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CHAPTER 2 (forthcoming in World Competition, vol 26, 2003) 
 

Taxonomy of Non-Market Economics1 for 
European Competition Policy: 
The search for the true competitive price 
 

Patrick A. McNutt2 
 

 
We argue that competition is a process, and as such can be descri bed, rather than defined. No parameter of interest to 
competition assessment should be estimated in isolation without reference to the history of prices and quantities in a 
market and the strategic interactions of the firms. An alternative to the approach adopted by DG Competition for 
modelling tacit collusion and dynamic coordination would be to incorporate directly into competition assessment 
models some reason for history to matter. With a new package of reforms from DG Competition in Brussels, now may 
be the time for European competition analysis to embrace more fully elements of public choice, law and economics, 
and game theory. Collectively, they represent non-market economics. Non-market economics for the purposes of this 
article is therefore based on the conception of economics as the science of rational choice and strategic reaction rather 
than merely the study and analysis of economic markets. Understanding competition law and understanding non-
market economics are challenges that go hand in hand.  

 
 

 
The pleasures of the retrospective view; Attractive though they are, are not for me 

-  or you – since we always must renew; the habit of re-learning how to see3.  
 
0. PREVIEW  
 
In 1897, Oliver Wendall Holmes, wrote4: ‘For the rational study of the law, the black-letter man may be the 
man of the present, but the man of the future is the man of statistics and the master of economics (p469)’. 
Recent5 rulings in Airtours and Schneider & Lagrand, in particular, and the EU-US differences in the 
GE/Honeywell  case might suggest that this bold prophecy has come true. The Schneider & Lagrand ruling 
accused the Commission of lacking ‘cogent evidence’ for its decisions and basing its judgements on ‘errors 
of assessment’. However, the Court of First Instance in Schneider & Legrand overturned much more than a 
merger6. In a well articulated judgement, the Court ‘overturned the ability of any party – Commission or 
firm – relying on generalised statements, cursory analysis, or sweeping analogies’. 
 
This is a significant judgement. It also provided the catalyst for this article, which considers the merits of 
non-market economics in European competition policy. Section I is a scene-setting introduction to recent 
European cases. Section II opens a new storybook. Sections III both defines and explores the boundary of 
non-market economics and provides a critical discussion of the relevance of non-market economics to 
competition policy.  In Section IV it is argued that the Schumpeterian competitive process, wherein 
competition and technical progress occur together, is an integral part of a non-market economics 
perspective. Section V revisits the economics and competition assessment of tacit collusion. Section VI 
previews the search for the Holy Grail of competition policy, the true competitive price. Section VII 

                                        
1 Rationality is at the core of both non-market economics and Neo-classical economics. However, a non-market 
economi cs approach to competition assessment would be more inclined to emphasise that competition is best 
understood as a process and that the behaviour of rival firms should be explicitly modelled as rational choice.  
2 Author can be contacted at personal web page at www.patrickmcnutt.com. Some of the material presented here is 
from a forthcoming book McNutt, P: Law, Economics and Antitrust, to be published by Elgar, forthcoming in 2004. 
The author acknowledges helpful comments from William Baumol, Barry Hawk, Shanti Chakravarty, Manfred Holler, 
Bob Lande, Wouter Wils, Greg Swinand, Bert Foer and Martin Cave. The author is the inaugural Chairman of the 
Jersey Competition & Regulatory Authority. The views do not reflect the views of the Authority. The views are 
personal. The usual disclaimer applies.  
3 The poet Patrick Ireland aka Brian O’Doherty in The Whoseday Book, January 31 2000.  
4 Holmes, Oliver Wendell (1897): ‘The Path of the Law’, vol 10, Harvard Law Review, 456.  
5 CFI overturned the Commission’s Airtours decision Judgement T-342/99, 6 June 2002. 
6 Article by Leonard Waverman, on Schneider & Legrand in International Bar News December 2002 pp11-12.  
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concludes the article. Throughout the article Lessons are introduced by way of example in order to clarify 
the concepts and ideas.  
 
I. INTRODUCTION 
 
The Commission’s apparent rejection of the need for a retaliation mechanism in its Airtours decision7 
ignored the clear statement from the Court of First Instance in8  Gencor/Lonhro  in favour of the concept. 
Notwithstanding the reform package announced by Commissioner Monti in Brussels in November 2002, 
and the on-going deliberations,  support for a coherent economic approach applied by DG Competition, as 
the foundations for a European school of antitrust9, has temporarily dissipated. But all is not lost. What 
appears to be a catalogue of errors in applying economic theory, illustrates the need to go beyond the 
boundary of Neoclassical economic reasoning in applying critical economic analysis to competition 
assessment in general. We must remember that the long history of US antirust has provided a wealth of 
cases, which allow practitioners to trace the development of court attitudes. It has also given US antitrust a 
coherent body of market analysis with which practitioners can examine the circumstances surrounding the 
different features in a market and related business behaviour. In comparison, European competition policy 
is still in its embryonic stage of development. 
 
In retrospect, it is easy to argue that lessons could have been gleaned from the 1993 Wood Pulp ruling10 , 
where the European Court of Justice accepted the reasoning of the Advocate General that the Commission 
had not given proof of collusion and in particular that parallel prices do not imply tacit collusion, vide 
Section IV. However, the application of a European concept of collective dominance was emerging1 1 by 
1993 in Nestle/Perrier and by 1998 the question of the application of the Merger Regulation to situations of 
collective dominance was answered in the affirmative by the European Court in Kali & Salz. But EU case 
law began to resemble the US antitrust principle of ‘co-ordinated interaction’, which includes both the 
hypothesis of an explicit cartel and the case of tacit collusion. In June 2002, the Court of First Instance held 
in essence that the Commission’s analysis of the concept of collective dominance under the Merger 
Regulation in Airtours was seriously flawed.  
 
II. OPENING A NEW STORYBOOK 
 
In the Neoclassical theory storybook that underpins competition and antitrust analysis, there is a 
misallocation of resources. The misallocation is to the extent that monopoly power is used to keep prices 
above long run marginal costs. In the storybook, perfect competition is presented as the template for an 
ideal market outcome, a panacea where prices equate with the long run marginal costs. Many antitrust 
lawyers and economists seem to have what Koopmans12 (1957) called an  ‘overextended belief’ regarding 
the efficiency of competitive markets as a means of allocating resources in an economic world. Leaving 
most decisions to markets and the defining of market ‘failures’ is warranted by the assumption that the 
motivations for market activity is satisfying the needs and interests of market participants.  
 
Just as it is natural to infer good or ‘a right’ from the circumstances of competition, so it is natural, within 
the Neoclassical storybook, to infer ill or ‘a wrong’ from the circumstances under which market power can 
be exploited. Therefore, monopoly is ‘bad’ and competition is ‘good’ within this framework, which is 
unable to determine a long run competitive price, save that it ipso facto has to be below a monopoly price. 
However, in an economic world characterised by ubiquitous uncertainty this belief structure is challenged. 
In such a world very few parameters13 of interest can be estimated in isolation without reference to the 
history of prices and quantities in the market. This requires a new storybook. In the following sections and 
sub-sections of this article, as the non-market economics storybook unfolds, new solutions to old problems 
will be presented. In rehabilitating the concept of workable competition, for example, emphasis is placed 

                                        
7 Commission decision 22 September 1999 Airtours First Choice, Case IV/M.1524. 
8 Original Commission decision 1996 Gencor/Lonhro Case No IV.M 629.  
9 Vide Hilderbrand, D (2002): ‘The European School in EC Competition Law’ World Competition, vol 25(1) pp1-23. 
10 Wood Pulp Decision 1993 by ECJ. Advocate General Marc Darmon conclusions and the judgement of 31 March 
1993 in Recueil de la Jurisprudence de la Cour de Justice et du Tribunal de Premiere Instance, Part I, 1993, no 3 
pp1307 ff. Airtours v Commission, decision of 22 September 1999.  
11 Nestle Perrier [1993] 4 CMLR M57 and M58; Judgement Kali & Salz 31 March 1998 joined cases C-68/94 and C-
30/95; Judgement Gencor/Lonhro 25 march 1999 in case T-102/96 Gencor v Commission.  
12 Vide part II of Koopmans, T (1957): Three Essays in the State of Economic Science, McGraw Hill, NY 
13 Phlips, L (1995): Competition Policy: A Game Theoretic Perspective Cambridge University Press, UK 
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on a wider range of factors required to show the presence of competition in a market. The supergame 
approach is introduced as a dynamic approach to modelling history dependence in oligopolies14.   
 
