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1. INTRODUCTION

1. Article 7 (3) of the Law on Protection of Competition (Official Gazette of the
Republic of Macedonia No. 04/05. 70/06 and 22/07) sets out an exception rule
from the one defined in Article 7 (1). which provides a defence to undertakings
against a finding of an infringement of Article 7 (1) of the Law. Agreements.
decisions of associations of undertakings and concerted practiceslcaught by
Article 7(1) which satisfv the conditions of Article 7 (3) are valid and
enforceable. no oprior decision of the Commission for Protection of
Competition to that effect being reauired.

2. Article 7 (3) can be applied in individual cases or to categories of
agreements and concerted practices bv wav block exemption
regulations. 2

3. The guidelines establish an analvtical framework for the application of
Article 7(3). The purpose is to develoo a methodology for the application
of this Law provision.

4. The standards set forth in the present guidelines must be applied in light
of the circumstances specific to each case. This excludes a mechanical
application. Each case must be assessed on its own facts and the
guidelines must be aoplied reasonablv and flexiblv.

2. THE GENERAL FRAMEWORK OF ARTICLE 7 OF THE LAW ON
PROTECTION OF COMPETITION

2.1. The Law provisions

5. Article 7 (1) prohibits all agreements between undertakings. decisions by
associations of undertakings and concerted practices which have as
their obiect or effect the prevention. restriction or distortion of
competition?®.

6. As an exception to this rule. Article 7(3) provides that the orohibition
contained in Article 7 (1) mav be declared inapolicable in case of
agreements which contribute to improving the oproduction or
distribution of goods or to npromoting technical or economic progress.
while allowing consumers a fair share of the resulting benefits. and which
do not impbose restrictions which are not indispensable to the
attainment of these obiectives. and do not afford such undertakings the
possibility of eliminating competition in respect of a substantial part of
the products concerned.

7. Agreements which are caught bv Article 7 (1) and which do not satisfy
the conditions of Article 7 (3) are prohibited. no prior decision of the
Commission to that effect being reauired?. Agreements which are
caught bv Article 7 (1) but which satisfv the conditions of Article 7 (3) are
not prohibited. no prior decision to that effect being reauired. Such
agreements are valid and enforceable from the moment that the
Cﬁnditions of Article 7 (3) are satisfied and for as long as that remains
the case.

TIn the following the term ‘agreement’ includes concerted practices and decisions of
associations of undertakings.

? Regulations on block exemptions are available on the web site of the Commission for
Protection of Competition www.kzk.gov.mk

3 |n the following the term ‘restriction’ includes the prevention and distortion of competition.
4 According to Article 7 (1) such agreements are automaticallv void.
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8. The assessment under Article 7 thus consists of two parts. The first step
is to assess whether an agreement between undertakings has an anti-
competitive obiect or actual or potential® anti-competitive effects. The
second step. which onlv becomes relevant when an agreement is found
to be restrictive of competition. is to determine the pro-competitive
benefits produced bv that agreement and to assess whether these pro-
competitive effects outweigh the anti-competitive effects. The
balancing of anti-competitive and pro-competitive effects is conducted
exclusivelv within the framework laid down bv Article 7 (3).

9. The assessment of anv countervailing benefits under Article 7 (3)
necessarilv reauires prior determination of the restrictive nature and
impbact of the agreement. To place Article 7 (3) in its proper context it is
appropriate to brieflv outline the obiective and principal content of the
prohibition rule of Article 7 (1). The regulations contain substantial
guidance on the application of Article 7 (1) to various tvpes of
agreements.

2.2. The orohibition rule of Article 7 (1)
2.2.1. General remarks

10.The obiective of Article 7 is to protect competition on ‘the markep as a
means of enhancing consumer welfare and of ensuring an efficient
allocation of resources.

11.The prohibition rule of Article 7 (1) applies to restrictive agreements and
concerted practices between undertakings and decisions bv associations
of undertakings in so far as thev are capable of affecting competition on
the market. A general orinciple underlving Article 7 (1) is that each
economic operator must determine independentlv the policv. which he
intends to adoopt on the market. In view of this the Law on Protection of
Competition has defined "agreements". "decisions" and "concerted
practices" as legal concents which allow a distinction to be made
between the unilateral conduct of an undertaking and co-ordination of
behaviour or collusion between undertakings. Unilateral conduct is
subiect onlv to Article 14 of the Law.

12.The tvpbe of co-ordination of behaviour or collusion between
undertakings falling within the scope of Article 7 (1) is that where at least
one undertaking vis-a-vis another undertaking undertakes to adoot a
certain conduct on the market or that as a result of contacts between
them uncertaintyv as to their conduct on the market is eliminated or at
least substantially reduced. It follows that co-ordination can take the
form of obligations that regulate the market conduct of at least one of
the parties as well as of arrangements that influence the market conduct
of at least one of the parties bv causing a chanee in its incentives. It is
not reauired that co-ordination is in the interest of all the undertakings
concerned. Co-ordination must also not necessarily be express. It can
also be tacit. For an agreement to be capable of being regarded as
having been concluded bv tacit acceptance there must be an invitation
from an undertaking to another undertaking. whether exoress or implied.
to fulfil a goal iointlv.

13. Agreements between undertakings are caught bv the prohibition rule of
Article 7(1) when thev are likelvy to have an appreciable adverse impact
on the parameters of competition on the market. such as price. output.
product auality. product variety and innovation. Agreements can have

5 Article 7 (1) prohibits both actual and potential anti-competitive effects



this effect bv appreciably reducing rivalrv between the parties to the
agreement or between them and third parties.

2.2.2. The basic orincioles for assessina aareements under Article 7(1)

14. The assessment of whether an agreement is restrictive of competition
must be made within the actual context in which competition would
occur in the absence of the agreement with its alleged restrictions. In
making this assessment it is necessarv to take account of the likelv
impact of the agreement on inter-brand competition (i.e. competition
between suppliers of competing brands) and on intra-brand competition
(i.e. competition between distributors of the same brand). Article 7(1)
prohibits restrictions of both inter-brand competition and intra-brand
competition.

15. For the purpose of assessing whether an agreement or its individual parts
mav restrict inter-brand competition and/or intra-brand competition it
needs to be considered how and to what extent the agreement affects or
is likelv to affect competition on the market. The following two auestions
provide a useful framework for making this assessment. The first auestion
relates to the impact of the agreement on inter-brand competition while
the second auestion relates to the impact of the agreement on intra-
brand competition. As restraints mav be canable of affecting both inter-
brand competition and intra-brand competition at the same time. it mav
be necessarv to analvse a restraint in licht of both auestions before it can
be concluded whether or not competition is restricted within the meaning
of Article 7(1):

(1) Does the agreement restrict actual or potential competition that
would have existed without the agreement? If so. the agreement mav
be caught bv Article 7(1). In making this assessment it is necessarv to
take into account competition between the parties and competition
from third parties. For instance. where a supplier imposes obligations
on his distributors not to sell competing products and these
obligations foreclose third partv access to the market. actual or
potential competition that would have existed in the absence of the
agreement is restricted. In assessing whether the bparties to an
agreement are actual or potential competitors the economic and
legal context must be taken into account. For instance. if due to the
financial risks involved and the technical capabilities of the parties it
is unlikelv on the basis of obiective factors that each partvy would be
able to carrv out on its own the activities covered bv the agreement
the parties are deemed to be non-competitors in respect of that
activitv. It is for the parties to bring forward evidence to that effect.

(2) Does the agreement restrict actual or potential competition that
would have existed in the absence of the contractual restraint(s)? If so.
the agsreement mav be caught bv Article 7(1). For instance. where a
supplier restricts its distributors from competing with each other.
(botential) competition that could have existed between the
distributors absent the restraints is restricted. Such restrictions
include resale price maintenance and territorial or customer sales
restrictions between distributors. However. certain restraints mav in
certain cases not be caught bv Article 7(1) when the restraint is
obiectively necessarv for the existence of an agreement of that tvoe
or that nature. Such exclusion of the application of Article 7(1) can



onlv be made on the basis of obiective factors external to the parties
themselves and not the subiective views and characteristics of the
parties. The auestion is not whether the parties in their particular
situation would not have accepnted to conclude a less restrictive
agreement. but whether given the nature of the agreement and the
characteristics of the market a less restrictive agreement would not
have been concluded bv undertakings in a similar setting. For instance.
territorial restraints in an agreement between a supplier and a
distributor mav for a certain period of time fall outside Article 7(1). if
the restraints are obiectively necessarv in order for the distributor to
penetrate a new market. Similarlv. a prohibition imposed on all
distributors not to sell to certain categories of end users mav not be
restrictive of competition if such restraint is obiectivelv necessarv for
reasons of safetv or health related to the dangerous nature of the
product in auestion. Claims that in the absence of a restraint the
supplier would have resorted to vertical integration are not sufficient.
Decisions on whether or not to vertically integrate depend on a broad
range of complex economic factors. a number of which are internal to
the undertaking concerned.

