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1. Introduction

Competition Authorities (CAs) at both national ardss-national (i.e. European Union)
level have recently adopted significant reformshieir enforcement and decision procedures.
One such reform, in particular, is that many contipet authorities are willing to use
economics-based methodologies in the implementatfonompetition policy drawing on
developments in Industrial Organisation theory otver last 30 years. This has led to the
adoption of areffects-basedather than @er Seapproach to assessing cdse#t has also
resulted in the appointment of eminent academicn@tists to top positions in some
competition authorities.

There have been many other reforms in enforcemewt @ecision structures in
competition policy. In Europe, the Commission’sgRation 1/2003 and the 139/2004
Regulation on the Control of Concentrations havenbandmark refornfsamounting to the
most far-reaching restructuring of the EU CompanitPolicy procedures in more than forty
years. Further, the Commission and many nationalpadition authorities have undertaken a
series of further important changes in their dedsstructure by introducing in the system

review panels, the chief economists departmertisaang officer etc.
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! See for example the recent (December 2008) Guidpaper issued by the Commission on implementing
Competition Policy in the area abusive practiceslbminant firms (Art. 102 EC). Also, the recent idamn on
Microsoft (2004) and the US Supreme Court decisiohdegin vs PSKSOn an economic theory of antitrust
policy based on the endogenous market structureapp see Chapter 1 by Etro and Kokkoris in thifivwe.

2 For a recent economic analysis of the effectiveréghe 1/2003 reforms see Will, B.E. and D. Sichahen
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All these reforms have been the subject of heagtadt@ in recent yedrs Now, while in
the past economists have focused on analysing dtental anti-competitive outcomes of
various business conducts, as they have become im@kved in the implementation and
enforcement of Competition Policy they have regehilned their attention to considering
the optimal design of Competition Authority decisiand enforcement practices and of other
enforcement procedures as, for example, thoseetktatthe role of the Courts.

In this note we survey recent contributions by ecoists on optimal decision and
enforcement procedures that are particularly reief@ the enforcement of Art. 102 EC. In
the next section we examine the circumstances uwtiezh effects-basegrocedures are
superior toPer Seprocedures. This leads on to an analysis of thecept of Legal
Uncertainty and how it impacts on the choice ofislen procedures. Finally we turn, in the
last two sections, to an analysis of the role amg@aict of both judicial reviews/appeals
processes and internal error-correction/review raeigms such as those established recently

by the European Commission DG COMP.

2. Optimal decision procedures:. effects-based vs. Per Se

We begin by examining a basic issue that has begelywiscussed for a long time by
both lawyers and economists - thaeffects-basets. Per Sedecision procedures. Following
the seminal contribution of judge Easterbrook ()99®is discussion has typically used the
decision-error cost minimisation approach. Tleedssion has had two serious drawbacks.

* It has focused almost entirely on decision-err@tge- the costs of false acquittals and

wrongful convictions — and so has taken accourdlgalf the impact of the decisions
made by the competition authority on the cases egrhefore it. It has ignored the
indirect or deterrent effects of the decisions iom$ contemplating taking an action
which could become subject to an investigationtgyauthority.

* The arguments have remained rather informal amdadth various factors have been

identified that could bear on the relative magretuaf decision-cost errors under
various decision rules, there has been no cohdramework or formula for

determining when aaffects-basedule would dominate Rer Sdegal standard.

3 See for example the collection of articles in Kok& | and |. Lianos (Eds) (2008)The Reform of EC
Competition Law; Kluwer Publishers.

* Easterbrook, F.H., 1992, “Ignorance and Antitruat’ Jorde, T.M., Teece, D.J. (ed8titrust, Innovation,
and Competitivenesslew York: Oxford University Press, 119-36.



