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Chapter 8 

 

Economics of Efficient Entry 
 

This Chapter is about the economics of efficient entry, arguing that market imperfections 
inherent in any assignment of property rights will define the nature of entry. Efficient entry 
was defined earlier in Chapter 1 in terms of the access price to the new pro-entry regime. 
The traditional study of entry barriers generally begins with a distinction between 
incumbent and entrant firms and centres on an observation that actions, affecting future 
entry, are uniquely available to an incumbent. In this chapter, it is argued that such actions 
and possibly the actions of a regulator may affect the property rights configuration in a 
market equilibrium. If so, there is a need to analyse that equilibrium. This chapter is a first 
attempt to characterise a likely equilibrium position. 
 
Any proposed policy change away from one regulatory framework to a more pro-entry 
competitive market must address the issue of property rights as a structural parameter in 
the configuration of any new market structure post regulation. To do so, requires the 
computation of an efficient entry price . That price is computed in this chapter with 
supporting analysis in a Neoclassical diagram space. Variants of the arguments presented 
here have been developed elsewhere, McNutt (2000, 2003). 
 
Background 
 
It has been frequently argued that economies of scale, which manifest themselves in the 
so-called natural monopolies, can justify public ownership. This argument had been put 
forward for the public utilities. Recently1, it has been argued that theoretical models based 
on the assumption that telecommunications is a natural monopoly no longer reflect reality. 
Much earlier2 in the debate, Demsetz had found a flaw in the economies of scale argument 
on logical grounds. He asked: if indeed average costs fall so that the lowest dictates but 
one firm, why should that firm be publicly owned? In principle the government can call for 
competitive bidding3 and grant ownership of the firm to the lowest bidder.  
 
Thus, it is not enough to state that there might be economies of scale; one must explain, 
within this view of the world, why bidding arrangements do not emerge. The reason for 
the lack of emergence of such a process may be either that it is costly (a law and 
economics viewpoint), or that, in fact, the whole approach may be discarded, that is, that 
the downward average cost arguments, although theoretically appealing, may not be in fact 
the problem, and the debate on (public) ownership may be linked with an entirely different 
reasoning. Such reasoning might include universal service obligations, costly entry plans, 
legal barriers to entry or the assignment of property rights. These points are addressed in 
different chapters.  
 

                                                 
1 Vide Laffont & Tirole (1999): Competition in Telecommunications MIT Press 
2 Vide Demsetz (1968): ‘Why Regulate Utilities?’ Journal of Law and Economics , vol 11, pp55-65 
3 Vide MacAfee & MacMillan (1986): ‘Bidding for Contracts: A Principal-Agent Analysis’ Rand Journal of 
Economics vol 17 
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Suffice in this chapter to focus to outline a possible new methodology for efficient entry. 
The historical background of many public utilities such as telecoms, gas and electric firms, 
is that they co-exist with enabling legislation that originally created a legal barrier to entry 
into the nationa l market. In later chapters, we consider the view that the concept of a 
natural ‘partial’ monopoly may be more appropriate for regulatory purposes. Working 
from the premise that the government of a Member State or the European Commission or a 
national regulatory agency are the initiators of a pro-entry policy, they do provide the 
legislative basis for restructuring a regulated market and in so doing create explicit 
property rights. The policy initiative does involve dismantling the existing market 
arrangement of a public utility monopoly. Whether or not such an initiative requires a 
measure of just compensation for incumbents in markets where there is no moral hazard 
problems has been discussed elsewhere, McGee (1998).  
 
Rights & Duty of Care  
 
A regulator’s traditional approach to entry barriers generally begins with a distinction 
between incumbent and entrant firms and proceeds to centre on an observation that 
actions, affecting future entry, are uniquely available to an incumbent. In a property rights 
interpretation of such exclusion or foreclosure the fact that the incumbent has rights in so 
far as the actions describe what the incumbent may or may not do with the resources it 
owns would be acknowledged. Furthermore the extent to which the incumbent can exc lude 
others from the market would also be acknowledged. While the principle source of 
potential competition comes from outside the market, it must be pointed out that in a 
dynamic market4 like telecoms potential competition can arise from within the market. 
Legal barriers to entry can easily frustrate the realisation of that competitive outcome.  
 