16. In the application of the analvtical framework set out in the previous
paragraph it must be taken into account that Article 7(1) distinguishes
between those agreements that have a restriction of competition as their
obiect and those agsreements that have a restriction of competition as
their effect. An agreement or contractual restraint is onlv nrohibited bv
Article 7(1) if its obiect or effect is to restrict inter-brand competition
and/or intra-brand competition.

17. The distinction between restrictions bv obiect and restrictions bv effect
is important. Once it has been established that an agreement has as its
obiect the restriction of competition. there is no need to take account of
its concrete effects. In other words. for the purpose of anolving Article 7(1)
no actual anti-competitive effects need to be demonstrated where the
agreement has a restriction of competition as its obiect. Article 7(3). on
the other hand. does not distinguish between agreements that restrict
competition bv obiect and agreements that restrict competition bv
effect. Article 7(3) applies to all agreements that fulfil the four conditions
contained therein.

18.Restrictions of competition bv obiect are those that bv their verv nature
have the potential of restricting competition. These are restrictions
which in lieht of the obiectives pursued bv the competition rules have
such a high potential of negative effects on competition that it is
unnecessarv for the nurnoses of anplving Article 7(1) to demonstrate anv
actual effects on the market. This presumption is based on the serious
nature of the restriction and on experience showing that restrictions of
competition bv obiect are likelv to produce negative effects on the
market and to ieopardise the obiectives pursued bv the competition
rules. Restrictions bv obiect such as price fixing and market sharing
reduce outpnut and raise prices. leading to a misallocation of resources.
because goods and services demanded bv customers are not produced.
Thev also lead to a reduction in consumer welfare. because consumers
have to pav higher prices for the goods and services in auestion.

19.The assessment of whether or not an agreement has as its obiect the
restriction of competition is based on a number of factors. These factors
include. in particular. the content of the asreement and the obiective
aims pursued bv it. It mav also be necessarv to consider the context in
which it is (to be) anplied and the actual conduct and behaviour of the
parties on the market. In other words. an examination of the facts
underlving the agreement and the specific circumstances in which it
operates mav be reauired before it can be concluded whether a
particular restriction constitutes a restriction of combetition bv obiect.
The wav in which an agreement is actuallv implemented mav reveal a



restriction bv obiect even where the formal agreement does not contain
an express provision to that effect. Evidence of subiective intent on the
part of the parties to restrict competition is a relevant factor but not a
necessarv condition.

20.Non-exhaustive guidance on what constitutes restrictions bv obiect can
be found in reegulations on block exemptions. Restrictions that are
“black-listed” in bv-the regulations for block exemptions or identified as
hard core restrictions are generallv considered by the Commission for
Protection of Competition to constitute restrictions bv obiect. In the
case of horizontal agreements restrictions of competition by obiect
include price fixing. output limitation and sharing of markets and
customers. As regards vertical agreements. the categorv of restrictions
bv obiect includes. in particular. fixed and minimum resale price
maintenance and restrictions providing absolute territorial protection.
including restrictions on passive sales.

21.1f an agreement is not restrictive of competition bv obiect it must be
examined whether it has restrictive effects on competition. Account
must be taken of both actual and potential effects. In other words the
agreement must have likelv anti-competitive effects. In the case of
restrictions of competition bv effect there is no presumption of anti-
competitive effects. For an agreement to be restrictive by effect. it must
affect actual or potential competition to such an extent that on the
relevant market negative effects on prices. output. innovation or the
varietv or quality of goods and services can be expected with a
reasonable degree of probabilitv®. Such negative effects must be
appreciable. The prohibition rule of Article 7(1) does not appblvy when the
identified anti-competitive effects are insignificant’. This test reflects
the economic approach which the Commission is applving. The
prohibition of Article 7(1) onlv applies where on the basis of proper
market analvsis it can be concluded that the agreement has likelv anti-
competitive effects on the market. It is insufficient for such a finding
that the market shares of the parties exceed the thresholds set out in
the regulation on Agreements of Minor Importance (de minimis).
Agreements falling within safe harbours of the reegulations for block
exemption mav be caught bv Article 7(1) but this is not necessarilv so.
Moreover. the fact that due to the market shares of the parties. an
agreement falls outside the safe harbour of the regulations for block
exemption is in itself an insufficient basis for finding that the agreement
is caught bv Article 7(1) or that it does not fulfil the conditions of Article
7(3). Individual assessment of the likely effects produced bv the
agreement is reauired.

22.Negative effects on competition within the relevant market are likelv to
occur when the parties individuallv or iointlv have or obtain some degree
of market power and the agreement contributes to the creation.
maintenance or strengthening of that market nower or allows the parties
to exploit such market power. Market power is the ability to maintain
prices above competitive levels for a significant period of time or to
maintain outoput in terms of product auantities. nroduct auality and
varietv or innovation below competitive levels for a significant period of
time. In markets with high fixed costs undertakings must bprice
significantly above their marginal costs of production in order to ensure
a competitive return on their investment. The fact that undertakings

¢ |t is not sufficient in itself that the agreement restricts the freedom of action of one or more
of the parties. This is in line with the fact that the obiect of Article 7 is to protect competition
on the market for the benefit of consumers.

7 The Regulation on agreements of minor importance relates to agreements that
insignificantly restrict competition according Article 7(1) from the Law. This Regulation
defines the significance in negative context. The agreements that fall outside of the
application of this degree do not necessarilv have significantly restriction effects. An
individual assessment is reauired



23.

24.

price above their marginal costs of production is therefore not in itself a
sign that competition in the market is not functioning well and that
undertakings have market power that allows them to price above the
competitive level. It is when competitive constraints are insufficient to
maintain prices and output at competitive levels that undertakings have
market power within the meaning of Article 7(1).

The creation. maintenance or strengthening of market nower can result
from a restriction of competition between the parties to the agreement.
It can also result from a restriction of competition between anv one of
the parties and third parties. e.g. because the agreement leads to
foreclosure of competitors or because it raises competitors' costs.
limiting their capacity to compete effectivelv with the contracting
parties. Market power is a auestion of degree. The degree of market
power normally reauired for the finding of an infrineement under Article
7(1) in the case of agreements that are restrictive of competition bv
effect is less than the degree of market power reauired for a finding of
dominance under Article 10.

For the purnoses of analvsing the restrictive effects of an agreement it
is normally necessarv to define the relevant market®. It is normallv also
necessarv to examine and assess. inter alia. the nature of the products.
the market position of the parties. the market position of competitors.
the market position of buvers. the existence of potential competitors
and the level of entrv barriers. In some cases. however. it mav be possible
to show anti-competitive effects directlv bv analvsing the conduct of the
parties to the agreement on the market. It mav for examble be possible
to ascertain that an agreement has led to price increases.

2.2.3. Restraints directlv connected and necessarv for fulfilment of the contract
fancillarv restraints)

25.

26.

Paragraph 15 above sets out a framework for analvsing the impact of an
agreement and its individual restrictions on inter-brand competition and
intra-brand competition. If on the basis of those bprincioles it is
concluded that the main transaction covered bv the agreement is not
restrictive of competition. it becomes relevant to examine whether
individual restraints contained in the agreement are also combatible
with Article 7(1) because thev are ancillarv to the main non-restrictive
transaction.

In competition law the concept of ancillarv restraints covers anv alleged
restriction of competition which is directlyv related and necessarv to the
impblementation of a main non-restrictive transaction and proportionate
to it. If an agreement in its main parts. for instance a distribution
agreement or a ioint venture does not have as its obiect or effect the
restriction of competition. then restrictions. which are directlv related
to and necessarv for the implementation of that transaction. also fall
outside Article 7(1). These related restrictions are called ancillarv
restraints. A restriction is directlv related to the main transaction if it is
subordinate to the imblementation of that transaction and is
inseparablv linked to it. The test of necessity implies that the restriction
must be obiectivelv necessarv for the implementation of the main
transaction and be proportionate to it. It follows that the ancillarv
restraints test is similar to the test set out in parasraph 15(2) above.
However. the ancillarv restraints test applies in all cases where the main

8 See Commision’s Guidelines on defining relevant market for the purposes of the Law on
Protection of Competition.



transaction is not restrictive of competition. It is not limited to
determining the impact of the agreement on intra-brand competition.

