm than in large ones.

The logic behind this argument is that when entry barriers are high,
the dominant firm is less constrained in its conduct by potential en-
trants.12 For example, when large scale economies exist, the dominant
firm may be the only one able to enjoy low production costs, while
fringe firms compete with higher-production-cost products under its
price umbrella or compete with highly differentiated products. Also,
firms operating in the market acknowledge their interdependence and
are more prone to follow the price leadership of a dominant firm.
While market share serves only as a prima facie indicator of market
power, in general in a small economy it may be presumed that, owing
to its small size, there will not be many competing firms in the remain-
ing parts of the market. Thus, in small economies a given market
share will usually signify more market power than in a large one, all
else being equal.

Of course, this is true only as a general presumption, given the
possibility of adjustments when other factors, such as the elasticity
of demand or supply, differ significantly from the norm. The Austra-
lian case of Mark Lyons13 serves as a good illustration of this point.
There, the defendant was the only supplier of Salomon Alpine ski
boots. The plaintiff, whose dealership with the defendant had been
terminated, was a ski equipment retailer that operated ski shops and
also organized warehouse sales of ski equipment. The court found
that Salomon possessed a dominant position in the ski equipment
market, despite the fact that its market share was roughly a third of
the market. The court stated that Salomon’s market power resulted
from the fact that Salomon was widely regarded as the market leader
in terms of innovative ideas and because 90 percent of Australian ski
retailers found it necessary to stock Salomon ski boots.

Small economies should also adopt a refined approach to a pre-
sumption of market power based on market structure alone. Pre-
sumptions of market power should be based not only on the mar-
ket share of the allegedly dominant firm in absolute terms but also
on its market share relative to the market share of its largest competi-
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tors. The proposed refinement is necessary especially when the thresh-
old market share necessary for a presumption of monopoly power is
equal to or lower than 50 percent. A very fragmented competitive
fringe, for example, may also indicate stronger market power of the
dominant firm.14

Are the approaches to market power adopted by the competition
laws of small and large economies compatible with this analysis? As I
have noted, the precise point at which market power becomes sub-
stantial is hard to define. That is why most competition laws use open
terminology, leaving much discretion to the courts or the competition
authorities. The EC and New Zealand’s competition laws require a
“dominant position” in the relevant market;15 the U.S. Sherman Act
requires “monopoly power”;16 the Canadian Competition Act uses
terms such as “substantial or complete control [of] a class or species
of business”17 or “major supplier of a product in a market”;18 the Aus-
tralian Trade Practices Act requires “a substantial degree of power.”19

The Israeli Trade Restrictive Practices Act is unique in that it prede-
fines threshold market shares that indicate a “significant influence on
the market.”20

In most jurisdictions, market share alone is not an indicator of
market power. The relative effect of percentage command of the mar-
ket varies with other factors, including the height of barriers to entry
into the market, demand elasticity, market fragmentation, abnormal
profits, corporate conduct, and historic trend. This open-ended ap-
proach allows authorities and courts to define dominant position in
accordance with the specific circumstances in the relevant market.
Nonetheless, most courts usually rely on market shares that persist
for some time as a primary indicator of market power, and interpret
this information in each case by reference to the qualitative indicia of
the market’s elasticity of demand and supply.21 Table 3.1 summarizes
the market shares typically necessary to establish a dominant posi-
tion.22 It clearly indicates that most small economies take their lower
typical market shares into account. The New Zealand case law is
unique in that it has adopted a rigid and rigorous test for dominance
that sets a higher threshold than that adopted in the EC and in Austra-
lia, although its markets are typically smaller than those of Australia,
and much smaller than those in the EC. Arguably, New Zealand’s rig-
orous and restrictive test is a result of the “dictionary approach” to
dominance adopted by its Court of Appeal,23 which unfortunately
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Table 3.1 Market power thresholds in different jurisdictions

Jurisdiction
(listed by size)

Dominant position
definition Market share threshold

Role of threshold
(mandatory or suggestive)

United States Monopoly power Usually 70–75%;
rarely below 50%a

S

EC Dominant position 45–55%b S
Canada Substantial control 87% high enough.

Predatory pricing
guidelines, 35%c

S

Australia Substantial degree
of power

60% large enough.
7–15% too lowd

S

New Zealand Dominant position Higher than in Australia
and the ECe

S

Israel Significant influence
on the market

50%f M (unless minister declares
lower)

Malta Dominant position 40%g M (unless proven to be
lower)

Cyprus Dominant position Follow the EC S

a. When market share is 70–50%, courts usually seek corroborating evidence for the existence of
market power. P. Areeda, H. Hovenkamp, and J. L. Solow, Antitrust Law, vol. 2A (Boston: Little,
Brown, 1995), para. 532b; William M. Landes and Richard A. Posner, “Market Power in Antitrust
Cases,” 94 Harv. L. Rev. 937, 951 (1981).

b. Hoffman La Roche v. Commission [1979] 1 ECR 461; AKZO Chemie BV v. Commission (C-62/86)
[1991] ECR I-3359, para. 60, [1993] 5 CMLR 215; Hilty AG v. Commission (T-30/89) [1991] ECR II-
1439 [1992] 4 CMLR 16. Although the EC is a large market, the lower thresholds for dominant position
may result from the fact that the Treaty of Rome’s fundamental emphasis is on facilitating trade between
member states.

c. Canada (Director of Investigation and Research) v. Laidlaw Waste Systems Ltd. (1992), 40 CPR (3d)
289, 325. It is difficult to base any conclusions regarding the degree of market power necessary to estab-
lish a dominant position on existing Canadian case law given that in all cases the monopolists had a very
large market share. Director of Investigation and Research, Predatory Pricing Guidelines (1992).

d. Williams v. Papersave Pty Ltd. (1987) ATPR 40–781 and (1987) ATPR 40–818; D&R Byrnes (Nom-
inees) Pty Ltd. v. Central Queensland Meat Export Co. Pty Ltd. (1990) ATPR 41–028. The threshold
was lowered from “in a position substantially to control a market” to “a substantial degree of power in a
market.”

e. Telecom Corporation of New Zealand Ltd. v. Clear Communications Ltd. [1992] 3 NZLR 429 (CA).
f. Restrictive Trade Practices Act of 1988, Sec. 26.
g. The Maltese Competition Act of 1994 defines dominant position as control of over 40% of the mar-

ket. Although the law allows for a market analysis proof that a lower market share is sufficient for a find-
ing of dominance, the 40% market share is a nonrebuttable presumption when one would have liked to
prove the opposite.



serves as a good example of the pitfalls of using open terminology for
dominance.

Some jurisdictions, including Israel, Malta, and Norway, use prees-
tablished market shares to define monopoly. The Israeli law, for ex-
ample, creates a nonrebuttable presumption that control of more than
50 percent of the relevant market is a monopoly. Why has the Israeli
legislator chosen 50 percent as the appropriate benchmark? The ex-
planatory memorandum to the act states that “experience has shown
that a market share of at least 50 percent signals control of the Israeli
market.”24 In special cases, however, the Minister of Commerce may
reduce this market share threshold for specific industries. For exam-
ple, the minister lowered the benchmark from 50 percent to 30 per-
cent in the gas market, in which three almost equal-sized firms oper-
ated.25

The use of predefined market shares as the sole indicator of a domi-
nant position has the same advantages as an approach that uses mar-
ket share as prima facie evidence of market power. Yet an approach
to market dominance that is based solely on market share suffers
from several pitfalls. Most important, as noted earlier, because mar-
ket share is only one of several factors that determine market power,
inferences of power from share alone can be misleading. Another
problem with a definition of dominance that is based solely on market
share arises when a firm prices its products at a high level, just suf-
ficient to reduce its market share below the benchmark, possibly to
avoid being labeled a monopolist. Such pricing creates a deadweight
loss, in addition to that resulting from the regular pricing tactics of a
monopolist. If the other firms in the market were to follow the same
pricing policy, the result would be a price level higher than the previ-
ous monopoly level, and with worse output effects, especially because
inefficient entrants would be attracted to the market by the price um-
brella held over their heads by the existing firms. A more efficient ap-
proach would use market share benchmarks as merely presumptive
evidence of market power and allow the defendant to rebut this pre-
sumption by bringing other evidence, such as the height of barriers to
entry and demand substitutability.

The Israeli Competition Tribunal has found an interesting way to
circumvent some of the pitfalls of a market-share approach to domi-
nance. In a 2000 decision,26 the tribunal required proof of market
power that went beyond market share to prove a causal connection
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between the harm to competition and the conduct of the alleged mo-
nopoly in all cases in which no statutory presumption of abuse ex-
ists. This decision negates, to a large extent, the benefits of a market
share approach to dominance, as all the other determinants of market
power must be proved by the plaintiff, even if through the back door.
A prima facie rule that requires the firm to negate a presumption of
dominance based on market share is preferable.

To summarize, the legal concept of monopoly is not restricted to
the pure case of one firm controlling 100 percent of the market but
may include a dominant firm facing a fringe of smaller competitors or
even one smaller competitor. The decisive factor is the existence of a
power to raise prices above the competitive level for a significant pe-
riod of time. There is no single correct formulation of market domi-
nance. Nonetheless, the foregoing analysis points to differences be-
tween large and small economies. In a small economy, lower market
shares can imply stronger market power than in a large economy, all
else being equal. Also, in a small economy, current market shares are a
better indicator of the market power of a firm than in a large one.

Regulation of Mere Monopoly

Continued dominance of an industry by a single firm that has ob-
tained and maintained its monopoly position by lawful means (“mere
monopoly”) has long posed difficult questions for competition law.
Single-firm dominance, whatever its origin, commonly results in eco-
nomic as well as non-economic costs. These costs do not necessarily
flow from or may not be accompanied by exclusionary or predatory
conduct and thus cannot be reached by conventional conduct-based
regulation. Rather, the monopolist’s decisions that lack an anti-com-
petitive element are in essence identical to those of firms operating in a
competitive industry. For example, all firms set price and output at
their profit-maximizing level. In a monopoly market these prices are
above marginal cost. But such monopoly pricing is simply a rational
exploitation of the profit potential of the current market structure,
obtained and maintained lawfully.

Accordingly, one of the most important debates regarding monopo-
lized markets involves the regulation of mere monopoly per se, that
is, without need of proof of anti-competitive conduct or intent. In-
stead, the law is triggered by predetermined market structure fac-
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tors, such as the size of the dominant firm or its performance vari-
ables. The premise of “no-fault” regulatory propositions is that there
is no wrongdoing worthy of condemnation, but that the government
is acting to correct a socially costly market imperfection. Yet it makes
no economic sense to regulate mere monopoly unless one can be sure
that such regulation would not alter socially desirable behavior of
firms or would not be too costly.

We now turn to the considerations and trade-offs involved in mere
monopoly regulation. First I describe the various considerations on
which the decision whether to regulate mere monopoly rests. The ef-
fect of the size of the economy on the applicability and on the relative
weight of such considerations is then examined. Finally, I present and
analyze the efficacy of the different methods used to regulate mere
monopoly.

Conventional Economic Considerations for
Dealing with Mere Monopoly
The social costs of monopoly are often independent of the manner in
which the monopoly was historically achieved or of its current en-
gagement in predatory or exclusionary conduct. Even an innocently
obtained monopoly can and likely will engage in monopoly pricing,
and even dominant firms that do not engage in anti-competitive con-
duct may produce social losses that far exceed any gains. Why not,
then, regulate mere monopoly? In this section we examine the ba-
sic considerations on which the policy toward mere monopoly usu-
ally rests.27 It is the relative weight given to each of these consider-
ations that ultimately determines the position to be taken toward
mere monopoly. As the next section shows, the relative weight of such
considerations changes with the size of the economy. This in turn may
lead to the adoption of different regulatory solutions in different-sized
economies.

Whether regulation is justified depends, primarily, on the costs to
society from mere monopoly, which were surveyed previously. Regu-
lation of mere monopoly attempts to reduce at least some of these
costs. Regulation of monopoly as such, however, involves important
trade-offs and practical problems. Accordingly, a key consideration is
the perceived strength of the self-correcting powers of the market in
the absence of restrictive practices. When competitive conditions may
develop, monopoly power will tend to attract new firms into the mar-
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ket that seek to enjoy the high profits available. Such new entry, or the
fear of it, will constrain the monopolist’s ability to raise prices or oth-
erwise use its market power. Competition may thus be regarded as a
dynamic process that sometimes contains the seeds of its own short-
term destruction but also contains the seeds for the revival of compe-
tition in the long run.

Some economists place significant emphasis on the ability of mar-
ket forces to deal effectively with monopolies. One of the most vehe-
ment opponents of a no-fault monopoly approach is Robert Bork.
Bork argued that ignoring the route by which size was achieved is a
fundamental error, as inferences about the economic effects of market
power properly flow from the origins of such power.28 The mainte-
nance of size against the eroding forces of the market over a long pe-
riod of time does not indicate market failure, but rather it indicates ei-
ther an absence of restriction of output, or superior efficiency, or
both. Such arguments ignore possible market failures that do not al-
low market forces to perform their self-correcting task efficiently and
expeditiously. There might be several reasons, other than superior
performance, for the persistence of market power, mainly high entry
barriers. Furthermore, dominance does not necessarily imply prior or
existing superiority on any absolute scale. It might well be that exist-
ing and potential rivals, on whom the responsibility for the self-polic-
ing function rests, are or may have been inept, especially during the
critical formative stages of an industry’s development.29

Yet even if market forces cannot efficiently erode existing market
power, mere monopoly regulation involves serious trade-offs. First
and foremost, restraining monopolists that achieved their position
solely by fair competition distorts the incentives of firms to be more
efficient or to create superior products in order to become or to re-
main a monopoly (the “disincentive effect”). Firms approaching the
anti-monopoly rule threshold may have incentives to hold back by
forgoing opportunities that allow them to achieve further advantage
from their abilities. The effect might be impaired innovative perfor-
mances, low levels of research and development, and productive inef-
ficiency.

The question is how likely and how significant this disincentive ef-
fect will be. Phillip Areeda and Herbert Hovenkamp suggest that the
answer depends primarily on the nature of the market and the posi-
tion of the firm in it at the time when highly successful competitive
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strategies are identified or implemented. Generally, the greater the ef-
fect that competitive conduct has on gaining a dominant position, the
greater the disincentive to engage in such conduct. There also exists a
positive correlation between the potency of the remedies provided by
the mere monopoly rule and the disincentive effect. But even if the
competitive move were to subject the firm to regulation, deliberate re-
duction of research and development enhances the risk of an even
greater loss in market position.30

Several ways have been suggested to mitigate this disincentive ef-
fect, such as deferring relief against mere monopoly until it is appar-
ent that market forces cannot eradicate it. This would allow the firm
to retain the supracompetitive profits earned before its monopoly po-
sition was detected and remedied while at the same time allowing
market forces to perform their role whenever possible.31 Yet such a
regulatory lag might not be a complete answer to the disincentive
problem. In the first place, it is an inadvertent method of injecting a
profit incentive, as there is no expressed recognition that profits are le-
gitimate and acceptable as a method of encouraging a monopolist to
improve its performance. More important, one cannot be sure that
the opportunity, provided by the regulatory lag, to obtain monopoly
profits is sufficient to avoid serious disincentive effects.32

Once we view competition as a process in which firms are urged to
take part and compete, regulation of mere monopoly may also be seen
as an inequitable denial of earned rewards. Yet the question still re-
mains: How high are the acceptable profits that the dominant firm
can earn both before and after it is subject to regulation?

Another factor, though of less significance, involves the circular ef-
fects of a structure-based policy toward dominance on the enforce-
ment of other competition law violations. The inability to deal effec-
tively with established monopoly may result in excessive expansion of
anti-merger enforcement.33 Strong anti-merger policy is not without
its costs. It might prevent pro-competitive mergers and divert incen-
tives to merge into incentives to invest inefficiently in internal growth.

Regulation also imposes direct administrative costs on both the reg-
ulator and the regulated firm. A related and highly significant consid-
eration involves the efficacy of government intervention. Government
intervention is wasteful when it cannot or does not improve economic
performance sufficiently to offset the costs of regulation. The efficacy
of government intervention depends on the mode of intervention. In-
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tervention proposals focus on two main options: restructuring of the
industry by dissolution of the dominant firm or conduct regulation.
Both remedies involve additional considerations beyond those already
outlined.

Structural remedies combat monopoly by restructuring the domi-
nant firm so that at least two viable competitors will compete in the
market. When applied correctly, structural remedies are most effective
in regulating monopolies. To combat monopoly effectively, the regu-
lator must divide the firm in such a way that the monopolized product
itself is subsequently produced by two or more competitive firms sell-
ing in the same geographic market.

Structural remedies are not feasible, however, when monopoly is
economically justified or because restructuring would be contrary to
other policy objectives. To restructure an inevitable monopoly is point-
less and inefficient. After deconcentration, either some firm would ex-
pand to take advantage of the opportunity for lower costs with larger
output until the market was again concentrated, or the market would
operate permanently at an unnecessarily high level of costs. Simi-
larly, when dominance is based on valid intellectual property rights,
breakup of dominant firms is contrary to the public policy on which
such rights are based.

Even if a structural remedy were feasible, it would still involve the
direct costs of breakup as well as the costs of inefficient or ineffective
restructuring. A major drawback of restructuring involves the dif-
ficulties in evaluating scale and scope economies, and in balancing
their loss against the gains from a more competitive structure. One
method that has been proposed to overcome this problem is the inclu-
sion of an efficiency defense in the mere monopoly rule. Efficiency
defenses might, however, be hard to apply. Efficiency cannot easily
be quantified, and it is extremely difficult to prove the exact extent
of the losses that would be incurred through a proposed dissolution.
Accordingly, defendants would be unlikely to carry the burden of
persuasion of efficiency defenses successfully. Placing the burden of
proof on the government reduces the problem of inefficient restruc-
turings. The main drawback of this method, however, is that the rele-
vant information is usually controlled by the monopolist. Restruc-
turing should thus be considered only when it is likely to improve net
economic performance or serve other social objectives substantially,
after the costs of restructuring are taken into account.

Conduct regulation strives to set the monopolist’s decisions (e.g.,
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price, output, quality) at an economically efficient level, or at least
closer to the competitive level. Regulation can take one of many
forms. It may involve price, output, and quality or other trade terms,
or only one of these parameters; it may create a civil or a criminal vio-
lation or may subject a monopoly to regulation per se; regulation may
apply to all strategies that deviate from a competitive benchmark or
may condemn only rare occasions when the difference between the
competitive benchmark and the regulated parameter is deemed exces-
sive. Although these differences are appreciable, conduct regulation
has many common elements.

While conduct regulation sets the performance variables of domi-
nant firms at more efficient levels, it suffers from some inherent costs.
First and foremost, pricing and output regulation distorts the price
signals in the market, and in so doing impedes the dynamic adjust-
ment process that might restore competition in the long run. Monop-
oly pricing acts as a signal to other market participants that higher-
than-usual profits can be reaped in a certain industry. These partici-
pants may then enter the market in order to enjoy such profits, and
prices will eventually be bid down to competitive levels. The profit-
maximizing price is thus necessary to make competitive market forces
function effectively. When high price is used as a signal of high qual-
ity, pricing regulation distorts such price signals to consumers. If,
however, contestability is limited in the market, such considerations
should be given little weight.

Another major consideration focuses on the institutional limita-
tions of an outside agency to regulate efficiently the decisions of a pri-
vate firm. In a simplified way, regulation can be viewed as a game be-
tween the firm and the regulator, in which the firm is intent on profit
maximization while the regulator seeks to maximize social welfare.
One of the main difficulties that the regulator faces in achieving opti-
mal regulation is that of asymmetric information. The fact that regu-
lators are one step removed from the operations of the productive en-
tity necessarily limits their access to the needed information and their
ability to evaluate such information. The result may be that substan-
tial monopoly profits are hidden from regulators. Nonetheless, some
part of the monopoly profits are reduced.

Regulation might also be limited by the institutional apparatus by
which the policy is implemented. When regulatory powers are vested
in the courts, judicial decrees must be tailored to what they can super-
vise. As Donald Turner has argued, courts that would attempt to pre-
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vent monopoly pricing by setting lower price levels would be forced
to act as public utility commissions.34 An injunction that would sim-
ply prohibit the defendant from further charging monopoly prices
would be too vague. It would not give an efficient indication for the
correct set of prices that would be deemed lawful. An order requiring
the monopolist to set price equal to marginal cost would be very hard
to enforce, given all the factors that affect the cost function of the
firm, and would have to be constantly adjusted to changes in the cost
function. Accordingly, such an order cannot be effectively enforced
with good prospects for materially solving the resource allocation
problems without involving the courts in a regulatory function. In ad-
dition, courts would also have to be involved in regulating quality. As
we shall see, an administrative regulatory process may solve some of
these problems.

The issue of whether to regulate mere monopoly is also influenced
by the scope of the additional regulatory powers of competition au-
thorities and the courts. When such bodies are empowered to prohibit
practices that may create market power (preventing mergers, regulat-
ing attempts to monopolize by anti-competitive methods), regulation
of mere monopoly is deemed less important than when regulation is
confined to limiting the exercise of already achieved dominance.

Another factor not to be overlooked in evaluating pricing and
output regulation involves its impact on the incentives of firms to inte-
grate vertically in order to circumvent pricing regulation. Vertical in-
tegration that is not justified by scope economies may create inef-
ficient results and thus increases the need for closer regulation of a
vertically integrated monopolist. The decision whether to price-regu-
late should also rest on the ability of competition courts and authori-
ties to perform the task effectively.

In summary, condemning or regulating mere monopoly involves se-
rious trade-offs between conflicting considerations. The debate cen-
ters mainly on the perceived costs of monopoly, the relative effect of
the self-correcting tendencies of the market, the magnitude of the dis-
incentive effects, and the costs of government intervention. We now
turn to the effect of the size of the economy on such considerations.

The Effect of Small Size on the Comparative Weight
of Conflicting Considerations
The size of the economy affects the comparative weight of some of the
considerations that determine whether or not to regulate mere mo-
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nopoly. First and foremost, the market’s self-correcting tendencies are
more pronounced in large economies than in small ones. In large
economies such tendencies are believed to deal effectively with most
unnatural monopolies.

The United States serves as a good example of a large econ-
omy that relies on the market’s self-correcting tendencies to regulate
mere monopolies. Judicial interpretation of the antitrust rules has fo-
cused on the presence or absence of exclusionary or predatory con-
duct in obtaining or in maintaining monopoly power (the behavioral
approach).35 The Supreme Court specifically stated that dominance
based on “a superior product, business acumen, or historic accident”
does not constitute a violation, and the burden of proof that such con-
ditions do not exist rests on the plaintiff; neither do related phenom-
ena, such as large market share, monopoly pricing, and restricted out-
put, which were not achieved by anti-competitive means.36

This permissive approach toward mere monopoly rests primarily
on the belief in the self-correcting tendencies of the market as well as
the rarity of dominance in U.S. markets. Areeda and Hovenkamp ex-
press the view adopted in the U.S. Standard Oil case,37 as follows: “If
the law can prevent artificial barriers to such new entry, then the self-
correcting forces of the marketplace will impede the attainment and
maintenance of monopoly power except where the monopolist is be-
yond cavil because it was, or continues to be, so efficient and progres-
sive as to out-compete all actual or potential rivals. The rarity of the
last exception and the force of the self-correcting tendency are power-
fully suggested by the relative rarity of persistent single-firm domina-
tion in our major national markets.”38

This, however, cannot as easily be said of small economies, in
which the self-correcting forces of the market have a much more lim-
ited effect. This results from high barriers to entry into many indus-
tries. High entry barriers make it easier to achieve market power and
might also prevent the erosion of monopoly power for unacceptably
long periods of time. Thus, concentration once achieved may not be
easily undone in a short period of time. A firm may remain dominant
for long periods despite the lack of continuing superior performance.

In addition, the relative effects of single-firm dominance on a small
economy might be much more pronounced than on a large one. To be
sure, a large economy may suffer a stronger economic impact of dom-
inance, in absolute terms, than a small one, given the extent of its
markets. But the prevalence of dominance in a larger number of in-
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dustries in a small economy might create a much more significant pro-
portional impact of market power.

Finally, the impact of the disincentive effect created by mere mo-
nopoly regulation on small economies differs from its effect on large
ones. On the one hand, the more concentrated a market, the greater
the possibility that discovery and exploitation of a competitive advan-
tage might lead to a monopoly, and the greater the likelihood that the
firm will be cautious about seeking or exploiting such advantages if
mere monopoly is regulated. Hence the greater possibility that regula-
tion would have a strong deterrent effect on small, concentrated econ-
omies. On the other hand, given the prevalence of scale economies in
small economies, dominant positions might be unavoidable with or
without engaging in competitive moves. In such cases, mere monop-
oly regulation has a limited effect on the firms’ incentives to engage in
additional competitive moves. Accordingly, when monopoly is based
on scale and scope economies, dominant position will most likely be
unavoidable, and the disincentive effect may not be significant. Also,
the disincentive effect can be reduced by following the guidelines to
conduct regulation suggested in the next section.

Given these considerations, a small economy requires a more seri-
ous deliberation of proposals to regulate mere monopoly. Such issues
cannot be brushed aside under the assumption that market forces will
take their course in due time. A competition law that is based on the
assumption that workable competition is technically feasible and will
enhance efficiency is a limited tool. In small economies a dominant
position can be acquired quite easily, even without anti-competitive
conduct. And once such a position is acquired, it is very difficult to
erode it. Regulation of mere monopoly may well be justified if applied
correctly.

Analysis of Different Approaches to
Regulating Mere Monopoly

Generally speaking, there are two main approaches for regulating
mere monopoly. The first, structural, method empowers the courts
to break up a monopoly or to regulate it when specified market struc-
ture or firm performance preconditions are met. The second method
finds abuse of dominant position when the monopolist has engaged in
some monopoly pricing, output, or other strategies. The conduct is di-
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rectly prohibited, subject to criminal, quasi-criminal, or civil sanc-
tions in cases of violations. In this section I analyze and compare the
two.

Whatever the regulatory method, we shall see that the attainment
or maintenance of a monopoly position per se should not be prohib-
ited. Otherwise, the dynamic process of competition will be severely
injured, especially in markets in which scale and scope economies
make monopoly almost inevitable.

Breakup or Conduct Regulation of Mere Monopoly
The mere monopoly regulation approach does not require proof of in-
tent or anti-competitive conduct. Instead, regulation is based on mar-
ket structure or firm performance. A common way to regulate mere
monopoly is by subjecting the monopoly to conduct regulation. High
prices, restricted output, or other specified trading conditions consti-
tute a cause for regulation, with no need to prove intent or anti-com-
petitive conduct. Rather, the law focuses solely on the harm to con-
sumers.

Conduct regulation has been adopted in many small economies,
including Malta, New Zealand, and Israel. Although all jurisdictions
do not require proof of anti-competitive conduct or intent as a prereq-
uisite to regulation, other aspects of conduct regulation diverge sig-
nificantly from one jurisdiction to another (e.g., scope of regulated
conduct, procedure, experience and expertise of regulators, nature of
remedy). The efficacy of conduct regulation depends, inter alia, on
these factors. To provide an empirical basis for the analysis that fol-
lows, I survey several examples of regulatory regimes along a contin-
uum from the most interventionist approach to the least.

The Israeli law is highly interventionist in that it grants the Director
of the Competition Authority wide discretionary powers to regulate
the conduct of a mere monopolist. The director may mandate the mo-
nopolist to take any steps necessary to eliminate the current or future
harm to the public or to competition resulting from the monopolist’s
conduct or existence.39 One common remedy is the issuance of decrees
or decisions that regulate aspects of the monopolist’s business, such as
quality of service, hours of operation, and credit terms.40 Price regula-
tion is only rarely used, given the difficulties involved in setting ef-
ficient prices and the fact that a specific law sets maximum prices of
certain products and services.41 The director’s decisions are subject to
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appeal to the Competition Tribunal.42 It is noteworthy that until the
law was changed several years ago, these regulatory powers were
vested in the tribunal.

The conduct of a dominant firm is also regulated in the United
Kingdom. There, too, the emphasis is on the way in which monop-
oly power has been used rather than on anti-competitive intent. The
objective is to intervene in markets once it has been determined that
monopoly power has been exercised in a way contrary to the public
interest. The British system is based on a highly discretionary and
pragmatic administrative system. The Competition Commission may
investigate industries to determine whether a dominant position is be-
ing exploited contrary to the public interest.43 The process is highly
expert and discretionary, involving hearings and gatherings of fact. Its
findings are then reported to the Secretary of State and, when appro-
priate, contain recommendations for action. When, for example, it
finds prices or profits to be excessive, it may recommend price or
profit regulation.44 The secretary may then instruct the Director
General of the Office of Fair Trading—whose role is to supervise and
oversee competition and consumer policy in Britain—to seek under-
takings from the dominant firm with a view to promoting the public
interest. Failing this, an order may be made directing the dominant
firm to take, or refrain from taking, certain actions. There is no partic-
ipation by judicial bodies in this procedure. The procedure is limited,
however, by the inability of the commission to initiate an investiga-
tion of industries that are not referred to it by the director general,45

and by the absolute discretion of the secretary as to whether to follow
the recommendations.

Malta also regulates monopoly pricing. The Maltese Competition
Act empowers the director of the Office for Fair Competition to issue
price orders prescribing the maximum price at which essential goods
or services may be sold of offered.46 Within six months of its publica-
tion, the commission, which is in essence an administrative tribunal
with at least one economist on its panel, must review the price order.
In the interregnum period, until the commission has reached its deci-
sion, the order is in force. Once the commission finds the price order
appropriate and necessary, it remains in force for a year after its deci-
sion. The director has used this power to regulate the price of prod-
ucts of several monopolies, such as local beer. This system enjoys the
advantage of immediacy of a price order but limits judicial supervi-
sion.
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Part IV of the New Zealand Commerce Act enables goods or ser-
vices to be placed under direct price control by the Commerce Com-
mission when the Minister of Commerce determines that there is lim-
ited competition in the market and it is necessary or desirable for
prices to be controlled in the interests of users, consumers, or suppli-
ers and the governor-general so declares. The price orders may refer
specifically or generally to goods or services and may apply to specific
areas, specific characteristics of goods or services, and specific per-
sons. These price control measures are purely prospective.47 Yet regu-
lation is quite limited as it requires a positive act of the Governor-
General and the Minister of Commerce before price is controlled.48

Conduct regulation combats mere monopoly by setting trade terms
closer to competitive levels. It is an important tool for regulating mo-
nopoly conduct that does not constitute abuse of monopoly power,
especially when monopoly cannot be easily eroded owing to the natu-
ral conditions of the market. It should, nonetheless, be fashioned
carefully to limit the disincentive effect of firms operating in the mar-
ket and other obstacles to conduct regulation.

To combat limitations of traditional competition law regulation re-
sulting from the institutional apparatus of courts, conduct regulation
should be performed by the competition authorities. As all jurisdic-
tions that apply conduct regulation have recognized, an administra-
tive and highly discretionary procedure conducted by a competition
authority may avoid many of the institutional limitations inherent in
the traditional judicial regulatory process, such as proof-related and
procedural requirements, which may not be relevant to the economic
impact of the conduct. Such a procedure is also timelier and may be
more expert, provided that the competition authority is given suf-
ficient resources and is staffed by economic experts. The competition
authority may also be better than a direct regulator as it avoids the
regulatory capture problems because it is not dependent on a specific
industry for its existence. At the same time, the decisions of the au-
thority must be subject to a timely and substantive judicial review by
an expert court. It is also important that the competition authority be
an autonomous agency headed by a non-political director.49

The scope of the regulation is another important parameter that af-
fects its efficacy. The wider the scope, the higher the probability of
creating a disincentive effect, but at the same time the better the tools
to reduce the costs of monopoly. As I have indicated, jurisdictions dif-
fer in the scope of their conduct regulation provisions. These range
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from the potential regulation of any conduct that harms the public in-
terest (United Kingdom) to the regulation of price only (Malta, New
Zealand). The scope of the regulation should be set by weighing its
disincentive effect against its benefits. The wider-scoped regulation
might be preferable to pricing regulation as the monopolist can at
least partially combat the effects of pricing regulation by changing
other aspects of its products, such as their quality. Thus to be effec-
tive, regulation should include all aspects of the regulated product.
Also, regulation of conduct other than price can combat specific prac-
tices from their incipiency. For example, it may include regulation of
trade terms in standard contracts of the dominant firm that might
harm its customers applied before the contracts are signed.

Whatever the scope of regulation, clear guidelines should be set as
to how the regulator should use its powers so that firms know in ad-
vance what to expect. Most important, regulation should be limited
to cases in which the inefficiency created by the dominant firm is sig-
nificant. Another guideline should limit regulation only to cases in
which there is no possibility for reviving competition among existing
firms or facilitating new entry in due time. While none of the laws spe-
cifically differentiate between monopolies that can be eroded by mar-
ket forces and those that cannot, the wide discretion granted to the
regulator should be interpreted as disallowing it to intervene when the
market is not disabled in the foreseeable future. Otherwise such regu-
lation is likely to further remove the possibilities for the natural oper-
ation of the self-correcting market mechanism.

It should also be ensured that conduct regulation of mere monop-
oly is not used unless other regulatory means are less effective in
restraining the monopolist. The regulator should thus be prevented
from using its regulatory powers over mere monopoly instead of
challenging alleged anti-competitive conduct under the abuse-of-
dominance provisions. An exception occurs when the legislator has
specifically included certain types of conduct, which would normally
constitute an abuse, under the conduct regulation procedures. The Is-
raeli law, for example, specifically empowers the director to mandate
a monopolist to subject its typical contracts to the scrutiny of a special
contracts court to ensure that the monopolist is not imposing un-
fair trade terms on its trading partners. The director may also require
the monopolist to meet the specifications of published standards for
its products.50 Such a requirement may deter a dominant firm from
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raising rivals’ costs by changing its standards after a rival has invested
significant resources in facilities that adhere to the old standard. A
dominant firm might have an incentive to do so if it were to compete
in a downstream market in which it had no monopoly power and it
was prevented from realizing monopoly profits through its monopoly
arm. These regulatory powers enable the early detection and prohibi-
tion of abusive trade terms, before they have had any effect on the
market.

An additional guideline should require the regulator to distinguish,
whenever possible, between monopolies based on superior efficiency
and those that are not. To limit the disincentive effect, a monopolist
that achieved its position through superiority should be given suf-
ficient time to reap at least some monopoly profits to justify its efforts
and reward it for its superiority. Monopolies based on intellectual
property rights should generally not be price-regulated.

Even if such regulation is not adopted, small economies should seri-
ously consider creating a mechanism for learning in a timely man-
ner about dominant firms’ actions in order to determine their legal-
ity. Some jurisdictions use a registration or notification system to aid
them in the administrative process of regulating monopolies. Austria,
for example, has adopted a system of compulsory notification and
registration of market-dominating enterprises.51 In Israel the director
may declare a firm a monopoly if it meets the legal definition of mo-
nopoly.52 The declaration is published in public records and the firm is
notified. The main advantage of a registration or declaratory system is
that the enterprises and the public are notified about the existence of
market-dominating enterprise. In Israel the declaration may also be
used as a rebuttable presumption of monopoly in any legal proceed-
ing against the monopolist.53

Some jurisdictions further impose on monopolies legal obligations
to notify the competition authorities of certain types of agreements
they have entered into or certain types of conduct they have engaged
in, such as expansion of output or a refusal to supply a competi-
tor.54 Such notification requirements provide an administrative tool
that enhances the ability of the competition authority as well as pri-
vate litigants to provide a timely check on certain types of conduct of
the monopolist in order to prevent clearly abusive practices from their
incipiency. The method is effective if it enhances the transparency of
the monopolist’s conduct and reveals facts of which the enforcement
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agencies and the public have insufficient knowledge. Moreover, it pro-
vides the dominant firm with a constant reminder that its conduct is
under surveillance and may also increase the predictability of the legal
status of its actions—at least a “quick look” check, as in most juris-
dictions inaction by the competition authorities does not constitute an
affirmation of the legality of the conduct. It may also provide private
parties with the information necessary to make better decisions as to
whether or not they can compete with the dominant firm on merit.
While such systems have many benefits, caution should be exercised
not to make the notification system too burdensome, in order to mini-
mize the deterrence of pro-competitive business activity.

Another method of increasing early detection of abuses and reduc-
ing the ability of managers to engage in anti-competitive conduct in-
volves compliance programs, such as have been adopted in Canada
and Israel. Under Israeli law, the manager of a firm as well as the
manager of the business division that has engaged in anti-competitive
conduct are personally liable for the offense, unless they prove that
they did not know of the conduct and had taken every reasonable
measure to prevent it.55 To help managers meet the last requirement,
the Competition Authority enables large, dominant firms to take part
in a voluntary compliance program. Under this program each firm is
required to appoint a compliance officer, whose job it is to ensure that
all managers are aware of the competition laws and that the firm does
not violate the law. The firm may also submit to the Competition Au-
thority queries on the legality of potentially abusive conduct before it
is adopted. These programs have succeeded in substantially lessening
the occurrence of abusive conduct from its incipiency.

Another method of regulating mere monopoly is by divestiture. In
Israel, for example, the Competition Tribunal is authorized to break
up a monopoly, upon request of the director of the Competition Au-
thority, if harm to the public from its existence is significant and can-
not be dealt with by less drastic measures.56 Restructuring options in-
clude transfer of some of the monopolist’s assets to a separate firm, or
any other means chosen by the tribunal. Since the power of restruc-
turing was granted to the tribunal in 1988, no breakup had been re-
quested or mandated as of January 2003. This may result from the
fact that restructuring is a remedy of last resort, to be used only when
conduct regulation fails to regulate the monopolist effectively and the
public is significantly harmed. Alternatively, structural remedies may
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be limited in regulating monopolies in small economies. For restruc-
turing to be efficient, the dominant firm has to be divided into two or
more viable firms without jeopardizing scale or scope economies. In a
small economy such breakup may not be possible in many markets. In
the extreme, where the market can support only one firm, dissolu-
tion is not economically feasible. In many other situations breakup
of a dominant firm into smaller units may create a concentrated mar-
ket structure (duopoly or oligopoly) that is also prone to monopolis-
tic exploitation. Yet even when a structural remedy can be efficient,
it should be applied only when the costs created by the monopoly
power are high, conduct regulation is ineffective, and the dominant
firm’s market position is unlikely to be eroded in the foreseeable fu-
ture.

Trade Terms as Abuse of Dominant Position
Some jurisdictions treat certain trade terms, most commonly monop-
oly pricing and output limitation strategies, as abuse of monopoly
power. This approach has been widely adopted by many jurisdictions,
including Malta, Cyprus, Sweden, Israel, and most EC members. Like
mere monopoly conduct regulation, this approach assumes much in
way of the ability of courts to distinguish monopoly trade conditions
from competitive ones. Unlike mere monopoly regulation, however, it
condemns certain types of conduct as being anti-competitive. The
strengths as well as the weaknesses of this approach can be illustrated
by the experience of jurisdictions that have adopted this approach.
Regulation can be implicit or explicit.

Many small economies explicitly prohibit “inequitable” trading
conditions set by a monopolist. Most of these provisions are based on
section 82(a) of the EC Treaty of Rome, which prohibits “directly or
indirectly imposing unfair . . . prices or other unfair trading condi-
tions.” The treaty has been interpreted as prohibiting, inter alia, mo-
nopolistic trade conditions, with no need to prove that competition
has been harmed. The prohibition is thus a consumer protection mea-
sure rather than a device to protect competition, much like mere mo-
nopoly conduct regulation.

The objection to “unfair” trading conditions is that the monopolist
is using its monopoly position to “reap trading benefits that it would
not have reaped if there had been normal and sufficiently effective
competition.”57 It follows that the monopolist bears a special duty not
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to exploit its monopoly power fully and not to create too great a
short-run allocative inefficiency in the market. The position adopted
by the EC toward monopoly pricing can be explained in part on sev-
eral grounds. First, the Treaty of Rome does not apply to the acquisi-
tion of a dominant position. This in turn requires a stricter policy to-
ward the consequences of market power, including monopoly pricing.
Second, the EC is less skeptical than other jurisdictions about the ef-
ficiency of regulation. Third, the prohibition builds on the fundamen-
tal European dislike of bigness and on the goal of allowing small en-
terprises the “freedom to compete,” as stated in the preamble to the
treaty. Although the treaty can also be read as aiming to achieve eco-
nomic efficiency, a free market economy, and a desire to raise Euro-
pean businesses to standards capable of competing on world levels,
the commission and the European Court of Justice (ECJ) sometimes
restrain big businesses in order to assist small ones in competing.

The legal standards applicable to unfair trade conditions are not
defined by the law and have been left to judicial interpretation. Alle-
gations of excessive pricing were considered by the ECJ in four major
cases.58 Monopoly pricing was first considered by the ECJ in General
Motors.59 Belgium had delegated to automobile manufacturers’ repre-
sentatives the duty to inspect and issue certificates of conformity to all
vehicles entering the country. General Motors charged a very high fee
for this service, thus creating entry barriers for parallel imports from
Germany. When its customers complained, GM immediately gave re-
funds. The commission found that GM had a dominant position in
granting certificates of conformity for its automobiles crossing the
Belgian border,60 and that the high fee constituted an abuse of domi-
nant position. GM sued for annulment. On the question of abuse, the
ECJ determined that a firm could abuse its dominant position by
charging a price “which is excessive in relation to the economic value
of the service provided, and which has the effect of curbing parallel
imports by neutralizing the possibly more favorable level of prices ap-
plying to other sales areas in the Community, or by leading to unfair
trade.”61 In that case the excessiveness of the price was deduced from
the fact that, on receiving complaints, GM had reduced it to 25 per-
cent of its original value. In British Leyland62 the ECJ reaffirmed the
principle that a price is excessive if it bears no reasonable relation to
the economic value of the product supplied.

In United Brands63 the ECJ gave some insights into the character of
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the offense. The court required the commission to consider any objec-
tive justification for price differentials, such as production costs, dis-
tribution costs, and marketing. If no objective justifications can ex-
plain the price difference, then the question becomes “whether a price
has been imposed which is either unfair in itself or when compared
to competing products.”64 The court’s test for excessive pricing was
whether the absence of effective competition enabled the dominant
firm to reap abnormal trading benefits. In Tournier65 the ECJ held that
when a dominant firm’s charges are “appreciably higher” than corre-
sponding charges in other member states, that will be prima facie evi-
dence of abusive conduct.

Monopoly pricing is also attacked, though indirectly, by prohibi-
tions placed on limitations of output by dominant firms. Section 82(b)
of the Treaty of Rome prohibits limiting production, markets, or tech-
nical developments to the prejudice of consumers.

The EC’s condemnation of monopoly pricing illuminates the practi-
cal problems involved in monitoring the pricing decisions of domi-
nant firms. Two main problems arise: determining the costs and
profits of the dominant firm and determining when a price is exces-
sive. On the first issue, difficulties arise in determining cost-price dif-
ferences. This is especially true when long-term investments are made
or when the court must apportion production costs of complex cor-
porate structures with a wide product range or multinational produc-
tion facilities.

On the second issue, excessiveness of price was never clearly deter-
mined. The ECJ defined a price as excessive when it has no reasonable
relation to economic value. Even if the price is excessive in itself, the
court stated, it should be considered whether it is unfair either in itself
or in comparison to that of competing products. None of the prongs
of this decision provide clear guidance. It is unclear where to draw the
line between high and excessive price and what margin of profit a
dominant firm should be allowed. Comparison to prices charged by
other competitors may also not be helpful, since small or inefficient
competitors might have different cost structures. Moreover, competi-
tors might take advantage of the monopolist’s price umbrella, so that
comparison of the dominant firm’s price with its competitor’s price
may be irrelevant.66

These formidable problems of identification and surveillance have
led the commission to devote only minimal resources to monopoly
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pricing cases. The commission has acknowledged the difficulty of as-
certaining in any given case whether an abusive price has been set, for
“there is no objective way of establishing exactly what price covers
costs plus a reasonable profit margin.”67 The prohibition is thus gen-
erally used, in the EC and elsewhere, only in flagrant cases of exces-
sive prices. At the same time, the number and type of cases litigated
does not necessarily indicate the influence the law has on the under-
takings operating in the market. It might well be that the prohibition
has influenced firms not to charge the highest prices they could obtain
from the market.

An interesting attempt to solve the lack of clarity involved in
monopoly pricing prohibitions has been tried in Malta, which has
adopted an abuse-of-dominance prohibition taken almost verbatim
from the Treaty of Rome. Its law also refers to the case law of the Eu-
ropean Commission and the ECJ for further defining and supplement-
ing its provisions. The Maltese Competition Act attempts to solve
the definitional problem of excessive pricing by including a nonex-
haustive list of factors, taken mostly from EC case law, which the
Maltese Commission is obliged to consider. These include the relation
of price to production costs and to prices being charged by other pro-
ducers in the local market or by the same undertakings in analogous
foreign markets, the risks associated with bringing the product into
the market, the expected, probable, or possible charges in the market
for the product, and the importance of the product to consumers.68

The Maltese commission is thus required to make an in-depth market
analysis to determine excessive pricing. Yet even this extensive list of
factors does not succeed in completely clarifying the concept of an
“unfair” price.

The prohibition against certain monopoly pricing strategies
can also be created implicitly by case law, under other abuse-of-
dominance provisions. Although I deal with such provisions more
extensively later on, one observation is warranted here. Abuse-of-
dominance provisions focus on the conduct of a monopolist that is
exclusionary or predatory in nature, in other words, conduct that is
aimed at creating an advantage for the monopolist that is not based
on natural market conditions or its superior performance. The ulti-
mate goal of such conduct is to drive competitors out of the market or
to raise rivals’ costs in order to gain power over price. Thus, monop-
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oly pricing is the ultimate goal of such strategies. It is sometimes con-
fused with mere monopoly pricing.

Most confusion arises in vertical integration cases in which the mo-
nopolist is partially integrated into the competitive downstream (or
upstream) market or attempts to integrate fully into it. In construc-
tive refusals to deal, monopoly pricing of an intermediate good by
a monopolist that also competes with its customers in a competi-
tive market is aimed at forcing its competitors out of the market or at
imposing a “price squeeze” that has the effect of raising rivals’ costs.
But because monopoly pricing is the expected behavior of a monopo-
list, refusals to deal cannot be distinguished only by the ultimate pric-
ing conduct. The monopolistic purpose of eliminating competition or
raising rivals’ costs must not be discerned from the mere charging of
a high price. Not all courts succeed, however, in distinguishing be-
tween the two.