More importantly, as has been cited5 in Andrus v Allard:  

 
‘Government regulation by definition involves the adjustment of rights 

for the public good’ 
 
Early-on investments by an incumbent may deter an entrant by signalling high costs of 
entry. Glance back at Figure 2 in Chapter 7. This may reflect the opportunity cost of the 
property right of the incumbent. Often the legislative environment determines the nature of 
entry into a market. This could arise if the environment were to facilitate the symmetry 
between entry deterrence and exit-inducing behaviour. In these circumstances the law per 
se could influence the configuration of the market equilibrium. In such circumstances the 
outcome may be conducive to rent-seeking activity. 
 
According to the Coase theorem in our discussion in Chapter 3, assets will be acquired by 
those who can use them best and efficient resource use will not occur because assets are 
not put to their best use unless by chance they are assigned to those who value them most. 
There are no guarantees of efficient resource use offered by competition agencies, quite 
simply the economic activity is ‘wrong’, an offence under the law. A reliance on a black 
letter ‘right’ or ‘wrong’ will, in the first instance, redistribute rents and rights and as a 
secondary objective achieve efficiency. In contrast a reliance on costs and benefits focuses 
on the sources of the costs and benefits and on the long term effects of various business 

                                                 
4 A dynamic market displays the characteristics of workable competition as outlined in this paper. In addition 
a  dynamic market would exhibit unstable market shares and transient monopolies. 
5 Andrus v Allard  444 US 51 (1979) 
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activities. Here it is being suggested that efficient contracting or bargaining between the 
incumbents and potential entrants would be efficiency enhancing6.  
 
Entry barriers can be divided into exogenous sources of entry barriers and endogenous 
sources of entry barriers7. A primary source of endogenous barriers is the legislative 
environment, which creates a legal or regulatory barrier to entry. The latter reflects the 
degree of imperfection8 inherent in the market, which dominant incumbent firms can 
exploit against other incumbents as well as entrants; the entry barriers are endogenous 
rather than arising from underlying structural conditions. They are in many respects, as 
argued in Chapter 5 ‘voluntary barriers’ and if the imperfections are large then the entry 
barriers are high. Market imperfections define the nature of entry; they are inherent in any 
undesirable9 assignment of property rights and may give rise to or perpetuate X-
inefficiencies in the market.   
 

If we begin to ask such questions on assessing efficient entry conditions then the more 
traditional Neo-Classical view on entry barriers associated with the earlier work of Bain 
should now be passe in competition and regulatory agencies. In particular, in the 
assessment of entry conditions under conditions of workable competition10, the emphasis 
should be on efficient entry. For the purposes of this chapter the characteristics of 
workable competition include i. the reasonable opportunity for entry, ii. product 
differentiation, which may allow real positions of transient monopoly and iii. matching 
rivals prices as a means whereby competition diffuses the gains of productive efficiency. 
Let me explain the reasoning here. Traditional efficiency meant the most productive 
allocation of resources among different industries, the best allocation of goods among 
consumers, the production of the right goods and the use of the least expensive methods of 
production. The concept is based on cost minimisation. In this paper we are defining 
efficiency in the context of efficient entry pricing under workable competition. Even if the 
monopoly profits are dissipated by rent-seeking, Bain’s interpretation of entry barriers 
would not find a barrier, if no firm earns an economic profit. An alternative to the Bain 
perspective on entry barriers may be the Demsetz11 view wherein a barrier to entry is any 
obstacle 12 to efficient contracting between incumbents, would-be entrants and consumers.  

                                                 
6 As an hypothesis, that a reliance on costs and benefits, would secure an efficient resource use is informative 
- economic activity is organised to ensure that the excess of benefits over costs is maximised. 
7 Exogenous sources are embedded in the structural conditions of the market, for example, technology, 
nature of the products and vertical integration. Endogenous barriers, however, are more strategic in that they 
are at the [incumbent] dominant firm’s own discretion. We would include legal barriers to entry in this 
category as they are retained by successful lobbying. 
8 Imperfections that are due to cost asymmetries, X-inefficiencies, information problems, credit or 
commercial criteria and legal restrictions. 
9 For example, McNutt (1996, p159-164):Economics of Public Choice has argued that rent-seeking 
behaviour (lobbying) is a rights allocation mechanism for ensuring the transfer of rights and rents. 
Undesirable rent-seeking arises when the individual or society is not compensated for a transfer of real 
resources, so the key question here is whether or not a mo ve from the status to a more liberal pro-entry 
regime is Pareto improving, whereby the incumbents are made no worse off but certainly not better off [they 
receive a Hicksian compensation]. Pareto improvement is a normative criterion for a regulatory authority’s 
intervention in order to abridge property rights. 
10 J.M.Clark (1940): ‘Towards a Concept of Workable Competition’ American Economic Review vol x 1940 
pp241. 
11 Demsetz (1982) ‘Barriers to Entry’ American Economic Review pp47-57. 
12 Reliance on observable criteria, the inefficiency, for example, may be (mistakenly) characterised by 
(existing) higher than competitive prices (lower consumer surplus) or anticipated higher prices. Tobin’s q-
ratio might interpret the prices differently, a lack of capital investment. 
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Well-Defined Property Rights 
 
