COLLUSION, PREDATION AND MERGER
IN THE UK BUS INDUSTRY

By M. E. Beesley*

UK COMPETITION AUTHORITIES AND THE BUS INDUSTRY

When local (“‘stage’) bus services outside London were deregulated by the 1985

- Transport Act the intention was to promote competition. So it was logical to

accompany deregulation with removal of the industry’s long-standing exemption
from the UK laws promoting competition, principally those to govern agreements
in restraint of trade, first enacted in 1956; to control mergers, as codified in the
1973 Fair Trading Act; and to control dominant large firm behaviour, first
tackled in the Competition Act 1980.

- The final arbiter in deciding upon the public interest in restrictive practices
agreed to and registered by many firms is the Restrictive Practices Court, to which
the Director General of Fair Trading must refer for determination. Mergers are
referred to the Monopolies and Mergers Commission (MMC) when this course is
decided upon by the Secretary of State for Trade and Industry, on advice from
the Office of Fair Trading (OFT). Anti-competitive behaviour by individual firms
is dealt with in the first instance by OFT, which publishes its investigations and
their outcomes. In this area, OFT may (and often does) negotiate with the
“guilty” party to modify its conduct. If that party refuses to agree to OFT’s
modification, the case is referred to MMC, which makes its own investigation.

After 50 years of regulated local monopolies, exposure to competition policy
represented a significant change in the context of local bus operation. It was also
a substantial addition to the portfolio of work facing the UK competition author-
ities. In particular, the office of Fair Trading, as the principal trigger for dealing
with anti-competitive behaviour, had to build up its information about restrictive
practices, possible anti-competitive action by individual firms, and merger pro-
posals. In the first area, it was helped by the rules on registration of agreements.
On the second, it had to wait for complaints to emerge from aggrieved parties.
On the third, effective action had to await the outcome of an opposite process,
the break-up of NCB, finally accomplished only in 1988. The later 1980s was also
a period when the UK’s anti-monopoly legislation had increasingly to define its
position in relation to EEC competition law and practice. For example, it had to

* London Business School.
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be decided whether highly local markets like buses were “significant” in UK and
EEC competition terms.

Principally for these reasons, the UK competition bodies have been slow to
take action on possible anti-competitive moves in the bus industry, but the
outline of the attitudes they are taking is now becoming clearer. The focus has
been upon collusion, as represented in restrictive practice agreements; combatting
the power of single firms, and particularly their predatory behaviour; and defining
rules for mergers.

By late 1988, 239 agreements in restraint of trade had been submitted to OFT.
Of these, 115 were found to include clauses, restricting the parties’ freedom to
make decisions on fares and services, which the Director General found to be
objectionable. By September 1989 OFT had investigated three cases involving
alleged predation (West Yorkshire Road Car Company Ltd. (August 1989), High-
land Scottish Omnibuses Ltd. (September 1989) and South Yorkshire Transport
Ltd. (October 1989)), and one (Southern Vectris Omnibus Co. Ltd. (February
1988)) involving refusal to allow access to a bus station. West Yorkshire’s conduct
was found not to be anti-competitive; that of Highland Scottish and of South
Yorkshire was found to be predatory. The Southern Vectris case effectively
confirmed the intention of the 1985 Transport Act to prevent ownership of bus
stations from being used to restrict access to them.

In March 1989 the Monopolies and Mergers Commission, in its first bus merger
case, established that the two geographically contiguous companies involved were
a “substantial part” of the UK within the meaning of the 1973 Act, and, while
finding this particular merger not to be against the public interest, gave notice
that it would be particularly concerned about proposed mergers of contiguous
companies.? The MMC was given occasion to follow this up by the references to it
in February 1990 of Stagecoach Holdings and Portsmouth City, and in March
1990 of South Yorkshire’s acquisition of three local companies. On referring the
former, the Secretary of State pointed to the “possible effects on competition in
the market for commercial and contracted bus services in Portsmouth and Havant
and this surrounding area”.? By implication, mergers not involving contiguous
bus companies are regarded of little concern per se; though several have occurred
none have been referred.

Though judgements are thus in the course of being shaped, there remain to be
answered questions on the effectiveness of action, the remedies proposed and the
enforcement of decisions which may follow them. In fact, this present uncertainty
is inherent in the UK’s competition policy processes. In restrictive practices, the
attitude of the Court to the economic consequences of restrictive agreements is
no longer in doubt; scarcely any have survived its scrutiny since 1956. Once an
agreement is registered and determined by the court, severe penalties attach to
subsequently reviving a like agreement: hence a tendency, over the years, to seek
to avoid registration or to find substitutes for restrictions.