27.The application of the ancillarv restraint concept must be distinguished
from the application of the defence under Article 7(3) which relates to
certain economic benefits produced bv restrictive agreements and
which are balanced against the restrictive effects of the agreements.
The application of the ancillary restraint concent does not involve anv
weighing of bpro-competitive and anti-competitive effects. Such
balancing is reserved for Article 7(3).

28.The assessment of ancillarv restraints is limited to determining whether.
in the specific context of the main non-restrictive transaction or activitv.
a particular restriction is necessarv for the implementation of that
transaction or activity and oproportionate to it. If on the basis of
obiective factors it can be concluded that without the restriction the
main non-restrictive transaction would be difficult or impossible to
implement. the restriction mav be regarded as obiectivelv necessarv for
its impblementation and prooortionate to it. If. for examble. the main
obiect of a franchise agreement does not restrict competition. then
restrictions. which are necessarv for the proper functioning of the
agreement. such as obligations aimed at protecting the uniformitv and
reputation of the franchise svstem. also fall outside Article 7(1). Similarlv.
if a ioint venture is not in itself restrictive of competition. then
restrictions that are necessarv for the functioning of the agreement are
deemed to be ancillarv to the main transaction and are therefore not
caught bv Article 7(1).

2.3. The exceotion rule of Article 7(3)

29.The assessment of restrictions bv obiect and effect under Article 7(1) is
onlv one side of the analvsis. The other side. which is reflected in Article
7(3). is the assessment of the positive economic effects of restrictive
agreements.

30.The aim of the competition rules is to protect competition on the
market as a means of enhancing consumer welfare and of ensuring an
efficient allocation of resources. Agreements that restrict competition
mav at the same time have pro-competitive effects bv wav of efficiency
gains. Efficiencies mav create additional value bv lowering the cost of
producing an output. improving the auality of the product or creating a
new product. When the pro-competitive effects of an agreement
outweigh its anti-competitive effects the agreement is on balance pro-
competitive and compatible with the obiectives of the competition
rules. The net effect of such agreements is to promote the verv essence
of the competitive process. namelv to win customers bv offering better
products or better prices than those offered bv rivals. This analvtical
framework is reflected in Article 7(1) and Article 7(3). The latter provision
expressly acknowledges that restrictive agreements mav generate
obiective economic benefits so as to outweigh the negative effects of
the restriction of competition.

31.The application of the excention rule of Article 7(3) is subiect to four
cumulative conditions. two positive and two negative:



32.

33.

34.

35.

36.

(a) The agreement must contribute to improving the production or
distribution of egoods or contribute to promoting technical or
economic progress.

(b) Consumers must receive a fair share of the resulting benefits.

(c) The restrictions must be indispensable to the attainment of these
obiectives. and finallv

(d) The agreement must not afford the parties the possibility of
eliminating competition in respect of a substantial part of the
products in auestion.

When these four conditions are fulfilled the agreement enhances
competition within the relevant market. because it leads the
undertakings concerned to offer cheaper or better products to
consumers. compensating the latter for the adverse effects of the
restrictions of competition.

Article 7(3) can be aopplied either to individual agreements or to
categories of agreements bv wav of regulations for block exemption. The
application of Article 7(3) to categories of agreements bv wav of
regulations for block exemption is based on the presumption that
restrictive agreements that fall within their scope fulfil each of the four
conditions laid down in Article 7(3).

If in an individual case the agreement is caught bv Article 7(1) and the
chhdditions of Article 7(3) are not fulfilled the block exemption mav be
withdrawn.

3. THE APPLICATION OF THE FOUR CONDITIONS OF ARTICLE 7(3)

The remainder of these guidelines will consider each of the four
conditions of Article 7(3). Given that these four conditions are
cumulative it is unnecessary to examine anv remaining conditions once
it is found that one of the conditions of Article 7(3) is not fulfilled. In
individual cases it mav therefore be appropriate to consider the four
conditions in a different order.

For the purnoses of these guidelines it is considered appropriate to
invert the order of the second and the third condition and thus deal with
the issue of indispensability before the issue of pass-on to consumers.
The analvsis of pass-on reauires a balancing of the negative and positive
effects of an agreement on consumers. This analvsis should not include
the effects of anv restrictions. which alreadyv fail the indispensabilitv test
and which for that reason are nrohibited bv Article 7

3.1. General princibles

Article 7(3) of the Law on Protection of the Competition only becomes
relevant when an agreement between undertakings restricts



competition within the meaning of Article 7(1). In the case of non-
restrictive agreements there is no need to examine anv benefits
generated by the agreement.

37.Where in an individual case a restriction of competition within the

meaning of Article 7(1) has been proven. Article 7(3) can be invoked as a
defence of the parties. The burden of proof under Article 7(3) rests on
the undertaking(s) invoking the benefit of the exception rule. Where the
conditions of Article 7(3) are not satisfied the agreement is null and void
(Article 7(2). However. such automatic nullity onlv applies to those parts
of the agreement that are incompatible with Article 7. orovided that
such parts are severable from the agreement as a whole.

38.According to law the four conditions of Article 7(3) are cumulative. i.e.

thev must all be fulfilled for the exception rule to be applicable. If thev
are not. the application of the exception rule of Article 7(3) must be
refused. The four conditions of Article 7(3) are also exhaustive. When thev
are met the excepotion is applicable and mav not be made dependant on
anv other condition.

39.The assessment under Article 7(3) of benefits flowing from restrictive

agreements is in princinle made within the confines of each relevant
market to which the agreement relates. The competition rules have as
their obiective the protection of competition on the market and cannot
be detached from this obiective. Moreover. the condition that
consumers must receive a fair share of the benefits implies in general
that efficiencies generated bv the restrictive agreement within a
relevant market must be sufficient to outweigh the anti-competitive
effects nroduced bv the agreement within that same relevant market.
Negative effects on consumers in one geographic market or product
market cannot normally be balanced against and compensated bv
positive effects for consumers in another unrelated geoegranhic market
or oroduct market. However. where two markets are related. efficiencies
achieved on separate markets can be taken into account provided that
the eroup of consumers affected bv the restriction and benefiting from
the efficiency gains are substantiallv the same. Indeed. in some cases
only consumers in a downstream market are affected bv the agreement
in which case the impact of the agreement on such consumers must be
assessed. This is for instance so in the case of purchasing agreements.

40.The assessment of restrictive agreements under Article 7(3) is made

41

within the actual context in which thev occur and on the basis of the
facts existing at anv given point in time. The assessment is sensitive to
material changes in the facts. The excention rule of Article 7(3) applies
as long as the four conditions are fulfilled and ceases to anplvy when that
is no longer the case. When applving Article 7(3) in accordance with these
princioles it is necessarv to take into account the initial sunk investments
made bv anv of the parties and the time needed and the restraints
reauired to commit and recoup an efficiency enhancing investment.
Article 7 cannot be applied without taking due account of such ex ante
investment. The risk facing the parties and the sunk investment that
must be committed to implement the agreement can thus lead to the
agsreement fallineg outside Article 7(1) or fulfilling the conditions of Article
7(3). as the case mav be. for the period of time reauired to recoup the
investment.

.Insome cases therestrictive agreement is an irreversible event. Once the

restrictive agreement has been imblemented the ex ante situation
cannot be re-established. In such cases the assessment must be made
exclusivelv on the basis of the facts pertaining at the time of
impblementation. Forinstance. in the case of a research and development
agreement wherebv each partv agrees to abandon its respective

10



42.