A. Workable competition 
 
The economic market in which many European firms compete today is dynamic: characterised by 
innovation, R&D, rapid product development, new product technology, market alliances, market sharing 
strategies15  and vertical arrangements. And a key driver in the market is the role of innovation16 as a 
primary competitive weapon. Such characteristics are reminiscent of the conditions attached17 to Clark’s 
(1940) workable competition - product differentiation, excess capacity and rewards for innovation 
(Schumpeterian efficiency). Each of the three conditions are contrary to the Neoclassical paradigm of 
perfect (static) competition and could be used insouciantly to show the absence, rather than the presence of, 
competition in a market. Rewards for innovation, in particular, would have required DG Competition in 
GE/Honeywell  to account for research and development or goods not yet available but under development. 
Potential competition theories only take account of the effects of possible new entrants in the existing 
product market, but do not adjust market definition to account for rewards to innovation. The area A2 in 
Figure 1 is a proxy measure for such rewards. 
 
As an antitrust standard the Neoclassical perfect competition paradigm should be passé. Perfect 
competition may not be a relevant straw man or counterfactual for competition policy assessment. The 
integration of the reasoning of non-market economics thinking into European competition analysis could 
provide an insightful and reliable framework for evaluating the likely price effects of firm conduct. When 
firms are few and entry is difficult, it is reasonable to assume that a cartel can raise prices. However, 
economic welfare also depends on technological progress. But unhappily, in such a situation, there is no 
way that product can be efficiently organised and produced without a cartel. Indeed, it has been argued that 
over the long run, the benefits to society from innovation may substantially outweigh those associated with 
competitive pricing18 ,  if  A2 >  A1 in Figure 1. Economic thinking has yet to reach a consensus on 
innovation-related issues. However, the task for competition policy is to develop an analytical framework 
that neither impedes desirable innovation nor permits market power to reduce technological progress. A 
key driver in the search for an analytical framework is the formalisation of strategic relationships across 
competing firms.  
 
B. Supergame approach 
 
Earlier literature19  had considered the dynamic problem of a firm in an economic market that reacts in a 
specified exogenous way to the firm’s actions. However, the models did not endogenise the firms’ rivals’ 
reactions. It is this endogenisation  that could buttress a game theoretic underpinning of an analytical 
framework for modern antitrust. Product and service markets are not totally static, because history matters. 
The problem with the supergame approach is that it is all too successful in producing tacit collusion. 
Supergames have multiple equilibria; therefore we have to be careful that supergame models may not 
provide sufficient predictive power to predict observed oligopoly behaviour in the real world. An 
alternative is to incorporate directly into the model some reason for history to matter.  
 
Traditionally the typical approach to an antitrust problem is to look at price and proceed to analyse 
competition over that one variable in isolation, the ceteris paribus assumption. But if the variable in 

                                        
14 Vide chap 9 in Friedman, J.W. (1979): Oligopoly and the Theory of Games North-Holland, Amsterdam.  
15 Vertical arrangements are increasingly recognised by business as the supply-chain [mode of entry] into product-
markets, designed specifically to enhance both the efficiency of distribution while maintaining effective competition in 
markets. The new competitive markets in which modern firms are operating in the latter part of this century are 
fundamentally different to the 1960s on two important counts viz the strategic nature of rival management behaviour 
[which impinges on inter-brand competition] and the structural changes in distribution [for example,  a move towards 
greater centralisation of distribution] arising in Member States as they move to a more open and competitive single 
integrated European market  
16 Baumol, W (2002): The Free Market Innovation Machine, Princeton University Press, US: Chapter 5. 
17 Clark, J.M (1940): ‘Towards a Concept of Workable Competition’ American Economic Review, vol XXX, pp241-
255.  
18 US FTC ‘Background Paper’. OECD Working Party, February 1997. 
19 Gaskins, D.W (1971): ‘Dynamic Limit Pricing’ Journal of Economic Theory, vol 3, pp306-322, Jacquemin, A 
(1972): ‘Strategies d’Enterprise, Structures de Marche, et Controle Optimal’ Revue d’Economie Politique, vol 82 
pp1104-1118.  
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question were capacity or innovation, one would specify how the firms’ profits in the product market at any 
point depend on the levels of capital stocks or expenditure on R&D. Such an approach would assume that 
the manner in which the capital stocks or committed expenditures were acquired have no effect on the 
current market situation. The antitrust problem, namely the determination of output in a static environment, 
is thus side stepped, and, subsumed into the specific profit function. The idea here is that in an exceedingly 
complex market environment, firms simplify their decision problems by only conditioning their behaviour 
on the variables, which directly influence profits and payoffs. These variables are likely to include, R&D 
expenditure on innovation, and, the competition is more likely over quality or quantity or cost reductions or 
generating new products and processes but definitely not price.  
 
1. Lesson A: www-Internet Markets 
 
It would be injudicious for competition authorities not to re-evaluate the approach to firm conduct20 
implicit in their analysis and assessment given the expansion of the boundaries of modern economics. They 
may have to recognise that firms can compete on dimensions other than price - such as innovation, product 
variety and product quality. For example, non-price competition has emerged as a competit ive aspect on the 
Internet as price competition is so cut-throat. Buyers can surf to other digital dealers sites to check prices 
and suppliers can do the same. With such competition on price, suppliers find themselves competing on 
customer service and delivery and on the design and presentation of the e-commerce sites. Suffice to 
mention here that characteristics of the www-Internet markets, in particular, low entry barriers, no national 
borders and zero2 1 marginal costs, may become the hallmarks of a new competition dynamic wherein 
competition analysis is based on the conception that economics is more than the study and analysis of 
economic markets.  
 
III. EXPLORING THE BOUNDARY OF NON-MARKET ECONOMICS 
 
In the new analytical framework envisaged by the reform package outlined by Commissioner Monti in 
Brussels22 game theory will emerge as a preferred tool of assessment. Post -reforms, economic analysis will 
become more complex and sophisticated. The adoption by DG Competition and national competition 
agencies of some of the elements of non-market economics would compliment the supergame-type 
methodology that is emerging in European competition assessment. For the purposes of the article the 
boundary of non-market economics includes elements of public choice theory,  law and economics, and 
elements of the dynamic models of oligopoly in preference to the more traditional static models.  
 
A. Defining Non-Market Economics 
 
Non-market economics builds on the premise23 that competition is a process and, as such, can be described 
not defined. It is based on the conception of economics as the science of rational choice24 rather than 
merely the study and analysis of economic markets. The developments in both law and economics, and 
public choice, facilitate the application of non-market economics to European competition analysis.  
 
1. Lesson B: Oligopoly of 3 firms 
 
The benefit of protecting any particular feature of competition – an oligopoly of three firms - cannot be 
ascertained unless some estimate is made of the economic cost of the feature and the type of competition in 
the market. If one takes this view then the tools of analysis in non-market economics provide can be 
deployed in the computation of such a cost. Therefore the object of European competition policy should be 
the protection of certain factors of competition viewed as fundamental to the proper workings of the 
process.  
 
2. Lesson C: Net Effect of Monopoly 
 

                                        
20 More importantly by interpreting conduct in a dynamic context.  
21 Interesting to note that if marginal cost is constant, mergers will always increase price. Modern firms, however, are 
faced with negatively sloped demand curves and decreasing industry costs.  
22 November 2002 Competition conference; also ‘Competition Chief Unveils Plans for Reform’ International Bar 
News, December 2002, pp7-9. 
23 The reader should consult Dewey, D (1959): Monopoly in Economics and Law, Rand McNally, Chicago.  
24 Some of the property rights/rent-seeking ideas in this article evolve from arguments in McNutt, P.A (2002) 
Economics of Public Choice, 2nd Edition, Elgar Publishing, UK. 
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The paradigmal Neo-Classical model can be enriched so that the incumbent may have more incentive to 
keep its monopoly than the entrant has to create a duopoly. But this net effect may not be sufficient for the 
persistence of a monopoly result. For static price competition, the bigger firm, which is the lower cost firm, 
simply drives its rival out of the market. For dynamic price competition (or quantity competition) the 
monopoly result need not persist because there could be imperfect information or the incumbent does not 
possess the technology of the entrant, and therefore cannot duplicate its strategy a bit earlier.  
 
