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Most students of competition policy know Areeda’s 1989 description of the essential facility doctrine in US antitrust law -- “an epithet in search of limiting principles.”  Areeda’s description of the essential facility doctrine illustrates a broader  problem of antitrust and competition law.  The reduction of a legal rule to a formula, applicable without reference to principles based on coherent competition policy, creates a real risk of outcomes that are inconsistent with the goals of competition policy.  

This risk is particularly significant in applying Article 82 EC Treaty.  The temptation to shape the law to reach a particular result may induce the Commission or a national authority to stretch an established rule to accommodate a new fact pattern.  Furthermore, legal training conditions both regulators and courts to establish rules and to apply those rules on a general basis to situations that appear comparable.  Most important, the principles underlying Article 82 are not always fully articulated and the relationship of those principles to the goals of competition policy is not always clear (particularly as the understanding of competition policy goals has evolved over time).  It is not surprising that regulators and courts find it easier to apply an existing formula mechanically without reference to the policy that supported the creation of that formula.  This temptation can only increase post-modernisation, particularly if more recourse is made to national courts in Article 82 cases.

The evolution of the  “margin squeeze” theory of abuse  provides an illustration of the possible dangers of reducing abuse to a formula without regard for limiting principles.  This theory was developed in a series of cases that involved mature industries and markets where competition was limited both for the inputs provided by dominant firms and for the downstream markets where those inputs were used. Furthermore in each case the input provided by the dominant firm was the single important input involved in creating the product in the downstream market.  Finally in each case a plausible case could be made that the margin squeeze was reasonably likely to have an effect on pricing in the downstream market in the medium term. Regulators are now, however, applying a margin squeeze theory to cases involving rapidly evolving new markets, markets where current competition appears to be vigorous, or markets where the supposed margin squeeze will not lead to higher consumer prices in any plausible scenario.  This application of the margin squeeze theory or indeed of Article 82 more generally to new fact patterns is of course not in itself objectionable. The mechanical application of  the margin squeeze rule as a formula (or, echoing Areeda, as an “epithet”) may lead to poor policy results if it loses sight of the principles that support the development of the theory in the first place. 

The purpose of this paper is therefore to identify and review the legal principles applicable to “margin squeeze” allegations under Article 82 EC Treaty.  The paper is divided into three parts.  The first reviews the decided EU cases that have involved margin squeeze allegations.  The second part assesses the margin squeeze concept in the context of the general principles that have been applied (or that may be applied) to abuse allegations under Article 82.  The concluding part applies these principles to some issues that are not fully addressed in the decided Article 82 cases: (i) the applicability of a margin squeeze theory where downstream markets are fully competitive, particularly where the alleged margin squeeze results from reductions in downstream prices due to competitive pressure; (ii) the applicability of a margin squeeze theory where rivals compete in the downstream market on the basis of a “platform” for providing related goods and services; and (iii) the nature of the costs that are relevant to determining whether the dominant firm’s downstream price covers its downstream costs – in, particular the treatment of sunk costs. 

I.
The EU Cases 

This section of the paper summarizes the four principal EU cases applying a “margin squeeze theory under Article 82. It concludes with a review of the “principles” that can be drawn from these cases.

National Carbonising
The first “margin squeeze” case involved a complaint by an independent producer of coke (marketed as a smokeless fuel for consumers) against the British National Coal Board (“NCB”) under the abuse of dominance provisions of the Coal and Steel Treaty.  At that time the NCB held a dominant position in the supply of coal in the United Kingdom and was therefore the major UK supplier of coking coal, used as the raw material for coke sold at the consumer level.
  The NCB was also the leading supplier of coke at the consumer level through its subsidiary, National Smokeless Fuels (“NSF”). The complainant, National Carbonising, claimed that the NCB sold it coking coal at a price that made it impossible for National Carbonising to match the price charged at the consumer level by NSF.  

The Commission rejected the National Carbonising complaint.
   In doing so, however, the Commission acknowledged that the conduct alleged by National Carbonising could constitute an abuse, stating:

“[A]n undertaking which is in a dominant position as regards the production of a raw material (in this case coking coal) and therefore able to control its price to independent manufacturers of derivatives (in this case, coke) and which is itself producing the same derivatives in competition with those manufacturers, may abuse a dominant position if it acts in such a way as to eliminate competition from these manufacturers in the market for derivatives.  From this general principle the services of the Commission deduced that the enterprise in a dominant position may have an obligation to arrange its prices so as to allow a reasonably efficient manufacturer of the derivatives a margin sufficient to enable it to survive in the long run.”

The Commission nonetheless found that the facts at hand did not support application of the rule in this case.
 

It will be noted that the Commission in this case made a clear connection between the margin squeeze “rule” and an underlying “general principle”.  In articulating this “general principle”, the Commission refers explicitly to (i) the existence of a dominant position in the production of a “raw material”, (ii) the presence of independent manufacturers of “derivatives”, (iii) vertical integration by that firm, and (iv) the ability of the firm to control the input price to those manufacturers.  The Commission asserts that under these circumstances the firm abuses its dominant position in the raw materials market if it “acts in such a way as to eliminate competition from these manufacturers in the market for derivatives.”  The rule that the Commission articulates --- the “obligation” on the dominant firm “to arrange its prices so as to allow a reasonably efficient manufacturer of the derivatives a margin sufficient to enable it to survive in the long run” – can only be understood in the context of the general principle.  “The dominant firm” refers to the firm to which the four listed conditions apply. By engaging in a “margin squeeze”, the dominant firm “acts in such a way as to eliminate competition from these manufacturers in the market for derivatives.” 

It is also evident from the wording used in the decision that this principle is closely based on the formulation used by the Court of Justice three years earlier in Commercial Solvents:   

[A]n undertaking being  in a dominant position as regards the production of a raw material  and therefore able to control the supply to manufacturers of derivatives cannot, just because it decides to start manufacturing these derivatives (in competition with its former customers), act in such a way as to eliminate their competition.” 

The reference in National Carbonising to a “dominant position as regards the production of a raw material” and to elimination of  “competition . . .  in the market for derivatives” both echo the wording of Commercial Solvents, placing the National Carbonising rule squarely in the case law dealing with refusals to supply, which in turn form part of the body of cases dealing with exclusionary conduct.  

Napier Brown/British Sugar

The first Commission decision that actually found a “margin squeeze” abuse was Napier Brown/British Sugar.
  This case arose out of a complaint by Napier Brown, the largest independent sugar merchant in the United Kingdom, against British Sugar, the principal supplier of industrial and retail sugar in the United Kingdom.  The allegations considered by the Commission focused on the response by British Sugar to Napier Brown’s entry into the market for packaged sugar sold to retail customers.  The Commission found that British Sugar had engaged in a concerted plan to drive Napier Brown out of the retail market, including an abusive margin squeeze.  

The Commission found that British Sugar was dominant in the market for granulated sugar at both the industrial and retail level.
  According to the Commission, Napier Brown, which had previously been active solely as a merchant for industrial sugar, “entered the British retail sugar market because it believed that the differential between the selling price of packet sugar and that of bulk sugar greatly exceeded the cost of an efficient packaging operation.”
  The Commission suggested that this large differential existed because the possibility of imports put an upper limit on the price that could be charged for industrial sugar, but that no such constraint existed in respect of retail sugar. Entry into the retail sugar market by Napier Brown (which as a sugar merchant could also source supplies from other countries in the Community) changed this position.  The Commission determined that British Sugar had responded to Napier Brown’s entry by an aggressive campaign designed to drive Napier Brown out of the market.  This included active attempts to persuade Napier Brown customers to “delist” Napier Brown products; refusals to supply Napier Brown with industrial sugar, discrimination against Napier Brown in supply of lower cost beet sugar, supply of sugar on a delivered price basis only (disfavouring customers like Napier Brown that could arrange their own deliveries), and conditioning of discounts on agreement by all companies in a group to purchase exclusively from British Sugar.  