So the OFT has referred selected agreements to the Restrictive Trade Practices

1 Badgerline Holdings and Midland Red West Holdings. MMC, March 1989.
2 Press release, DTI, February 1990.
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Court, with a view to underpinning enforcement.® In two cases, Plymouth City
Bus and Western National (September 1989) and Midland Fox and G. K. Kinch
(August 1989), agreements were not furnished to the office within the permitted
time limits. This action against non-registration of agreements reflects what is
recognised to be a principal weakness in the present legislation identified on
page 1 of the 1988 Review of Restrictive Trade Practices Policy (OFT, 1988).
Part of its proposals for reform include clearing the way for private actions in the
courts to reinforce OFT’s actions. “In addition to the Court action being taken by
the Director General, any person adversely affected by the operator of the agree-
ment may have grounds for seeking damages in the Courts”.

When there is anti-competitive behaviour by an individual company, the
practice is for OFT to negotiate with the “guilty” party to abandon it. In the
West Yorkshire case it succeeded in doing so, but in that of Highland it did not.
Consequently, the MMC is considering the Highland case at the time of writing.
The second and third merger cases are still pending MMC’s judgement; and all
cases so far have been post hoc enquiries. This implies that remedies, if they are
judged to be necessary, will tend to be constrained by the costs of reversing an
accomplished commercial process. MMC will attach more significance to these
costs than it would in the more usual case of referral before a merger is
accomplished.

But, apart from the time taken to gear up the pro-competition mechanisms
and the doubts about how the authorities will act, effectiveness of remedies
primarily depends on the aptness of the analysis applied and the evidence brought
to bear. I shall argue that there should be both a significant extension of the
analysis typically made and a different approach to the search for, and use of,
evidence. In what follows I first attempt to show how the approach advocated
diverges from more conventional analysis, and then consider the evidence used
so far in the competition authorities’ analyses of the (stage) bus industry. These
have concentrated principally on the issues of predation and, to a lesser extent,
merger. | indicate my preferred line of development of evidence.

ANALYSIS TO UNDERPIN PRO-COMPETITIVE ACTION

Collusion, predation and merger have in common that they are moves designed
to improve a firm’s profit. Pro-competitive action by regulators is feasible to the
extent that its effects on the prospective profits of incumbents and possible
entrants is understood. A profit-oriented view of deregulation and the other
changes wrought by the 1985 Act begins by considering what effect, if any, the
Act had on incumbents’ profits, and from that explains their motives in adopting
particular moves in response.

Deregulation removed what was, after 50 years of operation, the currently
binding constraint on entry. What entry would then occur would depend, first,
on the remaining constraints on entry which now would become binding. This
would simultaneously define the likelihood of entry and the incumbents’

3 Statement in two press releases, 24 August and 8 September.
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potential exposure to it. Second, the Act was multipurpose. In particular, changes
in subsidy would alter revenue prospects, and thus would affect ability and
willingness to enter. A pro-competitive authority affects the emergence of com-
petitors if by its actions it can alter the contemporary constraints on entry. To
do this, it of course needs to know what they are. Further, entrants are motivated
by profit, too. A competition authority must analyse their potential sources of
profit. These might well imply that the entrant foresees shelter from further
entry, for example, by an innovation in service. In practice, by the time an
authority is in a position to act, entry conditions will have changed, either pro or
con entry, and this will have to be taken into account. Also, the means to tackle
some restraints on entry may lie outside a given authority’s sphere of influence,
so that it will have to consider whether action can be taken by other authorities.

In effect, therefore, the model of the pro-competition authority presented here
is of managing a transition to more competitive conditions in an industry. I would
argue that this is a correct view of how such authorities discharge their obligations.
Of course, one could argue that the correct aim is simply to seek out and remove
all barriers forthwith. Entry would then principally depend on the profits fore-
seen to be obtainable from innovations: for example, supplying new routes, using
new means to increase labour productivity and so lowering costs, etc. But the
authorities cannot achieve all this at once. In choosing what to do, they have to
perform what is fundamentally a cost-benefit test, asking: what will be the effect
of a proposed change on the welfare of the parties involved, including producers,
consumers, and other third parties? Pro-competition authorities do, in practice,
apply such criteria, at least implicitly. The arguments in the present paper are
directed at the analytical requirements to predict outcomes of pro-competitive
policy; they do not try to evaluate the outcomes of that policy. An analysis of the
likelihood of entry is a necessary guide in choosing the reform or reforms to be
undertaken.

Analysis must start with the White Paper (Department of Transport, 1984).
This announced the policy enacted in 1985. It was an unexpectedly radical
document, even to those charged at the time with the task of writing policy
alternatives. I would argue that those events must have reduced the value of
incumbent firms, on average, both through prospective competition and through
the greater uncertainty attaching to revenue streams in particular. But one would
expect the extent of the reduction to vary widely, depending on the underlying
remaining barriers to entry.

