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Behavioral Antitrust and Merger Control

by

GREGORY J. WERDEN, LUKE M. FROEB, MIKHAEL SHOR®

Scholarship on competition policy has begun to explore the implications of
learning from behavioral research and to challenge the assumption of profit
maximization at the heart of neoclassical economic theory of the firm. This
scholarship is briefly reviewed, focusing on merger control. Prospects for
basing merger control entirely on data from actual mergers or laboratory
experiments are explored. Also explored are implications of behavioral
research for merger assessment in consumer goods industries. The conclusion
is that competition policy should continue to rely on neoclassical economic
analysis based on the assumption of profit maximization. (JEL: K 21, L 41)

1 Introduction

Competition law in the United States is largely judge made, and coherent
doctrinal principles were slow to emerge. In the mid twentieth century, critics
could argue with some justification that prevailing judicial interpretations of the
law were doing more harm than good. Scholars associated with the University of
Chicago Law School (e.g., BOrRK [1978], DIRECTOR AND LEVI [1956], and
POSNER [1976], [1979]) sought to rationalize competition law by applying
economics. Many scholars (e.g., CALABRESI [1970], COASE [1960], POSNER
[2007], SHAVELL AND POLINSKY (eds.) [2007]) also applied economics to other
areas of law, spawning the field of law and economics.

Over decades, economics-based critiques of competition policy gained
significant influence in the courts, and the demand for economic analysis was met
with ample supply. Equipped with tools from game theory and econometrics,
economists contributed countless applications of economic analysis to
competition policy. As compared with early work by legal scholars, more recent
work by neoclassical economists is vastly more sophisticated, and it is not
associated with any particular school or philosophy (see, e.g., the contributions in
Buccirosst (ed.) [2008]). The tools of neoclassical economics now play a vital
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role in the analyses conducted by competition agencies and in the litigation of
competition cases, and those tools are used to support market intervention as
much as to oppose it. Economists, on the whole, are reasonably content with this
state of affairs, as competition law provides both gainful employment and
intellectual stimulation.

While competition law was embracing neoclassical economics, behavioral
research, mostly conducted by psychologists, was examining how individuals
make decisions. DELLAVIGNA [2009] and RABIN [1998] review a great deal of
behavioral research finding evidence inconsistent in various ways with the
assumption of utility maximization at the core of neoclassical economic theory of
the consumer. Applying learning from behavioral research, a new generation of
scholars (e.g., JoLLS [2007], JOLLS, SUNSTEIN AND THALER [1998], SUNSTEIN
(ed.) [2000]) began to rethink the study of law and economics and question some
of its core ideas.

Based on the same learning, a few legal scholars (e.g., REEVES AND STUCKE
[2010], STUCKE [2007], Tor [2002], [2003], TOR AND RINNER [2010]) have
begun to question doctrines in competition law, advancing what they term
“behavioral antitrust.” Rather than focus on consumer behavior and the
assumption of utility maximization, they mainly focus on the assumption of profit
maximization at the core of neoclassical economic theory of the firm.

This essay begins with a brief introduction to behavioral antitrust. The focus
then narrows to merger control, an aspect of competition policy addressed by
both REEVES AND STUCKE [2010] and STUCKE [2007]. We review and assess
behavioral critiques of merger control, explaining at several points how
behavioral antitrust could undermine enforcement. We then explore prospects for
merger control based entirely on data from actual mergers or on laboratory
experiments, rather than neoclassical economic theory. Finally, our focus narrows
further to mergers involving consumer goods. For these mergers, lessons from
behavioral research on individual decision making are most directly applicable.
We first review those lessons, then offer tentative views on how merger
assessment should apply them.

2 Behavioral Antitrust and Its Foundation

We introduce behavioral antitrust by way of example — the behavioral analysis of
resale price maintenance (RPM) put forward by TOR AND RINNER [2010]. They
posit that decision making by manufacturers is subject to the behavioral biases
observed in individual decision making. They argue, for example, that
manufacturers overreact to dealer complaints about price cutting as a result of
what psychologists call “anchoring,” which occurs when a decision maker places
too much importance on one event or piece of information. They also argue that
manufacturers make decisions in the interest of fairness and out of loss aversion,
rather than to maximize profits. And they argue that manufacturers process
information in a manner that leads them to overestimate the benefits of RPM. As
a consequence of these behaviors and others, Tor and Rinner conclude that
manufacturers adopt or retain RPM when its use is inconsistent with profit
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maximization and thus lessens social welfare.

