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In a number of statements (e.g. European Commission 2001, Monti 2002), the European
Commission has emphasized that it strives for a Omore economicO approach in its competition
policy. Supposedly, this is to mean that recent theorizing in industrial organization ought to be
integrated into competition policy. The recognition that a merger can have non-coordinated
or unilateral effects to the detriment of effective competition is such a new insight that the
Commission wants to covérOEconomicO can mean different things here, namely (i) that
the reasoning is based on economic models, (ii) that the resources needed to implement the
policy are fewer than drawing on other, Onon-economicO approaches, or (jii) that competition
policy aims at explicitly recognizing its general consequences on welfare.

We wish to argue that a truly OeconomicO approach should encompass all three elements
whereas the approach chosen by the Commission has its primary focus only on the pbrst
of these three aspects. Economic models are often very sensitive to the assumptions made.
Models that are theoretically convincing due to their consistency and elegance might be
difbcult to apply in practice as the identibcation of certain crucial variables might be difpcult
or even impossible. Moreover, they might only cover part of the picture and leave relevant
actors unmodelled as this would introduce too much complexity. Lastly, models are subject
to business cycles, too: last yearOs best-seller might be this yearOs white elephant.

These objections contain already an implicit list of characteristics that economic models
should fulbll before being applied to competition policy: (i) they should be rather robust to
their assumptions, (ii) relevant variables should be attainable without many complications,
(iii) the empirical evidence in their favor should be rather undisputed, (iv) they should have
survived for a number of years, and (v) their reasoning should be widely accepted.

Even if all these requirements are met and the potential benebts of drawing on these
models in merger policy seem substantial, a truly economic approach would still require that
the potential costs be weighed against the potential benebts. Applying economic models will
often mean having to draw on input by economists. The resources necessary to administer an
OeconomicO approach might thus be higher than of administering a Onon-economicO approach
The general insights regarding predictability that were developed in the last section will be
shortly spelled out with regard to antitrust policy. It will be shown that Rexibility is not
necessarily a blessing as a high degree of Rexibility will often be accompanied by a low degree
of predictability. Before hastily applying economic models, the costs of unpredictability better
be taken into account. It might well be that potentially welfare enhancing mergers are not
initiated due to the fear that they could be prohibited. This could cause substantial costs to
the society drawing on Omore economicO approaches.

Merger policy is about classifying notiPed mergers into one of two groups: they are either
compatible with the relevant notion of competition or they are not. If they are, they can be
consummated, if they are not, their consummation is prohibited. The criterion according to
which notiped mergers are classibed in either of these two groups is thus the central element of
merger policy. Its concrete institutional set-up will not only determine the ratio of allowed to
prohibited mergers but will also inBuence the number and quality of the mergers notibed to the
competition authority as Prms interested in merging will generate expectations concerning

4 Unilateral effects arise when two or more closely competing products are brought under common ownership.
They refer to the fact that the post-merger brm has an incentive to set higher prices even if the merger has no
effect on the behaviour of the competing Prms. Where a brm merges with one of its rivals, this may reduce
the elasticity of the brmOs residual demand curve. In the pre-merger market, price increases by an individual
Prm will lead to a reduction in sales. Some of these lost sales will be transferred to the other merging party.
Hence, the impact of the price increase on probts is potentially smaller after a merger because some of the lost
sales are recaptured in higher sales of the other merging party. They are not to be confused with price effects
resulting from monopoly power or collective dominance (Bishop/Walker 1999).
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the probability that their merger will be deemed compatible with competition legislation.
The number and quality of notiPed mergers is thus determined by expectations which are,
themselves, based on the substantive test.

Lack of predictability in competition policy can be detrimental to the realisation of welfare
gains. If market actors are uncertain as to what competition rules mean or how they will be
interpreted by the competition authorities and/or the courts, a number of negative welfare
effects can result: if market actors believe that a merger will not be cleared, mergers whose
consummation would allow the realisation of efpciency gains will not take place. This means
that productive efbciency is lower than it could be were the merger carried out. On the other
hand, if market actors believe that a proposed merger will be cleared, they might already
invest in the entity to be created as the result of the merger. Prohibition of a merger can, then,
be interpreted as a case of disappointed expectations, or: unpredictability of the competition
policy as currently implemented.

