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Abstract

Dynamic efficiencies theoretically bear greater potential than static efficiencies. Yet,
their role in merger control is limited, not least due to difficulties in their practical implemen-
tation. At the same time, the new EC Merger Control Regulation (ECMR) and the Commis-
sion’s Horizontal Merger Guidelines explicitly acknowledge dynamic efficiencies as a

cognizable type of merger-related benefits.

This thesis aims to contribute to the analysis of two questions: (i) do the new Guide-
lines represent a workable analytic framework for the evaluation of dynamic efficiency
claims and is there room for dynamic efficiencies in the current merger control regime, and
(i) what are the main problems in practice, and what would adequately improve the current

framework of efficiency analysis?

In its first part, this thesis provides an introduction to the economic implications of the
analysis of merger-related efficiencies. The second part analyses the role of dynamic effi-
ciencies under the new merger control regime, focusing on the requirements stipulated in
the ECMR and the Guidelines. Part three analyses crucial problems and according bench-
marks which have to be considered when discussing proposals to refine dynamic efficiency
analysis. It identifies four crucial problems: (i) insufficient information about potential effi-
ciencies, (ii) existent information asymmetrically distributed between the Commission and
the parties, (iii) a lack of legal certainty and business predictability for the firms and (iv) po-

tential detrimental cost effects of the respective approach to efficiency analysis.

Part five discusses various suggestions for reform of the procedural approach to effi-
ciency analysis. Finally, the paper suggests the introduction of an ex post audit regarding
merger-related efficiencies. It constructs a four-stage decision framework within which the
ex post audit aims to — in the long term — provide both merging parties and the Commission
with more solid information about the potential of mergers to create (dynamic) efficiencies

and the particulars of such benefits.
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1 Introduction

Innovation is enormously influential to the development of economic growth and wel-
fare. The future prosperity of an economy crucially depends on its success in promoting
technological progress." According to the European Commission, innovation has the ‘poten-
tial to change completely the competitive situation in a market’.? EC merger control appears
to have embraced innovation as an important part of its mission statement. The EC Merger
Regulation explicitly refers to the ‘development of technological and economic progress’ as
to be taken into account in substantial merger assessment,® and so do the new Horizontal
Merger Guidelines.* While concentrations represent a risk to innovation (through reduction
of potential innovators causing a decrease of innovation competition), they also have the
potential to increase innovative output through pooling of R&D resources, faster product in-
novation, etc. Merger control therefore has to separate innovation enhancing transactions
from those in which anticompetitive effects outweigh such innovative gains (or ‘dynamic effi-
ciencies’).

In the past, efficiencies have not played a decisive role in European merger control.
One of the focal points of the 2004 reform of merger control, however, was their explicit ac-
knowledgement as a factor in the Commission’s substantial appraisal of a transaction,
which is illustrated inter alia by the introduction of a separate chapter on efficiencies in the
new Horizontal Merger Guidelines.®

Among the various kinds of efficiencies, dynamic efficiency is said to be the poten-
tially most considerable merger-related economy. Yet it is assumed to be the most difficult to
assess and therefore arguably the most neglected.® Taking this as a starting point, this pa-
per focuses on the approach that European merger control takes to dynamic efficiency con-
siderations. It raises the following questions:

' R Solow, 'Technical Change and the Aggregate Production Function' (1957) 39 Rev Econ Stat 312; G Cam-
eron, 'Innovation and Economic Growth' (LSE Center for Economic Performance Discussion Papers, No 277
1996) 3.

2 OECD Report DAFFE/COMP(2002)20, Merger Review in Emerging High Innovation Markets (2003) 161 (con-
tribution of the EU Commission).

% Article 2(1)(b) Council Regulation (EC) 139/2004 of 20 January 2004 on the Control of Concentrations between
Undertakings (the ECMR) [2004] OJ L24/1.

* Guidelines on the Assessment of Horizontal Mergers under the Council Regulation on the Control of Concen-
trations between Undertakings (EC) OJ C31/03 (Guidelines) [8].

® ibid [77)/[87].

® U Schwalbe, 'Die Beriicksichtigung von Effizienzgewinnen in der Fusionskontrolle - Okonomische Aspekte' in

P Oberender (ed) Effizienz und Wettbewerb (Duncker&Humblot, Berlin 2005) 63, 81; D Balto, 'The Efficiency
Defense in Merger Review: Progress or Stagnation?' (2001) 16 Antitrust ABA 74, 76.




(i) Do the new Guidelines represent a workable analytic framework for the
evaluation of dynamic efficiency claims in merger cases and is there room for dynamic
efficiencies in the current merger control regime?

(i) What are the main problems in practice, and what would adequately improve
the current framework of efficiency analysis?

The paper will argue that there is very little room for dynamic efficiency claims under
the current legal framework. It will further contend that there are options to at least reach a
better informed view of this type of efficiency gains over the long term. At the same time, it
rejects various suggested (more ambitious) ways for giving more weight to dynamic effi-
ciencies in practice. The discussion will proceed as follows:

Chapter 2 offers an introduction to the economic and competition policy background
of dynamic efficiency analysis. We will see that while dynamic efficiencies theoretically bear
greater potential than static efficiencies, numerous difficulties in their practical implementa-
tion make their integration into substantial merger assessment a challenging task.

Following a brief analysis of the Commission’s pre-2004 case practice regarding
merger-related efficiencies, chapter 3 leads over to the first question raised above. The
status quo of dynamic efficiency analysis under the new legal framework is examined in de-
tail. The requirements stipulated in the ECMR and the Guidelines are discussed, highlight-
ing practical difficulties with their application to dynamic efficiency claims. The chapter
concludes that the prospects for such claims under the new EC merger regime are rather
limited.

The reasons behind this result and the basic problems within the present analytical
framework (information problems, lack of legal certainty and detrimental cost effects) are
further discussed in chapter 4. This chapter aims at identifying a set of aspects that has to
be considered in refining the current structure of efficiency analysis.

This establishes a basis for the discussion of possible alternatives to improve dy-
namic efficiency analysis in Chapter 5. Initially, it discusses various changes to the proce-
dure of merger review in order to give more weight to efficiency considerations. In the light
of the basic problems identified in chapter 4, however, most of these alternatives yield un-
satisfactory side effects and have to be rejected. Against this background, chapter 5 then
explores the possibility of introducing a regular empirical ex-post evaluation of merger
cases. In the long term, this might build up the Commission’s and the parties’ expertise in
assessing dynamic efficiency claims in individual merger cases and could thus contribute to
a better informed analytical approach.




2 Dynamic efficiencies and horizontal mergers: the economics
2.1 Introduction

A decisive objective behind mergers is the attainment of economic efficiencies.” The
term ‘efficiencies’ in the merger context is as such not formally defined. A common eco-
nomic definition is based on the Pareto superiority principle, i.e. the ideal state equilibrium
where no person can be made better off without worsening someone else’s position.® Con-
ceptually, efficiencies resulting from mergers can be described as welfare gains arising from
the amalgamation of previously distinct entities. If, for example, as a result of a merger the
new entity’s production costs for a given product have decreased due to economies of
scale, this will —in principle — be deemed as a merger-related efficiency.

A general definition of efficiencies can, however, only be a first step, since it does not
illustrate which efficiency gains should be taken into account nor how they should be as-
sessed. In order to be equipped for the discussion of the present approach to dynamic effi-
ciency analysis, its benefits and drawbacks and possible improvements further below in
chapters 3, 4 and 5, the present chapter outlines the theoretical background of merger-
related efficiencies. It will introduce a typology of efficiencies (see section 2.2), thereby par-
ticularly focusing on dynamic efficiencies, followed by a brief discussion of the relevant
benchmarks to determine efficiency ‘gains’ and ‘losses’: the different welfare standards (see
section 2.3). The rationale of efficiency consideration in merger review, particularly focusing
on the so-called Williamsonian welfare trade-off, will be demonstrated (see section 2.4).
Building on these concepts, the specific difficulties underlying a substantial appraisal of dy-
namic efficiencies will be outlined (see section 2.5).

2.2 Definitions and typology of efficiencies

Efficiencies from mergers may arise in various ways. Three types are commonly dis-
tinguished:® Allocative and productive efficiency (together ‘static efficiencies’), and dynamic
efficiency. ™

" HW Friederiszick and L-H Roller, 'Okonomische Analyse in der EU-Wettbewerbspolitik' (EU Commission,
Brussels 2005) http://europa.eu.int/comm/competition/speeches/text/sp2005_012_de.pdf (12 January 2006)
15.

8 MAA Warner, 'Efficiencies and Merger Review in Canada, the European Community, and the United States:
implications for Convergence and Harmonization' (1993) 26 Vanderbilt Journal of Transnational Law 1059,
1062.

° WJ Kolasky and AR Dick, 'The Merger Guidelines and the Integration of Efficiencies into Antitrust Review of
Horizontal Mergers' (2003) 71 Antitrust LJ 207, 242ff and L-H Rdller, J Stennek and F Verboven, Efficiency
Gains from Mergers, Report for EC Contract 11/98/003 (CEPR, London 2001) 14ff (four categories).



http://europa.eu.int/comm/competition/speeches/text/sp2005_012_de.pdf

2.2.1 Static efficiencies

Allocative efficiency refers to the allocation of resources in a market. It is achieved
when the market process leads to all available final and intermediate resources being allo-
cated to their highest valued use among all market participants.”' In the long-run competi-
tive equilibrium, the price charged for a particular good is therefore just equal to the
producer’s marginal cost, being (from the perspective of society) the total cost of the re-

sources consumed in producing and distributing one additional unit."?

Consequently, the
marginal value consumers place on the goods equals the marginal value of the resources
used for producing them. Horizontal mergers, at least if occurring in already concentrated
markets, usually cause a decrease in allocative efficiency, since in the long-run equilibrium
the price charged for one unit by firms possessing market power usually lies above marginal

cost.”

Productive efficiency describes cost effects within the production process of a par-
ticular good. It is achieved when goods are produced with the minimum possible input (raw
materials and intermediates, labour etc.), so that a possible rearrangement of resources
could not lead to an increase in output. Compared to the outset, either a given output is
produced with a reduced input, or a given input leads to a maximised output.

Mergers can obviously play an important role in reorganizing ownership and use of
production resources and may inter alia lead to productive efficiencies in the form of
economies of scale by moving the merging parties closer to the optimal scale of production
for their industry. Other examples of productive efficiencies are economies of scope or
purchasing efficiencies through increased firm size."

2.2.2 Dynamic efficiencies

Dynamic or innovation efficiency refers to the extent to which a firm innovates by in-
troducing new as well as improving existing products or processes of production. It differs
from static efficiencies in that it possesses a temporal dimension.'® Whereas static efficien-

'% U Boge, 'Reform der Européischen Fusionskontrolle' (2004) 54 WuW 138 f.

" Kolasky and Dick (n9) 242; de la Mano, 'For the Customer's Sake: The Competitive Effects of Efficiencies in
European Merger Control' (EU Commission (DG Enterprise) Paper No 11/2002) 8.

"2 Kolasky and Dick (n9) 242.
'3 ibid 243.
"Gy Stigler, 'The Economies of Scale' (1958) 1 J L&Econ 54.

'® Overview: RE Caves, 'Mergers, Takeovers, and Economic Efficiency: Foresight vs. Hindsight' (1999) 7 Int J
Ind Organ 151.

'® JF Brodley, 'The Economic Goals of Antitrust: Efficiency, Consumer Welfare, and Technological Progress'
(1987) 62 NYU L Rev 1020, 1033.




cies relate to a fixed point in time and therefore a given technological know-how, the con-
cept of dynamic efficiency acknowledges the fact that technology and know-how are in a
process of constant evolution through research and development (R&D), learning by doing,
and entrepreneurial activity."”’

The variety of merger-related dynamic efficiencies is manifold: inter alia, there are
economies of scale and scope through horizontal integration of complementary R&D re-
sources, avoidance of parallel R&D, joint exploitation of intellectual property,'® larger and
more stable internal funds to finance costly R&D projects which the pre-merger firms alone
could not handle, reduction of economic risks resulting from uncertain R&D activity, faster
product innovation and higher returns from product or process innovation through econo-
mies of scale.

As early as 1912, Joseph Schumpeter emphasized the significance of innovation for
the growth of a national economy and found certain interdependences between market
structure and innovative activity of firms.?° Based on his research, later economic literature
devised the two so-called ‘Neo-Schumpeter-Hypotheses' postulating that innovation in-
creases (i) with firm size and (ii) with market concentration. More recent literature on these
hypotheses, however, has to a certain extent weakened the market structure - innovation
activity interdependence.?' This may also be a result of acknowledging measurement prob-
lems: in comparison to static efficiencies, practical evaluation of dynamic efficiency claims
faces considerable difficulties, as will be seen in sections 2.5 and 3.4.1. The lack of empiri-
cal studies directly focusing on the effects of mergers on technological progress does there-
fore not come as a surprise. The potential of mergers to generate significant gains in
dynamic efficiency is, however, widely acknowledged.?’ A case study provided by Petrin®
may serve to demonstrate the possible magnitude of dynamic efficiencies: In 1984, the
Chrysler Corporation introduced a car combining the features of a family station wagon and

v Kolasky and Dick (n9) 247.
'8 J Lerner and J Tirole, 'Efficient Patent Pools' (2004) 94 Am Econ Rev 691.

' M Bennett, P de Bijl and M Canoy, 'Future Policy in Telecommunications: An Analytical Framework' (CFB
Document no 005, Centraal Planbureau, Den Haag 2001); F lizkovitz and R Meiklejohn, 'European Merger
Control: Do We Need an Efficiency Defence?' (5th Annual EUNIP Conference, Vienna 2001) 6.

% JA Schumpeter, Theorie der wirtschaftlichen Entwicklung (Duncker&Humblot, Leipzig 1912).

2! See WM Cohen and RC Levin, 'Empirical Studies of Innovation and Market Structure' in R Schmalensee and
RD Willig (eds), Handbook of Industrial Organization (Handbooks in Economics, Amsterdam, Oxford and To-
kyo 1989) 1060; U Bdge, 'Effizienz und Wettbewerb aus Sicht des Bundeskartellamts' in P Oberender (ed) Ef-
fizienz und Wettbewerb (Duncker&Humblot, Berlin 2005) 133.

22 RJ Gilbert and SC Sunshine, 'Incorporating Dynamic Efficiency Concerns in Merger Analysis: The Use of In-
novation Markets' (1994) 63 Antitrust LJ 569ff; International Competition Network, Project on Merger Guide-
lines, Report for the Third Annual Conference in Seoul (2004) 19; Federal Trade Commission, Anticipating the
21st Century. Competition in the New High-Tech, Global Market Place (1996) 32.

8 A Petrin, 'Quantifying the Benefits of New Products: The Case of the Minivan' (2002) 110 J Polit Econ 705,
727.




a full-size van, called a ‘minivan’. The venture’s commercial success was enormous. Today,
every major car manufacturer worldwide has at least one minivan in its product portfolio.
Petrin’s estimation is that during the first five years of production alone the minivan resulted
in a consumer surplus® of $2.8 billion. Although it is not the result of a merger, this case
demonstrates that if merging firms produce different types of products (in this case, cars
and vans) that can lead to the creation of a new product, enormous efficiency gains can be
realised.?

2.3  Measuring the effects of a merger: The welfare standards

In order to distinguish such efficiency ‘gains’ from the ‘losses’ resulting from a merger
requires a reference point or benchmark, i.e. a standard measuring concept. Economists
apply the concept of economic welfare, calculated by aggregating the surplus of different
interest groups in society to assess how well an industry performs.?* The two standards
widely focused on in economic and legal literature are introduced in the following:?’ section
2.3.1 is concerned with the total welfare standard, section 2.3.2 deals with the consumer
welfare standard.

Note, however, that it is strictly a question of competition policy to determine in prac-
tice how much weight to give to each group of market participants, i.e. to choose a welfare
standard.?® The choice of EU and US merger control is described in section 2.3.3.

2.3.1 Total welfare standard

The total welfare standard (TWS) looks at the sum of gains and losses to consumer
and producer surplus;? i.e. it takes account of the effects of the merger on the economy as
a whole. Even if it results in an increase in prices (and therefore a loss in consumer sur-
plus), the TWS may view a merger as socially desirable as long as there is a net gain in to-

% The amount that consumers benefit by being able to purchase a product for a price that is less than they
would be willing to pay. Cf. M Motta, Competition Policy: Theory and Practice (CUP, Cambridge 2004) 19ff.

% DS Evans and AJ Padilla, 'Demand-side Efficiencies in Merger Control' (2003) 26 World Comp 167, 181; JA
Hausman, 'Valuation of New Goods under Perfect and Imperfect Competition' in T Bresnahan (ed) The Eco-
nomics of New Goods (University of Chicago Press, Chicago 1997) 209; PJ Klenow, 'Measuring Consumption
Growth: The Impact of New and Better Products' (2003) 27 Fed Res B Minneapolis Q Rev 10.

% Motta (n24) 18.

%" ¢f. Federal Trade Commission (n22) 25ff (explanation of the Hillsdown or the balancing weights standard).

% |izkovitz and Meiklejohn (n19) 17

% The amount that producers benefit by selling at a market price that is higher than they would be willing to sell
for, i.e. higher than marginal costs; cf. Motta (n24) 19ff.




tal welfare through a greater gain in producer surplus.®® Cost savings from efficiencies must
set off the deadweight loss®' caused by expected anti-competitive effects (mainly price in-
creases). There is no preference of either group of market participants. The logical conse-
quence is that efficiencies need not be passed on to consumers (see section 3.4.4).

2.3.2 Consumer welfare standard

The consumer welfare standard (CWS), in contrast, focuses solely on consumer sur-
plus, thus favouring consumers to producers. In case of price increases the CWS can only
find a merger to be socially desirable if other effects it generates exceed the (increase in)
the resulting deadweight loss. The only way to set-off negative unilateral effects of a merger
is therefore to pass on efficiencies to consumers (see scenario 2, section 2.4) through re-
duced or at least equal prices.

2.3.3 Welfare standards in practice

Economists usually favour the TWS to the CWS. It is as difficult in practice to deter-
mine the ultimate incidence of the respective wealth redistribution resulting from a merger,
as it is to see which group is more deserving, not least because of a certain blur of the bor-
ders between them. Consumers are often also producers, either with their own firms or as
shareholders. Moreover, the CWS is one-dimensional, focusing on price reductions while
arguably neglecting firm-internal efficiencies.

Both standards are commonly criticised for being based on a static, short-term com-
parison.* Long-term dynamic aspects such as changes through innovative activity, techno-
logical progress, emergence of new markets, cross-market consideration of efficiencies etc.
are difficult to incorporate into the analysis. As will be seen below, this causes certain prob-
lems with dynamic efficiency claims.

Notwithstanding the economists’ preference for the TWS, the choice of a welfare
standard is largely a policy decision.** Former Competition Commissioner Mario Monti em-

30 ¢f. Scenario 3, section 2.4.3.

%" The reduction in society’s welfare due to potentially mutually beneficial transactions not occurring because the
firm produces less output.

%2 U Schwalbe, 'Die Berlicksichtigung von Effizienzgewinnen in der Fusionskontrolle - Okonomische Aspekte' in
P Oberender (ed) Effizienz und Wettbewerb (Duncker&Humblot, Berlin 2005) 63, 67.

% p Camesasca, European Merger Control: Getting the Efficiencies Right (Intersentia-Hart, Antwerpen&Oxford
2000) 2.




phasised consumer welfare as ‘the goal of competition policy’.* This is illustrated in the le-
gal basis of efficiency consideration in the EC: the ECMR explicitly requires economies to
be ‘to the consumers’ advantage’®® and emphasizes that efficiencies may counteract anti-
competitive effects, ‘and in particular the potential harm to consumers’.*® According to the
Horizontal Merger Guidelines,*” in turn, ‘[tlhe relevant benchmark in assessing efficiencies
is that consumers will not be worse off as a result of the merger’.

Neither the ECMR nor the Guidelines leave room for a TWS, but have clearly
adopted the CWS. Looking at US merger control, this does not come as a surprise. EC
merger control, especially the Merger Guidelines, heavily rely on the US experience, both in
wording and theoretical background: whereas Section 7 of the Clayton Act is silent as re-
gards efficiencies, the US Merger Guidelines have contained a section on the issue since
1968.% Although it does not expressly refer to the requisite welfare standard, it indicates
that consumer welfare is at its baseline: ‘[tthe Agency considers whether cognizable effi-
ciencies likely would be sufficient to reverse the merger’s potential harm to consumers’.*
Or, in the words of former FTC-Commissioner Thomas Leary: the question for efficiency

analysis under US merger control is ‘in short, will prices be increased or will they not?’.*°

Although Mario de la Mano in a 2002 Commission policy paper views consumer wel-
fare as a ‘multi-dimensional concept including, together with prices, other aspects such as

' it remains to be seen

the quality of the product, the speed and security of supply, etc.’,*
whether such an extended concept of consumer welfare is compatible with the Commis-

sion’s approach to substantial merger appraisal.*?

