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Abstract

The purpose of merger control is to protect the market structure from anti-
competitive effects arising from a transaction. Several factors come into play
here, including price effects, the strengthening of a dominant position or the
removal of a competitive constraint.

The primary purpose of this paper is to investigate and evaluate innovation
considerations within EU merger control. The paper further considers how this
framework has been affected by the Dow/DuPont decision and whether it is
adequate to protect innovation created by start-ups.

The assessment of innovation effects in mergers seems to be continually
evolving, with the Commission’s decisional practice proving to be exceedingly
adaptive. The Dow/DuPont decision has generated a substantial debate on the
topic of innovation in merger control and the motivations behind it, and this
debate will form the basis of the discussion in this paper.

Further, the Commission’s other decisional practice as well as their merger
Guidelines will be evaluated, to attempt to outline how innovation effects are
handled within merger control in a broader sense. Additionally, several academ-
ic reports, including the report published by the special advisers to the Com-
mission, will be used to evaluate the functionality of this framework in the pro-
tection of start-up-based innovation. Throughout the essay, a Law and Eco-
nomics analysis will be carried out alongside the general EU legal method used.

The overall analysis has led to the conclusion that innovation is generally
well protected under EU merger control. Specifically, the criticism levelled at
the Dow/DuPont decision watrants caution for the continuing development of
innovation-related decisional practice, but the wealth of academic writing writ-
ten on conjunction with the debate has certainly made the prospect of gather-
ing evidence for future cases easier.

The Dow/DuPont decision, and indeed the merger control regime in gen-
eral, was found wanting when it came to the protection of start-up-based inno-
vation. Results showed that a model emphasizing a “digital ecosystem” for
incumbents in the digital sector could solve many of the shortfalls of merger
control in this area so far. In addition, changes to the functioning of the notifi-
cation of mergers could also be considered.

It is hoped that this paper will contribute meaningfully to the debate it aimed
to describe, as well as aiding academics and students who seek to learn about
this area of Competition Law.
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1 Introduction

1.1 Background

Innovation has been a driving force behind the development of civilization
since ancient times. Its importance has only continued to increase, and with the
advent of the liberal market economy, competition between companies to sell
products have encouraged them to innovate, bringing better and better prod-
ucts to consumers. The EU itself is based on these free market ideals, with a
stated goal to create a common market and increase competition. Innovation
and the drive to invent and improve is not only important for the furthering of
society, but also for long-term economic growth. Europe has been the birth-
place of many important innovations and furthering competition in innovation
could help give rise to even more. In this essay, I have chosen to specifically
focus on protection of innovation competition in merger control.

The framework for assessing and protecting innovation competition within
the EU merger control regime has been continuously evolving, with the Com-
mission’s focus moving further and further back into product development
cycles. With the decision reached in Dow/DuPont, the protection of innova-
tion in merger control appears to have reached a new zenith. This essay will
attempt evaluate the innovation effects framework, with a specific focus on the
developments brought forward by the Dow/DuPont case.

Additionally, the increasing focus on digital markets in competition law en-
forcement has brought with it an even higher focus on protecting innovation as
a policy goal, with rapid-fire technological developments challenging conven-
tional models. Although innovation competition in merger control has been a
part of the regime almost since the adoption of the EUMR,! views on innova-
tion have mostly taken a static outlook, with it mostly being considered an out-
put, with primary assessment centered on assets.

Today, start-ups in the digital sector have become a significant vector for in-
novation, which raises the question if this area is sufficiently protected by anti-
trust enforcement.

1 ICI/DuPont, in which remedies were proposed on innovation competition grounds, para 48



1.2 Purpose and Research Questions

The main purpose of this essay is to investigate how innovation is protected
and furthered under the EU merger control regime. This is further subdivided
into two parts. The first, is to provide an overview of innovation in merger
control leading up to, and after, the Dow/DuPont decision. The second is
more conceptual, and aims to provide a look at how, and if, the EU merger
control regime is equipped to protect innovation arising from start-ups. In or-
der to better guide the work, the following questions will be used:

1. In what way is innovation taken into account in the merger assess-
ment? How is this affected by the decision in Dow/DuPont?

2. Is the current merger control framework sufficient to protect innova-
tion generated by start-ups? Has the Dow/DuPont decision affected
this assessment?

1.3 Method and Material

The initial part of the essay is primarily concerned with European legal practice,
while the second is of a more conceptual nature. The EU Legal Method and
Law and Economics will be applied in parallel during the resolution of both. In
this section these methods used in the writing of this paper will be discussed.

The first method, the EU legal method, its usage in relation to the main
sources of this paper will be discussed first. Thereafter, the application of Law
and Economics will be described. Note that the specific economic theories to
be used as the main guidelines during the writing of this paper is not discussed
within the Law and Economics section. That section will instead be focused on
the method itself, with economic theory following in the next chapter.

1.3.1 The EU Legal Method:

The young EU legal framework has a somewhat unique status in regard to
both national and international law, developing its own system of norms and
legal sources both separate and part of national jurisdictions, thus existing on
two levels. The EU courts have maintained its primacy in relation to national
jurisdictions, and EU law is often looked at and interpreted separately, exam-
ined on the supranational level. The methodology used when assessing EU law

2 EU-Rittslig metod, chapter 1.
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is often termed the “EU Legal method”, which is what will be used when the
first question is addressed.’

Since the treaty of Lisbon, the division of what was previously the “three pil-
lars of EC Law” has ceased. In its place, a more unified hierarchy has emerged,
with the treaties on top as Primary Law and various other sources of Secondary
Law beneath them.# Secondary law is further subdivided into binding ot non-
binding secondary law.5 Binding secondary law include such legal acts as a Regu-
lation or a Directive authorized by article 288 in the TFEU.s Non-binding sec-
ondary law (or “soft law”) includes the recommendations and opinions men-
tioned in the same article. In addition to this, there are a several types of non-
binding publications, such as the various guidelines issued by the Commission.
In a field like Competition Law, guidelines are regularly issued by the Commis-
sion in order to elaborate on the application of rules, for example the HMG
and NHMG on the application of the EUMR.? The legal importance of soft
law varies. In some areas, like Competition Law, the Commission operates with
more discretion (the so-called margin of appreciation) in its decisional practice,
which allows it to, in some ways, shape policy. By issuing guidelines, future use
of this discretionary power can be clarified. These clarifications can also act as
limitations, because future decisions will have to adhere to the guidelines, and
since the courts will usually monitor this adherence in later investigations of
legality, guidelines which limit discretion in this way can be binding. It is worth
noting that Commission decisions can be subjected to the courts on the basis
of legality, which limits their precedential value somewhat, in compatrison to
judgments made by the court.? This also needs to be taken into account when
working with sources recommending changes to the Commissions decisional
practice, as well as if such recommendations are to be made in this paper itself.

1.3.2  Use of doctrine as an EU legal source

Unlike in Swedish national courts, the courts of the EU never specifically refer
to legal doctrine, which does not mean that it is not taken into account. It is
frequently used in the opinions written by the Advocate-General, where views
expressed in the legal doctrine are reviewed and sometimes used as grounds for
the final recommendations to the court. It is also worth noting that references

3 It is also worth noting that there is no single “EU-legal method”. Here it is meant to describe
the way in which sources are chosen and addressed within this work, which is EU-specific.

4 BU-rittslig metod, page 39.

5 Ibid, page 40.

¢ Ibid, page 42.

7 Itself a good example of a binding secondary law source.

8 Commission decisions subject are to legality review as per article 263 TFEU.
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to doctrine are also regularly made by applicants to the court, which could help
shift the decision.?

The policy recommendations as laid out in the second part are mainly
written by academics, often looking for specific solutions. As such, some of
their recommendations may not match what is currently possible to attain by
decisional precedent or regulation and adhering to such recommendations
could be met by disapproval from the courts. For example, this could happen
where a recommendation goes against one of the general principles developed
by the courts.?0 Greater care needs to be taken when addressing doctrinal
sources than when working with decisional practice.

1.3.3 Law and Economics

Economic theory in jurisprudence is generally considered auxiliary to the main
task of legal research, determining the content and effect of the law. The EU
and its legal order as designed in the treaties, however, rests upon the economic
concerns underpinning its foundational and main objective, establishing and
maintaining the inner market.!! Nowhere is the trickle-down of economic theo-
ry into legal practice more evident than in the field of EU Competition Law,
where economic efficiency assumptions underpins its foundational treaty arti-
cles.12

The following section aims to explain why I deem economic theory necessary
in the resolution of my research questions, as well as providing a general review
of its importance as “a source to legal sources” within EU Competition Law.
The primary source used will be the parts regarding the methodology of Law
and Economics found in the doctoral dissertation Promoting Innovation? A 1.egal
and Economic Analysis of the Application of Article 101 TEEU to Patent Technology
Transfer Agreements written by Vladimir Bastidas Venegas.'3 Although the eco-
nomic sources used throughout the text itself will differ, my view is that both
his description of the method itself as well as the motivations for using it can
be held to a high standard.

One of the main benefits of using Law and Economics (or Economic analy-
sis of Law) as a method, is to identify economic policy goals, such as the fur-
thering of innovation, within legal decision making.1+ The theory regards the
study of legal sources alone insufficient, considering an additional embedded
analysis of cost and effect necessary. It rather holds that the law is not autono-

9 BU-rittslig metod, section 1.10

10 And more concretely, the right to defense for corporations.
11 EU-rittslig metod, page 122

12 EU-rittslig metod, page 123, article 101 TFEU.

13 Senior Lecturer in Competition Law at Uppsala University.
14 Bastidas Venegas, p27
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mous, and open to influence from outside forces, such as societal and econom-
ic pressure. It is perhaps most famously associated with the Chicago School and
its primary focus is on economic efficiency, but its historical use in competition
law dates back much eatrlier.'s It was used in the early development of American
Antitrust Law, in the introduction of its premier legal source, the Sherman Act.
The application of Law and Economics as a method in Competition Law is
considered to be a traditional approach. Nevertheless, its usage will be further
motivated below.

1.3.3.1 Usage

Competition Law deals with the operation of markets. Even in its most basic
form, the purpose is to influence the behavior of actors on these markets, pre-
venting detrimental actions causing damage to other actors or consumers.!s
Economic theory can be used as a predictor of such actions by individuals, and
groups of individuals (such as market actors), as well as the production, distri-
bution and management of resources in society.l” In such an inquiry, legal rules
also play a part when attempting to determine behavior. Bastidas Venegas pos-
its that if economic theory can predict human actions with a degree of accuracy,
it may also be used in the design of legal norms to guide them.’s In the same
way, economic theories can be used to evaluate existing legal norms and their
effect on behavior and on the production, distribution and management of
resources. These terms!® were specifically chosen  /ien of terms like welfare,
efficiency or utility, to avoid association with schools of economic thought in
which the latter terms hold a conceptual role.

An essential point to consider in the usage of Law and Economics, is the
difference in goals, both legal and economic, behind various legal norms.2
Other values than the strictly economical might shape their inception and their
goals, which could be afforded a higher value. Different schools of thought in
competition law have different outlooks.2t This is exemplified by Bastidas
Venegas with the difference between the Ordoliberal School on which Europe-
an Competition Law was founded and the Chicago school. The Ordoliberals
pursue political and economic freedom, while adherents of the Chicago School
instead pursue the highest levels of economic efficiency.2

15 Bastidas Venegas, page 27-28.

16 Ibid, page 28.

17 Thid.

18 Thid.

19 “[E]ffects on human action and on the production, distribution and management of re-
sources”.

20 Bastidas Venegas, page 28

21 Tbid.

22 Ibid. page 28
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EU Competition Law has economic efficiency as one of its main policy
goals, and concepts rooted in economic theory are common.2? The usage of
economic theory is heavy, even outside legal doctrine in the decision making of
both the Courts and the Commission. Analyzing the legal norms within this
tield is thus not limited to legal theory, but specific economic theories may also
be brought in and researched, in order to achieve an understanding,.

Using an economic theory to analyze law brings with it a set of values inher-
ent in that theory.2+ In the case of this essay, the legal norms will be evaluated
based on the objective of furthering innovation in a given market structure,
given the scope of the essay and the economic theories chosen. In my view, this
can be done without eschewing the other values placed under the protection of
the competition law regime, if its place within the larger structure is kept in
mind. In part, this can be accomplished by the complementary nature of the

methods applied.

1.3.4 Material

The legal sources used to investigate both areas will primarily be secondary law.
Since the topic is innovation in merger control, the merger regulation naturally
forms the basis. Elaborating on the application of the merger regulation are the
horizontal and non-horizontal merger guidelines, which are heavily referenced
in the decisional practice. Specific paragraphs of both guidelines will be used to
establish an initial overview of the Commissions views on innovation competi-
tion. These guidelines are not legally binding and are considered soft law.

The main source material, however, will be decisional practice from the
Commission, focusing on cases where innovation played a large part in the final
outcome. Cases ate, similatly to the guidelines, subdivided into hotizontal and
non-horizontal. Specific focus will be awarded to innovation considerations in
the Dow/DuPont decision, because it seems to indicate a significant step for-
ward for the assessment of innovation in merger control. Additionally, it has
generated considerable debate. Several articles will also be referenced, in order
to also present views, both negative and positive from outside the Commission.

The decisional practice will serve more as a backdrop in the attempt to re-
solve the second question, with the main sources instead being academic pa-
pers. The Commission recently tasked three academics from outside its ranks,
special advisers Jacques Crémer,? Yves-Alexandre de Montjoye? and Heike

23 Bastidas Venegas, page 30

24 Ibid, page.29

25 Professor of Economics at the Toulouse School of Economics.

26 Assistant Professor (Data Science) and head of the computational privacy group at Imperial
College London.
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Schweizer?”, to write a special policy report on competition law in digital econ-
omy, in order to provide the Commission with an outside perspective. This
report paints the authors suggestions for a digital competition with broad
strokes, with a latter part focusing specifically on recommendations for merger
control, and it will serve as one of the main sources for the second part. Some
of the work references an earlier paper on a similar subject written by Marc
Bourreau and Alexandre de Streel, Digital Conglomerates and EU Competition Policy,
which I have also decided to use as a source. This paper has the benefit of aim-
ing for a more specific target, as it were, and its investigation is more concen-
trated than the advisers’ report. There are some overlaps between the reports
and care will be taken to avoid repetition where necessary. Certain non-
academic sources will be utlized where appropriate, such as when describing
the Lean start-up business models and its features.

1.4 Delimitations

One major delimitation for this work is the omitting of remedial issues from
analytical focus. Remedies are only touched upon as a consequence resulting
from the assessment of innovation, and the way in which a remedy might be
designed to further innovation post-merger is not taken into account. This
essay focuses on the implications of innovation on the investigations them-
selves, a further delve into the intricacies of commitments risks derailing the
original purpose of the essay.?s

One other major delimitation in relation to the source material is the discus-
sion on burden of proof found within the papers consulted in the start-up ac-
quisitions part of the essay. This decision was made because the suggestions
outlined could be considered unrealistic in relation to the practical concerns
facing the Commission. Because they operate under the scrutiny of the Courts,
it is my opinion that they are unlikely to shift their decisional practice in this
direction unless directly prompted by new legislation.

In addition, the chapter concerning start-up acquisition will generally omit
discussions of IP-rights as they pertain to the appropriability of innovation. 1
considered some IP related questions during the preparatory phases of the
chapter on start-ups, and several issues arose. Firstly, the ever-increasing trans-
parency for industry in general and for software specifically decreases the value
of IPRs for the appropriability of innovation. Today, skilled coders could be
able to circumvent patent standards, achieving the same result through a differ-

27 Professor at the Humboldt University Betlin.

28 Kalpana Tyagi’s dissertation, Promoting Competition in Innovation Through Merger Control in the ICT
Sector, used as a source below, has a well written discussion on innovation-enhancing remedies
design.
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ent application. In my opinion, this is something that is better considered under
a different subject than merger control, for example an essay written specifically
about IPRs, which means the analysis on appropriability for start-ups in the
digital economy will be limited to copying in general.

Finally, no comparisons to United States merger control will be made. All
issues will be handled from an EU perspective exclusively.