Conspicuous among the possible emerging constraints on entry were property
rights over existing factors of production; for example, garage locations in areas
where conversions of property to garage use are prevented or difficult. I have
argued elsewhere (Beesley, 1989a, pp. 33—-34) that not only were the underlying
barriers to entry underestimated at the time of deregulation, but also concomitant
changes in the 1985 policy, notably the changes in the scale of subsidy and its
redistribution towards subsidising fares, actually increased the barriers. Subsidy
was decreased, as intended, overall, and became more dependent on fare discounts,
travel passes, etc., organised by local authorities. These changes in subventions to
“commercial” operators have, I maintained, the effect of making more uncertain
the prospective revenues which could be secured by entrants. Potential entrants
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also face, at the same time, obligations to run services for six weeks; this sub-
stantially increases the risk that the required revenue will be insufficient.

To the extent that the incumbents were exposed by deregulation, their logical
response would be to seek to restore profits by appropriate action. The possible
options facing a particular incumbent, after deregulation, for raising the firm’s
value were:

(a) contract bus output, and switch management and resources to other
non-bus opportunities;

(b) innovate within the bus industry — that is, provide new services in the
market and/or take advantage of new financial and organisational moves to
reduce costs;

(c) act as a predator: for example, keep existing output levels at the same
level until entry occurs, then react to eliminate competition by price cutting
or other means, aiming to raise prices later sufficiently to compensate for
the losses incurred;

(d) collude with other incumbents to raise the costs facing possible entrants
or to reduce their revenue expectations, again in order to restore previous
values;

(e) merge with other incumbents to create like effects.

The key feature of the analysis of options (c), (d) and (e) would be to show
how profits were improved by that choice. Action to restore the effect of deregul-
ation would then depend on dealing with the substitutive support for profit. In
this framework, the moves must first be understood in terms of the disclosed
barriers to entry, and secondly as providing the means to restore profits. Because
the need to make a “move” comes only from adverse shifts in barriers, one
expects the emergence of a particular move to be related systematically to those
shifts.

Agreements in restraint of trade are an explicit, organised manifestation of
collusion. Collusion does not have to be enshrined in a formal agreement if
discipline can be maintained without it. A formal agreement can be expected
to pay off most in situations where the agreement itself constitutes the principal
barrier (there is no better way of preventing competition). We would therefore
expect restrictive practice agreements to emerge where the experience of com-
petition after deregulation is most intense. There is a cost to firms in pursuing
registration, and the agreement might well in the end be condemned and removed,
but meanwhile there would be a gain to the participants. There is also the chance
that, against most expectations, the Restrictive Trade Practices Court might con-
done the agreement. In this case, a secure barrier to entry would have been
established.

Where predation occurs, one expects to find that there has been very little
weakening of existing underlying barriers. A well judged predation strategy
means that entrants, in the end, can then always be repulsed, because incumbents’
underlying grip on entry barriers has not been changed, and pre-deregulation
profit is not much affected. Entry is, on this view, a mistaken judgement about
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the incumbents’ sustainable position. Further, as the conditions emerging after
deregulation come to be better appreciated by all parties, the evidence of
predation can be expected to decrease, other things being equal.

Typically, the issues raised by a merger are viewed by the competition author-
ities as a trade-off between benefits of economies of scale and the detriments to
competition from increased concentration. Deregulation in itself probably did
little directly to promote divestiture of ownership. Privatisation involved dramatic
divestiture. It is understandable that re-merger, particularly with companies run
by selected ex-colleagues, should be contemplated, and it is mergers between
ex-NBC subsidiaries which have attracted most attention. But, whereas collusion
and predation, if found, can be understood to have a fairly direct relationship to
restoring profits, merger is a good deal more difficult to interpret.

The regulatory system has normally been assumed to have been a powerful
force in increasing the size of firms, because it paid to be big in bargaining with
regulators, particularly about new and profitable routes, and it gave counter-
vailing power in dealings with local authorities responsible for block subsidies.
Increased firm size was reinforced by nationalisation in 1968. Deregulation has
removed that reason for firm scale, and block subsidies have also been removed;
so the reasons for increasing firm scope now are elusive, unless it is a necessary
condition for acquiring new property rights conferring shelter from entry. If an
incumbent possesses an asset useful for restraining entry, he does not necessarily
have to retain its initial scale in order to exploit it. For example, exploiting
ownership of a favourably placed bus depot, in a town where planning restrictions
discourage conversions to bus depots, does not imply downstream ownership of
bus operations. The most profitable course, other things being equal, will be to
auction the scarce bus slots to rival bus companies. True, after the Act, there are
still regulatory forces setting lower limits on firm scale. Routes still have to be
organised for registration with authorities. Ownership of sufficient buses to
serve the whole service proposed is still expected, and leasing facilities are as yet
limited. There are constraints on contracting independent drivers, which frustrate
a devolved form of organisation such as that found in the taxi and minibus trade,
where firm sizes are very small indeed.* But all this hardly explains how profits
are increased by mergers on the scale caught by the 1973 Act. A profit-oriented
view would carefully scrutinise both the necessary relation between substituting
administrative relations for market relations (that is, increasing firm scope) and
possible economies, and the sources, if any, of increased deterrence to entry.