As Kathryn McMahon has shown, the Australian experience il-
lustrates this point.69 The test adopted by Australian courts to dis-
tinguish monopolistic behavior from competitive conduct in abuse-
of-dominance cases is whether similar conduct could have been
engaged in by a firm operating in a competitive market.70 It focuses
on the linkage between substantial market power and the conduct
complained of, and is based on the assumption that any action that is
uncharacteristic of a competitive firm is an unlawful exercise of mar-
ket power. This competitive environment test has been interpreted
broadly enough to condemn some monopoly pricing strategies per se.
A monopoly position allows a monopolist to restrict output and in-
crease price even if such a position was obtained or is maintained
without anti-competitive conduct, whereas in a competitive market it
is assumed that a price consistent with profit maximization of the firm
is also the competitive market price. Thus on the competitive environ-
ment standard, setting price above the competitive market price may
be treated as a misuse of market power.71

Despite statements to the contrary, in applying the competitive en-
vironment standard Australian courts have, in fact, condemned mo-
nopoly pricing per se. This can be illustrated by the ASX Operations
decision.72 AXSO (the wholly owned subsidiary of ASX) supplied
stock exchange information to retail financial information compa-
nies such as the respondent, Pont Data, but also to its own retail
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services. Pont Data alleged that ASX had charged high prices for its
services that amounted to a refusal to deal. The court applied the
competitive environment test and found that ASX had abused its mo-
nopoly power by imposing an excessive fee structure, because in a
competitive market the defendant would be highly unlikely to re-
fuse to sell its products through competing distributors. The decision
lacked an economic analysis to distinguish between a monopolistic
purpose of eliminating competition or raising rivals’ costs from the
mere collection of monopoly profits that might eventually attract new
entry. Rather, the court relied on subjective purposes and statements
of intention found in internal company memoranda and affidavits.
Further, the evidence demonstrated that there was vigorous and ef-
ficient competition and even an increase in competitors in the retail
market, and therefore no lessening of competition. Yet the court ulti-
mately found that the imposition of these high prices constituted an
anti-competitive purpose notwithstanding the absence of any anti-
competitive analysis.

Consequently, the Australian experience provides an example of
how a failure to articulate economic analysis, together with reliance
on subjective intentions, can lead to an implicit prohibition of mere
monopoly pricing. Yet it must be emphasized that both these cases in-
volved vertically integrated firms that competed with their customers.
Such situations require non-trivial economic analysis to differentiate
between mere monopoly pricing and monopoly pricing as a means to-
ward an anti-competitive end, which may have led the courts to rely
on readily observable indicators of the alleged conduct, such as mo-
nopolistic prices.

Comparing Mere Monopoly Regulation to Direct Prohibitions
Both mere monopoly regulation and regulation through the abuse-of-
dominance provisions take active steps to regulate the conduct of mo-
nopolies per se in order to reduce their costs. Both assume much in the
ability of the regulator to regulate the monopolist’s trade decisions
better than the free market. Both take limited account of the fact that
in some circumstances high prices may be regarded as pro-competi-
tive in that they will attract new entry. The two can, nonetheless, be
distinguished conceptually, procedurally, and on the basis of their dis-
incentive effect. On the one hand, regulation of mere monopoly is
based on the premise that there is no wrongdoing by the monopolist.
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The law merely provides administrative powers to intervene in prede-
fined cases. A prohibition, on the other hand, is based on the premise
that the monopolist has illegally abused its power. This difference
may affect the incentives of parties to engage in the regulated conduct,
as firms may take positive steps not to be labeled law violators as well
as to avoid the quasi-criminal or the civil fines imposed by abuse pro-
visions. Abuse prohibitions may thus create a stronger disincentive ef-
fect.

This conceptual difference between the two regulatory methods
also affects their scope and their remedies. A law prohibiting certain
conduct must be much more definitive and explicit than one regulat-
ing mere monopoly. This in turn limits the flexibility of the regulator
to deal effectively with a wide array of conduct resulting from a domi-
nant position. It also affects the ability of the regulator to reach an in-
formal settlement with the dominant firm. When a mere regulatory
system is adopted, many jurisdictions take formal action only after in-
formal settlement attempts have failed. When the law contains a di-
rect prohibition, however, the regulator enjoys less flexibility, espe-
cially when the dominant firm has engaged in a criminal or quasi-
criminal offense.

The two approaches also differ in their procedural requirements.
Whereas no-fault regulation is performed, in most cases, by the com-
petition authorities and involves an expert administrative process,
abuse-of-dominance cases are usually tried by the courts in a judicial
process and suffer all its inherent limitations. Also, mere monopoly
regulation shifts most of the complexities involved in regulation from
the determination of liability to the framing of an appropriate relief.
Once harm resulting from a dominant position is proven, relief can be
granted. Although the question of relief is a difficult one, its resolu-
tion takes place in a more informal and flexible procedural setting
than the judicial process.

The remedies also differ. Whereas no-fault regulation sets limita-
tions on the monopolist’s future conduct, abuse of dominance typi-
cally applies to conduct that took place in the past, although an in-
junction prohibiting future conduct can also be issued. In addition, in
the former case relief is primarily of a regulatory character, while in
the latter it is primarily quasi-criminal (mainly monetary fines). At
bottom, no-fault regulation, if efficiently applied, is a better tool for
regulating mere monopoly than regulation through abuse-of-power
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provisions. When small economies choose instead to follow the EC
model, the law should strive to clarify, to the extent possible, its scope
of application.

Summary:
Regulation of Mere Monopoly in Small Economies
Condemnation or regulation of mere monopoly has many drawbacks.
Apart from distorting the incentives of firms to innovate and compete
vigorously in the market, remedies are problematic. In the United
States, the belief in the self-correcting forces of the market as well
as in the disincentive effect have so far tipped the scale in favor of
not regulating mere monopoly except in cases of essential facilities. In
the EC, trading conditions are regulated only in rare cases that are
deemed excessively unfair.

Small economies should not blindly adopt the approaches of large
economies, given that some of the assumptions and considerations
that hold in large economies do not hold in them. In small economies
it cannot be assumed that market forces will deal effectively or ef-
ficiently with market power, and the effect of single-firm dominance
on the economy is likely to be much more pronounced. Monopoly
provisions posited on the assumption that once abuse of monopoly
power is prevented the markets will operate efficiently have limited
efficacy in small markets. These factors have rightly tipped the scale in
many small economies in favor of regulating mere monopoly.

Table 3.2 indicates that all small economies surveyed have adopted
some sort of mere monopoly conduct regulation, and some have
adopted several methods cumulatively. Competition law in small
economies is evolving in a new direction in which regulatory roles tra-
ditionally carried out by courts and direct regulators are undertaken
by competition authorities. This implies that the borders between reg-
ulation, which in its widest sense is aimed at correcting market imper-
fections in a specific industry, and competition law, which is aimed at
creating and maintaining the conditions for workable competition
but leaves the decision-making process in the hands of market play-
ers, are not as clearly defined as they were in the past. Yet conduct reg-
ulation is still a highly problematic tool in that it creates a disincentive
effect and thus should not be adopted lightly. I have suggested several
limiting principles to ensure that conduct regulation is applied only
when appropriate: it should be applied only to monopolies that can-
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not be eroded by market forces in due time; it should distinguish be-
tween monopolies that are based on superior skill and those that are
not; and it should be applied only if other regulatory methods are in-
efficient.

Abuse of Dominant Position

A dominant firm may use its market power to engage in practices
that, instead of encouraging competition based on merit, further its
dominance in the monopolized market or in an adjacent one. Such
conduct creates artificial barriers to competition, which unnecessarily
and unjustifiably exclude actual or potential competitors or raise their
costs. By precluding the competitive check on its price and output de-
cisions that these rivals provide, the dominant firm may further re-
strain output and raise price, leading to an additional efficiency loss.
Such anti-competitive conduct can be horizontal or vertical, unilateral
or imposed through an agreement.

Dominant firms may utilize different methods to exclude or prevent
the expansion of their smaller rivals. Among other things, an estab-
lished monopolist might use the power it has over existing retailers or
wholesalers to deter them from carrying a new product by way of ex-
clusive dealing. A dominant firm can also refuse to deal with a distrib-
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Table 3.2 Regulatory measures of mere monopoly adopted by different jurisdictions

Jurisdiction
(listed by size)

Condemning
mere monopoly

Structural
regulation
of mere

monopoly

Conduct
regulation of

mere monopoly

Conduct as
abuse of

dominance

Regulation of
essential
facilities

United States – – – – +
EC – – – + +
Britain – – + – +
Canada – – – – +
Australia – – + +a +
Sweden – – – + +
New Zealand – – + – +
Israel – + + + +
Malta – – + + +
Cyprus – – + + +

a. Only when the monopoly is vertically integrated.



utor who carries a competing brand. A rival firm would have to com-
pensate the distributor for his losses in order to persuade him to deal
with it. Such compensation can be very costly if the rival does not
have sufficient capacity to meet all of the demand of the incumbent or
if the products are differentiated. The incumbent monopolist might
also use fidelity or quantity rebates to deter the entry or expansion of
rivals. The monopolist may, under certain conditions, also have incen-
tives to engage in predatory pricing. These examples are not inclusive.

To cite but one instance, in the Israeli case of Yediot Aharonot73

the defendant, which held a monopoly in the market for daily news-
papers, had conditioned the sale of its newspapers to some retail-
ers and distributors on their consent not to sell competing newspa-
pers or to display competing newspapers in disadvantaged display
spots. The Competition Tribunal found that the newspaper’s conduct
strengthened its monopoly position based not on the legitimate and
free choice of consumers but rather on the forced lack of competing
newspapers at points of sale. The tribunal prohibited the firm from
subjecting the sale of its newspapers to any obligation related to the
manner in which other newspapers are sold at the distribution point.

When the monopolist is vertically integrated into another, poten-
tially competitive market, it might also use its monopoly position to
leverage its market power into the second market. The vertically inte-
grated monopolist might leverage its power by giving its competi-
tive arm(s) supply benefits over potential rivals (discrimination) or by
cross-subsidization. The latter involves the use of profits earned from
monopoly markets to fund competitive markets. By setting low prices
in the competitive market, the firm can impose losses on its competi-
tors and perhaps induce them to exit the industry. The integrated firm
has the monopoly markets as a source of revenue to fund such activi-
ties. The same can be achieved by tying—refusing to provide supply
to downstream consumers unless they also buy the competitive prod-
uct from its affiliated competitive arm(s)—or by exclusive dealing,
whereby the monopolist supplies only (or mainly) one or a number of
firms, usually its affiliated competitive arm, and refuses to supply its
competitors. Such conduct might have significant effects on economic
efficiency as the differences in the terms on which competing custom-
ers are able to acquire supply—differences that are not explained by
the relative costs of serving them—might distort competition. The in-
centives of a monopolist to leverage its monopoly power into a verti-
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cally related market by creating a comparative advantage for its com-
petitive arm over its rivals, which is not based on real cost advantages,
depend on the existing market conditions, which will be elaborated in
Chapter 4.

Artificial restriction of competition by dominant firms may be espe-
cially damaging to small economies. Dominant position is much eas-
ier to achieve and, once achieved, much more difficult to erode in
many markets in small economies, given that competition is already
limited by the natural conditions of the market: high concentration
levels protected by high natural barriers to entry. Unnatural barriers
may strengthen a dominant position even further, to the point where
it is almost impossible to challenge it. Moreover, downstream or up-
stream markets in small economies are often also concentrated, so
that it might be easier for the monopolist operating at one level of the
chain of supply to abuse its monopoly power in such markets. To il-
lustrate, if there is room in the market for only one or two efficiently
sized distribution or service outlets, and those enter into exclusive
dealing contracts with a monopolist operating in a downstream or an
upstream market, then a potential competitor would have to incur
high costs to enter either market. Also, in a small economy a relatively
small capital requirement or a rise in costs created by exclusionary
conduct might constitute a barrier to entry, as there is a greater risk
than in a larger economy that demand would not be sufficient to yield
a normal return. Anti-competitive conduct may thus inhibit the (al-
ready limited) domestic competitive forces as well as the contestable
effects of imports. Applying competition policy to eliminate, or at
least to reduce significantly, business practices that artificially limit
competition has the potential to increase efficiency.

My goal in this section is to analyze the abuse-of-dominance of-
fenses that small size may render more significant from a regulatory
point of view. General issues of abuse of dominance will be analyzed
only as necessary to further this goal. The next section includes a
broad overview of general issues of differentiating between use and
abuse of market power. Small size emphasizes the need for setting
clear requirements to be met when differentiating abuse from use. The
subsequent discussion centers on specific types of conduct for which
concentrated market structures protected by high entry barriers create
a need for a more refined analysis of their effects. The final section fo-
cuses on remedies. It points to the pitfalls of using some traditional
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and conventional competition law remedies and suggests some ways
to solve these problems. I argue that in markets with high barriers to
entry and a small number of market players, competition authorities
should be more cautious about preventing the elimination of an exist-
ing competitor when its elimination may significantly affect economic
performance.

Abuse versus Use of Market Power
The main difficulty in preventing exclusionary business practices by
dominant firms is distinguishing use from abuse—recognizing the na-
ture and diverse forms of business efficiency and differentiating them
from conduct that is designed primarily to exclude competitors. The
difficulty arises from the fact that both involve deliberate injury to
competitors and may even result in harm to competition. Yet a clear
and correct definition is important to encourage firms to compete on
merit and enhance productive efficiency. Otherwise firms might be
prevented from exploiting their comparative advantages (e.g., econo-
mies of scale, government licenses, superior product) owing to the in-
evitable impact of such conduct on less efficient rivals.

The definition of abuse goes to the heart of competition policy:
What should its fundamental objectives be? Should it prefer competi-
tion or its outcomes? Should it be narrowly defined in terms of con-
sumer benefit, or should it be defined more broadly to include produc-
tive efficiency that may increase total welfare? As I argue throughout
this book, small economies should favor efficiency over competition
or specific competitors.

Jurisdictions differ in the terminology for, and the scope of, the
prohibited conduct.74 The tests for distinguishing competition from
abuse range from considerations of public benefit to considerations of
the negative effects of the conduct on competition not based on com-
parative merit. The ambiguity concerning the wrongfulness of harm
to others has generally led to a rule-of-reason analysis of allegedly
abusive practices. In most jurisdictions, to prevail in a claim, a plain-
tiff must satisfy a two-part test requiring that the defendant (1) have a
dominant position in the relevant market, and (2) engage in conduct
that protects, enhances, or perpetuates this power and is not based on
comparative merit. Some jurisdictions also require exclusionary pur-
pose or intent. Let us now analyze the suitability of these require-
ments for differentiating use from abuse.
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A finding of dominant position in the relevant market is generally
an essential prerequisite for abuse-of-dominance prohibitions. The
reason is that it is assumed that unilateral anti-competitive conduct
cannot be engaged in by firms lacking market power or that such con-
duct will have limited effect on market conditions if it is engaged in by
such firms.

Most types of exclusionary conduct require preexisting market
power to have any significant effect on the state of competition in the
relevant market, but this is not always the case. Assume, for example,
that a firm engages in a series of long-term exclusive contracts that
lock up existing outlets or important inputs. A firm that possesses the
resources necessary to suffer short-term losses in order to gain long-
term monopoly profits may engage in such contracting even before it
has market power.75 This concern is especially applicable to network
industries. Similarly, a firm that assumes that the current dominant
firm is likely to lose its market position because, for example, its tech-
nology will soon become obsolete or an important input will become
unavailable may engage in contracting that excludes its future rivals
in the anticipation that it will have a comparative advantage over
them in replacing the current monopolist.

Accordingly, small economies should prohibit certain acts that
might potentially create a monopoly position from their incipiency.76

Such prohibitions differ from regular abuse-of-dominance prohibi-
tions in that the firm engaged in such conduct does not yet possess sig-
nificant market power and thus cannot abuse this power. Rather, the
conduct itself serves to create a competitive advantage to the firm not
based on its comparative efficiencies. An injunctive order to restrain
exclusionary conduct engaged in by a firm likely to achieve domi-
nance can be more timely and effective and less costly than regulating
dominance, once achieved. The importance of such regulation for
small economies is strengthened by the fact that market power, once
achieved, cannot usually be easily eroded. Another way to combat ex-
clusive conduct in its incipiency is by adopting low thresholds for
dominance.

The second requirement is that the dominant firm abuse its power.
The task of differentiating use from abuse has proved to be one of
competition law’s most important dilemmas and is subject to much
controversy. Abuse is often described as exclusionary in the sense that
it impairs the opportunities of rivals by placing them at a significant
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economic disadvantage. The Australian Trade Practices Act and New
Zealand Commerce Act both define abuse as occurring when a domi-
nant firm takes advantage of its power for the purpose of eliminating
or substantially damaging a competitor, preventing the entry of a per-
son into the market or deterring or preventing competitive conduct.77

But this definition is problematic as it is broad enough to include pro-
competitive conduct such as innovation of a better product, which ex-
cludes competitors that have not achieved the same level of dynamic
efficiency, or even the charging of a low price, based on productive
efficiencies, which cannot be matched by a less efficient rival. If the
goal of competition policy is to further efficiency and welfare, we
must refine the definition to include exclusionary conduct that creates
artificial barriers to competition not based on the competitive merits
of the firm engaging in such conduct. This concept is elastic, encom-
passing almost any kind of behavior that would allow the dominant
firm to put its rivals at a competitive disadvantage that cannot be jus-
tified by offsetting social benefits. It should be applied to prevent not
only conduct that excludes a firm in the narrow sense but also con-
duct that prevents firms from expanding.

Similarly, the law should not center on the negative effects of the
conduct on the state of competition in the market. For example, in
U.S. law the basic test for abuse, found in Griffith,78 postulates that
the use of monopoly power “to foreclose competition, to gain a com-
petitive advantage, or to destroy a competitor, is unlawful.”79 If con-
strued literally, this formulation appears to condemn all conduct that
creates entry barriers and thereby limits the process of rivalry, regard-
less of whether it is based on competitive merit. Such an approach
may handicap the incumbent firm by requiring it to hold a price um-
brella over the heads of its rivals or otherwise pull its competitive
punches.80 It also raises the possibility of condemning monopoly in
the absence of identifiable exclusionary acts other than those ordi-
narily associated with a firm’s operation.

Small economies should adopt a policy that furthers efficiency and
welfare rather than a policy that promotes rivalry. Accordingly, the
lack of rivalry in a market or the exclusionary effects of a conduct
should not in themselves constitute an abuse if this were the conse-
quence of new entrants’ inability to match the efficiencies and invest-
ment performance of the incumbent monopolist. This does not mean
that economic efficiency and inter-firm rivalry are to be regarded as

96 • Competition Policy for Small Market Economies



being always mutually exclusive goals. Inter-firm rivalry is one means
by which economic efficiency can be improved. But there may be sub-
stantial limitations on the extent to which economic rivalry can be at-
tained and maintained in markets characterized by scale economies
and entry barriers.

Small economies must therefore refine the test for abuse to prohibit
only exclusionary conduct that creates artificial barriers to competi-
tion which are not based on the competitive merits of the dominant
firm. Most jurisdictions have by now adopted such an interpretation,
at least in theory. They also allow the dominant firm to justify its al-
legedly exclusionary conduct by legitimate commercial justifications,
such as a refusal to deal with a customer with a bad credit record,81 to
avoid placing the dominant firm at a comparative disadvantage just
because of its market position.

To prevent dominant firms from deterring pro-competitive con-
duct, the test must also be based on economic theory. This can be
exemplified by the regulation of a firm that refuses to supply the spare
parts for its products to its rivals in a downstream service market, a
situation with which most jurisdictions have dealt. Economic analysis
emphasizes competition in the product market as a restraining force
in aftermarkets. When the consumer bases a decision on which prod-
uct to buy not only on the initial price of the product but also on the
price of replacement parts and service, a firm that faces competition in
its product market will have limited ability, if any, to raise the prices
of its parts and services. Its refusal to deal with independent service
providers will thus most likely be motivated by business justifications
(it provides more efficient service; the independent provider has a bad
credit record) rather than as a way to abuse its power in the replace-
ment parts market. Such analysis was the basis of the U.S. Kodak
case.82 The European Court of Justice, when confronted with a similar
refusal to deal by a calculating machines provider that faced vigorous
competition in the market for such machines, reached a different deci-
sion and found abuse of dominance.83 This result does not adhere to
economic principles and unnecessarily constrains business conduct.

Economic analysis dictates, however, that refusal to deal in a mar-
ket for spare parts may amount to an abuse when inter-firm competi-
tion does not constrain the conduct of the firms involved. This can be
illustrated by the Israeli case of the Elevator Market.84 There, the rele-
vant market was defined as the market for the supply of replacement
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parts for elevators. The defendants, the leading elevator producers,
were found to jointly enjoy a monopoly position in replacement parts,
and their refusal to supply the parts was found to be unreasonable.
Although the court did not mention the effects of competition in the
elevator market on the ability of the elevator firms to abuse their
power in the service market, the decision can be justified on economic
grounds. The elevator market might be unique in that the initial buyer
(usually a building contractor) and the person requiring service (the
resident) might base their decisions on different parameters. The con-
tractor generally bases his decision on the cost of the elevator itself in
order to reduce the overall cost of the building, as the price for the
building is rarely affected by the quality of the elevator. The residents
then have to bear the ongoing consequences of this decision with re-
gard to the cost of maintenance and replacement parts for the eleva-
tor. Consequently, the costs of spare parts and service generally do not
affect the decision as to which elevator is bought.

It is important for small economies that the negative effects test be
applied broadly, to include probable future harm. Under such a stan-
dard, a firm’s actions can be deemed anti-competitive even if its rivals
have not already been harmed, and even if it is not clear which exactly
will be the incumbent’s rivals that may potentially be harmed in the
future. The importance of such a standard stems from the fact that
new entry could be blockaded if the incumbent were permitted to en-
gage in anti-competitive conduct that creates artificial entry barriers
before its potential rivals have entered the market. Enabling such bar-
riers to be created might prevent, for example, the entry of foreign
firms once trade barriers are lowered.

In particular, small economies should ensure that their laws are
broad enough to capture conduct that creates obstacles to pro-com-
petitive changes in market structure, as such dynamic forces may be
the most important source of eroding market power. An interesting
example that also illustrates the circularity of competition policy is
found in the Irish case of Independent Newspapers.85 The Irish Com-
petition Authority found that Independent Newspapers had abused
its dominant position in the newspaper market by providing a loan to
and purchasing shares in a smaller rival. These actions had been delib-
erately designed to prevent the smaller rival from being acquired by
an undertaking that could provide greater competition to it.

This discussion raises an interesting question for small econo-
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mies: Can conduct that is otherwise abusive be justified by a market
structure argument that, absent the practice, effective competition
would still not exist because the market structure is oligopolistic or
monopolistic? The answer should be negative. Abusive conduct must
not be justified on the basis of relative performance arguments. Al-
though concentrated markets can create allocative inefficiency, such
inefficiency will result only if there are specific conditions in the mar-
ket. Firms operating in concentrated markets may still compete vigor-
ously for the benefit of consumers. But even if this were not the case, a
dynamic long-term analysis dictates that it is highly important to pre-
vent the foreclosure of markets for future potential competitors.

Another pitfall to be avoided is the inference of the competitive ef-
fects of a conduct from its adoption by firms in a competitive mar-
ket. New Zealand and Australian case law exemplifies the dangers of
applying such a test. In both abuse is defined as conduct that would
not have been engaged in by a competitor operating in a competi-
tive market structure but otherwise in the same circumstances.86 It fol-
lows that a dominant firm, whatever its purpose, does not necessarily
abuse its position merely by engaging in rivalrous conduct that harms
other competitors, so long as such conduct could occur in a competi-
tive environment.

Yet the question of whether a conduct could be maintained under a
competitive structure and the question of whether it is conducive to
economic efficiency or consumer welfare do not produce similar re-
sults. On the one hand, the competitive environment test is too broad
and sweeping in nature and might prevent a monopolist from obtain-
ing monopoly profits, even if no harm to competition results, since in
a competitive market a would-be buyer might be able to obtain the
use of a similar asset from another at a competitive price. This can be
exemplified by the ASX case,87 analyzed earlier. The test is especially
difficult to apply when a dominant firm supplies more than one ser-
vice in the chain of production, and is attempting to maximize its
overall profits rather than the profits in the competitive market alone.
On the other hand, this test might not be broad enough to prevent
certain types of conduct that give a monopolist an advantage over its
rivals that is not based on comparative merit. The danger in such
analysis is that a conduct might be pro-competitive under one struc-
ture yet have dominating anti-competitive effects under another. Ex-
clusive dealing contracts, for example, might be lawful in competitive
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markets. They might be motivated by the customer’s need for a reli-
able source of supply and by the supplier’s need for an assured outlet
or loyalty in distribution. Both can be harmful and exclusionary, how-
ever, if they are engaged in by a dominant firm, they foreclose so much
of the supply or the distribution channel that efficient firms must exit,
and the harm is not outweighed by pro-competitive benefits.88 The
Australian Melway decision89 can be read as injecting an economic ef-
ficiency test into the competitive environment standard in order to
remedy this problem.

A small economy should thus adopt a test, based on economic
analysis, which ensures that the monopolist’s conduct actually re-
duces welfare before it is prohibited. Given the difficulties involved in
proving in each case that a certain type of conduct has amounted to
abuse of dominance, several small economies have included in their
competition laws nonexclusive lists of practices that are presumed to
constitute abuses of power if engaged in by a dominant firm.90 Such
presumptions shift the burden of proof from the plaintiff to the defen-
dant and may be justifiable when economic theory suggests that there
is a great likelihood of abuse or the information required to differenti-
ate between abuse and use is known only to the defendant. In case the
defendant has proven that its conduct does not necessarily harm com-
petition, the court should analyze the effects of the conduct on actual
and potential competition in both the short and the long run.

Most jurisdictions require anti-competitive purpose or intent to
misuse market power as a fundamental underpinning of a violation.91

In some jurisdictions the law can even be interpreted as focused on
intent rather than on the economic effects of the conduct in ques-
tion.92 Intent, however, is an uncertain indicator, as the conduct is
motivated in all instances by the same immediate objective: winning
sales from competitors and gaining monopoly profits. Exclusionary
purpose thus follows almost inevitably when there is use of market
power. For example, a firm must anticipate that by exploiting econo-
mies of scale it would eliminate rivals. It would be surprising if the
firm did not do so with that end in mind, as elimination of rivals is a
natural consequence of expanding production to reduce costs. In ac-
knowledging such difficulties, some jurisdictions have adopted a pol-
icy under which the intent requirement is all but redundant, and even
those courts that do employ it consider questions of economic jus-
tification when examining the conduct.93
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A small economy ought to focus on the economic effects of a con-
duct rather than on its intent. Even if a dominant firm had no specific
anti-competitive intent (or it cannot be proven that it had such in-
tent), the exclusionary practice should be prohibited. Otherwise, the
goal of abuse-of-dominance provisions—to limit the creation of arti-
ficial barriers to competition—would be inhibited. The assumption
that a firm intends the results of its conduct does not add much to the
analysis. Nonetheless, proof of pro-competitive purpose may be use-
ful in proving the legitimacy of the conduct by a monopolist. Also, the
lack of an anti-competitive intent should be factored into the remedies
granted. Otherwise the unclarity regarding the legal status of many
types of conduct, given the case-specific analysis required, might re-
duce the incentives of firms to become monopolists or of monopolists
to engage in pro-competitive conduct.

Specific Conduct That May Raise Special Concerns
in Small Economies
Apart from the general importance of abuse-of-dominance provisions
in preventing the creation of artificial entry barriers into markets pro-
tected by natural barriers, several specific practices may raise special
issues in small economies. Such practices are the focus of this discus-
sion. Chapter 4 elaborates on some other types of abuse-of-domi-
nance conduct.

In regulating discriminatory policies adopted by a dominant firm,
small economies may need to apply a different set of rules in order to
achieve the goals of competition policy. Price and non-price discrimi-
nation, whereby a monopolistic supplier charges two or more cus-
tomers different prices or applies different trade terms that have no
direct relation to the costs of supplying these customers, is prohibited
in most economies.94 One of the main objections to price discrimina-
tion is that it may be used to punish an oligopolist that “acted out of
line.” To the extent that discrimination suppresses rivalry in particu-
lar segments of the discriminating firm’s market, it may have negative
dynamic effects on the state of competition in that market by retard-
ing the normal downward slippage of oligopolistic prices.

In oligopolistic markets, discriminatory pricing or trade terms may,
however, be part of pro-consumer market scenarios in which previ-
ously stable oligopolistic price structures are ultimately shaken loose
and lowered, to the benefit of the public. Oligopolists often do not
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compete directly on price, but rather compete in other ways, princi-
pally through secret loyalty rebates and discounts that frequently dis-
criminate among individual customers. Such discounts are generally
to be encouraged. To forbid them would often reduce efficiency and
slow reactions to changed market conduct.

This implies that if oligopolistic markets are caught under the
abuse-of-dominance provisions—under a joint dominance or shared
monopoly construction, or if the definition of dominance is broad
enough to include duopolists or even triopolists—then scenarios
in which discrimination is a means to the breakdown of oligopo-
listic price coordination should be distinguished from other scenarios
wherein certain sellers succeed in using discrimination as a means
of disciplining rivals and market prices are ultimately maintained
or pushed up. An overly strict approach to discrimination in which
all such practices are condemned as abusive might actually increase
oligopolistic behavior as the sparse competition remaining is inhib-
ited. Discrimination in small economies thus merits a deeper analysis
of its real effect on the market. The downside of such a policy is that
detailed prescriptions might demand accurate microeconomic predic-
tions. Nonetheless, several factors can signal that a more cautious
analysis should be performed before the effects of the discriminatory
conduct are determined: the market is oligopolistic in nature, poten-
tial competitors adopt parallel pricing policies, and discrimination is
secret in order to hide it from other oligopolists.

Small economies should also ensure that their rules against price
discrimination do not prevent the achievement of the goals of com-
petition policy. While analyzing the welfare effects of a prohibition
against price predation are beyond the scope of this book, two com-
ments are warranted. First, when the monopolist’s potential custom-
ers operate in several different markets, price discrimination may en-
able the utilization of more efficient production techniques in some
markets. If some of the monopolist’s customers operate in one com-
petitive market and some operate in another, and assuming that the
monopolist is mandated to set only one price for all its customers,
its profit-maximizing price might be so high as to serve only one mar-
ket. This in turn might prevent customers in the second market from
utilizing the most efficient production technique in which the monop-
olist’s widgets are an essential element. In other words, discrimina-
tion increases total output when at the single-price equilibrium one
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group of consumers will not buy any inputs from the monopolist and
demand of both groups is linear. This is Pareto-optimal: no one is
harmed; one group of consumers is unchanged and the other group
gains.95 A simple method of achieving this result is by requiring that
discrimination affect competition for it to be found anti-competitive,
as many jurisdictions have done.96

The second comment is that a strict prohibition against price dis-
crimination might prevent a domestic firm from meeting the competi-
tion of other producers, which may engage in “cream skimming”—
serving only the most lucrative parts of the market. This can be illus-
trated by the Israeli case of Nesher. Nesher held a dominant position
in the Israeli market for cement. Because of its market position, it was
prevented from price-discriminating among its customers throughout
Israel. While its position in the northern part of the country was rela-
tively secure, the lowering of trade barriers with Jordan introduced
competition from Jordanian cement manufacturers in the southern
part of the country. After a campaign to influence the government
to reestablish trade barriers had failed, Nesher requested that the
Competition Authority enable it to meet Jordanian competition. The
authority allowed Nesher to do so and lower its prices to specific
customers.97 The decision was based on interpretation of the legal
prohibition, which defines discrimination among potential competi-
tors as abuse when it might give some customers an unfair advantage
over their rivals,98 as not applying when such customers would have
been served by lower-priced suppliers anyway. An exception to price
discrimination to prevent “cream skimming” might be especially jus-
tified when otherwise a less efficient producer would be able to enter
the market under the price umbrella created by the profit-maximizing
price set by the monopolist.

Small size may also affect the occurrence and the analysis of preda-
tory pricing. Although there is no universally accepted definition of
predatory pricing, the definition provided by Posner is quite broad:
“pricing at a level calculated to exclude from the market an equally or
more efficient competitor.”99 Pricing at a level to exclude from the
market less efficient competitors is, of course, what competition is
supposed to achieve. Predatory pricing achieves the opposite. The the-
ory of predatory pricing is based on the assumption that a predator
will invest in losses for a period with the prospect of high returns
upon becoming a monopolist or securing its current market position.
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There is much debate in the economic literature regarding the
profitability of predatory pricing, for two main reasons. First, the
predator is almost always compelled to absorb larger losses in the
short run than will the victim. This is because, after a price cut, the
predator must increase output to satisfy new demand forthcoming at
the lower price, and to take up the share of the existing market relin-
quished by its victim, it will sell many more units at a lower price than
will its victim. Second, successful predation can occur only when en-
try barriers into the predated market are high. Otherwise the subse-
quent price increases would invite entry into the industry on a suf-
ficient scale to ensure that price increases could not be sustained.

Small economies may, however, make a predatory strategy more at-
tractive. First, high entry barriers, which are a prerequisite for preda-
tory pricing, characterize many industries in small economies. Sec-
ond, large conglomerates often operate in small economies. These
conglomerates might use a predatory technique to signal to their ac-
tual or potential rivals in other markets that they are willing to abuse
their market power to maintain or increase that power. Moreover, im-
perfect capital markets in a small economy may make early exclusion
by way of predatory pricing more profitable. If an entrant is chal-
lenged shortly before or after entry and before it has the opportu-
nity to achieve efficient scales of operation, then it might have insuf-
ficient resources to withstand a predatory price campaign. This is
especially true if the cost structure of the incumbent firm is unknown
to the entrant and to the capital market, as its costs may be per-
ceived to be lower than they actually are. Finally, a relatively small
capital requirement might constitute a barrier to entry, as there is
greater risk in a small economy than in a large one that demand will
not be sufficient to yield a normal return. It is also noteworthy that
the focus on the costs of the predator might not capture exclusionary
conduct when scale economies are significant and penalties for oper-
ating below such scales are high.100 Under such conditions, the incum-
bent monopolist may not have to reduce its prices below its costs to
engage in exclusionary conduct. Some commentators suggest that
the definition of predation might need to be adjusted to capture such
conduct.101

Exclusive dealing, whereby the monopolist conditions the sale of its
product on an agreement with a distributor or a supplier to deal only
with it, is one of the leading types of abuse found in small economies.
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Although the foreclosure effects of exclusive dealing in large markets
have been questioned, the nature of many markets in small econo-
mies—concentrated and protected by high entry barriers—makes ex-
clusive dealing an important regulatory target. As all markets down
the chain of supply tend to be more concentrated in small economies,
it is much easier for a dominant firm to use its market power to coerce
distributors or suppliers to enter into exclusive dealing contracts with
it, especially if there are economies of scale in distribution or in the
supply of an input. Such exclusive dealing contracts render a distribu-
tor or a supplier unavailable to other producers. By a series of exclu-
sive dealing contracts with major customers, wholesalers, retailers, or
suppliers, the monopolist can make entry of new firms into the indus-
try more difficult than otherwise and can even drive existing firms out
of the market. Whereas in large economies exclusive dealing by one or
two leading firms will still leave to their competitors a sufficient num-
ber of uncommitted distributors, in small economies it might fore-
close the market. Establishing a new distribution network may be un-
economical, given that it may involve distribution on sub-optimal
scale.

For illustrative purposes, suppose that a dominant producer holds
70 percent of the relevant product market. Further assume that distri-
bution scale economies amount to 40 percent of the market. This im-
plies that the market can support only two efficient-sized distribu-
tion channels. It also implies that in order to realize low costs, both
distributors need to do business with the monopolist (since the re-
maining producers fulfill only 30 percent of the demand). If the mo-
nopolist uses its market power to coerce the two distributors into ex-
clusive dealing contracts (e.g., by threatening to establish its own
distribution channel), then the remaining producers will have no out-
let into the market. Existing distribution channels are blockaded, and
establishing a new distribution network may not provide a solution
when scale economies are significant and the producers have no sig-
nificant cost advantage over the dominant firm. A similar outcome
would have resulted if the monopolistic producer had entered into an
exclusive dealing arrangement with duopolistic suppliers.

Exclusive dealing might, therefore, severely affect the ability of ex-
isting and potential competitors to compete with the monopolist on a
merit basis. Existing competitors might lose their market share and
even be driven out of the market, thereby strengthening the monop-
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olist’s market power. Alternatively, exclusive dealing might give rise
to two or more parallel distribution systems when a single network
would be more efficient.

The severity of the problems raised by exclusive dealing contracts
in small economies can be exemplified by the Israeli case of Eltam—
Sheingoot.102 There it was found that Eltam, the dominant pro-
ducer of throttles in the Israeli market (more than 80 percent), entered
into exclusive dealing contracts with its largest customers, the domi-
nant lighting equipment producers, under which the lighting produc-
ers committed themselves to buying their throttles exclusively from
Eltam, and in exchange Eltam committed to charging them lower
prices than those it charged their smaller rivals. Eltam’s contracting
system prevented import competition in the market for throttles, as
import scale economies made imports profitable only for large quanti-
ties. The exclusive contracts were thus profitable to both Eltam and
its large customers: Eltam faced no import competition, and its cus-
tomers raised their smaller rivals’ prices relative to their own. This
gave them a comparative advantage over their rivals that made up for
the higher prices they paid for throttles relative to their imported
price.

The refusal-to-deal offense, which is analyzed in detail in Chapter
4, arises when a monopolist refuses to supply a product or a service
without a valid business justification or on terms less favorable than
those it gives its own competing arm or other firms. It raises similar is-
sues to those raised by exclusive dealing. In both, a monopolist con-
trols or has significant effect (directly or indirectly) over distribution
or supply channels that are necessary for other competitors to com-
pete with it. Under the refusal-to-deal scenario the monopolist owns
the facilities or inputs or renders the services necessary for firms to
compete, whereas under the exclusive-dealing scenario the facilities or
services are supplied by another firm, which contracts with the mo-
nopolist. Both can be used to foreclose the market for potential com-
petitors.

A Word on Remedies
Remedial powers may focus on one of three goals: deterrence, com-
pensation, or restoration of competition. The goal of an enforcement
system based on deterrence is to identify some level of violations that
must be eliminated and to make it unprofitable by imposing costs on

106 • Competition Policy for Small Market Economies



prospective violators. An optimal level of deterrence will make viola-
tion unprofitable precisely to the point that it is inefficient. The goal
of an enforcement system based on compensation is to restore injured
parties to the position they would have occupied had the violation not
occurred. Although the focus is on the injured party, this remedy also
has deterrent effects: the higher the cost to a violator, the higher the
deterrent effect of such a remedy on future potential violators. A re-
storative remedy focuses on creating the market conditions necessary
to restore competition in the specific market. All three goals have been
adopted by different jurisdictions to remedy abuses of dominance.
Most laws focus on restoring competition in the market, although de-
terrence and compensation may be cumulative goals. My remarks will
be focused on the former, as it poses interesting and special issues for
small economies.

In most cases courts attempt to achieve the goal of restoring compe-
tition simply by prohibiting the abusive conduct and depriving the
dominant firm of the fruits of its anti-competitive behavior to en-
sure effective deterrence. Restoring the market to the situation that
would have existed had the anti-competitive conduct not occurred
may, however, require courts to undo various effects of the anti-com-
petitive conduct that go well beyond depriving the dominant firm of
the fruits of its abuse. The reason is that the abusive conduct has al-
ready changed the market equilibrium such that market conditions
are different from what they would have been without the anti-com-
petitive conduct. The court may need to use more extreme measures,
such as monetary compensation of rivals, lowering of entry barriers
created by the anti-competitive conduct, or even the divestiture of a
dominant firm when other less intrusive remedies are not effective.103

If the goal of the remedy is to restore competition in the market, the
concentrated nature of a market raises a structural consideration that
is mostly absent in large economies. In using its remedial powers, a
competition court in a small economy should take into account the ef-
fect of its remedy on the current market equilibrium.104 If the court
goes beyond what is necessary to restore competition and to eradicate
the consequences of the anti-competitive conduct, it might create a
situation that is counterproductive to competition, if the remedy nec-
essarily leads to the exit of a firm from the market. For this to happen,
four conditions have to be met. First, the market can support only a
small number of firms that actually compete in the market. Second,
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entry barriers are high. Third, the judicial remedy should create such
a comparative disadvantage to a competitor that it must exit the mar-
ket. Fourth, the exiting firm’s assets may not be utilized by a new firm
such as a successor in bankruptcy, or it may take a new competitor a
long time to establish itself in the market (for example, where reputa-
tion is an important factor in the consumer’s decision). Put differently,
although competition policy is designed to protect competition and
not competitors, in some markets it might be important to exercise
caution with regard to the viability of competitors if that viability is
crucial for competition.

Take, for example, a market situation in which the relevant market
can support only two firms. Assume that one firm is found to engage
in anti-competitive behavior, and that the court does not exercise
enough caution in its decision such that the firm has to exit the market
owing to a significant comparative disadvantage created by the rem-
edy. If a new entrant faces high barriers to entry, this change in market
structure may affect the pricing behavior of the remaining firm in the
market, given that it now enjoys a monopoly position. The exit of a
competitor from the market may also have great economic impact
when the market can or may support only one firm, and several firms
engage in competition for the market. Efficiency dictates that the most
efficient competitor ought to serve the market. If, however, a superior
potential competitor engages in anti-competitive conduct while com-
peting for the market, and the court hearing the case creates a sig-
nificant disadvantage for this firm, the firm might exit the market.
Consequently, efficiency will not be achieved.

This can be illustrated by the Canadian Nielsen case.105 There, Niel-
sen was found to engage in anti-competitive exclusive dealing con-
tracts with its suppliers and customers, which served to create arti-
ficial barriers to the entry of its potential competitors. The Canadian
Competition Tribunal struck down the exclusivity clauses in its exist-
ing contracts, but without interfering with the rest of the contractual
terms. The tribunal acknowledged that striking down the exclusiv-
ity clauses in Nielsen’s contracts with its suppliers without address-
ing the current payment clauses of a blended nature (i.e., they con-
tained a single payment for the data and exclusive access to them)
might be problematic. The problem was that “Nielsen might have to
continue its current level of payments, without receiving the benefits
of exclusivity the payments were intended to secure, while its compet-
itor makes payments at a lower level.”106 The tribunal chose to side-

108 • Competition Policy for Small Market Economies



step this issue, however, by making no comment on whether or not
this was a valid concern for it to address. This remedy could have re-
quired Nielsen to suffer great losses and exit the market, were it not
the case that Nielsen’s incentives for de facto exclusivity were aligned
with those of its suppliers, who shared some of the profits from Niel-
sen’s position as a sole service provider.107

Conclusion

Monopoly markets pose some of the most important policy dilemmas
for regulators in small economies. The prevalence of monopoly struc-
tures in small economies and the limited self-regulating powers of the
market imply that regulation has a crucial role in limiting the welfare-
reducing practices of monopolies. In this chapter I have analyzed the
considerations that come into play in devising an efficient policy. On
the basis of such considerations, I suggest that small economies adopt
competition policy regimes that have the following features:

1. Monopoly should be defined with care to minimize false
positives and false negatives. In particular, the scope of the
relevant market in small economies should include current or
potential imports which are real or significant substitutes for
domestic products.

2. The typical or standard market share that signifies market
dominance in small economies should be lower than that
adopted in large ones because the elasticity of supply is typically
lower, given the high prevalence of scale economies and
oligopolistic interdependence in most of their markets.

3. Presumptions of market power should be based not only on
market share indicators in absolute terms, but also on such
market shares relative to the market shares of the largest
competitors of the relevant firm. Dynamic factors are also
important for a correct analysis.

4. Monopoly should be tolerated, as it is often necessary to
achieve productive efficiency. Nonetheless, small economies
should consider conduct regulation of monopolies more
seriously than large ones. Conduct regulation is better
performed by competition authorities rather than by the courts.
Such regulation should follow the guidelines suggested.

5. Regulatory methods that enhance the transparency of the
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monopolist’s actions can assist the competition authorities as
well as the general public to detect anti-competitive conduct.

6. Abuse-of-dominance provisions are highly important for small
economies, as the peculiarities of small economies tend to make
exclusionary conduct by dominant firms more profitable to the
monopolist. Such provisions should be broad enough to
encompass all types of abusive conduct engaged in by a
dominant firm.

7. The analysis of abuse should be an economic one, in order to
minimize false positives. Exclusionary practices should be
interpreted in light of the need to enhance economic welfare.

8. Small economies should regulate exclusionary conduct that is
likely to lead to the creation of market power rather than only
exclusionary conduct that maintains or strengthens existing
market power.

9. Intent should not play a significant role in determining the legal
status of a certain type of conduct.

10. The special characteristics of small economies require that
certain types of exclusionary conduct be analyzed differently
than in large economies. For example, price discrimination
should be allowed when it serves as a method for breaking
oligopolistic coordination.

11. Courts in small economies should exercise caution when
applying remedies to avoid creating a more concentrated
market structure or increasing the height of entry barriers into
the market.

Natural monopolies are a special kind of monopoly, which pose
different dilemmas than mere monopolies for competition policy.
They are the focus of the next chapter.
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C H A P T E R F O U R

The Regulation of Natural Monopolies
and Essential Facilities

Natural monopolies are not a rare phenomenon in small econo-
mies. Especially in very small economies, natural monopolies may
exist over a wide range of industries and may significantly affect the
economic performance of their markets, of vertically interconnected
markets, and of the economy as a whole. Accordingly, in this chapter I
analyze the special characteristics of natural monopolies and their im-
plications for the regulation that should be adopted.

I elaborate on the claim that competition laws should regulate the
conduct of natural monopolies even when mere monopolies are not
regulated. In fact, many jurisdictions regulate certain types of natu-
ral monopoly activity differently from the activities of other monopo-
lies. Yet these regulatory tools are very limited and do not necessar-
ily comport with the special characteristics of natural monopolies.
Here I introduce and analyze a wide range of conventional and non-
conventional tools that are available for competition authorities to
regulate natural monopolies in order to achieve the goals of competi-
tion policy.

For illustrative purposes, suppose that a lawful monopolist owns
and operates a port that is the only accessible one for many miles, ow-
ing to geographic constraints. Further assume that the port connects a
cluster of manufacturers with their customers who live across the
ocean and that no other method of transportation provides an eco-
nomical alternative. The monopolist has the power to deny access to



its port to any manufacturer, and it can also charge supracompetitive
and discriminatory prices for such access.1 This situation creates a
host of regulatory dilemmas. Should the law regulate the terms gov-
erning access to the port? Should a different rule be applied if the port
owner also operates a shipping service that competes with firms seek-
ing access to its port? Should the regulatory policy change if the mo-
nopoly is created by a government-imposed barrier to the erection of
a competing port? These are some of the questions addressed in this
chapter.

Economic Characteristics of Natural Monopolies

Natural monopolies are, as their name indicates, first and foremost
monopolies: a single (mono) firm has dominant market power. They
are, however, a special kind of monopoly: a “natural” one.

The unifying characteristic of natural monopoly markets is the abil-
ity of a single firm to provide a good or a service at a lower cost than
a set of firms in the market. Natural monopolies may result from
unique natural conditions such as those in the port example. They
may also result from large internal economies of scale relative to the
size of the market: owing to an inherent and persistent tendency of de-
creasing long-run average unit costs over all or most of the extent of
the market, no combination of several firms can produce the industry
output as inexpensively as a single firm. The introduction of addi-
tional suppliers thus creates a wasteful duplication of facilities and an
increase in costs.2 Natural monopolies may also arise in network in-
dustries, in which the system becomes more valuable to a particu-
lar user as the number of other users is increased.3 Under such cir-
cumstances, monopoly is accepted as the most appropriate industry
structure. This is why such monopolies are termed “natural”: they re-
sult from the natural conditions of the market. The natural monop-
oly market may encompass a region, the whole domestic market, or
even the global market. Natural monopolies have arisen, for example,
in connection with harbors,4 airports,5 local newspapers,6 electricity
transmission grids,7 and bus terminals.8

A related phenomenon involves government-created facilities or
services known as “essential facilities,” which cannot be economically
duplicated for policy reasons.9 To illustrate, environmental objections
or land-use restrictions may make it impossible to build a competing
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airport although market demand might be sufficient to support two
airports. Other legal rules, such as intellectual property rights, may
also restrict the ability of competing firms to operate in the market.
Essential facilities may also exist when one competitor has assumed
control over all the alternative sources of at least one critical ele-
ment necessary to compete. They should be distinguished from natu-
ral monopolies. Essential facilities can often be eroded by removing
the artificial barriers to entry that created them in the first place. Con-
trol of potentially competing facilities by one firm can be eliminated
by separation of ownership. Natural monopolies, however, can lose
their “natural” status only if one of the two market conditions that
define natural monopolies change—either market demand grows sig-
nificantly or technology erodes economies of scale. Yet because of the
similar effects of both natural monopolies and essential facilities on
the market and the fact that competition policy takes government-im-
posed barriers as a given, both are analyzed here together.