To account for the possibility that RPM was adopted or maintained by
mistake, Tor and Rinner propose to alter the burdens in litigation. They propose
that a manufacturer using RPM be required to show that it is the least restrictive
means to solve a real business problem, provided that the plaintiff first shows that
using RPM decreased the manufacturer’s output. By design, the plaintiff’s
showing does not distinguish between anticompetitive uses of RPM and uses that
are competitively neutral but socially inefficient.

We entirely agree with Tor and Rinner that the firms make mistakes and that
the marketplace does not always correct them, but we do not share Tor and
Rinner’s view that competition policy should step in. The premise of competition
law is that the unfettered competitive process best promotes social welfare;
hence, market intervention is warranted only when the competitive process
breaks down. Competition policy should not condemn a practice that does not
impede the competitive process even if the practice does lessen social welfare.

Proponents of behavioral antitrust draw on “behavioral economics,” the study
of individual decision making, mainly done by psychologists, focused on
systematic departures from the standard model of rational choice. Learning from
this research can have significant policy implications when the behavior of
individuals in market settings is at issue, as it always is in consumer protection,
and sometimes is in competition policy. But what psychologists have learned
about how individuals make decisions need not carry over to firms, which are the
focus of competition policy. The study of decision making by firms is a
specialized field combining sociology with organization theory, and this field has
not generated a great deal of empirical evidence (see CAMERER AND
MALMENDIER [2007], CAMERER AND WEBER [2011]). Moreover, what really
matters in competition policy is not so much the behavior of firms as the
performance of markets, which need not be significantly impaired by firm
decision making subject to behavioral biases.

The test for whether an economic model is useful a particular competition case
is whether it accurately describes the outcome of the competitive process, for
example, prices and market shares, not whether it accurately portrays market
institutions or how the firms in the market actually make decisions (see WERDEN,
FROEB, AND SCHEFFMAN [2004]). This test derives from the philosophy of
FRIEDMAN [1953, p. 15] that “the relevant question to ask about the
‘assumptions’ of a theory is not whether they are descriptively ‘realistic,” for they
never are, but whether they are sufficiently good approximations for the purpose
in hand. And this question can be answered only by seeing whether the theory
works, which means whether it yields sufficiently accurate predictions.”

Industrial organization economists have not been content to theorize about the
behavior of firms and markets. There are long traditions of performing both
detailed case studies and empirical analyses; moreover, beginning with
CHAMBERLIN [1948], economists also have done experimental research. That
research compares the outcomes from interaction among laboratory subjects to
the outcomes predicted in models used in industrial organization economics. That
research also provides a basis for selecting among competing models generating
divergent predictions.



Journal of Institutional and Theoretical Economics 167(1), 126-142129

As surveyed by ARMSTRONG AND HUCK [2010], laboratory experiments have
identified some apparent departures from profit maximization. But laboratory
experiments also have shown that the irrationality of the people who trade in
markets need not have significant implications for market performance. As
SMITH [1991, p. 894], a leading experimental economist, put it, “human subjects
in the laboratory frequently violate the canons of rational choice when tested as
isolated individuals, but in the social context of exchange institutions serve up
decisions that are consistent (as though by magic) with predictive models based
on individual rationality.”

Two experiments illustrate the point. ROTH et al. [1991] analyzed the
ultimatum game, in which a player who values an item makes a take-it-or-leave-it
offer to a player who possesses the item but places no value on it. They found
that individual subjects tended to divide the gains from trade rather evenly,
although game theory predicts that the first player captures all the value. But
when the game was played in a market setting, with multiple bidders competing
to acquire the item, the outcome was as predicted by game theory. GODE AND
SUNDER [1993] analyzed double oral auctions in which multiple buyers and
sellers shout out offers and acceptances. They found that such markets performed
efficiently, in that they yielded nearly the maximum gains from trade, even if
traders bid randomly. The randomness of bids was disciplined by the requirement
that trades be settled. While Smith might have overstated the magic of markets,
experimental work by economists has demonstrated that the behavioral biases in
individual decision making need not prevent markets from working as
neoclassical economic theory predicts.

