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FOREWORD

This document comprises proceedings in the original languages of a Roundtable on Oligopoly
which was held by the Committee on Competition Law and Policy in May 1999.

It is published under the responsbility of the Secretary General of the OECD to bring
information on this topic to the attention of awider audience.

This compilation is one of several published in a series entitted "Competition Policy
Roundtables".

PREFACE

Ce document rassemble la documentation dans la langue d'origine dans laquelle elle a été
soumise, relative a une table ronde sur les oligopoles qui s'est tenue en mai 1999 dans le cadre de la
réunion du Comité du droit et de la politique de la concurrence.

Il est publié sous la responsabilité du Secrétaire général de 'OCDE afin de porter a la
connaissance d'un large public, les éléments d'information qui ont été réunis a cette occasion.

Cette compilation fait partie de la série intitulée "Les tables rondes sur la politique de la
concurrence”.

Visit our Internet Site -- Consultez notre site I nter net

http://www.oecd.or g/daf/clp
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EXECUTIVE SUMMARY

by the Secretariat

Considering the discussion at the roundtable, the delegate submissions, and the background
paper, the following key points emerge:

* Mutually aware that their actions will produce reactions from rivals, oligopolists have a strong
incentive to substitute anti-competitive co-operation for vigorous competition. Such behaviour,
referred to in what follows as "co-ordinated interaction”, has negative welfare effects. This is
especially clear in the case of collusion.

The welfare losses associated with co-ordinated interaction are qualitatively the same as those
linked to monopoly, i.e. higher prices, X-inefficiency, slower innovation, and reduced product variety.
Good examples of co-ordinated interaction other than collusion are price leadership, delivered pricing, and
price stickiness around certain focal points.

» Thereisa considerable gap between the desire to engage in co-ordinated interaction and the ability to
do so successfully. It can be difficult to reach mutually acceptable terms of co-operation, and to
ensure that firms do not deviate from them.

Potentially co-operating oligopolists could have dissimilar costs and face different demand
conditions as well. While such differences may not pose a major problem for anti-competitive co-
ordination of non-price rivalry, they could make it difficult for firms to settle on mutually beneficial price
levels and price gaps among the various goods on offer. Even where these issues are resolved, successful
co-operation regarding pricesis not assured. Once price has been raised significantly above margina cost,
each oligopolist will have an incentive to shade its prices especidly if it believes this will escape detection
and retaliation. Durable co-operation often requires that oligopolists work out ways to increase the
probability of detection and the certainty of punishment for cheating, all the while avoiding prosecution for
anti-competitive behaviour.

[Despite the evident difficulties, large scale and long running cartels are known to exist as evidenced by
the increasing number of such cartels currently being prosecuted in a number of OECD Members.]

Behavioural Remedies

e Theprincipal behavioural remedy for co-ordinated interaction is prohibition of collusion backed up by
heavy fines and, in some countries, imprisonment. Because of the heavy sanctions, colluders generally
avoid creating direct evidence of anti-competitive communications. This makes it difficult to detect
and prove collusion, and explains why competition agencies are often forced to rely on circumstantial
evidence. However, evidence of paralld conduct is not and should not be considered sufficient proof
of collusion.
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The most common circumstantial evidence consists of closely parallel behaviour. The legal and
economic problem with such evidence is that parallel behaviour could have causes other than collusion. In
oligopoly settings, parallel price movements for example could arise simply through independent rational
behaviour. To convince courts that parallel behaviour has arisen through some kind of agreement rather
than merely resulting from oligopolistic interdependence, competition authorities must usually demonstrate
that something more has occurred, i.e. establish the existence of one or more "plus factors'. These are
basically forms of conduct that would not be economicaly rational absent some agreement among
competitors. Courts have aso been willing to consider evidence that a particular market structure
facilitates collusion. This may be changing, however, since it is increasingly recognised that a market
structure conducive to collusion would also facilitate forms of co-operation falling short of such behaviour.
Some courts are inclined to presume that firms would not take the lega risks of colluding if they could
readily achieve the same result in amore flexible, less risky manner.

Some OECD countries have reacted to the problems associated with proving collusion by
widening the net to prohibit "concerted practices’, and in a few countries, "facilitating practices’ (see
below) as well. One country’s competition act goes even further by providing presumptions that certain
acts constitute evidence of collusion even if there has been no explicit agreement.

Attempts to widen what is caught by prohibitions of anti-competitive horizontal agreements and
to lower burdens of proof could result in countries effectively outlawing the kind of parallel behaviour that
oligopoalistic interdependence strongly fosters. But parallel behaviour induced by interdependence cannot
be eradicated with behavioural measures short of ongoing regulation of competitive conduct, a cure that is
worse than the disease.

* In order to increase the chances for successful collusion, and in particular to improve abilities to
detect and punish cheating, co-operating firms may employ what are known as "facilitating practices’.
Some countries prohibit such practices either as abuses of dominance or as themselves constituting
anti-competitive agreements. In others, they are counted along with other "plus factors' as
circumstantial evidence of an agreement.

Just about any behaviour making it easier for oligopolists to co-operate could be, under the right
circumstances, a facilitating practice. The most common and perhaps important are measures designed to
increase the transparency of the market, i.e. improve participants knowledge of rivals competitive
behaviour including the prices they actualy charge. Good examples include: advance notice of non-
binding price changes, meeting competition and most favoured nation clauses; resale price maintenance;
delivered pricing; sharing non-complementary intellectual property rights; and, in some cases, building a
web of joint ventures, strategic alliances, shared ownership and cross-directorships. Participating in
industry associations could aso be regarded as a facilitating practice especially where associations are used
to promote or disguise the exchange of sensitive information, adoption of anti-competitive standards, or
changes in government regulations which would facilitate co-ordinated interaction. Thisis not to say that
al industry associations or al of their practices are anti-competitive. The point is merely that industry
associ ations deserve close scrutiny in oligopolistic markets.

Some competition laws prohibit certain facilitating practices in oligopoly markets even when
such practices are not being used in concert with any anti-competitive act. This should be done on a case
by case basis since the same general type of practice could both enhance efficiency and facilitate co-
ordinated interaction.
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» Facilitating practices are sometimes instituted and even required by various regulatory bodies.
Competition agencies should advocate their removal unless absolutely necessary for some legitimate
regulatory purpose.

When telecommunication regulators, for example, require regulated companies to publish non-
binding future price intentions, there is arisk this will facilitate price collusion. The same could be said of
public tendering rules requiring prompt publication of all rather than just the winning bid. It should also be
noted that government or private sector purchase through a tender procedure is rendered less competitive
and more prone to co-ordinated interaction if product rather than performance criteria are specified.
Competition agencies should point out that prices are likely to rise when facilitating practices are imposed,
and be willing to work with regulators to devel op satisfactory aternatives.

» Prohibitions of horizontal exclusionary behaviour could help ensure that markets remain competitive
rather than dlide towards co-ordinated interaction enhancing oligopolistic structures.