1.5 Disposition

The first part of the essay will provide an overview of innovation and the main
economic theories used. Following that is a general overview of innovation
within the current EU merger control regime, divided into two parts, Hotizon-
tal and Non-Horizontal. These sections will first cover the soft law of the
guidelines, before moving into an overview of the Commission’s decisional
practice, with some court judgments where applicable. This will be followed by
a chapter on the Dow/DuPont merger specifically, with the first half concern-
ing the decision itself and its background and the second half being comprised
of discussion and analysis. The final chapter will deal with start-up acquisitions,
beginning with an overview of start-ups as a vector for innovation. This chapter
continues with a discussion similar to the one in the Dow/DuPont chapter,
where different points of view are presented and analysed within the frame-
work. Ending the essay will be a short summarising chapter, reviewing the re-
sults and offering my final opinions on what I consider the main findings of the
text.

16



2 Innovation Concepts and Economic Theory

2.1 Introduction

The purpose of this chapter is twofold. First, it aims to provide an overview of
the economic theories used for the Law and Economics analysis. They were
chosen both because of their ubiquity in the study of innovation in the func-
tioning of markets, as well as their ease of combination with the overall legal
analysis. The concepts developed by Shapiro in particular will be repeatedly
utilised throughout this paper, as his work was written with competition en-
forcement in mind. All theories used agree that competition enforcement
should attempt to protect the process of innovation, by maintaining open mar-
kets. They all value and work towards innovation as a goal by protecting the
process, similar to the way in which the foundational Ordoliberal School aimed
to protect the process of competition.

The second part is dedicated to defining and explaining different types of
innovation. with the first question primarily being focused on sustaining inno-
vation, with the R&D practices examined in Dow/Dupont being the ptime
example, and the second being focused primarily on disruptive innovation in
digital markets. Special focus will be dedicated to illustrating the different na-
ture of disruptive innovation compared to sustaining.

2.2  Economic theories

2.2.1 Creative Destruction (Schumpeterian School)

Usually associated with the Austrian?® economist Josef Schumpeter, the con-
cept of “creative destruction” holds that disruptive force is the driver behind
economic growth.30 Already established companies and monopolies might see
their value destroyed by this process, driven to obsolescence by evolving prod-
ucts, process and organizations. Creative destruction is the result of this evolu-
tion. Maintaining a monopoly is not seen as too problematic, seeing as new and

29 Both by economic school of thought and birth.
30 Schumpter, pages 82-83
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innovative ideas and entrepreneurs would eventually usurp it. Temporary mo-
nopolies created by technological innovation3! are necessary as an incentive for
tirms to continue innovating. Schumpeter argued that market power originat-
ing from innovation was better than price competition in this regard, and the
lack of competition on a market is therefore not considered to be non-
conducive to innovation. The reward of a temporary monopoly could instead
entice innovation-based competition for the market, not in it. In theory, this
would also encourage the leading firms to increase their own innovation in
order to not lose their advantageous position; leaders underestimating the im-
portance of innovative developments and failing to adapt to them may see
themselves usurped in turn.3?

“Big business”, operating in monopolistic or oligopolistic markets may have
contributed more to technological developments than they have hampered
them, according to Schumpeter’s theory.?® He argued that smaller firms opti-
mized for “perfect competition” would not always be optimized for optimal
innovation gain as well.

Examples include the ongoing shift from land line telecommunications to
mobile, the shift from storefront based retailing to online options and the re-
placement of the cottage industry by factories, as well as many other types of
consumer products now rendered obsolete by technological change.

2.2.2 Kenneth Arrow

Kenneth Arrow argued that incentives to innovate were more significant 7z a
competitive market.3* In a competitive market, he assumed that the competitive
pressure would make firms attempt to improve their offerings in order to be
better able to compete with rivals. A firm enjoying a monopoly position on the
other hand would see its profits from innovating not being high enough to
motivate innovation spending, instead holding an innate interest in the status
quo. The Arrowerian model showed that a monopolist would always see a cost
increase in competition costs post-innovation, compared to an inventor with-
out a monopoly, who would see his costs decrease. The incentive to innovate
will thus always be higher for a non-incumbent, regardless of capacity. Appro-
priability,’s however, was shown to be greater for a monopoly, rather than un-
der competition, which Arrow regarded as the only viable argument for regard-
ing a monopolist’s incentives to innovate higher than firms under competition.

31 And achieved by firms willing to create and exploit it.

32 For example, IBMs failure to recognize the potential of the market for operating systems for
IBM PCs, losing their position to Microsoft.

3 Schumpeter, page 82

34 Arrow, pages 621 and 62,

35 Term described and defined below.
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Without elaborating further, he stated that such differences would have to be
weighed against the aforementioned profit disincentive.

He did regard temporary monopolies, created by previous innovations, to be
more competitive than monopolistic in his analysis, which is also worth noting.

2.2.3 Carl Shapiro

Carl Shapiro has attempted to consolidate both theories to create a framework
for judging how conducive a market structure is to innovation. A short over-
view of his work and the concepts developed therein will follow. Shapiro’s
principles

2.2.3.1 Examples from both theories

Carl Shapiro exemplifies some real-world variations of Arrow’s and Schumpet-
er’s theories in action, which shows the usefulness of both theoties.

The Arrowerian model, favoring competition between firms without incum-
bency positions, lends itself well to explain disruptive innovations driven by
start-ups and other market entrants. This could in turn increase incentive to
innovate for previously R&D inactive incumbents. These same incumbents
tend to resist innovation, by not wanting to cannibalize their own profits or to
lose an existing customer base.

Schumpeter’s theory is instead exemplified by pointing out that some
concentrated matkets (the one for agrochemicals comes to mind specifically)
are prone to rapid innovation, with larger firms often being able to maintain a
higher development standard than smaller ones. In addition, larger firms in
general could see greater return from refining their processes, thus increasing
the incentive to innovate in order to increase production, while a smaller firm
without scalability in production lacks this. A healthy start-up acquisitions mar-
ket is also exemplified as an area where a strong incumbent may promote inno-
vation in its market. By acquiring innovative start-ups, larger firms could accel-
erate the spread of their innovation.?’

2.2.3.2 Reconciliation

36 Shapiro, pages 362-364.

37 As will be noted further below, many of the highest valued start-ups have achieved their cur-
rent value by being acquired by another firm. In addition, it should be noted here as well that
possible acquisition could be a significant motivator behind start-up generation.
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In an attempt to reconcile the positions of the Arrowerian and Schumpeterian
schools on the furthering of innovation38, Shapiro put forward three principles
compatible with both theories: Contestability, Appropriability and Synergies.

Contestability is important both in competition oz the market and for the mar-
ket. It is best explained in relation to sales. A contestable sale is one that is pos-
sible to acquire from a competitor, which is far easier regarding products that
customers easily can switch between than when switching is hard.? 1f sales on
the market are highly contestable, the companies active on it have a higher
incentive to innovate, both in the interest of gaining sales from competitors by
offering alternative or better products and to protect their existing sales base
from competitors seeking to do the same. Conversely, with lower contestability
in sales comes lower incentive to innovate, quite in line with Arrow’s theory of
product market competition furthering innovation. With his model, the incum-
bent monopolist would have a low motivation to innovate because there are no
market shares left to conquer. Because the ability to acquire market shares
through innovation® (from outside the market) is central to Schumpeter’s theo-
ry of creative destruction, contestability works to explain some of it as well.
Rewarding a highly innovative firm with temporary (even monopolistic) market
power for its innovation, this serves to promote innovation on the whole. This
makes contestability vital for both theories.

Appropriability concerns the ability of firms to capture the effects of their in-
novations, and their profitability enhancing effects. For example, through pro-
tection of intellectual property rights. If competitors can easily imitate, or oth-
erwise steal the fruits of their (usually expensive) innovative labor, the innova-
tor is relegated to seeing his competitive advantage vanish. Incentive to inno-
vate depends on innovators actually profiting (or expecting to profit) from their
efforts and through imitation this incentive is reduced. Shapiro stresses the
importance of patent rights and trade secrets to maintain appropriability and
counteract this phenomenon.

Schumpeter posits that a competitive market will not innovate just be-
cause it is competitive, which fits with the theory of appropriability. On mar-
kets where imitations happen fast and companies cannot make use of their own
innovations, competition in itself may not provide sufficient incentive to inno-
vate, in turn making the previously mentioned contestability insufficient as well.
Appropriability can also serve to increase incentive to innovate for temporary
market shares, which, as noted above, is central to Schumpeter’s theory. Low
appropriability could instead entrench monopolies. If appropriability is high, a
competitive market increases firms’ ability to turn innovation into profit, in line
with Arrow’s theory.

38 In competition policy.
3 Exemplified by, Inter Alia, brand loyalty and cost of switching.
40 See the section on disruptive innovation below.
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Synergy concerns the ability rather than the incentive to innovate. It means,
generally, the combination of assets to enhance innovation capabilities.*! Natu-
rally, this is more important in sectors where endpoint products require many
different components to function, Shapiro mentions the ICT sector, but also
considers vertically integrated companies such as (pre-merger) Dow and
DuPont, whose ability to innovate is high.*2 Synergies can be achieved as a posi-
tive effect of a merget, such as in the TomTom/TeleAtlas case.

These three principles do not render the relationships between market struc-
ture, firm size and innovation any less complex, but my view is that Shapiro’s
work offers a good way to encapsulate both leading theories in a manner well
suited to exemplify and overview. It has the benefit of not being as categorical
as either of its preceding works, while offering a framework that can be applied
to a more varied set of cases. This follows of course from its original design
goal, to assist in the assessment of mergers.

2.3 A short overview of Innovation

Although the theorists described above all use their own interpretation of the
word, it is similar enough to be easily understood as the same criterion.

This section sets forward a simplified view on the different concepts of
innovation as provided in the Commission’s policy brief on innovation in met-
ger control.# It will then serve as the ruling definition for these concepts
throughout this essay. As mentioned earlier, disruptive innovation will be fur-
ther examined below.

Firstly, the concepts of product and process innovation needs to be separat-
ed. Product innovation means the introduction of new or significantly im-
proved products, while process innovation refers to new or significantly im-
proved operations, for example in management or manufacturing. Toyota’s
original Lean model of production is an example of process innovation, allow-
ing them to increase quality at lower costs of quality assurance.

The second distinction concerns the level of technological change, with
incremental innovation marking smaller steps and a breakthrough innovation
denoting significant technological change. Adding a feature to an existing prod-
uct, such as slow motion to a VCR, is an example of incremental innovation.
Breakthrough innovation would instead be characterized as the jump from
VHS to DVD, or from DVD to Blu-Ray. It refers to the improvement or
change of what is considered “’State-of-the-Art”.

41 Shapiro, page 365
42 Ibid, page 365
43 EC Competition policy brief on merger control and innovation.
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Finally, a distinction is made between sustaining innovation, which takes
place within the value network of established firms and gives customers a
somewhat linear improvement. Disruptive innovation, on the other hand, oc-
curs outside the value network and produces something with other characteris-
tics than existing products.

2.3.1 Disruptive Innovation

The following section aims to describe disruptive innovation, and how it is
different. Disruptive innovation as a concept will come into play mainly in the
second part of the essay, dealing with start-up acquisitions. As will be shown
further below, the start-up business model lends itself well to disruptive innova-
tion on digital markets and it is my view that this section will help to provide
some background as to why, aside from providing differentiation among the
concepts discussed in both parts of the paper.

2.3.1.1 Background

The distinction between sustaining and disruptive innovation was first made in an
article in the Harvard Business Review, “Dismuptive Technologies: Catching the
Wave”, written in 1995 by Bower and Christensen.* Christensen would then go
on to write a book, The Innovator’s Dilemma,* building on the concepts estab-
lished in the earlier article and dealing with the “dilemma” of companies invest-
ing heavily into sustaining innovation still losing their incumbent status to dis-
ruptive innovators. Both of these works will be referenced alongside the article
Disruptive Innovation and Competition Policy Enforcement, written by de Streel and
Larouche.#s The latter article combines business perspective with that of com-
petition enforcement, which will both be utilized here as well as in the second
part of the papet.

2.3.1.2 Disruptive and Sustaining Innovation

As mentioned in the earlier overview, incremental and breakthrough innovation
refers to the technological process, denoting the rate of technological change.
Disruptive and sustaining innovation are instead defined in relation to the
value network surrounding it. Sustaining innovation takes place within an exist-
ing value netwotk, while a disruptive innovation comes from outside the value
network and displaces it. In The Innovator’s Dilemma, Christensen explains that
incumbent firms within a value network tend to improve products constantly,

4 Bower & Chritsensen, pages 43-53.
45 The Innovator’s Dilemma.
46 De Streel & Larouche.
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pulling the market upwards towards the high-end. This means that companies
from outside the market can enter it with lower grade products, with an addi-
tional offering of value from outside of the value network. If they are successful
at establishing themselves at the low-end, they can redefine the value network
on their terms.# This will lead to the supplanting of leading firms. In this way,
even successful firms that invest in (sustaining) innovation can be blindsided
and displaced by disruptive innovation.

De Streel and Larouche offers an example, also involving video playback:s
The introduction of the VCR, its replacement by the DVD and finally the Blu-
Ray are all part of a chain of sustaining innovation, through which domestic
video storage and viewing units have increased in sophistication. Their resolu-
tions of both sound and video have increased, they are easier to use, and stor-
age space has increased. Alongside the development of Blu-Ray and DVD,
internet streaming technology was taking shape. Streaming sites such as
YouTube catered to the needs of the lower ends of the market, while offering
additional values. Most prominently, streaming does not requite a physical unit
specifically designed for video playback and can be accessed on any device with
compatible specifications. In YouTubes case, a PC with an internet connection
and a browser, for instance. Companies engaged in the manufacture of DVDs
and Blu-Rays, despite the quality of their products, could not counter their loss
of market power to streaming services. As the quality of streaming services
increased, its substitutability for consumers increased, leading to a shift in the
value network towards streaming and away from physical media systems.

Christensen explains the development of disruptive innovation, and why its
potential is typically hidden to incumbents, as two stages. In the first stage, the
innovation performs worse in some metrics important to traditional custom-
ers® and with a lower price-point. Continuing the example, YouTube was, and
is, offered free of charge altogether. This leads to it targeting new consumers in
a new market, leading it into the second phase. The second phase occurs when
a disruptive innovation has established itself in this new market. From this
position, it quickly progresses to the point where it also satisfies mainstream
consumers, dethroning the leading firms in the mainstream market. This is very
hard for incumbents to detect, with disruptive innovation often being able to
strike from under the radar of any traditional business defense strategy.

Welfare implications of distuptive innovation are generally positive. It can,
and does tend to, enable Schumpeterian “creative destruction” as described
above, which is generally agreed to be good for welfare.5

47 Through the offer of value from outside the network.

48 De Streel & Larouche, page 3.

49 And any customer survey conducted by the incumbent is likely to reflect that.
50 De Streel & Larouche, page. 4.
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2.4 Summary

The aim of this chapter was to establish a basic understanding of the economic
theories used in this paper, as well as the terminology. The section on disrup-
tive innovation will serve as background to the second part of the essay, dealing

with innovation arising from start-ups and potential implications for antitrust
enforcement.
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3 Innovation considerations within the current
merger control framework

3.1 Introduction

The aim of this chapter is to provide an overview of the European Commis-
sion’s stances on innovation as a criterion for merger assessment. It will be
divided into two sections, with the first handling horizontal and the second
non-horizontal mergers. Each section will begin with an overview of applicable
paragraphs in the respective Guidelines, before moving on to summaries of
relevant case law, excluding Dow/DuPont, which has its own separate chapter.

Both sections primarily concern sustaining innovation, made clear in both
the wording of the guidelines and the reasoning found within the cases.

3.2 Horizontal Mergers

A horizontal merger is defined as one that occurs between undertakings operat-
ing at the same level of the economy.5! Typical competition concerns include
the accumulation of market power by firms, which in turn could be exploited to
the detriment of consumers and protected by (unilateral or non-coordinated)
anti-competitive effects.s2 It could also lead to an increase in concentration on a
particular industry level, enabling the merging parties to raise prices and restrict
output,’3 enabled by explicit or tacit coordination of behaviour with other firms
(coordinated effects).5+

Examples of innovation considerations will be shown below but are general-
ly similar in primary outlook. The Guidelines has some specific points specifi-
cally about innovation, such as the protection of pipeline products, aside from
setting it as a value to be protected under the merger regime.

51 Jones and Sufrin, page 1088.

52 Ibid.

53 Or reduce quality; authors note.
54 Jones and Sufrin, page 1088.
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3.2.1 Horizontal Merger Guidelines (HMG)=

The horizontal guidelines fundamentally places the harm caused by a reduction
in innovation at the same level as the more traditional parameters of price,
choice and quality.5 It is stated that the primary aim of the EU merger control
regime is to prevent mergers that would deprive customers of any of these
benefits. This means that innovation concerns can be the focal point of a mer-
ger investigation, and in the end decide it.