B. Public Choice: ‘the rents may be dissipated’ 
 
We begin with the premise that the European business environment could be described today as imperfectly 
competitive. There are elements of classic monopoly and there are concerns about the absence of 
competition. The tools of public choice theory can help in the assessment of product market imperfections: 
they do exist and when product markets are distorted and, competing firms generally earn rents. Absent the 
presence of rivalry, firms may exhibit x-inefficiency. Thus, firms would willingly tolerate x-inefficiencies 
if such inefficiencies help them capture these rents25. Therefore some of the rents may be dissipated, and 
this may help explain why conventional measurements of profits do not uncover much monopolistic 
conduct  
 
C. Law & Economics: ‘market failures are likely to arise’ 
 
The objective2 6 of the Neoclassical theory of the firm is to understand price-guided, not management-
guided, resource allocation. The firm does not play a central role in the theory. It is a static theory: its core 
model presumes full knowledge and, therefore, no risk. In the theory’s core model, perfect competition, 
management has no real influence. This is quite different from the quintessential non-market firm within a 
law and economics methodology2 7 in which managed coordination, involving more than one agent, defines 
the firm. Market failures are likely to arise because of the ignorance, which firms have with respect to their 
competitors’ future actions, preferences and states of innovation and technological progress.  
 
Management steps in to augment the invisible hand. Indeed remedial action under competition law might 
be appropriate28. For example, a market with difficult entry and with sellers or buyers large enough to 
affect  price could be said to experience a ‘physical’ market failure. In their article, Averitt & Lande 
(1997:pp727-730) ask how these firms were able to become so large; they characterise the causes – 
imperfect information or transaction costs – themselves as market failures. Management decisions or legal 
rulings, which affect ex-post allocations, can alter agents’ ex-ante incentives and thereby change the 
equilibrium. For example, merging parties may opt to abandon the merger negotiations or suspend until 
another year.  
 
 
D. Game Theory: ‘the history of an industry is important’ 
 
Applying the concepts of game theory to European competition analysis was endorsed by the Court of First 
Instance in its ruling in Gencor/Lonhro.  Admittedly, game theory requires a great deal of sophistication. Its 
implications, however, can be clear and simple. European industries are non-static and, whether growing or 
declining, require explicitly dynamic models. This is where game theory could make a subtle contribution 
to competition analysis. In particular29 , ‘the behaviour and performance of an industry depend crucially on 
the history of that industry’. The basic idea, which goes back to Chamberlin30 (1929), is that oligopolists 
realise their interdependence and thus do not choose outputs or prices under the assumption that their 

                                        
25 Vide article Rotemberg, J.J (1991): ‘A Theory of Inefficient Intrafirm Transactions’ American Economic Review, 
vol March 1991,pp 191-209.  
26 Vide excellent article by Demsetz, H (1997): ‘The Firm in Economic Theory: A Quiet Revolution’, American 
Economic Review, Papers and Proceedings, May 1997.  
27 Interested reader should consult Newman, P (1998): The New Palgrave Dictionary of Economics and Law, 
Macmillan, London; Bouckert, B & DeGeest, G (2000): Encyclopedia of Law and Econimics, Elgar Publishing, UK. 
28 Vide Averitt , N and Lande, R (1997): ‘Consumer Sovereignty: Unified Theory of Antitrust and Consumer 
Protection law’, Antitrust Law Journal, vol 65, no 3 pp713-756.  
29 Following the arguments first identified in D.Kreps and A.M Spence (1984): ‘Modelling the Role of History in 
Industrial Organisation and Competition’ in Contemporary Issues in Modern Microeconomics ed G.Feiwel, 
MacMillan, London. 
30 Vide Chamberlin, E (1929): ‘Duopoly, Value Where Sellers are Few’ Quarterly Journal of Economics, vol 40, pp63-
100.  
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decision will have no effect on the actions of their competitors. Instead they realise that a price cut may 
provoke retaliation, and thus have an incentive to behave more cooperatively. Thus firms can attain a 
collusive payoff without the need for an explicit contractual agreement, because that payoff can be obtained 
in a non-cooperative equilibrium. This is the quintessence of a game theoretic explanation of tacit 
collusion. But it is also the oldest and best-known story about firm conduct in the real world.  
 
E. Right v Wrong & Competitive Harm 
 
For example, the market demand function is subject to random unobservable shocks. Because of the shock, 
firms engaged in standard quantity competition ala  Cournot face a signal extraction problem in trying to 
ascertain whether an unexpectedly bad outcome is due to some rivals ‘cheating’. As in the Neo-Classical 
case, firms cannot observe each other’s  actions but must infer them from the behaviour of the market. 
Therefore the noise31  thus reduces the extent to which the firms can collude. A more predictable legal 
environment for business would exist if competition agencies advocated a reliance on measurement of costs 
(competitive harm) and benefits (consumer and producer surpluses) rather than a reliance on ‘abstract’ 
notions of right and wrong. It would provide a theoretical basis for an empirical study of oligopolies 
without any diminution by national competition agencies in their respective implementation of an 
efficient32  and compliant policy3 3 on competition.  
 
While law and economics as a general theory is not inherently ideological, over the years, it has developed 
academically with the distinctively pro-business slant of the Chicago school. Proponents of the Chicago 
school and variants thereof continue to enjoy a high watermark of acceptability because of its anti-
regulatory orientation, which offers a more predictable legal environment for business. The Neo-classical 
perfect competition paradigm has facilitated the widespread view that competition policy and law, provided 
they indeed lead to more competition, will serve the interests of the consumers and thus the general public. 
This might seem plausible, but as consumers can only take advantage of what the market has t o offer, some 
commentators34  have argued that the consumer argument in favour of competition represents a simple 
miscalculation. Competitiveness35 or producer power has an equal weight.  
 

“The [antitrust] law’s mission is to preserve, improve and reinforce the powerful economic mechanisms 
that compel businesses to respond to consumers”. 

 
During the Great Depression in the US, when many industries were struggling, the Court permitted a cartel 
agreement to help a group of coal firms make larger profits than otherwise would have been possible. In36 
Appalachian Coals, the Court seemed to deviate from the goal of consumer welfare in order to achieve the 
goal of producer welfare. Appalachian Coals acknowledged the impact of the Great Depression, it was a 
brave judgement; it challenged the question on whether to give weight to the well being of the firms as 
producers as well as consumers. That question has created a tension that runs through the history of US 
antitrust and EU competition policy down to the present day. It has contributed in part to the over reliance 
on a market share-market power axis of analysis, which deploys HHIs as the measuring rod of competitive 
harm in an economic market where property rights are assumed exogenous.  
 
F. Well-Defined Property Rights 
 
While an efficient use of economic resources is the raison d’etre of antitrust and competition policy, 
property rights, however, have to be exclusive, complete and transferable for achieving the allocative 
efficiency underpinning antitrust and competition analysis. Well-defined property rights are necessary to 
achieve an efficient allocation of resources. Posner37 observed that  

                                        
31 In the small noise case firms often have fairly good information about the prices of their competitors. The problem 
with small noise from a competition agency perspective is that price wars are correspondingly infrequent.  
32 Efficient in the sense that law is efficient.  
33 That the expected costs of non-compliance,weighted by the probability of conviction are outweighed by the benefits 
of complaining. Complaint becomes a dominant strategy for rival players, when the probability of conviction leads to 
fines for the offence but the expected benefits of non-compliance (profits, rents) outweigh the costs of conviction for 
the offender.  
34 Vide Bork, R (1978) The Antitrust Paradox, Basic Book, NY. from which the quotation is taken p91.  
35 Vide McNutt, P.A (1994) Perspectives on Competition Policy Issues Chap 5 CIEL/University of Ulster.  
36 Appalachian Coals Inc v US  288 US 332 (1933)  
37 Posner, R (1992) Economic Analysis of Law, University of Chicago Press, US and Posner, R (1976): Antitrust Law: 
An Economics Perspective, University of Chicago Press, Chicago. 
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‘without property rights there is no incentive to incur these costs (of investment) because there is no 

reasonably assured reward for incurring them’.  
 
In other words, efficient market exchange cannot take place in the absence of exclusive, complete and 
transferable property rights. If agents are able to bargain costlessly38  and can effectively implement and 
enforce their business strategies or choices, then the outcomes of the economic activity will be efficient. If 
consumers39  expect a firm with a strong reputation in the current generation to succeed in the next 
generation, this will need to be self- fulfilling as the consumers direct their purchases to the product that 
they believe will yield the greatest consumer surplus. For some goods, it will be the greatest network gains. 
This would imply that other factors, notably, the activity of the national competition agency, can only 
affect the decisions about redistribution of the costs and benefits (zero- sum assumption). A national 
competition agency cannot increase welfare.  
 