When market demand can support only one efficient-sized firm, a
natural monopoly has an absolute advantage over other market struc-
tures: it is the only market structure that takes full advantage of inter-
nal economies of scale. Consequently, the costs of production can be
lower under natural monopoly than under any other market struc-
ture.

Natural monopolies may create significant economic costs, how-
ever. They suffer from all the costs of monopoly. They may, for ex-
ample, charge monopoly rates and restrict output. Although natural
monopolists are able to charge the lowest price for a given widget,
they have strong incentives to take advantage of their market power
and charge supracompetitive prices. Because their position is gener-
ally secured by market conditions, they may even be able to price up
to their profit-maximizing level. To return to the port example, the
port owner may charge ship operators a monopoly price that is based
on their own profit. Such conduct reduces allocative efficiency sig-
nificantly; it creates a redistribution of profits from producers to the
monopolist and might bring about additional economic and social
malaise arising from market power.

When entry barriers into its market are prohibitive, the natural mo-
nopoly’s ability to charge supracompetitive prices is constrained only
by the demand elasticity and by technological innovation. For illus-
trative purposes, suppose that widgets and gadgets are perfect substi-
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tutes. Widgets are produced without utilizing the natural monopoly’s
output, whereas gadgets are produced by utilizing it. If the monopo-
list raises the price of its outputs, this will inflate the price of gadgets
and create substitution effects to widgets. A rational monopolist, an-
ticipating this effect, would price its input at a maximum price that,
while sharing in its customers’ profits, will still enable its customers to
produce and sell gadgets at a competitive price.

The natural monopoly’s ability to take advantage of its monopoly
power may also be limited by competition for its market.10 The most
efficient firm will win the market and reduce productive inefficiency.
The winner does not, however, necessarily have to reduce its prices to
prevent entry. It can instead charge supracompetitive prices and en-
gage in actual or threatened price changes whenever entry appears im-
minent. Still, lower production costs may lead to a lower equilibrium
price to consumers.

For competition for the market to affect consumer welfare, it is
also essential that no artificial barriers to entry exist and that no sup-
plier or consumer has market power.11 The Israeli case of Passover
Flour12 illustrates this point. Passover flour can be produced in any of
the twenty-one flour mills operating in Israel. Such production is not
profitable, however, for quantities smaller than five thousand tons,
because diverting a flour mill from producing regular flour to produc-
ing Passover flour involves a large sunk cost. As yearly demand for
Passover flour in Israel is approximately ten thousand tons, the mar-
ket can support a maximum of two Passover flour mills. Nonethe-
less, given that any one of the existing twenty-one flour mills can
potentially produce such flour, and that the flour market suffers from
excess capacity, this creates competition for the market. Such com-
petition would have regularly reduced prices to competitive levels.
But the four largest buyers of Passover flour, whose combined de-
mand exceeded 80 percent of total market demand, agreed to buy
such flour from a specific mill. By so doing, the four created a de facto
monopoly, since no other flour mill could sell enough flour to operate
profitably. In exchange, the chosen mill agreed to sell the four conspir-
ators Passover flour at low prices, and to sell to all other customers at
a higher price. This arrangement prevented other market participants
from enjoying the fruits of competition for the market.

Like all monopolies, natural monopolies also have incentives to dis-
criminate in order to maximize their profits. In the port example, the
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port owner may maximize its profits by charging a higher price from
an operator shipping a product that is produced by a monopolist than
from one shipping a product that competes with substitutes. Natural
monopolies also have incentives to engage in predatory tactics to pre-
vent competition for their markets or the introduction of a new tech-
nology that might erode their position.

Another set of issues arises when the natural monopolist is ver-
tically integrated with a competitor in a competitive segment of its
industry, the danger being that under certain market conditions it
might have incentives to use its power and profits from the natural
monopoly segment to extend its monopoly power to, and exploit it in,
the competitive segment(s).13 The vertically integrated firm might le-
verage its monopoly power either by cross-subsidizing its competitive
arms; by engaging in tying, exclusive dealing, or other predatory or
exclusionary conduct; or by giving its competitive arms supply bene-
fits over potential rivals. The effect of such practices on the economic
viability and profitability of firms operating in the vertically related
market may be significant as, by definition, they have no alternative
but to use the natural monopoly’s output and comply with its terms of
trade.

Regulation of Mere Natural Monopolies

Natural monopolies were traditionally presumed to be outside the do-
main of competition law, since the main tool of competition policy—
competition in the market—cannot regulate their activity. Instead,
large, influential natural monopolies have traditionally been subject
to sector-specific regulation. In practice, however, natural monopolies
exist in markets that are not subject to direct regulation because they
are too small or too insignificant to justify a special administrative so-
lution. These natural monopolies usually come under the scope of
competition policy by default. Moreover, the criticism of direct regu-
lation for its substantial costs and limited effectiveness has caused
some jurisdictions to transfer the regulation of large natural monopo-
lies to the domain of competition laws.14 Competition policy thus has
an important role to play in regulating natural monopolies.

Natural monopoly regulation is much more important in small
economies than in large ones. Limited market demand implies that
natural monopolies will be found more commonly in small econo-
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mies. High entry barriers further imply that competition for the mar-
ket is often very limited and that monopoly position is relatively se-
cure. Accordingly, their impact and effect is much stronger than in
large economies. In addition, the relative prominence and strength of
natural monopolies may affect other vertically interconnected mar-
kets. Thus, although the optimal policy toward natural monopolies
should not be qualitatively different in different-sized economies, quan-
titative differences make the efficient regulation of natural monopolies
in small economies more important.

In this chapter I explore a wide spectrum of conventional as well as
nonconventional tools available to the competition authorities to reg-
ulate natural monopolies. These regulatory tools apply in addition to
the competition rules that regulate the economic activity of all mo-
nopolistic firms operating in the market. Different regulatory tools
sometimes affect one another. For example, price regulation or a pro-
hibition of price discrimination may affect the monopolist’s incentives
to leverage its monopoly power into a vertically related market, and
thus its activities should be much more closely regulated. Accordingly,
in evaluating the effectiveness of regulatory tools, one should take
into account not only their effectiveness in preventing a specific type
of conduct but also their effect on the incentives and the ability of the
regulated entity to circumvent such regulation.

In Chapter 3 we considered whether and how to regulate mere
monopoly. Natural monopolies pose similar questions, but some of
the considerations that were relevant in the case of unnatural monop-
olies have limited applicability where natural monopolies are con-
cerned.

Drawbacks of Condemning Natural Monopoly Per Se
Any policy toward natural monopolies should not condemn the at-
tainment or maintenance of a natural monopoly position per se. The
specific intent to become a natural monopoly, when not accompanied
by exclusionary practices, should also not be deemed anti-competi-
tive. This policy prescription is based on the unique characteristics of
a natural monopoly market. As the successful competitor for a natu-
ral monopoly market captures the entire market, all his conduct is
exclusionary by nature. Condemning his intent to become a monopo-
list or his success at achieving his position will prevent the most ef-
ficient market structure—that of a natural monopoly—from being re-
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alized. It might also affect dynamic efficiency by removing incentives
to grow through efficient performance.

Condemnation of natural monopolies per se is also problematic
given the nature of available remedies. The basic remedy to restore
the market to its position absent the violation is breakup. But breakup
is not an efficient solution in the case of natural monopolies, since
it would reduce productive efficiency and needlessly sacrifice econo-
mies of scale. Moreover, the tendency of resources to gravitate to-
ward their most valuable uses when voluntary exchange is permitted
would eventually recreate a natural monopoly by realizing econo-
mies. Thus, structural breakup of natural monopolies is costly and
nonsustainable.

A rule that rejects condemnation of mere natural monopoly has
been adopted, with limited variations, by all jurisdictions.15 Under
this rule, a natural monopolist violates the competition laws only if it
acquires or maintains its power through the use of means that are
exclusionary, unfair, or predatory. Competitive actions to win a natu-
ral monopoly market—even if they involve a clear attempt to become
a monopolist—are not illegal.

Regulation of Anti-Competitive Practices in Achieving or
Maintaining a Natural Monopoly
The special characteristics of natural monopoly markets raise an in-
triguing question: Can a natural monopolist claim that by engaging in
predatory tactics it simply hastened the inevitable, that is, its becom-
ing the sole supplier for a given market? Furthermore, given that co-
existence creates wasteful duplication of resources, can the natural
monopolist argue that it has in fact increased welfare by shortening
the struggle to win the monopoly position? A similar set of questions
can be posed with regard to the maintenance of a natural monopoly
position: Can the natural monopolist’s anti-competitive actions to re-
move a rival from the market in order to maintain its monopoly posi-
tion be justified by the fact that the struggle to win the market would
have resulted anyway in a sole supplier servicing the market, and that
the incumbent’s actions have reduced the costs of the elimination pe-
riod?16

The answer to all of these questions should be negative. Anti-com-
petitive methods used to achieve or maintain the position of monop-
oly should lead to a competition law violation, even if they serve to
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shorten the delays for realizing the low production costs. The main
concern is that anti-competitive practices might prevent the most ef-
ficient competitor from winning the market. If a less efficient, higher-
cost competitor achieves a position of monopoly power through anti-
competitive practices, productive efficiency is reduced, and the mo-
nopolistic price might be higher.

Should this conclusion change if the firm that engaged in anti-
competitive practices is the most efficient? Strong reasons still sup-
port condemning its conduct as anti-competitive. Once a court allows
more efficient firms to shorten the struggle for the market by engaging
in anti-competitive conduct, it must be able to ascertain which firm
competing for the market is most efficient. Competition courts usu-
ally lack the tools to ascertain economic superiority. Especially in
a world of rapid technological changes, it is impossible to require
courts to play a determinative role in choosing the most efficient com-
petitor. The very fact that private investors have chosen to compete
for a natural monopoly market suggests that they believe they pos-
sess a comparative advantage over their rivals. It is thus better to put
superiority to the market test by eliminating obstacles to efficient
competition.

Moreover, there are benefits in setting clear and similar standards
of conduct for all firms in the market, unless market conditions
require otherwise. Consequently, small economies should condemn
anti-competitive conduct that firms use to achieve or maintain a natu-
ral monopoly position, to ensure that the most efficient competitor
wins the natural monopoly market and that the winner is constrained
in the exercise of its legitimately obtained market power, to the extent
possible, by market forces.

Regulation of Monopoly Pricing and Output
Natural monopolies may enjoy a market position that enables them
to realize substantial profits by charging high prices and by limiting
output. An important issue is whether competition law should pre-
vent the monopolist from realizing supracompetitive rents by setting
maximum prices for its goods or services and by setting output closer
to competitive levels, provided that doing so is consistent with the
economic viability of the firm. Price regulation by industry-specific
regulators was the traditional solution to the problem of natural mo-
nopoly.

118 • Competition Policy for Small Market Economies



The arguments for and against pricing and output regulation have
been extensively analyzed in the context of mere monopolies. The
same arguments apply here, with some qualifications. The short-term
effects on price and quantity in both natural and unnatural monopoly
markets are qualitatively similar. At the same time, it is more likely
that the natural monopolist would be able to set prices closer to their
profit-maximizing level than most other monopolies, given that it is
generally less restrained by market forces. If there is no competition
or weak competition for the market, the natural monopolist is limited
only by market demand and by technological innovation. Even when
competition for the market is strong, the controlling monopolist will
have incentives to charge supracompetitive prices and to price-dis-
criminate among customers. The comparative inability of the market
to regulate natural monopoly pricing thus points more strongly to-
ward regulation in the case of natural monopolies than in the case of
mere monopolies.

Pricing regulation is most strongly justified when the monopoly po-
sition was obtained and is maintained owing to a government license.
The correlation between a legal franchise and the risk of monop-
oly pricing is likely to be high given the durability of the granted mo-
nopoly. Moreover, in such cases the legitimization of public controls
is relatively straightforward. When monopolies are created by law,
one can argue that the recipients are bound by consent to regulation
through conditions contained within the original grant or the unique
conditions artificially created by government intervention in the mar-
ketplace as a quid pro quo for government-protected market power.
Pricing might also be justified when the natural monopoly position re-
sults from unique market conditions not based on dynamic efficiency.
It is difficult to see the injustice of denying a “right” to indefinitely
perpetuated monopoly profits and power, especially when this power
is protected by unique market conditions.

If dynamic efficiency served to create the natural monopoly, the jus-
tification for price and output regulation is less straightforward. The
incentives of a firm to invest resources in order to become a natural
monopoly or to erode its position depend, to a considerable degree,
on the price it can obtain. Clearly, such incentives are greatest when
no price regulation is adopted. But even when the natural monopoly
was created as a result of innovation, this does not necessarily entitle
its owner to an indefinite stream of supracompetitive revenues. Given
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their relatively secure market position, natural monopolies can earn
high returns and exist for very long periods of time. Limiting the reve-
nues that can be obtained from the utilization of their assets will not
necessarily reduce incentives to invest in natural monopolies, so long
as the regulator ensures that the natural monopolist is appropriately
compensated at least for the costs (including the risk factor) incurred
in developing the asset. Such a policy will still reward the natural mo-
nopolist for investing in the product or service but at the same time
decrease the ultimate price to consumers and ensure a more efficient
allocation of investment resources in society. In cases in which the
main cause for the creation of a natural monopoly cannot be easily
determined, it should be assumed that the monopoly was created as a
result of dynamic efficiency.

Yet regulation should be carefully structured so as to minimize the
costs of intervening in the market. The same guidelines that applied in
Chapter 3 should apply here as well. In particular, price regulation
should be imposed only in cases in which the negative welfare effects
of the natural monopolist’s pricing is significant.

Australia and New Zealand have adopted a special set of rules that
enables their competition authorities to regulate the price and output
decisions of natural monopolies.17 Other small jurisdictions empower
their competition authorities to regulate natural monopolies by the
same powers that regulate mere monopolies. As elaborated earlier,
these include direct regulation of monopoly pricing and output or
regulation of “unfair” or “inequitable” monopoly pricing and limi-
tations of output or quality through the abuse-of-dominance provi-
sions.

Cost Misallocations
Natural monopolies’ conduct may encompass the whole range of
predatory conduct engaged in by dominant firms. Nonetheless, in
some situations natural monopoly raises unique issues. We shall focus
on two. The first involves cost misallocations of a price-regulated nat-
ural monopoly into its competitive arm. The second involves refusal
to supply, or discriminatory supply, by a vertically integrated natural
monopolist.

If a vertically integrated natural monopolist cross-subsidizes its
competitive arm in order to force its competitors out of the market,
or if price cuts in the competitive segment are intended to discourage
aggressive competition, such conduct may be condemned as anti-
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competitive predatory conduct.18 A more complicated issue arises
when the price-regulated monopolist misallocates some of the costs of
its price-regulated competitive activities to its natural monopoly seg-
ments, thereby giving its competitive arm a price advantage.19

The most relevant economic offense involves predatory pricing. In
applying predatory pricing provisions to combat cost misallocations,
several difficulties may arise. Although the outcome of both the usual
predatory pricing scenario and cost misallocations may be similar—
driving competitors that have competitive advantages over the preda-
tory firm out of the market—they are achieved in different ways.
“Ordinary” predatory pricing involves temporary pricing below cost,
whereas the natural monopolist might engage in cost misallocation
for unlimited periods, as this does not entail a loss to the overall
profitability of the firm; unlike “ordinary” predatory pricing, cost
misallocation could be profitable to the monopolist even if it does not
possess market power in the competitive market or if barriers to entry
into the competitive segment are low. Assume, for example, that the
“real” costs of its competitive arm are 100, while the monopolist
succeeds in covering 50 percent of such costs by “smuggling” them
into the cost structure of its regulated natural monopoly activities. It
would be profitable for it to sell its product at any price above 50,
whether or not there were barriers to entry into the predated market
and whether or not it possessed market power in it.

It would thus be difficult, if not impossible, to establish some of the
elements of the predatory offense, mainly, that the competing arm of
the natural monopoly sets its prices at a predatory level. The fact that
the monopolist “smuggles” some of the costs of its competitive arm
or affiliate into its regulated rates enables it to sell its end product at a
price that, although below the “real” cost of production, does not
generate any loss for the firm as a whole. The crucial question then be-
comes whether a court will apply the economic criteria for predatory
price levels to the costs of the competitive arm alone or will adopt a
broader point of view that takes into account all the costs of the firm.
The court may allow the firm to justify its actions on the grounds that
it covers all of its costs and does not suffer any losses. Yet such jus-
tification will expose the firm to the scrutiny of the price regulator
whose failure to prevent the monopolist from “smuggling” costs that
were incurred by its competitive arm into its cost structure has en-
abled cost misallocation to occur in the first place.

In conclusion, the power to investigate and remedy predation is
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unlikely to be sufficient to regulate cost misallocations efficiently. In-
stead, price regulation should be corrected to limit these cost misallo-
cations. One possible response would be for the regulator to impose
“competitive safeguards” in related competitive segments, such as
limitations on the pricing behavior of the natural monopolist’s com-
petitive affiliate, to ensure that the integrated firm does not leverage
its market power. A regulator lacking expertise in the competitive
process, however, might worsen the situation by interfering with that
process. The efficient response is thus to tighten the regulatory mea-
sures to prevent cost misallocations in the first place.

Refusal to Supply and Discriminatory Supply Terms

Refusal to supply and discriminatory supply terms of vertically inte-
grated natural monopolists raise an important concern for harm to
competition. The concern is that through such conduct, the monopo-
list, competing in a vertically integrated market, might use its control
over the natural monopoly facility to create artificial barriers for ex-
isting or new entrants to compete with its competitive arm in the po-
tentially competitive market. It might do so by refusing to let its rivals
use its asset, delaying their use of it, or charging them high and dis-
criminatory prices.

Such conduct has been the basis for special rules and doctrines,
adopted in many jurisdictions, which create a major exception to the
liberal principle that monopolies can choose their customers and the
terms on which they deal with them. Such legal regimes are analyzed
in the discussion that follows. To set the basis for this discussion, I
first introduce three different legal regimes governing such conduct.
There are sufficient differences among them for a comparison to be a
productive exercise. I then propose several methods for increasing the
efficiency of these rules, some of which relate to the basic terms of the
regulatory rules and others to the possible remedies.

The Legal Regimes
THE U.S . “ESSENTIAL FACIL IT IES” DOCTRINE

The best-known rule dealing with access to vertically integrated natu-
ral monopolies is the U.S. essential facilities doctrine, also known as
the bottleneck monopoly doctrine. The doctrine imposes on a con-
troller of an essential facility a duty to grant its competitors reason-
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able and nondiscriminatory access to it. Its importance stems not only
from its use in the United States but also from its adoption or use as a
reference point in many small jurisdictions.20

The first U.S. Supreme Court case that dealt with access to an essen-
tial facility was Terminal Railroad.21 There, the Supreme Court de-
cided that a joint venture controlling all economical routes of access
to and from a city must permit railroads wishing to use its facilities to
do so on nondiscriminatory terms. A significant number of antitrust
cases have been decided based on the same doctrine, which typically
provides the principal legal justification for compulsory access when
antitrust is the tool for facilitating competition in vertically intercon-
nected markets.22

The doctrine’s modern content can be largely understood from two
cases—MCI Communications23 and Aspen Skiing.24 In MCI the plain-
tiff claimed that AT&T had improperly refused to allow it to connect
its telephone lines with AT&T’s nationwide telephone network and
that such interconnection was essential for MCI to compete against
AT&T in the long-distance market. The court identified four essen-
tial elements necessary to establish liability under the doctrine: (1)
control of an essential facility by a monopolist; (2) a competitor’s in-
ability practically or reasonably to duplicate the essential facility; (3)
the denial of the use of the facility to a competitor; and (4) the feasibil-
ity of providing the facility. Aspen is commonly interpreted as adding
a fifth requirement, namely, the absence of a legitimate business jus-
tification for the refusal to deal at either the “micro level” or the
“macro level.”25 Legitimate business justifications at the micro level
focus on the circumstances of the particular case (such as past experi-
ence or technical problems of interconnection). The macro level fo-
cuses on legitimate justifications of a general policy of de facto exclu-
sivity. The doctrine, applied to a single firm, must also meet the intent
requirement necessary to constitute monopolization under section 2
of the Sherman Act. When the conditions of the doctrine have been
met, the firm that controls an essential facility may not refuse to make
the facility available to its competitors on nondiscriminatory and rea-
sonable access terms.

A facility has been found to be “essential” if competitors cannot ef-
fectively compete in a market without access to it. It is not essential if
it can, in fact, be technically and economically duplicated or is other-
wise obtainable and if access is not vital and critical to competitive vi-
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ability.26 A municipal sports stadium,27 an electricity distribution sys-
tem,28 and a uniquely situated commercial building29 have all been
found to be essential facilities. The strongest claims of essentiality are
based on resources that constitute a natural monopoly or those whose
duplication is forbidden by law.

Turning to the key issue of what constitutes a denial of access, we
find that the case law implies that essential facilities must be made
available on “fair and reasonable” or “nondiscriminatory” terms.
“Access” was interpreted to mean actual use of the facility (i.e., al-
locating the scarce resource among users), subject to scarcity con-
straints. The doctrine in its current form focuses on nondiscrimina-
tory terms. The intervention of the court in the facility controller’s
decisions is minimal and is usually limited to setting equal terms for
all actual or potential competitors. This is because it is believed that
the monopolist’s profit-maximizing incentives will ensure that the
market is served on reasonable—though profit-maximizing—terms,
and because of the difficulties involved in price regulation. The rea-
sonableness requirement should thus be read as prohibiting access
terms that are discriminatory, de jure or de facto. For example, if a fa-
cility holder requires that competitors use one kind of equipment that
is used only by some of the market participants, and such a require-
ment is not technically justified, then the court may require that all
competitors be served without regard to their equipment.

Valid business justifications negate a presumption of intent to re-
strict competition. Access will not be granted if it will result in the
diminution of service or the denial can be justified for technical or ca-
pacity reasons. In Town of Massena, for example, the district court
concluded that the defendant had properly refused access to essential
transmission lines when the plaintiff failed to resolve legitimate engi-
neering concerns.30 In City of Groton a refusal to consent to gen-
eral requests to wheel which failed to specify the timing of a transac-
tion or the quantity of power to be wheeled was sustained.31 The
Massena and Groton courts emphasized that the defendant utilities
had not categorically refused to deal but had raised efficiency con-
cerns in the course of good faith efforts to negotiate wheeling agree-
ments. In general, the business justification for refusing access to an
essential facility is limited to cases in which access would disrupt the
monopolist’s own business or the monopolist would incur substan-
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tial investments to accommodate its competitor. More recently courts
have also upheld business justifications rooted in public policy issues
such as equity concerns or the protection of captive consumers from
the redistributional aims of a rent-seeking plaintiff.32

The essential facilities rule is essentially a take-it-or-leave-it rule in
that the court does not balance the economic considerations present,
but rather if one of the elements of the doctrine is not fulfilled, the
case is dismissed. Most important, an absolute defense is created if
there are valid business justifications for denials of access.

An important debate surrounds the issue of whether the controller
of the essential facility must compete in a vertically related market for
the doctrine to apply. The prevailing view is that vertical integration is
an essential element of the doctrine.33 The rationale behind this re-
quirement is that access to the facility should be mandated only when
the monopolist’s conduct further entrenches or extends its monopoly
into competitive markets.34

The essential facilities doctrine has nonetheless been applied, on
rare occasions, to a non–vertically integrated natural monopolist.35

These cases can be distinguished as involving the abuse of monop-
osony power (i.e., buyer monopoly power) to induce a natural mo-
nopolist to grant exclusive rights to its facility. It is questionable
whether the essential facilities doctrine is the appropriate vehicle to
use in such cases. Given that the monopolist is driven to its discrimi-
natory conduct not by its own incentives to monopolize but rather
by the incentives of a powerful buyer who uses its power over the
monopolist to mandate discriminatory terms, the substantive anti-
competitive offense as well as the remedy should relate to the monop-
osony buyer. This factual scenario raises an intriguing question. Given
that the natural monopolist is the only firm operating in its market,
how can a buyer abuse its power to induce a monopolist to engage in
activities that are otherwise not to its advantage? The answer lies in
specific constellations of facts, such as when the buyer can make a
credible threat to compete for the market itself or to buy its inputs
from another firm that will win over the natural monopoly market.36

It also may threaten to use a different input. Such a threat may be
credible when the alternative input or production techniques are still
profitable if they allow the buyer to maintain a monopoly position in
its market.
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EC REFUSAL-TO-DEAL AND DISCRIMINATORY
DEALINGS PROHIBIT IONS

The general principle in European Community law is that there is
no general duty of a monopolist to help its consumers or competi-
tors. A firm is normally allowed to retain for its own exclusive use
all the advantages it has legitimately acquired. Yet a monopoly is
under special obligations not to engage in conduct that constitutes
an abuse of dominance. Typical abuses are listed in Article 82 of
the Treaty of Rome and include discriminatory trade terms. The dis-
criminatory trade terms prohibition encompasses all the situations
in which a monopolist discriminates among its customers (whether
its competitors or not) requesting similar products or service, if the
discrimination has significant effects on competition. This prohibi-
tion, along with the prohibition on setting monopolistic rates, creates
strong incentives for monopolists to integrate vertically into another,
potentially competitive market and exploit their market power there.
Consequently, regulating access to essential facilities is of great sig-
nificance in EC competition policy.

Under the EC refusal-to-deal prohibition, a firm in a dominant po-
sition is not permitted to refuse to supply a product or a service with-
out justification or on terms less favorable than those that it gives its
own competitive arm if this has significant effects on competition.37

This duty includes both existing and potential competitors,38 and it
applies both to single-firm dominance and to joint ownership.39

Given the broad scope of this prohibition, there is no real need for a
special doctrine that deals separately with situations in which access
to a facility is essential for effective competition in a vertically con-
nected market. Although the European Commission endorsed the cre-
ation of an explicit essential facilities doctrine,40 the legal rules gov-
erning refusal to deal with regard to essential facilities have been
present, in substance if not in name, for many years. Use of the doc-
trine may nonetheless be a useful label for some types of cases in
which vertical integration is present, which create a subcategory of re-
fusal-to-deal cases.41

The duty to deal arises only when supply is indispensable for the
economic viability of the firm seeking supply and a refusal to supply
would create an insuperable barrier to entry or a serious, permanent,
and inescapable competitive advantage that would make its activities
uneconomical. It arises only when the firm seeking supply is unable,
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physically or for some objective reason other than its own size or lack
of funds, to provide corresponding facilities for itself. The indispens-
ability applies to natural monopolies, to government-created monop-
olies, and to monopolies resulting from singular ownership, much as
in the U.S. essentiality requirement.

The application of the indispensability requirement can be illus-
trated by the Oscar Bronner case.42 The case involved a refusal by a
press undertaking, which held a very large share of the daily newspa-
per market in Austria and operated the only nationwide newspaper
home-delivery scheme, to allow the publisher of a rival newspaper to
have access to its scheme for appropriate remuneration. The rival
newspaper seeking inclusion in the home-delivery scheme was unable,
by reason of its small number of subscribers (3.6 percent), to build up
its own home-delivery scheme for a reasonable cost and to operate it
profitably. The European Court of Justice was asked to determine
whether such conduct constituted abuse of dominance on the ground
that the refusal deprived the competitor of an essential means of dis-
tribution.

The court’s analysis was based on the factual assumptions that a
separate market exists in home-delivery schemes and that the press
undertaking held a dominant position in that market. It stated that
even if these factual findings were found to be true, for a refusal to
constitute abuse, the plaintiff must establish “not only that the refusal
of the service be likely to eliminate all competition in the market on
the part of the person requesting the service and that such refusal be
incapable of being objectively justified, but also that the service in it-
self be indispensable to carrying on that person’s business, inasmuch
as there is no actual or potential substitute in existence for that home-
delivery scheme.”43 It then held that these conditions were not met in
the case at hand. In the first place, other methods of distributing daily
newspapers, such as by post and through sale in shops and at kiosks,
even though they may be less advantageous for the distribution of cer-
tain newspapers, exist and are used by the publishers of other daily
newspapers. Second, it did not appear that there were any technical,
legal, or even economic obstacles making it impossible, or even unrea-
sonably difficult, for any other publisher of daily newspapers to estab-
lish, alone or in cooperation with other publishers, its own nation-
wide home-delivery scheme and to use it to distribute its own daily
newspapers. The court emphasized that for such access to be capable
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of being regarded as indispensable, it would be necessary at the very
least to establish that it was not economically viable to create a second
home-delivery scheme for the distribution of daily newspapers with a
circulation comparable to that of the newspapers distributed by the
existing scheme.

The court’s decision limits compulsory supply in some important
respects. First, the court analyzes all the options of the firm seeking
access, including a joint venture operation with all other existing ri-
vals. Thus, if a particular competitor were especially vulnerable or in-
efficient and could not compete without supply although other firms
more normally situated could, it would not be granted supply. Access
would not be granted if competitors, alone or jointly, could build a
competing facility. Second, compulsory supply would not be granted
if refusal to supply were to create a comparative advantage to the mo-
nopolist’s competitive arm but would still allow a competitor to oper-
ate economically in the market, taking into account its overall com-
mercial viability.

Another requirement of Article 82 is that the refusal to supply sig-
nificantly affect competition. This condition was interpreted by the
ECJ very narrowly to require that the conduct in question be likely to
eliminate all competition in a vertically related market.44 If there are a
number of competitors in the downstream market and it is competi-
tive, the refusal to supply one more competitor does not have a sig-
nificant effect on competition. Thus, there is no duty to supply if the
downstream market is competitive, even if it is technically feasible to
supply another competitor, unless the firm seeking access can show
that it is being discriminated against to discourage it from competing
vigorously.

The duties imposed on the monopolist are farther-reaching than
those imposed in the United States. The main duty is similar: to sup-
ply on nondiscriminatory terms. But an EC monopolist also has a
positive duty to propose and seek solutions to meet a competitor’s
needs, to provide users with the timely information they need to exer-
cise their rights, and to consult with users to make the necessary ar-
rangements in order to maximize the overall benefits offered to con-
sumers.45 Moreover, the monopolist is mandated to share its facilities
on equal terms with new and existing competitors on a nondiscrimi-
natory basis.46

The court also looks at objective justifications for the firm’s actions.
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The basic test is whether a reasonable owner of the facility, were it
not vertically integrated, would have refused supply. If so, the verti-
cally connected facility may refuse supply, subject to the principle of
proportionality.47 In contrast to U.S. courts, the ECJ has recognized
only very limited business justifications that could defeat a refusal-to-
deal case. Objective reasons for refusal include shortages in supply as
long as the asset controller has allocated the existing capacity in a
nondiscriminatory way,48 and having due regard to the controller’s
own requirements to provide supplies during periods of peak demand
and his other long-term commitments; the relevant technical stan-
dards of the asset; and intellectual property rights. The last are ap-
plied very narrowly. An exclusive right of a proprietor to intellectual
property rights did not constitute an acceptable business justification
for refusal to deal when such refusal prevented the introduction of a
new product for which there was potential consumer demand.49 The
greater the effect on competition, the harder it is to justify a refusal.

Another important difference between EC and U.S. case law is that
the ECJ does not seem to recognize efficiency justifications for refus-
als to supply. The EC cases of Hugin50 and Commercial Solvents51

serve as good illustrations of this difference. Both cases involved deci-
sions by an upstream supplier to undertake downstream activity and
thereby undercut an existing competitor. In both cases the court ana-
lyzed the effects of the monopolist’s decision on the existing supplier
of such services, and it emphasized the fact that the monopolist’s con-
duct would eliminate the only serious competitor that the monopo-
list’s subsidiary could face, but it neglected to analyze and evaluate
the scope economies that can result from such vertical integration
and the net effect on welfare. A refusal by a supplier to supply a po-
tential downstream competitor, even if it is efficient, is thus a serious
abuse.52 This concern with protecting competitors irrespective of the
issue of welfare may well discourage businesses from efficient integra-
tion or efficient competition for fear of being characterized as anti-
competitive.

AUSTRALIA’S DOUBLE REGIME OF SUPPLY TERMS

Australia’s natural monopolies are regulated by a double regime. Sec-
tion 46 of the Australian Trade Practices Act prohibits anti-competi-
tive conduct, interpreted to include anti-competitive refusals to sup-
ply. In addition, more recent amendments to the act create a new
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regulatory regime, vested in the competition authorities, to ensure
third-party access to essential facilities that a competitor cannot prac-
tically or reasonably duplicate, when such access would significantly
increase competition.53 This regime was based on the recommenda-
tions of a governmental committee that endorsed the establishment of
a legislative regime to permit competitors to gain access to facilities
that cannot be economically duplicated, given the problematic nature
of granting access based on section 46 cases.54

Several Australian cases have involved refusals to deal by vertically
integrated dominant firms. One of the best-known Australian cases,
Queensland Wire,55 involved a constructive refusal to supply. In this
case, BHP was the sole domestic manufacturer of a steel fence post
known as a star picket, which it produced from an intermediate steel
product called a Y bar. Queensland Wire (QWI) competed with BHP
in the rural fencing market comprising wire, fence posts, and hinges.
QWI sought supplies of Y bar from BHP in order to manufacture its
own star picket fence posts and thereby be in a position to deliver a
full range of products to large consumers at competitive prices. BHP
refused to supply QWI with Y bars other than at list price. The Aus-
tralian court found an abuse of dominance, stating that the price set
for the Y bars was unreasonably high, without an analysis of leverag-
ing or the assessment of power gained over price. The court declined
to accept the doctrine of essential facilities but left open the possibility
of its application to “electric power, transport, communications or
some other ‘essential service.’”56

In MacLean57 the relevant market was for the raw material cyper-
methrin, used in the production of an insect-killing chemical product
for use on sheep, and the only effective source of supply was through
the defendant. The defendant was prepared to supply raw material,
but only if the plaintiffs entered into a joint venture with it. After the
negotiations broke down, the defendant was prepared to supply only
on new conditions that, the plaintiffs alleged, were not commercially
viable and would effectively destroy their ability to compete in the
downstream market. The Australian court was prepared to grant an
interlocutory injunction restraining the defendant from failing to sup-
ply the raw material in accordance with the terms of the joint venture
agreement. These cases incorporate a very broad compulsory supply
rule, as they look not at the effect of the refusal on welfare but rather
at the effect on specific competitors. Refusals used as part of a preda-
tory tactic are also considered anti-competitive.58
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Alternatively, natural monopolies that provide services can be regu-
lated under Part IIIA of the Trade Practices Act. The act details a two-
part process. The first step entails declaration of the service as essen-
tial by the responsible minister. The criteria for declaration require (1)
that access promote competition in at least one market other than
the market for the service; (2) that it would be uneconomical for
anyone to develop another facility to provide the service (this was in-
terpreted as determining the issue of essentiality from a social per-
spective rather than that of the person seeking access);59 (3) that the
facility be of national significance with regard to its size and its impor-
tance to trade, commerce, or the national economy; (4) that access to
the service can be provided without undue risk to human health or
safety; (5) that it not already be the subject of an effective access re-
gime; and (6) that access would not be contrary to the public interest.

The second step involves setting access terms. If the parties can-
not reach an agreement, the Australian Competition and Consumer
Council (ACCC) engages in an arbitration process. Both the minister’s
decision on whether to accept a recommendation to declare a service
essential and the ACCC’s arbitration of the terms of access are subject
to review by the Competition Tribunal. The ACCC is empowered to
accept undertakings from service providers that bypass the declara-
tory process.

The Efficiency of Legal Requirements
Assuming that the laws governing supply by essential facilities are
based on an economic rationale, an important question is whether
they actually succeed, in their current form, in achieving economic ef-
ficiency. It is always tempting to respond favorably to a firm that com-
plains of lack of access to a market. Yet to arrive at a balanced ap-
praisal of regulation, it is necessary to apply limiting principles to
ensure that competition laws achieve their goals. In this section I ana-
lyze the legal requirements in an attempt to evaluate their efficiency in
light of traditional and new criticisms, in order to help formulate
more efficient regulatory regimes.

THE HARM INFLICTED BY REFUSAL TO SUPPLY
OR DISCRIMINATORY SUPPLY

An important element of compulsory supply provisions involves the
harm inflicted by the monopolist’s action. The U.S. and EC case law
theoretically focuses on harm to competition, although some cases
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can be interpreted as focusing on harm to specific competitors. I will
argue that neither should be the focus of compulsory supply. Rather,
the focus should be on the results that competition is said to achieve,
that is, economic welfare.

The EC cases of Commercial Solvents,60 CBEM,61 and Bronner62 re-
quire that the conduct in question eliminate all competition in a verti-
cally related market. A somewhat similar view can be attributed to
several leading scholars who have suggested that a monopolist should
not be forced to deal unless so doing is likely to improve competition
in the marketplace substantially. Areeda and Hovenkamp, for exam-
ple, suggest that the asset controller should not be forced to supply
unless its discriminatory terms do, in fact, harm competition in a re-
lated market. No harm to competition exists if no monopoly is cre-
ated or extended by the refusal. The purpose of the essential facili-
ties doctrine, they argue, is not to permit particular rivals to survive
but to make the market more competitive. Thus, a vertically inte-
grated monopolist that discriminates among competitors should not
be mandated to act otherwise unless its actions harm competition in
the downstream market.63 It follows that when the downstream mar-
ket can support only one firm, merely substituting one competitor for
another will not create or extend monopoly in the market, and access
should not be mandated.

This suggestion suffers from an inherent flaw, given that it focuses
on competition instead of on its results. A legal rule that looks solely
to the number of existing competitors might create inefficient results
by enabling the monopolist to eliminate its most efficient competi-
tors. Assume, for example, that a natural monopolist deliberately re-
fuses to serve its most efficient competitors in order to allow its own
competitive arm to enjoy a comparative advantage. The monopolist’s
conduct may have a significant effect on welfare. Not only will pro-
ductive efficiency not be achieved, but the incentives of future com-
petitors to invest in and to utilize more efficient production tech-
niques will be severely reduced as well. Requiring that all competition
be eliminated might also create a duopoly structure, which is not al-
ways conducive to competition. Accordingly, an approach that de-
pends solely on foreclosure of access to all competitors should be re-
jected.

Focusing on the harm to specific competitors, as the Australian
abuse cases seem to do, also does not necessarily increase welfare, as it
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might protect inefficient competitors. Moreover, such an approach
might block the vertical integration of a monopolist even if it would
increase productive efficiency. In addition, when there is sufficient com-
petition in the final product market, compulsory supply has no effect
on the market price of the end product.

Instead, the focus should be on the welfare effects of compulsory
access. An optimal rule would mandate that the monopolist supply
only competitors that are more efficient than its competitive arm.
Such a rule would, however, be extremely difficult to apply in prac-
tice, given that courts do not have the tools necessary to determine
the relative efficiency of competing firms. The nondiscrimination rule,
if applied correctly, serves in cases involving homogeneous products
as a good approximation, since it implies that the monopolist will
supply competitors that are more efficient than its competitive arm. A
refusal to supply should thus not be deemed anti-competitive if non-
discriminatory, unless applied in an anti-competitive manner, for ex-
ample, if the price is predatorily low. This will ensure that only the
most efficient firms would be able to operate in the market.

The focus on welfare implies, too, that if granting supply will not
reduce the price or increase the quality of products to the end con-
sumer, then no compulsory supply should be granted. For example, a
coal mine that can ship its coal into a coal market only by using an ex-
isting railway line should not be granted compulsory access to the
railway if the coal market is already competitive and shipping its coal
into the market would not reduce the price of coal to competitors.
This rule should apply even if access is essential to the competitive via-
bility of a competitor, and even if the asset controller has significant
market power in the market for the asset.

Compulsory access also should not be mandated when adding users
may reduce efficiency if the facility has reached an optimal size. In ad-
dition, a monopolist should be permitted to take over related opera-
tions if it is at least as efficient as the current operator. The monopolist
will reap more profit, but the monopoly price to consumers may be
lower.64

The differences among the divergent standards for compulsory ac-
cess can be squarely presented in cases in which the monopolist re-
fuses to deal with a firm that is in competition for a successive es-
sential facility,65 such that a monopoly is not created but merely
transferred from one firm to the other. Under the elimination-of-
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competition standard, a refusal to deal would not be prohibited as it
would not result in the elimination of competition, because the verti-
cally related market can support only one firm anyway. Under the
welfare standard, however, it would be prohibited. The reason is that
a more efficient successive monopolist may well reduce productive
inefficiency. Accordingly, the analysis focuses not only on the adverse
effects on competitors or competition, as most courts typically do, but
also on structural efficiency considerations. To minimize problems
arising from information asymmetry, it is suggested that the burdens
of proof be allocated as follows: the plaintiff should be required to es-
tablish a prima facie case for why the restraint reduces welfare. The
burden then shifts to the defendant to prove that refusal to supply did
not have such an effect.

Another condition for increasing welfare is that the business jus-
tification exception to the essential facilities doctrine, once recog-
nized, not be applied as a complete excuse for not granting access, as
is done in the United States. The EC approach, under which the mo-
nopolist has a positive duty to propose and seek solutions to meet a
competitor’s needs, to provide users with the timely information they
need to exercise their rights, and to consult with them to make the
necessary arrangements in order to maximize the overall benefits of-
fered to consumers, is much preferable.

THE RATIONALE FOR COMPULSORY SUPPLY AND
THE SINGLE MONOPOLY PROFIT THEORY

The presumption that a vertically integrated monopolist will seek to
decrease competition in the vertically related market on which the es-
sential facilities doctrine rests seems, at first glance, at odds with the
single monopoly profit theory. The theory states that the monopo-
list of a single link in the chain of production can appropriate the
entire chain’s monopoly profits without having to refuse to deal with
its competitors. Thus the monopolist is not necessarily motivated by
predatory tactics in its decisions to discriminate between the competi-
tors it serves and with which it also competes in a vertically related
market. Rather, if the monopolist can duplicate monopoly conditions
without refusing to deal, vertical restrictions serve efficient ends. It
follows that mandating access to the facility might discourage ef-
ficient conduct without a corresponding benefit in terms of deterring
anti-competitive conduct.
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Several scholars thus suggest that refusals are generally efficient,
not anti-competitive, as they are not necessary to extract monopoly
profits. Accordingly, the law should presume that efficiency motivates
monopolists absent any anti-competitive incentive for refusals to deal,
instead of presuming that the monopolist has engaged in anti-compet-
itive conduct. It follows that a plaintiff should establish an economic
basis for why a refusal to deal is welfare-decreasing before a court im-
poses a duty to deal.66

The U.S. case of Paschall67 illustrates the application of the single
monopoly profit theory. In Paschall, Star held a monopoly position in
the newspaper market in Kansas City, Missouri. For many years Star
used independent carriers to deliver its newspapers, although it re-
tained the right to distribute the papers itself. When it proposed a
discontinuation of its independent delivery system, 250 independent
newspaper carriers filed an antitrust suit, alleging refusal to deal and
attempted monopolization of the carrier market. The district court
granted an injunction preventing the termination of the independent
carrier contracts.68 On appeal, the Eighth Circuit affirmed.69 Follow-
ing Star’s petition, the Eighth Circuit agreed to reconsider the case en
banc. The court reversed its panel decision and found that Star’s deci-
sion to integrate vertically did not violate the Sherman Act. Basing its
decision on the single monopoly pricing theory, the majority con-
cluded that Star’s decision to integrate vertically would in fact result
in lower prices and better service to consumers.70

Yet there are important limitations to the applicability of the single
monopoly profit theory. Under most legal systems the monopolist is
either prevented from charging discriminatory supply terms or is pre-
vented from charging supracompetitive rates. This automatically lim-
its the applicability of the single monopoly profit theory. When the
monopolist is technically or legally prevented from extracting all its
monopoly rents from vertically linked markets, it may impose restric-
tions on its competitors to create a competitive advantage to its own
arm. The theory also does not apply in a host of other situations, such
as when the asset is nearing the end of its life and the monopolist at-
tempts to prolong its monopoly artificially by establishing a strong-
hold in an adjacent market or when the natural monopolist is under a
threat of competition for the market.

The legal provisions, in their current form, do not differentiate be-
tween such situations. The essentiality requirement moves the focus
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away from the incentives of the monopolist to engage in predatory
tactics or to evade regulation and toward the effect on competitors
and competition.

ESSENTIALITY: THE IMPORTANCE OF A CORRECT
MARKET DEFINITION

The criterion used to determine the scope of assets subject to compul-
sory access may also affect its efficient application. All jurisdictions
surveyed adopt a narrow test, one that differentiates between assets
that are merely advantageous to competitors and assets that are essen-
tial or indispensable to their competitive viability. This narrow crite-
rion is based on the necessary balancing between competing dynamic
and static considerations for compulsory access. Its application in
specific cases raises some intriguing issues.

The identification of an essential facility often hinges on the rele-
vant market definition. Even if the correct regulatory principles are set
in place, the duty to supply may still produce inefficient results if mar-
kets are defined incorrectly. A narrow definition can easily result if the
court tends to analyze the factual situation from the point of view of
the firm refused supply. But even if a specific firm does not have any
viable alternatives for its operation without access to the facility, this
does not automatically imply that the refusal affects welfare.

Illustrative cases involve refusal to supply spare parts to third-party
maintenance services or other after-sales service operators. In the EC
Hugin71 and the U.K. Ford Body Panels cases,72 the competition au-
thorities took a narrow view of the relevant market within which the
plaintiff operated, defined as the market for spare parts of a specific
product, although in both cases the plaintiff faced extensive competi-
tion from other original equipment manufacturers. Such a market
definition almost automatically leads to a finding of essentiality. This
definition is flawed in that although the manufacturer can increase
short-term gains by taking advantage of locked-in consumers, it is
constrained by competition from manufacturers of competing prod-
ucts. Consumers will take into account, when evaluating their alter-
natives, the costs of spare parts in making their initial decision. As
elaborated in the previous chapter, a more economically based market
definition would have looked at the competition facing the original
manufacturer in its main market in defining the relevant market.

More recent EC case law seems to have taken a more economically
based approach to market definitions. The case of European Night
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Services73 is a good illustration. The main railway companies in the
United Kingdom, Germany, the Netherlands, and France formed a
joint venture, European Night Services (ENS), to provide overnight
passenger rail service between the United Kingdom and continental
Europe by way of the Channel Tunnel. The commission, which de-
fined the market as that of train services through the tunnel, found
that the agreement infringed the Treaty of Rome and granted an ex-
emption subject to the condition that train tracks and special locomo-
tives be made available to third parties seeking access. The Court of
First Instance reversed, basing its decision, inter alia, on the fact that
ENS faced extensive competition in the market for the carriage of
business and leisure passengers between the United Kingdom and the
Continent, in which it held only a 5 percent market share. The court
emphasized the need for a realistic analysis of the economic context
and impact of a transaction.