As regards the “margin squeeze”, the Commission found that British Sugar had quoted prices to Napier Brown customers and former customers at a level that did not cover the British Sugar price for industrial sugar, plus British Sugar’s own repackaging costs, excluding any profit margin.
  (The Commission separately defined the “repackaging margin” to include the cost of packaging (including storage and finance costs where relevant), the cost of transport, the cost of advertising, and a profit margin.)
   The Commission noted that British Sugar had not simply matched prices quoted by Napier Brown, but had knowingly undercut Napier Brown’s prices.
  

On the basis of these facts, the Commission ruled: 

“(65) The pricing information indicated above shows that BS has engaged in a price cutting campaign leaving an insufficient margin for a packager and seller of retail sugar, as efficient as BS itself in its packaging and selling operations, to survive in the long term.

 
”(66) The maintaining, by a dominant company, which is dominant in the markets for both a raw material and a corresponding derived product, of a margin between the price which it charges for a raw material to the companies which compete with the dominant company in the production of the derived product and the price which it charges for the derived product, which is insufficient to reflect that dominant company's own costs of transformation (in this case the margin maintained by BS between its industrial and retail sugar prices compared to its own repackaging costs) with the result that competition in the derived product is restricted, is an abuse of dominant position.
 
In the present case, BS's action of reducing the margin between its industrial and retail sugar prices such that it sold retail sugar at a price which no longer reflected its own transformation costs resulted in an abuse of a dominant position and a restriction of competition within the meaning of Article 86. It is clear from the facts as set out above that should BS have maintained this margin in the long term, NB, or any company equally efficient in repackaging as BS without a self-produced source of   industrial sugar, would have been obliged to leave the United Kingdom retail sugar market. Thus, taken in the context of the other abuses as outlined above, and of the fact that the intention or natural and foreseeable consequence of the maintenance of this pricing policy by BS would be the removal of NB from the British retail sugar market, the Commission considers that BS's pricing policy constitutes an abuse of a dominant position within the meaning of Article 86.”

Like National Carbonising, this case involves commodity products where the dominant firm holds a dominant position in both the market for a raw material and the market for derivatives.  Napier Brown/British Sugar differs from National Carbonising, however, in a number of important ways.   First, it is noteworthy, particularly in light of the subsequent use that the Commission has made of this precedent, that the Commission’s actual finding of abuse relies heavily on combination of the “margin squeeze” with other abusive conduct.  In other words,  the role of the margin squeeze as part of an “anticompetitive scheme or plan” involving a range of abusive behaviour played an important role in the Commission’s analysis.  Second,  the abusive conduct involved the setting of retail prices in a context where it appears that British Sugar was targeting Napier Brown customers.  Given the Commission’s care to find that British Sugar’s pricing was not “meeting competition”, this pattern of conduct begins to look like a variation on predatory pricing.    Third, the Commission emphasised in finding abuse that “the intention or natural and foreseeable consequence” of the British Sugar pricing policy “would be removal of [Napier Brown] from the British retail sugar market.”   Finally, although the decision does not delve deeply in legal theory, the Commission cites Continental Can 
as the authority for the proposition that a margin squeeze can be abusive, suggesting that the “margin squeeze” could constitute a distinct category of abuse.

Industrie des poudres sphériques SA v. Commission
 (“IPS”)
IPS provided the only opportunity so far for the Community courts to test a margin squeeze case.  The case arose out of a complaint by IPS, a manufacturer of broken calcium metal, alleging inter alia refusals to deal and abusive pricing by Péchiney Électrométallurgie (“PEM”) the sole EU producer of calcium metal.
   (Broken calcium metal is, as the name suggests, a processed form of calcium metal).  IPS asserted that the price quoted by PEM for calcium metal was abusive, because PEM charged a premium to IPS due to additional costs incurred by PEM to provide a calcium metal suitable for IPS’s particular methods for producing brolen calcium metal.  IPS also asserted that the margin between the price charged by PEM and the price for broken calcium metal sold by PEM left an insufficient profit margin for a competing seller of broken calcium metal to be competitive.  

The Commission rejected the complaint. The grounds for the Commission decision are not laid out in the CFI judgment, which simply states that the Commission found that IPS did not adduce evidence to support a showing of “predatory or abusive practices.”
   It appears from the Court’s substantive discussion  that the Commission concluded that the “price proposed by PEM was not such as to eliminate IPS from the market.”  It also appears that the Commission relied on the AKZO test to support its conclusion that this conduct was not predatory.
 

The Court of First Instance found that the Commission had not committed a manifest error of assessment in rejecting the IPS allegation of exclusionary conduct by PEM.  First, the Court ruled that the Commission had correctly found that the premium charged by PEM for calcium metal sold to IPS was justified.
   Turning to the price squeeze allegation, the Court described the IPS legal theory as based on the “abnormally high, and therefore abusive” level of the price charged by PEM for calcium metal.  The Court further describes IPS as claiming that “[t]hat price, combined with the very low price for broken calcium metal offered by PEM on the market, for the derived product,  forces its competitors to sell at a loss if they are to keep themselves in that market.”
  The Court  then restated the IPS theory as follows:

“The applicant therefore contends that PEM proceeded to apply what is known as price-squeezing.  Price-squeezing may be said to take place where an undertaking in a dominant position on the market for an unprocessed product and itself uses part of the production for the manufacture of a more processed product, while at the same time seling off surplus unprocessed product at such a level that those who purchase it do not have a sufficient profit margin on the processing to remain competitive on the market for the processed product.”

The Court rejected the IPS claim, however, because it was legally deficient and because IPS had not in fact suffered the injury claimed.  

The Court set out its legal assessment at paragraph 179 of the judgment (following the general description of “price-squeezing quoted above):

“None the less, it must be held that, in view of the arguments put forward above to the effect that the additional costs included in the price proposed by PEM in its offer of 21 June 1995 are justified, the applicant's complaints concerning the alleged exclusion effect of the price proposed by PEM must be rejected in view of the fact that the applicant has failed to prove even the very premiss on which its argument is predicated, namely, the existence of abusive pricing of the raw material. In the absence of abusive prices being charged by PEM for the raw material, namely low-oxygen primary calcium metal, or of predatory pricing for the derived product, namely broken calcium metal, the fact that the applicant cannot, seemingly because of its higher processing costs, remain competitive in the sale of the derived product cannot justify characterising PEM's pricing policy as abusive. In that regard, it must be pointed out that a producer, even in a dominant position, is not obliged to sell its products below its manufacturing costs.” 

Thus, while the statement in the previous paragraph (“price-squeezing may be said to take place . . . ”) might be read on its own as implicitly accepting the existence of the “margin squeeze” as a separate abuse, the Court in this paragraph seems to require proof of a separate abuse (either unfair pricing of the input) or predatory pricing in relation to the downstream product.

As to the injury allegedly suffered by IPS, the Court agreed with the Commission that even at the price quoted by PEM, IPS would have a sufficient margin to remain competitive in the market. The Court observed further, however, that if IPS could not be competitive due to its own higher transformation costs, that would not render the prices abusive.  If customers were not willing to pay more for the supposedly superior IPS product, that could mean, according to the Court, that the product “is too expensive for the market and therefore its production is not sufficiently efficient to survive in the market.” Alternatively, the Court suggested that the additional fabrication costs of IPS might reflect the efficient production of a superior product, that “is not sufficiently appreciated by its customers in order to justify its offer on the market.”  The Court noted in this regard that IPS had previously been able to maintain a 25% price premium for its product.

