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r incenfives to invest because a successful new produd
cannibalize the existing products of the newly bought
d company may have greater
arch can be shaved

have fewe
aunch might
e, On the other hand, the merge
s to invest because the fruits of the rese
ange, because alficiencies mean the firm has

L INTRODUCTION

ticentive
across a wider produet ¥
which relaxes a financing constraint and allows it Lo
or because weaker rivalry means Eheak

mare cash,
ursue mote projects,.
nmovations are more profitable.

merged entity may fnd it optimal to phase out some of the produgt
:ﬁm the merging parties sold ﬁwmwum_ﬁmﬁ This reduetion in prodiic
variety is likely to harm consumers, but may save significant mwm.
costs and may in some cases result in an increase in 9&%: .H.amqm.ﬂm. .

Sixth, a merger may also give tise to demand-side efficiencies,

which accrue directly to consurners-and are particatarly important in
indusiries characterized by network effects: They result i an increase
in consumer welfare and most often lead to an increase in total
welfare. As with cost efficiencies, there may be some exceptivnal
gircumstances under which a merger thal gives rise {0 stgnificant
demand ot costefficienctes benefils consumers in the short term and
s a reduction in fotal welfare. This can oceur iF the merger
: even forcing them

Third, besides those static effects, the reduction in rivalry cause
,w.w _..:m merger may reduce fhe indentives fo fnvest in wwn.m.m
mrovation and facilitate managerial slack. In fact, the biggest loss K
agpregate welfare atising from a substantial increase in market ﬁméw
may not ke consumer harm, butb-the high costs thit result from ,.%mm
so-galled Xeinetficiencies.' \ o .

yet cause
places competitors at a competitive disadvaniage,
‘to leave the markel. As a result, total industry profits may go down in

Fourth, a merger may dlso give rise to & number of cost
the short term, and prices may go'up in the longer feran

efficiencies. These can be the result of économies of scale and seope in
production and distribution or of synergies resulting ?Eﬁ.:&
combination .E.. the assets, know-how, and m,a:mmmgms.w skills of the
.Bmmmmﬁm ﬁm_,aam. These efficiencies generally Enﬁnm.mm total welfare m.m
.Hmmm.w in the short term, bul will resulf in an increase in ncﬂ..,,mss,a.m
welfare only it they are passed on to consumers in the .?:.E. E,..Hcf..ﬁ
.vnnmwm The extent to which consumers will benefit from cost
Mwm.,,w..,;n:a.:w :ﬁm amﬂms.am on ihe strength, of competitioh posi-merger.

is ..ﬁcwm%_m tn principle {though exceptional in practice) for these
efficiencies to have harmful long run eftects if they benefit the
‘merging firm to such an extent that rivals can no longer remain in ?m
mlarket. o o

“This multiplicity of effects makes assessing the welfare effects of
merger on both consumers and producers extremely

a harizontal
if the merger resulls ina

complex. Consumers may be worse off
reduction in product variety, an increase in prices, or lower
Kut they may end up better off if the merger results in
passed on in the form of lower prices, leads to
ConsLmers o

investment.
cost savings that are
the introduction of new or better products, or allows
Competitors may benefit from the merger if
~wide price increase, but may be worse off
neies that they cannot replhivale

access wider networks.
it gives 1ise to an industry
F the merger gives tise to efficie
easity.

the difficulty of analyzing the overall ffect of a mierger on
r and total wetfare in the long run, there has been
abowut which of the two welfare. critecia to use, This
aracox. On the one hand, many
ability of a horizontal

, TE: a merger can change the incenbives of Hirms to invest in
improving existing products or creating new ones, in marketing, and
other areas. It is difficult to know whetliér these incentives are _rﬂmm_,.mﬂ
or lower after o werger On the one hand, the merged company wﬁ%

Despite
both consume
exiensive debate
debate Heis Focused on an apparent p
eronomists agree that the decision as to the desir
its impact on total welfare, a5 this is the

© Harvey Leibenstein, Alloci
REv. 392 {19641,

Etticieney v X-Efficioney, 56 AM. B
Hicieniy v X-Efficiency, 56 Am. BCon. merger should be based on
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eriterion that takes into account all of the effects of the merger and th
interests of al} the people affected by it.* On the other b
cammentators have widely interpreted the approach nf competiti
authorities as reviewing mergers tmder the consumer welfare standard;

The main (but not the only) differenice belween the tvo standardy
in merger control lies in the reatment of efficiencies, Under the ok
welfare standard, a merger niay be cleared even if it resalts inar
merease in prices and a reduction’in consumer welfare if the resultin
efficiencies are sufficiently large to ofiset the harm caused £o
mmc:m#.ﬂﬁmq‘.,‘&.mmw,mwm...:amamEﬁm:ﬁmmmwm

consumers, Under
relévant only if they benefit consumers, Most competition authorities
if they donsider efficiencies at all, do so only to the extent thak the
efficiencies are passed on Lo consumers as lower prices, and this is.the
basis on which they are said ko pursue a consunver welfare standdf
Only in Canada, where tlie law prohibits intervention againsta
:mérger that significantly lessens competition when the efficiencies
attributable {o the merger, whether or not they are appropriated by
consumers, outweigh the harm to competition, is merger lav
interpreted as applying a tolal welfare standard.

In seeking Lo make sense of the difforence between what man
gconomists think competition autherities ouglit to be doing, and what
it is offen said they are actually doin

0 %wee Oliver B Williamson's .
Brefeise: The Welfare Tradeoffs, 58 Ant Foon, Rev. 18 (1968), reprinted | _.x 1
COMPETITION POLY INTYL 217 (2008). See ahso Rorgrr ML Bowe, Tie ANTIRUST
TARATOX: A POLICY a7 WaR with FispLr 11978), Bork claims that the total welfar
standard reflects Fe proper consumer welfare standard, since everyone
{including prodocers) Iy o consumer. {i this tast regard, see also .,M,_EEmru,., ]
Murks, The Eficlency Defense Lhnder Soction 7 of the Cladon Act, 30 C .
L Rov 381 (1950 For more up-to-date ﬁﬁaﬁd al the relevant literatues, see

Miguiel De T Mano, For the Cnstemer's Sake: The Competitive Effects of Efficiencios
i Bgeropean Merger Contral (EC DG Enterprise Paper No. 11, 20025 and Thuna
W, Ross, Efftchencies in Merger Revicsd wnd Qilier Mintters. [huder Wi Competition -
Act (Univ: of British n,cr,::r i1 Warking Paper, 2004). This consensus deds not
extend ewside the boundaries of the economics professhon, however. See, eg.,

Rabest H. Lande, Wealth Transfers as the Criginal and _w.m:.::t,v Comrernt of
Antitrust: The Efficieney Brerpretation Chaltlensed, 33 Flasrngs 1) 65 (19820, for
ariticism of the tofal welfave standind and a defense oF a merger ariterion that
takes into account gnly Hie wetfare of purchas

commentators have tried a

number of tacks:

implement.
onvincing justification for using consumer welfare rather than total

competition authorities
affect which mergers are consummated: companies bave an
important role to play.
delegated powers within

governments might prefer to delegate to compeliliom |
consumer welfare standard rather than a total welfare standard:

RIVALREY AMT BEFSICIENCIES | 937

difference’ to
juslice as
% fasier o

from saying there is no practical
suggesting that merger control ought to pursue distributive
vell as efficiency, or that a consumer welfare standard is
We review these arguments and {ind that none provides :

A more recent line of inquiry starts from the observation that
are not the only players. whose decisions

Moreover competition authorities wield
a system of government that includes many
policy instruments, giving rise to the possibility that there afe twao
ebjective functions: ane for government overall and another for
compelition authoriies ﬁchBn the limited task that is delegated to
them. This point of view has highlighted two additional reasons why
authorities
_m.s:.ﬁ so can provide a counterweight to the effects of lobbying by
merging firms, arid it can provide a counterw eight to the wm:mmsr/, of

firms to consider profits but ignore consumers when selecling which

me ~.mmwm jia} m.uﬂ.—‘m e,

We believe this recent debate rightly emphasizes the difference
betwean the ultimate objective or end-goal of competition poliey,
which will be some version of the public interest over the labg run,
and the particular targets pursued by competition authiorities when
implementing merger control. However the continued focus on :E
and total welfare when considering the
poini, singe in practiée

chuice between consumer
appropriate targel risks missing the
competition authorities apply neither standard when eévaluating
mergers, The stibstanlive tests that Q.E:um:acﬁ msz:u_i:mm are
charged with implementing generally conceriv the effect of mergers
on competition, not welfare ithough Canada is a netable excepton).

In addition fo nc.:m_amiam the eFfecl of a merger on competition,
authorities are either explicitly charged with taking efficiensies into

o See Ferey Calvant, Recturgles st Triangles: A Response & M. Linde, 58

AxTErRUST L], BE7 (1949,




RLST B gty VoL 55, Noo d/Winter 2010

account or have interpreted “competition” 1o include considerati
efficiencies, .

Although practice varies, in making this assessment mon%mz:o
authorities focns primarily on the loss of rivalry-and sometime
in detail at the impact of such # loss on short term prices. They
oceasionally fake into account the short termy effect of efficiencie
prices, though this is rare. Even more rarely they consider the _.Q.Mmm
term effects of nergers on investment and innovation. We will referto
this approach as adepting a price trget for :.,E,wmn control: a merge
can proceed if the authotities de not expect pricies 1o rise as 4 résy]
the combined effect of the loss of competition and any increast
efficiency. This label obviously involves some mm:,%zm?,mch bt
serves to capture the focus on the short term and the role
considerations of pass-through of efficiencies plays when balancin
themi with effects on compelition.