* M Monti, 'The Future of Competition Policy in the European Union' (Speech at the Merchant Taylor's Hall July
9 2001, Commission Press Release SPEECH/01/340 of July 10 2001).

% Article 2(1)(b) Council Regulation (EC) 139/2004 of 20 January 2004 on the Control of Concentrations be-
tween Undertakings (the ECMR) [2004] OJ L24/1.

% ibid [29]
%" Guidelines on the Assessment of Horizontal Mergers under the Council Regulation on the Control of Concen-
trations between Undertakings (EC) [2004] OJ C31/03 (Guidelines) [79].

%8 The 1992 Department of Justice and Federal Trade Commission Horizontal Merger Guidelines, 1997 Revision
(The US Merger Guidelines) Section 4.

% ibid Section 4, 31; P-E Noel, 'Efficiency Considerations in the Assessment of Horizontal Mergers under Euro-
pean and US Antitrust Law' (1997) 18 ECLR 498, 501; P Areeda, H Hovenkamp and JL Solow, Antitrust Law :
An Analysis of Antitrust Principles and their Application (2nd edn Aspen Law & Business, New York 2000)
940.

1B Leary, 'Efficiencies and Antitrust: A Story of Ongoing Evolution' (ABA Section of Antitrust Law, Fall Forum
2002) 2; cf. Roller, Stennek and Verboven (n9) 61.

*! de la Mano (n11) 18.
42 section 3.4.1.




2.4  Anti-competitive effects vs. efficiency gains: The rationale for considering effi-
ciencies in merger control

Economic literature has been advocating the appraisal of economic efficiencies in
merger control for a long time. The main arguments will be addressed in the following sec-
tions: First, efficiencies may, through external output expansions, enhance welfare even
though prices rise (see section 2.4.1). Second, they may destabilise ability and incentives
for coordinated behaviour in oligopolies prone to tacit collusion (see section 2.4.2). Third,
they may have spill-over effects leading to the diffusion of new technologies (see section
2.4.3). Fourth, they may offset anticompetitive effects of mergers (see section 2.4.4). Sec-
tion 2.4.5 will then illustrate that welfare standards are not merely theoretical issues, but can
in practice determine the outcome of a merger case.

2.4.1 External effects I: Output expansion by competitors

Joseph Farell and Carl Shapiro suggest the taking into account of external effects of
mergers on consumers and competitors in a Cournot oligopoly setting.**> They emphasize
that considerable economies of scale or learning are required for a merger to lead to price
reductions. Yet they also acknowledge that even in case of output reductions resulting from
a merger, external effects could benefit consumers and competitors: if in a Cournot oligop-
oly the merged entity reduces its output, the remaining competitors may respond by
expanding their production. Output reduction and corresponding price increases may
therefore be offset.**

A related approach is taken by Matthias Pflanz and Cristina Caffara: they argue that
efficiency gains passed on to consumers may create desirable incentives for the remaining

competitors to reduce costs and qualitatively improve their product.*

2.4.2 External effects II: Destabilising effect on oligopolies

Barry Harris and David Smith also focus on external factors.*® They show that
merger-related efficiencies may serve as a factor destabilizing coordination in oligopolistic
markets prone to tacit collusion. Accordingly, merger-related cost reductions can lead to a

3 J Farrell and C Shapiro, 'Horizontal Mergers: An Equilibrium Analysis' (1990) 80 Am Econ Rev 107.

44 and that the minimum size of such economies is larger when the market shares of the merging firms is higher
and the elasticity of demand lower (ibid 113ff).

45 M Pflanz and C Caffarra, 'The Economics of GE Honeywell' (2002) 23 ECLR 115.

“6 BC Harris and DD Smith, 'The Merger Guidelines vs. Economics: A Survey of Economic Studies' in ABA (ed)
Perspectives on Fundamental Antitrust Theory (2001).




variation among the cost structures of firms in the market.*’

A merged firm being more effi-
cient has, as a result of its decreased costs, a greater incentive to cheat and adopt an inde-
pendent profit-maximising behaviour. It will therefore be more difficult for the oligopoly to

reach and sustain terms of tacit coordination.*®

2.4.3 External Effects Ill: Diffusion and spill-over effects

Other scholars (particularly Joseph Schumpeter,*® Gary Roberts, and Stephen
Salop®) emphasize potential diffusion through and spill-over effects of mergers. Competi-
tion is not a static, but a dynamic process, and efficiency analysis is thus not limited to ef-
fects on the level of the merged entity. Efficiencies materialising may spread within the
industry or to other markets. As a result, competitors have additional incentives — in order to
keep up with the innovator — either to copy such innovations®' or to innovate on their part.>?
Cost savings generated by the merged entity, in turn, are likely to cause additional competi-
tive pressure on its rivals, thereby leading to diffusion of such economies: competitors may
put additional effort in keeping the innovator’s pace by searching for ways to reduce own
costs and to improve their products.®?

2.4.4 Internal Effects: The Williamsonian welfare trade-off

In contrast to the scholars cited above, Williamson focuses on internal phenomena,
i.e. cost and price reduction on firm level.>* He argues that the deadweight loss resulting
from increased market power must be balanced against a corresponding reduction in aver-
age costs of production. In the resulting trade-off between anticompetitive effects and poten-

" Friederiszick and Réller, (n7) 15.

8 M Motta and H Vasconcelos, 'Efficiency Gains and Myopic Antitrust Authority in a Dynamic Merger Game'
(CEPR Discussion Paper Series, DP 4175/2004) 19.

A Schumpeter, Capitalism, Socialism, and Democracy (G. Allen & Unwin, London 1943).

%0 GL Roberts and SC Salop, 'Efficiency Benefits in Dynamic Merger Analysis' (1995) World Comp L&Econ Rev
5

*" E Mansfield, 'How Rapidly Does New Technology Leak Out' (1985) 34 J Ind Econ 217, 219.

%2 3C Salop, 'Prepared Remarks' (1995) US Federal Trade Commission Hearings on Global and Innovation-
Based Competition 2; RC Levin and others, 'Appropriating the Returns from Industrial R&D' (Cowles Founda-
tion Discussion Papers, Yale University, No 862/1988) 788.

%3 JA Ordover and RD Willig, 'Antitrust for High-Technology Industries: Assessing Research Joint Ventures and
Mergers' (1985) 28 J L&Econ 311, 313ff.

5 0OE Williamson, 'Economies as an Antitrust Defence: The Welfare Tradeoffs' (1968) Am Econ Rev 18; OE
Williamson, 'Economies as an Antitrust Defense: Correction and Reply' (1968) 58 Am Econ Rev 1372; OE
Williamson, 'Economies as an Antitrust Defense: Reply' (1969) 59 Am Econ Rev 954; OE Williamson,
'Economies as an Antitrust Defence Revisited' in A Jacquemin and HW de Jong (eds), Welfare Aspects of In-
dustrial Markets (Leiden 1977) 237.
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tial productive efficiencies, society as a whole obviously enjoys a net welfare gain if efficien-
cies prevail. Williamson’s conclusion was that a merger yielding non-trivial economies must
lead to substantial increases in market power and prices for the net allocative effects to be
negative.*®

The academic debate on Williamson’s model was largely focused on implementation
considerations.®® The main criticisms can be summarized as follows: first, a precondition of
performing the trade-off is to know the elasticity of demand in the market(s) at issue. Its de-
termination in real life antitrust enforcement is a complex if not impossible task, let alone the
provision of firm-internal information needed for the model.>” Second, competition is a dy-
namic scenario. The Williamsonian model does not consider temporal and potentially detri-
mental effects of an increase in market power, but analyses the effect of market power as a
merely static ‘snapshot’ of the market in equilibrium.®® Third, the model neglects to consider
how one merger can induce others, resulting in higher concentration with corresponding
anti-competitive effects.®® A fourth criticism, as will be seen below, is specifically related to
dynamic efficiencies, which are very difficult to reconcile with the focus of the Williamson
trade-off on price effects.

Notwithstanding all criticism of the model, it should — as with any model — not be
misunderstood as a guide to the practical implementation of efficiency considerations in
merger control. Rather, it represents a useful tool in explaining and illustrating the role of
efficiency considerations in substantial merger appraisal. In contrast to the abovementioned
approaches, the Williamsonian model is open to graphic illustration. It is based on a rela-
tively straightforward number of variables and provides — at least in theory — the merit of
quantifiability of effects. | will therefore use it as a basis for an illustration of merger effects
in the following section.

2.4.5 lllustration

Welfare standards are not just a theoretical issue, but can predetermine the outcome
of a merger case. It will be seen in the following that, though the choice of a welfare stan-

%5 AA Fisher and RH Lande, 'Efficiency Considerations in Merger Enforcement' (1983) 71 Calif L Rev 1582,
1583. Roberts and Salop (n52) show that greater efficiency gains are needed than expected by Williamson.

% of. K Kinne, Effizienzvorteile in der Zusammenschlusskontrolle (Nomos, Baden-Baden 2000) 66ff.

%" Farrell and Shapiro (n43) 109; DA Yao and TN Dahdouh, 'Information Problems in Merger Decision Making
and Their Impact on Development of an Efficiencies Defense' (1993) 62 Antitrust LJ 23ff.; cf. section 4.3.

°8 Fisher and Lande (n55) 1634ff, RA Kassamali, 'Reviewing the E.C. Merger Regulation's Community Dimen-
sion-Thresholds in the Light of Economics and Experience in Merger Control' (1996) 21 ELR CC/89 93.

% Kinne (n56) 67.
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dard does not make a difference in every single case, there are cases in which a case
would be blocked under a CWS, but allowed under a TWS.

Consider a duopolistic market, the two firms producing a homogenous good.® Fig-
ure 2.1 shows the corresponding demand function (DD’) and marginal revenue function
(MR).

price
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Figure 2.1 (Scenario 1 and Scenario 2)

Three assumptions will be made: First, there is a linear demand curve (indicated by
the line DD’). Second, returns to scale technology is constant (described by the lines of
constant marginal costs ¢ and c®, respectively). Third, the firms in the market will act ra-
tionally in a way that maximizes profits.

Pre-merger total output of the two firms together is g units at a price of p? per unit.
Marginal costs amount to c®. As a result, consumer surplus is equivalent to the triangle
DSp?, whereas producer surplus amounts to the rectangle p?SWc®. Now the two firms
merge. Figure 2.1 shows two alternative scenarios:

Scenario 1

In scenario 1, marginal costs stay at the level of ¢ but output is reduced to monop-
oly level g™ (which lies below pre-merger output) and price rises to p™ per unit, which lies

 The following model can be transferred to non-monopolising mergers and differing demand and marginal
revenue functions, see M Waterson, 'Economies of Scope within Market Frameworks' (1983) 1 Int J Ind Organ
223ff.
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above the pre-merger price. No efficiencies occur. As a consequence, consumer surplus
decreases to an amount equivalent to the triangle DRp™, whereas producer surplus in-
creases to the rectangle p™RVc?.

All things considered, however, total welfare has decreased as a result of an in-
crease in deadweight loss (represented by triangle RSZ). The gain in producer surplus is a
mere transfer from consumer surplus and is therefore not a gain in total welfare.®' Both from
the perspective of consumer and total welfare standard, the merger is socially undesirable.

Scenario 2

In scenario 2, marginal costs fall, as a result of efficiencies due to the merger, to c®.
Output therefore increases to q°, whereas price falls to p® per unit, which lies below both the
monopoly price p" and the pre-merger price p®. In consequence, both consumer and pro-
ducer surplus increase: The former to the triangle DTp®, the latter to the rectangle p*TUc®.
As a consequence, consumer and total welfare increases. The merger is socially desirable,
regardless of which welfare standard is chosen.®?

Scenario 3

In contrast to this, Figure 2.2 shows a third scenario, where even in the presence of
efficiency gains post-merger prices are higher than those pre-merger:
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Figure 2.2 (Scenario 3)

® Kinne (n56), 66.
62 section 3.3.2.
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Marginal costs fall, again, to c®. Output is now decreased to q° (which lies below pre-
merger output g, yet above output g™ in Alternative 1, where no efficiency gains occured).
The post-merger price p® now lies between p? and p™. The result is ambivalent: Whereas
consumer surplus has decreased from triangle DTp® to DSp®, producer surplus has in-
creased from rectangle p®TWc?® to p°SUc®. The gain in producer surplus is, however, greater
than the loss in consumer surplus.

In this scenario, the choice of the welfare standard makes a difference. Under the
CWS, the merger could not be cleared. Under the TWS, however, the transaction would be
allowed, for the gain in producer surplus exceeds the loss in consumer surplus. The fact
that the choice of a welfare standard can determinate the outcome of a merger case is an
important issue to be kept in mind by competition policymakers: only merger-related effects
conceptually within the scope of the chosen standard can be taken into account in practice.

This leads to a further issue: the focus of the Williamsonian model is clearly on cost
or price effects on the market where the merger takes place. If a merger leads to other ef-
fects than that (be it non-price effects or effects in a different market), the model has con-
siderable difficulties in taking them into account. This will be analysed in more detail below
(see section 3.4.1).

2.5 Specific difficulties with dynamic efficiency claims

Section 2.2.2 showed that, over the long run, dynamic efficiencies are capable of
having significant effects on consumers.® It may thus at first sight seem somewhat striking
that they play a very limited part in practice: competition authorities tend to be sceptical
about dynamic efficiency claims. Should there be a more receptive attitude? There is, as it
appears, no easy answer to this question, and it is important to be aware of the difficulties in
the practical assessment of such claims. Former Competition Commissioner Monti empha-
sized that it was important to ‘maintain a touch of healthy scepticism’ towards efficiencies.®
In what follows, | will briefly present the most important reasons why this is particularly true
with regard to dynamic efficiencies:

% Evans and Padilla (n25) 1.

% M Monti, 'Review of the EC Merger Regulation - Roadmap to the Reform Project' (Conference on Reform of
European Merger Control, British Chamber of Commerce, Brussels, Commission Press Release
SPEECH/02/252 of 4 June 2002).




Problems of objective measurement and predictability

There is often a direct relation between static efficiencies and post-merger prices
and/or costs. Technological progress, in contrast, is much more difficult to measure.
Whereas the Williamsonian trade-off is focused on allocative and productive efficiencies,
dynamic efficiencies do not easily fit in. Even where they have the potential to lead to lower
prices, the inherent uncertainty of timing and extent lies considerably beyond that of static
efficiencies.®® Objective measurement is therefore a much bigger hurdle to overcome for
dynamic efficiencies in merger review.®

Information and evidentiary problems

Dynamic efficiency claims are usually of a complex nature. Their appraisal requires a
considerable amount of information often difficult to acquire both for the merging parties
themselves and the competition authorities: either the information is not existent (dependent
on future events such as the development of a new technology), or it is internal to the merg-
ing firms.®” The usual consequence will be (i) information insufficiency, i.e. the competition
authorities will have an insufficient basis for a decision on the transaction, and (ii) informa-
tion asymmetry, i.e. a material information disparity between merging firms and competition
authorities. What follows is that firms often overstate the potential impact of efficiencies.®®
Closely connected with this are evidentiary problems for the merging parties: claims of dy-
namic efficiencies are easy to assert, but — due to their highly speculative and stochastic
nature®® — difficult to prove.”® The more sympathetic an approach adopted by the competi-
tion authorities, however, the higher the probability of type | errors.

Timing
In practice, the delay with which the claimed efficiency is expected to realise has

considerable impact on the relative weight of that particular claim. Generally, dynamic effi-
ciencies are rather a long-term than a short-term concept. They are therefore rather difficult

% TM Jorde and DJ Teece, 'Rule of Reason Analysis of Horizontal Arrangements: Agreements Designed to Ad-
vance Innovation and Commercialize Technology' (1993) FTC <http://www.ftc.gov/opp/global /jorde2.htm> (12
February 2006) 2.

% section 3.4.1; de la Mano (n11) 17.
67 Schwalbe (n32) 89.

% A Cosnita and J-P Tropeano, 'Merger Control with Asymmetric Information - What Structural Remedies Can
and Cannot Achieve' (EUREQua, Universite de Paris | 2005) 6; Boge (n21) 138; for a theoretical basis: Réller,
Stennek and Verboven (n7) 119; cf. sections 3.4.6/4.3.

%9 J Kattan, 'The Role of Efficiency Considerations in the Federal Trade Commissions Antitrust Analysis' (FTC
Hearings on Global and Innovation-Based Competition, November 14, 1995); J Kattan, 'Efficiencies and
Merger Analysis' (1993) 62 Antitrust LJ 513.

oy Bdge and W Jacobi, 'Die Berlicksichtigung von Effizienzen in der Fusionskontrolle' (2005) 60 BB 113, 138;
sections 3.4.6/4.3.
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to offset against potential short-term anti-competitive effects. Considerable depreciation is
usually the consequence.”

Cross-market consideration

Mergers involving dynamic efficiencies such as the development of new products are
likely to impact multiple markets. A transaction may cause certain anti-competitive effects in
one market, but at the same time create dynamic efficiencies in another non-affected mar-
ket.” To trade-off efficiency gains across markets, however, may pose great difficulties to
competition authorities, not least because this involves complex issues of inter-personal in-
come redistribution.”

Mergers can be detrimental to innovation

Considering that a merger usually yields the greatest dynamic efficiencies where the
firms are conducting overlapping R&D programmes, the incentive to innovate might be sub-
stantially reduced where they are ‘major “poles of innovation” in relation to a particular prod-
uct’.” Above this, merging two paths of R&D into one can mean potential elimination of a
future alternative product and thus potential lessening of future competition.”® Furthermore,
competitive pressure might be weakened so that the merged entity does not feel compelled

to achieve efficiency gains anymore, or to pass them on to the consumer.”®

2.6  Summary

We have seen so far that mergers can result in certain anticompetitive effects, but at
the same time lead to gains in economic efficiency. We have identified two types of such
gains, static and dynamic. Economists view the potential benefit from efficiencies from vari-
ous perspectives, be it internal (Williamson) or external effects (Farell, Shapiro and others).
Common to these approaches is the acknowledgement that, under certain conditions, effi-
ciency gains may indeed offset anti-competitive effects. It has been pointed out above that
dynamic efficiencies, at least theoretically, bear greater potential than static efficiencies. At
the same time, however, there are numerous difficulties as regards their practical implemen-
tation which have to be kept in mind in the course of the following analysis. From this point,

™ de la Mano 47; section 3.4.2.

"2 ibid (n11) 24.

73 Section 3.4.3.

™ JIzkovitz and Meiklejohn (n19) 20; Bége, ' Effizienz' (n21) 141.

5 AJ Padilla, 'Efficiencies in Horizontal Mergers: Williamson Revisited' (unpublished, August 2005) 9; Gilbert
and Sunshine (n22) 590.

6 Boge (n21) 141.




we can now go on to explore the position of European merger control towards dynamic effi-
ciencies. The following chapter will proceed as follows: in a first step, | will examine the
Commission’s attitude towards efficiency claims under the old merger control regime. This is
necessary to understand the background of the introduction of a separate chapter on effi-
ciencies in the new Guidelines and, more specifically, the requirements stipulated therein. In
a second step, | will briefly explain the legal basis and the methodology of how the Com-
mission integrates efficiency considerations in its substantial appraisal of a transaction. In a
third step, | will critically analyse the aforementioned requirements and their application to-
wards dynamic efficiency claims in order to be able to assess the practical prospects for
such claims.
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3 Assessing dynamic efficiency claims under the ECMR — Economic and legal
implications

3.1 Introduction

In the previous chapter, we looked at the basic economics of merger-related efficien-
cies. We saw that mergers can lead to substantial economies, which potentially causes a
conflict of interest for competition enforcers: while risks of increasing market power, poten-
tial collusion, etc. may argue against a transaction, chances of realising merger-related effi-
ciency gains may militate for the transaction to be cleared.”” In the following chapter, we will
analyse how the new EC merger control regime treats dynamic efficiency claims in practice.
Under the old ECMR, efficiencies did not have an important part to play. Under the new
framework, they are for the first time explicitly taken into account. Is there — de lege lata —
room for dynamic efficiencies in the current merger control regime, i.e. does the new open-
ness to efficiency considerations represent a shift to a more receptive attitude — especially
as regards dynamic efficiencies — providing parties with an additional layer of arguments to
offset adverse competitive effects otherwise resulting from the merger? Or is it more of a
rhetorical nature?

The analysis will start with a brief account of the Commission’s pre-2004 decisions
regarding merger-related efficiencies in general (see section 3.2). This will be followed by a
short analysis of the legal basis for efficiency considerations within the new framework and
the methodology of their integration into the Commission’s substantial appraisal of a trans-
action (see section 3.3). Section 3.4 then provides a detailed discussion and evaluation of
the requirements for efficiencies contained in the Guidelines and their practical applicability
to dynamic efficiencies.