The discussion by the Court of the higher transformation costs of IPS is important because it confirms that the margin squeeze concept is only applicable where it leads to elimination of an equally efficient competitor.  Furthermore, where the competitor has higher costs but produces a higher value product, the Court’s discussion suggests that the higher price charged by the rival is the relevant criterion for assessing the existence of the margin squeeze.  Where the rival requires a higher value input to create its higher quality product, however, the input price charged to other less demanding customers remains the appropriate input price for determining the existence of the margin squeeze.  

The legal discussion in paragraph 179 of the IPS judgement is even more important because it casts doubt on the status of the “margin squeeze” as a separate category of abuse.  The Court clearly indicates that IPS needed to prove either that the input price was abusive (because it was excessively high) or that the downstream price was predatory.  Since the Commission had properly found that the surcharge imposed due to the higher costs of creating an input usable by IPS did not render the input price excessive, the Court found that IPS “had failed to prove the very premiss on which its argument is predicated.”   In effect, while the Court did acknowledge the relevance of  “price squeezing” as a concept, it treated the price squeeze as a description of a kind of  anticompetitive harm, not as a separate category of abusive conduct. 

Deutsche Telekom 

The most recent Commission decision applying the margin squeeze theory is Deutsche Telekom A.G.
  In that case, the Commission imposed a fine of € 12.6 million on Deutsche Telekom for charging its competitors and end-users “unfair” monthly and one-off charges for access to the local network. Acting on complaints by numerous new entrants in the German telecommunications market, the Commission found that Deutsche Telekom had charged new entrants higher fees for wholesale access to the local loop than those charged to its own subscribers for fixed line subscriptions.  Even after Deutsche Telecom had increased its access charges to retail customers (so that wholesale charges no longer exceeded the retail charge), the Commission found that the margin was insufficient to cover Deutsche Telekom’s own costs of dealing with retail customers.   

The background to this case involves the relationship between “local loop unbundling” and “tariff rebalancing” in the liberalisation of telecom markets.   Germany had anticipated Community liberalisation measures by mandating local loop unbundling (mandatory access by third party telecoms providers) in 1997. Under the relevant regulatory provisions, the charges for access to the local loop were meant to be cost-based and subject to approval by the German telecoms regulator.  At the same time, the rate structure for retail services in Germany reflected the policy of Deutsche Telecom’s predecessor to subsidise relatively low charges for connection and access to the telecoms network from relatively high charges for services accessed on the network.  The Commission has viewed this kind of cross-subsidisation as an impediment to liberalisation, since it makes it more difficult for innovative (and efficient) service providers to compete with incumbents operating a fixed network. The Commission has therefore advocated that national regulatory authorities implement “tariff rebalancing” (the increase of access charges to reflect their costs combined with a reduction in charges for telecom services).  Although Deutsche Telekom had attempted to rebalance its tariffs for retail services and network access within the scope for retail tariff-setting allowed by the German regulator, the Commission did not regard this process as rapid enough.  In effect, the Commission used Article 82 in this case to force the pace of liberalisation by requiring immediate tariff rebalancing.  

The Commission found that Deutsche Telecom held a dominant position on both the wholesale market in access services for competitors and the retail markets in narrowband and broadband access services for residential and business customers.  In wholesale access, Deutsche Telecom was the only German network operator offering a network with national coverage.  If new entrants wished to provide a variety of services to end users, they  needed access to this infrastructure on a wholesale basis.  In respect of retail access, Deutsche Telecom held approximately 95% of the market -- the remaining 5% was divided up between a large number of DT's competitors.
The margin squeeze identified by the Commission involved the difference between the wholesale price for unbundled access to the local loop charged by Deutsche Telekom to its competitors and the charges for connection and line rental charged by Deutsche Telekom to retail customers.  The Commission ruled that 

“A margin squeeze exists if the charges to be paid to DT for wholesale access, taking monthly charges and one-off charges together, are so expensive that competitors are forced to charge their end-users prices higher than the prices DT charges its own end-users for similar services.”

During the first period covered by the decision, the Commission found that the retail charges were actually lower then the charges for wholesale access.  During the second period, the Commission found that the retail charges (which had increased in the interim) while higher then the wholesale charges, were insufficient to cover Deutsche Telekom’s own costs of providing connection and line rental at the retail level.  The Commission observed that if wholesale charges are higher than retail charges, competitors can never make a profit even if they are at least as efficient as Deutsche Telecom, because on top of the wholesale charges they they also have other costs such as marketing, billing, debt collection, etc.  

In order to make this assessment, the Commission identified  (i) the appropriate input cost charged by Deutsche Telekom; (ii) the relevant end-user price charged by Deutsche Telekom; and (iii) the product specific costs incurred by Deutsche Telekom in providing the service.  The input charge was not difficult to identify, since the charge for local loop access was regulated.  (It was, however, necessary to aggregate the total charged for connection, discontinuance and access and divide by the average number of connections in order to calculate an average per connection charge.)  The calculation of the relevant end-user price and the assessment of the relevant costs raised greater conceptual difficulties.  

Deutsche Telekom argued that the relevant end-user “price” should include both access revenues and revenue form telecommunications services, in particular telephone calls.  According to the decision, Deutsche Telekom maintained that:

“[T]he wholesale costs for the local loop are overheads bothfor the provision of retail acess and for telephone calls, so that any attempt to allocate costs to individual services in order to investigate the possibility of low cost selling makes no sense and is consequently arbitrary.”
  

In effect, Deutsche Telekom argued that since both the provision of access and the use of the network are “derivative” products in relation to wholesale access, revenue from both must be aggregated to determine whether a margin squeeze has occurred.

The Commission rejected this argument, citing the requirements of Community law directives on telecoms liberalisation and “economic considerations.”
  As regards the liberalisation directives, the Commission’s basic argument seems to be that as a matter of policy, access to the network should be regarded as a separate product  and charges should cover the cost of providing that product.  As regards the “economic considerations”, the Commission asserted that:

“[t]he margin squeeze test seeks to compare charges for two particular services at different commercial levels.  The comparison would be distorted if revenue from call traffic were to be included, because call services, which are additional to access services, cannot be included in the calculation on the wholesale side.”
 

The Commission then put forward a more policy-oriented justification for restricting the end-user prices to the access fee:

“The method used to determine whether there is a margin squeeze in this case is based on the principle that the established operator's tariff structure must enable competitors to compete with that operator effectively, and at least to replicate the established operator's customer pattern. It must not be assumed that the competitors' customer structure and range of services will necessarily be more profitable than those of the incumbent. The primary consideration here is the effect on market entry by competitors, and not the question whether the end-user regards access services and calls as a single bundle of products.”

Thus the Commission links the definition of the relevant downstream charges to a policy objective – eliminating barriers to entry by new competitors.  It will be noted that this policy objective is different from that pursued in previous margin squeeze cases, which focused on effects on existing competitors.  It will also be noted that the Commission does not explain why an equally efficient competitor could not profitably duplicate the Deutsche Telekom balance between access and call charges.
  

Turning to the issue of costs, the Commission determined that only the “product-specific costs for providing access to the local network” were relevant.  The Commission therefore excluded overhead costs  for providing network infrastructure, and certain costs incurred for maintaining the infrastructure of the local loop itself.  The Commission included the costs of the equipment needed to provide ISDN services and ADSL services. (Thus the Commission has included some long run incremental costs in its calculation.) The Commission also included “customer relations services such as marketing, maintenance and invoicing.”  (The Commission does not, however, explain why these costs would not be incurred in any case to provide the telecommunications services that the Commission had excluded from the revenue base).  

For purposes of this paper, the most interesting part of the decision involves the treatment of Deutsche Telekom’s assertion that the Commission had failed to show that the “margin squeeze has negative effects on the market.”  The Commission gave a one line description of the holding in exclusionary abuse cases such as AKZO, Hoffman-La Roche, Tetra Pak II, and Napier Brown/British Sugar and concluded that “[b]y proving the existence of a margin squeeze, the Commission has therefore done enough to establish the abuse of a dominant position.”
  The Commission then went on to assert that the limited market shares achieved thus far by competitors in the German market established that the Deutsche Telekom pricing structure had created barriers to entry for competitors.

