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CHAPTER 7 
 
 
Antitrust & Public Policy 
 
 
In this Chapter we are focused on antitrust, from the perspective of structural 
parameters, which evolve from a strict interpretation of a Neoclassical economic model. 
There are incumbents (if one, a monopolist) and entrants (potential and de novo) and 
there are barriers to entry: each are covered in earlier chapters. As we have stressed in 
the previous chapter, the SCP framework, which is embodied in classical antitrust 
analysis, represents a leading paradigm in the application of antitrust theory. This does 
not mean that it is the only paradigm with a following or with an applicability. It can be 
best illustrated by Figure 1. 
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A newer approach is the contestable markets approach that emphasises competitive 
behaviour and performance under conditions of free entry and exit into industries, 
particularly the absence of sunk costs.    
 
This will be developed in a later chapter when we look at the effect of time on a 
business. The significance of time in business, which has been identified by Nordic 
economists, goes beyond the reality that markets and companies are moving faster. 
There is a more interesting force at work. Business time as a continuum is not only 
speeding up – business time is splitting markets apart, as well as the companies that 
compete in them. Time has been recognised, for example, by the Danish competition 
agency in its recent deliberations on the definition of electricity markets in Denmark. It 
has not yet been considered by the European Commission, which has an over-reliance 
on the SCP framework. 
 
Paradigms 
 
Another approach is the TCE approach due originally to Williamson, which focuses on 
contracts (as opposed to firms or industries) as the basic unit of analysis. This approach 
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has gained in popularity and has been quite influential in US antitrust legislation since 
the 1980s. The basic implication of the analysis is that although firms often engage in 
behaviour that may on the surface appear to represent unjust exercises of market power, 
in the presence of substantial fixed costs (investments in assets that are not really 
transferable in markets) such behaviour may be justifiable on efficiency grounds. Thus, 
the model largely rules out strategic behaviour of firms, and tends to view activities 
such as mergers and tying contracts in a benign light. However, the theory is still in its 
infancy in terms of rigorous empirical testing. As it currently stands, it offers little 
guidance for conducting risk analysis at the industry level. 
 
The SCP framework is crucially dependent on the notion of the structure of the market 
or industry to which a firm belongs. Market structure is a key determinant of the firm’s 
conduct, which in turn determines performance in terms of a given firms’ profitability 
and capacity to meet its financial obligations. Market structure defines the degree of 
competition faced by a firm in a given market. The basic conditions that determine 
structure are product demand and costs of production. In the context of risk analysis it is 
important to realise that demand is not only influenced by an economy-wide cyclic 
component that is related to the macroeconomic environment but a firm-specific 
component, which reflects the firm’s sensitivity to its own pricing and the prices 
prevailing in related competing and complementary products and industries. These 
factors are related back to the concept of elasticity. 
 
The number of firms, which can range from a perfectly competitive market with many 
firms to an oligopoly or monopoly, with one single firm, influences the structure of the 
market. The number of firms also raised public policy issues, especially the need for a 
merger policy. Public policies related to structure, as reflected in merger legislation and 
the manner in which the legislation is applied, together with demand and costs, are all 
part of the basic conditions determining industry structure. They reflect the rules of the 
game under which industry structure may evolve over time. 
 
Public Policy Trade-Offs 
 
But there is a trade-off for public policy in which lower unit costs are achieved for at 
least some firms in an industry at the expense of higher consumer prices because of 
reduced competition. What should be the public policy attitude towards such a trade-
off? From an economics perspective the choices are: given that the firms below MES that 
will disappear with a proposed merger exist in an industry, allow the merger, knowing 
that the post-merger market power will raise consumer prices, reduce firms’ unit costs, 
and raise profits; block the merger, in which case competition will guarantee that price 
will be lower, but unit costs will be higher because of the failure to realise scale 
economies. The best decision, is the one that maximises the total welfare effect for both 
consumers and producers. This Canadian total welfare evaluation test, which was re-
evaluated recently in the Superior Propane cases, would allow a merger if economies of 
scale can be shown to exist notwithstanding its anticompetitive effects. And therein lies 
a rule of the game outlined in an earlier chapter: a public policy choice between 
economies of scale and competition. 
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Economies of Scale v Competition 
 
