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Chapter 1 

Law and Economics of Efficient Entry 
Patrick A. McNutt 

_________________________________________________________________________ 

I. Introduction 

In many regulated markets the legislative environment creates a legal barrier to entry. The 
government as initiator of a pro-entry policy, provides the legislative basis for 
restructuring the market by creating explicit property rights. The policy initiative may 
involve dismantling the existing market arrangements. Consequently the policy initiative 
may have to include a measure of compensation for incumbents. In this Chapter, however, 
the issue of barriers to entry is addressed from a public choice perspective, that is, from a 
property rights perspective. The theme of the Chapter is to critically evaluate how does a 
barrier, which originates in and can be latterly justified by a property rights system affect 
consumer welfare generally. 
 
The 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. It is possible that such 
actions affect the property rights configuration of market equilibrium. In particular, the 
barriers to entry exclude the entrant from the market. A property rights interpretation of 
such exclusion would suggest that the incumbent has rights in so far as the actions describe 
what the incumbent may or may not do with the resources he owns and the extent to which 
the incumbent can exclude others from the market 
 
The Chapter is about efficient entry, arguing that market imperfections inherent in any 
assignment of property rights will define the nature of entry. Efficient entry is defined 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 paper, it is argued that such actions and possibly the actions of the 
regulator may affect the property rights configuration in a market equilibrium. 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.  
 
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 

                                                 
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 
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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. 
 
Duty of Care  
 
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. It 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. 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 will influence the configuration of the 
market equilibrium. In such circumstances the outcome may be conducive to rent-seeking 
activity. 
 
It is recognised by Community law that any company must have a commercial reason if it 
refuses to sell (or trade) its products to a willing buyer. In its Michelin decision, the 
European Commission was clear in its direction that a finding that an undertaking has a 
dominant position is not in itself a recrimination but simply means that, irrespective of the 
reasons for which it has such a dominant position, the undertaking concerned has a special 
responsibility not to allow its conduct to impair genuine undis torted competition on the 
market. It reiterated its position in Irish Sugar, that there is no doubt that a firm in a 
dominant position is entitled to defend that position by competing with other firms in the 
market.  
 
Nonetheless, entrants will challenge the pro-entry regime. They may seek legal redress 
founded on an alleged abuse of a dominant position by a putatively dominant public 
utility. Alternatively, the incumbent may acknowledge a standard of ‘duty of care’ from 
EU jurisprudence on the essential facilities doctrine. This could be relevant in the 
deregulation of the telecoms markets wherein the issue of local loop unbundling is central 
to a potential entrant’s case. A ‘duty to deal’ is the minimum that can be deduced from the 
numerous statements and rulings by the Court and the Commission. Entrant-plaintiffs 

                                                 
3 Vide MacAfee & MacMillan (1986): ‘Bidding for Contracts: A Principal-Agent Analysis’ Rand Journal of 
Economics vol 17 
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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could argue that the greater the effect on competition, the harder it is to justify the refusal, 
and the less weight should be given to the argument that, in the long term, it is pro-
competitive to allow a dominant undertaking to decide with whom it will contract.  
 
II. Efficient Entry and Barriers to Entry 
 
According to the Coase theorem, 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 activities. Here it is being 
suggested that efficient contracting or bargaining between the incumbents and potential 
entrants would be efficiency enhancing6.  
 
In understanding the nature of efficient entry, legal barriers to entry (including Directives 
and Regulations and Derogations obtained by Member States), which may have the 
hallmark of both exogenous and endogenous sources of barriers to entry, are particularly 
relevant. The exogenous source of the entry condition is the legal protection offered by 
legislation, which introduces requirements and other restraints into the efficient entry 
condition. Arising from this is the probability that incumbents protected by the legislation 
can get control of strategic resources7, which collectively contribute to foreclosure and 
deterring entry. In addition, any action by incumbents in bidding up the price of entry 
would have the effect of raising rivals costs.  
 
