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Why Shouldl Antitrust Target High
Technoelogy Industries?

Economic Importance
a Innevation compettion Is econemic lifehlood
a  |Innoevation drivesieconemic welfare

IHigh technelegy markets may: be prone: to deminance and foereclosure

= Barriers to entry.
Highisunk entry costs
IP rights

a  Potential for tipping
Network effects
Economies; of scale

= Importance of intereperability.
a Vertical integration, exclusivity and fereclesure potential

EXxclusion can’ haversignificant longl termi effects
s Exclusionary/Eoreclesing conduct (exclusivity, threats, refiusalsi to deal)
= Vertical (or, complementary product) mergers

High margins and' other factors abeve alsoi raise unilaterall effects concerns
for horizental mergers



Innovation Incentives & Antitrust: US Case
Law

Innovation' Incentives are: a claimed general rationale for
restricting antitrst cases against monopolists

s “The ability to Charge monopely prices — at least for a short period —
IS Whalt attracts) “lusiness actument Inr the: first place.*  /frnko (2003)

m e successfull competiter, having heen urged to compete, must not
pe tured upen When he wins.” Alcoa (1945)

BUt, economic basisiand significance: ofi concern about
monepolists’ iInnevation Incentives are unclear

x - Immunity firom compettion| IS a narcetic, and mvalny s a stimulant
to Industrial pregress.” Alcoa (1945)

Kai-Uwe Kuhi willtdisecuss the emerging) empirical evidence



The Theory of Innevation and Competition

“'he Schumpeteran Effect”
s Menopely Rents Reward Innovatien

The “Escape Competition Effect™

Market Dynamics

s Intense Competition enhances nnevation When firms, ane
Neck-te-neck

s Intense Competition| reduces; Innevation by laggards
s Revoelving Leadership vs. lncreasing or Persistent Dominamnce

Which Effect Deminates?



A Clearer Empirical Picture Emerges

Evidence: from the 1980s was mixed: Competition eften was, seen
10 reduce inneyvatien
a Severe Statistical'Proklems

= Geroski (1995): Controlling| for endogeneity of competition and
Neterogenelty’ acress Industries; there Is a pesitive: relationship
pEtWeenr competition and mnovatlon

s T one did not control for these effects: similar results, to the old
[Iterature
Patent Count data:

a Blundell; Grfifith, and Van Reenen (1999): Larger Eirms Innovate
more; but competition helps. Consistent With pre-emptive
[IAVESTMENTS.

a Aghioen, Bleem, Blundell; Griffith, Howitt (2005): The inverted
U=shaped' relationship

Impact off Competition oni Cest Imprevements:
s Bailly and Gershach (1995), Galdon-Sanchez and Schmitz (2002),
Carlin, Schaffier, and Seabright (2004): benefit of (Some) competition



Evidence: firom Structural Models

Macelra (2009): SUper-cemputers
s Competition (ever a large range) INcreases Innevaten rate

Goeettier and Gorden (2009): processors (lntel vs.
AMID)
» Duopoly competition leads to slightly’ less innovatien than Intel

monopely:
s But price effects (static efficiency) considerably eutweigh the
R&D: effects’ (dynamic efficiency)

Syversen (2004): Ready Mixed Cencrete

x Moere competition (higher density of producers) leads ter higher
lower bound en preductivity, higher average productivity, and

lower preductivity dispersion



The Message. from Empircal Work

Littlerevidence that nmere compettion 1R highly
concentrated market harms dynamic efficiency

ShouldiCompetition: Poelicy: bermore aggressive
I R&D=intensive Industiies?

a Foreclesure cases?
x Verger contrel?