FACTUAL SITUATIONS THAT CREATE ESSENTIAL FACIL IT IES

Some commentators argue that compulsory access should be limited
to natural monopolies.74 Indeed, monopoly power is a fundamental
underpinning of the essential facilities doctrine. While natural mo-
nopolies pose some of the strongest cases for mandating access, the
doctrine should also encompass other factual situations in which the
facility cannot be economically duplicated. One such example in-
volves situations in which government-created entry barriers make it
impossible to duplicate supply, such as the grant of a legal monopoly.

Essential facilities may also result from the concentration of owner-
ship of all potentially competing assets in one set of hands. Terminal
Railroad75 is a case in point. There, the defendants had acquired con-
trol of all viable competitive methods of transportation across the
Mississippi into and out of St. Louis, including railways, bridges, and
car ferries, which constituted potential competitive systems. In so do-
ing, the defendants created a horizontal monopoly. A similar situation
results when, for example, a taxicab operator controls all the existing
taxi medallions. The same rules regulating compulsory supply in nat-
ural monopoly and government-created essential facilities should ap-
ply equally in such cases. The only difference is remedial: while natu-
ral monopolies and government-created legal monopolies cannot be
eroded simply by dispersion of ownership, this is a viable solution in
the case of a horizontal monopoly.

An intriguing set of cases involves those in which several firms pro-
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duce outputs of the same kind that are essential complementary in-
puts for the operation of firms in an adjacent market. The output can
be the firms’ main product or a by-product of another market in
which they may or may not have market power. These cases can be
analyzed under the essential facility doctrine only if each output is an-
alyzed as a separate product market. Whereas in most cases involving
essential facilities the facility controller is the only firm operating in
the downstream or upstream market, in this situation the facility con-
troller is not the only firm producing output of the same type.

The EC Magill76 decision is illustrative. Magill involved the refusal
of two broadcasting firms operating in Ireland and Northern Ireland,
together with the BBC, to sell their weekly scheduled television pro-
gram listings to a third firm that was attempting to publish a compre-
hensive weekly TV guide. The court found that the two firms abused
their dominant position by refusing to grant licenses for the publica-
tion of their weekly listings, necessary to meet consumer demand for a
new product that would incorporate the listings of all firms broad-
casting in Ireland, without an objective justification. The case is inter-
esting in two respects. First, it involved placing limitations on the in-
tellectual property rights of the broadcasting companies over their
listings. Second, the input of each firm was unique in that the list-
ings of all firms were necessary to create a comprehensive guide (what
the commission termed a “factual monopoly”). The ECJ stated that
the appellants were de facto monopolists because they were the only
sources of basic information on program scheduling, which is in-
dispensable for compiling a weekly television guide. Thus, although
none of the firms had a dominant position in the broadcasting mar-
ket, the fact that their inputs were necessary complements in the sec-
ondary market was sufficient for the court to deduce a dominant posi-
tion.

The court’s analysis is confusing. Instead of focusing on the domi-
nant position that each firm held in its broadcast listings market, the
ECJ chose to focus on the firms’ positions in the broadcasting market.
Such focus is misleading. Even if five or even ten firms with equal mar-
ket shares operated in the broadcasting market, the weekly schedules
of all or most of the broadcasting firms would still be essential inputs
in the secondary market. Put simply, their position in their main mar-
ket does not necessarily affect the essentiality of their input in a sec-
ond market, when no marketable product could be created without
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their inputs. Moreover, the refusal to deal in the secondary market
does not necessarily affect the consumer’s decision to buy the main
product (broadcasts). Consumers would most likely not stop viewing
a TV channel just because it published its own program guide sepa-
rately and did not participate in the publishing of some other firms’
guide (unless such a guide were a main source of information for a sig-
nificant number of consumers). A clearer analysis would focus on the
control of each firm over an input that is a complementary essential
input in a second market, as well as on the effect of the refusal to sup-
ply on the competitiveness of the firm in its main market.

ESSENTIALITY FOR THE ECONOMIC VIABIL ITY OF COMPETITORS

The test for essentiality in all jurisdictions focuses on the effect of re-
fusal to supply on the economic viability of providing a similar service
rather than on physical impossibility. Although jurisdictions use dif-
ferent terms, from “essentiality” to “indispensability,” these tests gen-
erally focus on whether the handicap resulting from refusal to supply
creates an insuperable barrier to entry, one that can reasonably be ex-
pected to make competitors’ activities either impossible or seriously
and unavoidably uneconomic. This is the correct test. Access to the
facility should not be granted if the facility in question is better than
the alternatives, but not so much better as to preclude totally the con-
tinued survival of excluded parties. Clearly, the effect of the refusal to
supply on the competitor should be based on its overall viability in the
specific market, rather than in all the markets in which it operates. A
different rule would differentiate between well-established firms that
operate in many fields of business and small ones that operate only in
the vertically related market.

An interesting issue arises when supply is essential to the commer-
cial viability of some competitors but not of others. Should the asset
still be deemed essential, or does the fact that some competitors can
compete without access negate the essentiality presumption? Strong
considerations point toward the second view, at least in homogeneous
product markets. The fact that a particular competitor needs access to
a facility in order to enter the market is irrelevant if other, more nor-
mally situated competitors do not. A different rule would normally
protect inefficient competitors and reduce the ownership rights of the
asset controller. In addition, it would create uncertainty by requiring
the dominant firm to assess the effect of its refusal on the specific char-
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acteristics of each firm requiring supply. The question should thus be
whether the denial was one that would make it impossible for any
competitor that is as efficient as the monopolist to enter the market
and survive economically.

The Israeli Dubek case77 is unique in that it finds a facility essential
for some competitors but not for others. Dubek involved an attempt
by a cigarette manufacturer to integrate vertically into distributional
activities. The Israeli cigarette market was controlled by two main
firms: Dubek, which held approximately 72 percent of the market
and enjoyed a monopoly in the manufacture of Israeli cigarettes, and
Elishar, the largest cigarette importer (25 percent market share). In
addition, two small importers operated in the market (1 and 2 per-
cent market share). For years all the firms distributed their cigarettes
through a joint distribution network. The case involved Dubek’s at-
tempt to create a vertically integrated autonomous distribution net-
work that would distribute only its cigarettes. Two justifications were
set forth by Dubek for its actions. First, the joint distributorship oper-
ated under a conflict of interest, as the distributors enjoyed higher
commissions on imported cigarettes. Second, a new distribution ar-
rangement would enhance efficiency by realizing scope economies.
These cost savings, it was argued, would more than offset the scale
economies lost by serving a smaller portion of the market. The court
emphasized that under the new arrangement, distribution costs for all
the remaining firms would rise significantly. While Elishar would still
be able to operate its own distribution network economically, the
smaller importers would not be able to distribute their cigarettes eco-
nomically and would be forced to exit the market. The public would
be harmed both by the smaller range of products and by the higher
distribution costs of all market participants. It then mandated Dubek,
based on an essential facility doctrine, to grant access to its distribu-
tion facilities to the small importers.78

In fact, the Israeli court found that Dubek’s distribution system
constitutes an essential facility for only some competitors. Although
the Israeli court did not recognize the implications of its ruling, its de-
cision broadens considerably the scope of the essential facilities doc-
trine to situations that go far beyond those in which the doctrine is ap-
plied elsewhere. The EC Oscar Bronner case,79 analyzed earlier, which
is based on a very similar factual scenario, reached the opposite con-
clusion. There, the unique newspaper distribution system of one of
Bronner’s competitors was not found to be essential even though a
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small competitor could not, on its own, duplicate the facility, so long
as a differently situated firm or a joint venture could create a compet-
ing distribution system. A similar principle was adopted in the U.S.
case of Paddock.80 There, Judge Easterbrook stated that when the
plaintiff argued for compulsory supply of news services from one of
three existing major competitors, the plaintiff’s claim “was funda-
mentally an ‘essential facilities’ claim—but without any essential fa-
cility.”81 An essential facility claim must involve “a single monopoly
that monopolizes one level of production and creates a potential to
extend the monopoly to others.”82

The Dubek outcome might nonetheless be justified, even if not un-
der the essential facility doctrine, as the two remaining duopolists
have a shared incentive to block their smaller rivals’ access to their
parallel distribution networks, as market conditions were such that
the duopolists would have engaged in conscious parallelism at high
price levels. This would not necessarily enable the most efficient com-
petitors to operate in the downstream market. The test whether or not
to grant access in such situations should focus on the welfare effects
of the conduct. In markets with differentiated products, the fact that a
monopolist has lower costs does not necessarily imply that it is more
efficient than its higher-cost rivals. In such situations the nondiscrimi-
nation rule would not necessarily achieve welfare-increasing results.

A different rule should apply when the monopolist’s product is es-
sential for some customers but not for others and the two groups do
not compete with each other. In such situations the essentiality re-
quirement should focus on the conditions in each market separately.
Otherwise a monopolist might refuse supply to eliminate its competi-
tors from a most profitable vertically integrated market, in sharp con-
trast to the purpose of the refusal-to-supply prohibitions.

TEMPORARY ESSENTIALITY?

The EC Aer Lingus case83 raises an interesting question: Can essenti-
ality be temporary, or does the mere fact that it eventually ceases to
exist negate the basic presumption of essentiality? The Irish airline
Aer Lingus held a dominant position over the Dublin-London route.
Once British Midland received a permit to fly this route, Aer Lingus
terminated its interlining agreement with it. (Interlining enables a pas-
senger to travel one leg of a trip with one airline and another leg with
another airline.) The court recognized that interlining would not have
a significant effect on Aer Lingus’s costs, whereas a refusal to interline
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would impose a significant handicap on British Midland. It then man-
dated Aer Lingus to interline with British Midland, although it limited
the time of the obligation to two years, until British Midland was es-
tablished in the market.

In most cases the fact that time will reduce entry barriers for a new
competitor should negate the essentiality requirement. Compulsory
supply should not be based on the mere fact that a newcomer faces
barriers to entry that result from the incumbent’s first-mover advan-
tage. A different rule would significantly reduce the long-term invest-
ment incentives of market participants.

Yet in some cases, recognition of temporary essentiality may be jus-
tified. This is the case when unique market conditions create insupera-
ble entry barriers that are likely to be reduced over time. The clearest
case is when the inability of competitors to duplicate a facility results
from government-created barriers that will be reduced in the foresee-
able future. The Aer Lingus case seems to fit this category. There, Brit-
ish Midland could not immediately provide a wide variety of flights
owing to regulatory restraints imposed by airport facilities. Once its
variety of flights was sufficient for an economical number of consum-
ers to fly with it, compulsory interlining would no longer be required.
The outcome should have been different if British Midland could have
entered the market by providing a full line of flights but was not pre-
pared to put in a comparable effort. Otherwise, compulsory dealing
would amount to a form of artificial assistance to a new entrant.

EQUAL TREATMENT OF EXISTING AND POTENTIAL COMPETITORS

Although not specifically stated, all jurisdictions have been willing to
take a more interventionist stance in complaints from existing trading
partners than when asked to invoke refusal-to-deal principles to open
up new market opportunities. Symmetric treatment of existing and
potential trading parties is justified for the following reasons. One of
the main potentials of the essential facility doctrine to affect market
performance lies in its application as a tool to introduce new competi-
tion into the competitive market. There is no economic justification
for granting competitors advantages that are based on their time of
entry into a market alone, apart from the ones naturally resulting
from first-mover advantages. The only apparent reason for such a dis-
tinction is some theory of vested rights: a firm that has committed
capital to the production or distribution of a product utilizing a mo-
nopolized component is entitled to continue in business at least until
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it has recovered its investment or received compensation. This theory
is based on equity notions rather than competition arguments. The
previous dealings of a monopolist have no bearing on competition
policy, except when termination is part of a predatory strategy.

Similarly, there is no economic justification for asymmetric treat-
ment of a situation in which the asset controller has not granted ac-
cess to any of its competitors and one in which it has granted access to
some. Adoption of such a rule might easily lead to decisions by an as-
set controller not to admit any rival to its facility for fear that this will
open the door to a host of access demands from other potential com-
petitors. Efficiency-enhancing trades may therefore be discouraged by
fear of competition law intervention. Although devising a remedy is
usually much easier in a case in which access is granted to at least one
competitor, this does not justify such differentiation.

Alternative Remedies for Refusals to Supply
The desirability of applying competition laws to the regulation of
trade terms of an essential facility is directly related to the adequacy of
remedial tools at the competition court or the competition authority’s
disposal. This section provides a more detailed analysis of such legal
remedies.

The difficulty in establishing an efficient remedy stems from two
facts. One is that a facility, the use of which is essential for the eco-
nomic viability of firms, cannot be duplicated. Accordingly, competi-
tion in the facility’s market cannot be restored. Second, it is assumed,
implicitly or explicitly, that the vertical integration of the monopolist
is efficient, or that restructuring is not a viable solution. Accordingly,
competition law cannot remedy the core of the problem but can only
limit its negative effects. Endorsement of the essential facilities doc-
trine must therefore be based on acceptance, at the very least, of the
need to regulate the terms and conditions of access to the facility.
Some of the remedies explored here, such as joint ownership, can also
solve other problems associated with natural monopolies.

SETTING EFFICIENT SUPPLY TERMS

When compulsory supply is mandated, the regulator should set trade
terms and conditions. Such terms should not blockade efficient com-
petitors from entering into the market, on the one hand, nor deprive
the monopolist of its legal rights to enjoy profits obtained from its as-
sets more than to the extent necessary, on the other.
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The application of such remedies, however, raises great difficulties.
Most important, courts are ill suited to perform regulatory functions,
such as price setting, that require industry-specific expertise, exhibit a
steep learning curve, and require ongoing supervision.84 Also, the for-
mula for calculating efficient access terms has proven to be one of the
most controversial issues in regulatory economics. Should the trade
terms compensate the monopolist for the net loss of revenue caused
by third-party access so as to make the monopolist indifferent as to
whether it shares its assets with competitors?85 Or should the monop-
olist be allowed to charge its cost plus a specified profit that optimally
provides a revenue stream that will remunerate the appropriate value
of the asset? The first option may enshrine efficiency, while the second
might reduce dynamic incentives. Because pricing is not the only fac-
tor that must be supervised, courts must also be prepared to arbitrate
highly technical disputes. An analysis of case law reveals an attempt
by courts to sidestep this thorny issue of access or supply terms.

A commonly favored solution is to require the facility to be made
available to a third party and the monopolist’s competitive arm on
nondiscriminatory terms. The theory on which such a remedy rests
is as follows: the monopolist may not take steps that merely make
its competitors worse off in order to gain an advantage. Thus, dis-
crimination in favor of its own competitive arm implies that its opera-
tions are less efficient than those of its competitors, and should be
prohibited. The nondiscrimination principle may also reduce supra-
competitive pricing by limiting the ability of the monopolist to extract
the full monopoly price from each customer in accordance with his in-
dividual demand curve.

Determining what constitutes nondiscriminatory access terms is
quite simple if the regulator can obtain accurate data on the real costs
of providing supply or access to the vertically integrated arm or third
parties, usually when there is genuine separation of decision mak-
ing between the upstream and the downstream operations of the mo-
nopolist, or when standard terms apply in the specific industry (e.g.,
interlining). Trade terms are also easy to set when existing terms are
altered so as to improve the monopolist’s competing arm’s arrange-
ments, and such a change is not economically justified. In all other cir-
cumstances the nondiscrimination principle will not be easy to apply
and will require an economic analysis of the monopolist’s costs of
“trading” with its competitive arm.
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To combat leveraging, the nondiscrimination principle should not
be applied literally. Rather, the regulator should ensure that the price
set by the monopolist is not so high that the monopolist is cross-subsi-
dizing its competitive arm. Otherwise the monopolist could abuse its
market power by charging a price that, albeit on its face nondiscrimi-
natory, would not enable a more efficient competitor to survive. Also,
the nondiscrimination principle should be applied separately to differ-
ent groups of customers competing among themselves. Otherwise the
monopolist might prevent competition in the more lucrative market
by setting the access or supply terms equal to those set in a market
with less elastic demand.

When the regulatory task involves an in-depth economic inquiry
into the costs of the monopolist, the task is best performed by the
competition authorities. A court may suffer from several drawbacks.86

Apart from those already noted, the newly established trade terms
may necessitate careful ongoing scrutiny that it is ill equipped to per-
form. Litigation costs may make any relief inefficient when sought by
large numbers of small competitors. Although in some jurisdictions
class action suits can be initiated on behalf of all aggrieved parties,
each party will still have to prove that it was afforded discriminatory
terms. Moreover, since competition law litigation usually applies ex
post, the monopolist’s distortions might greatly affect the industry un-
til the matter is finally resolved. Last, the benefits of case-by-case anal-
ysis might be overwhelmed by anti-competitive strategic behavior on
the part of the monopolist. Delegation of the remedial power to the
competition authorities to perform ex ante regulation, as was done in
Australia and New Zealand, solves many of the problems inherent in
regulation by the courts. An alternative solution is structural: to de-
integrate industry segments to minimize incentives to discriminate.
Although separation involves non-trivial transaction costs, it might
sometimes provide for a more efficient overall outcome. Whatever the
remedy, interim measures may often be suitable, because otherwise
the new entrant might be excluded from the market as a result of
strong first-mover advantages.87

SHARING PRINCIPLES : THE PROBLEM OF CAPACITY UTIL IZATION

The principle governing the sharing of existing facilities to accommo-
date new entry also affects the efficiency of the access regime. If the fa-
cility controller is not required to share its facility in order to accom-
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modate new entry, it may abuse its power to discriminate in favor of
its competitive arm. But even if it is required to share its existing facili-
ties, the sharing principle is important for achieving an efficient result.

Some facilities can support almost unlimited supply, such as access
to information or patent licenses. If the capacity of the facility is not
fully used, or if by its nature capacity is unlimited, compulsory supply
poses no immediate dilemmas with regard to the asset sharing. Other
assets have physical or other constraints that limit the number of their
users. For example, narrow harbor docking slots and existing gas
pipelines can support only a limited number of users. It may also be
that some capacities are more valuable than others. For example,
some landing and takeoff slots are more convenient to most airline
passengers than others. Supply constraints may also result from the
monopolist’s decision to limit its production and supply to a given
quantity or a given number of customers. When supply is limited, an
important issue involves the sharing of the facility when access is es-
sential for competing in the market.

One possible sharing principle, adopted by U.S. courts, is the first-
come-first-served principle. Under this rule, the facility controller is
not required to share its assets if such sharing would be impractical or
would inhibit the controller’s ability to serve its customers adequately,
nor is it required to apportion the use of its facilities when operating
at full capacity. Rather, courts have considered the non-feasibility of
providing access to the competitor a sound business justification for
the monopolist’s refusal.88 The asset controller is, however, required
to share its facilities on a nondiscriminatory basis if no capacity con-
straints exist, so long as such sharing does not alter its ability to serve
its customers adequately.

This sharing rule creates incentives and opportunities for its abuse
by the monopolist. Assume, for example, a scenario in which the ca-
pacity constraints of an existing asset allow only the monopolist’s
competitive arm to operate in the market. A monopolist might use the
power not to share and to prohibit entry of potential competitors.
Also, if the monopolist can expand its assets at any time, it might
avoid expanding its facilities at critical times when more efficient com-
petitors seek to enter the market. The monopolist may also enter into
long-term contracts that use the entire capacity of the asset. Thus, the
first-come-first-served principle may prevent more efficient competi-
tors from replacing existing ones if the monopolist has incentives to
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foreclose the market. Moreover, when some capacities are more valu-
able than others and the monopolist is prohibited from price-discrimi-
nating, it will have no incentive to share the most profitable slots with
its more efficient competitors when the average price it sets is not high
enough to capture all the monopoly profits to be had from utilizing
these slots.

In jurisdictions in which the monopolist is prohibited from charg-
ing monopoly rates, the first-come-first-served principle may also im-
pede the replacement of existing competitors with more efficient ones
even if the monopolist has no incentives to do so. When the monopo-
list is not limited in its pricing decisions, it will set the price at such a
level that only the most efficient competitors could pay it and still re-
main profitable. The market’s natural selection mechanism will en-
sure productive efficiency. But when the price set by the monopolist
does not reflect what the market can bear, incumbent competitors will
have no reason to exit the market and free capacity on the essential as-
set, as they could still operate profitably. To be sure, if transaction
costs are low, then more efficient operators will “buy their way” into
the market, but their incentives to do so are reduced by the level of the
transaction costs.

Richard Epstein has argued for the adoption of a proportioning
rule that will distribute the monopolized asset between all potential
users, much like the common law rule imposed on common carriers.89

He argues that such a proportioning rule should work well from the
point of view of overall consumer satisfaction, and he uses the com-
mon law Consumers’ Gas Trust case90 to exemplify his point. There, a
natural gas company was placed under a strict obligation to supply
service to a new customer along its route, notwithstanding unavoid-
able shortfalls in supply. The court’s basic rationale was that there
can be no such thing as priority or superiority of right among those
who possess the right in common. Building on this case, Epstein ar-
gues that it is better to enable all residents to heat their houses to a
low temperature than to enable only existing customers to heat their
houses to the full extent and let all others freeze.

Some EC cases also adopt a proportionality sharing principle. In
Sealink,91 for example, the incumbent monopolist was required to
change its ferry landing schedule to accommodate a new competitor.
In another decision involving Sealink,92 the natural monopolist port
owner was not allowed to alter existing landing schedules if by so do-
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ing it harmed the consumers of a competing ferry service. Similarly,
a European Community regulation controls the access of new air-
lines to congested airports by allocating some proportion of takeoff
and landing slots at times of congestion to newly scheduled flights.93

These sharing principles are much different from those adopted in the
United States.

Although the proportionality rule has some appeal, the rule does
not necessarily increase welfare and may even reduce it. If all the firms
were required to reduce their operations sufficiently to let another
competitor provide the same kind of product or service, then their to-
tal costs might increase if scale economies are present. In many situa-
tions it may well be that the monopoly’s customers can operate eco-
nomically only if some minimal capacity is granted to them, and thus
if all customers were granted a lower capacity, all might be worse
off. Take, for example, a situation in which the capacity is computer
megabytes, and several users are hooked to the same computer. If all
need a minimum number of bytes to operate a certain program, then
all will be worse off if, to meet its proportionality obligation, the mo-
nopoly grants each customer a number of bytes that is below that
minimum. This example can be easily carried over into other fields. A
ferry operator needs a minimum number of landing slots to operate
its business profitably. Incumbents should not be required to scale
down or reorganize their existing activities unless an identifiable in-
crease in welfare can be expected as a result.

This problem is partly solved when the monopolist is allowed to
charge customers a supracompetitive price for utilizing its assets, as
the price of supply set by the monopolist enables natural selection of
the most efficient competitors. If the monopolist is price regulated,
however, the proportionality test may reduce efficiency by enabling
inefficient entrants to enter the market and increase total costs for all
users. But even if the monopolist is not price regulated, the propor-
tionality principle will create inefficiency when the monopolist is not
allowed to price-discriminate among customers and some capacities
are more valuable than others. The proportionality rule would enable
inefficient competitors to share the most valuable capacity if the price
set by the monopolist did not capture all of the monopoly rents from
high valued capacity and transaction costs were high.

A proportionality rule would also not ensure existing customers of
the constancy of their supply, because as more firms enter the market,
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each firm will be granted a smaller portion of overall output. This fact
might have negative domino implications for industries and custom-
ers that rely on the continuing and constant flow of gadgets sup-
plied by firms utilizing the monopolist’s widgets. This in turn could
lead to costly investments in the duplication of an essential facility or
to costly use of alternative widgets. Furthermore, the monopolist’s
competitive arm will have a comparative advantage over its rivals
based on its access to information regarding the possibility and prob-
ability of reduction in supply. Finally, the proportionality rule does
not always allow a monopolist to enlarge the scale of its activities,
even if so doing would reduce its own costs. Accordingly, a strict pro-
portionality rule should be rejected.

A more efficient sharing principle, when a monopolist has incen-
tives to foreclose a vertically related market, would focus on the wel-
fare effects of altering an existing sharing pattern. The monopolist
would be required to accommodate a new entrant or to share its most
profitable slots only if this would increase welfare, either by reducing
prices or by introducing better-quality products. Similarly, a monopo-
list should be entitled to expand its own operations at the expense of
existing competitors if welfare would be increased. No sharing should
be required if its only effect were distributive or if it reduced welfare.

MANDATORY EXPANSION OF EXISTING FACIL IT IES

A related issue involves the expansion of existing facilities to accom-
modate new entry. If the monopolist is not required to take positive
steps to accommodate new entry, it might use this power as a strategic
device to discriminate in favor of its competitive arm. It may also un-
dersize the facility to reduce output and increase price. The monopo-
list’s incentives to expand its asset’s capacity parallel its incentives to
foreclose a competitive market.

In the United States, for example, a legitimate business justification
is recognized when existing capacity is incapable of serving all the ex-
isting and potential customers, and serving them would require the
monopolist to incur additional costs in expanding its facilities. A mo-
nopolist is not required to expand its facilities even if such expansion
is needed to allow its rivals to enter, survive, or expand in the mar-
ket.94 Once such justification is proven, there is no balancing of the so-
cial gains from refusing to deal with competitors against the losses re-
sulting from the refusal. The effect of such a rule on potential compe-
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tition may be compounded by some of the sharing principles I have
surveyed. A similar approach has been adopted in many other juris-
dictions.95

The reluctance of courts to require mandatory expansion might en-
able a monopolist to manipulate its capacity strategically to create an
anti-competitive advantage for its competitive affiliate. Take, for ex-
ample, a scenario in which the capacity constraints of an existing fa-
cility allow it to serve only the monopolist’s arm. A monopolist might
use the right not to expand its facilities to drive out efficient competi-
tors. Alternatively, the monopolist might expand its capacity only af-
ter its more efficient competitors have exited the market.

One method of solving this problem is to mandate that the monop-
olist expand its assets to accommodate its competitors. A legitimate
precondition for such expansion is that the competitors requiring ex-
pansion provide sufficient guarantees that they will cover the costs of
the expansion minus any benefits it might confer on the monopolist
by way of lowering average total costs. To be sure, the situation is still
open to manipulation by the monopolist by way of charging its com-
petitors a prohibitively high cost for the expansion, unless the costs of
the monopolist are monitored.

Another problem associated with mandatory expansion involves its
effects on the long-term dynamic incentives of firms to invest in or to
create natural monopolies. If we recognize the natural monopolist’s
right to charge supracompetitive prices, this necessarily implies re-
stricted output. If the monopolist is legally required to increase its
output to accommodate its competitors, this might imply that the
overall price the monopolist may charge for its product or service will
decline. This is especially true if the monopolist can expand its capac-
ity only by adding large increments of output. One solution to this
problem is to require the new customers to compensate the monopo-
list for the difference in its revenues before and after the expansion,
not taking into account revenues from anti-competitive foreclosure.

To reduce strategic manipulation by a monopolist, the monopolist
should also be required to share the information regarding the addi-
tion of new capacity and any change in technology that might affect
the business decisions of its competitors.

STRUCTURAL SOLUTIONS: BREAKUP OF OWNERSHIP

Structural solutions can often be most effective in increasing the in-
centives of market players to operate efficiently. Vertically de-integrat-
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ing the natural monopoly from competitive segments or prohibiting
the monopolist from integrating into downstream or upstream verti-
cally related markets reduces the incentives or opportunities of the
monopolist to leverage its monopoly power.96 Nonetheless, separa-
tion is efficient only if the loss of scale economies resulting from de-in-
tegration of industry activities is lower than the costs imposed by ver-
tical integration by impeding efficient competition. It also alters, to a
large degree, the property rights of the natural monopolist and thus
should be carefully applied.

JOINT OWNERSHIP

A relatively unexplored venue for regulating natural monopolies in-
volves the joint ownership of their facilities by all competing down-
stream or upstream firms and the sharing of dividends in accordance
with use.97 Under this structural solution, production or service is uni-
fied and centralized to achieve scale economies, but ownership is de-
centralized among multiple owners who compete with one another in
marketing the products or services produced from the common facili-
ties or in producing products or services that utilize the service or the
product of the common facilities. Joint ownership, if properly struc-
tured, solves the problem of foreclosure by granting all competitors
jointly the power to determine the terms of supply. It also solves the
resource misallocation problem, since the owners of the facility are
also its users. Research and development to break the natural monop-
oly can be induced if common ownership rules require a share of
the profits to be invested in such activity and if competing firms have
a chance of making higher profits once new technologies are intro-
duced. It can also be induced by granting the original facility owner a
larger share in the profits.98

As Frederick Warren-Boulton and John Woodburt have argued, for
joint ownership to be effective, certain requirements have to be met.
First, ownership should be open to all the customers of the facility.
Open membership ensures that the natural monopoly would be avail-
able to all actual or potential users. Second, each owner must inde-
pendently market the products or services provided from its share of
the joint venture. This may require specific constraints on certain
kinds of information transfers between the owners. To reduce the risk
of collusion, the facility should be managed by a separate operat-
ing company. Third, the operation of the joint facility should be sub-
ject to rules that are aimed at inducing competition among the owner-
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users in a manner that reduces the natural monopolist’s exercise of
market power by charging supracompetitive prices or by discriminat-
ing among competitors. Most important, each firm’s ownership share
should reflect its share in the output of the joint venture. This rule is
necessary to minimize the strategic exercise of control by the owners.
The higher the ownership share, the lower the private cost of using
the facility. Yet the higher the share, the greater the incentive to main-
tain a resale price above the private marginal cost. If all owners en-
gage in oligopolistic coordination, these two forces cancel each other
out, so that all owners, regardless of their share, will set the joint-
profit-maximizing price for their share of the joint venture’s output.99

The joint venture proposal solves the dilemma between market
power and efficiency issues. While leaving the number of independent
competitors unchanged, it still retains the productive efficiencies of
large scale. By so doing it offers competition authorities a new and in-
novative tool to bridge the horns of the market-power-efficiency di-
lemma. Yet joint ownership is a limited remedy. It can be applied only
if the number of existing and potential owners is sufficiently low as to
enable them to affect the supply policy of the natural monopoly. In
addition, it may be difficult to detect and deal with coordination be-
tween competitors that extends beyond the specific venture. It is also
an extreme remedy given that it interferes with the property right of
the monopolist. Thus, it should be used only in appropriate cases.100

Conclusion

Natural monopolies pose major dilemmas for competition policy.
Their special characteristics necessitate the adoption of distinctive
rules framed especially to deal with these characteristics. The fact that
a monopoly is the most efficient market structure and that market
forces have restricted ability to regulate its conduct implies that out-
side control may be justified. In this chapter I have analyzed the tools
available to competition authorities for regulating natural monopo-
lies, in addition to the rules that regulate the activities of all monopo-
lies alike. In fact, the essential facilities doctrine, adopted in many ju-
risdictions, applies stricter conduct rules to natural monopolies than
to other monopolies. As the foregoing discussion demonstrates, how-
ever, the doctrine in its current form does not necessarily achieve ef-
ficiency. Several methods for increasing the doctrine’s efficiency were
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suggested. The main policy suggestions put forward in this chapter
can be summarized as follows:

1. Regulation of natural monopolies is much more significant in
small economies than in large ones, given their prevalence in a
large percentage of the markets and the higher barriers to their
natural erosion.

2. Natural monopolies should not be condemned per se. Similarly,
the specific intent to become a natural monopolist, when not
accompanied by exclusionary practices, should also not be
deemed anti-competitive.

3. Competition for the natural monopoly market should not be
immune from monopolization allegations based on alleged anti-
competitive conduct that served to achieve the monopoly
position in the natural monopoly market.

4. The essential facilities doctrine is a major tool for regulating
natural monopolies by competition law, especially when price
discrimination by a monopolist is prohibited. The doctrine
should be based on welfare considerations rather than the
protection of competition or specific competitors.

5. For the essential facilities doctrine to be efficiently applied, the
relevant market should be defined correctly, and the test should
be based on the essentiality of the facility for the economic
viability of a competitor who is inclined to put in a comparable
effort.

6. Remedies for abuse of power should be crafted and applied to
maximize welfare. Sharing principles should be based on
welfare effects rather than on a technical proportionality rule.
When appropriate, the natural monopolist may be mandated to
expand its facilities to enable the expansion or the new entry of
its rivals.

The Regulation of Natural Monopolies and Essential Facilities • 153



C H A P T E R F I V E

The Regulation of
Oligopoly Markets

Oligopoly markets create some of the principal competition policy di-
lemmas for small economies. Owing to limited market demand and
high entry barriers, many markets in small economies are oligopo-
listic. Oligopoly market structures are characterized by rivalry among
a small number of competitors in which no firm holds a dominant po-
sition. Rational behavior in such markets requires that each oligo-
polist take into account the effects of its actions on its rivals in its
decision-making process. Interdependence among rival firms is thus
inevitable. This inherent characteristic of oligopolies may reduce or
eliminate competitive pressures by creating incentives for firms to co-
ordinate their conduct. By avoiding competition among themselves,
oligopolists can attain shared market power that may allow them to
maintain prices above the competitive level. Depending on the exist-
ing market conditions, the level of interaction among oligopolists may
vary from fierce rivalry through conscious parallelism (i.e., the unilat-
eral decisions of oligopolists that simply take into account their mu-
tual interdependence) to cooperative agreements, including cartels or
joint ventures.

Market forces have limited ability to regulate many oligopolistic
markets in small economies. Not only are concentrated market struc-
tures commonly justified by production efficiency considerations, but
also the small size of the market may create additional high entry bar-
riers that secure oligopolistic market positions even further. Entry of



foreign firms may have only limited welfare effects unless the firms are
willing to enter at a level that will change significantly the existing
market equilibrium or they enjoy significant cost advantages. Regula-
tion thus plays an influential role in bringing about more competitive
outcomes in oligopolistic markets. Oligopolistic coordination in small
economies may also be aided by their often close-knit business elite.
Personal and business interactions on an ongoing basis between a
small group of top managers and investors might create incentives for
the preservation of traditional business spheres. (Of course, this is a
matter not just of size but of the degree of centralism.)

Regulation of oligopoly markets raises difficult dilemmas for com-
petition policy. Both equitable and practical obstacles limit the ability
of competition authorities and courts to regulate conscious parallel-
ism by traditional methods: prohibiting the parallel conduct or struc-
tural reorganization of the market. Most jurisdictions, therefore, do
not regulate mere parallel conduct but require an agreement among
firms to collude on which to base a prohibition. As it is extremely dif-
ficult, however, to distinguish between conscious parallelism and col-
lusion, traditional competition law prohibitions may be difficult to
rely on to regulate tacit agreements among oligopolists. Small econo-
mies should thus seek alternative ways to overcome these regulatory
hurdles.

Coordination and cooperation among oligopolists is not, however,
always welfare-reducing. Some forms of cooperation, such as spe-
cialization agreements or joint ventures for cooperative production,
distribution, or research and development may have pro-competitive
benefits that offset the potential anti-competitive effects resulting
from cooperation. Allowing firms to participate in such arrangements
is important for small economies, as they may be the most efficient
or the only method for domestic firms to lower costs or to increase
dynamic efficiency. Such agreements may also allow firms to achieve
international competitiveness. Small economies should thus regulate
these arrangements efficiently by allowing those that may enhance
welfare.

This chapter is organized in two main parts. In the first I lay
the foundation for the legal discussion by surveying the special
economic characteristics of oligopolistic markets, focusing especially
on the conditions that exist widely in small economies which enable
firms to coordinate their conduct. In the second part I analyze the pol-
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icy tools that are available to combat such conduct. Traditional ap-
proaches for regulating oligopolistic industries are analyzed as well as
novel methods. In particular, I focus on two main remedies: the regu-
lation of practices that facilitate coordination among oligopolists and
do not have offsetting social virtues, and government support of a
maverick firm to induce other firms to reduce allocative as well as pro-
ductive inefficiency.

Special Economic Characteristics of
Oligopoly Industries

Oligopoly means “few sellers.” The main economic characteristic of
oligopolistic markets is that each firm’s decisions have a noticeable
impact on the market and on its rivals. Although each firm may inde-
pendently decide its strategic moves, any rational decision must take
into account the anticipated reaction of its rival firms to its decisions.
As Carl Shapiro states, “The hallmark of oligopoly is the presence of
strategic interactions among rival firms.”1 An oligopolist’s decisions
may thus be interdependent though arrived at independently. Such
mutual interdependence may forestall rivalrous conduct.

Economic theory on the relationship between oligopolistic market
structure and economic performance is dominated by complex mod-
els that rely heavily on sensitive assumptions focusing on the condi-
tions that are conducive to collusive or parallel conduct. These mod-
els do not yield a single economic theory of oligopoly but are highly
context-specific and create a wide range of equilibria ranging from
those that approximate competitive conditions to those that approxi-
mate monopolistic conditions, depending on the oligopolists’ ability
to coordinate their conduct.2

Oligopolists can coordinate their conduct in three major ways.
First, they can form an agreement. The agreement can be overt or co-
vert, verbal or tacit. We may further differentiate between collusive
agreements with only anti-competitive effects (cartels) and collusive
agreements with neutral or pro-competitive benefits. Second, conduct
can be coordinated through recognition of oligopolistic interdepen-
dence by means of pure conscious parallelism. The third method con-
sists of conscious parallelism aided by some facilitating practices.
Such practices make it possible for oligopolists to coordinate their
conduct sufficiently well to achieve noncompetitive outcomes.
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Express or Tacit Collusive Agreements
Collusion is the joint determination of output, prices, or other terms
of trade by ostensibly independent firms to elevate their profits. The
colluding firms agree on trade terms in light of the costs and returns
from tailoring such terms to the diversity of transactions, the elasticity
of demand, and the conditions of entry.3 Collusion may take numer-
ous forms, including price fixing, bid rigging, geographic or product
market allocation, and customer allocation.

Collusion can be express or tacit. Tacit collusion is collusion that
is communicated by informal or nonverbal means, without any di-
rect, explicit communication between the parties. “Tacit” therefore
describes the process by which the agreement was achieved. Tacit
agreements are less likely to produce detailed arrangements cover-
ing many variables and are thus less effectual than express collusion.
Nonetheless, in highly concentrated markets with relatively homoge-
neous products, firms may not need more that a tacit agreement to
achieve collusive outcomes.

Collusion is driven by the opportunity for firms in oligopolistic
markets to elevate profits above the competitive level. The vitamin
cartel of the 1990s serves as an example of a successful international
cartel. The largest worldwide vitamin producers colluded to rig bids
and divide up worldwide markets for vitamins. Overall, it is believed
that the cartel boosted the price of products sold worldwide by more
than $20 billion. Several jurisdictions, including the United States,
Canada, Australia, and the EC, have successfully brought charges
against the cartel members.4

Restrictive agreements might also result from the incentives of firms
in vertical or adjacent markets to increase their profits. For example,
assume that one bank finances all the oligopolists by giving them
loans at fixed rates. To reduce its risks, the bank might impose condi-
tions on the potentially competing firms which will reduce its risk if
one of them should fail. For example, it might include in the loan con-
tract a requirement that the price for their product will not fall below
a certain amount, which would ensure that they can all cover their
costs.

The colluding scheme is not a stable one. Rather, it creates a basic
tension between competition and cooperation. Although the oligop-
olists’ fates are interdependent, their individual self-interests are not

The Regulation of Oligopoly Markets • 157



perfectly consonant. Any collusive agreement that is based on a joint
profit-maximizing scheme is thus inherently plagued by the natural
temptation of each cartel member to “cheat” by deviating from the
joint scheme. Cheating can take many forms including lowering price
below the fixed one, granting secret rebates, entering into reciproc-
ity agreements in which the cartel member buys something back from
the customer at a supracompetitive price, or providing increased ser-
vices. Such conduct by numerous cartel members would erode the
joint profits and eventually undermine the agreement. The joint-
profit-maximizing point is thus not an equilibrium but rather a modus
vivendi.5

A successful collusive scheme must therefore overcome three main
hurdles: reaching a joint-profit-maximizing agreement, detecting de-
viations from the agreed-upon trade terms, and enforcing the agree-
ment by way of punishing such deviations.6 Reaching an agreement
requires the establishment of a mutual understanding or consensus re-
garding the controlled trade terms. This involves resolution of any
disagreement between firms as to the “correct” trade terms and com-
munication of the ultimate decision to all concerned parties.

The second task faced by colluding firms is to detect significant
deviations from the agreed-upon terms. The more slowly and less
completely deviations are detected, the weaker the collusion, as firms
would have stronger incentives to cheat. Also, if market conditions
are not conducive to exposing cheaters, colluders will have to in-
cur substantial costs to detect cheating, which may reduce the over-
all attractiveness of the agreement in the first place. The ease of cheat-
ing varies considerably with the type of market. Cheating is most
difficult in markets in which sales are large and results are publicly an-
nounced.

Punishment of deviations must simultaneously make cheating un-
profitable without causing public discovery of the cartel. One interest-
ing insight is that anything that makes more competitive conduct
more feasible or credible actually promotes collusion, as the very
competitive conduct is reserved as a threat to punish those who un-
dermine the collusive scheme.7 For example, when the colluding firms
have excess capacity, it is more credible to threaten an overall increase
in output that will significantly reduce prices for all colluders, includ-
ing the defector.

The last two tasks promote mutual confidence that there will be ad-
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herence to the agreement reached. Detection and enforcement ensure
a chain of events that the would-be price cutter anticipates and there-
fore resists the temptation to undercut prices. Once this is achieved,
each firm has confidence that its adherence to the consensus price will
not create strong incentives for its rivals to deviate from it.

Certain factors increase or decrease the likelihood of collusion and
other types of coordinated conduct. These influence the initial forma-
tion of an agreement and its ability to survive temptations for chisel-
ing. The relevant factors may vary within a market over time, and
some of them, such as entrepreneurial attitudes toward the engage-
ment in illegal activity, are intrinsically variable. None of the factors
are deterministic in their ability to facilitate coordination. Rather,
they all reflect general tendencies subject to random deviations. In re-
ality, a combination of market conditions will determine the likeli-
hood of collusion.

The importance of these factors from a legal perspective lies in their
use as predictors of the conduct and performance of firms. Analysis of
existing market conditions may, for example, serve to indicate situa-
tions that, absent a conspiratorial agreement, will most likely impede
firms from attaining monopoly-like results through mere interdepen-
dence. In such cases, the presence of substantial noncompetitive trade
conditions would be evidence of traditional conspiracy.8

Facilitating factors can be grouped into four broad categories: mar-
ket structure variables (market concentration, entry barriers); the na-
ture of the product (product and cost homogeneity, multiplicity of
product variables); the nature of sales (lumpiness and secrecy); and
the “personality” of the firms operating in the market. Although most
of these factors are industry- or context-specific, two structural ele-
ments are more commonplace in small economies: a small number of
competitors and high entry barriers.

The number of firms operating in the relevant market is one of the
most important factors influencing the ability and incentives of firms
to collude.9 The reason is threefold. First, reaching an understanding
to limit competition is easier and less costly if the number of firms ac-
counting for a large proportion of total market output is small. Sec-
ond, the incentives to cheat increase as the number of firms increases.
In general, the smaller any firm’s market share, the greater its incen-
tive to deviate from the consensus price, as the profits from additional
volume may dwarf any profits forgone on sales at the original price.10
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Third, a small number of sellers makes the detection of chiseling eas-
ier. Enforcement of the agreement requires knowledge of transactions
and of changes in market shares. Such knowledge is easier to come by
the smaller the number of firms. Moreover, in highly concentrated
markets, colluders are less likely to accept as a random demand fluc-
tuation a loss in market share that occurs from a cheater’s increased
sales.11 As a result, firms will have lower incentives to cheat in a con-
centrated market.

A small number of firms is conducive to collusive conduct only
if there exist high entry barriers into the relevant market, as is of-
ten the case in a small economy. Without entry barriers, no reduction
in competition among incumbents can successfully maintain supra-
competitive prices in the long run. If entry barriers are low and poten-
tial rivals can easily enter or expand, they may increase output so long
as the market price exceeds their costs and reasonable profits. Barriers
to entry thus protect the monopoly profits of the cartel from external
competition and subsequent erosion.

The Israeli gasoline market illustrates the importance of entry bar-
riers for protecting an oligopolistic market. For several decades regu-
latory constraints limited the number of firms that were allowed to
operate in the gasoline market. Then the market was opened to com-
petition. Yet instantaneous new entry was blockaded owing to high
entry barriers. Most of the existing gas stations were bound by long-
term contracts to the three incumbent gasoline companies. Investment
in new gas stations was also limited because of high costs and regula-
tory obstacles. New entrants were able to enter the market on a non-
negligible scale only after the government relaxed some of the regula-
tory obstacles to building new gas stations and challenged the legality
of the long-term contracts between station owners and the incumbent
gasoline companies.12

By elevating prices above competitive levels, collusive agreements
create the host of social costs associated with monopoly pricing. The
principal evil created by a collusive strategy is persistent supracom-
petitive prices that are indicative of allocative inefficiency. At the ex-
treme, the deadweight loss of horizontal price fixing may equal that of
a single monopoly. Significantly for small economies, allocative inef-
ficiency is increased when minimum efficient scales are high. Consider
a situation in which there are three firms in a market and minimum ef-
ficient scale exceeds 30 percent of market share, scale advantages are
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significant, and sunk costs are high. The incumbents have less rea-
son to fear new entry than firms in markets with lower minimum ef-
ficient scales. Any new entrant whose market share is less than 30 per-
cent will have a cost disadvantage. The greater that disadvantage, the
more room there will be for supracompetitive pricing by the firms al-
ready in the market.

Although both cartels and monopolies create allocative inefficiency,
they differ in one important respect. Monopolies can realize inter-
nal economies of scale and scope that reduce productive inefficiency.
In the case of a cartel there are no offsetting productive inefficiency
gains, because the scale of the participating firms has not changed.
Rather, the cartel might permit the perpetuation of high-cost inef-
ficient producers. Consider a situation in which production on an ef-
ficient scale requires four production plants, each catering to 25 per-
cent of the market, and the market currently consists of five equal-
sized production plants. If the five plants are controlled by a single
monopolist, it will have strong incentives to minimize its costs by
closing down one of the plants. By contrast, if the five plants are con-
trolled by five oligopolists, they may not be able to reach an agree-
ment whereby only four plants will stay operational. No oligopolist
would agree to close down its plant unless it can be satisfied that it
will share the profits of the operational plants. Such an agreement
would generally be illegal. Accordingly, bare cartels are unambigu-
ously inefficient.13

Collusion may also reduce dynamic efficiency by reducing the in-
centives of firms to engage in research and development or to adopt
new technologies that may change their cost structures and thus upset
the market equilibrium. Two conditions must exist for dynamic incen-
tives to be suppressed. Firms must have faith in the stability of the car-
tel; otherwise, the fact that potential rivalry may erupt creates strong
incentives for firms to gain a comparative advantage. Also, the profits
that firms seek to gain from adopting or developing new technologies
must be lower than the profits gained through the collusive arrange-
ment.

Collusive agreements may also distort incentive mechanisms in re-
lated markets by destroying or distorting the natural advantages of
firms supplied by oligopolists. To illustrate, if oligopolistic firms col-
lude to fix transportation costs, their customers lose the locational ad-
vantage they might have obtained otherwise.
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The fact that collusive prices are set at a supracompetitive level
does not necessarily imply, however, that oligopolists enjoy high
profits.14 Cartels often spend much of their anticipated profits on ef-
forts to reach an agreement, to detect cheating, and to punish it. Such
costs are wasteful as they do not enhance social welfare. Alterna-
tively, oligopolists often spend much of their anticipated profits on
non-price competition (e.g., packaging, advertising, and service). Ag-
gressive non-price competition by colluding oligopolists produces an
ambiguous effect on social welfare. To the extent that non-price en-
hancements increase the real or perceived value to consumers, they in-
crease welfare. They may drive costs up, however, thereby reducing
productive efficiency. In addition, such competition might create high
barriers to entry by necessitating heavy promotional expenditures by
an entrant wishing to differentiate its own brands from those of its
competitors.