The legal barriers compound any structural entry barriers that may be in place in the 
market creating an absolute cost disadvantage for the entrant. If the market imperfections 
are all significant then (endogenous) barriers will be substantial, strictly because of the 
strategic actions taken by established firms apart from any exogenous causes. In a post-
deregulation market the industry-wide preconditions or rules set by the incumbents mayl 
be shaped by the incumbents in order to make entry difficult for new entrants. Entry can be 
considered as contributing to the new capacity being created in the market where net entry 
is a crucial parameter8.There are many examples of markets where the cost of entry is 
prohibitive due to structural cost disadvantages. An additional cost of entry can be 
imposed by a regulatory limit or delay in opening markets to competition. Any law 
enshrining the regulation and subsequent amendments to it, if conducive to rent-seeking 
behaviour, will facilitate a second-best solution9.  
 
The Case of Entry Barriers  
 

                                                 
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 This is an endogenous source of entry barriers, for example, securing the best location on  a mast or bid the 
higher price for a taxi medallion. 
8 Net entry is  defined as the difference between the entrants combined new market share after subtracting the 
combined market share of any firms that exited during the period. 
9 First best solution would maximise consumer surplus, for example. 
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In the microeconomics literature, emphasis is placed on the height of entry barriers arising 
from cost disadvantages in terms of the underlying structural conditions in the market. 
This leads to the conclusion that barriers per se are the conditions that make entry difficult. 
Therefore a dominant firm must not deliberately attempt to and effectively shut out 
competitors. Law and economics scholars would focus on uncompensated takings and just 
compensation. If they were to arise as issues in the post-entry regime then the nature of 
entry and the extent to which it is equally important in understanding the impact of entry 
conditions on efficient entry and on competition in a (regulated) market should be 
considered. The nature of entry is an important structural contributor as to how incumbents 
and potential entrants (in particular) create and respond to capacity in the market. Do 
players bid for entry as in the 3G licences or does a government department, regulator or 
third party make a choice between a set of players? 

 

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 Bain10 
should now be passe in competition and regulatory agencies. In particular, in the 
assessment of entry conditions under conditions of workable competition11, the emphasis 
should be on efficient entry. For the purposes of this paper 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 Demsetz12 view wherein a barrier to entry is any obstacle13 to efficient 
contracting between incumbents, would-be entrants and consumers.  
 
 
 
 
III. Efficient Contracting 
 
Why efficient contracting? Emphasis by a national regulatory agency on efficient 
contracting between any two agents - (say) an incumbent and a would-be entrant - in a 
regulated market could be defended in terms of i. the entrants’ opportunity costs (in time 
and effort in seeking legal redress) and in terms of ii. the incumbent’s opportunity costs (in 
time and effort, especially if the regulatory agency is unlikely to err significantly). 
Arguably the incumbent has resources and has the right to use those resources efficiently 

                                                 
10 Bain (1956) Barriers to New Competition, Harvard Press 
11 J.M.Clark (1940): ‘Towards a Concept of Workable Competition’ American Economic Review vol x 1940 
pp241. 
12 Demsetz (1982) ‘Barriers to Entry’ American Economic Review pp47-57. 
13 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. 



 5 

even to the extent that it may exclude the entrant.  The entrant, however, has an equal right 
to enter the market. And it is imperative that a national competition or regulatory agency 
should attempt to balance the positive liberty14 of the entrant, who has a right to demand a 
service from the regulatory agency (funded as they are from the public purse), with the 
negative liberty of the incumbent. In reality most positive liberties are costly, are largely 
re-distributive in purpose and may affect incentives15. The rights of property, which are 
negative liberties enforced by tort and criminal laws, require a rights allocation mechanism 
of rights protection and enforcement.16 By analogy, the protection of rents accruing to 
property rights reassigned by any resolution of an offence may itself become a negative 
liberty enforced by competition law (for example, if a precedent is set).   
 
