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Preface

This volume, New Developments in Competition Law and Economics, is the result
of the 7th Law and Economics Conference held at the University of Lucerne on 13
and 14 April 2018. The conference was organized in partnership with Notre Dame
Law School and the Notre Dame Program on Law and Market Behavior (ND
LAMB). The main focus of the conference was on European legal questions as
presented by European legal scholars. They were complemented by insights from
distinguished scholars from the USA in order to foster the dialogue between the two
different legal cultures. The thematic scope of this volume spans both the theoretical
and practical developments of competition law.

We take this opportunity to thank all those who have contributed to the organiza-
tion of the conference and to the successful completion of this volume. First of all,
we would like to thank Moritz Pachmann, MLaw, for his flawless coordination and
organization of the conference. Furthermore, we wish to thank Steven Gruendel,
MLaw, and Lynn Gummow, MLaw, for their reviewing and diligent proofreading.
Special thanks go to the Swiss National Science Foundation (SNSF), the Research
Commission (FoKo) of the University of Lucerne and the Institute lucernaiuris for
supporting the conference. Finally, we are grateful to Kay Stoll and Anja Trautmann
at Springer Publishers for overseeing the publishing process.

Lucerne, Switzerland Klaus Mathis
Notre Dame, IN, USA Avishalom Tor
October 2018



Introduction

This edited volume New Developments in Competition Law and Economics is the
result of the 7th Law and Economics Conference held in Lucerne on 13 and 14 April
2018. The idea of these conferences in Lucerne is to develop a European law and
economics tradition, embedded in European legal culture and from a distinctly
European perspective. This, however, does not exclude our profound interest in a
dialogue and collaboration with American law and economics scholars. In fact, this
was the fifth conference run in partnership with the University of Notre Dame Law
School generally and the third conference organized jointly with the Notre Dame
Program on Law and Market Behavior (ND LAMB). As a result, this edited volume
provides interesting insights from both a European and an American perspective.

Part I, Foundations of Competition Law, begins with Avishalom Tor’s discussion
of behavioural law and economic aspects in competition law. He argues that the
central economic justification for competition law—the promotion of social wel-
fare—rests on the assumption that consumer demands are strictly rational. However,
empirical behavioural studies have shown that boundedly rational consumers exhibit
mistaken beliefs and constructed preferences regarding some of the products and
services they demand in the market. These behavioural findings, therefore, chal-
lenge the conventional economic justification for the important role served by com-
petition law and its institutions as the means for protecting competition in the
market. The author describes how these behavioural economics challenge the stan-
dard approach which underlines competition law and how, despite these challenges,
competition and competition law can still promote social welfare.

The chapter “Two Contexts for Economics in Competition Law” by Jan Broulik
analyses the two different contexts within which economics can and is applied in
competition law. First, he describes the effects of competition law on business con-
duct (the so-called deterrence effects). He argues that this shows that market players
take the law into account when strategizing and states that these effects are best
studied by means of economic analysis of law. The second context he describes is
the effect of business conduct on competition or the so-called competitive effects.
These he views as occurring due to the influence dominant market players have on
the behaviour of their customers, suppliers and competitors. By distinguishing
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viii Introduction

between these areas, the author argues, it facilitates the application of economics to
competition law issues.

Martin Meier argues for a shift away from the dichotomy of the two predominant
European approaches in competition law—*“freedom to compete approach” and
“more economic approach”—and turn towards a promising third way: the so-called
multiple goal approach. He argues that this conciliatory approach combines the
positive aspects of both the “freedom to compete” and the “more economic
approach” leading to a more realistic, inclusive and transparent competition law.
Furthermore, this third approach to competition law, the “multiple goal approach”,
may also further a new debate and possible alternatives to the question of what goals
competition law should pursue.

Part II, Applications of Competition Law, begins with an interesting look at the
effects of deregulation of professions in the Polish market. Jarostaw Betdowski,
Wiktor Wojciechowski and Lukasz Dabro$ describe the impact deregulation of pro-
fessions has on competition. They describe how the changes in Polish law issuing
professional licences in different market sectors started from a laissez-faire approach
and ended up with over-regulation of profession within 25 years. They focus on
three professional sectors in particular: civil notary, tourist guide and taxi driver in
Poland, describing the historical developments and the roles played by the competi-
tion authority in Poland along with various other market players in the process of
regulating those professions.

The chapter “Taking Unfair Commercial Prohibition Seriously: Assessing
Misleading Statements” by Mariusz J. Golecki and Piotr Tereszkiewicz analyses the
misleading character of advertising statements. In view of the European Union
Unfair Commercial Practices Directive, which views a commercial practice, such as
advertising, as misleading if it “is likely to deceive the average consumer or is likely
to cause him to take a transactional decision that he would not have taken other-
wise”, the authors discuss the application of this by courts and consumers using the
example of risky mortgage loans.

The next chapter by Nicolas F. Diebold and Cyrill Schike delves into the de
minimis exceptions in Swiss competition law. A recent decision by the Swiss Federal
Tribunal, the Elmex decision, has resulted in change in practice regarding the
assessment of vertical agreements that qualify as unlawful hardcore restrictions on
competition. The authors begin by discussing the Swiss Competition Commission’s
previous practice before analysing the significance of the Elmex precedent. In par-
ticular, the authors illuminate the practice of price-fixing agreements or agreements
limiting a seller or retailer to a specific geographical location, as this would under
the new precedent be viewed as unlawful.