Deutsche Telekom provides a contrast with previous cases for a number of reasons,  First, unlike the previous cases, it does not involve the sale by a dominant firm of a raw material that is transformed into a finished product.   Second, the Commission has not included a profit margin in the cost calculation.  Third, the input price is subject to regulatory control and thus is not variable by the dominant firm and is presumptively a “fair” price (because it has been approved on a cost-justification basis). Fourth, the Commission identifies the policy goal of the “margin squeeze” abuse as allowing new entry, in contrast with the previous cases that focused on the exclusion of existing competitors.   Finally, the Commission’s agenda in using Article 82 to achieve its broader liberalisation objectives is evident, providing a motivation to stretch the “margin squeeze” theory to achieve those objectives. 

The Article 82 Margin Squeeze cases – Some Preliminary Conclusions

The four cases discussed above present the following common elements: 

· Each case involves the transformation or repackaging of a discrete input. (This is even the case in Deutsche Telekom if the Commission’s questionable limitation of the downstream market to network access is accepted).

· Each case involves a mature market sector in terms of total sales.  (This is even true for connections to the local loop in Deutsche Telekom, although the markets for services using the network were clearly more dynamic.)

· Each case involved dominance in both the input and the derivative market (aside from IPS where the Commission had rejected the complaint without reaching the issue of dominance).

There are then a number of further points where Deutsche Telekom appears to diverge from the previous cases:

· In the cases where the Court or the Commission assessed costs, the focus appears to have been on short-term incremental costs (except in Deutsche Telekom where the cost of equipment to run ISDN and ADSL links points to a LRAIC-based case.  

· In each case other than Deutsche Telekom, the focus of the margin squeeze assessment was on incumbent rivals – not on new entrants.

· In each case except Deutsche Telekom the Commission regarded the showing that a rival would (or would not) be excluded from the market as decisive for finding an unlawful margin squeeze.  

The major discordance in the cases involves the appropriate legal theory for assessing the margin squeeze.  National Carbonising treats the margin squeeze as a variation on an exclusionary refusal to supply.  Napier Brown/British Sugar cites Continental Can, but treats the margin squeeze as a variant on a predatory pricing case, in the context of an exclusionary scheme or plan .  The Court of First Instance in IPS does not appear to regard a margin squeeze as a separate form of abuse at all, but rather as a description of a form of anticompetitive harm that can arise from either excessive pricing (of the input) or predatory pricing (of the derivative product).  Deutsche Telekom describes a margin squeeze relating to the pricing of the derivative product as a form of unfair pricing, but relies on precedents involving exclusionary conduct to establishes a form of per se abuse.  

Arguably the legal theory enunciated in the IPS judgment, issued by an extended panel that included judges with competition law expertise, should be accorded deference in this regard, in which case there is arguably no such thing as a margin squeeze abuse at all.  On the other hand, it might be argued that too much weight should not be given to a judgment that merely confirmed the rejection of a complaint where the Commission had found no margin squeeze on the facts.  In short, while the four EU cases tell us something about the economic context of the  “margin squeeze,” they do not articulate firm consistent principles about the nature of the margin squeeze rule and its policy objectives.  


II. 
Relevant Legal Principles 

In light of the inability to discern clear governing principles from the margin squeeze cases themselves, it is necessary to look to general principles regarding Article 82 to find such principles.  The purpose of the section of the paper is to consider the margin squeeze concept by relationship to the general principles applicable to exclusionary abuse cases under Article 82, including cases involving refusals to deal by vertically integrated firms.  By exploring the fundamentals of the exclusionary abuse concept as they relate to pricing by vertically integrated firms, it may be possible to identify some limiting principles that could assist in application of the margin squeeze concept.  Therefore this section paper addresses (i) the structure of analysis of exclusionary abuse under Article 82; (ii) each component in that analysis (with particular reference to concepts currently under discussion in the Article 82 review project; and (iii) the application of that analytical structure to the “margin squeeze” cases.  Before reaching the exclusionary abuse concept, however, it is first necessary to explore whether the margin squeeze somehow qualifies as “unfair pricing” prohibited under Article 82(a).

1. Margin Squeeze – “Unfair Pricing” or Exclusionary Conduct?

As a preliminary matter, the possible treatment of the margin squeeze as an example of “imposing unfair selling prices” prohibited by Article 82(a) deserves discussion. The Commission suggested this legal basis for the margin squeeze theory in the Deutsche Telecom decision, stating: 

 “[t]he Commission concludes that DT is abusing its dominant position on the relevant markets for direct access to its fixed telephone network. Such abuse consists in charging unfair prices for wholesale access services to competitors and retail access services in the local network, and is thus caught by Article 82(a) of the EC Treaty.”  

The Deutsche Telecom decision does not, however, explain the basis for this assertion.  The historical link between the margin squeeze concept and cases involving exclusionary conduct has already been noted above.  This by itself suggests that he Commission’s reliance on Article 82(a) in Deutsche Telecom was misplaced. A review of the cases applying Article 82(a) shows furthermore that the margin squeeze concept does not fit easily into the analytical framework used in those cases.  

Article 82(a) has traditionally been viewed as covering a form of exploitative behaviour – a dominant firm may impose selling prices that are unfairly high or (if the dominant firm is dominant as a buyer) purchase prices that are unfairly low.
  In either case, the courts have used the concept of “economic value” as the standard for assessing whether the price is unfair – if the selling price for a product or service significantly exceeds its economic value – then the price is unfair.  The courts have treated the concept of economic value as an objective concept, ruling that that the objective economic  value of a product  can be ascertained either by evaluating the input costs required to create the product, or by examining the prices that prevail for comparable products in other markets.
   Thus the central concept of Article 82(a) has been the intrinsic unfairness of the price itself by comparison to some external measure of value – not the unfairness of the effects of that price on the customer or supplier. 

In the margin squeeze scenario, the focus is not on the intrinsic fairness of the price, but rather on the effect of the combination of two prices on the customer.  It is, of course, possible that the input price might be an “unfair price” either by relation to the costs of creating the input or to the cost of the input in comparable markets.  The margin squeeze test, however, provides no basis for assessing whether this is case.  It  appears to apply even where the input price is justified by the costs of providing the input.
  As regards the downstream price, describing the price charged by the dominant firm in the downstream market as a price imposed on the customer/competitor does not fit with the customer exploitation theme of the Article 82(a) cases.  The prohibition of a selling price imposed by a dominant firm for being unfairly low is likewise inconsistent with the focus on unfairly high exploitative prices.  The margin squeeze theory simply does not fit very neatly in the categories established under Article 82(a). 

For purposes of this paper, the “disconnect” between the margin squeeze theory as applied under Article 82 and the Article 82(a) cases is particularly interesting.   It is possible to view the Article 82(a) cases as demonstrating the use of limiting principles to give policy-based content to competition rules.  The “economic value” concept for measuring the “fairness” of pricing, which is directly related to the goal of preventing exploitation, provides an example of a rule based on a limiting principle.  Even if the basic premise may be questionable (can a product have an intrinsic “economic value” that differs from that set in the market?) the relationship of the legal test to the anticompetitive harm is clear.  Applied to a margin squeeze, in contrast, Article 82(a) offers no limiting principle – a margin squeeze is unfair because it is abusive and it is abusive because it is a margin squeeze.  Ultimately the unfairness describes the effect on the customer/rival and not the intrinsic unfairness of the pricing by the dominant firm.  Thus the fact that the margin squeeze concept does not accord with the limiting principles developed under Article 82(a) suggests that Article 82(a) cannot be the legal basis for margin squeeze cases. 