If the enforced re-assignment through regulated entry is deemed to be more costly to 
implement than a bargaining outcome through efficient contracting then the regulatory 
agency’s decision could induce inefficiency in the market. And that may be anathema to 
the principles of competition and regulatory policy since the objective is to maximise 
compliance with the law, minimise offences thus maximising the protection of property 
rights, an objective that is efficient, provided rents are dissipated17. Therefore a property 
rights approach to an efficient pricing regime would include both the incumbent’s position 
and that of the entrant. In the specific case of telecoms there is the unbundling18 of the 
local loop. In the exercise of the positive liberty of the entrant, the regulatory agency 
should seek a competitive impact statement from the entrant outlining the contribution to 
competition and to aggregate consumer welfare in the post-entry regime. It is imperative 
that the regulator errs on the side of allowing entry as a means whereby competition 
diffuses the gains of productive efficiency. 
 
 
 
 
The Case of Local Loop Unbundling (LLU) 
 
Take the case of LLU. Entrant competitors argue for open access on the grounds of 
fairness and on the grounds of the potential benefits of competition. This line of argument 
could easily give rise to a rent redistribution effect as follow: to the extent that they receive 
network services below cost open access provisions can result in a transfer of rent from the 
regulated incumbents investors and captive customers, to the entrants investors and 
customers. If entry amounts to a re-distribution of monopoly rents then there would be no 
gain to aggregate consumer welfare. Such a transfer should not be defended as fair for its 
allocation is arbitrary and depends on the ability of customers to switch to the new entrant, 
vide Spidak and Spulber. As argued earlier, 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.  
 
                                                 
14 Here using the Isaiah Berlin essay on positive and negative liberties to frame my Posnerian argument. A 
positive liberty is a right to demand a service from the government (or public agencies). A negative liberty is 
a right not to be interfered with by government (or public agencies). 
15 Seeking legal redress can become an effective business strategy rather than engage in aggressive 
competition. 
16 With lawyers, judges, civil servants and staff at regulatory agencies. 
17 Assuming that legislators, lawyers, politicians, administrators all act in good faith and competently. 
18 Regulatory unbundling can extend to a range of network components including interfaces, network 
functions, switching services, maintenance, customer information and billing and ordering systems. 
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Therefore ‘forced unbundling’ could easily produce inefficiencies. If agents are able to 
bargain costlessly19 under efficient contracting and can effectively implement and enforce 
their business strategies, then the outcomes of the economic activity will be efficient. If 
government has to intervene through the aegis of a regulatory agency, the outcomes of the 
economic activity will only be efficient if there is an adjustment of rights for the public 
good (for example, the local loop or the power grid). The adjustment of rights in intricately 
linked with the nature of competition post-entry. New models of strategic competition on 
market entry, inform us that what is really important for entry decisions is the 20 nature of 
competition post-entry. Efficient entry would have to compare the benefits of competitive 
access to local exchange facilities with any inefficiency costs as measured by a decrease in 
consumer surplus. 
 
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 entry21. Efficient entry is defined in terms of a (pro-entry) 
efficient price, which reflects the opportunity cost (profits foregone) of the entrant22 and 
the opportunity costs of the incumbent, vide pp 8-10. The two conditions could be 
interrelated, arguably, since property rights help to ensure that market exchange is 
voluntary23.  
 
Well-defined property rights are necessary to achieve an efficient allocation of resources. 
Posner24 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 jurisprudence25 vide Duquesne, supports 
that proposition. If ownership were defined to allow voluntary consent from incumbents to 

                                                 
19The Coase theorem implies that efficiency alone determines the strategy choice. 
20 Vide Harbord & Hoehn (1994):‘Barriers to Entry and Exit in European Competition Policy’ International 
Review of Law and Economics, vol 14, pp411-435. 
21 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. 
22 An access price p1 just above the Bain-Modigliani limit price is an alternative. 
23 For the Paretian standard to be welfare enhancing both consent and unanimity must apply. 
24 Posner (1992) Economic Analysis of Law, Chicago Press 
25 Duquesne Light Co v Barash 488 US 299,314 
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guide the use of resources then ownership costs26 - 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. 

 

IV. Methodology for Efficient Entry 
 
Often a public utility monopoly27 may arguably be in a dominant position because of 
history and its responsibility for the provision of a public and universal (a public good 
argument) service. However under EU law28 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 inevitably29 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.  
 