The HMG further specifically states that in markets where innovation is an
“important competitive force”, mergers may increase incentive to bring new
innovations to the market and, thereby, the competitive pressure on rivals to
innovate themselves. If two important innovators merged, however, it may
instead significantly impede competition.5” The example given is a merger be-
tween two companies with important “pipeline” products related to a specific
product market, but this is not exhaustive. Within this framework, even a
smaller firm could still be considered an important competitive force, if it has
promising pipeline products’®

Paragraph 20 (b) of the HMG also establishes innovation as one of the
special circumstances which the presumptions of non-harmful effects of a mer-
ger with a low post-merger HHI. Specifically, it points to one of the parties
being an important innovator.

Further, it is pointed out in paragraph 37 that a firm may exert higher
competitive constraints than its size would suggest. In an already concentrated
market, the acquisition of such a firm may drastically change the competitive
landscape, beyond what would have otherwise been expected.

It is also important to note that the continuing references to “increased pric-
es” throughout the HMG are not only used to designate price effects, but is
also intended to catch other effects, such as innovation.>

3.21.1 DPotential competition

55 Guidelines on the assessment of horizontal mergers under the Council Regulation on
the control of concentrations between undertakings.

56 Ibid, para 8.

57 Thid, para 38.

58 Thid.

59 Ibid, para 8.
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The HMG acknowledges that a merger with a potential competitor can have
similar effects to a merger involving firms already active on the same market.®0
The potential competitor could already be constraining firms active in the mar-
ket, for example if it controls assets that could be used to gain entrance to the
market without significant sunk costs or if the potential competitor would be
likely to enter the market i a relatively short time. This market entry had to con-
strain the behavior of active firms quickly in order to be considered.! For a
merger with a potential competitor not already exercising competitive con-
straint to be anti-competitive , there has to be a significant likelihood that it would
grow into an effective competitive force.52 Indications that a company has an
intention to enter the market could serve as evidence of this. In examining
whether an entry is likely, the HMG states that an appropriate timeline depends
on the characteristics and dynamics of the market, as well as the capabilities of
the potential entrant, but entry is usually only considered to be 7 a relatively short
time if it happens within two years.63

3.2.2 Horizontal cases

3.2.21 Medtronic/Covidien

In the Medtronic/Covidien merger,® the market leader for medical devices
used to treat vascular diseases, Medtronic, sought to acquire Covidien, active on
the same market. Covidien had been developing a new type of drug-coated
balloon called Stellarex. Considering the positive clinical trial results of Stel-
larex, the Commission considered that Covidien could have exercised a com-
petitive constraint on Medtronic, following the release of Stellarex. There were
few competitors active on the market and none of them were a significant
competitor to Medtronic. By eliminating this possible competitor, the transac-
tion would likely have reduced innovation competition. The merger was
cleared on the condition that Stellarex and the assets necessary for its comple-
tion were divested.

Comment: This is a case where a pipeline product in development lead
to the conclusion that the firm would have ended up a credible competitor. It
serves to illustrate the importance placed on innovation when other factors
would not have been sufficiently indicative of possible harm to competition. By
recognizing an innovative product capable of matket entry, the Commission’s

60 HMG, para 58.

61 Ibid, para 59.

62 Ibid, para 60.

63 Ibid, para 74.

64 Medtronic/Covidien; Approved in 2014.
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decision could, in the longer run, lead to a market that is more contestable than
before.

3.2.2.2 Novartis/GlaxoSmithKline’s oncology business

The pharmaceutical company Novartis was developing both late stage (phase
IIT clinical trials) and earlier stage (Phases I and II) pipelines in connection with
two drugs, considered innovative by the Commission. The drugs showed good
progress in the treatment of skin- and ovarian cancer in the later stages of trial,
but also demonstrated promise in the treatment of several other types of cancer
for which the eatlier stages of clinical trials were ongoing. Novartis planned to
acquire GlaxoSmithKline’s oncology business, which would mean the acquisi-
tion of drugs using the same mechanism of action as the ones they themselves
already had in development.5> This would mean that Novartis would be running
clinical programs in parallel, which would have been expensive and likely result-
ing in cannibalization.

In its decision, the Commission considered the use of this drug in the
treatments of other forms of cancer (still early in development), as well as the
possibility of a duopoly for the treatments which were in phase II1.

The Commission considered it likely that Novartis would have ended ear-
ly clinical trials for the drugs in question. As a result of this, the merger was
approved on the conditions that one of the drugs was divested and the other
returned to its licensor.

Comment: In my view, this case is important because it illustrates, in a
reasonably easily aggregated format, just how minimal a success rate for poten-
tial innovation to which the Commission can attach a potential harm to innova-
tion competition. Pharmaceutical development is quite standardized, especially
in contrast with the agrochemical R&D processes illustrated in Dow/DuPont
below, and could setve to indicate this minimum. I will illustrate this below.

In its development cycle, a pharmaceutical compound or treatment has var-
ying degrees of so-called “Probability of Success”, or POS. Recently, a very
large biostatistical study was conducted on the POS of pharmaceuticals.¢ In it,
trial data from different phases from the start of development to final approval
was utilized to provide data on POS not only from early development to ap-
proval, but also the probability of transitioning trial phases. It also has the dis-
tinct bonus for my purposes of providing data per therapeutic group, including

65 COMP/ M.7275: Novartis/GlaxoSmithKline's oncology business, Commission decision of 28
January 2015; See also: Protecting the drugs of tomorrow: competition and innovation in
healthcare, Competition merger brief, Issue 2/2015, paras1-4.

66 Wong et al.
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oncology, as well as separate factoring in of testing for multiple indications, as
in the case above.&7

The overall success rate of all development programs is approximately 15%,
rounded up.¢¢ This is presented in the study as the probability of a phase 1
therapy receiving final approval.®® Further, the POS of phase 1I drugs is esti-
mated between 25-35%, compared to the 60-70% of phase I11.70 The picture
becomes clearer when factoring in the lower success rates for oncological
treatments, with the overall success rate dropping to under 5% without lead
indicators, and to around 11% with them. In fact, the success rate of oncologi-
cal treatments is lower than all other treatment areas, with the overall success
rate rising to above 20% without oncology.”t A similar effect can be observed,
naturally, in phase transitions.

It is my opinion that, theoretically, the percentages described above some-
what accurately describes just how nascent an innovation the Commission is
willing to investigate and by extension protect.

3.22.3 Johnson & Johnson/ACTELION?™

The innovation considerations in this case mainly concerned treatments for
insomnia. Two drugs were under development at phase 11, both using a novel
mechanism of action. No other treatments of this kind were currently marketed
in the EEA and only a few were under development. If one of these develop-
ment programs were to be shut down, the impact on innovation competition
would have sunk to a level unacceptable to the Commission. In similarity to the
case above, the Commission found it likely that one of the R&D processes
would in fact be terminated or delayed post-merger. What separates this case
from Novartis/ GSK was the lower amount of control exerted by the acquiret,
J&J, on the development processes of both compounds. One of them was
being developed by J&J in cooperation with another company, Minerva, who
would receive the rights to market the drug in the EEA if development suc-
ceeded. The other was being developed by Actelion, with development planned
to continue post-merger by Idorsia, the demerged R&D wing of Actelion, with
J&J holding a 16% stake. The Commission nevertheless ended up remedying
the transaction as if the control had been total, with the commitments in effect
cutting off J&J from the development processes of both drugs.

67 Ibid, section 4.1.

% Wong, et al., section4.1. The actual number is 13.8 %.

69 Ibid, table 1.

70 Tbid.

71 Ibid, table 2

72 COMP/ M.8401: J&J /Actelion, Commission decision of 9 June 2017.
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Comment: The similarities to Novartis/GSK are quite obvious. Both con-
cern potential innovation competition resulting from products eatly in the pipe-
line, with a probability of success of under half.

More essentially, in my view, is that it signifies that the Commission is ready
to consider ovetlap in research pipelines as if they were 100% owned. This
further indicates the increasing importance placed by the Commission on pro-
tecting innovative pipeline products and their benefit to consumers.

3.2.2.4 Pfizer/Hospira’

In the Pfizer/Hospira case, one of the Commission’s concerns related to a
specific biosimilar drug for treating autoimmune diseases. As opposed to ge-
nerics, which are straight copies, biosimilars aim for clinical eguivalence with
original pharmaceutical products. This is due to the inherent complexity of
biological drugs, making straight copies almost impossible. Because of this, the
Commission consider them open to other realms of competition than price.
Since biological drugs are usually expensive, more biosimilars on the market
could be expected to lower overall prices and increase access to medicine.

The South Korean company Celltrion had developed the only infliximab
biosimilar on the market at the time of the merger. It was co-marketed inde-
pendently and by competing brands by Hospira and Celltrion. Pfizer and Sam-
sung Bioepis were both at an advanced stage of development of competing
biosimilars.

Following the acquisition of Hospira by Pfizer, the Commission considered
one of two scenarios likely to follow. In the first post-merger scenario, Pfizer
would discontinue or delay its development of its own product to focus instead
on Hospira’s product. This would lead to the loss of future competition and
the loss of one of only three differentiated products. In the second, Pfizer
would have returned Hospira’s products to Celltrion, instead impacting compe-
tition between them. The remedies for this case, similar to the ones above,
included the divestment of Pfizer’s pipeline biosimilar.

Comment: This is a case representative of both potential innovation
competition and market concentration as an innovation inhibitor. Again, the
Commission chose to ward against discontinuing development by making sure
the product in question was divested and the possible competitive constraint
exerted by it could be preserved.

3.2.2.5 General Electric/Alstom74

73 COMP/ M.7559: Pfizer/Hospira, Commission decision of 4 August 2015.
74 COMP/ M.7278: General Electric/Alstom (Thermal PowerRenewable Power & Grid Busi-
ness), Commission decision of 8 September 2015.
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General Electric, active on the market for electric gas turbines, acquired Al-
stom in 2015. The Commission’s investigation found that the barriers to entry
in this sector were high, making new competitive entrants unlikely. Alstom was
one of only four companies capable of competing at this market level; they
were also highly technologically advanced, with their products allowing for
increased operational flexibility. This operational flexibility was important to
European customers who, due to the large share of renewable energy in the EU
energy markets, needed to vary output from their gas turbines. Alstom’s tech-
nology was uniquely effective in this regard. As such, the Commission found
that the removal of Alstom would lead to a decrease in competitive pressure
from an innovation and development standpoint, lowering their incentives to
invest in innovation. Furthermore, General Electric was likely to withdraw
some of Alstom’s products from the market, discontinue production on pipe-
line products and close the innovation pools developed by them. Apart from
consumers losing the benefit of newer and improved products, the withdrawal
of existing products would have affected future upgrades of turbines already
installed. Determinant of continuous upgrades, they could have long life cycles.

Remedies include a divestment of products and pipelines threatened by
discontinuation, including a large share of Alstom’s servicing agreements. The
servicing agreements were to serve as incentives for the purchaser to keep im-
proving the divested product lines. Two production facilities as well as a signif-
icant number of Alstom’s research and development personnel were also di-
vested.

Comment: Here, the Commission sought to protect the benefits afford-
ed to consumers by innovative products in a direct way, in addition to noting
contestability concerns due to loss of competitive constraints. The commit-
ments were designed in a way to keep Alstom’s specific product lines operating,
as well as to provide another firm with the ability to exercise a similar competi-
tive constraint on the merged entity. This shows how the Commission can pre-
empt product rationalisations before mergers, in order to preserve the values
those product lines provide to consumers.

3.22.6 Deutsche Bérse AG v European Commission

In 2015, the GC issued its judgment in Dexutsche Borse AG v Enrgpean Commais-
sion”>. The Commission had issued a decision stopping the merger, partly be-
cause the merged entity would have reduced incentives to innovate, thus reduc-
ing innovation available to consumers.”® The Commission considered that the
merger would have led to a near monopoly on the trading of European Finan-

75 Deutsche Borse AG v European Commission, T-175/12 [2015].
76 COMP/ M.6166 — Deutsche Borse/NYSE Euronext, Commission decision of 1 February
2012, section 11.2.1.3.4.
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cial derivatives on exchanges. These higher concentration level would have
been likely to lead to higher prices and reduced innovation. More specifically,
the Commission’s investigation found that innovation competition in technolo-
gy, process and organization was based on the need to maintain their position
in the face of the opposition. By removing its opposition, the company would
no longer have the need to innovate to stay relevant.

The court ruled in favor of the Commission. It should also be noted that the
evidentiary requirements set by the GC only called for the Commission to es-
tablish a SIEC by showing a reduction in competitive constraint.

Comment: This is an excellent example of the issues brought about by
concentration on innovation competition. Arguing in a manner similar to
Shapiro, where higher concentration tends to lead to lower contestability and
lower innovation incentives. The case showed that the Commission considered
innovation activity to be directly related to the preservation of a market posi-
tion, line of reasoning which was accepted by the GC.

3.3 Non-Horizontal Mergers

Non-Horizontal mergers traditionally encompass vertical and conglomerate
mergers.

A vertical merger is one concluded between two firms at different levels of
production in the economy.” They are frequently conducted in order to intet-
nalise supply and distribution, or to increase efficiency. One of the main ways
in which a vertical merger could raise competitive concerns is through foreclo-
sure. A merger between a manufacturer and a supplier of an essential compo-
nent could mean that the merged party in turn decide to deny this component
to a competitor, foreclosing their access.”

Conglomerate metgers have no appreciable horizontal or vertical effect.”? A
conglomerate merger is instead the acquisition of a firm in a field deemed unre-
lated to the acquirer. This could be motivated by, for example, risk mitigation
and diversification. They do not usually result in competitive concerns, but
there are some situations in which investigation is deemed justified.®> The most
prominent example is tying and bundling, where a company uses its market
power in a neighbouring segment to foreclose competitors. It is more common
in markets that are more closely related.

77 Jones and Sufrin p 1088
78 Ibid.

7 Ibid. p. 1089

80 Ibid.
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3.3.1 Non-Horizontal Merger Guideliness:

The NHMG are similar to the HMG in its proposed assessment of innovation
effects of a merger. It also acknowledges innovation as an effect to be investi-
gated in merger control.s2 Further, they state that mergers involving innovative
companies likely to expand significantly should also be extensively investigated,
even when the post-merger market share is calculated to be less than 30%0.53

3.3.2 Non-Horizontal Cases

3.3.2.1 Intel/McAfee

The computer hardware manufacturer, Intel, specializing in central processing
units (CPUs) and chipsets, sought to acquire the software security company
McAfee in 2010.84 Intel was considered dominant, with a market share of about
70%. The transaction would have given the merged entity a competitive ad-
vantage over other endpoint security companies. Synergies between Intel and
McAfee would have enabled the development of directly integrated security
solutions within the microprocessor. McAfee’s rivals would not have been able
to achieve the same results, thus placing them at a relative disadvantage. In the
short term, McAfee’s competitors showed concern that the merger would lead
to lower prices for endpoint consumers, both because of the increased compet-
itive pressure and the launching of a superior, integrated product.8> The market
for endpoint security was unconcentrated, as opposed to the market for micro-
processors, and was characterized by rapid innovation.8¢

There was limited evidence of intent and incentive to foreclose, but the
Commission instead focused on innovation post-merger. It was believed that
the competitive advantage gained by the merged entity, while in itself innova-
tive, would have led to the exit of several competitors from the market as well
as a decrease in profits among the rest. This decrease in profits was tied to
predicted decrease in research and development. Thus, the Commission sought
to level the playing field between the merged entity at its rivals, considering the
market structure ex ante overall better for innovation, even without foreclosure.
The remedies were designed to ensure that McAfee would not be able to ex-

81 Guidelines on the assessment of non-horizontal mergers under the Council Regulation on the
control of concentrations between undertakings.

82 NHMG, para 10.

83 Ibid, para 26.

84 COMP/ M.5984 — Intel/McAfee, Commission decision of 26 January 2011

85 Ibid, paras 167 and 214-215.

86 Ibid, paras 109-112.
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ploit its new advantage; the competitors were granted access to all necessary
technical information from Intel in order to be able to manufacture integrated
solutions of their own. Intel was not to impede competitors in their endeavors
to do so. The Commission considers the innovation benefits of the merger
preserved with these commitments, while still allowing for the development of
integrated Security Solutions for microprocessors.