Recently Katsoulacos and Ulph (2009a) hereafter K&U (2009) - develop ‘eery
general welfare-based framework for determining the cdodg under which, foany

type of potentially anti-competitive business piast an effects-basedapproach is

superior to &er S&legal standard. The framework incorporates deuisiwor costs but

also incorporates indirect/deterrent effects. Tsv results that emerge from this

framework are:

Effects-basegrocedures that reduce the costs of decisionseretaitive toPer Seare

termedeffectively discriminatingThe condition for effects-based procedures to be

effectively discriminating involves a comparisorntled quality of the model/analysis

available to the CA in undertaking an effects-baise@stigation with the strength of

presumption of legality/illegality. The quality of the model/analysdepends on the

propensity to make Type | and Type Il errors (refgdse convictions and false
acquittals). Thestrength of the presumption of legality/illegalitdepends on the
frequency with which actions are anti-competititres degree of harm they cause if
they are and the degree of benefit they createif re pro-competitive

However decision errors affect only the welfare ssmmuences of the CA’s
procedures on the cases that come to its attentut. CA’s procedures could also
affect firms who do not come to its attention, ésample by influencing the decision
of a firm to engage in potentially anti-competitiveactions. These
indirect/behavioural/deterrenceffects could potentially have much more signiiica
welfare effects than thdirect/decisioneffects. So the second important result of
K&U (2009) comes from incorporating indirect effecof different decision
procedures adopted by a CA on the behaviour ofsfidaciding whether or not to
take an action. This enables them to undertakal avélfare analysis of the overall

effects of adopting different legal standards ahdws that even if effects-based

procedures improve on decision errors they couldelowelfare relative to Per Se

® Katsoulacos Y. and D. Ulph, 2009, “On Optimal Lie§tandards for Competition Policy: A General Wegfa
Based Analysis”Journal of Industrial Economic§eptember.

® A Per Selegal standard allows or disallows an entire clafsactions without trying to identify more cardful
sub-classes of actions that might generally be hdran generally benign. Aliscriminatinglegal standard or
effects-basedpproach requires the CA to establish explicieda for deeming some actions to be harmful and
others benign and to then investigate each caseaavhich of these criteria it meets. An extreorenfof the
effects-basedpproach is what in US is termBdle — of — Reasamnder which competition authorities have the
discretion to apply economic methodologies on &4pscase basis.

" Previous literature had identified all these fests being relevant, but had not shown exactly thewy should
be combined to give an exact test.



They also identify the full welfare consequencesnaking improvements to the
underlying model/analysis used by the CA undeeféects-basegrocedure.
* K&U (2009) also demonstrate that in choosing betwakernative procedurasis

important to take account of certain other featufsa CA's operations- the

coverage rate (i.e. the fraction of all actions ttiminvestigated by the CA), delays in

decision-making, and the penalty (or fine) regim&hey show how these procedural

factors enter explicitly into the welfare comparisaf different legal standardls

The importance of deterrence effects is shown itséidacos (2008)in an application
of the above framework to the analysis of legahdéads for refusals to license intellectual
property rights and to the recent decision by thepean Commission and the Court of First
Instance in theMicrosoft (2007) case. It is shown that if Ber Se Legalitystandard is not
used to handle such refusals then the “excepticinelimstances test” (rather than the test
proposed by the Commission) would be the most gpjate testbecauseof its superior
indirect / deterrence effectS.

K&U (2009) assume that firms know whether theiri@cttis harmful or benign for
consumer welfare and the CA’s model for assessia action/conduct, and so can infer the
likelihood that their actions will be disallowedlhis implies that there will be differential
deterrence of firms whose actions are harmful ftbase whose actions are benign. In K&U
(2008aj" it is assumed instead that firms can only dedbeeaterage likelihood of having
their actions disallowed. In this case improvihg taccuracy of the decision rules may not
always be a good thing if it leads to a greateemence by firms whose actions are on
average beneficial. A similar result is obtainedlimmordino and Polo (2008)who focus
on the special case of innovative activities wheras have to undertake an investment in
order to innovate.

In a related paper confined to mergers, Sorgar@ggddetermines the optimal number
of merger cases to investigate taking account ¢ bwe quality of the analysis used by the

authority and recognising the indirect effects @hdwiour. In another paper by Will &

® These factors had been ignored in the existiegdlitire on legal standards.

° Katsoulacos Y. (2008) “Optimal Legal Standards Refusals to license Intellectual Property: an \Atelf
Based AnalysisJournal of Competition Law and Economics

12 On the Microsoft case see the analysis of Chapsr Komninos and Czapracka in this Volume.

1 Katsoulacos Y. and D. Ulph (2008a) “On Optimal ak§tandards for Competition Policy When Firms Do
Not Know the Welfare Implications of their Action®iscussion Paper 190, Athens University of Ecoicsri
Business, available www.cresse.infqPublications).
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Schmidtchen (2008) that also focuses on a spetjfie of action — non-hard-core-cartel
agreements — the welfare effects of the recent €ibRegulation EC 1/2003 are examined
which significantly changed the way in which sugneements would be treated. They show
that such a “relaxation” of notification requirenimay not produce adverse indirect effects.