Ndjuoh MehChu begins his chapter “Whole Foods, Fresh Concerns? How the
Recoupment Requirement Misses the Mark on Amazon’s Anticompetitive Practices”
by outlining the historical developments of American Antitrust law. This legal
framework was established in the 1970s. In particular, the author focuses on the
development of predatory pricing claims arising under Section 2 of the Sherman
Antitrust Act, which fails to appreciate the particular challenges posed by the high-
technology markets of the twenty-first century. While the US courts recognize
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predatory pricing as generally implausible, due to the recoupment requirement,
developments in economic theory over the last 20 years contravene this view. Using
Amazon’s acquisition of Whole Foods to anchor the discussion, the author argues
that the recoupment requirement should be augmented to permit predatory pricing
to be demonstrated by proof that a predatory scheme recognized in modern eco-
nomic teachings.

Part III, Intellectual Property Rights and Patents, delves into various challenges
presented by intellectual property rights and patents in competition law. It begins
with an in-depth analysis of the practice of applying for so-called blocking patents
from a competition law perspective by Andreas Heinemann in his chapter “Blocking
Patents and the Process of Innovation”. He begins by describing how competition
law can be applied to intellectual property rights. In essence, dominant firms must
not abuse their dominant position no matter if their market power is based on imma-
terial or material positions. It is recognized that the acquisition of patents by fraud
on the patent office may constitute such an abuse. Moreover, in EU law, the refusal
to license intellectual property rights may, in exceptional circumstances, be quali-
fied abusive as well. In particular, the author addresses the question if the mere
acquisition of a patent, without any misleading representations to the patent office
and independently of subsequent licensing strategies, may, in very rare cases, also
constitute an abuse. He argues that this is indeed the case, as there are situations
where the grant of a patent discourages innovation instead of encouraging it. To
distinguish between instances of non-abusive and abusive filings for a patent, he
proposes a four-prong test.

Franziska Sucker makes a case for an international regulatory framework for
competition in the digital market. She argues that increasing borderless and digi-
talized markets tend to develop mass markets, which increases the integration of
enterprises and so makes goods and services readily accessible to a broad audience.
However, the strong copyright protection framework in the culture and media indus-
try further strengthens oligopolies in their market positions. This, in turn, excludes
other, weaker market players, which limits the diversity of expression. Filling the
regulatory gap in international competition law and remedying the insufficiencies in
copyright law would reduce trade distortions and facilitate diversity of expression.

Finally, the excessive prices resulting from patents in the pharmaceutical indus-
try are analysed from a competition law perspective by Behrang Kianzad. In his
chapter, “Excessive Pharmaceutical Prices as an Anticompetitive Practice in TRIPS
and European Competition Law”, he elaborates on the potential use of a competi-
tion law approach to facilitate access to patented pharmaceutical products. While
developing countries and poverty-stricken populations try to provide medical care,
the often highly priced patented pharmaceutical products are simply inaccessible.
This issue has been hotly debated from a right to health perspective, but little atten-
tion has been paid to the effectively anticompetitive practice these excessively
priced products construe. This chapter delves into this angle by analysing both the
TRIPS agreement to provide compulsory licensing and the case law regarding the
principle of “unfair” pricing as enshrined in article 102 TFEU.
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Part IV, Impact of Information Technology, turns its attention to the rise of
e-commerce, big data and other I'T-based developments and analyses their impacts
on competition. This section begins with Rolf H. Weber’s analysis of the disruptive
effects technologies have on the market and competition law. In his chapter
“Disruptive Technologies and Competition Law”, he describes how increased digi-
tization in the last 20 years has impacted the markets and thereby also influenced
competition law. He separates these developments into three phases. The first phase
is the advent of online transactions. The second phase is the increased value of data
ownership and privacy. But it is the third phase he ascribes the greatest disruptive
effects to, the new disruptive ledger technologies, algorithms and artificial intelli-
gence. It is this last phase that poses the greatest challenges to competition law.

Mira Burri’s chapter provides an overview of the issues posed by big data and big
data analytics on market dynamics and, in particular, competition. After describing
the relevance of big data analytics, she delves into the current debates on their
effects. In particular the question of whether big data can be qualified as a distinct
phenomenon in and of itself is discussed. If this is the case, then competition law
needs to be adjusted to take into account the impacts that big data and big data ana-
lytics have on the market.

Miriam C. Buiten treats the challenge powerful and data-rich platforms pose on
competition law. After describing recent competition law cases concerning data, she
outlines how consumers increasingly sharing vast amounts of data with data giants
such as Google and Facebook cause both privacy and market power concerns. While
the privacy issue should be treated by data protection law, competition law is likely
to step in where companies have gained market power by collecting and processing
data.

Closing this section is Margherita Colangelo’s chapter “Competition Law and
Most Favoured Nation Clauses in Online Markets”. In this chapter, the peculiar
features of platform most favoured nations are analysed in light of the business
models adopted by online platforms (with a particular attention to digital compari-
son tools), examining the role of such intermediaries, how their activities may affect
competition and how the enhanced transparency typical for the Internet influences
the markets concerned and the consumer’s trust and behaviour. The recent EU anti-
trust enforcement has been confronted with the use of most favoured nation (MFN)
clauses by online platforms. In online settings, the typical situation consists of an
upstream supplier that sells its products through a downstream online platform and
guarantees that the price and terms it sets for a particular product on that platform
are no higher than the price and terms it sets for the same product on another plat-
form. The author focuses on the European competition authorities’ handling of
these platform MFNs by discussing the example of the online hotel booking sector.
Subsequently, the question of whether these cases truly harm the market is dis-
cussed. She concludes by highlighting the difficulties that the adoption of a general-
ized approach to the competition assessment of these clauses poses and argues that
the effects of platform MFNs combined with other clauses, such as best price guar-
antees, must be investigated further.