3 Behavioral Antitrust’s Critique of Merger Policy

Under the banner “behavioral antitrust,” REEVES AND STUCKE [2010] (much as
STUCKE [2007]) critique competition policy in the United States, including
merger control. As a foundation, they review the Chicago School paradigm set
out by BORK [1978] and POSNER [1979], and they review how the assumption of
profit maximization has been used in court decisions and the Horizontal Merger
Guidelines issued by the U.S. enforcement agencies. Reeves and Stucke then
argue that merger assessments by the agencies and courts rely on untested, and
likely erroneous, presumptions from neoclassical economics and the Chicago
School. We examine the extent to which these presumptions actually exist, the
basis for them, and their impact.

Reeves and Stucke argue that an untested presumption on the power of entry
allows potentially anticompetitive mergers to go forward, but they muster no
evidence indicating that reliance on the profit-maximization assumption currently
leads competition agencies or courts to make erroneous judgments relating to
entry. Moreover, the key influence on entry was not the Chicago School, but
rather the contestibility theory of BAUMOL [1982]. The publication of this theory
was quickly followed by court (and regulatory agency) rejections of merger
challenges on the basis that entry would prevent any harm. But this contestibility
bubble burst when theoretical analysis demonstrated the fragility of contestibility
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theory and empirical analysis demonstrated the theory’s failure to predict market
performance.

Reeves and Stucke correctly observe that the Horizontal Merger Guidelines
issued by the U.S. enforcement agencies presume that entry will occur if, and
only if, it is profit maximizing, but this presumption has a long history in the law.
In 1972, a Supreme Court Justice who never followed the Chicago School
(MARSHALL [1972, p. 568]) declared that “objective evidence” was critical on the
likelihood of entry and that it must derive from the assumption that a potential
entrant will “act in its own economic self-interest” and therefore “can be
expected to follow courses of action most likely to maximize profits.” WERDEN
AND FROEB [1998] show that the implication of the profit-maximization
assumption is that entry normally does not counter anticompetitive merger
effects; in models supporting unilateral effects theories, mergers rarely create a
significant profit incentive for entry. Consistent with this analysis, the U.S.
enforcement agencies have articulated a skeptical view of the power of entry to
prevent anticompetitive effects from mergers (see U.S. DEPARTMENT OF JUSTICE
AND FEDERAL TRADE COMMISSION [2006, pp. 37-47]).

Behavioral research has not found that entry fails to occur when a profitability
test indicates that it should; rather, CAMERER AND LOVALLO [1999] found that
laboratory subjects sometimes enter even when it is not profit-maximizing to do
so. This could suggest that entry is a more potent competitive force than the
profit-maximization assumption suggests, but proponents of behavioral antitrust
argue that non-profit-maximizing entry almost certainly is unsuccessful.

Reeves and Stucke argue that untested presumptions about efficiencies are
responsible for allowing potentially anticompetitive mergers to go forward, but
the U.S. enforcement agencies have been very skeptical about efficiencies claims,
and no U.S. court decision has rejected a merger challenge on the grounds that
efficiency gains outweighed the loss of competition from a merger. The U.S.
enforcement agencies have reported that they occasionally found efficiencies to
be a significant factor in decisions not to challenge mergers (see U.S.
DEPARTMENT OF JUSTICE AND FEDERAL TRADE COMMISSION [2006, pp. 49-59]),
but such determinations were based on detailed reviews of the evidence on those
particular mergers, and not on presumptions.

Reeves and Stucke propose more empirical research on the extent to which
mergers raising competitive issues generate significant efficiencies, and we
welcome such research. But such research has limited potential to guide in the
assessment of efficiencies in particular cases. If studies find that managements
have overestimated efficiency gains by an average of 100%, should merger
assessments arbitrarily halve all efficiency claims? Surely the specific facts of
each case must be evaluated, and past prediction errors by other companies
cannot be given controlling weight.