Comment: The Commission seems to have sided with the competitors, cit-
ing their concerns of lower prices and reduced profits because of future im-
proved products as an indication of reduced innovation ability. This seems
almost like market manipulation instead of competitive constraint manipula-
tion. The merged entity would have launched a superior product and without
evidence of foreclosure, it seems counterproductive to, in effect, discourage
similar operations in the future. This merger was cleared by the FTC, who also
found no evidence of foreclosure. While the Commission could be right in that
the pre-merger market structure was better for overall innovation, I believe that
the opposite could also be true. The launch of a supetior innovative product
could have led instead to an intensification of innovation, following the tivals’
need to “catch up” in other ways. In my view, this merger can not only serve as
an example of the Commission stepping in to preserve market conditions, but
also as an example of when a merger could have, theoretically, led to an inno-
vation. It is also an example of a merger achieving the synergy described by
Shapiro, which should enhance their ability to innovate. This does not change
with the Commission’s decision though, with the decision providing all com-
petitors access to similar synergy effects.

3.3.2.2 ARM/GIESECKE & DEVRIENT/GEMALTO JV

In the ARM case, the Commissions analysis considered ARM to be in a very
strong position in the upstream market supplying IP architecture for applica-
tion processors used in consumer Electronic Devices and especially in
smartphones and tablets.8” They intended to launch a joint venture®s to develop
as well as market hardware-based security enhancements, meant to increase
security of applications using sensitive data. So called “trusted execution envi-
ronments”. ARMs processor architecture includes a secure hardware extension,
TrustZone, which was also utilized and relied upon by a competing third party.
Because of the joint venture, the Commission concluded that ARM would have
an interest in decreasing the interoperability between its architecture and solu-
tions competing with the new joint venture, either by withholding information

87 Case COMP/ M.6564 — ARM/GIESECKE & DEVRIENT/GEMALTO ]V, Commission
decision of 6 November 2012
88 With companies Gemalto and Giesecke & Devirent.
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necessary for competing designs to function or by modifying the design of
TrustZone.

Similar to the intel/McAfee case, remedial commitments focused on the
providing of information. In this case, from ARM to the joint venture’s com-
petitors on current and future versions of TrustZone and any other future
equivalent architecture, on the same conditions as ARM provides it to the other
members of the joint venture. In addition, they were not to design their upcom-
ing products in a way that would intentionally degrade competing TEE perfor-
mance.

Comment: This case serves to exemplify vertical foreclosure concerns as
they relate to product development.

3.3.2.3 Telefonica/Vodafone/Everything Everywhere Joint Venture

In the Telefonica UK/Vodafone UK/Everything Everywhere Joint Venture
case, three (of four total) operators wanted to create a joint venture for a secure
mobile payment system in the UK.8? The Commissions concerns were mainly
focused on the collective position of strength enjoyed by the members of the
joint venture. It was believed, pre-investigation, that they could have ability and
incentive to block potential entrants, most notably by foreclosing access to
SIM-cards.? The Commission cleared the merger in phase II without condi-
tions, ruling out these concerns. There were several alternative offerings availa-
ble and it was found that the JV would have neither the technical nor the
commercial ability to foreclose.

Comment: This is also an example of foreclosure concerns related to prod-
uct development, with the difference that it concerned the potential blocking of
entrants.

3.4 FEfficiencies

In the merger regulation, it is stated that any positive effects, in the form of
substantiated and likely efficiencies should be taken into account during the
investigation.?! Efficiencies created by the concentration could counteract ef-
fects of competition, particularly potential harm to consumers resulting from

89 COMP/ M.6314 — Telefonica UK/Vodafone UK/Everything Evetrywhere JV, Commission
decision of 4 September 2012

90 Where sensitive data could be stored (somewhat) securely, called hard encryption, as opposed
to the software and application based ”soft” encryption.

91 EUMR, recital 29.
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the operation. As a consequence, this could mean another outcome to the
SIEC test.

The HMG considers efficiency gains in R&D and innovation, thus acknowl-
edging pulse of innovation effects as a possible efficiency gain.”? Innovation
considerations are not exempt from the rules applied to other types of efficien-
cies, and it must be demonstrated that they will be passed on to consumers,
verifiable and merger specific. Theoretically, this may outweigh a horizontal
merget’s anti-competitive effects.

The NHMG submits that vertical and conglomerate mergers provide a sub-
stantial scope for efficiencies.?? This is in part because vertical and some con-
glomerate mergers usually feature complementary companies. By integrating
them and their associated products and activities into a single unit, you could
theoretically produce a significant gain in pro competitive efficiency. The ex-
ample given (and one of the more common scenarios), is a decrease in markups
on the downstream market being likely to increase upstream demand. Reaping
the benefits of increased demand, vertically integrated firms would have in-
creased incentives to decrease prices and increase output. This is because the
integrated firm would be able to seize a larger part of the benefits.* With inte-
grated firms taking effects on downstream and upstream markets into account,
investing in one level could provide even greater rewards. “Stepping up innova-
tion” is one such example.

Another, practical, example is the TomTom/TeleAtlas case.?> TomTom, a
manufacturer of personal (or portable) navigation devices (PNDs) sought to
acquire Tele Atlas, one of two producers of digital maps® used in such devices.
Main concerns included foreclosure, because of the duopoly status on the mar-
ket for digital maps and TomTom’s strong market position downstream. The
Commission’s investigation dismissed such concerns, considering that the pres-
ence of an upstream competitor, Navteq, would limit the merged entity’s ability
to restrict the access of downstream competitors. The loss of sales of digital
maps would also not be compensated by increased sales of PNDs.
TomTom/Tele Atlas was notable for the assessment of efficiency gains, pti-
marily because of the aforementioned internalization of double mark-ups
through the integration of previously independent price setting. Not entirely
insignificantly, however, innovation efficiencies were one of the rationales of
the merger; the merging parties had claimed that producing “better maps —
faster” was one of the main stated reasons for the merger. The parties cited the
integration of TomTom’s user data to improve Tele Atlas map databases, with

92 HMG, para 81

93 NHMG, para 13

94 Referred to as the ” internalization of double mark-ups”

95 COMP/M.4854, TomTom/ TeleAtlas, Commission decision of 14 May 2008. Note the discus-
sion on market definition in regard to the rapidly increasing importance of the usage of mobile
phones in lieu of PNDs, for example para 71.

96 Covering Europe and North America.
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TomTom’s large customer base providing a significant amount of feedback.
Although the Commission considered that consumers would benefit from
more frequent and comprehensive database updates, these efficiencies were
found to be difficult to quantify, with estimates provided by parties unreliable.
The efficiencies were found to be merger specific, however. The Commission
stated that both parties were unlikely to contractually pursue investments of the
same magnitude as they would if integrated, as such investments would be risky
to a non-integrated company. It was concluded the proposed merger was likely
to receive the goal of producing “better maps — faster”. Ultimately, it was
found not necessary to estimate the magnitude of these likely efficiencies be-
cause of the overall lack of anti-competitive effects, allowing the merger to be
cleared.
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4 Dow/DuPont

4.1 Background

Agricultural chemicals (Agrochemicals) is, a chemical used in agricultural
production, such as fertilizers (synthetic or concentrated), accelerated growth
nutrients and, most notably, for the protection of crops. The developments in
agriculture with the course of history has had a profound impact on the devel-
opment of human civilization for thousands of years. Improvements such as
crop rotation, the implementation of different crop types®” and in later years
mechanization®, pesticides and the development of synthetic fertilizers has
allowed for significant jumps in sustainable population. Food supply is, and
has been, critical for the development and stability of modern civilization. Alt-
hough industrialized and biotechnical agriculture has played a significant role in
the increase of global crop yields, their development and proliferation has not
been entirely unproblematic.

The continuing development of agro-chemical products still serves to
improve the global crop yields, and the crop protection industry still plays an
important role in maintaining the sustainability of food production for a grow-
ing world population.” Innovation holds the promise not only improving quali-
ty, increasing availability and decreasing the price of food, but also in reducing
the aforementioned environmental impact through the increasing demands
placed on crop protection.!® Crop protection products also need to be contin-
ually developed to counter resistances developed by pests, through their own
form of innovative activity.!0!

97 For example, through The Columbian Exchange, which saw crops such as corn and potatoes
to the old world and crops such as wheat and batley to the new.

98 Tractors, compound harvesters and other machinery, significantly lowering manpower de-
mands.

99 Dow/DuPont para 1976.

100 Ibid, para 1977.

101 Ibid, para 1976.
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4.2 Market Features

The paper “Agro-Chemical mega-mergers and Innovation — Between Com-
petition Law Regulation and IP Rights” by loannis Lianos offers an introduc-
tion to some features of the sector, as well as providing an analysis of the case
which will be utilized further below. This will serve as a further introduction to
the case.

In the paper, different ways in which innovation in this specific industry
may be appropriated is presented. Plant variety protection, which has its base in
the TRIPS-agreement, which stipulates at least su7 generis protection for
plants.!2 More concretely, the UPOV!03 Convention was adopted and also
offered safeguards for farmers and plant breeders, for example giving farmers
the right to save seed for different planting seasons and for breeders to use
different varieties in their own research. Plant variety protection bestows “pa-
tent-like” protection to plant breeders, by suz generis IPRs for the specific genetic
makeup of a plant variety, if the criteria for protection are fulfilled: Novelty,
distinctness, uniformity and stability. The rights are conferred without having to
prove specific steps or utility, as only genetic value of the variety is the basis for
protection. The previously mentioned rights for farmers and other breeders are
exemptions to these protections, however these are highly conditional, becom-
ing more and more similar to patents in general.!%* Protection for plant variety
is commonly protected not only through plant vatiety protection, but also
through utility patents and plant patents. In the EU, plant vatiety is protected
through the Community Plant Variety Rights regime pursuant to Regulation
2100/94, functioning similatly to the general rules specified above, except that
any variety must be designated according to article 63 of the Regulation.

Article 53(b) of the European Patent Convention excludes plant varieties
and “essential biological processes” from patentability, however this has been
interpreted narrowly by the EPO'05, Stating that a single plant variety cannot be
patented, but that it could be granted if several varieties fall within the claim. In
addition: EU legislation, the biotechnology directivel®, provides the possibility
to patent “when the technical feasibility [...] is not confined to a specific plant
variety”. The recent “Broccoli” and “Tomato” 197 cases further limited the

102_Agreement on Trade-Related Aspects of Intellectual Property Rights.

103 International Union for the Protection of New Varieties of Plants, first adopted in 1961.

104 Especially since the passing of the 1991 UPOV Convention; International Convention of the
Protection of New Vatieties of Plants, Ger.-Neth.-U.K., Dec. 2, 1961, 815 UN.T'S. 89 (revised
Nov. 10, 1972, Oct. 23, 1978 and Mar. 19, 1991

105 European Patent office.

106 Directive 98/44/EC of the European Patliament and of the Council of 6 July 1998 on the
legal protection of biotechnological inventions, OJ 1998 L 213/13

107 Appeal number T 0083/05 Case G 0002/13, Broccoli II (March 25, 2015, Appeal number T
1242/06 Case G 0002/12, Tomato II (March 25, 2015)
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reach of the exclusion in article 53(b), allowing “essentially biological processes
for the production of plants or animals” as long as the patentability require-
ments are satisfied, the claim defines a product or product-by-process and that
the patent, as exp/icitly excluded, does not claim protection for a single plant
variety. In essence, this extended patent coverage to plants.

In recent years, there has been significant merger activity between the
largest agrochemical companies involved in food production. In November
2015, ChemChina merged with Syngenta. In December of the same year the
Dow/DuPont merger was announced and in September of 2016, Bayer and
Monsanto announced theirs. The activities combined where estimated to be
worth a combined $239 billion, with the consequence of transforming the in-
dustry, with the new merged entities and BASF, all of whom are integrated
producers and developers of seeds, crop protection and digital agriculture. The
effects of this agrochemical merger-wave were hard to assess. They have raised
the need for dynamic competition and innovation assessment to take a larger
part in the investigative procedure.

4.3 Innovation considerations in general

As mentioned, the recent agrochemical mega-mergers raised several concerns
outside of the more usual topics of assessment, owing to the special characteris-
tics of the industry and the mergers themselves.19 For example, the European
Commission seized an opportunity to engage with innovation concerns beyond
the usual outlook on product market considerations.!®® “The Big Six” (turning
into the “Mighty Four”) were all integrated, possessing R&D capabilities across
the agrochemical boatd, using both conventional methods of breeding crops as
well as GMOs. With technological developments such as predictive breeding
through genome sequencing for both genetically engineered and conventional
seeds, these research segments increasingly overlap and feed into each other.
(Put in AAT report statements? If enough space, write a draft and save) The
mergers were not just horizontal due to the high level of integration, but also
involved vertical and conglomerate concerns.

Innovation is generally hard to define and anyone assessing these mergers
had to contend with that. Lianos exemplifies it like this for the case in question:

“Innovation could refer to investment in new technologies, but also on
the broader direction of the R&D effort in the industry in the future. Invest-
ment in seed saving and seed diversity, rather than standardisation of traits, or
in non-agro-chemical pest management approaches constitutes a business

108 That is not to say that the usual considerations of price and output were ignored.
109 Such as in Novartis/ GSK.
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model that farmers may be less likely to choose, if they are forced to take their
advice from the same agrochemical giants.” 110

As mentioned, the HMG considers innovation effects to be analyzed in EU
merger control, especially if one of the merging firms has an innovation capaci-
ty not reflected in market shares. ''! The Non-Horizontal merger guidelines
stresses loss of innovation as a concern as well, for both vertical and conglom-
erate mergers!!2,

4.4 Dow/DuPont decision!!3

The Dow/DuPont case involved two of the largest agrochemical corporations,
active as vertically integrated producers of crop protection chemicals.!!* The
resulting entity was the largest in the industry, before the separation into three
separate companies. The market for crop protection was found to be quite
consolidated, with only six major vertically integrated companies engaged in
discovery and development of new products.

The Commission focused its assessment on four areas of overlap. Firstly, the
parties were selling already developed products in European markets, which the
Commission investigated any non-coordinated effects arising post-merger,
particularly as it would create or strengthen a dominant position and could lead
to the elimination of important competitive constraints.!'> Secondly, the parties
had several development pipelines with a high launch probability, 80-90%,
meaning the non-coordinated effects of potential loss of competition in price
on products had to be taken into account as well. Thirdly, the Commission in-
vestigate the probability of likely cannibalization of projects in eatlier stages of
development, because of overlapping lines in research for new active ingredi-
ents (Als, not to be confused with Artificial Intelligence)!!¢ where they were
found to be in direct competition (Innovation spaces). Finally, because of the
small number of firms on the global market capable of larger scale R&D, the
Commission investigated the possibility of a possible structural reduction of
incentive and ability to innovate on the same levels as before the transaction,

110 Page 29.

11 HMG paras 8 and 20, Lianos, page 30.

112 NHMG para 10.

113 COMP/M.7932, Dow/DuPont, 27 March 2017.

114 As well as in other areas, for example seeds and plastics, but the Commissions concerns re-
garding innovation were mainly focused on crop protection.

115 As per para 24 of the HMG.

116 Dow/Dupont, section 1.2, para 152 and forward for a definition of the term.
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leading to a significant loss of innovation competition in the crop protection
industry (Industry level).

4.4.1 Innovation competition on the industry level

The Commission considered the threat of reduced innovation competition for
pesticides (or crop protection), looking to the ability and incentive to innovate.
Here, the Commission widened its outlook on innovation competition to the
industry level, as well as examining competition in specific “innovation spaces”
in crop protection.!'” Focusing on the third and fourth areas of overlap de-
scribed above. The overlaps at the innovation space level investigated were
between the parties’ lines of research, eatly pipeline products and, in markets
where one of the parties is a supplier, eatly pipeline products that would com-
pete in it. At the industry level, the parties’ global R&D organizations were
examined, meaning resources, personnel and other tangible and intangible as-
sets dedicated to research and development.!'® The following sections attempts
to define these terms.