We argue that the relevant debate is not about wheth
compelition authorities should pursue consunier or total welfan
Rather the better question is whether competition autlorities
siriking the right balance between preserving competition (whicly
other things equal, can be more intense when condentration s lov
and enabling firm-level effictencies {which tan be greater when firmé
are bigger). QO in other words, whether and to what extent the price
target delivers the right outcome from a long run welfare perspective:

We proceed a3 follows. In section I, we describe in some detail
the ﬁim:.ﬁ&. efficiency effects of a horizontal merger. We also describ
the impact of those efficiencies on the welfare of consumers and of thi
sharcholders of the firms that compete in the markets affected by .:.m.-
mergern In section {1, we explain why the right merger criterion from
the perspective:of welfare economivs is one that takes intg account i
impact on the welfare of afl individualy and not just consumers. Thig
gection,, which borrows from Ress and Wint r,' dlso discusses the
expected welfare costs (the type I and type Il errors) of a merger:

-7 Thomas W, Ross & Ralph A, Winter, The Efficicecy Defonse in Morger
Lawt: Economic Fatortibions and Recend Canadianr Developments, 72 Axeremusy 1)
(2005, ary L Roberts & Steven C. Salop, Efficiencivs in Dynnic
L0 Comaperrom b (F996),

IV, we move from thepry o practice. We explain the logic: of merge
‘ontrol-as currently applied by distinguisiing between the fuzzylong:
term welfare or public interest goals of this pelicy and its definite
targit: shorl term prices: We also discuss how comypetition agenci

and, in some cases, may causge a reduction in prices
benefit of noﬁmﬁ?m_‘m..Owrmﬁm\ suich as fhe introduction of new
products ar the extension of valuabie :mi.«@r? directly benefit
‘consumers. As noted by Roller, Grennek and Verboven, the available
empirical evidence does rol support a general presumption that
mergers create efficiency gains, bt sho
mergers do create efficiencies overall and some of those efficiencies

Rivatry AND ERFICIE

eview process that adopls the consumer welfare standard. In

séek to implement that targel optimally by balancing rivalry and

flicienicies. Section V-voncludes.

1. EFFICIENCIES IN MERGERS

A horizontal metger may give rise to several effects on efficiency.
ome of those léad to a reduction fiw the.cost of supplying the market
to the ultimate

that in particular cages
benefit consumers.’

A. Cost efficiencies

A horizontal merger may reduce the costs of production and
distribution in different ways. First, the merged entity way rHomlize
productinn by reallocating ﬁqcm:nxcz from less efficient (or-high
marginal cost) plants to more efficlent {or low marginal cost) plants,
pravided the latter are not capacity constrained. Qptimizing the
allocation of oulput across plants in this way daes ot vequire any
change in the joint producticn capabilities of the merging parties.”

f Lare-Hondrik Réter, Johan Stennek & Frank vorboven, checy

Gains frinn Mergers 9 (BC DG BeonomicsFinance Paper, 2000,

-plants arise from ditfergnces in

= Differences i marginal cost across
ck, or asymmatrical capacity

physical, human, or intellectual vapital st
constraints. fd. at 14

Note at optimization over several plants can ine ude the exbrieme
case of shutting down the plant opérating 4t a higher average o
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Em,.ﬂ.:m;w "____z.ﬁwﬂ.._,_&mm the impact on consumer and fotal welfare o
Eac.nzob in marginal costs due ti the reallocation of output \,Q.cm
planis, under the assumption that that reduction is v.mmmmﬁ_ uc.:. b
ncwm:ﬂﬁﬁ in the form of a reduction in prices, [ H.we_.ﬁm | md..d‘ A5
oﬂvr., fall from MC ta MC and prices from p to t.,.nmj.a mﬁ.m.dmm .m,b
consumer .m.r:ﬁ?m caused by the reduction in vasts is ghven _w,n the
sum of regions A and C: consumers benefit from the reduction i .
prices. fhe change in industry profits resulting m.c_ﬁ u: :
E:.w:a_:m tion of production is mwmm: by «m...mr,_._.._ B _?,H.ﬂwm regios M.
profits increase as a result of the reduction in costs mn.&. the § r mr ,HM i
m,.:%_,: {region H), but fall because of the cut in prices @m.,.i%unm.d
Fc_.;mn:mi.;w the increase in total wellfare is given T«ﬁ.._.rmcﬁ. _: w.m
TREHING .u.__. and B, (Region ¢ just nuﬁw..ca.mm il w_m:w&mw__w_u E:ﬂ_{ M._ .
companies to consumers that is due to the red ,.Es.e:....mm ﬁ_..:.._.mmv o

Frgure 1

Price

Region C

- Region B
D

Quantity

mm.mo.:? .__:m merged entity may be able to take advantage of
economies of scale and scope in the production u:ﬁ. distri F.E.ﬁ.:w.ww ~
ﬁz.ﬁﬁﬁm, H}.:m.mm economies expand the joint production ﬁmﬁ.mcm:.mmm Hm
the :.::. Economies of scale decrease the average cost of sup q:m \ i
the market ab higher levels of outpul. Economies of mn..o,_um .a @:Mn\__ﬂn wﬂ_w“
average costs of multiproduct firms, Some of these .mncsmw,ﬂ\mw .«im

mate 15bi7e jry Flig o - v . . .
aterialize in the short rui; others will take more time, For example
A B o

scale stemming from the elimination of duplicate indivisibl

Rivalry AN R

in the shorl nun, the merged entify may benefit from eeonoiies

axpenditures, such as billing, marketing, human resources, and lepal

departments. [t thay also benefit by reallorating (17 all production to

one plant exhibiting decreasing marginal costs, of {2) the productitn
of all goods that requite the same irput to ene plant. And it may also
be able to.cut costs by utilizing the same sales force and distribution
network, or by marketing various products under a single {umbrella}
brand. In the long run, economies of scale and scope can be genera ted
as a restlt of the coordination of ﬁnmio:m@ independent fnvestments
in phystcal capital. All fixed capital assets become variable, and
economies of stale and scope can be obtained through the
combination an d integrition of those assets.”

A horizontal merger may result in additional efliciericy gains on
the supply side. For example, the merging parties may increase their
bargaining power vis-a-vis powerful buyers. The merger may thus
result i reduction in the costs of procurement. The merger may also
facilitate raising nmﬁ#& for investment and innopvation and may- also
to other pecuniary savings; such as tax benafits associated
These are all valid efficiencies from au ecomomic point of
pecause they mainly résult in higher cash Flows for the
parded as cognizable from the

give rise
with size.
view. Yeb
mierged entity, they ave typically notb

viewpoint of merper control,

B, Demitnd sidle efficiencies’

: by combining

A horizontal merger may benefit consumers by

g networks inloa farger network in markets characterized by

the presehce of pconomies of scale and scope in consumglian, Le,
network externalities. These netwo rk effects may be direct or
FDirect network effects arise when the waluation of a product

existing

indhirect.

s Raller, Stermek & Verboven, sipri note 3, at T,

s See David 8. Faans & Atilano Jorge Padilla, Demind-Side Efficicnds
wer Contral, 26 WORLD COMPEHTION 7 2003

s B, eq, Michael Lo Ka bz & Carl Shapire, Sysicis Cotpd iHion ikl Netaeork
fects, B 1 ECON. PRSP 43 (1994} and Pavid & Bvans & Richand Schmalensee, A
Guide to Hie Antitritst Econtomics of Nehworks, 1Y ApriirusT 36 {1996),
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or-service increases with. the mumnber of customers that use it. Indire
network effects arise whein an increase in the number of users of
network raises the demand for produocts that are complements o thi
network, (hdirect network effects are a key characteristic of two-side
markets," such as the credit eard market and the aperating 3}:,9
market:™ A common example of this type of market is the electroni
games industry.

On one side of the market, consumers buy: into the
nétwork by acquiring their game consoles. They select the consol
thal, among other things, gives them access to a wider variety of _:Mu:
quality games. Qn the other side of the market, software developer
create new games, They focus on those consoles with a farger
footprint. An iricréase in the number of software de evelopers writing:
games for a console makes that console more. attractive to end users,
while an increase in the number of users of & given console makes it
moredikely that games are developed for it

Horizonkal mergers may give rise to both direct and indirect :
network effects. A merger will create direct network etfects. by
migrating the users of two or more separate networks into a single
network or by Er_:r:_:m the Eﬁ.mcﬁmwnw_r:‘ of the-vxisling networks
50 thal their users van connect with gach other almost seamlessly. This
inr turn may also g generate indirect netwark effects, since the increased
size of the network may encourage the development of

complementary goods, thus increasing consumer satisfaction.