Introduction Xi

This volume closes with Part V, Energy Markets and Competition Law. James
W. Coleman begins this section by discussing the causes and effects of the changes
in regulating how energy commodities are produced in America. The consumer
demand for environmentally friendly energy production resulted in governments’
regulating production standards. These standards most typically banned or penal-
ized production methods which are particularly greenhouse gas intensive. Such
standards were not only implemented on a country level but also on individual prov-
ince, state and locality level. Companies wishing to sell in these markets must be
able to certify that their production methods comply with these regulations at every
step of the supply chain. As a result, they must be able to either control the entire
vertical supply chain or only deal with other companies that are able to fulfil these
standards. This has led to the power and fuel markets being concentrated.
Furthermore, this shift in regulation allowed the energy market to split and create
markets for boutique fuels and power. As a result, energy firms restrict output and
raise prices without fear of competition. The author argues that the jurisdiction-
specific supply-chain standards should be replaced with one or two agreed sets of
regulations applicable across all jurisdictions. This would allow energy to become a
commodity again without sacrificing the sustainability goals of supply-chain
standards.

The final chapter by Felix Ekardt and Jutta Wieding turns its attention to the EU’s
various challenges posed by the EU state aid law with regard to indirect subsidies
in favour of fossil fuels. The EU state aid law is a central aspect of EU’s competition
law. The subsidies given to support renewable energy systems coupled with the
Commission’s drive to transition towards a tendering model have given rise to much
heated debate. The authors argue that the tendering system is not proven to be sup-
portive of competition. They view the debate more as a continuance of the contro-
versy regarding quantity control versus price control in energy policy. But they still
support this approach if its primary aim is to phase out fossil fuels.

The volume covers the many new challenges competition law faces both in
Europe and the USA: from fundamental theoretical questions, such as what goals
competition law should pursue, to practical questions raised by law changes in other
sectors and the rapid developments in information technology.
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Part I
Foundations of Competition Law



Justifying Competition Law in the Face )
of Consumers’ Bounded Rationality gk

Avishalom Tor

Abstract The central economic justification for competition law is that the protec-
tion of competition promotes welfare. In particular, perfect competition among
firms catering to consumer demand for goods and services maximizes social wel-
fare by generating both allocative and productive efficiencies. This standard account
rests inter alia, however, on the assumption that consumer demand reveals rational
consumer beliefs and preferences. Hence, an otherwise competitive market that
caters to “erroneous” demand based on consumers’ mistaken beliefs or constructed,
ad-hoc preferences will fail to maximize efficiency and welfare. Yet, empirical
behavioural findings show that boundedly rational consumers exhibit mistaken
beliefs and constructed preferences regarding some of the products and services
they demand in the market. These behavioural findings, therefore, challenge the
conventional economic justification for the important role served by competition
law and its institutions as the means for protecting competition in the market. After
explaining the challenges that the behavioural evidence poses for the standard eco-
nomic account, this chapter outlines two key elements of the behavioural economic
case that suggest competition law still has an important role to play in advancing
efficiency and welfare even after the bounded rationality of consumers is accounted
for, albeit perhaps a more modest role than competition law discourse usually
ascribes to it.

1 Introduction

The accepted economic foundation of competition law is straightforward: The neo-
classical market model shows that perfect competition among firms to supply con-
sumer demand for goods and services maximizes productive and allocative

A. Tor (P<)
University of Notre Dame Law School, Notre Dame, IN, USA

Faculty of Law, University of Haifa, Haifa, Israel
e-mail: ator@nd.edu
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efficiencies and thus maximizes social welfare.! This model rests on several assump-
tions, including—as in neoclassical economics more generally—the notion that
consumers are rational actors, with pre-existing, complete and orderly preferences,
whose decisions always maximize their utility.? To get the maximum benefit from
their consumption decisions, consumers choose the best mix of products they can
obtain, at the best price available. These aggregate consumption decisions are
depicted by the demand curve, which relates the prices consumers are willing to pay
to the quantities they demand at different price levels. Because different consumers
place different values on different goods, the difference between the market price
actually paid by consumers and their valuation of the purchased goods, or the “con-
sumer surplus”, is a measure of consumers’ welfare—the greater this surplus, the
better off consumers are.

The virtues of competition within the neoclassical framework are many. In a
perfectly competitive market, goods are sold by those sellers who can produce them
at the lowest cost; more efficient sellers, therefore, replace less efficient ones, which
brings about productive efficiency. Competition also brings about allocative effi-
ciency, maximizing total gains from trade. These gains or “total surplus” are the
combination of “producer surplus”—namely, the difference between the overall
cost of production and the overall price of the quantity sold—and consumer surplus.
In the competitive equilibrium—when supply equals demand—those consumers
who value the goods most purchase them from the lowest cost producers. Since
there are no higher valuing consumers who cannot buy or lower cost producers who
cannot sell, the surplus on both sides of the market is necessarily maximized.
Therefore, in the competitive equilibrium both consumer surplus and total sur-
plus—and thus both consumer and total welfare—are maximized.?

The attractive welfare-maximizing property of the competitive equilibrium
serves as the key economic justification for competition law.* Like any other regula-
tory regime that imposes compliance costs and litigation risks on firms in the mar-
ket, requires a substantial enforcement apparatus, and uses significant judicial
resources, a competition law regime is economically justified only insofar as its
benefits exceed its costs. Hence, the greater the welfare benefits provided by com-
petition law, the more likely its enforcement will be socially beneficial on
balance.’