3. Decision Procedures and Legal Uncertainty

While the literature referred to above examines dptimal choice of decision
procedures to be used in enforcing competitioncgolt neglects to formalise and to examine
explicitly a potentially important aspect of thesug which is that of Legal Uncertainty —
which, it is often claimed in policy-making and &gircles, is an important factor that
would favourPer Se rather thareffects-basedor discriminating) procedures. The idea is
that underPer Serules either all actions are allowed or all arealowed, whereas under
effects-basegrocedures, the Authority will allow some actiansd disallow others. When
firms make the decision as to whether or not toeutadte the action they have to consider the
possibility that it might come under scrutiny by t@A. Consequently, it is argued, under a
Per Serule they are certain how the action will be treate@hereas, under affects-based
approach, they do not know for sure what decisiauld be taken by the Authority. This
Legal Uncertainty induced beffects —baseg@rocedures is harmful and should lead CAs to
favourPer Seprocedures.

However these arguments have typically been aslseatber than demonstrated and
have not been subjected to rigorous scrutiny. notleer recent paper, K&U (2018)we
have adapted our original framework in K&U (2009)daused it to subject these ideas to
rigorous analysis. We show that whether legal uagdy emerges under affects-based
procedure, its nature and extent, the implicatitorsfirm behaviour and the consequent
choice of legal standard, depends crucially on:

* the information available to the Authority concewpithe characteristics of firms/
their environment that determine the harm/beneditegated by their actions,

» the information available to the firms about thedwracteristics and about the
assessment criteria/models used by the Authority.

Specifically, the key results that emerge from K&010) are:

14 Katsoulacos Y. And Ulph D., 2010, “Modelling Ledahcertainty”, mimeo.



() It is often presumed that just becawftects-basegrocedures will make different

(i) In

decisions in different cases, they necessarilytereagal Uncertainty. But this is
wrong. Suppose that, even after an investigattoa Authority cannot determine
all the relevant characteristics that determinehidwen/benefit caused by an action
taken by any firm, but nevertheless can accuratedgsure a subset of these, and
that the firms taking the actions also know theugabf these characteristics.
Suppose the Authority uses a decision rule thailitdisallow all actions where
the vector of characteristics lies in a particder but allow all other actions. For
example it might disallow all actions where markbire exceeds a particular
value. And suppose that this decision rule is comoated clearly and
effectively to firms. This is aeffects-basedule because different decisions will
be made in different cases. Moreover it will tyig be subject to both Type |
Errors (False Acquittals) and Type Il Errors (Fal@avictions) because there are
harm-relevant characteristics that are excludeth ftbe test. But there will be
absolutely no Legal Uncertainty. Every firm knowhke value of the
characteristics that will lead the CA to make itexidion and so will know in
advance exactly what decision will be made aboutwére it ever to be
investigated. Put somewhat differently, it is venportant to distinguish between
variability of treatment andincertaintyof treatment. Effects-basegrocedures
generatevariability of treatment but not necessanilgcertaintyof treatment. The
crucial result established by K&U (2010) is thabyded theeffects-basedule

can effectively discriminate- in the sense defined above — then welfare uader

effects-basedule with no Legal Uncertainty is higher than unddPer Serule

So not only isPer Senot the only way of achieving Legal Certainty, st not
necessarily the best way of achieving it. Thisultels very important because it
suggests that Legal Certainty might best be acHi®yeeffects basegrocedures
provided the tests are based on factor that arevkrio firms and that the rule is
made transparent.

many cases of course these circumstances mayamse, and competition
authorities may use powerful tests based on charsiits not readily observable
by firms and, in addition, may not fully reveal thature of the tests to firms. For
example firms may know that decisions are baseldast in part on a market
share test, but not know what definition of mankét be used. Consequently, the

things that firms know about themselves and thewirenment may only be



loosely connected to the characteristics on whiehtést is based, and so firms do

not know for sure whether their action will be dieaed but can only

calculate/perceive thprobability that it's being disallowed were it ever to come

before the authority. So now there is Legal Uraiety. Moreover, since firms

differ in their characteristics and/or environment,general different firms will

attach different probabilities to their action’sirmg disallowed. In particular,

suppose that, as in K&U (2009), firms:

* know whether their conduct is harmful or benign;

* do not know the values of the underlying charastes which make their
actions harmful or benign;

* but know enough about how the Authority will assteeir conduct, that they
calculate/perceive the probability of the Authdstynaking Type | and Type
Il errors.