The principal enforcement problem as regards horizontal exclusionary behaviour, predatory
pricing for example, is to distinguish between vigorous, efficiency enhancing competition, which often
harms competitors, and rivalry intended or having the effect of permanently excluding competitors from
the market so as to reduce competition. Properly applied, however, prohibitions of horizontal exclusionary
behaviour could play a valuable role in preventing the emergence or strengthening of co-ordinated
interaction.

Structural Remedies

» Because of difficulties inherent in proving collusion and problems in devising remedies for weaker
forms of co-ordinated interaction, most countries competition laws supplement behavioural with
structural measures. Chief among themis merger review.

Merger review is undertaken in order to block or condition mergers that appear to have a
significant potential to harm consumer interests. Some mergers create this risk by increasing an acquiring
firm's unilatera ability to act in an anti-competitive fashion. Others threaten competition because they
create market structures more conducive to collusion or other forms of co-ordinated interaction that might
not themselves beillegal under a country’s horizontal agreement or abuse of dominance prohibitions.

» There are a number of factors whose presence considerably increases the probability of co-ordinated
interaction because they affect firms' abilities and incentives to reach terms of co-operation and
subsequently to detect and punish cheating on the arrangement.

The factors likely to be of particular importance include: seller concentration levels; height of
barriers to entry/expansion; degree of symmetry in products, costs, firm sizes and objectives; significance
of economies of scale and sunk costs; industry phase of development; variability of market demand and
incidence of cost shocks; size and frequency of purchases; prevalence of buyer power; the incidence of
multimarket (either product or geographic) contact among leading firms; and degree of transparency and
ability to commit to certain behaviours including punishment for cheating.

» Determining a particular factor’s effect on the probability of co-ordinated interaction and assessing
the impact of all factors taken together is very much a case by case exercise. Economic analysis can
help identify relevant factors and provide a framework for analysing their influence, but economic
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theory will seldom provide an off the shelf model yielding reliable predictions in a specific situation
facing a competition agency.

While there is no broadly applicable framework that could be used to aggregate the effects of the
many factors impinging on the probability of co-ordinated interaction, there appears to be a consensus that
such behaviour is unlikely to occur if concentration and barriers to entry are sufficiently low. Some
countries build safe harbours around those two factors, but it must be conceded that there is a certain
degree of arbitrariness in their definition. It is difficult to determine what constitute safe levels of
concentration and barriersto entry, and the answer could well differ from market to market.

e Some countries take action against mergers predicted to substantially lessen or prevent competition.
Others block or seek to modify those believed to create or strengthen a dominant position. From the
point of view of prohibiting mergers significantly increasing the risk of co-ordinated interaction, there
may be little difference between the two types of tests. This assumes, however, that dominance is
defined to include joint dominance, and that structural ties are not necessary in order to establish joint
dominance.

With regard to increased risk of co-ordinated interaction, there appears to be a question whether
the substantial lessening test could be used to prevent a series of small mergers from eventually yielding an
anti-competitive market structure. Such a set of mergers could at some point be halted in jurisdictions
applying dominance based tests.

* Required access to an essential facility could, in some instances, amount to a structural remedy when
itisapplied to expand the number of suppliersin an oligopolistic industry.

As with al remedies for co-ordinated interaction, application of the essential facilities doctrine
presents some important difficulties. Care must be taken not to discourage necessary network investments
including, where feasible, the development of facilities based competition. Moreover, access terms must
be set so asto permit efficient competition without subsidising entry by inefficient providers.

* Anoptimal oligopoly policy may involve some difficult tradeoffs.

A number of studies have shown that a modicum of concentration may be required in order to
increase innovation activity, but that too much concentration could stifle it. The exact thresholds are of
course difficult to estimate and could vary from market to market. There may also be a trade-off between
the benefits of allowing firms to meet in order to adopt various pro-competitive standards and the costs
associated with raising the risk of co-ordinated interaction.

10
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NOTE DE SYNTHESE

par le Secrétariat

Au vu des débats qui se sont déroulés lors de la table ronde, des contributions des délégués et de
la note de synthése, on peut dégager les principaux points suivants :

« Mutuellement conscients que leurs actions entraineront une réaction de la part de leurs rivaux, les
oligopoles ont tout intérét a substituer une coopération anticoncurrentielle a une vive concurrence.
Une telle attitude, désignée dans la suite de ce texte comme une « interaction coordonnée » est
préjudiciable au bien-étre. C'est particulierement clair dans le cas de collusion.

Les pertes de bien-étre associées a l'interaction coordonnée sont qualitativement les mémes que
celles qu'induisent les situations de monopole, a savoir la hausse des prix, I'X-inefficience, le
ralentissement de l'innovation et la moins grande variété de produits. Parmi les exemples d’interaction
coordonnée autres que la collusion, on peut citer les prix directeurs, la fixation de prix livraison comprise
et la viscosité des prix autour de certains pivots.

« Iy a une différence considérable entre le désir de s’engager dans une interaction coordonnée et la
possibilité de le faire avec succes. Il peut étre difficile de s’entendre sur des conditions mutuellement
acceptables de coopération et de s'assurer que les sociétés ne s'écartent pas de ces conditions.

Des oligopoles susceptibles de pratiquer la coopération pourraient avoir des codts différents et
étre confrontés a des conditions également différentes de la demande. Méme si ces différences peuvent ne
pas poser de véritable probléme s’opposant a une coordination anticoncurrentielle dans le cadre d’'une
rivalité ne portant pas sur les prix, elles peuvent poser aux firmes des difficultés pour s’entendre sur des
niveaux de prix mutuellement avantageux ainsi que sur des écarts de prix entre les différents biens
proposés. Méme lorsque les firmes parviennent a résoudre ces questions, le succes de la coopération sur les
prix n'est pas assuré. Une fois que le prix a été rehaussé de facon importante au-dessus du co(t marginal,
chaque firme composant I'oligopole aura intérét a baisser ses prix surtout si elle est convaincue que cela
passera inapercu et qu'elle ne subira pas de représailles. Une coopération durable exige souvent que
I'oligopole se donne toutes les chances de détecter ce type de comportement et fasse comprendre aux
tricheurs qgu’ils seront punis a coup sdr, le tout en évitant d'étre poursuivi pour comportement
anticoncurrentiel.

[En dépit des difficultés évidentes, on sait qu'il existe des ententes de grande envergure et établies de
longue date, comme le prouve la multiplication des poursuites a I'encontre de telles ententes dans un
nombre de pays Membres de 'OCDE].

L esrecour s comportementaux

» Le principal recours comportemental face a une interaction coordonnée réside dans l'interdiction des

collusions assortie d'amendes importantes, voire, dans certains pays, de peines d'emprisonnement. En
raison de la lourdeur des sanctions, ceux qui se livrent & des collusions évitent en général de donner

11
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des preuves directes de contacts anticoncurrentiels. De ce fait, il est difficile de détecter et de prouver
la collusion, ce qui explique pourquoi les autorités chargées de la concurrence sont souvent obligées
de s'appuyer sur des preuves indirectes. Toutefois, les preuves de parallélisme des comportements ne
sont pas et ne doivent pas étre considérées comme des preuves suffisantes de collusion.

