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1 Introduction

In December 2005, the European Commission published the DG
Competition discussion paper on the application of Article 82 of the
Treaty to exclusionary abuses. The paper contains a rather detailed anal-
ysis of exclusionary abuses, and sets out a proposal for reform of the
competitive assessment for this type of practices. With the publica-
tion of the discussion paper (hereafter DP), the Directorate General for
Competition also opened a public consultation whereby all interested
parties are invited to make comments on the paper.

This paper sets out our observations in response to the Commission's
call for comments. It contains an economic and policy assessment of the
general policy approach envisaged by the DP as well as a more detailed
analysis of the specific methodology proposed for each type of exclu-
sionary abuse. In carrying out our evaluation of the Commission’s paper,
we have considered specifically the following issues:

— Is the DP based on sound economic analysis?

— Does the DP make real progress towards implementing an
effects-based system?

— What stance is taken on the risk of overintervention and
deterring pro-competitive behaviour?

— To the extent that the DP supports form-based rules, do these
provide legal certainty? Are they biased towards over or under-
intervention?

— s the approach taken consistent across each form of
abusive practice?

Section 2 discusses the general policy approach and objectives of the
DP The remainder of the paper analyses, in the subsequent sections,
the issues of market definition and dominance (Section 3), predatory pric-
ing (Section 4), single branding and rebates (Section 5), tying and bundling
(Section 6), refusal to supply (Section 7), and aftermarkets (Section 8).
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2 GeneralThemes

2.1 Objectives of the discussion paper

The introduction and general tone of the paper suggest a move towards
an effects-based approach whereby consumer welfare and economic
efficiency are the guiding principles in the application of EC competition
law. In particular, the DP states that:

With regard to exclusionary abuses the objective of Article 82 is the protection
of competition on the market as a means of enhancing consumer welfare and

of ensuring an efficient allocation of resources. [...] In applying Article 82, the
Commission will adopt an approach which is based on the likely effects on
the market.!

The adoption of an effects-based regime would be, if realised, a positive
development. Past experience and economic analysis have shown that
a form-based approach generally fails to protect consumer interests, as
it can often discourage pro-competitive practices while failing to deter
truly anti-competitive behaviour. Adopting an effects-based approach is
particularly important in the assessment of exclusionary abuses.?

First, most commercial practices that have potential exclusionary
effects are also likely to have efficiency-enhancing properties, even
when undertaken by dominant firms. A form-based approach there-
fore runs a serious risk of preventing the attainment of those efficiency
gains and suppressing desirable and legitimate commercial freedoms,
while not allowing sufficient flexibility to prevent innovative exclusion-
ary strategies.

Second, exclusionary practices necessarily harm competition through
harm to competitors. This makes it particularly difficult for form-based
rules to distinguish between practices that reduce consumer welfare
from those that simply harm rival firms through the normal competi-
tive process. To put the point another way, it should be recognised that
market exit resulting from intense competition on the merits is a fea-
ture of efficient markets, even in the presence of a dominant firm, and
intervening to prevent these events is generally bad for the economy.®
In this respect, the DP apparently sets out with clear policy objectives.
It states:

[Ilt is competition, and not competitors as such, that is to be protected.
Furthermore, the purpose of Article 82 is not to protect competitors from
dominant firms' genuine competition based on factors such as higher quality,
novel products, opportune innovation or otherwise better performance. *

This approach is sensible and, if followed through in the remainder of
the DR would make real progress towards realising an effects-based
system. The paper does indeed propose fewer form-based rules than
could be supported by a faithful reading of the case law, and this devel-
opment should be welcomed.

Yet, the key issue faced by the DP is to set out the specific policy instru-
ments that would make the above principle operational. In our opinion,
the DP does not measure up well against this benchmark. The stance
adopted in most of the key sections 5 to 10 clearly contradicts the
"competition, not competitors” principle. As a result, the publication
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of this discussion paper can be seen as a missed opportunity for the
Commission to make a significant progress towards realising an effects-
based enforcement regime.

The Commission apparently regarded a fully effects-based system as
excessively open-ended and effectively introduced in the DP a number
of form-based or nearly form-based presumptions that supposedly
would provide greater legal certainty and, most importantly, simplify
the Commission’s work in the assessment of Article 82 cases. But an
effects based regime is not simply a more complex set of rules approxi-
mately grounded in economics. Instead, it should start from the recog-
nition that the same business conduct, even when practised by domi-
nant firms, can be anti-competitive in some circumstances and pro-
competitive in many others. This means that, in order to make a finding
of abuse, competition authorities should present a coherent theory of
harm and prove it against alternative explanations on the basis the facts
of the case. Guidelines should provide a framework for this analysis
grounded in economic principles, and should provide legal certainty for
firms by introducing safe harbours and screening devices designed to
dismiss cases that have no merit in the early stages. On the contrary,
what an effects based approach should not do is set out presumptions
of abuse without requiring the authority to test whether the underlying
theory of harm fits the facts of the industry.®

In the remainder of this section we review the general policy approach
set out in the DP in order to illustrate the wide gap that still remains
between the proposed regime and a genuine effects-based system that
protects consumer interests and economic efficiency.

2.2 The pro-competitive potential of dominant firm behaviour

This section illustrates the main reasons why dominant firms cannot
be generally presumed to behave anti-competitively when engaging in
the commercial practices described in the discussion paper. Section
2.2.1 argues that most, if not all, conducts that could potentially have
foreclosure effects are generally efficiency-enhancing. Not only does
economics not support a general proposition that these practices are
in themselves likely to harm competition when carried out by dominant
firms, but there is a strong case for protecting pricing and commercial
freedom of such firms, as efficiency gains can normally be expected.

Section 2.2.2 analyses specifically the incentives that firms may have
to foreclose rivals in a vertically related or complementary market.®
Economic analysis demonstrates that firms which are dominant in one
market cannot be generally presumed to have an incentive to drive their
competitors out of these related markets. Instead, firms have a general
incentive to foster economic efficiency in complementary (or vertically
related) markets.

Consequently, serious analysis is normally required in order to develop
a robust story of harm to competition that (a) fits the facts of a case,
and (b) fits the facts better than other competing theories which indi-
cate the absence of harmful effects.

2.2.1 Efficiency gains are generally expected

Most, if not all of the conduct analysed in the DP is generally pro-
competitive, even where carried out by dominant firms. For exam-
ple, the potentially abusive practice in predation cases is a price reduc-
tion. This generates an immediate benefit for consumers and is normally
the essence of competition on the merits. Similarly, rebate schemes
are efficient when they make the price of incremental sales closer to
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marginal cost, or when they provide distributors with incentives to put a
greater effort into selling the supplier’s products. In fact, rebates should
normally be considered as an indication of robust price competition.”
In most cases, bundling and tying practices are also likely to enhance
economic efficiency by generating savings in production or transaction
costs, by eliminating externalities, by enhancing product compatibility,
and so on. Often, ties simply reflect the normal evolution of products
over time, driven by the development of consumer preferences as well
as by changes in production or distribution processes. Refusal to supply
is in general simply the legitimate exercise of a firm's property rights.

All of these practices are widely used in competitive markets and are
often undertaken by non-dominant firms for whom foreclosure cannot
plausibly be the motivation.® This observation supports the proposition
that such conducts normally generate efficiency gains and are to be
considered as pro-competitive unless proven otherwise.™ Clearly, this
is not to say that these types of conduct cannot give rise to anti-compet-
itive effects, mainly through the foreclosure of competitors.”™ However,
in contrast to horizontal mergers where the pro-competitive and anti-
competitive impacts are potentially separable, it is important to recog-
nise that the source of the potential harm in abuse cases (as in non-
horizontal mergers) is often one and the same with the source of the
efficiency gain. This means that efficiencies are often crucial to achieve
a proper understanding of the conduct in question and therefore should
be incorporated in a coherent way in the possible theory of harm. As
a result, a careful analysis of the overall impact on consumers is war-
ranted when assessing the potential competitive concerns.™

Although the presence in the DP of an efficiency defence is at least a
partial recognition of the pro-competitive potential of some of these
practices, in many respects the approach set out in the paper contin-
ues to present a serious risk that effective competition will be chilled
by overly restrictive enforcement. This risk is particularly severe given
the difficulty of establishing dominance in the first place (e.g. as a result
of Cellophane fallacy considerations) and is reinforced by the appar
ently lower market share threshold (25%) proposed for this purpose in
the DP

For this reason, the DP should at least contain a clear upfront state-
ment that these practices are generally to be encouraged, even when
undertaken by dominant firms. Further, the risk and substantial cost of
overintervention should also be explicitly recognised. A general theme
of the DP is that the Commission’s desire to retain discretion to inter
vene against all kinds of behaviour, even those (e.g. above-cost pre-
dation) whose potential for true anti-competitive effect is very hard to
envisage as a practical proposition, means that many essentially benign
business practices are brought into the potential scope of the Article 82
prohibition. Yet the DP does not acknowledge the substantial cost, in
terms of uncertainty and scope for false convictions, that flow from the
Commission’s desire to keep its options open.

2.2.2 The incentive to foreclose

In the approach proposed by the DP the Commission is normally not
required to assess whether the dominant firm has an economic incen-
tive to foreclose. In a number of places, including the analysis of pre-
dation, tying and bundling, refusal to supply and aftermarkets, the DP
seems to postulate that firms can generally increase their profits by
driving rivals from the market, and therefore would naturally seek to do
so whenever they had the ability. This assumption has support in eco-
nomic theory only in limited circumstances.

The idea that firms can increase their profitability by leveraging their
market power from one market to another, previously competitive,
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market has a long history in anti-trust enforcement. However, since the
early 1970s economic theory has consistently shown that it is far from
trivial to show that there are robust incentives to foreclose in vertical
and complementary product markets.™ Further, to the extent that there
is no such incentive, it must be presumed that the dominant firm has
engaged in the investigated conduct in order to realise efficiency gains
(i.e., it is pro-competitive).

In the economic literature, foreclosure theories typically are developed
for near monopolists and are not well developed for firms with a lesser
degree of market power. Even for near monopolists, theory indicates
that a case by case assessment of behaviour is required because domi-
nant firms also have incentives to increase profits through pursing more
efficient practices. Thus, there can be no general presumption that
dominant firm behaviour is typically designed to harm competition.

Indeed, on a general level, it is a basic principle in economics that a
company that is dominant in a particular market has an incentive to
enhance economic efficiency in a complementary area.™ If the qual-
ity of the complementary good increases, or its price decreases, the
demand for the original product would normally rise, thereby increasing
the profits of the dominant firm. The presence of independent suppli-
ers for the complementary good may well therefore serve the inter
ests of the dominant firm, particularly in differentiated product markets
where the existence of a larger variety of products may increase total
demand.™

The absence in the DP of any serious analysis of the incentive of domi-
nant firms to foreclose, and in particular the absence of any reference
to the “one monopoly profit” principle raises serious concerns as to
whether enforcement will be genuinely based on sound economics.
The extensive report recently prepared by Professor Church on behalf
of DG Competition clearly shows that the large number of existing lev-
eraging theories cannot be summarised in a few general principles.'®
Serious leveraging theories are highly facts-specific, which is why we
need an effects-based approach to assessing the conduct of dominant
firms. Although developing such a theory in any given case can be a
difficult exercise, there is no reason for the Commission to shy away
from this task, given the generally pro-competitive nature of most con-
duct. Crucially, this includes establishing that an incentive to foreclose
exists.

2.3 The threshold for abuse
2.3.1 The “as efficient” competitor test

One of the key tools proposed by the Commission in implementing its
effects-based approach is the “as efficient” competitor test. In the words
of the Commission:

[lIn general only conduct which would exclude a hypothetical ‘as efficient’ com-
petitor is abusive. The ‘as efficient’ competitor is a hypothetical competitor hav-
ing the same costs as the dominant company. Foreclosure of an as efficient
competitor can in general only result if the dominant company prices below its
own costs. "

This is an appropriate principle. First, when combined with other evi-
dence that foreclosure is feasible, it offers a reasonable benchmark for
competition authorities to distinguish harm to competitors that arises
from competition on the merits from anti-competitive exclusion. In
particular, it clearly states that foreclosure of a less efficient com-
petitor would normally not be considered abusive. Second, it provides
dominant firms with at least some degree of certainty as to the type
of behaviour that might be considered lawful (provided that consistent
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cost benchmarks are employed). Since the test is based only on the costs
and prices of the dominant firm, it is in principle possible for companies
to assess whether their commercial behaviour is likely to comply with
competition law. Third, the approach has sound theoretical underpinnings.
Generally, pricing below avoidable cost (if correctly measured) is indica-
tive of some form of strategic behaviour and therefore it is reasonable to
consider further whether the conduct may be part of a wider anti-com-
petitive strategy. However, there are many instances where pricing below
cost is not anti-competitive, and this is helpfully recognised by the DR'®
Of course, the outcome of the test will often depend on the specific cost
measure used (e.g. avoidable costs, total costs) and selecting the appro-
priate cost measure is crucial.

However, the practical value of the “as efficient” competitor test is seri-
ously undermined by the exceptions set out in the subsequent para-
graphs. For example, paragraph 67 states that

...It may sometimes be necessary in the consumers’ interest to also protect com-
petitors that are not (yet) as efficient as the dominant company.

In particular, the DP indicates that it may intervene to protect competitors
harmed by the dominant company's exploitation of efficiencies such as

...economies of scale and scope, learning curve effects or first mover advantages
that later entrants can not be expected to match even if they were able to achieve
the same production volumes as the dominant company.®

This contradiction illustrates a policy dilemma that surfaces at a number
of points throughout the DR? The key problem can be illustrated with
the following example. Consider a market where a monopolistic supplier
produces at a cost of €5 per unit and sells at a price of €10. A second
firm can enter the market and produces a similar product for a cost of
€7 per unit (the new entrant is less efficient than the incumbent), and
undercuts the monopolist by charging a price of €8. A possible response
would be for the incumbent to undercut its new rival by charging a price
of €7 (or less). The incumbent can charge this price and still make a
profit. But the less efficient entrant will be forced to exit the market, at
which point the monopolist can revert to a price of €10.2" This outcome
is likely to materialise even if the dominant company has no “intent”
to foreclose. For example, if the entrant's offering represents a serious
threat of loss of business to the monopolist, pricing at €7 in order to
recover those lost sales may well be the short-term profit-maximising
reaction for the dominant firm.