The integration of two stock exchanges (or equity trading
platforms) provides a clear example of a herizontal merger that can
generate .m_m.:%nm:n netwark effects. The operation of stock exchanges

i Drﬁ,i
1o Rae

'f.."i

- Bvans, The Antitreast Economtics of Two-Sided Markets, 20 Yarg

o Jean-Charles Rochet & Jean ,Eﬁdwm Platfors Competition i Tiro-Sided
Markets, 1) Bir Boon. Ags™ 990 (0008 See afse JeanChailes Rochet & Jean
Tirole, Dopiing TasSided Mavkets (IDED Workin g Paper, 2004}

% Ben Hunt, Censofidaiion: By s Beaudital in il Games Idustry, BN Ties,
Aug. 7, 212, av 4-Syeven Lo Kewr, Tae Urindats HhstoRy of Vineo Gases:
rer PokeMON--Tie Swiny BEtND 1HE Craze THay To i1 IR
pmiérBUma‘?ﬁiéng.:ur&:z

SETT THE WORLY (2001)
CMar g, 2000, Db/ 7 Hews. com.com 2100- 0237519

Develnpers, ENET.G
JmiPlegacvecnet.

s characterized by both direct and. indirect network effects.

many
Tnore liguid

Rivan®y sND ErFICIENCIES

First, -
brokers and dealers prefer to trade on a platform wherg there are
actve brokers and dealers. A thicker market is generally
and, thereiore, more atfractive to byokers, dealers, and
end-investors it generally fe features a lower EQ.‘mmw spread E.& F..,:a
market price is less sensitive to orders. In additon, the market price
tends to be more stable, Second, the more securities there ave Hzsted on
a trading platform, the more it will attract investors and analysts

Jarger number of securities means that investors will be able to
diversify their portfolios, and analysts ave atlracted by markets with
many comparable firms. At the same time, greater participation by
investors and -analysts boosts betly the demand for local Stocks and

other

their Hquidity, and thus their market price. This in turn attracts more
companies, creating an indirect nebwork effect.
The integration of stock exchanges into a sihgle a trading

platform increases overall liquidity by combining the liquidity w._c:F
of the merging exchanges. This in furn réduces the costs of trading (as
reftected by lower bid-ask mﬁ_.mmamu and attracks additional securities,
analysts, ..,,_.:m end-investors. All these benefits acorag divectly . the
:m.aq_w n: the exchange. The available evidence suggests that these
bensfits are substantial.

rseh, Mulherin and Netter found that integration led to

average bid-ask sprea ds in three successive mergers
between regional U.S. stock exchanges in the 1940s and 1 cmaw,a
Pagano and Padilla quantified these etficiencies by m.::_.v_v:_ﬁm a w.,.onosﬂ
“natural experiment’”: the integration between September 2000 and
2003 of the French, Belgian, U__.:.n? and Portuguese stock

Arnold, |
a reduction ef the

Novéember

Marcn Pagane, ICHOHS ?3;: Thinness md Stock Price
f%:__:z. 86 ch FCoN. . uon (1989); Marco Pagano, ?a.?; Volirme aid
! Liguidity, 104 Q. I, Boom, 255 (1989 and ijﬁﬁﬁ Chivwdry & Vikram

Nanda, Multhrarker Trading and “ﬁiw& Lipesdity, 4 Rey, Fru, 8570 483 (Juvi).
A stirvey of this Hierature ean be found at Marco _»smnm.ﬂ & .}.ar_x.s f_:mc
Padilla, The Econamics of Cash Trading: A Oeer {20003, wrailabic E

20005 flse

hitp { I www.eompetiion- CLTTNISS OO, ks :EE; &
sathmission erEa&.;.mzPﬁmi,_?«_._.mmnr..m. 1.

ter,

[S

Tom Mureing

Muarkets,

Arnotd, Thilip Herseh, 1 Harold Mulherin & Jefiry
S . Fivg, 1082 (1998,
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exchanges to form Buronext.® They found that users of Euroney
benefited directly from the integration of ils constitiient exchanges.

In particular, they found that intégration allowed Burbrex
members directly (o access all the different Euronext markets. Fg
example, a member located in Amsterdam who, before the Bm.wmmm
could access directly only the Amsterdam market, can now als
directly access the Brussels, Lishan, and Paris markets, withot
incurring the costs of nultiple exchange memberships or operating i
multiple locations, Integration also expanded the set of securitié
accessible to Euronext members. They report that for a member of. th
Paris exchange who was not active in other Euronext markets pries
integralion, the integration of Paris with the Brussels and Amsterdan
markets inereased the number of cash securitios that-could be fraded

Thie integration process also increased the Liguidity of the mergin
exchanges and, therefore, reduced the costs of trading. This increas
in Hquidity was reflected in greater volume and lower volatility and
led to a reduction in the costs of .ﬁ.ﬁma.m:w (i.e., to lower bid-as
spreads). Using standard regression techiniques to analyze the impa
of the Buronext on liquidity; Pagato and Padila found that

[Hirading volume in Paris, Brussels, and Ainsterdam incoensed as a result
of the creation of Euroneit, This effect is statistically signifidant an
cannot be artributed o an upward trend common bo ather BEuropean
exchanges, such as the London Stock Exclange and Deutsche Borse.
Acconding b out estimationg, the creativm of Furpnext led o an incréase’
s the raded volume of the main securibies listed On the Parls, Broussels,.
and Amsterdam exchanges of approximately H1%. 7
I addition, the volatility of the large-cap securities lraded in Paris, -
Brussels, Amasterdant, and Lishon fell as a result of the creation of
Euromext. The statistically significant reduciion in volatility following
integration was between nine and eighleen percent of the initial levels."”

it

Narco Pagane & Atiland Jorge Paditla, Efficioncy Gais frone e
Ftggration of Exclwoges: Lessons from Y Ensonext “Notured Experinent™ (2008),
avatheble at hitp:/ 7/ www.competition-commission.org.ak /inquiries/ raf2005
Hve Smiain_subnuigsion received euronest_nv_lecg 2 pdf.
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Pagano and Padilla alse found that

Itihe bid-ask spreads of the sécurities included {n the main Pards hrdex
(CAT 40 felf as a result of the creation of Earonext, This effect was statis-
tically significant for-all specifications of he regression model, and can-
not be attributed to a downward trend common to other Exrapean
exchiangés . . . 14 was also material from an etonomie vicwpoinl the
retluction i bid-ask spréads following integration was between 335 and.
485 when meaguring the bid-ask spread using Bloomiberg data, and 38'%
when using the weighted average bid-ask spread conslructed by
Furonest for the Paris exchaige. The regression-dnalysis also shows that
integration led to a reduction of the bid:ask spreads of the securities in
the main indices of Brussels and Amsterdam.™

. Productive mud dynminic éfficiencies

A merger can have ambiguous effects on productive and dynamic
efficiency. A market onteome is said ro be productively efficient if

production is undertaken at the lawest possible marginal cost of

production, ie., vm the most efficient Hrms, The im 2y ctofa Merger on
productive efficiency is, in principle, ambiguous, On the one hand, a

mérger is likely to cause prices to increase, and in particular to rise
above the marginal costs of the most efficient firm operaling m the

market, This will make it possible for relatively less efficient firms to

produce and sell their products. A horizontal merger may alse reduce
the ingentives of managers and workers to exert effort and reduce
costs. Following the initial suggestion of Leibenstein,” several authors
have formally shown that changes in product market competition are
likelv to adversely affect managerial incentives.® Econumic theory

alsn suggests that mergers may lmit the ability of shareholders to

PR

I

Leibenstain, supra note

2 G James A, Brander & Barbara Spencer, Mol Flazard and Limitid
Lialifling fpfications for e Thepry of B Firog, 30 T Buon. Rev o33 (1989)
Sanford Grossman & Oliver Fladt, Corporte Finarcial Sfruchire amd Miiogertal
Incentipes, i THE BOONOMICS OF INFORMATION AN UNCERTAINTY {John ]
McCall ed,, 1982); and Klaws Schmidt, Mapageriat Tncentives and Product
Markelt Competifivn, 04 Ry, Beon, Stue. 19T (19971 The oppostle resull §s
ohtained by Stephen Martin, Eudogenans Firgt Bfficlency i o Cowrsat Projposd-
Agenf Modad, 538 . Boons Trmoey S5 (1993)
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distribution networks of the merging parties. And they may alsh:
increase the value to consumers of existing products by treating.a-
one-stop shopping opporturnity, and hence wma:ﬁ:m gearch costs.”
Figure 2 illustrates the positive impact on consumer welfare of the
commercial launch of an improved product.

provide the right incentives (o managers by making it harder:to
engage in yardstick competition,

Mergers may also affect the ability and Lhe mcentives of the
merging parties to invest in cost-reducing R&D, For example, if the
merging firms have different R&D capabilities, they might expand
their joint technological frontier by sharing knowledge and skills. Th
result is an Increase in technological progress® A merger mightl also
increase the incentives of the merging parties to engage in cost]
R&D. The merger enables the merging parties to achieve a number of
econamies of scale in R&D expenditure. It also allows them to
internalize some of the negative externalities that may Hmit R&D
investment. For example. two competing firms may be unwilling to
invest in R&D if competition in thie product markst fs flerce, because
in that case they will be unable to appropriate the rents resulling from
their innovativns. A merger softéns competition in the product market
-and-may thus provide incentives for further investment in Ré&iD.