Lines of research is a term meant to comprise the “set of scientists, patents, as-
sets, equipment and chemical class(es) which are dedicated to a given discovery
target whose final output are successive pipeline Als targeting a given innova-
tion space”.!1? Clarifying in the following paragraph that assets and personnel
dedicated to a “line of research” can also be dedicated to several lines with the
same general target, although the cost of switching lines outside a given target
“group”, such as Herbicides, was considered to be highly expensive.!20 Early
pipeline products are products which are intermediate results of research lines.
They were considered to be selected among possible leads, but were still in the
discovery or pre-development stages, most of the costs associated with devel-
opment had not yet been sunk and the likelihood of success was lower than
(conventional) pipeline products, whose chance of successful launch was esti-
mated to 80-90 %.12! Citing their legal basis to be article 2 of the merger regula-
tion,!22 clarifying that the (framework and test) is meant to extend to competi-
tive constraints as a whole.!23 It is not limited to price effects, confirmed by the
courts to encompass a range of factors that can alter competition, in order to

117 Dow/Dupont, para 1957.

118 Thid.

119 Tbid, paral958.

120 Tbid, para 1959.

121 Compare with above pharmaceutical cases for a good example of “pipeline product”.

122 Ja] concentration which would significantly impede effective competition, in the common
market or in a substantial part of it, in particular as a result of the creation or strengthening of a
dominant position, shall be declared incompatible with the common market"

123 Dow/Dupont, para 1988.
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establish a significant impediment to effective competition.!?* As stated above,
paragraph 8 of the HMG also sets out clearly that preserving price competition
is not the only object. Citing, inter alia, innovation concerns as well as identify-
ing that increasing market power could be construed as the ability to reduce
innovation and not only to raise prices.!25.

The Commission considered the wording of the EUMR and the HMG to be
clear, it would not limit its assessment to price or product competition when
assessing a significant impediment to effective competition, it also had to con-
sider innovation effects and diminished competition.!2¢ Furthermore, the ana-
Iytical framework given in the HMG lend support to the Commissions apprais-
al of innovation effects. The beginning of the section on non-coordinated ef-
fects starting with paragraph 24 states that eliminating “important competitive
constraints”, would lead to an increase in market power for the firms whose
restraints had been loosened, which could be a impede competition as a
whole.!?” The Commission holds that paragraph 24 can also be understood to
morte broadly be applicable to non-coordinated effects on innovation, meaning
a loss in innovation competition could also lead to a reduction in overall com-
petitive constraints.!28 As stated above, when referencing price effects, the
HMG also considers other forms of harm to competition.!2 Paragraph 38 spe-
cifically states innovation as a criterion for the assessment of whether an im-
portant competitive force is eliminated, even though efficiencies are considered
in this regard, the metger between important innovators could lead to a signifi-
cant impediment of effective competition.!3? The example given in this para-
graph of companies with important pipeline products merging is only one ex-
ample of harm to innovation competition!3! The Commission considered the
innovation criterion confirmed with the legal basis put forward.

According to the Commission, the market features of the crop protection
market make it likely that a merger between innovators is likely to reduce inno-
vation, considering that such tivalry could be a driving force behind it.!32

The Commission specifies and summartizes this relationship like this:!3?

“This is because: (i) individual crop protection product markets are contest-
able on the basis of innovation; (ii) given the strong Intellectual Property Rights
(IPRs) in the crop protection industry, the original innovator can be expected

1241989, as well as the Tetra Laval and Deutsche Bérse AG v. Commission cases, for example.
125 HMG para 8 and paras 1990-91 of Dow/Dupont.

126 Dow/DuPont, para 1992.

127 Tbid, para 1994.

128 Tbid, paral998.

129 HMG Para 8 and Dow/DuPont para 1995.

130 Dow/Dupont, para 1996.

131 HMG para 36 and Dow/Dupont para 1997.

152 Dow/DuPont, para 2000.

133 Ibid, para 2001.
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to reap the benefits from its innovation, by preventing rivals from imitating the
successful innovation;!3+ (iif) innovation is mostly based on product innovation;
(iv) consolidation between rival innovators is unlikely to be associated with
efficiencies ([...]); and (v) the fear of cannibalisation of own existing products is
a disincentive to innovate which is likely to be reinforced by a merger between
rival innovators.”

4.4.2 Innovation spaces

In addition to noting the high levels of industry concentration, the Commission
also took notice at similatly high levels among innovation spaces.!35 This sec-
tion is dedicated to evaluating this concept as it appears in Dow/Dupont.

The Commission considered the assessment of innovation competition in
spaces separate from both upstream and downstream product markets. An
innovation space should not be understood to mean a market, but an input
activity for these markets.!3¢ R&D efforts are not focused on the entire industry
at the same time, neither is it conducted randomly, without targeting specific
“spaces” upstream of lucrative (or strategically valuable) product markets.!37
These are what the Commission considers to be the “innovation spaces”, which
were evaluated in addition to innovation on the industry level when innovation
competition was assessed. 138

In this assessment, an identification of companies with the capacity and as-
sets to innovate!3? at an ndustry level is a necessary first step.!40 With this ident-
fication complete, it is easier to determine if increasing concentration!#! would
lead to a reduction in innovation output. This is what is described in the previ-
ous section.

The next step, is the identification and analysis of the aforementioned
“innovation spaces”.!*2 According to the Commission, “the innovation efforts
of R&D capable companies!® are targeted based on discovery concepts based
on lead pests and lead crops”.14+ Although the innovation targeting priotity, as
it were, could vary between different crop protection indications by necessity.

134 That is, appropriability is high.

135 Dow/DuPont, Section 8.6.

136 Tbid, para 2161.

157 Ibid, para 2162.

138 Note the discussion in Dow/DuPont section 8.8.
139 «...discover and develop new products which, as a result of the R&D effort, can be brought
to the market...]”.

140 Dow/DuPont, para 2163.

141 Taking batriers to entry into account.

142 Dow/DuPont, para 2164.

143 On the crop protection market.

144 Dow/DuPont, patra 2165.
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In pesticides, for example, it is more common to target pests while crop types
could serve as a more valuable element for herbicides.!*> This is the area in
which innovation competition can be said to occur, with reference to specific
discovery targets, without being sure of the outcome. While the innovation
spaces correspond to specific downstream targets, they are not necessarily iden-
tical to the individually defined downstream markets.!#¢ It is noted that innova-
tion spaces in the crop protection industry are getting smaller and narrower,
due to increasing regulatory pressure forcing products to be more selective than
previously.!#7 It is not always entirely clear from looking at early indicators what
specific product will emerge downstream, and the Commission noted, against
the views of the parties!*s, that the assessment would also need to take place in
innovation spaces cottesponding to smaller groupings of “crop/pest” combina-
tions.!4?

4.4.3 Decision Summary

Based on its assessment, the Commission considered that the merger would
lead to a significant reduction of competition and conditioned their approval of
the merger on a remedial package, including the divestment of DuPont’s entire
R&D organization.

To summatrize, the Commission considered that appropriability on the mat-
ket was high. They also saw contestability as a key driver for innovation compe-
tition, with it being the main way to capture sales. Because of this, any reduc-
tion in head-to-head or overlapping competition was deemed to result in a
reduced incentive to innovate, meaning that some costly R&D programs could
be discontinued.’®® The Commission also considered that the merger would
result in lower incentives for the parties to innovate as a merged entity than
they would have if continuing separately. This effect would be compounded by
the fact that only a few companies were active in the entire agro-chemical R&D
process. This would result in an overall reduction in innovation, especially in
certain niche areas, according to the Commission.

145 Dow/DuPont, para 2165.

146 Tbid, para 2168.

147 Ibid, para 2166. The parties argue (2170) that decisions (particularly regarding discovery) are
not made with so narrow targets.

148 Jbid, para 2171. The parties considered that the Commission should focus on either the rele-
vant product markets or on innovation effects on the industry in general.

149 Ibid, para 2191.

150 Ibid, section 8.9.
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4.5 Discussion

The Dow/DuPont case seems to indicate a further step in policy from cases
such as Novartis/GSK, no longer requiting identifiable research pipelines or
products, but instead using the “innovation space” framework to establish po-
tential innovation competition at an earlier stage.

This section aims to present the main points of discussion that arose from
the decision, by presenting the views of a few authors who have commented on
it, Carles HEsteva Mosso, loannis Lianos, Nicolas Petit and Jorge Padilla.

4.5.1 Carles Esteva Mosso!5!

In a speech prepared for the 66t ABA Section of Antitrust Law Spring Meet-
ing, delivered on the 12th of April 2019, Carles Esteva Mosso commented on
the Commission’s review of innovation competition cases.

Among other topics, Esteva Mosso discusses the effects of a merger on
innovation at earlier stages, when products are not yet clearly defined and
chances of success are low. R&D efforts at this stage may target markets or
“take place upstream of actual product markets in innovation areas”.152

He states that it is common for a firm to re-organise its R&D efforts after a
successful merger.!53 This rationalization process could result in a shift of effort
within existing research lines because of the risk of cannibalization of profits.
Further, a merger could result in a reduced overall incentive to innovate, nega-
tively impacting their desire to start new research projects. He considers that
negative effects on innovation could occur almost right after a merger’s imple-
mentation. In the longer term, harm to consumers could materialize through a
future loss of product variety, in turn leading to an overall lower level of prod-
uct competition on markets targeted by research efforts in overlapping fields of
R&D.

He goes on to state that innovation would typically be stifled by mergers be-
tween close horizontal competitors, where they are both important innovators
in an R&D intensive sector.!54 In such a sector, the number of such firms can
generally be easily established. Additionally, in a sector where appropriability is
already high, a merger would be unlikely to foster innovation through increased

appropriability.

151 Then Deputy Director General for Mergers at the Commission’s DG Comp.
152 Innovation in EU Merger Control, Carles Esteva Mosso. Page 7.

153 Ibid.

154 Ibid.
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Esteva Mosso considers that the establishing of a presumption that a hori-
zontal merger would negatively affect innovation would be inappropriate. In-
stead, he argues the importance of rigorous examination of evidence in proving
the effects on innovation in each case. Particularly when concerning the overlap
between R&D capabilities and projects, the importance of rival innovator, and
the barriers to entry.!55 If specific evidence of discontinuation of R&D efforts
is found, it can be used to strengthen the analysis and support the overall theo-
ry of harm.!56

Going on to describe the investigation of Dow/DuPont, Esteva Mosso fo-
cused specifically on the innovation concerns raised by that merger. To avoid
repetition, some areas will be shortened, and others skipped.

Beginning with a general discussion of market features and players, a discus-
sion of the Commission’s investigation into R&D overlap and innovation fol-
lows.157 Determining that Dow and DuPont were close competitors required an
assessment of overlap, which he describes as determining where the parties
“meet” each other during the innovation process, including both eatlier and
later stages of development. He explains how the overlap was investigated both
on a “discovery” level, looking at discovery targets, and the product pipelines of
the development stage.!58 This is his description of the central points of the
“innovation space”.

After this was established, Esteva Mosso goes on to argue that the uncertain
outcome of a specific project should not be confused with the overall likeli-
hood of negative effects on innovation.!>* He considers that even if there is
uncertainty in the short term, the general incentives to invest in innovation
would be blunted if firms with competing innovation projects were to merge.
This would result in an overall reduction of successful innovation, which would
be detrimental to consumers. Thus, he states, that while innovation efforts may
have an uncertain success chance, overall innovation efforts as a competitive
concern is motivated.!60

He closes by reiterating that innovation analysis is an important part of the
Commission’s merger control practice, maintaining that their decisions have
not been based upon presumptions on innovation effects.!6! The decisions
should instead be relying on a meticulous, facts-based analysis. He considered
innovation as a key component to be integrated into merger control, in order
for the Commission to fulfill both its responsibilities under the EUMR, but also
to achieving the objectives of the EU.

155 Ibid. Page 8

156 In my view, an example of this could be the evidence of discontinuation found in the
GE/Alstom case.

157 Esteva Mosso. Page 10

158 Ibid.

159 Ibid. Page 11

160 Ihbid.

161 Ibid. Page 16
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4.5.2 loannis Lianos!62

Lianos considers that the Commission’s innovation framework in
Dow/DuPont was based on prior assumptions of harm, even if well undet-
built.163 He cited paragraph 2001 of the decision, also cited in full above, as an
indication of the Commission’s prior outlook.164
The Commission was not able to precisely identify either eatly pipeline

products or lines of research to be discontinued, deferred or re-directed post-
merger, but it considered it likely that they would correlate in areas where the
parties were close innovation competitors. Following the Commission s analy-
sis on reductions to incentives to innovate, Lianos notes, similarly to Esteva
Mosso, that the theory of harm goes beyond the “short-term”. The short-term
again being the almost immediate discontinuation of ovetrlapping lines of re-
search targeting the same innovation spaces.!6> The assessment also encom-
passes both a medium and a long term theory of harm, according to Lianos,
which stems from the reductions of innovation incentives of the merged entity
in compatison to the merging parties separately. He maintains that what is
taken into account is the “structural effect of the transaction”, resulting in the
merged entity lowering its R&D efforts, which ultimately would lead to fewer
innovative active ingredients being brought to market.166

Lianos considers the main take-aways from the agro-chemical cases is that
innovation cannot only be evaluated according to its future benefits. The very
process should also be taken into account, with new technologies leading to
new application technology. He goes on to consider a further theoretical
movement forward for innovation competition, suggesting a further look into
the direction of innovation. He presents an approach in which the objective
would not only be to promote innovation competition in the abstract, but to
protect competition in quality and competition for more environmentally
friendly and sustainable methods of agricultural production. Considering both
the objective laid out in article 3 (3) in the TEU to create a “highly competitive
social market economy” and the mandating of environmental protection regula-
tions into EU policies and activities in article 11 TFEU. In addition, he notes
the regulations already in place in the sector, in particular with regards to
GMOs, could also speak to the need for the Commission to protect and pro-
mote competition that would be compatible with the broader aims of the EU.
He does concede that environmental protection is not a traditional goal of

competition law, article 111 provides a framework for such an interpretation of
the EUMR.

162 Currently serves as President of the Hellenic Competition Commission.
163 Lianos, Section V.

164 Dow/Dupont para 2001.

165 Ibid. Para. 3056

166 Ibid. Para 3057
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In the context of Dow/DuPont, Lianos considers that it could be an indica-
tor on future approaches. Noting that the Commission referred to public policy
concerns, however no evidence was provided as to how these would be inte-
grated into the competition analysis and article 11 was not used for justification.
He adds that it is likely to have been an influence on the Commission’s assump-
tions as to the eventual outcome of the innovation that is protected.

Lianos’ views seem to generally place him in agreement with Esteva Mosso,
in that the Dow/DuPont decision was a development in line with the objec-
tives set forth for the Commission’s merger control regime. In contrast, he
considered that the general outlook on the merger was influenced by a prior
presumption of harm, although he doesn’t disagree with its implementation.
While Esteva Mosso seems content, at least in his speech, to conclude that the
decision furthers the objectives of the EU, Lianos argues for an even closer
integration of the overall goals of the EU treaties into merger control. In this
case specifying environmental protection as one of the variables to consider in
the analysis.

4.5.3 Nicolas Petit!67

A far more critical voice than those above, Nicolas Petit criticized the
Dow/DuPont decision primarily on the basis of legal certainty and burden of
persuasion,!68 as laid out in the Tetra Laval case.!®? The “Significant Impedi-
ment to Effective Innovation Competition”- test, as he calls it, does not live up
to a sufficient evidentiary standard, in his view. In Tetra Laval, a test was for-
mulated to attempt to balance the needs of administrative discretion, as enjoyed
by the Commission, and policy accountability. The Court of Justice held that
the Commission must demonstrate that, as quoted by Petit:170

“IThe evidence relied on is factually accurate, reliable and consistent but al-
so whether that evidence contains all the information which must be taken into
account in order to assess a complex situation and whether it is capable of sub-
stantiating the conclusions drawn from it.”1"!

Petit interprets this paragraph to mean that the economic evidence utilized
in the assessment of a proposed merger should be accurate, consistent and
exhaustive. In my view, Esteva Mosso’s speech indicate that he argues that this
standard of proof was met by the evidence presented in Dow/DuPont. Petit,
on the other hand, believes that the economic evidence was insufficient.

167 Professor of Law at the University of Liege.

168 For the expression ”Burden of Persuasion” see: Ioannis Lianos & Christos Genakos, Economet-
ric Evidence in EU Competition Law, pages 64 and 75.