Viewed from a static, short-term perspective there is an evident case
for intervention. Consumers are better off in a market where the domi-
nant firm is constrained by an inefficient rival than they are when faced
with an efficient monopoly. Intervention to prevent the dominant player
from undercutting its rival therefore generates a clear consumer benefit.
This is the stance that has been implicitly taken by the Commission in
a number of places throughout the DP. For example, the DP appears to
suggest that dominant firms may be required to accommodate entry by
not using certain of their economic efficiencies and possibly by pricing
above the level that would maximise their short-term profits.?? However,
such a policy of accommodation is both impractical and inappropriate to
protect consumers, for the following reasons.?

First, the DP appears to take the view that encouraging entry by inef-
ficient firms is good for consumers because inefficient competition is
better than no competition at all. However, there is no reason to assume
that the correct counterfactual is “no competition” because the potential
entrant could strive to enter the market through innovation that lowers
its cost base or offers a differentiated product.
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Second, a policy whereby new entrants are protected from the superior
efficiency of the incumbent is highly likely to reduce economic and con-
sumer welfare in the long-term, by reducing the incentive to increase
efficiency for both the dominant firm and the new entrants. Notably,
the entrant will know that lowering its costs will merely open the way
for price reductions by the incumbent and that any benefit it might oth-
erwise have got from lower costs will be largely offset by the lower
prices against which it must compete. Even more problematic would be
a situation in which the entrant, knowing that it could not be undercut,
was able to raise prices (e.g. by inflating its cost base, above which the
dominant firm must price), so generating higher profits for both itself
and the incumbent. In effect, to the extent that the law prevented the
incumbent from undercutting the entrant it would be acting as a facili-
tating device for a price-increasing cartel. Such outcomes are unlikely to
operate in the interests of economic or consumer welfare in either the
short or long-run.

Third, there is no practical policy rule under which a dominant firm can
determine a lawful course of action. This is because in order to prevent
the foreclosure of a less efficient rival, the relevant test would need to
be based on the costs of the rival rather than on the costs of the domi-
nant firm. This requires the dominant player to know the cost structure
of its competitor in order to be able to set its own price. Moreover,
even assuming that these data were available, the notion of “non-
replicable” efficiencies, widely used in the DP is so vague that it would
be virtually impossible to determine in practice which cost benchmark
is to be used, and the scope for the entrant to game the system would
be enormous.

Using Article 82 in this way would represent a form of industrial policy.
Indeed, the parallels are close. Industrial policy often seeks to identify
circumstances in which subsidised entry or growth is desirable because
of the longerterm benefits that may accrue if a rival becomes estab-
lished in the market. The subsidies necessary to achieve this objective
are typically transparent and paid out of general taxation. Applying any
form of “less efficient” competitor test under Article 82 amounts to
the same policy, but one lacking in transparency and one in which the
subsidy is paid by consumers, who are denied the short-term benefits
of the lower prices, higher discounts or superior products of the domi-
nant firm.

Of course, in specific circumstances it might be justified to encourage
or facilitate market entry through appropriate industrial policies.?* For
example, this may be the case in recently liberalised sectors where
former state-owned monopolies maintain a market position approach-
ing monopoly and entry is made difficult by the historic advantages of
the incumbent. In such sectors, the risk of adverse precedent is lim-
ited because interventions are “ring-fenced” and should not spill over
into other industries beyond the remit of the sectorspecific regulator.
However, we are not convinced that Article 82 is an appropriate tool for
addressing such broad issues of economic policy. Extending the scope
of Article 82 to allow for the active management of competition runs
the risk of arbitrary enforcement, which protects and perpetuates in-
efficiency in the market. Moreover, the risk of adverse precedent is mag-
nified — an interventionist stance in one market can potentially constrain
pro-competitive behaviour in all markets. For this reason we believe
that most of the exceptions to the “as efficient competitor” rule should
be dropped.

2.3.2 Appropriate cost measures
The DP makes extensive use of cost benchmarks in order to establish

whether the conduct under investigation has the capacity to foreclose.
The cost measures that are most used throughout the DP are average
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avoidable costs (AAC), the long-run average incremental costs (LAIC),
and average total costs (ATC).?® Pricing below one of these cost meas-
ure can give rise to a (rebuttable) presumption of abuse, or is a key
piece of evidence in reaching this presumption. In principle we agree
that the use of cost benchmarks is useful, as it may simplify the com-
petitive assessment and provide greater legal certainty for firms under
investigation (in particular where cost benchmarks are used to create
safe harbours). However, the way cost-based tests are used in the DP
is not consistent across the different categories of abuse, nor indeed
within some of these categories. Furthermore, certain of these tests
raise serious doubts as to whether they effectively protect competition
rather than simply protect inefficient competitors.

The application of the cost-based test is best explained in the section of
the DP devoted to predatory pricing. In this section it states:

If the price charged by the dominant company is below AAC this means that
the dominant company incurred a loss that it could have avoided. It is, at least
in the short run, not minimising its losses. This is sufficient to presume that
the dominant company made this sacrifice in order to exclude the targeted
competitor.?®

The AAC test is a useful starting point for the competitive analysis,
since pricing below the AAC threshold can potentially exclude “as effi-
cient” competitors, which may prefer to reduce production rather than
selling at a cash loss. Where the available evidence suggests that fore-
closure is feasible, it is reasonable to require that the firm pricing below
AAC justifies its actions in terms of the pro-competitive benefits that it
believes its conduct delivers.?”

A similar but arguably more general test would compare the revenues
generated by a certain pricing or output decision to the avoidable costs
associated with that decision. The two tests are identical if all units
are sold at the same price, but the latter is more directly related to the
issue being investigated, namely whether the firm has engaged in an
exclusionary conduct. Moreover, the test based on revenues and avoid-
able costs is more easily applicable to situations where the price and
cost of a single unit are ill defined, for example because different cus-
tomers pay different prices but share much of the costs.?®

However, the DP also introduces less appropriate cost measures,
namely ATC and LAIC. Crucially, a pricing behaviour whereby a firm
sells part or even all of its output at prices below ATC (or LAIC) but
above short-term AAC is widely used in competitive markets. Such
prices may only raise competitive concerns in the long-term, to the
extent that an “as efficient” rival is unable to fully recover fixed costs
and is forced to exit the market (or operate inefficiently) as a result of its
financial constraints. Nonetheless, the concept of avoidable costs pro-
vides sufficient flexibility to assess also long-term exclusionary strate-
gies, since to the extent that the firm can control (avoid) more costs
over a longer time-frame these can be included in the (long-term) avoid-
able cost measure.

The main problem with an ATC measure is that is inevitably arbitrary,
since there is no economically meaningful way to allocate common
fixed costs (e.g. administrative overheads) across different products.?®
The Commission recognises this difficulty, and specifies that common
costs should be allocated in proportion to each product'’s turnover. Yet,
this allocation does not have better theoretical underpinnings than any
other, for example attributing all common fixed costs to one product.
Further, we note that fixed costs, and therefore ATC, could change arbi-
trarily if the firm exchanged debt for equity, wrote off goodwill, changed
depreciation profiles or carried out other financial re-structuring.
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Policy rules based on ATC measures effectively require firms to price
according to costs they cannot control, and provide no basis for a rational
pricing strategy. This is illustrated by the following example. Suppose
Domco makes widgets and gadgets from the same factory and is domi-
nant in both. The factory has an overhead cost of 250 (in the form of a
depreciation charge). Widgets and gadgets both cost 1 per unit to manu-
facture, and Domco makes 100 units of both, selling both products at
3 per unit. Hence total factory costs are 450, the ATC of widgets and
gadgets is 2.25 (following the DP’s convention on fixed cost allocation),
revenues are 600 and profits are 150.

How can Domco respond if an entrant starts producing widgets at a
price of 2? If it is constrained to price so as to cover ATC, its lowest
admissible price is ATC = 2.25. In that case Domco might have to give
up all its widget sales, and thus its widget business will make no con-
tribution to overheads. As a result, its gadget sales become loss-mak-
ing. Does it have to raise prices there as well? Maybe it has to exit
both markets? None of this makes any economic sense. Although the
DP allows a “meeting competition” defence that might apply to these
circumstances, why should Domco be required to justify its behaviour
where there is a no reason to suspect an abuse in the first place?

Where a dominant firm prices above AAC, it is likely to be very difficult
to distinguish harm to competition from harm to competitors without
carrying out a full assessment of the ultimate impact on consumers. Yet,
the DP continues to make extensive use of rebuttable presumptions
for prices above AAC, and even above ATC. This means that the policy
approach envisaged by the DP risks chilling price competition and other
pro-competitive practices in a number of markets where firms have a
position suggestive of dominance. This is a potentially serious risk in
several instances.

First, in its discussion of predatory conduct, prices between AAC and
ATC are viewed with suspicion,® particularly if targeted at specific cus-
tomers.®' Pricing below LAIC is presumed predatory in cases concerning
legal monopolies® or recently liberalised sectors.® Finally, prices above
ATC can be seen as predatory where they harm inefficient competitors
that suffer from a non-replicable advantage.®*

Second, in discussing rebates, pricing below ATC is considered as pre-
sumptively abusive in a number of circumstances, including selective
unconditional rebates on additional units and conditional rebates on all
purchases provided certain conditions are met.*®

Third, mixed bundling is considered as exclusionary if the price differ
ence between the bundle and the stand-alone product price of one com-
ponent of the bundle is lower than the LAIC of the dominant company of
including that component in the bundle.

Employing such a wide range of cost benchmarks and differing pre-
sumptions prevents a consistent application of Article 82 across the
different exclusionary abuses. Particularly surprising in this respect is
the use of the LAIC benchmark in certain cases of predation and in
mixed bundling. It is also interesting to note that the suggested tests
are accompanied by such a large number of exceptions and caveats
that they ultimately provide little guidance to dominant firms as to what
conduct may be regarded as lawful, although they do provide some cer-
tainty as to the (many) conducts that are apparently likely to be deemed
abusive.

2.3.3 Price discrimination

The DP purports not to address price discrimination.®® This is surpris-
ing, since much of the conduct which the DP suggests may result in
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the foreclosure of competitors achieves its ends through price discrimi-
nation of one form or another.®” First, practices that target specific cus-
tomers with rebates, price reductions or bundled offers are a form of
price discrimination.® Second, offering a rebate on incremental sales to
a given customer is also a form of price discrimination. These practices
are regarded as a serious concern throughout the paper, and often give
rise to a presumption of abuse. We would argue that to the extent that
these practices amount to price discrimination they are not generally
anti-competitive, and that a presumption of abuse is not justified, as long
as the pricing conduct does not amount to predation.

The Commission is apparently concerned that, by charging a price lower
than ATC to certain customers or on a certain proportion of its sales, a
dominant firm may be able to exclude smaller rivals while recovering all
of its fixed costs from the remaining part of its sales. Since the recoup-
ment of losses is accomplished during the predation period these exclu-
sionary strategies are seen as easier to employ, and therefore potentially
more problematic than “classic” predatory strategies where recoup-
ment takes place in the long-term.*®

As discussed in section 2.3.2, the problem with this approach is that
firms have the economic incentive to make additional sales as long as
the price of these sales is above AAC. Crucially, this incentive holds
regardless of whether rival firms are likely to be marginalised as a result.
It can well be a short-term profit maximising strategy. Charging lower
prices to price sensitive customers is a common commercial strategy
that is widely used in competitive markets.*° Offering lower prices to the
customers that are more readily supplied by rivals or potential entrants is
in most cases likely to be a normal application of this principle, since the
demand of these customers can be expected to more elastic. Similarly,
the demand from a given customer is normally more elastic for the mar
ginal units sold than it is for infra-marginal sales. This justifies charging
a lower price for additional units. It also means that the DP’s distrust of
price cuts that are “targeted” at rivals is wholly misplaced. The existence
of targeting cannot in itself provide any useful evidence of the domi-
nant firm's conduct departs from normal competitive behaviour, notwith-
standing the case law on this point.

Moreover, most economists would agree that price discrimination can
allow firms to recover their fixed costs at a lower total cost to customers
as a whole than by charging a uniform price.*' In other words, price dis-
crimination can increase social welfare. Recent economic research has
shown that it also can increase consumer welfare by inducing firms to
compete more aggressively.*?

The central policy issue regarding customer “targeting’; or price discrimi-
nation, is similar to the one discussed in Section 2.3.1. Although suc-
cessful entry, or expansion of small competitors, can potentially bring
benefits to consumers, this does not justify a policy that aims at protect-
ing these competitors by effectively requiring dominant firms to accom-
modate entry by competing less aggressively. Prohibiting practices that
are normally pro-competitive and that maximise firms' short-term profits
is both impractical and counterproductive. If firms are not allowed to
set their commercial behaviour following the principles of non-strategic
profit maximisation, at least they ought to be given precise guidance as
to the practices that are considered lawful. This is very hard to achieve
without stifling competition in the many instances where price discrimi-
nation is beneficial to consumers. The DP fails in both respects.

2.3.4 Dominance and captive sales
One of the key conceptual tools of the framework proposed by the DP is

the notion of “must stock” or “must have” product (see in particular the
analysis of rebates, tying and bundling, and refusal to supply). In essence,
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this refers to the idea that a dominant firm does not face any significant
competitive constraint over at least a certain part of its demand. This may
happen because some of its customers have no choice but to buy from
the dominant firm (e.g. for lack of alternative suppliers), or because they
are forced by commercial considerations (e.g. consumer preferences)
to purchase from it at least some of their requirement. This means that
the demand faced by the dominant firm can be divided into a “captive"”part
and a “contestable” part, where competition is only possible for the lat-
ter.