43.

research proiect and pool its canabilities with those of another partv. it
mav from an obiective point of view be technicallv and economicallvy
impossible to revive a proiect once it has been abandoned. The
assessment of the anti-competitive and pro-competitive effects of the
agreement to abandon the individual research proiects must therefore
be made as of the time of the completion of its implementation. If at
that point in time the agreement is compatible with Article 7. for
instance because a sufficient number of third parties have competing
research and develobment proiects. the parties' agreement to abandon
their individual proiects remains compatible with Article 7. even if at a
later point in time the third partyv proiects fail. However. the prohibition
of Article 7 mav applv to other parts of the agreement in respect of
which the issue of irreversibility does not arise. If for example in addition
to ioint research and develobment. the agreement provides for ioint
exploitation. Article 7 mav apply to this part of the agreement if due to
subseauent market develooments the agreement becomes restrictive of
competition and does not (anv longer) satisfv the conditions of Article
7(3) taking due account of ex ante sunk investments.

Article 7(3) does not exclude a oriori certain tvoes of agreements from
its scope. As a matter of princiole all restrictive agreements that fulfil
the four conditions of Article 7(3) are covered bv the exception rule.
However. severe restrictions of competition are unlikelv to fulfil the
conditions of Article 7(3). Such restrictions are usuallv black-listed in the
regulations for block exemption. Agreements of this nature generallv fail
(at least) the two first conditions of Article 7(3). Thev neither create
obiective economic benefits nor do thev benefit consumers. For
example. a horizontal agreement to fix orices limits output leading to
misallocation of resources. It also transfers value from consumers to
producers. since it leads to higher prices without producing anv
countervailing value to consumers within the relevant market. Moreover.
these tvbes of agreements generallv also fail the indispensability test
under the third condition.

Anv claim that restrictive agreements are iustified because thev aim at
ensuring fair conditions of competition on the market is bv nature
unfounded and must be discarded. The purpnose of Article 7 is to protect
effective competition bv ensuring that markets remain oben and
competitive. The protection of fair conditions of competition is a task
for the legislator in compliance with Law on Protection of Competition
and not for undertakings to regulate themselves.

3.2. First condition of Article 7(3): Efficiencv gains

3.2.1. General remarks

44.

45.

According to the ﬂr;t condition of Article .7(3) the.res.trictive agreement
must contribute to improving the production or distribution of goods or
services or to promoting technical or economic progress.

In principal. onlv obiective benefits can be taken into account. This
means that efficiencies are not assessed from the subiective point of
view of the parties. Cost savings that arise from the mere exercise of
market power by the parties cannot be taken into account. For instance.
when companies agree to fix prices or share markets thev reduce output
and therebv production costs. Reduced competition mav also lead to
lower sales and marketing expenditures. Such cost reductions are a
direct conseauence of a reduction in output and value. The cost

11



46.

47.

48.

49.

50.

51.

52.

reductions in auestion do not produce anv pro-competitive effects on
the market. In particular. thev do not lead to the creation of value
through an integration of assets and activities. Thev merelv allow the
undertakings concerned to increase their profits and are therefore
irrelevant from the point of view of Article 7(3).

The purpose of the first condition of Article 7(3) is to define the tvpes of
efficiencv gains that can be taken into account and be subiect to the
further tests of the second and third conditions of Article 7(3). The aim
of the analvsis is to ascertain what are the obiective benefits created bv
the agreement and what is the economic importance of such
efficiencies. Given that for Article 7(3) to applv the pro-competitive
effects flowing from the agreement must outweigh its anti-competitive
effects. it is necessarv to verify what is the link between the agreement
and the claimed efficiencies and what the value of these efficiencies is.

All efficiencv claims must therefore be substantiated so that the
following can be verified:

(a) The nature of the claimed efficiencies:

(b) The link between the agreement and the efficiencies:

(c) The likelihood and magnitude of each claimed efficiencv: and

(d) How and when each claimed efficiencv would be achieved.

Letter (a) allows the decision-maker to verifv whether the claimed
efficiencies are obiective in nature. cf. paragranh 45 above.

Letter (b) allows the decision-maker to verify whether there is a sufficient
causal link between the restrictive agreement and the claimed
efficiencies. This condition normallv reauires that the efficiencies result
from the economic activity that forms the obiect of the agreement.
Such activities mav. for example. take the form of distribution. licensing
of technoloev. ioint production or ioint research and development. To
the extent. however. that an agreement has wider efficiency enhancing
effects within the relevant market. for example because it leads to a
reduction in industrv wide costs. these additional benefits are also taken
into account.

The causal link between the agreement and the claimed efficiencies
must normally also be direct. Claims based on indirect effects are as a
general rule too uncertain and too remote to be taken into account. A
direct causal link exists for instance where a technologv transfer
agreement allows the licensees to produce new or improved products or
a distribution agreement allows nroducts to be distributed at lower cost
or valuable services to be produced. An example of indirect effect would
be a case where it is claimed that a restrictive agreement allows the
undertakings concerned to increase their profits. enabling them to
invest more in research and develobment to the ultimate benefit of
consumers. While there mav be a link between profitability and research
and developbment. this link is generally not sufficientlv direct to be taken
into account in the context of Article 7(3).

Letters (c) and (d) allow the decision-maker to verify the value of the
claimed efficiencies. which in the context of the third condition of
Article 7(3) must be balanced against the anti-competitive effects of the
agreement. see paragranh 96 below. Given that Article 7(1) onlv apblies
in cases where the agreement has likelv negative effects on competition
and consumers (in the case of hard core restrictions such effects are
presumed) efficiencyv claims must be substantiated so that thev can be
verified. Unsubstantiated claims are reiected.

In the case of claimed cost efficiencies the undertakings invoking the
benefit of Article 7(3) must as accuratelv as reasonablv possible calculate

12



53.

54.

or estimate the value of the efficiencies and describe in detail how the
amount has been computed. Thev must also describe the method(s) bv
which the efficiencies have been or will be achieved. The data submitted
must be verifiable so that there can be a sufficient degree of certaintv
that the efficiencies have materialised or are likelv to materialise.

In the case of claimed efficiencies in the form of new or improved
products and other non-cost based efficiencies. the undertakings
claiming the benefit of Article 7(3) must describe and explain in detail
what is the nature of the efficiencies and how and whyv thev constitute
an obiective economic benefit.

In cases where the agreement has vet to be fullv implemented the parties
must substantiate anv proiections as to the date from which the
efficiencies will become operational so as to have a significant positive
impact in the market.

3.2.2. The different cateaories of efficiencies

55.

56.

57.

58.

59.

The tvpes of efficiencies listed in Article 7(3) are broad categories which
are intended to cover all obiective economic efficiencies. There is
considerable overlan between the various categories mentioned in
Article 7(3) and the same agreement mav give rise to several kinds of
efficiencies. It is therefore not approoriate to draw clear and firm
distinctions between the various categories. For the purpose of these
guidelines. a distinction is made between cost efficiencies and
efficiencies of a qualitative nature wherebv value is created in the form
of new or improved products. gsreater product varietyv etc.

In general. efficiencies stem from an integration of economic activities
wherebv undertakings combine their assets to achieve what thev could
not achieve as efficiently on their own or wherebv thev entrust another
undertaking with tasks that can be performed more efficientlv bv that
other undertaking.

The research and develooment. nproduction and distribution process mav
be viewed as a value chain that can be divided into a number of stages.
At each stage of this chain an undertaking must make a choice between
performing the activity itself. performing it together with (an) other
undertaking(s) or outsourcing the activity entirelv to (anlother
undertaking(s).

In each case where the choice made involves cooneration on the market
with another undertaking. an agreement within the meaning of Article
7(1) normallv needs to be concluded. These agreements can be vertical.
as is the case where the parties operate at different levels of the value
chain or horizontal. as is the case where the firms operate at the same
level of the value chain. Both categories of agreements mav create
efficiencies bv allowing the undertakings in auestion to perform a
particular task at lower cost or with higher added value for consumers.
Such agreements mav also contain or lead to restrictions of competition
in which case the prohibition rule of Article 7(1) and the exception rule
of Article 7(3) mav become relevant.

The tvpes of efficiencies mentioned in the following are onlv exambles
and are not intended to be exhaustive.

3.2.2.1. Efficiencv related to the costs (cost efficiencies)
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60.Cost efficiencies flowing from agreements between undertakings can

61.

62.

63.

originate from a number of different sources. One verv important source
of cost savings is the develooment of new production technologies and
methods. In general. it is when technological leaps are made that the
greatest potential for cost savings is achieved. For instance. the
introduction of the assemblv line led to a verv substantial reduction in
the cost of producing motor vehicles.