Nonetheless, a substantial body of empirical evidence shows that real consumers
often fail to comport with the assumption of rationality that underlies both their role
in the neoclassical model and the welfare benefits generated from the interaction
between rational consumers and producers in the competitive equilibrium.’

"Mankiw (2015).

2Hausman (1992).

3McAfee et al. (2009).

“Hovenkamp (2013).

3 Cf. Easterbrook (1984).

Jolls et al. (1998), Korobkin and Ulen (2000) and Tor (2008, 2014).
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Specifically, as explained in detail below, these findings show that in some cases
consumers hold biased beliefs about the value of products and services and, conse-
quently, demand too much or too little of them. Further analysis shows that in the
face of such distorted demand competition cannot maximize efficiency.” In fact,
under some circumstances competition among sophisticated producers over the cus-
tom of boundedly rational consumers can even lead to less—instead of more—effi-
cient outcomes. And, if the problem of distorted demand were not enough,
behavioural research also documents instances in which consumers’ preferences for
different products are constructed or shaped ad-hoc, at the time of their choice,® in
clear contrast to the assumption that consumers hold stable, preexisting and orderly
preferences.’ Yet, neither the demand generated by consumers whose preferences
are malleable nor the resulting consumer surplus offer a meaningful measure of
consumer welfare. Competition over such consumers, moreover, is often unlikely to
improve matters much and can even make consumers worse off.!?

After explaining these challenges that the reality of consumers’ bounded ratio-
nality poses for the standard economic account, the Chapter outlines two key ele-
ments of a behavioural economic justification for competition law: First, in many
cases competition still promotes efficiency and welfare, if not as well as traditional
economic models would have us believe. Second and importantly, more competi-
tion among firms to supply products and services to boundedly rational consumers
typically brings about better welfare outcomes than does less competition, in the
form of either monopolized or heavily regulated markets. Competition law, it thus
turns out, still plays an important role in advancing efficiency and welfare even
recognizing the bounded rationality of consumers, albeit a more modest role than
the legal discourse in the field usually ascribes to it.

2 Competitive Outcomes with Biased Consumer Beliefs

An extensive body of empirical behavioural evidence shows that individuals are
boundedly rational actors.!! Unlike the hypothetical rational actor that inhabits stan-
dard microeconomic models, these individuals’ behaviour is shaped by their limited
cognitive resources, motivation, and emotion.'? At times, they engage in formal,
effortful, and time-consuming judgment and decision making. More commonly,
however, to function well in a complex world, boundedly rational individuals use
mental and emotional shortcuts—known as “heuristics”—to make judgments and

"Huck and Zhou (2011).

8 Lichtenstein and Slovic (2006).
“Baumol and Blinder (2012).
"Huck and Zhou (2011).

" Cooper and Kovacic (2012).
12Cooper and Kovacic (2012).
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rely on situational cues to guide their choices.!* These judgment and choice pro-
cesses are adaptive, necessary, and usually beneficial. At times, though, they lead
decision makers systematically and predictably to deviate from the normative stan-
dards of rationality.'

Beyond documenting consumer-related manifestations of individuals’ general
deviations from strict rationality,'® researchers also study psychological processes
that are specific to consumers.'¢ For example, many studies examine biases in con-
sumers’ inferences about products and their attributes.'” These scholars also
researched the specific ways in which sellers and marketers impact consumer judg-
ment and choice behaviour, such as by using brands, advertising, or sales promo-
tions.'® Numerous theoretical and empirical contributions further seek to understand
how consumers determine the strategies they employ when evaluating products and
choosing among them. '

These and similar findings unsurprisingly reveal that consumers’ judgment and
decision processes at times systematically deviate from the theoretical economic
model of perfect rationality in ways that matter for the interaction between consum-
ers and producers in the market. More recently, this evidence has also caught the
attention of industrial organization economists, who began examining how sophis-
ticated sellers may exploit and even facilitate consumers’ deviations from rational-
ity to maximize their own profits,”® as well the consequences of the competition
among such sellers over boundedly rational consumers.?! As the following sections
show, the conclusions of these analyses indicate that the efficiency benefits of com-
petition may be less pronounced than traditional models suggest and that increased
competition may even harm efficiency under some circumstances.?

3 Biased Consumers and Distorted Demand

Boundedly rational consumers exhibit systematic errors when judging products or
services, sometimes mistaking product quality or absolute or relative prices, or even
making erroneous predictions of their own future consumption needs.”® To

B3Tor (2008).

4Jolls et al. (1998), Korobkin and Ulen (2000) and Tor (2008).
15Simonson (2001).
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7Kardes et al. (2004).

8L oken (2006) and Tybout (1994).
19 Bettman et al. (1986).

20Bar-Gill (2012).

21 Spiegler (2011).

22 Spiegler (2011).

23 Cf. Huck and Zhou (2011).
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illustrate, consumers judging the quality of a product (e.g. how likely is this used car
to develop a major mechanical problem in the next year?) while relying on the rep-
resentativeness heuristic will place too much weight on anecdotal, case-specific evi-
dence (e.g. the recommendation of a mechanic who inspects the car) and too little
weight on the relevant base-rate information (e.g. statistics about the particular car
brand, model, and year from consumer reports).>*

When such mistakes of judgment occur, demand inevitably is distorted.
Consumers demand either smaller or greater quantities of some products than they
would have demanded absent their errors.” Moreover, consumers’ biased demand
for any product also distorts their demand for other products and services. For
instance, consumers who erroneously overestimate the quality of one product (e.g.
a new iPhone model) and consequently demand too much of it will also demand too
much of the product’s complements (e.g. a protective case for the new iPhone) and
too little of its substitutes (e.g. a previous iPhone model). More generally, since
consumers’ budgets are limited, distorted demand for one product indirectly
decreases or increases the resources they can direct to consuming other products,
thus distorting their demand vis a vis these other products as well.