What may be the most significant implication of behavioral research for
efficiencies concerns the pass through of cost reductions. Although neoclassical
economic theory based on the assumption of profit maximization predicts that a
reduction in fixed costs resulting from a merger normally has no short-term
mitigating effect on price increases, behavioral research finds that fixed and sunk
costs do affect prices (see AL-NAJJAR, BALIGA, AND BESANKO [2008]). BENNETT
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et al. [2010, pp. 124f.], OLDALE [2010, p. 143]), and REEVES [2010, p. 8] observe
that this suggestion implies that merger efficiencies perhaps should be given
more weight than currently is the case.

Reeves and Stucke additionally argue that competition law applies the
untested presumption that powerful buyers can thwart the exercise of market
power. Although a few U.S. court decisions have cited buyer power a relevant
factor in refusing to enjoin mergers, Reeves and Stucke note that the U.S.
enforcement agencies (U.S. DEPARTMENT OF JUSTICE AND FEDERAL TRADE
COMMISSION [2006, pp. 17f.]) have stated that: “Large buyers rarely can negate
the likelihood that an otherwise anticompetitive merger between sellers would
harm at least some buyers.” Reeves and Stucke speculate that this view was
based on behavioral research, but neoclassical economic theory lends no support
for broad-ranging power buyer arguments.

Reeves and Stucke also argue that the currently used safe harbor level of
concentration mistakenly presumes that coordinated pricing is impossible without
fairly high levels of market concentration. In this regard, they draw on behavioral
research to explain why successful coordination is feasible even with large
numbers of competitors. ARMSTRONG AND HUCK [2010, pp. 8—12] and BRENNAN
[2009, p. 27] suggest that this application of behavioral research might have
merit. On the other hand, ANDREONI [1995] finds that cooperation does not occur
when subjects’ actions have negative effects on each other, as in an oligopoly
game, and HUCK, NORMANN, AND OECHSSLER [2004] find that coordination
occurs in the laboratory setting only when the number of competitors is quite
small. In any event, Reeves and Stucke do not contend that there is any basis for
reliably predicting non-trivial anticompetitive effects from mergers causing
modest increases in concentration in markets that remain unconcentrated. Rather,
they merely propose more research on the relationship between concentration and
market performance, which already is one of the most studied relationships in
economics (for a literature review, see SCHMALENSEE [1989]).

Reeves and Stucke do not consider the one important presumption in U.S.
merger control — that the merger of direct competitors with large market shares
produces substantial anticompetitive effects. Many critics of merger control argue
that this critical presumption lacks empirical support. We note, however, that it
does find some support in behavioral research. MARES AND SHOR [2008] find that
experiments on common value auctions support this presumption even when the
subjects in the experiments fall prey to the winner’s curse and market outcomes
do not conform to the predictions of standard theory.

4 Merger Control Based on Data from Past Mergers

If the assumption of profit-maximization and neoclassical economic theory were
discarded in the name of behavioral antitrust, something would have to take their
place in sorting through all the proposed mergers and identifying the relative few
that violate merger laws. Reeves and Stucke propose a research program
designed to determine the actual effect of mergers that were investigated then
allowed to proceed.
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We agree that more evidence on actual merger effects would be useful, but a
merger control regime based entirely on the observed effects of past mergers
would not be workable. Every merger presents a unique array of complex facts,
so no clear patterns need emerge in the data on past mergers. In a jurisdiction like
the United States, in which a merger cannot be stopped without evidence that it
likely would be significantly anticompetitive, data on the effects of past mergers
often would not be sufficiently convincing. No two mergers are exactly alike, so
merging firms always could point to differences from all past mergers, and the
available data could never be rich enough to demonstrate that none of the
differences matter.

Informing merger assessments with data on past mergers also presents
substantial challenges. One challenge is isolating the impact of a merger from the
impact of other economic forces affecting the performance variables of interest.
The mergers Reeves and Stucke propose to study were all determined not to
lessen competition significantly, so their impacts are apt to be difficult to isolate
from the background noise. Different empirical methodologies could yield
substantially different results (see FEDERAL TRADE COMMISSION [2005]), and
confounding events roughly coincident with a merger could make it impossible to
attribute causal responsibility.