While an efficient use of resources is important for maximising the value of public 
resources, property rights, however, have to be exclusive, complete and transferable for 
traditional allocative efficiency. In other words, market exchange cannot take place in the 
absence of exclusive, complete and transferable property rights. Any proposed policy 
change in the regulatory framework must ensure that property rights are clearly defined 
and that there is efficient entry13.  
 
Theorem: Efficient entry is defined in terms of a (pro-entry) efficient  price, which reflects 
the opportunity cost (profits foregone) of the entrant 14 and the opportunity costs of the 
incumbent. The two conditions could be interrelated, arguably, since property rights help 
to ensure that market exchange is voluntary. For the Paretian standard to be welfare 
enhancing both consent and unanimity must apply. This has been challenged in a recent 
review in the journal Public Choice. 
 
Well-defined property rights are necessary to achieve an efficient allocation of resources. 
Posner15 once observed that 
 

‘without property rights there is no incentive to incur these costs (of investment) because 
there is no reasonably assured reward for incurring them’. 

 
Additionally, if a regulatory policy change provides access at a price less than an efficient 
entry price, the change will effect an uncompensated ‘taking’ of the incumbent’s property 
right. This would arise if incumbents’ profits were reduced disproportionately to the 
amount of investment undertaken in the market. This is another way of looking at the 
reasoning behind ECPR where incumbent opportunity cost in the market segment ‘lost’ or 
allocated to an entrant is recognised. American jurisprudence16 vide Duquesne, supports 
that proposition. If ownership were defined to allow voluntary consent from incumbents to 
guide the use of resources then ownership costs17 - in terms of product quality and 
consumer surplus - would have to be borne by an entrant and if prohibitive, the ownership 
costs would deter Farrell’s dishonest entry in equilibrium. 

 

Methodology for Efficient Entry 

 
Often a public utility monopoly18 may arguably be in a dominant position because of 
history and its responsibility for the provision of a public and universal (a public good 

                                                 
13 Efficient entry can be defined in term of the access price to the new pro-entry regime. Entry would be 
profitable if the entrant’s mark-up were to exceed the opportunity cost of access. However in a (licensed) 
regulated market, an efficient entry price may have to reflect the opportunity costs of the entrant in cases 
where entry may have been delayed during the lifetime of the Derogation. 
14 An access price p1 just above the Bain-Modigliani limit price is an alternative. 
15 Posner (1992) Economic Analysis of Law, Chicago Press 
16 Duquesne Light Co v Barash 488 US 299,314 
17 This would be a legitimate positive transaction cost in the market. 
18 The Court of Justice has held that an undertaking benefiting from a legal monopoly in a substantial part of 
the common market may be regarded as holding a dominant position, Case C-41/90 Hofner & Elser [1991] I 
1979  para 28 and Case C-260/89 ERT [1991] ECR I -2925 para 31. 
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argument) service. However under EU law19 any company in a dominant position in a 
product or service market has a special responsibility not to allow its conduct to impair 
undistorted competition on the common market. But the provision of a universal service 
will inevitably20 include new entrants or existing incumbents as rival players in the 
development cycle of a sector under liberalisation. In other words, the obligation is 
particularly challenging in circumstances where a public utility is dominant on a market 
and where, uniquely, its market position can significantly affect competition on one or 
more downstream or associated markets. This is precisely the heart of the issue in 
telecommunications liberalisation. 
 