Agreements with Pro-competitive Effects
Agreements among competitors may achieve both private and socially
valuable purposes. The welfare effects of strategic alliances to share
certain facilities, joint ventures, and specialization agreements are am-
biguous and pose more subtle and contentious analytical problems
than bare cartels. Such agreements may enhance productive, dynamic,
and even allocative efficiency. At the same time, they have the poten-
tial to restrict competition in the markets in which the cooperating
firms actually or potentially compete.

Significantly for small economies, a cooperative agreement may en-
able its parties to achieve minimum efficient scales and to lower costs
to levels that any single firm acting alone could not achieve under the
existing market structure. Suppose, for example, that a certain widget
can be produced at minimum efficient scale of 10,000 units. Further
suppose that four firms each require 2,500 widgets in their produc-
tion processes. If all four firms pool their resources to build a joint
plant for producing the widgets, costs will be minimized. An example
of a joint venture that allowed firms located in a small market to real-
ize scale economies can be found in the Israeli case of Poligar.15 There,
two leading Israeli manufacturers of polyethylene covers for agricul-
ture formed a joint sales venture for the distribution and marketing of
their products. The venture allowed the two firms to achieve substan-
tial cost savings through the realization of economies of scale in distri-
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bution that were necessary for them to compete effectively with im-
ported products.

Cooperation may also allow firms to introduce new and superior
products or services that would otherwise not be available or allow
such products to be brought to market faster than would be possible
absent the collaboration, thereby increasing dynamic efficiency. Such
dynamic efficiency might be vital for competing in world markets.

Specialization agreements—under which each party agrees to dis-
continue producing an article or providing a service to allocate its
scope of production or provision to another party—may also solve
the production inefficiency problems that often characterize small
economies. Markets in small economies frequently suffer from too
fragmented a market structure, in which firms specialize in highly dif-
ferentiated products that do not allow them to attain scale or scope
economies. The result is inadequately short production runs, espe-
cially in industries in which the distribution system offers marketing
advantages to firms producing full lines of products. In such cases
maximum efficiency is unlikely to be achieved because each firm is
producing a full line instead of specializing in a few items only, absent
specialization agreements. Specialization agreements limit competi-
tion in the name of efficiency.

Cooperative agreements might also enable small firms to compete
more effectively and therefore discipline their larger rivals. To give but
one example, an agreement among several small producers to run a
joint ad quoting similar retail prices would reduce advertising costs
for each and allow them to compete more effectively with their large
competitors. This can be illustrated by the Australian case of Eastern
Express,16 in which a group of suburban Sydney real estate agents had
formed a firm to publish a newspaper to compete with an established
real estate paper that had substantial market power. The court recog-
nized the importance of creating such a firm for enabling small agents
to compete effectively in a highly concentrated market. It nonetheless
struck down the articles of association requiring the members to place
a minimum amount of advertising in the new paper as it was unneces-
sary to achieve the pro-competitive benefits of the arrangement.

In oligopolistic markets, cooperative arrangements among existing
or potential competitors may raise legitimate concerns regarding the
restriction of competition. Agreements might limit the ability of the
participants to compete effectively when key assets are engaged in
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joint collaboration. They might also limit the incentives of partici-
pants to compete, as the establishing parties are unlikely to compete
aggressively, if at all, with a cooperative venture in which they have a
substantial equity interest.17 Competitor collaboration might also ele-
vate prices, restrict output, or create market divisions. A major con-
cern is that the parties to the cooperative agreement would have the
power and the incentives to foreclose access to their competitors,
thereby placing the latter at a significant disadvantage.18

Cooperative agreements among competitors might also have spill-
over effects into other competing or potentially competing activities
in which the parties engage. The cooperative relationship creates, by
its very nature, close relations between the parties. It puts the parent
firms in dangerous proximity to discuss and act jointly on aspects of
their business apart from the cooperative arrangement and creates an
aura of team spirit. This concern is greater the stronger the market po-
sition the relevant parties enjoy and the more elaborate their ties with
other firms or joint ventures.19

A situation of particular concern arises when a series of interlock-
ing parallel joint ventures is established in which every two joint ven-
tures have at least one common parent. Such a network could contrib-
ute to collective dominance and provide the opportunity for collusive
exchanges of information, especially if all the members of an oligop-
oly were involved. This concern is especially critical to small econo-
mies in which a small number of large conglomerates account for
very large proportions of industrial output. Conglomerates are of-
ten the main challengers of incumbent monopolies, given their sub-
stantial resources and varied experience, and this enables them to
enter new lines of activity more readily than could a newly estab-
lished or a highly specialized firm. Hence, cooperative agreements
among conglomerates should be looked on with considerable skep-
ticism. Joint ventures that may reduce future competition between
these large players, even if they increase efficiency in a specific trans-
action, should be analyzed according to a broader perspective which
takes into account the long-term dampening of competition.20

Conscious Parallelism
Conscious parallelism can best be described as actions of rivals that
are based on the tendency, inherent in oligopolistic markets, to coor-
dinate policies spontaneously and not as part of an agreement, and
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without the need for facilitating practices. Parallelism is reached
when each oligopolist only assesses its rivals’ behavior and reacts with
a recognition of interdependence. Communication is merely aided
through the actions and reactions of oligopolists toward one another
and toward exogenous events. Conscious parallelism may manifest it-
self in many non-collusive ways, including an unwillingness to engage
in aggressive price competition for fear of triggering a damaging price
war or a willingness to tolerate a rival’s price cutting that represents
an attempt to restore lost market share. Of course, a market equilib-
rium might not ensue immediately, but might result from a trial-and-
error period in which oligopolists test different strategies or determine
the basic conditions of the equilibrium.

The Australian case of Mobil Oil21 provides a useful example of
conscious parallelism. There, several oil companies were charged with
fixing gasoline prices. The allegations were based primarily on evi-
dence of parallel pricing. The Australian court rejected the allega-
tions, as gasoline retailing involves posting prices outside service sta-
tions, where they are as readily visible to competitors as they are to
customers. Parallel conduct in such markets is thus as likely to follow
from observation and independent action as from collusive agree-
ment.

In small economies conscious parallelism is widespread. The num-
ber of firms in many industries is so small that even in the absence of
formal agreements there is little room for effective domestic competi-
tion. Each firm makes its own independent decision based on the real-
ization that if all oligopolists do not act competitively, they will all
have some market power. Another Australian case can be used to il-
lustrate this point. In Email,22 two manufacturers of electricity meters
potentially competed in the market. Both issued identical price lists
and tendered accordingly. The explanations of the identical conduct
by the two defendants that were accepted by the court involved the
fact that Email had been a price leader since it was more efficient and
better established. In addition, the largest customer had a policy of
supporting two competitors in the market, irrespective of price. Un-
der such market conditions, the less efficient market competitor can
either try to undercut its more efficient rival’s prices, which would
lead to a price war in which the competitor has a comparative advan-
tage, or follow its rival’s pricing strategy. Both firms had a clear pref-
erence for the second type of conduct. As to several facilitating prac-
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tices (the parties immediately sent each other their respective price
lists whenever they changed prices or introduced any new meter or
components), the court found that such actions simply helped facili-
tate a smoother non-collusive barometric price leadership by ensuring
that the competitor had timely price information.

The social costs of conscious parallelism depend on the level of co-
ordination reached by market participants. The price level yielded by
oligopolistic interdependence may vary from a competitive price level
to a monopoly-like outcome, depending on all the factors that make
collusive or parallel conduct easy.

Under the Cournot model, which is the benchmark static model of
conscious parallelism in output, each firm chooses its own output
while taking into account the effect of its choice on the output deci-
sions of its rivals.23 An equilibrium is reached in which each firm
equalizes its own marginal costs and marginal revenue. An important
aspect of the theory is that each firm’s markup is directly proportional
to its market share, and market shares of firms are directly related to
their efficiencies. Cournot equilibrium entails a higher aggregate out-
put and lower price than does the collusive outcome. Yet Cournot
equilibrium can be more stable than a cartel and thus create, in the
long run, significant deviations from competitive price levels. Cournot
stability is ensured, however, only if price cuts are visible. If firms are
able to make secret price cuts, it becomes very difficult to predict what
the resulting equilibrium will be, and prices may even be driven to
competitive levels.24 Cournot equilibrium can also lead to productive
and dynamic inefficiency and wasteful non-price competition.

Cooperative Strategies with Facilitating Practices
Owing to the natural obstacles of reaching a profit-maximizing
scheme and the illegal nature of collusion, firms seek strategies that
reduce competitive friction and increase the likelihood of coordinated
conduct. Such practices, often termed “facilitating practices,” involve
firms in specific, arguably avoidable acts rather than mere oligop-
olistic interdependence.

There are many types of facilitating practices, with varying degrees
of success in promoting coordinated conduct. Steven Salop identifies
two distinct effects of facilitating practices: information exchange and
incentive management.25

Information exchange devices facilitate coordination by reducing
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the uncertainty about a rival’s actions and intentions. They include
inter-seller verification of price quotations and advance notice of
price changes whereby detection lags are shortened or eliminated.
When the market is oligopolistic, such exchanges may impair rather
than invigorate rivalry, as they are necessary for reaching a profit-
maximizing price or for increasing prices owing to changes in mar-
ket conditions. At the same time, such information exchanges may
have offsetting pro-competitive effects. They may provide firms with
a more complete understanding of market conditions and may also
improve market performance in more competitive settings. A com-
plete prohibition of such information exchanges may thus not be war-
ranted.26

Incentive management practices alter the structure of a firm’s pay-
off matrix. In restructuring payoffs, the incentives of a firm to of-
fer price discounts may be directly affected. Incentive management
devices may take numerous forms. To illustrate, colluders may use
contracts with customers or suppliers to make a binding commitment
to their rivals to transform their incentives by formalizing a particular
set of supply functions or reactions that yield collusive outcomes.
Meeting competition clauses, for example, under which a firm an-
nounces that its price is the minimum of some stated price and the
lowest price posted by another firm, may be used as facilitating de-
vices. Such clauses automatically incorporate the aggressive responses
to price cutting—the immediate matching of prices—which are
needed to support collusion. Buyers police the arrangement, because
the chance to receive price discounts creates incentives for them to en-
sure performance and bear the costs of monitoring the other oligop-
olists’ conduct. These clauses may not be in the buyers’ interest if their
collective acceptance stabilizes the sellers’ joint profit outcome and
makes discounting less desirable or price increases less risky. None-
theless, such clauses may be valued by each buyer individually, as they
ensure that the buyer will enjoy the lowest price demanded by any
firm operating in the market.27

Some facilitating practices may involve exclusionary acts that im-
pede entry or expansion of rival firms. One interesting example of
such practices is found in the U.S. American Tobacco case.28 There,
the major cigarette manufacturers purchased inexpensive tobacco
that could not be used to produce their own cigarettes in order to
drive up its price to their smaller competitors selling inexpensive
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brands. Other exclusionary conducts may include parallel vertical in-
tegration, exclusive dealings, or tying that may foreclose marketing
opportunities for potential competitors. Some of these practices can
be justifiable for their pro-competitive effects. The social costs of fa-
cilitating practices thus depend on the level of coordination they cre-
ate among potential competitors and their offsetting pro-competitive
effects.

Under market conditions that are omnipresent in small economies,
market forces often have limited ability to regulate oligopolies. Ac-
cordingly, regulation plays a critical role in reducing their social costs.
In the following sections I analyze the competition law tools available
to regulate oligopolistic behavior. The sections are organized around
the four main types of oligopolistic coordination, suggested earlier.

Regulation of Collusive Agreements

Despite the inherent instability of collusive agreements, many have
proven to be reasonably durable and have imposed substantial costs
on consumers. Since the natural conditions in small economies may
facilitate collusion among oligopolists, prohibiting collusion is a cen-
tral regulatory task for small economies. Prohibitions are generally
based on two common elements: some form of meeting of minds
among rival market participants, and a restraint of trade.

Most jurisdictions require some kind of meeting of minds to estab-
lish collusion, such as an agreement or arrangement among market
participants.29 The collusive agreement requirement shifts the focus
from the outcome or effect of the collusive conduct to the method of
achieving it in order to create a distinction (though sometimes vague)
between collusion and mere conscious parallelism.

This distinction may result in the inability to prove a cartel, espe-
cially in small economies, for in highly concentrated markets both of-
fer and acceptance can be crystallized by action alone. Mere parallel
conduct is not conclusive evidence of a collusive agreement because
firms will also be acting in parallel fashion when they are acting ra-
tionally in light of the conditions of the industry that make them
interdependent. Alternatively, firms may have a common reason to act
similarly, such as a rise in input prices.

Economic theory has a major role to play in such inferences by pro-
viding some insights into the market conditions that must exist for
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firms to coordinate their conduct by way of mere conscious parallel-
ism. If these conditions are absent, it may be inferred that parallel
conduct was facilitated by measures adopted by the parties to over-
come natural obstacles.30 One such example involves simultaneous
identical bids to supply a made-to-order product not readily assem-
bled from standard and conventionally priced items which are too
close for coincidence and beyond explanation by mere recognized
interdependence.31 Similarly, a finding of collusive agreement may be
supported by acts against self-interest, as when a firm declines an of-
fer that is otherwise clearly welfare-enhancing for it.32

Alternatively, economic analysis may reveal that parallel conduct
is not collusive when the market’s natural conditions do not create
insurmountable obstacles to conscious parallelism. While this analy-
sis is in principle not affected by market size, small size affects the
existence of several market conditions that are conducive to collu-
sion, such as entry barriers and highly concentrated market struc-
tures. When such conditions exist, it may be much more difficult to
prove the existence of a collusive agreement without direct evidence
of collusion. As a result, small economies may face severe difficulties
in proving tacit collusion.

The second element necessary to prove collusive agreement is re-
straint of trade. An agreement that involves no more than fixing
prices or reducing output (a “naked” agreement) will usually restrain
trade. An exception occurs when the parties possess no market power.
An agreement to fix prices among several small retailers that engage
in fierce competition with larger, more efficient competitors is unlikely
to have any effect on price levels, unless such retailers have the capac-
ity to serve their larger competitors’ share of the market.

An important question is what legal standard should be adopted to
prohibit collusive agreements. An agreement that can be judged a pri-
ori to have no pro-competitive benefits, such as one that pertains only
to the price or quantity of a product, or an agreement that calls for bid
rigging, should be considered under a per se rule. Under such a rule a
collusive agreement is deemed illegal, without further inquiry into its
effects on competition or the motivation of the agreeing parties. The
logic of applying such a rule is that the types of agreements mentioned
earlier appear on analysis to be inimical to the public interest and
rarely if ever productive of any substantial public benefit. The costs of
striking down those few instances of the practice that are capable of
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producing some net benefit to the public or that are neutral may be
judged to be outweighed by the greater clarity and certainty of a per se
ban, and thus such conduct should be categorically prohibited. More-
over, collusive agreements with no offsetting benefits undermine the
most fundamental tenets of a market economy—that sellers will act
independently in seeking competitive advantage.

Clear and strict prohibition of naked cartels is especially important
for small economies, in which cartelistic behavior is widespread ow-
ing to underlying market conditions that are relatively more condu-
cive to collusion. Australia,33 New Zealand,34 and Israel,35 for exam-
ple, have adopted a per se ban on price fixing under which it is legally
assumed that the conduct is likely to have or already has the effect of
restraining trade. Once such an agreement is found, it is not a defense
that its members did not possess enough market power to reduce out-
put profitably.

A rule of reason should apply to all other cases. Under the rule of
reason, the effects of an agreement are analyzed in each specific case
to ascertain whether it restrains trade. Such a rule is justified given
that in many cases it is difficult to differentiate between naked cartels
and agreements with pro-competitive benefits.

It is interesting to note that in many jurisdictions, agreements that
relate exclusively to exports or to the supply of products outside their
borders are exempted from the restrictions imposed on agreements.36

While such rules may increase the international competitiveness of
firms, they may raise serious concerns for small economies if adopted
by their large trading partners, as elaborated in Chapter 6.

Regulation of Cooperative Agreements with
Pro-competitive Benefits

Small economic size also exacerbates some of the issues involved in
the regulation of agreements in restraint of trade that have certain re-
deeming virtues, such as specialization agreements or joint ventures
and strategic alliances for shared research and development, produc-
tion, or marketing functions. Such agreements may enable a group of
firms to carry on an activity at a more efficient scale, to reduce infor-
mation or transaction costs, to engage in expensive innovative proj-
ects, or to eliminate free rider problems. Absent such agreements,
many firms in small economies would incur high costs given that they
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cannot reach scale economies on their own or would abandon these
projects altogether, thereby reducing technical, productive, and the re-
sulting allocative efficiency. Such agreements are also often a major
tool for firms in small economies to meet the challenges of an increas-
ingly competitive international environment. At the same time, these
agreements may raise restraint of trade concerns, mainly as to the fa-
cilitation or enhancement of cooperation among competitors in an al-
ready concentrated market. Efficient regulation of such agreements is
thus most important for small economies.

The dual nature of many cooperative arrangements requires that
their existence serve only as an invitation to further analysis rather
than a basis for automatic condemnation. Such agreements should be
appraised in their economic context to determine their overall effects
on competition. When such agreements operate on a lasting basis and
preserve very limited competition between their parties, they might
best be subject to the same rules that apply to mergers.37

The analysis should include three basic steps: determining the po-
tential restriction of competition, determining the pro-competitive ef-
fects, and balancing the two. Small size gives rise to several important
factors that should be granted sufficient weight in the analysis. First,
the balancing of pro- and anti-competitive effects should include total
welfare considerations to allow firms located in small economies to
achieve the lowest production or distribution costs, which are impor-
tant for productive efficiency, for competing effectively with imports,
and for reducing inefficient product differentiation. Second, the bal-
ancing test should give much weight to dynamic efficiency consider-
ations, which are vital for the ability of domestic firms to compete
with foreign firms. Finally, the omnipresence of and the necessity for
cooperative agreements in many markets create a need for a cost-ef-
fective and timely review of cooperative arrangements.

Determining the potential restriction of competition created by a
cooperative arrangement is the first step in analyzing its effects. If
the agreement has no restraining effects, then no competitive issue is
raised. Factors to be taken into account include the structure of the
market concerned and, in particular, the degree of concentration in
the market, entry barriers into the market, the current and perceived
future position of cooperators in the relevant market and other mar-
kets in which they operate, and historical data on collusive conduct in
the relevant market.
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The issue of whether competition will be harmed should be ana-
lyzed in light of the current and potential state of competition in the
market absent the cooperative arrangement. This can be exemplified
by the Australian case of Melbourne Tug,38 in which authorization
was sought for arrangements between two firms providing tug ser-
vices in the Port of Melbourne to provide such services through a joint
venture. The Australian Trade Practices Commission authorized the
agreement, based on the public benefit resulting from it: fewer tugs
would be required for servicing normal port operations, faster service
of shipping would be possible during peak and emergency operations,
and available tugs would be utilized more efficiently. Although the
pooling arrangement eliminated the competition that would have ex-
isted between two independent operators, the commission recognized
that given the duopoly structure of the market, competition would
have been limited anyway. In other words, such an agreement in-
creases productive efficiency while not necessarily changing allocative
inefficiency. At the same time, if the agreement might foreclose the
market to potential competition, this fact should not be overlooked.

The parties’ ties with other firms should also be carefully evalu-
ated. As noted earlier, this is especially important for small economies
in which conglomerates are prevalent. When several conglomerates
dominate the market, joint ventures must be scrutinized with care lest
they be permitted to fortify the conglomerates’ already substantial
market power and increase entry barriers.

An agreement is unlikely to raise competition concerns, however,
when there is still strong actual or potential competition with many
suppliers or the market lacks significant entry barriers.39 To mini-
mize false positives and time-consuming, costly legal procedures, a de
minimis rule can be applied in cases in which it is clear that the parties
possess no market power (for example, when the combined market
share of all parties to the agreement is less than 10 percent).40 Such a
rule is justified, given that not all oligopolistic market structures facili-
tate significant deviations from competitive conditions. In such cases
the remaining part of the market itself will most likely regulate the
conduct of the parties to the agreement and prevent them from impos-
ing lasting unreasonable trading conditions. It also encourages pro-
competitive collaborations by providing participants in future collab-
orations a degree of certainty in those situations in which anti-com-
petitive effects are so unlikely that the arrangements can be presumed
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to be lawful without inquiring into particular circumstances. This is
especially important in small economies, given the omnipresence of
joint ventures and their importance to well-functioning markets. The
de minimis rule should not apply, however, to cases in which the
agreement’s only purpose was to raise price or restrict output, even if
the parties possessed no market power. The rule against such conduct
should apply categorically.

Once it is determined that the agreement raises potential anti-com-
petitive concerns, its pro-competitive effects should be ascertained.
Small economies should place emphasis on increases in dynamic ef-
ficiency that result, for example, from each party’s inability to finance
or bear the risk involved in the joint operation independently, as well
as the synergy between the parties’ facilities, resources, or activities.
The Israeli case of Deta-Kar41 illustrates this point. Three large insur-
ance companies created a joint venture for acquiring the rights to
use a specialized data analysis software for insurance purposes that
reduced the costs of evaluating damage to vehicles. The companies
agreed to refrain from competing with the joint venture. The Compe-
tition Tribunal approved the venture, emphasizing the fact that none
of the companies could have afforded to buy the software alone, and
that the joint venture would reduce costs significantly.

Most important, small economies should base their evaluation of
the agreement’s pro-competitive effects on total welfare consider-
ations. Increases in productive efficiency not only may allow firms lo-
cated in small economies to reduce their costs and increase dynamic
efficiency, but also may be vital to enabling domestic firms to compete
effectively with larger foreign importers. This has been recognized by
several small economies. The Canadian Competition Act,42 for exam-
ple, states that in considering specialization agreements, the Competi-
tion Tribunal must give weight to gains in efficiency that will result in
a significant increase in the real value of exports or a significant sub-
stitution of domestic articles or services for imported products.

Australia has also recognized significant resource savings from ra-
tionalization as benefiting the public. In Email,43 for example, the
Trade Practices Commission authorized a specialization agreement
to rationalize production. Two companies, Email and Simpson, had
market control over the supply of certain household appliances in
Australia. Under the agreement, Email would discontinue produc-
tion of washing machines and Simpson would discontinue production
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of refrigerators and freezers. Each would purchase its supply of the
discontinued line from the other, and repackage and sell it under its
own label. The decision was based on the public benefits resulting
from more efficient utilization of resources invested in manufacturing
plants, higher productivity, and correspondingly lower unit costs of
production, and the greater competitive effectiveness of Australian
products against imports, which would lead to considerable savings
of Australian foreign exchange.44

Given the potential pro-competitive effects of cooperative agree-
ments, small economies should reject a per se rule under which all ar-
rangements that restrict competition are prohibited. Instead, a rule
should be adopted that balances the pro- and anti-competitive effects
of the cooperative conduct and allows arrangements in which the pro-
competitive benefits outweigh the restrictions on competition.

A rule of reason analysis of ancillary trade restrictions may, for ex-
ample, enable small entities to compete effectively with larger groups
in a way that would not be possible unless they joined in some cooper-
ative scheme with other small businesses operating at the same level
as themselves. Australia and New Zealand have recognized this. Both
jurisdictions exempt joint buying and selling activities from per se ille-
gality if the price fixing agreement relates to the price for goods or ser-
vices to be acquired collectively by the parties or the joint advertising
of the price for the sale of goods or services collectively acquired.45

The Australian attitude toward buying groups is reflected in the
Pharma-Buy case,46 in which the Trade Practices Commission granted
clearance to a buying and promotion scheme involving forty pharma-
cies in Melbourne. The group accounted for a small portion of the
relevant market, and outlets were geographically spread. The com-
mission based its decision on the fact that the effect of the promotion
was to enable this small group of outlets to compete more effectively
against other, more substantial outlets in the market.

This can be contrasted with the U.S. case of Topco,47 which in-
volved an association of small and medium-sized retailers that desired
to cooperate to obtain high-quality merchandise under private labels
so as to compete more effectively with larger national and regional
chains. The association required exclusivity through trademark li-
censes specifying the territory in which each member could sell such
trademarked goods. The district court applied a rule of reason analy-
sis and found that such restrictions were required in order to allow

174 • Competition Policy for Small Market Economies



small retailers to compete effectively with larger ones and prevent
members from free riding on other members’ efforts to promote the
trademark. The Supreme Court reversed, applying a per se rule to
territorial restraints, and prohibited the conduct.48 Application of a
similar rule in small economies could be harmful, as small competi-
tors would be prohibited from using certain competitive methods, in
which the benefits strongly outweigh potential harmful conduct, to
challenge dominant firms.

The rule of reason should be broad enough to encompass efficien-
cies and enable them to be balanced against the agreement’s anti-
competitive effects. Accordingly, a rule that categorially prohibits all
agreements that restrict competition, such as that adopted by the EC,
should be rejected outright. The EC has adopted a rule under which
no joint venture will be allowed if it eliminates effective competition
in respect of a substantial part of the market. The commission has de-
fined this as occurring when the parties to the joint venture will or are
likely to become dominant, so that a joint venture that creates a domi-
nant position will never be permitted.49

To be operational, the rule of reason should also allow for a timely
check. The Israeli law, for example, limits the discretion of the direc-
tor of the Competition Authority to consider only the lessening of
competition when authorizing a joint venture.50 Only the Competi-
tion Tribunal is authorized to consider broader issues.51 This is prob-
lematic since the legal procedure is often lengthy and costly.

Instead, the inquiry should focus on three questions: (1) whether
the cooperative agreement is vital for the realization of the pro-com-
petitive effects; (2) whether the potential costs of the cooperative ar-
rangement are necessary to achieve the pro-competitive benefits; and
(3) whether the pro-competitive rewards outweigh the anti-competi-
tive effects.

The inquiry must first ascertain whether gains in efficiency would
not be attained absent the agreement. This first step is important to
ensure that pro-competitive goals neither are undervalued nor mask a
reduction in competition. The cooperative arrangement is vital for the
achievement of the pro-competitive effects, for example, when the
technology and other resources provided by each of the parties are
complementary and could not have been economically bought from
another source, or when the cooperative agreement creates a new
product that no firm acting alone would have created, given high
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costs or high risks. Several rules of thumb may be applied for ascer-
taining the true nature of the agreement. For example, it should be
verified that each party will appropriate the benefits of its own invest-
ment. This ensures that the arrangement is not being used as a method
to transfer profits among firms.

The necessity for the restraints should be evaluated in light of their
contribution to achieving the pro-competitive goals. In some cases,
for example, no party would make substantial investment unless each
could ensure that it would appropriate the benefits of its investment
by supplying an agreed-upon proportion of demand or by obtaining
an agreed-upon capacity of supply. Limiting the ability of firms to im-
pose such restraints would necessarily affect their incentives to engage
in the cooperative conduct in the first place. In such cases, competi-
tion concerns are a byproduct of the agreement’s benefits.

There are two main standards for evaluating restraints. One op-
tion is to allow the restraints as long as they are “reasonably neces-
sary” to achieve the pro-competitive goal. Under U.S. law,52 for exam-
ple, ancillary restrictions need only be reasonably necessary, making
the main transaction more effective in accomplishing its purpose, and
it is irrelevant whether a slightly less restrictive provision could be de-
vised with the advantage of hindsight. A second option allows restric-
tions only if there is no other less restrictive alternative that would
allow the firms to achieve the pro-competitive benefits. Ancillary re-
strictions should be only as broad as necessary to make the basic
transaction viable. The EC commission, for example, requires that the
restriction on competition resulting from the challenged conduct be
indispensable in the sense that it is the least restrictive solution consis-
tent with obtaining the beneficial goals of the conduct.

The reasonable necessity test might be superior to the least restric-
tive alternative, as it reduces the danger of hindsight bias. Alterna-
tively, the dangers of a false positive under the least restrictive al-
ternative method can be mitigated if burdens of proof are allocated
correctly. Once pro-competitive effects that possibly outweigh the
conduct’s anti-competitive effects are found, the plaintiff should be
granted the option of identifying less restrictive methods to achieve
the pro-competitive results. The burden then shifts to the defendant to
prove that these methods were not open to it at the relevant time. The
court should adopt an ex ante rather than an ex post perspective and
ensure that the ultimate burden of proof remains on the plaintiff.
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Whatever the test applied, it does not necessarily require a dichoto-
mous determination of the agreement’s legality, even for dealing with
existing cooperative agreements. With regard to pro-competitive co-
operative agreements, the regulator may allow the agreement to con-
tinue, subject to less restrictive conditions. Yet the new trade terms
should not significantly reduce the incentives of the cooperating par-
ties to engage in the cooperative conduct in the first place, if such co-
operation has overall net positive welfare effects. In particular, the
regulator should exercise caution that such conditions do not sig-
nificantly affect the commercial balance of the agreement.53 This is es-
pecially important when the legality of the cooperative agreement
is determined long after the contract was negotiated. Otherwise par-
ties may not be able to rely on the contract to appropriate the bene-
fits of their investment. Changing the conditions of the agreement
would also allow any party whose consent is needed to implement the
change to renegotiate the agreement’s terms under new bargaining
conditions. Fear that such conditions might be imposed may deter
some parties from forming cooperative agreements in the first place.

One of the chief concerns raised by cooperative agreements among
oligopolists involves foreclosure of a market to existing or potential
competitors. One way to solve this problem is to require that the par-
ties to the agreement provide nondiscriminatory access to third par-
ties if foreclosure might otherwise result. The analysis of such sugges-
tions is similar, in many respects, to the regulation of an essential
facility.54 The duty to grant access should arise only if the lack of it
would affect welfare significantly.

The third stage involves assessing whether the cognizable efficien-
cies would be sufficient to offset the potential of the agreement to cre-
ate anti-competitive harms. This comparison is necessarily an approx-
imate judgment, based on the perceived likelihood and magnitude of
these effects. The standard of proof that the arrangement creates net
pro-efficiency effects should be the preponderance of evidence.

The Israeli case of Poligar55 may serve as an example of the dilem-
mas likely to be faced by small economies in balancing an agreement’s
pro- and anti-competitive effects. Recall that two leading Israeli man-
ufacturers of polyethylene covers for agriculture created a distribu-
tion joint venture which allowed them to realize economies of scale in
distribution that were necessary to permit domestic firms to compete
efficiently with imported products. At the same time, it eliminated
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competition between the two manufacturers as it enhanced collusion
with respect to prices and market division. In fact, the distribution
function may have been even more important to competition than the
manufacturing function, as it was the distribution venture that set the
price for the manufactured products.

The Director of the Competition Authority cleared the joint ven-
ture. In reaching his decision, the director emphasized that the small
size of the Israeli market does not enable firms the size of these two
entities to attain scale economies in distribution and manufacturing.
Importers, by contrast, produce on a much larger scale owing to their
larger domestic demand. The venture thus enabled the domestic man-
ufacturers to compete more effectively with foreign importers by re-
ducing their distribution costs. Moreover, collusion was limited by
foreign imports that placed a price cap on Israeli manufacturers. The
director did, however, restrict the venture by prohibiting, inter alia,
tying of products and exclusive dealing.

The decision is interesting because clearing the joint venture al-
lowed the two manufacturers to overcome a comparative disadvan-
tage vis-à-vis foreign importers in their manufacturing activities by al-
lowing them to reduce their distribution costs. In fact, the decision
sacrificed competition among Israeli firms in order to enable them to
compete effectively with more efficient importers. While the joint ven-
ture would not necessarily reduce prices to consumers, it might pre-
vent a price rise if domestic manufacturers would otherwise have to
exit the market and importers could raise the price absent such com-
petition. As long as there is potential effective import competition, the
impact of such a joint venture on allocative efficiency is minimal, un-
less it creates high hurdles to the entry of foreign importers, for exam-
ple, by controlling essential distribution outlets.

Regulation of Conscious Parallelism

The issue of conscious parallelism has generated a vigorous debate
among economists and legal scholars. In this section I survey the theo-
retical arguments for and against the regulation of mere conscious
parallelism and examine their validity and strength in the context of
small economies. I propose an innovative remedy that can help over-
come some of the obstacles to traditional regulation.

Most jurisdictions do not prohibit conscious parallelism.56 Spain is
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the only jurisdiction known to the author that prohibits it outright.57

As I will show, however, some EC and Israeli legal rules can be inter-
preted as prohibiting some forms of conscious parallelism.

Three main factors have tipped the scale against the regulation of
conscious parallelism in most economies: equitable considerations,
remedial issues, and the scope of the problem. Proponents of equita-
ble considerations argue that it is unfair to condemn parallel conduct
as such because the firms involved are acting rationally in light of
the structure of the market whereby each firm’s profit-maximizing
price is directly affected by the prices of its rivals and their antici-
pated responses to its own price.58 To ignore these issues would re-
quire firms to act irrationally by closing their eyes to the immediate
and direct impact of their actions on the market equilibrium. Oligop-
olistic firms thus act as firms do in a completely competitive market.
The rational oligopolist is simply taking another factor into account,
which is the reaction of its competitors to any price or output change
that it makes.

Several scholars have questioned the validity of these arguments.
Richard Posner has argued that conscious parallelism is not an uncon-
scious state.59 Rather, in forbearing to seek short-term gains at one an-
other’s expense in order to reap monopoly benefits, the oligopolists
are like parties to a unilateral contract, which is treated by the law as
concerted rather than individual behavior. One seller communicates
its “offer” by restricting output, and the offer is “accepted” by the
actions of its rivals in restricting their outputs as well.60 While such
conduct is facilitated by market structure, it is not compelled by it.
George Hay argued similarly that no less of a meeting of minds ex-
ists when oligopolists with identical costs and standard products se-
lect identical prices and recognize the folly of price cutting than when
several manufacturers with widely different costs agree to charge an
identical price.61 Posner further argues that even if coordination is
economically rational from the perspective of the individual actors,
this is not a decisive objection. In terms of the substantive economic
objectives of competition policy, it is merely a detail whether a cartel
is buttressed by facilitating devices or achieves its end purely by con-
scious parallelism.

Yet even if we accept the view that conscious parallelism is not le-
gally different from express collusion, the problem still remains of de-
vising an effective and efficient remedy through the traditional reme-
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dial powers vested in the competition courts.62 Most commentators
concede that oligopoly pricing cannot be improved by a simple prohi-
bition of mere conscious parallelism. This point was expressed by Jus-
tice (then Judge) Breyer, who found that oligopoly pricing does not
constitute an offense “not because such pricing is desirable (it is not),
but because it is close to impossible to devise a judicially enforceable
remedy for ‘interdependent’ pricing. How does one order a firm to set
its prices without regard to the likely reactions of its competitors?”63

The problematic nature of a simple prohibition of conscious paral-
lelism can be illustrated by the Canadian Atlantic Sugar case,64 in
which three companies that produced almost all of the sugar refined
in eastern Canada were indicted for a conspiracy to lessen competi-
tion unduly. The evidence pointed to parallel pricing as a result of in-
dependent decisions, based on historical market shares. The initiating
firm decided to end the price wars by restricting price cutting so as to
do no more than restore its historical market share. It felt confident
that its competitors would recognize what was being done and would
also be satisfied to keep their historical market shares. Not only were
its competitors immediately aware of the firm’s list price the moment
it was posted in the lobby of its offices, but also they were able to dis-
cover its pricing formula by a process of deduction from available
data. The Quebec Court of Appeal found tacit collusion, although
this was presumably nothing more than conscious parallelism. The
firms were acquitted on further appeal to the Supreme Court of Can-
ada,65 which recognized that when the product is homogeneous and
the small number of firms operating in the market are protected by
high entry barriers, conscious parallelism is almost inevitable. Once
one firm raises its price, its competitors may learn of this price in-
crease immediately through customers. They will then have a strong
incentive to match the price. Requiring the sugar refineries to price
their products without taking into account their rivals’ prices is, un-
der such market conditions, highly problematic.

Direct price regulation is also problematic, as it requires courts to
fix prices for oligopolists at a “reasonable” or “competitive” level.
Such a remedy raises important issues of competence and of moni-
toring.

The high costs of oligopolistic prices and the fact that they result
from highly concentrated markets have led to several proposals for se-
lective restructuring of persistently non-competitive oligopolistic mar-
kets, subject to an efficiency defense.66 The essence of these proposals
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is that because oligopolistic interdependence is based on high concen-
tration levels, reducing such levels by way of breaking up existing ri-
vals into smaller competing units would hinder the natural conditions
required to sustain oligopolistic interdependence. A variation on this
proposal involves inhibiting the creation of market structures that
predispose firms to oligopolistic interdependence.

Restructuring is, however, a limited remedy. Most important, a pro-
gram of combating oligopoly by restructuring concentrated markets
may result in a loss of productive efficiency when concentration is
based on scale economies. This factor is especially significant for
small economies. In view of the scale economies present in many of
their markets, improvement of industrial structure usually means the
creation of fewer and larger firms in each industry rather than divesti-
ture. In addition, it is questionable whether a court of law would be
able to differentiate between large firms that are based on scale econo-
mies and those that are not.

These considerations, and particularly the difficulty of devising an
efficient remedy for combating conscious parallelism, have led most
jurisdictions to leave conscious parallelism to the admittedly limited
disciplining forces of the market. Large economies, such as the United
States, have also based such decisions on the fact that the perceived
occurrence of mere conscious parallelism is low. It is generally be-
lieved that the kind of oligopolistic interdependence that suffices to
produce seriously noncompetitive performance in large economies is
likely to be rare. In most industries complicating factors exist, and in
their presence it is unlikely that an oligopoly will achieve joint-profit
maximization absent some facilitating measures.67

This may not be true for small economies. Two of the most
important market conditions that facilitate conscious parallelism—a
small number of competitors and high entry barriers—are quite
prominent in small economies. Accordingly, some degree of interde-
pendence is omnipresent in various degrees in many markets.

The case for regulating conscious parallelism is strengthened by the
fact that it is extremely difficult to prove and distinguish conspirato-
rial agreements from conscious parallelism. Jurisprudence indicates
that the line differentiating the two is thin and elusive, as the mental
process that characterizes much actual cartel bargaining closely re-
sembles the process by which oligopolists come to settle on a particu-
lar supracompetitive price through recognized interdependence.

The problems involved in differentiating collusion from conscious
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parallelism can be illustrated by the legal treatment of price leader-
ship, whereby one firm raises its price and this acts as a signal to the
others to follow suit, based on an understanding that firms in the in-
dustry will follow the signal emitted by the price leader. In the United
States, price leadership in the absence of evidence of collusion is law-
ful.68 The Canadian Atlantic Sugar case69 and the Australian Email
case,70 reviewed earlier, illustrate a similar position. In the EC71 and in
Israel,72 such conduct is sometimes regarded as collusion.

Moreover, as a conspiratorial agreement constitutes, in most juris-
dictions, a criminal offense, ambiguous cases are commonly decided
in favor of defendants. These facts mandate a more serious debate
over the regulation of conscious parallelism, especially in small econ-
omies. Alternatively, they underscore the need for clearer guidelines
that will enable courts to distinguish between collusion and conscious
parallelism.

The high costs involved in conscious parallelism and the difficulty
in distinguishing it from tacit collusion have led to many proposals
for alternative methods to regulate it. One involves the regulation of
oligopolistic markets that act in a parallel fashion by using a “shared
monopoly” or “joint dominance” construction. The Israeli Restric-
tive Trade Practices Act, for example, defines monopoly as including
a collective dominance group that controls more than 50 percent of
the market.73 This provision applies to situations in which a small
number of firms dominate the market by coordinating their activities
and not competing among themselves. The provision was applied in
the case of Re Marketing and Selling of Vacation Units.74 There, six
firms that marketed vacation units did not compete among them-
selves, and several even operated as agents for their potential competi-
tors. The director of the Competition Authority found that all six
firms could be treated as one group. As they controlled more than 50
percent of the market, they were declared a monopoly and were regu-
lated as such.

The EC and the United States have also attempted to use a
shared monopoly construction to regulate conscious parallelism.75 In
Gencor/Lonhro, for example, the EC Commission stated that joint
dominance can occur when “a mere adaptation by members of the
oligopoly to market conditions causes anti-competitive parallel be-
haviour whereby the oligopoly becomes dominant.”76 It is still unclear
whether EC courts would apply a joint dominance construction to
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conscious parallelism.77 Yet one of the challenges of using a joint
dominance concept as a legal category in competition law is that it
does not correspond to a clearly identifiable structural situation lead-
ing to a predictable market outcome. A concentrated market structure
with high entry barriers is a necessary condition for anti-competitive
parallel pricing, but it is not a sufficient condition.78 Shared monop-
oly constructions are also limited by the extent of the power to regu-
late monopolies and share their difficulties. Regulating the prices of
an oligopolistic market through abuse-of-dominance provisions raises
the same equitable and practical considerations surveyed earlier.

The United Kingdom has attempted to overcome these equitable
and remedial problems by creating an administrative process for the
direct regulation of conscious parallelism, based on market failure
rather than on specific conduct. The Fair Trading Act empowers the
Competition Commission (and its predecessor, the Monopolies and
Mergers Commission) to investigate a market when “two or more
persons . . . whether voluntarily or not, and whether by agreement or
not, so conduct their affairs, as to prevent, restrict or distort competi-
tion.”79 It thus allows for an investigation of an oligopoly whenever
the market structure or the conduct of the oligopolists prevents or re-
stricts competition, whether or not this amounts to an abuse of mo-
nopoly power. Its flexibility allows markets to be investigated without
the requirement for blame, and as a result, a variety of factors that
may have led to the competition breakdown can be assessed.

Once market failure is found, the commission may suggest reme-
dies that include a wide range of behavioral restrictions together with
the stronger structural remedy of divestiture.80 It has been recom-
mended, for example, that powerful buyers use their purchasing
power more aggressively. Direct price control and the monitoring of
industry prices for a specified period have also been recommended.

The MMC’s policy toward oligopolistic markets can be demon-
strated by its White Salt Report.81 The U.K. salt production market es-
sentially consisted of only two producers, British Salt and ICI, with
broadly standardized products. Similarity of prices was found to re-
flect the lack of price competition, since British Salt was a lower-
cost producer and thus could have priced its salt at significantly lower
levels. The MMC concluded that the lack of price competition was
against the public interest, as prices were higher than they would have
been if effective price competition had existed. It considered a price
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control mechanism based on British Salt’s costs to be the best method
to break the link between ICI’s high costs and prices. This implied that
the industry price would be that of the more efficient producer. The
less efficient producer would have to produce efficiently or else exit
the market.

The pragmatic nature of this approach is its main virtue, as it
enables the Competition Commission to devise an appropriate rem-
edy for a market failure, allowing for the variety in structure of the
oligopolistic markets and the associated anti-competitive practices.
The legal assessment is not subjugated to the need for legal defini-
tions for purposes of certainty and predictability. Rather, provisions
are designed to provide for the investigation of and, when neces-
sary, suitable prospective remedies for a situation of market failure
in the public interest, irrespective of whether there has been collu-
sion or other reproachable conduct. Yet this is also its main weakness.
The approach attracted criticism, pertaining mainly to the uncertainty
and unpredictability in the law and its highly interventionist implica-
tions.82

An important tool for changing the market conditions that are con-
ducive to oligopolistic coordination involves the reduction or elimina-
tion of artificial entry barriers. The lowering of such barriers may en-
able new firms (both domestic and foreign) to enter the market and
break down the oligopolistic conduct. Alternatively, it would reduce
the ability of oligopolists to raise prices to supracompetitive levels.
The British Monopolies and Mergers Commission, for example, rec-
ommended the reduction of government-created barriers to entry into
the postal service market in order to reduce oligopolistic coordina-
tion.83 Such a remedy is possible, of course, only in markets that are
protected by artificial entry barriers.

Conscious parallelism can alternatively be regulated indirectly by
a containment policy that prevents mergers that threaten to create
oligopolistic market structures.84 Such regulation is a limited remedy,
as many concentrated market structures, especially in small econo-
mies, are created by the internal growth of the market that is not pro-
hibited. In addition, productive efficiency considerations may justify
mergers to more concentrated market structures.

Another way of reducing oligopolistic coordination is by constant
regulation of many aspects of the firms’ business activity. This may in-
clude requirements of notification of large deals, bids, prices, output,
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and product differentiation. Ongoing inquiries make cartels less at-
tractive, thereby creating an incentive to merge or to compete. Such
regulation may, however, be very costly in public and private re-
sources and does not necessarily reduce conscious parallelism.85

Given the difficulties of regulating conscious parallelism by the
methods surveyed here, small economies can potentially focus their
policy on two additional tools: regulating facilitating practices and
subsidizing a government-supported maverick.

Regulation of Oligopolistic Coordination with
Facilitating Practices

The concern raised by facilitating practices is that they make it possi-
ble for firms to achieve supracompetitive pricing that would not
otherwise occur so frequently or completely. Facilitating practices
produce a consensus on trade terms or mutual confidence that
oligopolists will adhere to such terms and make it individually ratio-
nal for each oligopolist to behave in a parallel noncompetitive way. In
light of the difficulty of preventing conscious parallelism, it may be
useful to limit facilitating practices even when we cannot eliminate
concentrated market structures or directly remedy supracompetitive
pricing. Prohibiting facilitating practices might be particularly useful
in small economies, in which highly concentrated markets are preva-
lent and firms are less likely to leave a well-marked trail of collusion.

Whether or not facilitating practices ought to be regulated depends
on whether the anti-competitive effect resulting from the ability of a
facilitating practice to overcome natural obstacles to coordination
and thereby increase the likelihood of noncompetitive performance
outweighs the redeeming values of the facilitating practice in serving
business purposes other than the possible reduction of competition.
If we can devise a set of rules that would create a high degree of
certainty as to which facilitating practices should be prohibited and
which should not without sacrificing legitimate business functions
and without undue arbitrariness, excessive administrative costs, and
unfair punishment, then such rules would be justified.

Facilitating practices can potentially be regulated by three legal
methods. First, they may be condemned as part of a collusive agree-
ment if they serve as a factual predicate for the inference of collu-
sion.86 This tool is practically limited, however, as the causal connec-
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tion is magnified when the practice is deemed illegal, and criminal
sanctions might be inappropriate.

Second, facilitating practices may be treated as possible restraints
of trade. Under this approach, such practices are to be forbidden in
themselves because of their anti-competitive tendencies, unless they
have redeeming virtues. Accordingly, firms engaging in parallel con-
duct through facilitating practices should face antitrust liability if
those practices have the effect of reducing competition.87

The third approach suggests the establishment of a new administra-
tive reviewable matter that would enjoin avoidable facilitating prac-
tices that engender or are likely to engender substantially noncompet-
itive performance. Oligopolists would be liable when they engage in
avoidable conduct, the tendency of which is to permit them to coordi-
nate their conduct more closely than would otherwise be the case. Un-
der this proposal, suggested by Areeda,88 no finding of agreement is
necessary. If the objective is to strike at practices or mechanisms that
reduce uncertainty and help overcome natural hurdles to restricting
competition, the law should focus on the effects of the practices as
they operate in the context of specific markets.