2. General principles applicable to exclusionary abuse
  

The Hoffmann-La Roche Test. The basic principles applicable to assessment of allegedly exclusionary conduct were established in Hoffmann-La Roche v. Commission
 and refined in Michelin I.
  The Michelin I court defined exclusionary abuses as including: 

Practices which are likely to affect the structure of a market where, as a direct result of the presence of the undertaking in question competition has already been weakened and which, through recourse to methods different from those governing normal competition in products or services based on traders' performance, have the effect of hindering the maintenance or development of the level of competition still existing on the market.

This definition incorporates the following requirements:

1. Abuse is a “practice” – this practice must involve “methods” different from those that govern normal performance-based competition.

2. The practice must have an effect on a market – i.e., it must be “likely” either to prevent emergence of more competition or to reduce amount of residual competition. 

3. The affected market must be one where “competition has already been weakened” – the weakness of competition must be “a direct result of presence of the [dominant firm]”.

Put another way, the traditional law of exclusion under Article 82  creates three  kinds of “filters” for sorting abusive conduct from non-abusive conduct.  The first relates to the nature of the conduct itself, the second  relates to the nature of the effects of that conduct, and the third relates to the market that is affected by the conduct.  

-- The 
Conduct Filter – Defining Performance Related Competition

The central dilemma in crafting any law for controlling the unilateral conduct of firms with monopoly power is that restricting the ability of such firms to “compete” can actually lead to welfare loss and misallocation of resources.  Ex post regulation of conduct, based solely on its effects, may inhibit legitimate competitive activities.  One way to deal with this dilemma is to create a safe harbour, defining a class of conduct that can be engaged in by the dominant firm.  Under Article 82, this role has been played by the concept of “performance-based competition”.

The concept of performance-based competition derives from the German law concept of Leistungswettbewerb.  It is sometimes confused with the more general U.S. antitrust law inspired standard of “business justification” or “competition on the merits”.  The traditional concept of  “performance-based” competition, however, has been more limited because it does not justify all conduct by a dominant firm that is profit-maximizing.  Performance-based conduct would thus comprise conduct, including pricing, that reflects the efficient internal organization of a firm and is profit maximizing.  It would exclude conduct that benefits the dominant firm by reducing uncertainty regarding the conduct of third parties (even if it makes the dominant firm more efficient) and it excludes conduct that would not be rational, absent anticompetitive intent.  Since the rationale for excluding performance-based competition from the abuse category is that even dominant firms must be allowed to “compete,” performance-based competition may also be assessed on the basis of what would be  “normal” in a competitive market.

The problem with the performance-based competition standard is that it is not always clear what conduct is in fact performance-based.  This has led to two further filters for conduct.  The first filter is “anti-competitive scheme or plan” rule. Where the Commission finds that conduct forms part of an anti-competitive scheme or plan, any doubts about whether conduct is performance-based are resolved against the dominant firm.  Thus in AKZO, proof that the dominant firm’s pricing strategy formed part of an anti-competitive scheme or plan meant that pricing below fully allocated costs but above average variable costs would not qualify as performance-based competition.  

The second filter is the business justification defence.  Proof of a valid business justification may demonstrate that conduct is a form of performance-based competition, even if on its face it appears to have a restrictive objective.
  Where a dominant firm’s conduct is facially restrictive, however, the business justification is not necessarily sufficient to prove that the firm’s conduct is pro-competitive – the justification may be balanced against the extent of the anticompetitive effect and also against the firm’s duty to deal fairly with customers.  

The case law on refusals to deal provides a good example of how this concept has been applied.
  A refusal to deal is not, in itself, a form of performance-based competition, since in a fully competitive market the expectation would be that a seller would deal with any solvent customer.  In a world of product differentiation, however, some business justification for selectivity in dealing with customers can be presumed. Whether the general preference for firms to choose their customers is applicable depends on the economic context --   whether the dominant firm seeks to terminate an existing customer, exclude a new customer, or the latter case, exclude a rival from access to an essential facility.  These differences do not simply reflect differences in the anticompetitive effect of the refusal to deal, which can be the same regardless of whether the customer is existing customer or a new customer. At the same time the essential facility doctrine shows that a really significant potential anticompetitive effect may outweigh the competitive value of allowing firms to choose their customers.

Recent debate
 has identified further tools that could supplement or replace the existing conduct filter:  The sacrifice test , in particular, justifies brief discussion. The sacrifice test (also referred to as the “but for” test) asks whether conduct would make commercial sense “but for” the effect of eliminating competitors from the market or reducing their activity.  In other words, is the dominant firm “sacrificing” current gains in the hope of greater gains at a later date?  Clearly any conduct that fails this test would not constitute performance-based competition.  It is not entirely clear, however, that conduct which meets this test inevitably will constitute performance-based competition.
    

-- The Related Market Filter

Hoffmann-La Roche and Michelin both establish that for conduct to be abusive it must “affect the structure of a market where, as a direct result of the presence of the undertaking in question competition has already been weakened”.  Most abuse cases involve allegations of anticompetitive effects in the market or markets where a dominant position is alleged.  In these cases there is no issue regarding whether competition has been weakened in the relevant market – the existence of a dominant position is incompatible with continued effective competition in that market.  In some cases, however, abusive effects are identified in separate markets.
  

It is clear that, at a minimum, finding abuse based on effects in a second market requires that the markets be “related.”  The CFI and the Court of Justice in Tetra Pak II
 defined a related market by reference to “associative links”
 and Commercial Solvents indicates that upstream and downstream markets will normally be related, at least where there is dominance in the upstream market and a seller is vertically integrated.  In Tetra Pak II the ECJ also indicated that a claim involving both conduct in a related market where dominance had not been found and effects in that market could only be justified in special circumstances – where the dominant firm has a dominant or quasi-dominant position on the affected market and where there is a demonstrable “risk that competitors will be eliminated.”

-- 
The “Effects” Filter – establishing a credible theory of 
anticompetitive effects 
Hoffmann-La Roche and Michelin establish that abusive conduct must be “likely to affect the structure of a market” and “have the effect of hindering the maintenance or development of the level of competition still existing on the market.”  Thus the effects test has two components – a likely effect on market structure and an effect (presumably also a likely effect) of “hindering the maintenance or development of the level of competition” in other words there must be both a structural effect and a direct anticompetitive effect.  Taken together these two elements can be described as an “competitive harm.”

In the Michelin II and British Airways cases, the CFI ruled that the Commission need not prove actual anticompetitive effects to establish an exclusionary abuse.
   In each of these cases, the court has ruled that it was only necessary to show that conduct has the potential to have an anticompetitive effect.  These cases should not, however, be read as reading the requirement of anticompetitive effects out of Article 82, altogether.  It is still necessary for the Commission to establish a plausible theory of the competitive harm that could occur or is reasonably likely to occur if the conduct is not controlled. 

The cases appear to deal differently with competitive harm depending on whether a case involves predation (direct effects on competitors) or foreclosure (indirect effects on competitors by creating links with customers).  In foreclosure cases (like Hoffmann-La Roche or the Michelin cases) any reduction of the opportunities for rivals to compete has been regarded as a competitive harm.  In predation cases, including predatory pricing and refusal to supply cases, the likely elimination of competitors from the market has been described as the competitive harm.   

The Community courts have not had cause to consider directly whether any effect on a competitor counts as an anticompetitive effect for purposes of Article 82. The application of the predatory pricing rules in AKZO and Tetra Pak II suggests, however, that the effect should only be anticompetitive, where  it excludes equally efficient rivals.  Indeed this conclusion is strongly supported by the CFI judgment in IPS.
  

3.
Margin squeeze as an exclusionary abuse  

The purpose of this section is to apply the general principles discussed above to the specific circumstances of the “margin squeeze”.  