Besides the demand inefficiencies directly and indirectly caused by consumer
bias, moreover, producers who seek to maximize their profits by fulfilling distorted
consumer demand misallocate their productive resources.?® Mirroring the effects of
systematic errors in judgment on the demand side, sellers will supply too much or
too little of the specific product in response to consumer demand. This response
represents a misallocation of productive resources away from products that in truth
are more valuable to consumers. In the same vein, producers will be producing the
wrong quantities of complements and substitutes to the product that consumers
misjudge.

In reality, of course, producers’ responses depend on the nature of consumer
distortions: Producers will strive to correct instances of consumer bias that reduce
the demand for their products yet will be content to enjoy the fruits of those con-
sumers’ mistakes that increase demand beyond that of unbiased consumers. This
intuitive observation is also confirmed by several formal economic models of mar-
kets with consumer bias. For instance, Spiegler (2006) models a “market for quacks”
in which sellers offer credence goods whose quality consumers are unable to deter-
mine (such as “quack” healing techniques), using the extreme case of products or
services that improve consumer outcomes with a probability that is no different
from chance (i.e. from the likelihood of improvement for consumers who do not
purchase these products or services).”” Boundedly rational consumers who reason
anecdotally—in this case, relying on random, casual stories of healing as if they
truly revealed meaningful information about treatment quality—attribute the treat-

2*Kahneman and Tversky (1973).
2 Huck and Zhou (2011).

2Huck and Zhou (2011).

27 Spiegler (2006).
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ments’ occasional success to quality rather than to luck. Consequently, all consum-
ers who choose to participate in the market by purchasing “quack” treatment suffer
a welfare loss because they wasted resources on valueless services.?

Besides mistakes regarding the quality of products or services, consumers some-
times also misestimate their own future needs.” For example, consumers who are
overoptimistic about their self-control will overestimate their future demand for
“investment” products, which have current costs and future benefits (e.g. health club
attendance) but underestimate their future demand for “leisure” products, which
have current benefits and future costs (e.g. credit card borrowing).*® Consumers’
overestimation of future demand leads them to consume excessively at present, pur-
chasing a larger number of units than they will need, a product bundle that is too
large for their actual future demand (such as a cellphone data plan), or a product
with features they will underutilize or perhaps not use at all.*! Those overoptimistic
consumers who underestimate their future demand, on the other hand, consume too
little at present: They may purchase ill-fitting products (say, a basic product lacking
some beneficial add-on features), product bundles that are too small and necessitate
additional, often costlier, purchases later, and so on.*?

Profit maximizing producers are unlikely simply to adjust their production to
extant consumer error and will design their products and services to take advantage
of them, as illustrated by more advanced models in behavioural industrial organiza-
tion. These models find that when consumers overestimate demand, firms offer
arrangements with high fixed fees and low per-use charges (as in the case of gym
memberships), while the opposite pattern, of low fixed fees and high per-use
charges, is offered in response to demand underestimation (e.g. introductory offers
for credit cards.®

Indeed, we should also expect these sophisticated, profit-maximizing actors not
only to exploit extant consumer bias, but also to facilitate it when that would redound
to their benefit. For instance, Zhou (2007) models a setting in which sellers manipu-
late the perceptions of boundedly rational consumers with limited attention through
advertising, thereby generating distorted demand for product attributes.** The model
shows how this distorted demand for attributes generates efficiency losses for both
naive and sophisticated (unbiased) consumers. The naive buy products with excess
quality on the advertised attribute but insufficient quality overall, while those unbi-
ased consumers cannot obtain the attribute combination they prefer.*

28 Spiegler (2006).
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Producers seeking to facilitate consumer error may also direct their efforts at
product pricing, generating confusing or unnecessarily complex pricing schemes.*
This may happen, for example, in the market for cellular service, in which individu-
als consume a combination of different services (e.g. voice, data, messaging),”’ or
the market for credit cards, in which consumer contracts involve a complex array of
fees and interest rates.*® Mistakes are particularly likely, moreover, when firms offer
products or services that have many attributes or that cover numerous contingen-
cies.* Consumers who purchase life or health insurance, for instance, need to cal-
culate tradeoffs across many contingencies. Insurance companies also can apply
different reimbursement policies to different scenarios or magnify the difficulty of
consumers’ task here by other means.** More generally, profit maximizing sellers
can facilitate consumer error by intentionally “obfuscating”,*! breaking prices down
to multiple components to reduce price transparency and make meaningful price
comparisons more difficult and costly.*

All in all, the response of producers and other market participants to consumer
error is likely to depend on factors such as the nature of the relevant product or ser-
vice or the source of consumer bias and its effects on demand. Importantly, more-
over, this response is also a function of the competitive conditions in the market, to
which we now turn.