The Commission’s modernisation and decentralisation initiative has created a fundamental policy change 
in the EU. The policy change must ensure that property rights are clearly defined and that there is efficient 
entry. The two conditions are interrelated, arguably, since property rights help to ensure that market 
exchange is voluntary40. As an example, consider access pricing in telecommunications regulation or entry 
into a foreclosed market. If a 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 
incumbent’s profits are reduced disproportionately to the amount of investment undertaken in the market. 
American jurisprudence41 vide Duquesne, supports that proposition. If ownership were defined to allow 
voluntary consent from incumbents to guide the use of resources then ownership costs42 - in terms of 
product quality and consumer surplus - would have to be borne by an entrant and if prohibitive, the 
ownership costs would deter dishonest entry in equilibrium. 
 
G. Liberties and Competitive Harm  
 
Arguably the incumbent has resources and has the right to use those resources efficiently even to the extent 
that it may exclude the entrant.  The entrant, however, has an equal right to enter the market. Non-market 
economics would assert that a competition agency balance the positive liberty43 of the entrant, who has a 
right to demand a service from the competition 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 redistributive in 
purpose and may affect incentives44.  
 
The rights of property, which are negative liberties enforced by tort and criminal laws, require a rights 
allocation mechanism of rights protection and enforcement.45 By analogy, the protection of rents accruing 
to property rights reassigned by any resolution of an antitrust offence may itself become a negative liberty 
enforced by competition law and administrative law, for example, if a precedent is set).  If the enforced re-
assignment of rents through mergers or a negative clearance decision more costly in a total welfare to 
implement than a bargaining outcome, the competition agency’s decision induces inefficiency in the 
market. And that is anathema to the principles of competition policy, since the objective in a competition 
agency is to maximise compliance with the law with the assumption that the law is the best vehicle to 
maximise welfare. It may have the effect of maximising property rights, which includes rent accruals.  
 
However, rights, compensation and rents are not explicitly allocated probably because it is not clear what 
rights, if any, ought to be counted as negative liberties in competition policy and law. The S-C-P model of 
competition policy analysis remains implicit in the reasoning of competition agencies. It may be that the 
trade-offs have not been sufficiently identified, measured, quantified and imported in the statutory 

                                        
38 The Coase theorem implies that efficiency alone determines the strategy choice.  
39 Katz, M and C. Shapiro (1985): ‘Network Externalities, Competition and Compatibility’ American Economic 
Review vol 75 pp424-439 
40 For the Paretian standard to be welfare enhancing both consent and unanimity must apply.  
41 Duquesne Light Co v Barash 488 US 299,314 
42 This would be a legitimate positive transaction cost in the market.  
43 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). 
44 Seeking legal redress can become an effective business strategy rather than engage in aggressive competition.  
45 With lawyers, judges, civil servants and staff at competition agencies.  
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language of competition law to allow one to assess the rights involved. It may be that in some countries the 
budgetary costs of enforcing entrant’s positive liberties are not a significant factor, whereas the protection 
of incumbent’s negative liberties (a right to retain a dominant position with a rebuttable presumption) is 
contrary to the EU principles of competition. 
 
Non-market economics provides the methodology to buttress the argument that private contracting or 
bargaining would be efficiency enhancing. Within Neo-Classical economics, price is the single mechanism 
for protecting property rights in a market exchange. Price facilitates exchange and is the bedrock of 
ownership. The traditional Neo-Classical view on entry barriers, for example, associated with the earlier 
work of Bain4 6 should really now be passe  in competition analysis. Let me explain the reasoning here. 
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, the Demsetz47 view, is that a barrier to entry is any obstacle4 8 to efficient contracting between 
incumbents, would-be entrants and consumers. An emphasis on efficient contracting between any two 
agents, (say) an incumbent and a would-be entrant, might be defended, firstly, in terms of the entrants’ 
opportunity costs (in time and effort in seeking legal redress) of making entry decisions in an increasingly 
complex business environment and secondly, in terms of the opportunity costs (in time and effort, 
especially if the competit ion agency is unlikely to err significantly) to incumbents of making entry 
decisions. On the one hand, it could be argued that such defences have merit. However, competition policy, 
on the other hand, will simply just ensure that rents are redistributed amongst the incumbents and entrants.  
 
IV. SCHUMPETERIAN COMPETITIVE PROCESS 
 
The business world exhibits cost structures that not only vary substantially among firms but are constantly 
in a state of flux, where excess capacity is a common occurrence, and where innovative advances in 
products and process technology are a matter of competitive reality. It is dynamic rather than static 
efficiency that has become a defining characteristic of industrial performance today. Against this 
background, it would be difficult to understand the process49 by which firms independently expand output 
until competitive returns are realised. A non-market economics perspective is biased towards a more 
rational choice view of likely competition outcomes. Therefore it would be more likely to embrace the 
Schumpeterian competitive process, whereby competition and progress occur together but in a series of 
temporary monopolies whether private or public.  
 
In a series of temporary monopolies, the ownership of the economic assets may change. A variant of the 
Coase theorem of non-market economics50  asserts that assets will be acquired by those who can use them 
best. If this holds, 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. This would be 
significant for management. 
 
A. Expendable Competitors  
 
As an hypothesis, the reader should consider whether a reliance on costs and benefits would obtain a more 
efficient resource use given that economic activity is organised to ensure that the excess of benefits over 
costs is maximised. For example, if it can be demonstrated robustly that a merger is a value maximising 
transaction and efficient, why would a competition agency enjoin a merger?  If there are 15 firms in a 
given market and if one aggressive (superior) firm, a Cournot-Bertrand player, believes that 4 of them 

                                        
46 Bain, J (1956): Barriers to New Competition, Harvard Press, US 
47 Demsetz, H (1982): ‘Barriers to Entry’ American Economic Review   pp47-57.  
48 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. 
49 The process referred to is (perfect) competition, which represents a static equilibrium. Contestable markets and 
Clarke’s workable competition, are more open to embracing non-static equilibrium. Regrettably, ‘competition’ and 
‘contestable’ are so often used interchangeably in competition decisions and Clarke’s concept has been confined to the 
history books.  
50 Read Coase, R (1988): The Firm, the Market, and the Law, University of Chicago Press, Chicago. 
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would be enough to keep the price down, then eliminating the surplus firms [competitively nonessential 10 
firms] could never violate competition laws no matter how anti- competitive the action was used to get rid 
of them might be, whether mergers or predation. This kind of antitrust brinkmanship is required to hammer 
home the distinction between competitive and non-competitive industry structures and applauding 
increases in concentration right up to the edge.  
 
Competitively nonessential inefficient firms, inefficient distribution channels, are expendable in a 
competitive market. In the case of merger analysis, competition agencies deploying non-market economics 
would be more likely to adopt an analysis of efficiency and wealth maximisation - and make use of the 
advances in industrial organisation theory and strategic game theory51 “to better predict the effects of 
mergers and assess the impact of specific business practices”. The counterf actual argument is that the 
outcome benefits the superior and more efficient firms, but there may be harm to consumers. And if harm 
can be computed by likely price increases post-merger then the approach5 2 adopted by the FTC, which 
opted to suspend traditional market definition principles in favour of an econometric study to predict the 
merger’s actual impact  on prices, is to be applauded and should be adopted by all competition agencies. Of 
course if the superior firm(s) were to go beyond their efficiency standard and reduce prices below firm-
specific costs, that would violate any fairness efficiency standard, even if only a single firm [in a market 
with dozens of survivors] has been eliminated.  
 
1. Lesson D: The ‘Wrong’ of an Offence  
 
Individual competitors are expendable up to the point where the competitive market breaks down, ‘market 
power’ appears and the prices paid by consumers are raised to higher than competitive levels. The question 
remains, however: do the gains translate into lower consumer prices (maximising consumer welfare), or 
into greater exports or into lower input prices during the production cycle. How are the promised real gains 
of competition to be distributed in the economy? Who actually benefits? These are important issues for a 
compet ition agency to address in adjudicating on a case or evaluating the ‘wrong’ of an offence. Post -
violation prices have nothing to do with the competitive injury, the injury occurs during the period of the 
offence. The perceived wisdom on realisation of gains through competition and deregulation, however, 
would tend to support the demise of the monopoly public utilities. But in theory, or if you will 
hypothetically, a perfectly price discriminating monopolist may be equally welfare enhancing than 
perfectly competitive firms or more welfare enhancing than seemingly vigorously competing firms, 
especially in the presence of scale economies.  
 
B. The Ghost of Brown Shoe53 
 
With more competition the economy will inevitably witness a greater incidence of rent-seeking games viz 
inefficient firms may opt to become complainants, efficient firms acquire a dominance that they wish to 
protect, a greater frequency of price games will emerge as potential offenders abandon mergers in favour of 
price as a strategy to maintain and acquire greater market shares. Such firm-specific activities and 
strategies will impose higher opportunity costs viz the real resources of the economy as individual firms 
adjust to the new competitive equilibria, arrived at competitively, but with only a few dominant players 
remaining in the market. 
 