Another verv important source of efficiency is svnergies resulting from
an integration of existing assets. When the parties to an agreement
combine their respective assets thev mav be able to attain a cost/outoput
configuration that would not otherwise be possible. The combination of
two existing technologies that have complementarv strengths mav
reduce production costs or lead to the production of a higher auality
product. For instance. it mav be that the production assets of firm A
generate a high outout per hour but reauire a relativelv high input of raw
materials per unit of output. whereas the production assets of firm B
generate lower output per hour but reauire a relativelv lower inout of raw
materials per unit of outoput. Svnergies are created if bv establishing a
production ioint venture combining the production assets of A and B the
parties can attain a highler) level of output per hour with a lowl(er) input
of raw materials per unit of output. Similarlv. if one undertaking has
optimised one part of the value chain and another undertaking has
optimised another part of the value chain. the combination of their
operations mav lead to lower costs. Firm A mav for instance have a highlv
automated production facilitv resulting in low production costs per unit
whereas B has developed an efficient order processing svstem. The
svstem allows production to be tailored to customer demand. ensuring
timelv delivery and reducing warehousing and obsolescence costs. Bv
combining their assets A and B mav be able to obtain cost reductions.

Cost efficiencies mav also result from economies of scale. i.e. declining
cost per unit of output as output increases. To give an examople:
investment in eauioment and other assets often has to be made in
indivisible blocks. If an undertaking cannot fullv utilise a block. its average
costs will be higher than if it could do so. For instance. the cost of
operating a truck is virtuallv the same regardless of whether it is almost
emptyv. half-full or full. Aereements wherebv undertakings combine their
logistics operations mav allow them to increase the load factors and
reduce the number of vehicles emploved. Larger scale mav also allow for
better division of labour leading to lower unit costs. Firms mav achieve
economies of scale in respect of all parts of the value chain. including
research and develooment. production. distribution and marketing.
Learning economies constitute a related tvoe of efficiency. As
experience is gained in using a particular production process or in
performing particular tasks. productivity mav increase because the
process is made to run more efficiently or because the task is performed
more auicklv.

Economies of scope are another source of cost efficiencv. which occur
when firms achieve cost savings by producing different products on the
basis of the same input. Such efficiencies mav arise from the fact that it
is possible to use the same components and the same facilities and
personnel to produce a varietvy of products. Similarlv. economies of
scope mayv arise in distribution when several tvoes of goods are
distributed in the same vehicles. For instance. a oroducer of frozen
pizzas and a producer of frozen vegetables mav obtain economies of
scope bv iointlv distributing their products. Both grouns of oroducts
must be distributed in refrigerated vehicles and it is likelv that there are
significant overlans in terms of customers. Bv combining their
operations the two producers mav obtain lower distribution costs per
distributed unit.
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64.

Efficiencies in the form of cost reductions can also follow from
agreements that allow for better planning of production. reducing the
need to hold expensive inventorv and allowing for better capacitv
utilisation. Efficiencies of this nature mav for example stem from the use
of "just in time" opurchasing. i.e. an obligation on a supplier of
components to continuously supply the buver according to its needs
therebv avoiding the need for the buver to maintain a significant stock
of components which risks becoming obsolete. Cost savings mav also
result from agreements that allow the parties to rationalise production
across their facilities.

3.2.2.2. Oualitative efficiencies

65.

66.

67.

68.

Agreements between undertakings mav generate various efficiencies of
a aualitative nature which are relevant to the application of Article 7(3).
In a number of cases the main efficiency enhancing potential of the
agreement is not cost reduction: it is auality improvements and other
efficiencies of a aualitative nature. Depending on the individual case
such efficiencies mav therefore be of eaual or greater importance than
cost efficiencies.

Technical and technological advances form an essential and dvnamic
part of the economv. generating significant benefits in the form of new
or improved goods and services. Bv cooperating undertakings mav be
able to create efficiencies that would not have been possible without
the restrictive agreement or would have been possible only with
substantial delav or at higher cost. Such efficiencies constitute an
important source of economic benefits covered bv the first condition of
Article 7(3). Aereements capable of producing efficiencies of this nature
include. in particular. research and develooment agreements. An
example would be A and B creating a ioint venture for the develooment
and. if successful. ioint production of a cell-based tvre. The puncture of
one cell does not affect other cells. which means that there is no risk of
collapse of the tvre in the event of a puncture. The tvre is thus safer than
traditional tvres. It also means that there is no immediate need to
change the tvre and thus to carrv a spare. Both tvpes of efficiencies
constitute obiective benefits within the meaning of the first condition
of Article 7(3).

In the same wav that the combination of complementaryv assets can give
rise to cost savings. combinations of assets mav also create svnergies
that create efficiencies of a aualitative nature. The combination of
production assets mav for instance lead to the production of higher
auality products or products with novel features. This mav for instance
be the case for licence agreements. and agreements providing for ioint
production of new or improved goods or services. Licence agreements
mayv. in particular. ensure more ranid dissemination of new technologv
and enable the licensee(s) to make available new products or to emplov
new production techniaues that lead to auality improvements. Joint
production agreements mav. in particular. allow new or improved
products or services to be introduced on the market more auicklv or at
lower cost. In the telecommunications sector. for example. coopneration
agreements have been held to create efficiencies bv making available
more auickly new global services. In the banking sector cooperation
agreements that made available improved facilities for making cross-
border bavments have also been held to create efficiencies falling within
the scone of the first condition of Article 7(3).

Distr[bqtion agreements mav also give rise to aualitative efﬂcienqies.
Specialised distributors. for example. mav be able to provide services
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that are better tailored to customer needs or to provide auicker deliverv
or better aualitv assurance throughout the distribution chain.

3.3. Third condition of Article 7(3): Indispensabilitv of the
restrictions

69.According to the third condition of Article 7(3) the restrictive agreement
must not impose restrictions. which are not indispensable to the
attainment of the efficiencies created bv the agreement in auestion.
This condition implies a two-fold test. Firstly. the restrictive agreement
as such must be reasonably necessarv in order to achieve the
efficiencies. Secondly. the individual restrictions of competition that
flow from the agreement must also be reasonablvy necessarv for the
attainment of the efficiencies.

70.In the context of the third condition of Article 7(3) the decisive factor is
whether or not the restrictive agreement and individual restrictions
make it possible to perform the activity in auestion more efficiently than
would likelv have been the case in the absence of the agreement or the
restriction concerned. The auestion is not whether in the absence of the
restriction the agreement would not have been concluded. but whether
more efficiencies are nroduced with the agreement or restriction than
in the absence of the agreement or restriction.

71.The first test contained in the third condition of Article 7(3) reauires that
the efficiencies be specific to the agreement in auestion in the sense
that there are no other economically practicable and less restrictive
means of achieving the efficiencies. In making this latter assessment the
market conditions and business realities facing the parties to the
agreement must be taken into account. Undertakings invoking the
benefit of Article 7(3) are not reauired to consider hvoothetical or
theoretical alternatives. The Commission for Protection of Competition
will not second guess the business iudement of the parties. It will onlv
intervene where it is reasonablv clear that there are realistic and
attainable alternatives. The parties must onlv explain and demonstrate
whv such seemingly realistic and significantly less restrictive alternatives
to the agreement would be significantlv less efficient.

72.1t is particularlv relevant to examine whether. having due regard to the
circumstances of the individual case. the parties could have achieved the
efficiencies by means of another less restrictive tvoe of agreement and.
if so. when thev would likely be able to obtain the efficiencies. It mav also
be necessarvy to examine whether the parties could have achieved the
efficiencies on their own. For instance. where the claimed efficiencies
take the form of cost reductions resulting from economies of scale or
scope the undertakings concerned must explain and substantiate whv
the same efficiencies would not be likelv to be attained through internal
growth and price competition. In making this assessment it is relevant to
consider. inter alia. what is the minimum efficient scale on the market
concerned. The minimum efficient scale is the level of output reauired
to minimise average cost and exhaust economies of scale?. The larger
the minimum efficient scale combared to the current size of either of
the parties to the agreement. the more likelv it is that the efficiencies
will be deemed to be specific to the agreement. In the case of
agreements that nroduce substantial svnergies through the combination
of complementarv assets and capabilities the verv nature of the

7 Scale economies are normally exhausted at a certain point. Thereafter average costs will
stabilise and eventually rise due to. for example. capacitv constraints and bottlenecks.
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76.

77.

efﬁcienﬁcies give rise to a presumption that the agreement is necessarv
to attain them.