· The Theory of Competitive Harm

The theory of competitive harm in National Carbonising, Napier Brown/British Sugar and IPS  is straightforward: a successful margin squeeze leads to the elimination of an efficient competitor in the downstream market.  The theory of competitive harm in Deutsche Telekom is different – that case is based on the theory that a successful margin squeeze will deter new entry.  In either case the ultimate consumer welfare loss is the same – reduced competition leads to higher long-term prices for the downstream product.
   The distinction between the two theories is important both for applying the conduct filter and for determining the appropriate cost calculation, but the important issue to be considered first is how the margin squeeze is “likely” to lead to either of these effects?

In National Carbonising, Napier Brown/British Sugar and IPS the reasoning regarding how the competitive harm occurs is again straightforward. Where the dominant firm controls sale of a raw material and that raw material is transformed into an end-user product by some kind of treatment or repackaging, then it is logical that the customer/rival will exit the downstream market if the input price exceeds the downstream price, at least in markets where demand is stable.  The focus in each of these cases on the “derivative” nature of the downstream product underscores the importance of the  “transformation”  aspect of the margin squeeze.  The competitive harm is particularly likely where the firm in question is the dominant supplier in both the input market and the end-user markets.

Thus in the traditional raw material/derivative product margin squeeze situation, proof of a margin squeeze creates at least a prima facie indication of likely anticompetitive harm. This logic is, however, limited to the case where the “raw material” is “transformed” into the final product, which is sold on a stand-alone basis.  In cases where the input is one of several needed to create a product (and the input price exceeds its “share” of the final price), or where a product is invariably sold in a package with other products, the logical inevitability of the margin squeeze leading to market exit is absent.  The usefulness of the margin squeeze as a predictor of competitive harm is also limited in markets where demand is not stable.  Where competitors and dominant firm alike consider that demand could increase, leading to economies of scale and scope that could make end-user prices profitable at current input prices, the current relationship between input prices and end-user prices cannot give rise to a strong inference that competitors are likely to exit the market. The usefulness of the margin squeeze as a predictor of competitive harm is further limited where the provider of the input is not in a dominant position in the downstream market.  It is difficult to postulate that elimination of competitors is a likely result in a context where they currently compete successfully. 

This analysis suggests that the of the margin squeeze as a stand-alone abuse test must be limited to the cases where it provides the basis for a logical inference of competitive harm.  This need not be limited to cases of raw materials and derivatives, but should be limited to cases where the end-user product is a transformed version of an input provided by the dominant firm. On the same basis, the margin squeeze concept should not be used as a stand-alone abuse theory in cases involving rapidly evolving markets or where markets for the end-user product are competitive.  This is not to say that there cannot be competitive harm in such cases.  Input pricing may be part of a constructive refusal to deal.  End-user pricing may give rise to predatory pricing concerns.  Proving a “margin squeeze” cannot prove abuse by itself, however, because it does not provide a logical basis for inferring anticompetitive harm.   

· The related market filter

Each of the EU margin squeeze cases involved a firm that was dominant in both the input market and the end-user market (aside from IPS where the Commission did not reach the issue in rejecting the complaint).  So these cases did not raise the issue of whether the conduct created a competitive harm in a market where competition has been weakened by the presence of the dominant firm.  In cases where dominance is not proven in the downstream market, however, there would be a real question as to whether this requirement is met, particularly where the margin squeeze is caused by a reduction in end-user prices, rather then by an increase in input prices. 

· The conduct filter

Why does a margin squeeze constitute anticompetitive conduct?   After all, it does not appear to be caught by the “sacrifice test” because if the downstream rivals fail to exit, the dominant firm continues to benefit from the high input prices – there is no sacrifice.
   The answer appears to go back to first principles.  An abusive margin squeeze is anticompetitive because it involves conduct that the dominant firm would not engage in, were it in a competitive market.  This reasoning follows the basic reasoning applicable to refusals to supply.  A refusal to supply is prima facie not performance-based competition because in the absence of vertical integration firms can be expected to supply any customer who can pay.  

Applying this logic to the margin squeeze requires a separate look at setting the input price and setting the end-user price.  As far as the input price is concerned, a non-integrated firm would sell at a price that would allow efficient customers to resell at a profit – otherwise the firm will lose its customers.  As far as the end-user price is concerned, where competitive conditions allow, a non-integrated firm will sell at a price that covers its costs and allows a profit margin.  In either case, diverging from this model and selling at a lower price in the end-user market or a higher price in the input market would constitute a sacrifice for a non-integrated firm.

This analysis suggests a number of conclusions.  First, to the extent that the reasoning for finding that a margin squeeze is not performance-based competition is based on the logic of refusal to supply cases, the treatment of justification should be dealt with on the same basis.
  This would mean that the margin squeeze abuse would be concerned with exclusion of existing rivals – not exclusion of future rivals.
  Second,  this reasoning only applies where the dominant firm has the power to set the relevant price.  This means that where the dominant firm needs to lower its end-user prices to meet competition, that action is performance-based competition and cannot be part of a margin squeeze.  It also means that where a price is set by regulation, the setting of that price cannot create a margin squeeze.  Third, as regards the input price,  the logic of the non-integrated supplier comparison breaks down if there is downward pressure on the end-user price.  It is not self-evident that a non-integrated supplier of an input would reduce prices (that were previously set at the rational competitive level) because customers are reducing their prices.  As long as customers remain willing to buy undiminished quantities at the old price, the rational response under a sacrifice test or an old-fashioned performance-based competition test is to keep the price stable. 

III.
Applying Principles to Facts – Some Unresolved Issues

The purpose of this section is to apply some of the principles discussed above to important issues that have not been resolved in the cases. The discussion (which to some extent repeats points made separately elsewhere in the paper) is intentionally brief.   Each of these issues deserves (and may eventually receive) a paper of its own. 

· Dynamic downstream markets

A number of current cases involve markets (mobile telephone access, broadband services) where demand is rapidly expanding.  In some cases, it appears that the evidence for dominance in the downstream market is  limited.  It is difficult to justify application of a stand-alone margin squeeze abuse rule in cases of this nature.  First, the theory of competitive harm that justifies treating a margin squeeze as a stand-alone abuse does not apply where demand is growing rapidly.  Second, if a market is dynamic and growing rapidly, it is difficult to characterize it as a market where “competition has been weakened.”  Third, the evolution of pricing in the market for the end-user product in a dynamic market may make it impossible to determine whether the dominant firm is the price-leader or the price-follower – as a price-follower the margin squeeze abuse rule should not be applicable (because meeting competition is a form of performance-based competition).  

· Applying the margin squeeze rule to products sold in a package or to support a common platform
The theory of competitive harm underlying the margin squeeze rule applies where a single input is “transformed“ (i.e., packaged or reprocessed) to create the end-user product.  The inference that a margin squeeze is likely to lead an equally efficient competitor to exit the market is only applicable in these cases.  Where the input is used to create a product that is sold as part of a package, there is no basis for an inference that downstream competitors will exit the market.  Whether rivals exit or not will depend on how efficient they are in producing the other parts of their “package.”  Under these circumstances, proving a margin squeeze with respect to a product that is part of the package cannot be sufficient to prove an abuse.  

Deutsche Telekom provides an example of this problem.  It is at least arguable, that treating access charges on a stand-alone basis provides a false idea as to whether the supposed margin squeeze would give rise to competitive harm.  Neither Deutsche Telekom nor its rivals wants to sell access to the network as a stand-alone product (even though for regulatory reasons it is billed separately)  The purpose of selling access to end-users is to provide a platform for selling other services, including voice telephony. If rivals can break even on access charges – or even if they need to bear a small loss on access charges --  there is no basis for an inference that this will force them to leave the market.   Contrary to the suggestion of the Commission, they were unlikely to enter the market to start with in order to supply a portfolio of services identical to that supplied by Deutsche Telekom – their competitive survival will depend on their ability to provide differentiated products that are profitable.
   The margin squeeze test as applied by the Commission does not therefore accord with the theory of competitive harm that forms the basis for that test. 