Introduction to Foreclosure

[FOreciostrers oftén a Conceri i
519/ Tee markers
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Anticompetitive Exclusien/Eoreclosure

v Conduct that allews a firmm: (e greup: of

firms), 1o ...

v Achieve, enhance or maintain market power, oy...
v Disadvantaging competitors, ana tius:...

v Hamming censumers

v Harming| competitive: precess



Foreclosure and Exclusion

[ Suppliers }

Input Market “Input Foreclosure”
that raises rivals’
costs”

TR T S L LR i
3 Excluder ! Exc_luder o
f : Rivals
Output Market “Customer Foreclosure” that

reduces rivals’ revenues”

[ Consumers }
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Sources of Foreclosure

\Vertically integrated dominant firm

n Deminant firm refuses te supply “inputs?” te rivals (oI raises prices)
Reall inputs (e.g., patent licenses; CPUSs)
[P/license required! to interoperate

s Doeminant firmm refuses e purchase output fromi rivals (or purchases
much less)

Dominant firm achieves exclusivity withi critical input suppliers or
critical custemers

Examples: IMS? Micresofit? Intel? Geogle?

FOIeC/OSUIe ISSUES cal aliSe i TIErgers: as Well as: “conauct:” malers
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Application te
IHigh Trechi Markets
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Wihat Isi special in High Triech Markets?

Winner Take: All
Many: Complementany Products

Large Inneyvations are protected! Py many
small patents

pPatent Thickets
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Not all Winners Are the Same

Changing Winners
a Example: Vedical Tiesting Equipment:
x Good firemithe peint of view: off Innevatien

Persistent o1 lncreasing Dominance
x Windows, 1BV z/OS; Microsefit Office

a Potentrally bad for Innevatien: ne escaping the
competition effiect. lLaggards Droep Oult

u Causes:
Specific Investment in' Platferm
Brrand specific network effects
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The Roele ofi Intereperability

TFUrning brand specific Investments; and brand
Speciific netwoerk effiects Inte industry Specific
ones

Intereperability Impertant el SUCCESS:
= Apple
x Open Office
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Seme Examples fior Intereperability. Issues

Microsoft server case

s Refusal to provide information that wouldrallow accessing functionality
ol nen-Micreseiit servers; including licensing of 1P nghts

KAL (multiplatfierniy cashi maching: seftware)

|IBMI mainirame investigation
s Doees Intereperanility selution; constitute vielatien of 1P rnghts?
a IS refusal te license: 1P rights an anticempetitive foreclesing act?

Apple: Refusal terallow: Elash Player oni the: platiorm
s Refusal not based on 1P rights
a Potentially like the Windows Media Player case
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Do Interoperability: Remedies; hurt Dynamic
Efficiency.

%

Interface

Monopoly Competitor’'s B Product
product Potentially Excluded

« Competitor Limits Rent Extraction
*But isn’t rent extraction good for innovation?

« B Competitor allows development of substitute to A in future
Isn’t this what patent protection is all about?
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Should an Innevation on A allew rent
extraction oni B

[i-the Innevative product A creates the
eppoertunity: to create: a complement B, shouldnft
A extract that benefit fireom the Innevation

Analogue off product imprevements (Greeniand
Scotchmer): oo much' protection prevents goed
ideas; for Imprevements: off others; te e
Implemented.

Optimal IR llncentives should give Incentives to
OthErs to produce new:ideas for complements to
Al
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Patent Thickets and the rele of licensing

IHIgh Tlech companies have vVeny large patent
portielies

Impessikle ter check Whether patents: off Giers
COVEr (pants;of)ran Inneyvatve: idea

Elrms dernet Imitate but develepra selutien that
might Infrnge

Large firms form| patent poels 1o aveid this
problem: preempively:

Smaller firms seek to acquire licenses even If
they do not believe they infringe existing 1P
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Compulsery. Licensing/Interoperability: Remedies —
Arthreat to Innevation?

Many: Reasens wihy: P may. be overprotected in the
INAUSTRY:

= Only Inr case: off high degree: of dominamnce. Thus pro-
competitive measures; goed for Innevation
s Extension ofi protection te complementany, products

x Ubiguitous Cress-licensingamong the large, hut
difficulties; for small inneyvators

EVidence frem| past Cases:

= Didl Micresofit remedies reduce: innovation on PC
and/er senver operating systems?