Les preuves indirectes les plus courantes portent sur le parallélisme étroit des comportements. Le
probléme juridiqgue et économique de ce type de preuve est que le parallélisme des comportements peut
avoir d'autres causes que la collusion. Dans des conditions oligopolistiques, les mouvements paralléles de
prix, par exemple, peuvent en effet avoir pour seule origine un comportement indépendant mais rationnel.
Pour convaincre les tribunaux qu'un parallélisme des comportements émane d'une forme quelconque
d'accord mais ne résulte pas uniqguement d'une interdépendance oligopolistique, les autorités de la
concurrence doivent en général démontrer que quelque chose de plus s'est passé, et établir I'existence d’'un
ou de plusieurs éléments « a charge ». Il s'agit essentiellement de modes de comportement qui ne seraient
pas rationnels sur le plan économique en I'absence d'une forme quelconque d’accord entre les concurrents.
Les tribunaux ont également jugé recevables les éléments tendant a prouver qu'une structure particuliére de
marché facilite les collusions. Cette attitude des tribunaux peut cependant évoluer, car on admet de plus en
plus gu’une structure de marché qui incite a la collusion, facilite également d’autres formes de coopération
qui sont loin de correspondre a un tel comportement. Certains tribunaux ont tendance a estimer que les
sociétés ne prendraient pas les risques juridiques d'une collusion si elles pouvaient obtenir les mémes
résultats d'une facon plus souple et moins risquée.

Certains pays de I'OCDE ont réagi aux problemes que pose l'établissement d'une preuve de
collusion en élargissant leur maillage a l'interdiction des « pratiques concertées » et dans quelques pays,
des "pratiques tendant a faciliter la concertation" (voir ci-aprés) également. La loi sur la concurrence d'un
pays va méme plus loin en prévoyant des présomptions selon lesquelles certains actes constituent une
preuve de collusion méme s'il n'y a pas eu d'accord explicite.

Des tentatives d'élargir le champ d'application de [linterdiction des ententes horizontales
anticoncurrentielles et de réduire les charges de la preuve pourraient aboutir dans certains pays a
I'interdiction effective du type de parallélisme des comportements que l'interdépendance oligopolistique
encourage fortement. Mais on ne saurait éradiquer les comportements paralléles induits par cette
interdépendance par des mesures comportementales sans réglementation permanente du comportement
concurrentiel, reméde qui serait alors pire que le mal.

» Afin d'augmenter les chances de réussite d’'une collusion, et notamment pour améliorer les chances de
détecter et de punir les tricheurs, les sociétés coopérantes peuvent employer ce que I'on nomme « des
pratigues de nature a faciliter I'interaction coordonnée ». Certains pays interdisent ces pratiques, les
considérant soit comme des abus de position dominante, soit comme des pratiques constituant en soi
des accords anticoncurrentiels. Dans d'autres pays, elles font partie des éléments a charge tendant a
servir de preuve indirecte de I'existence d’'un accord.

Presque tous les comportements qui facilitent la coopération des oligopoles pourraient constituer,
lorsque les conditions s’y prétent, des pratiques de nature a faciliter I'interaction coordonnée. Les plus
courants et peut-étre les plus importants sont les mesures visant & accroitre la transparence du marché,
c'est-a-dire améliorer la connaissance par les participants du comportement concurrentiel de leurs rivaux,
notamment la connaissance des prix qu'ils pratiquent réellement. On peut citer plusieurs exemples : la
notification préalable de changements de prix non contraignants ; le respect des clauses d’alignement sur la
concurrence et de la nation la plus favorisée ; les prix imposés ; la fixation de prix livraison comprise ; le
partage de droits de propriété intellectuelle non complémentaires ; et dans certains cas, la constitution d'un
réseau de co-entreprises, d'alliances stratégiques, de participations et de directions croisées. La
participation a des associations professionnelles pourrait également étre considérée comme une pratique de

12
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nature a faciliter l'interaction coordonnée, surtout lorsque lesdites associations sont habituées a
promouvoir, ou au contraire a dissimuler, I'échange d'informations sensibles, I'adoption de normes
anticoncurrentielles, ou des changements de réglementations gouvernementales de facon a faciliter une
interaction coordonnée. Il ne s'agit pas de dire que toutes les associations professionnelles ni que toutes
leurs pratiques sont anticoncurrentielles. Il s'agit seulement de préciser que les associations
professionnelles méritent un suivi attentif sur les marchés oligopolistiques.

Quelques lois de la concurrence interdisent certaines pratiques de nature a faciliter l'interaction
coordonnée sur des marchés oligopolistiques méme lorsque ces pratiques ne sont pas utilisées de concert
dans une démarche anticoncurrentielle. Il faudrait procéder au cas par cas puisque le méme type général de
pratiques peut a la fois améliorer I'efficience et faciliter I'interaction coordonnée.

* Les pratiques de nature a faciliter I'interaction coordonnée sont parfois mises en place et méme
imposées par différentes autorités de tutelle. Les autorités chargées de la concurrence devraient
préconiser leur suppression, sauf nécessité absolue justifiée par un objectif Iégitime de la
réglementation.

Lorsque les autorités de tutelle des télécommunications par exemple exigent des sociétés placées
sous leur responsabilité qu'elles rendent publiques, sans engagement de leur part, leurs intentions en
matiere d'évolution des prix, il y a un risque que cette exigence facilite une collusion sur les prix. On peut
en dire autant des regles concernant les marchés publics qui imposent la publication rapide de toutes les
soumissions et pas uniquement de celle qui est retenue. Il faut également noter que des achats publics ou
privés par le biais d'un appel d'offres sont moins concurrentiels et se prétent davantage a une interaction
coordonnée si l'on fixe des criteres de produits plutdt que de résultats. Les organismes chargés de la
concurrence devraient faire valoir que les prix ont toutes les chances d'augmenter lorsque I'on impose des
pratiques de nature a faciliter I'interaction coordonnée et elles devraient rechercher avec les autorités de
tutelle sectorielles des solutions de rechange satisfaisantes.

* L’interdiction des comportements horizontaux d’exclusion permettrait de garantir que les marchés
restent concurrentiels et n'‘évoluent pas lentement vers les structures oligopolistiques favorisant une
interaction coordonnée

Le probleme essentiel de mise en application des décisions concernant les comportements
horizontaux d'exclusion, comme les prix d'éviction, consiste a faire la difféerence entre une concurrence
rigoureuse qui améliore I'efficience, et qui est souvent préjudiciable aux concurrents, et une rivalité ayant
pour objectif ou comme effet d'exclure durablement les concurrents du marché, de facon a limiter la
concurrence. Lorsqu'elle est correctement appliquée, cependant, linterdiction des comportements
horizontaux d'exclusion peut jouer un role précieux en empéchant I'émergence ou le renforcement de
l'interaction coordonnée.