The second and third approaches enjoy some advantages over the
first one. Prohibiting facilitating practices triggered by one firm elimi-
nates the problem of having to infer an agreement of other firms to
follow that goes beyond mere conscious parallelism, by an artificial
construction of facts. They also enable the competition authorities to
prohibit and prevent anti-competitive conduct in advance, as a poten-
tially facilitating practice may be enjoined from its incipiency. In addi-
tion, the remedy is relatively simple and effective: an injunction will
often suffice to end the practice. The third approach enjoys some ad-
ditional advantages over the second one. A civil route invokes no
criminal sanctions or stigma and thus is especially well suited for the
regulation of conduct that impairs competition without being morally
blameworthy or reprehensible in any sense beyond having adverse
economic consequences. Also, it does not require the heavy burdens
of proof of a criminal approach.89

The benefits of the third approach are especially significant for
small economies, as it enables the competition authorities and courts
to deal more directly with practices that facilitate tacit collusion and
have no offsetting pro-competitive effects without the additional hur-
dle of proving an agreement.
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The following set of rules has been suggested by Areeda:

1. Facilitating practices that unambiguously or overwhelmingly
serve to restrain trade should be prohibited.

2. The plaintiff must show that competition was substantially
attenuated or that market structure is highly conducive to
oligopolistic collusion.

3. The plaintiff must show (a) that the anti-competitive result
could be traced to the challenged practices, or (b) that it would
likely lead to such a result in a non-trivial way.

4. Facilitating practices that have offsetting benefits to total or
consumer welfare should be judged on the balance of
probabilities and prohibited where the benefits to welfare do
not offset the effects of the practice on restraining competition
or the benefits to welfare can be achieved in a less competition-
restraining fashion.

5. The defendant must prove offsetting benefits or that the less
restrictive alternative is significantly more costly or less effective
(case [a]), or the greater cost or diminished effectiveness is not
trivial (case [b]).

6. The sanctions should simply prohibit the facilitating practices
and restore competition in the market.90

This set of rules overcomes some of the most difficult evidentiary
problems that may arise. For example, as it is difficult to ascer-
tain whether prices substantially exceed the competitive level, market
structure should act as a surrogate for noncompetitive performance.
Also, given the difficulties in proving a causal connection, especially
where several facilitating practices have been adopted, proof of a ten-
dency rather than of an effect of the facilitating practice should be
sufficient. To offset some of the uncertainties involved in such a prohi-
bition, however, the burden of proof on the defendant to show offset-
ting pro-competitive virtues should be lower.91

The most difficult analysis involves balancing the competitive
harms and benefits that are both likely to be indistinct in magni-
tude. In most cases measuring pro- and anti-competitive effects in
practice is impractical, except for grossly qualitative, intuitive judg-
ments. The U.S. Ethyl case92 clearly demonstrates the problems in-
volved in characterizing certain business practices as facilitating re-
strictions of trade. There, the condemned practices—advance price
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announcements, most-favored-buyer clauses, and delivered pricing—
were adopted by Ethyl when it was the only producer and when,
therefore, it was necessarily serving a business purpose other than
coordination with nonexistent rivals.93 Because buyers favored these
practices, later entrants into the market adopted them. Under the new
oligopolistic market structure, however, these practices had the effect
of creating conditions favorable to collusion. The court rejected the
claim that the practices unfairly facilitated the reduction of price com-
petition in the market. It stated that “before business conduct in an
oligopolistic industry may be labeled “unfair” . . . at least some indi-
cia of oppressiveness must exist.”94 Facilitating practices should in-
stead be analyzed in the context of their effects on current market
conditions rather than the initial incentives for their adoption.

It may be useful for small economies to adopt the “substantial ef-
fects” test with an offsetting virtues and a least restrictive alternative
defense, as suggested by Areeda in his proposed rules. Total welfare
considerations should be taken into account as well as consumer wel-
fare considerations. The plaintiff would then have the ultimate bur-
den of showing that the conduct had overall anti-competitive effects.
If the plaintiff can prove that the pro-competitive effects could be
achieved in an alternative way that is no more costly to the facilitator
or to society, then the defense should fail.

While small size should not affect the type of analysis, concentrated
market structures raise stronger concerns for collusive conduct than
would normally be raised in less concentrated markets. Accordingly,
a stricter policy toward facilitating practices should be adopted by
small economies.

Government Support of a Maverick Firm

This section sketches a novel solution to the oligopoly problem which
seeks to imitate the conduct of a maverick firm that reduces the incen-
tives and the ability of oligopolists to coordinate their prices at supra-
competitive levels, with one important difference: the maverick’s pric-
ing decision is based on total or consumer welfare considerations
instead of its own profit-maximizing considerations.95 The proposal
requires government support of one of the firms operating in the olig-
opolistic market (the “maverick”) for a limited period. During this
period, the maverick adopts a low-price strategy. Rival oligopolists
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would have to follow its pricing strategy or else suffer great losses of
market share. This proposal allows firms to compete vigorously on
their merits without directly limiting their decision parameters. No
firm is forced to act in a manner that is against its incentives, and there
is no necessary ongoing control except for the prices charged by the
maverick.

The central insight of the proposal is that the existence of a single
competitive firm can dramatically affect the competitive conduct and
performance of an entire industry. The compliance of the other firms
is assured because competition forces them to match the offers of the
maverick.

To illustrate how subsidizing a maverick can enhance competition
and increase welfare, let us assume an industry with an almost per-
fectly homogeneous product in which three firms, A, B, and C, oper-
ate. Further assume that all firms’ marginal cost of production is $10.
In the pre-maverick situation the three firms engaged in conscious
parallelism, and the equilibrium price charged for each widget was set
at $13. Each firm enjoyed a market share of 33.3 percent. The govern-
ment enters into an agreement with A in which A agrees to price its
widgets at its marginal cost (P = MC = $10), provided that the gov-
ernment pay it an additional $3 per unit sold. Assuming A can expand
its output to meet increased demand for its products, B and C will
have to reduce their prices to match A’s price ($10) or lose their mar-
ket shares. Price will be set near the level where it would have been set
in a competitive market.96

One of the important features of the proposal is that it does not
necessarily directly affect the cost structures of firms or the market
structure. Rather, it affects the profitability of specific pricing strate-
gies under given market conditions. Moreover, it interferes only with
the pricing decisions of the maverick firm by creating an upper limit
on the oligopolistic price. This in turn creates incentives for all other
oligopolists to lower their coordinated price and compete vigorously
on the merits.

An interesting issue involves A’s incentives to cooperate with the
government. Why would A agree to play the part of the maverick firm
if it could continue to enjoy high profits by engaging in conscious par-
allelism? Each competitor has two conflicting incentives. On the one
hand, if all the oligopolists decline to cooperate with the government,
they could avoid the lowering of prices for all (at least until the gov-
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ernment finds another way to enter the industry). On the other hand,
if A does not agree to cooperate with the government but one of its
competitors does, then A will incur great losses. The financial incen-
tives offered by the government for the part of the maverick allow the
chosen maverick to avoid at least most of the losses that would befall
its rivals. Because A cannot ensure that all of its rivals will not agree to
play the maverick role, as they might have other motives to do so
(such as expanding their capacity by using government financial aid),
it will have an incentive to agree. Therefore, so long as the competi-
tors do not act collectively, each has an incentive to cooperate with
the government. Furthermore, all firms might be better off in the long
run if one of them agreed to cooperate with the government, as other-
wise the government might seek alternative ways to enter the industry,
such as establishing a new domestic competitor or subsidizing the en-
try of a new foreign competitor. Such a scenario might lead to a reduc-
tion in overall profits for all incumbents if capacity were increased.97

For the maverick strategy to be operational, two main conditions
must exist. First, the maverick must create a credible threat to serve
consumers who were previously served by its rivals if they do not fol-
low its conduct and reduce their prices accordingly. It must therefore
possess sufficient capacity, or should be able to add sufficient capacity,
to serve all or most of the demand it will take away from its rivals. Yet
the threat of added capacity may act, in itself, as a stimulus for firms
to reduce their prices. The second condition is relative product ho-
mogeneity. Otherwise, the price of the maverick’s product may have
to be reduced considerably in order to affect the demand for compet-
ing products significantly. Nonetheless, conscious parallelism is most
prominent in homogeneous goods industries.

Such conditions existed, for example, in the Ethyl case.98 The rele-
vant market was lead-based compounds used to prevent engine
“knock,” the premature detonation of gasoline in the engine’s cylin-
ders. The market had several characteristics that were conductive to
oligopolistic coordination. During the relevant period, only four firms
operated in the market, with two of them dominating the industry,
and there were no significant imports into the United States. Thus, the
industry was highly concentrated. The two larger firms had similar
cost structures, and the product was relatively homogeneous. The
product had no reasonably close substitutes, and demand was rela-
tively inelastic. In addition, all firms had substantial excess capacity
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owing to a significant drop in demand caused by a change in govern-
ment regulation.

As noted earlier, the FTC was not able to prove an illegal restraint
of trade. The antiknock compound industry would have been a per-
fect candidate for the adoption of the maverick model, had it not
produced lead-based products.99 Each of the four firms had the ability
to serve a much larger portion of market demand than it served, ow-
ing to significant excess capacity, thus creating a credible threat to
take away market share from its rivals had they not matched its price.
The product was relatively homogeneous, and the game was a contin-
uous one. Government-induced price reductions would have served to
lower price levels in the industry significantly.

The maverick model has several positive welfare effects. Allocative
efficiency is positively affected by the maverick’s price-reducing strat-
egy, as price is reduced and output is increased. Cost reductions to
consumers are much higher than the subsidy paid to the maverick be-
cause the government must compensate only the chosen maverick
for its participation rather than all the firms operating in the market.
The threat of repeated intervention in the post-maverick period may
induce the oligopolists to continue to price their widgets at low lev-
els. The model may also have indirect price-reducing effects on other
oligopolistic industries because of the threat of government interven-
tion. It can also reduce the problem of productive inefficiency created
by sub-optimal plant size or inefficient firms. If the maverick’s price
is set at a level that could be profitable only if firms operated at ef-
ficient scales, then they will need to expand their operations to sur-
vive. In addition, the maverick model may destabilize the incentives of
oligopolists to collude, as it creates obstacles to collusion by increas-
ing uncertainty in the market.100

The model has some limitations, the most significant being that its
application involves a high level of direct government intervention
in the market. Although this objection is a serious one, several fac-
tors mitigate its significance greatly. First and most important, the
model imitates conditions that might accrue in any oligopolistic mar-
ket through the lowering of tariff barriers or the cost of inputs. Sec-
ond, government intervention is limited to directly setting the prices
of one firm in the industry. Third, no other less interventionist method
has been proposed for dealing with conscious parallelism. This pro-
posal intervenes in the firms’ decision-making process to a much
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lesser extent than direct regulation of price and other strategic deci-
sions by equating market conditions with those that would prevail in
a more competitive setting.101

The risk that government intervention may increase costs instead
of benefits can be reduced by judicial review to ensure that the choice
of the maverick is based on clear and verifiable parameters. Nonethe-
less, given the positive steps necessary to intervene in the market, the
proposal should not be applied unless there are clear benefits to its im-
plementation and no other conventional regulatory tool can achieve
efficient results. The proposal has the greatest potential to create ef-
ficient results in an industry in which three to six firms operate and
produce a homogeneous product. Less interventionist variations on
the maverick model, such as subsidizing the cost of any component in
the production of the oligopolistic good, may also increase total or
consumer welfare if applied in appropriate circumstances.

Conclusion

The omnipresence of oligopolistic market structures in many indus-
tries in small economies intensifies the need to regulate the conduct of
oligopolists efficiently so as to minimize the welfare losses that can ac-
crue from collusive or parallel conduct while maximizing the realiza-
tion of benefits that collaborations among competitors might create. I
have analyzed the legal tools available to a small economy for regulat-
ing oligopoly conduct. The major policy findings can be summarizes
as follows:

1. Market conditions in small economies are more conducive than
in large ones to collusive or cooperative conduct, given the
limited number of firms operating in many industries that are
protected by high entry barriers.

2. Collusive agreements with no offsetting pro-competitive effects
should be strictly regulated. To avoid false positive and time-
consuming, costly legal proceedings, a de minimis rule should
be adopted in cases in which it is clear that the parties do not
posses market power, unless the agreement pertains only to
price or output, or involves bid rigging.

3. Trade restrictions might be a necessary byproduct of welfare-
enhancing agreements that allow small firms to compete with
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much larger ones. When the pro-competitive effects of such
agreements outweigh their anti-competitive effects, they should
not be prohibited. This dictates that a rule of reason analysis be
applied to ancillary trade restraints.

4. Joint ventures should be evaluated on the balance of their pro-
and anti-competitive effects. Especially in small economies, the
finding of anti-competitive effects should be based on both the
effects in the specific market and the spillover effects into other
industries in which the parties to the venture operate. Total
welfare considerations should be applied.

5. Practices that facilitate oligopolistic coordination should be
regulated by way of a reviewable matter that would enjoin
avoidable practices that engender substantially noncompetitive
performance.

6. The maverick model may be applied, in appropriate cases, to
increase significantly allocative and even productive efficiency
in oligopolistic markets.

Oligopoly markets can also be regulated indirectly by merger pol-
icy. This may avoid the problems of differentiating between agree-
ments and pure oligopolistic conduct by prohibiting structural
changes that may facilitate either. Yet it may also prevent the realiza-
tion of scale and scope economies. The next chapter focuses on opti-
mal merger policy.

The Regulation of Oligopoly Markets • 193



C H A P T E R S I X

Merger Control Policy

Merger control is one of the most effective competition policy tools
available to regulate market power. It acts as a safeguard against the
strengthening or the creation of market structures that may lead to
the exercise of such power and that are not justified by social gains. It
does so by preventing certain changes in market structure rather than
by conduct control methods.1

Merger policy is highly important for small economies, as mergers
are one of the main driving forces behind changes in concentrated
market structures. In particular, mergers are a major tool for the real-
ization of potential efficiencies in oligopolistic markets that would
otherwise remain unexploited owing to cooperative profit-maximiz-
ing strategies that limit the incentives of firms to grow to optimal sizes
internally. In oligopolistic industries with homogeneous products that
are protected by high entry barriers, a firm will invest in cost-reducing
internal growth only when the increase in capacity would enable it to
reduce its costs significantly so as to compensate for the loss of profits
resulting from the increase in total market output, or when the other
oligopolists will likely respond by lowering their own output levels.
Merger, by contrast, enables firms to achieve optimal size without
necessarily increasing output, thereby eliminating or at least reducing
the tradeoff they face between reducing costs and maintaining supra-
competitive prices. Mergers may also be the best—and sometimes the
only—response of firms in small economies to the lowering of trade
barriers and the entry of more efficient foreign competitors.



The unique market conditions in small economies influence the de-
sign of optimal merger policy. Concentrated market structures might
need to become further concentrated to achieve minimum efficient
scales. Accordingly, on the one hand, an overly aggressive or rigid
stance toward mergers might prevent desirable efficiency-enhancing
mergers from taking place while entrenching existing inefficient mar-
ket structures. The need to rationalize is all the more significant as an
economy becomes increasingly exposed to international competition.

On the other hand, an overly permissive merger policy might en-
trench monopoly elements in a small economy. Especially in indus-
tries characterized by high entry barriers, once market structures are
in place, they are difficult to alter. Moreover, merger policy is the most
powerful weapon available in the competition policy arsenal to com-
bat tacit collusion or cooperative behavior. Because such conduct can-
not generally be reached directly, preventing the creation of market
structures that tend to facilitate such outcomes becomes more impor-
tant. Merger policy in a small economy should thus comprise a set of
flexible instruments to mitigate competition concerns while promot-
ing economic efficiency.2

The practical effect of these policy prescriptions is that small econo-
mies should not rely on structural variables alone or on rigid and lim-
iting structural assumptions as the main or only element to be consid-
ered in the design of merger control. Rather, they should base their
policy on contestability considerations. They should also be more ac-
commodating to efficiency considerations and rely more on a rule of
reason analysis that takes into account the fact that concentration
may be a necessary evil for achieving scale and scope economies.3

Efficiency considerations should come into play at all stages of merger
policy, from the formulation of legal thresholds to the balancing of
competing considerations in specific cases. In this chapter I focus on
the tools available to small economies to achieve these goals.

A flexible merger approach may also be justified by the role mergers
play as catalysts for efficiency and new investments. The threat of
takeover bids by another firm, which often come under the merger
definition, creates significant incentives for management to run the
firm more efficiently.4 Limiting the ability of firms to take over inef-
ficient ones reduces these incentives. Moreover, the incentive to set up
a firm, invest risk capital, and develop new products may be dimin-
ished if the opportunities to sell the firm to the highest bidder are re-
duced. A strict merger policy that creates exit barriers for investors
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would thus have implications for the incentives to invest in firms in
the first place. These considerations are especially important for small
economies, in which mergers may often be the most realistic way to
realize the firm’s market value.

Despite its admitted regulatory importance, until recently merger
control has been absent from the competition laws of most small
economies. One possible explanation for this is the rejection of an ab-
solute value of competition approach that was adopted in many large
economies. This approach prohibited concentrated market structures
that tended to create anti-competitive results without taking into ac-
count offsetting efficiencies. While this approach may have created
overall efficient results in large economies, given that most of their in-
dustries include a large number of firms that have already realized
scale and scope economies, the adoption of such a policy in small
economies would have resulted in numerous false positive errors:
many beneficial mergers would have been prevented. In recognizing
this effect, most small economies instead opted for no merger con-
trol. This policy was based on the assumption that leaving merger
control to the market would produce more efficient results than the
absolute value of competition approach. Also, it was assumed that
control of abuse of dominance, and specifically price and output regu-
lation, would reduce the incentives of firms to merge and create domi-
nant firms. The stress on ex post conduct regulation thus derived in
part from the concern for false positives in merger control. Those
small economies that did control mergers adopted very wide safe har-
bors.

This trend has changed profoundly since the mid-1980s as many
small economies have added merger control to their competition poli-
cies. One of the major forces driving this trend was the development
of economic theories and empirical tools that enable competition au-
thorities and courts to perform a tradeoff analysis—though usually a
crude one—between the harms to competition from increased con-
centration and the benefits from the realization of efficiencies. Still,
merger control in many small economies diverges from merger policy
in large ones in several ways that appear to reflect national size differ-
ences. As will be shown, large economies that recognize efficiencies
adopt a policy that in practice leaves little room for their consider-
ation. Small economies often seek policies that are more flexible and
may take into account conflicting considerations in a way that will
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ensure that efficiency-enhancing increases in concentration are not
blockaded.

The first section of this chapter includes an analysis of the theoreti-
cal and practical goals of merger policy in small economies. The next
two deal with the appropriateness in small economies of adopting the
absolute value of competition approach and the balancing approach,
which weighs the benefits from increased concentration against the
harms from increased market power on a case-by-case basis. I then
analyze the suitability of different indicators of market power for
small economies. In the last section I look at the effects of small size
on mergers with international dimensions.

The Goals of Merger Control

Since policy goals determine which mergers are considered beneficial
and which are considered harmful, it is necessary to analyze the goals
of merger policy. I start by briefly examining the economic effects of
mergers, which are key building blocks in determining the goals of
merger control. I then analyze the effects of small size on the choice of
illegality test for merger control.

The Economic Effects of Mergers
It is important in determining the goals of merger policy to recog-
nize how changes in ownership and control patterns affect the per-
formance of firms and industries in which they operate. Here I pro-
vide a brief overview of the major effects of mergers. A horizontal
merger, that is, a merger among rivals operating in the same mar-
ket, reduces, by definition, the number of competitors in the market,5

and the merged entity ordinarily has a larger market share than either
of the merging parties had before the merger. This reduction in the
number of firms and increase in market shares may raise two basic
competition policy concerns: unilateral market power and joint mar-
ket power. Unilateral market power concerns focus on the creation or
the strengthening of substantial market power of the merging entity,
thus enabling it unilaterally to raise prices, restrict output, and behave
otherwise strategically. Of course, if the increase in market share does
not create efficiencies, market forces may eventually erode the merged
entity’s position. This process, however, may be lengthy or inhibited
by artificial obstacles if competition law enforcement is not perfect
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and timely. Joint market power concerns, by contrast, focus on the
strengthening of the ability of the market participants in the post-
merger situation to coordinate their strategic choices (e.g., output,
price, and quality) by engaging in explicit or implicit interdependent
behavior.6 What effects may result from changes in market conditions
brought about by the merger depend on the factors that influence the
firms’ ability and incentives to act interdependently.

Vertical mergers, that is, mergers between firms with potential or
actual buyer-seller relationships, raise concerns that focus mainly on
the ability of the merged firm to increase its market power by control-
ling a vertical activity in the chain of production and distribution.7

The main concern is that vertical integration may raise the price of en-
try of new competitors into the market, thereby increasing the market
power of the vertically integrated entity. For example, if a dominant
producer of a particular product were to merge vertically with the
main wholesaler in that market, its rivals might face high barriers to
selling their products in the market. Backwards integration with a
dominant producer of an essential input may pose similar problems.

Several conditions have to be met for vertical integration to raise
the cost of entry significantly: production at some stage of the in-
dustry is dominated by a vertically integrated firm; it is significantly
costly for another firm to enter this stage of production; and the ac-
tual or perceived problems of purchasing from or selling to divisions
of integrated firms compel firms to enter only as integrated opera-
tions. An increase in market power that results from a vertical merger
also requires a significant probability that the integrated firm will not
deal with independent firms or that any such dealings will be subject
to strategic interruption or cost manipulations. The monopolist might
not have incentives to foreclose competition unless it is prevented in
some way from achieving monopoly profits. Vertical mergers should
thus be evaluated carefully to reveal the real incentives and ability of
the merged entity to raise prices.

Conglomerate mergers, defined to include all mergers that are nei-
ther horizontal nor vertical, might pose a threat to competition by the
elimination of a potential rival. Some economists further argue that
mergers between firms supplying a range of complementary or mar-
ginally substitutable products (e.g., detergents and food bought by su-
permarkets) might enable a firm that is dominant in one market to use
its market power to leverage it into another, when competition in
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both markets is imperfect. This may include, for example, forms of
exclusive dealing, such as full-line forcing.8 Mergers between large,
diversified firms may also reduce challenges to incumbent monopo-
lies.

Mergers may raise additional concerns on the grounds that deci-
sions taken by large corporations may have consequences that ex-
tend well beyond specific industries to produce political and social as
well as “purely” economic results. Economic concerns about large ab-
solute firm size derive from the potential for competitive disadvan-
tages bestowed on the smaller firms by limited capital, distribution,
advertising channels, and production factors. The concern is also not
purely economic, in that large firms might translate financial strength
into political power and influence legislation or regulation to their
benefit at the expense of the rest of society. Other sociopolitical con-
cerns focus on a strengthening of market power that may be antitheti-
cal to the balanced distribution of wealth, and effects on employment
levels.

At the same time, a merger may enhance efficiency by integrating
the firms’ facilities and by allowing firms to achieve efficiencies that
were not attainable under the pre-merger market structure because of
firm interdependence, the absolute size of firms, or other obstacles.
Most important for small economies, mergers may allow firms to
overcome obstacles to efficient size that arise in oligopolistic struc-
tures. Permitting a sizable horizontal merger may increase long-run
productive efficiency if the potential merging parties have strong re-
spect for their mutual interdependence and would not build full-sized
new plants independently for fear of either depressing prices or carry-
ing too heavy an excess capacity burden. Some of the benefits of re-
duced costs may even be passed on to consumers in the form of re-
duced prices and higher product quality. Even a merger to monopoly
can lead to price decreases. Achieving efficiencies is all the more im-
portant as domestic firms are becoming increasingly exposed to inter-
national trade.

Comparing the extent to which mergers will enable the parties
to exercise market power and earn supracompetitive profits to the
efficiencies created has been recognized as a highly complex and con-
troversial subject in industrial organization economics. The original
modeling of this tradeoff was undertaken by Oliver Williamson.9 Wil-
liamson argued that only a fairly modest efficiency saving is required
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to outweigh the deadweight loss associated with empirically realistic
price increases following a merger. Given the simplicity of the model,
however, any application of the theory in practice requires a more
complex analysis to account for various other factors, including pre-
existing market power,10 differing demand assumptions, and other
firms’ competitive responses to increased market power. Furthermore,
the Williamsonian analysis has been concerned with static cost sav-
ings, without taking into account the temporal effects of an increase
in market power. To the extent that good predictions can be made
about the effects of a merger on technological progress, this informa-
tion should also be incorporated. Despite these apparent weaknesses,
the model still supports its basic message, which is that the potential
benefits of mergers should be recognized in addition to their costs.

Can the internal growth of firms be relied on to regulate the in-
centives of firms to grow to optimal sizes effectively, so that merger
policy can be more restrictive? Although internal growth may en-
able firms to attain minimum efficient scales, it cannot be relied on to
regulate market growth effectively. Mergers take less time than inter-
nal growth. Also, internal growth may not enable the firm to achieve
all of the efficiencies a merger may offer, such as better management
or the use of complementary know-how and intellectual property.
Finally, and most important for small economies, when demand is
limited, the incentives of firms to attain efficient size are dampened by
the incentives to limit total market output to monopolistic levels in
order to maximize the profits of all oligopolists. Accordingly, merger
policy is an important regulatory tool for small economies.

The Goals of Merger Review
The choice of goals for merger policy involves major value judgments.
An important issue is whether merger control should focus mainly
on achieving efficiency or on preventing concentrations of economic
power. Other social or political goals may also impinge on merger
policy. Although there is no “correct” set of goals, small size influ-
ences some of the tradeoffs that policy makers face when choosing
among conflicting goals.

A small economy cannot afford to protect competition rather than
its outcomes. The concern for ensuring that a sufficient number of
competitors operate in each market should be subordinated in a small
economy to the more compelling necessity of serving a small popula-
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tion efficiently. Given high concentration levels that are justified by
scale and scope economies, protection of competition would blockade
many mergers that have positive welfare effects. Producers would not,
in many markets, be able to attain minimum efficient scales and thus
reduce their costs, and consumers would not be able to enjoy lower
prices that rest on lower costs. Similar arguments should prevent a
small economy from giving paramount importance to considerations
for the viability of small businesses as such.

Protecting competition might also prevent domestic firms from at-
taining the minimum efficient scales necessary for them to compete ef-
fectively with foreign firms in their domestic markets. Merger is often
the best response of domestic firms to the reduction of trade barriers
and the entry of foreign firms into their markets through imports or
through local subsidiaries. This was acknowledged, for example, by
the director of the Israeli Competition Authority in Kelet/Taal,11 ap-
proving a merger that was essential to enabling two domestic firms to
compete with imports. A proposed merger in the same market be-
tween two of the three domestic firms several years before, when
trade barriers were higher, had not been approved.12

An argument often made in small economies concerns the need to
enable firms to merge in order to increase their international competi-
tiveness. The core of this argument is that merger policy should not
prevent firms located in small economies from overcoming competi-
tive disadvantages that result from limited domestic demand. It is also
argued that an over-rigid merger policy might drive firms offshore,
thereby preventing the development of large entities that can compete
against the multinational firms operating in the domestic markets.
These considerations should not be overlooked in a small economy. In
a competitive international marketplace, mergers that significantly in-
crease the international competitiveness of domestic firms should be
treated favorably by small economies, even if they increase the level of
concentration of acquiring enterprises. Australia and Canada, for ex-
ample, include in their merger control regimes a specific instruction
that a significant increase in the real value of exports should be con-
sidered an efficiency gain.13 At the same time, considerations of inter-
national competitiveness should be balanced against harm to the do-
mestic market.

The international competitiveness goal is often interpreted by busi-
nesspeople in small economies as requiring a merger policy that en-
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ables firms to reach large sizes. This “national champion” argument
must be analyzed with caution. In many industries size is not a prereq-
uisite for international competitiveness. This is demonstrated by the
fact that exports are not the prerogative only of large businesses.
Also, when it comes to international competitiveness, size is not the
sole criterion. As Michael Porter has shown, domestic rivalry is more
likely than national dominance to breed businesses that are interna-
tionally competitive, as it provides stimulus for the efficiency and in-
novation that are crucial for export success.14 In addition, domestic
consumers might not enjoy all the benefits of the domestic firms’ suc-
cess if international price discrimination were not prevented.

At the same time, in some industries in which penalties for operat-
ing below MES levels are high, achieving efficient size may be a neces-
sary condition to enhance export opportunities. Size may affect not
only production and dynamic efficiency but also the relative costs of
the gathering and analysis of market information likely to be faced by
smaller and medium-sized firms. In such cases small economies ought
to balance the benefits from increased international competitiveness
against the costs of the proposed merger in the domestic market.
These should include not only competition in the specific market but
also the effects of the merger on the ability of vertically connected
firms to compete internationally. To reduce possible allocative inef-
ficiency concerns, the competition authority may even require, as a
condition for approving the merger, that the merging firm not charge
a price in the domestic market that exceeds the price it charges in for-
eign markets, somewhat like an internally applied anti-dumping con-
dition.

An important debate focuses on whether merger policy should
maximize consumer welfare or total welfare. The consumer welfare
approach strives to maximize consumer surplus, which is the differ-
ence between what consumers would willingly have paid for the prod-
uct they consumed and the actual price they paid for it. This standard
will be met only if in the post-merger situation the price will not in-
crease beyond the pre-merger price, because the new efficiencies are
sufficiently significant to cause the profit-maximizing price not to rise.

Under the total welfare approach, a merger is permitted if it in-
creases total surplus, which includes both consumer and producer
surplus. In economic terms, if the cost savings from the merger exceed
the deadweight loss caused by the expected anti-competitive price in-
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crease (producer surplus minus consumer surplus), the merger should
go through. Welfare transfers from consumers to firms do not count
as a loss. The consumer welfare standard thus sets a much higher
threshold for approving mergers than the total welfare standard. Yet
it should be underscored that the total welfare standard is not easily
met in markets with preexisting market power, as is commonly the
case in small economies. Preexisting market power will increase the
deadweight loss considerably and will make it more difficult to find
efficiency gains that are larger in magnitude.15

Small size sharpens the dilemma posed by these two standards,
since in a large percentage of cases the outcome will be determined by
the choice of standard, given the already existing high concentration
levels in many industries. Small size should tip the balance in favor of
the total welfare standard for several reasons. First and foremost,
given the concentrated nature of most markets in small economies, a
policy that requires a high standard of proof of no negative effect on
consumer welfare may well lead to market stagnation of oligopolistic
structures that not only charge supracompetitive prices but do not
achieve productive efficiency. The total welfare approach will thus re-
duce productive and even dynamic inefficiency.

Second, the consumer welfare approach may conflict with the goal
of enhancing the international competitiveness of domestic firms. One
interesting example involves rum producers from the Caribbean is-
lands. The Caribbean domestic market for rum is very competitive.
At the same time, high distribution and marketing costs in potential
foreign markets create significant obstacles to the export of rum. A
merger or a joint venture among rum producers that would enable
them to realize scale economies in distribution and marketing abroad
and to export rum would increase total welfare if the revenues from
sales in other markets are significant. But unless domestic firms are
prevented from charging different prices for their products abroad
and in their home markets, consumers in the domestic markets will
most likely be worse off, given probable cooperative conduct among
rum producers, if the cost savings do not affect the production or dis-
tribution prices in the domestic market. In such situations the con-
sumer welfare standard will clash with the goals of increasing total
welfare as well as the international competitiveness of firms.

One should also note that the consumer welfare approach does
not necessarily achieve distributional goals. A consumer welfare ap-
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proach implies that the loss to each consumer and the benefit to each
shareholder should be treated equally. Yet members of these groups
may vary significantly in income and other socioeconomic traits. It
might well be that customers of a specific firm (e.g., Mercedez-Benz)
are, on average, more wealthy than the shareholders of the merg-
ing firms. Competition policy is therefore a blunt instrument for re-
distributional goals. The premise of the total welfare test, by contrast,
is that wealth redistribution is best left for government instruments
such as taxation and social insurance or welfare systems that are de-
signed for that purpose, and through which redistribution is more di-
rectly observed or monitored by the voters to whom government is re-
sponsible.16

One problem with the total welfare standard is that in a world with
high levels of international cross-holdings, it might reduce rather than
increase domestic total welfare. If the merging entities are controlled
mostly or solely by foreign shareholders or the production facilities
are located outside the jurisdiction, then an approach that maximizes
total welfare and ignores the nationality of shareholders may well in-
crease total world welfare but not domestic welfare, because the cost
savings and profits from the merger may accrue elsewhere.17 Only
when it can be assumed with a high degree of certainty that most of
the profits earned by shareholders in the domestic market will be
spent in it will this approach necessarily maximize total domestic wel-
fare.

This problem can be at least partially overcome if the domes-
tic economy creates incentives for the beneficiaries to reinvest their
profits in the same jurisdiction. Alternatively, the total welfare stan-
dard can be applied selectively, to ensure that domestic producers
benefit from it. Australia has applied a qualified total welfare ap-
proach under which all welfare benefits to be considered in the merger
analysis must accrue to domestic firms or consumers. To the extent
that wealth transfer is received by foreign owners, such welfare trans-
fers are not taken into account in recognizing the merger’s benefits,
and the cost savings from the merger should be sufficient to offset
both the deadweight loss and the wealth transfer enjoyed by the for-
eign owners. Similarly, if the production facilities are located abroad,
the benefits from freeing assets for other productive uses will not be
counted against the deadweight loss resulting from the merger.18
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Adoption of a rule that applies a different standard to mergers be-
tween firms that are held primarily by domestic shareholders and to
firms that are held primarily by foreign shareholders may, however, be
problematic. Such a rule will most likely contradict the national treat-
ment provision in international agreements. It also does not ensure
that domestic producers would reinvest their profits in the domestic
economy so that total welfare will, in fact, be maximized. While the
adoption of a qualified total welfare approach raises some problems,
the adoption of a consumer welfare standard may preclude many do-
mestic welfare–enhancing mergers.

Total welfare predictions also involve a number of difficult analyti-
cal and qualitative issues that place a heavy burden on the regulator.
Nevertheless, while it is true that total welfare is hard to predict,
when such predictions can be made, there is a strong case in favor of
adopting such a standard, especially in small economies, as it is the
standard for reviewing mergers most consistent with promoting eco-
nomic efficiency.19

It is noteworthy that while total and consumer welfare are com-
monly debated, one can also adopt a balancing approach that gives
different weights to the consumer or producer surplus estimated to
result from a merger. For example, a fall in consumer surplus
might be weighted twice as heavily as the corresponding increase in
producer surplus, consistent with society’s preferences.20 Such an ap-
proach serves as a middle ground between consumer and producer
welfare, and as such it suffers from the advantages and the costs of
both.

These arguments also have important implications for the selling of
government assets as part of privatization programs. Privatization is
often a positive step toward lessening government control in the mar-
ket. At the same time, care should be taken that the wish to maximize
immediate revenues from the sale of government assets does not over-
shadow long-term concerns about the effects of the sale on future
competition in the market. Although such transactions often do not
come under the merger review process of the competition authorities,
the government should nonetheless consider the effects of a proposed
acquisition in light of existing market conditions. It might sometimes
be wise to forgo a high offer made by a firm or a consortium of firms
in order to enjoy the benefits of competition in the long run.
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Tests for Illegality
The small size of the market also influences which merger illegality
test should be adopted. Two major tests can be identified. The first
prohibits mergers that will or are likely to prevent or lessen competi-
tion in the market substantially.21 This test is generally interpreted as
preventing mergers that will significantly increase the market power
of firms operating in the relevant market. The concerns center on the
unilateral exercise of market power or implicit or explicit cooperative
conduct. The second illegality test prohibits mergers that create or
strengthen a dominant position in the market. Some jurisdictions rely
on this test exclusively,22 whereas others adopt both illegality thresh-
olds as alternatives or complements.23

The behavioral lessening of competition test is more suitable for
small economies than the structural creation or strengthening of dom-
inance test. In a small economy, a larger percentage of mergers would
tend to create a dominant firm. Yet these mergers do not necessarily
lessen competition. For example, if a market is already characterized
by a tight oligopoly that coordinates its conduct by reducing output
and increasing price, a merger will not substantially lessen competi-
tion, as competition is nonexistent.24 Rather, it may help remedy a sit-
uation in which firms do not realize scale economies, and it may also
increase productive efficiency significantly. Such a merger should be
allowed, unless a long-term analysis of the market points to some
market conditions that might break down the existing oligopoly and
introduce competition in the market. Similarly, when a merger en-
ables the merging firms to compete effectively with an incumbent mo-
nopoly or with foreign importers, such a merger should be allowed,
although it may create a dominant position for the newly merged en-
tity (especially where dominance is defined to include firms with mar-
ket shares equal to or lower than 50 percent). A different policy may
well entrench a market structure in which one firm that attained mini-
mum efficient scale has dominant market power and other firms are
price followers and cannot compete with it effectively.

Moreover, mergers that do not create a dominant position may
nonetheless lessen competition significantly. Most important, the
dominance test might not prevent coordinated interaction of firms as
a method of exercising market power, which is a major concern in
small economies. Another situation that may not be caught under a
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strict application of the dominance approach occurs when after the
merger there are at least two relatively evenly matched participants in
the market. This can be exemplified by the Australian Amcor case,
where Amcor and Visy Board had each bought 50 percent of the only
remaining Australian corrugated fireboard manufacturer, Smorgon.
This did not lead to dominance by either company, as each increased
its market share proportionally, but it did substantially lessen compe-
tition.25

The practical implications of the differences between the two stan-
dards can be exemplified by the New Zealand case of Progressive En-
terprises.26 On May 26, 2001, New Zealand amended its 1986 Com-
merce Act. The new law changed the merger illegality threshold from
the “creation or strengthening of a dominant position” to “substan-
tial lessening of competition.” The threshold was being strengthened
to bring New Zealand’s competition law into line with Australia’s and
to facilitate a more economic approach to defining anti-competitive
conduct.27 Australia had lowered its illegality threshold several years
earlier, since the dominant position threshold did not apply to con-
siderable rationalization and concentration within the Australian in-
dustry.28

On May 25, the day before the new test came into force, Pro-
gressive Enterprises, a company operating three supermarket chains,
applied for clearance in respect of a proposed acquisition of the Wool-
worths New Zealand supermarkets. The Commerce Commission ap-
proved the merger under the old market dominance test. New Zea-
land case law interpreted dominance as involving “a high degree of
market control.”29 The commission concluded that the proposed
merger did not meet this high standard. It based its decision on the
fact that the merger would result in a combined entity accounting for
around 42 percent of all supermarket shopping in New Zealand, de-
fined as the relevant market. Also, the merged entity would face com-
petition from the Foodstuffs companies, which collectively accounted
for a market share of about 58 percent.30

Foodstuffs, Progressive’s main rival, appealed the decision. The
High Court dismissed the challenge, but the New Zealand Court of
Appeal allowed the appeal and declared that the commission was re-
quired to assess the Progressive application under the new substantial
lessening of competition test.31 The merger was then resubmitted to
the commission to be decided under the new standard.32 The commis-
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sion stated that a lessening of competition and a strengthening of
market power should be taken as being equivalent. It then acknowl-
edged that the new test was broader than the dominance test, and that
the commission is required to “have regard to such matters as the po-
tential market power arising because of the differentiated nature of
the market, the prospect of coordinated conduct and the elimination
of a particularly vigorous or effective competitor.”33 It then found that
as a result of the merger the supermarket retail market would be
highly concentrated, with two firms of almost equal size, limited pro-
duct differentiation, and price transparency. Thus the merger would
facilitate “leader-follower” tacit collusion and discipline. Conse-
quently, it prohibited the merger.34

The EC has attempted to broaden the limited scope of its domi-
nance test by interpreting it broadly to include situations of joint
dominance. Its experience exemplifies, however, the limitations of such
an approach in applying the dominance test to prevent changes in
market structure that increase parallel pricing. One difficulty centers
on the kind of economic links that must exist between the oligopolists
for them to be jointly dominant.35 Another difficulty results from the
linking of the concept of dominance, defined in the context of a single
firm, to collective dominance. The definition of dominance requires
that the dominant firm act independently of its rivals. In a non-coop-
erative equilibrium, however, the pricing of each oligopolist is con-
strained by the pricing of other oligopolists.36 Under the lessening of
competition test it would be enough to show that there is a high prob-
ability that the post-merger market equilibrium is likely to be further
removed from the competitive equilibrium.

The Absolute Value of Competition Approach

Three major approaches toward merger control can be identified.
The first is the absolute value approach. Under this approach, every
merger that is likely to reduce competition is prohibited, regardless of
the efficiencies it might create. The main rationale of merger policy
under this approach is allocative efficiency, although it may also be
based on decentralization of aggregate market power. This approach
was predominant in most large jurisdictions around the world and is
still predominant in some, including the EC and Japan.

The second, balancing approach weighs the anti-competitive effects
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of the merger against the efficiencies it creates or other sociopolitical
goals. This approach views competition as an important but noncon-
clusive consideration and is basically neutral toward mergers that cre-
ate firms of large size or with significant market shares. This is not to
say that structural considerations play no role under this approach.
Such considerations, however, make up only one of the relevant fac-
tors used in assessing the overall effects of the merger. The balancing
approach has been adopted in most small economies, as well as by the
U.S. competition agencies and most U.S. courts. The third approach
leaves merger control to the market.

In this section and the next one I examine the absolute value and
balancing approaches in detail to determine their effectiveness and ef-
ficiency in regulating mergers in small economies. The analysis will
show that the absolute value approach is clearly unsuited to small
economies. The balancing approach is most suitable for them, al-
though much depends on the tools that implement it in practice, such
as thresholds, burdens of proof, and the type of information deemed
relevant to merger control.

The absolute value of competition approach places decisive weight
on the reduction in actual or potential competition that may result
from a merger by creating a per se violation whenever a merger is
found to create anti-competitive effects. This approach is governed by
paradigms that suggest that as industries become more concentrated,
firms within them would find monopolistic or oligopolistic conduct
more profitable, and the result would be poorer industrial perfor-
mance. Accordingly, this approach implies that market power can
be controlled by preserving a non-concentrated environment through
the prohibition of mergers beyond a specific market share or size
threshold.

Efficiencies play a role under this approach, if at all, in setting the
thresholds for illegality and in predicting the competitive conduct of
firms in the post-merger situation rather than as a counterbalance to
anti-competitive effects. Any effect flowing from efficiencies is taken
into account to the extent that it influences the abilities and incen-
tives of firms to compete in the relevant market. If the merged firm has
cost advantages in the form of lower production, marketing, or distri-
bution costs, this might limit the ability of smaller rivals to achieve
similar advantages. This is especially true when the smaller competi-
tor cannot take advantage of comparable scale and scope economies.
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Efficiencies may thus increase the market power of the merging
firms.37 Accordingly, if a merger achieves efficiencies that may fur-
ther strengthen its position in the market, it will be prohibited even
if it increases consumer or total welfare. An exception arises when
efficiencies create incentives to new or existing competitors for in-
creased competition. For example, where increased efficiencies act as
an enhanced competitive constraint on the unilateral conduct of other
firms in the market and thus undermine the conditions for collusive
conduct, they will be relevant to the analysis.

To give a hypothetical example, suppose that four firms that pro-
duce a homogeneous product operate in a market, each with a pro-
duction capacity of 10,000 units and a market share of 25 percent.
Further assume that minimum production costs can be achieved at ca-
pacity levels of 18,000 units. A proposed merger between two of the
firms operating in the market will most likely meet the standards for
creating dominance or lessening competition. Although the merger
achieves productive and possibly allocative and dynamic efficiency, it
will be prohibited under the absolute value approach. The potential
efficiencies may serve to indicate that the merger will strengthen mar-
ket power, as it will create a dominant position of the merging parties
based not only on their combined market shares but also on their
strong comparative advantage vis-à-vis their rivals. It may also be
feared that such a merger will create a trend toward further concen-
tration in the market, as the two remaining firms will seek to merge in
order to compete effectively with the newly merged entity. This will
eventually lead to a duopolistic structure that is more likely to en-
gage in collusive conduct, albeit with reduced costs and increased ef-
ficiency. The decision may be different if a dominant firm that can
produce 18,000 units already operates in the market. In such a case,
the merging of two potential competitors may well be a necessary
condition allowing them to compete effectively in the market and in-
crease competition. In this exceptional case, efficiency and competi-
tiveness considerations may thus lead to the same outcome.

Most large economies tend, or have tended until recently, to apply
this approach. The underlying assumption is that there is no need for
high concentration levels in order to achieve efficiency, and therefore
such concentration levels should be prohibited. Moreover, an errone-
ous assessment of the economic effects of a merger is likely to have a
relatively smaller impact on a large than on a small economy. The fol-
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lowing section provides a brief analysis of the merger control regimes
in several large economies that have adopted the absolute value ap-
proach to exemplify its practical implications.

The U.S. Approach: Prima Facie Rules of Illegality
Section 7 of the Clayton Act is the controlling U.S. statute with re-
spect to mergers. It prohibits any merger “where in any line of com-
merce, in any section of the country, the effect of such acquisition may
be substantially to lessen competition, or to tend to create a monop-
oly.” Until the 1980s this statute was interpreted as adopting the ab-
solute value approach. Merger policy was based on rigid structural
assumptions that implied that high degrees of concentration were
harmful to the economy and thus should be prohibited, even if they
entailed improved efficiency.38 This approach not only was driven by
administrative considerations that took into account the vast number
of mergers that are subject to the jurisdiction of the courts, but also
was rooted in a Jeffersonian structuralist and populist philosophy
that gave decisive weight to concerns for preserving small businesses
and to the dispersion of aggregate economic power, even if this meant
occasional higher costs and prices.

This approach can best be illustrated by two landmark decisions of
the U.S. Supreme Court in Procter and Gamble39 and Philadelphia
National Bank.40 In the first, the Court stated that “possible econo-
mies cannot be used as a defense to illegality” in merger cases.41 The
rejection of efficiency arguments was based on an interpretation of
the Clayton Act as favoring competition (rather than its outcome),
which would be harmed if firms achieved economies by increasing
levels of concentration in the market. Earlier, in Philadelphia Na-
tional Bank, the Supreme Court had established that a merger “is not
saved because, on some ultimate reckoning of social or economic deb-
its and credits, it may be deemed beneficial.”42 In essence, the Court
stated that there can be no defense once an anti-competitive finding
has been established.

Following this choice of goals, competition agencies and courts de-
veloped unitary market share rules for prima facie illegality that ap-
plied to all industries equally, based on the presumption that high
concentration creates negative effects on competition. Philadelphia
National Bank43 first established the market share–based presumption
of illegality that had driven merger control until the 1970s. Under this
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rule, a plaintiff may make a prima facie showing that the merger
will result in anti-competitive effects by establishing that the merged
entity will have an undue share of the relevant market.44 This bur-
den of proof was especially easy to meet, as courts adopted extremely
low levels of concentration as thresholds for illegality (as low as 5 per-
cent) to prevent the agglomeration of market power in its incipiency.45

Once such a showing is made, a presumption of illegality arises. To re-
but this presumption, the defendant must produce evidence that the
market share statistics provide an inaccurate account of the merger’s
probable effect on competition in the relevant market.46 The defen-
dant may rely on non-statistical evidence such as the “ease of entry
into the market, the trend of the market either towards or away from
concentration and the continuation of active price competition.”47

Additionally, the defendant may demonstrate unique economic cir-
cumstances that undermine the predictive value of the government’s
statistics.48 If the defendant successfully rebuts the presumption of il-
legality, the burden of producing additional evidence of anti-competi-
tive effects shifts to the plaintiff.49

The Supreme Court has not spoken on the issue of merger efficien-
cies since 1967. Courts, agencies, and academics have different inter-
pretations of existing Supreme Court precedents, which oscillate be-
tween total rejection of efficiency claims to the recognition of their
importance as a factor that should be weighed in determining the net
effects of a proposed merger. The general trend has changed toward
incorporating a limited efficiency defense. Yet the presumptions of il-
legality are still based on rigid market concentration assumptions.