The concept of “captive sales” can be useful in the assessment of exclu-
sionary abuses. However, it should not be used indiscriminately without
assessing whether, and to what extent, it can be applied in the specific
circumstances of the case under investigation.*® In particular, it is impor-
tant to estimate what proportion of a customer’s requirement can effec-
tively be regarded as captive, and to what extent the product is a “must
have” for different groups of customers.

Although from an economic perspective the attributes of a “dominant
firm" are ill-defined, what is clear is that the definition of dominance
used in the DP does not guarantee that a significant part of the firm's
demand can be considered captive. This is even more so given that a
firm can be deemed dominant with market shares as low as 40% or, in
the DP’s new proposal, perhaps even 25%.

Yet, in a number of places, the DP seems to postulate that a/l dominant
firms have captive customers. The “must have” assumption is crucial
to the DP’s assessment of conditional rebates, although it is tempered
by the consideration that customers may be unable to switch only with
respect to part of their demand.

Even this weak caveat is unfortunately absent from the DP’s analysis
of tying and bundling. Here the “captive sale” assumption plays a piv-
otal role in establishing a rebuttable presumption of abuse, since it is
assumed that all customers of a tie or of a pure bundle are “clearly fore-
closed” from the market, and the same conclusion holds for mixed bun-
dling where the price of the additional component is below the cost
benchmark (long-run incremental costs).*

The DP's suggested “equation” whereby dominance implies a “must
stock” product (which in turn implies foreclosure) is inconsistent with an
effects based approach oriented towards protecting consumers. In par-
ticular, it results in an excessively low threshold for reaching a presump-
tion of abuse. What is required, instead, is an assessment of the degree
of market power enjoyed by the firm at the centre of the investigation,
and an analysis of the likely impact of its conduct on consumers, based
on the specific facts of the case.

2.4 Efficiency defence and objective justification
2.4.1 The “Article 82(3)” proposition

The DP at various points proposes the use of a two-stage competitive
assessment. In the first stage, the Commission conducts its analysis
in order to establish a preliminary finding of abuse. This prima facie evi-
dence, which is often achieved through the use of “rebuttable presump-
tions’ can be reversed by the dominant firm in the second stage of the
assessment by showing that the conduct is objectively justified or gen-
erates valuable efficiency gains, along lines analogous to an Article 81(3)
exemption.

It is useful to consider the merits of this proposal against the Article
81 experience. Historically, the two-stage approach in Article 81 has
been extremely detrimental to the development of a rational economic
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approach to competition law because it has led to far too many restric-
tions being caught in 81(1) and then a complicated collection of block
exemptions under 81(3) whose real role has been to state the circum-
stances in which the restriction should not have been considered anti-
competitive in the first place (e.g. the 30% market share threshold for
vertical restraints). It is only in the last few years that a more effects-
oriented approach to Article 81 has begun to reform this very inefficient
approach, and as such it is a highly unattractive model to copy.

If this approach is taken, it is important to ensure that it does not suf-
fer from overinclusiveness in the first stage. Only conduct that is truly
exclusionary in its effect should arouse initial suspicion and require jus-
tification. An efficiency defence should then be used as a way to show
that the exclusion is a result of the dominant firm beating its rivals as a
result of superior efficiency, and not through strategic anti-competitive
actions. But the DP does not appear to be advocating this model.

The DP does not provide guidance as to the types of efficiency gains
that may be considered relevant, but it implies an unjustifiably strong
focus on proving productive efficiencies. There is no mention of the
allocative efficiency advantages that can flow from Ramsey pricing, the
elimination of the Cournot effect, the setting of marginal price incen-
tives that mimic marginal cost conditions, or of the general desirabil-
ity of low prices and discounts. Similarly, there is no mention of effi-
ciency gains such as market expansion that can be achieved by reduc-
ing agency costs (principal-agent problems), and which may motivate
certain rebate schemes.

2.4.2 An asymmetric standard of proof

The real impact of the proposed two stage approach on competition
policy enforcement depends on the balance between the threshold for
reaching a presumption of abuse and the standard of proof required to
rebut it. Although this depends on everyday application at least as much
as on the wording of guidelines, the criteria provided in the DP provide
a strong indication that this balance might be biased towards creating
an overly restrictive regime. This is a fundamental concern.

A successful efficiency defence must meet all of the following four
conditions:

— that as a result of the conduct concerned, efficiencies are
realised or likely to be realised;

— to realise these efficiencies, the conduct concerned is
indispensable;

— the efficiencies benefit consumers; and

— competition in respect of a substantial part of the products
concerned is not eliminated.

Proving all these conditions is likely to be extremely difficult in any
practical case, especially starting from a position of a dominant firm
whose conduct has been shown to have market-foreclosing effects.
First, there is a striking difference between the wording of paragraph
58, which requires the Commission to show that a market distorting
foreclosure effect is “likely’ and the lack of similar qualifications in con-
ditions 2 to 4 above.

Secondly, in order to demonstrate that efficiencies benefit consumers,
the dominant firm must demonstrate that the gains “...at least com-
pensate consumers for any actual or likely negative impact” “ In other
words, the defence is required to carry out a full-fledged analysis of the
impact on consumer welfare, while the Commission can reach the con-
clusion that the conduct is abusive simply on the basis of the effects on
“the market”* Note, in particular, that the criteria provided in paragraph
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59 for determining “market distorting foreclosure effects” do notinclude
any reference to impact on consumers. The defence must also take into
accountthat”...thelaterthe efficiencies are expected to materialise in the
future, the less weight the Commission can assign to them? %8 although
there is no hint in the DP that a similar approach would be applied by the
Commission to assess practices that may harm consumers only in the
long-term, as frequently happens in foreclosure cases.*®

Thirdly, the last condition apparently takes back what the DP conceded
with condition 3. Even if the conduct generates sufficient efficiency
gains to outweigh the possible harm, where competition is significantly
reduced, the harm to competitors will nonetheless be considered para-
mount. Although there might be good reasons to take this stance, the
interplay between the last two conditions is, at best, unclear.

As we note, above, however, imposing a tough standard on dominant
firms that wish to use the efficiencies defence for their conduct may
not be problematic provided that the presumption that triggers the
need for the efficiency defence has been set at an appropriately robust
level. Our primary concern is that the DP casts the net of initial suspi-
cion too widely at the first stage, such that far too many cases need to
rely on the efficiency defence in order to establish the legality of their
behaviour.

2.5 Conclusions

In our view, the forthcoming guidelines on the application of Article 82
should provide:

— Aclear statement that low prices and, more generally, pricing and
commercial freedom should be encouraged, even for dominant
firms, because efficiency gains are generally expected to flow from
such commercial freedoms;®
— A consistent definition of foreclosure that distinguishes between
behaviour that leads to a rival's lower market share (or exit) due to
competition on the merits versus harmful exclusionary outcomes
that arise from the strategic use of market power and that are ulti-
mately bad for consumers;
— Arequirement that in order to make a finding of abuse competi-
tion authorities must present a coherent theory of harm and prove
it against alternative explanations on the basis of the facts of the
case. At a minimum, the actual market evidence should include the
following elements (in addition to proving dominance):
= Evidence that competitors are harmed. For example, where the
evidence shows that competitors are able to sustain or even
increase their market share, this raises an economic presump-
tion that the competitive conduct under investigation is not
hampering competition.

= Where competitors are harmed by the pricing conduct in
question, cost-based tests should be carried out to establish
whether an “as efficient” competitor would be foreclosed.
Where revenues are greater than avoidable costs, there should
be a presumption that the conduct is not anti-competitive.

Guidelines should set out a framework for the analysis grounded in eco-
nomic principles, and should provide legal certainty for firms by intro-
ducing safe harbours and screening devices designed to dismiss cases
in the early stages.

In the movement towards the realisation of an effects-based system,
the discussion paper is a move in the right direction, but still falls short
in many respects. The statement made in the DP that the purpose of
Article 82 is to protect competition, and not competitors as such, is to
be welcomed. It should also be recognised that the DP supports fewer
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form-based rules than could be justified on the basis of a faithful read-
ing of the case law. Yet, the key issue faced by the DP is to set out the
specific policy instruments that implement the “competition, not com-
petitors” principle. In our opinion, the DP does not measure up well
against this benchmark.



3 Market Definition and Dominance

3.1 Introduction

There is much with which one can agree in the DP’s detailed discussion of
market definition and dominance. However, the DP nevertheless leaves
the impression that one can never be sure of the appropriate market defi-
nition in abuse of dominance cases, nor that one can ever be truly certain
whether a particular firm holds a dominant position. This is an impression
which almost certainly reflects reality, but the profound consequences of
this reality are not properly explored in the discussion document.

The most obvious issue raised by the lack of certainty in this area is
whether firms, even if they take expert advice on the point, can ever
be sure whether they are dominant or not, or whether the competition
authorities are likely to view them as dominant or not. In the light of
the intrinsic uncertainty surrounding dominance, how can the “special
responsibility” of dominant firms be interpreted? To the extent that the
DP provides some guidance on the assessment of dominance, it seems
to place an excessive weight on market shares, which are used not only
to establish safe harbours but apparently may also give rise to a (rebut-
table) presumption of dominance, in spite of the well known fallacies of
this instrument to assess market power, particularly in cases of abuse.

A second fundamental issue on which it would be useful for the paper to
shed further light is what it means by the terms “effective competition”
and the "competitive price’ as liberally used throughout the section.
Even a theoretical discussion of what is meant by the Commission when
it uses these terms would be useful. It clearly cannot mean the text-
book standard of perfect competition, which is rarely, if ever, observed
in real world markets. So, in a world with fixed costs, and other “"imper
fections’ such that firms are unlikely to cover their costs with marginal
cost prices, what exactly is meant by effective competition? This is not a
purely academic question, as throughout the section on dominance the
Commission contrasts the position of a dominant firm with that of firms
in competitive markets. Unless the benchmark against which dominant
firms are to be contrasted can be clearly articulated (i.e. what is effective
competition), it is impossible to know whether, in any particular case,
a firm is deviating from that benchmark and may therefore be consi-
dered dominant.

3.2 Market definition

The discussion of market definition correctly identifies the cellophane
fallacy as a fundamental issue in market definition in cases in which the
pre-existence of significant market power is suspected. This is undoubt-
edly true, but we do not agree that the problems associated with the cel-
lophane fallacy apply to the application of the SSNIP test “in particular”
In fact, as a conceptual framework for market definition, we are unaware
of any adequate alternative to the SSNIP test. In our view the guidelines
should explicitly state that the appropriate market definition test in such
cases should be the SSNIP test applied at the competitive price level. The
possibility of using a different conceptual approach to market definition
from that embodied in the SSNIP test should be expressly rejected by
the guidelines. Ultimately the issue is not about conceptual alternatives
to the SSNIP test, but rather about the interpretation of evidence, in the
light of the possibility that prices have been elevated above the competi-
tive level.
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When dealing with pre-existing market power all market definition tech-
nigues are tainted by the cellophane fallacy and it would be a matter of
considerable concern if the existence of the cellophane fallacy were to
lead to the rejection of the SSNIP test and the conceptual rigour that it
brings to market definition. Inevitably, whatever alternative were put in
its place would be less rigorous and would remain subject to the prob-
lems associated with the cellophane fallacy, even if less transparently
so than the formal SSNIP test. For example, consideration of product
characteristics may be useful, and should surely be used to inform the
market definition debate in Article 82 cases, but whether the charac-
teristics of two different products are such as to make them substitut-
able in use from the perspective of the customer is inextricably linked
to their perceptions of the relative price of the two products concerned
and hence is affected by cellophane fallacy considerations.

The guidelines cite ways in which the difficulties of market definition
in this context may be addressed. The approaches considered are sen-
sible and should be considered in any practical attempt to define mar-
kets under Article 82, but all have very serious problems and do not
constitute a complete solution to the problem either individually or in
combination. Notably, reconstruction of the competitive price is likely
to be virtually impossible in almost all cases, not least without any clear
definition of what the competitive price should be, even in theory (see
point above). Price concentration studies may be worthwhile, but must
be undertaken with care (as noted in the DP). They are really only one
method of attempting to reconstruct the competitive price.

We agree with the Commission that market definition may be fre-
quently applied in markets relevant to the discussion of abuse, without
cellophane issues arising, where that is not the market in which the
allegedly dominant firm is currently believed to hold market power.
This is to be particularly welcomed if it means that the Commission
will employ rigorous market definition techniques to associated mar
kets (e.g. the tied market in tying cases), potentially resolving issues of
whether competition can be harmed by the alleged abuse on market
definition grounds (e.g. the market is wider than the set of products
which the potentially foreclosed rival currently supplies). If this is the
case, an express statement to that effect would be welcomed.

3.3 Dominance

The main problem with the discussion of dominance is that it largely
presupposes that a satisfactory market definition can be found, even
when the preceding discussion of market definition strongly indicates
that such a satisfactory solution to the problems of market definition in
abuse of dominance cases is never likely to be found.

Moreover the discussion of what constitutes a dominant firm, as with
many other sections of the discussion document, seeks to describe
standard economic principles in terms that make them compatible with
past case law, and is less logically argued and less compelling as a
result. Notably, in line with case law, dominance is defined as a lead-
ing position on a market, which gives the firm concerned the ability to
behave (e.g. price) independently of market constraints. As the discus-
sion of market definition makes quite clear, even dominant firms face
competitive constraints at prevailing prices, once they have raised price
above the competitive level. It is only at the (undefined) competitive
price that such firms are unconstrained by their competitors. It is some-
what clearer to define dominance solely as the ability to price above
the competitive level (subject to the caveat of the latter concept not
being defined), although it is not immediately apparent how the abil-
ity to price above the competitive level is synonymous with behaving
independently of competitors (at least, not when this is considered at
prevailing prices).
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The discussion of profits as an indicator of dominance states that high
profits may signal the existence of a dominant position, although there
is no discussion of the profound problems associated with measuring
profitability relative to an asset base which excludes those intangible
assets which may effectively represent capitalised monopoly profits. If
such assets are included, such analysis, properly conducted, would tend
always to show only normal profits. Attempts to correct for these prob-
lems, by carving out assets, then run the risk of artificially suppressing
the capital base so as to generate the perception of excess returns. This
then leads into very difficult territory regarding the appropriate value to
ascribe to brands, IR and other “legitimate” intangible assets.