Another challenge is identifying systematic errors in merger assessment. A
significant incidence of false negatives (mergers allowed to proceed that later
proved anticompetitive) does not imply that the agency or court made mistakes.
Prediction is inherently uncertain, and the best possible merger control regime
most likely would have significant rates of error. CARLTON [2008] outlines a
research design for identifying systematic errors, which entails recording each
important element of an agency’s assessment then checking the accuracy of those
particular judgments, rather than its overall assessment of the merger.

A third challenge is generating information on false positives (mergers not
allowed to proceed even though they would not have proved anticompetitive).
Proponents of behavioral antitrust are not the only critics of merger control, and
some other critics suspect a high rate of false positives. Generating a wealth of
information about false positives, however, would entail a social experiment of
enormous cost; it would require a lengthy suspension of merger control to
unfetter merger activity, while retaining merger assessment in order to generate
predictions for testing against the data.

If any of the foregoing challenges were met, data on the effects of past
mergers could prove useful in merger control, but data could not take the place of
neoclassical economics based on the assumption of profit maximization even if
all of the challenges were met. Economic reasoning is used to make sense out of
complex real-world facts (see WERDEN [2009]), and economic models provide
the basis for predicting that particular mergers would lessen competition. The
central role of economic theory is particularly clear with unilateral effects. As
detailed by WERDEN AND FROEB [2008], unilateral effects theories are based on
models of one-shot oligopoly games with noncooperative equilibria. Empirical
evidence on the actual effects of past mergers can be used to test these models
and to choose among them, but ultimately these models provide the primary tools
agencies use to determine when likely unilateral effects justify stopping a merger.
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5 Merger Control Based on Laboratory Experiments

From a behavioral perspective, reliance on laboratory experimentation is the
obvious alternative to reliance on economic theory in predicting the competitive
effects of mergers, and experimental economic research has examined the effects
of mergers (e.g., DAVIS AND HOLT [1994], FONSECA AND NORMANN [2008], and
Huck et al. [2007]). We explore prospects for reliance on experiments in the
specific context of bargaining. As described by WERDEN AND FROEB [2008, pp.
621f.], bargaining theory can be used to predict price effects from the merger of
firms that sell through long-term contracts negotiated with individual buyers. In
the United States, this theory has been used to assess the competitive effects of
mergers between hospitals, which sell their services in this way to health plans.

CHIPTY AND SNYDER [1999] consider the case of a single seller bargaining
separately with multiple buyers and show that the seller can exercise market
power if the demand and cost conditions in the market make the surplus function
concave, i.e., if the gain from the first sale is more than from the second sale, and
so forth. We analyze a simple model capturing this insight. Our model has a
central player, C, bargaining separately and simultaneously with players P, and
P». It does not matter for present purposes whether C is the buyer or the seller in
these transactions. In this model, we posit a merger between P; and P, and ask
whether the merged player captures a bigger share of the gains from trade than
did P, and P,. If so, the merger has an anticompetitive effect (which might be
offset by efficiencies).

We introduce concavity in a simple way, assuming that the total surplus is 1
when C strikes a bargain with both P; and P, and the surplus from a bargain with
either just P; or just P, is v > 1/2. When C bargains with the merged player, the
Nash axiomatic bargaining solution (NASH [1950], [1953]) predicts that the
surplus is divided equally, so C’s surplus is 1/2. Before the merger, imagine that
C strategically exploits its position by telling P; and P, that it has struck a bargain
with the other, so each has a marginal contribution to total surplus of 1 —v < 1/2.
C’s surplus is then v if it equally divides the marginal surplus with both P; and
P,. Because the surplus function is concave, the merger produces an
anticompetitive effect and reduces C’s surplus from v to 1/2. Under the foregoing
assumptions, several axiomatic solutions to the bargaining game (the least core,
the prenucleolus, and the prekernel, see PELEG AND SUDHOLTER [2007]) yield the
same division of the surplus. Using the Shapley value to determine the allocation
of the surplus, the merger reduces C’s surplus from (1 + v)/3 to 1/2.