3.1 Competitive Effects

While the existence of demand distortions that are exploited and even facilitated by
sellers can create substantial inefficiencies, the ultimate effects of the deviations of
real consumers’ behaviour from the standard rationality-based model greatly depend
on the nature of competition in the market. After all, the additional benefits gained
by monopolists from their exploitative interactions with boundedly rational con-
sumers may have to be competed away to attract consumers to their products in the
face of similarly sophisticated competing sellers who vie for consumers’ custom.
If one takes the existence of consumer bias as given, distorted demand generates
inefficiencies even in an otherwise perfectly competitive market. Competition in
such a market still drives product prices down as it does under the traditional ratio-
nality assumption. However, the excessive demand generated by consumer bias
means that both price and quantity increase compared to a competitive market with

36 Grubb (2009).

3 Bar-Gill (2012) and Bennett et al. (2010).

¥ Bar-Gill and Warren (2008).
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unbiased consumers, although the competitive price is lower and the quantity
demanded is greater than in a monopolized market with biased consumers.
Nonetheless, consumers still demand too great a quantity of the product to which
the bias pertains, so substantial demand distortions may remain; consumers are still
not directing their resources to those ends that in fact are most valuable to them.

This outcome is reflected in several formal models that consider the effects of
competition with biased consumers and is clearly illustrated by Huck and Zhou’s
(2011) simple monopoly model. The model considers a case in which consumers
purchase unneeded units due to their overestimation of future demand needs, but the
units that are ultimately found to be unneeded are not delivered (e.g. unused minutes
in a cellphone plan or a underutilized gym membership). Price turns out to increase
with the degree of consumer overestimation, as one might expect, and the price
consumers pay for the unneeded units is a pure transfer to the monopolist. This
increases the monopolist’s profits, diminishes consumer surplus, and increases the
deadweight loss compared to the standard monopoly case that assumes unbiased
consumers. Furthermore, consumers’ overestimation of demand in this simple
model generates inefficiencies even under perfect competition, despite competi-
tion’s generally beneficial tendency of driving prices down: When firms price at
marginal cost (as they are assumed to do under perfect competition), they still make
profits by selling the unneeded units with their attendant inefficiencies. Indeed, the
portion of the efficiency loss that is due to the overproduction of unneeded units
remains even when firms compete away all their bias-borne profits by pricing below
marginal cost.*

The same model generates different results, however, when consumers underes-
timate their future demand: In this case, the monopoly makes a second sale at the
later date on which consumers realize they underestimated their needs. One interest-
ing consequence of this is that overall efficiency can improve even compared to the
standard monopoly case because the monopolist can sell larger quantities overall,
although the magnitude of the deadweight loss increases with consumers’ bias.
Again, competition does not eliminate all inefficiencies, at least when firms can
contract with consumers over the prices they will charge in the second period (when
consumers will realize they need an additional purchase). Instead, firms price below
cost in the first period and offer a monopoly price for the second period’s residual
demand. Consumers find this pricing attractive since they do not expect any demand
in the second period, so a misallocation remains.*

A somewhat different result is obtained by the Zhou’s (2007) previously men-
tioned model in which a monopoly seller manipulates the perceptions of boundedly
rational consumers with limited attention through advertising and thereby generates
distorted demand for product attributes. Although he does not explicitly model the
competitive equilibrium, Zhou notes that the effects of competition in this case
resemble familiar models of price discrimination. These models indicate that com-

“Huck and Zhou (2011).
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petition over biased consumers sometimes can eliminate the distortion of product
design that prevents sophisticated consumers from obtaining the mix of product
attributes they prefer. Yet, this beneficial consequence of competition depends on a
set of assumptions (some quite restrictive), without which the qualitative product
distortion result of the monopoly model remains even under competition.*

Competition has more ambiguous and potentially even negative outcomes in
Spiegler’s (2006) market for quacks model discussed above, in which an increased
number of quack providers) does not necessarily improve market outcomes. On the
one hand, competition among providers tends, as usual, to drive prices down, which
reduces the welfare loss to the consumers who participate in the market (a beneficial
“competitive” effect). Yet, an increased number of providers also increases the over-
all number of success anecdotes that facilitate demand for the useless services,
which increases the welfare loss (a harmful “exploitative” effect). Spiegler finds
that when the number of competing providers is sufficiently large the beneficial
competitive effect outweighs the harmful exploitative effect in this model.*
Extensions of the model further show that even the presence of some providers who
offer valuable services—a more realistic scenario for many credence goods—still
fails to generate an efficient outcome. In the face of consumers who reason anecdot-
ally, moreover, firms can reduce competitive pressure on prices by artificially dif-
ferentiating their products (e.g. offering a broad range of “treatments”) and replacing
price competition with inefficient, spurious product differentiation.*’

The competitive result is also ambiguous in models of consumer bias in the face
of complex or obfuscatory pricing that force boundedly rational consumers to rely
on simplifying heuristics and judge products based on a small sample of prices or
other product attributes they believe are the most important and then choose the
most attractive product based on this small sample. Firms competing over such
consumers face two conflicting considerations: On the one hand, they need to attract
consumers by offering lower prices (the familiar “competitive” motive), while on
the other they have an incentive to increase the variance of their price distribution
(or the complexity of its contractual terms) so that confused consumers will be more
likely to choose them over competitors with lower expected prices (a harmful
“obfuscatory” motive). Here, a basic model shows that in equilibrium firms respond
to greater competition with greater obfuscation, rather than with more competitive
pricing (though the incentive to obfuscate is not strong in equilibrium).*® Another
variant of this model also finds that firms obfuscate in equilibrium, though competi-
tion imperfectly constrains their incentive to obfuscate and reduces the profits they
extract from consumers.*’