169 Case C-12/03 Tetra Laval v. Commission.

170 Petit, page 906.

171 Tetra Laval, para 39.
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Continuing, Petit mentions that the courts usually refer to this burden of
persuasion by requiring the body of evidence supporting a merger decision to
be “sufficiently cogent”.!72 This was referred to as the “plausibility” analysis by
James Venit, whose work is quoted by Petit.!” In essence, this plausibility anal-
ysis boils down to describing that the evidence used must be logical and not
internally contradictory.!”* This appears to restrict the assessment of burden of
persuasion to the decision in question, with references to previous decision
practice not being relevant. This does not mean that the economic theories
underpinning the decision would be confined to it, but as stated by Advocate
General Wahl, the condition in Tetra Laval needs to take into account all avail-
able information, and not just information in its possession.'”s In Petits words,
the test in Tetra Laval refers to all economic evidence in general, and that the
tests laid out in Tetra Laval and Impala are not restricted to economic data, but
to all information of an economic nature.!”® The Commission is required to use
a model producing similar and direct results and not one that gives differing
results depending on starting inputs.!7’

Petit goes on to state that this burden of persuasion is not fixed.!”® The more
speculative the Theory of Harm, the stricter the requirements placed on the
evidence in order to meet the standards of the Tetra Laval test. When the ef-
fects are more easily anticipated, the evidence required to support a conclusion
is instead lowered.!” Petit hold that the application of a unilateral effects model
to non-price parameters, such as innovation, should be supported by this high-
er standard of proof, as the process is more uncertain.

Petit goes on to mention Airtours v. Commission, in which the General
Court overturned a Commission prohibition decision based on a coordinated
effects theory of harm.!80 Beginning with a factual accuracy test, the GC deter-
mined that the Commission’s assessment was based on erroneous predications
that demand growth would be limited, all the while ignoring contrary evidence
in the form of market trends.!8! Continuing, the GC checked the reliability of
the reasoning in the decision, holding that the conclusion that post-merger
market conditions would result in cautious business strategies from companies

172 Petit, page 907, quoting from Case C-413/06 (Impala), para 50.

173 James Venit, The Scope of EU Judicial Review of Commission Merger Decisions, in EURO-
PEAN COMPETITION LAW ANNUAL 2010: MERGER CONTROL IN EUROPEAN
AND GLOBAL PERSPECTIVE 113, 127 (Philip Lowe & Mel Marquis eds., 2013).

174 Impala, para 162 and 169.

175 Nils Wahl, Standard of Review—Comprehensive or Limited? pages 285 and 291 (Claus-Dieter
Ehlermann & Mel Marquis eds., 2011)

176 Petit, page 907

177 Ibid, page 909.

178 Ibid.

179 Ibid.

180 Case T-342/99, Airtours v. Commission.

181 Airtours, paras 123-133. Petit, page 909.
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remaining on the market was inconsistent with baseline economic theory.!82
Moving on, the GC established several inconsistencies, most notably that verti-
cal restraints was considered both pro-competitive and anti-competitive.!3
Finally, the Commission’s decision was found to not be exhaustive enough, in
not taking smaller players as well as potential constraints exercised by potential
entrants into the market.!84

4.5.3.1 The application of the Tetra Laval test to Dow/DuPont

Having presented his views on the Tetra Laval test and its application, Petit
goes on to applying it to what Petit refers to as the “SIEIC”-test (Significant
Impediment to Effective Innovation Competition) employed and introduced by
the Commission in Dow/DuPont. He notes that the Commission used the
unilateral effects model, but only to frame their case. Mostly, the Commissions
assessment relied on what could primarily be described as qualitative evidence,
in regards to the closeness of innovation competition between the parties.!5
Further, there was no indication in the case that the Commission used quantita-
tive evidence in the assessment and development of its innovation theory harm,
excluding from it an extensive analysis of innovation diversion ratio and effi-
ciencies. Petit hold that while Annex 4 of the decision holds an examination of
economic theory and literature, it appeared that the discussion within it was
primarily aimed at lending academic credibility to the Commission’s final
standpoint. Petit cites the following from Annex 4 to illustrate his point:

“Whilst the results of the papers summarized in the preceding paragraphs do
not apply directly to uncertain product innovation, overall these papers indicate
that the intensity of competition between rival innovators is positively associat-
ed with market-wide innovation, absent specific forms of efficiencies. A merger
between two significant and close competitors is therefore likely to reduce the
level of innovation by each of the merging parties.”!86

Petit holds that the SIEIC model should only be applied if it can fully en-
compass the innovation drivers within the industry being investigated, in order
to comply with the criterion of accuracy in the Tetra Laval test.187 SIEC, howev-
er, currently maintains that rivalry is the main driver of innovation in industry in
general. As the Commission held in their decision: “Both the market features of
the crop protection industry and documentary evidence suggest that rivalry is a
significant factor driving innovation.” and “Competition between R&D players

182 Airtours, paras 134-147, Petit, page 910.
183 Ibid, paras 93-108, Petit, page 910

184 Ibid, paras 208-269, Petit, page 910

185 Petit, page 910

186 Dow/DuPont, Annex 4, para 59

187 Petit, page 911.
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at the innovation stage is therefore an important driver of innovation in the
crop protection industry.“188 Petit notes that the SIEIC model was not adjusted
(to comply with the accuracy standard in Tetra Laval, authors note), but was
instead found applicable to the crop protection industry. As he put it, the
Commission simply dismissed the complaints of the parties that regulatory
pressure and evolving crop resistance would continually drive innovation, even
absent rivalry, as “unlikely”.!8? According to Petit, this leaves the possibility for
regulatory pressure being a driver for innovation, maintaining high incentives to
innovate. The decision does take into account of evolving resistances and regu-
lation are unlikely to impact already released products, it does not comment on
future products. By not including such an analysis, the decisions conclusion that
the merger would lead to noticeable reductions in innovation efforts is prob-
lematic, in Petit’s view.

He also considers that the Commissions analysis failed to accurately take in-
to account evidence that other factors than rivalry can affect the innovation
process. Petit further notes that the literature on innovation within the agro-
chemical sector consider that market and industry competition and structure
are not the only drivers of innovation. Even some of the scientists cited by the
Commission had maintained that the impact of wider industry, scientific and
industry developments on market structure and incentive to innovate is high.!%

Moving on with the application of the refability ctitetion in the Tetra Laval,
the objective of this test is to remove ambiguous, equivocal or controversial
economics from the merger review process.!?! According to Petit, the applica-
tion of the SIEIC to the Dow/DuPont paint it as conjecture. Primarily because
it equates a post-merger loss in rivalry with lower innovation competition,
which is not part of mainstream economic analysis.!”2 Referencing the private
publications of members of the Chief Economist’s Team, published ptiot to
Dow/DuPont, in which claims wete made that the relationship between met-
gers and innovation always result in a decrease in innovation, he hypothesizes
that the publications could be interpreted as to coincide with the publication of
the decision, in order to motivate that it is supported by mainstream econom-
ics. This is because the claims of a general presumption are not substantiated by
other economic research.!93 Petit believes, that if he is right, caution is to be
advised, since merger control review in itself is a bad starting point for the de-
velopment of economic theory, which seems to be in line with the belief of

188 Dow/DuPont, note 11 § 8.4.2 and para 2068.
189 Petit, page 911. Dow/DuPont para 2118.

190 Petit, page 912.

191 Ibid, page 912.

192 Tbid, page 913.

193 Ibid, page 913.
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Esteva Mosso that merger review should rest on, and change in accordance
with, established theory.194

Secondly, Petit claims that the Dow/DuPont decision was not primarily
based on economics, which he holds to indicate that the Commission could not
yet be fully confident enough to apply the SIEIC in full. Instead, the findings
were based to a large degree on redacted internal documents as well as public
documents indicating that they would reduce their R&D expenditure post-
merger. This is not in itself controversial, but it usually relied upon more heavi-
ly where economic theory isn’t enough.

Moving on with consistency, Petit holds that the Commissions inconsistency
shows through on several occasions.!¥ First, they seemed to overlook potential
benefits to the parties” ability and incentive to innovate through coordinated
R&D programs. This would be inconsistent with the finding by the Commis-
sion elsewhere in the decision that increased coordination could either increase
or decrease innovation. According to Petit, this becomes even more apparent
when the main text of the decision is read in the context of Annex 4. Here, the
Commission criticized the inverted U-curve model of innovation and competi-
tion developed by Aghion et al., which could predict that a merger could lead to
increased innovation.

Second, SIEIC predicts a reduction of general R&D inputs, primarily con-
sisting of expenditure.!% Instead of measuring inputs, Petit notes that the deci-
sion instead measures R&D outputs exclusively, which forms the basis of the
anticipated reduction in innovate active ingredients. Petit considers this quite
the discrepancy between theory and practice, because R&D output is more
speculative than inputs. Even if the Commission’s assessment of outputs
proves to be correct, he maintains that it should be subjected to a higher stand-
ard of persuasion.

In regard to the requirement imposed by Tetra Laval on the Commission to
consider all information available to assess a complex situation, Petit considered
two dimensions of the decision. He defined the completeness criterion as demand-
ing the Commission take into account information both for and against its
theory of harm. The Commission does cite an article by Dow’s Senior Research
Scientists several times, but omitted several of his other works. Most notably,
work that discusses the drivers of innovation.

Secondly, the completeness criterion requires the Commission to take into
account relevant information both inside and outside the decision. The assess-
ment should not only take data provided by the merging parties and third par-
ties. In its decision, Petit shows that the Commission relied upon statistics pro-

194 Contrast Petit’s critical statements above with Esteva Mosso’s assurances on page 5 of his
speech. He does acknowledge the debate but seems to hold that the formal economic papers
released by members of the CET are not primarily meant to support the Commission’s decision.
195 Petit, page 914.

196 Ibid, page 914.
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vided by the U.S Department of Agriculture to supportt its theory, as it shows a
decrease in innovation, while omitting the use of EU industrial data showing
other results. He considers both the choice of relying on data from outside the
EU and the difference between chosen data inputs as weakening the theory it
seeks to support.!7

4.5.3.2 Summary

In short, Petit deemed the application of what he deemed an oversimplified
SIEIC to the Dow/DuPont decision was not based on a solid evidential foun-
dation.!?8 He aimed to demonstrate that the decision in Dow/DuPont did not
meet the burden of persuasion established by the courts through the steps de-
scribed above. He encourages future assessment of innovation competition to
improve its application of theory as evidence. As to his views on the preserva-
tion of innovation competition through mergers as a goal, he does not seem to
disagree with the end, but with the means to reach it.

454 Jorge Padilla!®

In a paper published in the Journal of European Competition Law & Practice,
economist Jorge Padilla provides his views, as well as an overview, on the de-
bate.200

He begins with a short description of the views of Esteva Mosso, specifically
on whether or not it is a novel, untested, theory of harm and on the supposed
general nature of the Commission’s assessment of innovation,2! contrasting
them with dissenting opinions to the contrary. Establishing that the debate has
been lively, Padilla moves on to describe several areas of economic theory
which he perceives to be in consensus, for example that mergers may have an
impact on incentives to innovate and that efficiencies resulting from a merger
could lead to an effectivization of R&D expenditure.22 He goes on to state that
it is instead the application of theory that remains the main focal point of dis-
cussion.

197 Petit, pages 917 and 918. See also the above notes on Airtours, specifically the importance
placed on input neutrality for the decision’s final outcome.

198 Petit, page 919

199 Senior Managing Director at Compass Lexecon, Research Fellow at CEMFI (Madrid) and
teacher of competition economics at the Barcelona Graduate School of Economics (TSE) and
the Toulouse School of Economics.

200 Rewisiting the Horizontal Mergers and Innovation Policy Debate, Jorge Padilla.

201 As in not being based on a specific economic model.

202 See Padilla, page 464.
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One point of view presented, is that of recognizing the need to make as-
sessments on a case-by-case basis, while still maintaining a presumption that
horizontal mergers lead to a reduction of innovation. This means, according to
this point of view, that any investigation should focus its attention on approxi-
mating just how much, and not if, innovation is reduced.23 This view assumes a
similarity between price effects and innovation effects, which was one of the
standpoints criticized by Petit. The counterclaim is that this outlook instead
risks blocking mergers that are procompetitive.204

4.5.4.1 Structural presumption

There is a structural presumption that a horizontal merger significantly impact-
ing market concentration and structure leads to price increases. This presump-
tion can be overturned in several ways, for example through demonstrating that
there is countervailing buyer power, or low batriers to entry. Even absent these
arguments, it can be argued that the efficiencies gained through the merger will
compensate for any effects on pricing. 205

Padilla considers that a similar presumption could be justified in regard to
innovation effects, if it can be shown in theory and/or through evidence that
mergers among competitors in industries with few innovators generally reduce
incentives to innovate, in the absence of efficiencies.2’¢ He goes on to state
that there are examples of this in the doctrine. Summatized, [A] hotizontal
merger may cause a loss of innovation 7f the merger internalizes the negative
externalities the investments of one party cause on the other”. An example
cited by Padilla is a study by Federico et al.207 whose findings indicate that this
would be the case in a sector where innovation is stochastic.208 In such a sector,
the innovators are likely to be close competitors in the same downstream mar-
kets and there are “diseconomies” of scale in R&D, leading to the merged enti-
ty generally not wanting to concentrate their research efforts in one facility.
While keeping both facilities open, an investment into one would indicate a
lower return on R&D investments for the other. This means that the merger
internalizes the negative externality, indicating that the optimal choice for the
merged entity would be to keep operations running at both facilities with re-
duced investment. In Padilla’s view, Federico et al. manages to show that this
effect overshadows positive effects on innovation, due to price effects caused
by the merger. Their model also takes general innovation in the sector into

203 Thid.

204 Thid.

205 Thid.

206 Thid.

207 Federico et al., Horizontal Mergers and Product Innovation and Padilla, page 465.

208 Such as the conditions the innovation space concept seemed to be developed for, in
Dow/DuPont.
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account, as it shows that even though competitors may increase their efforts,
overall impact on innovation is negative following such a merger.

Another example provided is that of Motta and Tarantino,2” where the in-
ternalization of a negative externality by a merger results in a reduction of inno-
vation. The authors of this paper conclude, as presented by Padilla, that firms
invest in innovation primarily to reduce costs, which leads to a competitive
advantage for them. As opposed to the above model, here innovation is de-
creased through internalization of negative externalities when incentives to
continue such innovation is lowered by a merger. Reducing output leads to a
further decrease in incentive to cut costs (through innovation), with lower cost
margins per product, profit increases. Similarly to Federico et al., the efforts of
competitors are not enough to offset the negative effects on innovation.

The next example is a model developed by Salinger.21? He used a model in
which firms compete on quality, represented in the model by R&D investment.
R&D investment by one firm was predicted to reduce the profitability of R&D
investments by competitors and Salinger determined that the effect on incen-
tive to innovate depended on whether the diversion rate between the merging
parties was smaller or larger than the R&D spillover effect. This is measured as
the rate at which the merging firm’s sales increases in relation to its partner due
to quality increases. This describes the impact of R&D investment from the
point of view of the other merging party (under the same assumptions of R&D
investment and costs as above).

Julien and Lefouili developed a model where mergers in an environment
where innovation competition takes place through stochastic innovation (as
above) did not reduce incentives to innovate. This is the case when the ex-
pected incremental profits from a single innovator in a no-merger scenatio is
overshadowed by the gains from a second innovation from the merged enti-
ty.211

Padilla considers the above (and other) studies indicative that there is no jus-
tification for a structural presumption of harm in horizontal mergers.2!2

4.6 Summary and conclusions

The points of view presented can, in my opinion, be roughly interpreted as two
of them being for and two against the decision reached. I believe that several

209 M. Motta and E. Tarantino, The Effect of Horizontal Mergers When Firms Compete in Prices and
Investments and Padilla, page 465.

210 M. E. Salinger, Nez Innovation Pressure in Merger Analysis and Padilla, page 466.

211 B Jullien and Y Lefouili, zzergers and investments in new products.

212 Padilla, page 471.
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points can be derived from the discussion. First, is the general, either out-
spoken or implicit, agreement that innovation considerations should be an im-
portant aspect of merger control. Lianos’ article was specifically chosen to illus-
trate the viewpoint that, although Dow/DuPont was in lines with the goals of
merger control, enforcement could be even more conscious of the goals of the
EU in general. He argued that some of the “higher” goals and aims of the EU,
such as environmental protection, could help designate how better to protect
innovation. In my view, this outlook is not necessatily in disagreement with the
main criticisms of the decision, and I cannot object to a more detailed look at
what specific £izd of innovation competition is being protected or promoted,
especially when looking at specific product lines. This seems to already be the
case in some pipeline pharmaceutical cases, such as Novartis/ GSK and Pfiz-
er/Hospira, where the Commission appeared to attach, at least in principle if
not as a motivation, importance to the purpose of the products being developed.