Efficient Entry & Workable Competition 
 
Article 82 covers all conduct of an undertaking in a dominant position. The behaviour of 
the undertaking is deemed to hinder the maintenance or growth of the degree of 
competition still existing in the dominated market or a market associated with it, where as 
a result of the very presence of that undertaking, competition is weakened. The actual 
scope of the special responsibility imposed on an undertaking in a dominant position must 
therefore be considered in the light of the specific circumstances of each case, reflecting a 
weakened competitive situation. Indeed the responsibility of dominant companies as the 
holders of special and exclusive rights within the meaning of Article 82 is particularly 
strict given the extremely weak state of competition, which is inevitable in the early stages 
of deregulation and liberalisation and the transition to fully competitive markets with 
explicit property rights. The entrant’s competitive impact statement should be regarded as 
a key contributor to the nature of competition post-entry.  
 

 
 
 
 
 
 
 
 
 

Figure 1 

                                                 
19 Case 822/81 Michelin v Commission, [1983], ECR 3461 
20 Indeed it may be normal for the former monopolist to continue to provide universal service funded by 
either the taxpayer or a levy on new entrant(s). 
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Efficient Entry Price 
 
Unfettered competition between networks has remained until recently a very distant 
prospect. The regulatory literature on interconnection has developed into one mainly in 
which a dominant operator controlling a bottleneck or essential facility is required to 
interconnect with entrants competing on a complementary segment. During the transition 
to competition entrants may be handicapped by the incumbent’s reluctance to provide 
access to its network on a reciprocal basis and at a reasonable price. Interconnection 
however requires co-operation among competitors, who must agree on its mode and 
especially on its price.  
 
In their 1998 papers21, the Laffont, Rey and Tirole [LRT] Proposition 3 states that the 
socially optimal access charge lies below the marginal cost of access. This result however 
depends on the absence of joint and common costs since such costs would need to be 
covered through a mark-up on the access charge. This would change 22 if the market power 
of the incumbent is off-set by a subsidy on the access charge to the entrant. This subsidy 
can take the form of a discount on access. If we work from the premise that a higher access 
charge inflates (p* increases without bound when unit access charge increases) the final 
price to the consumer23 then we could ask: what access prices would be set by a 
benevolent regulator?  
 
Let ‘a’ denote the unit access charge to be paid for interconnection by a network to its 
competitor. The standard monopoly pricing formula is  
 

[pm -LMC]/pm = 1/η; 
 

                                                 
21 Article entitled ‘Network Connection’ in  Rand Journal of Economics vol 29 no 1 Spring 1998 pp1-56 
22 A Ramsey charge would converge to LMC in our set of equations. 
23 If the regulator were to set the access charge high enough for strictly positive profits. 
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if we use the LRT assumption that each network’s marginal cost of access must account 
for the access premium or discount on off-net calls and for ‘a’ close to the LMC, there may 
exist a unique equilibrium which is symmetric and characterised by p1 = p* with the lower 
bound derived later in this paper.  
 

If an incumbent public utility’s equilibrium is in the neighbourhood of a break-even point 
then the condition LAC=AR will hold at that point. The point of intersection between the 
LAC and the AR line would be to the right of a minimum point of the long run average 
cost. At this point a break-even price, p1, will be (observationally) less than the LMC of 
output. However at a level of price p* = LMC for the output range q1, (observationally) 
TR > TC at the p* point. If an incumbent is unable to charge p* (say) due to a price cap, 
and entry occurs, what would be an efficient entry price for an entrant in this stylised 
world? On the assumption that a market price in a competitive market always includes 
compensation for opportunity costs, the opportunity cost of access may have to discount 
all potential earnings that the incumbent forgoes. This is not dissimilar to ECPR. However 
in a regulated market, an efficient entry price would have to reflect the opportunity costs of 
the entrant where entry was delayed during the lifetime of a legal barrier to entry.  