Recoursstructurels

» Enraison des difficultés inhérentes a I'établissement de preuves de collusion et des problemes de mise
au point de recours contre les formes atténuées d’'interaction coordonnée, la plupart des lois sur la
concurrence compléetent les mesures comportementales par des mesures structurelles. La plus
importante mesure structurelle réside dans la procédure d’examen des fusions.

L’examen des fusions est entrepris afin de bloquer ou de soumettre a condition des opérations de

fusion de nature a porter gravement atteinte aux intéréts des consommateurs. Certaines fusions comportent
ce risque en augmentant la capacité unilatérale de la société acquérante d'agir de facon anticoncurrentielle.

13
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D'autres menacent la concurrence parce qu'elles créent des structures de marché qui favorisent davantage la
collusion ou d'autres formes d'interaction coordonnée qui pourraient ne pas étre illégales en soi au regard
de la réglementation d'un pays interdisant les ententes horizontales ou I'abus de position dominante.

* lly a plusieurs facteurs dont la présence augmente considérablement la probabilité d’'une interaction
coordonnée parce qu'ils affectent la capacité des sociétés ainsi que leur intérét a s’entendre sur des
conditions de coopération et par la suite a détecter et punir le non-respect des engagements.

Parmi les facteurs susceptibles de revétir une importance particuliére, on retiendra : le niveau de
concentration des vendeurs, le niveau des obstacles a I'entrée et a I'expansion ; la plus ou moins grande
symétrie des produits, des codts, des tailles d’entreprises et de leurs objectifs ; I'ampleur des économies
d'échelle et des codts irrécupérables ; la phase de développement du secteur, la variabilité de la demande de
marché et l'incidence des chocs sur les colts ; le volume et la fréquence des achats ; la présence de gros
acheteurs ; l'intensité des contacts sur plusieurs marchés (de produits ou géographiques) entre sociétés
dominantes ; le degré de transparence et la capacité d'adopter certains comportements, notamment les
représailles en cas de tricherie.

« Déterminer les effets produits par un facteur en particulier sur la probabilité d'une interaction
coordonnée et évaluer l'impact de tous les facteurs pris ensemble est essentiellement un exercice au
cas par cas. Les analyses économiques peuvent contribuer a identifier des facteurs pertinents et
fournir une grille d'analyse de leur influence, mais la théorie économique permet rarement d'obtenir
un modeéle tout prét donnant des prévisions fiables dans une situation spécifigue a laquelle est

confrontée une autorité de la concurrence.

Méme s'il n'y a pas de cadre généralement applicable que I'on peut utiliser pour agréger les effets
de plusieurs facteurs influengant la probabilité d'une interaction coordonnée, il semble se dégager un
consensus selon lequel I'interaction coordonnée n'a guére de chance de se produire si la concentration et
les obstacles a I'entrée sont suffisamment bas. Certains pays ont prévu des marges de tolérance autour de
ces deux critéres, mais I'on doit admettre qu'il y a un certain arbitraire dans leur définition. Il est difficile de
déterminer ce qui constitue un niveau sir de concentration et d'obstacles a I'entrée, et la réponse peut fort
bien étre différente d'un marché a l'autre.

» Certains pays prennent des mesures contre les fusions dont on prévoit qu'elles vont substantiellement
affaiblir ou empécher la concurrence. D'autres pays bloquent ou cherchent a modifier les fusions
considérées comme créant ou renforcant une position dominante. Du point de vue de l'interdiction des
fusions ayant pour effet d'accroitre considérablement le risque d’une interaction coordonnée, ces deux
types de critéres ne sont sans doute pas tres différents. Cela suppose néanmoins que la définition de la
position dominante englobe I'exercice conjoint d’'une position dominante et que l'existence de liens
structurels n’est pas nécessaire pour conclure a I'exercice conjoint d’une position dominante.

En ce qui concerne 'augmentation du risque d’interaction coordonnée, il semble gu’il s’agisse de
savoir si le critére d'affaiblissement substantiel de la concurrence pourrait servir & s'opposer a une série de
petites fusions susceptibles d’aboutir & la mise en place d’'une structure de marché anticoncurrentielle. Une
telle série de fusions pourrait étre "stoppée" dans des pays qui appliquent des critéres fondés sur la notion
de domination.

« Imposer l'acces a une installation essentielle pourrait dans certains cas revenir a un recours structurel
si on I'applique pour augmenter le nombre de fournisseurs dans un secteur oligopolistique.

Comme pour tous les recours a I'encontre d’une interaction coordonnée, la mise en ceuvre de la
doctrine des installations essentielles pose quelques problémes importants. Il faut en effet veiller a ne pas
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décourager les investissements de réseau nécessaire et notamment, le cas échéant, le développement de I:
concurrence fondée sur les installations. En outre, les conditions d’accés aux installations doivent étre
précisés de facon a permettre une concurrence efficiente sans subventionner l'entrée de fournisseurs
inefficients.

» Une politique optimale a I'égard des oligopoles peut impliquer des compromis difficiles.

D'apres plusieurs études, il peut étre utile qu'un secteur présente une certaine concentration pour
stimuler I'innovation, mais une trop grande concentration peut étouffer I'innovation. Les seuils exacts sont
évidemment difficiles a déterminer et peuvent varier d'un marché a l'autre. Il y a également un compromis
a trouver entre les avantages qu'il y a a laisser les sociétés se rencontrer pour adopter diverses normes de
nature a favoriser la concurrence et les colts associés a l'augmentation du risque d'interaction coordonnée.
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BACKGROUND NOTE

1. I ntroduction

When firms know they are highly interdependent, how can competition authorities help ensure

they compete instead of find various ways to co-operate? That, in essence, is the “oligopoly problem”
confronting competition offices everywhere, especially in markets where collusion is particularly
profitable and easy. Obviously, part of the solution is to prosecute and heavily sanction explicit collusion.
Unfortunately, the more effective this is, the more firms interested in colluding will tend to substitute other
means of co-operation which do not produce the kind of evidence prosecutors need to win a cartel case.
To a limited extent such behaviour can be addressed with an expanded definition of what constitutes an
agreement. This approach will eventually, however, reach limits beyond which it becomes a largely futile
attempt to make firms ignore their interdependence and refrain from acting as rational profit-maximisers.

A better way to address the oligopoly problem would be to supplement strict laws against explicit
collusion with measures focused more on prevention rather than cure. In specific, policies should be aimed
at altering the structural, informational and behavioural characteristics or factors determining the incentives
and abilities of leading firms to substitute co-operation for competition. The primary purpose of this paper
is to identify and assess such factors. Its secondary aim is to apply what was learned about the factors to
assist competition agencies in reducing the incidence and severity of anti-competitive co-operation. The
remainder of this section of the paper will dwell on briefly exploring various methods of co-operation, and
introducing alternative ways of resolving the oligopoly problem.

The paper will make considerable reference to merger review because this is the context in which
competition agencies have most directly faced the need to analyse the probability of anti-competitive co-
operation. The paper does not, however, constitute an exhaustive treatment of merger review. In
particular, it should be clarified that mergers should not automatically be prohibited merely because they
increase the probability of anti-competitive co-operation. The decision to block a merger cannot be taken
without considering as well its impact on unilateral power to harm competition, plus various efficiencies
unique to the merger.