For telecom cases in general, the markets30 where abuse of dominance and absence of 
workable competition manifest themselves tend to be either the provision of liberalised 
services to end-users or the provision of access to the facilities needed to provide those 
services to end-users or both. Against this background the public utility may allegedly 

                                                 
26 This would be a legitimate positive transaction cost in the market. 
27 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. 
28 Case 822/81 Michelin v Commission, [1983], ECR 3461 
29 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). 
30 While abuse of dominance and absence of competition might be a problem in some liberalised markets, 
there are others where, depending on the way in which competition is introduced and the degree of 
dependence on the infrastructure of the incumbent, the absence of competition may not be a problem. 
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have abused its dominant position if, for example, it refused to supply a rival competitor 
with wholesale interconnection31. It would be important that antitrust practitioners, lawyers 
and economists alike, are able to assess  
 
§ the conditions of efficient entry; and  
§ workable competition in the relevant product and geographic markets.  

 
In assessing entry conditions we have argued for adjudication on property rights and a 
balancing of the positive liberty of the entrant with the negative liberty of the incumbent 
There may be an existing regulatory barrier in the form of statutory legislation or a 
Derogation for a Member State, or there may be the requirement of a large initial sunk cost 
investment to build and develop infrastructure32 that is capable of providing high level 
telecommunications transmission capacity coupled with a minimum amount of know-how 
and technical knowledge. As a general rule, it could be established that the monitoring of 
rulings on whether or not interconnection agreements include terms that are contrary to a 
national Competition or Fair Trading Act could be based33 on the regulatory agency’s 
standard practice and interpretation of the Act, or if challenged in Court, by the judges’ 
understanding of dominance and significant market power, SMP, vide pp14-15. 
 
Efficient Entry Price 
 
McNutt (2001) proceeded to derive an efficient entry price 
 
p1 > LAC {1 – 1/ln[q1]} 
 

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 price34 as the 
substitutability tends to infinity. 

Efficient entry is best understood within the parameters of the type of competition that 
prevails in a market. It is characterised by the lower bound of an efficient entry price35 
computed as p1 > LAC {1 – 1/ln[q1]} with an upper bound contingent on efficient 

                                                 
31 Denial of access may be contrary to Article 82(a), which prohibits the direct or indirect imposition of 
unfair selling prices or other unfair trading conditions and Article 82(b), which prohibits the limiting of 
production, markets or technical development to the prejudice of consumers. 
32 While these are in the product market, for the geographic market there may well be the requirement to 
offer national transmission capacity, which may be limited due to a regulatory/licensing constraint. 
33 There are a set of economic principles which could easily be applied viz (a): any differentiation in prices 
and discounts could be founded on cost differences; (b): universal service obligation prices should reflect the 
costs incurred by providing the services in a competitive manner; (c): the assessment of prices and costs 
should be handled on the basis of the conditions in an enterprise which is in a technically and commercially 
appropriate manner and (d): prices should not be so high that they could cross-subsidise activities exposed to 
competition. 
34 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. 
35 The efficient entry price could converge to a long run equilibrium price of entry. 
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contracting36 between the parties as sovereign firms. Regulatory policy does not 
necessarily focus on the type of competition, relying instead on the market structure. 
Therefore in addressing the likely competition effects37 in a relevant product market focus 
should be on the type of competition underlying the structure of the market, both before 
and after any shock. Such a shock could occur with the introduction of new regulatory 
directives or legislative changes – the effect of each on the structure of the market is best 
assessed endogenously. 

It is conceivable that all competition under normal market conditions could fall between 
these idealised extremes of contest and scramble. Pure contest is rare; as individual firms 
compete for market share there will often be a compromise as combat competition 
becomes more intense and average market share may be reduced. This is a key contributor 
to undermining an understanding in antitrust analysis that competition and concentration 
are antithetical. Within antitrust folklore concentration leads to collusion; if we accept that 
competition and concentration are not antithetical, the debate in antitrust circles on 
concentration and collective dominance would become uncomfortably and possibly 
untenable, if it leads to the conclusion that competition38 contributes to collusion in a 
market system.  
 