3.2  Efficiencies under the old merger control regime

EC merger control used to be reluctant towards acknowledging efficiency claims.”
There were no hints in the Recitals of the old ECMR and no merger guidelines, so that the
sole reference to efficiencies in Article 2(1)(b) ECMR"® could not provide much guidance.

" OE Williamson, 'Economies as an Antitrust Defence: The Welfare Tradeoffs' (1968) Am Econ Rev 1834; |
Schmidt, 'Kommentar: Fusionskontrolle - Effizienz durch Wettbewerb oder Konzentration? ' (2004) 54 WuW
359; P Camesasca, European Merger Control: Getting the Efficiencies Right (Intersentia-Hart, Antwer-
pen&Oxford 2000) 403.

"8 There are no CFl or ECJ judgements on merger-related efficiency claims.

" Council Regulation (EEC) 4064/89 of 21 December 1989 on the Control of Concentrations be-
tween Undertakings [1989] OJ L395/1.




The Commission was (and is) required to take into account ‘the development of technical
and economic progress provided that it is to consumers’ advantage and does not form an
obstacle to competition’. This translates into two criteria: (i) consumers have to benefit from
the claimed ‘technical and economic progress’, and (ii) the claimed ‘technical and economic
progress’ may not become an obstacle to competition. The second requirement was argua-
bly the main reason for some commentators to believe that efficiencies should not be
treated as a ‘defence’ to an otherwise anticompetitive merger, and that the Commission
should view efficiencies as an additional reason for prohibiting a merger on the ground that
they would further entrench the parties’ dominant position.°

In de Havilland, the first decision made under the old ECMR, the Commission explic-
itly left open ‘whether such [efficiency] considerations are relevant for assessment under
Article 2 of the Merger Regulation’.?" Nevertheless, it outlined certain requirements by em-
phasizing that efficiencies had to be both merger specific and substantial, with the burden of
proof resting on the merging firms.®? It remained unclear, however, whether such economies
would have to be passed on to the consumer.

In ACCOR/Wagon-Lits, the relevance of efficiency gains was not explicitly ques-
tioned, yet the Commission observed ‘that the increases in productivity (...) remain vague,
and have not been evaluated’ and, in any case, appeared to be insubstantial.®®* The deci-
sion made clear that evidence for merger-related efficiencies would have to be substanti-
ated.® Irrespective of the evidence provided, the claimed economies were not seen as
merger specific, and it was doubted that the merged entity would have any incentive to pass
on the assumed gains to consumers.®

In Saint-Gobain/Wacker-Chemie, the advantages of potential synergies were for the
first time weighed against the expected anticompetitive effects of the merger. Nevertheless
the Commission refused a clearance decision since the claimed efficiencies were (i) out-
weighed by the possibility of a price increase, and (ii) would not be passed on to consum-

ers.%

80 ¢f. IK Gotts and CS Goldman, 'The Role of Efficiencies in M&A Global Antitrust Review: Still in Flux?' in BE
Hawk (ed) Annual Proceedings of the Fordham Corporate Law Institute, International Antitrust Law and Policy
(Fordham Corporate Law Institute, 2003) 201, 220.

81 Aerospatiale Alenia/de Havilland (Case 1V/M043) Commission Decision 91/619/EEC [1991] OJ L 334/42 [65];
L Hawkes, 'The EC Merger Control Regulation: Not an Industrial Policy Instrument’ (1992) 13 ECLR 34, 36.

82 perospatiale Alenia/de Havilland (n81) [65]-[671/[69] .

83 ACCOR/Wagons-Lits (Case 1V/M126) Commission Decision 92/385/EEC [1992] OJ L 204/1 [26 (2) (f)].
8 Camesasca (n77) 295 f.

8 ACCOR/Wagons-Lits (n83) [26].

# saint-Gobain/Wacker-Chemie (Case IV/IM774) Commission Decision 97/610/EC [1997] OJ L 247/1 [246].




In MSG Media Service, the first merger case after AT&T/NCR®' to explicitly consider
dynamic efficiencies®, the Commission acknowledged that the transaction might actually
promote progress and innovation in the field of digital television technologies. The merger
was nevertheless prohibited: the transaction was assessed to ‘lead to a sealing-off of and
early creation of a dominant position on the future market for technical and administrative
services and to a substantial hindering of effective competition on the future market for pay-
TV’,% thereby triggering the exception clause in Article 2(1)(b) ECMR. A similar position was
taken in Bertelsmann/Kirch/Premiere® and Nordic Satellite Distribution®:. In the latter case,
the Commission acknowledged beneficial effects for the telecommunications infrastructure,
but saw a high probability of potential foreclosure due to the potentially strong market posi-
tion of the merged entity. Additionally, the occurrence of efficiencies only in the long term
was seen as a discounting factor. 2

Dynamic efficiencies also played a part in Ciba-Geigy/Sandoz, where the Commis-
sion found that ‘[o]n account of the synergies in R&D (...), the economies of scale just de-
scribed will lead to an additional strengthening of [the merged entity’s] R&D potential’.*
This was, however, not crucial to the Commission’s decision, since resulting from a high
probability of strong market entry, the firms’ expected dominant position would quickly be

eroded, so that the transaction would not be anticompetitive in the first place.®*

In ABB/Daimler-Benz, the Commission arguably considered efficiencies as a factor
undermining coordination within the post-merger duopolistic market: ‘[t}he chances of com-
petitive offers against Siemens [the remaining competitor] will in fact be improved, so that
the competitive structure inside the duopoly will be improved’.%

In contrast, the Commission at times took a virtually hostile approach: in AT&T/NCR,
it stated that ‘[i]t is not excluded that potential advantages flowing from synergies may cre-

87 ¢f. n9s.

8 Dynamic efficiency cases under Article 81 have been considered with a more receptive attitude, cf. Carbon
Gas Technologie (Case 1V/29955) Commission Decision 83/669/EEC [1983] OJ L 376/17; Fujitsu AMD Semi-
conductors (Case 1V/34891) Commission Decision 94/823/EC [1994] OJ L 341/66; Mercedes-
Benz/Kéasshohrer (Case IV/M477) Commission Decision 95/354/EC [1995] OJ L 211/1 [66 (e))/[67]ff (implicit
reference to dynamic efficiencies); M Glader, 'Research and Development Cooperation in European Competi-
tion Law - A Legal and Economic Analysis' (CFE Working Paper Series No 6 2000).

8 MSG Media Service (Case 1V/IM469) Commission Decision 94/922/EC [1994] OJ L 364/1 [100]ff.
% Bertelsmann/Kirch/Premiere (Case IV/IM993) Commission Decision 1999/153/EC [1999] OJ L 53/1 [122].
" Nordic Satellite Distribution (Case 1V/M490) Commission Decision 96/177/EC [1996] OJ L 53/20.
92 .. ..
ibid [146].
% Ciba-Geigy/Sandoz (Case IV/IM737) Commission Decision 97/469/EC [1997] OJ L 201/1 [171].
% ibid [170].
% ABB/Daimler-Benz (Case 1V/M580) Commission Decision 97/25/EC [1997] OJ L 11/1 [112]-[115]. See also

Mannesmann/Vallourec/llva (Case IV/M315) Commission Decision 94/208/EC [1994] OJ L 102/15 [55]ff; cf.
section 2.4.2.

20



ate or strengthen a dominant position’.*® The same occurred in De Beers/LVHM.¥ In
GE/Honeywell, the Commission took cost efficiencies and corresponding chances to market
product packages at lower prices as leading to substantial foreclosure effects.®® In Agfa-
Gevaert/Du Pont, economies of scale in production and sales were deemed to lead to such
an improved market position that potential competitive constraints would not suffice to coun-
teract a risk of dominance.®

In general, it can be said that in cases where the merger would create or strengthen
a dominant position on the relevant market, efficiencies were not taken into account. This
was most clearly spelled out in Danish Crown Vestjyske Slagterier: ‘[t]he creation of a domi-
nant position (...) means that the efficiencies argument put forward by the parties cannot be
taken into account’.’® In cases where the transaction did not lead to anticompetitive effects,
however, the Commission regularly found that ‘the assessment of claimed efficiencies (...)
[is] not necessary for the purposes of the decision’.’®" Summing up, the Commission’s deci-
sional practice reflects the motives at the centre of the (old and new) ECMR, i.e. the protec-
tion of competitive structures and therefore the prevention of merger-related increases in
market power. The insignificant part efficiencies played in the past does thus not come as a
surprise.'®

At the same time, the case practice indicates a number of essential requirements for
any efficiency claim: gains would have to be (i) substantial, (ii) merger-specific, (iii) passed
on to the consumer, (iv) timely, and (v) verifiable.

3.3  Efficiencies under the new merger control regime: methodology

3.3.1 Thelegal basis

When the Commission decides whether a transaction will ‘significantly impede effec-
tive competition’, efficiency claims are (still) considered under Article 2(1)(b) ECMR.'®* Effi-
ciencies as such are not mentioned in the legally binding part of the new ECMR. Read in

% AT&T/NCR (Case 1V/M0050) Commission Decision of 18 January 1991 [1991] OJ C 016/00 [30].
" De Beers/LVMH (Case COMP/M2333) Commission Decision 2003/79/EC [2003] OJ L 29/40 [102]-[105].

% General Electric/Honeywell (Case COMP/M2220) Commission Decision 2004/134/EC [2004] OJ L 48/1
[350]ff.

9 Agfa-Gevaert/Du Pont (Case 1V/M986) Commission Decision 98/475/EC [1998] OJ L 237/26 [61]ff.

1% banish Crown/Vestjyske Slagterier (Case 1V/M1313) Commission Decision 2000/42/EC [2000] OJ L 20/1
[198].

197 Office Depot/Guilbert (Case 1V/M3108) Commission Decision of 23 May 2003 [2003] OJ C 186/26 [69]; Bos-
kalis/HBG (Case IV/IM1877) Commission Decision of 4 July 2000 [2000] OJ C 320/8 [22].

102 p Montag, 'Effizienz und Wettbewerb in der rechtlichen Praxis am Beispiel der europaischen Fusionskontrol-
le' in P Oberender (ed) Effizienz und Wettbewerb (Duncker&Humblot, Berlin 2005) 95, 107.

103 section 3.2.
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conjunction with Recital 29 (‘it is appropriate to take account of any substantiated and likely
efficiencies put forward by the undertakings concerned’), however, Article 2(2) ECMR now
contains an unwritten exception to the prohibition of mergers resulting in significant impedi-
ments to effective competition.'™ Moreover, the Merger Guidelines published in January
2004'% contain a separate chapter on efficiency considerations.'®

3.3.2 Integration into the decision making procedure

The consideration of efficiencies under the ECMR and the EC Guidelines is some-
times referred to as an ‘efficiency defence’. This is not quite correct, since it would imply a
sequential approach, i.e. efficiency considerations only intervening after a finding of signifi-
cant impediment to effective competition. In contrast, the Commission follows an integrated
approach by assessing all aspects of the merger before arriving at a conclusion whether or
not the transaction is anticompetitive.'”” Recital 29 of the ECMR articulates the possibility
that, following the realisation of efficiencies, ‘the concentration would not significantly im-
pede effective competition’. Similarly, Article 2(1)(b) ECMR and Recital 76 of the Guidelines
refer to the ‘overall competitive appraisal of the merger’ as the stage where efficiency claims
are to be considered.'® Once the proposed merger exceeds the thresholds stipulated in
Article 1 ECMR, efficiency considerations therefore form a part of the Commission’s review.

This resembles the US approach, where efficiency analysis is a matter of prosecuto-
rial discretion in the competitive effects stage of the substantial appraisal of a transaction.’®

% On the pre-2004 debate on whether or not the ECMR leaves room for efficiency considerations at all see PD
Camesasca, 'The Explicit Efficiency Defence in Merger Control: Does it Make the Difference?' (1999) 20
ECLR 14, 24; U Immenga in U Immenga, EJ Mestmacker and V Emmerich, GWB: Gesetz gegen Wettbe-
werbsbeschrankungen: Kommentar (2nd edn C.H. Beck, Miinchen 1992) Art. 2 ECMR 168ff; T Heineke, Ent-
lastungsgriinde in der européaischen und US-amerikanischen Zusammenschlusskontrolle (Nomos, Baden-
Baden 2004) 64ff.

'%% Guidelines on the Assessment of Horizontal Mergers under the Council Regulation on the Control of Concen-
trations between Undertakings (EC) [2004] OJ C31/03 (Guidelines).

1% ibid [77]-[87].

97 A Strohm, 'Effizienzgesichtspunkte und Europaische Wettbewerbspolitik' in P Oberender (ed) Effizienz und
Wettbewerb (Duncker&Humblot, Berlin 2005) 114, 116.

'%8 U Boge and W Jacobi, 'Die Berlicksichtigung von Effizienzen in der Fusionskontrolle' (2005) 60 BB 113ff; D
Gerard, 'Merger Control Policy: How to Give Meaningful Consideration to Efficiency Claims?' (2003) 40 CML
Rev 1367, 1399ff; discussion of different approaches: L-H Réller, J Stennek and F Verboven, Efficiency Gains
from Mergers, Report for EC Contract 11/98/003 (CEPR, London 2001) 58ff/90ff;, Camesasca (n77) 8/34ff.

1% Case examples at Gerard (n108) 1371ff; Federal Trade Commission, Anticipating the 21st Century (FTC
Staff Report) (1996) 14.
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Claimed economies come into play as a potential rebuttal of the DOJ’s/FTC’s prima facie

case of illegality.”®

3.4 The new EC merger control regime: How much room for dynamic efficiencies
does it leave?

According to the EC Merger Guidelines,""" claimed efficiencies should be quantified
wherever possible (see section 3.4.1), occur within a certain time frame (see section 3.4.2),
and should arise in the same market where the anticompetitive effects are realised (see
section 3.4.3). They should be a specific result of a merger, not otherwise reasonably at-
tainable (see section 3.4.4), benefits should be passed on to the consumer (see section
3.4.5), and should be verifiable (see section 3.4.6). The following analysis focuses on diffi-
culties with these requirements arising in relation to dynamic efficiency claims. The question
at the core of this is whether the new Guidelines represent a workable analytic framework
for the evaluation of dynamic efficiency claims in merger cases. Is there room for dynamic
efficiencies in the current merger control regime?

3.4.1 Dynamic efficiencies and quantification

According to the Guidelines, efficiency claims have to be ‘substantiated’, ‘verifiable’,
‘precise and convincing’, and should be quantified ‘[w]here reasonably possible’.’'? Other-
wise, the requirement appears to be relaxed: if ‘the necessary data are not available to al-
low for a precise quantitative analysis’, a claim must at least be sufficiently precise to enable
the Commission ‘to foresee a clearly identifiable positive impact on consumers, not a mar-
ginal one’.

Section 9.3 of Form CO'™ invites notifying parties to make efficiency claims and to
provide detailed quantification, including estimated cost savings and assessments of the
significance of new product introductions and improvements. Notwithstanding the voluntary
nature of completion, it should be in the parties’ interests to give a full response with their
notification, in order to provide a proper commercial framework for the deal, and to give the

"0 ETC v. Butterworth Health Corp. 946 F Supp 1285 (WD Mich 1996) 1300ff.; FTC v. Butterworth Health Corp.,
affirmed 121 F3d 708 (6th Cir 1997); FTC v. University Health, Inc. 938 F2d 1206 (11th Cir 1991) 1218/1222;
P Areeda, H Hovenkamp and JL Solow, Antitrust Law : An Analysis of Antitrust Principles and their Application
(2nd edn, Aspen Law & Business, New York 2000) 153ff.; Camesasca (n77) 281ff.

" Guidelines (n105) [79]-[88].

"2 Guidelines [771/[86].

"% Annex | to Commission Regulation (EC) 802/2004 of 7 April 2004 Implementing Council Regulation (EC)
139/2004 on the Control of Concentrations Between Undertakings [2004] OJ L133/1.
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Commission time to verify the claims.'* As will be seen below, however, quantification of
dynamic efficiencies encounters serious difficulties.

Are dynamic efficiencies open to quantification at all?

Innovation does hardly present itself in countable units of any sort. It is difficult to say
that a firm’s innovative activity has generated a certain ‘output’. The development of a new
product, for instance, does not say much about its future market success, nor does the fact
that one firm registers more patents than another — both can only play the role of proxies.'"
The question asked when assessing the effect of a merger on the innovative activity of a
new entity can therefore not be ‘how much innovation will take place’, but has to relate to an
(at least theoretically) measurable reference point. In a system where this reference point is
consumer welfare, one has to ask for the extent of merger-related gains in consumer sur-

plus.

The precise quantification of consumer surplus in any static situation is very difficult
due to the fact that reserved prices, elasticity of demand, etc. are complex concepts difficult
to fasten down to numbers.""® Not surprisingly, in a dynamic setting (focusing on a firm’s
innovative activity) this difficulty even increases.""” In what follows, we will look at three par-
ticularly problematic aspects of dynamic efficiency as regards quantification: (i) the fact that
alternative innovation decisions bear numerous different results, (ii) the problem that innova-
tion is highly stochastic in nature and therefore necessarily encumbered with uncertainty,
and (iii) the systematic difficulty that dynamic efficiencies sit uneasily with a consumer wel-
fare standard that is essentially focused on price effects.

0] Consequences of alternative innovation decisions

Forecasting a post-merger increase or decrease in consumer welfare is not re-
stricted to predicting one outcome. As regards dynamic efficiencies, the consequences of
alternative innovation decisions have to be taken into account.'™® If a merger is prohibited,
the participating firms will not give up their innovative efforts, but will try to achieve similar
results through alternative means. Consequently, there will be two alternative innovation
decisions, i.e. two alternative outcomes to that following a merger of the firms. When quanti-

"4 EU Commission, 'DG Competition Best Practices on the Conduct of EC Merger Control Proceedings' (2003)

[16]-[19].

"% Areeda, Hovenkamp and Solow (n110) §1975g; M Trajtenberg, 'The Welfare Analysis of Product Innovations,
with an Application to Computed Tomography Scanners' (1989) 97 J Pol Econ 444, 446.

"1 section 2.4.5.

" wy Kolasky and AR Dick, "'The Merger Guidelines and the Integration of Efficiencies into Antitrust Review of
Horizontal Mergers' (2003) 71 Antitrust LJ 207, 229.

"8 JF Brodley, 'The Economic Goals of Antitrust: Efficiency, Consumer Welfare, and Technological Progress'
(1987) 62 NYU L Rev 1020, 1029.
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fying dynamic efficiencies, it is not enough to compare the status quo ante to the post-
merger hypothetical outcome. The comparison will rather have to be drawn between three
hypothetical outcomes (this does, as should be noted, not necessarily relate to the addi-
tional requirement of merger specificity. Even if a claimed efficiency can only be achieved
through a merger, this does not tell us whether it will cause a greater gain in consumer wel-
fare as the result of an alternative innovation decision).

Attempting to quantify dynamic efficiencies therefore necessarily entails a combina-
tion of uncertainty and speculation. It is speculative even to calculate an ad hoc demand
curve, let alone to calculate one ad hoc and two hypothetical demand curves (and, of
course, a few more variables).

(i) Highly stochastic nature of innovation

All types of efficiency claims are by definition forward-looking, necessarily encum-
bered with uncertainty. The likelihood of an efficiency claim materializing must thus be a de-
cisive factor when assessing its prospects. The degree of uncertainty, however, varies with
the type of efficiency claim. Whereas comparatively simply-structured productive efficiencies
can be predicted in a rather straight-forward manner, the situation becomes highly complex
when it comes to dynamic efficiencies: even though the prospects of success held to an in-
novation decision may be high, it may still turn out not to result in any marketable output.
Innovation is by definition a risky and uncertain venture. What makes it so difficult to predict
is that the analysis is burdened with two kinds of uncertainty: there is uncertainty as to
whether there will be an output at all, and there is uncertainty as regards the market suc-
cess of an expected outcome. This adds further problems to the quantification task.

(iii) Dynamic efficiencies and a price-focused consumer welfare standard

The chosen reference point as such causes problems in quantifying dynamic effi-
ciencies. Since consumer surplus appears to be the only meaningful quantifiable magnitude
under the CWS, quantification has to focus on price effects.'' It is (relatively) easy to per-
form a trade-off analysis in case of productive efficiency claims usually translatable into
price terms through referral to decreased production costs.'® To relate innovation to price
effects is a much more challenging task.'?' In case of process innovation directly transferred

"% CW Conrath and NA Widnell, 'Efficiency Claims in Merger analysis - Hostility or Humility?' (1999) 7 Geo Ma-
son L Rev 685, 694: concentrating ‘solely on price effects for convenience in modelling’.

120 ihid 701; GJ Werden, 'An Economic Perspective on the Analysis of Merger Efficiencies' (1997) 11 Antitrust
Mag 12; TJ Muris, 'The Government and Merger Efficiencies: Still Hostile After All These Years' (1999) 7 Geo
Mason L Rev 729.