IHeW! costly/ IS' the Implementation; of remeadies?

IS there a reason to presume that impoertant platforms
shieuld offer full intereperability?
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Merger Control for
IHIgh Tiech Viarkets
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High Tech Mergers

Multiple dimensiens off competition
= Price/Non-price (“static” competition)
= New products/Innevatien (*dynamic” competition)

Cempetitive CONCENS
s Homzontal merger (unilateral;, net coordinated effects)
s Potential’ competition merger
= Vertical mernger

Expanded concerns because of netwoerk effects, Intereperability,
tippIng|, fereclosure

Potentially: greater synergies/lenelits; as well

Breader remedial petential
n Licensing IP terreduce entry: barriers and/or reduce rivals’ costs
x  Compulsony. license te maintaintintereperability

s Requiring licensing or JV as; “less restrictive alternative™ tor merger
Example: Google-Yahoo search advertising propoesed JV
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Eramework fer Merger Analysis:
Standard (“Static™) Analysis

Standardl static analysis = pricerand quality: competition

Basic Analysis
a Higher GUPPRIs because marginss usually high
Coordinated! effiects concerns less likely.

m Potentially’ larger symnergies because of new/improved preduct benefits
Currently, and over: time

= Potentially’larger numiber of potential entrants over time. from
repositioningl and development off new: products

s More complex GUPPIs may be needed
Multr-preduct firrms: (substitutes and complements)
Dynamic pricinglincentives

Pollcy IssUe

m Should larger symnergies and greater repoesitioning/entry threat e
presumead, wWhich would offset high GUPPIS?

s No discussioni in 2010 US HMGs on changing the presumptions
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Eramework fer Merger Analysis:
“Dynamic’ Analysis

Dynamic: analysis = innevation and new: product competition

Basic Analysis
n [Lewer GURPPISs for lenger run cempettion (I.e., new: product)
s Potential synergies: Combining compenents; and complementany R&D
a Potential hamme: Elimination of potentiall competition
s Potential harm: Denying Inpuits/coeperation! from: ether rvals

Pollcy; Issue:
a What should lve the competitive presumptions?
s No statement in 2010rUS HMGS;
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Example 1 (Electrenic Equipment)

Basic Structure
s A+B'merger (31 and #2)

= High DRs frem win/less data
Firms C&D: fiading In past year
Thus, highishoert-run GUPPIS

a2 large potential entrants — likely speedl off development/entry, controversial

Analysis
= Large synergies freom combining complementary Compoenents

m Parties argued symergies firem' combining R&D teams (“Smart engineers working
together?)

m  Evidence that C&D were “reinventing” themselves and catching back up
a Evidence on potential entrantsi remained unclear

Outcome: Noisecond reguest
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Example 2 (Pharma liransaction)

Basic structure

a Vature pharmaceutical

2 oranded manuftacturers; both face genenc competition

2/ other moelecules compete. for indication, and! 1 is; the leading firm
s Short-run-average” GURPI = 10%

Significant DRS between mergingl parties

Payersi retained branded drugs iniformulany, but generics' led to price
reductions; theugh

s R&Drpipelinefor petential relleut in 2015, time frame
Merging parties; pipeline drugs
2-3 other competitors pipeline drugs toe

Investigation anel eutceme
n Detailed *guick-Iook™ over 4 month period

s Major Issue: Likelihoed that merging firms: preducts would rell-eut, hui

most others would: not.
Balancing probabilities

n  Outcome: short-run; licensing| off ene brand
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Back-=Up; slides
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Refusals; toer Deal and
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US: ko & KLIne

Central Holding: Antitrust adds; nething te regulatien of entry.