The idea of economies of scale as an entry barrier can be explained by Figure 1. The unit 
cost curve AC drops quite sharply for Q less than the output level Q0 of the MES, so that 
entry below MES is not profitable.  
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The incumbent firm is able to price its product at a price level P1 above unit cost AC, 
with market output Q1, and still be protected from entry. The addition of an output 
equal to MES of Q1 will bring the market price down to AC, since the total industry 
output will be Q1’ after entry, the output at which the demand curve D intersects the AC 
curve. This will wipe out all industry profits. It suffices, therefore, for the incumbent to 
set prices just a shade below P1 in order to be protected from entry, since the incumbent 
would realise that the post-entry state of the industry will not be conducive to profits. 
 
The analysis is essentially unchanged even if the AC curve does not drop as sharply as 
in Figure 2. It can be shown that the height H of the barrier may be lower in such cases, 
insofar as it may be profitable to enter below MES. The same principles apply, that is, 
the post-entry price must be sufficient to cover the unit costs prevailing at the entrant’s 
scale. 
 
Given certain conditions, economies of scale create a fait accompli that acts as a deterrent 
to would be entrants. These conditions have to do with irrecoverable or sunk costs of 
entry into the industry, namely with expenses that, once incurred, can never be 
recaptured. Consider Figure 2. Suppose that the incumbent firm, which holds a 
monopoly in its market, has decided to forgo the monopoly profits in order to deter 
entry. It would produce marginally above Q1 and sell at marginally below the monopoly 
price P1 on the assumption that the potential entrant would realise that its post-entry 
profits would be negative and would, therefore, stay out of the market, at this point in 
time. As argued, suppose the would-be entrant is not deterred by the unfavourable post-
entry situation and decides to enter. The new post entry output exceeds Q1’, given the 
necessity to enter at the minimum efficient scale Qo. How would the incumbent 
respond?  
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The incumbent may curtail its output sufficiently in order to accommodate the entrant, 
by producing a combined output less than Q1’. Would it have an incentive to do so? Yes, 
but only if most of the costs of producing the pre-entry output Q1 are not sunk. In other 
words, the incumbent would curtail production only if, by doing so, it also significantly 
reduced its costs. Otherwise, if most of its costs are irrecoverable, then it would have 
absolutely no interest in accommodating a would-be entrant. It would continue 
producing as much as it can, given that the product price covers at least the variable 
costs of production, since the other costs are not avoided by curtailing production. 
Hence the post-entry price would remain depressed under such conditions. The would-
be entrant, knowing this, would elect to stay out, thus establishing the credibility of the 
entry barrier. 
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In Figure 3 when the price is fixed at level Pm and the firm produces Q0, the consumer 
surplus is equal to the area of the shaded triangle while the produce surplus is equal to 
the area of the rectangle PmABPc. The combined or total surplus, therefore, is the sum of 
the areas of these two surfaces. A public policy that raises this total surplus is desirable, 
under the assumption that the distribution of the surplus between producers and 
consumers doesn’t matter or, more realistically, that it is always possible to use taxation 
in order to achieve the desired surplus distribution. 
 
Figure 3 can further illustrate the conflict between competition and economies of scale. 
Suppose that costs are minimised at an output Q0, corresponding to the MES, which will 
be attained if a monopoly is established in a sector; the price that it will charge for its 
product is Pm. On the other hand, if such a monopoly is prevented from being 
established through a public intervention the industry will consist of a number of 
smaller competitive firms, each one producing output Q1 and charging a competitive 
price Pc, at which the firms realise no economic profit. Total industry output is Q0 under 
monopoly and Qc under the competitive alternative. 
 