 

The parameter d is a measure of [p*– p1] where p* includes compensation for incumbents’ 
opportunity costs and p1 includes compensation for the opportunity costs of the entrant. A 
market equilibrium can exist only if there is a significant asymmetry in the size of the 
incumbent’s and entrant’s market. For the incumbent at the (q1 p*) equilibrium, the 
assumption that TR > TC holds around a circular local ne ighbourhood24 and therefore it 
could be rewritten as q1. p1 > h.(q1), where h.(q1) is the cost function; we proceed to 
expand the assumption as follows: 

 
q1.p1 > h.( q1) 
 
At the p* level, if the condition25 (p1 + d) = LMC =  h' (q1) holds we can substitute the 
term {h' (q1) – d} for p1 as follows 
 
q1.[h' (q*) – d] > h.( q1) 
 
h' (q1) – d > h.(q1)/q1 
 
If we proceed to differentiate with respect to q1 
 
h'' (q1) > {q1 h' (q1) – h(q1)}/[q1]2 
 
h'' (q1) > h' (q1)/q1 - h(q1)/[q1]2 
 
                                                 
24 There are two prices p* and p1. Consider the prices to be imitated sufficiently often in a Markovian 
learning process by the entrant and incumbent to become one and the same price state. If the incumbent 
adopts a strategy of charging  p* in a local neighbourhood of prices with a population of entrants who free 
ride, the learning model of  Eshel, Samuelson & Shaked (1998) in American Economic Review March  vol 
88, pp 157-179 may be appropriate. The author is working on such an application. 
25 We think of p* and p1 as clusters of price in a neighbourhood, so that p* is marginally above p1 and equal 
to the LMC. The incumbent’s price at p* could generate an incentive for a potential entrant. The author 
hopes to construct a diagram to reflect the equilibrium. 
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q1. h'' (q1) > h' (q1) – h(q1)/q1 
 
 
Using the identity p1q1 = h.(q1), we can rewrite it as h(q1)/q1 = p1 and substitute into the 
equation 
 
q1. h'' (q1) > p1 + d – p1 
 
q1. h'' (q1) > d 
 
h'' (q1) > d/q1 
 
∫ h'' (q1).dq1 > d. ∫1/q1.dq1 
 
h' (q1) > d.ln[q1]. 
 
In the long run equilibrium LMC = p*; in the market configuration where the condition TR 
> TC holds, the LMC > d.ln[q1]. Since LMC = p*, we can rewrite as follows 
 
p* > d.ln[q1] 
 
p*/ln[q1] > d, where (p1 + d) = LMC 
 
p*/ln[q1] > LMC – p1 

 
p1 > LMC -  p*/ln[q1], where p* = LMC 
 
p1 > LMC {1 – 1/ln[q1]} and using LAC as a surrogate measure for LMC, we can proceed 
to derive an efficient entry price 
 
p1 > LAC {1 – 1/ln[q1]} 
 

Boolean Network 

 

In other words p1 is an entrant’s lower bound of an efficient entry price. It is contingent on 
the location of the incumbent’s break-even point at q1, for example, at a switching cost in 
the case of local loop unbundling or for the marginal cost of trunk lines in the case of long 
distance competition. The LRT symmetric equilibrium price p1 = p* decreases with the  
substitutability of the two networks. It converges to the Ramsey price26 as the 
substitutability tends to infinity. 

Whether or not sovereign firms in a market system co-operate and lock themselves into 
binding commitments, which may be caught by antitrust legislation, depends on the rules 
of conduct for firm behaviour in a market system. We assume that there is a Boolean 
network of firm behaviour – at its simplest it is a rule, which stipulates that each firm acts 

                                                 
26 A Ramsey access charge is smaller than the marginal cost of access. It increases with the fixed costs of 
connecting, billing, and servicing a customer but is independent of the degree of substitutability. The 
monopoly access charge exceeds the marginal cost of access. It decreases with the fixed cost but increases 
with the degree of substitutability. 
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(say, on price) if and only if two firms act. Firm A makes a decision if two other firms 
make a decision but each firm can decide to act or not at each decision point. In many 
respects it is about aggressive competition. Stigler had argued that firms seek cartelisation; 
the gains from cartelisation include a less elastic demand curve and a slower rate of entry. 
It is rational and may be commercially sound for modern firms to collude and therefore no 
amount of legislation will stifle that desire. The argument can be traced back to Sraffa who 
had argued that firms would avoid competition if the expected rents from cartelisation 
exceeded the gains from long run competition.  