The EC Approach: Focus on Dominance
The European Community serves as another example of a large
economy that applies an absolute value approach. Since 1990, merg-
ers with a “community dimension” have been regulated under the
Merger Control Regulation.50 A concentration has a community di-
mension if it meets the financial and scope of influence threshold set in
the Merger Regulation. The test of legality is whether it “creates or
strengthens a dominant position as a result of which effective compe-
tition would be significantly impeded in the common market or a sub-
stantial part of it.”51 The Merger Regulation sets forth criteria for
considering whether mergers meet this test. The primary consider-
ations involve the market position of the companies concerned and
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other static criteria, such as structural concentration and absolute size
parameters.52 Other issues, however, should be taken into account,
such as the development of technical and economic progress and the
effect on economic and social cohesion.53

Efficiency considerations have been interpreted as having little or
no effect on the evaluation of mergers.54 If a merger is found to cre-
ate or strengthen a dominant position that results in a significant
limitation of competition, efficiencies are not a defense. As EC of-
ficials clearly stated, “There is no real legal possibility of justifying an
efficiency defense under the Merger Regulation. Efficiencies are as-
sumed for all mergers up to a limit of dominance.”55 Some commenta-
tors go further, observing that the possibility that a merger might lead
to static or dynamic efficiency gains which other non-merging firms
are unlikely to achieve is interpreted as prima facie evidence that the
merger would enable the merging firms to acquire a dominant posi-
tion, incompatible with merger policy.56

The Nordic Satellite Distribution (NSD) case57 is illustrative of the
approach adopted by the commission with respect to efficiency ar-
guments. Although the transactions could have generated significant
efficiencies, the proposed merger was found to create or strengthen
a dominant position and was thus prohibited. The case concerned
a proposed joint venture for the distribution of satellite TV to
the Scandinavian countries among TeleDanmark, the public Danish
telecom operator, Telenor, the public Norwegian telecom operator,
and Kinnevik, a Swedish industrial group with a large interest in me-
dia and in possession of some of the most popular TV programs in
those countries. The commission prohibited the merger, as its opera-
tion would have created a highly vertically integrated structure rang-
ing from program provision via satellite capacity to cable TV net-
works. Although NSD would undoubtedly have involved significant
scale and scope efficiencies, it would also have resulted in the par-
ties’ achieving or strengthening dominant positions in several mar-
kets. Non-formally, however, efficiencies may sometimes be a consid-
eration in approving a merger, conditional on appropriate structural
or access remedies.58

The EC merger regime should be understood in light of the ba-
sic philosophy on which the Treaty of Rome is based, namely, that
maintaining effective competition in the EC is a decisive goal. If
dominance already exists in the market, that is, if competition is
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already fragile, the aim is to preserve at least some degree of re-
maining competition. Some comments made by high-ranking
Commission officials and the issuance of the green paper on mer-
ger policy may signal, however, a more open approach towards
efficiencies.59

The Inappropriateness of the Absolute Value
Approach to Small Economies
Adoption of an absolute value approach in small economies would
necessarily produce harmful results, given that its inflexibility does
not allow competition agencies and courts to screen only non-efficient
mergers. Many mergers that are likely to create significant anti-com-
petitive results, but at the same time would increase total or consumer
welfare, will not be allowed.

Interestingly, several small economies have adopted the absolute
value approach. The Australian and New Zealand merger control re-
gimes that apply to mergers that were not reported to the relevant
competition authorities do not include an efficiency defense.60 The Is-
raeli Restrictive Trade Practices Act can also be interpreted as apply-
ing the absolute value approach. Section 21 of the act mandates that
the director of the Competition Authority prohibit any merger that
raises a reasonable probability of significant harm to competition or
the public in the specific market. Harm to the public is defined as
higher prices, lower quality or output, or worse distribution terms.
The wording of the act thus leaves no room for efficiency consider-
ations. Accordingly, if the merger significantly increases the market
power of the merging parties, it is generally not approved.61

The adoption of the absolute value approach in small economies is
nonetheless often based on different assumptions and goals than in
large ones. The Australian and New Zealand provisions should be
read in light of the pre-merger authorization procedure, which bal-
ances public benefit considerations, interpreted to include efficiencies,
against the risks of anti-competitive conduct arising from the merger.
A merger is evaluated under the absolute value of competition ap-
proach only if the merging parties fail to notify the competition au-
thorities of the proposed merger. It can thus be seen as a penalty that
parties incur for failing to comply with the law.

The Israeli approach is based on the presumption that “monopo-
lies are forever.” That is, because market forces cannot easily erode
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monopoly power once it is created, and regulatory tools have lim-
ited effect, such monopolies should be condemned from their in-
ception. Scale and scope economies can instead be realized through
internal growth. Also, given the administrative burden of verifying
efficiencies, such proof is not permitted. This approach ignores three
basic facts. First, especially in a small economy in which high concen-
tration levels may be necessary to realize scale and scope economies,
the costs of market power can be balanced by efficiencies. Second,
internal growth is often prevented in oligopolistic markets by co-
operative profit maximization. While large economies may assume
that scale and scope economies will normally be achieved over time
through normal market processes, this assumption often does not
hold true in small economies. The much higher level of market con-
centration there often implies that some potential efficiencies might
be achieved only through mergers that have anti-competitive effects.
Third, in markets in which cooperative conduct can be successfully
maintained, there is no major difference in consumer welfare between
one and three competitors because of strong mutual forbearance. In
such situations it might well be more efficient to let some or all market
participants reduce their costs.

Some of the limitations of the absolute value approach may none-
theless be reduced by coupling it with wide safety zones. By forgoing a
case-by-case analysis and increasing the level of legal thresholds for
challenging mergers, efficiency-enhancing mergers are allowed with-
out the need to prove efficiencies explicitly. The Swiss Federal Act on
Cartels and Other Limitations to Competition is an illustrative exam-
ple. The act does not contain an efficiency defense.62 It does, however,
contain an extremely high threshold for dominance, which captures
only concentrations between major companies.63

The adoption of wide safety zones recognizes that in many concen-
trated markets mergers may well produce efficiencies that outweigh
the anti-competitive harm. It then takes account of other factors such
as the possibility of collusion and the degree of effectiveness of anti-
collusion measures. Such a policy eliminates the problems and the
costs inherent in a case-by-case analysis of anti-competitive effects
and efficiencies. Yet, to be efficient, safety zones must be correctly de-
fined so as to capture most of the scale economy problems but nothing
more. This is problematic, because efficiencies and industry-specific
characteristics that affect market power differ significantly from one

Merger Control Policy • 215



case to another. Accordingly, the balancing approach is preferable for
small economies.

The Balancing Approach

A balancing approach introduces another factor into the merger con-
trol equation: benefits from the merger. It recognizes that a merger
should be permitted if the improvements in efficiency resulting from
it are greater than and offset its anti-competitive effects. Accordingly,
the regulator is empowered to balance in each specific case the bene-
fits from efficiency and the harms that can come from the change
in market conditions, once it is determined that the merger creates
anti-competitive concerns. It should nonetheless be emphasized that
efficiencies cannot be estimated in isolation from anti-competitive ef-
fects, as each affects the likely magnitude of the other.64

While balancing is a clear concept in theory, it raises some im-
portant practical issues, such as how to prove efficiencies. In this
section I explore some practical aspects of the balancing approach,
which may help explain why the defense is invoked relatively infre-
quently. To set the background for the analysis, the first section will
contrast the approach adopted in the United States with that of Can-
ada, Australia, and New Zealand. There are sufficient differences be-
tween these regimes for a comparison to be a productive exercise. The
following section analyzes the suitability of the balancing approach to
small economies. As will be seen, the small size of an economy is, in
many cases, positively correlated to lower requirements for cogniza-
ble efficiencies.

Current U.S. Policy: Efficiencies as a Rebuttal
Since the early 1980s, U.S. merger policy has changed significantly,
at least in theory, so as to acknowledge the benefits that can accrue
from mergers, even if they bring about high levels of concentration.
Despite early Supreme Court decisions and the fact that it has not
ruled on a merger case for more than a quarter of a century, many fed-
eral courts examine efficiency considerations.65 To date, however, no
federal court has upheld an otherwise anti-competitive merger on the
basis of efficiencies alone. At best, defendants succeeded in rebutting
the government’s prima facie case with evidence showing that the in-
tended merger would create significant efficiencies.66 In some cases
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efficiency defenses were found relevant but unnecessary, as the legal-
ity of the merger was determined without assessing the purported
efficiencies.67 In most cases the merger was found to be illegal because
the efficiencies submitted were not sufficient to overcome the anti-
competitive effects.68

The Eleventh Circuit Court of Appeals decision in FTC v. Univer-
sity Health is often cited as illustrative of a lenient approach toward
efficiencies taken by a federal court.69 There, the court stated that
“whether an acquisition would yield significant efficiencies in the rele-
vant market is an important consideration in predicting whether the
acquisition would substantially lessen competition.” The court went
on to say, “We think, therefore that an efficiency defense to the gov-
ernment’s prima facie case in section 7 challenges is appropriate in
certain circumstances.”70 The Court, however, also stated that “of
course, once it is determined that a merger would substantially lessen
competition, expected economies, however great, will not insulate
the merger from a section 7 challenge.” Moreover, the difficulty in-
volved in proving efficiencies has led the court to the conclusion that
“a defendant who seeks to overcome a presumption that a proposed
acquisition would substantially lessen competition must demonstrate
that the intended acquisition would result in significant economies
and that these economies ultimately would benefit competition and,
hence, consumers.”71

The competitive effects approach is also apparent in the Horizontal
Merger Enforcement Guidelines published jointly by the Department
of Justice and the Federal Trade Commission (FTC), which state their
enforcement policy.72 The guidelines allow for an efficiency defense so
long as the merging parties can show that the proposed merger’s ef-
ficiency benefits to consumers will outweigh the impact of increased
concentration on consumer welfare. Publicly, however, the agencies
have rarely acknowledged any decision not to challenge a merger that
they believe anti-competitive on the basis of its efficiency-enhancing
potential.73

The competition authorities74 and most courts require that the fol-
lowing conditions be met in order to recognize efficiencies:

1. Efficiencies must be real rather than pecuniary. For example,
cost savings due to avoiding taxes or negotiating lower output
prices are regarded as transfers between the firm’s owners and
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other groups, as opposed to real cost savings. Production cost
savings are cognizable, as are distribution cost savings and
dynamic efficiencies.

2. Necessity: efficiencies must be realizable only through the
proposed merger. The efficiency claims will be rejected if
equivalent or comparable savings can reasonably be achieved
by the parties through other means without the merger’s
potential adverse competitive effects.

3. Sufficiency: the expected net efficiencies must be sufficient to
reverse the merger’s potential to anti-competitive harm.

4. Efficiencies must be passed on to consumers rather than
benefiting only the parties to the merger (consumer welfare
standard).75

In addition, some courts have required that the claimed efficiencies be
achieved in the relevant market rather than in other markets.76

U.S. courts have placed the burden of proof of efficiency claims
on the merging parties, and many require clear and convincing proof
of significant economies.77 This strict evidentiary burden has, in prac-
tice, negated the availability of the efficiency exception. The Merger
Guidelines seem to adopt a more lenient approach in requiring that
the merging parties must substantiate efficiency claims so that the
competition agencies can verify by reasonable means the likelihood
and magnitude of each asserted efficiency, how and when each would
be achieved (and any cost of doing so), how each would enhance the
merged firm’s ability to compete, and why each would be merger-spe-
cific.78

In 1997 the Merger Guidelines were modified to clarify the scope of
efficiencies in merger analysis. Despite the modifications, efficiency
claims are still restricted as the conditions for cognizable efficiencies
are extremely hard to meet. The revised guidelines adopt a sliding-
scale approach, stating that “when the potential adverse competitive
effect of a merger is likely to be particularly large, extraordinarily
great cognizable efficiencies would be necessary to prevent the merger
from being anticompetitive . . . [E]fficiencies almost never justify a
merger to monopoly or near—monopoly.”79

Although courts and agencies alike have moved away from reliance
on market share and concentration presumptions and toward an in-
tense factual inquiry on the industry-specific characteristics of the
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market in which the merging entities operate, the basic rules, espe-
cially legal presumptions and burdens of proof, still convey an under-
lying presumption against concentration. Despite the increased sensi-
tivity toward gains from production and distribution economies, the
efficiency defense is very limited and hard to prove and could exoner-
ate a merger only in the most extraordinary circumstances.

Canada: Efficiencies as an Explicit Legal Consideration
Canadian competition legislation is unique in providing for an ex-
plicit efficiency exception to otherwise anti-competitive mergers.
When a merger is expected to be both anti-competitive and efficiency-
enhancing, the Competition Act resolves the conflict in favor of the
merger when the likely efficiency gains are greater than and offset the
likely anti-competitive effects, and these efficiency gains would not be
attained if the merger were prohibited.80 The legislation makes it clear
that if competition and efficiency conflict in merger review, the latter
will prevail. The adoption of a balancing approach in Canadian legis-
lation is based on the recognition of the importance of economic ef-
ficiency to the Canadian economy.

To be considered relevant, the act provides that the claimed efficien-
cies must not be realizable if the merger is prevented and must repre-
sent a savings of real resources rather than a redistribution of in-
come.81 Such efficiencies typically arise from economies of scale and
scope in production or distribution, management-related efficiencies,
and qualitative efficiencies, such as research and development or en-
hanced ability to respond dynamically to developments in the market.

The Canadian approach toward efficiencies was, at least until rela-
tively recently, much more accommodating than its U.S. counterpart.
The Canadian Competition Bureau recognizes efficiency gains from a
merger that occur in markets other than the relevant market for com-
petition analysis.82 Also, the Competition Tribunal enables efficiencies
to be established on the balance of probabilities in the usual way dic-
tated by civil law.83

The Superior case, however, highlights the importance of the
merger standard for recognizing efficiencies. In Superior the Canadian
Competition Tribunal applied a total welfare standard and approved
a merger despite its significant anti-competitive effects, based simply
on likely offsetting efficiencies resulting from it.84 In a much-criticized
decision, the judgment was overturned by the Canadian Federal
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Court of Appeal,85 which limited the weight to be given to efficiency
considerations.

Superior involved the merger of two firms in the propane retail
and distribution industry which strengthened their market power sig-
nificantly. Prior to the merger, Superior held approximately 40 per-
cent and ICG approximately 30 percent of the market.86 In numerous
local markets the merger constituted a merger to monopoly.87 In addi-
tion, there were high entry barriers into the market.88 The Competi-
tion Tribunal concluded that the merger would remove an effective
competitor from the market, such that the remaining competition
would be incapable of effectively constraining the exercise of market
power by the merged entity. In some markets the merged entity would
have the ability to exercise market power by imposing unilateral price
increases. Where there were at least three competitors including the
merged parties prior to the merger, the merger would enhance interde-
pendence and reduce competition.89 Despite the significant impact on
competition, the merger was approved in a majority opinion based on
offsetting efficiency gains in management functions, customer sup-
port, and field operations. The estimated deadweight loss of $3 mil-
lion Canadian per year was offset by gains in efficiency in the order of
$29 million per year.

The decision of the tribunal endorses the total surplus criterion,
which was also adopted by the Competition Bureau in its Merger En-
forcement Guidelines. It based its decision on the interpretation of the
act as endorsing efficiency and on the recognition that government in-
struments such as tax policy are more effective than merger policy as
ways of meeting distributional objectives.90

The Court of Appeals reversed, replacing the total welfare standard
with the more flexible and amorphous balancing weights approach.
The Court of Appeals acknowledged the ultimate preference in the
Competition Act for the purpose of efficiency, but it did not restrict
the countervailing effects to deadweight loss. Instead, it interpreted
the word “effects” to include all the anti-competitive effects to which
a merger gives rise.91 The court then instructed the tribunal to make
broader public policy judgments beyond pure economic effects, but it
did not prescribe the method by which the tribunal would perform its
task. The new standard thus balances between economic efficiency
and social goals such as distributive effects and loss of product choice,
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but none of these factors are assigned a fixed, a priori weight. This test
significantly reduces the weight of efficiency considerations in evalu-
ating a merger. It also creates uncertainty by enabling the Competi-
tion Bureau and the courts to exercise a high degree of discretion as to
the weight given to different factors that will determine the merger’s
outcome.92

Interestingly, on remand the Competition Tribunal, in a majority
opinion, applied the balancing standard to the facts of the case and
approved the merger.93 It found that the efficiencies created by the
merger offset the deadweight loss as well as the redistributional ef-
fects created by it. The tribunal left open the question of how much
weight should be given to efficiencies or to redistributional weights, as
in this case “under any weighting scheme, the gains in efficiency . . .
are greater than and offset all the effects of lessening and prevention
of competition.”94 The decision was appealed.

Australia: Public Benefit Test in Authorization Proceedings
Australia serves as an example of a small economy in which efficiency
arguments play a decisive role in various stages of merger analysis.
Australia’s merger regime has two tiers of control. Section 50 of the
Trade Practices Act of 1974 is the principal section governing merg-
ers and acquisitions. As noted earlier, efficiencies are relevant un-
der this section only to the extent that they affect the level of compe-
tition in the market. As an alternative, parties to a proposed merger
are provided with the option of seeking formal authorization of the
merger by the Australian Competition and Consumer Commission.
Authorization is the process of granting immunity, on public benefit
grounds, for proposed mergers that would otherwise contravene sec-
tion 50. Those dissatisfied with a commission decision may appeal to
the Competition Tribunal for a rehearing of the application for autho-
rization.95

The act does not define public benefits, except to the extent that
it requires that significant increases in exports or import replace-
ments be considered as public benefits and that the commission take
into account international competitiveness.96 The ACCC recognizes
efficiency considerations as important aspects of the “public benefits”
test in authorization proceedings. Public benefits include, inter alia,
industrial rationalization resulting from more efficient allocation of
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resources and in lower production costs and improvement in the qual-
ity and safety of goods and services.97 In Davids, for example, sig-
nificant resource savings from rationalization, including warehousing
and distribution facilities, advertising, and generic product ranges in
grocery wholesaling, were recognized as public benefits.98

For authorization to be granted, an applicant must establish public
benefits that outweigh the anti-competitive detriment of the proposed
conduct. The applicant is not required to show that the acquisition is
a necessary and sufficient condition of the public benefit claimed. Yet
the benefit must be shown to have a causal relationship with the
merger.99 Cost savings from increased bargaining power that result
merely in a transfer of wealth rather than any real resource savings for
the community may not be considered substantial public benefits in
themselves, unless such cost savings arise from the creation of coun-
tervailing power and may move the market outcome closer to a com-
petitive one. The efficiencies should also be of a durable nature.100

The resulting benefit should be probable rather than possible or
speculative, but need not be susceptible to formal proof. Nonetheless,
while it is often difficult to measure public benefits in precise quantita-
tive terms, general statements about possible or likely benefits will not
be given much weight unless supported by factual material.101

As to the legality standard to be applied, the guidelines specifically
recognize that “the concept of a benefit to the public is not limited to a
benefit to consumers; a benefit to a private party which is of value to
the community generally is a public benefit . . . A merger may result in
economies of scale or other resource savings which may not be imme-
diately available to customers in lower prices but may be of benefit to
the public as a whole. The community at large has an interest in re-
source savings, releasing those resources for use elsewhere.”102 In Du
Pont the commission accepted that improvements in the efficiency of
sodium cyanide production resulting in resource savings, such as elec-
tricity and capital, constituted a public benefit, although consumers
were unlikely to benefit from lower prices.103 At the same time, the in-
terests of the public as purchasers, consumers, or users are relevant.
Lower prices for consumers and lower input costs for business, with
potential ramifications for international competitiveness, are consid-
ered by the commission to constitute public benefits.104 Nonetheless, if
a merger benefits only a small number of shareholders of the appli-
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cant corporations through higher profits and dividends, this might be
given less weight, because the benefits are not being spread widely
among the members of the community.105 The Competition Tribunal
has also tended to define public benefits to include purely private
benefits, such as reduction in production costs.106

New Zealand: Public Benefit Test in Authorization Proceedings
New Zealand has the most relaxed attitude toward the proof of
efficiencies. Section 47 of the New Zealand Commerce Act of 1986
prohibits mergers that lessen competition significantly. As in Austra-
lia, however, the merging parties may apply to the Commerce Com-
mission for authorization.107 The commission is mandated to grant an
authorization if the merger would lead to a public benefit that out-
weighs the lessening in competition.

Public benefit was interpreted, essentially, as an efficiency de-
fense. Efficiency is the principal factor that the commission and, on
appeal, the courts take into consideration under the act. The Com-
merce Commission stated that detriments from the loss of competi-
tion include losses of economic efficiency, incentives to innovate, and
incentives to avoid waste. Benefits include tangible benefits, such as
scale and scope economies, improved use of existing capacity, cost re-
ductions due to reduced labor costs, greater specialization in produc-
tion, decreased working capital, and reduced transaction costs. They
also include intangible benefits, such as environmental and health im-
provements. Cognizable efficiencies must not be simple wealth trans-
fers, and the gain must be shown to be dependent on the proposed ac-
quisition.108

Until 1991 the New Zealand public benefit test was applied to re-
quire that the benefits accrued to a reasonable cross-section of the
public. Since 1991 the courts have established that public benefits
must be net gains in economic or social terms.109 The distribution of
gains and losses is thus irrelevant to their inclusion in the process of
weighing benefits and detriments.

New Zealand has also adopted a low burden of proof standard that
requires the merging parties to establish “a tendency or real probabil-
ity” that claimed public benefits will materialize. The comparison be-
tween public benefits and detriments is, inevitably, largely a qualita-
tive judgment, although quantification is encouraged.110

Merger Control Policy • 223



The Suitability of the Balancing Approach
for Small Economies
Optimal competition policy for a small economy requires the adop-
tion of regulatory tools that acknowledge the benefits that can arise
from the realization of efficiencies in certain market settings, even if
they involve increases in market power. Given that efficiencies vary
widely from one industry to another such that no general presump-
tions can be made based on market structure alone, this requires a
case-by-case analysis of the potential efficiencies in each specific mar-
ket setting. In theory, the balancing approach is best suited to regulate
mergers in small economies. It should come as no surprise that the
most advanced regulatory regimes for recognizing efficiencies were
adopted in small economies.

Practice has shown, however, that the conditions for recognizing
efficiencies play a decisive role in the practical implementation of ef-
ficiency considerations in merger decisions. The stricter the require-
ments, the less weight is given in practice to efficiencies and the more
theoretical the ability to allow a merger based on efficiencies to go
through. Several factors are positively correlated with the difficulty of
proving an efficiency defense. The first is the stringency of the burden
of proof placed on the merging parties to prove the alleged efficiencies
that may result from the merger. The second involves the eviden-
tiary weight attached to purely structural factors. In a small market
characterized by scale economies, concentration levels are likely to be
very high. If strong evidentiary weight is given to presumptions of ille-
gality based on concentrated market structures, an efficiency defense
may well become a theoretical possibility only. The third involves
the balancing standard adopted, such as consumer or total welfare.
The fourth factor involves other conditions for cognizable efficiencies,
such as sufficiency and necessity. The higher the efficiencies must be to
justify a merger, the harder it is to meet this standard. In recognizing
the difficulty of proving efficiencies, small economies should take into
account the impact of these factors on their competition policy and
devise tools that would help overcome some of these obstacles.

The importance of the conditions for recognizing efficiencies can be
exemplified by the unsuitability of the current U.S. policy to deal with
concentrated market structures justified by scale economies. The U.S.
health care industry suffers from many of the problems of markets in
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small economies: markets are regionalized such that scale economies
are large relative to the market size and interdependent conduct is
widespread. As David Gilo observes, in determining the legality of
horizontal mergers in this industry, courts have exhibited little sensi-
tivity to the unique characteristics of the market.111 Even when courts
acknowledge the small size of the market, the analysis resembles that
of a large market: similar concentration ratios are used for presum-
ing anti-competitive effects, and efficiency claims are treated with the
same skepticism as claims in large markets.112 Similarly, the Justice
Department and FTC Health Care Industry Guidelines, while ac-
knowledging the issues of small markets in the health care market,
have adopted low concentration thresholds and count on an efficien-
cies defense to address the special characteristics of that market.113

Since it is quite common in the health care industry for concentration
ratios to be high, it is often the case that challengers of a merger are
able to establish a prima facie presumption of anti-competitive ef-
fects. Hence, analysis of anti-competitive effects almost always pro-
duces strong inclinations toward the condemnation of a merger. This
factor, combined with the often insurmountable obstacle of an ef-
ficiency defense based on the high burden of proof placed on the
merging parties to show that the alleged efficiencies offset any loss in
consumer welfare and could not be achieved in other ways involving
lower allocative efficiency losses, cause the problems of scale econo-
mies in the health care industry to be systematically undertreated.114

Small economies generally take account of the special character-
istics of a concentrated market characterized by scale and scope econ-
omies. While there has been a worldwide decline in views of con-
centration as the greater evil of competition law, small economies’
competition policy may be bolder in accepting risks of greater concen-
tration. In most small economies there is no a priori negative ap-
proach toward mergers. Rather, the approach is that mergers, in gen-
eral, are positive phenomena that can serve the public interest. The
relevant authorities are authorized to balance the benefits of efficiency
and the harms from increased concentration that would likely result
from the proposed merger. Moreover, as Table 6.1 clearly indicates,
small economies, which have a stronger incentive to attempt to strike
the optimal balance between the merger’s benefits and detriments, are
willing to exercise more leniency toward efficiency claims in order to
overcome the practical problems in proving efficiencies. One example
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involves the balancing formula. A consumer surplus standard imposes
a greater burden on an efficiency defense than a total welfare standard
because it requires efficiency gains to be so substantial as to ensure
that the merger will not result in a wealth transfer. Many small econo-
mies have thus opted for the lower total welfare standard. A similar
tendency can be detected with regard to other requirements for cogni-
zable efficiencies.

Still, an enforcement decision has explicitly turned on the
efficiency-enhancing attributes of the transaction in question in a sur-
prisingly small number of cases. Several reasons might explain this
phenomenon.115 Most important, the burden on the parties is still usu-
ally a difficult one. The merging parties must be prepared to articulate
in detail the nature and size of the expected efficiencies, and they usu-
ally bear the burden of proving that achieving the efficiencies is prob-
able and not reasonably attainable by less anti-competitive means.
More often than not, parties to a merger do not reach such a detailed
level of analysis in advance of their agreement, if only because it is
risky to exchange during negotiations the extent of proprietary in-
formation necessary to make such calculations. They are left with
having to generate their efficiencies study in the course of the review
by the competition agency, a situation that the authorities view with

226 • Competition Policy for Small Market Economies

Table 6.1 Requirements for cognizable efficiencies in different jurisdictions that have
adopted the balancing approach

Requirement United States Canada Australia New Zealand

Onus of proof Merging
parties

Merging
parties

Merging
parties

Merging parties

Burden of proof “Clear and
convincing”a

Balance of
probabilities

“Probable
effect”

Tendency or real
probability

Merger standard Consumer
welfare

Balancing
weights

Total welfare Total welfare

Real savings Yes Yes Yes Yes

Necessity Yes Yes No

Achievable in the
relevant market

Yes No Unclear Unclear

Note: Jurisdictions listed in order of size.
a. This standard was adopted by some U.S. courts. The competition agencies require a lower burden.



skepticism, often rightly so. Moreover, the verification problems faced
by competition authorities and the fact that the merging parties have
incentives to overstate their claims often give efficiency claims limited
credibility in the eyes of the authorities.

In addition, the defense is relevant only in cases in which a merger
is found to be anti-competitive. Parties are understandably reluctant
to admit that their merger is anti-competitive and to base their en-
tire defense on efficiencies. Thus, when they make an efficiencies de-
fense, it is in combination with a defense on competitive effects. An
efficiencies defense, however, can be inconsistent with a competition
argument, particularly one involving ease of entry. It is difficult to ar-
gue, on the one hand, that entry into the relevant market is easy and,
on the other, that the claimed efficiencies cannot be achieved by inter-
nal expansion or by an alternative merger.

Moreover, from the perspective of the competition agency, the
tradeoff analysis is difficult and imprecise. In practical terms, the ef-
ficiencies will have to exceed the agency’s estimates of the merger’s
anti-competitive effects. Finally, the usually short period within which
decisions on mergers must be made can preclude arguments of
efficiencies, which are a time-consuming exercise.

The paucity of decisions approving mergers on efficiency grounds
does not, however, necessarily mean that many beneficial mergers
are being prevented. The safe harbors employed by most competition
authorities encompass many efficiency-enhancing mergers. Mergers
that fall within these limitations are ultimately adjudged to be com-
petitive and are approved without the need to consider their efficiency
benefits. Also, competition agencies are increasingly willing to em-
ploy innovative forms of relief, such as partial divestiture or technol-
ogy licensing, that permit the underlying transaction to go forward,
thereby achieving most or all of the efficiency gains. Finally, it is prob-
ably the case that efficiencies are an undisclosed factor, if not neces-
sarily the deciding one, in some agency decisions approving mergers.
Competition agencies may be reluctant to acknowledge that fact pub-
licly, however, given the practical difficulties in applying the defense.
In this regard the agencies face a challenge in providing sufficient in-
formation about their standards to the business community so that ef-
ficiency-enhancing mergers will not be unnecessarily discouraged.

The problem of verifying efficiencies can be partly overcome by
ranking efficiency claims on the basis of their credibility. Proposed
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efficiencies would be weighed by the probability that they will occur
(expected value). For example, efficiency claims resulting from in-
creased capacity utilization are particularly credible in declining mar-
kets. Another solution may lie in the adoption of a sliding-scale ap-
proach in which, as the danger of an increase in the exercise of market
power rises, the burden of proof of efficiencies rises accordingly.

Pre-merger consultation procedures, which enable market partici-
pants contemplating a merger to consult with the competition author-
ities before going forward with formal proceedings of notification,
may also be useful. Such proceedings may be used as an informal de-
vice the aim of which is to verify, on a very preliminary level, whether
the merger is likely to pose competition policy issues. Although the
competition authority may reserve the right to change its mind and
challenge a merger that did not seem likely to create anti-competitive
concerns or to drop an investigation that seemed to be justified by the
legal standards, it will most likely not reopen the issue for further
evaluation, save in exceptional circumstances.

Pre-merger consultation procedures, while beneficial in an econ-
omy of any size, have greater significance in a small economy, given
that the issues involved in balancing between efficiencies and anti-
competitive conduct are often difficult for market participants to eval-
uate. Once the analysis goes beyond structural elements to an eval-
uation of the specific implications of each merger, preliminary pro-
ceedings can give the parties a general sense of which considerations
are likely to be taken into account in evaluating their merger. Such
a procedure enables parties to abandon a proposed merger without
spending too many resources on its evaluation, or to go forward with
merger proposals that, while raising anti-competitive concerns, may
well enhance efficiency.

The balancing approach is superior to leaving the regulation of
mergers to the market, as the latter does not differentiate between
mergers that enable the realization of efficiencies and those that only
increase market power.

Substantive Criteria for Analyzing
Anti-competitive Effects

Both the absolute value and the balancing approaches have in com-
mon two steps in merger analysis: defining the market and evaluating
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the potential anti-competitive effects of the market. The balancing ap-
proach then adds a third step, in which the efficiencies involved in the
proposed merger are analyzed and balanced against its anti-competi-
tive effects.

Market definition serves to identify and establish the competitive
constraints that the merging entities face from actual and potential
competitors. Small size generally does not affect the methodology
for or the definition of the relevant market. In fact, many small econ-
omies have followed in the footsteps of the United States116 and
adopted the SSNIP (Small but Significant and Non-transitory Increase
in Price) test as a methodological tool to analyze demand and supply
substitution.117 Under this test, suppliers of other goods will be re-
garded as participating in the relevant market if consumers would
switch to their products in response to a small but significant and
non-transitory change in the relative price of the goods concerned.
Similarly, where such a price increase will induce firms not currently
operating in the market to switch or add production or marketing to
compete in the relevant market, the value and volume of the products
these suppliers would be able to produce and market if they switched
or added production are taken into account in defining the relevant
market. Although the methodology for defining the market is the
same, in a small economy it is much more important to recognize that
relevant markets may be defined to include foreign producers not cur-
rently operating in the market in appropriate cases.118

The next step, once the relevant market has been defined, is to ana-
lytically connect changes in market conditions that will likely result
from the merger to market performance to determine the effects of
these factors on competition. Modeling the effects of a merger on
competition is not an easy task. While there is general agreement that
high levels of market concentration are more conducive to anti-com-
petitive conduct than low ones, there is an ongoing debate as to which
specific market conditions are necessary to facilitate monopolistic or
oligopolistic conduct. In this section I survey some of the methodolo-
gies that have been adopted to model changes in market structure in
order to analyze their suitability for small economies.

Static market structure parameters that indicate the degree of con-
centration in the relevant market are often used as screening devices
to identify those mergers that are likely to raise competitive concerns.
Economists generally agree that there is a positive relationship be-
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tween a decrease in the number of effective competitors in a market
and the likelihood of the exercise of market power. High concentra-
tion levels may positively affect the incentives and ability of firms to
engage in coordinated conduct, as they reduce the number of firms
that may coordinate their conduct and increase the impact of each
firm on the market equilibrium. Alternatively, a significant rise in
market share may indicate the ability to exercise unilateral market
power by the elimination of a substantial competitor. Moreover, when
market shares are positively correlated to existing and potential pro-
duction capacities, a large market share might indicate that the re-
maining producers may be too small to expand sufficiently to offset
the output reduction within a reasonable time period. A firm with
substantial market shares might therefore be potentially able to exer-
cise market power unilaterally, regardless of the interdependent be-
havior of rivals in the market.

Another important structural consideration is the dispersion of firm
size. If the feared threat is tacit or overt collusion, variations in firm
size can make cartel bargains more difficult to reach and enforce.
There might be more disagreement about the profit-maximizing price
since firms with different cost structures compute different profit-
maximizing processes and outputs. Changes in market structure that
reduce size dispersions may thus allow firms to achieve comparable
costs and increase the possibility for anti-competitive results.

Size dispersions may also indicate the comparable efficiencies of
firms in the market. In oligopolistic homogeneous products markets,
the Cournot model demonstrates that firms with the lowest marginal
costs gain the highest market shares.119 Accordingly, mergers among
firms with high market shares leave firms with relatively small ones,
and by implication high marginal costs, as competitors. Since such ri-
vals are less able to discipline post-merger price increases, a merger
among firms with high pre-merger shares may lead to a greater ability
to exercise market power than a merger among low-share firms. Inter-
preting market shares when firms in a market produce differentiated
products is less straightforward. In such markets, estimates of the
substitutability of the products of the merging firms for one another
relative to the substitutability of the products of competing firms with
the products of the merging firms can be informative.

Therefore, many economies use structural measures as prima facie
indicators of the competitive effects of a merger. Most indicators are
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based on the initial level of concentration and the predicted change in
concentration due to the merger. The simplest and most common in-
dicator is based on the post-merger market shares of the merging par-
ties and the level of concentration in the market as measured by the
aggregation of the market shares of the largest firms in the market. Be-
cause information about market share is often more readily available
than other information, it is a relatively low-cost screening method.

In setting the threshold levels under which a merger will not
be challenged, all economies should balance the possibility that the
change will result in an increase of market power or the creation of
market power against the need to enable firms to realize scale and
scope efficiencies. If, on the one hand, the threshold is set too low,
most mergers will be scrutinized, and positive market activity might
be blocked. But if, on the other hand, threshold levels are set too high,
many mergers with anti-competitive effects will be allowed. A small
economy exacerbates the dilemmas of setting the threshold optimally,
as many of its concentration-increasing mergers might be necessary to
achieve productive efficiency.

Interestingly, the size of the economy is negatively correlated with
the height of the legal thresholds it employs. For example, until the
1980s, U.S. courts and enforcement agencies employed a concentra-
tion ratio based on the combined market shares of the four larg-
est firms operating in the relevant market (CR4). Under the origi-
nal Merger Guidelines issued by the antitrust authorities in 1968,120

a merger of two firms with 4 percent each or more operating in a
market with a post-merger four-firm concentration of 75 percent was
presumptively illegal. If the market was less concentrated, mergers
involving firms of 5 percent each were presumptively illegal. These
guidelines were substantially more tolerant than Supreme Court case
law, which condemned mergers in unconcentrated markets of firms
with combined post-merger market shares of less than 8 percent.121

Hovenkamp suggests that more recently a vague consensus has
emerged that a market in which the CR4 is less than 40 percent is a
safe harbor. Also, if the CR4 is 75 percent or higher, a merger in which
the combined market share of the post-merger firm exceeded 12 per-
cent would be illegal.122 These high thresholds were based on the as-
sumption that mergers in such markets were generally unnecessary to
achieve efficiencies and thus should all be blocked. Such an assump-
tion does not hold true in small economies.
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Compare this threshold to those adopted by small economies. The
Australian guidelines employ a market share threshold for unilateral
market power of 40 percent. A twofold test is employed for collusion-
enhancing transactions: a merger will not be challenged if either the
post-merger market share of the merged entity is below 15 percent or
the four-firm concentration ratio is below 75 percent.123

New Zealand has adopted an even wider safe harbor. Under its re-
vised guidelines, the Commerce Commission will not generally chal-
lenge a proposed merger when the merged entity will have less than a
20 percent share in the relevant market (or 40 percent including any
interconnected or associated persons) and the three-firm concentra-
tion ratio is below 70 percent.124

The dangers of adopting too wide a safe harbor can be illustrated
by the Israeli experience. The Israeli Restrictive Trade Practices Act
provides that a merger will not be challenged unless the merged en-
tity’s post-merger market share will exceed 50 percent or the turn-
over rates of the parties exceed a legal threshold.125 This safe harbor
is quite problematic as it does not capture mergers that might
strengthen oligopolistic coordination, although such mergers cause
some of the most significant antitrust problems in small economies.
To give but one example, suppose that four firms operate in the mar-
ket, each with 25 percent market share. A merger between two com-
petitors would not be scrutinized although it would create a much
more concentrated market structure. Thus, small economies should
adopt a two-part threshold that would capture increases in domi-
nance or, alternatively, changes in oligopolistic market structures that
have a high probability of creating or increasing coordinated policies.

Another commonly used methodological tool employed to mea-
sure concentration and screen mergers is the Herfindahl-Hirschman
index (HHI). This static index indicates the level of concentration
in the market based on both the number of firms operating in the mar-
ket and their relative market shares. It is calculated by summing the
squares of the individual market shares of all the participants. For ex-
ample, a market with two firms of equal size, each with 50 percent
market share, would have an HHI of 5,000.

The HHI levels adopted in the United States illustrate the impor-
tance of fine-tuning legal presumptions to economic size. Although
the HHI is only a prima facie indicator of the anti-competitive ef-
fects of a merger, its thresholds are important for setting merger re-
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view standards since they create a presumption of illegality. The U.S.
Merger Guidelines define moderately concentrated markets as those
in which the post-merger HHI is between 1,000 and 1,800. An in-
crease of more than 100 points potentially raises significant competi-
tive concerns, depending on non–market share factors. For exam-
ple, a market shared equally by eight firms has an HHI of 1,250. If
two firms merged, the HHI would increase by 312.5 and the merger
would probably be challenged. The guidelines define highly concen-
trated markets as those in which the post-merger HHI is 1,800 or
more. When the HHI is increased by more than 100 points, it is pre-
sumed that the merger is likely to create or enhance market power or
facilitate its exercise. For example, a market shared equally by five
firms would have an HHI of 2,000. If two firms merged, the index
would increase by 800 and the merger would be challenged. This
choice of index is based on generalized predictions of gains from size
as well as behavioral assumptions of the market, specifically oligop-
olistic coordination. As the chosen HHI threshold (1,800) is met in a
market with five equal firms, it is presumed that, absent clear show-
ings to the contrary, firms in such markets have already exhausted
scale and scope economies. Thus, the cost savings from the merger
will be very low.

The HHI has generated much criticism as it does not capture the ef-
fects of the size distribution of firms in facilitating anti-competitive
conduct. Any amount in variation increases the HHI. That is, for any
given number of firms, the HHI is minimized when all firms are ex-
actly equal. This prediction is not consistent with the notion that col-
lusion is most likely to succeed when all the firms are approximately
the same size. Similarly, when firms cannot be assumed to be equally
efficient, a greater dispersion of market shares may signal more rather
than less competitive pressure and hence less concern for damage to
consumers from the merger.126

Apart from these general criticisms that apply in jurisdictions of
any size, the small size of a market and the resulting need to enable
firms to grow relatively large in order to realize scale economies re-
quire the rejection of the U.S. concentration threshold in small econo-
mies. Adoption of the U.S. HHI levels will result, for example, in a
presumption of illegality in a merger between the two smallest firms
in a market with six businesses, four holding approximately 20 per-
cent market shares and two holding approximately 10 percent each.
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Objections to such a merger will not comply with the special eco-
nomic conditions of a small economy. In small economies, especially
when fixed costs and scale economies are substantial, it is not un-
common for firms to possess such market shares. Accordingly, many
if not most proposed mergers would cross this threshold, although
they would not always increase or create market power or facilitate
its exercise, and most firms would be prevented from realizing scale
economies.

Courts and agencies in small economies have thus rightly rejected
the U.S. HHI levels as based on presumptions of market performance
that lack sensitivity to the special characteristics of their markets. In
the Israeli Tnuva case,127 for example, a merger between the largest
firm operating in the market (38 percent) and a relatively small com-
petitor (5 percent) increased the HHI by 300 points, raising it from
1,700 to 2,000. The Israeli Competition Tribunal explicitly rejected
the HHI test as well as the CR4 thresholds as an indicator of the less-
ening of competition, given the small size of the Israeli market. The
tribunal stated that the choice of HHI levels and deltas is not univer-
sal but rather an attempt to create thresholds that would apply only
to the U.S. market. In the United States, which is a large economy, the
threshold of severe scrutiny is based on the presumption that firms
have already exhausted scale and scope economies, and thus the cost
savings from the merger will be very low. In a small market the num-
ber of firms should be lower, or firms will not be able to achieve scale
economies.128

Whatever the structural indicators chosen by a small economy to
indicate post-merger market power, it is crucial that the dynamic fac-
tors of the relevant market be analyzed to determine the real effects of
the merger. Given that many markets in small economies cross illegal-
ity thresholds based on market structure considerations alone that are
set by them, analysis of non-structural factors that affect the ability of
firms to exercise market power in concentrated markets is crucial to a
correct analysis of the effects of a proposed merger.

Reliance on structural indicators alone as an indicator of anti-com-
petitive conduct is problematic, as high concentration levels are a sig-
nificant but nonconclusive factor for the exercise of market power.
Structural indicators merely increase the probability of such conduct.
Even at very high levels of concentration it is not certain that competi-
tion will be impaired, even though its nature may change. In certain
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circumstances the reduction in the number of firms will lead them to
achieve a non-cooperative equilibrium. In other situations the fact
that the merger makes the cost conditions of the oligopolists more
similar or leads to a more equal distribution of excess capacity may
increase the probability of a cooperative outcome. When entry barri-
ers are low, firms in a concentrated market might even act competi-
tively. In still other situations increased levels of concentration may
even facilitate competitive conduct. Consider, for example, a merger
that creates a second large firm more able to compete with the existing
dominant incumbent or a situation in which a maverick firm obtains
sufficient capacity in the post-merger situation to restrain a dominant
firm or to restrict collusive conduct. Alternatively, dynamic consider-
ations come into play when a merger involves the removal of a rela-
tively small market participant who has played a significant role in
maintaining a competitive market by undermining attempts to coor-
dinate market conduct. The conduct of firms in the market depends
also on non-structural variables specific to each firm, such as whether
or not they are risk averse (the more risk averse they are, the more
sensitive to loss of profits as a result of retaliation) and whether they
need an immediate large cash flow.

The implications for merger policy are that unless we intend to
characterize all mergers in concentrated industries as anti-competi-
tive, the effects of all existing forces that create contestability in the
market should be carefully analyzed. Small economies should thus re-
fine their preliminary analysis of the possible anti-competitive effects
of a merger, based on structural factors, by considering non-structural
factors that have a bearing on the competitive restraints placed on
firms operating in the market. These factors may include, inter alia,
entry barriers, excess capacity, sophistication of buyers, suppliers, or
others in a position to discipline market players, the competitive na-
ture of the merging firms, changing market demand or supply of in-
puts, and additional sources of potential competition. Dynamic con-
siderations may justify mergers in concentrated markets in which
rivalry will still significantly constrain the market power of the merg-
ing parties. Alternatively, they may also justify preventing a concen-
tration trend in a market characterized by high entry barriers from its
incipiency, absent efficiency justifications.

The importance of nonstructural factors in assessing the anti-com-
petitive effects of a merger—both unilateral power and coordinated

Merger Control Policy • 235



conduct—can be illustrated by two cases, the Canadian Hillsdown
decision129 and the EC Kali & Salz decision.130 In Hillsdown the Cana-
dian tribunal found that the merger of two rendering operations did
not substantially lessen competition despite an increase in the HHI
from 1,594 to 3,608 and the fact that the merging parties had in ex-
cess of 56 percent of the post-merger productive capacity to render
red meat material.131 Notwithstanding high concentration levels, the
tribunal found that the merged entity could not exercise unilateral
market power since market demand was declining and competitors of
the merged entity could either shift production among facilities to free
up capacity or easily expand capacity to serve the relevant market.

The shortcomings of an analysis of collective market shares of par-
ticipants to indicate the likelihood of oligopolistic conduct was ac-
knowledged by the European Court of Justice in its Kali & Salz deci-
sion.132 The court rejected the EC Commission’s conclusion that the
proposed merger would likely create a joint dominant position, a con-
clusion that was based primarily on a static analysis of structural mar-
ket characteristics, without seeking to evaluate their significance in
light of firm-specific and industry-specific factors and their effect on
the interdependence of oligopolists. The case involved the proposed
merger of two suppliers of potash. The commission found that, as a
result of the merger, the merged entity and a French producer would
hold a joint dominant position in the relevant market.133 In support
of its conclusion it focused mainly on the increase in market share
and the degree of concentration. The combined market share of the
merged entity and the French producer would increase to more than
60 percent. It further found that the supply of rival firms was frag-
mented, as domestic and foreign producers had low market shares
and limited capacity, which would prevent, at least in the short run,
any increase in their market shares. The commission also pointed to
other factors facilitating collusion, such as the transparency of the
market, the homogeneous character of the relevant product, the ab-
sence of technical innovation, and prior anti-competitive conduct by
the merging parties.

The European Court of Justice annulled the commission’s decision,
stating that it was based on static factors and failed to take account of
the dynamic factors inherent in the market that would make it dif-
ficult to facilitate oligopolistic coordination. Specifically, it concluded
that the commission had failed to demonstrate to a sufficient legal
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standard that the merger would create joint dominance because of the
existence of significant asymmetries between the parties that might
decrease the likelihood of collusion or conscious parallelism by giving
rise to conflicting interests. In the case at hand, the oligopolistic par-
ties differed significantly with regard to market shares (23 percent and
37 percent), production capacity (60 percent and 20 percent), and lev-
els of capacity utilization and reserves. These factors, coupled with
the market’s being in decline, meant that the static elements relied on
by the commission did not support a conclusive finding of joint domi-
nance. The court concluded that the commission could not simply
rely on a checklist of descriptive factors indicating the theoretical risk
of a merger or on the fact that market shares exceeded a certain
threshold. Rather, it must rigorously analyze these factors in the dy-
namic context of the relevant economic facts of each specific case.
Since it had failed to do so, the commission’s decision was annulled.