In assessing a merger in a bargaining context, a competition agency or court
could be guided by theory telling the agency to look for evidence that the surplus
function is concave and that this concavity is exploited strategically. In practice,
concavity of the surplus function is related to the degree of competition between
the merging firms from the perspective of those with which they bargain. For
example, if two hospitals are viewed as good substitutes by the insured
population, a health plan could play them off against each other in bargaining
over prices paid for services provided to the plan’s subscribers. The effect of a
proposed merger could be predicted quantitatively by first estimating the
curvature of the surplus function, as CHIPTY AND SNYDER [1999] did for the cable
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television industry.

Whether real-world multilateral bargaining divides the surplus as theory
predicts is critical in predicting the effects of a merger, yet the solution concepts
for these games are built on conjecture. Recognizing this, NORMANN, RUFFLE,
AND SNYDER [2007] designed a laboratory experiment to test the theory. In their
experiment, a single buyer accepted or rejected take-it-or-leave-it offers from
three competing sellers. The game was played with concave, convex, and linear
surplus functions. Normann, Ruffle, and Snyder found that the offers made by
sellers did not comport with those predicted by theory, but the impact of mergers
did depend on the concavity of the surplus function.

The experimental design of Normann, Ruffle, and Snyder imposed a great deal
of structure that might not reflect how real-world bargaining occurs, so two of the
present authors (Froeb and Shor) conducted a similar experiment, with just two
sellers, in which the parties were allowed to communicate, make offers and
counter-offers, and retract offers or counter-offers. In this free-form bargaining
environment, the outcome was different; the buyer generally bought from both
sellers and the three players generally divided the surplus equally regardless of
the concavity of the surplus function. Indeed, the surplus was divided equally
even if the surplus from first sale was five times that from the second, so the
buyer sacrificed some surplus in making a second purchase. The observed
behavior in this experiment conformed to the predictions of neither cooperative
nor non-cooperative bargaining theory; rather, fairness considerations appeared to
govern behavior, with subjects not acting strategically.

Other laboratory experiments have found that subjects act in the interest of
fairness, and the stylized fact that buyers and sellers do not bargain strategically
could be viewed as a basis for a policy of indifference toward mergers in
industries where trade occurs through long-term contracts that sellers negotiate
with individual buyers. But we doubt that a competition agency or court would
adopt such a policy, especially when that would permit the merger of the only
two competitors in a market. One reason is that laboratory experiments find that
subjects act much more in their pecuniary self-interest, and much less in the
interests of fairness, with anonymity (see HOFFMAN, MCCABE, AND SMITH
[1996]) or with subtle changes in framing (see ANDREONI [1995] and BRANAS-
GARZA [2007]). A more powerful reason is that laboratory experiments might not
reflect decision making by firms.

As BECKER [2002] and LEVITT AND LIST [2007, pp. 355-359] stress, firms do
not randomly select individuals from the general population to make their
important decisions, but rather hire and promote employees on the basis of their
skills. Even if most individuals make badly biased decisions in the face of risk
and uncertainty, Wall Street analysts do not because they are selected for their
understanding of probability theory. Large business organizations also design
mechanisms to correct biases they cannot screen for. Moreover, firms make
decisions within specific industry contexts and generally on the basis of
experience in those contexts, while laboratory experiments generally avoid
contextual reference and contextual experience. COOPER et al. [1999] find that
firms adopt heuristics that work well in the contexts in which they are applied but
fail badly when applied to similar problems. Hence, the observation that
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laboratory subjects fail to solve a representation of a business problem does not
mean that actual firms similarly fail to solve the real-world problem. Finally,
bureaucracies, rather than individuals, make many decisions in large firms, so
decisions are the product of corporate codes, committees, and cultures, none of
which are replicated in laboratory experiments.

6 Learning from Psychology on Individual Decision Making

If consumers make choices differently than posited by the standard model of
consumer behavior, adjustments could be needed, and provided, in the
assessment of mergers of firms selling consumer goods. Before considering any
adjustments, we review insights from psychology, following the schema of
DELLAVIGNA [2009], who categorizes them on the basis of how they relate to the
standard economic model — by implying nonstandard preferences, nonstandard
beliefs, or nonstandard decision making.