 

Concluding Comments 

 

To recast ownership rights27 in a Demsetz world the paper addressed the following 
question: how does a legal barrier to entry, which originates in and can be latterly justified 
by the rights system, affect consumer welfare generally? The issue here, as to whether or 
not a move from the status quo to a more liberal pro-entry regime is Pareto improving, is a 
public goods issue. It is imperative that the incumbents are made no worse off but certainly 
not better off, that is, they receive a Hicksian compensation. Under such conditions Pareto 
improvement could be advanced as a normative criterion for the regulator’s pro-entry 
intervention in order to abridge property rights. Market exchange cannot take place in the 
absence of exclusive, complete and transferable property rights. Any proposed policy 
change in the regulatory framework must ensure that property rights are clearly defined 
and that there is efficient entry defined viz an efficient entry price, which reflects the 
opportunity cost of both the entrant and the incumbent. The two conditions are 
interrelated, arguably, since property rights help to ensure that market exchange is 
voluntary28. 
 
Sidak & Spulber address29 a related question: what is the price that the incumbent would 
demand before he would voluntarily agree to allow entry? Another way of phrasing the 
question is to ask what would be the full cost to the incumbent of parting with his bundled 
asset of ‘licensed entry’ in a deregulated market as the incumbent with property rights? 
Alchian’s definition, that the cost is the highest-valued opportunity forsaken, would hint 
that the incumbent would at least demand the assets’ opportunity cost. However in a pre-
liberalisation market regime with varying degrees of market distortion, it may be judicious 
for the policy maker not to equate the opportunity cost with the assets market value 30.  
 
As an alternative, the regulator could define the opportunity cost for the incumbent as the 
difference between the market price of the property right and the incumbent’s incremental 
cost (the cost of acquiring a licence). This difference could amount to a measure of 
compensation for an incumbent. This amount would be equivalent to a just compensation31 
if it were equivalent to the amount that could be derived from voluntary exchange or 
                                                 
27 Vide McNutt (1996) Economics of Public Choice pp159-165 
28 For the Paretian standard to be welfare enhancing both consent and unanimity must apply. 
29 Sidak & Spulber (1996) ‘Regulatory Takings & Breach of the Regulatory Contract’ NY University Law 
Review vol 71, 4 p979 
30 Such an approach would induce moral hazard and probably lead to a deep-pocket compensation fund 
being established. The regulator should equally avoid setting the access charge such that the incumbent 
breaks even. This could imply to the entrant that the incumbents expected revenue (including the returns to 
selling or allowing access) equates with the incumbents’ capital costs. 
31 The Hicksian compensation referred to earlier. 
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bargaining, that is, if the incumbent is indifferent between voluntarily selling his bundled 
asset and submitting to the new pro-entry regime which may reduce the value of that asset. 
 
Entry conditions are therefore important for market performance. In particular, if the 
market is providing less consumer surplus than is possible, an entrant can make a positive 
profit by offering the consumer a menu of lower prices. In many markets consumer choice 
exhibits a bandwagon effect as consumers ‘experience’ the product or service32. Farrell 
(1986) had argued that  

 
‘in an experience goods industry, an entrant who could make positive profits by providing a better 

deal to buyers than do incumbents may cheat buyers by providing goods of low quality to make 
even greater profits’. 

 
 
 
The real economic issue with regulation and entry, however, is efficiency: allocative 
efficiency in terms of the optimal use of resources and maximum consumer surplus (lower 
consumer prices). Market imperfections [arguably, the laws on regulated entry per se are a 
market imperfection] define the nature of entry; they are inherent in any undesirable 
assignment of property rights and may give rise to or perpetuate X-inefficiencies in the 
market. Undesirable rent-seeking arises when the individual or society is not compensated 
either by competitive prices or quality standards for a transfer of real resources. The 
licensee-incumbent has ownership rights (a set of well-defined property rights). In a 
Demsetz world  
 
‘a decision as to which actions are violative of someone’s rights implies a derivative decision about 

the protective measures socially sanctioned for defending against entry’. 
 
A market in which rents are protected by legal barriers to entry create a secondary market 
for rent-seeking activity wherein rent-seekers who are prepared to dissipate rents to retain 
the status quo or secure entry. In other words the potential losers in any regulatory policy 
change are prepared to expend real resources to lobby the government and indeed the 
potential entrant winners are equally prepared to expend real resources to lobby. The 
amount of resources spent would be deemed wasteful as the rent-seeking activity decreases 
the measure of social (aggregate) welfare. Consequently a regulated market that exhibits a 
legal barrier to entry may be defined as allocatively inefficient in the absence of well-
defined property rights. 
 