These oprincioles can be illustrated bv the following hvoothetical
example:

A and B combine their respective production technologies in a ioint
venture to achieve higher output and lower raw material consumbption.
The ioint venture is granted an exclusive licence to their respective
production technologies. The parties transfer their existing production
facilities to the ioint venture. Thev also transfer kev staff in order to
ensure that existing learning economies can be exploited and further
developed. It is estimated that these economies will reduce production
costs bv a further 5 %. The output of the ioint venture is sold
independently bv A and B. In this case the indispensability condition
necessitates an assessment of whether or not the benefits could be
substantially achieved by means of a licence agreement. which would be
likelv to be less restrictive because A and B would continue to produce
independentlv. In the circumstances described this is unlikelv to be the
case since under a licence agreement the parties would not be able to
benefit in the same seamless and continued wav from their respective
experience in operating the two technologies. resulting in significant
learning economies.

Once it is found that the agreement in auestion is necessaryv in order to
produce the efficiencies. the indispensability of each restriction of
competition flowing from the agreement must be assessed. In this
context it must be assessed whether individual restrictions are
reasonably necessarv in order to produce the efficiencies. The parties to
the agreement must substantiate their claim with regard to both the
nature of the restriction and its intensityv.

A restriction is indispensable if its absence would eliminate or
significantlv reduce the efficiencies that follow from the agreement or
make it significantlv less likely that thev will materialise. The assessment
of alternative solutions must take into account the actual and potential
improvement in the field of competition bv the elimination of a
particular restriction or the application of a less restrictive alternative.
The more restrictive the restraint the stricter the test under the third
condition. Restrictions that are black listed in the regulations for block
exemption are unlikelv to be considered indispensable.

The assessment of indispensability is made within the actual context in
which the agreement operates and must in particular take account of
the structure of the market. the economic risks related to the
agreement. and the incentives facing the parties. The more uncertain
the success of the product covered bv the agreement. the more a
restriction mav be reauired to ensure that the efficiencies will
materialise. Restrictions mav also be indispensable in order to align the
incentives of the parties and ensure that thev concentrate their efforts
on the implementation of the agreement. A restriction mav for instance
be necessarv in order to avoid hold-up problems once a substantial sunk
investment has been made bv one of the parties. Once for instance a
supplier has made a substantial relationship-specific investment with a
view to supblving a customer with an inout. the supblier is locked into
the customer. In order to avoid that ex post the customer exploits this
dependence to obtain more favourable terms. it mav be necessarv to
impose an obligation not to purchase the component from third parties
or to purchase minimum auantities of the compnonent from the sunplier.

In some cases a restriction mav be [ndisoensa‘ble onlv for a certain oeri'od
of time. in which case the exception of Article 7(3) onlv applies during
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that period. In making this assessment it is necessarv to take due
account of the period of time reauired for the parties to achieve the
efficiencies iustifving the application of the exception rule. In cases
where the benefits cannot be achieved without considerable investment.
account must. in particular. be taken of the period of time reauired to
eBsure an adeauate return on such investment. see also paragranh 40
above.

3.4. Second condition of Article 7(3): Fair share for consumers

3.4.1. General remarks

/8.

79.

80.

81.

82.

According to the second condition of Article 7(3) consumers must
receive a fair share of the efficiencies generated bv the restrictive
agreement.

The concept of "consumers" encompasses all direct or indirect users of
the products covered bv the agreement. including producers that use
the products as an input. wholesalers. retailers and final consumers. i.e.
natural persons who are acting for purposes which can be regarded as
outside their trade or profession. In other words. consumers within the
meaning of Article 7(3) are the customers of the parties to the
agreement and subseauent purchasers. These customers can be
undertakings as in the case of buvers of industrial machinerv or an inout
for further processing or final consumers as for instance in the case of
buvers of impulse ice-cream or bicvcles.

The concent of "fair share" implies that the pass-on of benefits must at
least compensate consumers for anv actual or likelv negative imbact
caused to them bv the restriction of competition found under Article
7(1). In line with the overall obiective of Article 7 to prevent anti-
competitive agreements. the net effect of the agreement must at least
be neutral from the point of view of those consumers directly or likelvy
affected bv the agreement. If such consumers are worse off following the
agreement. the second condition of Article 7(3) is not fulfilled. The
positive effects of an agreement must be balanced against and
compensate forits negative effects on consumers. When that is the case
consumers are not harmed bv the agreement. Moreover. societv as a
whole benefits where the efficiencies lead either to fewer resources
being used to produce the output consumed or to the production of
more valuable products and thus to a more efficient allocation of
resources.

It is not reauired that consumers receive a share of each and everv
efficiency gain identified under the first condition. It suffices that
sufficient benefits are nassed on to compensate for the negative effects
of the restrictive agreement. In that case consumers obtain a fair share
of the overall benefits. If a restrictive agreement is likelv to lead to higher
prices. consumers must be fullv compensated through increased auality
](C)rlfg)llth(jer benefits. If not. the second condition of Article 7(3) is not
ulfilled.

The decisive factor is the overall impact on consumers of the nroducts
within the relevant market and not the impact on individual members of
this groun of consumers. In some cases a certain period of time mav be
required before the efficiencies materialise. Until such time the
agreement mav have onlv negative effects. The fact that pass-on to the
consumer occurs with a certain time lag does not in itself exclude the
application of Article 7(3). However. the greater the time lag the greater
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84.

85.

86.

87.

88.

must be the efﬂciencies to compensate also for the loss to consumers
during the period preceding the pass-on.

In making this assessment it must be taken into account that the value
of a gain for consumers in the future is not the same as a present gain
for consumers. The value of saving 100 euro todav is greater than the
value of saving the same amount a vear later. A gain for consumers in
the future therefore does not fullv compensate for a present loss to
consumers of eaual nominal size. In order to allow for an apopropriate
comparison of a present loss to consumers with a future gain to
consumers. the value of future gains must be discounted. The discount
rate applied must reflect the rate of inflation. if anv. and lost interest as
an indication of the lower value of future gains.

In other cases the agreement mav enable the parties to obtain the
efficiencies earlier than would otherwise be possible. In such
circumstances it is necessarv to take account of the likelv negative
impact on consumers within the relevant market once this lead-time has
lapsed. If through the restrictive agreement the parties obtain a strong
position on the market. thev mav be able to charge a significantlv higher
price than would otherwise have been the case. For the second condition
of Article 7(3) to be satisfied the benefit to consumers of having earlier
access to the nroducts must be eauallv significant. This mav for instance
be the case where an agreement allows two tvre manufacturers to bring
to market three vears earlier a new substantiallv safer tvre but at the
same time. bv increasing their market nower. allows them to raise prices
bv 5%.In such a case it is likelv that having earlv access to a substantiallv
improved product outweighs the price increase.

The second condition of Article 7(3) incorporates a sliding scale. The
greater the restriction of competition found under Article 7(1) the
greater must be the efficiencies and the pass-on to consumers. This
sliding scale approach implies that if the restrictive effects of an
agreement are relativelv limited and the efficiencies are substantial it is
likely that a fair share of the cost savings will be passed on to consumers.
In such cases it is therefore normallv not necessarv to engage in a
detailed analvsis of the second condition of Article 7(3). provided that
Ehﬁc ch(gee other conditions for the aoplication of this provision are
ulfilled.

If. on the other hand. the restrictive effects of the agreement are
substantial and the cost savings are relativelv insignificant. it is verv
unlikely that the second condition of Article 7(3) will be fulfilled. The
impact of the restriction of competition depends on the intensity of the
restriction and the degree of competition that remains following the
agreement.

If the agreement has both substantial anti-competitive effects and
substantial pro-competitive effects a careful analvsis is reauired. In the
application of the balancing test in such cases it must be taken into
account that competition is an important long-term driver of efficiencv
and innovation. Undertakings that are not subiect to effective
competitive constraints - such as for instance dominant firms - have less
incentive to maintain or build on the efficiencies. The more substantial
the impact of the agreement on competition. the more likelv it is that
consumers will suffer in the long run.

The following two sections describe in more detail the analvtical
framework for assessing consumer pass-on of efficiencv gains. The first
section deals with cost efficiencies. whereas the section that follows
covers other tvbes of efficiencies such as new or improved products
(qualitative efficiencies). The framework. which is developed in these two
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89.

sections. is particularlv important in cases where it is not immediatelv
obvious that the competitive harms exceed the benefits to consumers
or vice versaC.