In modern dynamic industries there are apt to be a few firms that have a differential 
advantage over their competitors. It may be due to lower costs or better product. In these 
industries these firms 39 will dominate the market so concentration is high and be able to 
price considerably above costs so that p-c margin and industry profit are high. High 
concentration tends to be observed with high price-cost margins, they do not cause high p-
c margins. This argument underlies the relationship between the H index and the industry 
price-cost margin under a Cournot solution. When firms have different costs, the result is 
skewed market shares and a high H index.  
 
V. Harm & Welfare Analysis 
 
The argument that is presented in this paper suggests that the presence of an incumbent in 
a market be considered in the context of competitive cycles in the relevant product market. 
In other words, recognition should be given by regulatory agencies of a transient 
monopoly position in a market – such a position has arisen in those EU economies that 
secured a derogation in telecommunications liberalisation, in attempting to accommodate 
the adjustment process for the (domestic) public utility monopolies. With ease of entry 
conditions and regulated entry, the net welfare gain accruing to society is easier to identify, 

                                                 
36 Otherwise it would require a price cap imposed by the regulator. 
37 In any competition assessment, the presence of an incumbent firm, a putatively dominant undertaking, will 
influence the debate on the likely competition effects of the shock. Emphasis will be placed on market 
concentration levels and alleged abuses of a putative dominant position. In order to address these particular 
issues, one could propose a counter-argument by presenting a set of mitigating circumstances as an input into 
any critical evaluation of the position of an regulated incumbent in the underlying market. 
38 However, it is possible, theoretically at least, to enunciate the possibility of competition with monopoly 
outcomes. 
39 The prediction of Demsetz’ differential efficiency hypothesis is that firms with high market shares will 
tend to have high price-cost margins and profits. An implication of this relationship is that industry profit 
will tend to be positively related to industry concentration. According to the hypothesis one does not want to 
go around breaking up highly concentrated industries - to do so would be to penalise firms for being superior 
and deterring them from what we want them to do - provide better products at a lower cost. 
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computed with respect to a long run competitive outcome. However, it is imperative to 
factor not only the opportunity cost of delayed entry but also the cost of new entry.  

New entrants often fail to meet demand deliverables and experience X-inefficiencies as 
they adapt their respective supply chains for the production and distribution of their 
competitive40 product and service. The costs identified above collectively represent x-
inefficiencies, suggesting an absence of promised lower cost delivery of the product and 
service or a generous recognition of entry adjustment cost. If a measure of x-inefficiency 
can be shown to be observationally equivalent to quasi-rents, McNutt41 then they are 
measurable in a partial equilibrium model, the bedrock of regulatory analysis. If the area 
representing a measure of x- inefficiency exceeds the welfare gain triangle commonly used 
in antitrust or regulatory analysis, the entry of new firms may not be Pareto- improving. 
Therefore harm to competition may not be minimised but harm to competitors, particularly 
the original incumbent monopolist, may not be dis-positive. 

 

 

The Robustness of the SSNIP Test 

 

In most cases the only hard number is the market share and the concepts of dominance and 
SMP are defined with respect to a market share threshold. Landes and Posner op.cit. had 
argued many years ago not to define market power in terms of specific market shares at 
all, but instead 

 

‘to interpret the market share statistics in each case by reference to qualitative indicia of the market 
elasticity of demand and the supply elasticity of the fringe firms’. 

 

They continued to argue that if either the market elasticity of demand or the elasticity of 
supply were high, different inferences would be drawn from the defendant’s market share 
than if either or both of these elasticities were low. Our initial concern has to do with the 
widest possible definition of the market. This always arises in any defence of a dominant 
position. A broad definition of the market, if robust to arguments on product 
substitutability, dilutes a measure of concentration based on market share figures. 
Therefore a central issue to be addressed is the extent of substitutability in the relevant 
market. A first test that ought to be directly applied in any regulatory assessment is a 
standard of functional inter-changeability (the functional inter-changeability test). Diesel 
and petrol may not be functionally inter-changeable at the point of sale in the forecourts. 
However, by proceeding with the more immediate SSNIP test (the hypothetical monopolist 
test) that both the European Commission and the US Department of Justice have endorsed, 
emphasis is placed on the supplier’s ability to switch from either diesel or petrol in 
response to a change in price.  