11 Explicit Colluson and Other Forms of Co-ordinated | nteraction

The most straightforward, harmful and severely sanctioned type of anti-competitive co-operation
is explicit collusion, i.e. competitors communicate in order to reach explicit terms of agreement to reduce
competition. Explicit collusion includes more than agreements to raise price through cutting output. There
are at least two other forms it can take. Kantzenbach et al. (1995, 13) refer to these as capacity collusion
and market-area collusion. By capacity collusion they intend: “...a collective limitation of the amount of
productive capacity in a particular market: either existing capacity is closed down or an expansion of
capacity which would be efficient under competitive conditions is suppressed.” By market area collusion
they mean:
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...agreements or tacit understandings which divide up markets either by product type or by
region. Suppliers behave collusively by each choosing to specialize in certain market segments,
and by reciprocally recognising the specialisations chosen by others.

Explicit collusion is not equally likely in all market structures. Absent some kind of government
regulation, it is improbable unless a small number of firms each account for a significant share of the
market, i.e. it is unlikely except in oligopoli&sA formal definition of oligopoly is: “...a market structure
with a small number of sellers - small enough to require each seller to take into account its rivals’current
actions and likely future responses to its actiois.’/Recognised interdependence is the hallmark of
oligopoly? In this paper, we expand the term oligopoly to include markets where there is a small group of
“leading firms” plus a considerable number of smaller firms constituting a competitive fringe. The
“leading firms” constitute the subset of suppliers whose competitive behaviour significantly depends on
what they think rivals will do in response to their own decisions.

In terms of economic effect, explicit collusion may not be much different than other forms of co-
operation among leading firms. As Chamberlin put it:

If each [competitor] seeks his maximum profit rationally and intelligently, he will realise that
when there are only two or a few sellers his own move has considerable effect upon his
competitors, and that this makes it idle to suppose that they will accept without retaliation the
losses he forces upon them. Since the result of a cut by any one is inevitably to decrease his own
profits, no one will cut, and although the sellers are apparently independent, the result is the same
as though there were a monopolistic agreement betweerf them.

Winckler and Hansen (1993, 789) similarly observed, “Where certain market conditions are met,
oligopolistic interdependence may translate into supracompetitive pricing without formal colfusion.”
This point has also been recognised in the area of merger review®policy.

Anti-competitive co-operation, whether consisting of explicit collusion or other methods having
similar effects, will henceforth be referred to as “co-ordinated interaction”, and be defined as: “...actions
by a group of firms that are profitable for each of them only as a result of the accommodating reactions of
the others.” Co-ordinated interaction is the behaviour responsible for “co-ordinated effects” which were
well defined by Professor Willig in the course of discussing U.S. merger review practice:

It may be useful as a matter of terminology to divide theories of possible anti-competitive effects
of mergers into two categories: unilateral effects and co-ordinated effects....Co-ordinated effects
are changes in the actions of the merging firms that would be profitable for them as a result of the
merger only if the changes are accompanied by alterations in the actions of the non-parties that
are motivated in part by fears of reprisals. The leading example of co-ordinated effects is the
elevation of prices charged by the merging firms, along with those charged by the non-parties,
where the merger enables tacit collusion to become stable. Here, the price increases are
profitable because deviation by a firm would likely trigger retaliatory price decfeases.

Many OECD Members’ competition statutes make reference in their abuse of dominance and/or
merger review provisions to “collective dominance”. Anti-competitive behaviour by collectively dominant
firms is very similar to co-ordinated interaction. Further detail on this point as it relates to merger review
is contained in Annex |.

In addition to explicit collusion, another prominent example of co-ordinated interaction is price
leadership, described by Scherer and Ross (1990, 248) as:
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...a set of industry practices or customs under which list price changes are normally announced
by a specific firm accepted as the leader by others, who follow the leader's initiatives. Wide
variations are possible in the stability of the leader's position, the reasons for its effectiveness as
leader, its influence over the other firms, and its effectiveness in leading the industry to prices
that maximise joint profits.

A particularly interesting example of price leadership, because the price leader was itself subject
to price regulation, may have occurred in the American long distance telephone market. According to
Jerry Hauseman, in the early 1990s AT & T acted as the price leader for followers MCI and Sprint. In
specific, he pointed to early 1993 when an accounting standards change caused AT & T’s price cap to be
relaxed due to a once over charge for retirement costs. AT & T raised its prices and MCI and Sprint
quickly followed. In a presentation before the U.S. telecommunications regulator, Mr. Hauseman pointed
out that this is not what one would have expected if there were vigorous competition between the three
firms. He noted that the accounting charge did not represent a change in economic (i.e. marginal) costs,
and in any case, neither MCI nor Sprint, as relatively new companies, had many people retiring. Under
normal competitive conditions, AT & T should not have been able to raise prices in a situation where its
rivals’ economic costs had not risén.

In addition to price leadership, other common tell-tale signs of co-ordinated interaction are:
widespread use of rules of thumb such as full-cost and delivered pricing; stickiness around certain focal
point prices; and a pattern of tolerating extensive order backlogs or inventory build-ups in place of reliance
on frequent price changes to accommodate fluctuations in demand.

12 Reducing the I ncidence of Co-ordinated | nteraction

Although strict prohibition and strong sanctions probably reduce the incidence of explicit
collusion, continuing cases are good evidence that firms still find it profitable to engage in the practice.
This is perhaps due to a low probability that collusion will actually be detected and punished. Firms are
naturally careful not to create good evidence of such agreements. Further exploring this enforcement
problem is beyond the scope of the current paper. It should be noted, however, that even if enforcement
were 100 percent effective, this would not necessarily put an end to co-ordinated interaction. It could
simply cause firms to opt for substitutes which are less likely to attract legal sanction and offer the further
advantages of greater flexibility and lower costs to arrdhge.

The fact that co-ordinated interaction falling short of reaching explicit terms of agreement is
arguably legal in many countries is not traceable to some inexplicable gap in antitrust coverage. The
omission can be traced to difficulties in devising a suitable remedy. Once firms are aware of their
interdepe:ldence they cannot be expected or easily compelled to ignore that in deciding their competitive
behaviour:

Some competition offices have, at least in theory, a direct “remedy” for co-ordinated interaction.
They are empowered to impose price controls in response to “high pricing” considered as an abuse of
dominance (defined to include collective as well as single dominance). As with all price regulation, such
controls are fraught with difficulties. Unless there is a competitive reference market available, competition
authorities will have to set prices based on some notion of costs and these can be very hard to estimate
especially if there are joint products and technology is rapidly changing. In any case, even if prices can be
set at correct levels, there will still be the ongoing headache of having to monitor actual pricing behaviour
and quality levels as well. Faced with these significant difficulties, competition agencies would be wise
either to avoid using price controls to address oligopoly pricing, or at least to combine such controls with
other means of getting at the root of the problem.
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One such other meansis forced division of leading firms. Aswith price control, thistoo isacure
that is probably worse than the disease. Even occasiona reliance on forced division could cause large
firms to be very hesitant about increasing their market share through efficiency improvements and prices
set close to marginal costs. Moreover, whenever firms are forcibly divided, important economies of scope
and scale may belost.”?