It is important for small economies to consider the regulating ef-
fects of potential domestic or foreign rivals on the conduct of incum-
bent firms. If entry barriers are low and importers enjoy a significant
cost advantage over domestic producers, contestability might provide
sufficient checks on the exercise of market power, even in highly con-
centrated markets. This can be exemplified by the Australian decision
in the Amcor/Associated Pulp and Paper Mills merger.134 This
merger made Amcor the only domestic manufacturer of paper and
gave it ownership of four of the five largest paper merchants in Aus-
tralia. The merger was approved, although it created high concentra-
tion levels within Australia, owing to the competitive constraints im-
posed on the merging parties by importers, even though they did not
have high market shares in the Australian market at the time of the
merger.

Small economies may thus choose to adopt a legal rule similar to
the one included in the Canadian Competition Act which explicitly
provides that a merger may not be found to be anti-competitive
“solely on the basis of evidence of concentration or market shares.”135

The act reflects an implicit legislative rejection of the structuralist
approach to market performance, which was seen as inappropriate,
given the size of the Canadian economy. The Canadian provisions
place the initial burden of proof that a merger is likely to lessen
competition substantially on the competition authorities, which must
prove both structural and nonstructural elements of the relevant mar-
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ket. This is a correct allocation of burdens. At the same time, it should
not preclude placing significant weight on concentration data so long
as dynamic factors are also considered.

Table 6.2 incorporates all the market structure variables that have
been adopted by different jurisdictions.

Special Concerns Raised by Large Conglomerate Mergers

The high levels of aggregate concentration and interdependence be-
tween large market players that are characteristic of small economies
may raise special concerns in mergers among large conglomerates or
firms controlled by them. Beyond the issues generally raised by merg-
ers,136 mergers among firms controlled by large conglomerates may
lead to interdependent cooperative conduct between the parties that
extends beyond the specific agreement by placing the parent firms in
dangerous proximity to discuss and act jointly on broad aspects of
their business and by creating an aura of cooperative team spirit that
is apt to dampen competitive intensity between the firms involved.137

The danger is especially high when the merged entity constitutes a sig-
nificant part of the business of one or more of the conglomerates, as it
should not be expected that parties that share much of their economic
interests in one market will compete as vigorously as before in an-
other.138

Conglomerates are likely to be the main challengers in small econo-
mies of incumbent monopolies by engaging in competition for the
market. The substantial resources and varied experience of conglom-
erates enable them to enter new lines of activity more readily than a
smaller firm, especially when entry barriers are high. For example,
their vast financial means and diversified holdings portfolios enable
their business units to take more risk in product development pro-
grams or in entry into new markets. In general, where there are many
diversified enterprises, the incentive to compete is substantial and the
opportunity to collude is slight. Where there are a few diversified en-
terprises, collusion is easier. And in a small economy there is room
for only a few large diversified enterprises. Hence, unless foreign trade
is significantly influential, such mergers should be looked on with
considerable skepticism. Business transactions that may reduce fu-
ture competition between these large players, even if they increase ef-
ficiency in the specific transaction at hand, should be analyzed in a
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broader perspective, which takes into account the long-term dampen-
ing of potential competition between conglomerates that can reduce
the degree of contestability in the relevant markets and may even
amount to cooperative or collusive behavior.

The special issues raised by conglomerate mergers in a small econ-
omy can be illustrated by the Israeli case of Columbus Capital/Cur In-
dustries.139 Cur Industries was a large Israeli conglomerate that con-
trolled many firms which held monopoly positions in their respective
markets (its firms produced 7 percent of the Israeli GDP). Columbus
Capital is part of the Claridge group, which is an international com-
pany with many holdings in the Israeli market, some of which were
shared with other conglomerates. Columbus sought to acquire Cur in
order to become a major player in the market. The director of the
Israeli Competition Authority analyzed the effects of the proposed
merger on horizontal competition in markets in which both firms op-
erated, as well as on the potential and existing competition among the
merging parties themselves and with other firms in the market.

The crux of the issue was the effect of the proposed merger on com-
petition among the large conglomerates. Before the merger three main
conglomerates operated in the Israeli market. Given that each con-
trolled a large set of monopolies in markets characterized by high
entry barriers which could not be easily overcome by small rivals,
the fear of potential competition from other conglomerates was cru-
cial for constraining the strategic decisions of incumbent firms. Any
business ties between firms controlled by the conglomerates could po-
tentially reduce their inclination to enter into new markets in which
another conglomerate held a dominant position. Accordingly, the di-
rector conditioned his approval of the merger on the severing of all
ties of the merged entity with the other large conglomerates and on
the merging firms’ agreement to obtain his approval for any future
business ties with another conglomerate.

International Dimensions of Merger Analysis

Lowered national barriers to international trade create competition
policy issues that go well beyond national frontiers. Whereas in the
past competition law issues were largely contained within national
borders, justifying doctrines that are based on the assumption that the
law stops at a nation’s borders, today’s business is increasingly global.
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One of the most fascinating and complicated issues created by in-
creased levels of world trade involves the regulation of firm conduct
(e.g., cartels, mergers, abuse of dominance) with extraterritorial ef-
fects. Firms in one country may engage in conduct that imposes costs
or benefits on other jurisdictions. Beyond enforcement and jurisdic-
tional power issues, substantial questions arise as to how the effects of
the conduct on different jurisdictions should be evaluated and taken
into account.

Small size exacerbates the importance of these issues. The large
proportion of foreign-produced products traded in a small economy
and the reduced ability of domestic market forces to regulate foreign
importers effectively often imply that the anti-competitive conduct of
dominant foreign importers will have strong negative effects on the
small jurisdictions with which they trade, without significant offset-
ting efficiencies. In this section I use the example of mergers that have
extraterritorial effects to identify the problems faced by small econo-
mies and to examine the legal tools available to them to combat anti-
competitive conduct by foreign firms that affects them significantly.

Extraterritorial mergers can be divided into four main groups in ac-
cordance with their welfare effects. The first type reduces the welfare
of both the home jurisdiction and other jurisdictions in which the
firms trade. To illustrate, assume that two firms holding a dominant
position in all or most of the markets in which they operate merge but
without achieving significant efficiencies. The second type of merger
enhances or has no negative effect on the welfare of all jurisdictions in
which the merging parties trade. This can be the case when the merg-
ing firms face strong competition in all their markets. The third type
creates mixed effects: the proposed merger has positive or neutral
welfare effects on the home jurisdiction and negative effects on all or
some foreign jurisdictions. This may occur, for example, when the
merging firms face strong competition in their domestic market but
face limited competition in certain countries in which they operate
owing to limited demand and entry barriers. The fourth type creates
the opposite mixed effects: negative welfare effects in the home juris-
diction and positive effects in foreign jurisdictions. This may be the
case when high trade barriers at home prevent the entry of foreign
producers that compete effectively with the merging parties in other
markets.

The first two types of merger are easy cases. The decision of the
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home jurisdiction, assuming that merger control is interpreted and
applied in all jurisdictions involved in a similar manner, coincides
with the interests of the foreign jurisdiction. Major international
mergers that fall under these categories are likely to be stopped by
overseas authorities of large jurisdictions. The difficult cases arise in
the third and fourth types of extraterritorial mergers, as different ju-
risdictions may have divergent interests and reach conflicting deci-
sions. For example, if the firms of one jurisdiction have monopoly
power in world markets, that jurisdiction may have strong incentives
to promote anti-competitive activity, thereby increasing national
wealth at the expense of foreigners.

Let us consider the Unilever–Best Foods merger, between a Euro-
pean and an American food producer. The merger was approved by
the EC and the United States, as it did not raise anti-competitive con-
cerns in their markets. Its effects on some small economies with which
the merging entities traded were nonetheless significant. For example,
the merger substantially lessened competition in the Israeli market,
given that it was preceded by the merging of Best-Foods with the
Israeli firm of Strauss Ice Creams, in which Elite is a shareholder,
and the merger of the Israeli firm of Tami with Unilever. Elite and
Tami are two dominant competitors in some Israeli food markets. The
merger raised concerns regarding its effects on competition in the Is-
raeli market—both the strengthening of a food conglomerate as well
as the lessening of competition in several specific food markets, such
as those for chocolate and snacks.140

Most jurisdictions adopt a concept of outbound extraterritoriality,
which enables them to apply their own competition policy to regulate
offshore conduct with significant domestic anti-competitive effects,
even if the conduct occurred outside their borders.141 Outbound ex-
traterritoriality is, however, a limited tool in small economies. Small
economies usually cannot prevent a merger with anti-competitive ef-
fects from occurring by unilateral action, as they face severe chal-
lenges to effective prosecution. The main problem is that small econo-
mies can rarely make a credible threat to prohibit a merger of foreign
firms. Given that trade in the small economy is usually only a small
part of the foreign firm’s total world operation, were the small juris-
diction to place significant restrictions on the merger, the foreign firm
would most likely choose to exit the small economy and trade only in
other jurisdictions. That is, the foreign firm will exit the small econ-
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omy if its loss of revenues from terminating its trade there is smaller
than the increase of revenues it anticipates as a result of the proposed
merger elsewhere. Also, the negative welfare effects of the foreign
firm’s exit from the small economy may well be greater than the wel-
fare effects from the continued operation of the merged entity within
its borders. Accordingly, a small economy usually does not have an in-
centive to prevent the firm from trading within its borders if it did
merge. The foreign firm, acknowledging this, will not take into ac-
count in its merging decision the effect of that decision on the small
economy. It will consider only the effects of the merger on its own
profits in such a market.

In addition, political obstacles might also stand in the way of a
small economy’s attempt to prevent a merger among foreign firms. If
the effects of such a merger are positive in the home jurisdiction or in
other jurisdictions (e.g., higher taxes, lower unemployment, lower
production costs), the small economy might encounter political resis-
tance to its policy, especially because foreign firms have an advantage
in shaping public opinion in their home jurisdiction. This consider-
ation is based on a presumption that the small economy’s size is posi-
tively correlated with its political power.

Unilateral enforcement of merger control by large jurisdictions
does not provide a solution to the enforcement problems of small
economies. While extraterritorial reach is generally wide with regard
to the actions of foreign firms that harm domestic consumers and pro-
ducers, it is generally extremely limited with regard to the regulation
of the activities of domestic firms that have anti-competitive effects on
foreign jurisdictions. Outbound extraterritoriality is rarely comple-
mented by a national treatment principle for the nation’s exporters
and investors abroad, which mandates domestic authorities to regu-
late nationals that harm foreigners on foreign soil. Thus, most juris-
dictions’ evaluation of a merger is limited to the welfare effects of the
merger on domestic consumers and/or producers and disregards the
effects on foreign consumers and producers.142

Even if large jurisdictions were to adopt a national treatment rule,
the standards or goals of merger review might still produce outcomes
that do not coincide with the interests of small economies. For ex-
ample, a merger policy that adopts an absolute value of competi-
tion approach may produce totally different results than a policy that
adopts a balancing approach. Alternatively, nations may achieve ad-
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verse outcomes even if they apply similar principles owing to dis-
agreements on underlying facts or different interpretations of com-
mon standards. Unilateral application of national law thus usually
does not solve issues of extraterritorial mergers with mixed effects for
small economies. Also, taking account of the effects of a merger on
other jurisdictions in national courts is very problematic because the
home jurisdiction does not have the tools or the information neces-
sary to evaluate the effects of a merger on all the jurisdictions in which
the merging entity trades or will potentially trade in the near future.

The problem of limited national vision affects small economies
more significantly than large ones, as a large percentage of products
in small economies is either imported from foreign jurisdictions or
produced by subsidiaries of firms located in them. This fact, com-
bined with the limited contestability exerted on foreign traders by
domestic producers located in small economies, implies that merg-
ers of dominant foreign firms that trade in a small economy may
well reduce competition considerably without significant offsetting
efficiencies. Even if the increase in market power is accompanied by
increased efficiencies, these will rarely be realized by the small econ-
omy, as in many cases the production facilities are located outside its
borders.

Small economies are very limited in their ability to prevent foreign
extraterritorial mergers that negatively affect their domestic markets.
Unilateral action is problematic, and most existing bilateral or multi-
lateral agreements adopt positive comity principles, under which for-
eign nations and persons adversely affected by anti-competitive activi-
ties occurring in the territory of another party and contrary to the
competition laws of that party may request it to investigate and, if
warranted, to remedy these activities in accordance with its competi-
tion rules. Positive comity provides means to root out a common evil
when there is a preexisting disposition to cooperate and to overcome
the problem of nonenforcement or discriminatory enforcement by
foreign jurisdictions. Yet it has limited effect when the merger policy
principles adopted by the cooperating jurisdictions differ significantly
from one another or such merger principles do not take into account
the effects of the proposed merger on foreign jurisdictions. Positive
comity thus does not reduce the concerns of small economies with re-
gard to extraterritorial mergers with negative effects on their domes-
tic markets.

Another alternative a small economy faces is political: to join forces
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with other jurisdictions to create a credible threat to a merger that re-
duces welfare in all of them. If a sufficient number of jurisdictions join
forces to prevent such a merger, then this might create strong enough
economic incentives for firms to abandon attempts to merge. For such
an action to pose a credible threat, the prospect of limited access to
such economies must have a sufficient effect on the merged entities’
profitability to offset the gains from the proposed merger in other ju-
risdictions. Also, all jurisdictions must be prepared to block the entry
of the merged entity into their markets in the event that the merger
goes through. The fact that the welfare effects on one jurisdiction are
not interrelated with the welfare effects on another eliminates some
of the coordination problems that are present in other cooperative
agreements. Political pressures from the merging entity’s jurisdiction
on some of the cooperating jurisdictions and informational problems
may, however, reduce the possibility that they will act on their threat.

Alternatively, small economies should advocate the adoption of a
multilateral dispute resolution system that would take into account
the global effects of a merger. Such proposals are likely to be raised in
the next round of WTO negotiations, which will focus, inter alia, on
trade and competition policy.143 Several obstacles may, however, stand
in the way of the adoption of such a system. Even if it would be possi-
ble to reach a consensus on unified antitrust principles, nations would
be reluctant to lose their sovereignty by relinquishing decision making
to unknown and perhaps untrusted bureaucrats. It should also be
noted that although this option can reduce the approval of extraterri-
torial mergers with negative domestic welfare effects, it would not
prevent the approval of all mergers that have anti-competitive effects
on a small economy. It may well be that a merger has positive effects
in most of the jurisdictions in which it operates, in which case it will
most likely be approved. Also, there are no clear guidelines as to how
to quantify and measure the effects on different jurisdictions. Possible
standards may include comparison of welfare effects on a per dollar
basis, or of the proportional impact of the merger on total welfare in
each jurisdiction.

The efficient regulation of merger policy was also the first item
on the agenda of the International Competition Network, created in
2001, which strives to enhance cooperation among antitrust agencies
around the world.144 It was hoped that under this framework the is-
sues of smaller economies would be dealt with effectively.

Until that happens, the most plausible way for small economies to
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treat extraterritorial mergers is to take changes in the market struc-
tures of their large importers as a given and to attempt to regulate the
merged entities with the existing regulatory tools that relate to the ac-
tions of foreign firms within their domestic markets, although such
tools are generally more costly and less effective than prohibiting the
merger from occurring. This implies that conduct-regulatory mea-
sures play a more significant role in the competition policy of small
economies than large ones.

One option is the imposition of structural and behavioral condi-
tions on the merging parties that apply only to their operation within
the small economy. In Tozeret Mazon/Unilever,145 for example, the Is-
raeli Competition Authority conditioned its approval of the merger
between the U.S. and European food companies on limitations of
joint business activity between Elite and Tami, the two Israeli food
companies that became, as a result of the merger, parts of the same in-
ternational food conglomerate. The conditions included limiting in-
formation transfer and maintaining a structural and personal division
between the two Israeli firms. Similarly, when Unilever next acquired
control over Ben & Jerry’s and the merger raised concerns regarding
competition in the Israeli ice cream market, the Competition Author-
ity conditioned its approval on the distribution of Ben & Jerry’s ice
cream in Israel through an independent distributor that would be free
to determine prices charged for the products. The authority also re-
quired that the quality and quantity of the products be at least as high
as before the merger, and that any new product would be made avail-
able to the distributor.146 These are limited remedies since they cannot
totally erase the fact that both firms are controlled by the same entity
that determines their strategic decisions. At the same time, the small
economy often relies on the fact that an international firm will not
change its strategic decisions (such as Ben & Jerry’s introduction of a
new product in world markets) only to reduce competition in the
small economy.

In Australia, the ACCC has gone even further and imposed struc-
tural remedies to combat the anti-competitive effects of offshore merg-
ers. The Australian case of Rothmans/British American Tobacco147

provides an interesting and unique example in which a structural
remedy was operational. The proposed acquisition of the Rothmans
group by British American Tobacco did not create competition con-
cerns in the major jurisdictions in which the firms operated and thus
was not blocked. The merger nonetheless created significant competi-
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tion concerns in Australia, as the market share of the merged com-
panies would have been around 65 percent, with only one major
competitor left in the cigarette market. The Australian competition
authority agreed to approve the merger only after the merged parties
agreed to divest cigarette brands and production and distribution fa-
cilities to an amount equal to 17 percent of the Australian market.
The brands and facilities located in Australia were then acquired by a
major international tobacco company that had not previously traded
in the Australian market. The merger thus went ahead while competi-
tion in the domestic market was retained.

Conclusion

Merger policy is an important tool for regulating anti-competitive
conduct by preventing the creation of market structures that are
prone to increase the potential for such conduct. The limited ef-
ficiency of conduct-related measures in small economies increases the
need for optimal merger control. At the same time, the special charac-
teristics of small economies create difficult balances in the formula-
tion of an efficient merger policy. As many industries are character-
ized by highly concentrated market structures justified by scale and
scope economies in which further cost reductions can be achieved
through merger, merger policy should be accommodating to efficiency
considerations and at the same time wary of increased concentrations
that are not justified by resource savings. Accordingly, a small econ-
omy does not enjoy the same elbow room in policy making that a
larger economy does. The main policy prescriptions for small econo-
mies’ merger policy that meet these goals can be summarized as fol-
lows:

1. Merger policy should be based on the recognition of the fact
that mergers in small economies are a major tool for the
realization of potential efficiencies in oligopolistic markets that
would otherwise remain unexploited owing to cooperative
profit-maximizing strategies that limit the incentives of firms to
grow to optimal sizes.

2. Small economies should adopt an approach to merger policy
that balances the anti-competitive effects of the merger against
the efficiencies it creates or other sociopolitical goals.

3. Small size strengthens the case for the adoption of a total
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welfare standard, which balances producer and consumer
welfare.

4. Merger policy should avoid rigid structural presumptions that
high concentration levels are necessarily welfare-reducing.
Rather, nonstructural dynamic factors that have bearing on the
competitive restraints placed on firms operating in the market
should be given significant weight.

5. An important consideration that must be taken into account is
the existing level of market power and the increase in such
power that is likely to arise from the merger. Given that many
industries are already concentrated, mergers should be
evaluated not against a benchmark of theoretically competitive
conditions, but rather against the rational market structure
options in the specific market setting. A merger that merely
preserves existing power over price should not be seen as
lessening competition unless it limits potential foreseeable
competition.

6. Strict assumptions and heavy burdens of proof may well reduce
efficiency considerations to a theoretical possibility.
Accordingly, the conditions for realizing efficiencies, including
the stringency of the burden of proof, the evidentiary weight
attached to structural factors, the balancing standard, and the
conditions for cognizable efficiencies, should be set at a level
that allows practical proof of offsetting efficiencies. The
solution may lie in the adoption of a sliding-scale approach in
which, as the danger of an increase in the exercise of market
power rises, the burden of proof of efficiencies rises accordingly.

7. Pre-merger consultation proceedings can increase the number
of welfare-increasing mergers and should be adopted by small
economies.

8. Conglomerate mergers should be evaluated in light of the
potential dampening of competition between the merging
parties in other markets controlled by them.

9. Small economies have limited tools to combat extraterritorial
mergers with anti-competitive effects. They should thus
advocate the adoption of global effects rules or a multinational
merger control regime, or join forces with other economies to
prevent a welfare-reducing extraterritorial merger.
Alternatively, they may use conduct or structural remedies that
apply only within their economy.
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As I have emphasized throughout this chapter, optimal regulation of
merger activity is especially important in light of the lowering of trade
barriers that create competitive pressures to adapt to new market con-
ditions. Merger policy should thus recognize the valuable role merg-
ers play in allowing industries to adapt to changing circumstances and
the costs of inhibiting such transactions. At the same time, increased
openness to trade creates new issues with regard to extraterritorial
mergers with negative effects on small economies that are just begin-
ning to be addressed in world forums.
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Conclusion

Now, here, you see, it takes all the running you can do, to keep in the same
place. If you want to get somewhere else, you must run at least twice as
fast as that!

—LEWIS CARROLL, Alice Through the Looking-Glass

The goal of this book has been to determine whether the size of an
economy matters for optimal competition policy. As has been shown,
the answer is unequivocally affirmative: the high concentration lev-
els and high entry barriers into many markets in small economies of-
ten require a different balancing of conflicting considerations than in
large ones. Small economies have to “run at least twice as fast” as
large economies: they have to keep up with ever-changing competi-
tion policy models, often formulated for large economies, and have to
ensure that these models achieve the goals of competition policy in
their own markets.

In this chapter I restate some of my policy prescriptions for small
economies and analyze their practical and theoretical implications in
a broader setting than was adopted throughout this book. The first
section provides a brief reprise of the major policy prescriptions. It
also points to several other elements that should complement substan-
tive competition law, such as efficient institutions and educating the
general public and the business community in the goals and tools
of competition policy. The next two sections analyze the incentives
for and the implications of the adoption of the laws of large jurisdic-
tions by small ones, and the implications of this book for global or re-
gional harmonization of competition laws. These two issues are re-
lated, given the ability of large jurisdictions to impress their will (and
competition laws) on smaller economies. The chapter concludes with



an analysis of the relevance of my findings for small markets within
large jurisdictions.

Economic Size Matters for Optimal Competition Policy

The size of an economy affects optimal competition policy—from the
choice of policy goals to rules of thumb. The main factor that creates
the need to tailor competition law to economic size is that competi-
tion laws generally consist of “one-size-fits-all” formulations that are
designed to best achieve the goals of the law in each category of cases
to which they apply (mergers, cartels, dominant position, and so on),
while recognizing that some false positives and false negatives will oc-
cur at the margin. The marginal cases of large economies, however,
constitute the mainstream cases for small economies, as small size
magnifies the occurrence of highly concentrated markets protected by
entry barriers. This requires small economies to change the focus of
their competition laws to regulate such markets efficiently. Accord-
ingly, even if all economies reach a consensus that the basic objective
of competition policy is to protect and preserve competition as the
most appropriate means of ensuring the efficient allocation of re-
sources, the natural conditions of the market—mainly the high degree
of concentration and the height of entry barriers—affect the optimal
rules that regulate the business conduct of market players.1 Whether
firms compete is very much a matter of the structure of the markets in
which they operate, and structure is influenced primarily by the natu-
ral conditions of the market.

The thread that connects all the strands of this book is the need
to recognize the inevitability of concentrated market structures that
are protected by high entry barriers in many of their markets and that
are often justified by productive and dynamic efficiency. Small econo-
mies should take the concentrated nature of their markets as a neces-
sary evil while striving to reduce the occurrence of anti-competitive
conduct by firms operating under such market conditions. This neces-
sitates a more refined trade-off between production constraints on the
number of sellers and the undesirability of certain types of conduct
brought about by high degrees of concentration for allocative and
dynamic efficiency. Most of the effects of small size require small
but significant changes to existing doctrines, assumptions, or modes
of enforcement that are adopted in large economies. Some changes
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nonetheless involve the adoption of regulatory methods that are ab-
sent from large economies. Here is a brief reprise of the main policy
prescriptions for small economies.

Small size increases the importance of efficiency as a stand-alone
goal, as small economies are less able than their larger counterparts to
afford a competition policy that is prepared to sacrifice economic ef-
ficiency for broader policy objectives. Undeviating pursuit of wealth
dispersion and small size of firms at the expense of efficiency will be
costly in small economies because inefficient firms will be preserved in
the market, and thus the market will operate inefficiently. When high
concentration levels are justified by scale and scope economies, pro-
tection of competition would, for example, blockade many mergers
that have positive welfare effects. In many markets producers would
not be able to attain minimum efficient scales and thus reduce their
costs, and consumers would not be able to enjoy lower prices that rest
on such lower costs. Also, competition law efforts to preserve small
business units over more efficient larger rivals would often be fu-
tile without costly ongoing regulation, because these inefficient firms
would either exit the market or grow internally to efficient size. The
importance of economic efficiency as a stand-alone objective is also
highlighted in a small economy in which interdependencies in the in-
terests of various stakeholders are likely to be more significantly af-
fected by a particular market transaction. The risk of costly industrial
policy in the guise of competition policy is increased when non-eco-
nomic considerations play a role in competition law enforcement.

The highly concentrated nature of many markets, which is often
justified by scale and scope economies, also has other implications
for merger policy. A stringent merger policy might inhibit or preclude
a broad spectrum of useful market structures that may increase ef-
ficiency by way of ownership of plants or firms of sub-optimal size
which enables firms to achieve scale economies. In small economies
mergers are a major tool for the realization of potential efficiencies
in oligopolistic markets that would otherwise remain unexploited
because of cooperative profit-maximizing strategies that limit the in-
centives of firms to grow to optimal size internally. Accordingly, pre-
sumptions of anti-competitive effects based on high levels of concen-
tration, which almost always produce strong predispositions toward
the condemnation of mergers in concentrated markets, should be re-
jected and much more emphasis should be placed on efficiency con-
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siderations. At the same time, an excessively lenient merger policy
might make possible the creation of highly concentrated market struc-
tures that are not easily eroded by market forces and that reduce ef-
ficiency. Merger policy should thus be accommodating to efficiency
considerations and at the same time wary of increased concentration
that is not justified by resource savings or that might have long-term
anti-competitive effects. I have also suggested that small economies
should prefer a total welfare over a consumer welfare approach. Simi-
lar principles should apply to the regulation of joint ventures.

Small economies should be sensitive, too, to anti-competitive re-
straints that arise from their unique characteristics. To illustrate, a
small economy should exhibit a strong concern toward the concentra-
tion of ownership of its conglomerates, beyond competition concerns
in specific industries, as conglomerates are frequently the main chal-
lengers to incumbent monopolies, which are often controlled by other
conglomerates.

The concentrated nature of the market also reduces the effective-
ness of applying structural remedies to market imperfections. To try
to restructure an inevitable monopoly is pointless and inefficient. Af-
ter deconcentration, either some firm would expand to take advan-
tage of the opportunity for lower costs with larger output until the
market was again concentrated, or else the market would operate per-
manently at an unnecessarily high level of costs.

The limited effectiveness of structural remedies and the limited self-
correcting powers of many markets in small economies increase
the need for effective conduct regulation. Monopoly and oligopoly
should be tolerated, as they are often necessary to achieve productive
and dynamic efficiency. Nonetheless, their conduct should be closely
scrutinized to minimize the creation of artificial barriers to competi-
tion.

An important task of competition policy in small economies is
the regulation of monopolies, be they natural monopolies or not.
Given the economic teachings that determine the incipiency of mo-
nopolies in a small market and the length of time it might take market
forces to erode such monopoly power, a small economy might not be
able to afford to leave the regulation of monopoly power to market
forces alone. One regulatory method that might be employed by small
economies involves conduct regulation that does not require anti-
competitive intent, under which specified trading conditions consti-
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tute in themselves a cause for regulation. Such a law focuses solely
on the harm to consumers or to competition. In so doing, the law cre-
ates safeguards from monopolistic activity while not condemning mo-
nopoly per se. Yet conduct regulation is a highly problematic tool in
that it creates disincentive effects for firms to become monopolies. It
should thus not be lightly adopted. Nonetheless, it may be justified in
some situations, provided it meets some specified conditions.

Small size also dictates that certain types of exclusionary conduct
be analyzed differently than in large economies. To give but one ex-
ample, price discrimination should be allowed when it is necessary for
a firm to break down oligopolistic coordination. Small economies
should also regulate exclusionary conduct that is likely to lead to the
creation of market power, as well as exclusionary conduct that main-
tains or strengthens existing market power. I argued, too, that given
the limited effect of the market’s invisible hand in many of their mar-
kets, small economies should exercise caution when applying reme-
dies, to avoid creating a more concentrated market structure or in-
creasing entry barriers into the market. I also suggested that small
economies increase the early detection of abusive conduct by requir-
ing large, dominant firms to report their major business activities to
the competition authorities on a regular basis, or by creating alterna-
tive mechanisms that increase the personal incentives of managers in
complying with the law.

Another important task involves the regulation of oligopolies. The
limited number of firms that can operate in a small market necessar-
ily increases their interdependence and their interdependent conduct.
Even in the absence of explicit restrictive agreements, there is lit-
tle room for effective domestic competition, as conscious parallelism
may be all that is needed to facilitate interdependent conduct. Accord-
ingly, the traditional prohibitions against collusion should be applied
strictly. Such a policy may help break down oligopolistic coordination
and induce oligopolists to operate at higher levels of output and lower
prices than they would have but for the legal consequences. Yet the
limited effectiveness of the prohibitions against collusive conduct in
regulating conscious parallelism creates a strong need for the adop-
tion of additional regulatory methods. One method that was sug-
gested is the adoption of a prohibition against facilitating practices
that have no or minimal offsetting pro-competitive effects. I also sug-
gested that under certain market condition, small economies might in-
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troduce a government-supported maverick into an oligopolistic in-
dustry. This novel method may be used to combat oligopoly pricing
by creating rivalry among the few that eliminates most of the prob-
lems of other proposed solutions. As I showed, the maverick model
possesses great potential to increase allocative and even productive ef-
ficiency significantly in oligopolistic markets.

Small size also affects the accuracy of rules of thumb adopted by
large economies, such as indicators of market dominance based on
market share. In a small economy, the typical market share that
signifies market dominance is smaller than in a large one, given the
lower elasticity of supply owing to the prevalence of scale economies
and oligopolistic interdependence. In other words, the smaller the
market, the higher the barriers to entry usually are (lower elasticity of
supply), and therefore the lesser the constraints that potential entry
places on a firm that attempts to raise price above marginal cost, and
the smaller the market shares necessary to infer dominant market
power. Accordingly, given that the market’s invisible hand has limited
disciplinary power in concentrated structures, a specifically tailored
competition law has an important role to play by setting clear rules of
conduct and ensuring their effective application in practice.

Substantive law, on which this book focused, is the basic tool
for competition policy. Nonetheless, several complementary elements
have to be present to create a welfare-enhancing competition policy.
These include competent and adequately empowered institutions as
well as the creation of incentives and opportunities for all classes of
market players to become familiar with the competition laws. Al-
though such elements are beyond the scope of this book, several ob-
servations are noted here.

The creation of competent institutions that apply competition pol-
icy is highly important, as otherwise what has been gained by the cre-
ation of optimal competition policy will be lost by misguided enforce-
ment. Many of the tasks that need to be performed by a competition
authority or court in a small economy require careful balancing of
competing considerations. In addition, large sectors of the economy
are likely to come under the scrutiny of the competition authority,
given high levels of concentration and high entry barriers in many in-
dustries. This implies that a competent competition authority and
competition court are necessary elements to achieve the goals of com-
petition policy and constitute a good investment for a small economy.
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Reducing the extent of anti-competitive conduct engaged in by domi-
nant firms by setting the “rules of the game” correctly in some exem-
plary cases and increasing levels of detection and enforcement may
well prove much less costly than relying on market forces to correct
market imperfections. Moreover, the fact that many competition rules
apply similarly across different markets and that setting the rules
correctly in one market creates positive enforcement externalities for
other markets significantly reduces the costs of enforcing competition
policy.

Enforcement is likely to be enhanced by appointing experts in in-
dustrial organization and competition policy to the competition au-
thority; by creating a specialized judicial body that is empowered to
hear competition law cases and is composed, inter alia, of economic
experts; by ensuring that an appellate court has a limited mandate to
overrule economic issues decided by the specialized judicial body; and
by providing the competition authority with sufficient tools necessary
to achieve its goals, such as investigatory powers and adequate re-
sources.

Measures that are designed to educate the general public and the
business community about the goals and the substantive content of
competition policy are also very important for furthering the goals of
competition policy. Such measures can increase detection and enforce-
ment levels when resources are limited or when violations can easily
be detected by consumers or competitors. They also lay the ground-
work for understanding and appreciating the benefits associated with
market regulation, and they familiarize market participants with the
tools available to combat anti-competitive conduct. Educating the
public in the benefits of competition might also be a fruitful invest-
ment as it may refocus the political interests of politicians on long-
term and general goals and lead to the channeling of their private as-
pirations in more constructive and overall efficient ways. Even if poli-
ticians may not look beyond the next election, the interests of many
who elect them may be long-term and non-sector-specific. Education
thus has the effects of lengthening the politicians’ time horizon.2

Antitrust authorities play an important role in this education pro-
cess, as they may utilize their resources to make their decisions clear
and open to all and to educate consumer groups, businessmen, and
academia alike on the merits of antitrust enforcement. Such educa-
tional programs may include, for example, workshops and seminars
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for the executives of dominant firms to update them on significant
changes in the legal regime; open communication lines for consumers
and rivals to report alleged violations to the competition agency; and
transparency and dissemination of information through the publica-
tion of important decisions.

Adoption of Competition Laws of Large Jurisdictions

The main thesis of this book is that the size of the economy should in-
fluence the content of its competition law. This conclusion raises the
question whether small economies should, as they commonly do,
adopt the laws or rely on the case law of larger jurisdictions.

Adopting the competition law of a large jurisdiction has many ad-
vantages, such as providing a ready basis for the law and a large body
of comprehensive case law and commentary. In addition to these
learning externalities, such adoption also generates network exter-
nalities that accrue to all jurisdictions utilizing the law. Network ex-
ternalities are the increasing returns to users of a product as the
number of users grows. As more decisions that apply the law to vari-
ous factual settings begin to accumulate, legal certainty is increased.
These network externalities are forward-looking. They are especially
important in the area of competition law, which is characterized by
elastic and open-ended notions that are often applied on a case-by-
case basis. EC and U.S. competition laws, being the most widely used,
thus have a value to other jurisdictions that exceeds their face value as
judged by the clarity and comprehensibility of their provisions and
current case law. Accordingly, adoption of the competition law of
large jurisdictions will always confer an advantage on another econ-
omy.

Another possible reason for adopting the laws of large jurisdic-
tions is herding behavior. If legislators are not certain what makes for
optimal law, they may follow a popular trend. The complexity of the
law and the fragile balance that must be struck between competing
considerations make information about optimal laws costly. Jurisdic-
tions may find following others to be a convenient alternative to in-
curring these costs. This has been exacerbated by the fact that there
was no resource that systematically analyzed the policy implications
of small size.

Adopting the competition laws of larger jurisdictions is also some-
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times predicated on the existence of the hegemonic power of a large
jurisdiction with the ability to impress its will, and its competition
policy, on smaller and weaker jurisdictions. This phenomenon is espe-
cially pronounced in the EC. By requiring the adoption of an EC-com-
patible competition law as a condition for gaining access to its mar-
kets, either through trade agreements or outright membership,3 the
EC has been a driving force in the enactment of competition laws be-
yond its borders that are based on its model. As a result, many juris-
dictions have adopted the EC model without changing it to be com-
patible with their special characteristics.

Accordingly, many small economies have adopted the statutes and
regulations of large jurisdictions and refer to their case law for inter-
pretation. Some small economies have gone further and adopted not
just the current law of a large jurisdiction but future law as well,
blindly committing themselves to future changes and court decisions.4

This is not just politically problematic but creates a host of practical
problems, such as the coherence of case law and the issue of retroac-
tive relief when matters resolved by the importing economy’s courts
are subsequently resolved differently by the other economy’s courts.

Adopting the laws of large jurisdictions thus involves major pitfalls.
As I have demonstrated, the most important problem is that insuf-
ficient weight is given to the special characteristics of the small econ-
omy, which differ significantly from those of a large one. The costs of
adopting the law of a large jurisdiction are influenced, inter alia, by
the initial quality of the law and its variance from the optimal law for
the small economy. When such laws are open-ended and flexible, they
can be interpreted to fit the special characteristics of small economies.
The price of such interpretation is, of course, the loss of some of the
benefits of adopting the law of a large jurisdiction in the first place.

Harmonization of Competition Laws

The conclusions of this book also sharpen the question, which is the
focus of recent debate, whether competition law can and should be
unified and harmonized on a global or regional basis. To reduce ob-
stacles to trade, many suggestions have been made—by both scholars
and government officials—for bringing about a higher level of conver-
gence of competition policies among jurisdictions. The proposed solu-
tions range from national law enforcement that accounts for global
impacts5 to the harmonization of competition policies.6
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Two developments have brought this debate to the forefront. The
first is the recognition by the WTO Ministerial Conference of the need
for a “multilateral framework to enhance the contribution of compe-
tition policy to international trade and development.”7 The second in-
volves the establishment of an International Competition Network by
the competition authorities of many jurisdictions for the enhancement
of international cooperation and the reduction of trade barriers.8 Will
a unified competition law be welfare-maximizing for small econo-
mies? The answer is not straightforward.

An important consideration in favor of harmonization is a reduc-
tion in compliance costs. A patchwork of national antitrust rules has
become a barrier to international business. Expanding trade by reduc-
ing multiple compliance costs may permit the realization of econo-
mies of scale in production and distribution, the attainment of net-
work efficiencies, and the realization of regulatory economies. This
consideration is especially important for small economies, as they
stand to gain more from convergence than large ones. Harmoniza-
tion may aid domestic firms located in small economies to export
their products, as it reduces their costs of learning which competition
law issues they might face in foreign economies. Export opportunities
might be the only possible way for such firms to realize scale and
scope economies. Moreover, if the competition laws of small econo-
mies diverge significantly from those of large ones, it might not be
profitable for an importer to invest resources in learning the competi-
tion laws of small economies because the compliance costs may be
high relative to the profits to be had from a small market. Imports are
a pro-efficiency force because they can create contestability even in
highly concentrated markets. Overall, small economies have a strong
incentive to reduce compliance costs.

Several premises, however, motivate a relatively cautious view to-
ward trade policy–driven harmonization. To achieve clear and unified
rules, all jurisdictions might be required to adopt similar competition
rules and ensure their harmonized interpretation and application.
This implies the suppression of the particularistic policy choices of
different jurisdictions as well as the loss of substantial national politi-
cal autonomy. When negotiations occur between jurisdictions with
asymmetric bargaining power, they also carry a serious risk of grossly
discounting the considerations of smaller, weaker economies.

This book has revealed an additional cost of harmonization beyond
general principles—the inadequacy of “one-size-fits-all” competition
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rules for different-sized economies, unless such principles are stated at
a high level of generality. The differences in optimal competition pol-
icy between large and small economies may necessitate the setting of
rules that are flexible enough to apply without jeopardizing the spe-
cial needs of small economies.

Accordingly, there is an important trade-off between adopting clear
competition rules that will apply similarly to all jurisdictions and
adopting general principles that have the potential to increase domes-
tic welfare in all jurisdictions but may be interpreted and applied in a
dissimilar manner by different-sized economies. A wide array of op-
tions is available. At one end of the continuum lies complete deference
to national sovereigns. At the other lies total harmonization. In be-
tween these extremes lie many alternatives that impose greater or
lesser constraints on nations while still affording some opportunity
for variations across nations. Under many of these options national
authorities are largely free to pursue their own policy objectives but
must do so subject to a set of broadly applicable legal constraints.

A relatively cautious approach to the harmonization or conver-
gence of competition law might be justified. A bedrock of principles
that could accommodate different shades of competition policy may
be welfare-enhancing for small economies. The adopted policy should
allow its administrators enough flexibility to deal with dissimilar situ-
ations in a different manner while creating a clear framework within
which firms can operate efficiently. Otherwise the costs of policy con-
vergence or equivalence may well outweigh its benefits and reduce do-
mestic welfare.

Small size also affects the enforcement tools that should be
adopted. As we have seen, small economies cannot always make a
credible threat to prohibit a merger or an export cartel of foreign
firms. Given that trade in the small economy is usually only a small
part of the foreign firm’s total world operation, were the small econ-
omy to place significant restrictions on the foreign firm’s conduct, the
firm would most likely choose to exit the economy. Also, the negative
welfare effects of the firm’s exit from the small economy may well be
greater than the negative welfare effects from the continued operation
of the firm within its borders. Thus, a small economy usually cannot
credibly threaten that a firm will be prevented from trading within
its borders if it does not comply with local competition laws. It
will also not be welfare-enhancing to do so. The foreign firm, ac-
knowledging this fact, will not take into account in its decision the ef-
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fect of its conduct on the small economy. In addition, political obsta-
cles might also stand in the way of a small economy’s attempt to
prevent a merger or an export cartel among foreign firms. If the effects
of such conduct are positive in the home jurisdiction or in other juris-
dictions (higher taxes, lower unemployment, lower production costs),
it might encounter political resistance to its policy, especially since
foreign firms have an advantage in shaping public opinion in their
home jurisdiction. This consideration is based on a presumption that
the small economy’s size is positively correlated to its political power.
Similarly, small economies often face problems in regulating the anti-
competitive conduct of multinational firms that serve a large part of
their domestic demand. Several large corporations, for example, have
declined to sign an agreement that limits their conduct in Israel which
contains the same terms that were included in the agreements they
reached with the EC Commission.

One conclusion is that harmonized rules that rely for their enforce-
ment on unilateral actions taken by the harmed jurisdiction would
create a disadvantage to small economies. Such rules do not meet the
concerns of small economies with regard to the negative effects of ex-
traterritorial conduct on their domestic markets. To deal effectively
with at least some of the enforcement problems of small economies,
harmonized rules should include a regulation that forbids export car-
tels. Global or regional dispute settlement mechanisms that base their
judgments on the welfare effects of the challenged practice on all
economies affected may also solve some of the problems of small
economies.

The practical importance of recognizing the differences between
large and small economies arises from the fact that a large percentage
of products produced in small economies is either imported from
other jurisdictions or produced by subsidiaries of firms located in for-
eign jurisdictions, mostly large ones. This fact, combined with the
limited regulatory pressure that is exerted on foreign traders by do-
mestic producers located in a small economy, implies that the conduct
of dominant foreign firms that trade in a small economy may well re-
duce competition significantly in the small economy without offset-
ting efficiencies. Even if the increase in market power is accompanied
by increased efficiencies, these will rarely be realized by the small
economy, as in many cases the production facilities are located out-
side its borders.

Recognizing the unique traits of small economies is thus crucial for
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the creation of a balanced multilateral antitrust regime. Laws that are
based on a presumption that competition policies of all countries
would have been similar absent political or social goals that impinge
on efficiency-based policy prescriptions disregard some of the basic is-
sues of harmonization. As the harmonization process has already be-
gun to take shape, recognition of the differences between large and
small economies is both important and timely.

The Relevance of Issues to Small Markets
within Large Jurisdictions

Concentrated markets protected by high entry barriers can also be
found within large economies. In some cases market conditions may
create regional sub-markets within large economies, in which the sup-
ply price of products can vary, to a large degree, independently of
price elsewhere. In other cases, though rare, demand conditions in an
industry may support the operation of only a relatively small number
of firms. The inherent characteristics of these two types of markets are
similar, in many respects, to those of small-scale market economies.

Market segmentation can severely limit the competitive pressures
on domestic firms in two ways. First, it limits producers’ sales hori-
zons, increases their dependence on one another’s behavior, and in-
hibits the construction of optimal-sized plants. Second, it restrains
the entry of outside producers and thus prevents distant suppliers
from forcing local firms to hold down their prices and hence permit
higher prices locally. These two effects can segregate sub-markets to
the point where monopoly or oligopoly is inevitable. Thus, when a
small regional market develops within a large economy, it is likely to
have similar problems of market structure and performance as coun-
try-wide jurisdictions.

Several factors may subdivide national markets into small regional
markets isolated from competition from firms operating in other re-
gions. Regional sub-markets exist mainly because of geographic con-
ditions (e.g., seas, high mountain ranges, isolated areas), which cre-
ate high transportation costs. Transportation costs render trade with
other regions irrelevant when such costs are high relative to the value
of the good or service. The higher the transportation cost in relation
to the price of the product, the freer firms are to charge supracompet-
itive prices. Crucial variables that affect transportation costs include
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the efficiency of available transportation modes, the geographic den-
sity and configuration of demand in relation to critical raw material
sources, and the practices sellers formally or informally adopt to dif-
ferentiate prices spatially and to make the best of the established price
structure. Studies have shown that in several industries in large econo-
mies, transportation costs were sufficiently high that regional mar-
kets provided the main framework within which plant-scale decisions
were made.9 The cement market is one of the most striking examples.
Because of relatively low costs of production and high costs of trans-
portation, cement markets are usually local. Another fragmenting in-
fluence on national markets is caused by geographic conditions cou-
pled with the perishability of products. When a product cannot be
shipped over long distances, the market for it is inherently regional.

The small size of a market can also result from service markets that
are local in the sense that consumers use the service at its location and
usually do not travel great distances to obtain the service (e.g., gas sta-
tions, professional services). Yet the conduct of firms operating in lo-
cal or regional markets might still be constrained by the contestability
provided by competition for the market by firms operating at the na-
tional level. Isolation may also be created by the special needs of a re-
gional market. The EC Magill decision10 is illustrative. The case cen-
tered on whether the copyright in the television listings of the three
Irish broadcasting companies should be regarded as an essential facil-
ity in the publication of weekly program guides. Although Ireland is
part of the EC, the listings market is inherently a local one.

Issues of small-scale jurisdictions may also be relevant to large
economies when scale economies exist over the whole range or a large
part of the market. The market for large aircraft is one such example.
Accordingly, natural monopolies or oligopolistic markets may exist in
large economies. Such markets are likely to present similar problems
of market structure and performance as those of small economies.

Of course, large economies can regulate such markets effectively by
adopting sector-specific rules, as was done by the U.S. enforcement
agencies in the health care industry. The U.S. health care industry is
characterized by large minimum efficient scales of operation and high
entry barriers. The American competition authorities recognized the
special characteristics of this industry and the need to apply the com-
petition rules in a manner that reflects those characteristics. The State-
ment of Enforcement Policy applied broad safety zones for mergers to
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enable hospitals to achieve scale economies.11 The fact that special
guidelines were issued for this industry reflects the belief of the com-
petition authorities that general U.S. competition policy toward merg-
ers is ill suited for dealing with mergers in this industry. At the same
time, adopting sector-specific rules is costly and thus is rarely done.
The U.S. experience with the health care industry, analyzed in Chap-
ter 6, also indicates that exceptions are sometimes difficult to apply
when the general framework is left unchanged.

There is, however, an important difference between concentrated
markets within large economies and small economies, based on the
occurrence of such market structures. In large economies highly con-
centrated market structures protected by entry barriers are excep-
tional, and the offsetting social costs are usually modest, whereas in
small economies these market failures cannot go unattended without
major efficiency losses. This difference requires, as I have shown, a
difference in the focus of competition laws. The magnifying glass ef-
fect thus affects optimal competition policy.
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