The introduction of an improved product shifts the demand curve
from DD to I'D. This shift caplures the increase in the willingness to
pay for the improve 1 product. Tn a competitive market, whare the
supply curve is given by the marginal cost surve-MC, this shilt in
demond results in-a price increase: from p o p’. The benefit to
consumers is given by (1} the difference bebween the demand curve
for the improved product, D7, and the old demand curve, DI
{region A), minus (2} the reduction in consumer welfare resulting

from the price increase (region A,

Clornez P
Figune 2

This is, however, an ambiguous result. When companies niergd they
may be less willing to engage in R&D because they lear ¢ m:z__u,.rb_._ﬂ
the salas of the H:w....i% expanded product line, When competition
becomes softer, the incentives of companies o engage in costly
innovation miay also bé reduced. Recent studies have shown m:: the
impact of concentration on incentives is ambigucus: innovation
increagses with concendration when concentration is 32_ and vice versa ™

Price

Region A
MC

HF

Region B

Mergers may facilitate the develépment and marketing of new or
improved produdts. For example, they can facilitate the development
of new products by the combination of Ré&D offorts and-exploitation
of newly combing e intelectual property.” They may also facilitate the
tranching of extsting products inde new markets by combining the

Guantity

o Sep Benpt Uelmstrom, Mol Huzand i Toams, 13 Boeg, ] Boom, 324
{16825, and Barry h.irvzz &, F;mﬁr E. Stiglitz; tnformation, Competition i
Muorkets, 73 Ant, EC g 278 (19

The fmpact of the introduction of the improved product on tofal
welfare 1s depicted iy Agure 3 a nd is given by the swm of regions Aaud
(. This is cqual to the sum.of the increase in consumer surplus (region A
minus-region Bland the increase in industry profits (regions B and €

B Rédler, Stennek &Verboven, suwamote 5, ot

# Philippe Aghlon et al, Competifion and Limoeation; Aw Taeerfed U
Retationship, 1200001 Eoos, 700 (2005,

= Sep losh Lerner & Jean Tirole,
691 2004),

Paul Klemperer & Atilano Jorge Padilla, De Firms” Product Lings.

dcivnf Patest Pools, 94 A Eoon, Rew e i OTE A
Tehyede Too Many Varmetizs?, 28 RANID | Boon, 72 (19971,
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innovations has resulted in rapid increases inepr
improved standards of living around the world:®

Price
III. THE WELFARE ECONOMICS OF
MERGER CONTROL

Region A Theé debate about the preper objective of merger control-
authoritiss has tended 1o focus on the question ol whether they
should seek to maximize long run consumer welfare or long run total
walfare, This socion. examines the main contributions to that debate,.
after seiting put a suitable analytical [ramework based on standard
welfare economic principles and concept

MC

" Region C

vu

The impact of 4 horizental merger on total welfare is su miriarized
in equation (1) below: The merger is Hkely to affect consumer welfare
{CWand the profits of the nerging parties (F1M) as well as the profits
of all firms that remain independent (T &y,

Quontity

These gains are nol just theoretical. There is considerable evidence
that the introduction of new or imiproved products for which theré is
potential demand has a substantial impact on welfare.” A seminal
study by Jerry Mausman calculated that impact in a concreté example,
He found that making a new cereal by adding apple and ¢innamon to
an existing cereal cvéated value of 578.1 rillion per year in the United
States.” A new drug is a more serious example. The value of saving or
improving lives dwarfs the seemingly exorbitant costs of some
drugs @ Likewise, fechnical change due to product and process

ATW = ACW +aTTM & ATIO (13

First, the reduction in the number of competitors may lead. to a
price increase and a reduction in product variet These changes have
a negative impact on.consumer wellare (AW« 0), but Indrease
overall industey profits (408 « AITC > 0). The quantitative
impartance of these effects depends on the degree of market powear
pre= and post-merger. The increase it prices resulting from the
merger, and hence its effects on consumaer wualfare and tndustry
profits, will be greater when the merger produces a significant
increase in :S.,,wﬁ power, e.g., when premerger competition was
fierce and the merger seftens competition constderably. A horizontal
metger will produce no anticompetitive effect in markets
characterized by low harriers to entry.

K3

¥ See Ferry Al Havsmas, Valuation of New Goods upder Perfect and
Dperfect Competition, in Thy BeonomesOF New Goops (Timothy B Bresnahan
& Roberl ], Gordon.eds, 1997). See alse Timothy B Bresnahon, Vitation af New
Girds snder Perfect and huperfect Competition: Contment, i Titg BEONOMICS OF
Nnw GOROTTS, s,

o

Havsman, stprm qote 28, at 228, For other estimates of the value of
new pooids, see Al Petrin, Quanfifyhae fre Baefits of Néw Prodncks: The Case
of He Migoan, 100), P, ECOn, 703 (2002); and Jurey A, Hausman & {regory
K. Leonared, The Competitive Effects of a New Product Tnbroduction: & Case Stud

it MEBASURING THiE GAING FROM NEDZAL .xmnm..:x. A By A PPROACH 57

(Kevin M, Murphy & Robert H. Topel eds. 24

Ec:” Fare, Shawna mf.:m,pwc?\.\ Mary Norris & Zhongyang Zhang,
Productivity Growih, Techmical Pragross, amd Elficfency Chabge it Indlustriaiized
Pox::#k 84 Ant. Boow. Rev. 66 ﬁ@@:. Stevien 0_3?.3#5 Linkages Henween
hnalogical Change and Proiductiphty Grow He (ndustry Conada Research
Publicativis Program Qccasional Paper No. 23, 20005,

a

The estimated social valug of increases in life expectancy due to
advances. fin medical research from 1970 to 1990 was $2.4 trillion per year.
Kevin M, Mu %:w. & Rubert FL Topel, T Eronpuic Valpe of Medical Résea)
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In-principle, absent any-efficiency gains, a horizontal merger oy
ihcrease or decrease thé profits of the merging parties (AT > < 0
but it unambiguously benefits their competitors (A7T9 > (I} becaus
the merger causes a reallocation of sales from the merging parties 1o
the norinerging frms™ In markets where firms sell differentiateé
products and compete in prices.” the prices charged by both th
merging parties and their competitors increase, but the prices of the
former rise more than those of the latter, As a result, the merging
partiés losg-markel share to their compelitors. While competitor
berefit from higher prices and higher market shares, the impact or
the profits of the merging parties is, in principle, ambiguous: the
charge higher prices but their market share post-merger falls below
their combined market share premerger. In markets with
homogeneous products and wheré companiés compete setting
quantities, the loss in the market share of the merging parties is s0
large that the merger will be privately profitable only if it leads to a
significantly voncentrated market {e.g., & merger 1o monopoly)* or
gives rise o substantial econovittes of scile.

From a practical viewpoint, howevey, one might assume that any
merger that comés under the review of the ¢ :93%::95 authorilies
must be privately profitable (ATIM 5.0, becanse the parties would not
otherwise have pursued that course of action With this assump

= S ]

10 MOoTTA, COMPETIRON TOLICY—THEORY ANE PRACT

.

Farm Codlitions with Bertpand Conpetifion, 16 RAND L E

. at
loentives f
{19847,

¢ afso Raymond Deneckere & Carl Davidsén,
x ..T.\.w

NMhaTva, suprg note 33, ot 236, See afse Stephen W Salant, Sheldon
Switzer & Robuert | Reynolds, Losses from Morizonfal Mergers: The 3“_: ~of an
Exogenaies Chinge i Markel Stracture on Conrsol-Nash Equilibeirns, 98 {34,
. 185 :»\.r ...L,

32, at 250, Sve also Martin K. Ferry &
Incentives for Horfzindal Merger, 75 As,

Morya, suprd nole
urter, Obsapoly wad the

Robsert H.
CON. Rey, 219

_.J

. 8 honzonial merger me
prove uhprofitable éx
affect the assumption

v be privately profitable éx ante and
sk, once b is conipleted. But that does not
tors will have to decide on the

abive, given that regul

An mind,

parties (ACW + AITY), is positive. This is a sufficient bi
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it follows that a horizontal nwérger will
if-its nef external effect,” which is given by the sumiot:th
consumier surplus and the change in the ﬁqsm:m okheinonmergin
condition, since a horizontal merger may be welfare increasinge
its net external effect is not positive, provided thal APV g sufficientl

large.
Second, the merger may give rise ty cost, demand, and dynamie.
efficiencies. All types of efficiencies will increase the profits of the.

merging parties (4I7M > 0) as well as consumer surplus (ACW > ).
How the welfare gains caused by the merger are sphit between
consumers and the mérged firm depends on the precise nature of
those efficiencies and the degree of ovarket power posk-merger. The
more competitive the market pogt-merger, the more likely that
consumers appropriate a larger portion of the efficiencies generated

by the merger

The.efficiencies resulting from the mergey, may, however, ause
reduction in the profits of competitors (ADNO < 03,2 They may find
themselves at & competitive disadvantage vis-d-vis the merging
not being able to replicate the economies of scale and scope
the meérger or to malch the new or improved product

parties,
prodiced by

merger on the basis of its ax ante {prospectiv effievks, A more SeTious
obiection s that the decision ke merge may not be based orva o inol ex ante
calenlation, but driven by apportunism; optimism or by e empire-building
spirations of the managers of the merging partics or, at teast, of the acquiring
This possibility should ot alter the competitive assessment of mergers,

Firm. This
25 described above. The competition authoerities are not in charge uf
profecting (he private interest of the shareholders of the medging parties,
There are. ather institutions whese role is ﬁ?i.&% Lo ensure that the
managers of publicly quoted Q:jﬁ‘::m s respect their fiduciary duties
towards the companies they fepresent.

ysepht Farrelb-& Carl Shapire, Horfzon! saf Meryers: A Equdlibeiun
VT (13008,

A, By

w  Some efficiencies have the opposite effect: they inerease competitors’
profifs. For example,a merger leading ko Joswer ou tput may cause a recaction
iy inpit prices and, Tm:rm\ an increasa in tvaly’ :dx? Or compelitols may
ey Af_m:w imitate the cost and demand ::,:uf,.:::m developed by the
merging partivs. Sue Roberls & Salop. sty note 4,
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offerings that the merger makes possible. Rivals will have
ingentive to complain about a merger when it is likely to produ
significant welfare gains that they are unable to match and mak
harder for them to compete head-to-héad, On the other hand,. fhey
will tend to welcome any meérger that is unlikely b improy
constmer welfare in the short term, The implication of this isthd
the complaints of competitors in horizontal merger cases shonld:k
treated cautiously, as they may signal the presence of efficien
gains, This does net mean that thetr complaints should
completely disregarded. For example, if the effect of the merger is:t
exclude all nonmerging Hrms from the market and make entry ot 1
enitry inteo the market difficult, the merger would lead to
monopoly position iy the market place and consumers may end u
. worse off in the long run.”