Nonstandard preferences are implied by choices observed in several settings.
For example, individuals make choices involving a temporal dimension
consistent with “hyperbolic discounting,” in which the near future is discounted
at an exceptionally high rate and the more distant future is discounted at a much
lower rate (see RUBINSTEIN [2003]). This can lead, for example, to the apparent
absence of self-control so that individuals engage in behaviors such as failing to
quit smoking, start exercising, or save. Individuals also make choices involving
risk consistent with the prospect theory of KAHNEMAN AND TVERSKY [1979],
which holds that decisions depend on a point of reference and that individuals act
to avoid losses. A consequence of this theory, which itself has substantial
empirical support, is that willingness to pay differs from willingness to accept.
Finally, individuals make choices that are not self-interested in the narrowest
sense, as with giving to charity.

Nonstandard beliefs include, most importantly, overconfidence: Individuals
tend to overestimate both their abilities to perform skilled tasks and the likelihood
that things will work out well. Overconfidence is one of the psychological biases
documented in the business world. Individuals also overweight information most
readily at hand, for example, by taking recently selected lottery numbers to be
particularly indicative the underlying distribution from which they were selected.

Nonstandard decision making is a manifestation of the fact that rational choice
presents complex maximization problems that individuals cannot (or do not)
solve. Rather, choices are based on heuristics. Consequently, the framing of
decision problems affects choices. Critical information might be overlooked, for
example, shipping costs or taxes associated with a purchase. And the abundance
of choice is dealt with by excessive diversification, choosing what is familiar,
choosing randomly, or avoiding choice. Both social pressure and emotion also
affect decision making.

It should be kept in mind, of course, that the foregoing insights are
researchers’ interpretations of their data. Even if the existence of significant
departures from the standard model of consumer behavior is clear, how
individuals actually make decisions is not. For example, PLOTT AND ZEILER



136 Journal of Institutional and Theoretical Economics 167(1), 126-142

[2007] experimentally confirm asymmetry between willingness to pay and
willingness to accept, but they dispute the “endowment effect” interpretation of
the experiments and fault the experimental design that originally led to that
interpretation. And HOFFMAN, MCCABE, AND SMITH [1996] experimentally
demonstrate that the outcome of the ultimatum game depends on exactly how
players are instructed and whether they act with anonymity.

7 Merger Control with Nonstandard and Irrational Customers

A point easily overlooked by non-economists is that departures from the standard
model of consumer behavior need not imply irrationality or provide a rationale
for abandoning neoclassical economic theory of consumer behavior. As RABIN
[2002, p. 685] explained, “the trend” among economic theorists “is toward
integrating apparently true and apparently relevant new psychological
assumptions into economic analysis.” Into models of rational choice, GUL AND
PESENDORFER [2004] integrate behavioral learning on temporal choice;
BERNHEIN AND RANGEL [2004] integrate addiction; and COMPTE AND
POSTLEWAITE [2004] integrate confidence.

This trend is relevant to merger control. Consider the merger of sellers of
durable goods when buyers must also purchase proprietary complements (e.g.,
service or printer ink cartridges). If buyers are known to engage in hyperbolic
discounting, it is feasible to analyze competition using a model of consumer
choice incorporating that behavior. To the extent that psychology can identify
what ARIELY [2010] calls “predictably irrational” decision making by consumers,
neoclassical economics can determine how profit-maximizing firms optimally
respond. DELLAVIGNA [2009, pp. 361f.] and ELLISION [2006] provide examples.

Departures from the standard model of consumer behavior need not imply any
need to integrate non-standard behavior into the models used to assess mergers.
The conventional assessment of unilateral effects from mergers involving
differentiated consumer products employs models in which firms choose prices to
maximize profits in selling to consumers represented by an aggregate demand
system (see WERDEN AND FROEB [2008]). BECKER [1962] showed that all that is
required of consumer behavior for aggregate demand to have the properties that
economic theory predicts (i.e., that market demand slopes downward) is that
consumers are constrained to spend only what they have. The properties of the
aggregate demand system are important to firms in setting their prices, but how
individual consumers make decisions does not matter to them.