The second, and in my opinion the most significant for future application, is
that of evidence. This is primarily demonstrated in Petit’s article, where it is
also the main point. Petit maintains that the evidentiary standard underpinning
the decision is too low. According to him, the Commission did not fulfill its
duty to provide a certain standard to its decision, and criticized the decision
using the test established in Tetra Laval. In essence, the presumption of a struc-
tural reduction of innovation was not justified by the theories used, and Petit
believed that the decision would not hold up in court. As also mentioned in the
introductory chapter, the Commission’s decisions are subjected to legality check
by the courts, which is what happened in Tetra Laval. Later decisions should
naturally be held to the same standard. If the suggested remedies were not ac-
cepted and the decision subsequently appealed, it is possible that it would have
been overturned by the courts on the same grounds. Even though Esteva Mos-
so argues for a case by case assessment, he still maintains the structural pre-
sumption criticized by Petit and Padilla. In my view, Padilla’s paper in turn
provides a good overview of theory, with which the next innovation decision
could build its “Annex 4”. As mentioned, neither Padilla nor Petit argued that
innovation should not be protected under the merger control regime, but rather
that if innovation was to be protected, procompetitive mergers should not be
hindered under a presumption of harm. This does not preclude the inclusion of
other goals of the EU in the assessment, as long as the evidentiary requirements
set by Tetra Laval are met.
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5 Start-up Acquisitions

5.1 Start-ups as a vector for innovation

Start-up companies, or start-ups,?!3 are privately held companies driven by en-
trepreneurs, usually to develop what the founders believe to be an innovative
idea. They are generally defined by their scalable business models?!'4, (usually
with an intention to grow) as opposed to entrepreneurship in general.2!> The
nature of start-up companies does indeed lead to a high failure rate, but success
can also be spectacular and software makes running a start-up cheaper than
ever.

“Unicorns”, defined in a TechCrunch article by venture capitalist Aileen Lee
as companies which have grown in valuation to over $1 billion, have emerged
by an average of four a year from 2003-2013 and twice that from 2012-2015.216
Most leading technology companies were once start-ups, including the
FAANG-companies?!” and Microsoft, although only Facebook was founded
within one of the time periods specified above (and defined as a unicorn). This
also demonstrates the ability of the start-up business models to not only show
aggregate value, but also to be market distuptive, either through the use of their
own innovation or by making superior usage of contemporary technology. For
example, Microsoft was able to usurp IBM’s position as market leader by enter-
ing the burgeoning market for operating systems. Apple used existing technol-
ogy in its invention of the iPhone, almost singlehandedly creating the market
for the smartphone, a device which is ubiquitous today. Google pioneered the
usage of search engine data aggregation and page ranking, while Facebook uti-
lized the concept of user-generated content and network effects to grow its
platform. Although not likely to cause a full “creative destruction”, Amazon is

213 Alternatively known as “Growth firms”, but the above usage is more commonly used.

214 For example, by using an adaptative development of Toyotas Lean production model known
as “Lean startup”. Releasing a “minimum viable product” leads to direct consumer input into the
product development cycle, offering opportunities to minimize wastage (and the need for outside
funding), leading to cheaper and more efficient product development. See The Lean Stariup: How
Today's Entreprenenrs Use Continnous Innovation to Create Radically Successfirl Businesses by Eric Ries.

215 Such as a family-owned trucking business where growth is more traditional, and the business
model lacks scalability.

216 https://techcrunch.com/2013/11/02/welcome-to-the-unicorn-club/ and
https://hbr.org/2016/01/how-unicorns-grow for the 2012-2015.

217 Facebook, Amazon, Apple, Netflix and Google.

58


https://techcrunch.com/2013/11/02/welcome-to-the-unicorn-club/
https://hbr.org/2016/01/how-unicorns-grow%20for%20the%202012-2015

leading an extensive expansion of E-commerce, with online sales steadily in-
creasing in relation to traditional on-location retail.2!8 These are all examples of
disruptive innovation described above, and the proliferation of start-ups is, in
my view, a clear vector for innovation in and of itself.

Many of today’s smaller unicorns have achieved their status not by grow-
ing into FAANG-like giants, but by buyouts from larger firms.2!° Tech giants
have access to large amounts of capital, and tend to choose acquisitions of es-
tablished technology over internal development due to the low-growth envi-
ronment of the above time periods.

5.1.1 Recent decline in start-up activity

While the start-up business model has proven successful so far, indications are
that start-up proliferation is slowing down in the dace of competition from the
incumbent giants.220 Since 2014, start-up financing by venture capitalists has
gone down, which can be partially explained by this unwillingness to finance a
start-up that could end up in direct competition with one of the industry giants.
Now, this unwillingness does not necessarily stem only from a fear of early
acquisitions, but also from the risk of the start-up being copied.

An example is Amazon’s web services, AWS, which has partnered with start-
ups, but ending up copying their products while pushing into its territory.22!
When a start-up is reliant on an incumbent as a distributor, this can become
problematic.

Even outside of outright copying, incumbents can put a damper on a start-
up’s prospects in other ways, for example through the prospect that they will be
moving into a start-up’s space.222

In my view, this is primarily an issue of appropriability, lowering the chance
that a start-up can make successful use of its innovation. This problem will be
further discussed in relevant sections on kill zone acquisitions below.

5.2 Special advisers’ report on digital competition

218 https://www.statista.com/statistics/534123/e-commerce-share-of-
retail-sales-worldwide/

219 https://www.forbes.com/sites/neilhowe/2015/03/18/whats-feeding-the-
growth-of-the-billion-dollar-unicorn-startups/#220317fb2654

220 https://www.economist.com/business/2018/06/02/american-tech-
giants-are-making-life-tough-for-startups
221 Thid.

222 See also section 5.2.2 below.
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In the special advisers’ report Competition policy for the digital era published in
2019, the authors assess digital competition on multiple levels, including inno-
vation competition directly, and certain areas to which innovation is linked,
such as the creation of synergies.??3

5.2.1 Market identification and Product Ecosystems

For start-ups, identifying clear future product markets and the nature of Lean
product development makes it harder to establish the aforementioned pipelines
and “innovation spaces” relied upon by the Commission for its assessment.22+
It wasn’t considered irrelevant, just not entirely adequate to the task of deter-
mining potential innovation competition at such an early stage. It is instead
argued that a concept involving conglomerate threats to market dominance is
more appropriate.?2>

In lieu of the aforementioned “innovation spaces” or the more clearly de-
fined product pipelines, the authors suggest taking a broader view when con-
sidering harm to competition rising from conglomerate mergers. Limiting it to
cases where the acquiter holds a “multiproduct platform and/or an ecosystem”,
benefitting from strong network effects which act as a significant barrier to
entry, and where a dominant position is especially strong. The nature of acquir-
ers like this means they will generally seek to buy out companies within a so
called “Zone of Interest”, focusing on acquisitions in proximity to its digital
ecosystem.

Evaluating and developing new theories of harm to evaluate these digital
ecosystems may be necessary, according to the authors. The report ptimarily
considered the dominance aspects of conglomerate start-up acquisitions, plac-
ing focus on specific cases where it would lead to a strengthening of an already
dominant position. The main difference in evaluation from the standard model
is that such effects should be considered even outside the traditional product
market definitions, where the acquirer is dominant and where there would
normally be no competition concerns raised. Earlier chapters of the report
stressed the importance of protecting and enabling competition for the mar-
kets.226 Acquiring start-ups which could grow into potential market entrants
could be problematic in this regard, even if the stated purpose is to acquire

223 Their recommendation in regards to legislation was for the EU to [wait and see] before intro-
ducing transaction-based thresholds in the EUMR, considering that several member states, such
as the UK, Austria and Germany already have such implementations which the authors believe
should be further evaluated.

224 Special advisers’ report , chapter 6, section 3.

225 In line with Shapiro’s concept of contestability to foster innovation.

226 Since competition in them tends to be limited.
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specific services, products or personnel.22” The “ecosystem” nature of domi-
nant actors in this field may mean that such scenarios pass under the radar of
relevant authorities. If a smaller potential competitor is only horizontally active
on what is considered the outer rim of the larger ecosystem, it is difficult to
ascertain whether the potential for competition will materialize and the time
frame to determine this is “rather long”.228 This leads the authors to consider
such transactions more likely to be considered conglomerate mergers, which are
generally less likely to raise competition concerns and are more likely to lead to
efficiencies. Current theories of harm seem limited to foreclosure of rivals and
coordinated effects.

The report considered the SIEC-tests “strengthening of dominance” as-
pect still relevant for assessing these types of mergers and instead considers the
gap to exist in the theories of harm used in the assessment of conglomerate
mergers. A determination of whether an acquirer and a target operate in the
same “technological space” or “users’ space”?2? should be carried out, which
should then be assessed almost as if it was a horizontal merger. That is, consid-
ering competitive constraints and increases of market power within the “space”
and then considering efficiency gains.

5.2.2 Killer acquisitions in the special advisers’ report?>

The report acknowledges that the types of acquisitions described here have
been compared to the “killer acquisitions” common in the pharmaceutical in-
dustry. They are carried out when a potential competitor with a potential inno-
vative product in development, subsequently shutting this down post-merger.
This removes a potential innovation competition threat before it has a chance
to materialize, allowing the acquirer to maintain its market position. In the tech
field, considering the buyouts of smaller innovative firms establishes a new “kill
zone”, where start-ups hold off on innovation investments due to proximity to
the glants. Successful innovation in this zone that catches the eyes of a behe-
moth could be either copied or simply bought.23!

The report’s authors do not consider this a typical scenario,?’? more com-

227 Authors note, not mentioned in report. Facebook for example mentions the importance of
acquiring new and competent staff, adding them to its corporate infrastructure to reduce stagna-
tion.

228 Authors note, I take this to mean in regard to the usual time frames employed in the merger
control regime. Lengthening these is a possibility

229 Compare “innovation space”.

230 Also look at their primary source

231 Note that start-ups sometimes see buyouts as a preferred outcome, (Microsoft skype)

232 Even so, developing theories of harm for the scenario could probably be useful even if not
common. Consider IBM buying Microsoft to cancel their OS innovations. (Although IBM not
realizing the value of OS was what lead to their fall from the top).
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monly the bought entity is integrated into the larger ecosystem, often increasing
efficiencies by adding complementary services in comparison to simply “killing
off” innovations.233 This adds another layer of complexity mostly specific to the
tech sector.23+

The mergers in question, as mentioned above, do not usually concern
mergers involving direct competition on what would be considered the acquir-
ers core market. The report uses Facebook’s acquisitions of Instagram and
WhatsApp as examples of this. WhatsApp was not a social networking platform
like Facebook, neither was Instagram, but they were both competing with Fa-
cebook on a segment of its ecosystem: Messaging and photo sharing, respec-
tively. The Commission’s investigation of Facebook/WhatsApp in particular
found some ovetlaps but considered the broader nature of a social networking
site as a key difference, choosing not to judge WhatsApp as a close competi-
tor.2%

By using a market definition closer to the “users’ space” as discussed
above, WhatsApp could have been included in a general market for “network-
ing services”, acknowledging a degree of substitutability for certain users,?3 as
different user needs would result in differentiated services. This presents a risk
of over-estimating the competitive constraints on Facebook. Because of its
nature as an operator of a broad ecosystem containing differentiated services
and partial ovetlaps, just applying the horizontal rules could fail to catch the
driving force of the merger, leading to unforeseen enforcement effects.

The acquirers’ position could also enable it to identify and anticipate
emerging consumer trends and patterns eatly, allowing them to react by intro-
ducing their own products or by acquiring relevant start-ups. This means that
risk to competition resulting from foreclosing rivals’ access to inputs is dimin-
ished, with the greater risk of harm instead arising from the strengthening of a
dominant position. Adding new services to an existing ecosystem reinforces it
both by adding complementary value to users as well as by retaining other users
where the services are substitutes in some way.23

25 Jt could be argued that even integration could slow innovation, if potential rivalries are
snuffed out and assimilated instead of attempting to compete, decreasing overall contestability.

24 A pharmaceutical company is more likely to shut down competing innovations post-merger,
reference above cases with pipelines.

235 Do note that disruptive innovations often start with a low level of overlap. Any post-znnovator’s
Dilemma corporate defense strategies would probably keep this in mind.

236 Even today a large share of WhatsApps users use it for messaging, opting out of Facebook’s
own Messenger application. Since Facebook’s revenue is driven by ads, however, gathering user
data from WhatsApp is likely a goal in itself, with user migration being a secondary concern.
Consider again platform integration as an efficiency defense — consumers get to use their pre-
ferred application and Facebook gets their data for personalized ads.

237 Facebook and WhatsApp could be considered partially substitutable as pertains to their mes-
saging services, while Facebook and Instagram could be considered complementary as to the
differing structure and nature of sharing and viewing content on Instagram and the main Face-
book platform.
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The incumbent may not be dominant in a complementary service market
when it is analyzed separately, but in taking a broader view and viewing the
market as a “market for the digital ecosystem” a significant impediment to ex-
isting competition could more easily be identified. Where the acquirer already
enjoys significant network effects, a complementary service could strengthen
these and reinforce the entirety of its ecosystem. After the integration of a
complementary service, the ecosystem is less likely to see a drop in user num-
bers.238

The report suggests focusing on the effects of these acquisitions on the
market positions of the ecosystems and in what ways bartiers to entry are
formed and maintained. This could help assess whether an acquisition is of a
defensive nature. There is a clear distinction here between an “innovation
space” as used in the agrochemical mergers and a “users’ space”. As mentioned
above, acquisitions like this strengthens the positive network effects of the
incumbent while also raising barriers to entry. When looking at the reinforced
position in which the incumbent would find itself post-merger, high purchase
prices may be justified even if the incumbent very well could have developed
similar services themselves. In this way, it could be seen as purchasing network
effects and a user base (or the potential of one) rather than buying promising
technology.?? The report considers that such acquisitions could be a signifi-
cant impediment to effective competition where the target company could have
succeeded as a stand-alone business or if it could have been bought by another
competitor. By using this theory of harm, the difficulty of ascertaining poten-
tial competition in the acquirer’s core market could be avoided, while offering
the ability to intervene in mergers where the target has a fast-growing user base
(and is, therefore a threat).

The report mainly concerned itself with the substantive appraisal, sketching
out the theory of harm described above, while advising to leave thresholds
untouched until the German and Austrian models could be evaluated. This runs
the risk of mergers that would be considered anti-competitive even with the
novel “conglomerate ecosystem/uset’s space” theory of harm may still fall
under the standard thresholds.

238 Facebook and Instagram are once again the best example. As mentioned above, user trends
vary, and businesses use different marketing tools to reach them. In maintaining both services in
its ecosystem, Facebook can cater to different user needs. Facebook themselves published a study
to assist potential advertisers about how to decide where and how to market their products,
available here: https://www.facebook.com/business/news/insights/facebook-
and-instagram-a-tale-of-two-feeds (Last retrieved 2019-11-07) In my view, this further
reinforces Instagram’s complementary nature to Facebook.

239 Note, again using our main example, that Facebook corporate leadership has stated that one
of the reasons for purchasing Instagram and WhatsApp was to acquire its talented personnel.
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5.3 Bourreau and De Streel

The Commission report utilizes a paper written by Bourreau and DeStreel in its
development of this theory of harm.240 The paper was written to analyze the
effect of digital conglomerates on product innovation to provide recommenda-
tions for EU competition enforcement. This section will go through their poli-
cy recommendations firsthand.

5.3.1 Recommendations on future Market Definitions

In establishing power on a relevant market, static indicators24! are more often
used. They are often more easily assessed with certainty, fitting well within the
model on which competition law enforcement is usually based, which is static.
In the EU according to the authors, the Commission and the Courts have al-
ready acknowledged that this static model is not always sufficient in innovation
heavy markets it may not convey enough information. Since then, the EC de-
veloped the concept of “innovation spaces”?%2, indicating a further shift to ac-
commodate to dynamic markets.

Bourreau and De Streel argue for increasing the importance of dynamic
efficiencies in the goals of competition law. Traditionally, allocative efficiency
and price-effects have been awarded the highest importance, then static, with
dynamic efficiencies coming in last. Its suggested that dynamic, innovation
driven, competition should be placed ahead of static. This would aid in main-
taining contestability both in and for markets as well as shifting focus forward
from existing products and competition.