The DP also claims that if a firm must lower its prices in line with rivals
then this would be considered as evidence of the absence of dominance.
Whilst we welcome rules that might allow for the positive identification
of non-dominance, a rule based around the reaction to rival price reduc-
tions seems to be flawed. Clearly, if we start from a position where a
dominant firm is pricing up to its closest competitive constraint (i.e. fully
exploiting its market power), then if a competitor lowers its price the
dominant firm will naturally have to respond. This merely confirms that
it is competitively constrained at prevailing prices, but says little about
the extent of the constraints it would face at the competitive price level.
As such, responding to rivals is not necessarily informative about domi-
nance. It is all the more surprising that the DP uses this test for non-
dominance, since many of the pricing practices condemned by the DP
involve precisely this kind of selective price response to competition. On
the one hand, the DP suggests that a firm that is obliged to reduce price
to meet a competitive threat cannot be dominant; later, it suggests that
the very same kind of targeted price cuts are indicative of abuse. In fact
neither statement is justified in terms of economic principles.

At a practical level, the DP appears to rely excessively on market shares
in the assessment of the “market position” of the firm with respect to
its rivals. While it is reasonable to consider market shares in order to
have “first indications of the market structure and of the competitive
importance of the various undertakings”®', and they constitute a prac-
tical tool to establish safe harbours, they generally do not provide suf-
ficiently robust guidance to be relied upon to reach even a rebuttable
presumption of dominance. For example, in bidding markets or other
markets where rivals can compete for a substantial portion of demand
of all or most customers, a firm is not likely to have substantial mar
ket power as long as it faces credible bidders. In other words, a firm is
unlikely to be dominant where its product is not a “must have” product
with respect to a substantial proportion of demand.

One of the most striking points in this section of the DP is the sugges-
tion that dominance could be found at market shares of 25% or less.
Notwithstanding the profound problems of market definition, as a practi-
cal matter allowing for the possibility of dominance starting at such low
levels of market share will extend the inherent uncertainty surround-
ing dominance to many more firms than currently perceive themselves
to be at risk with the effective hurdle set at or around 40%. Whilst
we would agree that a theoretical risk of significant market power
arising at these levels may exist, the number of instances is likely to
be small and the cost of widening the net, in terms of increased un-
certainty for a potentially substantial number of businesses, is likely to
be high. We would therefore see merit in the guidelines referring to a
higher threshold, so as to introduce at least a degree of certainty into an
intrinsically complex and unclear area. The cost of such an approach may
be to limit the discretion of the Commission in those rare cases where
market power may arise at lower levels, but this would appear justified
given the benefits of relative clarity that this would provide for a consid-
erable number of firms.
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The DP rightly considers the role of barriers to entry in the determination
of dominance, although again greater theoretical clarity would be useful.
For example, the DP talks of IP not creating a dominant position per se.
However, IP is designed to create static market power and facilitate
pricing above marginal cost. Where is the boundary between accept-
able IP-generated market power and unacceptable |IP-generated mar-
ket power? How should the concept of dominance and the associated
concept of effective competition be applied to the trade-off that exists
between static and dynamic competition? IP suppresses the former to
promote the latter. How can this be squared with a dominance concept
that is essentially static in nature? In an ideal world, all of these issues
would be thoroughly aired in any discussion of dominance and its com-
ponent parts, such as barriers to entry.

The DP also talks of barriers to entry that exist by virtue of the actions
of incumbents. Such barriers may exist as a result of existing abuse,
but should the market position of the incumbent be defined by refer
ence to the consequences of its alleged abuse? It may make sense to
do so, but this introduces an element of circularity in to the analysis, or
at least, an iterative element. As such, the DP should then acknowledge
that a simple, sequential analysis of the kind that most people would
assume was possible under Article 82 (i.e. identify whether dominance
exists and then analyse conduct) cannot be done, and that market struc-
ture and conduct mutually inform and influence each other.

In summary, it would be welcome if the forthcoming guidelines on the
application of Article 82 were to make the following points:

— Clarify that there is no presumption of dominance based on market
share and in every case one needs to assess the specifics of the
relevant market to determine whether the firm has “substantial
market power”;

— Specify that bidding markets may require a specific treatment, and
dominance is unlikely where credible bidders exist with respect to
a significant part of the demand,;

— Emphasise the importance of ease of expansion as a key factor
along with ease of entry (it is noted in the DP, but not sufficiently
emphasised); and

— Stress the need to analyse all available market evidence

3.4 Collective dominance

Finally, the DP talks of the possibility of collective dominance. This con-
cept is apparently used by the DP to address two types of conduct: first,
explicit agreements or other links in law and, second, “tacit” forms of
collective behaviour.?? However, the concept of “collective dominance”
does not fit naturally in the context of exclusionary abuses.

Explicit agreements can probably be pursued under Article 81 so that it
is unclear why they should be granted a separate treatment here. If the
purpose is simply to highlight an area of potential overlap between the
two Articles in order to ensure a consistent enforcement, this should
be made clear.

More significant problems arise with respect to tacit collusion. The con-
cept of a tacit form of coordination was developed in the economic lit-
erature in the context of pricing conducts, as indeed recognised by the
DP at paragraph 47 According to these theories, rival firms would be
able to reach and sustain a tacit agreement to raise prices above the
competitive level. Although in principle it could be conceivable that a
similar form of coordination might be achieved in order to exclude, this
proposition needs to be carefully examined before it can form the basis
for competition law enforcement.
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First, to the extent that the ultimate purpose of exclusionary abuses
is to raise or maintain prices at a supra-competitive level, it appears
that any collusive exclusionary conduct only makes sense as part of
a broader (tacitly) collusive strategy. In other words, establishing the
existence of a tacit agreement to raise prices would appear to be a
necessary condition for a finding of tacit agreement to exclude. Yet, the
application of this concept to exclusionary abuses seems to reverse the
third necessary condition set out in Airtours, namely the absence of
factors that might disrupt the tacit agreement, such as new entry. The
application of the collective dominance concept to exclusionary abuses
seems to suggest that market entry, rather than inducing a breakdown
of the (tacit) collusive equilibrium, would trigger a (still tacit) reaction
from the incumbents aimed at foreclosing the entrant. Such an excep-
tional degree of stability of the collusive equilibrium appears highly
implausible.

Second, the DP does not discuss which exclusionary strategies might
be used by a collectively dominant group of firms, and how these would
work in practice. For example, a tacit agreement to implement a preda-
tory strategy seems in itself implausible.® In principle, a tacit collective
strategy to raise barriers to entry by engaging in pure bundling or refusal
to supply appears a more realistic possibility. Yet, where all incumbents
follow the same commercial behaviour, it is far from clear how one
would test empirically whether this behaviour is motivated by anti-
competitive intent as opposed to unilateral behaviour such as the pur
suit of economic efficiency or customers’ preferences.

Presenting a coherent story of harm to consumers, and testing it
against the facts of the case, should be a key requirement of all com-
petition law enforcement. However, in the case of exclusionary abuses
by collectively dominant firms, such a story is difficult to construct even
on purely theoretical grounds, let alone to test in practice.% Indeed, in
most (if not all) circumstances, market evidence will be consistent with
both collective dominance and competition.
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4 Predatory Pricing

4.1 Introduction

The DP acknowledges (e.g. at paragraph 94) that “lowering prices,
the directly visible part of predation, is also an essential element of
competition’ which a competition authority would want to encourage.
Moreover, the DP implicitly acknowledges that a number of conditions
are required for a finding of predation. Thus, the DP defines predatory
pricing in the following way:

The practice where a dominant company lowers its price and thereby
deliberately incurs losses or foregoes profits in the short run so as to enable
it to eliminate or discipline one or more rivals or to prevent entry by one or
more potential rivals thereby hindering the maintenance of the degree of
competition still existing in the market or the growth of that competition.5®

First, the predating firm should enjoy “...substantial market power on
the market in question® In other words, predation is unlikely to be
feasible if the firm does not enjoy a dominant position. Without domi-
nance, the possible exclusion of some competitors generally does not
weaken competition, and therefore it is unlikely that the firm would be
able to recoup the losses incurred in pricing low.

Second, it needs to be demonstrated that the predating firm has
accepted a reduction in its short-run profits. This does not necessar
ily mean that the company has made losses, though the Commission
presents a number of cost benchmarks as relevant in assessing the
likelihood of predatory behaviour.

Third, the firm’'s sacrifice must have been made “...with the inten-
tion to eliminate or discipline rivals or prevent their entry”® In other
words, intent plays an important role in the analysis, even though the
DP makes it clear that the Commission will not have to show intent
when the price charged by the dominant firm is below certain cost
benchmarks. As we describe below, according to the Commission in
these cases “predation can be presumed’®

The Commission also recognises (e.g. at paragraph 97) the inherently
“risky” nature of contemplated predation as a profit-maximising strat-
egy for a firm, given that its immediate impact is a reduction in prices.
Thus it is described as a strategy that is “to a certain extent self-deter
ring”

In this context, the DP might have been expected to set out a high
threshold for intervention against alleged predation. However, it has
not done so.

4.2 Dominance

The DP recognises that predation “...can normally only be effective
and profitable if a company has already substantial market power
on the market in question”%® It stresses that, absent such a posi-
tion, the firm in question is unlikely to be able to implement an exclu-
sionary strategy successfully (where there are strong alternative
competitors), or exploit any exclusion that occurs (where there are a
large number of competitors). The established concept of dominance
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provides a practical threshold, below which it is reasonable to assume
that sufficient market power to predate will not be held by the firm.

To put the point another way, there is no reason for competition author
ities to worry because a non-dominant firm engages in a particularly
aggressive pricing strategy. Even if it marginalises some competitors,
the conduct does not pose a threat to competition until the firm has
achieved a certain degree of market power in the market in question.
Pricing low, and even below costs, is indeed normal practice for firms,
for example when entering a market or launching a new product, or sim-
ply to gain market share.® This behaviour is normally good for consum-
ers, and is the essence of competition on the merits. Therefore, it is not
necessary and not appropriate for authorities to intervene before the
firm has reached a position of significant market power, i.e. dominance.
The DP highlights two scenarios where it argues predatory conduct may
occur in a market in which the firm in question is not dominant. First, it
is argued that a firm that is dominant in one market may sometimes set
low prices in an adjacent market in order to protect its dominant posi-
tion; for example, by making entry from the adjacent market into the
dominated market more difficult.®" However, in this case the firm under
investigation faces effective competitors in the market in which the low
pricing occurs. The DP does not explain why it is legitimate to drop the
limb of the “need-fordominance” argument that requires the capability
of the strategy to harm competition in the first place. Dominance in an
adjacent market might provide an incentive for the firm to exclude, but it
does not in itself make anti-competitive exclusion more likely.

Second, the DP argues that predation can arise in a market without dom-
inance, where it is implemented by a firm that has a legal monopoly in
another market. Here, the Commission appears to be concerned that a
firm with access to considerable financial resources may have a greater
ability to predate by pricing low over a long period of time. Indeed, deep
pockets may contribute to the success of an exclusionary strategy, not
only by supporting the firm through the loss making phase but also by
demonstrating the credibility of the exclusionary intent.’? However, the
DP does not explain why (appropriately regulated) legal monopolies
should be singled out as a source of such funds. The inclusion of this
proviso implies a desire to encompass cases such as the Deutsche Post
case within the predation net, without identifying more precisely the
general principles underpinning the specific competition concern.

Following European case law, the DP implies that a finding of domi-
nance obviates the need to consider the possibility of recoupment. The
logic for this stance is presumably that if likely competitive constraints
are sufficient to prevent recoupment, then this also implies sufficient
constraint to rule out dominance. Or, to turn this around, a finding of
dominance implies a competitive constraint that is too weak to effec-
tively prevent recoupment. While there may be some logical basis for
this standpoint, in practice it is important to recognise that dominance
assessment is almost always an inherently “noisy” process and there-
fore that a separate recoupment check is warranted, particularly given
the high standard that should be met before a finding of predation is
made, and undesirability of false convictions. Under an effects-based
regime, the Commission should not be daunted by the need to tie a pre-
dation finding to a soundly based prediction of recoupment.®

4.3 Profit sacrifice and cost benchmarks

4.3.1 Benefits and drawbacks associated with different
costs benchmarks

To assess the likelihood of predation, the DP sets out a number of cost
benchmarks below which, according to the Commission, there is more
reason to assume the existence of a predatory strategy and/or “...below
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which no additional proof may need to be brought by the authority
because predation can be presumed.” 64

The average avoidable cost (AAC) is defined as the average of those
costs that could have been avoided if the allegedly predating company
had not produced a certain amount of output over a certain period of
time. There are significant benefits associated with the AAC benchmark
relative to the calculation of marginal costs (MC) and average variable
costs (AVC). In particular, the AAC addresses the data availability issue
normally associated with the calculation of the MC, which may in prin-
ciple be different for each unit of output. Moreover, unlike the AVC,
using the AAC avoids the need to distinguish between variable costs
and fixed costs, a distinction which often raises many difficulties and
tends to be driven by accounting convention rather than the underlying
economics.®®

Another advantage of the use of an AAC concept is that it can be sensi-
tive to the time period over which it is calculated. In particular, since the
proportion of costs that are avoidable tends to increase over time, the
AAC is typically an increasing function of the time period. This implies
that a pricing strategy will be increasingly likely to be viewed as preda-
tory the longer it is maintained. In other words, prices above short-term
AAC can be predatory if they are maintained for a sufficiently long time.
Where a firm has sustained prices below long-term AAC over a period
of time sufficient to avoid these costs, it is reasonable to ask why it has
not adjusted its strategy.