If a regulatory policy change benefits consumers, the principals, on whose behalf the 
regulatory authority is an agent, consumer welfare will increase as the legal barrier to entry 
is dismantled. However this conveniently ignores the rent-seeking implications of the 
policy change and fails to introduce either a ‘willingness to pay’ or a ‘willingness to accept 
payment’ criterion, a la Sidak & Spulber. The entrant may be willing to pay p* if an entry 
plan was feasible. Under any hypothetical bargain neither party incumbent nor potential 
entrant, would reveal the ‘true’ preferences under voluntary exchange. The issue may be 

                                                 
32 The Tiebout hypothesis of ‘voting with your feet’ is appropriate for a taxi market wherein punters move 
around and experience different taxi services. The hypothesis may be more difficult to apply in the case of 
number portability. 
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about just compensation33; however the issue could also be about allowing a sufficient 
amount of compensation in order to militate against rent-seeking activity by the 
incumbents (who will lobby to retain the status quo).  
 
A measure of compensation, as a signal, may induce potential entrants to enter the market 
because incumbents will appear to make more than a normal return (given the market 
capitalisation of the incumbents bundled asset). From a harm and welfare perspective, a 
compensatory amount would have to focus on a Hicksian-type compensation (as if a 
voluntary exchange took place between the government or proper authority and the 
incumbent) in order to provide an optimal policy change, which would remove the legal 
barrier to entry. Rent-seeking by the incumbents may result in a defence of a legal barrier 
to entry; the legal barrier, for example, may be justified by a property rights system which 
affects consumer surplus and has a minimal effect on consumer welfare through the 
redistribution of rents.  
 
Therefore the incumbent’s rent-seeking34, their interference in the regulatory process, 
which Brock and Evans once35 referred to as ‘regulatory-process predation’, may be a pure 
waste of resources and, if so, should be discouraged. There is no easy way to assess entry 
barriers per se. In this paper, efficient entry was defined in terms of a pro-entry efficient 
price, which reflects the opportunity cost (entry profits foregone) of the entrant and the 
opportunity costs of the incumbent (with an uncompensated taking of a property right). 
The arguments in this paper would tend to suggest that an emphasis ought to be placed on 
entry conditions, which capture the strategic interaction of incumbents with government or 
the appropriate regulatory authority (de facto rent-seeking), balancing the rent dissipation 
with the opportunity cost of entry.  
 
A combination of (say) an efficient entry price with a property rights (ownership) price36 
creates a bundled asset. Any proposed policy change away from this regulatory framework 
to a more pro-entry competitive market may have to address this bundling as a structural 
parameter in the configuration of any new market structure post-deregulation. Any 
proposed policy change will invite lobbying and the inevitable rent-seeking expenditures. 
Therefore an evaluation of (legal) barriers to entry as endogenous sources of entry barriers 
would contribute to a  regulatory agency’s assessment of efficient entry. Any final 
judgement by third parties on the efficacy and efficiency of legal barriers to entry and how 
they impinge on efficient entry should take cognisance of how an efficient entry price is 
determined by a regulator. Arguably, there will be a moral hazard problem with entry if 
the determination impacts (and it will) on the post-entry property rights market equilibrium 
configuration. An efficient legal environment could exist for all firms if the regulatory 

                                                 
33 The transaction costs of paying compensation to an incumbent, if that were an option, will depend on how 
diffusely the welfare loss accruing to incumbents is spread across the population of property rights owners. If 
adequate notice is given of the pending policy changes, potential losers (the incumbents) can identify 
themselves. This would enable the regulatory agency to apply a Kaldor-Hicks criterion of potential Pareto 
superiority under which a policy that would be Pareto superior (with the payment of compensation) could be 
defended as welfare enhancing even if winners fail to compensate losers. 
34 This does not refer to the process of consultation, which is encouraged by regulatory agencies and entered 
into by the regulator and all interested parties. 
35 Brock, W and DS Evans (1983): ‘Predation: A Critique of the Government Case in US v AT&T’ in Evans 
[ed] Breaking Up Bell North Holland 
36 The unbundling of both is crucial in arriving at the true opportunity cost of the incumbent and then a 
measure of just compensation. 



 12 

agencies advocated a reliance on the computation and demonstration of economic benefits 
(harm and welfare analysis) rather than a reliance on ‘abstract’ notions of right and wrong. 