The combined surplus area under monopoly is the area above the line PmA plus the area 
of the rectangle PmADACm. Under competition this same combined surplus is the area 
above the line PcC. Hence, the gain or loss in total surplus in going from competition to 
monopoly is the difference between the two shaded areas, the triangle ABC and the 
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rectangle PcBDACm. These two areas depend on the following factors: the unit cost 
reduction from economies of scale Pc-ACm; the price increase due to monopoly, Pm–Pc; 
the slope of the industry demand curve between points A and C, which depends on the 
price elasticity of demand in that region and the point of intersection between AC and 
demand at point C. 
 

Table 7.1 
 

Williamson-type Estimates 
 
 

% P    
 E = 2 E = 1 E = 0.5 
5 0.25 0.12 0.06 
10 1.00 0.50 0.25 
20 4.00 2.00 1.00 
30 9.00 4.50 2.25 

 
 
By way of example, Table 7.1 illustrates the Williamson trade-offs: the likely percentage 
cost reductions and price increases that exactly offset each other, leaving total surplus 
unchanged for three selected values of the elasticity of demand. What the table makes 
clear is that the benefits of scale economy gains (reflected in lowered unit costs) need not 
be large, relative to the price increases associated with concentrated market structures 
for such structures to be preferable to a more competitive but less cost-efficient 
structure. It would follow, therefore, that structural antitrust policies such as merger 
policy, should give priority and the benefit of the doubt to the realisation of economies 
of scale.  
 
Public Policy Test 
 
However, from a public policy perspective there are a number of important 
qualifications. For instance, a merger may increase the industry prices but not reduce the 
costs for the firms that do not merge. In such a case the combined surplus test may not 
favour the economies of scale. Similarly, it is possible that the realisation of monopoly 
power stemming from the merger would include X-inefficiencies by eliminating the 
competitive pressures. This may be especially true in industries that are protected by 
tariffs and/or barriers to entry. Finally, it is possible that scale economies may be 
achievable naturally by the growth in market demand within a short period of time, 
without any need for a merger. Subject to these qualifications the majority consensus 
among economists is that control of structure policies should not prevent the elimination 
of inefficiencies due to scale. But what happens when scale economies are no longer a 
source of inefficiency in a sector? In this case it is most likely to be in the public interest 
to have the maximum possible degree of competition within the sector. This could be 
achieved by having the maximum number of efficiently sized firms in the sector.  
 
Reputation of Management 
 
Earlier chapters had considered reputation as the creation of a firm’s willingness to fight 
new entrants through pricing. Such reputation, which needs uncertainty to be effective, 
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is an important barrier to entry. But it is also a barrier to exit: firms would be reluctant to 
abandon unprofitable markets, especially in the face of competition, given the necessity 
to create or maintain their reputation.  Barriers to exit are factors that prevent the flow of 
resources from declining industries and/or unprofitable firms to more productive uses. 
Such industries are likely to show a substantial volume of excess capacity during the 
long period of their decline. Barriers to exit can be structural, due to special features of 
technology or the organisation of the markets, as well as man-made, arising out f entry-
deterring strategies. Economists, however, generally regard their study, as a by-product 
of entry. 
 
However, in a later chapter, there is an emphasis on codes of governance within the 
firm. We can ascribe an indifference relation to management behaviour. There are 
behavioural objectives at the level of the entire firm, for example, maximise market share 
or deter entry. The objectives are enhanced in the case of exit by goals that are specific to 
top management. Managers also acquire skills that may be specific to a given industry or 
product line. These obstacles are the more important the higher the degree of managerial 
independence from stakeholder (stockholder) control.  Therefore managerial behaviour 
can be a source of barriers to exit even when top management’s skills are easily 
transferable to other firms. Exit may be interpreted as managerial failure, and act as a 
signal of top management’s poor competence for future employers. Further 
management may not be prepared to face the consequences of exit: employee layoffs, 
transfers of middle management to other locations or abandoning service to loyal 
clients.  
 
 
 
 
 