Another example of this fallacy may be the OFT decision in BSkyB.  Although the OFT resolved this case by finding that there was no margin squeeze on the facts, it may be questioned why the case was brought as a margin squeeze at all.  Here again it should be recalled that the basis of the margin squeeze as an independent abuse is that application of the margin squeeze will lead efficient competitors to exit the market.  Yet it is intuitively unlikely that BSkyB could have driven the UK cable companies to exit their market through its pricing policy.  As long as the cable companies can break even on selling Sky programmes, they will continue to buy them because (i) their customers want them and (ii) if their customers stay they can sell them other products using the same platform (including telephony and broadband).  Where companies using different business strategies and different platforms compete, the margin squeeze concept does not provide a useful model for gauging likely competitive harm.

· Cost calculation in a classic margin squeeze. 

Even in cases where the margin squeeze test is applicable in principle, a major practical issue could be the appropriate measure of costs to use in assessing the margin for the end-user price.  With the possible exception of Deutsche Telekom, this has not been a major issue in the decided EU cases. Revisiting first principles may therefore  be of assistance in resolving this issue.

The key to resolving this question is focusing on the nature of the competitive harm.  If the competitive harm is that present competitors will exit the market, then the relevant costs must those that the dominant firm and its competitor must bear on an ongoing basis (i.e., current running costs and a return on the present value of historic costs that could be recovered on exit).  As long as a rival can cover these costs going forward  (along with the dominant firm’s input charge), it is not likely to exit the market.  Sunk costs, including historic costs of attracting current customers, may remain on the books or be written off, but they are not relevant to the decision by the rival on whether to exit or remain in the market.  

If, in contrast, the competitive harm of the margin squeeze is that potential entrants will be deterred from entry, then the position changes.
  The relevant costs would  include those that the new entrant will invest upfront, since no firm will enter the market without a reasonable prospect of obtaining a reasonable return on its full investment in the project.  At this point, however, it is questionable whether the dominant firm’s costs can provide an appropriate surrogate for the costs of the rival, since the dominant firm as the initial operator may well have incurred higher costs in opening the market then are incurred by subsequent entrants.  A formula based on the dominant firm’s historic costs in this context could dramatically overstate the margin required by an efficient potential entrant. 

Conclusion

The purpose of this paper has been to put the EU margin squeeze cases into a coherent legal structure that can provide a template for future cases.  The discussion above identifies the following “limiting principles” for assessing margin squeeze allegations: 

· There is a “margin squeeze” rule of exclusionary abuse, separate from predatory pricing, unfair pricing, or refusals to supply.

· This rule is based on a theory of competitive harm with the following elements:

· Dominance in a market for an input

· Dominance in a market for a derivative of that input (i.e. a transformed version of the input product)

· The price of the input added to the dominant firm’s costs of transformation exceed the dominant firm’s price to end-users  

· In a market with steady demand 

· For a product that is not sold as a package or as part of a common platform with other products

· In these circumstances the “squeeze” between the input price and the end-user price, if sustained,  is likely to drive an efficient customer to exit the market

· The following are excluded from the margin squeeze as a stand-alone abuse, either because they are not consistent with the theory of competitive harm that justifies the margin squeeze or because they constitute a form of performance-based competition

· Cases where customers resell the transformed input jointly with other products

· Cases where the dominant firm is a price-follower in the downstream market

· Cases where the downstream market is competitive

· Cases where the dominant firm declines to reduce its input price to match reduced downstream prices

· This does not mean that these practices could not be challenged under Article 82 on another basis (e.g. predatory pricing, unfair pricing, or constructive refusal to supply).

� Visiting Professor, University College London, Partner, Latham & Watkins.  The author would like to acknowledge the assistance of his colleagues, in particular of Omar Shah,  in the preparatory work for this paper. 


� The Commission found that the NCB controlled 95% of the UK market for coal and that NSF accounted for 84% of sales of industrial and domestic coke, and 88% of sales of domestic coke alone, compared to 7% and 9% respectively for National Carbonising.  


� National Carbonising applied to Court of Justice for review of the Commission decision rejecting the complaint and applied to the Court for interim measures.  The President of the Court directed the Commission to adopt an interim measures decision preserving the economic viability of National Carbonising while the application to the Court was pending. (Case 107-75 R, National Carbonising V. Commission, [1975] ECR 1193).  The Commission’s subsequently granted interim measures on 29 October, 1975, [1976] O.J.L 36/6.  National Carbonising withdrew its application before the Court in January 1977.  It may be of interest that Nationa Carbonising was represented in the proceedings before the Court by Christopher Bellamy, now President of the CAT, and the Commission was represented by John Temple Lang.  


�Quoted in the Commission’s subsequent interim measures decision at para 14.


� According to the interim measures decision, the margin between the input price for coking coal and the retail price for domestic coke had been reduced by £3.69 per tonne, during the period from July 1973 to April 1975.  The Commission determined that a reduction of £2.79 would be sufficient to allow National Carbonising to stay in business while the proceedings before the Court were pending.  


� Cases 6 and 7/73, Commercial Solvents v. Commission, [1974] ECR 233, para. 24. 


� [1988] O.J.L 284/41.


� Id.  para. 60.  The Commission considered that the market for sale to industrial clients  (sale of sugar in 50 kg bags or tanker loads) and the market for sale of sugar to retail clients (sale of packaged sugar for resale in those packages to consumers) were submarkets of the larger market for sale of granulated sugar.  The  distinction between retail and industrial sugar was explained in the introductory section of the decision (at para 6).  


� Id. para 78.


� Id.  at para.  30.


� Id. at para 25. 


� Id. at para. 31.


� Case 6/72, Continental Can v. Commission,  {1973] ECR 215.  In that case the Court established that conduct by a dominant firm that changed the structure of a market could be abusive under Article 82.  Prior to that time, some commentators had suggested that Article 82 could only apply to exploitative conduct. 


�Case T-5/97,  [2000] ECR II-3755.


� The complaint was made in the context of a long-running dispute between IPS and PEM where PEM had applied for antidumping duties against the foreign producers of calcium metal that were the suppliers of calcium metal to IPS.   IPS successfully challenged the original impositin of duties on the basis inter alia that PEM had contributed to the damage caused by imports by refusing itself to supply IPS.   This led to negotiations between IPS and PEM on possible supply of the raw material to IPS.   The prices offered in these negotiations, which the  Commission found were drawn out by the technical difficulties encountered by PEM in trying to produce calcium that met the particular needs of IPS,were the source of the IPS margin squeeze allegations.  


�.  Id. at para. 30.  The description of the decision in the 26th Report on Competition Policy (1996) is equally unilluminating.


� At para. 176.


� At paras. 157-67.  


� At. Para. 177.


� Id. at 178.


� [2003] O.J. L 263/9.





� Para. 102.  It is interesting to note, in light of the formula used by the Commission, that there does not appear to be any evidence in the decision that competitors in fact charged higher prices to end-users than those charged by Deutsche Telekom.


� Id. para 117.  


�  Id. at 119.


� Id. para. 126.  It is not easy to see how this statement constitutes an “economic” reason for restricting end-user revenue to access charges.  If the comparison is meant to cover the input on the one hand, and the products produced using that input on the other, then the revenue from both products is surely relevant. 


� Id. At para. 127.