12! Gerard (n108) 1379; W Kolasky, 'Remarks' (FTC/DOJ Joint Workshop on Merger Enforcement, Washington,
DC 2004) 4ff.
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into cost savings, there may be less of a problem.'? Dynamic efficiencies do, however,
mostly translate into unchanged costs producing a better product or an entirely new qual-
ity/cost combination that consumers prefer over previous offerings. This is difficult to inte-
grate into a price-focused welfare analysis: if the price focus is kept, can improved quality or
new products be expressed in beneficial price effects?'® If it is relaxed, how much of an
increase in price could be compensated for by a certain percent increase in quality or a new

product?'?*
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Figure 3.1 (Shift of the demand curve)

There are existing models to accommodate innovation and price effects in economic

literature, based on hedonic price functions'?®, discrete choice models'®

127

(and the corre-
sponding welfare analysis): “* consider a technologically dynamic product class whose dif-

ferent brands can be categorized using quality and price dimensions. Product innovation is

122 KA Bockus, DW Northcut and ME Zmijewski, 'Criteria for Cognizable Efficiencies in Antitrust Litigation: Les-
sons from United States v. Oracle Corporation' (Chicago Partners, Chicago 2004) 8.

123 A Strohm and L Réller, 'Okonomische Analyse des Begriffs ,significant impediment to effective competition*
(EU Commission, Brussels 2005) http://europa.eu.int/comm /competition/speeches/text/sp2005_012_de.pdf
(12 January 2006) 12; Strohm (n107) 111.

124 AA Fisher and RH Lande, 'Efficiency Considerations in Merger Enforcement' (1983) 71 Calif L Rev 1582,
1634.

'25 For an introduction to hedonics: Z Griliches, Price Indexes and Quality Change: Studies in New Methods of
Measurement (Harvard University Press, Cambridge, Mass. 1971); S Rosen, 'Hedonic Prices and Implicit
Markets: Product Differentiation in Pure Competition' (1974) 82 J Pol Econ 34.

'26 b McFadden, 'Econometric Models of Probabilistic Choice' in C Manski and D McFadden (eds), Structural
Analysis of Discrete Date, with Economic Applications (MIT Press, Cambridge, Mass. 1981).

27 Trajtenberg (n115) 446.

26


http://europa.eu.int/comm%20/competition/speeches/text/sp2005_012_de.pdf

then described as a change in the composition of this product class, following either the in-
troduction of a new product or the qualitative improvement of an existing product. Under
certain assumptions, the application of such a model to data of sales per brand could then
estimate the parameters of the respective demand functions. As a consequence, the magni-
tude of innovation between two periods could be calculated as the benefits of having the
latest rather than the previous choice set.'® This would then be expressed through a shift of
the demand curve to the right (Figure 3.1)."® The gain in consumer surplus would then
amount to area AE.

Despite its usefulness for the understanding of dynamic efficiency gains, the model
carries certain difficulties: it involves purely subjective judgments in determining the value
and extent of a particular quality improvement to consumers. Since the model operates
within a given product class, it only works with quality improvements, but not with new prod-
ucts generating new product classes. Finally, the data requirements are prohibitively enor-
mous."® Imagine products whose quality changes frequently, e.g. fashion or technologically
complex goods: predicting or assessing the effect of a merger, even restricted to the next
model change, would be extremely difficult in theory. Expecting that the Commission could
reasonably balance expert witnesses’ conflicting predictions of quality changes and balance

the opinions tolerably accurately in practice is ‘virtually hopeless’."

Jerry Hausman and Gregory Leonard suggest a different model focussing on the in-
troduction of a new brand, dividing the effects of product innovation into two aspects: first, it
measures the ‘variety effects’ following product innovation, i.e. the increase in consumer
welfare resulting from the availability of the new brand, while prices of existing brands re-
main constant.’® The magnitude of this gain in consumer welfare is a function of how
closely substitutable consumers view new and existing products. Second, it measures price
effects of the introduction of a new product and the corresponding increase in competition.
The extent to which the price of an existing (competing) product is affected by the new
product is a function of the substitutability of the existing by the new product and the form
competition takes on the market."® The problem with this model is, however, that it requires
post-introduction data — naturally unavailable in an ex-ante situation where the product has

%% ibid 447
'2% DS Evans and AJ Padilla, 'Demand-side Efficiencies in Merger Control' (2003) 26 World Comp 167, 177ff.

130 F |1zkovitz and R Meiklejohn, 'European Merger Control: Do We Need an Efficiency Defence?' (5th Annual
EUNIP Conference, Vienna 2001) 19.

31 Fisher and Lande (n124) 1635.

32 JA Hausman and GK Leonard, 'The Competitive Effects of a New Product Introduction: a Case Study' (2002)
50 J Ind Econ 237, 241ff.

133 ibid 238ff.




neither been developed nor introduced. In addition, most of the practical difficulties of the
former model apply.

Gregory Werden and Luke Froeb, in contrast, use a ‘clever trick’*** to avoid the prob-
lem: they predict the welfare effects of a merger by assuming that the merged entity’s mar-
ginal costs will be identical to that of the more efficient firm to the merger, i.e. drawing upon
the pre-merger marginal cost structures.’®® Unfortunately, this approach necessarily ex-
cludes synergies: if one firm can produce an output as efficient as two firms together, there
is (from a costs perspective) no need to merge. Moreover, there is — as will be seen be-

low'*® — a ‘problematic leap of faith’'*” as regards the ascertainability of pre-merger mar-
ginal costs, and it would arguably be extremely difficult for a firm to prove that its reported

estimate of costs is correct.

New methods and much ado about nothing ?

Notwithstanding the abovementioned difficulties, US competition authorities have
been using structural game theory models to predict the price effects of mergers (‘merger
simulation’) for more than a decade.’® There is evidence that the EU Commission has also
repeatedly made use of merger simulation.'*® At the same time, there is scarce manifesta-
tion that merger simulation could actually make reasonably accurate predictions of merger-
related effects in practice.' It might appear that it can currently only serve as a supportive

3% K-U Kiihn, 'Reforming European Merger Policy: Targeting Problem Areas in Policy Outcomes' (University of
Michigan and CEPR, Paper #02-012 2002) 32.

135 GJ Werden and LM Froeb, 'The Effects of Mergers in Differentiated Products Industries: Logit Demand and
Merger Policy' (1994) 10 J Law Econ&Org 407, 408-09.

136 section 3.4.5.
37 Kithn (n134) 33.

138 ¢f. M Ivaldi and F Verboven, 'Quantifying the Effects of Horizontal Mergers in European Competition Policy'
(The Yrj6 Jahnsson Working Paper Series in Industrial Economics, No 8 2002).

139 GE/Instrumentarium (Case COMP/M3083) Commission Decision of 2 September 2003 [2004] OJ L 109/1;
case comment: G Loriot, F-X Rouxel and B Durand, 'GE/Instrumentarium: A Practical Example of the Use of
Quantitative Analysis in Merger Control' (2004) (1) ECCPN 58; L Hutchinson, 'EC Increasingly Using Merger
Simulation Techniques in Antitrust Probes (Editorial)' (2005) <http://www.mergermarket.com/public/ de-
fault.asp?pagename=editorial_detail&docid=600> (31 January 2005); S Bishop, "The Role of Economics in EC
Antitrust, Interview with Lars-Hendrik Réller' (2004) 18 ABA Antitrust Mag 75, 79.

140 C Peters, 'Evaluating the Performance of Merger Simulation: Evidence from the U.S. Airline Industry' (US
Department of Justice, Antitrust Division, Economic Analysis Group Discussion Paper 03-1/2003) (MS under-
estimates price effects); GJ Werden, LM Froeb and DT Scheffman, 'A Daubert Discipline for Merger Simula-
tion' (FTC, Washington DC 2004) (references to MS studies); useful overviews: DT Scheffman and M
Coleman, 'Quantitative Analyses of Potential Competitive Effects from a Merger' (2003) 12 Geo Mason L Rev
319; RJ Epstein and DL Rubinfeld, 'Merger Simulation: A Simplified Approach with New Applications' (2001)
69 Antitrust LJ 883.
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tool for a better understanding of merger effects.™’

[t can usefully complement a fact-
intensive analysis of consumers, competitors and the institutional settings of an industry, but
it cannot substitute for such an analysis’."* This may, however, change in the future when
more studies on competitive effects are undertaken, contributing to a further sharpening of
such tools. In the meantime, given all the assumptions necessary, considerable differences
in expert estimates about efficiencies and price effects issues are more than likely. Dynamic
efficiency consideration and an objective approach to quantification can therefore not (yet)

be reconciled with each other.

It has nevertheless been argued frequently that assessments of concepts such as
market structure or future ease of entry into a market eventually bear the same imponder-

t'* could be

ableness as efficiency analysis, so that the argument of difficult measuremen
overstated." A number of important differences should, however, not be forgotten: the criti-
cism usually comprises measurement of static efficiency, not mentioning the various specific
quantification difficulties with dynamic efficiency. Moreover, structural market power effects
are mainly concerned with externalities, whereas efficiencies focus on firm internal effects.
Anticompetitive effects are more predictable for their relation to present structural market
conditions such as barriers to entry, high concentration rates etc.'® Such predictions can, in

turn, be reviewed using certain adversarial procedures (e.g. competitors’ comments).'*

With (dynamic) efficiencies, this is much more difficult: ™’

in the light of infinite individualities
on firm level, experience from other firms can to a much more limited extent serve as a test
for efficiency claim quantification. The firms themselves, in turn, will rarely have prior ex-

perience with the likelihood and significance of claimed efficiencies.

"1 A Jacquemin, 'Theories of Industrial Organisation and Competition Policy - What are the Links?' (European

Commission, Forward Studies Unit 2000) 28ff; C Shapiro, 'Mergers With Differentiated Products' (Speech at
the ABA/IBA Conference 'The Merger Review Process in the US and Abroad' 1995); LH Rdéller in an interview
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'%2 Werden, Froeb and Scheffman (n140) 2; for a general critique: M Walker, 'The Potential for Significant Inac-
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%3 D Schmidtchen, 'Schlussvortrag' in P Oberender (ed) Effizienz und Wettbewerb (Duncker&Humblot, Berlin
2005) 177 with reference to RA Heiner, "The Origin of Predictable Behavior' (1983) 73 Am Econ Rev 560 and
to Hayek’s concept of institutional uncertainty.
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pean Merger Control' (EU Commission (DG Enterprise) Paper No 11/2002) 40/70; R Pitofsky, 'United States
and European Competition Policy' (2002) Adress before the European Policy Centre in Brussels, Belgium (10
April 2002) <http://www.usdoj.gov/atr/public/speeches/10999.pdf> (3 December 2005); Federal Trade Com-
mission (n109) 17.
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Comment

In conclusion, quantification of dynamic efficiencies appears to be beyond the (pre-
sent) powers of economic analysis, let alone of enforcement practice.’*® The quality of
econometric calculation increases with the amount and quality of data. If substantial data
has to be left unconsidered due to its lack or low quality, econometric analysis risks being a
mere ‘educated guess’ of the outcome, casting into doubt the huge effort of quantifica-
tion.™® The US competition authorities, accordingly, ‘do not spend much effort on quantify-
ing efficiencies. Arguing that efficiencies are small is not their favourite argument in court.”™
And even the EU Commission itself doubted the workability of a quantitative approach prior
to issuing the Guidelines, as indicated in a 2002 policy paper: ‘Overall, precise quantifica-
tion of the magnitude and likelihood of claimed efficiencies is impossible’ and ‘[d]ynamic ef-

ficiency is the least quantifiable form of efficiency’.""

Qualitative analysis of dynamic efficiencies?

Where quantification is not reasonably possible, Recital 86 of the Guidelines seems
to point out that efficiency claims could still find their way into the Commission’s appraisal by

way of qualitative analysis."*

With dynamic efficiencies, the first requirement of Recital 86
(i.e. that ‘necessary data [is] not available to allow for a precise quantitative analysis’) will
usually be met. When considering the second requirement, however, the practical signifi-
cance of qualitative analysis is cast into doubt: firms have to provide material on the basis of
which a ‘clearly identifiable positive impact on consumers, not a marginal one’ (emphasis
added) can be inferred. ‘Clearly identifiable’ suggests a high standard, arguably close to
what has been abolished for being too strict under the US Merger Guidelines in 1997: the
requirement of ‘clear and convincing’ proof.'®® To give any prospect to dynamic efficiency
claims, the term ‘clearly identifiable’ cannot be understood as an objective standard. Any
assessment of likelihood and significance of potential innovative gains necessarily involves
subjective value judgements. Can those result in ‘clearly identifiable’ positive effects on the
consumer? Can an increased ability to undertake R&D be ‘clearly identifiable’ — considering
the abovementioned uncertainties, which naturally also apply to a qualitative analysis?

'8 |bid, 34; A Jones and BE Sufrin, EC Competition Law (2nd edn OUP, Oxford 2004) 324; TB Leary, 'Efficien-
cies and Antitrust: A Story of Ongoing Evolution' (ABA Section of Antitrust Law, Fall Forum 2002) Fn 49.

149 Bundeskartellamt, 'Wettbewerbsschutz und Verbraucherinteressen im Lichte neuer 6konomischer Methoden'
(Diskussionspapier, Bonn 2004).

190 Réller, Stennek and Verboven (n108) 62; Areeda, Hovenkamp and Solow (n110) §975g.
*" de la Mano (n144) 52.

152 Presumably with regard to the understanding of the rationale of the transaction or the determination of ac-
ceptable undertakings.

'%% Gerard (n108) 1393; cf. the new The 1992 Department of Justice and Federal Trade Commission Horizontal
Merger Guidelines, 1997 Revision (The US Merger Guidelines) § 3.
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A considerable margin of discretion

Under a case-by-case approach, general answers to these questions are by defini-
tion impossible. On the one hand, the Guidelines appear to particularly endorse dynamic
efficiency claims by explicitly referring to ‘new or improved products or services’ which, inter
alia, ‘may bring about the type of efficiencies that the Commission can take into account’.”™*
On the other hand, the term ‘clearly identifiable’ implies a rather strict approach towards
qualitative analysis. Judging from the wide margin of discretion the Commission enjoys un-
der the new merger control regime, qualitative analysis will thus hardly be susceptible to
proof and court contestation.'® In close cases, prospects for dynamic efficiency claims are

limited.

It is settled law that the Commission needs and actually maintains a margin of
discretion as regards its appraisal of a transaction ‘which the Community courts must take
into account and respect when reviewing the Commission’s assessment of an economic
nature’.’® Although the ECJ in Tetra Laval Il has recently stressed that such discretion is

157
d,

not unlimite i.e. the Community courts must not ‘refrain from reviewing the

Commission’s interpretation of information of an economic nature’,'®® it is not entirely clear
to what extent complex economic assessments can actually be reviewed by the European
Courts.” In EDP, for example, the CFI (without referring to the ECJ’s ruling in Tetra Laval
II) stated that the Commission retains a ‘wide discretion’, the Community courts’ review
therefore being ‘limited to ensuring the absence of manifest errors of assessment.'®
Where the Commission’s margin of discretion is, however, so extensive as in the sphere of
efficiency analysis, it potentially leaves the parties with little chance to have the

Commission’s analysis reviewed in court.

Comment

We have seen so far that, in practice, attempts to quantify dynamic efficiencies ob-
jectively will most likely fail. Ex ante measurement of innovation is extremely complex and
difficult, and the various models discussed above do not yield reliable results. While the op-

'** Guidelines (n105) [81].

155 3 Voigt and A Schmidt, 'The Commission's Guidelines on Horizontal Mergers: Improvement or Deterioration?'
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Commission v Tetra Laval [2005] ECR 1-987 [38].
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lished in the ECR, [63] and [151].




tion of a qualitative analysis of dynamic efficiency claims remains, it is yet unclear how strict
a standard will be applied. In any case, the Commission retains a considerable margin of
discretion — providing ‘clearly identifiable’ evidence of dynamic efficiencies could be difficult
in practice.

3.4.2 Dynamic efficiencies and timing

Where a firm claims merger-related dynamic efficiencies, it will — in addition to quan-
tifying or qualitatively explaining its claim — also have to say something about the expected
time of their realisation. While the ECMR is silent on the time frame underlying efficiency
analysis, the Guidelines appear to establish a sliding scale approach: ‘the later the efficien-
cies are expected to materialise in the future, the less weight the Commission can assign to
them’.’®" This implies that more remote efficiencies are not totally disregarded but rather
discounted to some extent against short-term anticompetitive effects.

Which efficiencies fit into the time frame?

The timing of efficiencies was addressed in only one pre-2004 Commission decision,
where timely remote realisation was considered as a discounting factor.’®® Under the new
regime, the abovementioned first sentence of the Guidelines’ Recital 83 implies a rather
flexible sliding scale approach. The second sentence appears to impose a stricter time line
— ‘to be considered as a counteracting factor, the efficiencies must be timely’. Construed
restrictively, an efficiency expected after a certain point in time will not be discounted, but
receives a weight of zero in the decision calculus. A less restrictive interpretation would be
that the applied discount would turn a long term efficiency into a negligibility. The wording
rather argues for the first construction. In any case, the meaning of ‘timely’ appears crucial.

Analogous application of entry time frame?

The Guidelines’ chapter on efficiencies does not further clarify the term. A potential
hint could be contained in the Guidelines’ section on entry analysis: ‘[w]hat constitutes an
appropriate time period depends on the characteristics and dynamics of the market (...),
entry is normally only considered timely if it occurs within two years’.'®® To draw an analogy
in the context of efficiencies would require an unintended regulatory gap. Considering that
the sliding scale approach of Recital 83 was introduced to retain flexibility as to timing, how-
ever, it is hard to see why the Commission should considerably reduce this by applying firm

'%" Guidelines (n105) [83].
'82 Nordic Satellite Distribution (n91) [146]ff.
'8% Guidelines (n105) [74].
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time frames. Additionally, on a comparative basis, the EC Guidelines are modelled on the
US Guidelines. The US section on entry analysis also contains a two-year time frame,'®*
whereas the efficiency section does also not further detail the timing issue. Considering that
timing of efficiencies has been explicitly discussed during the 1995 Global FTC Hearings on

165

innovation issues eventually leading to the 1997 Guidelines revision, ™ it is rather unlikely

that the Commission would unintentionally take over such a regulatory gap.

Moreover, entry into a market and the occurrence and extent of efficiencies are two
quite different events, the former having more of a structural, the latter more of a behav-
ioural nature. Drawing analogies between the two events does therefore not necessarily
suggest itself.

Hints from the ratio legis?

The background of the timing requirement is somewhat enlightened when recalling
basic price theory:'®® The price model arguably underlying the Guidelines focuses on a
given point in time (pre-merger), i.e. it is comparative-static. The situations before and after
the merger are compared on the basis of the same demand curve. Considering that with a
changing demand curve, the optimal constellation of prices and output changes as well, the
results of this comparison largely depend on the form of the demand curve. If efficiencies
cannot be realised timely, relevant demand curves will likely have changed before realisa-
tion. The comparison scenario becomes obsolete. EC merger control focuses on a time line
as short as possible to avoid additional uncertainty through extensive referral periods. From
this point of view, ‘timely’ can hardly comprise more than a period of approximately two
years, depending on the industry under scrutiny.'® Proposals of some commentators for
four years or more can thus hardly be reconciled with the Guidelines’ underlying theory.'®®

There is also a link to the quantitative/qualitative analysis problem discussed above.
Only substantial, clear dynamic efficiencies are likely to find consideration. Substantial
benefits through new or improved products can, however, rarely be achieved short term — in
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sultation Paper)' (Gatineau 2004 ) 34ff.
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Centre for Competition Law and Policy Working Papers, (L) 09/05 2005) 33; F Jenny and others, 'Substantive
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nual Proceedings of the Fordham Corporate Law Institute (Juris Publishing, Huntington, 2003) 319 f.
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many industries (e.g. the pharmaceutical industry) the process of developing new or improv-
ing existing products will take too long for the Guidelines’ time frame.'®®

A contradiction?

The timing problem was also identified in the US, where the FTC in its 1996 Staff
Report states that ‘the agency needs to employ a sufficiently flexible time frame (...) in order
to capture adequately the dynamic effect of efficiencies that (...) likely result over time in a

downward pressure on price of improved quality goods’.'”®

Does this flexibility also apply to dynamic efficiencies in EC merger control? Alterna-
tively, is there a contradiction between the Guidelines stressing the importance of dynamic

efficiency gains'”

and applying a time frame arguably inadequate for such innovative
gains? The second alternative seems more likely: if a merger results in anticompetitive ef-
fects, they will often occur soon after closing. Offset through the claimed efficiencies should
thus occur as soon as possible.172 To set off short-term, relatively certain anticompetitive
effects with timely remote and uncertain efficiencies is a risky venture a competition author-
ity is hardly willing to undertake. The emphasis of the Guidelines clearly is on short-term
productive efficiencies'”® and thus essentially on short-term price effects, which likely re-
sults in counting only considerable cost savings as benefits. The potential for such cost sav-
ings will usually be restricted to markets under high competitive pressure so that the merger
would not lead to lessened competition anyways.' Finally, long term analysis of price ef-
fects is technically difficult and costly and produces uncertain results. All this argues against

a ‘more flexible’ approach to timing.""®

Comment

The Guidelines’ restrictive timing requirement is hard to reconcile with the nature of
dynamic efficiencies, thus representing a considerable hurdle for their consideration. The
Commission will not only discount many dynamic efficiency claims due to their potentially

'%% Canadian Competition Bureau (n167) 34; Schmidt (n77) 359; Brodley (n118) 1031.
70 Federal Trade Commission (n109) 28.
" Guidelines (n105) [81].