A, The net external gffect o
) A merger in region A has a positive net external effedt. 1t raises
both conswner welfare and the profits of the noumerging firms.
Mergers in this région are likely to cause a price increase HET,_F._&
explains the increase in the profits of competitors) and rosult in
significant demand-side efficiencies, for instance by conmibining the
netwarks of the merging parties into a single, consotidated ne .Esur\
fwhich in turn explains the incraase in consumer surplus in spite of

Whether or not a merger produces dfficisncy gahs, and assuming
that any notified merger is privately profitable, a Rorizontal meige
will unambiguously increase total wellare whenéver it hag a positive
net external effect:

NEE = ACW -+ A0 [
Figure 4 below provides a framework te analyze the the price incredse)
compelilive effects of horizontal mergers according to their net
external effect. The graph is divided into five relevant regions .
according to tlie values of ACW and AIIF. ”Wmm..woﬁm A B, and C
correspond to mergers with a positive net external effect, while
regions [ and E correspond to meérgers with a negative net external
effect. There {s a sixth region where both ACW and AFI9 are
negative, which makes no economic sense,

A merger located in either vegion B or £ causes a reduction in
consumer welfare but an inerease in the profits of the nonmerging
%m.ﬁ.ﬁm, in region B, the second effect is guantitatively :.:,:..L.\.,w:., ﬁc_..ﬁuﬁ.
than the first, so that the net external effect of the merger 1s positive.
Tlie opposite is true in region E. Economic theory shows that
horizontal mergers producing ne efficiencies, or cost efficiencies ..zéw
are net passed on to consumers, are fikely to raise the profits of the
nénmerging firms while reducing consunier welfare, £t ajso shows
that the ._mzmﬁ effect, the reduction in consumer welfare, is mmzmz,:%
oreater than the positive externality conferred on competitors. 50,

ﬁd - - - e - L a1 : 4 -
while many mergers may be located in reglon E, finding mergers m

* This ig the economic theoy

belind the efliclency offense doctrine in
merger control. Se¢ Atitano Jorge Padibla, The Efficicncy Offence Dogtrine i
Tomtral, i INTERNMATIONAL MERGER CONTROL: PRESCRIPTIONS

L “.._H.,_:._f.,__:q Murver
poR ConvERGENGE (. William Rowley & Michael Reynolds eds., 20025

region § is highly wiiiikely,

bt
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A merger located in either region Cor region {2 makes consumers.
better off and competiters worse off. In region C, the first gffg
dominates 5o that the net external effect of the merger is positive
opposite is trug in region D, Heonoinic theory shows that horizes
mergers producing significant cost and demand efficiencies are.like]
to cause ap increase in consumer welfare and a reduction
competitors' profits, However, the theory is not-clear about which.p
the two effects is likely to dominate. It will depend on (1} the size0
the efficiencies, which will defermine the quantitative impac on
consumer welfare and the reduction in the-combined market sharg'o
the nonmerging parties, and (2) the impact-of a reduction in volam
on the protits of the nonmerging parties. When the merger produc
substantal efficiencies and fhese accrue to consumers, the mergé
entity is likely to steal a significant proportion of the sales of i
competitors, This cavses s redudiion in the revenues of
nonmerging parties and may alse lead to an increase in their average
costs if production is subject to economies of scale due to, for
example, the existence of fixed costs. Therefore, the impact of H.:m..mo.m.
in volume on profits will be greater wheo the reduction in volume
caltsies a larger increase in the average cost of production of the
nonmerging parties, e.g, when their fixed costs are greater In those
circumstances, the merger, despite its efficiency effects, is likely io
have a negative net weltare effect fie, be located region I, and its
efficiencies may be regarded as dn-oflense .

As explained abuve, all meriers with a positive net external effect
are welfare-incredsing. So, all mergers in regions A, B, and C have a
positive impact on fotal welfare. Flowever, not all mergers with a
negative net external effect have a negative impact an total wolfare;
the increase in profits of the merging parties may offset the negative
net external effect of the merger

B, The Williamson frade-off

Professor Oliver Willlamson, one of the founders of modern
industrial organization and 2009 Nobel Laureate, developed a stmple

analysis of the welfare impact of 2 horizental merger by comparing a

prema
merger scenario che

RIVATEYEANDIR

rger scenario characterized by poriect coripelnoman post
sracterized by a monopoly® That is;he nc:m_am. ficl
the welfare implications of a merger 10 nonopaly, Erﬁ.&. It
the analysis above because the net external effect equals the mﬁm.sm
fare. There is no need. fo werry about the profits. of th

onsuiner well : : ¥ : e
nonmerging parties, because all companies operating-in the markét

become part of the merger.

(e}

-
Figure 5

The Williamson Trade-off
Price
o
Region 1
S
' , Region 3
i » 1B
Region 2 p MC
A |
!r//
MC*
)
¢ 4 Quantity

e

Williamson's
the help of figure 5. :
ensured that the equilibriupy price, : to the marg]
of production, MC. Post-merger; a _,.s.o_dﬁ,.;m._mm sets ity .ﬁ:M m.,t_ ME hat
{ts marginal revenue equals the riew marginal cost, MC. The n

H o [T . -. ...
external effect is given by the change m consuimel surplus due to the

2 pifalter per 5 F Hiem have
Consumers are worse off after the merger Sone of Hiem hi

merger r the merger " m
to pay more for the product in question (region 1), while others stop

cansuming the product altogether {region 3) Io terms of the framework
N - U ] ’ o - £ e d . ; - .A - . o
developed in fioure 4 above, this merger 18 located in region £, Le, it
T o e - : i g . v
p external effect; consumer welfare falls muore. :f:,..\
Henvever, the impact of

mhefore and after” analvsis can be explained ..E_:.r
In the premerger scenario. perect non.%m:_(_.i.:
B, was gqual to the :::m_.::: cosk
50 that

has a negative net .. :
the profits of the pommerging Arms increase,

& Witliasnson, s note 2,
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the merger on total welfare is positive. The merger has a .ﬂcmm: ¢
effect on industry profits (which in this simple example equal the
profits of the marging parties). Thechange in industry profits is give
by the sum of the areas in reglons 1 and 2 Region 1 captures the effi
on profits of the increase in-prices, while region 2 measures the profi
impact of the cost efficiencies dichieved by the merger.

Using equation (1) above to calculate the impact of the merger o
total welfare, the change in total widfare, ATW, s given .vvw the tradi
off between tie area in region 2, which measures the tost efficlencies
anid the area in region 3. which measuves the reduction in conswmer
welfare That s not directly offsét by an increase in profits: Region
corresponds to what economists call the dead-weight loss of
monopoly. In the example of figure 5, the cost efficlencies preduded
by the merger are sufficiently large to oftset the deadweight loss o
monopoly and, hence, the merger results in an increase in total
welfare, in spite of havin £ a negative net .mk?,.._..sm..w effect.

used to
offset the
deadweight loss of monopoly caused by a merger to monopoly under
different assumptions regardidy the elasticity of demand and
premerger market power. In the case of no premerger market power
and an elastic market demand (4 = 2}, a 10% post-merger price increase
can he compensated by an average cost reduction of a meve 1%. If pre-
merger prices were 10% greater than marginal costs due o market
power; a 10% post-merger price invrease van be compensated for with
an average cost reduction of 1.13% (with an alasticity of demand n =2},

More generally, Williamson’s trade-off model can be
estimate the reductions in costs that are necessary o

Figure 6 illustrates fhe WillHamson trade-off with premerger
market power (aptured by the gap between the premerger price, p,

i
and the marginal cost, MO Premerger profits are given by reglen X,

g
Thi change in fotal welfire cavsed by the merger is given by the
difference between regions Z, and Z, (which capture the reduction in

consumer surphus due to the increase in prives)™ and region ¥ (which

o Note that the change in producer surplos
#, and nst only the deadweight loss given by the Area in region Z,. fgnoring
the pruducer loss in fegion 2, would Jlead to av underestimate of the
encies needed to overcome the anticompetitive effects of the merger.

inchades the area in region

measures the cost efficiencies attribiabl
example depicted in figure 6, region

- . a s - b .v;
posi tive despite having a negalive net external __.mrp

“Figtire 6.