K&U (2010) establish two important results.

1. If the authority uses aaffects-basegrocedure then welfare in this situation
where there is Legal Uncertainty could still beh@g than in the situation
described in (i) above where there was no Legaledamty. So_Legal

Uncertainty can be welfare-enhancinghis is because Legal Uncertainty can

generate deterrence effects that are on balandaresinproving. Afortiori
if the effects-basedule caneffectively discriminat¢hen, given the result we
reported in (i) welfare will be higher than undar Se.

2. Even if under aneffects-basedprocedure welfare is lower with Legal
Uncertainty than in the situation in (i) where #eés no Legal Uncertainty,
welfare may still be higher than undeer Se. This is because:

- If the effects-base@rocedure caeffectively discriminaté has lower costs of
decision errors

- Firms whose actions are harmful face a higher pitiba of having their
actions disallowed than firms whose actions areigmeand so, given that
firms know their type, there is greater deterrenteharmful actions than
benign actions.

(i) In the most extreme case of Legal Uncertaifityns may know so little about the
characteristics that the CA uses in the testsitltainducts and about the nature of
the tests that it employs, that not only do they krow for sure whether their



action will be allowed or disallowed and can on&fctilate/perceive a probability
of its being disallowed, but, this probability iarelated to anything that the firm
knows about itself and is common to all firhs Effectively the only thing that
firms know is how often on average actions of tygetthey are contemplating
taking are disallowed when they come before the €Ar this reason this case is
referred to as thtaverage deterrence™ case while that in (i) above is referred
to as“marginal deterrence” The key result established by K&U (2009a) i tha
if the CA uses arffects-baseg@rocedure then welfare undaverage deterrence

will be lower than welfare undamarginal deterrenceand the likelihood that

effects-basedrocedures welfare domind®er & is correspondingly smalleBut

even in this case of extreme Legal Uncertainty avelimay still be higher under
aneffects —basegrocedure than undéer Se.
To summarise:

» There is no automatic equivalence betwesffiects-basedrules and Legal
Uncertainty.

* There is no monotonic link between Legal Uncertagmd welfare. While very
great degrees of Legal Uncertainty are welfare ¢yl welfare can be higher
when there is some degree of Legal Uncertainty thhhen there is no Legal
Uncertainty.

» If the tests on whicleffects-base@rocedures are based are good enough to enable
the CA toeffectively discriminatéhen effects-based proceduresill often be

welfare superior t®er Serules even though they involve Legal Uncertainty.

4. TheRole and Impact of Judicial Reviews

In the above discussion we have maintained thergsson that the Authority undertakes

a single examination of each case coming beforeat;hes a decision as to whether to allow

15 See Vickers J., 200Economics and the Competition Ryl&peech delivered to the British Institute of
International and Comparative Law. Vickers distiistpes between “discretionary decision making” bg€&
“based on whatever is thought to be desirable anemic terms case by case” and #ffects-base@pproach
proposed recently in EU. The case-by-case approactbe thought of aRule of Reasan The effects-based
approach need not necessarily produce legal wingrtin the second sense above, as when the CGRolesarly
specified models and criteria that allow firms taieipate correctly how their conduct will be assss—in the
sense of correctly anticipating when the condudt k¢ allowed or disallowed depending on whetheisit
harmful or benign.