2y Schwalbe, 'Die Beriicksichtigung von Effizienzgewinnen in der Fusionskontrolle - Okonomische Aspekte' in
P Oberender (ed) Effizienz und Wettbewerb (Duncker&Humblot, Berlin 2005) 63, 71.

"7 |izkovitz and Meiklejohn (n130) 20.

74K Kinne, Effizienzvorteile in der Zusammenschlusskontrolle (Nomos, Baden-Baden 2000) 81ff; Camesasca
(n77) 4; Roller, Stennek and Verboven (n108) 27.
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remote realisation, but also attach a considerably diminished weight to them in the decision
calculus.

3.4.3 Dynamic efficiencies and cross-market analysis

Merger-related effects are not necessarily restricted to one market. A merger result-
ing in a significant impediment to competition on one market may well have beneficial ef-
fects on other (related or unrelated) markets. Such effects can be of a structural nature, e.g.
a merged entity representing a counterweight to a currently dominant firm, but may also
take the form of efficiency gains. Can the Commission thus settle for analysing effects on
the market(s) on which anticompetitive effects realise, or does it also have to take into ac-
count all other markets (positively) affected by the merger? There are mainly two groups of
cases, different product and regional markets.'”® Consider a merger of two software firms.
Anticompetitive effects may occur in one product market (word processing software), while
cognizable efficiencies may occur in another product market (antivirus software). Similarly, if
merging firms operate on more than one regional market: while anticompetitive effects are
expected on the German market, the merger may result in efficiencies on the Italian market.

Applied to dynamic efficiencies, the claim that a merger would lead to the develop-
ment of a new product, i.e. not a mere improvement of an existing good, may also relate to
a market separate from that on which anticompetitive effects are expected — depending on
the degree of substitutability of the two products. Can such efficiencies be taken into con-
sideration? The trend in the Commission’s practice to define markets narrower, not least as
a consequence of the application of the SSNIP test and a more economic approach to the
issue of market delineation, adds special relevance to the issue."”’

Article 2(1)(b) ECMR is silent on the question of cross-market effects. Subsection
(a), however, stresses ‘the need to maintain and develop effective competition within the
common market in view of (...) the structure of all markets concerned’ (emphasis added).
This implies that both the market on which anticompetitive effects occur and other markets
on which beneficial effects realise have to be considered under Article 2(3)."”® Additional
support for this view can be drawn from Article 2(5) which, though regarding joint ventures,
shows that it is a common technique under the ECMR to take into account effects on other
markets (in this case, downstream, upstream or neighbouring markets to that of the JV).

76 R Bechtold, 'Abwagung zwischen wettbewerblichen Vor- und Nachteilen eines Zusammenschlusses in der

europaischen Fusionskontrolle' (1996) 7 EuZW 389, 391-392.
""" Kolasky (n121) 5.
'78 Bechtold (n176) 390; Heineke (n104) 91.
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Regrettably, pre-2004 Commission decisions have discussed cross-market issues
only in a non-efficiencies context: in Skanska/Scancem, regarding undertakings by merging
firms, the Commission considered improved competitive conditions on other regional mar-
kets.'® What argues for cross-market analysis is that the Commission considers detrimen-
tal effects of the merger on adjacent markets, e.g. in de Havilland (anticompetitive effects on
various jet markets).'®® Vice versa, beneficial effects on other markets (such as merger-
related efficiencies) should also be taken into account.'®"

The Guidelines’ wording is ambiguous: ‘[e]fficiencies should (...), in principle, benefit
consumers in those relevant markets where it is otherwise likely that competition concerns
would occur’.’® At the same time ‘[clonsumers may also benefit from new or improved
products or services, for instance resulting from efficiency gains in the sphere of R&D and

innovation’. '8

Room for cross-market analysis in EU merger control?

Mainly based on the first reference, one could argue that efficiencies resulting from
new or improved products can only be considered if realized in the market where the anti-
competitive effects arise.'® This would effectively bar a considerable share of dynamic effi-
ciencies from consideration. A general disregard of cross-market effects, however, would
quite openly contradict Article 2(1)(a) ECMR (‘all markets concerned’).'® The abovemen-
tioned contradiction within the Guidelines further argues against such a construction. It is
therefore preferable to understand the words ‘in principle’ to allow for cross-market consid-
eration only in exceptional cases. This also resolves the apparent conflict between the two

passages. '®

Which types of efficiencies occurring in other markets should then be considered?
Article 2(1)(a) ECMR refers to the structure of ‘all markets concerned’. Following a narrow
construction of the term ‘structure’, efficiencies could only be taken into account if they at
least indirectly resulted in structural effects, e.g. where economies strengthened the parties’
position against a more powerful competitor, thereby leading to more intensive competition.

"7 skanska/Scancem (Case IV/M1157) Commission Decision 1999/458/EC [1999] OJ L 183/1 [210].
'8 Aerospatiale Alenia/de Havilland (n81) [71] .

'®1 Heineke (n104) 92; JJ Dreyer, Abwagungsméglichkeiten in Art. 2 VO (EG) 4064/98 - Fusionskontrollverord-
nung (Peter Lang, Frankfurt a.M. 2001) 260.

'82 Guidelines (n105) [79].

'8 ibid [81].

'® D Nave and J Enser, 'Efficiencies and Remedies in EU Merger Control' (2004) Global Competition Review
<http://www.globalcompetitionreview.com/ear/merg_rem.cfm> (12 January 2006).
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German competition law has adopted this position:'®’ albeit section 36 (1) of the Act against
Constraints of Competition (GWB)'®® allows for multi-market consideration,'®® merger-
related ‘improvements’ on other markets can only be considered if they take the form of

structural effects.'®°

With dynamic efficiencies, such a restriction would effectively result in
their non-consideration: it is hard to imagine how a dynamic efficiency could lead — even

indirectly — to a cognizable (and timely) change in the structure of a market.

Unfortunately, the US experience does not provide further guidance. Section 7 of the
Clayton Act appears to preclude cross-market consideration in that an acquisition can be
declared to be unlawful if the required anticompetitive effects occur ‘in any line of commerce
in any section of the country’.’®" The US Horizontal Merger Guidelines, however, indicate
that the competition authorities might ‘consider efficiencies not strictly in the relevant mar-
ket, but (...) inextricably linked with it’, yet such ‘efficiencies rarely are a significant factor’.
And, further clarifying: ‘[tlhey are most likely to make a difference when they are great and

the likely anticompetitive effect in the relevant market(s) is small’.’®

Particularly the last sentence illustrates the very limited part cross-market efficiencies
play in merger control. The reluctance or even hostility of US courts towards cross-market
consideration'® was illustrated in FTC v. Tenet Healthcare Corp. and Mississipi River Corp.
v. FTC: both courts emphasised that ‘anticompetitive effects of an acquisition in one market

cannot be justified by procompetitive effects in another market’. %

International / multi-jurisdictional review?

Cross-market analysis also bears highly political issues: (i) within the EU, should
consumers in one member state suffer anticompetitive effects to enable consumers in an-
other member state to profit from efficiency gains? Would this be in line with the idea of a
member state delegating sovereignty in the expectation that the EU will duly protect its in-

87 1Y Bunte, Kommentar zum deutschen und européischen Kartellrecht (9th edn Wolters Kluwer, Neuwied

2001) § 36 Rn 49/50; Bundeskartellamt (n149) 12.
188 Gesetz gegen Wettbewerbsbeschrankungen.
189 of. Thiiringer Gas/Westerland KG, 18 February 1985, WuW/E OLG 3469.

190y Immenga, EJ Mestmacker and V Emmerich, Gesetz gegen Wettbewerbsbeschrankungen: Kommentar (3rd
edn, C.H. Beck, Munich 1997), § 24 Rn 177.
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FTC 454 F3d 1083 (8th Cir 1972), 1089.

37



terest?'®® And (i), should efficiency considerations be limited to those attained within the
EU?'® And (iii), vice versa, should mergers be allowed for their EU-internal net-beneficial
effects while in another jurisdiction, anticompetitive effects exceed expected efficiencies? '’
Whereas in a common market the first question must be answered in the affirmative, the
last two questions are more difficult. In Canada, for example, there has been comment that
there should not be multi-jurisdictional review of efficiencies.’®® The Commission has not yet
had an opportunity to comment on this issue.

Implementation in practice

Difficulties with practical implementation of multi-market consideration are apparent:
(i) the abovementioned measurement problems detected in relation to dynamic efficiencies
on one market multiply, and (ii) problems of distributive justice arise.

0] Measurement issues

On a quantitative level, Ullrich Schwalbe suggests the application of general equilib-
rium analysis.” In partial equilibrium analysis, the determination of the price of a good is
simplified by just looking at the price of one good, and assuming that the prices of all other
goods remain constant. General equilibrium analysis, in contrast, focuses on the economy
as a whole and aims to provide more coherent explanations of the continuous nature of
economic change by studying all the markets of an economy. Supplies, prices and outputs
of goods and services are thus determined simultaneously. In some areas of economics,
general equilibrium analysis is regularly applied. In tax effects analysis, for example, so-
called CGE models®® are used to predict the effects of tax adjustments on prices, quantities
and welfare. The problem is, however, that general equilibrium analysis assumes perfect
competition, all firms on a market being price takers.?®" Operable CGE models based on
imperfect competition have, to my knowledge, not yet been developed.?® At present, CGE

9 ¢ Birger, Die erhebliche Behinderung wirksamen Wettbewerbs in Art. 2 der Verordnung Nr. 4064/89 und in
Art. 2 der Verordnung Nr. 139/2004 (Tenea, Berlin 2005) 109; conversely: V Verouden, C Bengtsson and S
Albaek, 'The Draft EU Notice on Horizontal Mergers: A Further Step Toward Convergence' (2004) 49 Antitrust
Bull 243, 282.

1% Gotts and Goldman (n80) 259; lizkovitz and Meiklejohn (n130) 18.

97 Gotts and Goldman (n80) 259; regarding economic effects of multi-jurisdictional review: K Head and J Ries,
'International Merger and Welfare under Decentralized Competition Policy' (1997) 30 Canadian J Econ 1104;
AT Guzman, 'ls International Antitrust Possible?' (1998) 73 NYU L Rev 1501.

"% The Commissioner of Competition v Superior Propane and ICG Propane CT-98/2, Memorandum of the
Commissioner of Competition on the redetermination of proceedings, 25/06/01, [196]; SF Ross, 'Afterword -
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models can therefore only be used as an aid to a better understanding of cross-market ef-
fects of a merger. Anything beyond that would arguably exceed its powers.

All in all, it is unlikely that the Commission takes a quantitative approach towards
cross-market analysis. There is arguably no practical formula available that would allow that
kind of trade-off to be made. If, for instance, a merger causes high concentration rates on a
small, insignificant regional market and significant efficiencies on a greater regional market
— should the former be disregarded or should the anticompetitive effects be adequately dis-
counted in order to draw an appropriate balance? The situation may be somehow relaxed in
cases where multiple product or regional markets involve the same consumers, e.g. con-
sumers of pens and ink or of milk and butter in a supermarket — the trade-off problem dis-

cussed previously could be avoided.?*®

While qualitative analysis, in contrast, appears theoretically possible, is remains to
be seen what happens if situations different from the one referred to in Section 4 of the US
Guidelines arise (‘when [efficiencies] are great and the likely anticompetitive effect in the

relevant market(s) is small’).?%

If more complex comparisons and differently sized markets
are to be considered, qualitative analysis might become a rather thankless and imprecise

task.

(i) A matter of distributive justice?

Irrespective of quantitative or qualitative methods of analysis, the problem of value
judgements remains. From a policy perspective, it is a fairness question whether it is ‘ap-
propriate to deny to one group the guarantees of a competitive market in order to provide
the benefits of efficiency to a separate group’®®. From the perspective of competition law,
the answer is a clear ‘yes’, provided that there is a reasonable factual basis on which such a
decision can be made. Considering the abovementioned imperfections, the more practical
concern will be the decision’s subjectivity. Cases where efficiencies on the separate market

206 wiill be

‘are great and the likely anticompetitive effect in the relevant market(s) is small
rare. In reality, product or service markets are difficult to compare, both in kind and in size. If
sales on one market are much smaller than on the other, can we simply proportionally dis-
count effects on the latter to adjust for the different sizes? Similar problems occur where re-

gional markets are of significantly different size.?®” Although some research has been
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conducted on trading-off benefits between societal groups,?® this type of analysis would

render the Commission’s ‘decision making procedure into more of a policy think-tank’?®® — in

complex cases, the Commission’s decisions would take the form of value judgements be-

yond the control of the Courts.?"

Comment

In the light of numerous practical implementation problems and a rather reluctant
wording of the Guidelines, it cannot be expected that cross-market consideration will play
an important part. This is regrettable since new products will in many cases not be taken
into account as a counteracting efficiency. At the same time, it is a plausible reaction to an
accumulation of uncertainties and imponderabilities.

3.4.4 Merger specificity of dynamic efficiencies

As a further requirement, an efficiency has to be merger-specific,?"" i.e. it must be ef-
fectively caused by the merger, be unlikely to be realised to a similar extent absent the
transaction and cannot be achieved through less anticompetitive alternatives. Article 2(1)
ECMR is, again, silent on the issue. According to the Guidelines, only ‘realistic and attain-
able alternatives’, ‘reasonably practical in the respective business situation faced by the
merging parties having regard to established business practices in the industry concerned’
will be considered.?'? In the Commission’s case practice, the requirement was invoked rela-
tively frequently.?"® In de Havilland, for example, the Commission saw claimed cost reduc-
tions to be also achievable through better management.?™ Since the Commission never
went beyond brief statements declaring the claimed efficiencies not to be merger-specific,
the cases do, however, not provide much guidance.
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Background

The requirement stems from proportionality, a fundamental principle of EC law. In the
Commission’s merger control practice, the principle has mainly been applied in the context
of the failing firm defence.?' It closely resembles the requirement of indispensability in Arti-
cle 81(3)(a) ECT. Essentially, proportionality subjects the need for a specific (legal) instru-
ment to a thorough assessment to see whether there is a less constraining means of
achieving the same result. Transferred to the context of merger control, anticompetitive ef-
fects resulting from a transaction can only be offset with efficiency gains that could not be
achieved through other, less anticompetitive means?'® such as internal growth, joint ven-
tures, specialisation agreements, licensing, leases, other contractual agreements or other,
less anticompetitive mergers.?"’

Practical implications

The first element of merger specificity, a direct causal link between the transaction
and the claimed economies, is unlikely to create difficulties. The second element, according
to which an efficiency must not be achievable to a similar extent by less anticompetitive, al-
beit realistic and attainable alternatives, is more complex. It largely adopts the approach un-

derlying Article 81(3) ECT, where unrealistic measures are also not considered.?'

According to Lars-Hendrik Réller and others,?'

the analysis of potential alternatives has to
address (i) the identification of alternatives to the transaction (in the respective industry and
under the prevailing economic circumstances), (ii) the relative costs of the merger and its
alternatives (e.g. restructuring costs and contractual transaction costs) and (iii) calculation of
potential anticompetitive effects of the alternatives so identified and comparison to those of

the intended transaction.

In case of dynamic efficiencies, all abovementioned alternatives can become rele-
vant. The financial capital needed for a particular R&D project, for example, can either be
collected through a merger or on the capital markets. If the parties could under reasonable
conditions acquire the funds necessary for such a project, it will be difficult to satisfy the
merger specificity requirement. The parties would have to prove imperfections on the capital

25 Heineke (n104) 218.

216 J Farrell and C Shapiro, 'Scale Economies and Synergies in Horizontal Merger Analysis' (2001) 68 Antitrust
LJ 685, 690ff. distinguish between efficiencies and (merger-specific) synergies.
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markets — arguably be a hopeless venture.?® Besides internal growth and contractual rela-
tions (licensing etc.), JVs can be a particularly relevant alternative. A research JV, for exam-
ple, may not a priori be less anticompetitive than a merger, yet it will be so in the majority of

cases.??

Timing

Timing is another relevant aspect in determining alternatives to the merger under
scrutiny. Irrespective of which time frame should be allowed for,??? applying a time frame in
the context of merger specificity different from that applied in the context of general timing of
efficiencies would be incoherent. Dynamic efficiencies resulting from a merger only find
consideration under the Guidelines if they realise within a relatively short term. Nothing else
can be valid for effects resulting from alternatives to the merger, i.e. the same restrictive
time frame should be applied. Consequently, only those alternatives whose (positive and
negative) effects are expected to realise within a rather short time frame should be consid-
ered.

Information problems

Another fundamental question raised by the requirement relates to an information
problem:??® where do the merging firms or the Commission generate the information neces-
sary for the assessment (and if the information cannot be generated, how are the informa-
tion gaps treated when it comes to a decision)? The Commission will in most cases not
have access to the necessary information, but will rely on the parties themselves, its com-

2% the comparison that has to be drawn is not

petitors or other third party testimony. Again,
one between the status quo ante and a hypothetical status quo post, but rather between two
or more hypothetical results (the merger on one side, the expected outcomes of the less
restrictive alternatives on the other). In general, information problems simply multiply here:
‘while it is difficult enough to prove that an efficiency exists, it is even more difficult to show

that no other reasonable means of achieving the efficiency (with less anticompetitive poten-
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tial) exists’.?*® The more complex the area in which such assessments have to be made, the
more difficult (and, arguably, subjective) the assessment itself will be. Certain alternatives
will be theoretically possible, but not operable in practice. Especially in the field of R&D and
innovation, experts will frequently differ as to what works and what does not. Different paths
of R&D, for example, all have their own uncertainties, advantages and disadvantages.
Again, the margin of discretion remaining for the Commission is considerable. The burden
of proving the absence of realistic alternatives — at least from the Commission’s point of
view — rests on the merging parties.??® The absence of available alternatives might, how-
ever, be even more difficult to prove than their existence.

Comment

The wording of the Guidelines implies an objective nature of the merger specificity
test while the information problems indicated above render this largely impossible. Still, the
Commission should avoid making normative judgements by ‘second-guessing’ business de-
cisions to merge or not to merge. Where the comparison between two alternatives does not
result in a clear and unequivocal disadvantage of the merger, the merger specificity re-
quirement should not lead to a prohibition of the transaction.??” On the face of it, however, it
will be difficult for dynamic efficiencies to overcome the hurdle of merger specificity.

3.4.5 Pass-on to consumers

Merger-related efficiency gains can either be pocketed by the parties (e.g. cost sav-
ings), be passed on to shareholders (e.g. in the form of higher dividends) or consumers, or
these alternatives can be combined.??® According to the wording of both the ECMR (‘techni-

229 and the Guidelines

cal and economic progress’ has to be ‘to the consumers’ advantage’)
(‘efficiencies have to benefit consumers’)?*°, EC merger control appears to favour the third

option.
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Background

The main legal purpose of the pass-on requirement is to ensure consumers’ share of
merger-related benefits.?®' According to the consumer welfare standard (CWS) at the
Guidelines’ baseline, wealth transfers from consumers to producers are not considered
beneficial. This is a welcome clarification since the Commission’s case practice is not en-
tirely clear in this regard: in GE/Honeywell?*? and Metso/Svedala®?, for example, the Com-
mission raised objections not least because the merged entity would possess cost
advantages over its rivals — although this would in turn have enabled it to price more com-
petitively and thus to pass on efficiencies to the consumer.

The focus on price effects

To assess the pass-on of efficiencies under a CWS is, after all, to assess the price
effects of efficiencies.?®* The Guidelines do not give indications as to how new or better
products or greater innovation efforts are to be considered — such non-price related benefits
usually result in unchanged or increased prices.?*® According to Georg Drauz, however,
consumer welfare ‘is a multidimensional concept’, going down when ‘prices go up, when
consumption levels go down, when the quality of products deteriorates’.?*® It remains open

27 1f con-

how such a broad notion of consumer welfare is to be accommodated in practice.
sumer welfare is enhanced through better quality of a product, the previous discussion?®*®
has revealed considerable difficulties both with quantitative and qualitative analysis. Another

239 if efficiencies do not occur ‘in

aspect relates to the difficulties with cross-market analysis:
those relevant markets where it is otherwise likely that competition concerns would oc-
cur'?*®, they are by definition not passed on to the relevant consumers (consumers of ‘new’

products are often different from those consuming the ‘old’ products).?*' The Commission
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has chosen a similar approach in their Guidelines to Article 81(3) ECT: ‘the net effect of the
agreement must at least be neutral from the point of view of those consumers directly or

likely affected by the agreement’.?*?