7 and Z., and, so the impact of the merger 010t

egions

The Williamson Trade-off with Premerger Market Powe

Price
D
Region X
Pt 7 Region Z,
P
p Region Z,
Region ¥ - MG
- N o
I
q q Cantity

Wwilliamson cotwluded: “[A] merger that produces non-trivial E..m_.
economies, must produce sibstantial market power and result in
relatively large increasés in price for the .:.m.# m.:»_z_m:_._qm efect E ?w.
5mm.z:.<m._._:., In terms of the .?mEEE%# Oof Tm:&msf Ihis ES? :..JE
many mergers in region £ will be welfare enhanding despite r...?.\:,._m a
ﬁ.mmm.;.?ﬂm net exlernal effect, E..::m..ﬁmﬂ:d ,n,_s&,...,..ﬂ mr,.:.a.m, ,.rn
.w.zw?u:mznn of measuring thie overall S.m:.ﬂm,5.%“”:5:95 .,; ::m_
afficiencies achieved by a merger, not only the impact on consumer

welfare, when assessing the mergen

v Willtamson, supig note 2; & 223, Nuote, :.,_:(.wqmn that immz..._nm.i.
efficiencies are needed to produie inprovements #.“.,.n.r..ﬂw..(_._d..ﬁ,_ «qummw
(as apposed total weHare) after a ﬁ,mﬂme.q i a vmﬂ.#«_.%_ﬂuﬁma._m.r_ﬂ :.__N%.,,u..ﬂm
See Grogory | Werden, A Rebits! Test for Constnter ﬁ_wﬁm\u e T::EHNM n,.ﬁmw miu
Attony Seflers of Dff itited Products, 44 1 EE_ 5. _:nn.wy;, ”cx:.

I & Gregory ]. Wexden, A Robiest fost for Copsumer Welfirg

Tuke M. | . i
hancing o Beflere of n Hinnogrngous Product, b3

367 {1998},

Froeh
Mu
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change in consumer surplus and the change in profits froni’Hig
premerger equilibriom to the post-merger equilibvium. That is;
have been assuming that the appropriate counterfactual for the
assessment of a horizontal merger is the premerger status quo. ‘But
that is correet only if the markets that would be affected by the
merger would remain unchanged if the merger was abandoned o
prohibited. Otherwise, the H_mZ.nogﬁe._,.mmri from the viewpoint ot
merger contral would not be the premerger status quo, but rather th
inidustry configitration thal likely would emerge irt the absénce of fhe
merger” ACW and Af7 would then be defined by comparing
consumer surplus and profits post-merger with their correspondin
fevels under the appropriate counterfactual.

This logic has clear implications for the assessment of efficiencies
The only efficiencies that should be credited to the merger are those
that would likely matérinlize if the merger were to take place b
would likely not be created if the merger was blocked orabandoned
That is, the only relevant efficiencies for the competitive assessmen
of horizontal mergers are thase that are merger-speciic.

Noie that this is not the interpretation that is often given to the
hotien of merger specificity. Efficiendies are typically defined a:
mergerspecific if-there {s no alternative way to achieve them that is
less reslrictive of competition, such as inlernal arowth or othe
contractual arrangements. This interpretation may lead to decisions
that inconsistent with the principles of wélfare econdinics. To se
why, assunie that the efficiencies that a merger creates could alse he.
achieved rhrough internal growth, buf only at a considerable cost,
with great uncertainty, and dfter a long delay, Although there is a Jess
restrictive way of achioving the efficiencies generated by the merger,
that alternative is unlikely to be implemented by the merging m_.w_‘.:_em.
even if Uhe merger is prohibited. Therefore

. that alternative cannot be -
part of the right counterfactual for the assessment of the proposed

are

.

o See Joseph Farell & Card Shapire, Serle Erdmwtics iwnd Sunes rfes
MHorizanki! Mergzer dnalysis, 68 ANnTiugt L. 655 mccw

concentralion.
anarmnbiguous,

“D. The right welfare criterion

economic perspective? To many écondmists the answer 15 obvious:

1F it wa .
positive net contribution to total welfare

Hitherto, we have been assessing mergers accordingto the
impact on total welfdare. Is that the right we AAfare criterion fron

total welfare is higher, then the capacity of the economy to g enerate
sconomic benefits for citizens is higher, and for this reason total
welfare 15 generally used to assess public policy interventions. A
horizontal merger 1§ likely to affect the allocative, productive, and
dynamic efficiencies of the affected market, and the __zi..ﬁ way o
sapture these effects properly is lo adopt a welfare criterion under
which the effects of the merger on consumer welfare and industry
profits receive consideration™ However, competition m:nv_c_,:.wmm in
Furope and the United States place grealer weight on the effects of a
merger on consnmers, and this has often been interpreted as implying
that their objective function is consumer welfare, This seeming
paradox has lead to some discussion about whoethier there are sound
justifications for a long-run consumer welfare standard. We réview the

mam contributions here and find that none ate entirely convincing,

1. STRIBUTION AL CONCERNS A Norizontal merger likely will
affect :,_m distribution of income betweén consumers a nd the
”wrmﬁrcamﬂm.cm the firims competing in the affected markets; e, an
anticompetitive merger reduces consumer surplus and .m:..r,mmmwmm. the
&53_‘553? These changes may be regarded ay socally

surplus of

& Professors T:.:.,: and Shapiroe maintain that many, if not most.
andmies of scale and scope dre ot merger-speeific, but could be 2 abtained
through less restrictive, albeit perhaps more: thmé-constaming, means such as
mternal growth. Lo their view, only the intricate ‘combination of hard-to-trade
assets, what they regard as the true synergies, would quatify as a merger-
specific cost mmﬂn_m:nw, i,

% Note that a total welfare standard does nob necessorily imply a higher
approval rate. A merget causing - ineificiencies may be approved under the
consumer welfare uEsaz?._ if it does not lead to an increase n-prices bal
prohibited under a total welfare standard because of its negdtive impact on
dynamit efficiency.

produgtive and
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undesitable if they _Bw? a reclistribution of inedme, we m:_: an
utility from less wealthy individuals {(consumers) to more wealth
emes (sharcholders), A mierger criterion that takes into account th
distribubional concerns, bul still satisfies the
represanted by
CONSUmMer

Pareliy principle,” can B
a weighted social welfare hunction, SWF, whe
surplus and indusiry profits (fe., the surplus’
shareholders) are both given positive weights, as inequation (309
SWE = mACW + {1 ~ )l ATIM+ ATTEN

The choice of weights (. 1 - w) is not simple-and is the subject o
considerable debate in the field of welfare economics. Some argue
that w should equal 1 because the consumors of the products sold. in
the markets affected by tie merger are oltén fess wealthy; less healthy
or more physically challenged than the shareholders of the merging
parties and its rompetitors. The evidence that share ownership 45
comcentrated amiong the well off suggests that there is somé strengt]
to Rusgsell Pitman’s clainy that “we can be pretty confident that, ag 2
general matter, transfers of income and wealth to the owners of large
firms from individual customers are transfers from the less to the
more well off.” This may indeed be the case for mergers in markets
for products satisfving basic neads. Bat it will not always be the caszé
It is less likely for mergers

s bebween producers of luxury goods or for:

7 The Pareto principle, the cornerstone of orthodos weliare economics,
implies that any merger that-makes some individualy {whether consumers.or
shareholders) bitter uff without barming ady others should be allowed. See
Lolas Kavtawy & Srevery SaavBLL, Famness vERels WECRARE {2007),

Distributive justice is not the onle reason why a weighted social
wedfare function, like that in eyuation (3, may provide the right eriterion ko
judpe mergers. Allernatively, the 255:? {m, T~ o) may be interpreted as
discount factors, o capharé. the fact that the effect of the merger.on corsumer
surplus and the achievement uf efficlencies may ke Hme to manifest, The
weights may atsd be taken w0 meastre unceetaindy regarding the impact of the
metger on consumer welfare and efficiency. Dantel 1, Gifford & Robert T.
Kudrle, Rhgtoric and Realiby f Hie Moreer Stamdards of e Uirited States; Cannda
aand e Harppran Uhirdon, 72 ANTORUST L 423, 466-67 (20051

Russell Piteman, Consiener Swrplus as the Appropriate Stwonlard for
Antitrast Enfordenent 3(0ep't of Justice EAG Disvussion Paper 07-9, 2007),

i

businesges, for example.

shareholders should be approximately the same: W= 0
argument is that if the merges

RIVALRY: AN

mergers where Fhe custdmers of the mer m:.,

tandard were to be clipsen-b
represefitative citizen without any knowledge about which merg
would affect him-and whether ke would be a consumer oF @
shareholder, there is no reason why hd would choose anythiag ollir
than equal weights-for consumers and shareholders.

e find all those distributional arguments somewhat-inconclusive
but note that merger control is not the only pelicy tool available to
goveraments that have concerns over income distribution and is
surely a less effective tool than. general taxation or the M_._E.Emp systen.
One reason for not paying much attention to te effects o} a merger
on distribution is that merger control is best targeted at maximizing
Ie size of the economic pie, leaving the distribution of that ple to
other eleménts of government policy™ This is reflected in the
consensus view that the basic goal of competition policy “1s 1o protect.
and preserve competition as the most appropriste means of ensuring
the efficient allacation of resources—and thus efficlent market

outbomes-—in free market economies.”