There is a significant exception to what has been said concerning the wisdom of forced division
of firms. In many countries, certain markets in the past were reserved to state owned vertically integrated
firms. Good examples are found in: telecommunications; long distance and local distribution of natural
gas, water and sewerage systems; railways; and electricity sectors. It isincreasingly recognised that many
such industries contain activities that could be organised as competitive markets. Introducing such
competition is considerably facilitated by privatising state owned firms. Prior to privatisation, the
government has an unusual degree of freedom in restructuring these firms so as to enhance competition.

By a process of elimination, and putting aside vigorous cartel enforcement, we are left with four
reasonably good ways to reduce the incidence and severity of co-ordinated interaction: prohibit mergers
which significantly increase the probability of co-ordinated interaction and fail to offer sufficient efficiency
benefits; discourage the use of practices facilitating co-ordinated interaction; make appropriate divisionsin
state owned firms prior to their being privatised; and lower barriers to entry or otherwise widen the product
or geographic dimensions of markets. All four of these will be explored further in Section 1V of the paper.

The next section of the paper consists of a general introduction to factors affecting the probability
of various forms of co-ordinated interaction. Section I11 then identifies and assesses thirteen such factors.
Following the discussion of remediesin Section IV the paper concludes with some summary observations.

2. General Preconditionsfor Co-ordinated interaction

In addition to recognised interdependence, there appears to be another precondition which must
be satisfied before there is a good probability that co-operation will replace competition in oligopoly
markets. It isthat barriers to entry/expansion be sufficiently high to make it profitable for leading firms to
raise price by cutting back quantity supplied.

Merely noting that a market is characterised by both high concentration and high barriers to
entry/expansion, isfar from sufficient to justify predicting that its leading firmswill engage in co-ordinated
interaction. A much fuller appreciation of incentives and abilities to engage in such co-operation is needed
and thisis where George Stigler made an important contribution.

In place of assuming that it is reasonably easy for leading firms to collude, Stigler noted that they
could face rea difficulties in agreeing on the terms of their co-operation. In addition, if the agreement
were successful in raising price above competitive levels, each firm would have an incentive to cheat on
the price. Collusion would not last unless firms were able to detect and punish cheating. In short,
collusion would only be a real possibility in situations where it would be reasonably easy to reach and
police an agreement.

Economic theory has since evolved to show that incentives to cheat may be a good deal weaker
than Stigler believed, provided the interdependent firms will be competing for an indefinite period of time.
It remains critical, however, that co-ordinating firms be credibly able to detect and punish cheating.
Moreover, game theory has highlighted the particular importance of factors determining or reflecting: the
ability of firms’ to commit to certain behaviour and communicate that commitment; the degree of
heterogeneity among would be co-operators; and the level of uncertainty prevailing in thé‘market.
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It has been widely recognised, especially in the context of merger review, that Stigler’s insights
apply not just to explicit collusion but to co-ordinated interaction in geHerfabr instance, in the United
States 1992 Horizontal Merger Guidelines (“U.S. Merger Guidelines”) we read:

Whether a merger is likely to diminish competition by enabling firms more likely, more
successfully or more completely to engage in co-ordinated interaction depends on whether
market conditionspn the whole, are conducive to reaching terms of co-ordination and detecting
and punishing deviations from those tefms.

This point of view has also been reflected in a recent study undertaken for the European
Commission which considered how insights from the “new industrial economics” should be factored into
merger review. Having earlier defined collusion as something very close to, if not identical with, co-
ordinated interactioff, the study later noted that the factors:

...inhibiting or encouraging collusion will need to be examined on four levels in order to assess
the likelihood of collusion. On the first of these levels, one needs to establish whether there are
incentives to form a collusive agreement at the outset. Then, moving on to assess the stability of
a possible collusion, any incentives to cheat in that particular market must be investigated,
together with the probability that cheating could go undiscovered, and the availability or
otherwise of means of punishing deviants among colluding supfliers.

3. Specific Factor s Affecting the Probability of Co-ordinated | nteraction

Before separately considering the many factors potentially influencing firms’ incentives and
abilities to engage in co-ordinated interaction, two important preliminary comments are in order. First, few
of the pertinent factors are unidirectional, i.e. in different circumstances, they could either increase or
reduce the probability of co-ordinated interaction. This usually arises from the fact that the same factor
could influence two or more of the incentive and ability variables, but do so with opposite effects on the
probability of co-ordinated interaction. Second, none of the factors considered individually can
conclusively establish a high probability of co-ordinated interaction. This is why we emphasised the words
“on the whole” when citing the U.S. Merger Guidelines in the previous séttiom the other hand, two
factors probably could be used to construct safe-harbours. In specific, where either the leading firms’
market shares or barriers to entry/expansion in the market are sufficiently low, co-ordinated interaction is
highly unlikely to exist or at least to last.

Because of two way effects and interaction among factors, it is difficult to determine a logical
order in which to present them. The order chosen below has no particular significance except that the safe-
harbour related factors are mentioned first.

31 The number of leading firms and the percentage of the market they account for

Other things equal, the fewer the leading firms in a given market, the more likely are such firms
to engage in some form of co-ordinated interaction. This is because a larger number of such firms means:

1. higher “transactions” costs required to engage in co-ordinated interaction — both the number
of meetings or direct communications that might be required (explicit colltisiam)l the
costs of observing and adjusting to other firms’ behaviour grow faster than the number of
firms co-operating;
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2. a lower degree of interdependence between the firms which in turn trandates into less
awareness of the need to co-ordinate plus a lower probability that firms will be able to
distinguish between the effects of cheating and changes in market demand;

3. a greater chance that firms will have differing costs and other characteristics making it
difficult to agree on amutually profitable course of action (asymmetries are examined further
below); and

4. closely related to the previous point, a greater chance that one of the leading firms will be, as
Scherer and Ross (1990, 277) put it, “...a maverick, pursuing an independent, aggressive
pricing policy."® (mavericks also receive further attention later)

Other things equal, and as long as suppliers experience significant economies of scale, the
percentage of the market accounted for by the leading firms is positively related to the probability of co-
ordinated interaction. This is because the smaller their market share the greater the percentage decline in
output that the leading firms must suffer in order to raise price by a given amount. But the larger are such
cutbacks, the more the unit costs of leading firms will be raised by the exercise, thus reducing its
profitability. This problem is considerably aggravated if the pre-co-ordinated interaction price falls in the
price elastic range of the demand curve.

Although we return later to economies of scale in order to discuss its impact on the vigour of
price competition and related points, it is worth mentioning here that economies of scale and the
percentage of the market enjoyed by the leading firms should generally be positively related. So from the
perspective of increasing the probability of co-ordinated interaction, significant economies of scale tend to
increase the need for the leading firms to account for a large market share and simultaneously help them
achieve such shares.