The private sector is very much the ‘home turf of the efficient competition model’ and the merits of market 
rivalry are contingent on a well-known set of conditions54. Consequently, competition is seldom ranked by 
type: under monopoly there is no type of competition per se that would pass muster with the competition 
agencies as competition and monopoly are antithetical. This approach is passé because the benefits of 
competition should really depend on the type of competition that occurs in a market. The primary purpose 
of the competition laws, originally asserted in dicta in Brown Shoe  ‘it is competition, and not competitors, 
which the Act protects’; therefore, it is imperative that competition agencies ensure that the level of 
consumer prices do not undermine such competition5 5. How the level of price is reached should be of 

                                        
51 As argued recently by Carl Shapiro in Jobs and Capital vol Winter 1997 pp10-17.  
52 FTC v Staples Inc, 970 F. Supp 1066 (D.D.C 1997) (Hogan, J). 
53 Brown Shoe Co v US, 370, US 294, 330 (1962). 
54 Vide Scherer, F.M.& Ross, D (1990): Industrial Market Structure and Economic Performance Rand McNally, 
Chicago 
55 If a perfectly competitive price, acts as a floor, any activity, which drives prices below may be deemed ‘wrong’ but 
one cannot imagine consumers complaining about even lower prices nor indeed macroeconomists with their inflation 
(competitiveness) concerns. 
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secondary concern. If large superior more efficient firms would pass along cost savings and price more 
aggressively, there would be more competition, but fewer competitors. Is this a preferred type of 
competition? Competition law was assuredly never intended to protect anyone from fair competition - 
lower prices that are grounded in superior efficiency. The danger is that Commission decisions reflect a 
conscious (if sometimes disguised) effort to protect competitors (in the case of Brown Shoe , small, locally 
owned businesses). 
 
C. New Innovation and New Dominance  
 
Schumpeter56 had argued that large firm size is essential to the success of innovative activity. Larger firms 
can provide economies of scale in production and innovation, which make available sufficient resources in 
the economy. The competition premise adopted in this article is simply that a big firm gains some market 
power from its size per se and the net effect of size can be measured by A1 in Figure 1. The profits at b 
attract other would-be entrant firms, one of which (soon) innovates a superior product and displaces the 
first dominant firm. The new dominant firm then has its chance to set its monopoly prices, pm, causing the 
usual distortions and monopoly burdens, A1.   
 
However it is also pushed aside by the new entrant. This cycle of ‘creative destruction’ continues whereby 
innovation creates dominance, which gains monopoly profit s, which further stimulates new innovation and 
new dominance captured by the area A2. The extent that a potential entrant might provide product 
improvements, potential competition considerations edge closer to innovation market and new-generation 
product issues57. Consequently, the new entrants tilt the market demand to the right to Dm.  The net effect 
of size is measured by the difference (A2 – A1); it may be small, especially if entry barriers are only a 
minor element of structure.  
 
 

Figure 1: Net Effect of Size 
 

     Price   
     
 
 
 
             

    Pm               
                 
                   b  A1  A2 
        Pc                 
 
         Dm 
                Dh    
            
           qm                   Quantity 
 
 
The long-run outcome of the Schumpeterian process would parallel the outcome of the competitive process 
described by the Neoclassical paradigm. Schumpeter’s competitive process can be observed (particularly in 
telecoms, pharmaceuticals, professional services, breweries, spirits) whereby competition and progress 
occur together but in a series of temporary monopolies or oligopolies. At each time period one firm may 
dominate each market whether it be a (commercialised) public monopoly or a private monopoly or 
duopoly, which has the ability to raise prices and earns monopoly profits.  
 
Most industries go through competitive cycles as firms innovate and expand and cope with the many 
uncertainties peculiar to their business. European businesses are no exception. They are now faced with 

                                        
56 Schumpeter, J.A. (1947): Capitalism, Socialism, and Democracy, Harper, NY. 
57 Vide FTC Document to OECD Working Group, February 1997.  
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structural change and more significantly with competition in the supply chain. The re-adjustment of 
business to competition is simultaneously a defensive and an offensive affair, a reaction to preceding 
events and an anticipation of future developments; nonetheless industries do go through competitive 
cycles. National competition authorities will have to contend with the (private) monopolies or oligopolies 
which will inevitably emerge in their respective economies as the EU searches for international 
competitiveness and reconcile the dismantling of public utilities as the ‘expendable competitors’ by virtue 
of legislation rather than by any competitive process (and in ignorance of the type of competitive structure 
emerging ex-post). 
 
V. DG COMPETITION & TACIT COLLUSION 
 
The Commission’s apparent rejection of the need for a retaliation mechanism in its Airtours decision58 
contradicted standard oligopoly theory regarding the sustainability of tacit collusion. More importantly, it 
ignored the clear statement from the Court of First Instance in5 9 Gencor/Lonhro  in favour of the concept. In 
this section, we outline a non-market economics approach to tacit collusion, which DG Competition could 
have considered. The underlying principle is as follows: the protection of competition as a process is 
necessary because of its function as a determination of market systems. The process could be described as 
efficient contracting between the firms. It should be a goal of European competition policy not to realise a 
theoretical  Neoclassical outcome of perfect ‘atomistic’ competition’ but to realise and protect workable 
competition in the real world. Whether or not firms in a market system co-operate and lock themselves into 
binding commitments depends on the rules of conduct for firm behaviour in a market system . 
 
A. Tacit Collusion and Gencor/Lonhro  
 
Playing a co-ordination game is the quintessence of tacit collusion. Emphasis is placed on reaching 
agreement and on the existence of a credible mechanism to deter any deviation from an agreed price. The 
traditional story would be as follows 60: A major contribution of the judgement in Gencor/Lonhro was its 
explicit identification of joint dominance with the economic concept of tacit collusion. What matters in the 
games of tacit collusion is not the exact mechanism by which firms can agree on a price increase, but the 
existence of a credible mechanism to keep prices at that level. It would have to be shown beyond a 
reasonable doubt that a credible mechanism exists and through its existence and related punishment 
strategies the threat of lower prices in future will make it rational for them to keep to the higher agreed 
prices, despite the fact that in the short run they have an incentive to undercut.  
 
Successful coordination interaction entails reaching terms of co-ordination that are profitable to all firms 
involved an on it being possible to detect and punish deviations from tacit collusion that would otherwise 
undermine the cooperation. Stigler (1964) had argued61  that firms seek cartelisation; the gains from 
cartelisation include a less elastic demand curve and a slower rate of entry. It may be rational for 
competing 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.  
 
B. Tacit Collusion as a Boolean Network of Competition62  
 
Our antitrust storybook works with an assumption that there is a Boolean network of firm behaviour; the 
rough idea is that firm conduct is what it is because were it different, business activity as we know it would 
not exist and we would not be able to calculate the monopoly burdens or welfare measures. At its simplest 
a Boolean network provides for a decision, which stipulates that each firm in a market with N firms acts 
(say, on price or on R&D expenditure or on innovation) if and only if two or more firms act. For example, 
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. It is about aggressive competition. In a Boolean network, for example, there would be price 
bargaining and haggling.  

                                        
58 Commission decision 22 September 1999 Airtours First Choice, Case IV/M.1524.  
59 Original Commission decision 1996 Gencor/Lonhro Case No IV.M 629.  
60 Vide Lexecon Competition Memo ‘Joint Dominance’ 12 March 1999 and London Economics Competition & 
Regulation Bulletin ‘Airtours and the New Collective Dominance’ November 1999. 
61 Stigler, G (1964): ‘A Theory of Oligopoly’ Journal of Political Economy, vol 72, pp44-61 
62 Parts of this section rely heavily on chapter material in the forthcoming in 2004 McNutt , P : Law , Economics and 
Antitrust, Elgar Publishing, UK. The author notes discussions with Bernhard Nagel at meetings of European 
Association of Law and Economics and participants at the Vienna 2001 conference. 
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1. Asymptotic Pricing Standard (ASP) & Zero-Sum 
 
The key to applying the concept of tacit collusion is to distinguish tacit collusion from competitive 
aggressive behaviour. In any defence of an alleged price fixing case the mere fact of adherence to prices 
may not establish an agreement to adhere to them6 3. Therefore it would be unlikely for a competition court 
to find that adherence alone could prove beyond all reasonable doubt, an agreement to adhere to prices.  
 
Consider the illustration in Figure 2. Market shares are denoted by s; introduce a zero-sum assumption, 
which implies that as the market share of firm 1 (s1) increases, the market share of firm 2 (s2) decreases, as 
noted in the left -hand quadrant. This would represent a classic case of real competition – competitive 
aggressive behaviour -  through loss in market shares. The history of market price is represented by the 
function Pi(si), which is asymptotic to a lower bound, P= LMC, the long run competitive price for the 
market in which the N firms interact.  
 