CONTRASTS WITH PREVIOUS ANALYSIS

Since the White Paper (Department of Transport, 1984) economists have shown
great interest in the welfare impliactions of the structure of the local bus industry.
Their analyses have, in a neo-classical vein, examined the forms of competition,
either expected (for example, Dodgson and Katsoulacos, 1989), or observed (for
example, Evans, 1988). They have assumed that the nature of entry barriers in

4 Probably less than one cab’s output in the London taxi trade.
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the new situation is known. My position is that they must be explored. The
difference is well illustrated by Evans: “We can expect large incumbents to defeat
small challengers unless they are simultaneously challenged on too many routes”
(p. 300). The thrust of the analysis advocated here is precisely to distinguish the
entry conditions which will lead to many, not few, entrants, and thus to analyse
the vulnerability of the “large incumbents”. Again, Dodgson and Katsoulacos, in
reviewing the period after 1986, say (on page 13): “Of course, entry is by no
means always deterred. The question is what form competition takes when it
does occur”. Here the question is why it is or is not deterred.

This leads to a considerable difference in the views taken of the starting
structure of the industry at deregulation. Incumbents entered the deregulated era
with a 100 per cent market share, and many were large in relation to the local
markets served. To many observers, size necessarily conveyed market power
which would be used. The ability to exercise it has been seen (for example, by
Gwilliam, 1989) as the basis of the need for action by pro-competitive authorities.
The present paper argues that the supposed power must be demonstrated, and not
assumed.

But my principal difference from these approaches emerges in what is assumed
about information. This paper is more Austrian in spirit than neo-classical. My
view is that market developments reveal information. At any one time firms have
inherited information, but they also generate it both by paying for it and by
action in the market place. Very often, testing in the market is the only way in
which supposed “information” can be validated. A forthcoming event like dereg-
ulation changes the information set which underpins profit seeking. Specifically,
in the case at hand, one has to keep an open mind about the appropriateness of
incumbents’ and potential entrants’ stocks of information. There is no a priori
reason to suppose that relevant information is necessarily biased towards
incumbents in all aspects; entry may well be a function of disagreement about the
“facts” presented by the market place, and successful entry (in the sense of either
sustained operation or selling out at a profit, for example, to an incumbent) may
be a sign that the entrant was, in the event, in some sense better informed.?

Like the work already cited, the viewpoint adopted in this paper does depend
on a firm’s having a systematic preference for more profitable options. This makes
the analysis vulnerable to assertions about motivation, particularly of incumbents.
There are many reasons to believe that the profit motive before 1985 was weak,
with cross-subsidy not only possible but a tacit condition of licences. For publicly
owned operators, preserving market share may logically be preferred to profit.
Experience of long-distance bus operations in the period after they were deregul-
ated by the 1981 Act strongly points to NBC’s pursuing a policy of market share

5 As I have pointed out elsewhere (Beesley, 1989), interpretation of events since 1985 has
been highly coloured by the basic position taken by authors about markets on the one hand,
and planning on the other; and there is little sign of either side shifting its position. To com-
mentators of my persuasion, the central aim of deregulation was to substitute freer market
tests for planning decisions; that is, a heavy emphasis was placed on the view that planners’
information (and that of their allies, the incumbents) was faulty or seriously incomplete. Many
other commentators would dispute this.
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maximisation, with at best a low profit constraint (Beesley, 1989). Non-profit
motives may well have persisted after the 1985 Act, too, particularly among the
larger municipals. But there have been recent moves to privatise further, as in the
buyout of Yorkshire Rider and in the announcement of the plans for divestiture
and privatisation of the Scottish Bus Group, which justify the view that profit
seeking is becoming more prevalent, and analysis based on it more apt. Moreover,
the predictions which pro-competition agencies have to make are much simplified
(and I would say more reliable) if profit-seeking behaviour is assumed. Any other
assumption leads to impossibly complicated alternative possibilities for action by
these agencies.

WHAT EVIDENCE SHOULD BE LOOKED FOR?

I have suggested that the appropriate framework in which to devise pro-com-
petitive action is analysis of disclosure of, and changes in, entry barriers, and the
logic of profit-restoring market moves by incumbents and profit seeking by
entrants. Particular “moves” such as collusion, predation and merger must be
regarded as highly conditioned by entry barriers and prospective changes in them.
Pro-competition authorities have to understand these implications and act
accordingly, so far as their remit allows. The authorities’ actions, however, are
normally related to particular events — cases of alleged predation, discovery of
collusion, or an individual merger. The need for evidence is therefore twofold —
to learn about changes in entry barriers in general, and to gather particular
evidence about behaviour in individual cases, to be interpreted in the framework
set out.