In antitrust analysis, “fewness” and the share of the market accounted for by leading firms is
usually referred to as “concentration” and is commonly measured as the share of the market accounted for
by a given number of the largest firms. The more complex Herfindahl-Hirschman index (HHI) takes this a
step further by also reflecting size asymmetries among supPliefse latter index actually mixes the
effects of fewness and market share dispersion so overlaps into the asymmetries discussed below.

At least in the United States, and perhaps in some other Members, there has been a change
towards de-emphasising concentration in estimating the probability of co-ordinated intéfattian.
appears to be due to a greater appreciation of the important role played by barriers to entry and to other
qualitative factors. Nevertheless, it remains true and proper that many countries employ concentration data
both in setting up some kind of safe (or at least safer) harbours for mergers and as a factor to be considered
along W;gl others in estimating the probability of co-ordinated interaction for mergers outside the safe-
harbours:

Hay and Walker (1993, 43) have provided a good summary regarding the role of concentration:

It is popular to down play the significance of concentration in the evaluation of competition.
However...the most useful prediction provided by economic theory is that higher levels of
concentration are likely to result in higher prices and losses in allocative efficiency. We know
that other factors may offset the effect of concentration, that it is sufiticient condition for the
exercise of market power. However, it remainseeessary condition. Hence concentration
measures provide a useful indicator of whether it is necessary to undertake a full market analysis
in relation to any given merger.
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3.2 High barriersto entry/expansion

The effects of barriers to entry/expansion are well developed in several countries’ merger
guidelines. Considered on their own, barriers to entry plus the barriers to expansion faced by firms on the
competitive fringe, if there is one, appear to have a unidirectional effect. As such barriers drop, so
generally does the profit pay-off to co-ordinated interaction. In fact, if barriers to entry/expansion are low
enough, co-ordinated interaction is simply unprofitable, hence unlikely.

In general, barriers to entry and expansion are closely related, but there can be important
exceptions. In the petroleum refining industry for example, high sunk costs create considerable barriers to
entry (and exit). In contrast, barriers to expanding output of a given product could be very low, i.e. little or
no capital investments are required to change the mix of products in a given plant.

Barriers to expansioamong leading firms have a more ambiguous effect than barriers to entry.
As such barriers to expansion decline, the leading firms’ incentives to cheat should increase, but
simultaneously so should their ability to punish cheating.

3.3 Evidence of co-ordinated interaction in other markets or in the same market in the past

Evidence of co-ordinated interaction, from any geographic market (including any country), could
be useful in assessing the probability of such interaction in the market being investigéteedegree of
relevance, however, depends heavily on similarities between the markets being compared, including the
identity of the leading firms in each. In the U.S. Merger Guidelines we read:

It is likely that market conditions are conducive to co-ordinated interaction when the firms in the
market previously have engaged in express collusion and when the salient characteristics of the
market have not changed appreciably since the most recent such incident. Previous express
collusion in another geographic market will have the same weight when the salient characteristics
of the other market at the time of the collusion are comparable to those in the relevant®market.

This has also been recognised by the European Commission. Venit (1998, 1128) noted that: “In
Nestlé/Perrietthe Commission concluded on the basis of the evolution of pricesin the five years preceding
the merger that the incentive and possibility to increase prices jointly had already been recognised by the
companies in the past and that the proposed concentration would facilitate and reinforce the likelihood of
such a strategy.”

34 Price elasticity of demand in the sub-market composed of the leading firms’ products

In the course of reviewing amerger it is usually necessary to define the relevant market. Thisis
primarily accomplished by considering consumers’ willingness to substitute goods for those whose prices
might rise post-merger. On the basis of such information, competition agencies might well be able to
estimate the price elasticity of demand for the sub-market made up of the leading firms’ products. Other
things equal, a lower price elasticity of demand for the leading firms products’ translates into greater
incentives to engage in co-ordinated interaction, and lower incentives to”chaatalluded to while
discussing concentration, the significance of the demand elasticity for the leading firms’ group of products
will be greater the more important are economies of scale in the industry.
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35 Price eladticity of demand facing individual leading firms - the significance of product
differentiation

Although alower price éasticity of demand for the leading firms’ products raises the probability
of co-ordinated interaction, the opposite may be true concerning the impact of each of those firm’'s own
elasticity of demand. The lower those individual elasticities, the greater the degree of product
differentiation among the leading firms’ offerings.

The conventional wisdom concerning product differentiation is that it renders co-ordinated
interaction more difficult because it requires co-ordinating firms to resolve the tricky issue of determining
and policing appropriate price differentials for their products. This point of view is reflected in at least two
countries’ merger guideliné$and has been well described as follows:

...fears of collusive activity are, by and large, confined to industries in which the products are
relatively homogeneous, with little differentiation or customisation. This is because it is easier to
fix a schedule of collusive prices when products are similar than when they all have different
characteristics, sell at very different prices and can be modified for specific customef’needs.

In addition to creating price differential problems, product differentiation can also foment
dissension by causing firms to prefer different overall price levels, even if they have the same, but upward
sloping, marginal cost curvés.

Finally, it is argued that the more homogeneous are the leading firms’ products, the higher the
probability of vigorous, harmful (to producers) price competition, hence the greater the desire to co-
ordinate in order to avoid such costly rivalry. It turns out, however, that this point is not as clear cut as it
seems. Product homogeneity may indeed create greater incentives to co-operate, but it also raises the
incentives to chedt. Complicating things further, it simultaneously increases the ability to punish
cheating.

There are several reasons for qualifying a supposed link between product differentiation and
reduced probability of co-ordinated interaction. To begin with, the degree of product differentiation is not
an immutable given. Recognising the threat it poses to co-ordinated interaction, leading firms could take
pains to reduce the existing degree of product differentiation or at least limit its effects. For example, in
the 1950s U.S. electric equipment conspiracy, price co-ordination focused on a standardised pricing
formula book¥ Firms could also agree on a set of common standards that have the effect of reducing
product variety® They might even lobby the government to adopt such standards for innocent purposes
such as environmental protection.

Even when firms cannot readily reduce product differentiation, it might be more accurate to say
that a high degree of product differentiation alters the form rather than diminishes the probability of co-
ordinated interaction. Instead of co-ordinating on prices, firms could agree to divide the market by product
type or geographical area, or opt for mutual restraint in terms of adding new c&padity first of those
alternatives also has the advantages of making it easier to detect cheating and raising the probability that
cheaters will be punished (because lower prices can be concentrated in a few well chosen market
segments).

Kantzenbach et al. (1995, 17) deal at some length with the ways in which product differentiation
could affect the probability of co-ordinated interaction and offer this general remark:

...in markets with heterogeneous products and correspondingly low price-elasticity of individual
demand functions, the incentive to cheat...tends to be lower. Firms need to offer relatively large
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price discounts or generaly to step up their competitive efforts if they wish to increase the
guantity of their products demanded. Cheating in these circumstances is not very profitable.
However, whether a high elagticity in the demand facing individual firms actually reduces the
danger of collusion in practice needs to be decided on a case-by-case basis. Because the
breakdown of collusion in such circumstances would threaten to unleash particularly fierce
competition, the fear of such a breakdown may be sufficient to maintain and stabilise collective
dominance. The important question here is whether companies can be assumed to have
appreciated the long-turn benefits to themselves of collusive behaviour, and how far the firms
concerned look ahead when taking their entrepreneurial decisions.