For these reasons alone, the pass-on requirement will be difficult to overcome for

dynamic efficiencies not resulting in lower prices.?*®

Variable and fixed costs

Recital 80 of the Guidelines refers to the difference between variable and fixed costs:
the time frame within which economies have to realise to be cognizable focuses on short
term effects.** If efficiencies translate to savings in variable costs, a pass-on to consumers
can usually be expected within a reasonably short time limit. At least in the short term, the
relationship between variable costs and consumer prices is usually more direct than that of
fixed costs and consumer prices. Where claimed efficiencies translate into fixed costs sav-
ings, it will usually take longer until these are reflected in lower consumer prices.

What does this mean for dynamic efficiencies? Even if they result in quantifiable cost
reductions within the short term, they will often relate to fixed rather than to variable
costs.?*® Whereas process innovations may often result in savings in variable costs, virtually
all other dynamic efficiencies such as economies through horizontal integration of comple-
mentary R&D resources, avoidance of parallel R&D, faster product innovation, etc. translate
into savings in fixed costs. If savings in fixed costs are practically not taken into account or

heavily discounted, the prospects for dynamic efficiencies further deteriorate.?*°

Clearly, the question whether certain costs are variable or fixed depends on the time
horizon applied. Efficiencies can, for instance, be fixed on a time line of two years, but vari-
able in the longer run. Determinants constraining a hypothetical price reduction are there-
fore — even in the short run — not only variable costs, but also costs fixed in the short run. In
many innovative industries, pricing mechanisms do not draw a strict distinction, but take
‘overhead’ into account, effectively including the amortisation of fixed costs.?*’ Economic
studies have shown that up to 70 percent of the companies in an industry set prices by

2 Guidelines on the Application of Article 81 (3) [2004] OJ C101/97 [85].

243 Heineke (n104) 215; BASF/Eurodiol/Pantochim (Case IV/M2314) Commission Decision 2002/365/EC [2002]
OJ L 132/45 [162]; Nestlé/Perrier (Case IV/M190) Commission Decision 92/553/EEC [1992] OJ L 356/1 [133].

244 Guidelines (n105) [80]; section 3.4.2.

25 Schwalbe (n172) 79.

246 of. Canadian Competition Bureau (n167).
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marking up some version of full costs.?*® One could thus argue that the Guidelines draw
conclusions based on a somewhat artificial distinction.?*® According to William Kolasky,?*
‘the paradigm on which these statements are based is plainly a smokestack industry in
which prices are driven by marginal costs’. This has little to do ‘with competition in many
sectors (...) where price and competitive behaviour is driven far more by innovation and by

recurring R&D costs than by production costs’.

If the Commission takes the focus on variable cost savings serious, it will become
difficult for most dynamic efficiency claims to overcome the pass-on requirement. State-
ments by Commission officials point in this direction.?’

How much has to be passed on?

Efficiencies have to be passed on ‘to a sufficient degree’.?*? But what is ‘sufficient’?
In the context of Article 81(3) ECT, the Commission explains the concept of the ‘fair share’
of benefits for the consumer:

(...) the pass-on of benefits must at least compensate consumers for any ac-
tual or likely negative impact caused to them by the restriction of competition (...),
the net effect of the agreement must at least be neutral from the point of view of
those consumers directly or likely affected by the agreement.?*

Article 81(3) does thus not require all efficiencies to be passed on to consumers, but
only so much as is needed to offset expected anticompetitive effects. Analogies in the
merger context, however, appear to be difficult: efficiencies are not considered within a true
‘efficiency defence’, but as a factor within the overall analysis. Since there is no plain trade-
off between anticompetitive effects and expected pass-on, it is difficult to predict the extent
to which the Commission will expect efficiencies to be passed on to the consumer.?** More-
over, the notion of a ‘limited pass-on’ can by definition only apply to quantifiable efficiencies.
A non-quantifiable dynamic efficiency, such as a new product, is by definition passed on to
the consumer in full. In any case, as has been seen above, efficiencies realised in a market
separate from that on which the anticompetitive effects of the merger in question occur may
not be taken into account at all.

28 DT Painter, 'How and in What Context Do Cost Savings of Various Kinds Affect Business Decision Making?'
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Measuring efficiencies is already a difficult task.?*® To go one step further by making
estimations as to how much of the efficiency gains so quantified will be passed on and how
much will be not is even more difficult. Considering these imperfections, parties will arguably
claim full pass-on of efficiencies. Equally likely, this will be unrealistic and overstated.?*® A
firm with market power usually pockets some of the gains and passes some on. Complete
pass-on arguably occurs in two cases: either the merged entity faces a perfectly vertical
demand curve — something which virtually never occurs — or price regulation forces com-
plete pass-on.?*” Exaggerated claims would most likely not be noted in favour of the parties’
credibility: in FTC v. Staples Inc., for example, a 66 percent pass-on of the cost savings was
alleged, while the FTC — based on their own studies — calculated a mere 15-17 percent. The

court accepted the FTC’s finding and rejected the claims as exaggerated.?*®

Requiring merging firms to prove (complete) passing on as a distinct requirement
would amount to a ‘killer qualification’, since ‘[tlhe only sure way of making such a showing
would be to prove that the merger is taking place in a near perfectly competitive market'. If
that were the case, however, ‘the merger would not have been a matter of concern in the

first place’.?*®

To the extent that a merger results in considerably reduced competition post-merger,
there is less likelihood that efficiencies are passed on since the question whether or not to
do so may now be within the internal decisional discretion of the merged entity.?*° In those
cases where it would make a difference, a strict pass-on requirement will likely prevent con-
sideration of efficiency claims.?’

The situation may be different if the market is already prone to collusion before the
merger takes place. The more collusion there is in a post-merger market, the smaller the
pass-on of cost reductions to consumers. Cost efficiencies may, however, contribute to an
increased likelihood of pass-on post-merger since a merger can have external effects on
collusive markets by destroying the symmetry in cost structures between the market partici-

%5 section 3.4.1.
2% |1zkovitz and Meiklejohn (n130) 12.
%7 Areeda, Hovenkamp and Solow (n110) §971b.
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pants.?®? This can lead to a decreased likelihood that collusion is successful and, in turn, to
an increased likelihood that cost efficiencies are actually passed on.?®

Comment

The pass-on requirement may foreclose efficiency considerations ‘because it is so
difficult to establish and because it prevents consideration of large efficiencies if there is
only some probability that such efficiencies will be passed on to consumers’.?®* As shown
above, this becomes particularly manifest in case of dynamic efficiencies. As a result, the
pass-on requirement is one more reason why respective claims are likely to face consider-
able difficulties before the Commission.

3.4.6 Verification

The task to provide substantial evidence for a sufficiently strong degree of direct
proof of efficiencies is demanding, as has been illustrated so far. It is thus decisive (i) who
bears the burden of proof and (ii) which standard of proof is underlying Article 2(1)(b) ECMR
and the Guidelines.

Burden of proof

The only reference to the burden of proof in the ECMR is contained in Recital 29,
stating that any efficiencies ‘put forward by the undertakings concerned’ will be consid-
ered.?® One interpretation would be that the parties have to at least advance efficiency
claims, i.e. the Commission would not have to consider unclaimed merger-related benefits.
As regards the standard of proof, the Guidelines point out that ‘[e]fficiencies have to be veri-
fiable such that the Commission can be reasonably certain that the efficiencies are likely to
materialise’, since ‘[m]ost of the [relevant] information (...) is solely in the possession of the
merging parties’. It is therefore ‘incumbent upon the notifying parties to provide in due time
all the relevant information’.?® In other words, the burden of proof appears to rest entirely
on the parties’ shoulders. They have to assert a claim, have to substantiate it accordingly
and provide ‘all the relevant information’. Arguing with information asymmetries, most aca-
demic commentators support this view.?®’ This would — as under US merger control —

%2 section 2.4.2.
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amount to a burden of proof to rebut a prima facie evidence that the merger will be anti-
competitive.?*® But is this actually in line with the ECMR and general principles of proce-
dure?

The onus of proving the incompatibility of a merger with the common market as set
out in Article 2(3) ECMR rests on the Commission.?®® Efficiency claims are assessed as an
integral part of the SIEC test.?’® It is not a separate defence the parties would have to prove
independently of compatibility or incompatibility of the merger with the Common Market.
Consequently, the burden of proof cannot rest solely with the merging firms — if there is no
significant impediment to effective competition, there is no room for the Commission to pro-
hibit the merger. Otherwise, the general principle of judicial investigation underlying the
ECMR would have to be left unapplied.?”" Interestingly, according to Section 9.3 of Form
CO, submitting information is voluntary and ‘[flailure to provide information on efficiencies
will not be taken to imply that the proposed concentration does not create efficiencies’.?’?
Quite contrary to the Guidelines’ wording, this implies that it is the Commission which bears
the burden of proof: even if the parties do not claim efficiencies at all, this cannot be inter-
preted to their disadvantage, let alone if they fail to provide the necessary information to as-
sess a claim.

To shift the burden of proof in relation to efficiencies would require a legal basis in
the ECMR. It is questionable, however, whether the rather vague reference in Recital 29 of
the ECMR can be sufficient.?”®> Notwithstanding this, in the light of indeed obvious informa-

274 it will be advisable for the

tion asymmetries between the parties and the Commission,
parties to submit relevant information as early as possible in the course of the procedure, so
that the Commission is in a position to undertake a thorough analysis of the transaction.?”®
Moreover, the parties in any case have other, more general information obligations, e.g. Ar-
ticle 11 ECMR.?’® In case of failure to comply with this obligation, Article 14 ECMR even

stipulates that fines may be imposed on the parties.
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Vice versa, the Commission has a duty under Article 190 ECT to provide reasoned
arguments and robust evidence for its decisions. When the Commission issues a clearance
decision on the basis of efficiencies, it takes ‘ownership’ of the claim — if its decision is chal-
lenged in court, the Commission will have to prove that ‘the efficiencies are sufficient to pre-

vent negative competition effects of the merger’.?”’

In conclusion, the Commission cannot generally impose the burden of proof on the
merging parties. In some cases, especially where the efficiencies claimed are not prima fa-
cie speculative, it may be forced to undertake inquisitorial steps itself.

Standard of proof — what kind of information should be supplied?

The Guidelines contain a list of potentially useful sources such as ‘internal docu-
ments that were used by the management to decide on the merger’, other examples could
be planning documents estimating post-merger price reductions or, in relation to dynamic
efficiencies, a R&D ‘road map’ for the time after the merger could be provided.?”® Generally,
the evidence provided must enable the Commission ‘to foresee a clearly identifiable positive

impact on consumers’.?"®

Particularly with regard to dynamic efficiencies, the perception of the merging firms
themselves will often be overly optimistic, even as regards internal and confidential as-
sessments.?®® A healthy bias towards the neutrality of the facts presented therefore seems
to be appropriate — particularly, synergies predicted by the firms themselves occur in less
than 40 percent of transactions.?®" All in all, internal documents will often be of limited value.
Firms know that the Commission attaches more credibility to pre-notification evidence,?®?
and ‘producing’ such documents as soon as a merger is even remotely considered should
not be too difficult.

In any case, the Commission will have to test the facts and forecasts stemming from
information provided by the parties — unfortunately without reliable adversarial processes.
Efficiencies — especially dynamic efficiencies — are rarely verifiable on an objective basis,
but rather depend on the evaluation of information largely internal to the merging firms.
Even the parties themselves may sometimes not be in the possession of all relevant infor-

2" G Drauz, 'An Efficiency Defence for Mergers: Putting an Intricate Puzzle Together' (2004) 1 ZWR 254, 265;
to the same effect: Strohm (n107) 120.
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mation to appraise fully the prospects of the claimed efficiencies, inter alia due to confiden-

tiality restrictions before a merger is executed.?®

Promising evidence for efficiencies will have to indicate a ‘clearly identifiable positive
impact [of the merger] on consumers’. One might argue that this high standard®** effectively
results in a probability threshold to be imposed on efficiency claims which has to be ex-

1:%5 if the evidence

ceeded before the Commission takes efficiencies into consideration at al
provided falls short of proving the stipulated level of likelihood, the claimed efficiencies will
be rejected. A number of US judgements address this issue: in FTC v. Staples, the old stan-
dard of ‘clear and convincing evidence’ was held to impose on the merging firms ‘the nearly
impossible task of rebutting a possibility with a certainty’. Instead, a slightly relaxed ‘credible
evidence’ standard was applied, according to which the parties have to demonstrate that
‘the evidence [provided by the FTC] gives an inaccurate prediction of the proposed acquisi-
tion’s probable effect’.?®® Yet, lower probability standards do not necessarily improve the
prospects of efficiency claims.?®’ In FTC v. Heinz Co., for example, the court emphasized
that efficiencies have to ‘represent more than mere speculation and promises about post-
merger behaviour’ and demanded efficiencies of ‘extraordinary’ extent.?®® If, however, one
decreases the probability threshold, but at the same time increases the minimum extent of
efficiency gains, this is no more than transferring the ‘uncertainty discount’ from the level of
probability to that of extent. In the light of the strict requirements and the special uncertain-
ties inherent to this type of efficiency, the hurdle of sufficient verifiability is likely to be too
high in all close or even moderately close cases.?*°

35 Conclusion

The new legal framework for merger-related efficiencies improves clarity and repre-
sents a ‘more economic approach’: the Commission will take into account economic effi-
ciencies in its substantial appraisal of a transaction. At the same time, this is unlikely to
change markedly its enforcement practice. It appears as if the Guidelines express the
Commission’s grown willingness regarding competition policy to consider efficiency claims,
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yet the position of competition law (as interpreted by the Commission) stays precautious.
The Commission’s general statements on the importance of dynamic efficiencies are signifi-
cantly undermined by the high thresholds applied in practice. It is admittedly inherent to the
consumer-centric focus at the bottom line of the EC merger control regime that potential
anticompetitive effects of a merger face very low tolerance, and it is logically consistent that
potentially offsetting benefits from the transaction are approached with scepticism. The
Guidelines, however, express a ‘very conservative’ attitude, as the Commission’s Chief

Economist Lars-Hendrik Réller has put it.?*°

Dynamic efficiencies are particularly complex and thus difficult to forecast, measure,
analyse and verify. Some of the requirements in the Guidelines can not or only most diffi-
cultly be applied to dynamic efficiencies, and the uncertainty inherent to innovation adds to
the scepticism towards this type of efficiency claims. Do firms have to establish certainties
or at least high probabilities where neither certainties nor high probabilities exist??®' Any
firm seeking to advance such claims should recognize that it will carry a heavy burden as to
all the elements of the claims.?? In the light of their limited prospects of success, costs con-
nected to the provision of substantial evidence could be prohibitively high.?

All in all, the new EC merger regime leaves very little room for dynamic efficiencies.
The first question raised at the outside of this paper thus has to be answered in the nega-
tive. The analytical framework of the new merger regime can only to a very limited extent
accommodate dynamic efficiency considerations. This leads to the second question: should
such efficiencies instead be given more room in the Commission’s substantial appraisal of a
transaction? Are there no better ways to deal with efficiency claims than what the Guide-
lines suggest, i.e. do we by definition over-regulate, or are there alternative solutions which
manage to take a more receptive approach, possibly even giving more weight to dynamic
efficiency considerations?

Before we discuss various alternative approaches to dynamic efficiency considera-
tion in chapter 5, the following chapter 4 will focus on the basic problems behind the difficul-
ties with dynamic efficiency analysis identified above. In doing so, | will attempt to carve out
a set of critical aspects that have to be taken into account when testing and evaluating pro-
posals to refine the present analytical framework.
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4 Benchmarks for dynamic efficiency analysis
4.1  Introduction

We have seen in the previous chapter that dynamic efficiencies are unlikely to play
an important part in the current merger control regime. We now turn to the second question
raised at the outset of this paper: what are the main problems of dynamic efficiency analysis
in practice, and what would adequately improve the current analytical framework of effi-
ciency analysis?

This chapter is devoted to the first part of this question, i.e. it aims to identify crucial
problems and according benchmarks against which proposals to refine dynamic efficiency
analysis can be tested and evaluated. Before turning to the substantial discussion, section
4.2 provides a brief insight into the empirical side of merger-related efficiencies. Section 4.3
then focuses on information problems in dynamic efficiency analysis. It briefly introduces the
different types of information problems and analyses how they affect dynamic efficiency
analysis in practice. Following this, section 4.4 deals with decisional processes and con-
nected lacks of legal certainty, business predictability and decisional transparency for the
merging parties. Closely connected with this, section 4.5 discusses financial risks and det-
rimental cost effects resulting from certain weaknesses in the current decisional framework
as regards dynamic efficiencies. At the end of this discussion, we will then be ready to go on
to discuss several possible modifications to the structure of efficiency analysis in chapter 5.

4.2 Are mergers efficiency-enhancing at all?

In the light of daily news on transactions failing their performance and synergy tar-
gets, one could indeed ask whether mergers yield efficiencies at all, or whether the idea of
merger-related benefits is more theory than practice. As a study published by the accoun-
tancy firm KPMG in January 2006 shows, two out of three transactions turn out not to be
value enhancing (Figure 4.1). Considering that there appears to be a strong correlation be-
tween the enhancement of shareholder value and the meeting of merger-related efficiency
targets (Figure 4.2),%** this could be seen as a worrying result for the proponents of claimed
efficiencies as a factor in the substantial appraisal of a merger.

2% KPMG International The Morning After. Driving for Post Deal Success (2006) 2; cf. A Jacquemin, 'Theories of
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Value enhancement vs achievement of
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Figure 4. (Value-enhancing effects) Figure 4. (Achievement of targets)

On average, the distribution of efficiencies across mergers appears to have a mean
of zero, or might even be negative.?*® Does this mean that the Commission is right not to
give much weight to efficiency considerations, especially to the highly speculative type of
dynamic efficiencies? Not necessarily. Even though mergers do on average not yield large
efficiencies, a particular merger can still do so, be it through more economic production
processes, new or improved products, or other economies. We should thus not be misled by
statistics — an effective merger control regime should be able to filter out and to identify effi-
ciency-creating, net beneficial transactions, i.e. it should aim at reducing type Il without in-
creasing type | errors. In-depth assessment should thus not generally dismiss (dynamic)
efficiencies purely on the face value of them rarely occurring.

4.3  The problem of insufficient and asymmetric information

The previous chapter demonstrated that information problems severely affect the
Commission’s decision making process in relation to virtually all requirements applied to

2% KPMG International (n294) 2.
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(dynamic) efficiency claims.?®” Either the Commission is provided with incomplete or (inten-
tionally or unintentionally) false firm-internal information, or the information needed for as-
sessing certain aspects of a claim is simply not existent. Consider, for instance, two merging
parties arguing that an intended transaction will bring about significant innovative gains in
the form of a new technology. The typical problems the Commission will face are (i) claims
being overstated or at least difficult to verify and/or (ii) highly uncertain predictions of future
developments of innovative activity, market success or new products, etc. In other words,
the Commission has to take account of both information asymmetry (see section 4.3.2) and
information insufficiency (see section 4.3.1):

4.3.1 Information insufficiency

Post-merger developments are naturally uncertain. It is difficult to assert, for in-
stance, whether a product yet undeveloped will be a market success, whether claimed
gains in innovative activity are specific to the transaction and actually suffice to offset ex-
pected anticompetitive effects. Different expert opinions will most likely come to different
results, and other sources of information may show significant inconsistencies.?®® These
imperfections are commonly referred to as ‘information insufficiency’, i.e. the required infor-
mation is simply not existent. In consequence, predictions of certain facts can neither be
rebutted nor verified, but only tested for their logical consistency.?*® The discussion in sec-
tion 3.4 showed that this is of special relevance to practically all requirements that claimed
dynamic efficiencies have to satisfy in order to be considered relevant by the Commission.

4.3.2 Information asymmetry

There are often wide information gaps between the actors in the process of merger
control. Hayek describes this phenomenon as ‘a body of very important but unorganized
knowledge’ since it cannot be aggregated in statistical form.>®° The utilisation of such private
knowledge in a decision making process thus necessarily requires the integration and par-
ticipation of the information source. What is commonly termed ‘information asymmetry’ or
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‘information disparity’ provides the information source with the possibility to be selective and
strategic about the transfer of information.*!

Firms are naturally the best source of information on merger-related efficiencies.®"?
Regarding dynamic efficiency claims, the fact that firms usually do not disclose their full
R&D secrets prior to their merger further aggravates the problems of unpredictability and

303 resulting from information asymmetry.>®* At the same time, there is a

‘unobservability
clear incentive to submit facts in favour of the transaction, while firms will usually show little
willingness to communicate potential detrimental effects.®® This often leads to overstated,
sometimes fabricated claims. External repercussions are not to be feared: regulation
through securities laws will regularly not apply to internal statements towards the Commis-
sion, and consumers usually lack the economic power to punish firms for unsubstantiated

assertions.