The natural approach to learning more about the nature and incidence of
disclosed entry barriers is to explain the variance of actual experience of entry.
That is possible. The stage bus industry was the subject of an intense information-
gathering exercise by government during and after deregulation. This yields, inter
alia, details of registration and deregistration of routes and their operating
characteristics and the operators providing them. (The data are held at the Trans-
port and Road Research Laboratory.) The details of operation have since been
used in studies of the processes of competition, but not in the way proposed here.
Unfortunately, the data had certain drawbacks (for example, there was no direct
measurement of passenger miles) and their collection had to be abandoned, as too
expensive, in May 1988, leaving a relatively short period of 18 months in which
post-deregulation markets could be observed. But the great advantage was the
comprehensive locational detail, with local market areas separately observed.
Indeed, the local bus industry approaches the ideal for cross-section study of
contrasting firms’ experiences — separate markets, but subject to very similar or
controllable conditions in factor price inputs and production possibilities.

Surprisingly, no attempt appears to have been made to establish what light
the evidence throws on differential entry conditions until recent work at the
London Business School, from which some preliminary results are available. In
the following paragraphs I report findings based on the data at the 63 counties
level, which show the approach adopted and are sufficiently interesting to suggest
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that it is worth following up.$

The measure of variation in entry is necessarily crude. The available measure
of output quantity was annualised mileage performed by “entrants” as compared
with “incumbents” at May 1988. “Entrants™ are those appearing at May 1988,
but not in the list at October 1986. The rest were deemed “incumbents”.
“Entrants” thus include new firm formations and established firms entering
from outside the county. “Incumbents” are those surviving till 1988 in the
county. Our measure of relative entry is the ratio (estimated by TRRL ) of
annualised mileage of ‘“‘entrants’ to that of “incumbents”. The weighted average
ratio for all the 63 counties was 6.0 per cent. Annualised mileage included both
“commercial” and ‘““tendered” services. The way in which the records are kept
makes it difficult to compare entries separately under these heads over time.
The analysis could also be refined by analysis of “turbulence” — from movement
into and out of the lists at the four quarterly market dates between October 1986
and May 1987.

Table 1 lists counties with greater than average “entry”, and presents for them
two further country-wide variables which are proxies for factors believed to have
effects on entry: namely, population density and the initial concentration ratio
enjoyed by incumbents at October 1986. The former could tend to pick up the
factors that I suggested earlier may well inhibit entry in urban areas; and the latter
picks up the notion of incumbent power to deter entrants. Population density
is measured by population at 1985 divided by area in square kilometres. Concen-
tration is measured, again crudely, as the percentage of the total annualised
mileage performed in the county by the top three firms in October 1986. The
grand average population density is 0.43, and average concentration was 76.0
- per cent.

Of the 21 counties, 17 have less than average densities, and 5 have higher than
average concentration. So the crude figures suggest that neither hypothesis can
be rejected. There is support for the “differentially high barriers to entry in urban
areas” hypothesis. That high initial concentration damped down entry (or the
reverse, that low concentration “encouraged” entry) is also quite possible. So far,
then, we cannot say how far these ideas may be opposed. The high initial con-
centration may be affecting the outcomes directly, or through an association of
high concentration with high underlying barriers to entry, which have tended to
persist since deregulation. The search for systematic explanations should go on;
and in this respect it is very important that further observations should be made
and should be directed to the basic idea of learning from variance of entry.

The figures also throw some light on the notion, canvassed earlier, that
collusion, as manifested in registered agreements, is mainly to be thought of as
representing a relative lack of incumbent control over entry barriers. We may
first examine the 115 agreements registered with OFT, described above. The

6 Some 400 areas are distinguished in the data bank, but the short length of time for obser-
vation, some 18 months in total only, had to be traded off against subdivision to market areas.
Hence our adoption of the 63 county level. It is a great pity that at least aggregate data such as
are used here were not continued beyond May 1988!
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TABLE 1

Counties Experiencing Greater Than Average Entry 1 986—1988

Annualised mileage:

entrants as % of
incumbents 1988

Population Density:

Persons per
square kilometre

Concentration of

initial Incumbents:

% of annualised
mileage held by 3
largest operators,

1986
Cleveland 12.4 0.96 90.7
Durham 10.7 0.25 66.8
North Yorkshire 7.0 0.08 70.6
Bucks 6.4 0.32 70.9
Essex 53.9 0.41 64.4
Hampshire 14.7 0.40 52.2
Isle of Wight 6.1 0.32 97.6
Kent 8.5 0.40 62.2
Oxfordshire 17.2 0.22 71.4
Surrey 6.5 0.60 70.1
West Sussex 6.5 0.35 75.1
Cornwall 9.5 0.12 74.3
Dorset 9.6 0.24 80.7
Somerset 6.9 0.13 78.4
Shropshire 6.7 0.11 69.8
Greater Manchester 16.0 2.01 69.8
Lancashire 11.8 0.45 51.0
Dyfed 8.6 0.06 50.8
Dumfries and Galloway 11.3 0.02 69.7
Highland 10.3 0.01 77.1
Islands 11.5 0.01 36.2

listings” include 113 companies in total. All but three of these are bilateral,
involving only two companies; the three involve three companies each. Tracing
the agreements between companies, however, discloses that most are to be found
as clusters of agreements; that is, groups of companies have agreements in
common. The distribution of agreements in these clusters, and the number of
companies involved in each, is shown in Table 2.