We tentatively endorse the conventiona view that product differentiation reduces the probability
of co-ordinated interaction, but recognise that this insight requires cautious application.

3.6 Production cost and vertical integration asymmetries

Significant product differentiation is not the only possible cause of difficult to accommodate
differences in preferred general price levels. Potential conflicts can also be rooted in different marginal
cost curves linked to things like different production techniques.® Cost differences, whatever their cause,
not only make co-ordination more difficult, they can also directly reduce incentivesto co-operate at least as
regards the more efficient firms. As Kantzenbach et al. (1995, 61) expressiit:

Suppliers' cost structures congtitute the key component in assessing asymmetry of interests. |f
any one company within an oligopoly shows persistent cost advantages this is particularly likely
to militate against a harmony of interests and to create an incentive for aggressive competitive
behaviour.

Different degrees of vertical integration could also be a source of co-ordination inhibiting cost
differences® They could even have a double impact because buyers may generaly prefer to deal with
firms they do not compete with, i.e. vertical integration may effectively add to product differentiation.®’

3.7 Asymmetry in firm sizes

Quite aside from their probable link with differences in cost effectiveness and consumer
preferences, asymmetry in sizes of leading firms could have a direct impact on the probability of co-
ordinated interaction. There could be a general relationship between the size of a firm and its costs of
capitd. This could trandate into leading firms having different abilities to withstand a price war. In an
extreme case, favourable access to additional finances could even lead one or more firms to believe that
they could decisively win a price war (i.e. be able to raise price after rivals have exited, which of course
depends on sufficiently high barriers to entry). Such firms would naturally have a lower incentive to co-
operate with their rivals. Moreover, sufficient variations in costs of capital will create divergent views
concerning the trade-off between present and future profits. It is even possible that one or more firms
could attach such a low importance to future profits as to be quite willing to cheat even if thisis virtually
certain to lower future profits.®

38 Presence of a maverick competitor
The presence of a maverick firm, especialy if it is one of the leading firms in a market, could

very much affect the probability of co-ordinated interaction in a market. The U.S. Merger Guidelines
contain a good discussion of the maverick firm phenomenon:
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In some circumstances, co-ordinated interaction can be effectively prevented or limited by
maverick firms -- firms that have a greater economic incentive to deviate from the terms of co-
ordination than most other rivals (e.g., firms that are unusualy disruptive and competitive
influences in the market). Consequently, acquisition of the maverick firm is one way in which a
merger may make co-ordinated interaction more likely, more successful, or more complete. For
example, in a market where capacity constraints are significant for many competitors, a firm is
more likely to be a maverick the greater isits excess or divertable capacity in relation to its sales
or its total capacity, and the lower are its direct and opportunity costs of expanding sales in the
relevant market.

Thisis so because a firm’s incentive to deviate from price-elevating and output-limiting terms of
co-ordination is greater the more the firm is able profitably to expand its output as a proportion of
the sales it would obtain if it adhered to the terms of co-ordination and the smaller is the base of
sales on which it enjoys elevated profits prior to the price cutting deviation. A firm also may be a
maverick if it has an unusua ability secretly to expand its sales in relation to the sales it would
obtain if it adhered to the terms of co-ordination. This ability might arise from opportunities to
expand captive production for a downstream affiliate.*

Applying what has been said about this and the previous three-asymmetry factors (i.e. product
differentiation, production cost/vertical integration asymmetries and differences in firm sizes) to merger
analysis presents a challenge. The first thing to note is that, with one exception, mergers in which leading
firms play no part do not change the degree of asymmetry in market shares among leading firms. The
exception is when amerger of two or more non-leading firms produces a firm large enough to be included
among the group of leading firms.

Where a merger does increase asymmetries among the leading firms in a market, it seems to be
generally true, based on what was said above, that it will reduce the probability of co-ordinated interaction.
Great caution is needed, however, in applying this generalisation to any particular merger. Consider, for
example, a situation where the smallest of four leading firms in a market is a maverick. Under those
circumstances, a merger between any of the other three firms might plausibly increase both asymmetry in
leading firms’ market shares and the probability of co-ordinated interaction. The suddenly increased size
of its rivals might convert the maverick into a co-operative partner. On the other hand, if the maverick
takes over any of the other three leading firms it could become less co-operative as a result, i.e. such a
merger could simultaneously reduce asymmetry and the probability of co-ordinated interaction.

It is not surprising that various merger guidelines indicate some ambiguity about the overall
effect of asymmetries. For example, the German merger checklist states:

A symmetrical oligopoly consisting of firms with largely similar market shares, comparable
resources and a comparable ease of access to the supply or sales markets tends to be
uncompetitive, since any competitive action would be equally perceptible to all firms, easily
detectable due to the transparency of the competitive conduct, and hardly promising because all
the firms have a similar retaliatory potential.

Significantly, this is balanced a paragraph later with: “Asymmetry of an oligopoly, on the other hand, is

not in itself a sufficient indication of substantial competition among the oligopolists, but asymmetrical
oligopolies have a greater potential for individual competitive condfict.”
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3.9 Economies of Scale and Sunk Costs

Where economies of scale are particularly significant, and especially where unit costs rise rapidly
as output falls below technically optimal levels (i.e. capacity), firms will be especially ready to resort to
price competition in order to prevent their outputs falling much below capacity. The effects of this
phenomenon cannot be fully appreciated without noting that economies of scale are intimately bound up
with sunk costs, i.e. irrecoverable investments. In addition, the more important are sunk costs the higher,
typically, istheratio of variableto fixed costs.

Putting this all together, one can generalise that the more significant are economies of scale, the
more frequent and destructive price wars will tend to be. Prices can drop along way before firms are no
longer able to cover their variable costs. And with huge sunk costs, no firm wishes to permanently exit the
market. Paradoxicaly, if al leading firms are aware of these points, and experience could be a good
teacher, it might happen that significant economies of scale and important sunk costs help foster co-
ordinated interaction. In other words, firms should understandably wish to avoid mutually destructive
price competition.*

It must be borne in mind, however, that economies of scale and sunk costs also affect the
probability of co-ordinated interaction through their impacts on incentives to cheat and abilities to punish
cheating. Low marginal costs could make a minimal level of cheating attractive.” As for punishing
cheating, marginal costs lying below average costs should facilitate that. Punishment could even take the
form of prices being driven below competitive (i.e. minimum average cost) levels.

3.10 Degree of Transparency and Ability to Credibly Commit to Certain Behaviours

A market’'s degree of transparency can be loosely defined as the speed with which leading firms
can reliably inform themselves of rivals’ actions. Transparency generally contributes to the ease of
reaching an “agreement”, and decreases incentives to cheat by reducing the time bef