The loss in market shares accruing to any one firm is represented by ∆w. The Boolean network provides for 
a competitive zero-sum rule, ∆ws i  as follows: 
 

∆wsi = si – wi = { (1,-1), i = 1 & (-1,1 ), i = 2 } 
 
Markets can either be collusive or competitive. But firms in both situations behave rationally  and 
independently. However, tacit collusion needs some form of an enforcement mechanism to sustain a co-
ordinated equilibrium at f in Figure 2.  
 

Figure 2: ASP & Zero Sum 
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In the absence of such a credible mechanism, the market price at f could be described as the price at a point 
in the history of the market moving towards a long–run competitive price. It is the market characteristics 
and the history of prices therein that makes a market more collusive and less competitive. An ASP price 
standard64 is asymptotically close to a long-run competitive price. It therefore follows that not all instances 
of parallel behaviour could give rise to the same strength of inference that the parallelism in price results 
from anything other than the independent commercial judgement of the firms in a Boolean network.  
 

                                        
63 Vide McNutt, P.A. (2000): ‘The Landscape of Efficient Competition Law’. Irish Journal of European Law, vol 9 no 
1 pp38-52 
64The discussion on a possible asymptotic standard in pricing - an ASP standard - relies on chapter material from 
McNutt, P: Law, Economics and Antitrust, Elgar publishing, forthcoming 2004. 
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Price co-ordination is designed to reduce the uncertainty associated with interdependence and thereby 
decrease the likelihood of mutually destructive price competition. There is a view65 expressed recently: 
 

“[T]hat in a perfect, frictionless world, business es could still meet and fix prices. This would result in technical violation of our 
competition laws and even in criminal fines. But it could not substantially harm consumer welfare because perfect information among 

businesses would allow some to quickly enter the price fixed markets and compete away the supra-competitive profits. The 
competition would soon drive prices down to only an insignificant fraction above the competitive level”.  

 
There may be some support at the margins of Neoclassical economics for the argument that a measure of 
price co-ordination is necessary in an oligopolistically structured industry. Within a Boolean network of 
competition it is recognised that innovation may require firms to enter complex contracts and relationships 
with other firms in order to bring technology to the economic market. But uncertainty is high. The 
uncertainty is especially high for the development and commercialisation of new technology. Accordingly, 
innovating firms66  may need to achieve greater coordination than the price system alone appears to be able 
to bring about.  
 
2. A Redistribution Game 
 
The shaded area in Figure 3 is a measure of rents and profits67 . Within the Boolean network, aggressive 
competition is about redistribution of the rents and profits accruing in a market. Real price competition 
could be described as follows: consider n-person rent and profits games. The player set, the set of firms 
{1,2,3,…n} is denoted by N, the set of coalitions by 2N. Such a game is a real valued function v: 2N ->R 
with v(0), which assigns to each coalition, S, its worth v(S). The worth v(S) can be interpreted as the 
reward, which the players in S can obtain by working together. We denote the set of n-person rent and 
profits games by Gn . The main problem in cooperative game theory is: how to divide v(N) among the 
players if the grand coalition forms? For DG Competition there are many solutions68; each solution offers 
the competition policy economist and lawyers a new tool of analysis and a set of defences respectively. In 
some games, for example, the dividend of any one player is proportional to the marginal contributions of 
the players to the grand coalition. This is captured by movements along the Pi(si) function in Figure 2. The 
observed outcome would be price movements: the critical question is whether the movements are 
deliberately coordinated (anti-competitive) or converging to a real competitive price (pro-competitive) as 
rents are dissipated? The answer has to give some consideration to the type of competition in the market.  
 
C. Type of Competition 
 
The regulatory literature on interconnection provides a good example of workable competition by relying 
on the type of competition facilitated by a benevolent regulator. The literature 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 
type and especially on its price.  
 
In their 1998 papers6 9, 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 7 0 if the market power of the incumbent was to be 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 

                                        
65 vide Averitt, N & Lande,R (1997): “Consumer Sovereignty: A Unified Theory of Antitrust & Consumer Protection 
Law” Antitrust Law Journal vol 65, no 3 Spring 1997.  
66 Jorde, T and Teece, D (1990): ‘Innovation and Cooperation: Implications for Competition and Antitrust’ Journal of 
Economic Perspectives, vol 4 no 3 pp75-96 
67 Profits cannot be redistributed if the rate of profit is perceived as the marginal productivity of capital. 
However, rent can be redistributed through rent- seeking.  The assumption here in the article is that capital 
is not necessarily exogenously defined, but it depends on the sum of rent and profit. 
68 Classic surveys in Owen, G (1982): Game Theory Academic Press, NY and Friedman, and for solution concepts 
including the Shapley value. 
69 Vide Laffont, J, Rey, P and J.Tirole (1998): ‘Network Connection’ in  Rand Journal of Economics vol 29 no 1 
Spring 1998 pp1-56 
70 A Ramsey charge would converge to LMC in our set of equations. 
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to the consumer7 1 then we could ask: what access prices would a benevolent regulator set? Such a price 
would be a good proxy for a real competitive price. 
 
The standard monopoly pricing formula applies in Figure 3 
 

[ pm -LMC]/p m = 1/η;  
 
where η is the market elasticity, and pm  represents the higher monopoly or pre-entry price. 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 a workable competition equilibrium? On the assumption that a market price in a competitive 
market always includes compensation for opportunity costs, the opportunity cost of access or entry may have 
to discount all potential earnings that the incumbent forgoes. This is not dissimilar to Baumol’s efficient 
component pricing rule. 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*– pc ] where p* is a proxy for the real competitive price. For the 
incumbent at the (q1 p*) equilibrium, the normal profit assumption holds around a circular local 
neighbourhood7 2. In the long run, a real price equilibrium would converge in the neighbourhood of  LMC = 
p*.  
 

p* = p1 > LAC {1 – 1/ln[q1]} 
 
The symmetric equilibrium price p1 = p* decreases with the substitutability of the rivals’ products and 
converges to pc. It could converge to a Ramsey price73 as the substitutability tends to infinity. The welfare 
loss triangle would then decrease to L1 in Figure 3. In other words p1 could be interpreted as 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, which would be determined any switching costs in the case ‘catching up’ on the entrant’s new 
products or by the marginal cost of more production of existing products.  
 

Figure 3: Efficient Entry Price  
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71 If the regulator were to set an efficient entry price high enough for strictly positive profits. 
72 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.  
73 A Ramsey entry price would be smaller than the marginal cost of entry but is independent of the degree of 
substitutability.  
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If this is the case, and, if price coordination prevails, then it behoves a national competition agency to focus 
on the type of competition and on the conduct of firms in a market and not on market structure per se. This 
is where game theory is most useful. An early indication as to how the US courts struggled with an 
understanding and perceived the type of competitive process can be gleaned from DuPont v FTC:  

 
‘the competitive process would be ill-served by using antitrust to block aggressive competition […..] 

based on efficiencies, even if monopoly is the inevitable result’ 
 

Efficient entry is best understood within the parameters of the type of competition  that prevails in a market. 
It could be characterised by the lower bound of an efficient entry price74 - a proxy for a long run real 
competitive pr ice computed as p* = pc with an upper bound contingent on efficient contracting between the 
firms. The upper bound may be less than the pm but it would be determined7 5 through the strategic 
interaction of the rival firms.  
 
However, because European competit ion policy does not necessarily focus on the type of competition, 
relying instead on the market structure, this interaction is presumed to be deliberately co-ordinated rather 
than as the outcome of efficient contracting between the firms. Alternatively, the strategic interaction may 
have been a response to a shock to the market system. If so, analysis could be both before and after any 
shock. Such a shock could occur, for example, with the introduction of new regulatory directives or 
legislative changes or through remedial action by a national competition agency – the effect of each on the 
structure of the market is best assessed endogenously. 
 
1. Scramble, Contest & Combat Competition 
 
A system of scramble competition, for example, would describe a market wherein there is an exact equal 
partitioning of the market and hence an equal division of the effects of competition between the 
competitors. Scramble may be manifest by changes in size of firms or in the number of firms. Combat 
competition would be characteristic of more stable market systems where the acquisition of market shares 
requires constant defence. Combat competition may be about entry at the margin and would manifest itself 
when an increasing number of firms is not an advantage to the market system. Contest competition differs 
in that the market is unequally partitioned in that some firms are content with their market shares while 
other firms are targets of merger or takeover.  
 