7 Kindly supplied by OFT, to whom thanks are due.
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TABLE 2

115 Agreements Registered with OFT:
Distribution to Clusters

29 companies have 41 agreements in one cluster
13 companies have 17 agreements in one cluster
15 companies have 17 agreements in one cluster
5 companies have 5 agreements in one cluster
6 companies have 5 agreements in one cluster
5 companies have 4 agreements in one cluster
3 companies have 3 agreements in one cluster
12 companies in 3 clusters have 3 in each cluster (9 agreements)
9 companies in 3 clusters have 2 in each cluster (6 agreements)
16 companies in 8 clusters have 1 in each cluster (8 agreements)

Total companies, 113; Total agreements 115.

Source: OFT: Agreements as at 1988.

Thus nearly two-thirds of registered agreements are found in three clusters;
- one accounts for 36 per cent. There is a low incidence of isolated agreements
involving just two companies and no others (eight agreements). While there can
be other explanations of the clusters, such as persistence of arrangements existing
before deregulation, this distribution lends support to the view that collusion
must be systematic, involving mutual reinforcement, if it is to be useful as a
means of supporting profits. It is also noticeable that the largest cluster is con-
centrated in the south east of the country (involving principally companies in the
home counties near London). As Table 1 shows, seven of the counties with
relatively extensive entry are in that area. The second cluster is concentrated in
Lancashire, and the third in Wales, which may well also have experienced above
average entry.

OFT AND MMC ANALYSIS

Pro-competition authorities have, however, so far proceeded without analysis
along the lines suggested. This is in part because their action has to follow specific
complaints or references. We have, so far, the analysis presented by OFT in con-
sidering predation cases, and that by MMC in one merger case. Let us consider
what has emerged. For predation, it is useful to take the Highlands case, since
the analysis in it is characteristic of OFT’s procedures, and this is the case before
the MMC, which will therefore have to make its own reappraisal of the arguments.
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OFT explains that, in assessing whether a firm’s behaviour is predatory, the
Office considers three factors:

whether the structure and characteristics of the market are such as to make
predation feasible;

the relationship between revenues and costs; and

evidence on the motives and intention at the time, including relevant evidence
about its behaviour in other markets.2

OFT states first that predation must be profit-oriented. It “involves the deliber-
ate acceptance of losses in the short run, so that enhanced profits can be earned
in the long term by raising prices above the competitive level. Several conditions
are necessary if predatory behaviour is to be feasible. The predator must have
market power and the ability to finance losses for the time necessary, whether
through cash reserves, better financing or cross-subsidy from other markets
or products. There must also be barriers to entry in the market so that, once
competition is eliminated, prices can be raised above the competitive level so as
to more than compensate for the period of losses, without attracting new
entrants’ (page 37).

The first basic problem with this view, from the viewpoint adopted in this
paper, is that it is unclear what is deemed to be happening to barriers in the
subject market. Unless something has shifted in favour of entrants in the first
place, they will only enter because of different views on relevant information,
or simply because they are mistaken. But if something sas happened to barriers
to encourage entry, how can predation (or any other behaviour) restore the
barriers to yield the previously enjoyed levels of profit? In other words, the
notion of “satisfactory” or “restored” profit levels requires an examination of
whether barriers have been shifted or not. The uncertainty on the issue of barriers
is shown in the discussion at 5.10 (page 38) where no decision is made on what,
if any, “barriers to entry remain”.

The Office shows that the incumbents’ behaviour indicates exploitation of
monopoly power (elasticity in the market is observed at greater than —1). The
question what, if anything, deregulation did to entry barriers is bypassed, in
favour of assuming that information is distributed asymetrically in favour of
the incumbent, Highland. “Asymmetry is likely to be very important in the bus
industry where 50 years of regulation have conditioned operators to accept a lack
of direct competition, so that new entrants are likely to be unsure about how
existing operators will respond to new competition” (page 38). In fact, however,
entry did occur; and, as explained earlier, 50 years of regulation also can create
asymmetry in favour of newcomers. Also “existing operators have an incentive
to build up a reputation for toughness in the face of competition to deter new
entrants”. Again one must, on this view, have entry (unexplained) to be able to
take predatory action to deter further entrants; and whether this is a feasible
tactic depends on how many and how widespread threats of entry are, which
again depends on showing what entry barriers exist.