Level of analysis undertaken pre completion

Robust analysis
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No analysis

High level analysis

Base: 90 percent of corporations interviewed

Figure 4.3%° (Level of Pre-completion Analysis)
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But even bona fide claims may be too euphoric®®”” — according to the abovemen-
tioned KPMG study, ‘companies may not yet be prepared to make an honest assessment of
the success or otherwise of their deals’.>*® Two thirds of merger transactions do not create
economic value, while 93 percent of the firms themselves claimed the opposite — the per-
ception gap appears to be wide. Interestingly, only about half of the companies perform ro-
bust or high level synergy analysis prior to completion (Figure 6). All in all, one might argue
that the Commission will hardly ever be provided with a full picture of the firms’ own expec-
tations and intent behind the transaction, let alone of the actual efficiencies resulting from it.

4.3.3 Problems specific to dynamic efficiency analysis?

The problems discussed above are not specific to dynamic efficiencies or efficiencies
in general, but ubiquitous to ex ante analysis in competition law. Any decision maker in a
non-static economy faces problems resulting from ‘constitutional uncertainty’.**® Type | and
type Il errors are unavoidable. At the same time, it is especially challenging to predict future
economic developments when it comes to efficiency analysis, and even more so in case of
dynamic efficiencies, as was demonstrated in the previous chapter.®'® Moreover, the usual
characteristic of merger control — that every case has relatively unique characteristics so
that new cases usually lack close analogues — is aggravated: dynamic efficiencies occur on

firm level, not on market level,®"’

i.e. (i) an individual firm’s characteristics are naturally even
more diverse and thus more difficult to compare, and (ii) the possibility for strategic provi-
sion of information is exacerbated since the firm level is necessarily outside the realm of the

Commission as a competition authority.

4.3.4 Consequences for the following analysis

We have identified information insufficiency and information asymmetry as crucial
problems of efficiency analysis. Especially in relation to dynamic efficiency claims, it is cru-
cial to distinguish carefully between the problems of insufficient and of asymmetric informa-
tion: while high evidentiary standards are appropriate where information necessary for the
analysis is in the possession of the merging parties, it may be inappropriate and outcome-

07 CW Conrath and NA Widnell, 'Efficiency Claims in Merger analysis - Hostility or Humility?' (1999) 7 Geo Ma-
son L Rev 685, 697ff (regarding US cases).
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determinant to apply an overly strict standard where the requisite information is simply not
existent, since it ‘places the risk of error in decision making with one particular side’.*'? One
should not demand certainties where only probabilities can be delivered.

The problems of information insufficiency and information asymmetry cannot be en-
tirely avoided, yet it might be possible to alleviate them. Accordingly, an alternative ap-
proach should comprise a strategy going beyond simply leaving the problem to the parties
alone.

4.4  Lack of legal certainty, business predictability and decisional transparency

Before the 2004 reform of merger control, firms neither had clear guidance as to
whether efficiencies would be taken into account at all, nor of what would be required to
make a cognizable efficiency. All this ‘led to a vicious circle of excessive caution, limited use
of efficiency arguments and a consequent lack of case law and legal certainty’.>" Legal cer-
tainty, however, is a fundamental principle of EC law (derived by the ECJ from Article 6(1)
EC),*" and it does not come as a surprise that an increase in legal certainty was one of the
driving forces behind the 2004 reform. Especially the introduction of the Merger Guide-

315 which seek to provide ‘transparency and predictability regarding the Commission’s

lines,
merger analysis, and consequently greater legal certainty for all concerned’, were an impor-
tant step in this direction.*'® The Guidelines ‘should provide a sound economic framework
for the assessment of concentrations with a view to determining whether or not they may be

declared compatible with the common market’.3" But has this end been achieved?

Efficiency analysis in the light of legal certainty and business predictability

Under a formal understanding, legal certainty allows individuals to assess reliably the

legal consequences of their actions. Reactions by public authorities can be predicted with a
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certain degree of precision,” their margin of discretion being limited by accountable legal

12 ibid 28.
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314 J Raitio, The Principle of Legal Certainty in EC Law (Springer, New York 2003) 125ff; T Schilling, 'Bestand
und allgemeine Lehren der biirgerschitzenden allgemeinen Rechtsgrundsatze des Gemeinschaftsrechts'
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rules.>' Translated to the area of efficiency analysis, the law should allow firms to assess
reliably ex ante the prospects of an efficiency claim.®*® Firms have to be clear on their com-
petitive strategy and make their business decisions accordingly, taking into account their
respective legal surroundings. According to Walter Eucken, ‘economic policy should set up
an expedient framework for the economic process. This process should be held up consis-
tently, only to be changed with caution’,*?" which implies business predictability as the prag-
matic aspect of legal certainty.*? In its 2001 governance white paper, the Commission itself

stressed accountability, coherence, and predictability as ‘principles of good government’.*?®

Has the new framework achieved the intended increase in legal certainty? As ex-
plained in the previous chapter, the Commission’s margin of discretion is considerable, and
it is unclear which efficiencies are cognizable, let alone whether an individual claim will de-
cisively influence the Commission’s decision making process. One might argue that, unfor-
tunately, the Guidelines only provide very limited guidance. Case law also does not provide
guidance on the matter, since the Commission is still waiting for appropriate cases to clarify
its position.3%*

At the same time, it should not be forgotten that under the old regime it was even
doubtful whether efficiencies could play the role of a counterweight to anticompetitive effects
at all, let alone which criteria had to be met. At least the former question is now clarified. As
regards precise criteria, however, improvement of practical predictability is limited.*?* Firms
would arguably prefer to know ex ante that an intended merger will not be allowed rather
than undertaking extensive efforts to prove efficiencies which are then not deemed merger-
specific or substantial enough.?® An alternative to the current approach should — while stay-
ing economically sound — provide the parties with increased legal certainty and decisional
transparency.
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45 Detrimental cost effects

Currently, the prospects of most dynamic efficiency claims appear to be rather limited
— only in a very small number of cases will they be the decisive counterweight.**’ In com-
parison to the status quo ante, the situation has thus not changed dramatically. Arguably,
the same applies to amount and extent of type | and type Il errors.*®

Enforcement & litigation costs

Claiming dynamic efficiencies in a merger case is a very uncertain venture whose
prospects are difficult to predict. Besides error costs, this uncertainty entails several other

detrimental cost effects:®?°

it can increase firms’ costs of finding desirable merger targets
and may even hold them back from pursuing a potentially desirable transaction.>® If a
merger is notified to the Commission, significant costs are likely to accrue for both sides: the
parties incur significant transaction and litigation costs prior to the Commission’s decision
(let alone potential litigation costs if the decision is challenged in court), while the Commis-
sion itself faces considerable enforcement costs.®*" If after a costly and time consuming pro-
cedure the Commission does not allow an intended merger, seriously detrimental effects on

financial resources and the reputation of a firm may be the consequence.

A case-by-case approach, as opposed to a general presumptions approach,*? inevi-
tably requires firms to undergo a full-grown economic and legal analysis for each efficiency
claim. Judging from the Guidelines,*** the burden of proof rests with the parties, and it will
usually be a costly venture for firms to generate the required evidence. Quantitative analysis
especially entails the ‘heavy and time-consuming task of gathering the relevant data’,®*
which has to be undertaken not only by the parties to the merger, but also by the Commis-

sion itself.

While from the parties’ perspective, such costs are only a fragment of the overall
costs of the transaction, a consequence of the relatively vague language of the Guidelines
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and the lack of guiding case law should not be underestimated: since efficiencies are practi-
cally the only possible ‘counterweight’ to expected anticompetitive effects, there is a ten-
dency to bring claims in even the most remote cases. Connected costs will thus not only be
incurred in ‘close cases’, and their aggregate amount will thus be substantial in relation to
the average outcome of merger cases.** All in all, it might appear that — under the current
approach — it does not make economic sense to bring dynamic efficiency claims. An alterna-
tive to the current approach would therefore have to economise significantly on information
costs while at the same time keeping litigation and enforcement costs low.

46 Summary

This chapter analysed crucial problems and according benchmarks against which
proposals to refine dynamic efficiency analysis can be tested and evaluated. It identifies
four crucial problems: (i) the problem of insufficient information about potential efficiencies,
(i) the problem of existent information asymmetrically distributed between the Commission
and the merging parties, (iii) the lack of legal certainty and business predictability for the
firms and (iv) potential detrimental cost effects of the respective approach for both the
Commission and the merging parties. In the light of these findings, the next chapter will dis-
cuss possible modifications to the current approach to efficiency analysis.

%% Fisher and Lande (n326) 1695: ‘type lll error”.
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5 New recipes for the future?
5.1 Introduction

At the beginning of the previous chapter, we asked what the main problems of dy-
namic efficiency analysis in practice were, and what the adequate improvements to the cur-
rent analytical framework of efficiency analysis would be. Answering the first part of the
question, the analysis highlighted crucial issues to be considered when discussing propos-
als for refinement of the current approach to (dynamic) efficiency analysis. Armed with these
results, we are now ready to go on to the second part of the question and discuss alterna-
tives to the current approach and to what extent they might relax the difficulties pointed out
above. Section 5.2 will therefore look at alternative procedural structures suggested by vari-
ous scholars (general presumptions approach, remedies approach, and conditional clear-
ance of transactions connected with an ex post review). We will see that, although each of
these proposals could alleviate one or two of the problems identified above, they do not of-
fer thorough solutions and even cause additional difficulties and drawbacks. Section 5.3
therefore attempts to put forward an alternative proposal which relies on a periodic, institu-
tionalized ex post audit of the Commission’s case practice as regards merger-related effi-
ciencies in order to empirically review the decisions, their soundness, and their practical
effects. In the long term, this proposal — if integrated into a four-stage decision-making
process — might relax the difficulties discussed in the previous chapter.

5.2 Procedural alternatives?

When discussing alternatives to the current structure of efficiency analysis, we have
to keep in mind the four critical issues referred to in the previous chapter: a workable alter-
native should have a strategy to deal with information insufficiency and asymmetry, it should
bring about as much legal certainty and decisional transparency as possible and it should
avoid detrimental cost effects both for the merging parties themselves and the Commission
as the competition authority.

In light of these aspects, we look at the three arguably most important ideas put for-
ward to refine efficiency analysis as follows: section 5.2.1 briefly discusses the so-called
‘general presumptions approach’, an ex ante procedure that does not assess transactions
on a case-by-case basis, but from the perspectives of previously determined, structural in-
dicators such as market shares.
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In contrast to taking an ex ante perspective, one could also ask what could be done
in the aftermath of a transaction if claimed efficiencies fail to occur. There are two possible
approaches: on the one hand, the Commission could safeguard the realisation of claimed
efficiencies through commitments or remedies, an option examined in section 5.2.2. On the
other hand, it could — if claimed efficiencies fail to realise — try to restore the competitive
status quo ante by intervening ex post (see section 5.2.3).

5.2.1 General presumptions approach

Instead of considering a potential trade-off between individual efficiencies and anti-
competitive effects, a general presumptions approach (GPA) applies general, pre-
determined structural indicators such as market shares or the HHI.**® Below these thresh-
olds, mergers are assumed to be generally efficiency enhancing or at least neutral.**" Ex-
ceeding the indicators is interpreted as showing possible efficiencies as insufficient to offset
anticompetitive effects of the transaction. The merger would be prohibited.

Information costs are considerably reduced:**® the extensive and time-consuming
task of preparing economic studies on the effects of the merger can be avoided. Litigation
and enforcement costs are also likely to decrease: if rules are clear-cut and do not leave
inadequate margins of discretion, it makes little sense to take action against a Commission
decision legally applying these rules.

Closely connected to this, the parties themselves enjoy high legal certainty and busi-
ness predictability — they have a clear (structural) ex ante indicator whether or not their
transaction has a chance to be cleared.** Problems of information asymmetry do not occur,
since the decision is purely objective. Legal certainty would increase.>*°

The problem of information insufficiency, however, would not be solved, but merely
shifted to another level. The GPA assumes that the chosen structural indicators adequately
measure both anticompetitive effects and efficiencies.®" In any abstract indicator, however,
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there is some arbitrariness and imperfection. Even restricted to smaller firms, it is not clear
why mergers should in general bring about efficiency gains — quite the contrary.?*? The leg-
islator and not the competition authority would have to decide, and it is difficult to see why
its expertise should be higher. Dynamic efficiencies would unlikely receive more weight
anyways: the enhanced uncertainty of their actual realisation would also have to be ‘priced
in’.

The GPA would thus not represent an improvement, but clearly a step back in the
Commission’s effort to apply a ‘more economic approach’ in its enforcement practice.>** It

must therefore be rejected as an alternative to the current case-by-case approach.

5.2.2 Commitments and remedies

Another option would be to deal with the problem of — especially — uncertainty as to
the realisation of efficiencies with the tool of commitments and remedies.

At the end of Phase | or Phase Il of its merger investigations, the Commission

reaches one of the following decisions: (i) the transaction is compatible with the common

market,®* (ii) it is prohibited,?® or (iii) it is cleared subject to certain modifications of the
original transaction plan.®*® Such modifications, offered as remedies by the parties, have to
be ‘proportionate to the competition problem and entirely eliminate it’.>*’

A common typology distinguishes between structural and behavioural remedies.?*

While structural remedies such as the divestiture of a subsidiary can hardly contribute to the
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realisation to efficiencies,”™ this appears at least theoretically possible through behavioural

remedies. Although they cannot safeguard the realisation as such (innovation, for example,
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cannot be prescribed or promised), the range of conceivable remedies is sufficiently

d 350

broa so that a number of options is theoretically conceivable:

First, behavioural remedies could address firm internal conditions conducive to the
realisation of claimed dynamic efficiencies. The parties could, for instance, undertake to de-
velop certain new products (involving specific patents or other key technologies). But how
should the conditions of such a remedy be determined ex ante? The prescription of a cer-
tain behaviour can — if anything — facilitate, but not guarantee, the realisation of efficiencies
— not every new product, for instance, represents an innovative gain. In other words, there is
insufficient information to draft an appropriate remedy.

Second, ‘quasi behavioural’ remedies®' could address positive externalities, aiming
at spill-over effects and diffusion of innovation: firms could be obliged to facilitate competi-
tors’ access to key infrastructure and technology, e.g. through licensing technology resulting
from merger-related dynamic efficiencies.?* In the light of the highly complex issue of spill-
over effects,>*® however, the draft of such a commitment appears problematic,*** and reali-
sation of dynamic efficiencies as such could be undermined if the incentive to further inno-
vate was reduced by a too restrictive commitment.**®> Furthermore, it can be extraordinarily
difficult to ensure effective cooperation of the merged entity in order to make the third-party
entry successful.>* In any case, a serious problem is that the application of such a remedy
would be dependent on the expected dynamic efficiencies actually materialising — if they do
not occur, the remedy would be pointless.®’ As a result, the parties would paradoxically be
better off if the merger at issue had only anticompetitive effects.

Third, behavioural remedies could aim at the symptoms of efficiencies, i.e. the reali-
sation of effects such as lower or stable consumer prices. The problem with this is that in-
novation and dynamic efficiencies hardly translate into price effects.>*® But even where they
theoretically do, but fail to do so in practice, behavioural remedies would still require firms to
not raise prices. This would be nothing less than pure price control. Let alone that even in
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353 section 2.4.3.

%4 EU Commission (DG Comp), 'DG Comp Merger Remedies Study' (2005) <http://europa.eu.int/comm/compe-
tition/mergers/others/remedies_study.pdf> (1 February 2006) 120.

355 Reynolds and Burnley (n346) 402/424 (with reference to a relevant FTC study).

3% M Motta, M Polo and H Vasconcelos, 'Merger Remedies in the European Union: An Overview' (Symposium
on Guidelines for Merger Remedies, 17-18 February 2002) 15.

%7 Conditional remedies were accepted in Glaxo Wellcome/SmithKline Beecham (n352) [195)/[222].
%8 section 3.4.1.

65



the absence of price increases, market power could materialize in some other form, e.g. by
lowering the quality of the product (an outcome somewhat counter-productive from the per-

spective of dynamic efficiency).**®

Common to all alternatives are the problems of unmanageable complexity and prac-
tical difficulties in monitoring and enforcement.**® To determine restoration of effective com-

petition, remedies should not be overly extensive and complex,>®’

especially since the
Commission has traditionally been averse towards behavioural remedies.**? While the CFI
emphasized in Gencor v. Commission that the important question is not whether a remedy
is structural or behavioural, but whether it is sufficient to prevent anticompetitive effects of

the merger,®

it appears from the ECJ judgement in Tetra Laval that in cases where the
structure of a market is directly affected by the transaction (as is usually the case where ef-
ficiencies come into play), behavioural remedies may be watched with greater scepti-
cism,*** since they do not solve anticompetitive structural problems. Especially in the light of
the specific complexity of dynamic efficiencies, the Commission will not risk irreversible
damages to competition by agreeing to highly complex and uncertain behavioural reme-
dies.*®® The risk of unpredictable detrimental cost effects in the form of type Il errors would

be too high.

And even for the parties themselves, such commitments would represent an enor-
mous risk potential and connected economically detrimental effects — due to the uncertainty
inherent to any ex ante analysis of dynamic efficiencies, considerable fines (up to 10 per-

cent of their aggregate turnover)®%®

would have to be ‘priced into’ the overall transaction
costs, let alone the fact that the Commission would, under certain conditions, even be em-
powered to revoke its decision if the firms commit a breach of an obligation. Legal certainty

would therefore suffer rather than profit from this approach.

In the light of the above, behavioural commitments and remedies do not represent in-
telligent tools in dynamic efficiency analysis and have to be rejected as an alternative or
‘add-on’ to the current approach.
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5.2.3 Ex post approach

Yet another option, suggested by several American scholars, would be to make the
decision whether or not to allow a transaction on a temporary basis only, i.e. pending reali-
sation of the claimed benefits and thus the offset of the expected anticompetitive effects.®®’
The Commission would then still perform an ex ante assessment and deal with anticompeti-
tive concerns as far as possible before the merger is executed.**® Ex ante evidentiary stan-
dards would be weaker than those imposed ex post.*® After an agreed period of time has
elapsed,*”® the Commission would look at the post-merger situation to assess the actual
realisation of the claimed efficiencies and, if necessary, impose appropriate remedies reach-

ing from fines to disintegration of the merged entity.

Advantages of an ex post approach

A main advantage would be that the information insufficiency problem and the specu-
lative nature inherent in any ex ante analysis would be considerably limited.*”" The same is
true of the information asymmetry problem, since the merging firms would have quite a
strong incentive to make credible efficiency claims, ‘empty promises’ bearing the danger of
subsequent (economic) punishment.*”? The incentives to keep promises and realise the
claimed efficiencies would be stronger. The currently heavy ex ante verification burden on
the firms’ shoulders would be somewhat eased. Finally, an ex post approach would not
have to be restricted to efficiencies, but could also increase reliability and preciseness of the
anticompetitive effects analysis.

Disadvantages

It appears that, however, the disadvantages by far outweigh the benefits: first, if the
Commission’s power to dissolve were considerably extended, there would be a certain im-
balance between Article 82 and the ECMR. At present, the Commission is not empowered
to break up a company, even if it is persistently abusing its dominant position.*”® Under the
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ECMR,*"“ it can currently order dissolution (in full or in part) of a concentration only if (i) an
already executed transaction is declared to be incompatible with the common market or (ii)
a merger has been implemented in contravention of a condition imposed by the Commis-
sion. Why should it be possible, one could ask, to restore competition ex post through struc-
tural measures under the ECMR, but not under Article 82 EC?

Secondly, it is not a matter of course that restoration of the firms’ pre-merger struc-
ture would also restore respective market structures.>”® The probability of irreparable dam-
ages to competition might be high. This bears additional relevance in case of dynamic
efficiencies, where an ex post approach requires sufficiently extensive time frames to be
applied.>"

Thirdly, the cost and the effects on legal certainty of ex post dissolution are poten-
tially catastrophic, both for the Commission and the parties.*”” Considerable costs for exe-
cuting the merger may well be sunk if the transaction is subsequently challenged, and
restoration of the competitive status quo ante is an extremely complex and equally costly
task. For the firms themselves, legal certainty would rapidly decrease. If efficiencies do not
realise for endogenous reasons (innovation not marketable etc.), the merged entity would

still carry the full economic risk.%"®

Fourthly, an ex post approach would run contrary to the achievement of efficiencies
as such: the object of a merger is the integration of two previously distinct entities, and syn-
ergies will only be achieved if there is certainty that a decision on a transaction is final. If the
parties cannot be sure whether the merged entity will endure, the efforts to integrate will ar-
guably be limited — especially in such sensible areas as innovation and R&D.

These problems are also not alleviated — as falsely argued by Joseph Brodley — if
firms could ‘opt into’ such an ex post approach:*"® Any post-merger dissolution would seri-
ously affect third parties, e.g. employees, suppliers and customers, who were not asked be-
fore the transaction was implemented, but may now legitimately demand protection of
confidence.