� The Commission also (at paras 130-31) excluded from its consideration the charges and revenues for special tariff packages offered by Deutsche Telekom.  These allowed high volume end-users to opt for a higher access fee offset by a lower charge for calls.  The Commission asserted that these charges did not reflect higher value services  (although it is not clear why this fact would disqualify these charges from being incorporated in the base for calculating average charges).  The Commission also asserted that Deutsche Telecom’s competitors are not able to match such tariffs,  “given their more limited financial resources”  (although it is not clear why “financial resources” are relevant to what is effectively an exercise in revenue projection).   The Commission stated, however, that even inclusion of these charges would not eliminate the margin squeeze that it had identified.


� Id. at paras 179-80.  The Commission’s paraphrase of the holding in each of these cases reflects the result of the case without reflecting its reasoning.  Thus, for example, the Commission describes AKZO as establishing that “there is an abuse of a dominant market position where a dominant underrtaking uses its pricing policy to eliminate its competitors and hence strengthen its own position” (without reflecting the need to show that prices were below cost and the actual effects on competition that were found by both the Commission and the Court in that case).  It is perhaps not surprising that the Commission does not mention the IPS judgement in this discussion.  


� The exploitative nature of the abuse is emphasised by reference to the imposition of the unfair price on the customer or supplier.


� See, e.g., Case 26/75, General Motors v. Commission, [1975] ECR 1367;  United Brands v. Commission [1978] ECR 207, para. 250); Cases 1108/88 et al, Lucazeau v. SACEM, [1989] ECR 2811.  


� It remains to be seen whether a dominant firm can defend a case of alleged margin squeeze regarding manipulation of the input price where the input price itself is clearly justified under Article 82(a) principles. 


� It should be clear that the discussion below is an attempt to distill principles from the existing Article 82 case law.  It is not necessarily intended as a model for a post-modernisation approach to abuse, based more directly on economic concepts, that could emerge from the Commission’s current Article 82 review.  


� 	[1979] ECR 403, 541.


� 	Michelin v. Commission [1983] ECR 3461


� 	Id. at para. 70.


� On this basis the CFI in Michelin II was prepared to recognize that a dominant firm could provide economic justifications for an otherwise abusive volume rebate scheme.   The facially abusive nature of the scheme, according to the Court, was shown by its objective of making customers “more loyal” rather than directly providing a better product or service.


� For a current review of the refusal to deal cases see generally the Opinion of Advocate General Jacobs in Case C-53/03,  Syfait v. GSK, (28 October, 2004) at points 53-72 (“any obligation to deal pursuant to Article 82 EC can only be established after a close scrutiny of the factual and legal context, and even then only within somewhat narrow limits”). 


� See for example, the provocative speech given by John Vickers in September 2004 (available on OFT website).  The tests referred to have been extensively discussed in the context of US law. 


� The equally-efficient competitor conduct test would render potentially abusive conduct by a dominant firm that an equally efficient competitor could not match.  Thus where a firm offers a portfolio of products it might be abusive to link discounts in other products to sales in a market where the firm is dominant, because an equally efficient operator in the dominated market could not match those discounts.  It will be evident that this test does not function as a conduct filter on its own – any conduct that an equally efficient competitor could match is not necessarily immune. It is also worth noting that by differentiating between conduct that is based on superior efficiency with a specific market and conduct made possible by the dominant firm’s investment in a range of product lines, the suggestion is that the first is legitimate and the second is somehow questionable. This makes the test a variant on the concept of performance-based competition.  


This conduct test should be distinguished from the test for anticompetitive effects where effects on less competitive firms may be disregarded. The concept of the equally efficient competitor as a conduct screen has been inspired in part by LePage’s v. 3M, 324 F.3d 141 (3d Cir. 2003), in which a firm with monopoly power engaged in practices similar to those described in the text.


� E.g.,Cases 6 and 7/73, Istituto Chemioterapico Italiana & Commercial Solvents v. Commission [1974] ECR 223; Case 311/84 ,CBEM v. CLT and IPB [1985] ECR 3261 (Télémarketing).  There have also been a number of cases where abuse has “occurred” in a separate market or submarket but the effects occur in the market where a dominant position has been identified e.g., BPB (BPB Industries Plc and British Gypsum Ltd v. Commission [1993] ECR II-389), AKZO (AKZO Chemie BV v. Commission [1991] ECR I-3359).  These cases do not raise the same issues regarding the weakened competition test.


� Tetra Pak International SA v. Commission [1994] ECR II-755; [1996] ECR I-5951.


� ECJ at para. 29-30. See also opinion of Advocate General Leger in BPB.


� Tetra Pak II at para. 44.


� Case T-219/99 British Airways plc v. Commission, judgment of 17 December 2003; Case T-203/01 Michelin v. Commission, judgment of 30 September 2003 (Michelin II”).


� It is important, however, to relate the competitor excluded to the theory of competitive harm.  In CEWAL, the Court of Justice affirmed the Commission finding that an anticompetitive scheme or plan designed to deter new entry through targeted price cuts was abusive, even though the dominant firms had not priced below cost.  Since the practice was not simply an attempt to exclude a specific firm, but was rather a strategic action designed to deter future entry, the issue of whether some equally efficient firm or group of firms might be deterred from entry could not be addressed.





� There is of course an argument that if the dominant firm truly possesses monopoly power in respect of the input, the monopoly rent will be incorporated in the input price, so that eliminating downstream rivals could actually improve efficiency.  This argument ignores, however, the impact of partial substitutes that could constrain the exercise of market power, particularly if they are also sold by the downstream rivals.  (In Napier Brown/British Sugar, for example, the Commission argued that eliminating Napier Brown from the market would have the negative effect of reducing the competitive constraint of imports on British Sugar prices.)   The “one monopoly price” argument also ignores factors that could limit the ability of the dominant firm to realize the full monopoly price at the input level (such as regulatory constraints or the need to maintain some consistency with prices in competitive markets).


� Paradoxically is would always be abusive on a “equally efficient competitor” test since the non-vertically integrated firm could by definition not “match” the conduct of the vertically integrated dominant firm.  This is an example of how this test proves too much to be useful as a conduct filter.


� As noted in the text, the margin squeeze rule as first articulated in National Carbonizing was an application of the principles regarding the obligation of a vertically integrated dominant firm established in Commercial Solvents.  The relationship between the margin squeeze rule and refusal to deal cases, like Commercial Solvents, is not surprising, since a margin squeeze (when it is effective) is no more then a sort of “slow motion” refusal to deal (a death by strangulation rather then by decapitation).   


The CAT struggled with the relationship between refusals to supply and margin squeeze cases in Genzyme (at points 567-74).  It may be noted that the CAT’s attempt (at pt 559) to relate the margin squeeze allegations in Genzyme to the ruling by the Court in Télémarketing are unconvincing.  When the Court in Télémarketing stated that the abuse consisted of reserving to itself an ancillary activity in a related market, it was ruling in a case where the dominant firm had actually explicitly reserved (in its contracts with third parties) that activity to itself.  Whether conduct that has the effect of reserving an ancillary activity to the dominant firm is automatically abusive (subject to objective justification) is not an issue reached in Télémarketing.


� This would be consistent with the EU cases other than Deutsche Telekom.  The implications of this rule for assessing costs are discussed below. 


� The Commission suggested in this regard  that “ It must not be assumed that the competitors' customer structure and range of services will necessarily be more profitable than those of the incumbent”.  (See discussion at n 26 above.)  The real point here is the opposite.  For the margin squeeze theory of competitive harm  to work, it must be assumed that the competitors’ service offerings  will be either equal or less competitive than those of Deutsche Telekom.  Only on the basis of this assumption is there a logic basis for inferring likely competitive harm. 


� It has been suggested above that the margin squeeze theory is not appropriate as a device for encouraging new entry – by analogy to cases involving refusals to deal.   The problems of finding an appropriate measure of cost provide an additional reason for that limitation.  It may be noted, however, that if potential entrants are protected by the margin squeeze rule, that protection cannot be justified in situations where the downstream market is competitive. 
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