Decisions on single cases have effects that often go far beyond a single case: they are
observed by a multitude of other actors and thus become precedent. Precedent that signals a
tough stance on proposed mergers can also be a barrier to the realisation of welfare gains: po-
tentially welfare-enhancing mergers might be discouraged by precedent right from the outset.
As just pointed out, this will prevent the realisation of higher levels of productive efbciency.
Predictability allows market participants to make predictions concerning the decisions of
competition authorities that have a good chance of turning out to be correct. The existence
of precedent as such is not sufbcient to secure a high level of predictability. Rather, the
criteria used by the competition authorities should be as clear-cut as possible. Additionally,
the analytical tools used to translate criteria into operational data should be as transparent as
possible.

Merger policy can, however, also increase uncertainty if competition authorities are
granted too much discretionary power and if they draw on various economic theories eclec-
tically. It has been shown empirically that the stability of the framework within which com-
panies act is decisive for economic growth and development (e.g. Brunetti et al. 1997). This
includes, of course, the predictability of competition policy. In this section, it has been argued
that a Omore economicO approach as currently postulated by the European Commission can
increase uncertainty and lead to unwanted (economic) consequences. Until now, the notion
of a Omore economicO approach has not been dealt with in terms of robust political economy
which is what we now turn to.

Ignorance in antitrust

Robust political economy is interested in the identibcation of institutions that minimize the
likelihood of state failure. In this section, we ask what that means for antitrust policy. More
specibcally, we will begin with the assumption that the incentives of those responsible for
implementing antitrust policy (the Ocompetition agencyO for short) are not a problem which
allows us to focus on the knowledge issue. We hence assume that the competition agency only
commands incomplete knowledge. The knowledge of the competition agency is incomplete
in various waysNand some of these will be pointed out more explicitly.

First of all, it seems to make sense to distinguish between nomological knowledge and
situational knowledge. Nomological knowledge refers to general knowledge and is necessary
for passing legislation, situational knowledge refers to knowing the initial conditions in a
specibc situation and is hence necessary when applying legislation to specibc cases. Concrete
policy measures can only be rational if both kinds of knowledge are present, at least to a
degree. If we do not dispose of any nomological knowledge in the sense of Oif and everywhere
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of the arguments advanced by TCE-scholars seem to be in retreat (see, e.g., Joskow 2002
who describes Post Chicago Antitrust).

Hayek and Williamson start with different assumptions regarding the question what can be
known. Hayek can be considered a pessimist and Williamson an optimist. But this is not
the core of the matter: Hayek argues in favor of general rules because we know so little
whereas Williamson argues that it only makes sense to rely on general rules if we know
quite a lot. Antitrust policy has been around for well over 100 years. Especially over the
last 15 years, competition laws have spread everywhere, some 90 states now have such
laws. But our nomological knowledge is still very scarce. Given that the issue has been on
the research agenda for more than a century, the assumption that we will gain substantial
empirical insights shortly seems rather daring. What is more, dynamic processesNsuch as
competitionNmight simply not be subject to any clear-cut laws at all. WilliamsonOs optimism
thus seems unfounded, his condition for applying OinRexible legal rulesO unreachable. But
is this the end for in3exible legal rules? We claim that it is not.

Given that situational knowledge is asymmetrically distributed (as is, e.g., the case with
regard to economies of scale), how much sense does it make to rely on models that are
very sensitive to assumptions that cannot be known with any degree of certainty by the
antitrust authorities? Given that the most adequate instruments of competition policy are not
known due to our lack of nomological knowledge, how much sense does it make to want to
apply Pne-grained instruments? Given that our nomological knowledge concerning the entire
competitive process is very restricted, how much sense does it make to want to interfere with
the process in a discretionary way?

A recent survey of US antitrust policy (Crandall and Winston 2003, for an opposing view
see Baker 2003) shows that it often did not reach its goals. U.S. antitrust policy has been
around for well over a hundred years and its effects are still uncertain. This implies that
WilliamsonOs optimism is unfounded. If one puts heavy emphasis on the predictability of
policiesNas Hayek doesNone has a strong case in favor of OinRRexible legal rulesO precisely
because there is so little economic certitude.