All in all, while this proposal certainly alleviates parts of the information problems, it
does so at the cost of huge financial risks for the firms, potentially huge enforcement costs
for the Commission and potentially irreversible damages to the competitive structure of a

374 Articles 6(3)(a), 8(6), 8(4)(b) ECMR.

375 Brodley (n368) 589; Pitofsky (n367) 225-226.

376 Section 3.4.2.

377 Brodley (n368) 606ff/608-9 with counterarguments.
378 f. ibid 594ff.

379 ibid 577/590.

68



market (type Il errors). Furthermore, it contradicts the system of merger control as an ex
ante structure. While it is an interesting theoretical idea, it is certainly not practically feasible
and has to be rejected.

5.3 Ex post audit as an empirical tool?

We have seen so far that the suggested changes in the procedure cannot solve the
general problems of (dynamic) efficiency analysis as identified above. Does this mean that
we by definition have to over-regulate mergers when it comes to dynamic efficiency claims?
Or are there other ways to at least modestly improve the Commission’s decisional proc-
esses in this point? Building on the general rule that making ‘sound decisions about future
public policy issues requires efforts to assess the wisdom of choices past’,**° | will examine
the possibility of introducing a periodic, institutionalized ex post audit of the Commission’s
case practice as regards merger-related efficiencies. The analysis is divided into three
parts: section 5.3.1 begins by discussing the value of systematic measures to conduct ex
post analyses of the Commission’s case practice as regards (dynamic) efficiencies. The
practical benefits for the Commission and the parties in future merger cases are being
briefly discussed. Section 5.3.2 then shows how this methodology could be implemented
into the Commission’s decision-making structure in merger control. Eventually, section 5.3.3
gives an outlook on long-term fields of application for the data from the suggested ex post
audits.

5.3.1 The rationale of an ex post audit

The Commission dedicates few resources to ex post evaluation of its own enforce-
ment practice and lacks a systematic process for monitoring the economic consequences of
cleared transactions.®' Although such an ex post assessment — if undertaken by the Com-
mission itself — is a cost- and time-intensive venture withdrawing resources from the en-
forcement process,*®? the benefits of a systematic and permanent ex post review of
efficiency claims could be considerable, both from the merging firms’ and the Commission’s

30 WE Kovacic, 'Evaluating Antitrust Experiments: Using Ex Post Assessments of Government Enforcement

Decisions to Inform Competition Policy' (2001) 9 Geo Mason L Rev 843.

%1 p Camesasca, European Merger Control: Getting the Efficiencies Right (Intersentia-Hart, Antwerpen&Oxford
2000) 406.

%82 Kovacic (n380) 852 on the US perspective.




perspectives.®? Arguably, some of the main advantages of the previously rejected ex post
approach (see section 5.2.3 above) could be utilised within the current ex ante structure:

Learning by doing

Economic reality is not static, and neither is competition law and policy. There are
strong links between competition law and industrial organisation economics, giving the for-
mer ‘a strongly evolutionary character that entails adjustments in policy as the understand-
ing of business practices changes’.®®* Competition law enforcement is something of an
experiment, and finding the correct mix of policies can involve enforcement decisions that
may be intervening too aggressively (‘over-regulation’) or not aggressively enough (‘under-
regulation’). Without ex post checks, the Commission will hardly be able to determine
whether assumptions and hypotheses underlying past decisions involving claimed efficien-
cies were actually sound.*®

The Commission already undertook such a review procedure in relation to merger
remedies.>*® In a 2005 in-house study, the design, implementation and overall effectiveness
of a representative sample of 96 of the 227 remedies adopted from 1996 to 2000 were ana-
lysed.**” According to Commissioner Neelie Kroes, ‘[t]he findings of this important study will
influence our future action’ and ‘demonstrate the Commission’s commitment to evaluate
critically and transparently its past policy and practice in order to draw lessons from it’.*®
More generally, ‘learning by doing’ is a concept visible in the Commission’s decisional prac-
tice — as demonstrated, for instance, in BASF/Pantochim/Eurodiol®®®, where the Commis-
sion further developed the failing firm defence,*® based on a review of its decision in Kali &
Salz.*®' Ideally, however, an ex post audit should focus on a set of related matters (i.e. a
collection of decisions dealing with, for instance, merger specificity) rather than on individual

cases in isolation. This approach is illustrated, for example, in a 2004 study undertaken by

383 ibid 852.
384 ibid 844.
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the US General Accountability Office which sought to measure the effects of eight mergers

in the US petroleum industry during the years 1997 to 2000,%

or periodical audits by the
Organisation for Economic Cooperation and Development (OECD) regarding the competi-

tion enforcement programs of member countries.*®

Increased decisional transparency

From the Commission’s perspective, ex post assessment could help to ensure regu-
larity in the Commission’s decision making process:** when performing an ex post audit,
the Commission (or an external body undertaking the study) would be free of the restraints
faced when a particular decision has to be justified,>* this being the usual situation under
which a case analysis is undertaken.

From the merging parties’ perspective, decisional transparency could be enhanced:
the results and findings of the audit should be readily accessible for business operators in
order to make the Commission’s ex ante assessment more accountable and to increase
legal certainty — ex ante transparency is properly effective only if accompanied by sufficient
ex post transparency.

Time and cost savings

Empirical review could also facilitate the notification procedure and potentially avoid
costly and lengthy debate on certain claims. A clear, plausible and transparent argument on
why certain efficiencies are considered while others are not could provide firms with an in-
centive to concentrate on actually promising efficiency claims.

Disadvantages?

At the same time, an ex post audit carries certain risks:

Additional costs resulting from the audit procedure have already been mentioned. At
the same time, increased transparency could — in the long run — result in a considerable de-
crease in the costs of enforcement and type | and type Il errors. By integrating firms into the
information gathering process, e.g. through report obligations etc., practical difficulties for
the body undertaking the ex post audit could be reduced: since dynamic efficiencies materi-

%92 s General Accounting Office Energy Markets: Effects of Mergers and Market Concentration in the US Pe-
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alise on firm-level, it might otherwise be difficult for an external body to monitor ex post de-
velopments sufficiently and reliably. Similar to the ex post approach previously rejected,*® it
is not entirely clear that an ex post audit would reveal an objective picture about the sound-
ness of the Commission’s ex ante reasoning. It can be difficult to determine the origin of, for
instance, dynamic efficiencies: they can either result from the merger (as expected) or from
other changes in the value-creation chain. Vice versa, the prediction of an efficiency can be
perfectly sound, but yet proven wrong due to pure externalities. Ex post reports would there-
fore have to examine carefully the background of the realisation or non-realisation of an ef-
ficiency to avoid false conclusions.

5.3.2 Procedural implementation — a long-term ‘information cycle’

The ex post audit as previously suggested should then be integrated into the Com-
mission’s decision-making structure in merger control. This would amount to a procedure
consisting of four stages of investigation (Figure 5.1) which will be explained in the follow-

ing:

Stage 1

Pre-notification screening,;

5> reflecting results of stage 4 g

Stage 4
Feriodic ex post audits
on the case practice
regarding efficiency analysis

Stage 2
Cualitative and
gquantitative analysis;
reflecting results of stage 4

Q Stage 3 <:i7

Decision

Figure 5.1 (Four-stage approach)

Stage 1: pre-natification screening

Stage 1 aims at minimising errors of claim selection while economising on informa-
tion costs.*” Discussions between the Commission and the parties at this stage are already
‘an important part of the whole review process’.>*® The results of previous ex post audits

3% gection 4.3.4.
%7 |1zkovitz and Meiklejohn (n337) 24.

3% EU Commission, 'DG Competition Best Practices on the Conduct of EC Merger Control Proceedings' (2003)
[5G)1-
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could be reflected in this stage, providing the pre-notification discussions with a firmer theo-

%9 the parties would be in the position to utilise past audit reports in order to

retical basis:
pre-assess their own efficiency claims, while the Commission could be more determined as
regards its own assessment, and could accordingly inform the firms. A sound and transpar-
ent case practice could also mitigate the consequences of information asymmetry: the firms’

own assessment of potential efficiencies would likely become more realistic.

Stage 2: substantial appraisal of the transaction

After notification, the Commission enters into its substantial appraisal of the merger.
The Guidelines currently put a stark emphasis on quantitative techniques and require effi-
ciencies to be quantified where ‘reasonably possible’,** thereby erecting considerable hur-
dles especially for dynamic efficiency claims.*°’ Due to information insufficiency, the data
required for a full-grown quantitative efficiency appraisal will usually not be available, the
maximum achievable level thus being a mix of qualitative and quantitative evidence.**® The
Commission could thus first undertake a qualitative analysis where it is reasonable to do so,
especially in case of dynamic efficiency claims. Form CO could be adjusted accordingly, so
that the parties could set out their arguments without extensive and costly quantitative mod-
elling until expressly requested by the Commission. The main purpose of this step would
thus not be strict quantification, but rather a more thorough understanding of the transac-
tion’s rationale:**® the focus would be on the benefits expected from the merger, the firm-
internal cost-benefit analysis, expected timing of efficiency realisation, etc. In other words:
the focus would be on the soundness of the claims, less on the overall accuracy of their
prospected time scale and extent.*** Exaggerated and unauthentic claims would likely be
filtered out before both firms and the Commission incur high costs to prove or contest effi-
ciencies.

Only if a merger ‘passes’ this first step, and only where quantitative techniques can

reasonably be applied, a quantitative efficiency investigation would have to be consid-

ered.*%®

3% Section 4.3.5.
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402 |1zkovitz and Meiklejohn (n337) 24.

403 K-U Kiihn, 'Reforming European Merger Policy: Targeting Problem Areas in Policy Outcomes' (University of
Michigan and CEPR, Paper #02-012 2002) 32ff; C Luescher, 'Efficiency Considerations in European Merger
Control - Just Another Battle Ground for the European Commission, Economics and Competition Lawyers?'
(2004) 25 ECLR 72, 85; V Verouden, C Bengtsson and S Albaek, 'The Draft EU Notice on Horizontal Mergers:
A Further Step Toward Convergence' (2004) 49 Antitrust Bull 243, 279.

% lizkovitz and Meiklejohn (n337) 25.

405 ihid 23.

73



Stage 3: Commission decision on the transaction

After the above analysis, the Commission makes a decision on whether or not to
clear the merger. With a view to the intended ex post audit, the Commission should (if it
clears the transaction) clearly spell out expectations as to merger-related efficiency gains.
These expectations could then be specifically addressed and evaluated ex post, so that
there would be a clear link between ex ante assessment and ex post audits of the Commis-
sion’s case practice.

Stage 4: ex post audit

In contrast to the ‘provisional clearance and ex post review’ approach discussed in
section 5.2.3, clearance of the transaction would be — as far as efficiencies are concerned —
unconditional and final. The Commission would not subsequently challenge the merger for
not meeting efficiency targets. At the same time, this is the point where the suggested ex
post audit would come in (see section 5.3.1). Theoretically, it could be performed by the
Commission itself, by external experts, or both. Notably, formal participation of Commission
officials could make at least two contributions going beyond what external researchers can
achieve. First, Commission officials can provide access to information about the decision
making process as such and internal deliberations concerning individual cases. Second,
criticism coming from the inside of the agency might receive more attention and feedback
(i.e. according improvements) than purely passive reception of external studies.*®® On the
other hand, the advantages of an external audit would be considerable. The costs incurred
by the Commission could be kept low by relying on external researchers, e.g. through aca-
demic research projects. Moreover, external contributions are likely to make the assess-
ment more objective, bringing in a presumably neutral point of view. All in all, it would
appear sensible to have both outsiders and insiders participate in designing and conducting
the audits, through cooperation in and mutual contributions to the audit process. Irrespec-
tive of who conducts the audits, however, it appears important that ex post audits are institu-
tionalised. There should be periodic reporting, e.g. on a yearly basis.*”” If reports or studies
were undertaken merely sporadically, the effects on decisional transparency would be rather
limited.

Communication of the results of ex post audits should not be restricted to Commis-
sion officials. Instead, the results should be made public in some form, e.g. through publica-
tion on the Commission’s website. This would ensure that one of the main objectives,
increased decisional transparency, could actually be achieved. Within the ‘informational cy-

408 Kovacic (n380) 853; S Voigt and A Schmidt, Making European Merger Control More Predictable (Springer,
New York 2005) 156, in contrast, argue for an external review.
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cle’ discussed here, the gains in knowledge and experience resulting from the audits could
contribute to both stages 1 and 2, thereby completing the cycle (see Figure 7 above).

5.3.3 Long-term end: introduction of non-exhaustive lists of examples

The solution proposed here is, of course, not problem free. It is intended to be a
learning cycle that may vyield results only in the mid and long term — in the short term, there
will be costs for the audits, but no immediate effects on the expertise of the firms and the
Commission. In respect thereof, it is important to note that ex post audits are meant as a
step-by-step approach: in the mid term, they could provide significant gains to the general
knowledge about the origin and the particulars of merger-related dynamic efficiencies.

The likelihood of this working will, naturally, depend on funds devoted to the audits,
the incentives set for the merging parties themselves and third parties to participate, etc. If,
however, the institutionalised learning process as suggested above proves to be instructive,
one could — in the long term — argue that it should go one step further: the Guidelines them-
selves could be adjusted according to the expertise gained from the audits. One way to do
so could be to amend the Guidelines with non-exhaustive lists of examples of factual ele-
ments and market characteristics which are usually taken into consideration by the Com-
mission when assessing efficiency claims.*®® Such examples could usefully demonstrate the
applicability of the theoretical framework to the facts of each individual case and could ‘nar-
row the zone of uncertainty’.“o9 In its Guidelines on vertical restraints, for example, the
Commission sets out in detail what amounts to a hardcore restriction under the Block Ex-
emption Regulation.*'° In effect, this is the result of a constant evolution of case practice. In
relation to cross-market consideration of efficiencies, for example, the Commission could
give more guidance on whether or not beneficial effects on other markets will be taken into

consideration. Does this depend on specific links between the markets?*"

In which way
does the size of relevant markets in relation to the expected extent of efficiencies matter? In
case of merger specificity, when is an alternative ‘realistic and attainable’ from the Commis-
sion’s point of view?*'? Are there efficiencies that are by definition not merger specific? The

enumeration could continue.

408 Cleary Gottlieb, 'Comments on Draft Commission Notice on the Appraisal of Horizontal Mergers' (2003)
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The Guidelines do, naturally, ‘not purport to lay down definitive principles appropriate
to every situation’.*"® It is important to note that non-exhaustive lists of examples do not aim
at such a structure. Lists of examples could, however, be an opportunity for the Commission
to improve accountability of its analysis without mitigating its economic soundness, yet leav-

ing enough flexibility to deal with individual cases appropriately.*'*

54  Summary

There are no easy answers to the practical difficulties of dynamic efficiency analysis.
We have seen that — in light of the crucial problems of efficiency analysis outlined in chap-
ters 3 and 4 — neither a general presumptions approach, nor remedies, nor an ex post ap-
proach, can offer a feasible solution.

Naturally, the post-merger audit in the sense of an empirical tool and the connected
four-stage approach are not silver bullets against information problems, the current lack of
legal certainty and transparency, and potential detrimental cost effects of efficiency analysis.
They could, however, be a way to deal with the problems in testing over time whether the
‘very conservative approach’*'® taken in the Guidelines is actually appropriate. The results
of the audits could operate as ‘gap fillers’ in the Commission’s assessment of future cases,
providing both the Commission and merging parties with valuable insights into the practical
effects of Commission decisions and a better idea of the validity of certain types of effi-
ciency claims in economic reality. It is, of course, not about clearing as many mergers as
possible, but rather about filtering out those creating efficiencies and, eventually, benefits for
the customer.*’® The suggested four-stage approach could be a step towards a more trans-
parent and constructive approach to efficiencies. In any event, it could provide valuable in-
formation and learning effects about an area being — as yet — largely unfamiliar to both
competition enforcers and the parties themselves.
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1993) § 1-060.
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6 Concluding remarks

This paper explored two questions: (i) how much room is there for dynamic efficiency
considerations in EC merger control, and (ii) what are the main problems in practice, and
what would adequately improve the current framework of efficiency analysis?

Chapter 2 provided an introduction to the economic implications of the analysis of
merger-related efficiencies, highlighting three points:

(1) Mergers can result in anticompetitive effects such as higher market power, in-
ducing further concentration and facilitation of collusion amongst remaining competitors, but
at the same time lead to gains in economic efficiency.

(2) There are two types of such gains, static and dynamic. Economists acknowl-
edge that these efficiency gains may offset anti-competitive effects. Dynamic efficiencies, at
least theoretically, bear greater potential than static efficiencies.

(3) There are, however, numerous difficulties regarding the practical implementa-
tion of dynamic efficiencies, e.g. problems of objective measurement and predictability, in-
formation and evidentiary problems, issues of timing and cross-market consideration of
efficiencies.

On this theoretical basis, the third chapter analysed the role of dynamic efficiencies
under the new merger control regime, focusing on the requirements stipulated in the ECMR
and the Commission’s Horizontal Merger Guidelines. The most important findings can be
summarized as follows:

(1) Efficiencies are required to be quantified where reasonably possible. Quanti-
fication of dynamic efficiencies, however, is very difficult, if not impossible. It appears that
merger simulation can currently not offer practicable solutions. While the option of qualita-
tive analysis remains, it is yet unclear how strict a standard will be applied.

(2) The Commission appears to take a restrictive approach to the timeliness of
efficiencies. Although there is no explicit time limit, the price theory underlying the Guide-
lines suggests that not more than two years are allowed for efficiencies to realise. This will
usually be too short for rather long-term focused dynamic efficiencies.

(3) The Guidelines in principle require efficiencies to occur on those markets
where anticompetitive effects are expected. In the light of complex measuring and compari-
son problems, it is unlikely that the Commission will allow for cross-market analysis. This is
problematic for dynamic efficiencies in the form of new products, usually occurring in ‘other’
markets.
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(4) Regarding merger specificity, the Guidelines prima facie imply an objective at-
titude. Information asymmetry and insufficiency, however, render this very difficult, so that it
remains to be seen whether the Commission can avoid making normative judgements by
‘second-guessing’ business decisions to merge or not to merge.

(5) The Guidelines adopt a consumer welfare standard, requiring efficiencies to
be passed on to consumers. ‘Pass-on’ appears to be restricted to price effects. This is par-
ticularly troublesome in relation to usually non-price related dynamic efficiencies.

(6) The Guidelines impose the burden of proof for efficiency claims on the par-
ties. This lacks a legal basis in the ECMR.

(7) The Guidelines effectively impose a probability threshold on claimed efficien-
cies. In the light of their inherently enhanced uncertainty of realisation, the standard of proof
is likely to be insurmountable for dynamic efficiency claims.

This paper concludes from its analysis that the new merger control regime is unlikely
to change markedly the Commission’s enforcement practice. Consequently, dynamic effi-
ciencies do currently not have realistic prospects of success.

Following this, chapter 4 identified crucial problems and according benchmarks
against which proposals to refine dynamic efficiency analysis can be tested and evaluated.
Four basic problems were identified: (i) the problem of insufficient information about poten-
tial efficiencies, (ii) the problem of existent information asymmetrically distributed between
the Commission and the merging parties, (iii) the lack of legal certainty and business pre-
dictability for the firms and (iv) potential detrimental cost effects of the respective approach
to efficiency analysis for both the Commission and the merging parties.

Based on these results, chapter 5 continued with a discussion of suggestions for re-
form of the procedural approach to efficiency analysis. The most important findings can be
summarized as follows:

(1) A ‘general presumptions approach’ would considerably reduce information
costs and increase legal certainty, but would not resolve the information problems.

(2) Behavioural remedies bear the problem of practically unmanageable com-
plexity. For the parties themselves, commitments and undertakings would represent an
enormous risk potential. Legal certainty would be reduced.
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(3) An ex post approach is impracticable inter alia for its immense costs and be-
cause it causes considerable risks of irreversible damages to competition. It contradicts the
ex ante approach of merger control.

(4) Based on these results, this paper suggests the introduction of a periodical ex
post audit regarding merger-related efficiencies. This audit would periodically analyse a se-
lection of cases where efficiencies played a role and evaluate the development of these
transactions and the respective Commission decisions in practice.

(5) The paper then constructs a four-stage decision framework within which the
ex post audit aims — in the long term — to provide both merging parties and the Commission
with more solid information about the potential of mergers to create efficiencies and the par-
ticulars of such merger-related benefits. Ex post transparency could be increased which
would, in turn, facilitate ex ante transparency and legal certainty.

Clearly, efficiency analysis in general and dynamic efficiency analysis in particular
are difficult subjects in practice. But as Williamson stated in his seminal 1968 article on effi-
ciency analysis:

Once economies are admitted as a defence, the tools for assessing these effects

may be expected to be progressively refined. (...) [S]uch refinements will permit both
the courts and the enforcement agencies to make more precise evaluations.*"

7 oE Williamson, ‘Economies as an Antitrust Defence: The Welfare Tradeoffs’ (1968) Am Econ Rev 18, 34.
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