Nevertheless, one should also acknowledge that companies can make
mistakes. And when revisiting its strategy to remedy for past mistakes,
a firm should treat bygones as bygones. In other words, while retro-
spection might indicate that an alternative course of action would have
been more profitable, firms' decisions are necessarily based on an on-
going forward-looking perspective. This circumstance is apparently rec-
ognised by the DP at paragraph 131:

...[An objective] justification could be that although the price is below the
relevant cost benchmark and although there is a likely exclusionary effect, the
dominant company is actually minimising its losses in the short-run.

The average total cost (ATC) is the average of all the variable and fixed
costs. The DP rightly points out the difficulty raised by the allocation of
common costs in multi-product settings when calculating ATC, i.e. of
those fixed costs that are incurred for the production of several prod-
ucts. The DP indicates that the Commission will normally allocate com-
mon costs in proportion to the turnover achieved by the different prod-
ucts. However, this suggested allocation, like any order possible alloca-
tion, is clearly arbitrary. This reflects the fact that the ATC is not an eco-
nomically meaningful measure whenever the allegedly predating firm
produces more than one product (that is, in virtually all cases). In other
words, ATC should simply not form a basis for assessing exclusionary
conduct, or indeed any abusive behaviour.

Long-run average incremental costs (LAIC) excludes an apportionment
of common costs, but include all sunk costs associated with an incre-
ment of activity. As such it provides little insight into the legitimacy
of price levels over the short-term, or if circumstances in the market
have changed. At best, LAIC might provide a useful forward-looking
benchmark in judging price proposals, since all legitimate incremental
projects entered into by a dominant firm ought to be able to show an
expectation of recovering their investment costs at the time the invest-
ment is committed. However, an avoidable cost concept is equally well
placed to play this function, since in the ex ante situation prior to incur
ring investment, those costs are also avoidable.
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4.3.2 Pricing below avoidable costs

In the introduction to the predatory pricing section of the DR the
Commission acknowledges that pricing is not necessarily “predatory
just because the lower price means incurring losses or foregoing prof-
its in the short-run. An investment in temporarily lower prices may for
instance be required to enter a market” ¢ This is a useful clarification:
the DP could in principle have taken a harder line based on the existing
case law, and it is encouraging that it chose not to do so.

However, the DP does take a harder stance at paragraph 109, where
it states that if the price charged by the dominant company is below
the AAC, this is sufficient to presume that the sacrifice was made to
exclude its rivals from the market. Although the Commission acknowl-
edges that this is a rebuttable presumption, the implication is that in
these cases the Commission will not need to build and test a clear the-
ory of anti-competitive harm and, specifically, it will not need to demon-
strate either the intent to predate or the possibility to recoup the losses
in the longerterm.® This position, which is consistent with previous
cases brought by the Commission (see for example the AKZO case),
presents a number of drawbacks.

First, it is not clear why the Commission would want to shy away from
the responsibility of putting forward and testing a story of anti-competi-
tive harm if it is implementing an effects-based policy.

Second, by focusing merely on one element of predation (i.e. pricing
below a cost benchmark) and ignoring other important issues such as
intent and recoupment, the DP dangerously increases the risk that gen-
uine competitive initiatives implemented by a dominant company will
be deemed to be predatory.

4.3.3 Prices above avoidable costs but below average total cost

The DP essentially follows the case-law framework established by the
ECJ AKZO decision, though with average avoidable cost replacing aver
age variable cost (as discussed above) as the lower cost threshold. In
other words, when prices are above avoidable cost but below average
total cost, the focus is on intent in determining whether the pricing
behaviour is abusive.

Though the DP helpfully recognises® that it is not sufficient to identify
“...internal general talk” about “crush[ing] the competition” to show
predation, it argues that where direct evidence is available “...it may
be assumed that the dominant company, as it has devised a clear strat-
egy to predate, also has the means to predate” The DP therefore states
that, in these circumstances, other elements of a full predation analy-
sis are not required. This provides further evidence of a retreat from
an explicitly effects based approach, and a failure to acknowledge the
inherent practical difficulties in judging intent and the desirability there-
fore of implementing cross-checks whenever they are available. Even
apparently good evidence of intent should not obviate the need for
comprehensive, rigorous analysis of effects.

Where direct evidence of a predatory strategy is not available, the DP
states that a number of pieces of indirect evidence will be used, includ-
ing whether the behaviour only makes commercial sense as part of
a predation strategy, the scale of low pricing, etc. In this respect, the
DP highlights evidence that the dominant firm selectively targets spe-
cific customers, particularly where they are the customers of rivals or
are the customers most likely to switch to entrants, as potentially an
"important part of the evidence of a predatory strategy’’® However,
since by assumption the Commission here is dealing with prices above
AAC, selective low pricing is a short-run profit maximising strategy for
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the firm precisely where it is necessary to ensure new customers are
won or existing customers are retained.

As discussed in Section 2.3.3, this approach is not supported by stand-
ard economic principles. The risk is that the Commission's stance will
be interpreted as reflecting a desire to maintain a special responsibility
on dominant firms in this context to accommodate the entry of rivals,
even where it is (short-run) unprofitable for them to do so.

4.3.4 Pricing between avoidable cost and LAIC

The DP identifies two scenarios where Long Run Average Incremental
Cost (LAIC) could replace average avoidable cost in the Commission’s
taxonomy.

The first scenario arises where the dominant firm has activities pro-
tected by a legal monopoly. In this case, the DP argues that a LAIC
standard is required to avoid “cross-subsidisation” However, the DP
does not explain why the legal monopoly operations should be mak-
ing greater profits, thus providing the firm in question with a deeper
pocket, than any other activity (see Section 4.2). This could be the case
where regulation of the legal monopoly has failed, but the application
of Article 82 should not be conditioned on this. This principle, which is
misleadingly referred to as “cross-subsidisation’ appears to have been
drawn from the Deutsche Post parcels case. It provides an example
of the inappropriate transposition of the circumstances of a particular
case into a general "“principle” that any guidelines should be seeking to
eliminate.”

In such circumstances, it would be a mistake to adjust the Article
82 standards where the real issue arises with respect to effective
regulation of the legal monopoly itself. The key fact to recognise is that
any difference between the average avoidable cost and LAIC standards
arises because certain costs are sunk and therefore outside the control
of the firm going forward.

The second scenario identified concerns sectors “...which recently
have been liberalised"”? While a plausible case may be made for a more
pro-active encouragement of new entrants in such sectors, this goal
should not affect the standards applied under Article 82. Rather it is
an argument for separate, sectorspecific regulation, as set out in the
EC regulatory framework for electronic communications. Crucially, the
fact that particular industry characteristics make entry inherently dif-
ficult and often inefficient, e.g. because substantial sunk investment
is required, should not cause the standards against which a dominant
firm's behaviour is regarded as abusive to change. Paragraph 126 seeks
to justify the use of an LAIC benchmark in the telecoms sector (and per
haps other formerly regulated network utility sectors) on the grounds
that they have particularly high fixed costs. No empirical justification for
this is provided, and we believe it is unlikely to be sustainable.

While it is true that in an industry which has substantial sunk costs (i) it
is unlikely that a firm will be found to be pricing below average avoidable
costs (i.e. presumptions of predation will be rare to find under conven-
tional standards), and (ii) entry may be unattractive at prices substan-
tially above average avoidable costs, this should not cause a change in
the required standard. The fact that the avoidable cost benchmark is low
simply implies that the range where pricing is likely to have a plausible
pro-competitive explanation is relatively wide. This does not provide the
basis for increased intervention.

Furthermore, the sector specific implementation of an adjusted stand-
ard again suggests a form-based approach (conditioned on the firm'’s
sector) being preferred to robust, effects-based analysis.
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4.3.5 Pricing above ATC

Although any definition of ATC is inherently arbitrary, and we have
argued above that this cost benchmark should play no role in identify-
ing the existence of predatory pricing, there could be some value in
adopting an ATC benchmark in order to define a clear safe harbour for
dominant firms, providing a reasonable degree of certainty that prices
above this threshold will not be deemed predatory. While it may well
be the case, as with most safe harbours, that one can envisage cir
cumstances where pricing above ATC might eliminate rivals and thus
ultimately harm consumers, there must be recognition that at an appro-
priate threshold this risk to consumers is outweighed by the collateral
damage to competition from excessive intervention. As in other areas,
the classic need to balance Type | and Type |l errors is relevant in apply-
ing the abuse of dominance criterion.

Where a dominant firm covers all its costs in totality and the incremental
costs associated with each particular product, then its pricing structures
are perfectly sustainable even over the long-term. Such pricing is con-
sis-tent with robust competition. It would be wholly arbitrary and uneco-
nomic if a dominant firm’'s exposure to predation charges was sensitive
to whether the pricing patterns adopted happened or not to reflect the
common cost allocation methodology adopted by the Commission.

This stance is all the more surprising given the recognition that preda-
tion is at best a risky strategy and generally “self-deterring”

In fact, the DP raises the prospect that a firm may be obliged to con-
cede sales to a less efficient competitor, even though it could price at a
level above ATC which recovers all costs and still win those sales (see
Section 2.3.1 above). We do not agree with this approach. It is conceiv-
able that, at least in a static sense, even inefficient entry would deliver
gains to consumers (a concept that has been embodied in the phrase
"inefficient competition may be better than no competition at all”).
However, even if the dynamic consequences of such an approach are
ignored, it should not be the (special) responsibility of dominant firms
to sponsor such market outcomes. Requiring dominant firms always
to accommodate even less efficient entry under Article 82 provisions
effectively amounts to imposing higher prices on consumers in order to
subsidise the new entrant. As discussed in Section 2.3.1, engaging in
this type of opaque and inefficient form of active industrial policy is not
an objective that can be efficiently pursued under a prohibition-based
law against abuse of dominance.

4.4 The efficiency defence
At paragraph 133, the DP states that:

An efficiency defence can in general not be applied to predatory pricing. It
is highly unlikely that clear efficiencies from predation can be shown and ...
that these benefits outweigh the loss of competition brought about by the
predation.

The DP's sceptical stance on efficiencies arising from low-pricing (and
potentially predating) behaviour is questionable at least for the follow-
ing reasons.

First, the approach set out by the Commission is inconsistent with the
more open approach adopted vis a vis other practices covered in the DP
such as fidelity rebates or bundling. As all these practices have poten-
tially exclusionary effects, it is difficult to see on what grounds a differ
ent standpoint can be justified, apart from satisfying a perceived need
to remain coherent with existing legal precedents.
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Second, it is clear that at least in the short-term consumers benefit from
any low prices charged by the dominant firm. This certain and indisput-
able benefit, which paragraph 133 of the DP seems to totally ignore, has
to be assessed against the uncertain risk of higher prices that may result
in the longerterm should the dominant firm's rivals exit the market. This
trade off between certain benefits in the short-term and uncertain anti-
competitive effects in the long-term implies that compelling evidence
should be required to establish that a dominant firm has engaged in
predatory behaviour.
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Similarly, at paragraph 141 the
DP states: “Exclusionary rebates
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In addition, the paragraph could
usefully avoid leaving the door
open for overintervention by
offering more clarity for the
phrase “a good part of the
market” and by removing the
suggestion that only a modest
incidence of a rebate scheme
could lead to foreclosure.

5 Single Branding and Rebates

5.1 Introduction

Section 7 of the DP sets out the Commission’s suggested framework
within which to assess the potential exclusionary effects of discount
and rebate schemes operated by dominant firms.

There is insufficient regard paid to benign and pro-competitive rea-
sons for discounting. There should be a clear statement up front that,
in general, low prices and pricing freedom are to be encouraged, even
by dominant firms. On the contrary, the DP demonstrates a consid-
erable degree of suspicion regarding dominant firm pricing. This is
exemplified by its introductory comment at paragraph 134. While this
starts of with the helpful statement that: “...[a] superior price/qual-
ity ratio for individual orders of customers is unobjectionable under
Article 82 because it is competition solely based on the merits’ the
same paragraph goes on to state that a supplier “...may however use
single branding obligations and rebate systems to attract more of cus-
tomers’ demand" This implies that attracting demand from customers
would constitute harm.”® However, a firm seeking to increase its sales
through offering customers a more attractive price, may well be a form
of legitimate competition on the merits. Indeed, the fact that pro-com-
petitive motives for such rebate schemes exist is best evidenced by
the fact that non-dominant firms engage frequently in same practice
to deliver lower prices at the margin and to encourage downstream
effort (e.g. in activities which expand market demand).

While the introduction of a cost test for the assessment of “fidelity
rebates” is welcome, in particular because it signifies a shift in stance
away from a per se approach, the choice of benchmark is not appropri-
ate. The ATC pricing benchmark for rollback rebates, share of needs
rebates, customised targets, growth targets and selective price cuts
is too restrictive of pricing freedom. Further, the DP gives too much
credence to the possibility that pricing above ATC could be abusive.
Both these factors are a major concern and give rise to a considerable
risk of chilling effective price competition.

The chapter would benefit from drawing together some common
points in the analysis. We would suggest that the DP highlights initial
screens to assess the feasibility of foreclosure and the likely effect of
the scheme in question on incentives and only then looking at more
detailed tests which assess whether prices are below the chosen
measure of cost.

In part the DP seeks to offer some common themes at 145. However,
this paragraph needs some clarity and context.” It would be help-
ful, for example, if the DP began with something along the lines of:
"Foreclosure relates to a market and not a specific customer. Therefore
the Commission will consider whether foreclosure of the market is
feasible. In some cases it will not be because alternative routes to
market exist through which the rival in question can obtain an efficient
scale of production. In assessing these issues, the incidence of the
discount scheme is important...."