In the application of the principles set out below the Commission for
Protection of Competition will have regard to the fact that in manv
cases it is difficult to accuratelv calculate the consumer pass-on rate and
other tvoes of consumer pass-on. Undertakings are onlv reauired to
substantiate their claims bv providing estimates and other data to the
extent reasonablv possible. taking account of the circumstances of the
individual case.

3.4.2. Pass-on and balancina of cost efficiencies

90.

91.

92.

When markets. as is normallv the case. are not perfectly competitive.
undertakings are able to influence the market price to a greater or lesser
extent bv altering their output. Thev mav also be able to oprice
discriminate amongst customers.

Cost efficiencies mav in some circumstances lead to increased output
and lower prices for the affected consumers. If due to cost efficiencies
the undertakings in auestion can increase profits by expanding output.
consumer pass-on mav occur. In assessing the extent to which cost
efficiencies are likelv to be passed on to consumers and the outcome of
the balancing test contained in Article 7(3) the following factors are in
particular taken into account:

(a) The characteristics and structure of the market.
(b) The nature and magnitude of the efficiencv gains.
(c) The elasticity of demand. and

(d) The magnitude of the restriction of competition.

All factors must normally be considered. Since Article 7(3) onlv anplies in
cases where competition on the market is being aboreciably restricted.
there can be no presumpotion that residual competition will ensure that
consumers receive a fair share of the benefits. However. the degree of
competition remaining on the market and the nature of this competition
influences the likelihood of pass-on.

The greater the degree of residual competition the more likelv it is that
individual undertakings will trv to increase their sales bv passing on cost
efficiencies. If undertakings compete mainlv on price and are not subiect
to significant cabacity constraints. nass-on mav occur relatively auickly.
If competition is mainly on capnacity and capacity adaptations occur with
a certain time lag. pass-on will be slower. Pass-on is also likelv to be
slower when the market structure is conducive to tacit collusioni?. If
competitors are likelv to retaliate against an increase in outpbut bv one
or more parties to the agreement. the incentive to increase output mav
be tempered. unless the competitive advantage conferred by the
efficiencies is such that the undertakings concerned have an incentive
to break awav from the common policv adopted on the market by the

10 The competitive harm is referred to in terms of: higher orices.lower aualitv. less variety or
lower innovation.

' n perfectly competitive markets individual undertakings are price-takers. Thev sell their
products at the market price. which is determined bv overall subolv and demand. The output
of the individual undertaking is so small that anv individual undertaking's change in output
does not affect the market price.

12 Undertakings collude tacitly when in an olizopolistic market thev are able to coordinate
their action on the market without resorting to an explicit cartel agreement
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members of the oligopoly. In other words. the efficiencies generated bv
the agreement mav turn the undertakings concerned into so-called
"mavericks".

93.The nature of the efficiency gains also plavs an important role. According
to economic theorv undertakings maximise their profits bv selling units
of outoput until mareginal revenue eauals marginal cost. Marginal revenue
is the change in total revenue resulting from selling an additional unit of
output and marginal cost is the change in total cost resulting from
producing that additional unit of output. It follows from this principle
that as a general rule output and pricing decisions of a profit maximising
undertaking are not determined bv its fixed costs (i.e. costs that do not
varv with the rate of production) but bv its variable costs (i.e. costs that
varv with the rate of production). After fixed costs are incurred and
capacity is set. pricing and output decisions are determined bv variable
cost and demand conditions. Take for instance a situation in which each
of two companies produces two products on two production lines and
operating onlv at half of their capacities. A specialisation agreement mav
allow the two undertakings to specialise in producing one of the two
products and scrap their second production line for the other product.
At the same time the specialisation mav allow the companies to reduce
variable inout and stocking costs. Only the latter savings will have a
direct effect on the pricing and output decisions of the undertakings. as
thev will influence the marginal costs of production. The scrapping bv
each undertaking of one of their nroduction lines will not reduce their
variable costs and will not have an impact on their production costs. It
follows that undertakings mav have a direct incentive to pass on to
consumers in the form of higher output and lower prices efficiencies that
reduce marginal costs. whereas thev have no such direct incentive with
regard to efficiencies that reduce fixed costs. Consumers are therefore
more likelv to receive a fair share of the cost efficiencies in the case of
reductions in variable costs than thev are in the case of reductions in
fixed costs.

94.The fact that undertakings mav have an incentive to pass on certain
tvoes of cost efficiencies does not implv that the pass-on rate will
necessarilv be 100 %. The actual pass-on rate depends on the extent to
which consumers respond to changes in oprice. i.e. the elasticitv of
demand. The greater the increase in demand caused bv a decrease in
price. the greater the pass-on rate. This follows from the fact that the
greater the additional sales caused bv a price reduction due to an
increase in outoput the more likelv it is that these sales will offset the loss
of revenue caused bv the lower price resulting from the increase in
output. In the absence of oprice discrimination the lowering of oprices
affects all units sold bv the undertaking. in which case marginal revenue
is less than the price obtained for the mareginal product. If the
undertakings concerned are able to charge different prices to different
customers. i.e. price discriminate. pass-on will normally onlv benefit
price-sensitive consumers®.

95.1t must also be taken into account that efficiency gains often do not
affect the whole cost structure of the undertakings concerned. In such
event the impact on the price to consumers is reduced. If for example an
agreement allows the parties to reduce production costs bv 6 %. but
production costs only make up one third of the costs on the basis of
which orices are determined. the impbact on the product price is 2 %.
assuming that the full amount is passed-on.

13 This term refers to undertakings that constrain the pricing behaviour of other undertakings
in the market who might otherwise have tacitlv colluded.

14 The restrictive agreement mav even allow the undertakings in auestion to charge a higher
price to customers with a low elasticity of demand.
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96.

Finallv. and verv importantly. it is necessary to balance the two opposing
forces resulting from the restriction of competition and the cost
efficiencies. On the one hand. anv increase in market power caused bv
the restrictive agreement gives the undertakings concerned the ability
and incentive to raise price. On the other hand. the tvbes of cost
efficiencies that are taken into account mav give the undertakings
concerned an incentive to reduce price. see paragranh 93 above. The
effects of these two opposing forces must be balanced against each
other. It is recalled in this regard that the consumer pass-on condition
incorporates a sliding scale. When the agreement causes a substantial
reduction in the competitive constraint facing the parties.
extraordinarilv large cost efficiencies are normallv reauired for sufficient
Dass-on to occur.

3.4.3. Pass-on and balancina of other tvoes of efficiencies

97.

98.

99.

Consumer pass-on can also take the form of aualitative efficiencies such
as new and improved products. creating sufficient value for consumers
to compensate for the anti-competitive effects of the agreement.
including a price increase.

Anv such assessment necessarily reauires value iudement. It is difficult
to assign precise values to dvnamic efficiencies of this nature. However.
the fundamental obiective of the assessment remains the same. namelv
to ascertain the overall impact of the agreement on the consumers
within the relevant market. Undertakings claiming the benefit of Article
7(3) must substantiate that consumers obtain countervailing benefits
(see in this respect nparagraphs 53 and 81 above).

The availability of new and improved products constitutes an important
source of consumer welfare. As long as the increase in value stemming
from such improvements exceeds anv harm from a maintenance or an
increase in price caused bv the restrictive agreement. consumers are
better off than without the asreement and the consumer pass-on
reauirement of Article 7(3) is normallv fulfilled. In cases where the likelv
effect of the agreement is to increase prices for consumers within the
relevant market it must be carefullyv assessed whether the claimed
efficiencies create real value for consumers in that market so as to
compensate for the adverse effects of the restriction of competition.