8 OFT, 1989; the analysis covers pages 37—43.
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The remaining argument on feasibility basically concerns Highland’s access
to funds to finance the presumptive losses, and raises very reasonably the question
whether this availability was a part of the Scottish Bus Group’s tactics leading up
to privatisation. In any case, reserves might well be allocated to it at privatisation.
(Why prospective shareholders would tolerate funds being used in this way is not
explained; but there certainly are arguments that high, preserved market share is
comforting to backers.) But these considerations are peripheral; we can grant
that any “predatory” behaviour must be fundable.

OFT’s further arguments concern the second and third of its criteria. But
before we tackle those it must be noted that, having finally nailed its colours
(correctly) to the “improvement of profit” mast, OFT has simply not produced
the evidence to show that there was compensating profit. To do so is inherently
difficult, of course, and this raises the whole question how “monopoly profit”
is demonstrated. Conventional measures of rates of profit on book assets are
highly contentious, but defensible measures from the economist’s standpoint
require observations in which the firm itself is valued by market processes.’® These
are probably not practicable in many bus company cases; and in the case at hand
there was no mechanism for valuation, because at the relevant time Highland was
part of a nationalised industry.

This means that all the usable evidence concerns revenue/cost margins and the
wider question of “predatory intent”. OFT’s position on the first is the
reasonable one that, whereas pricing below relevant (avoidable) costs is evidence
of predatory intent because establishing the acceptance of losses, that intent may
still be consistent with pricing above such costs. In the Highland case, the
evidence was that the first condition could not be demonstrated unequivocally, so
- the argument shifted to evidence of predatory intent. On this, OFT did find
evidence: of undercutting rather than matching fares, of increasing total mileage,
and of systematic running of duplicates as responses to entry.!® The conduct is
also shown to be exceptional. Highland did not pursue similar tactics elsewhere;
so a concentration on a single competitor was intended.

The case, alongside the proceeding ones, has helped to define what will hence-
forth be regarded as predatory behaviour. The upshot is strongly reminiscent
of US legal attitudes to predation: that there must be shown to be an intent to
monopolise, recognised by a set of different market tactics including pricing
directed at a particular competitor; this amounts to conduct in breach of the
Sherman Act. However, remedies and enforcement in the UK are quite different
from those in the US. If MMC concurs with OFT, no doubt MMC will require as
its remedy an undertaking from the “guilty” party to desist. The subsequent
enforcement mechanism is not regarded as particularly effective; that is one of

9 As for example in Tobin’s “q”, in which the presence of monopoly rents is detected by
comparing the value of a company as valued on stock markets with measures of the reproducible
cost of its assets.

10 A fourth, curious ground is added. The (Highland) “business plan suggests a willingness to
sustain losses providing competition is not expected to continue for too much longer”. (p. 42).
This indeed sounds as if the incumbent was very unsure that his tactics would succeed, and
throws doubt on his supposed abilities and intent!
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the reasons why the procedures under the Competition Act 1980 are being re-
viewed. Though “objectionable” behaviour is unclear, it is not certain that the
signals thrown up by the mechanism will be much heeded. I suggest below what
should be a more effective remedy and enforcement procedure. However, the
basic criticism of both analysis and implied remedy remain: effective remedies
require more attention to possible change in barriers and prospective profitability
for entrants.

At the time of writing, an appraisal of MMC’s analysis of bus merger has to
refer to the Badgerline Holdings case (MMC, 1989). It took the normal form of
search for detriments from loss of competitive rivalry to be set against benefits
(chiefly cost savings) attending the merger. The conclusions (pages 34—41) were
that there was “no material loss of competition” in commercial services in the
relevant area, the County of Avon and part of surrounding counties, but that on
contract services the majority report found that there were “serious detriments”
to competition, sufficient to outweigh the benefits (chiefly joint procurement
and administrative cost savings of £500,000 a year). A minority disagreed with
the judgement on contract services, holding that at a time of significantly
changing ownership, competition and regulation, and when competition from
other bus services seemed to be sharpening, the direct loss of independent con-
tractors would not offset the benefits (pages 43—44). Undertakings in accordance
with the majority opinion were accepted by the company; they were chiefly on
maintenance of tendering by the two subsidiaries and restrictions on registering a
service after a deregistration had led the local authority to ask for tendered
contracts for a route (Appendix 7.2).

The Commission was thus unable to reconcile two different views held by
members of its panel about the future prospects for competition. If the required
analysis of entry barriers and their shifts had been done, it might have been
possible to resolve the differences. There is, in fact, some evidence in the report
which bears on entry. Thus, though the possible significance of geographical
variation in entry was not canvassed, the report notes very few attempts at entry
in the Midland West (City line) territory, covering Bristol at its centre, whereas
in Badgerline’s territory outside Bristol, the urban sector, the company “faced
competition in all or part of 52 of its routes” (page 9). Apparently, too, the
Commission did not consider the implication for entry control of ownership of
bus depots. City line owned four depots for maintenance and storage of vehicles,
three of them under licence from Bristol City Council. BL owned one such site
in central Bristol. A major reason for merging, carrying by far the greatest tangible
cash benefit, was to realise the value of this and other sites. “Ways of realising
this potential are being investigated (by the companies) and may include the
merger of BL Bristol and City line engineering workshops on to a single site.”!!
This was not therefore an analysis based on tracing profitable moves and their
likely effect on entry. Because entry prospects were not analysed one also cannot
judge how far the “undertakings” were or were not necessary.!?

u Page 18. The property stood at £3m in the balance sheet. We are not told what the market
valuation was, or whether it was different from the book values.