2. ADMINISTRABILITY CONCERNS  From a practival viewpoint it
could be argned that implementing a consumer welfare standard is
simpler than implementing a total welfare standard. Implemeanting a
total welfare standard is a complex exercise because (1) measuring
woﬁ and, mmﬁm.&m:@ demand efficiencies is difficult, dnd 2} balahcing
those efficiency effects with the.anticompetitive effects of the metger
oy establish its netwelfare effect is alsp di [

Ficult, Flowever, neither of

» Ross& Winter, supra note 4, at 179-80 and 48793

I, ot 476 & 48794,
foseph Farrell & Michael L. Katz,. The Econonifcs of Weffare Stimudrrds i

Aptitrust (UC Berkelew Competition Policy Cender, pRLUAYR

TRe ANISATION FOR Boononic Co-Qretatton and DEVELOPMENT,
COMETITON POLCY AND BERCIENCY Clans 3 (1996), quatlable af Ritp/ Swww

ecdong/datdored /1 /47 2379526, pdf,
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these two problems can be eschewed by the use of the gonsume
welfare standard. A proper implementation of the consumer welfaig
standard also requires evaluating the likely efficiencies of the merge
And to the extent that it also entails esthmating the degree to which
thase efficiencies arg appropriated by donsumers and balancing thoge
consumer hénefits witl the harm caused by the rednction of rivalry,
the use of the consumer welfare standard is no less demanding fror
ant econoinic viewpoint than the use of the tolal welfare standard. Tn
conelusion, it is hard to see how the choice of a merger-criterion baséd
on the consumer welfare standard could be defended on the ground
of its superior ad ministrability.

3. POLITHIAL BCONOMY CONCERNS A different approach to
jusfifying a consumer welfare standard slarts from the observation
that competition authovities do not always wake decisions in ling
with their objectives. This approach accepts that whether a merge
shetild be allewed to proceed or ivot ought to be jikdged using a total
welfare standard, but sees the use of a consurer welfare standard ag
a counterbalance. t lobbying by the parties. Competition authorities.
will ear from the parties many times during a merger review and’
may be influenced by lobbying, Customers rarelv engage to the same
extent, so it may be necessary lo force the authorities to pay more
attention to consumers through their objective function in order to
counterbialance any bias. This sitnalion has been modeled by Neven
and Roller,™ and while the maédel finds that a consumér surplus
standard might be oplimal, it is not necessarily so.

£, INCENTIVE ARGEMENTS A fourth argument focusds on the role
that firms play in selecting mergers w provide another reason why
giving merger confrol authorities the task of maximizing consumer
welfare might be the best way to maximize total welfare.™ In these
models frmy choose which merger to propose, knowing the decision
rule the agency will adopt. If firms know that the agencies will

s Damien J. Neven & Lars-Hendrick Roller, Consumer Surpfus versus
Welfiere Stmmfand tn i Pelificn] Ecopomy Model of Merger Control, 23 't [,
fanis, ORG. 829 (2005),

¥ Bruce Lyons, Could Politicians Be More Right Bian Eeowomists? A Theory
rer Standords (Univ Bast Anglia, unpublished manuscript, 20023,

Kivaty anNp BEEsICIENCGIES @ 983

prohibit mergers that lower consumer welfare, they will propose-only
those mergers that generate sufficient efficiencies that both consumer
surplus and producer surplus (their own profits) rise. However, as
with the Iobbying models above, this approach can justify using
either a consumer welfare m_..msa&.a or a tofal welfare standard. On
the one hand, under a total welfare standard firms may put forward
mergers that increase profits without generating éfficiencies. A
consumer weltare standard provides incentives to select better
mergers, those that increase profits but also generate offsetting
efficiencies. On the other band, if the agency uses.a consumer welfare
standard it may prohibit all mergers, even if there are sgme that
generate some efficiencies (though not enough to compensate for the
adverse price effects of the merger) and Increase tolal welfare, That
would be bad too. Which effect prevails depends on the parameters™

In sum, we do not believe any of the arguments advaneed so {ar
to defend the adoption of a consumer welfare standard, and in this
way ratignalize eurrent practice in many jurisdictions, is sufficiently
persuasive. Some of those arguments rely on controversial valie
mdgments, while others, though intellectually appealing, are fragile:
they hold true only for sume parameter configurations that ace hard
to test in practice. In our view, none of thosé-arguments is significant
etiough to offsét the expected cost of the type I {ineorrect prohubition
decisions) and type Il (incorrect clearance decisions) errers that the
atdoption of a consumer: welfare standard may give rise to. Basing
merger decisions on their impact on consumer welfare alone is likely
to cause both type | errors (because legitimate efficiency defenses dre
ignored) and type (I errors (because the negative impact of efficiericies
an competitors 1s disregarded),

ey

"his can be betler nnderstood with the helpr of the graph in figure
4 above. Under fhe consumer welfare standard, all mergers located in
regions A, C and [7 would be cleared, while all mergers in regions B
and £ would be blocked. The consumer welfare standard, therefore,
would provide the right answer in regions A and G, where the

v

mergers’ net external effect angd impact on consunmer welfare are bath

For.a more formal development of this idea, see Mark Armstrong
John Vickess, A Model of Deleyrted Project Chote, 78 ECONOMETRICA 213 2010k
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given that their net external effect is positive. These type [ errors
“hipwaver, unlikely because, as we explained above, very few MErger:
- .

merger control system based on the consumer welfare standard woul
approve all mergers in region [J, because their impact an no:.msg
welkare 1 positive, even when some of them may have a negative 8.&...5.
on total welfare, due to the harm caused to competitors. Figur
summarizes the implications of using the consumer welfare standa
rather than the correct total wellare standard. .

Figere 7
Assessing the Consumer Welfare Standard

ACW

Correct
Typa L error

Type ll sror

IV, MERGER CONTROL IN PRACTICE: FUZZY GOALS
AND DEFINITE TARGETS

As summarized above, the debale en the objective of merger
N~ : P o E ey i . " : N
control M_.Ew Ew_gma to focus on the apparent divergence between what
economists think merger control should be based on (fong-run total

RIVALRY AND

_wellare) and what commentators have assumed it is actually based on
“{long vun consumer welfare). This may well be the wrony question: in
-practice competition authorities. do nat seem to apply either standard

when evaluating mergers. Instend of focusing on fhe appropriate
welfare standatd for merger control, we helieve the better question is
what balance should competition authorities strike betweern
protecting competition, an. the one hand, and allowing firm-evel
efficiencies and conventration on the other

A, Merger contrel in proviive

As Parrell and Kakz point out™ competition authorities ate
concerned not only with welfare, but also with nam%ammaz. as a
process of rivalry, They give the example of excess enlry, which
redices total welfare but increases conipetition, and say that they
would be surprised it competition authorites opposed such entry. In
a merger contfext we note that a (ransacHon could lower consuinption
of an addictive product, or lower production of some pollutant, but
these factors would generally play no role dn an anthority’s
assessment of whether to allow the deal even when they are nd doubt
relevant from a welfare perspective.”

In gtlier words, competition authorities do not pbvigusly pursud
any long rust measure of welfare at all. This is highlighted by their
substantive tests, which usually require competition authorities (o
evaluate mergers.on the basis of their affect on competition, not
walfare (with Canada as a notable exception). In addition o
sidering the effect of a merger an competition, avthorities are
either explicitly charged with faking efffclencies into account or have

interpreted “competition” to include consideration of efficiencies.

The assessiment of any merger depends on. the particular facts of
ihe case, and the best way to implement any substantive test is bound
to vary, Howaever, in practice, in balancing the imipact of @ merger on

¥ Parrell & Katz, suprg viote 5

% Of course in the-excess entry example it is ikaly that prices wonld be
Iower, at least in the shortterin, and it right be argued that this is the reasen
why competition anthorities wonkd not appose it. But shott term price effecty
arénot the samie as long term Increases hany particular measure of welfan:.
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competition and efficiency, agencies emphasize (1) the short térm
effects about which there is some certainty and (2) the effect
mmm&m:.nmmm on. consumers, (Canada is an important exception here'd
constdering all effects of efficleniies)

We refer to this approach as adoepting a price target for mergel
control: @ merger can proceed iFthe authorities do notexpect pricesto
rise as a resulf of the combined effect of the loss of competition and
any increase in efficiency. As with all labels this one involves som
simplification-—competition authorities do not always express their
assessment of the effects on compelition in terms.of the impact thi
has on consumers o price, and competition authorites often focus on:
competitive variables other than price. But nevertheless it serves to
capture the focus en the short term and the role of pass-through whes
balancing compgtition and efficiencies.

This abservation raises bwo gquestions. First, {3 it appropriate for

competidon anthorifes o behave in this way? Anandlogy with mohetary
pelicy suggests that there is good cause for giving competition
authorities a clear and simple intermediate target to pursoe, even if
the true overall objective of government {s:some complex measure of
the _uzr._.wm interest over the long run. The secand guestion is whether
prohibiting mergers that generate short run price increasés is the right
infermediate target for merger control, .