3.5. Fourth condition of Article 7(3): No elimination of competition

100. According to the fourth condition of Article 7(3) the agreement must

not afford the undertakings concerned the possibility of eliminating
competition in respect of a substantial part of the products concerned.
Ultimatelv the protection of rivalrv and the competitive process is given
priority over potentiallv nro-competitive efficiencv gains which could
result from restrictive agreements. The last condition of Article 7(3)
recognises the fact that rivalrv between undertakings is an essential
driver of economic efficiencv. including dvnamic efficiencies in the shane
of innovation. In other words. the ultimate aim of Article 7 is to protect
the competitive process. When competition is eliminated the
competitive process is brought to an end and short-term efficiencv gains
are outweighed bv longer-term losses stemming inter alia from
expenditures incurred bv the incumbent to maintain its position (rent
seeking). misallocation of resources. reduced innovation and higher
prices.
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101. The concent in Article 7(3) of elimination of competition in respect of
a substantial part of the products concerned is an autonomous concent
in orinciple. However. in the application of this concept it is necessarv to
take account of the relationship between Article 7 and Article 11.
Moreover. since Articles 7 and 11 both pursue the aim of maintaining
effective competition on the market. consistency reauires that Article
7(3) be interpreted as precluding anv application of this provision to
restrictive agreements that constitute an abuse of a dominant position.
However. not all restrictive agreements concluded bv a dominant
undertaking constitute an abuse of a dominant position. This is for
instance the case where a dominant undertaking is partv to a non-full
function ioint venture. which is found to be restrictive of competition
but at the same time involves a substantial integration of assets.

102. Whether competition is being eliminated within the meaning of the
last condition of Article 7(3) depends on the degree of competition
existing prior to the agreement and on the impbact of the restrictive
agreement on competition. i.e. the reduction in competition that the
agreement brings about. The more competition is already weakened in
the market concerned. the slighter the further reduction reauired for
competition to be eliminated within the meaning of Article 7(3).
Moreover. the greater the reduction of competition caused bv the
agreement. the greater the likelihood that competition in respect of a
substantial part of the products concerned risks being eliminated.

103. The aoplication of the last condition of Article 7(3) reauires a realistic
analvsis of the various sources of competition in the market. the level of
competitive constraint that thev impose on the parties to the
agreement and the impact of the agreement on this competitive
constraint. Both actual and potential competition must be considered.

104. While market shares are relevant. the magnitude of remaining sources
of actual competition cannot be assessed exclusively on the basis of
market share. More extensive qualitative and auantitative analvsis is
normally called for. The capacity of actual competitors to compete and
their incentive to do so must be examined. If. for example. competitors
face capacitv constraints or have relativelvy higher costs of production
their competitive response will necessarilv be limited.

105. In the assessment of the impact of the agreement on comnpetition it
is also relevant to examine its influence on the various parameters of
competition. The last condition for exceotion under Article 7(3) is not
fulfilled. if the agreement eliminates competition in one of its most
important expressions. This is particularly the case when an agreement
eliminates price competition or competition in respect of innovation
and develooment of new products.

106. The actual market conduct of the parties can provide insight into the
impact of the agreement. If following the conclusion of the agreement
the parties have implemented and maintained substantial bprice
increases or engaged in other conduct indicative of the existence of a
considerable degree of market power. it is an indication that the parties
are not subiect to anv real competitive pressure and that competition
has been eliminated with regard to a substantial part of the products
concerned.

107. Past competitive interaction mav also provide an indication of the
impact of the agreement on future competitive interaction. An
undertaking mav be able to eliminate competition within the meaning
of Article 7(3) bv concluding an agreement with a competitor that in the
past has been a "maverick". Such an agreement mav change the
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competitive incentives and capabilities of the competitor and therebv
remove an important source of competition in the market.

108. In cases involving differentiated nroducts. i.e. products that differ in
the eves of consumers. the impact of the agreement mav depend on the
competitive relationshio between the products sold bv the parties to the
agreement. When undertakings offer differentiated oproducts the
competitive constraint that individual products impose on each other
differs according to the degree of substitutability between them. It must
therefore be considered what is the degree of substitutability between
the products offered by the parties. i.e. what is the competitive
constraint that thev impose on each other. The more the products of
the parties to the agreement are close substitutes the greater the likelv
restrictive effect of the agreement. In other words. the more
substitutable the products the greater the likelv change brought about
bv the agreement in terms of restriction of competition on the market
and the more likelv it is that competition in respect of a substantial part
of the products concerned risks being eliminated.

109. While sources of actual competition are usuallv the most important.
as thev are most easilv verified. sources of potential competition must
also be taken into account. The assessment of potential competition
reauires an analvsis of barriers to entrv facing undertakings that are not
alreadv competing within the relevant market. Anv assertions bv the
parties that there are low barriers to market entrv must be subonorted by
information identifving the sources of potential competition and the
parties must also substantiate whv these sources constitute a real
competitive pressure on the parties.

110. In the assessment of entrv barriers and the real possibility for new
entrv on a significant scale. it is relevant to examine. inter alia. the
following:

(i) The regulatorv framework with a view to determining its impact on
new entrv.

(i) The cost of entrv including sunk costs. Sunk costs are those that
cannot be recovered if the entrant subseauently exits the market. The
higher the sunk costs the higher the commercial risk for potential
entrants.

(i) The minimum efficient scale within the industrv. i.e. the rate of
output where average costs are minimised. If the minimum efficient
scale is large compared to the size of the market. efficient entrv is
likelv to be more costly and riskv.

(iv) The competitive strengths of potential entrants. Effective entrv is
particularlv likelv where potential entrants have access to at least as
cost efficient technologies as the incumbents or other competitive
advantages that allow them to compete effectivelv. When potential
entrants are on the same or an inferior technological traiectorv
compared to the incumbents and bpossess no other significant
competitive advantage entrv is more risky and less effective.

(v) The position of buvers and their abilitv to bring onto the market
new sources of competition. It is irrelevant that certain stroneg buvers
mav be able to extract more favourable conditions from the parties to
the agreement than their weaker competitors. The presence of strong
buvers can onlv serve to counter a prima facie finding of elimination
of competition if it is likelv that the buvers in auestion will pave the
wav for effective new entrv.



(vi) The likelv response of incumbents to attempted new entrv.
Incumbents mav for example through past conduct have acauired a
reputation of ageressive behaviour. having an impact on future entrv.

(vii) The economic outlook for the industry mav be an indicator of its
longer-term attractiveness. Industries that are stagnating or in decline
are less attractive candidates for entrv than industries characterised
bv growth.

(viii) Past entrv on a significant scale or the absence thereof.

111. The above princioles can be illustrated bv the following hvpothetical
examples. which are not intended to establish thresholds:

Firm A is brewer. holding 70 % of the relevant market. comprising the
sale of beer through cafés and other on-trade premises. Over the past
5 vears A has increased its market share from 60 %. There are four
other competitors in the market. B. C. D and E with market shares of
10 %. 10 %. 5 % and 5 %. No new entrv has occurred in the recent past
and price changes implemented bv A have generally been followed bv
competitors. A concludes agreements with 20 % of the on-trade
premises representing 40 % of sales volumes wherebv the contracting
parties undertake to purchase beer onlv from A for a period of 5 vears.
The agreements raise the costs and reduce the revenues of rivals.
which are foreclosed from the most attractive outlets. Given the
market position of A. which has been strengthened in recent vears. the
absence of new entrv and the alreadv weak position of competitors it
is likely that competition in the market is eliminated within the
meaning of Article 7(3).

Shipping firms A. B. C. and D. holding collectively more than 70 % of
the relevant market. conclude an agreement wherebv thev agree to
coordinate their schedules and their tariffs. Following the
implementation of the agreement. prices rise between 30 % and 100
%. There are four other suppliers. the largest holding about 14 % of the
relevant market. There has been no new entrv in recent vears and the
parties to the agreement did not lose significant market share
following the price increases. The existing competitors brought no
significant new capacity to the market and no new entrv occurred. In
licht of the market position of the parties and the absence of
competitive response to their ioint conduct it can reasonablv be
concluded that the parties to the agreement are not subiect to real
competitive pressures and that the agreement affords them the
%%?sibilitv of eliminating competition within the meaning of Article

A is a producer of electric appliances for professional users with a
market share of 65 % of a relevant national market. B is a competing
manufacturer with 5 % market share which has develobed a new tvpe
of motor that is more powerful while consuming less electricityv. A and
B conclude an agreement wherebv thev establish a production ioint
venture for the production of the new motor. B undertakes to grant
an exclusive licence to the ioint venture. The ioint venture combines
the new technologv of B with the efficient manufacturing and aualitv
control process of A. There is one other main competitor with 15 % of
the market. Another competitor with 5 % market share has recentlv
been acauired bv C. a maior international producer of competing
electric appliances. which itself owns efficient technologies. C has
thus far not been active on the market mainlv due to the fact that
local presence and servicing is desired bv customers. Through the
acauisition C gains access to the service organisation reauired to



penetrate the market. The entrv of C
competition is not being eliminated.

is

likely to ensure that
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