 

The robustness of the SSNIP test depends on supply-side substitutability, which in turn 
depends on capacity constraints, economies of scale and of joint production. A reference to 
                                                 
40 The product or service has to be competitively priced, this is the essence of competition and the rationale 
for new entry conditions. 
41 McNutt (1996) The Economics of Public Choice Elgar Publishing UK. 
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each in an assessment of competition issues would help to integrate a fuller understanding 
of contestability into the competition analysis. Notwithstanding, the net competition issue 
is the level of concentration and its likely competition implications. While, the arguments 
against a putative dominant undertaking, for example, are typically more than likely to 
centre on concentration ratios, the HHI in particular and to a lesser extent the Bain 
concentration level, these ratios are computed from a static market framework. A relevant 
market having passed the (two) market definition tests op.cit. could not robustly be defined 
as static, rather it is a dynamic market. Therefore the traditional measures of concentration 
may well be passé.  

 

The Relevant Firm42 

 

In litigation or in discussions with regulators on behalf of a defendant-dominant firm, for 
example, an incumbent public utility, it could be both judicious and prudent to characterise 
the firm as a multi-product firm under an efficient entry regime. Therefore any 
examination of the firm’s position in the relevant market would have to examine whether 
or not the firm, as a multi-product firm, could satisfy the entire market demand for its 
products and be more cost-efficient than all combinations of smaller and/or entrant firms 
serving the same markets. If it is the case, then the firm could be defined as a ‘natural 
monopoly’, although not necessarily a definition one would adhere to in every case. 

In the literature, Tirole 43 (1988) and others have argued that a firm should be considered a 
natural monopoly only if all other market structures result in negative profits. This would 
include, for example, a new market structure triggered by new regulatory directives or new 
legislation. There is an alternative view44 of a natural monopoly to the traditional view that 
is more likely to inform competition agencies on their interpretation of the dominant 
position of an established incumbent in public utilities. However it may be overly generous 
to dominant firms that are in a position to protect or extend their monopoly positions. This 
could arise because the alternative view identifies firms as natural monopolies even when 
more cost-efficient market structures45 could exist.  

 
VI. The Law & Economics of Efficient Entry Conditions 
 
As argued earlier, rent-seeking costs are added to the traditional social cost of monopoly 
has attracted the attention of anti-trust regulators who are interested in the regulation of 
monopoly markets. However a broad interpretation of rent-seeking would include the 
behaviour of incumbent firms who continue spending and exerting effort in order to 
maintain their monopoly position. Tirole46 considered both strategic costs and the 
administrative costs of rent-seeking. The latter include lobbying costs; the strategic costs 
include expenditure of real resources on developing brand loyalty and the costs of erecting 
barriers to entry. Real resources are devoted to these activities, resources, which have a 

                                                 
42 Vide McNutt (2001): ‘The Relevant Firm in Merger Control’ World Competition, vol 24 June pp 199-211 
43 Tirole (1988) The Theory of Industrial Organisation  MIT Press, Cambridge USA 
44 Baumol (1977) ‘On the Proper Cost Tests for Natural Monopoly in a Multiproduct Industry’  
American Economic Review vol 67 5 pp809-822 
45 Where a cost-efficient market structure includes private firm decisions on market entry and market exit, 
the determination of prices and the amount of capital investment. 
46 Tirole (1988) Theory of Industrial Organisation, MIT Press 
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high opportunity cost, and resources, which are being used primarily to maintain the 
monopoly position.  The social cost of monopoly must include the opportunity costs of 
these (rent-seeking47) resources used in non-price competition. 
 
The more traditional view on entry barriers is associated with the early work of Bain48. As 
alluded to earlier even if the monopoly profits in a legislative environment are dissipated 
by rent-seeking, Bain’s interpretation would not find a barrier if no firm earns an economic 
profits. Departing from the Bain perspective on entry barriers, the Demsetz49 view is that a 
barrier to entry is any obstacle to efficient contracting between consumers and would-be 
entrants. This inefficiency, for example, may be characterised by long queues at taxi ranks 
or higher than pre-entry competitive prices (lower consumer surplus) in the post-entry 
regime in a deregulated market or inconvenience to end-users of the product or service. 
 