%seeKatsoulacos and Ulph (2008a, 2009) and ImmordirbRolo (2008).



or disallow, and that this decision is final. Reickterature on enforcement issues has also
explored the question of whether enforcement pnaeed should involve some kind of
appeals procedure whereby a firm may choose toelaly appeal against a decision to
disallow its action, or some internal referral @view process whereby the authority
subjects some or all of its decisions to some kifithternal review before making a final
decision to disallow. However, this has been math@éormal with the focus just on the
impact of such a process on the cost of decisioorer ignoring the impact of an appeals
process on deterrence, in which case it will beartgnt to recognise the possibility that an
appeals process will also involve more delay.
Another paper by K&U's (200885 is the first attempt to examine the implicatiorfs o
different enforcement structures for the costs e€islon errorsand for welfare (taking
account of deterrence effects). They use the geneléare-based framework established in
K&U (2009). Concerning the role of judicial appealsd referral procedures, the following
results are obtained. Appeals procedures:
(i) Do not affect the decision errorsieér Seegal standards, while they
(i) Affect the decision errors made bffects-based procedurasad in particular they:
(a) Increase the costs of Type Il errors (false acajsittwhilst they
(b) Reduce the costs of Type | errors (false convisfion

(i) Will affect decision errors in a way that dapds crucially on whether the conducts or
actions investigated apresumptively legajon average oprima faciebenign to
welfare) orpresumptively illegalon average oprima facieharmful to welfare).
The stronger the presumption of legality there likely that decision errors will
be reduced for a presumptively legal practice. $tienger the presumption of
illegality the lesslikely that decision errors will be reduced fopeesumptively
illegal practice. It is more likely that decisiorr@s are reduced for presumptively
legal than for presumptively illegal actions.

(iv) Through their indirect / deterrence effects theyl wend to improve welfare for

presumptively legal actions and will tend to worseelfare for presumptively

illegal actions.

" See, for example, Ahlborn C, D Evans and Padi{2008) “Unilateral Practices, Antitrust rules ahdlicial
Review”, mimeo, LECG.

18 Katsoulacos Y. And Ulph D., 2008b, “Optimal Enfercent and Decisional Structures for Competition
Policy”, mimeo, Cresse



(v) Are more likely to improve overalvelfare® when actions are presumptively legal
than when they are presumptively illegal. Indeedalse of their beneficial
deterrence effects they may improve welfare eveenwtiney increase decision

errors for presumptively legal actions.
5. TheRole and Impact of Internal Error-Correction Mechanisms

K&U (2008b) also examine the implications for demmserrors and welfare of internal
error-correction mechanisms such as those intradbgethe Commission since 2004. An
important issue here is whether, in the presencguoh procedures, it is then best to take
final decisions in the Competition Authority unamiusly or through a majority rule. They
find that such mechanisms:

(i) Produce exactly the same decision errors as aildeview system if internal review

panels allow the same number of reviews as thereatential judicial reviews
(usually two)and decisions in the authority are reached unanimously

(i) If decisions in the authority are not reached umanisly but rather a majority rule is
used the internal review panels will produce moypeTll errors and fewer Type I
errors relative to unanimity and hence, givenr@lative to an equal number of
judicial reviews.

(i) Under unanimity, in contrast to judicial reviewnfernal reviews unambiguously
reduce deterrence effects and thus tend to impneitare for a presumptively
legal practice and tend to worsen welfare for asymeptively illegal practice.
However, if decisions in the authority are reachusthg a majority rule then
internal review panels may well increase deterreeitects. This suggests the
interesting result thatgeteris paribus final decisions in the CA with internal
review panels should be taken unanimously whenatti®n investigated is
presumptively legal and through a majority rule whee action investigated is
presumptively illegal.

Corollaries

19 Overall welfare refers to welfare when accountaisen of both costs of decision errors and of extir/
deterrence effects.



A somewhat loose but still quite accurate integien of what the results outlined in the

last two subsections of this article imply is tbédwing:

- “Confirmatory” procedures (that is, procedures imimg many checks and balances
such as judicial appeals, internal reviews, cheafnemists, unanimity rules) are far
more likely to be used with benefit f@rima faciegood than foprima facie bad
conduct. To the extent that, as many economistddrangue, the practices examined
under Art. 102 EC are presumptively (prima facig legal, this implies that
“confirmatory” procedures should be used for thesetices.

- When the presumption of illegality is very strormpi(zontal cartels under art/81 EC
would be a good example), B&r Se lllegalityseems the right legal standard to use,
one should not rely on “confirmatory” proceduresaving too many checks and
balances in place is then not important. Howevérerwbehavior is presumptively
illegal but the presumption is not very strong (RPMy be such an example, for
which many would like to adopt affects-based procedyradopting an intermediate
degree of checks and balances might be most apai®ge.g. internal reviews and

unanimity may not be called for but one shouldwalfor judicial reviews).