B. Rivilvy amd short run price effects as a target

The case for giving competition awthorities clear and simple
targels starts from the observiation that it is veery difficulf for them o
pursue-domplex long run goals, Starting with what we might term the
neneconomic effects of a merger, such as its implications for levels of
pollution or employvment, we make the same comment here as in the
section on.the effects of imergers vn income distribution. Governments
have many policy instnuménts at their disposal, and many will be
better suited than merger conlrol to tackling pollution and
employment,

Even though economists have developed a number of twols to
help them assess the short lerm effects of a change in concentration an
compelition and price, foeusing only on the econemic effects of a

maerger provides little guidance o _..f,.sgﬁmmﬂo.; au :”..,aﬂ. s
the effects on long run welfare {whether consumer ov-total)
there is in many cases little that can be said in ..m:m.no..w..d.ﬁm .
particular transaclion even about the direction of somi _ﬁ,,.ﬂﬁ,.é..nw_..,”ﬂ.
am_wm.nwm.\. such as productive etficiency, and :Ewm.wm,,mﬂ_.. and Eﬁcﬁms.o?
Notwithstanding (he difficulty of using existing econanic tools o
predict whether any particular transaction will Emam d.s. Hore or _.m..,.mm
productivity growth and inhovation, policy M:. the United mwmwmm.ﬁ,ﬁ
Furope s generally informed by :.:w belief that .noa&,_mrc.o,,_ .m.,zw ,,,
Process of rivaleyd is good For both and, Mﬁﬂ.maﬁm.ﬁ that the U%ﬁm:g af
competition primarily came from its effects on productve and

dvnamic efficiency rather than from the short term effects on keeping

w

prices lpw.

Thus while tivaley, or its short term effects on prices, may not be
the overall o.r.wmn.mﬁm, of competition policy; i may Form part of an
appropriate target for a compelition authority, since w.w,.\dm..m._m.ﬁg\:.:._mw
concentrations that reduce rivalry and lead to significant price
?.nqmn_wmm in the shovl term, competition m:.:.,_::‘w.ﬁ__mw may ;: a
reasonable job of promoting conditions that foster productivity
grenwth, innovation, and latal wellare in the jong .

I miacroeconomic policy it has long been accepted that, _(n;”mz;,
than try fo use all policy instraments to maximize a compley wellore
.—..F.En:,.m? it 15 better to specify separate targels and use mmnﬁmg
instrumente to achieve. each one, Central banks in __n..E.,ﬁE mm:w:p:.v“..
nave inflation as their sote target, ¢ven though (1} inflation ix oot
ﬁp.ﬂ...amp.aa a5 an end in itself, but bacause it is believed thal m:nnmm.m_.;”::m
management of inflation underpins a productive ...H.o.wsﬁx and (2) the
setting of interest rates, the mhain :‘,mﬁ.ﬁ::mﬁ available ko ,Q,V.:Z\ﬁ
banks, has gffects on many aspects of the ECONOMY, not _w:,_f:s
inflation. V?Qcanc_.,_zs._.ﬁ ts have spent considernble ime Eﬁm:mz §] ﬁm.
the Tink between the intermediate targets of .:,,.\.r,a.m‘r...@ @e:.nw_ a:.,a.‘ m.m
end goals. Similar analyses mrs:.E be conducted in %.g. ﬂ.ﬁ;um::,.,:
policy arena and In particular in the context of merger control

= Dee'r oF Teank & INpusTRy, PRODUCHIVITY AND Enrereristi A
Wosrin CrLags Comperrion Repine (2000, aenilable af E.:.Q,}.ér..ﬁw.‘m.:qm
nationatarchives.govuk? tna /+ hikpf fwww.dii.gov.uk/eep/topiess, pt

JomdZaEpdrs
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In the context of merger control, there is another reason why
focus on competition and short run price effects, rather than welfare;
tright be appropriate. Competition authorities will be unwilling to
object fo a merger unless it meets a substantive test with a degree o
certainty. This means that competition authorities’ decision
necessarily place much greater weight on short term.effects, whict
can be foreseen with some confidence, and much léss weight on
longer ternt effects, which are mere speculative, The long run effects
on welfare, whether consumer or total, of a change in market
structure are often very hard te predict, whereas the short run effec .
on compelition {understood as a process of rivalry) may be less
conteniious and therefore more suitable as part of a target for
competition authorities.

ey

. Balgneing rivalyy aitd efficiencies

The focus of competition authorities on the short ran price effects
of 2 loss of rivalry does not imply that they always pursue more
rivalry and greater market fragmentation. While there 15 a general
consensus that competition is good for productive and dynamic
efficiency, theré is also recognition that big fivms can be mare efficient.
The difficulty lies in striking the right balance belween rivalry and
efficiencies. The balance struck it practice has a pumber of elemenis.
All merit debate.

First, many concentrations are allowed even though economic
modelling would predict an increase in short term prices in the
absence of countervailing efficlencies. This may reflect inv part a belief
that enitry and othier supplier responses can be relied on to counteract
some effects orto limit thelr duration or that some mergers-that harm
competition and prices should be allowed to avoid stifling the market
fer corporate comtrol. But it may also refleet a belief that if the pyice
éffect Is small, then there is a yood chance that the harm from a loss of
rivalry will be offset by 4 gain in efficiency on the part of the merged
firm, especially when that gain is passed on and shared with
consumers. 1f so, what is ap appropriate efficiency credit?

Second, many, if not most, competition aul horities are skeptical

about specific efficiency claims by merging parties and require very

convincing evidence before accepting
evaluating specific efficiency claimsis, p rlt
why the authorities take some for granted in-th
makes up the first part of the balance” Is- thisiappraach of ta
sorne efficiencies for granted and being very: &Fﬁ: i
claims appropriate?

Third is what we have termed the price target. When balane
rivaley and efficiencies the short term price effects often réceivigmos
attention. In parf this. reflects the fact thiat- the ,Ez:&n& tools fo'isses
price effects are better developed than athers, But in ‘the cased O
sfficiencies it also reflects a policy choice that not all efficiencies

E:zrc:qwrcummoz:::&mu?_mr@o_iancsxzéﬁm Mu 9.? z,_m
right choice? If the price pifect of a loss of rivalry is only one part of
the full long term harm from the Joss of competition following @
merger then this might indeed justify using suitably weighted
measure of the full lang term benefits to both consumers and
producers from any efficiencies. But it would be rathet surprising if
the optimal value for that weight furned out W be exactly the extent
to which the efficiency led to lotver prices in the short term in all

cases. More research is needed on this.

V. CONCLUSIONS

I this article weé have frst explained the many. effects of
fhorizontal mergers on consumer and aggregate w elfare, both 1 the
short riin and the long run. We have then reviewsd the debate about
the right welfare standard in merger control and concludéad wr& tiis
optimal standard is closer to total welfare than consumer welfare and
thatit should take into account both the short and long term Impact
of mergers.

More importantly, we suggest that the focus on whiether
competition authorities should assess mergers WSng 4 total ora
consumer welfare standard addresses the wrong question. Because

, . . . .;.. ".,. . .,..-\..\ ...‘ . .ﬁ-..a ".
meaguring the nczm.”ma:._ offects of a merger seems impossibly

r Cuidofines aid :F
zouetal Mirgers, 71

Andrew R, ﬁdrr The Me
Aptifrnst Reépfew of :,

illiam | Kol mur._.
Batcioration of Efficiencies istlo
Annreost L 207 (2003
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difficull at the currént stage of knowledge, a policy that attempted to
deal with mergers by assessing their long run consumer or lotd
welfare impaci would be impractival, likely would produce man
errors, and may be unworkable within the legal context thal
constraing most competition authorities, Not surprisingly, whilé
governments may have in mind a fuzzy end goal—an imprecisely
defined welfare or public interest objective in the long run-—when
they set the policies for their competition anthorities, the targets they
give these authorities are more Hghtly defined and less dependent ox
making predictions about what will bappen in the long run, Seen this
way, merger control 15 a policy tool that, as currently practiced, plays
‘a tole in the overall pursuit of the leng run public interest by
prohibiting those margers that are likely to have an adverse impact on’
short term prices.

This approach is based on the presumption that the short term
target is linked to a reasonable extent to long term welfare. The
acerracy of the presumption depends on achieving the right balance
between fragmented and competitive markets, and efficient and
possibly large firms. Framed in this way, the 1 ght question is how o
strike this balance, Current practice comprises three strands: The frst
is to implicitly credit merging frms with some efficiencies and to
assume that these will outweigh the harm from reductions in rivalry
if those reduttions lead to small short term price effects, The second t$
b be very skeptical of efficiency claims by the merging parties. The
third is to balance the costs of rivalry and the benefits of efficiencies
using their short term price effects.

Going forward we believe the debate on efficiencies in merger
control should move away from the consumer welfare versus total
welfare conlraversy and focus on the following two-questions: (1) Is
short teroy price targetiog likely fo vield desirable long term vutcomes
for consumers and the economy in general?; and (2) How should we
best balance competition and efficiencies to properly evaluate the
price effects of mergers and énsure that pursuit of the simple tagget
serves the complex long run goal? This article does not offer
definitive responses to these questions. Both questions are of crucial
importance and must be answered convincingly or merger control
policy may find itself increasingly challénged, especially in purrent
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limes. As Professor Willlamson noted years ago, “[the] a:,wz,,irﬁ is
scarcely acceptable. For if neither the courts nor _U__:.w m;:ﬁ_ﬁ.m._d&;
agencies are sensitive to these fefficiency m.u,:mimnﬁ.:vdm the mm,ﬂmg
fails ko meet o basic test of economic rationality. And without this the
whole enforcement system lacks for defensible stondards and
becomes suspiEct.”® We believe the same could be said m_wcs.ﬁ .:d e need
to design enforcement systems in merger contrel that produce
desirable long term ontcemes.

o Williamson, s note 2, at 234