4Zhou (2007).
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Furthermore, under plausible assumptions, increased competition (in the sense
of a larger number of competing sellers) can reduce efficiency in this setting. The
reason for this outcome is that, while the model finds expected prices to be indepen-
dent of the number of firms, the variance of the prices these firms offer increases
with their number, exposing consumers to greater risk. Such increased risk may be
welfare-reducing for risk averse consumers, though the result is not clear cut, since
these consumers are unaware of the risk they are facing when choosing based on a
small sample of prices. Increased competition is also shown to diminish efficiency
in an extension of the basic model in which firms control not only price, but also
product quality. In this case, firms produce also at a quality above the efficient level
as part of their obfuscatory response to greater competition, a result that together
with consumers’ diminishing marginal utility from quality implies a welfare loss.*

These and similar models, therefore, make clear that when sophisticated sellers
can benefit from, exploit, or facilitate consumer bias that increases their profits,
competition may fail fully to exert its standard beneficial effects and occasionally
can even diminish efficiency. Moreover, even in the more common case in which
competition drives prices down below the level that obtains under a monopoly fac-
ing biased consumers, the resulting equilibrium involves substantial inefficiencies.

However, the various behavioural industrial organization models discussed so far
do not consider situations in which sophisticated sellers engage in educational
activities, though the empirical behavioural literature on debiasing suggests that
such efforts will be challenging and often prone to failure.’' Nevertheless, focused
interventions sometimes may still help consumers form more accurate beliefs
regarding specific products or services. One would expect market participants to
engage in such corrective efforts when they find them profitable, yet that frequently
may not be the case. When consumer bias generates profits for sellers due to excess
demand, they will have no incentive to invest in correcting it, unless that investment
can be recouped in the form of increased sales. Similarly, sellers who would like to
help consumers correct errors that depress the demand for their products will be
reluctant to commit resources to consumer education unless they can recoup their
investment. But even when less biased judgments would increase demand, so long
as educated consumers can turn to other producers, the incentives of individual sell-
ers to invest in improving consumer judgment are limited.>

All in all, even if some market settings provide opportunities for profitable debi-
asing or educational interventions by sellers or other parties (e.g. information inter-
mediaries), the difficulty of recouping investments in such efforts can limit their
relevance. In the latter instances, as we have seen, competition may even diminish
efficiency compared to a monopoly facing biased consumers. And even when com-
petition improves market outcomes, the resulting equilibria usually are less benefi-
cial than the traditional microeconomic models would predict, with substantial
inefficiencies remaining.
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4 Consumer Welfare with Malleable Preferences

Consumers’ biased beliefs raise significant questions about the extent of competi-
tion’s efficiency benefits, yet, the empirical evidence regarding the nature of con-
sumer preferences reveals an even thornier problem for competition law’s economic
justification. This evidence shows that consumer choice not only deviates from the
assumptions of rationality in predictable ways—much as we have seen with respect
to consumer beliefs—but is also subject to context-specific influences and may be
constructed ad-hoc, in the process of choosing among products or services.> The
extensive findings in this area even have led two leading scholars to argue that “[t]he
variability in the ways we construct and reconstruct our preferences yields prefer-
ences that are labile, inconsistent, subject to factors we are unaware of, and not
always in our own best interests. Indeed, so pervasive is this lability that the very
notion of a ‘true’ preference must, in many situations, be rejected.”>*

For present purposes, the problem of constructed consumer choice can be illus-
trated with some typical examples of consumers’ violations of three aspects of the
assumption of consumer rationality. Preferences manifested by rational consumers
should depend neither on the way in which options are merely presented or described
(“‘description invariance”), nor on the specific process by which consumers make
their choices (“procedure invariance”), nor on the specific context in which they
happen to make these decisions (‘“‘context independence”).> Yet, the behavioural
literature reveals numerous ways in which actual consumer behaviour violates the
three requirements of description invariance, procedure invariance, and context
independence.

One essential condition for rational choice is that individuals’ preferences over
different options must be independent of the way in which these options happen to
be described, so that alternative descriptions of the same options yield the same
choices. Yet, the description or “framing” of options matters greatly for the choices
made by real consumers. A common class of framing effects involves the descrip-
tion of the same outcomes in positive (“gain”) versus negative (‘“loss”) terms vis a
vis a psychologically neutral reference point. Individuals naturally favour seem-
ingly positive outcomes and dislike negative outcomes even more. Hence, when
choosing among positive outcomes they exhibit risk aversion, while tending to
manifest loss aversion—a dislike for negative outcomes that can lead to risk seek-
ing—when faced with a choice among potential losses.*

In a typical consumer choice example, researchers found that consumers respond
differently to economically equivalent insurance deductibles and rebates, depending
on framing.’’ Deductibles are a common method by which insurance policies leave
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insureds with some of the risk of accident to reduce moral hazard (the likelihood of
excessive risk taking by these consumers). Loss averse consumers will tend to dis-
like a deductible if they treat it as an additional loss that is separate from the cost of
the insurance premium and occurs only in the case of an accident. The same deduct-
ible, however, can be framed as a rebate: The cost of the deductible can be inte-
grated into the overall cost of the insurance premium, with consumers receiving a
rebate from which the cost of accidents is deducted.”® Indeed, researchers who
tested this hypothesis in an experimental setting found that only 44.3% of partici-
pants facing a choice in the deductible frame said they would pay a $1000 premium
with a $600 deductible for a given car insurance coverage, while 67.8% of the par-
ticipants presented with the rebate frame said they would pay a $1600 premium
with a $600 rebate.” Participants’ clear preference for the rebate frame over the
deductible frame is particularly striking since the latter in fact is economically supe-
rior; in the rebate frame, the insured effectively gives the insurance company a $600
interest-free loan for 1 year, getting nothing in return.®

A similar pattern of framing effects was also found in several field studies, such
as Ganzach and Karsahi’s (1995) study of consumer behaviour in the financial
domain. The researchers sent messages regarding the benefits of credit card usage,
framed in terms of either gains from using the card or losses from failing to use it,
to two hundred forty-six credit card owners who did not use their cards for a period
of 3 months.®! Participants’ credit-card charges were monitored for 2 months after
the receipt of the message and they were also interviewed 6 months after the inter-
vention. In line with the effect of framing observed elsewhere, the researchers found
that participants who received a loss-framed message utilized their cards about
twice as much as did their gain-frame counterparts, and the resulting card charges
were about twice as high in the former than in the latter group as well.®?