While the notion of a captive base is helpful, it is not easy to meas-
ure accurately and it is not appropriate to assume that: “the dominant
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position will in general ensure that most buyers will anyhow purchase
most of their requirements from the dominant supplier’”® This is not a
general rule and must be tested against the relevant facts.

In the rest of this chapter, we expand on these points in more detail,
with comments on:
— the framework for analysis of rollback discount schemes;
— the analysis of unconditional discounts and the choice of cost
benchmark, which needlessly restricts dominant firms' freedom
to act as rational profit maximising entities; and
— the use of an average total cost (ATC) benchmark throughout
the Section.

5.2 Rebates and foreclosure of competitors

The DP recognises the fundamental distinction between rollback dis-
count schemes, incremental conditional rebates, and unconditional
discounts. As discussed below, the analysis of all three forms is predi-
cated on an incorrect cost benchmark. Setting the cost standard aside
for the time being, this Section presents a critique of the Commission'’s
proposed approach to investigating exclusionary effects within the first
and third type of scheme.

5.2.1 Rollback rebates

Rollback rebates occur where a supplier sets customers a target level
of sales, beyond which a discount is applied not only to that customer’s
purchases above the target, but to all of its purchases. The DP sets out
its explanation of how it will assess such schemes at paragraphs 152 to
165. This methodology is poorly explained. Our high level understand-
ing of the DP’s approach is set out below. We then comment on each
step in the assessment process (as we understand it) in more detail.

We understand the DP to set out the following step-by-step process
for the assessment of rebate schemes. As we interpret the scheme,
each step represents a screen that may either eliminate a scheme
from further consideration because foreclosure effects are not feasi-
ble, or require more analysis at the next assessment step.

First, consider whether a rollback scheme’s sales target is sufficiently
low relative to customers’ total needs as to be unlikely to affect cus-
tomer behaviour.” Where this is the case, the scheme is unlikely to
have exclusionary effects.

Secondly, consider the “suction effect” —i.e. the fact that reaching the
target provides a discount on all units up to that point. Given that the
case was not dismissed at the first screen (i.e. the target is set beyond
the captive base), the implication is that the discount is targeted in the
contestable part of the market.”” The aim is to assess the effect on
commercially viable amounts supplied by (potential), as efficient, com-
petitors of the dominant supplier.”® In particular, the idea is whether a
firm could operate at its commercially viable share and compete for
those units just prior to the dominant firm'’s target (i.e. compete for
those units where the “suction effect” is strongest). If so, argues the
DP then if the commercially viable share is 20 units, and the target is
100 units, the implied price of the block of 20 units up to the target (i.e.
the 815-100" unit) must not be below the ATC of the dominant firm.
In order to carry out this implied price versus ATC test, there are the
following possible steps:”®

— First, the required share is calculated (the RQS). This requires find-
ing the point after which the extra per unit expenditure required by
the customer to reach the target exactly equals the average total
cost of producing the extra units purchased.®* The DP uses the
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problems, an absence of rivals
currently operating above RQS
should only be used to proceed
to the CVS stage of the process,
not as sufficient evidence of
exclusion.
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expression “required share” because the Commission considers
that the rival must capture at least this share to be able to com-
pete. Thus, if rivals’ actual shares with a given buyer exceed the
RQS, the Commission considers that the scheme will not have a
foreclosure effect.®” Where the actual share of a rival is below the
RQS, we move to the next step.®

— Second, the commercially viable share (CVS) is measured. The CVS
is defined as “the share of customers' requirements an efficient
entrant can reasonably be expected to capture”® According to
the DR if the CVS is below the RQS, the scheme “is likely to have
a foreclosure effect”® The DP does not explain the logic of this
test. One possible explanation is as follows. If the rival operated
at a plausible viable scale and could compete only for those units
where the suction effect is the strongest, then the rival could not
operate profitably.

— The Commission will first approximate the CVS by using the indus-
try minimum efficient scale.® If the minimum efficient scale is not
sufficient to “overcome” the RQS across which the suction effect
implies below cost pricing, the Commission will go on to investi-
gate the likelihood that entry would in fact occur at a greater scale.
If, after this investigation, the Commission still concludes that entry
would likely be at a scale below the RQS, then it will conclude that
the rebate scheme has an exclusionary effect.

This process is surprisingly detailed and yet, despite that detail, leaves
open important questions and misses a fundamental point.

First, what matters is whether there is sufficient room for a rival to oper
ate efficiently. If the minimum efficient scale is very small, rivals are
less likely to require access to the part of the market where the suction
effect is the strongest and so are less likely to be foreclosed. Indeed,
most theoretical models of foreclosure require economies of scale (or
network effects) to be substantial — paradoxically, the DP argues that if
the minimum efficient scale is low, foreclosure is more likely.8 This is a
fundamental concern with the DP's approach.®’

Second, there is much detail as regards the CVS versus RQS distinction
and this risks downplaying the very first screen (i.e. is the target suf-
ficiently low relative to customers’ total needs that foreclosure is not
feasible?). As explained above, if the minimum efficient scale is low,
then even if the target accounts for a relatively high share of a buyer’s
needs, this may not lead to foreclosure because there is scope for rivals
to operate efficiently at low levels of output.

Third, the DP does not indicate whether an assessment of the CVS
will take into account the volume of non-captive sales available for rival
firms. Suppose that a buyer's needs were equal to the target (i.e. if the
buyer meets the target, it will not buy from the rival at all). In this case,
the issue is whether the contestable share exceeds the RQS. If so, then
an equally efficient rival could profitably undercut the dominant firm by
competing for all of the contestable sales. If not, the contestable seg-
ment is foreclosed.

These criticisms highlight two issues. First, the CVS is a vague concept
open to a great degree of discretion. It would be a shame to spend
considerable effort on determining the CVS when the theory underpin-
ning the CVS-RQS test is not fully thought through. Second, and more
generally, this highlights the problem of using complex rules that are
allegedly grounded in economics to determine abuse (the DP's version
of an effects-based regime), instead of setting out high level principles
which are applied on a case by case basis to determine the likely effect
of behaviour in question (a better approach, see the conclusion to sec-
tion 2 above).
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Thus, the RQS test could lead to false positives and false negatives.
First, if the CVS is calculated without regard to the captive sales (assum-
ing the latter can be measured accurately), the estimated CVS may over
state the number of sales that an efficient rival could expect to make,
and so its ability to overcome the suction effect of the rebate (a false
negative). On the other hand, the RQS may be estimated to exceed
the CVS even though the captive base is so small that the contestable
share of sales exceeds the RQS substantially (a false positive).

The Commission draws together its analysis at paragraph 162, where
the DP sets out five steps which must all apply before presumption of
foreclosure is made:

a) The rebate is conditional with rollback discounts;

b) The threshold set is likely to incentivise a “good part” of the
dominant company’s buyers by penalizing them if they switch;

c) The RQS exceeds the CVS;

d) The dominant company applies the scheme to a “good part” of its
buyers and “therefore affects, if not most, at least a substantial
part of the market”;

e) There are no clear indications of a lack of foreclosure effect such
as aggressive or significant entry/expansion or switching by
customers.

On the positive side, there are some hurdles established and a link to
costs and so there is a welcome movement away from a form based
approach. The Commission goes some way towards asking the follow-
ing questions: Does the scheme affect incentives? Is foreclosure fea-
sible? Is there implied pricing below cost? Is there a fact based story of
harm to competition?

However, several concerns remain, apart from the problems with step
(c) explained above. First, steps (b) and (d) are focused too much on the
dominant firm’s buyers and this downplays the fundamental point that
foreclosure relates to a market and not the dominant firm’s customers.
The dominant firm’s customers cannot be presumed to cover all of the
market — that must be tested against the evidence. This point could be
made in relation to the meaning of “a good part of the market’ a vague
phrase which needs more discussion.®®

Second, step (e) could usefully be bolstered by a clearer statement
that an absence of evidence of foreclosure is strong evidence against a
scheme having exclusionary effect.

Third, the screen at 162(b) could usefully be stated earlier. The DP is not
clear on the chronological order in which it will approach the assess-
ment (and the appropriate order will not always be the same), but this
screen could be applied early on, before the more in depth RQS/CVS
tests. This would avoid wasteful use of limited regulatory resources and
provide a clearer signal as to the approach to enforcement. As noted
above, the screen should be extended to consider whether there are
alternative routes to market (i.e. without using the dominant supplier’s
customers).

Finally, the Commission appears to reserve the right, even if a rebate
scheme has successfully negotiated the “trial by ordeal” explained
above, to hold that a scheme in which pricing below cost (however
defined) does not arise over a relevant range of volumes is neverthe-
less exclusionary. In “exceptional” circumstances a firm with non-repli-
cable productive advantages may be found to be abusing its dominant
position by making use of these advantages.® This idea that some effi-
ciency advantages should be discounted from the “as efficient compet-
itor” benchmark leads inevitably to greater uncertainty and to a regime
of “managed competition’, whereby the Commission gets to judge
which efficiency advantages are justified and which are not. We believe
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that the Commission should forgo this wide-ranging and arbitrary privi-
lege to interfere in the competitive process.

5.2.2 Unconditional rebate schemes

While rollback rebates are a form of conditional discount, that is, dis-
counts offered in response to customers’ purchasing behaviour, uncon-
ditional discounts are offered to particular customers independent of
their purchasing patterns. The DP states that such discounts may be
exclusionary where a dominant undertaking charges lower prices to
customers particularly likely to switch to competitors.

This position directly imposes a special responsibility on dominant firms
not to compete on price, by removing their ability to price discriminate.
Simple economic theory tells us that a firm will choose its price with ref-
erence to its own marginal production costs, and the alternative options
available to potential customers. It is due to the availability of substi-
tutes that an oligopolist will charge a lower price than a monopolist, all
else remaining constant, and such pricing in response to other firms is
the essence of competition. Thus a customer lying in a particular region
such that it can choose between two suppliers benefits from the com-
petition between these two firms in terms of lower prices. The DP how-
ever, would regard an attempt by a dominant firm to compete for that
customer’s business as abusive, denying that consumer the benefit of
the price competition that would otherwise occur. This stance can only
harm consumer welfare, by reducing the vigour with which a dominant
firm competes for elastic segments of demand.

The DP’'s statement that “...direct exploitation takes place by discrimi-
nating between customers and making customers with a higher willing-
ness to pay and less switching possibilities pay a higher price than oth-
ers” also contradicts the Ramsey pricing principle by which fixed costs
may be efficiently recovered through price discrimination. By seeking to
impose linear pricing on dominant firms, the DP would eliminate scope
for firms to expand their markets by attracting marginal consumers that
are willing to pay the variable but not fixed costs of production. Denying
these consumers access to the good is to the detriment of consumer
welfare unless the pricing in question can be shown to be part of a
predatory pricing campaign.

We regard the discussion of exclusionary unconditional discounting pro-
vided at paragraph 171 as unnecessary. Insofar as a dominant firm is
excluding current or potential rivals by targeting their customers with
below cost prices, this behaviour should be captured by the provisions
of Section 6 of the DP. By seeking to extend the predation principle to
pricing below ATC (as discussed below), paragraph 171 can serve only
to chill potentially dominant firms" incentives to engage in vigorous com-
petition.

5.3 The cost benchmark employed

The exclusionary harm identified by the DP in respect of the various
rebate schemes considered at Section 7 is analogous to predation. The
fundamental concern in each case is that a dominant firm may use dis-
counts as a tool by which to supply rivals’ potential customers at a price
that these rivals, even if as efficient as the dominant firm, are unable
to match profitably and that this has an adverse impact on competition.
The DP’s analysis of predation, set out at Section 6, proposes the use
of an average avoidable cost (AAC) benchmark, which asks whether in
serving a particular customer or group of customers the dominant firm
covers the additional costs associated with doing so (measured over
the relevant time period). Where a firm’s pricing fails this test it may be
evidence that its behaviour is motivated by other than ordinary compet-
itive considerations — i.e. there is a reason to investigate further.
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In respect of rebate and discount schemes, however, the DP switches
from an AAC benchmark to an average total cost (ATC) criteria. Where
a firm’s price to a customer or group of customers does not cover its
ATC the Commission will draw a rebuttable presumption of exclusion-
ary effect. This standard is inconsistent with the (valid) statement in
Section 6 of the DP that prices “above average total costs are in general
not considered to be predatory because such pricing can usually only
exclude less efficient competitors”®° Put differently, the role of the ATC
benchmark is switched from safe harbour to a test of harm.

Moreover, the setting of price above AAC but below ATC is one of the
principal efficiency-improving benefits of rebate systems. Where fixed
costs are covered by higher priced sales for which there is a high will-
ingness to pay, it is in the supplier's rational business interest to con-
tinue to expand sales at a lower price in order to supply customers that
are willing to cover the incremental cost of production. Clearly such a
practice is in the interests of the marginal customers concerned, who
are able to consume a good that would be denied them in a situation of
linear pricing, and of social welfare as a whole.

As well as being inconsistent with the proposed analysis of predation
set out in the DR the Commission’s suggested approach to the assess-
ment of rebate schemes is inconsistent with that applied in regulated
industries. Even where a firm has a captive base conferred by a legal
monopoly, on entering an open market it would only be required to price
above its long-run average incremental costs on that market. That is
the firm must cover the additional fixed and variable costs required to
operate on the free market. There would be no requirement to cover
overheads associated with the regulated activity as well. Hence, under
the approach set out in the DR a dominant firm that has established
a captive base through its own efforts would have less freedom than
firms that have been arbitrarily awarded a captive base by dint of a legal
monopoly.