Dicta: “forced dealing™ faces a high bar, whether refusal to deallor price
sgueeze

s Compelling negoetiation can fiacilitate collusion.

n Compelling firms te share may inhibit
Investment Incentives of both deminant firm and Victims

a Enfierced sharng requires courts te) act as
“centrall planners,” which can lead te high costs of error

Exception: Asperi Sk
a At the “outer boundary” ofi Section: 2
s Histery of veluntary: dealing
n Refused to sell'te nval at the bulk price charged to others

YAS
29



Impact on Investment Incentives:
Is Trinko’s Concern; \alid?

Leap-fiog competitioni by entrant to)enter input market would 1oe
unlikely i situatiensiwhere this refusaliter deal rule applies.

a Defendant’sihas menoepoly: pewer: oy /i there are
durable entry bamfiers in the Input market

Market competitien will Increase Innovatien Incentives
s Monepolists have weaker Incentives thani competitors
= Monopolists have: stronger incentives when; monopoly: is being threatened
WIth competition

= Exclusionany conduct reduces Innoevation incentives of entrantsiand rivals,
Py reducing or eliminating their market prospects

Lanelling an entrant a fiee-rder simply. Because it competes with a
defendant with! preven; menopely: pewer in enly: ene market (rather
than| entering lhoth markets) Is an extreme View,

s Compensates defendant for monoepoly profits oni lost custemers, while

permitting competition te occur. 20
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Central Planning Concern:
Can| Courts Set a Price Stancard?

fask s net keyond the capanilities; ol courts and
AgENnCIes

s Market prices often provide a good price benchmark

n Predatoery prcing standards; rely en judiciall price-cost
COMpParsen

s Refusal te deall law: By courts In these limited circunstances
Ca SEerve: asi anl episodic Internvention short of full regulation

31
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Non-Exclusion Benchmark Price:
Potentral Alternatives

Incremental cost
s Problematicalisince does not compensate legitimate monepolist for investment

Market prices
s Price previously charged to plamntiff (i prior veluntary dealing) or otther lbuyers
a  Problematical i woerld has changed; or, It ne such; market prices exist.

“Protected-Profits Benchmark™ (constructed price henchmark)

s Price that compensates defendant fior monepoly profits on: eutput sales lost te “equally
efificient” competitor

Derived from the “Efficient Components, Pricing Rule” (ECPR) used in regulation

a Fallure e defendant teraccept an oiifers equal/above PRB Is evidence: ofi an anticompetitive
refusal te deal

s \Wholesale price above PPB!is evidence of a price (or margin) “sgueeze”

PRB Implementation Issues
a  Must distinguish “refusal te deal™ frem mere “bargainingl failure.*

= PPB canbe extended to differentiated products, which lead te a significantly’ lewer
benchmark price (Armstrong et al (1996))

Application to Competition Law
= Appears to be EU standard. US much less clear

= PPB as a pessible “upper bound™ for compulsery licensing remedy or natural moenopoly.

regulation 32
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Protected-Profits Benchmark:
Refusal to [Deal’ Example

PPB : lnput price teicompensate defendant for menoepoly profits on output
sales; lost to) plaimitifif
Example

s Current monopoly price = $100

s Monoepoelist’s current margin = $50

= Monopolist’s input costs = $10

= Monoepolist’s dewnstream costs of output (lbeyond input costs) = $40
Benchmark input price = $60

= Monopolist will earn $50/on input sales, ($60-$10)

= Same $50 profits as earned on output sales
Thus, refusal te deall i menopolist refuses an Input price offer above $60.
Equivalent ter belew-cost dewnstreani prcing standard, Where moenepolist
“oppoertunity’ cest™ INcludes the: revenue! it could earmreni Input sales

= Price = $100

s Cost = $40 dewnstream costs + $60 (oppertunity cost on Input sales) = $100
Egually efficient entrant will just survive

= More efiicient entrant will prosper and lead to price competition

= Monopolist not compensated for the impact of this' price. competition on its
profits
33

PPBE would be lower if differentiated products: Vonopolist would /ose /ess: 33
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