Bain-Demsetz Paradox  
 
Barriers co-exist with the assignment of property rights. Therefore before a legal 
restriction is imposed on a market and becomes public policy a taxonomy of property 
rights could be produced by the regulator. The incumbent has resources and has the right 
to use those resources even to the extent that it may exclude the entrant.  The entrant has 
an equal right to enter the market. Hence Demsetz would have argued that a licensing 
requirement, which prohibits entry, is a barrier to entry even if licences were available to 
all firms at competitive prices. In other words, a requirement that a license must be 
obtained is a barrier to entry if the number of licences available is less than the number of 
owners (outlets/operators) that would operate without such a requirement or if the license 
is costly to obtain. In the case of taxi medallions, if licenses have to be purchased at 
market prices from the proper authority (this would dissipate monopoly profits) Bain 
would not find a barrier to entry in the market.  
 
Is there a Bain-Demsetz paradox when property rights are included? To reply in the 
affirmative any analysis of efficient entry50 would require that consideration be given to 
the nature of rivalry, market equilibrium post-entry and the nature of entry, collectively the 
entry conditions. This paper briefly focuses on the nature of entry but addresses rivalry and 
market equilibrium in the context of rent-seeking. However a key to the analysis of entry 
barriers in general and legal barriers in particular is consideration of the contribution made 
by rent-seeking expenditures to the level of absolute cost disadvantages accruing to the 
entrant. Likewise in considering absolute cost advantages it is important to take account of 

                                                 
47 Incumbents can successful lobby government to delay liberalisation. An interesting dimension to the 
debate on the relevance of rent-seeking to competition policy analysis is the role played by lobbyists in 
maintaining a monopoly position and the extent to which the incumbents, through lengthy and complicated 
regulatory procedures, attempt to delay the entry of other players.  For example, the incumbent’s expenditure 
on legal fees to protect its acquired monopoly position and the real cost of the time and effort spent in 
lobbying politicians, should all factored into a measure of the social cost of rent-seeking. 
48 Bain (1956) Barriers to New Competition, Harvard Press 
49 Demsetz (1982) ‘Barriers to Entry’ American Economic Review pp47-57. 
50 The value of the rents received by the incumbent will be reduced by the forfeiture of the specific 
investment in their holding assets [property, for example] that are specific. This may create a scenario 
whereby entrant’s aversion to risks could make entry difficult and paradoxically enable incumbents to 
sustain high profits without inducing entry. This is close to Farrell’s moral hazard barrier to new entry where 
consumers with rational expectations will be inclined not to purchase new entrant products or services, vide 
Farrell (1986) ‘Moral Hazard as Barrier to Entry’ Rand Journal of Economics pp440-449. 
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the relevant opportunity costs51. For example, an incumbent may expend resources, secure 
first-mover advantage on a new innovation, secure a patent with monopoly profits or 
capture the regulators. Each action incorporates a different bundle of rights. 
 
Absolute incumbent advantages exist in any regulated market where entry is restricted. An 
incumbent who seeks to consolidate market share often resists entry by a potential entrant 
into a market. An incentive to enter exists whenever the potential entrant identifies a 
profitable entry plan, E(c,p), defined in price, p, and costs, c. The costs of entry can be 
divided into pre-entry costs and post-entry costs, with the pre-entry costs identified as 
constituting a recognisable barrier to entry, for example, structural cost disadvantages. The 
scale of costs, referred to as the height of an entry barrier, are related to the sunk cost 
investments undertaken by incumbents and the entry plan, E( .), is non- increasing in c, 
increasing in p and non- increasing in incumbent’s rent-seeking expenditures.  
 