The DP seeks to justify the use of the ATC, rather than AAC, cost meas-
ure by noting that rebate schemes are usually indefinitely sustainable,
precisely because they will usually be profitable. On the basis of dis-
counts generally being long-run phenomena, the Commission presumes
that a long-run cost measure, such as the ATC, is appropriate. This pre-
sumption is on the basis that leverage is possible from the “captive”
to the “contestable” sales, however, which biases the test by assum-
ing that leverage, which we are testing for, occurs. This a priori bias is
valid only if we are determining a safe harbour — that is, to state that a
scheme in which price is above ATC can be presumed non-exclusionary,
but not vice versa.

Finally, there are practical problems with the use of the ATC. The rel-
evant ATC is not an easily identified and readily observed cost meas-
ure, as there is no economically correct way of allocating fixed costs
amongst multi-product firms' activities. The DP appears to implicitly
recognise this difficulty at paragraph 164, in which it states that if the
dominant firms’ costs are not available, the Commission will use cost
data of “apparently efficient” competitors. This is a worrying statement.
Inventing hypothetically efficient firms is a dangerous approach with
significant scope for undermining the equally efficient competitor test.
As we have commented above, the concept of avoidable costs can deal
with the relevant economic phenomena without the need for such com-
plications and arbitrary calculations. In particular, since a wider set of
costs becomes avoidable over a longer time horizon (e.g. because the
firm will typically have to make conscious decisions to replace capital
assets that might be fixed in the short-term) avoidable cost can clearly
encompass the situation in which a rebate scheme is a permanent fea-
ture of a firm’s pricing policy.
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6 Tying and Bundling

6.1 Introduction

Section 8 of the DP addresses the exclusionary effects of tying and
bundling. The paper usefully recognises that “tying and bundling are
common practices that often have no anticompetitive consequences” '
Indeed, these practices are highly likely to be a source of efficiency
gains. This general proposition is supported by empirical evidence as
well as by theoretical economic analysis. Tying and bundling are widely
used in competitive markets, presumably because of their potential to
enhance efficiency.®? This suggests that the same efficiencies can also
be generated when these practices are used by dominant companies.
On a theoretical level, it has been noted that not only do companies
often lack any incentive to foreclose, but in many circumstances they
have the incentive to actively foster an efficient organisation of supply
in complementary markets (see Section 2.2.2 above).

Certainly tying and bundling practices can also be used for anti-competi-
tive purposes which may harm consumers. However, economic analy-
sis shows that this is likely to happen only in specific circumstances. In
these cases, the generally pro-competitive or benign nature of these
practices warrants a unified assessment of both efficiencies and poten-
tial harmful effects. This is for two reasons. First, because of their poten-
tial to generate efficiency gains, tying and bundling are often a short-
term profit-maximising strategy even in those cases where they may
lead to the marginalisation of (less efficient) competitors. Second, the
economic analysis shows that the efficiency gains and the anti-competi-
tive effects normally have the same source, so that a coherent theory
of harm cannot be developed without taking account of both effects. In
contrast, the approach suggested by the DP creates a serious risk that
dominant firms will be discouraged from engaging in pro-competitive
bundling and tying practices that would benefit consumers.

We also note that a coherent assessment of the effect of tying and bun-
dling on consumers is further complicated by the absence of any explicit
analysis of price discrimination in the DP (see Section 2.3.3 above). In
most circumstances, tying and bundling combine some form of price-
discrimination with other objectives. For example, mixed bundling natu-
rally divides customers into those who use both bundled products and
those who use only one component. Ties can also be used as an instru-
ment to achieve price discrimination: a notable example is the tying
of toner cartridges and photocopier machines as a means to “meter”
use so as to charge a higher price to more intensive users.®® Crucially,
price discrimination is pro-competitive or at least competitively neutral
in most circumstances.

The remainder of this section analyses the specific recommendations
made by the DP for the assessment of tying and bundling practices. The
DPindicates that four conditions mustbe metin order forthe Commission
to establish that the behaviour is abusive under Art 82.% These are:

— that the company concerned is dominant in the tying market;

— the tying and tied goods are two distinct products;

— the tying practice is likely to have a market distorting foreclosure
effect; and

— the tying practice is not justified objectively or by efficiencies.
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Each of these steps is discussed in the following.
6.2 Dominance

The DP holds that “...for tying to be abusive the company needs to be
dominant in the tying market. It is not necessary that the company also
is dominant in the tied market.” This is a helpful screening criterion that
is consistent with both the case law and economic analysis. Indeed,
most economists agree that foreclosure is very unlikely unless the
company has a significant degree of market power in the tying market.

6.3 Distinct products

The DP takes the view that a necessary first step in the assessment of
tying and bundling is establishing whether the allegedly tied products
are "distinct products” This is a well known problem that notoriously
has no clear solution. Virtually all products can be seen as a “bundle” of
components, but this does not necessarily warrant anti-trust interven-
tion. Even more importantly, products often evolve over time, so that
goods that were sold individually in the past are later integrated into a
single product. The opposite evolution is also frequent. This dynamic is
driven primarily by considerations of economic efficiency and consumer
preferences and is commonplace in competitive markets. As we argue
above, there is no a priorireason to see with suspicion this sort of inno-
vation, even when it is undertaken by dominant companies.

The criterion retained in the DP to identify “distinct products” is to test
whether “in the customers’ perspective, the products are or would be
purchased separately”®® In spite of its intuitive appeal, this approach
falls in well known traps. For example, does the fact that lkea sells
unassembled furniture indicate that other shops are bundling furniture
and "“assembling services" ?% Further, this criterion can lead to paradox-
ical results when used to assess whether a bundle is used to foreclose
potential competitors, i.e. to prevent entry. A narrow application of this
approach would imply that almost any product is a “bundle’ provided
some customers would be willing to purchase one component from a
possible independent supplier.

The impossibility of defining what is a distinct product highlights the
fact that the assessment of tying and bundling practices can be contro-
versial when it relies on per se rules. This problem has no easy fixes.
In terms of the DP’s suggested methodology, it means that one of the
"necessary” conditions is literally untestable, which cannot be satisfac-
tory. Nonetheless, an analysis of the firm's possible incentive to fore-
close, and of the impact on consumer welfare, can provide at least a
partial solution to this problem by focusing attention on the effects of
the possible bundling practice rather than on formalistic distinctions.

6.4 Market distorting foreclosure

The main competitive concern addressed by the DP is the risk that
tying or bundling result in the foreclosure of competitors in the tied
market. The paper organises this assessment in two steps. First, the
Commission should establish “which customers are ‘tied’ in the sense
that competitors to the dominant company cannot compete for their
business” Second, it must establish “whether these customers ‘add
up’ to a sufficient part of the market being tied” The DP holds that ...
where the Commission, ... finds that the dominant company ties a suf-
ficient part of the market, the Commission is likely to reach the rebut-
table conclusion that the tying practice has a market distorting fore-
closure effect and therefore constitutes an abuse”®” This suggested
approach raises two general questions. How can we distinguish cases
where rivals “cannot compete” from those where they are simply dis-
advantaged with respect to the dominant firm? What is the benchmark
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with respect to which we can assess whether the tied customers con-
stitute a “sufficient part” of the market?

With respect to the first part of the analysis, the DP holds that “...in
the case of tying and pure bundling the individual customers in ques-
tion clearly are foreclosed to the competitors” In the case of mixed
bundling this is “less clear, because both products are available” The
criterion adopted by the DP is that “competitors are foreclosed if the
discount is so large that efficient competitors offering only some but
not all of the components cannot compete against the discounted bun-
dle”® The paper goes on to discuss the price-cost measures that are
to be used to apply this criterion,® and which essentially involve calcu-
lating whether the price difference between the A+B bundle and the
individual product A is sufficient to cover the incremental cost of sup-
plying good B.

The second part of the analysis is concerned with an assessment of
whether “the market as a whole can be considered to be foreclosed"'®
The DP lists a number of factors that may make this conclusion more or
less likely. These include the overall strength of the dominant company
in both the tied and the tying market, the identity of the tied customers,
the number of customers who effectively buy both products, the exist-
ence of scale economies, and the extent of product differentiation.

This approach has a number of shortfalls. With respect to tying and
pure bundling, the DP seems to assume that dominance is virtually
the same as monopoly power, since it assumes that the customers of
the bundle are “clearly foreclosed to the competitors”'® This extreme
assertion is unjustified on economic grounds, and risks dismissing all
the useful criteria provided in the second part of the analysis. Even cus-
tomers of a dominant firm may consider switching to alternative sup-
pliers if they find the price of the bundle excessive, or the tied product
not adapted to their needs. In other words, a dominant company which
bundles a good that its customers do not want may face a serious risk
of losing a significant proportion of its customers, thereby reducing its
own profits more than those of its competitors. This is a rather general
proposition, although it is particularly important in differentiated prod-
uct markets (as is recognised in paragraph 200). Therefore, it is quite
possible that a significant proportion of the customers of the dominant
company purchase the bundle out of a preference for those products
with respect to competitors, rather than because they have no choice.

The suggested approach to mixed bundling seeks to reproduce the type
of analysis proposed for tying and pure bundling, and consequently suf-
fers from similar weaknesses as well as some additional ones. First,
we note that the price-cost criterion suggested in the DP may well find
that the practice is abusive even when the price of the bundle covers
the (short-term) incremental cost of selling the bundle, and therefore is
profitable for the dominant firm. This is not to say that bundling cannot
be anti-competitive where the incremental price covers the avoidable
(or short-term incremental) cost. In fact, bundling is widely used for
products characterised by a relatively low marginal cost, such as infor
mation goods, so that an AAC benchmark is likely to be of limited use.
However, this fact does not justify lowering the threshold for the pre-
sumption of abuse to the LAIC level, thus potentially including a large
number of truly pro-competitive practices.

Secondly, it must be considered that mixed bundling naturally implies
some sort of price discrimination, even where this is not the main
efficiency that it generates. Mixed bundling effectively separates the
customers who intend to purchase both products from those who only
need one component. This effect is not only generally pro-competitive,
at least to the extent that it is a form of Ramsay pricing, but it also
invalidates the approach proposed by the Commission. This is because
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the price of the bundle cannot be directly compared to the price of the
individual components, which are sold to different customer groups that
may well have different elasticities of demand.

The paper also ignores the fact that consumers are likely to benefit when
competition takes the form of “competition between bundles” rather
than “competition between components” The economic literature has
shown that this can lead to more aggressive price competition that nor
mally increases consumer welfare and reduces industry profits, even
though some consumers who used to “mix and match” products of dif-
ferent brands may be made worse off."2 In this respect, the DP makes a
helpful comment at paragraph 195. However, this is contradicted, with-
out any explanation, at paragraph 197.

Overall, the criteria provided in the DR and particularly in paragraphs 198
to 203, are not without merit and may be useful in the assessment of
specific cases. However, these are not sufficiently general to be applied
in an indiscriminate way to all circumstances, and the DP does not indi-
cate in which cases they are appropriate. As a result, there is a serious
risk that the competitive assessment would rely on a mechanical appli-
cation of these criteria and would fail to distinguish harm to competition
from harm to competitors.

6.5 Obijective justification and efficiency defence

Where a tying or bundling practice has been found to have a market
distorting foreclosure effect, the dominant company can rebut the pre-
sumption of abuse by proving that its practice is objectively justified or
generates efficiencies that offset the negative impact of the practice on
consumer welfare. However, the list of possible efficiencies set out in
the DP is excessively short. It focuses mainly on production and trans-
action cost savings, even though arguably the most common benefits
of these practices are related to pricing efficiencies (e.g. the Cournot
effect). Surprisingly, the DP also dismisses the benefits of bundling in
protecting consumers and firms from inferior or hazardous products (for
which the dominant firm may nonetheless be held liable), and in protect-
ing innovation from imitators.'
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7 Refusal to Supply

7.1 Introduction

When a firm operates in two complementary activities, it may have an
incentive not to supply a buyer of either product if this buyer is also a
competitor in the other product.

Any firm, even if dominant, is legally entitled to chose what commercial
relationships to enter. As Advocate General Jacobs put it in the Oscar
Bronner % case:

The right to choose one'’s trading partners and freely dispose of one's property
are generally recognised principles in the law of the Member States, in some
cases with constitutional status. Incursion of those rights requires careful
justification.

At paragraph 207 of the DP the Commission introduces the section on
refusal to supply by stating that:

Undertakings are generally entitled to determine whom to supply and to
decide not to continue to supply certain trading partners. This is also true for
dominant companies.

Given that refusal to supply may, and in most cases will, constitute a
lawful exercise of property rights, any form of intervention imposing an
obligation to supply should be treated with extreme caution.

Refusal to supply may take several forms: refusal to enter a new supply
agreement, termination of an existing supply relationship, “...refusal to
supply products, to provide information, to license intellectual property
rights (IPR) or to grant access to an essential facility or a network"%
Similarly, practices that result in an effective refusal to supply include
practices such as: charging prohibitively high prices, delaying supply,
and imposing unfair trading conditions.

The DP purports not to consider excessive pricing abuses, but the
refusal to supply discussion is one area where this position is unten-
able. The assessment of excessive pricing, just as the assessment of
a constructive refusal to supply, requires the authorities to take a view
as to the (hypothetical) competitive price level. Indeed, at the same
supra-competitive price level some customers may continue to buy the
product while others are excluded from the market, so that the same
conduct can give rise to both excessive pricing and “refusal to supply”
Moreover, any decision to intervene against a dominant firm’'s refusal
to supply must also require the competition authority to specify the
terms on which that supply should take place, i.e. in effect to act as a
price regulator.'®

It would be useful for the DP to have acknowledged this more explic-
itly. Doing so would have helped to establish that the circumstances
in which Article 82 will be used to enforce dominant firms to supply
their products to others can only apply in circumstances where the
breakdown in the competitive process is so profound that only the dra-
conian powers of price regulation can provide an adequate solution.
Such cases will in practice be limited to those involving natural monop-
oly or access to truly essential facilities. However, the DP's failure or
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reluctance to see this link leads to a risk that it proposes intervention
against refusal to supply in much wider circumstances than is justified,
thus potentially undermining dynamic incentives and again increasing
enforcement uncertainty.