12 The analysis in this paragraph follows my paper to the Thredbo Conference (Beesley, 1989b).
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CONCLUSIONS

The title of this paper is perhaps a rather portentous one, since the incidence of
the phenomena described is quantitatively uncertain. But they properly concern
pro-competitive authorities. The paper has suggested that collusion, predation and
merger should be analysed in a common framework, in which entry barrier change
and its implications for profit seeking by incumbents and entrants are central. If
pro-competition authorities wish to encourage competition, entry barriers have to
be revealed, and entrants’ likely reactions predicted. Official analysis so far has
shown reluctance to adopt this framework. I have suggested several kinds of
barriers which deregulation has disclosed or collateral policies have encouraged:
for example, garage locations and other property rights, requirements to enter for
at least six weeks, operation of subsidy, and restrictions on sub-contracting to
drivers. Systematic work on reasons for differential entry by location would
doubtless produce more.

The case for a profit-oriented approach which emphasises prediction of those
conditions under which entry will occur is at its strongest during the remedy and
enforcement phases of pro-competitive control. Enforcement is the more effective
if based on ideas about what profitable moves are open to incumbents, particularly
if they substitute one kind of response to increased competitive pressure for
another. Remedies must be directed at entry barriers; this may well lie outside
the direct competence of the pro-competition authorities. If so, the appropriate
remedies to remove a barrier must be devised. Legislative change may also be
needed. For example to attack the constraint on entry implied by the require-

~ ments to register routes would require reform of the 1985 Act.

With respect to the three types of “move” considered here, particular con-
clusions about their importance, and for enforcement, follow from the earlier
arguments. Collusion is significant because it is a barrier in itself. Present legis-
lation is quite capable of removing known cases, and indeed will do so. Interest
passes to increasing the penalties for failure to register, as envisaged in current
legislative proposals. There remain considerable doubts about the incidence of
predation, since the conditions for it cannot be firmly demonstrated. However,
if, as I argue, improvement of profit is a key issue, it seems to me that the current
focus on the incumbent’s experience is misplaced. The more important issue is the
effect on entrants’ profits — does the behaviour held to be typical of predation
cause losses such as to prevent competition by any interest from recurring? (In
reality, new competitors, whether the original interest or not, have usually been
remarkably persistent in maintaining their presence even in the most clear-cut
cases of predatory behaviour.) For enforcement, this means giving the injured
party the right to have profits restored. Moreover, to demonstrate relevant effects
on profits is much more feasible in the case of the small entrant than in that of
the presumptively larger incumbent. To make enforcement more vigorous, one
could borrow from the US book and allow triple damages if, on the balance of
evidence, losses are shown. The mechanism would then not act while alleged
“predation” was occurring, but afterwards. In other words, relief for individual
losers would be postponed; but the strategy of intending predators would become
prospectively very much more costly than it is now; thus the incidence of
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predation would fall. This kind of reform, again, must await the outcome of the
current review of UK procedures under the Competition Act.

As we have seen earlier, MMC is now returning to the merger issue with the
Portsmouth and South Yorkshire cases. The fact that no non-contiguous mergers
have been referred, and that these are contiguous mergers, may well indicate that
an anti-monoploy rule of thumb is emerging, intended to draw the line at con-
tiguous mergers where the interests involved are substantial. In the UK each case
is decided afresh, on its merits, so the prospects for establishing the rule of thumb
permanently are doubtful. Because, as also argued earlier, in the absence of entry
constraints the profit-oriented reasons for merger are in any case negligible,
establishing such a rule of thumb would do no harm. It might well catch cases
in which the merger is a necessary condition for establishing new barriers through
the joint acquisition of property rights.

With merger, I would expect the current mechanisms to be adequate, if the lack
of advance notification of mergers can be overcome. As we saw earlier, MMC’s
actions on a reference after merging are in practice more constrained than on a
proposed merger. OFT, like any other observer, has to pick up intelligence about
proposed mergers from trade sources. Bus companies are relatively small, and
substantial merger activity can take place without the need for Stock Exchange
permission. However, the main requirement is the reorientation of analysis argued
for earlier when cases are referred. With proper attention to, and removal of,
critical barriers to entry in buses, the pay-off to divestiture rather than merger
will substantially increase. As we saw, this will often require action outside the
present scope of the pro-competitive agencies. But unless the pay-offs to merger
are analysed, no effective action can be expected.
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