As price expectations rise, the probability of entry will normally rise contingent on any 
rent-seeking expenditures incurred by the incumbent. Entry can occur but it takes time to 
become effective, to secure a licence, to secure a property right and to develop goodwill 
with consumers. The time distinction may be a matter of degree but it is worth reiterating 
that the pre-liberalisation law may delay entry, prevent instantaneous entry into the market 
and therefore contribute to pre-entry costs. It is not the difficulty in acquiring a property or 
licence that delays the instantaneous entry but rather the nature of entry under the law 
often becomes the barrier to entry. The incumbents implicitly may have a first mover 
advantage, acquired historically, and in welfare terms there is no incentive for 
improvement and a greater incentive to engage in socially wasteful rent-seeking 
expenditures.  
 
Efficient Entry & Just Compensation 
 
Therefore the regulator has to step in defining efficient entry52 in terms of an efficient 
entry price, the regulatory determined access price to the new pro-entry regime. For the 
entrant, entry is profitable if and only if the entrant’s mark-up over the incremental cost of 
access (and service production) exceeds the opportunity cost of access. On the assumption 
that a market price in a competitive market always includes compensation for such 
opportunity costs the opportunity cost of access refers to all potential earnings that the 
incumbent forgoes. However in a licensed regulated market, an efficient entry price would 
have to reflect the opportunity costs53 of the entrant where entry was delayed during the 
lifetime of the legislation or regulation. 
 
To recast ownership rights54 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 
                                                 
51 On the other hand, incumbents may enjoy monopoly profits from acquiescence in an industry-wide norm, 
the retention of which requires expenditure of real resources. If the rent-seeking uses some of the 
incumbent’s monopoly profit then this dissipation of monopoly profit involves no social loss but a transfer 
from the monopolist to the lobbyist; however if the market for lobbyists responds to this redistribution, then 
there is the additional general equilibrium impact on allocative efficiency. 
52 There may be parallels here with network access pricing and Baumol’s formula. Also vide Laffont and 
Tirole (1999): Competition in Telecommunications, MIT Press 
53 The expected revenues would have to allow for opportunity costs (of the entrant), however calculated. 
54 Vide McNutt (1996) Economics of Public Choice pp159-165 
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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 norma tive 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 
voluntary55. 
 
Sidak & Spulber address56 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 value57.  
 
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 compensation58 
if it were equivalent to the amount that could be derived from voluntary exchange or 
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 service59. 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’. 

 

                                                 
55 For the Paretian standard to be welfare enhancing both consent and unanimity must apply. 
56 Sidak & Spulber (1996) ‘Regulatory Takings & Breach of the Regulatory Contract’ NY University Law 
Review vol 71, 4 p979 
57 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. 
58 The Hicksian compensation referred to earlier. 
59 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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Of course if consumers have rational expectations60, they will be unwilling to buy from the 
entrant. As a result, moral hazard in a seller’s choice of the quality of an experience good 
can lead to a barrier to entry. Farrell continues to argue that if hit-and-run entry occurred, 
the threat of such entry may not discipline the pricing strategies of incumbents. 
Furthermore, if a legal barrier to entry is presented as a mechanism for the delivery of 
honest service and quality - a mechanism that is otherwise absent in a pre-entry market 
environment - then licens ing proffers society a premium for such honesty and the 
temptation to dishonest entry (the moral hazard problem) is less (more) likely the lower 
(greater) the consumer surplus. 
 
VII. Concluding Comments 
 
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 
about just compensation61; however the issue could also be about allowing a sufficient 

                                                 
60 For the consumer switching costs may militate against buying the entrant’s product, if the consumer 
surplus gain to the buyer from entry is outweighed by the real cost of switching, which includes moving to 
the buyer’s location or network in addition to buyers product quality [moral hazard]. 
61 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 
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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-seeking62, their interference in the regulatory process, 
which Brock and Evans once63 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) price64 
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 
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. 
 
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 

                                                                                                                                           
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. 
62 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. 
63 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 
64 The unbundling of both is crucial in arriving at the true opportunity cost of the incumbent and then a 
measure of just compensation. 
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capitalisation of the incumbents bundled asset). From a welfare perspective, a 
compensatory amount would have to focus on a Hicksian 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. 
Through rent-seeking by the incumbents a legal barrier to entry 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-
seeking, their interference in the regulatory process, which Brock and Evans (1983) 
referred to as ‘regulatory-process predation’, may be a pure waste of resources. 
 
 
 