Contest would occur, for example, where individual firms compete either for a given market share or for 
market position. Contest competition can be seen as a mechanism, which will tend to maintain the market 
level of concentration as long as the number of firms does not change. One essential characteristic of 
contest and scramble is that in both cases there is no exit of firms below a threshold level of concentration 
when there is ample market share for all competing firms. Above this threshold level of concentration exit 
increases abruptly in the case of perfect scramble but  gradually in the case of perfect contest. This follows 
necessarily from the requirement that contest leaves a constant number of firms in the market system.  
 
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 competition7 6 contributes to collusion in a market system. 
 
VI. THE REAL COMPETITIVE PRICE 
 

                                        
74 The efficient entry price could converge to a long run equilibrium price of entry.  
75 There exists a continuum of prices. Check out the seminal article by Diamond, P (1971): ‘A Model of 
Price Adjustment’ Journal of Economic Theory, vol 3, pp156-168. 
76 However, it is possible, theoretically at least, to show the possibility of competition with monopoly outcomes. 
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In 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 such industries the firms77 will dominate the 
market so concentration is high and they will be able to price considerably above costs so that the price-
cost margin and industry profits are high. Although high concentration levels tend to be observed with high 
price-cost margins, they do not cause high price-cost margins. This argument underlies the 
relationship between the HHI index and the industry price-cost margin under a Cournot solution. When 
firms have different costs, the result is skewed toward market shares and a high HHI index. Proponents of 
non-market economics would concur that Neo-Classical economics has been plagued not so much by the 
unobservability of the processes from which its claims are derived - for example, perfect competition, the 
competitive price - but that empirical observations have indicated that the processes were simply not there. 
Game theory allows us to consider the process through an interpretation of an equilibrium in models of 
competition: point f in Figure 3 is an equilibrium point.  
 
A. Stigler & the Bertrand Enigma  
 
In Stigler’s (1964) model7 8, rival firms competed on prices rather than on quantities. However, firms did 
not observe their rivals’ prices but inferred them from their own market shares. Stigler’s theory that firms 
occasionally defect and are punished requires that private information exists. But to model tacit collusion 
in oligopolies in which private information is important one would have to use a Bayesian-equilibrium 
approach. In the context of price competition one may, for example, imagine that changing price ‘all the 
time’ is costly, so that firms set prices that are valid for some period of time. Otherwise one faces the 
familiar Bertrand enigma: in a simultaneous move price equilibrium with identical firms and constant 
marginal costs, firms sell at the competitive price and make zero profit.   
 
B. The Holy Grail of Competition Law 7 9 
 
Within competition principles there is room for a standard of reasonable price. It could be p1 = p* in 
Figure Figure 3 or converging asymptotically towards LMC in Figure 2. In other words, competitors seek 
the lower price, ironically, in order to remain competitive, that is, to allow them in turn, to be in a position 
to offer relatively lower competitive prices than their rivals, to end-users and consumers, while retaining a 
profit margin. But what is the level of real competitive price? For the average European consumer is it 22c 
for a litre of milk or €1.23 for a pound of fillet steak? We simply cannot say. However if we rephrase the 
question and ask: is €2.05 too high a price for a litre of milk, the answer unambiguously would be in the 
affirmative. But against what standard is €2.05 “too high”? The standard is an unknown real competitive 
price that has to be (theoretically at least) lower (and in this example, lower than €2.05). This type of 
argument is rather circular and could be easily challenged by consumer advocates that in real world there is 
a standard of a ‘not unreasonable’ price. Ultimately, by applying a standard of a ‘not unreasonable’ price, 
cognisance is taken of the fact that consumers are sovereign in their choice and if they prefer a lower price 
than the price on offer, they have the choice to shop elsewhere.  
 
If the focus of a cartel inquiry is on the level of prices, whether low or high, then an outcome that rivals’ 
prices are all the same is no more evidence, beyond a reasonable doubt, of a cartel than if the market were 
perfectly competitive wherein all prices would be the same. Is it that as a result of some price conspiracy or 
agreement, the price was fixed, reduced, maintained or stabilised at artificial non-competitive levels and 
that competition among the rivals is absent? Even if documented proof of a cartel existed, it would be a 
brave judge to rule that the competitive level  of price of product should be (say) $x rather than (say) $y. 
Seldom, if ever, do competition agencies or Courts mandate80  price levels. As with so many products, the 
competitive price, the barometer of all that is ‘good’ about competition, remains the Holy Grail of 
competition law.  

                                        
77 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. 
78 Stigler, G (1964): ‘A Theory of Oligopoly’ Journal of Political Economy, vol 72, pp44-61.  
79 vide  McNutt, P.A. & Doherty, M (1992): Competition Policy and the 1991 Irish Competition Act , Ch 2 p18. 
regarding the likely pitfalls on an over-emphasis on levels of price per se in competition analysis.  
80 Many years ago, Glaxo was ordered by the UK’s Monopolies Commission to cut prices of the drugs Valium and 
Librium. That price direction and others like it are exceptions rather than the rule. But that price cut did not just simply 
translate into a competitive market price for the drugs. 
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C. The Reach of the Law  
 
Price fixing as a criminal offence requires a higher proof of beyond a reasonable doubt: whether the impact 
on competition is likely to be negligible or not; whether the lower prices may well have been a response81 
to meet the equally lower prices of rivals or whether the pricing conduct is indicative of convergence to an 
asymptotic price in Figure 2. A good example of convergence is bargaining on price.  
 
Product markets continue to change; arguably, for many product markets price bargaining is essential, if 
the produce is to be available at all. In these changed circumstances, the net legal point for a Court82 to 
consider may be whether a plan or strategy that constituted an alleged price fixing agreement should be 
illegal per se or whether, given changing circumstances or the innate characteristics of the industry, a rule 
of reason might apply. Under a rule of reason, in an hypothetical case, the question to be decided by a 
Court would be whether or not the price negotiations enhance or diminish competition and in the course of 
its deliberations, the Court may find it important to deal with other related economic issues, notably the 
changing structure of the industry or its innate characteristics, that is, the need to bargain and to negotiate 
on prices.  
 
Knowing the law concerning a particular offensive business practice, such as price fixing, is not the same 
as knowing the reach of the law83. The more cartel cases are heard the better it will be for the 
implementation of competition law. There is a greater need for more European precedents. In the interim, 
there is much in the history of US antitrust that has informed EU law. Historically, Justice Stone8 4 in US v 
Trenton Potteries, rejected the rule of reason when applied to price fixing partly because he did not want 
the Court to get involved in a debate between rival economic philosophies85 .  
 
This has helped to create the great dichotomy – competition is ‘good’ and monopoly, cartels and price 
fixing are ‘bad’ -  while the competitive price remains an unknown. But price fixing is not always ‘bad’ or 
is it? Arguably it might be prompted by business exigencies or by the circumstances of the industry. 
Competition law and policy is about maximising consumer welfare and that can only be achieved by lower 
competitive prices at the retail level. And in so many competition issues, the real price that competition 
promises continues to elude the consumer across so many product and services market. There is a danger 
that EU competition law, in the absence of a theory rooted in non-market economics, could misconstrue, 
mishandle and misdiagnose the mechanics of price reductions while ignoring the objective of actual lower 
real prices.  
 
Consider the following interesting examples, viz : 
 
1. Lesson E: Professional fee schedules  
 
In article on legal fees and costs in a Law Society86 Gazette an interesting quote appeared  
 

“A fee schedule promulgated by a bar association is nothing more than price fixing, which is illegal in 
inter- state commerce and is frowned upon generally in the business world as an attempt to stifle 

competition. It has no higher standing in the practice of law.” 
 
So what would happen if a new junior counsel at the Irish Bar or a solicitor in a provincial Irish town 
offered fees below an established scale? Who would complain? Why would there be a complaint? In many 
respects, consumers, businesses, farmers, lawyers all voluntarily participate in a market transaction if they 

                                        
81 This is the classic ‘meeting competition’ defence in US antitrust. 
82 In National Collegiate Athletic Association v Board of University of Okl ahoma 468 US 85 (1984) the Court ruled 
that a rule of reason should apply if it occurred in an industry in which horizontal restraints on competition are 
essential, if the commodity is to be available at all 
83 In Goldfarb v Virginia State Bar  421 US 733 (1975) the Court shed some light on how long the arm of the Sherman 
Act is. The issue was whether the prohibition against price fixing extends to fee schedules of “the learned professions”. 
In an unanimous opinion, the Court held that learned professions are not excluded from the Sherman Act’s prohibition 
against price fixing 
84 United States v Trenton Potteries 273 US 392 (1927) 
85 In subsequent opinions, particularly US v Socony Vacuum Oil 310 US 150 (1940), the respondents relied on previous 
decisions of the Court as adequate defences. The Court opined that Appalachian Coals ‘’was not in point’’. 
86 Vide Irish Law Society Gazette, Jan/Feb 2000 ppp22-31 
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receive ‘gains from trade’, that is, only if the transaction yields positive net benefits to them. If, however, 
the new solicitor or junior counsel was the victim of anti -competitive practices by his or her peers arising 
from his or her offer of lower fees, then there would be grounds for an enforcement case of an alleged 
breach of the competition law.  
 