Self-interest in antitrust

Until now, our argument has been based on the assumption of incomplete knowledge (both
nomological and situational) but benevolent competition agencies. To be really OrobustO,
our policy implications should also hold if we get rid off this unrealistic assumption.
This section develops some policy implications given that competition agencies are no
longer assumed to be solely benevolent. Conventionally, ObenevolentO representatives of
government are debPned as maximizing social welfare. Given that both nomological and
situational knowledge are scarce, this is already no mean feat. Here, we deal with some
additional problems, namely the incentives of competition agencies that might prevent them
from acting such that welfare is maximized.

The behavior of competition agencies might also be driven by motives of personal income
and (or) re-election. Personal income can be increased in a variety of ways including a
favorable treatment of Prms which they could honor by offering better paid jobs later on
(Orevolving doorO) or by paying bribes right away. Re-election prospects can be improved
by prohibiting efbciency-increasing mergers that would, however, go along with substantial
job-cuts. The question to be dealt with here thus reads: how can antitrust rules be speciped
such that non-benevolent decision-makers can only do little harm to the economy?

The answer promoted here is obvious: the antitrust rules should be as universalizable as
possible. Rent seeking promises zero returns if lobbying groups do not stand a chance of
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getting any tailor-made exceptions. The losses from rent seeking can thus be minimized by
relying on general rules. As soon as branch-specibc regulation is introduced, the regulators
depend on the input of those to be regulated and they have incentives to lobby for rules that
would maximize their individual advantage to the detriment of society at large.

4. More general policy implications

The last section served to show that robust political economy applied to antitrust basically
means Ouniversalizable rulesO. The question is: does this insight carry over to other policy
areas? We will argue that it does. To do so, we begin with antitrust again and look into a couple
of policy areas that are closely related to antitrust such as trade policy and industrial policy.

One crucial precondition for intensive competition to emerge is that market entry is not
prohibitively costly. To a considerable degree, entry costs are determined by government
regulation. It seems to make sense to distinguish between foreign and domestic aspects.
If foreign Prms can easily offer their products on the domestic market, a high level of
competition should result. Openness and competition policy in the narrow sense should thus
gohandinhand. In order to prevent all the negative effects of discretionary rules that have been
mentioned in section two (lack of transparency, lack of accountability, lack of predictability,
high level of rent seeking possibly combined with corruption) the rules according to which
goods can be imported should be universalizable. Optimally, it should not even matter if goods
are produced abroad or domestically as long as they are all subject to identical standards.

Regarding domestic barriers to entry mandated by the state, De Soto (1990) pointed to the
importance of regulatory procedures as an impediment for many entrepreneurs to become
legal. Governments that have an interest in strong competition should thus aim at making
domestic entry easy implying that both the time and the monetary cost needed in order to
become legal should be low. This will, again, be the result if market entry is not subject to
a large number of special permits, licences etc. but if there is a simple way of getting oneOs
business legally started.

Barriersto exitcan prevent a (potential) competitor from entering a marketin the prst place.
They can thus constitute barriers to entry. Not all of these are determined by technology (the
sunk cost argument), some are the effect of regulation. One relevant aspectis the governments®
willingness to let inefpcient Prms go bust. If politicians try to save even very uncompetitive
large Prms, this will prevent allocative efbciency from materializing which, in turn, will lead
to lower growth rates. If governments have indeed saved technically bankrupt bPrms form
bankruptcy in the past, this will induce brms at the edge of bankruptcy to invest resources
into lobbying for a similar treatment. This does, however, only make sense if government has
the capacity to do so, which is only the case if the government is not subject to universalizable
rules: Saving particular Prms from bankruptcy cannot be subsumed under general rules.

Industrial policy is often at odds with a policy in favor of competition. Whereas competition
policy trusts in the incentives of the market actors as well as the invisible hand of the
market itself, industrial policy is often based on the assumption that due to some market
failures, the government could increase welfare by heavily inBuencing the structure of the
market. Industrial policy is, however, subject to severe knowledge and incentive problems.
For industrial policy to work, it must be assumed that bureaucrats have knowledge which is
superior to those that the market actors possess. In addition, it must be assumed that they
have incentives to use this knowledge to the benebt of their communities. Both assumptions
are highly questionable, the empirical record of industrial policy is highly ambiguous, to say
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