They also recommend an increased focus on potential competition and
barriers to entry on markets defined by outputs, complemented by a definition
of input markets. They argue that competition authorities should take specific
note on the possible existence of ecosystems in this stage.

In the analysis of innovation specifically, their recommendation is to com-
plement what they call the “dynamised standard analysis based on products
output markets” with a new model for analysis. In shortt, it should focus on
capabilities in order to better catch the uncertainties of innovation. This is
acknowledged as difficult, as determining which role innovation capabilities
actually play in actual product innovation can be uncertain. These difficulties
were not considered insurmountable. Even though the tools are not yet well
developed, they are at a stage where they could be applied. Citing Kerber and

240 Digital Conglomerates and EU Competition Policy. M. Bourreau and A. De Streel
241 Such as demand-side substitution and current firm positions.
242 The Dow/Dupont case, mentioned above
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Kern directly: “Clearly, product market analysis can be unbelpful and misleading in dy-
namic contexts. Using the right concepts imperfectly is better than a precise application of the
wrong ones. Because of the more limited structured innovation in digital markets
in comparison to more static markets, applying an input-based analysis could
prove difficult. Defining relevant “Innovation markets” for the main capabili-
ties of the tech sector is nevertheless possible.243

Competition authorities should then continue by assessing barriers to ac-
cess these capabilities. Most interesting in the description of this step is the
reference to further investigate exclusivity clauses and non-competes for highly
skilled personnel. As noted earlier, some of the outward rationale for recent
tech mergers have been the acquisition of staff. Following the removal of
skilled staff by both employing them at the incumbent and preventing them
from developing outside of it are sure to raise barriers to access for other com-
panies.

Bourreau and De Streel also note that the Commission did examine the
role of data as an input in the Microsoft/LinkedIn case, but that they did not
define a specific market for it as an input.

Their recommendations can be summarized as a shift in analysis from
static to dynamic through an increased focus on potential competition and
barriers to entry, as well as complementing this with defining capabilities mar-
kets.244 They recommended some practical changes to the 1997 Notice on mar-
ket definition,?*> namely using the more dynamic market definitions and market
power assessments already found in EU Law.246

5.3.2 'Theories of Harm

5.3.2.1 Tying, bundling and envelopment

Bundling?¥ is prohibited by the EUMR when anti-competitive, the Commis-
sion will focus on ability to foreclose the tied market, the incentive to do so, as
well as the overall impact on consumer welfare.

Once again considering the specific nature of firms in the digital sector,
the authors establish that they are likely to establish product ecosystems due to

243 The authors provide Data, engineering skill, computing power and very risky capital as exam-
ples of these kinds of capabilities. NB for example Mark Zuckerberg’s statements on acquiring
skilled personnel. Not as innocent using this model of analysis.

244 Such as data.

245 Relevant market notice.

246 Specifically, the Article 101 Guidelines on Horizontal- and Technology Transfer Agreements
for the market definition and the Priorities Guidance on Article 102 for the provisions on market
power.

247 Used by Bourteau/DeStreel to also include Tying.
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synergies, while their economies of scale and general product modularity enable
them to develop products at lower costs. Creating products that could be con-
sidered unrelated to their basic offering or complementary increases the incen-
tive to bundle. On the demand-side, generating consumption synergies for
consumers inside an ecosystem further encourages firms to bundle and develop
their ecosystem in order to harness this increase in value. Because both supply-
side and demand-side synergies could be generated more easily in the digital
sector, utilizing them are considered more desirable by digital companies.248

The authors suggest further widening the scope of market characteristics
in the NHMG2# to better focus on the possible anti-competitive effects of
bundling and by using envelopment strategies.250

5.3.2.2 Access to inputs

In the EU merger control regime, competition authorities can impose behav-
ioural or structural remedies where the conditions of an input foreclosure are
met, These conditions are based on ability, incentive and negative impact on
competition.2>! Bourreau and De Streel again point to the Microsoft/LinkedIn
case as an example of how this is implemented in current enforcement. In the
case, the methodology established by para 34 was used in order to determine
whether LinkedIn’s data was an important input for the development of CRM
software based on machine learning.22 In this case, it was found not be.

5.3.3 Recommendations

To address access to inputs, the authors suggest granting compulsory access to
any key component identified by remedy, to the extent that identification is

possible. This would allow an entrant to enjoy similar benefits as the conglom-
erate ecosystem. They propose an assessment of key component characteristics

248 Page 26 sec 3.3.1 (i)

249 As well as the Priorities Guidance of article 102.

250 For example, when bundling raises barriers to entry (for innovators) and/or by reducing
competition through increased differentiation.

251 NHMG paras 33-57.

252 Para 34 NHMG is cited: “Input foreclosure may raise competition problems only if it con-
cerns an important input for the downstream product. This is the case, for example, when the
input concerned represents a significant cost factor relative to the price of the downstream prod-
uct. Irrespective of its cost, an input may also be sufficiently important for other reasons. For
instance, the input may be a critical component without which the downstream product could
not be manufactured or effectively sold on the market, or it may represent a significant source of
product differentiation for the downstream product. It may also be that the cost of switching to
alternative inputs is relatively high.”
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to complement this, in order to not skew the trade-off between competition in
the short-term and reducing the incentive to innovate by incumbent firms
forced to provide access.

5.3.4 Killer acquisitions in Bourreau and De Streel

Bourreau and De Streel believe that the model based on turnover has proven
unable to catch transactions where the purchase price has indicated a high-value
transaction. For example, Facebook/Whats App would have avoided Commis-
sion scrutiny if not for a referral by national competition authorities. In contrast
with the special advisers’ report, they recommend implementing a complemen-
tary transaction value threshold, such as the one currently in use by German
and Austrian authorities. Putting forward the argument that this does not mean
that all acquisitions above this threshold would be considered killer acquisitions
and anti-competitive, but that it simply means that they would be reviewed. It is
then up to the review process to determine if the price is an indicator of future
revenues from an innovative target or if it reflects a payment to ensure market
stability, resulting in the killing of the acquired innovation. Applying this com-
plementary change, they argued, would not increase the number of notified
concentrations, as transaction value is most often alighed on the parties’ turno-
ver.

5.3.5 The Review Process

The review should focus first on determining whether the acquired firm, in a
given scenario, could plausibly use its innovation to “eat into” the market of the
acquirer. If not, the review can end there. If yes, then the effects of
post/merger cannibalization on the incentives on the incumbent should be
investigated further. Considering if the gains from letting the innovation onto
the market are larger than the expected losses to be incutred, the acquirers
market position should be taken into account, since a stronger market position
implies a larger potential loss. If an incentive to delay or cancel potential inno-
vation is made clear, the investigation should then look directly into the busi-
ness plan of the incumbent. The incumbent should be expected to deliver a
“clear and convincing” explanation as to why it will use acquired innovation,
even if potentially disruptive, and not contain it. The authors suggest that a
commitment along those lines would be even more preferable.?53 If such an

255 Commitments along these lines are further explored in an older study by De Streel and La-
rouche, Disruptive I tion and Competition Policy Enforcement, (2015). Also referenced in this paper.

67



explanation is lacking or in the absence of such a commitment, the merger

should be prohibited.

5.3.6 Final Recommendations

Bourreau and De Streel consider that competition law enforcement increasingly
has to deal with a sector that, due to market effects, is highly concentrated. In
addition, it is more uncertain due to the rapid progress of technology and inno-
vation. They stress the need to ensure contestability in and for markets in order
to handle concentration, while uncertainty should be handled by experimenta-
tion and “learning by doing”.

5.4 Promotion of Innovation through Competition in
the ICT Sector

In her doctoral dissertation, Tyagi again raises the issue of high bartiers to entry
generated by network effects in the digital sector.2>* Network effects can gener-
ate substantial advantages for early players, which can then be effectively lever-
aged into a strong position of incumbency. From this strong position, there will
be opportunities and certainly incentives to further raise entry barriers and
maintain the advantages conferred by strong network effects. This is similar to
the concept of the “digital ecosystem” or “users’ space” discussed above, with
user flow acquisition and retention strategies all serving to maintain positive
network effects in addition to providing complementary synergies.

Tyagi also offers a reminder that network effects are not detrimental to
innovation by nature, but that they can also help drive it forward. A merger
could, for example, further innovation through increasing the scope of its net-
work and giving consumers the benefit of a larger user base.255

5.4.1 'The importance of active acquisitions markets

One point made by Tyagi, is the importance of an active acquisitions market
for start-up innovation activity. The so-called “replacement effect” occurs when
a firm innovates from a position of monopolistic power, resulting in the profits
from newer products eating into profits from the old. The replacement effect,
understandably, diminishes the incentive to innovate and develop new products

254 Tyagi, page 144.
255 One of the main attractions of the Facebook platform is, in fact, its large user base; Tyagi,
Chapter 3.
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for a dominant incumbent. Start-ups do not face this dilemma. Their incentive
would instead be to innovate, and in turn to disrupt the market. Once this dis-
ruption is achieved, being absorbed by the larger incumbent in the ecosystem is
a clear next step.256 Again, note that many start-ups achieve unicorn status on
the backs of such transactions.

Large companies in general find it hard to deal with disruptive innova-
tion, which a start-up is much better suited to take advantage of.257 This means
that it could be an efficient strategy for bigger firms to seck to acquire outside
innovation, rather than to engage in conventional R&D. The incumbents are
usually better positioned to make use of any innovation as well, possessing
more resources with which to engage in further development.2s Tyagi uses the
Apple/Beats merger as an example of this. Apple’s “concentric expansion”
strategy called for a review of its strengths and weaknesses, with the stated goal
to expand along identified core strengths and away from weaknesses. For Beats,
the price received for the acquisition is viewed by Tyagi as a form of “innova-
tion rent”, which was likely to be a motivation for the start-up in the first
place.?» This is analogous to the Schumpeterian analysis of rewarding risk tak-
ing to disrupt the status quo.260

5.5 Analysis

Both the special advisers’ report and Bourreau and De Streel suggest an adapta-
tion to the market definition framework, arguing instead that it should be ex-
panded to consider an expanded digital ecosystem surrounding the core area of
an incumbent. This would allow an assessment focusing on the risk of domi-
nance instead of foreclosure, allowing antitrust enforcement to better anticipate
the dynamism of the digital sector.

This seems to be one of the main problems in regard to the investigation of
start-up acquisitions, the older and more static outlook has not yet been adjust-
ed for these new types of acquisitions.

As mentioned, however, an active and healthy market for acquisitions re-
mains important for the incentives to innovate for start-ups. Even if not direct-
ly dedicated to growing into a FAANG-like platform, forming a start-up with
the specific purpose of being bought out could also increase welfare. This was
described in section 5.4.1 above, indicating that the prospect of acquisition

256 Tyagi, page 147.

257 Tyagi, page 147. Note that identification of these disruptive technologies is one of the original
“Innovator’s Dilemmas”.

258 Tyagi, page 148.

259 Tbid.

260 Thid.
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could be a motivator. This needs to be kept in mind when discussing enforce-
ment in this sector.

Bourreau and De Streel made the suggestion of making acquirers whose
business plans indicate a post-merger shutdown explain convincingly that they
intend to keep it going, even if disruptive.2s! In my view, this solution offers the
opportunity of both maintaining a healthy acquisitions market and also hinder-
ing firms from making acquisitions of innovation they do not intend to devel-
op, thus preventing straight kill zone acquisitions. Further, the evidentiary re-
quirements are well placed, since the first indications of incentive are strength-
ened with a review of the acquirer’s business strategy. If this has been to regu-
larly acquire and shut down competing lines of innovation as a corporate
defense strategy, the merger should be prohibited or subjected to remedies.

Further, there is one area in which the special advisers and Bourreau and De
Streel disagree, namely merger notification thresholds. The special advisers
advocate waiting and evaluating the transaction value-based thresholds intro-
duced in Austria and Germany, while Bourreau and De Streel advocate chang-
ing the thresholds right now. In my view, this is also one of the most difficult
areas in which to decide upon a change. Several transactions would not have
faced oversight hade the member states who referred them not have had trans-
action value- based thresholds in place. For this reason, complementing the
EUMR with these thresholds would be prudent. One other issue with when to
notify mergers is that many kill zone acquisitions are likely to fly under the ra-
dar even with thresholds based on transactions values, and this would require a
balancing act. On the one hand, protecting smaller innovative start-ups would
be in line with the goals espoused in both guidelines, but on the other it would
be very difficult to design a system of notification to catch these, while not
burdening the DG Comp with an impractical workload. This could be an area
of further study, as whatever solution of the above is decided upon, without a
notification system able to catch these mergers, any attempts at enforcement
would be rendered impotent.

One area of difficulty encountered during my investigation of this area, cop-
ying and misuse of distribution platforms, should not be considered under
merger control. Instead, I consider this an area to be considered under the
abuse of dominance framework. However, the digital ecosystem model de-
scribed above could prove useful here as well, in my view. The model could
serve, as above, to help establish a dominant position in much the same way as
it is used in merger control, to determine whether such a position is strength-
ened by a merger. Establishing incumbents in digital ecosystems as holding a
dominant position within them could go a long way towards placing their hith-
erto unenforced anticompetitive activity under scrutiny.

261 Section 5.3.5 above.
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6 Summary

The main aim of this study was to provide an overview of the Commission’s
framework for assessing innovation effects arising from mergers. More specifi-
cally, the question to be answered was in what way innovation was taken into
consideration in the merger assessment. This question was primarily answered
in chapter 3, through the descriptions found in the guidelines and the exempli-
tying cases. This demonstrated that innovation is an important criterion in mer-
ger control, and that the Commission was willing to protect products very early
in product development even before the Dow/DuPont decision.

The Dow/DuPont decision in turn introduced and carried with it the con-
cept of the “innovation space”, as well as a more general presumption of harm
to innovation. As shown by the above discussion, the main problem with the
case was evidentiary. According to Petit, the decision would likely have been
overturned if appealed to the courts. In my view, there has been a wealth of
academic writing since the decision was published, some of it presented by
Padilla above. The Commission should take this into account when considering
future innovation cases, using it as an aid to help establish a strong evidentiary
foundation moving forward.

The secondary purpose was to evaluate how well this framework protects
innovation generated by start-ups. First, I should mention that one of the main
problems turned out to not be acquisitions, but instead copying. This led to a
decrease in start-up financing and is generally a problem not best handled
through merger control. However, I believe that one of the main contributions
of the work of the special advisers and Bourreau and De Streel will be the usage
of the “digital ecosystem” model to establish dominance for abuse of domi-
nance cases, in addition to its suggested usage for merger control.

Further, most authors, including the Commission’s special advisers, recom-
mend some sort of changes to the framework in order to better preserve the
innovation brought forward by start-ups. I believe that in order to better catch
these acquisitions, that a change in the system of notification is required. With-
out a change in the notification system, kill zone acquisitions which would oth-
erwise be caught by any new forms of substantive assessment would still pass
without scrutiny. This is an area which, in my view, should be prioritized for
further evaluation.

The suggestions for substantive assessments to protect start-up innovation
in both papers were centered around the defining of a digital ecosystem, from
where the evaluation could proceed. Having established this position of power
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for the incumbent increases the likelihood that competitive harm could be
found, when a transaction would otherwise have been deemed a non-horizontal
conglomerate merger. Using this new model, enforcers can check if an acquirer
has incentive to discontinue innovation, such as in Dow/DuPont or if the in-
novation threatens to disrupt the incumbent’s core area. Alternatively, specific
market conditions could be examined in relation to the formation of new barri-
ers to entry, in order to determine whether an acquisition is defensive in nature.
Since all of this builds upon the concept of the digital ecosystem, I consider it
the best addition to the analytical framework put forward by the reports dis-
cussed.

It should also be noted that the special advisers” report discarded the usage
of the “innovation space” framework for the assessment of start-up innovation,
instead opting for the digital ecosystem model in order to better determine
effects on innovation.

Further, some caution would also be advised as further changes are pro-
posed, since an active and healthy acquisitions market seems to play a part in
the incentive behind the formation of some start-ups. Any future changes to
merger control practice would need to keep the risk of overenforcement
through type I errors to a minimum, in order to ensure a continuing demand
from bigger firms to supplement their own R&D efforts.

In summary, I consider the protection of innovation competition in the EU
merger control regime to be robust, despite the above criticism. Innovation is a
criterion given weight within the assessment of mergers, and the framework has
shown itself to be flexible enough to adapt to varying innovation effects. In my
opinion, the Commission’s decisions reflect a strong commitment to the
preservation of innovation competition.
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