2. Lesson F: Market failure 
 
If we accept that business is risky then we accept the unpredictability of supply and demand. Therefore in 
some markets there may be a market failure problem that contributes to high transaction costs that can only 
be abated if the parties agree on a price of fee schedule. Consider the case of copyright collecting societies. 
A cursory read through Decision 87 No 569 of the Irish Competition Authority indicates the extent to which 
market failure has been cited by the Authority in its defence of (industry-specific) horizontal price fixing. 
In that Decision, the Authority was of the view that given the very peculiar nature of the market, in the 
absence of an intermediary, there would be considerable transaction costs on both users and composers. In 
other words, the copyright collecting societies solved a market failure problem. Trade associations might 
consider whether any agreements on price or any price mechanisms are due to similar market failure type 
problems in search of a defence for any agreement on a schedule of fees or prices in their respective 
markets.  
 
A further argument could possibly be made that an agreement is reasonably necessary to counteract the 
market power of a dominant buyer or seller. Whatever the arguments can be directly challenged or not the 
central issue is whether the arguments have economic merit? With the advent of new approaches in the 
economics of antitrust, emanating from the public choice and law and economics movements, the per se 
ruling on price fixing will come under scrutiny. It is only a matter of time before non-market economics 
and its new critical reasoning and new concepts are more fully (judicially) embraced.  
 
3. Lesson G: Agreement to fix prices  
 
Thirdly, during the 1960s in the UK, an interesting case8 8 was twice successfully defended before the UK’s 
Restrictive Practices Court involving the Cement Makers Federation. They successfully convinced the 
court that their agreement to fix prices ‘reduced risk and uncertainty in the industry and therefore their 
members earned rates of return much below what would normally be expected from a new and expanding 
industry’. Furthermore when the OFT applied for a reconsideration of the case on the grounds that 
circumstances had materially changed, the application was rejected. However, the agreement was 
voluntarily abandoned in 1987, periodic price competition ensued with the eventual emergence of the 
larger firms that dominate the industry today. In retrospect, the industry may have experienced a 
competitive cycle.  
 
VII. CONCLUDING COMMENTS 
 
Whatever the views of antitrust economists and lawyers, DG Competition and national competition 
agencies will continue to have concerns that (price -fixing) mechanisms designed to avoid price warfare can 
also be used to artificially increase prices (and profit) significantly above the competitive level at the 
expense of the consumer.  
 
A. The ‘Right’ Market Definition 
 
In trying to decide on the ‘right’ market definition, for example, competition assessment may have to move 
away from the bias towards an exclusively narrow market definition and focus on entry and innovation89 
and strategy. In any evaluation of the likely impact of changes to both the legislative and bureaucratic 
environments, it is imperative in developing competition principles and (therefore new policy directions) 

                                        
87 Decision No 569 of 8 October 1999 MCPS/MCPSI/Various Agreements 
88 The classic book by Stevens, R.B and Yamey, B.S (1965): The Restrictive Practices Court,  Weidenfeld & Nicolson, 
London, is worth a read.. 
89 Additionally consider Hammer’s example of the horse-drawn-carriage maker: the horse-drawn- carriage maker that 
should have thought itself as a transport company and was caught out by the car  is in fact misleading - there is no 
particular reason to think that a company that excelled at constructing wooden carriages could adapt to a world of 
complex automobile manufactures. Rather the carriage company should have identified and capitalised on the strengths 
of its operating processes by diversifying into related industries, for example, by developing wood products and 
coordinating a supply network 
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that we ask the question: do we have market definition right in this new environment? What method(s) are 
to be employed to determine price abuse and how do we account for technical progress (while maintaining 
investment incentives) in measuring consumer welfare? In Figure 1, a shift to Dm  is presented, for example, 
as accounting for shifts in market demand driven by innovation. 
 
B. Making Defendants Whole 
 
If DG Competition or national authorities know the level of competitive price, then a calculation of 
deadweight loss obtains, L2 in Figure 3. The fine equals the amount of deadweight loss, the fine is imposed 
and the defendant is made whole. Many law-and-economics scholars believe that punitive civil damages 
have no efficiency rationale beyond correcting for under-deterrence or court error in compensating 
plaintiffs. There should be an emphasis on criminal sanctions coupled with a set of rules which allow 
flexibility in the analysis. For example, any presumption of a ‘wrong’ should be rebutted against a menu of 
behavioural (game theoretic) characteristics. In other situations -  making defendants whole - can show that 
an expectation of punitive sanctions would advance efficiency. 
 
The market context in which an agreement, action or proposed merger occurs is important for analysis. The 
proposed reform package challenges the use of market definition and the welfare loss measurement in 
framing competition ex-post. Competition law arguably9 0, optimises externality-producing activity that is 
socially valuable; some offences (for example, cartel price fixing) are socially injurious at any level; their 
optimal rate is zero. To eradicate such activities efficient law would try to make defendants whole91  (strips 
all gain but nothing more). If the defendant expects under-detection, under- conviction or inadequate 
sanctions, recidivist behaviour occurs. For rational firms in a competitive market, the utility loss from being 
unable to use an asset is not generally the same as the value of lost opportunities to exchange  it. 
 
C. The Challenge 
 
Historically, economic cycles around smaller firms are being replaced by a small number of larger firms 
across the business and industrial landscape of Europe. It is a landscape that can best be characterised as an 
oligopolistically structured92  industry.  Consequently, the debate in European competition policy on (large) 
size, on efficiency (as an antitrust defence) and on co-operation (as a sine qua non of European firm 
survival in a global market) may trickle down to become important and decisive national (competition 
policy) issues. Competition authorities will have to concentrate more on assessments of outcomes in market 
systems, that is, on the more or less collusive or non-collusive nature of non-cooperative equilibria. In other 
words, firm behaviour can no longer be understood as emerging from the (Stigler-Bain) world but has to be 
seen as emerging from a more complex world of strategic interaction.  
 
It may be judicious for DG Competition and national competition authorities to embrace non-market 
economics as the old chestnut of efficiency (as an antitrust defence) and the complex issues associated with 
oligopolies are likely to be assessed in future years. Competition law matters because it affects the way 
firms and businesses behave. The existing tools of economics are not powerful enough to tell us the precise 
effects of particular decisions or rulings. Nevertheless, we are not completely at a loss, for the formal tools 
of game theory93 and the critical analysis of non-market economics offer us a starting place for 
understanding the forces that are at work in situations in which firms behave strategically.  
 
D: Epilogue 
 
The key message in this article is that competition is a process and, as such can be described not defined. 
T here are some parameters of interest to a competition assessment by DG Competition or national 
competition agencies, which should not be estimated in isolation, let alone in context, without reference to 
the history of prices and quantities in a market and the strategic interaction of the competing firms. The 

                                        
90 Vide McNutt, P.A. (1998): ‘Efficiency in Competition Policy: Expendable Competitors & Making Defendants 
Whole’. Paper delivered to Strathclyde University Business School/Faculty of Law, 1998 
91 A remedy that makes the plaintiff whole restores all loss and nothing more. 
92 Vide  Special Issue of European Business Review vol 96 no 5 1996, where the author was Guest Editor. Vide Tirole, J 
(1988): The Theory of Industrial Organisation, MIT Press and for policy and theory vide Phlips, E (1995): Competition 
Policy: Game Theoretic Perspectives, Cambridge University Press. Also various volumes of European Economic 
Review  and International Journal of Industrial Organisation and Journal of Industrial Economics.  
93 Vide Gertner, R and Picker, R (1994): Game Theory and the Law, Harvard University Press. US.  
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Lessons A to G throughout the article, will hopefully attest to the view that it may be sufficient to surpass 
the powerful preconception that competition can be defined. However it is necessary to surpa ss it in order 
to address competition per se not only structurally as a system of exchange, in the true spirit of 
Neoclassical economics but strategically as process. Therein lies the key to applying elements of non-
market economics to European competition assessment in the future. Understanding competition law and 
understanding non-market economics are challenges that go hand in hand.  
 
 
 
 
 
 
 