In estimating the parameters of the demand system from data on actual
choices, merger assessment accounts for the actual decisions made in the
marketplace, normally with high-frequency aggregate data collected at the point
of sale. Biases in individuals’ choices do pose questions relating to estimation,
and our tentative view is that choice biases can inject significant complications
(see, e.g., GREEN AND BLAIR [1995]).

Finally, if behavioral research shows that consumers actually sometimes do
act irrationally, competition policy nevertheless likely would do best by
continuing to rely on neoclassical economic theory of consumer behavior.
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Merger control attempts to implement a welfare standard (see WERDEN [2010]).
As BERNHEIN AND RANGEL [2007] explain, irrational decision making by
consumers destroys the analytic basis of welfare economics. Jettisoning the
welfare foundations of competition policy would open the door to behavioral
arguments for allowing mergers, and economists would be well compensated by
merging firms for crafting such arguments.

For example, IYENGAR AND LEPPER [2000] find that individuals may dislike
choice and so realize greater utility when presented with fewer options. As
OLDALE [2010, p. 141] suggests, competition can exacerbate the problem by
multiplying choices. This creates the possibility that consumers could benefit
from a merger that both raises prices and reduces choice. But we expect
enforcement agencies and courts to reject psychology-based challenges to the
basic precepts of competition policy, even if some agencies and judges might
appreciate the “greater degrees of freedom” they would have if they “departed
from the rational choice model” (GINSBURG AND MOORE [2010, p. 97]).

8 Conclusions

Research mainly conducted by psychologists teaches that individuals make
choices in ways that depart from the standard model used in economics. Insights
from this research have been usefully applied in consumer protection since
suggested by DYER AND SHIMP [1977] a generation ago. The United States is now
attempting to implement the “libertarian paternalism” philosophy of THALER AND
SUNSTEIN [2009]. They propose to identify common decision problems
presenting individuals with significant difficulties, then use insights from
psychology to “nudge” individuals toward making better decisions. Their
philosophy is that individuals should have the freedom to choose, and market
forces should allocate resources, but sometimes the government should help
individuals make better choices.

If individuals do make better choices as a result of consumer protection
policies based on learning from psychology, an added benefit might be
intensified competition. But few opportunities are presented in which to apply
insights on individual decision making directly to competition policy, and the
proponents of behavioral antitrust have not yet identified significant competition
policy implications of biases in choices made by consumers. Our preliminary
consideration of the issue suggests that assessments of mergers in consumer
goods industries should continue to employ analyses firmly grounded in
neoclassical economics, but the analysis sometimes can be enriched by
integrating learning on individual decision making into demand models.

Proponents of behavioral antitrust are too quick to presume that business
organizations behave just as behavioral research finds that individuals behave. In
a few cases, the individuals under study were in the business world, as were some
of their decisions, but the research has relied predominantly on laboratory
experiments performed on students. Managers might be overconfident, and they
do use heuristics when dealing with extremely complex problems, but they
cannot be expected to exhibit most of the biases observed with individual



138 Journal of Institutional and Theoretical Economics 167(1), 126-142

decision making. Moreover, competition policy affords few opportunities to
nudge managers in ways that might avoid biased decisions, nor do proponents of
behavioral antitrust propose to nudge them.

Proponents of behavioral antitrust suggest readjusting substantive rules of law,
redefining burdens in litigation, and reshaping agency assessments, all on the
basis of arguments involving departures from profit maximization. To the extent
such departures are mistakes, proponents of behavioral antitrust propose to inject
paternalism into competition policy, but that is antithetical to the fundamental
idea of competition policy. To the extent these departures result from pursuit of
non-profit objectives, proponents might identify good reasons for concern about
particular forms of anticompetitive conduct, but they offer nothing to improve the
identification of anticompetitive conduct. No adjustment in merger assessments
should be made on the basis that firms sometimes merge because of mistaken
expectations or because managers might pursue objectives other than profit. What
matters in merger control are the likely effects of the mergers, not the motivations
for them.

Agencies and courts embraced neoclassical economics and the assumption of
profit maximization in competition cases because they provide organizing
principles for establishing the basic contours of the law and a lens for examining
the evidence in particular cases. Psychology can inform economics in important
ways but cannot take the place of economics in competition policy.
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