Another basic condition for rational consumer choice is that preferences over
different options must be independent of the specific procedure used to elicit these
preferences.® Yet, a large and varied body of research offers evidence of preference
reversals in which, under predictable circumstances, different but analytically com-
parable procedures elicit different choices.** Such violations of procedure invari-
ance have been found in consumer studies that compared consumers’ willingness to
pay for different options to their choices among those same options,® consumers’
choice of a preferred option from a set to their rejection of all the less attractive
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options from the same set,®® consumers’ rating of options presented separately to
their choice from among the same options when presented jointly,®” and more.

For instance, Shafir showed that the positive features of options are weighed
more heavily in tasks requiring choice of the superior option, while negative fea-
tures receive greater weight in tasks that call for rejection of inferior options.®® In
one between-subjects question participants were asked to imagine they were plan-
ning a vacation over spring break and have two reasonably priced options for which
the travel brochure gives a limited amount of information. The available informa-
tion showed one vacation spot was of average quality on the five relevant dimen-
sions of weather, beaches, hotel, water, and nightlife (the average option) while the
other was very good on the first three dimensions and bad on three other dimensions
(the last two from the preceding list plus very strong winds) (the extreme option).
One version of the problem asked participants which spot they prefer while the
other stated they currently have two reservations and asked which reservation they
decide to cancel. While two-thirds of the participants in the choice condition pre-
ferred the extreme option, almost half of those in the cancellation condition chose
to cancel that same option.*

Other studies show how apparently different preferences can be manifested for
common consumer tasks that require something akin to choosing versus rejecting.
Park and colleagues, for example, studied consumer preferences over products by
comparing customized offerings in a familiar product category (e.g. automobiles) in
which product options are added to a basic product to other customized offerings in
which product options are subtracted from a “loaded” model.”® As predicted, the
researchers found that participants facing a subtraction frame selected more product
options and at a higher overall price than did their counterparts facing an addition
frame.”" Similar, striking results were obtained by researchers in two field experi-
ments using a German car manufacturer’s online configuration tool. In both field
studies, real car purchasers again ended up purchasing more options in the subtrac-
tive frame than in the additive frame, with the price paid averaging over 10% more
of the total cost of the cars (over 2400 euros in one study and about 2200 euros in
another).”

The final fundamental requirement for rational choice to be discussed here is
context independence—namely, that the relative attractiveness of different options
within a given choice set to consumers should not change with the addition or dele-
tion of other options. A consumer who prefers apples to oranges should not change
her relative preference between these products when a third option, say a banana, is
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offered as well. Notwithstanding the intuitive appeal of context independence, how-
ever, behavioural research reveals circumstances that lead consumers to violate it,
such as when attraction or compromise effects are present.”® Attraction effects can
appear when the addition to an extant choice set of an asymmetrically dominated
option—that is, one which is inferior to at least one option in the set but not to
another—increases the attractiveness of the asymmetrically dominating option.™

Compromise effects, on the other hand, make an option appear more attractive
when presented as an intermediate alternative rather than as an extreme one (i.e. the
least or most expensive in the set).” Simonson demonstrated the compromise effect
in a series of studies in which participants rated and chose among different common
consumer products, including mouthwash, calculators, TV sets, and more. He pre-
sented participants with choice sets, each containing three products of different
brands that varied along two attributes (e.g. price and quality). The results showed a
significant compromise effect, such that intermediate alternatives were chosen on
average 17.5% more often than competing products. Moreover, the compromise
effect was found even for the same products, which were chosen more often when
they appeared as compromise options than when they were offered as extreme ones.
In fact, the effect held even when an extreme option was present but unavailable to
consumers (so that both available options—including the compromise one—were
de facto extreme ones).”®

Together, these examples of systematic violations of the rational choice axioms
of description invariance, procedure invariance, and context independence clearly
illustrate how researchers and market participants alike can influence consumers’
choices. Yet, consumers manifesting such ad-hoc, constructed preferences pose a
fundamental, dramatic challenge to the standard microeconomic model that under-
girds competition law. Specifically, we have seen that in this model perfect competi-
tion is a highly beneficial equilibrium in which both consumer and total welfare are
maximized. But this standard result, like the other welfare outcomes of the model,
depends inter alia on the assumption of consumer rationality. Rational consumers
maximize their utility by choosing products and services that best satisfy their pre-
existing, complete, and orderly preferences.”” When this condition is fulfilled, con-
sumer surplus—the difference between the utility consumers in the aggregate derive
from their purchases and the market price—is the appropriate measure of consumer
welfare. However, if consumer demand reflects constructed, malleable preferences
that may not maximize individuals’ utility, the notion of consumer surplus and wel-
fare—that most basic economic compass of competition law—risks losing its mean-
ing altogether. The construction of preferences also distorts the nature and
consequences of competition in the market. Its potential competitive effects are

B Dawes (1998).
7“Huber and Puto (1983).
Dawes (1998).

76 Simonson (1989).
"Blaug (1992).