7.2 Possible motivations for refusal to supply

7.2.1 Objective justifications and anticompetitive motivations
for refusal to supply

Refusal to supply by a dominant firm may take the form of denying
access to an essential input for production in an upstream or down-
stream market. This can potentially give rise to vertical foreclosure if
the buyer is excluded from (or marginalised in) an economic activity in
which it competes with the dominant firm. This behaviour, however,
does not constitute anti-competitive behaviour per se. Foreclosure
might be, for example, the result of the lawful exploitation by a firm of
its intellectual or physical property rights.

Refusal to supply is normally justified by the owner’s legitimate com-
mercial objective in protecting the returns from its investment in or
ownership of the asset in question. It might also be due to benign
motives such as a genuine concern that the firm'’s reputation might
suffer if the product is offered to an “inferior” downstream firm; lack of
spare capacity; the fact that the firm refused the good or service is a
bad debtor; shortage of stocks; or disrupted production.

It is clearly not sufficient that a firm is excluded from the market for
the behaviour to be anti-competitive. For this to be the case it is nec-
essary that the conduct under scrutiny causes harm to consumers (NB
not to competitors), and that intervention to solve the perceived prob-
lem does not damage dynamic incentives in such a way as to nullify the
original intervention.

It is important for a competition authority to check that the behaviour in
question cannot also be justified as a legitimate competitive behaviour.
“...If several interpretations are possible, the authority must investi-
gate whether the data permit a distinction as to which of the different
interpretations apply %’

7.2.2 Does it lead to foreclosure? Is this anti-competitive?

Foreclosing a competitor in a vertically related market is not necessar
ily a profit enhancing strategy, applied to leverage market power from
one market to another. As discussed in Section 2.2.2, the well-known
“Chicago school” argument demonstrates that an input monopolist
supplying a competitive market at the final good (output) stage will
be able to extract the monopoly profit without having to exclude its
downstream competitors. There is only one final market, and only one
monopoly profit to be had.

There are of course exceptions to this simple principle. “Post-Chicago”
theories suggest that an upstream monopolist might be unable to
extract the full monopoly profit when it is unable to commit to sell only
a certain amount of the input and not to supply to other downstream
competitors.'® In such cases it is possible that refusal to supply has an
anticompetitive effect, as the inability to extract the full monopoly profit
due to the commitment problem will induce the upstream monopolist
to restrict or eliminate competition, thus fostering its ability to exploit
its market power.

More generally, the Chicago School argument relies on a number of
assumptions that cannot always be presumed to hold. But the one
monopoly profit concept demonstrates that one cannot take a naive
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view of refusals to supply being aimed at extending market power,
nor of necessarily having anti-competitive effects.’® Both the Chicago
School and Post-Chicago school theories demonstrate the need for
careful analysis of the effect that refusals to supply have on competi-
tors, markets and, ultimately, on consumers.

7.2.3 Refusal to supply and dynamic incentives

Having discussed the threat that refusal to supply may present to effec-
tive competition it is important to consider the other side of the issue:
what are the risks associated with over intervention by authorities
against refusal to supply?

As discussed above, the enforcement by an authority of a supply agree-
ment against the will of one party undermines property rights and runs
counter to the principle of allowing firms free disposal of their assets.
Private property rights are rightly regarded as a cornerstone of eco-
nomic growth, encouraging efficient investment in productive assets
by allowing firms and individuals to capture the returns to such invest-
ment. It is therefore clearly important that the Commission sets out
an enforcement policy that safeguards firms against the fear that the
fruits of their investments will be appropriated by the state and offered
to rivals, or at least carefully identifies the possible exceptions to their
freedom to enjoy such benefits.

These dynamic incentives to innovation and investment accrue in the
long-term and so are less visible than the static competition that takes
place between firms on a day-to-day basis. While less visible, however,
dynamic competition is significantly more important in determining con-
sumer welfare. It is for this reason that patent law provides time limited
monopoly power to innovative firms in order to foster advances in tech-
nology and production methods. Equally, competition authorities ought
to be wary of intervening to require access or supply of firms, recognis-
ing the harm to dynamic competition that must be balanced against the
more visible benefits in respect of static competition.

7.3 Comments on the Commission’s DP
7.3.1 The DP’s approach

A proper effects-based assessment of particular business practices
would require the Commission to identify a competitive harm that
inflicts a welfare loss on consumers and assess the extent to which this
is outweighed by efficiencies. The approach set out by the DP however,
falls uncomfortably short of this objective. The DP defines three scenar
ios of refusal to supply for which it establishes a rebuttable presump-
tion of abuse, while conceding that it is not possible to provide compre-
hensive coverage of the various practices and situations covered by the
concept.”® Furthermore, the three cases that give rise to these rebut-
table presumptions do not seem to benefit from a theoretical underpin-
ning. The DP does not refer to the Chicago School and “post-Chicago”
arguments in providing its guidance on the specific circumstances that
call for intervention. An approach that was better grounded in the rel-
evant economic principles might help to minimise intervention in poten-
tially non-harmful cases.

7.3.2 Specific refusal to supply scenarios

The DP explains that there is a wide variety of practices that can be clas-
sified as refusal to supply. It focuses on three specific forms: (i) termina-
tion of existing supply relationships; (ii) refusal to enter into new supply
agreements; and (iii) refusal to supply information needed for interoper-
ability. We consider the first two situations together, before moving on
to a discussion of the third.
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The distinction between the termination of an existing relationship and
refusal to enter a new supply relationship is hard to justify in economic
terms, even if it is frequently found in the case law. Both scenarios
require the following four conditions for conduct to be presumed abu-
sive: (i) the behaviour is properly identified as termination or refusal,
(i) the firm refusing supply is dominant; (iii) the refusal is likely to have
a negative effect on competition, and; (iv) the refusal is not justified
objectively or by efficiencies. In the case of refusal to enter into a new
supply agreement a fifth condition is added by the DP: (v) that the input
in question be indispensable.

The distinction between the conditions for a presumption of harm in
these two situations is justified on the grounds that a pre-existing rela-
tionship demonstrates that “the dominant company at a certain point
in time considered it efficient to engage in such supply relationships”™
It is not clear how this tautology justifies the difference in treatment,
however. By omitting the indispensability condition from cases in which
a firm terminates an existing relationship, the DP appears to be open-
ing the door to a “convenient’ rather than essential, facilities doctrine.
This can only undermine dynamic incentives, and runs counter to the
well established, and well founded, case law on the issue of mandat-
ing access.'” The tendency for the Commission to have adopted a
more interventionist stance in cases of termination of existing relation-
ships serves primarily as an illustration of the extent to which Article
82 enforcement has historically been captured by complainants. One
of the attractions of an effects-based regime is that the focus should
switch to a greater focus on the net effects of restrictions on consum-
ers. Itis hard to see how differential treatment of existing and prospec-
tive trading partners is justified in an effects-based regime.

The DP's position, that a dominant firm'’s choice to enter into a supply
relationship justifies a presumption (albeit rebuttable) that continuing
the relationship is pro-competitive, implies that a firm’s past behaviour
can be held against it. This raises the possibility of unintended conse-
quences and creating perverse incentives: if firms realise ex ante that
a decision to supply today will impose limits on their behaviour in the
future, some may decide not to enter into efficient supply agreements
that cannot be reverted without the risk of triggering potential interven-
tion.

Worryingly, at paragraph 236 the DP explains that the conduct is likely
to be abusive when “...the investments that have led to the existence
of the indispensable input would have been made even if the investor
had known that it would have a duty to supply” It is hard to see how
the Commission would be able to assess such a case, and to demon-
strate that the investment would have been made under different cir
cumstances. The Commission must be very careful of substituting its
own ex post judgment for the ex ante decisions of private firms.

Another example of cases which can be presumed abusive is provided
in the same paragraph as cases where: “...the investments behind
innovations leading to intellectual property rights may not have been
particularly significant, in which case it may be likely that the invest-
ment would have been made even knowing that a duty to supply would
be imposed"

Furthermore, the DP adds that in its assessment the Commission will
take account of the values at stake, including the positive incentives on
follow on investments. It is hard to see how this exercise could be any-
thing but speculative. Predicting follow-on investments and comparing
the benefits that consumers would derive, vis & vis the long-term nega-
tive impact on investments is at best hard to assess. It is hard to see
how an assessment subject to such a high degree of uncertainty could
justify the imposition of compulsory licensing.
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The benefits of intervention outweigh the costs of “expropriation” only
in very rare cases (e.g. natural monopolies). Mandating access must
enhance competition so that the benefits to consumers outweigh
the costs associated with intervention, e.g. investment disincentives.
Forcing a dominant firm to supply may not be welfare enhancing since
this implies that other undertakings could exploit (free-ride on) the part
of the benefits of the investment made by the dominant firm, and this
would curtail investment incentives. Yet, based on the five conditions
established by the DF a potentially large number of cases might be pre-
sumed to be abusive. As mentioned above, reference to the Chicago
School and post-Chicago arguments might have helped to provide bet-
ter clarity and better guidance on what types of behaviour might be pre-
sumed anti-competitive, where refusal to supply does not lead to harm
to consumers, and the evidential requirements that need to be satisfied
to transform a theory of competitive harm into a finding that the theory
fits the facts.

Finally, in relation to refusal to supply information needed for interop-
erability, the DP suggests that where a dominant firm refuses to sup-
ply interoperability information in order to leverage its market power
from one market to another, even if the information constitutes a trade
secret, such behaviour might constitute an abuse. At paragraph 242 the
DP suggests that in such cases it might not be appropriate to apply
the high standards for intervention set in the cases discussed above.
This section of the DP seems to be a fairly naked justification of the
Commission’s current position on the Microsoft Article 82 case, which
is currently under appeal to the CFI. It is questionable whether such a
case-specific comment can provide a useful guide to the generality of
Article 82 enforcement.

Underlying a competition authority’s decision to intervene in cases of
refusal to supply there is a fundamental tension between short-term
gains to consumers and long-term damages due to a negative impact
on investment incentives. The guidance contained in the DP does not
appear to provide much comfort in terms of reducing uncertainty for
firms committing risky investments. It is unclear, for example, what
weight would be put by the Commission on the current gains and what
on the future losses deriving from curtailed investment incentives. This
is important as the wrong balance between short-term and long-term
gains for consumers might ultimately end up protecting competitors
rather than competition.

In the long-term it is generally pro-competitive and in the interest of consumers
to allow a company to retain for its use facilities which it has developed for the
purpose of its business.
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8 Aftermarkets

8.1 Introduction

The focus in the DP’s treatment of aftermarkets is on market defini-
tion and dominance assessment. In particular, the Commission appears
to suggest an approach which could, in practice, result in narrower
markets than would arise under conventional market definition. This
exposes firms to excessive intervention if offsetting counterbalances
in the dominance assessment are not implemented.

8.2 Market definition

Notwithstanding the inherent difficulties in undertaking robust market
definition in the abuse of dominance context, the DP is right to argue
that the application of market definition to the aftermarkets context
should adopt the “normal approach "

However, the DP immediately undermines this stance by stating that
the exercise should be done "without taking into account effects on
sales of the primary product” Specifically, it proposes to focus only “...
on aftermarket sales to customers who have already acquired the pri-
mary product” It is straightforward to envisage a situation where the
impact on future primary product sales is the key reason why a hypo-
thetical monopoly supplier of related secondary products would not
choose to raise prices above competitive levels, and it must be wrong
for the DP to dismiss this possibility a priori.

The approach proposed in the DP will tend to artificially narrow the defini-
tion of the secondary product market. While, in principle, this narrowing
may be offset at the dominance assessment stage, there is no guaran-
tee of this. A distortion of the well-established market definition proc-
ess cannot form the basis of rigorous analysis of abuse of dominance
cases.

8.3 Dominance

By suggesting an approach that would artificially narrow relevant market
definitions, the DP risks excessive intervention by increasing the bur
den that must be placed on going beyond conventional market shares
in conducting a dominance assessment.

The DP correctly highlights the fact that, even if customers are com-
pletely myopic to elevated prices in the secondary market, these high
prices may be offset by primary product competition, where integrated
suppliers compete vigorously on primary product price to win custom-
ers, in order to earn secondary product profits.""® The DP appears to
suggest that this could provide the basis for finding that the secondary
market supplier is not dominant.

However, this approach does seem to risk introducing potential dis-
tortion into the competitive process. Specifically, if a secondary prod-
uct supplier is found to be able to raise prices substantially in a well
defined secondary product market, it would seem perverse if the regu-
latory framework were to allow it to respond to potential entrants into
that market in ways that would not be permitted to a dominant firm,
because of the strength of competition in the primary market. If under
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competitive market conditions, the outcome would be lower secondary
market prices and higher primary market prices, it must be question-
able whether abuse of dominance rules should be aimed at securing a
different outcome, unless there is some compelling efficiency rationale
for doing so.

The DP also suggests that a firm may be more likely to be found domi-
nant in the secondary market if it changes its commercial policy in that
market ("installed base opportunism”)."® Although the paper identifies
the conditions that must be verified for this concern to materialise, it is
important to note that a generally suspicious attitude towards “policy
changes” in secondary markets is not only generally unjustified, but also
potentially harmful to consumers. This is because suppliers might refrain
from adopting more open and flexible aftermarket policies out of fear
that future changes might lead to a finding of abuse under Article 82,
exposing them to fines and damage claims.

8.4 Abuse

The section on aftermarkets does not consider in any detail the specifics
of conduct in aftermarket settings. However, this section does state that
the Commission “...presumes that it is abusive for the dominant com-
pany to reserve the aftermarket for itself by excluding competitors from
the market” This suggests that the Commission will presume that all
actions that have the effect of excluding competitors, including vigorous
competition on the merits, will be deemed abusive. As elsewhere, this
suggests the Commission is wedded to the idea of a special responsibil-
ity on dominant firms to facilitate the entry of would-be competitors.
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